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The CBI welcomes the opportunity to respond to the Board' s consultation.

In response to the UK Accounting Standards Board' s previous consultation in 2000,
CBI members opposed the proposed deduction from profits on the grounds that

the cost of share-based schemes was a cost properly attributable to shareholders
which shareholders had authorised at the time of giving gpproval to the scheme.

A minority of CBI members continue to take this view and strongly chdlenge

the arguments that the cost of share schemesis a cost of the company which should be
charged in the Profit and Loss Account. Some of these CBI members would, however,
support some form of disclosure of the cost gppearing as a note in the accounts,

if cgpable of being calculated with sufficient rigour and rdighility.

However, in the light of callsfor more prudent and conservative accounting practices
following Enron and WorldCom, and in recognition that this latest proposd isfor

an international accounting standard, and not solely a UK standard, which will

therefore achieve adegree of internationa harmonisation on an issue which has proved
very controversa, most CBI members now accept that executive share option and

share — based schemes have a cost that should be recognised in the profit and loss account.

The exemption that many companies seek isin respect of Government gpproved

al employee share schemes, on two grounds - not being remuneration like executive

share schemes and in support of public policy of promoting wider share ownership.

Whilst regulators such as the IASB and ASB have due right and authority to promulgate
accounting standards, it would be very helpful if they could demonstrate that they have
taken public policy congderations into account, when reaching their conclusons and
recommendations. Thisis particularly important in the context of the appropriate
accounting treatment for share options and share based payment schemes, and the possible
excluson of al employee share schemes on public policy grounds of promoting wider
share ownership, since these proposals have proved so controversia over many years.
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10.

However whatever the form of any accounting standard that may be adopted,

it isvitally important that thereis genuineinter national agreement and
harmonisation on thisissue, so that thereisaleve playing field for UK

and European companieswith other companiesinternationally, in particular

the US and Japan. Introduction of any new inter national accounting standard
should therefore only take place subject to, and conditional upon, smilar
requirements being introduced in the United States and Japan for their companies
as part of the convergence project.

The support for recognising a.cogt is conditional on there being arigorous and rdliable
regime to measure the cost in accordance with genera accounting principles.

We reman uncertain whether vauation methods do exist which will stisfy this test

of religbility, particularly share based schemesin unlisted companies. Thereisaso

the issue of lack of tradesbility of share options, and having regard to the fact that

the Black Scholes mode was not developed with long term share optionsin mind,

but short-term fredly tradeable options. Empirical evidence shows that there are problems
with usng Black- Scholes and binomia modes for these options,

We support the declared am that accounting standards should set out the principlesto be
applied and not be adetailed st of rules. Companies should therefore be free to establish
vauations of their employee share option grants in the most gppropriate way as more
sophisticated and better models are devel oped. Any method used would, of course, need
to be judtified with the auditors.

We are pleased that the new proposas now use the date of grant for the vauation of an
employee share — based scheme, and not the date of vesting or the date of exercise or
some other date. However, we believe that the relevant date in respect of non-employee
share transactions should also be the date on which the agreement to issue sharesis
entered into and not the date that the transaction completes. The principle behind the
standard should be to value the instrument issued and this will consequently be on its
grant irrespective of the recipient.

A further concernisin respect of unlisted companies. We accept that the basic accounting
approach should apply to al companies, both listed and unlisted. However we have
highlighted above the difficulties unlisted companiesin particular will face in making
ardiable assessment of the cost of such schemes for incorporation into the accounts.

In addition, the cost of compliance for smaler companies may well be unduly

burdensome. It may be necessary to include more guidance for such entities and

it isimportant that the Board gives priority to the development of a smpler method

under rules equivaent to the UK’s FRSSE.

As noted above, many CBI members consider that there should be an exemption for
Government approved al employee share schemes, asis presently the case in the United
States. There are two aspectsto thisargument. First, whilst executive share schemes are
very much tailored to the individua’ s remuneration package and performance, and so can
more readily be regarded as a cost which should be charged to the P& L thisis not the case
with al employee schemes. In contrast to executive schemes, dl employee schemes are
provided as a mativation for employees to identify with the success of the company.
Employees are not bound to participate in such schemes, they are voluntary for individua
employeesto join if they wish and, unlike the schemes specialy designed for executives,
they are not tailored to individua performance and other specific criteria. Accordingly,

al employee schemes are not remuneration, and should not be considered an expense of
the business.
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12.

