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| am writing to comment on the International Accounting Standards Board's (IASB’s) Exposure
Draft ED 2, Share-based Payment (“the ED”). | am employed by alarge, employee-owned
research and development firm that has extensively used broad- based employee option awards.
This has enabled our steady growth over 30 years to become a Fortune 300 company. My
experienceisthat properly awarded employee options have a motivation efficiency that can add
sgnificant corporate value. A proper option expense woud not discourage such congtructive
employee option usage.

However, | have strong concerns that the current proposal could do more harm than good.
Specificdly, the “expected life’ treatment gets an expense that istoo high for long vesting
options and possibly too low for short vesting options. Corporate and employee response to this
flaw could be an incentive for shorter employee option vesting periods which could in turn
motivate executives to more aggressve and risky activities.

| note that invitation to comment question 13 asks, “do you have any suggestions for how vesting
conditions should be taken into account when estimating the fair value of shares or options
granted?’ My concern with employee option vauation involves the interrdated impacts of
nontransferability and vesting which | do not believe have yet been sufficiently developed in
finance theory. | do have suggestions about how those interrel ated issues might be reflected in an
option pricing modedl, and | submitted such a paper during the 1993 FASB debate. However, this
redly isaseries of mathematical finance derivations which | would be pleased to provide should
you express additiond interest in my views.

No Exit Risk

Congder a basic scenario where an employee is granted even-money options with long-vesting,
nearly Europeanstyle options. The options are nontrangferable. Initidly the underlying stock
price increases rapidly so that the options become far into the money and have considerable
intermediate vaue. The stock price has increased so rapidly, however, that the employee no
longer believes that the firm can build the financia performance to meet this high price. As
discussed in paragraph BC152 of the Exposure Draft, he believes that over the remaining term
the share price is more likely to dedline!, perhaps considerably. A declining stock price will

! This scenario, in fact, agrees with the 1995 findings of Huddart and Lang, namely that employees are most likely
to exercise their options early when there has been an unexpected increase in the underlying share price.



cause a consderablelossin the value of his option holdings, particularly because the long
vesting alows no exit that captures the intermediate value.

Black- Scholes was derived to measure the fair vaue of a European cdl option under terms of
near-perfect liquidity. By definition, thisliquidity enables selling and hedging. Under Black-
Scholes, the skeptica employee in the example would be able either sdl hisin-the-money
options or hedge them. Instead, he is unable to do ether since the shares are nontransferable and
he does not have access to awilling hedge counterparty (BC159-160).

Thisisasggnificant risk to the employee and amgor violation of the liquidity under which

Black- Scholes was derived. Without any intermediate exit tactic, neither hedging, trading, nor
early exercise, there should be a significant discount to the unvested employee option value. |

will refer to this asthe “no exit” discount. ED paragraph BC161 recognizesthis, sating “Buit if
the option cannot be transferred and cannot be exercised, and assuming other derivatives are not
available, the holder is unable to extract any vaue from the option or protect its vaue during the
vesting period.” Likewise Bodie, Kgplan, and Merton in their recent Harvard Business Review
article refer to this same risk as the “deadwood cost.”

This no-exit discount should be proportiona to the risk of a price drop and proportiond to the
time remaining before the employee can capture his value. Although not rigorous, thisrisk
adjusment islikely to take the same form as discounted cash flow, namdy exp(- s 2V/2) whereV
isthetimein years remaining to vesting and the haf factor changes the probability of aprice
change into a probability of a price drop. This no-exit discount would be in addition to the
forfeiture discount proposed in BC171. Suppose that g were the annud probability of an option
holder leaving the firm. The forfeiture discount should aso be proportiona to g and V. The
combined and proper discount for the no-exit and the forfeiture risk would look like exp(-

(s 2)V).

Unfortunatdly, the ED does not follow through on the importance of this combined effect of
vesting and illiquidity. Paragraphs BC162 and 163 argue againgt the importance of this no-exit
risk. It is oft repeated but incorrect to say that “. . . the employee has not yet paid for the option
... 0 hasnothing to lose.” An employee option is abonus which has vaue and is paid by the
company to motivate employees”. As noted in paragraph BC168, employees pay for al bonuses
by working harder or smarter and, much more so than cash or even employer stock awards,
employee option holders have greet risk of losing dl of their bonus vaue before they are able to
convert it to cash. The payment of the exercise price has nothing to do with the employee option
holder’ s sgnificant risk.

Paragraph BC163 further ignores the no-exit risk, Sating “But, in any event, the vaue of the
option & grant date aready incorporates future possbilities. . ..” No! Asdiscussed above, the
Black Scholes derivation assumes liquidity that presumes the option holder has access to any
intermediate vaue. Therefore Black Scholes fair value certainly does not capture the future
possihilities of an employee option holder being unable to lock in or capture intermediate va ues.

