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ED2 Share-Based Payment
Pfizer welcomes the opportunity to comment on the above- noted invitation.

Pfizer is aresearch-based hedlth care company with globd operationsin over 140
countries. The Company’s 2002 sales were gpproximately $32.4 billion and assets are
approximately $46.4 billion under accounting principles generdly accepted in the United
States of America

Aswe have expressed in a number of forums, until an option-pricing modd is identified
which encompasses the variables inherent in determining the fair value of a stock option
held by an employee, we remain concerned about the |ASB alowing companies to report
fair valuaion amounts. Our concern results from the fact that the absence of ardiable
method of accounting for the “vaue’ of an employee stock-based payment effectively
forces an inaccurate valuation to be reflected in the financia statements. Further, users of
financids, who do not generdly have backgrounds in option vauations, may be mided
into believing that the vauation is absolute in its accuracy and appropriateness. While
estimates and judgments are used in financids on aregular basis, they are formulated
based on a reasonable and redlistic assessment of various factors. We believe thisis
missing in the current pricing models. Moreover, the current guidance to fair value a
gtock option can result in very different values and result in asignificant lack of future
comparability between financid statements of smilarly Stuated companies. We have
seen evidence of this within the recent announcements of the companies who have
announced that they will recognize stock options as compensation expense. Such models
are dependent on highly subjective future-oriented assumptions which may dso invite
opportunities for abuse.

We would like to seethe IASB defer the issuance of an accounting standard until al of
the very sgnificant issues associated with valuing employee stock options are resolved.



However, in the spirit of working with the IASB, we have offered a number of
suggestions that might mitigate the serious reporting and disclosure issues in the interim
until a satisfactory modd can be found.

Our detailed comments are attached and we would be happy to discuss any of our views.
Very truly yours,

Loretta V. Cangialosi

LorettaV. Cangidos

Vice President and Controller

Attachment

cc:

Mr. D. L. Shedlarz, Executive Vice Presdent and Chief Financia Officer
Mr. A. G. Levin, Vice Presdent - Finance



Pfizer Inc comments on ED2 Share-Based Payment

|. Summary

Generdly, we do not agree with the IASB proposed recognition of the value of employee
stock options because the vaue determined is unreliable and the accounting theory has
some weaknesses.

The traded option-pricing model does not contemplate the inherent restrictions associated
with employee stock options. In addition, we are apprehensive about the IASB
adjustment that seeks to reflect those restrictions on employee stock options as a
reduction in value as we do not believe that it accomplishesits misson.

In contrast, we are not aware of a practice of amilar restrictions in the exchange of stock
options in non-employees. While we understand the IASB’ s concern to group like-items
in the same standard, we don't see options granted to employees and options exchanged
for goods or non-employee services as like-items and, therefore, can foresee different
accounting.

Upon reading the IASB ED2, we have smilar concerns as we did upon reading the U.S.
equivalent, SFAS 123. Accordingly, we now aso disapprove of the disclosure of the
option vauation and related assumptions because we believe that the vaue to be
determined under the ED will be unrdiable and mideading.

II. Objection tothe | ASB proposed recognition of the value of employee stock
options

A. Thetraded option-pricing model value is unrdiable

We do not believe an accounting standard can mandate the use of an option-pricing
mode for measurement purposes because no option-pricing model adequately vaues
employee stock options since the trading option-pricing modd:

Does not consider non-traded options;

Does not adequately consider restrictions on trading, transferability and the ability

to forfeit the options before expiry; and,

Is dependent on highly subjective future-oriented assumptions.

However, notwithstanding the above, we recognize that a vigble vauaion modd for
determining the fair value of employee stock options needs to be agreed upon or
developed. Without guidance from the IASB as to an gppropriate and reasonable fair
vauation modd, the method of vauing these employee stock options will be left to the
wide discretion of management which, in turn, decreases the future comparability
between financid statements of smilarly Situated companies and increases the
opportunity for abuse.

Until an option-pricing modd is identified which encompasses the variables inherent in
determining the fair vaue of astock option held by an employee, we remain concerned
about the IASB alowing companiesto report fair valuation amounts. Our concern results
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from the fact that the absence of areiable method of accounting or disclosing the “vaue”’
of an employee stock option effectively forces an inaccurate and ingppropriate vauation
to be reflected in the financia statements.

Below we have provided expanded comments on our objection to the use of atrading
option-pricing modd.

1. The traded option-pricing model does not consider non-traded options

Traded option-pricing modds build on binomid share pricing, then congtructing a
portfolio of shares and options such that the cash flows associated with buying shares and
writing call options equate to a guaranteed amount. Under a traded option-pricing modd,
the production of the value that is guaranteed, whatever the individua vaues of the
components, must involve the buying and sdlling of the other so that their individua
movements can offset (hedge) each other. The sum of the present value of the
hypotheticd insruments in the “hedge portfolio” produces the present vaue of the
options. In contrast, employees usualy cannot and do not write stock options on their
company’s stock.

