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RE: Exposure Draft ED 2 — Shared-Based Payment
Dear Sir David:

The Globd Fnancid Reporting Advocacy Committee (GFRAC) of the Association for Investment
Management and Research (AIMR)! is pleased to respond to the International Accounting
Standards Board (IASB) Exposure Draft ED 2 — Shared-Based Payment.

The GFRAC is a danding committee of AIMR charged with representing the views of investors to
and maintaining a liason with bodies that st financid accounting and reporting Sandards in a
globa context, particularly the IASB. The committee is adso charged with responding to requests
for comment from nationd <Sandard setters and regulators on international  financiad  reporting
issues. The composition of the Committee represents AIMR members from Asia, Europe, and North
Americawith varying professona backgrounds and expertise in the investment indudry.

General Comments

The GFRAC commends the Board on its decison to address this current gap (or lack of an
accounting standard for share-based payments) in the Internationa Accounting Standards.  We
grongly believe (and thus, support the Board's proposal) that share-based payments, or stock
options, are

(1) Financid ingruments that can be measured rdiably at fair vaue

(2) Compensation to the grantee of such options; and

with headquarters in Charlottesville, VA, and regiona offices in Hong Kong and London, the Association for Investment
Management and ResearchO is a non-profit professional organization of over 62,000 financial analysts, portfolio managers, and other
investment professionals in 115 countries of which 55,800 are holders of the Chartered Financial AnalystO (CFAQ) designation.
AIMR’s membership also includes 125 affiliated societies and chapters in 44 countries. AIMR is internationally renowned for its
rigorous CFA curriculum and examination program, which has more than 102,300 candidates from 148 nations enrolled for the June
2003 exam.

Setting a Higher Sandard for Investment Professionals Worldwide ™
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(3) An operating expense of the grantor that should be recognized and reported in the income
statement.

These pogtions ae clearly digned with the IASB Framework, in particular, The Objective of
Financial Statements regarding the qudity of information provided about an enterprisg’s financid
position, performance, and changesin finandia pogtion —

Paragraph 15 — The economic decisions that are taken by users of financial
statements require an evaluation of the ability of an enterprise to generate cash and
cash equivalents and of the timing and certainty of their generation....

Paragraph 17 — Information about the performance of an enterprise, in particular its
profitability, is required in order to assess potential changes in the economic
resourcesthat it islikely to control in the future....

Paragraph 18 — Information concerning changes in the financial position of an
enterprise is useful in order to assess its investing, financing and operating activities
during the period. This information is useful in providing the user with a basis to
assess the ability of the enterprise to generate cash and cash equivalents and the
needs of the enterprise to utilise those cash flows....

A Long History of Debate

The discusson about the gppropriate accounting trestment for employee stock options is not a new
one. It has been ddiberated and argued for more than three decades, dartting with the U.S.
Accounting Principles Board in the early 1970s. Contentious opposition to expensing stock options
was most notable in the early 1990s when the Financid Accounting Standards Board (FASB) was
deveoping Statement of Financid Accounting Standard No. 123, Accounting for Stock Options,
(SFAS 123). The FASB faced condderable resstance and oppostion from various industry and
professond trade groups, and even the U.S. Congress. (Such oppostion aimost resulted in the
FASB's demise) Consequently, the FASB softened its origind postion by recommending instead of
requiring that al employee stock options should be measured and recognized as compensation
expense in the financid datements

Unfortunately, this compromise resulted in a dgnificant deviaion from the FASB’s conceptud
framework. A framework established to —

To serve the public interest by providing a structure and direction to financial accounting
and reporting [which would be used]
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To facilitate the provision of evenhanded financial and related information that is useful
in assisting capital and other markets to function efficiently in allocating scarce
resources in the economy.

On 12 March 2003, the FASB, esponding to requests from investors, financid anadysts and other
users of financid information, added a project to its agenda to improve the accounting and
disclosures relating to stock-based compensation. Amongst other issues, the project on stock-based
compensation will address whether to require that the cost of employee stock options be treated as
an expense. The Board plans to dart deliberating the key issues on this subject at future public
meetings with a view to issuing an Exposure Draft later this year that could become effective in
2004.

We gpplaud and strongly support this action by the FASB. Our postion mirrors that of the AIMR
Financia Accounting Policy Committee (FAPC) stated in its comment letter? to the FASB —

“We believe that both objectives — improving U.S reporting standards and
promoting international convergence - are critically important steps toward
improving the efficiency and effectiveness of global financial markets. Specifically,
these will help to serve the needs of investors and other users for relevant, reliable,
transparent, and comparable information. These needs should supersede other
considerations and we believe them to be the intent of financial reporting rule-
makers.”

Disclosures are No Substitute for Proper Accounting

We drongly believe that disclosures are no subgtitute for the proper accounting and reporting. All
transactions, including stock option grants for goods and services provided by outside vendors
and employees of an enterprise, should be recognized in the primary financial statements.
Financid reporting and accounting standards should properly measure and report the economic
substance of those transactions. In this particular Stuation, the accounting should reflect the transfer
of the opportunity cost to the enterprise for those stock options (from grant date through exercise
date), representing -

The compensation expense and a corresponding obligation when the stock
options are granted; and

Adjusments to this obligation for changes in the vadue of those options
until the options are exercised or expired.

2 FAPC comment letter addressed the FASB’s ED on Accounting for Stock-Based Compensation: A Comparison of FASB Satement

No. 123, Accounting for Sock-based Compensation and Its Related Interpretations, and |ASB Proposed IFRS, ED 2 Share-based
Payments. A copy of the letter provided as Attachment | to the GFRAC' s letter.
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The accounting and reporting over the life of the stock options should represent the opportunity cost
to the enterprise, or the difference between cash received (or exercised price of the shares) and the
current market value of the shares at the date the options are exercised. It is the capitd that the
enterprise opted to forego by issuing the shares to its employees a lower price than the prevailing
market price of those shares.

Although U.S. genedly accepted accounting principles (GAAP) require the disclosure of
information and data about employee stock options in the notes to the financid Statements, academic
dudies have shown that users of this information placed less emphasis on it than if reported in the
primary financia satements. (Based on recent financia reporting debacles, it appears that preparers
and auditors aso place less emphasis on the quality of information provided in note disclosures)

The limited use of stock option information (provided in note disclosures) was reflected in a survey
conducted by AIMR in 20013, The survey asked AIMR members - who are andysts and portfolio
managers - nine questions, induding the following —

Do you use this information and data [about a company’s share-based or stock
option plang] in your evaluation of a firm’s performance and determination of its
value?

66% - Use thisinformation whether recognized in the income statement or disclosed
in the notes to the financial statements or other sources.

15% - Use this information only when it is recognized as compensation expense in
the income statement.

19% - Do not use this information.

We bdlieve that the response would be sgnificantly different for less sophisticated users of financid
information, i.e, the percentage would be much greater for the third category - Do not use this
information.

Information and data provided in the notes to the financid dtatements are integrd and important
supplements to the information provided in the primary financdd satements. Such disclosures
enable usars - investors and andysts - to fully understand and properly assess an enterprise’s
financid performance and condition. Therefore, adequate disclosures about stock option plans are
quite necessary and important in formulaing and making well-informed invesment decisons.

3 The results of the 2001 AIMR survey isincluded as severa attachments to the GFRAC’s comment letter sent to the IASB on 8
April 2002 in regards to the G4+1 Position Paper on Share-based Payments. This letter is available on AIMR’'s web site at
http://www.aimr.org/advocacy/02commltr/O2sharebased.html. The results to the survey questions are provided in Attachment Il to
this letter.
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Arguments Against Expensing Employee Stock Options

Many have argued throughout this three-decade debate that —
(1) Employee stock options are not compensation or ared cost.
(2) Stock options cannot be reliably measured.

(3) Recognition of an expense would cripple start-up industries which grant stock options in
lieu of cash compensation.

(1) Not compensation or areal cost

The fird argument, or fdlacy, is that the issuance of employee stock options is not compensation
because there is no effect on cash. We believe that this argument is without merit and is used less
frequently today because it cannot be supported.

We believe that a transfer, or outflow, of an enterprise’s resources does not have © occur in the form
of an initid cash payment or a subsequent settlement in cash to be recognized and reported as an
expense. Today, more and more business transactions, involving transfer of assets and assumption of
ligbilities, occur without the payment of cash. Barter exchanges of like-kind items and dissmilar
items (eg., sock for stock in busness combinations and commercia red edtate building for private
resdence, respectively) are common place, as wdl as the issuance of financid instruments, or stock
options, in lieu of cash compensation.