2 |sthis not part of basis for recording an expense for employer option awards?



At this point the exposure draft shifts from the value to the employee to the cost to the firm. BC
164 concludes that “ There does not seem to be any additiond effect, from the entity’s
perspective of the combination of non-exercisability and non-transferability during the vesting
period.” Likewise, Bodie, Kaplan and Merton aso ignore their deadwood cogt, arguing that it
doesn't seem to affect the cost to the firm. Instead, | will counter this by showing that there can
be asgnificant risk to the firmwhen employees exercise early. Current American option theory
findsthat early exercise forfeits the remaining time vaue of the options, so that the firm hasa
lower eventud cost when employees exercise early. This theoretica assumption becomesthe
basis that the “expected life’ trestment, and the claim that expected life gpproximately corrects
for early exercise. If the accountants expect the options to be exercised early, the shortened
expected life isinserted as the term into the Black Scholes or other option pricing equation. This
can give amuch lower expense, nearly aslow asthe cost of an interest free loan over the
expected life. Instead, our discussion has dready shown that when employees exercise early, it is
usually because the stock has risen rgpidly and the employees are using their only exit to capture
this intermediate vaue. Expected life finds avery low cost to the firm under the same conditions
where employees can make sgnificant gaind

This bringsto concluson thefirg point of the initid theds: that the current proposd to insert
expected life into option pricing models gets the expense backwards - - too high for long-vesting
option awards and too low when the expected life is expected to be short. Proponents of
recording expense for employee option awards may argue that recording some amount, even if
not precisaly accurate, is better than recording nothing. Perhaps, however, in reaching that
conclusion, | urge you to closely consider the second portion of my thesis: that the expected life
trestment is SO wrong as to cause sgnificant harm.

Expected Life Encourages Risk

When firms are required to record expense for employee option awards, they may seek option
awards that have alower expense. In fact companies may issue shorter vesting options so that
their accountants can estimate shorter expected life and thereby obtain much lower option
expenses. To understand why thisisaproblem, let us add atwist to our initid scenario where the
employee receives options and the stock price moves sharply higher. Instead, |et the employee
option holder be a Sgnificant executive who has received a very large, short-vesting option

grant. This gives that executive a correspondingly very large incentive to increase share price in
the near term, be it by business expansion, takeover, aggressive accounting, or even fraud.

| am not claiming that the “expected life” trestment of option expenses would lead al companies
to issue short-vesting options nor that, in turn, would it lead employees toward fraud. | do
believe that it will in some cases and even if it does not promote fraud, it will tend to promote
other corporate mora hazards that go with a hyper-focus on short-term share gains, including
short-sghted business models, over leveraging, and misdirected acquisition and divestiture
activities. | observe that short vesting periods lower the risk borne by employees by enabling
them to exercise and sdll in order to capture intermediate option values. However, the flipside of
this benefit to employees is that short vesting may well increase the risk borne by shareholders.

Thisis backwards, and it can do harm. In bubble scenarios, the remaining time vaue of options
can be much less than the immediate value of locking in ahigh intringc value. The expected life




treatment gives no discount for long vesting options when the employees will bear the most risk
and deserve the biggest discount. Instead the expected life treetment can give avery large
discount for short or no vesting, so that this flawed trestment can actudly encourage risky
management practices. The backwards nature of the expected life discount can be said to add to
the mora hazard of risky executive option abuse. Both the Exposure Draft and the Bodie,
Kaplan, Merton paper are mistaken to claim that early exercise has no additiond effect on the
cost to the firm. Both have missed the significant shareholder risk that can occur when short
vesting overly motivates executives to generate short-term gains.

Summary
Theinability to transfer, hedge, or exercise nontransferable, unvested employee options during

the vesting period prevents an employee from capturing any intermediate option values. Thus
current option pricing modds (including Black Scholes) get the value wrong and too high for
vesting, nontransferable employee share awards. The form of this risk should increase with
longer vesting. The “expected life’ trestment is flawed because it can give amuch lower option
expense when vesting is shorter. The current exposure draft will improperly motivate shorter
vesting options which can, in fact, add sgnificantly to shareholder risk. The expected life
treatment is so flawed as to do more harm than good.

| would be pleased to discuss any of the issues raised in this comment letter in greater detail.
Further, | would be happy to submit suggestions for a proper no exit discount for employee
options should the IASB desire to explore thisissue.

Sincerdly,

William H. Scott, Jr., physcist, scottw@saic.com
16701 West Bernardo Drive

San Diego, CA, 92127, USA

858-826-6586

CC.
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Zvi Bodie

Greg Kowieski, CPA
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