Also, atraded option-pricing model provides an optima vaue, assuming traders are
rationa individuals that seek and can optimize their portfolio. In contrast, employees
may not seek to optimize their portfolios. Further, employees cannot optimize their
portfolios because of trading, transfer and forfeiture restrictions. If optionsarea“fairly
bargained transaction” (ED2 BC197), why should one assume that the employee could
achieve an optimd vaue? Moreover, if options are afarly bargained transaction, one
proof of an 1ASB-determined employee stock option vaue would be that such vaue
would equa the mean of the optima company vaue and the optima employee vaue—
and yet this avenue has gpparently not been explored by the IASB.

In addition, atraded option-pricing model assumes no transaction costs. Such costs
would increase the cost to exercise an option and decrease the option vaue and there may
be transaction costs. There are brokerage, processing and regulatory fees for so-cadled
“cashless’ exercises where stock acquired with, effectively, atemporary loan is
immediately exchanged for cash. Moreover, the vesting requirements conceptualy
conditute a cost to exercise, economicaly akin to the opportunity cost incurred in waiting
on aline for acommodity that will be sold to anyone at the same price on afirgt-come,
firgd-served basis.

Further, stock price gppreciation and dividends represent the total rate of return on
invetment. Generdly, when dividends are paid, share pricefdls. To reflect thisina
traded option-pricing modd, dividends must be excluded; they decrease the option vaue.
The dividend assumption employed in a traded option-pricing modd does not consider
the dividend effect in rdaion to vesting requirements. If it did, it would have to
acknowledge that there is no possibility of obtaining the dividend in the vesting period.

Lastly, atraded option-pricing modd does not directly consider the impact of:
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The different tax consegquences on Incentive Stock Options and Non-Quadlified
Stock Options under the U.S. Interna Revenue Service Code; and, to alesser
extent,

The dbility to dect “tax holidays’;

Graduated income tax rates; and,

Intended and announced treasury stock buybacks.

Inthe U.S,, certain (Incentive Stock Options (1S0s)) options present atax advantage to
the holder when the stock acquired upon exercise is held more than a year and then sold.
The advantage is that rather than being taxed at ordinary income tax rates, the security
sdeistaxed alower capital gainsrates. Obtaining atax advantage or atreasury stock
buyback may be seen as theoreticaly the same as obtaining a dividend, and consequently
decreasing the option vadue. At best, the ED2 suggests that the average exercise period
may be shorter, but that is not on point in atraded option-pricing modd.

We are uncertain how the “binomia modd and the inability to exercise an option during
the vesting period can be taken into account in gpplying such amodd” (ED2 BC150).

The Black- Scholes modd does not assume “that the options cannot be exercised during
that period” (ED2 (22 b) and (BC148). The Black-Scholes mode assumes that options
can be traded during the period; that the option being valued will be exercised a a
specific date. Aswe recdl, during the FASB public meeting with academics on vauing
employee stock options, under inquiry about whether he would use the Black-Scholes
formulafor valuing employee stock options, Dr. Myron Scholes said he hadn't thought
about it being used that way-- and he didn’t say much more.

2. The option-pricing model does not adequately consider restrictionson trading,
transferability and the ability to forfeit the options before expiry

Many (of the few) academic published researchers interested in SFAS 123 employee
stock option valuation (Rubingtein, Carr, and Linetsky) have concluded that the SFAS
123 vauation that depends upon expected term to factor out the restrictions on employee
stock options sgnificantly overstates the value of the SFAS 123 option or, that the factors
involved in predicting exercise are complex (Huddart). We have problems with their
parsing out certain effects, but we do agree that they have at least contemplated most of
the factors that the FASB did not.

We suspect that other factorsimportant to employee exercise behavior include:
Age (incdluding retirement digible satus);
Company policy that may require holding stock upon option exercise;
Current and expected future taxation;
Financid savvy (including industry employee character);
Persond wedth (liquidity needs);
The relationship of stock price to the genera stock merket prices (*beta’ and
dterndive invesments);
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The degree of risk diversfication (incduding the effect of previous grant
“overhang” and dternative employment).

3. The option-pricing mode! is dependent on highly subjective future-oriented
assumptions

The |ASB use of atraded option-pricing modd requires predicting the exercise date of an
option. Exerciseisafunction of many things, al of which are future events thet are not
controllable, eg., stock prices.

The lASB use of atraded option-pricing mode requires that a company predict future
stock price voldility. Such afeatureis not objectively verified.

The lASB use of atraded option-pricing model requires predicting future long-dated
dividends. Dividends are afunction of many things, dl of which are future events that
are not necessarily controllable, e.g., net income.

We encourage the IASB to consider the approach used by the FASB, which uses
historical exercise patterns and historica voldtility.

Also, we encourage the IASB to discuss the vauation of traded options with option
traders to understand that such vauations are somewhat recursive, with vaues constantly
being adjusted to reflect other’ s vauations. In particular, we encourage the IASB to
discussthe vauation of traded options with option traders just when the market becomes
volatile. We believe these discussons will prove vaduable in understanding that option
pricing modd vaues are Smply a garting point and not a definitive vaue.