Post-retirement benefit plans are another example of compensation that does not dways result in an
immediate cash outflows. Such plans represent future obligations to pay cash benefits or cover
specific medicd and life insurance needs of retirees. The once common “pay-as-you-go” accounting
tretment was changed because it did not properly reflect the enterprise’s current costs for such
benefit plans.

An additiond dant to this argument is that stock options have no vaue, or the intringc vaue is zero,
a the date of grant. If such options have no vaue, why are key executives of enterprises willing to
forego cash sdaries and bonuses to obtain those options? In an extreme case, the CEO of a credit
card firm received only stock options as remuneration for his time and service. Certanly, this
executive believed he was being compensated with those stock options.

(2) Cannot be measured reliably

The argument that stock options cannot be reliably measured is based on a practica, rather than on a
conceptual, bass. Since many opponents have conceded that such options are compensation, they
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argue that the fair value of options cannot be rdiably measured. (Especidly stock options granted by
privady held enterprises.)

Option pricing modds, such as Black-Scholes, use the characteristics of the underlying stock to
vaue the option. The capability of these models is evident in the tremendous growth of option
markets over the past 30 years. In today’s global capital markets, securities that are more complex
than employee stock options vaued a trillions of dollars in aggregate are priced usng such modds
and traded daily on those markets.

Clearly, market participants - both those who trade options contracts and those who compensate
employees - mugt believe that the vaues determined by these pricing models are reliable. Those who
ague that the pricing models are not relidble have faled to explan what bass they use for
determining the vaue of the stock options granted.

Moreover, public companies in the U.S. have been providing far vaue daa for employee stock
options within the notes to financid statements since 1995, or seven years now. Over those years,
investors and andysts have used (thus, relied upon) this information in their assessments of
enterprises  peformance and financid condition. This assessment was used ultimady to make
investments decisons aout whether to purchase, sde, or hold invesment postions in those
enterprises.

(3) Recognition will cripple start-up industries

Another argument is that expendng stock options will creste undue hardship on Sart-up companies
and difle entrepreneurid endeavors, such as high-tech firms. Mogt of these firms have limited access
to cash 0 they must use shares of sock, another form of currency, to atract and retain key
personnel. It is noted that a Smilar argument was used in the debate for determining the gppropriate
accounting treatment for business combinaions in regards to the pooling of interests method.
Notwithstanding, we believe the arguments to be specious.

We recognize the importance of maintaining vibrant economies that promote entrepreneurid
ventures, such as high-tech or bio-tech firms. Such enterprises dso benefit socigties through
important developments that improve peoples lifesyles and qudity of life Expensng of sock
options would only harm dart-up enterprisesif:

(1) Stock options are an actual expense to these enterprises that has been previously
unreported and

(2) Investors and analysts are mided into initially overstating these enterprises values
(i.e., undervaluing the effect that those stock options have on the value of these
enterprises), and as a result
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(3) The market reacts accordingly by devaluing these enterprises’ shares of stock
because actual costs are dramatically higher than the previously reported costs.

If fewer start-up enterprises occur due to the improved transparency of stock option costs and the
result is redlocation of capitd to other investments with higher returns given the risks and rewards,
than we believe that the economy (and society) would be better served.

We drongly believe that Smilar transactions - cash compensation versus share-based compensation -
should be accounted for in a smilar way. Both should be conssently measured a the far vadue of
resources transferred and recognized as incurred in the income statement accompanied by adequate
disclosuresexplaining —

The terms and conditions of the compensation,
Vauation methods and key assumptions used to determine vaues, and

Other rdevant information and data needed to understand the economic
sgnificance of the transactions.

Accounting Treatment for Share-based Payments

The Committee's current postion on how share-based payments are measured and recognized in the
financia statements differs from the IASB’s proposed ED. This postion represents a modification to
the previoudy dated postion in our comment letter issued on 31 October 2000, responding to the
G4+1 Specid Report — Accounting for Share-based Payment. We answered the following question:

8. If you consider that grant date is the appropriate measurement date:

a. Should the transaction amount be subsequently adjusted if the number of options
that actually vest isgreater or lessthan originally expected (paragraph 5.20) and,
if so, how would you reconcile this view with the conceptual framework, whereby
equity instruments are not re-measured after issue (paragraphs 3.6-3.8)?

Yes, we believe that the transaction should be subsequently adjusted as the fair
value of the contingent claim changes. Companies have an estimate of the value of
an option when issued and are able to make ongoing adjustmentsto the value of the
option asadditional information becomes available. Inour view, the option becomes
an equity instrument when issued on gr ant date because the owner of the contract
may have the option to participatein therisks and rewards of being an owner of the
company. Only if the firm was to settle using cash, cash equivalents, or another
asset should the contract be recognized as a liability.
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Upon further deiberation about whether sock options are ligbility or equity items, we have

concluded that the agppropriate accounting for share-based payments, settled in cash or settled in
equity shares, should be asfollows:

(1) At grant date - the stock options or share-based payments should be
measured a far vaue usng credible option pricing modes and relevant
market inputs.

(2) Over the vesting period of the granted stock options —
The far vdue a grat date should be recognized as compensation
expense.
A corresponding entry should be made to reflect the liability for this
compensation.

(3) Over the vesting period and through exercise date - a vauation adjustment
should be cdculated and recognized for changes in market inputs as a
financing charge or credit. (We believe that the enterprise uses its shares of
stock rather than cash as away to finance compensation expense.)

(4) At exercise date — the liadlity should be diminated or settled when the
shares of stock are issued, offset by any cash received from the grantees -
consultants, vendors, or employees.

We redize tha the current IASB Framework’'s definition of a liability does not support this
accounting treatment for equity- settled share-based payments. However, we believe that -

(1) A ddfinition of an item which results in different trestment of two transactions with identical
economic effects indicates an inconsstency with the definition.

(2) Smilar accounting for both cashsettled and equity-settled share-based payments would
eliminate many of the nuances requiring specid or different accounting trestment.

Commentsto Specific Questionsin theED 2

In summary, the GFRAC dgrongly supports the proposa to measure and recognize share-based
payments a far vaue on the date that the options are granted. However, we do not believe that
different accounting trestment is necessary to properly record those options settled in cash versus
those settled in shares of the company’s stock. Moreover, share-based payments, or stock option,
granted in exchange for services or goods are a liability to the company until exercise date and,
therefore, any change in the far vaue of those stock options should flow through the income
Statement.
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Although we disagree with the Board's current proposa to account for equity settled share-based
payments differently from cash sdttled share-based payments, we strongly support and concur with
the overdl| thrust of the proposad to measure and recognize such payments as expenses in the income
Satement.

The Committee’ s responses to specific questions are provided below.

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. Is the proposed scope
appropriate? If not, which transactions should be excluded and why?

We concur with the proposed scope of the draft IFRS that no exemptions should be dlowed. All
share-based payments should be recognized in the financid Statements. This is consgent with the
overarching principle for a sngle method of accounting for transactions that are in substance
economicaly smilar.

Question 2

Paragraphs 4-6 of the draft IFRS propose requirements for the recognition of share-based payment
transactions; including the recognition of an expense when the goods or services received or
acquired are consumed.

Are these recognition requirements appropriate? If not, why not, or in which circumstances are the
recognition requirements inappropriate?

We agree that an expense should be recognized when share-based payments or stock options are
granted for goods and services received. However, we do not beieve that separate or different
accounting trestment is gppropriate for amilar transactions depending on the means for settlement —
cash-settled versus equity-settled. As mentioned in our General Comments to this letter, only one
method of accounting should be permitted for transactions that are economically the same.

We redize that our pogtion, regarding equity-settled share-based payments would require a
modification to the current IASB Framework’s definition of ligbility and equity items. Therefore, for
the interim (or until the Framework is revised and the IFRS amended), we support the Board's
proposal because our primary objective is to recognize the share-based payments in the primary
financid datements.

Question 3

For an equity-settled share-based payment transaction, the draft IFRS proposes that, in principle,
the entity should measure the goods or services received, and the corresponding increase in equity,
either directly, at the fair value of the goods or services received, or indirectly, by reference to the
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fair walue of the equity instruments granted, whichever fair value is more readily determinable
(paragraph 7). There are no exemptions to the requirement to measure share-based payment
transactions at fair value. For example, there are no exemptions for unlisted entities.