13.

Moreover, the UK Government, like many others, has a policy of promoting saving,
aswedl aswider share ownership, and promotes such policy by granting tax advantages
to gpproved share schemes. Such schemes are therefore not remuneration and should not
be subject to achargein the P& L account. If the cost of such schemesis now to be

a deduction from the company’ s prafits, the future of such share schemeswill bein
severe doubt. Companies could well be discouraged from creating new schemes for
their employees. Smadller companiesin particular are likely to review the feasibility

of providing such schemes, because of the sgnificant management time and professond
feesincurred in calculating the cost of such schemes, in addition to theimpact on

the P& L. Inthiseventudity, the UK Government'starget of doubling the number

of companies offering dl employee share scheme would most probably fall,

aswdl asthe probability of closure of many exigting schemes.

Many companies and organisations are anxious to see internationa convergence on
accounting standards. We therefore welcome the convergence project between FASB in
the United States and the IASB. The exposure draft asked for comments on the fact that
the proposals have no exemptions, while the equivaent FASB ones (FAS 123) exclude
certain employee share ownership trusts and share purchase plans. These exclusons
currently carve out Section 401(k) plans and the equally popular Section 423 plans

on the grounds that these are ""'non-compensatory” i.e. not in return for services.

We condder that the IASB should adopt a gmilar exemption.

In summary, thereisnow acceptance amongst most CBI member s of

the appropriateness of a chargeto the P& L account of the cost of executive
share schemes on the ground that they are remuneration. However very many
of those members consider that Gover nment approved all-employee schemes
should not be regarded as remuneration and should be exempted.
Therearealso public policy groundsfor exemption to encour age employee
share schemesin support of wider share owner ship.

Many CBI membersalso remain unconvinced that the cost of executive schemes
can bereliably calculated for accounting pur poses using gener ally accepted
accounting principles. Black—Scholes and other existing methods wer e not
designed for this purpose, and unlisted companies will face particular difficulties.
Much morework and guidance on valuation is needed before any standard
isimplemented.

Whatever the final form of the any accounting standard adopted,

similar accounting rules should exist for US and Japanese companies,

so that thereis genuineinternational harmonisation and compar ability

in financial reporting, and a level playing field for UK companies.

14. We respond below to the specific consultation questions.



RESPONSES TO CONSULTATION QUESTIONS

IASB Question 1

Paragraphs 1-3 of the draft |FRS set out the proposed scope of the IFRS. Thereareno
proposed exemptions, apart from for transactionswithin the scope of another IFRS.
Isthe proposed scope appropriate? If not, which transactions should be excluded and
why?

As noted in the Introduction and Summary, the UK and other governments seek to encourage
wider share ownership amongst employees and therefore there are public policy arguments
for excluding government gpproved share purchase schemes open to dl employees.

We dso congder that al employee schemes where membership is voluntary are not
remuneration nor an employment cog,, like executive schemes.

We consider that the application of the standard to unlisted entities will require clear and
smple guidance, so that entities are not required to incur Sgnificant cogsin taking
professond advice. We have highlighted in the Introduction and Summary the difficulties
of measuring the cog, particularly for unlisted companies, and the need for practical and
workable guidance for companies to enable them to measure the cost in arigorous and
reliable manner in accordance with generd accounting principles.

Congderation should dso be given for an exemption for companies which are wholly owned
subsidiaries in respect of the issue of shares in the parent company. While the consolidated
finanda satementswill include the full charge and the increase in equity, it seems
unnecessary and onerous to mandate that this cost be dlocated between the relevant
employers as a notiond inter-company transaction.

IASB 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
circumgtances ar e the recognition requirementsinappropriate?

Y es, the recognition requirements are appropriate.



IASB Question 3

For an equity-settled share-based payment transaction, the draft IFRS proposesthat,
in principle, the entity should measurethe 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 valueismorereadily determinable (paragraph 7) to measure
share-based payment transactions at fair value. For example, there are no exemptions
for unlisted entities.

I'sthis measurement principle appropriate? If not, why not, or in which circumstances
isit not appropriate?

The measurement principle should be to measure the equity instrument issued. Pragmatically,
we accept that measuring the goods or services received, rather than the equity instrument
issued, may be more gppropriate in certain circumstances.

IASB Question 4

If thefair value of the goods or servicesreceived in an equity-settled share-based
payment transaction is measured directly, the draft IFRS proposesthat fair value
should be measured at the date when the entity obtainsthe goods or receives the services

(paragraph 8).