Findly, we ask the |ASB to identify why alog norma distribution is gppropriate for
long-term expected equity securities prices.
B. Accounting theory weaknesses

Within the IASB’s Framework for Preparation and Presentation of Financia Statements
“an item that meets the definition of an dement should be recognized if:

a) it is probable that any future economic benefit associated with the item
will flow to or from the enterprise; and [emphasis added)]

b) the item has a cost or value that can be measured with rdiability.
[emphasis added]”

The second criteriaindicates that the recognition of an item that possesses a cost or vadue
must be measured with rdiagbility. We do not believe that the results of the currently
proposed option pricing modd are free from materia error and bias nor do we believe
that the results can be depended upon by usersto represent faithfully that which it
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purports to represent or could reasonably be expected to represent. We believe that
paragraph 32 of the aforementioned framework gppliesin this case; thet is, information
may be relevant but so unreliable in nature or representation that its recognition may be
potentialy mideading.

Furthermore, there is no cost to the company granting options because no cash or other
assets are given up by the company. We believe expenses are cash or cash equivaent
outlays. Further, thisis consstent with the bulk of accounting for other expenses.

We believe accounting should reflect actud and probable cash flows, not possible cash
flows. This is wha finacia datement users understand. As you well know, the U.S.
financid markets have been jolted by recent problems involving the vauing of long-
dated financid instruments that could not be demondrated by actua cash flows. Indeed,
our own FASB daff’'s view in the November 21, 2001 minutes to the EITF 02-3, Issues
Involved In Accounting for Derivative Contracts Held for Trading Purposes and
Contracts Involved in Energy Trading and Risk Management Activities, is requiring the
rgection of vauaions of long-dated derivatives that are not based on observable market
inputs.

In addition, the ED2 accounting that requires crediting paid—in capitd as employee
services are expected to be ddivered is a point of disharmonization with our conceptura
view on equity. We work with theideathat equity isaresdua amount, the net of assets
and liahilities. Thefact that the ED2 required accounting concurrently increases equity —
paid-in-capita, and then decreases equity - retained earnings indicates that thereis no
Substance to this equity trestment.

We see the accounting theory employed by ED2 suggests that the using up of resources
reflects compensation expense. However, there is another view that sees the granting of
options as a risk-sharing mechanism by the company with itsemployees. That is, if share
prices increase, employees are permitted to become part owners of the company mostly
through “sweat equity” and a (perhaps, rdatively smdl) cash contribution. On the other
hand, if share prices decrease, employees are not permitted to become part owners of the

company.

We take exception to the idea that services are assets when received (ED2 BC42). We
work with the ideathat an asset is a probable future economic benefit obtained or
controlled by a particular entity as aresult of past transactions or events. An “entity’s
own shares are not an asset to an entity” (ED2 BC68) and neither are the services they
encourage.

[11. Adjustmentsto the option-pricing mode value

A. Adjustmentsto thetraded option-pricing model
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We bdieve that no currently exigting option-pricing model adequatdly values an
employee stock option; therefore, we are concerned about ascribing these dubious values
in externdly reported financia Satements.

However, if the IASB proceeds with the use of atraded option-pricing modd, we believe
other modifications should be made to improve the consstency and reiability of option
vauationsto reflect the restrictions on the exercise or transfer of employee stock options.
We believe the use of the expected term to exercise the option does not adequately reflect
the decrease in option val ue consequent to the restrictions.

We recognize that many people have noted this issue about the overstatement in value
required by the FASB both during and after the development of SFAS 123. The problem
appears to be unresolvable in practice because unlike the Black-Scholes modd that has
been vaidated againgt actud traded stock options by the authors (specifically excluding
options with restrictions on trading) and others, the diminution in employee stock option
value can not be vaidated againgt actua traded stock options. Perforce, the value can
only be determined theoretically.

Thefailure of apricing mode to adequately factor in areduction in value to reflect the
redrictions that are inherent in employee stock options would actudly result in the IFRS
vaue not being afar market vaue—the stated principle behind ED2.

We have three suggestions, which represent aternatives distinguished by different
hypotheses on what point in time thereisawilling “buyer” and awilling “sdler” for the
exchange of “fair vaue’, tempered by operationa (objective) criteria

Alternative #1

We suggest the vaue of an option can be caculated as the net of the:
|ASB traded option-pricing modd vaue (adjusted for transaction costs under [1A-
1) using an expected exercise date, lessthe
|ASB traded option-pricing model value (adjusted for transaction costs under |1-
A-1) and, excluding predicted dividends and, including the effect of taxes and
intended treasury stock buybacks (see previous discussion under 11-A-1).

The difference between the two optionpricing modd va ues represents the vaue of an
option when it can be exercised through its exercise date. In essence, this method
hypothesizes that an option has no vaue during the vesting period when it can be
forfeited or it cannot be traded or transferred. The point in time where thereisawilling
buyer and sdler is between the vesting date and the expected exercise date.

The advantages of this method are that:
It better reflects the reduction in value for the restrictions, and the
The vesting date is an objectively determined factor.
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This method aso addresses the anomaly that options with regtrictions requiring a
minimum holding period, i.e.,, vesting period, have a vaue gregter than options that are
not vested.

The disadvantage of this method is that there is no direct method to distinguish the
reduction in the vaue of the option due to the restrictions.

Alternative #2

We suggest the value of an option can be cdculated asthe:
|ASB traded optionpricing modd vaue (adjusted for transaction costs and,
excluding predicted dividends under 11- A-1) using the vesting date exercise date,
lessthe
Predicted expected value of the stock price depreciation.