Is this measurement principle appropriate? If not, why not, or in which circumstances is it not
appropriate?

We agree with the measurement principle proposed for equity-settled payment transactions given the
current 1ASB Framework and our postion for the accounting trestment of share-based payments
providein the General Comments to this |etter.

Question 4

If the fair value of the goods or services received in an equity-settled share-based payment
transaction is measured directly, the draft IFRS proposes that fair value should be measured at the
date when the entity obtains the goods or receives the services (paragraph 8).

Do you agree that this is the appropriate date at which to measure the fair value of the goods or
services received? If not, at which date should the fair value of the goods or services received be
measured? Why?

We agree that the goods and services should be measured at fair vaue. However, we find the current
wording of paragraph 8 confusing regarding the dates for determining the far vaue of the goods or
sarvices received whether directly or indirectly.

“If the fair value of the goods or services received is measured directly, fair value
shall be measured at the date the entity obtains those goods or the counterparty
renders service. If the fair value of the goods or services received is measured
indirectly, by reference to the fair value of the equity instruments granted, fair value
shall be measured at grant date. The fair value of the equity instruments granted
measured at grant date is a surrogate measure of the fair value of the goods or
services received.”

We believe that the goods and services should be measure at their fair vaue a the grant date of the
stock options. For example, a firm enters into aforward contract to purchase $1,000 in oranges for
100 stock options. Subsequently, the value of the oranges increases to $1,050 a the date of ddivery.
We believe that the oranges should be valued a $1,050 and the gain of $50 would be associated with
the forward contract to purchase the oranges. The options should be valued a $1,000 rather than
$1,050 if the vadue of the underlying shares remains the same. However, we are not sure the current
wording would result in the same answer.
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The following ertries illusrate how we believe the above example should be accounted for by the
enterprise.

(1) Record gain on the forward contract to purchase oranges.

Forward contract asset $ 50
Gain on Forward contract $ 50

(2) Record the delivery of oranges at current fair value of $1,050 and stock options at
the current fair value of $10 X 100 or$1,000.

Inventory — oranges $1,050
Forward Contract — asset $ 50
Stock options for settling forward contract 1,000

If the far vdue of the underlying share of stock changes causing the vaue of the stock

option to increase by $.15 or $10.15, than the following entry would be recorded at
Odivery.

(2a) Record the delivery of oranges reflecting the change in the fair value of the options.

Inventory — oranges $1,050
Financing charge - 1oss on stock options 15
Forward Contract — asset $ 50
Stock options for settling forward contract 1,015

Note: A gain would be recorded instead if the fair value of the share of stock
changes causing the value of the stock option to decrease.

Question 5

If the fair value of the goods or services received in an equity-settled share-based payment
transaction is measured by reference to the fair value of the equity instruments granted, the draft
IFRS proposes that the fair value of the equity instruments granted should be measured at grant date

(paragraph 8).

Do you agree that this is the appropriate date at which to measure the fair value of the equity
instruments granted? If not, at which date should the fair value of the equity instruments granted be
measured? Why?

We agree with the initid measurement date should be the grant date for those equity instruments
granted for goods and services. (Please refer to our comments to Question 4.) Based on our position
that al share-based payments should be accounted for smilarly, we believe that the vdue of the
options should be re-measured until exercise date.
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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 services received is more readily
determinable than the fair value of the equity instruments granted (paragraphs 9 and 10).

Do you agree that the fair value of the goods or services received is usually more readily
determinable than the fair value of the equity instruments granted? In what circumstancesis this not
so?

Generaly, we agree that far vaue of goods and services provided by outsde vendors are more
readily available and should be used for measuring the expense. However, we do not bdieve tha a
diginction should be made (vauing services) between transactions with employees and nor:
employess. Such a digtinction could result in different accounting (measurement and recognition) for
smilar types of transactions. (Please refer to our illudrative example in response to Question 4.)

Additionaly, disclosures should be required explaining how the far vaue was determined on either
(1) the underlying goods and services or (2) the equity instrument. Also, other key assumptions
should be disclosed, such as the vauation method or model and the market-based inputs used to

determine the fair vaue.

Question 7

For equity-settled transactions with employees, the draft IFRS proposes that the entity should
measure the fair value of the employee services received by reference to the fair value of the equity
instruments granted, because the latter fair value is more readily determinable (paragraphs 11 and
12).

Do you agree that the fair value of the equity instruments granted is more readily determinable than
the fair value of the employee services received? Are there any circumstances in which this is not
so?

Please refer to our response to Question 6.

Our experiences indicate that the value of compensdtion is often determined separately, usudly
before the number of options is determined. Companies use this compensation amount to compute
the number of options that will be granted, given the option's current far vdue and the totd
compensation covered by those stock option grants. However, there may be dtuations when the
option is granted a a lower vaue than its current fair vaue. In those Stuations, we believe that a loss
would be recognized at grant date dmilar to our illudraive example (entry 28 in response to
Question 4.
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Question 8

Paragraphs 13 and 14 of the draft IFRS propose requirements for determining when the
counterparty renders service for the equity instruments granted, based on whether the counterparty
isrequired to complete a specified period of service before the equity instruments vest.

Do you agree that it is reasonable to presume that the services rendered by the counterparty as
consideration for the equity instruments are received during the vesting period? If not, when are the
services received, in your view?

We agree with the presumption that the services provided by the counterparty in exchange for stock
options are received during the vesting period.

Question 9

If the services received are measured by using the fair value of the equity instruments granted as a
surrogate measure, the draft IFRS proposes that the entity should determine the amount to attribute
to each unit of service received, 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 agree that if the fair value of the equity instruments granted is used as a surrogate measure
of the fair value of the services received, it is necessary to deter mine the amount to attribute to each
unit of service received? If not, what alternative approach do you propose? If an entity is required
to determine the amount to attribute to each unit of service received, do you agree that this should be
calculated by dividing the fair value of the equity instruments granted by the number of units of
services expected to be received during the vesting period? If not, what alternative method to you
propose?

We agree with the Board's proposd requiring the determination of the unit of service when the
equity insrument is used as the surrogate far vaue measure for the services received. This
information is useful in evduating and underdanding fluctuations in compensation expense relaed
to stock options. Also, we concur with the proposed method for calculating the unit of service.

Question 10

In an equity-settled share-based payment transaction, the draft IFRS proposes that having
recognized the services received, 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 recognizing a transfer within equity, i.e. a transfer 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?
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As mentioned in the General Comments of our letter, we do not believe that there should be a
diginction made between cashrsettled and equity-settled share-based payments. Both forms of
stlements result in a Smilar economic outcome — an expense during the vesting period and an
obligation to the enterprise a grant date through exercise date. Therefore, we beieve the
corresponding increase would be a ligbility rather than an increese in equity. Additiondly, this
lidbility should be reemessured a far vdue, including adjusments for nontvesting and expired
options, for each reporting period.

Agan, we redize that this accounting trestment (recording an equity-settled share-based payment as
a liddility) would be inconagent with the current IASB Framework. Nonetheess, we firmly believe
this is the appropriate treatment for these types of transactions. However, we urge the Board to
continue with the Standard as proposed, presuming that this issue (liability vs. equity) will be
addressed and resolved in the near future,

Question 11

The draft IFRS proposes that the entity should measure the fair value of equity instruments granted,
based on market prices if available, taking into account the terms and conditions of the granted
(paragraph 17). In the absence of a market price, the draft IFRS proposes that the entity should
estimate the fair value of options granted, by applying an option pricing model that takes into
account various factors, namely the exercise price of the option, the life 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 the risk-free interest rate for the life of the option (paragraph
20). Paragraph 23 of the proposed IFRS explains when it is appropriate to take into account
expected dividends.

Do you agree that 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
circumstances in which it would be inappropriate of impracticable to take into account any of the
factors listed above in applying an option pricing model?

We agree with the proposd requiring the use of an option pricing model (one that has been tested
and proven, e.g., Black- Scholes) and the following factors:.

the exercise price of the option,

the expected life 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
the risk-free interest rate for the life of the option

The above factors, dong with a sengtivity analyss, need to be disclosed in the notes to the financia
satements. (Please refer to our comments to Question 21.) We are encouraged by the initiative that a
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few companies have taken to provide sengtivity disclosures, eg., the effect resulting from a change
in the expected volatility assumption.