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

No, we do not agree that the measurement date is when the entity obtains the goods or
receives the services. On the basis of the principles applying to employee share based
schemes, the measurement date should be the date the agreement is entered into.
Thisisthe date the company is contractually committed to issue the shares subject to
the satisfactory ddlivery of the goods or services concerned. It isaso congstent with
the measurement date if the fair value of the equity instruments is used as the basis.

IASB Question 5

If thefair value of the goods or servicesreceived in an equity-settled share-based
payment transaction is measured by reference to the fair value of the equity instruments
granted, thedraft IFRS proposesthat thefair 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 instrumentsgranted? If not, at which date should thefair value of the equity
instruments granted be measured? Why?

Y es we agree with the proposa that the measurement date should be the date of grant.



IASB Question 6

For equity-settled transactions with parties other than employees, the draft IFRS
proposes a rebuttable presumption that the fair value of the goods or servicesreceived is
mor ereadily determinable that thefair value of the equity instruments granted
(paragraphs 9 and 10).

Do you agreethat thefair value of the goods or servicesreceived isusually morereadily
determinable that thefair value of the equity instruments granted?
In what circumstancesisthisnot so?

Y es, we agree with this approach. The price of goods and services will often be readily
determinable.

However, in the venture capital indudtry, it is common for advisors to be granted options on
unlisted companies to be exercised if and when the company islisted or acquired by another
paty. Smilarly, there will be many occasions when the supplier is &kin to ajoint venture
partner, probably gving technica advice or developing aspecid product for his customer in
return for a share of the success of the venture. In these cases, the fair value of the goods and
sarvices may not be readily determinable.

IASB Question 7

For equity-settled transaction with employees, the draft | FRS proposed that the entity
should be measurethefair value of the equity instruments granted, because the latter
fair valueismore readily determinable (paragraphs 11 and 12).

Do you agreethat thefair value of the equity instruments granted ismorereadily
determinable that the fair value of the employee servicesreceived? Arethereany
circumstances in which thisis not so?

We broadly agree, though this presumption should be rebuttable.

IASB Question 8

Paragraphs 13 and 14 of the draft |FRS propose requirementsfor determining when the
counterparty renders service for 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 isreasonable to presume that the servicesrendered by the
counter party as consideration for the equity instruments are received during the vesting
period? If not, when arethe servicesreceived, in your view?

Generdly we agree that the services rendered by the counterparty as consideration for the
equity insruments will be received during the vesting period, but would not wish to see an
inflexible rule that aways required the cost to be expensed over the vesting period. The
principle should be to recognise the expense over the period being rewarded.



IASB Question 9

If the servicesreceived are measured by using the fair value of the equity instruments
granted as a surrogate measure, the draft | FRS proposes that the entity should

deter mine the amount to attribute to each unit of servicereceived, by dividing the fair
value of the equity instruments granted by the number of units of service expected to be
received during the vesting period (paragraph 15).

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

We are concerned that if fewer employees leave than was anticipated, this can result in the
total charge to the profit and loss account being greater than the fair value of the options
granted. The converse can aso gpply leading to the charge to the profit and loss account being
lessthan the fair vaue of the options granted. A draight line amortisation of the fair value of
the option might be more preferable. Thiswould be consstent with the argument that a
financid instrument (share or option) has been issued and so must be recognised and then
expensed asthe services that it is paying for are received.

IASB Question 10

In an equity-settled share-based payment transaction, the draft |FRS proposesthat
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 exer cised
(paragraph 16). However, thisrequirement 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?

Yes.
IASB Question 11

Thedraft IFRS proposesthat the entity should measure thefair value of equity
instruments granted, based on market pricesif available, taking into account theterms
and conditions of the grant (paragraph 17).

In the absence of a market price, thedraft IFRS proposesthat the entity should estimate
thefair value of options granted, by applying an option pricing model that takesinto
account various factors, namely the exer cise 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-freeinterest ratefor
thelife of the option (paragraph 20). Paragraph 23 of the proposed | FRS explains when
it isappropriateto take into account expected dividends.
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Do you agreethat an option pricing mode should be applied to estimate the fair value of
option granted? If not, by what other means should the fair value of the options be
estimated? Arethere circumstancesin which it would beinappropriate or
impracticable to takeinto account any of thefactorslisted abovein applying an option
pricing modd?