In essence, this method hypothesizes that an option has no vaue after it is vested and,

that the economic cost associated with when an employee stock option can be forfeited or
cannot be traded or transferred is reflected by the probable loss incurred by the required
holding of the stock.

Hypothesizing that an option has no vaue after it is vested reflects the company’ s point
of view on the option; once the option in the money, it isno longer optiond.

In a business exchange transaction, afairly bargained transaction (ED2 BC197), both
parties come to the negotiating table with an idea of the margina utility of the transaction
and settle on a price that meets both of their expectations. Usudly, but not dways, the
exchange transaction involves no ongoing relationship after the exchange or if it did the
relationship is built into the exchange price, eg., acompany offers alower price because
it wants the counterparty to come back to buy additional itemslater. Such is not the case
with employee stock options where the vaue of the option is not the only issue on the
table. There are multiple ddiverables a issue, some with uncertain values. The
company must be profitable; the employee must not get fired, etc. The uncertainty in the
vaue of certain ddiverables leads to some fundamentally different views between the
company and the employee,

Oneway of looking at the probable loss incurred by the required holding of the stock is
to look at the hypothetical penalty imposed on an option holder who is unable to trade or
transfer the options. This pendty is the probability of alossin the stock price; the
inability to exit the investment before it declinesin vdue. Assuming anormal

disgtribution of stock prices, the stock price voldtility (the standard deviation of prices)
haf the time the price will be above the mean stock price and hdf the timeiswill be
below the mean stock price. Apply one half the stock price volatility to the stock option
exercise price granted at-the-money and reduce the vaue of the option by that amount.

This reduction for the probable loss incurred by the required holding of the stock is
necessary because the typica option valuation matheméticaly operatesin the First
Quadrant, where dl determined va ues are pogitive numbers, the squaring in the
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derivations of the standard deviation getsrid of any negative vaues. The Black-Scholes
modd does not reflect the pendty impaosed on an option holder who is unable to transfer
the options.

This method aso addresses the anomaly that options with restrictions requiring a
minimum holding period, i.e., vesting period, have a value greater than options that are
not vested.

The advartages of thismethod are that:
It better reflects the reduction in value for the redtriction, and the
The vedting date is an objectively determined factor;
Thereisadirect method to distinguish the reduction in the vaue of the option due
to the regtrictions.
The shorter expected term increases the likelihood of better predictions of stock
price volatility and dividend rates.

The disadvantage of this method is that it depends solely on the company (sdller) point of
view; the employee (buyer) point of view, that it can exercise at vesting date or later, is
not accommodated.

Alternative #3

We suggest the vaue of an option can be caculated as the:
- |ASB option-pricing modd vaue (adjusted for transaction costs and excluding
predicted dividends under 11-A-1) usng the vesting date, lessthe
Average change in value for smilar SIC industry stocks when such stocks begin
to trade, which is caculated by relating the traded vaue of stock X to the value of
non-traded Stock X analogized to atraded stock, scaled to similar net assets
and/or or net income.

In essence, this method hypothesizes that an option has no vaue after it is vested and,

that the economic cost associated with when an employee stock option can be forfeited or
cannot be traded or transferred is reflected by the average change in value of analogous
stock prices once the regtrictions are lifted.

The advantages of this method are that:
It better reflects the reduction in vaue for the redtrictions, and the
Theveding date is an objectively determined factor.

This method aso addresses the anomaly that options with restrictions requiring a
minimum holding period, i.e., vesting period, have a vaue greater than options that are
not vested.

The disadvantages of this method are that there is no direct method to distinguish the
reduction in the vaue of the option due to the company-specific restrictions.
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The fallure of the IASB to adequatdly factor in areduction in value for employee stock
option redtrictions into the employee stock option vauation resultsin the IASB ED2
vaue not being afar market vaue—the stated principle behind IASB ED2.

B. Additional guidancefor determining the amount of the option-pricing model
factors

We believe the IASB ED2 gpproach will require additiond guidance for deter mining the
amount of the factors because the amounts cannot be validated by observable experience
and different reasonable people have different views on determining the amounts. If the
bass for determining the amount of afactor were better defined, it would facilitate
comparability among companies.

Specifically, the predicted exercise term should be the average historical exerciseterm
equd to the term of the grant being valued, unless the exercise term will be truncated,
eg., planned divestiture and accompanying contractual term limit on the options.
Anything eseis not objectively determinable.

The predicted dividend rate should be the average historicd dividend rate of increase or
decrease applied to the expected term, unless the predicted dividend will be changed. In
this case, the known changes would be factored into the average historical dividend rate.
Anything eseis not objectively determinable.

We suggest using historicad data for the predicted exercise term and dividend rate, and
because that is likely what the company has in mind when the grant is made.

The predicted voldility rate should be the traded volatility rate even though traded
volatility represents a period shorter than the predicted exercise term. Anything dseis
not objectively determinable.

We suggest usng market data for the predicted volatility because thet is, again, likely
what the company hasin mind when the grant is made.

We dso think that there should be no differentiation among classes of employees, eg.,
executives and non-executives. Such distinction leads to the odd conclusion that the same
option has different values to different sets of people.

