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7 March 2003
Dear Ms Crook
ED 2“SHARE BASED PAYMENT”

| am writing with BT Group’s views on the IASB’s Exposure Draft 2 “ Share Based
Payment” (ED 2).

Wefed that there are argumentsin both directions on the issue of whether share options
satisfied by the issue of new shares should be reflected by an expense through the profit
and loss account. Our greater concern is the nature of the requirements and whether the
proposds dlow for ameaningful, comparable figure to be arrived at in apracticd, timely
and cogt effective manner. The remainder of thisletter focuses on those specific areas of
the proposals with which we foresee issues.

The minimum disclosure requirements under paragraph 48 are in our view unacceptable,
would be commercidly sengtive and difficult to interpret without being an expert in
option pricing models. We are particularly concerned over the disclosure of share price
volatility, expected dividends and assumptions over the achievement of performance
measures. The disclosure of expected dividends and performance measures, such as
earnings per share or other profit measures, may be construed as a profit forecast which
would have sgnificant reporting implications under the liging rules in both the UK and
US. Furthermore the disclosure of such forward looking information could have
sgnificant legd liability implications where the assumptions are not achieved. We
believe the requirement should be for the disclosures to provide sufficient information to
understand how the fair value was determined, which should focus on the methodology
rather than the specific assumptions.

In relation to the trestment of employee share options the proposas assume the company
receives additiona services from the employees as aresult of granting the option and that
the accounts should reflect a cost for those services. The fair vdue a grant date

determined by a Black Scholes (or smilar) option pricing mode is then deemed to be the



cost. Specific issues associated with this approach which we believe need to be
addressed include the following:

Inrelation to “dl employeg’ share plans such as Save As You Earn (“SAYE”)
schemes we do not believe that the company receives sgnificant additiond services
asareault of offering such plans. Such schemes were introduced by companiesto
support the government’ s drive to widen share ownership and not as a means of
providing additiond remuneration to employees. Such schemes do not form part of
wage or salary negotiations with Trade Unions. They are not regarded by BT, its
employees or its employees representatives as ‘pay’. Rather, they represent a
vauable toal for digning the interests of employees and shareholders. Furthermore
in the eyes of the employees and by their nature such schemes are considered to be
savings plans rather than aform of remuneration. With over 105,000 employees and
55,000 participantsin SAY E plansthisis a consderable issue for BT.

FAS 123 provides an exemption for “dl employee” share plans where thereisan
indgnificant discount, which they definein line with their tax regime. We bdlieve
the IASB proposas should aso provide such an exemption dthough the dlowable
discount threshold should be based on the local tax rules rather than an absolute
percentage threshold.

Accordingly, we believe that “dl employee’ share plans should be specificaly
excluded from the scope of ED 2. If they are not it islikely that companies will cease
to make such saving plans available to employees.

The data requirements to perform the unit of service based cdculations are
particularly onerous and can not be satisfied without cond derable systems investment
to enable our HR and finance systems to interface with our share scheme
administrator’ s database.

The unit of service cdculation is overly complex and we believe that it would be
more meaningful and easier to interpret if the cost was Smply amortised over the
service period with atrue up adjustment for actud forfeiture experience a each
period end. Givenitisatheoreticdly caculated cost the unit of service methodology
gives an ingppropriate impresson of precison in what is an area of condderable
judgement.

The exposure draft does not dedl with circumstances where employees cancel their
entitlement to options. The stlandard should dedl with cancellations made by both the
employee and the company. Where employees cancel their entitlement we bdieve
that no further charges should be made through the profit and loss account from the
cancdlation date. Thiswould reflect the company no longer benefiting from the
additional motivation and services provided by the cancelled options.



Where a company cances a share option for no vaue we can see no judtification and
it srikes us asillogica for continuing to make anotiond charge againg the profit and
loss account.

Where options have an extended exercise period the Black Scholes val uation model
may not provide an appropriate vauation methodology. Furthermore, employee
share options should not be vaued on the same basis as short term market traded
options because employee behaviour is not the same as that assumed in the perfect
world of an option pricing modd. Employees tend to exercise their options early and
employeeswill look at them on the bads of ther intringic vaue rather than their fair
vaue based on an option pricing mode vauation.

We bdieve that further research and guidance is necessary in this area to ensure
comparability and trangparency of financid reporting between different companies.
Furthermore the complexity of option pricing models will mean that the accounts
become increasingly difficult to interpret by non expert accountants.

Complex performance based share options are difficult to value and will require
speciadist knowledge to interpret. Based on our experienceit is possible that
professona advisars will not be willing to provide a vauation that can be relied upon
for accounting purposes. In such a Stuation how can the directors and auditors get
comfortable that the valuation is appropriate? It may be thet there is aneed to have
an exemption that defers the recognition of the costs until there is sufficient certainty
to enable ardliable estimate to be determined. Alternatively the achievement of
performance targets could be factored in to the vauation through a probability
overlay adjustment to a non performance based Black Scholes vauation.

We bdlieve that the implementation date should be conformed with the implementation of
IAS for listed European companies — financia periods commencing after 1 January 2005.
We aso believe it isingppropriate to apply the proposas to grants made after 7
November 2002 as companies will need to have time to consder the implications of the
find accounting standard to ensure that they have are able to source al the required
information to comply with the sandard.

We would be pleased to discuss our views with you if that would be helpful in addressing
the practical issues associated with ED 2.

Yourssincerdy

JOHN WROE
Director Group Financid Control
BT Group