We agree with this approach. However, asindicated above, it isvitally important that
thereis practica and workable guidance for companies, and avoidance asfar as possble
of the need for companies to take specific expensive professona advice to make

the necessary calculations.

IASB 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 model
(paragraph 21). Thedraft IFRS also proposesrequirementsfor optionsthat are subject
to vesting conditions and ther efor e cannot be exercised during the vesting period

(paragraph 22).

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

We support the proposed accounting treatment.

IASB Question 13

If agrant of sharesor optionsis conditional upon satisfying specified vesting conditions,
the draft |FRS proposes that these conditions should be taken into account when an
entity measuresthefair value of the sharesor options granted. In the case of options,
vesting conditions should be taken into account either by incorporating them into the
application of an option pricing model or by making an appropriate adjustment to the
value produced by such amode (paragraph 24).

Do you agree that vesting conditions should be taken into account when estimating the
fair value of option 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 share or option granted?

We support the proposed accounting treetment. However, it is worth mentioning that vesting
conditions aways include subjective assumptions.



IASB Question 14

For option with areload feature, thedraft IFRS proposesthat thereoad featur e should
be taken into account, wher e practicable, when an entity measuresthe fair value of the
options granted. However, if thereload featureisnot taken into account in the

measur ement of thefair value of the options granted, then thereload option granted
should be accounted for asa new option grant (paragraph 25).

Isthis proposed requirement appropriate? If not, why not? Do you have an alternative
proposal for dealing with optionswith reload features?

We support the proposed accounting treatment.

IASB Question 15

Thedraft IFRS proposes requirementsfor taking into account various features common
to employee shar e options, such as non-transfer ability, inability to exer cise the option
during the vesting period, and vesting conditions (par agraph 21-25).

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

The draft sandard should alow leaway for future developments in the valuation of employee
share option grants. ED 2 explicitly identifies the Black- Scholes and binomia modds and it
further specifies the Sx key input variables that should be gpplied. The mgor problem with
mandating inputs based on an exigting pricing modd to vaue employee share optionsis that
the current modds were developed to vaue something entirely different, i.e. they were
developed to estimate the price of short-term, freely tradable options.

IASB Question 16

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

Do you agree with this approach?
Arethere specific aspects of valuing options for which such guidance should be given?

We support this gpproach. The publication of some generd implementation guidance from
which companies make a judgement as to how they will implement the principles set out in
the standard. We do not support a more prescriptive rule based approach.

IASB Question 17

If an entity reprices a share option, or otherwise modifiesthetermsor conditionson
which equity instruments wer e granted, the draft | FRS proposesthat the entity should
measur e the incremental value granted upon repricing, and include the incremental
value when measuring the servicesreceived. This meansthat the entity isrequired to
recognise additional amounts of servicesreceived during theremainder of the vesting
period, ie additional to the amounts recognised in respect of the original option grant.
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Example 3 in Appendix B illustratesthisrequirement. Asshown in that example, the
incremental value granted on repricing istreated asa new option grant, in addition to
theoriginal option grant. An alternative approach isalso illustrated wher eby the two
grantsare averaged and spread over theremainder of the vesting period.

Doyou agreethat theincremental value granted should be taken into account when
measuring the servicesreceived, resulting in the recognition of additional amountsin the
remainder of the vesting period? If not, how do you suggest repricing should be dealt
with? Of thetwo methodsillustrated in Example 3, which ismore appropriate? Why?

We support the proposed accounting treatment.

Of the two methods, we support the first gpproach asit will be smpler to implement. The
dternative approach has the advantage of smoothing the effect of repricing but this seemsto
be contrary to current accounting principles. We suspect that the suggested approach will
have the effect of deterring companies from repricing options.

IASB Question 18

If an entity cancels a shareor option grant during the vesting period (other than a grant
cancelled by forfeiture when the vesting conditions are not satisfied), the draft IFRS
proposesthat the entity should continue to recognise the servicesrendered by the
counterparty in theremainder of the vesting period, asif that grant had not been
cancelled. Thedraft IFRS also proposesrequirementsfor dealing with any payment
made on cancellation and/or a grant of replacement options, and for the repur chase of
vested equity instruments.

Arethe proposed requirements appropriate? If not, please explain why not and provide
details of your suggested alter native approach.