C.“Truing-up” for all forfeitures

We appreciate that the IASB, in contrast to the FASB, contemplates some of the effect of
forfeituresin the vauation of the employee option. In thisfashion, the IASB isfactoring

in the so-cdled “bargained vaue’ one of the unique (and common) aspects of an
employee stock option that makes it different from a traded stock option—the employee
can forfait the option. However, the |ASB vauation does not contemplate the effect of
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forfatures after the vesting date. We believe the IASB vduation should reflect an
estimate of dl possble forfeitures.

Further, if companies are issuing share options to pay employees (ED2 BC1), then share
options are subgtitutes for cash. Since an option may expire out-of-the money or be
forfeited, an employee may actudly lose compensation. Like many other estimatesin
accounting, an estimate should be “trued-up” for actua events. Thisfollows from the
common-sense ideathat if the option never isin-the-money, no vaue was ever
exchanged. Accordingly, we suggest the only way to reflect this compensation lossisto
reverse any previous charges when an option isforfeited.

We understand that the dternative view is that the employees effectively donate their
services. Wefall to understand the logic behind this view.

We disagree that “irrespective of whether the option expires worthless or the employee
makes alarge gain on exercise, that outcome does not mean that the grant deate estimate
of thefar vaue of the options was unrdiable or wrong” (ED2 BC135). It may be right or
it may bewrong. Only a“true up” in the charge can rectify that. We understand that the
traded binomid pricing modes do not predict stock prices, but we adso know that it
contemplates the amount and degree that the option is in-the-money as afunction of
expected stock prices.

BC 282 states the FASB’ s objections to the truing up of an option vauation, but we are
uncertain of the IASB’s objections. In terms of the FASB'’ s objections, we argue that
edimatesinvolving cash flows are, in fact, “trued up.”

Even pengions, if not trued up, are continuoudy adjusted to estimate the impact of a
“true-up;” penson ligbilities are not “set in stone”’ (as would be the case in an incorrect
vauation of employee stock options). Moreover, in U.S. practice there has been a
fundamenta shift in pension plans away from defined bendfit plans to defined
contributions plans, e.g., “cash baance’ plans, that has resulted in alarge number of
pension plan settlements, which perforce, required “truing-up” the pension ligbility. Itis
aso important to note that U.S. GAAP for pension liahilities does not purport to be afair
vauation of such liabilities (SFAS 87 Employer’s Accounting for Pensons - Summary).

Please be aware that our suggestion for “truing-up”’ for dl forfeitures is not exercise date
acocounting.

V. Conclusion

We think the introduction of a charge for employee stock options will aso introduce
unreligbility and inconsstency into the financia statements. Thisimpact will be soldy
due to the lack of an adequate measure of the inherent restrictions associated with
employee stock options.
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Wewould like to see the IASB ddlay the issuance of any standard requiring the recording
or disclosure of avaue for employee stock options until dl of the very sgnificant issues
associated with those vauations are satisfactorily resolved.

Responses to specific questions follow:

Question 1

Paragraphs 1- 3 of the draft IFRS set out the proposed scope of the IFRS. There
are no proposed exemptions, apart from for transactions within the scope of
another IFRS.

I sthe proposed scope appropriate? If not, which transactions should be
excluded and why?

We bdlieve that accounting for employee stock options should be excluded from the
IFRS because no optionpricing model adequately va ues employee stock options and the
accounting theory has some weaknesses. See our cover |etter 11-A.

Question 2

Paragraphs 4- 6 of the draft | FRS propose requirementsfor the recognition of
share-based payment transactions, including the recognition of an expense
when the goods or servicesreceived or acquired are consumed.

Arethese recognition requirements appropriate? If not, why not, or in which
circumstances ar e the recognition requirementsinappropriate?

No. We believe expenses are cash or cash equivaent outlays. When the shares granted
can be immediately exchanged for cash, then we would recognize compensation expense.

Question 3

For an equity-settled share-based payment transaction, the draft |FRS proposes
that, in principle, the entity should measur e the goods or servicesreceived, and
the corresponding increasein equity, either directly, at thefair value of the goods
or servicesreceived, or indirectly, by referenceto thefair value of the equity
instruments granted, whichever fair valueis morereadily determinable
(paragraph 7). There are no exemptionsto the requirement to measur e share-
based payment transactions at fair value. For example, there are no exemptions
for unlisted entities.

| sthis measurement principle appropriate? If not, why not, or in which
circumstancesisit not appropriate?

No. It isnot appropriate for employee stock options. See our cover letter [1-B
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Question 4

If the fair value of the goods or servicesreceived in an equity-settled share-
based payment transaction is measured directly, the draft |FRS proposesthat
fair value should be measured at the date when the entity obtains the goods or
receivesthe services (paragraph 8).

Do you agreethat thisisthe appropriate date at which to measurethefair value
of the goods or servicesrecelved? If not, at which date should thefair value of
the goods or servicesreceived be measured? Why?

Not for employee stock options. See our cover letter 11-B.

Question 5

If thefair value of the goods or servicesreceived in an equity-settled share-
based payment transaction is measured by reference to thefair value of the
equity instruments granted, the draft IFRS proposesthat the fair value of the
equity instruments granted should be measured at grant date (paragraph 8).

Do you agreethat thisisthe appropriate date at which to measurethefair value
of the equity instruments granted? If not, at which date should the fair value of
the equity instruments granted be measured? Why?