Question 12

If an option is non-transferable, the draft IFRS proposes that the expected life of an option rather
than its contracted life should be used in applying an option pricing model (paragraph 21). The
draft IFRS also proposes requirements for options that are subject to vesting conditions and
therefore cannot be exercised during the vesting period (paragraph 22).

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

Generaly, we agree that the expected life of the option should be used for determining the fair vaue.
For further elaboration, please refer to our comments to Question 16.

Question 13

If a grant of shares or options is conditional upon satisfying specified vesting conditions, the draft
IFRS proposes that these conditions should be taken into account when an entity measures the fair
value of the shares or 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 a model (paragraph 24).

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

We concur with the draft IFRS proposal that vesting conditions should be taken into account. Such
condderation is condgent with valuaion methods used for pod-retirement benefits that have vesting
conditions. Vegting conditions adso have an effect on the benefits and risks (economic or far vaue
of the options) and therefore, should be incorporated into any vauation modd used. We prefer
congderation within the vauation method rather than in post-computation adjustments because such
adjusments are not often explained adequately. Nonetheless, if the amount of an adjustment can be
subsequently measured, we question why it cannot be estimated and incorporated into the vauation
modd!.

Additiondly, any assumptions rdating to inputs of the vauaion modd should be disclosed,
including a comparison between the assumed and actua options vested over the vesting period of the
options.
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Question 14

For options with a reload feature, the draft IFRS proposes that the reload feature should be taken
into account, where practicable, when an entity measures the fair value of the options granted.
However, if the reload feature is not taken into account in the measurement of the fair value of the
options granted, then the reload option granted should be accounted for as a new option grant

(paragraph 25).

Is this proposed requirement appropriate? If not, why not? Do you have an alternative proposal for
dealing with options with reload features?

Generdly, we do not support an adternative gpproach that would result in different measurement and
timing of recognition for amilar transactions. If it is truly impracticable to include the effect of
reload options at initid measurement or grant date, than we believe that the proposd is reasonable.
However, we bdieve it unlikdy that enterprises would grant compensation for which they cannot
reliably messure the value, including the effect of reload features.
In addition, disclosures should be required, indicating —

How the reload feature is handled in the measurement - dther in the initid

measurement at grant date or as a new option when the reload option is

granted — and why the particular treatment was selected; and

The amount rdating to the reload feature.
Question 15
The draft IFRS proposes requirements for taking into account various features common to employee
share options, such as non-transferability, inability to exercise the option during the vesting period,
and vesting conditions (paragraphs 21-25).

Are there other common features of employee share options for which the IFRS should specify
requirements?

We agree with the common features noted in paragraphs 21- 25, incduding:
Expected life of the option for non-transferable options;
Contractual life of the option for transferable options;
Vesting conditions and/or restrictions;

Expected dividends on the underlying shares of stock if the counterparty is not
entitled to receive dividends; and
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Reload features.

We have identified the following features and/or related issues to stock option grants which should
be addressed in thefind IFRS:

Share repurchase agreements that the enterprise enters to repurchase a
cetan number of shares upon or soon dfter the stock options ae
exercised,

Accdedion cdauses in the compensation agreement pertaining to vesting
periods;

Loans issued to cover the exercise price of the stock options; and
Guarantees to cover taxes resulting from the issuance of stock options.

Certanly, there will be other features or issues that arise over time. To cover additional new feetures
in the future, the find IFRS should indicate that all features of the options which may affect the fair
value of the share-based payment should be considered in the measurement model and adequate
disclosure should be required to explain these features and the effect they have the value of the
share-based payment.

Question 16

The draft 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 to allow for future
devel opments in valuation methodol ogies.

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

We agree with the proposed approach which does not outline a prescriptive method for estimating
the fair vaue of options. Flexibility 5 needed in the modds to adjust to any future changes in option
features and improvements in the method used to measure the stock option’s value. However, such
flexibility requires more discipline in the information and data provided to users. The disclosure
must outline cearly and consgently the vduation methods and market-based inputs used to
determine the fair value measurements.

Question 17
If an entity reprices a share option, or otherwise modifies the terms or conditions on which equity
instruments were granted, the draft IFRS proposes that the entity should measure the incremental
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value granted upon repricing, and include that incremental value when measuring the services
requested. This means that the entity is required to recognize additional amounts for services
received during the remainder of the vesting period, i.e. additional to the amounts recognized in
respect of the original option grant.

Do you agree that the incremental value granted should be taken into account when measuring the
services received, resulting in the recognition of additional amounts in the remainder of the vesting
period? If not, how do you suggest repricing should be dealt with? Of the two methods illustrated
in Example 3, which is more appropriate? Why?

We agree that the incrementd vaue granted should be consdered, but do not agree with the
dternative approach illugtrated, whereby the two grants are averaged and spread over the remainder
of the vesting period. The proposd shows an incrementa benefit that is recognized subsequent to the
grant date, indicating that the services were received a or over a different period of time compared
to the initid grant date. This approach better reflects the timing of the benefit than the dternative
“averaging” which resultsin an dlocation that cannot be supported.

Question 18

If an entity cancels a share or option grant during the vesting period (other than a grant cancelled
by forfeiture when the vesting conditions are not satisfied), the draft IFRS proposes that the entity
should continue to recognize the services rendered by the counterparty in the remainder of the
vesting period, as if that grant had not been cancelled. The draft IFRS also proposes requirements
for dealing with any payment made on cancellation and/or a grant of replacement options, and for
the repurchase of vested equity instruments.

Are the proposed requirements appropriate? If not, please explain why not and provide details of
your suggested alternative approach.

We bdieve that such requirements are necessary under the proposed accounting treatment for equity-
settled share-based payments However, if such options were accounted for as a liability with the
changes in far vadue flowing through the income daement as a financing charge or credit, the
current proposal would overstate the compensation expense.

Question 19

For cash-settled share-based payment transactions, the draft IFRS proposes that the entity should
measure the goods or services acquired and the liability incurred at the fair value of the liability.
Until the liability is settled, the entity should remeasure the fair value of the liability at each
reporting date, with any changes in value recognized in the income statement.

Are the proposed requirements appropriate? If not, please provide details of your suggested
alternative approach.
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Yes. We agree that the liability should be revalued at each reporting date, with any adjustments to
the fair vaue flowing through the income datement. This gpproach is consstent with our proposed
accounting treatment for share-based paymentsin our General Comments.

Question 20

For share-based payment transactions in which either the entity of the supplier of goods or services
may choose whether the entity settles the transaction in cash or by issuing equity instruments, the
draft IFRS proposes that 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
settle in cash, or as an equity-settled share-based payment transaction if no such liability has been
incurred. The draft IFRS proposes various requirements to apply this principle.

Are the proposed requirements appropriate? If not, please provide details of your suggested
alternative approach.

Under the current IASB Framework, we agree with the proposed requirements. However, this is
another issue resulting from the didinction between cashsettled and equity-settled that would be
diminated if dl share-based payments were accounted for in a amilar manner - an expense during
the vesting period and an obligation to the enterprise a grant date through exercise date, or until the
options are exercised or expired.

Question 21
The draft IFRS proposes that an entity should disclose information to enable users of financial
statements to under stand:
(a) the nature and extent of share-based payment arrangements that existed during the period,
(b) how the fair value of the goods or services received, or the fair value of the equity
instruments granted, during the period was determined, and
(o) the effect of expenses arising from share-based payment transactions on the entity’ s profit or
loss.
Are these disclosure requirements appropriate? If not, which disclosure requirements do you
suggest should be added, deleted or amended (and how)?

We drongly support the Board's disclosure principles listed above and supported by the disclosure
requirements outlined in Paragrgphs 45-53. Detailed disclosures that embody those principles
completely are criticd to fully understanding the potentid effects of the share payments on the
company’s financid performance. In particular, Paragraph 46 requires essentid information for
andyzing thefinandd effect from share-based payments —

46. To give effect to the principle in paragraph 45 [disclose information thet enables
users of the financial statements to understand the nature and extent of share-based
payment arrangements that existed during the period], the entity shall disclose at
least the following:
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(@) A description of each type of share-based payment arrangement that
existed at any time during the period, including details of:

() Wnether the rights granted by the entity to employees or other parties
pursuant to the arrangement consisted of rights to shares, share
options, other equity instruments, cash or other assets;

(ii) When those rights were granted;

(iii) Those to whom the rights were granted (e.g., a description of the
number and class of employees participating in a group employee
share plan);

(iv)The contractual life of options granted;

(v) Whether the exercise price is fixed or variable (and, if variable, how
the exercise price is determined); and

(vi) A description of the vesting requirements, including service conditions
and performance conditions.