If an option is cancdled, then it is difficult to see how it can Hill be regarded as giving rise to
future services received by the company - future service units are zero. Moreover, asnoted in
ED 2, there will often be a payment or new scheme to replace the cancelled scheme. If there
isanew scheme this will be expensed to reflect the service received in the future. If, as
suggested in our response to Q 9 above, agraight line amortisation of the fair vaue of the
option is adopted, then the baance outstanding might be written off.

IASB Question 19

For cash-settled share-based payment transactions, the draft |FRS proposesthat the
entity should measur e the goods or services acquired and the liability incurred at the
fair value of theliability. Until theliability is settles, the entity should remeasure the
fair value of theliability at each reporting date, with any changesin value recognised in
the income statement.

Arethe proposed requirements appropriate? If not, please provide details of your
suggested alter native approach.

This treatment involves gpplying an options-pricing mode a each balance sheet date until the
lighility is settled, whereas with an actud option an options-pricing modd is only used once.
We would prefer the gpproach in ASB UITF 25, which assumes that the share price ruling
on the balance sheet date will remain unatered for the duration of the instrument and thus

the ligbility is calculated without reference to option-pricing modds but isingead an intringc
value gpproach.
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IASB Question 20

For share-based payment transactionsin which either the entity or the supplier of goods
or services may choose whether the entity settlesthe transaction in cash or by issuing
equity instruments, the draft |FRS proposesthat the entity should account for the
transaction, or the components of that transaction, as a cash-settled share-based
payment transaction if the entity hasincurred a liability to settlein cash, or asan
equity-settled share-based payment transaction of no such liability has been incurred.
Thedraft IFRS proposes various requirementsto apply thisprinciple.

Arethe proposed requirements appropriate? If not, please provide details of your
suggested alter native approach.

We support the proposed accounting trestment.

IASB Question 21

Thedraft IFRS proposesthat an entity should disclose information to enable user 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 shar e-based payments transactions on the entity’s
profit or loss.

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

Whilst we broadly support a disclosure gpproach to accountability, there are too many
disclosure requirements, in the current ED 2. There needs to be amore proportionate
gpproach to disclosure to ensure that the overdl number and extent of disclosures are not so
voluminous asto be read by no one.

The descriptive disclosures proposed in paragraph 48 (a), (c) and (d) are excessive. Entities
should smply be required to summarise the main quantitative assumptions. A reader will be
able to judge the appropriateness of these assumptions by comparison with peer companies
without the need for superfluous judtification by the company concerned.

For any company with alarge number of employees owning share options in the company,

the disclosures proposed in paragraph 46(c) of the weighted average share price at the date of
exercise would excessve, as options could be exercised dmost continuadly throughout the
year. Disclosure of the average share price for the year should be sufficient. If this
requirement is retained, it would be clearer if it were worded 'the weighted average of the
share price at the date of exercise. Paragraph 46(d) could also require onerous and excessve
disclosures.

The disclosure required by paragraph 52(b) appears unnecessary. If a cashsettled, rather than
equity-settled, share-based payment transaction has been accounted for appropriately, why
require disclosure of the difference between the actua charge and the charge that would have
arisen had the transaction been structured differently, namely had it been structured as an
equity-settled share-based payment transaction?
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IASB Question 22

Thedraft IFRS proposesthat an entity should apply therequirements of the IFRSto
grants of equity instrumentsthat were granted after the publication date of the
Exposure Draft and had not vested at the effective date of the IFRS. It also proposes
that an entity should apply retrospectively the requirements of the IFRSto liabilities
existing at the effective date of the IFRS, except that the entity isnot required to
measur e vested share appreciation rights (and similar liabilities) at fair value, but
instead should measure such liabilities at their settlement amount (ie the amount that
would have been paid on settlement of the liability had the counter party demanded
settlement at the date theliability is measur ed).

Arethe proposed requirements appropriate? If not, please provide details of your
suggestionsfor the IFRS stranstional provisions.

Companies who are able to ascertain the figures should have the option to make retrospective
application if they wish to do so. Otherwise we support the proposed accounting treatment.

IASB Question 23

Thedraft IFRS proposes a consequential amendment to |AS 12 (revised 2000) | ncome
Taxesto add an exampleto that standard illustrating how to account for the tax effects
of share-based payment transactions. Asshown in that example, it is proposed that all
tax effects of share-based payment transactions should be recognised in the income
Statement.

Arethe proposed requirements appropriate?

We support the proposed accounting treatment.