No for employee stock options. See our cover letter 11-B.

Question 8

Par agraphs 13 and 14 of the draft |FRS propose requirementsfor determining
when the counterparty renders servicefor the equity instruments granted, based
on whether the counterparty isrequired to complete a specified period of service
befor e the equity instruments vest.

Do you agreethat it isreasonableto presumethat the servicesrendered by the
counter party as consideration for the equity instruments arereceived during the
vesting period? If not, when arethe servicesreceived, in your view?

No. We do not understand why the compensation cost is attributed to the vesting period
when the expected option term is based on an expected exercise term. To receive the
benefit of an option thet isin-the-money, an employee must work through the date of
exercise, not smply through the date they vest.

Question 9

If the services received are measured by using the fair value of the equity
instruments granted as a surrogate measur e, the draft |FRS proposes that the
entity should deter mine the amount to attribute to each unit of servicereceved,
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by dividing the fair value of the equity instruments granted by the number of units
of service expected to bereceived during the vesting period (paragraph 15).

Do you agreethat if thefair value of the equity instruments granted isused asa
surrogate measur e of the fair value of the servicesreceived, it isnecessary to
determine the amount to attribute to each unit of servicereceived? If not, what
alternative approach do you propose? If an entity isrequired to determinethe
amount to attribute to each unit of servicereceived, do you agreethat this
should be calculated by dividing the fair value of the equity instruments granted
by the number of units of servicesexpected to bereceived during the vesting
period? If not, what alter native method do you propose?

No. It isimpossble to predict future services. See our responseto Issue 9.

Question 10

In an equity-settled share-based payment transaction, the draft |FRS proposes
that having recognised the servicesreceived, and a corresponding increase in
equity, the entity should make no subsequent adjustment to total equity, even if
the equity instruments granted do not vest or, in the case of options, the options
are not exercised (paragraph 16). However, this requirement does not preclude
the entity from recognising a transfer within equity, ieatransfer from one
component of equity to another.

Do you agree with this proposed requirement? If not, in what circumstances
should an adjustment be made to total equity and why?

No. See our cover letter 111-C.

Question 11

Thedraft IFRS proposes that the entity should measurethefair value of equity
instruments granted, based on market pricesif available, taking into account the
termsand conditions of the grant (paragraph 17). In the absence of a market
price, thedraft IFRS proposesthat the entity should estimate the fair value of
options granted, by applying an option pricing model that takesinto account
various factors, namely the exercise price of the option, thelife of the option, the
current price of the underlying shares, the expected volatility of the share price,
the dividends expected on the shares (where appropriate) and therisk- free
interest ratefor thelife of the option (paragraph 20). Paragraph 23 of the
proposed | FRS explainswhen it is appropriate to take into account expected
dividends.

Do you agreethat an option pricing model should be applied to estimate the fair
value of options granted? If not, by what other means should the fair value of
the options be estimated? Are there circumstancesin which it would be
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inappropriate or impracticable to take into account any of the factorslisted
abovein applying an option pricing model?

No. See our cover letter Sections |1-A and 111-A.

Question 12

If an option is non-transferable, the draft IFRS proposesthat the expected life of
an option rather than its contracted life should be used in applying an option
pricing modd (paragraph 21). Thedraft IFRS also proposes requirements for
optionsthat are subject to vesting conditions and ther efore cannot be exer cised
during the vesting period (paragraph 22).

Do you agreethat replacing an option’s contracted life with its expected life?
when applying an option pricing model is an appropriate means of adjusting the
option’sfair valuefor the effects of non- transferability? If not, do you have an
alternative suggestion? Isthe proposed requirement for taking into account the
inability to exercise an option during the vesting period appropriate?

No. See our cover letter Section 111-A.

Question 13

If agrant of sharesor optionsis conditional upon satisfying specified vesting
conditions, thedraft |FRS proposesthat these conditions should be taken into
account when an entity measuresthe fair value of the sharesor options granted.
In the case of options, vesting conditions should be taken into account either by
incor por ating them into the application of an option pricing mode or by making
an appropriate adjustment to the value produced by such a mode

(paragraph 24).

Do you agree that vesting conditions should be taken into account when
estimating thefair value of options or sharesgranted? If not, why not? Do you
have any suggestions for how vesting conditions should be taken into account
when estimating the fair value of sharesor options granted?

Yes. Seeour cover letter Sections|I1-A and [11-C.

Question 14

For optionswith areoad feature, the draft IFRS proposesthat the reload feature
should betaken into account, wher e practicable, when an entity measuresthe
fair value of the options granted. However, if thereload featureisnot taken into
account in the measurement of thefair value of the options granted, then the
reload option granted should be accounted for as a new option grant

(paragraph 25).
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Isthis proposed requirement appropriate? If not, why not? Do you have an
alternative proposal for dealing with options with reload featur es?

No. A reload perforce requires one to estimate several sets of investor and market
behavior. We think there are enough problemsin evauating just one fixed grant. We
have read the IASB cited paper on reloading options and have not found it persuasive. At
the least, the paper does not adequately discuss the problems identified by other
academics and non-academics in vauing employee stock options.

If the IASB dectsto distinguish reload grants as requiring a higher vaue than a fixed
grant, the FASB should make the standard operational by providing specific vauation
guidance.