(b) The number and weighted average exercise prices of options for each of the
following groups of options:

() Outstanding at the beginning of the period;
(if) Granted during the period;

(i) Forfeited during the period;

(iv) Exercised during the period;

(v) Expired during the period,;

(vi) Outstanding at the end of the period; and
(vii) Exercisable at the end of the period.

(c) For options exercised during the period, the weighted average share price
at the date of exercise.

(d) For options outstanding at the end of the period, the range of exercise
prices and weighted average remaining expected life and contractual life.
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If the range of exercise prices is wide, the outstanding options shall be
divided into ranges that are meaningful for assessing the number and
timing of additional shares that may be issued and the cash that may be
received upon exercise of those options.

In addition to the disclosures proposed in paragraphs 45-53, we believe the following are necessary
information:

The tax benefit (ether in the cash flow datement or the notes to the
finencd daements) and the deferred tax related to the share-based
payments shown separately in the note detailing the tax information of the
financid Satements.

The current market value of dl outstanding options;

A discusson about the vesting conditions should include the probability of
those conditions being met;

A sengtivity andyss of the effects of key vauation assumptions,

A diclosure of the basis for adjusing higtorically observed input, for
example, voldility.

Question 22

The draft IFRS proposes that an entity should apply the requirements of the IFRS to grants of equity
instruments that were granted after the publication date of this Exposure Draft and had not vested at
the effective date of the IFRS. It dso 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
is not required to measure vested share appreciation rights (and similar liabilities) at fair value, but
instead should measure such liabilities at their settlement amount (i.e. the amount that would have
been paid on settlement of the liability had the counterparty demanded settlement at the date the
liability is measured).

Are the proposed requirements appropriate? If not, please provide details of your suggestions for
the IFRS stransitional provisions.

Except for share appreciation rights (SARs), we disagree with the proposed exception for the
measuring equity indruments,. At trandtion or upon adoption of the find IFRS, we believe dl equity
ingruments granted as share-based payments should be measured smilarly to SARs. The reported
vaue should reflect the settlement amount that would have been paid when the liaility is settled had
the counterparty demanded settlement a the date the ligbility is measured. This trangtion approach
would account for and report smilar financid itemsin the same way.
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Question 23

The draft IFRS proposes a consequential amendment to |AS 12 (revised 2000) Income Taxesto add
an example to that standard illustrating how to account for the tax effects of share-based payment
transactions. As shown in that example, it is proposed that all tax effects of share-based payment
transactions should be recognized in the income statement.

Are the proposed requirements appropriate?

We agree with the proposed requirements. In addition, the cash effects from share-based payments
should be displayed separately on the statement of cash flows, including the amount recelved for
exercised options as well as the tax benefit. Often, an argument is made that stock options have no
cash impact. We bdieve this argument to be misguided, and that it perssts, because information
about the actua cash impact is not transparent to the user of financiad statements.

Question 24

In developing the Exposure 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 Basis
for Conclusions. Although the draft IFRSis similar to SFAS 123 in many respects, there are some
differences. The main differences include 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
measure share-based payment transactions at fair value. SFAS 123 contains the following
exemptions, none of which areincluded in the draft IFRS

Employee share purchase planes are excluded from SFAS 123, provided specified
criteria are met, such as the discount given to employeesis relatively small;

SFAS 123 encourages, but does not require, entities to apply its fair value
measurement method to recognize transactions with employees; entities are permitted
to apply instead the intrinsic value measurement method in Accounting Principles
Board Opinion No. 25 Accounting for Stock Issued to Employees (paragraphs BC70-
BC74 in the Basis for Conclusions give an explanation of intrinsic value); and
Unlisted (non-public) entities are permitted 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-BC78 in the Basis for Conclusions
give an explanation of minimum value).

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

under SFAS 123, the estimate of the fair value of an equity instrument at grant date is
not reduced for the possibility of forfeiture due to failure to satisfy the vesting
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conditions, whereas the draft IFRS proposes that the possibility of forfeiture should
be taken into account in making such an estimate.

under SFAS 123, the transaction is measured at the fair value of the equity
instruments issued. Because equity instruments are not regarded as issued until any
specified vesting conditions have been satisfied, the transaction amount is ultimately
measured at the number of vested equity instruments multiplied by the fair value of
those equity instruments at grant date. Hence, any amounts recognized for employee
services received during the vesting period will be subsequently reversed if the equity
instruments granted are forfeited. Under the draft IFRS, the transaction is measured
at the deemed fair value of the employee services received. The fair value of the
equity instruments granted is used as a surrogate measure, to determine the deemed
fair value of each unit of employee service received. The transaction amount is
ultimately 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
recognized for employee services received are not subsequently reversed, even if the
equity instruments granted are forfeited.

(o) If, during the vesting period, an entity settles in cash a grant of equity instruments, under

SFAS 123 those equity instruments are regarded as having immediately vested, and therefore
the amount of compensation expense measured at grant date but not yet recognized is
recognized immediately at the date of settlement. The draft IFRS does not require immediate
recognition of an expense but instead proposes that the entity should continue to recognize
the services received (and hence the resulting expense) over the remainder 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

employees that are measured at the fair value of the equity instruments issued. Emerging
Issues Task Force Issue 96-18 Accounting for Equity Instruments That Are Issued to Other
Than Employees for Acquiring, or in Conjunction with Sdling, Good or Services requires
the fair value of the equity instruments issued to be measured at the earlier of (i) the date a
performance commitment is reached or (ii) the date performance is complete. This date
might be later than grant date, for example, if there is no performance commitment at grant
date. Under the draft IFRS the fair value of the equity instruments granted is measure at the
grant datein all cases.

() SFAS 123 requires liabilities for cash-settled share appreciation rights (SARs) to be

(f)

measured using an intrinsic value measurement method. The draft IFRS proposes that such
liabilities should be measured using a fair value measurement method, which includes the
time value of the SARs, in the same way that options have time value (refer to paragraphs
BC70-BC8L1 of the Basis for Conclusions for a discussion of intrinsic value, time value and
fair value).

For a share-based payment transaction in which equity instruments are granted, SFAS 123
requires realized tax benefits to 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 recognized in respect of that grant of equity instruments. The draft IFRS in a
consequential amendment to IAS 12 (revised 2000) Income Taxes, proposes that all tax
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effects of share-based payment transactions should be recognized in profit or loss, as part of
tax expense.

For each of the above differences, which treatment is the most appropriate? Why? If you regard
neither treatment as appropriate, please provide details of your preferred treatment. (Respondents
may wish to note that further details of the differences between the draft IFRS and SFAS 123 are
given in the FASB’ s Invitation to Comment.)

Pease refer to the comment letter filed by the AIMR Financid Accounting Policy Committee
provided as Attachment | to this comment |etter.

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

We recommend tha the find IFRS include illugrative examples showing how to apply the
principles outlined. These examples should illustrate how —

To incorporate common festures of share-based payments or stock options, using
accepted vauation methods (Black- Scholes and binomia models).

To provide adequate supporting explanatory discussons.

Closing Remarks

The GFRAC appreciates the opportunity to comment on the IASB’s proposed standard for the
accounting and reporting of share-based payments. In addition to our strong support for this
proposa, we bdieve that the find Standard should be effective prior to the proposed timeframe for
a dable platform. If you have any questions or require further eaboration of our views, please do
not hesitate to contact Georgene Palacky at 1.434.951.5334 or georgene.palacky @aimr.org.

Sincerdy,

Patricia A. McConndll, CPA
Chair, Globa Financid Reporting Advocacy Committee

Robert Morgan, CFA
Subcommittee Chair, Share-based Payments
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Georgene B. Palacky, CPA
Associate, Advocacy

Copy to: GFRAC
Kard van Hulle, European Commisson
Patricia D. Walters, Ph.D., CFA — S. Vice Presdent, AIMR Professond Standards
and Advocacy
Rebecca T. McEndly, Ph.D., CFA —Vice President, AIMR Advocacy
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Attachment | — FAPC Letter tothe FASB
(Response to Question 24)
February 5, 2003
Ms. Suzanne Bidgten

Director of Mgor Projects and Technica Activities
Fnancial Accounting Standards Board

401 Merritt 7

P. O. Box 5116

Norwalk, CT 06856-5116

Re: File Reference No. 1102-001 — Accounting for Stock-Based Compensation: A
Comparison of FASB Statement No. 123, Accounting for Stock-Based Compensation,
and ItsRelated Interpretations, and |ASB Proposed | FRS, Share-based Payment.