IASB Question 24

In developing the Exposur e Draft, the Board considered how various issues are dealt
with under the US standard SFAS 123 Accounting for Stock-Based Compensation, as
explained further in the Basisfor Conclusions. Although the draft IFRSissmilar to
SFAS 123 in many respects, there are some differences. The main differencesinclude
thefollowing:

(a)Apart from transaction within the scope of another IFRS, the draft |FRS 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:

- Employee share purchase plans are excluded from SFAS 123, provided specified
criteria are met, such asthe discount given to employees arerelatively small;

- SFAS 123 encour ages, but does not require, entitiesto apply itsfair value
measur ement method to recognise transaction with employees; entitiesare
permitted to apply instead the intringc value measur ement method in Accounting
Principles Board Opinion No. 25 Accounting for Stock | ssued to Employees
(paragraphs BC75-BC74 in the Basisfor Conclusions give an explanation of
minimum value); and
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- Unlisted (non-public) entities are per mitted to apply the minimum value method
when estimating the value of share options, which excludes from the valuation the
effects of expected share price volatility (paragraphs BC75-BC78in the Basisfor
Conclusions give an explanation of minimum value).

(b) For transaction in which equity instruments are granted to employee, both SFAS 123
and the draft IFRS have a measurement method that isbased on fair value of those
equity instrumentsat grant date.

However:

- Under SFAS 123, the estimate of the fair value of an estimate instrument at grant
dateisnot reduced for the possibility for forfeiture dueto failureto satisfy the
vesting conditions, whereas the draft |FRS proposesthat the possibility of
forfeiture should be taken into account in making such an estimate.

- Under SFAS 123, thetransaction ismeasured at thefair value of the equity
instrumentsissued. Because equity instrumentsare not regarded asissued until
any specified vesting conditions have been satisfied, the transaction amount is
ultimately measured at the number of vested 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 for
forfeited. Under thedraft IFRS, thetransaction ismeasured at the deemed fair
value of the employee servicesreceived. Thefair value of the equity instruments
granted isused as a surrogate measur €, to deter mine the deemed fair value of each
unit of employee servicereceived. Thetransaction amount isultimately measured
at the number of unitsof servicesreceived during the vesting period multiplied by
the deemed fair value per unit of service. Hence, any amountsrecognised for
employee servicesreceived are not subsequently rever sed, even if the equity
instruments granted are forfeited.

(c) 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 dateof settlement. The draft
IFRS does not require immediate recognition of an expense but instead proposes that
the entity should continue to recognise the servicesreceived (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 transactionswith parties other
than employeesthat are measured at the fair value of the equity instrumentsissued.
Emerging I ssues Task Force I ssue 96-19 Accounting for Equity I nstruments That Are
I ssued to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods
or Servicesrequiresthefair value of the equity instrumentsissued to be measured at
the earlier of (i) the date a performance commitment isreached or (ii) the date
performanceis complete. Thisdate might belater than grant date, for example, if
thereisno performance commitment at grant date. Under thedraft IFRS, the fair
value of the equity instruments granted ismeasured at grant datein all cases.

(e) SFAS 123 requireliabilitiesfor cashsettled share appreciation rights (SARS) to be
measured using an intrinsic value measurement method. Thedraft |FRS proposes
that such liabilities should be measured using a fair value measurement method,
which includesthe time value of the SARS, in the same way that options havetime
value (refer to paragraphs BC70-BC81 of the Basisfor Conclusionsfor a discussion
on intrinsc value, time value and fair value).
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(f) For a share-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 compensations expense recognised in respect of that grant of equity
instruments. Thedraft IFRS, in a consequential amendment to |AS 12 (revised
2000) Income Taxes, proposes that all tax effects of share-based payment
transactions should berecognised in profit or loss, aspart of tax expense.

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

In respect of the differences listed in (@) first and third bullet points, (b) first bullet point and
(c) above, we consder that the US solutions have practica advantages, as well as promoting
convergence. For the others, we generally prefer the draft IFRS.

IASB Question 25
Do you have any other comments on the Exposure Dr aft?

The lASB should work closdy with the US FASB in order to achieve harmonisation on this
key issue. Recent studies show that out of TOP-500 globa companies, 146 are European and
al of them have employee stock option schemesin place. It isimportant to ensure that
companies complying with IAS and IFRS, such as UK and European listed companies, are
not put at a competitive disadvantage compared to their global rivals.
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