Question 15

Thedraft IFRS proposesrequirementsfor taking into account various features
common to employee shar e options, such as non-transferability, inability to
exer cise the option during the vesting period, and vesting conditions
(paragraphs 21- 25).

Arethere other common features of employee share optionsfor which the IFRS
should specify requirements?

Y es. Another common and crucid feeture is the ingbility to trade the options.

Question 16

Thedraft IFRS does not contain prescriptive guidance on the estimation of the
fair value of options, consistently with the Boar d’s objective of setting principles-
based standards and to allow for future developmentsin valuation
methodologies.

Do you agree with thisapproach? Are there specific agpects of valuing options
for which such guidance should be given?

No. Thisaccounting requires a rules-based gpproach in identifying the use of aFASB
created option-pricing modd and in identifying the supplemental guidance for usein
selecting those assumptions employed in the model. Without such guidance, people can
cometo different values-- just as the IASB and the FASB have done.

See our cover letter [11-B.
We are apprehensive about an accounting standard setting body requiring fair vaue

accounting for stock options when there are so many seemingly intractable problems with
determining fair vaue for stock options.
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Question 21
Thedraft IFRS proposesthat an entity should disclose infor mation to enable
users of financial statementsto under stand:

(a) the nature and extent of share- based payment arrangementsthat existed
during the period,

(b) how thefair value of the goods or servicesreceived, or thefair value of the
equity instruments granted, during the period was deter mined, and

(c) the effect of expenses arising from share- based payment transactions on
the entity’ s profit or loss.

Arethese disclosure requirements appropriate? If not, which disclosure
requirements do you suggest should be added, deleted or amended (and how)?

Our genera god isto reduce disclosuresto dlow investors to focus on the mogt critical
issues and aspects of our business. Thus, we suggest the dimination of severd irrdlevant
disclosures assuming the IASB goes forward with its proposal. They are asfollow:

We are uncertain why the date an option is granted (ED2 46 (@) ii)) isrelevant to
audited financia statement users, unless you want them to recreste the same
vaue. Practicdly, there may be many grant dates;, we have seen some companies
give the same grant each quarter or upon hiring.

We see no economic difference between aforfeited and an expired option [ED2
46 (b) iii and v)]. We are uncertain why a company should distinguish between a
forfeited and an expired option.

To ensure comparability, we suggest that the slandard require the use of historica
volatility in valuing options and disclose that higtorical volatility was used, then
departures be explained (ED2 48 (ii)).

Asdirected by the IASB (ED2 BC275), we have read the Barth, Clinch and Shibano
paper that suggests that the market perceives a difference between recognition in the
income statement and footnote disclosure. We have severd concerns with the research,
which starts with the researchers admission thet “findings from two-stage estimation of
the system of equations reved s that after controlling for endogenicity bias, unrecognized
stock-based compensation expense is negatively associated with share prices, as
predicted, but the relationship is not sgnificant” (3).

Other researchers would have stopped there, but they proceeded to try to explain the
inggnificance by seeking to test three hypotheses. After seeking to parse out expected
future benefits from the stock prices, the researchers show a daigticaly sgnificant
correlation. However, the correlations are not overwheming; they are not as persuasive
as the Black- Scholes modd .91 corrdations for very short-term traded options!

We suggest the explanatory power of correlations depends on aqudity sample, the
design gtructure and the underlying finance theory. We are uncertain why the sample did
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not include large cap companies. We are uncertain if analyst forecasts for mid and smdl
cap companies are good proxies for possible expected benefits embedded in prices. We
are uncertain if the gatigtica sgnificance necessarily means, as assarted, that the

vauation isreliable. Further, the researchers references cited do not cluster around the
idess presented; the research appears genuindy new. We are hesitant to place much store
in thisratively new research.

That is not to say that we disagree with the hypothess that recognition is more relevant
than footnote disclosure. We recognize the vaue in disclosing certain reliable
possihilities that do not merit balance sheet or income statement recognition, which is
embedded in many aspects of current US GAAP aswdll as |ASB concepts.

Ladtly, implicit in the traditiona gpplication of the Black- Scholes formulais thet the
vaue determined is based on assuming that 68% of the observations fal within one
standard deviation of the expected vaue when drawn from anormd digtribution. Given
the importance of this assumption, it should be noted to the average financid statement
user. However, we believe this assumption is so fragile that income statement
recognition is not gppropriate.

Question 24

In developing the Exposure Draft, the Board considered how variousissuesare
dealt with under the US standard SFAS 123 Accounting for Stock- Based
Compensation , asexplained further in the Bassfor Conclusions. Although the
draft IFRSissmilar to SFAS 123 in many respects, there are some differences.

Themain differencesinclude the following.