Dear Ms. Bidgéan:

The Fnancd Accounting Policy Committee (FAPC) of the Associaion for Investment
Management and Research (AIMR)* is pleased to comment on the Financid Accounting Standards
Boad's (FASB) Invitation to Comment, Accounting for Stock-Based Compensaion: A
Comparison of FASB Statement No. 123, Accounting for Stock-Based Compensation, and Its
Related Interpretations, and IASB Proposed IFRS, Share-based Payment [the “Comparison”]. The
FAPC is a sanding committee of AIMR charged both with maintaining liaison with standard setters
who develop financid accounting standards and regulate financia satement disclosures and with
reponding to new regulatory initigives. The FAPC dso maintains contact with professond,
academic, and other organizations interested in financia reporting.

General Comments

The FAPC supports the generd tenor of this proposa to

4 With headquarters in Charlottesville, VA, and regional offices in Hong Kong and London, the Association for
Investment Management and ResearchO is a non-profit professional organization of 61,600 financial analysts, portfolio
managers, and other investment professionals in 113 countries of which 49,200 are holders of the Chartered Financial
AnalystO (CFAO) designation. AIMR’s membership also includes 119 affiliated societies and chapters in 29 countries.
AIMR is internationally renowned for its rigorous CFA curriculum and examination program, which had more than
100,000 candidates from 143 nations enrolled for the June 2002 exam.
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...Solicit comments on certain issues that the Board will discuss when, in accordance with
its objectives of improving U.S. financial accounting and reporting standards and promoting
international convergence of high-quality accounting standards, it considers whether it
should propose any changes to the U.S. accounting standards on stock-based compensation.

We believe that both objectives—improving U.S. reporting standards and promoting internationa
convergence—are criticaly important steps toward improving the efficiency and effectiveness of
globd financid markets  Specificdly, these will hdp to serve the needs of investors and other users
for rdevant, timey, reiable trangoarent, and comparable information. These needs should
supersede other consderations and we believe them to be the intent of financid reporting rule-
makers.

The FAPC is pleased to observe that the smilarities between Statement 123 and the IFRS rdate to
the mogt fundamentd principles that underlie the two approaches. Consequently, we believe that,
with careful consderation by the FASB and the IASB, the differences can be resolved satisfactorily
to the benefit of adl market participants.

Specific Comments

Issue 1. Statement 123 provides a scope exclusion for ESOPs and certain ESPPs, and the
Proposed | FRS does not. Which view do you support and why? (Refer to page 19.)

The FAPC believes that stock-based compensation should be accounted for by a single method,
regardless of the gpecific legd or contractud structure in which the awards are granted. That is,
there should be a single method of accounting for al stock-based compensation. For example, we
do not beieve that there is a fundamenta economic difference between stock awarded to employees
through ESPPs and through executive compensation stock option plans.  Rather, we believe that
they differ more in the rdative amounts of compensation awarded. Thus, in the economic sense, the
vaious plans may be consdered to represent different points on a single spectrum of awards
because dl, regardless of form of fina paymernt,

are based upon, or indexed to, the company’ s stock;
offer favorable terms to the employees relaive to outsde shareholders, and

involve an economic sacrifice to the company, either directly or indirectly, through
the opportunity cost of foregone and/or expended capital.

We bdieve ds0 that the principle of a sngle method of accounting for transactions that in essence
are economicdly smilar, is consgstent with the intent expressed by the FASB Proposal, Principles-
Based Accounting. Not only is there no discernable benefit to investors from a proliferation of
accounting choices for smilar transactions, but the practice entails considerable costs, both to
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preparers who mugt fully explain in the notes to the financid Statements the methods
gpplied and their relative effects, and

users of the datements who must try to decipher the disclosures and extract the
economic significance of the transactions.

Issue 2: In measuring the fair value of stock options granted to employees, both Statement 123
and the Proposed IFRS require use of an option-pricing mode that takes into account six
specific assumptions. The standards provide supplemental guidance for use in selecting those
assumptions. (Refer to page 20.)

Issue 2(a): Do you believe that an accounting standard should mandate the use of an option-
pricing mode for measurement purposes? If not, what other approaches do you beieve would
provide more consistent and reliable estimates of the fair value of employee stock options
granted and why? (Refer to page 21.)

Issue 2(b): If you agree that an accounting standard should mandate the use of an option-
pricing model, do you believe that a particular model should be mandated? If so, which model
should berequired to be used and why? (Refer to page 21.)

Issue 2(c): If you agree that an accounting standard should not mandate the use of a
particular option-pricing model, do you believe that additional disclosures should be made to
improve the user’s ability to compare the reported financial results of different enterprises? If
so, what types of additional information should be required to be disclosed? (Refer to page
21)

The objective of usng an option-pricing mode is to measure the fair vaue of the options awarded
a grat date and, depending upon the measurement method eventudly applied in a revised
Statement 123 or the IFRS, possbly theresfter. The FASB believes that fair vaue is the only
relevant measure for financid reporting purposes.  We agree srongly with this position and believe
that

The best measure of fair value is determined by market-exchange prices.

Faling the avalability of such prices far vdues should be edimated usng a modd
that isin widely accepted use in the marketsfor vauing such assts.

The necessary inputs to the moddl dso should be market based. That is, the inputs
should be those used by market participants for valuing Smilar assats.

One of the most widdly-used and accepted models in current market use for valuing stock options is
the Black-Scholes modd. Indeed, the modd has been so widdy adopted for vauing optionbased
contracts, and its theoretical grounding is such, thet its developers were awarded a Nobel Prize.
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Mandating that a sngle, specified modd be used for the vauation of al stock options, aong with
clearly defined inputs to the modd, ensures tha the important attributes of condggtency and
comparability in disclosure are maintained across companies.  On the other hand, relevance is by far
the mogt important disclosure atribute.  To the extent that a particular messurement method
produces disclosures that are both more timely and accurate than an existing method, relevance will
be enhanced. The FAPC recognizes that it is possble that other models may be developed in the
future that supersede the Black-Scholes modd (other models are currently avallable). It is highly
probable that over time improvements will be made to the accepted models that better reflect the
economic terms and conditions of particular contracts. Such research is ongoing a arapid rate.

Consequently, the FAPC bdlieves that it is essentid to specify the characteristics the models should
exhibit, for example, widdy accepted use in the financid markets for vauing smilar assets, with
inputs congrained to those used in such modes in the financid markets.  Thus, we agree with the
FASB and the IASB that the standards should not specify use of a particular mode!.

Issue 2(d): Statement 123 and the Proposed |FRS require that certain modifications be made
to the outcome of an option-pricing model to address certain features of employee stock
options. If you believe that other modifications should be made to improve the consistency and
reliability of those outcomes, please describe those modifications and why they should be
required. (Refer to page 21.)

The FAPC bdieves that the modifications, including adjusment for expected forfeiture rates and
nontransferability, are sufficient a the present time for capturing the effects of specific conditions
not explicitly addressed by the standard option pricing models. It is likdy that measurement
technology for these ingruments will continue to improve and that the enhanced methods will
indude more efficent ways of adjusting for these conditions. We would hope that the find unified
standard will be sufficiently robust to admit improvements in measurement technology.

Issue 2(e): Do you believe that additional guidance for selecting the factors used in @tion-
pricing models is necessary to provide added consistency and comparability of reported
results? If so, what types of guidance should be provided and in which areas? (Refer to page
21)

As we date above, we believe that the factors and inputs should be those used and accepted widely
for developing fair vadues in the financid markets. Such guidance is likdy to provide the greatest
congstency and comparability, as well as the mogt relevant and rdiable vauations. However, we
do not believe that company-specific or management-determined factors should be permitted to be
used for the basic vauations.



AIMR/GFRAC Letter to IASB
Re: ED 2 Share-based Payments

10 April 2003
Page 30

It is apparent that expected forfeiture rates and the average expected term to exercise may be
influenced to some extent by specific contractua terms and company conditions.  Consequently, we
believe that the company should be required to

disclose both the expected and the actual or realized rates in the notes to the
financid statements; and

adjust the expected rates should they depart materialy from the actud rates.