(a) Apart from transactions within the scope of another IFRS, the draft IFRS does
not propose any exemptions, either from the requirement to apply the IFRS or from
the requirement to measur e share- based payment transactions at fair value. SFAS
123 contains the following exemptions, none of which areincluded in the draft
IFRS:

semployee shar e pur chase plans are excluded from SFAS 123, provided specified
criteria are met, such asthe discount given to employeesisrelatively small;

*SFAS 123 encour ages, but does not require, entitiesto apply itsfair value
measur ement method to recognise transactions with employees; entitiesare
permitted to apply instead the intrinsic value measurement method in Accounting
Principles Board Opinion No. 25 Accounting for Stock | ssued to Employees
(paragraphs BC70- BC74 in the Basisfor Conclusions give an explanation of
intringc value); and

sunlisted (non- public) entities are permitted to apply the minimum value method
when estimating the value of share options, which excludes from the valuation the
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effects of expected share price volatility (paragraphs BC75- BC78in the Basisfor
Conclusions give an explanation of minimum value).

(b) For transactionsin which equity instruments are granted to employees, both
SFAS 123 and the draft |FRS have a measurement method that is based on thefair
value of those equity instruments at grant date. However:

eunder SFAS 123, the estimate of thefair value of an equity instrument at grant
dateisnot reduced for the possibility of forfeiture dueto failureto satisfy the
vesting conditions, whereasthe draft | FRS proposes that the possibility of forfeiture
should be taken into account in making such an estimate.

sunder SFAS 123, thetransaction ismeasured at thefair value of the equity
instruments issued. Because equity instruments are not regarded asissued until any
gpecified vesting conditions have been satisfied, the transaction amount is ultimately
measured at the number of vested equity instruments multiplied by thefair value of
those equity instruments at grant date. Hence, any amounts recognised for employee
servicesreceived during the vesting period will be subsequently reversed if the
equity instruments granted are forfeited. Under thedraft IFRS, the transaction is
measur ed at the deemed fair value of the employee servicesreceived. Thefair value
of the equity instruments granted isused as a surrogate measure, to determine the
deemed fair value of each unit of employee service received. The transaction amount
isultimately measured at the number of units of service received during the vesting
period multiplied by the deemed fair value per unit of service. Hence, any amounts
recognised for employee servicesreceived are not subsequently reversed, even if the
equity instruments granted areforfeited.

(o) If, during the vesting period, an entity settlesin cash a grant of equity
instruments, under SFAS 123 those equity instruments areregarded as having
immediately vested, and ther efore the amount of compensation expense measured at
grant date but not yet recognised isrecognised immediately at the date of
settlement. Thedraft IFRS does not requireimmediate recognition of an expense
but instead proposes that the entity should continue to recognise the services
received (and hence the resulting expense) over theremainder of the vesting period,
asif that grant of equity instruments had not been cancelled.

(d) SFAS 123 does not specify a measurement date for transactions with parties
other than employeesthat are measured at thefair value of the equity instruments
issued. Emerging I ssues Task Force I ssue 96- 18 Accounting for Equity | nstruments
That Are I ssued to Other Than Employees for Acquiring, or in Conjunction with
Selling, Goods or Services requiresthefair value of the equity instrumentsissued to
be measured at the earlier of (i) the date a performance commitment isreached or

(il) the date performance is complete. Thisdate might be later than grant date, for
example, if thereisno performance commitment at grant date. Under the draft

IFRS, thefair value of the equity instruments granted ismeasured at grant datein

all cases.
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(e) SFAS 123 requiresliabilitiesfor cash settled share appreciation rights (SARS) to
be measured using an intrinsic value measurement method. Thedraft IFRS
proposesthat such liabilities should be measured using a fair value measur ement
method, which includes thetime value of the SARs, in the same way that options
have time value (refer to paragraphs BC70- BC81 of the Basisfor Conclusionsfor a
discussion of intrinsic value, time value and fair value).

(f) For ashare- based payment transaction in which equity instruments are granted,
SFAS 123 requiresrealised tax benefitsto be credited direct to equity as additional
paid- in capital, to the extent that those tax benefits exceed the tax benefits on the
total amount of compensation expense recognised in respect of that grant of equity
instruments. Thedraft IFRS, in a consequential amendment to IAS 12 (revised
2000) Income Taxes, proposesthat all tax effects of share- based payment
transactions should be recognised in profit or loss, as part of tax expense.

For each of the above differences, which treatment isthe most appropriate?
Why? If you regard neither treatment as appropriate, please provide details of
your preferredtreatment.

(Respondents may wish to note that further details of the differ ences between
thedraft IFRS and SFAS 123 are given in the FASB’s I nvitation to Comment.)

Please see of our attached copy of our response to the FASB Invitation to Comment.

Question 25
Do you have any other comments on the Exposure Draft?

Practicaly, we are uncertain how one prices a SAR under a Black- Scholes pricing model
(ED2 34). If we set the exercise price at zero, we get no vaue.

We are uncertain why the repurchase of company stock in excess of far valueis reported
as an expense (ED2 29 (b)), when the event is the same as purchasing company stock at
far vaue. Perhaps, the resolution of the issue revolves around the meaning of the term
“far vdue” If the meaning isthe average fair vaue in the market, then we see the
requirement as seeking to ferret out the some ungtated right. However, we then do not
undergtland why again can not be determined if the purchase price isless than the average
price as that suggests the sale of some ungtated right with no cost basis. If the meaning is
what awilling buyer and sdler in the same circumstances would do then that requires
factoring in things like “ control premiums.” Chances are awilling buyer in the same
circumstances would pay the same premium. I the IASB is not willing to define fair
vauein atreasury stock transaction, we suggest no expense recognition under any
circumstance.