Issue 3: Do you believe that employee and nonemployee transactions are distinct and,
therefore, warrant different measurement dates for determining the fair value of equity
instruments granted? If so, why? If not, why not? (Refer to page 24.)

See our response to Issue 1 above. We believe that all stock-based awards granted as consideration
for the receipt of goods and services, whether to employees or nonemployees, should be accounted
for by the same rule  Differences in conditions or contingencies should be recognized in the
measurement of the fair vaues a grant date, that is, under Concepts Statement 7, in the probability
distributions assumed.

Issue 4: Do you believe that the fair value of equity awards granted to nonemployees that
include performance conditions can be measured with sufficient reiability to justify a grant-
date measurement method? If so, why? If not, why not? (Refer to page 24.)

See our responses to Issues 1 and 3 above. The FAPC fails to find a compelling reason to judify a
different accounting trestment for nonemployee awards as compared to those for employees. Both
types involve contingencies and other uncertainties as do most accounting measurements.

Issue 5: Do you believe the notion of issuance is conceptually of importance in the design of a
standard on stock-based compensation? If so, why? If not, why not? (Refer to page 25.)

Issue 6: Do you believe an equity instrument subject to vesting or other performance
conditions is issued, as defined by Statement 123, at the grant date? If so, why? If not, why
not? (Refer to page 25.)

The FAPC has long held that executory contracts should be accounted for in the financid
datements at inception of the contract, recognizing their anticipated effects on assets, liabilities, and
the equity of the company. Our bdief is based in the principle that the financia statements should
fully reflect the far vadues of all exchanges and transactions, including commitments and other
arrangements that have, or possess the potentid to have, an economic effect on the risks and
rewards of the company.
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In this context, issuance is the contractud milestone a which dl materid contingencies and terms
have been fulfilled and completed by dl parties to the stock-based contract or arrangement. That is,
it is the point & which dl uncertainties and risks are removed. This milestone is important, for
example, in determining the find vadue of a sock-based award in which payment will be made in
cash rather than the issuance of shares. We believe that executory contracts containing milestones
should be accounted for, taking into consideration the economic effects for each milestone.

It is the view of the FAPC that a grant date, stock option awards are more properly termed “options
on options,” which are executory contracts, and should be accounted for as such a fair vaue
beginning on the grant date, including the far vdue of the conditiona obligation. As the
milesones—performance, vesting, or other conditions—are achieved over the period defined by the
contract, the probability of issuance of stock (or the payment of cash in the case of Stock-
appreciaion rights) will increase.

Congsgtent with our view, on vesting date, the option on an option is converted to a draight cal
option. At that point, the company has an unconditiona obligation to awvard stock when the holder
of the option “cdls’ the stock by exercisng the option. Consequently, the FAPC bdieves that
veding and issuance are of importance in defining the shape of the probability digtribution of the
awards and must be taken into account in determining the fair vaue of the awards on grant date and
going forward to exercise.

Issue 7: Do you believe that the effect of forfeiture should be incorporated into the estimate of
fair value per equity instrument (IASB approach)? If so, why? If not, why not? (Refer to page
28.)

Issue 8: Should failure of an award holder to satisfy the conditions that entitle the holder to
retain or receive the promised benefits affect the amount of compensation expense that should
be recognized related to that award? If so, why? If not, why not? (Refer to page 28.)

Issue 10: Which of the two attribution methods described by the standards do you believe is
more representationally faithful of the economics of stock-based compensation arrangements
and why? (Refer to page 35.)

Issue 11: Statement 123 does not ascribe value to services received in exchange for equity
instruments that are later forfeited (that is, recognized compensation expense s reversed upon
forfeiture), whereas the Proposed IFRS ascribes value to such services through its units-of-
service attribution method (that is, recognized compensation expense is not reversed upon
forfeiture). If you support the Proposed IFRS's view, do you believe the units-of-service
method ascribes an appropriate value to services received prior to forfeture? If so, why? If
not, why not? (Refer to page 35.)
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Issue 12: Do you believe that the actual outcome of performance awards should affect the total
compensation expense incurred by an enterprise? If so, why? If not, why not? (Refer to page
38.)

Issue 13: Do you believe that this issue is important in considering an attribution model’s
validity? If so, why? If not, why not? (Refer to page 40.)

We believe that the questions posed in Issues 7, 8, 10, 11, 12, and 13 are closdy inter-related and
therefore, will address them jointly.

The probability of forfeiture is one of the maor factors that must be consdered in determining the
far vadue of the avard a grant date. If it is known a grant date that not al option awards will vest
and be exercised, then a falure to take the probability of forfeiture into account in determining the
far vdue of the grant will result in an overdatement of the fair vaue of the award and thus, the
compensation to be expensed.  Reroactive restatement when the forfeitures occur is not a
stidactory solution and is not consgent with the principles of far vadue accounting and
measurement.

The question raised in Issue 9 goes to the heart of what the FAPC believes to be the mgor point of
difference between the FASB’s Statement 123 and the IASB’s proposed IFRS. However, we do not
believe that this issue is, or should be dlowed to be, a mgor stumbling block in achieving
convergence to a single high-quality standard. Because the two approaches can, under some
circumgtances, lead to materidly different amounts of compensation recognized over the term of the
awads, and different amounts within each period, the issue must be carefully examined and a
satisfactory common solution developed.  The FAPC bdlieves that convergence can be achieved.

The FASB's and IASB’s two different gpproaches result from two different theories regarding the
award of stock options. As we understand it, the theory adopted by Statement 123 holds that at
grant date the company and grantee enter into an executory contract with varying conditions and

contingencies.

Until all such conditions and contingencies have been resolved and fulfilled, no binding
commitment for the company to perform has been made, and it is not obligated to award,
nor should it recognize, any compensation for goods or servicesreceived in the interim.

Since it is not known with certtanty at grat date whether forfeiture will or will not occur, the
Statement requires that a presumption be made at that time about the probability of forfeiture.  The
tota far vaue of compensation a grant date is then adjusted for the probability of forfeiture and
dlocated over the conditiond or performance periods until such contingencies no longer exig.
Should failure to perform occur, resulting in forfeiture prior to issuance, Statement 123 requires that
such compensation recognized in the financid datements be adjusted, or “trued-up,” to the actud
nonforfeiture rates in order to recognize compensation based upon the revised amounts of stock
expected to be issued. Thus, the theory gpplied in Statement 123, “modified grant date accounting,”
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focuses accounting and the recognition of compensation expense over the period based upon the
ultimate issuance of stock.

The IASB's theory leads to a different accounting result and different compensation recognized.
The IFRS dtates that the purpose of share-based payment recognition isto reflect the

...Fair value of goods and services expected to be received over the contractual period,
measured at grant date, taking into account the estimated probability of forfeiture.

Thus, the measurement focus is shifted from the actua issuance of dock, and the far vadue
measurement of that issuance a grant date and following until uncertainties are removed under
Statement 123, to the measurement of the fair value of the goods and services received prior to
actual forfeiture under the IFRS.

Under Statement 123, if the employee leaves the company, forfeiting the right to receive stock, that
event is recognized by adjusing estimated compensation previoudy recorded to the amount that
reflects the actud forfaitures. Under the proposed IFRS, any compensation recognized prior to
forfeiture is considered to have been the fair value of goods and services the company received in a
fair exchange and is not adjusted. The logicd concluson of this theory is that as a result of the
voluntary or involuntary forfeiture of the sock award, the employee has effectively contributed or
donated the fair vaue of the compensation to the company. Consequently, no adjusment should be
made to reflect the actual amount of stock eventudly to be awarded, measured at fair vaue a grant
date.

Note that accounting for compensation (or the vaue of goods and services) ceases for both
Statement 123 and the IFRS at forfeiture.  Thus, the red difference between the two methods is
whether or not it is gppropriate to true-up, reflecting the actual as compared to estimated forfeiture.

The FAPC bdieves tha the direct implication of vesing conditions, including performance
requirements, is that the employee is expected to provide future services to the company over the
vesting period. Under this assumption, the conditiond award is granted in the anticipation that the
company will receive benefits from the continued performance by the employee.

It is possble that this reasoning may provide ground for the development of a hybrid approach
acceptable to dl paties The FAPC believes that, to the extent vesting or performance
conditions are associated with stock option awards, a strong (rebuttable) presumption must
exist that the economic essence of those conditionsisto require and reward future service and
performance of value to the company and its owners. That is, future service is being exchanged
by the employee for future awards of stock. Consequently, the natura concluson is that the
compensation expense, as measured at fair vaue a grant date, should be dlocated ratably over the
vesing period until such time as the employee voluntarily or involuntarily forfets the right to the
compensation, congstent with the provisions of the proposed |FRS.
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Issue 9: Do you agree that the result of the IASB’s approach to calculate the fair value of
equity insgtruments of nonpublic entities would be closer to fair value than minimum value? If
so, why? If not, why not? (Refer to page 29.)

The FAPC agess. We bdieve that far vaue is the best measure of al such grants and that
minimum vaue is not consstent with the fair value objective.

Issue 14: Do you believe that the measurement-date criteria in 1ssue 96-18 accurately reflect
the economics of transactions with nonemployees? If not, why not? (Refer to page 43.)

As daed above, we beieve that a sngle consstent method of accounting for stock-based
compensation should be followed for all grants of such compensation, regardiess of the recipient of
the awards, or the legal or contractud structure of the award. Consequently, we do not agree that
different measurement-date criteria should be used for transactions with nonemployees. However,
the far vaue measurement a grant date should factor in the probability of nonperformance. In
addition, contractud milestones would be of particular importance in deciding when a contractud
commitment has been entered into, and thus, when a contingent obligation exists. For example,
many such contracts make provision for payments or other damage awards upon failure to perform
to a particular interim stage or completion.

Issue 15: Do you bélieve that all of the tax benefits derived from stock-based compensation
arrangements should be recognized in the income statement? If so, why? If not, why not?
(Refer to page 46.)

We bdieve tha dl tax benefits resulting from gock-based compensation awards should be
recognized in the income statement. We bdieve that this trestment is consstent with the provisons
of Statement 109.

Issue 16: As discussed in paragraph 83 of this Invitation to Comment, the Proposed IFRS
expands on the disclosure requirements in Statement 123. Do you believe that those expanded
disclosures would be more informative to users of financial satements? If so, why? If not, why
not? (Which of the disclosure requirements should be diminated or modified in that case?)
(Refer to pages 47 and 48.)

Issue 17: Please describe any additional disclosures that you believe should be required in
order to inform a user of financial statements about the economics of stock-based
compensation arrangements. (Refer to page 48.)

The FAPC bdieves tha the disclosures required in Statement 123, as well as the additiond
disclosures that would be required by the proposed IFRS, are essentid. The disclosures should
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include any contractuad terms, conditions, and other arangements associated with the awards,
including clear discussion of any performance expectations or conditions.

Conggent with our views on far vadue reporting, disclosures should provide sufficient information
to enable users to understand

the valuation models used;
the inputs to the models,
the sources of data used for the inputs; and

any estimates developed, either as inputs br the models or as adjustments to the
fair vaues obtained from the models.

Additiond disclosures that the FAPC believes are crucid to an undergtanding of the potentid
effects of the options on the company’ s operations include:

the current market value of dl outstanding options;

adiscusson of the vesting conditions,

adiscusson of the probability of those conditions being met;
asengtivity analyss of the effects of critical vauation assumptions;

a disclosure of the bads for adjuging historicaly observed input, for example,
volility.

For many companies, stock-based compensation is a highly materid expense, possbly the largest
sngle expense.  Consequently, we bdlieve sengtivity anadlyss should be disclosed for the critica
assumptions or inputs made, for example, the measure of volatility used in the vauaion modd.
Indeed, the FAPC bdieves that sengtivity andyss should be routingdly disclosed for any criticd
assumptions or vaue driversin the company.

Concluding Remarks

The Financid Accounting Policy Committee gppreciates the opportunity to express its views on the
Board's Proposd: Accounting for Stock-Based Compensation: A Comparison of FASB Statement
No. 123, Accounting for Stock-Based Compensation, and Its Related Interpretations, and 1ASB
Proposed IFRS, Share-based Payment. If the Board or staff have questions or seek amplification of
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our views, plesse contact Rebecca McEndly at 1-434-951-5319 or at rebeccamcenaly@aimr.org.
We would be pleased to answer any questions or provide additiond information you might request.

Respectfully yours,

/sl Jane Adams /s/ Rebecca Todd McEnally
Jane Adams Rebecca McEndly, Ph.D., CFA
Chair, Financid Accounting Policy Committee Vice-President, Advocacy, AIMR

cc: AIMR Advocacy Didribution List
Petricia Doran Waters, Senior Vice-Presdent
Professona Standards & Advocacy
PatriciaMcConndl, Chair Globa Financid
Reporting Advocacy Committee
Globa Financia Reporting Advocacy
Committee Didribution List
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Association for I nvestment Management and Research (AIMR)
Survey on Accounting for Stock Options

In September 2001, the Association for Investment Management and Research (AIMR) sent an electronic survey to
more than 18,000 AIM R members worldwide to gauge their response to a proposed agenda topic of the International
Accounting Standards Board that could require companies to report the fair value of stock options granted - including
those to employees - as an expense on the income statement, which would have the effect of reducing reported earnings.

A tota of 1,944 AIMR members responded to some or al of the survey. Seventy-five percent of
respondents were from North America, 13% from Europe and 10% from the Asa-Pecific region.
Following are the questions asked and a summary of respondents answers:

(1) Select oneof thefollowing position titlesthat best describesyour work.
Total Respondents: 1.944
Equity Analyst, buy-side: 19%
Equity Analyst, sell-side: 13%
Debt Analyst, buy-side: 7%
Debt Analyst, sell-side: 2%
Portfolio Manager, corporate: 2%
Portfolio Manager, institutional investor: 24%
Portfolio Manager, individua investor: 14%
Other: 19%

(2) Select theappropriateregional jurisdiction(s) or domicile(s) of thefirmsthat you currently monitor or
evaluate.

Total Respondents: 1,929
Australia: 9%

Canada: 22%

France: 15%

Germany: 16%

Japan: 12%

South America: 7%
United Kingdom: 21%
United States: 73%

Other Asian Countries: 15%
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Other European Countries. 18%
Other: 4%

(3) Doyou consider share-based (or stock option) plansto be compensation to the partiesreceiving the
benefits of these plans?

Total Respondents: 1,934
Yes. 88%

No: 6%

It Depends: 6%

(4) Dofirmsyou evaluate and monitor have share-based (or stock option) plansthat grant sharesof the
firms' stock?

Total Respondents: 1,926
Yes 85%

No: 6%

Not sure: 9%

(5) If you answered YESto question 3, please select theindustry or industriesin which the firmswould be
included.

Total Respondents: 1,502
Total Selections: 8,472
Automotive: 27% of selections
Food & Beverage: 33%
Chemicals: 26%

Computers & Electronics: 55%
Computer Systems & Software: 38%
Entertainment: 38%

Energy & Utilities: 37%
Extractive Industries: 25%
Financial Services: 59%
Hospitality: 22%

Internet: 44%

Pharmaceutical: 39%
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Retail & General Merchandising: 34%
Telecommunications: 5%

Textile & Appard: 19%
Transportation: 26%

Other: 13%

(Comment: Andysts may follow severd indudtries. Portfolio managers may “follow” al
indudtriesin that their investment strategies may require diversfication across industries.)
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(6)

()

(8

€)

For firmsthat have share-based plans, how istheinformation and data provided in regardsto these
plans? Select all that apply.

Total Respondents: 1,769

Recognized and displayed as compensation expense on income statement: 17%

Recognized and displayed as aliability on the balance sheet: 11%

Disclosed in anote to the financial statements: 81%

Disclosed in a supplementary report: 22%

Disclosed in aregulatory filing: 37%

Other: 7%

(Comment: Exceeds 100% of respondents because they could select more than one option.)

Do you usethisinformation and datain your evaluation of a firm's performance and deter mination of
itsvalue?

Total Respondents: 1,840

Y es, use thisinformation whether recognized in the income statement or disclosed in the
notes to the financial statements or other sources: 66%

Y es, use thisinformation only when it is recognized as compensation expense in the income
Satement: 15%

No: 19%

Do the current accounting requirementsfor share-based paymentsneed improving, in particular, for
those plans covering employees?

Total Respondents: 1,836
Yes. 74%
No: 26%

Should the accounting method for all share-based payment transactions (including employee share
option plans) requirerecognition of an expensein theincome statement?

Total Respondents: 1,868
Yes. 83%

No: 17%

AIMR reported the above information in a press release dated 19 November 2001, which is provided as Attachment D
to the GFRAC letter issued to the IASB on 8 April 2002.



