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Kimberley Crook, Project Manager
Internationa Accounting Standards Board
30 Cannon Street

London EC4AM 6XH,

United Kingdom

Dear Ms. Crook:

Microsoft appreciates the opportunity to respond to IASB Exposure Draft (ED) 2, “ Share-
based Payment”. Microsoft believes there is an economic rationale to expensing stock options,
but we have concerns regarding the appropriate valuation of those options. Nevertheless, there
are srong arguments on both sdes of this debate and it is critical that standard setters perform
an objective, in-depth analyss of the comment letters received. However, once that andysisis
performed, standard setters need to decide on thisissue and then dl congtituents in the standard
Setting process need to move on. We believe FASB Chairman Bob Herz put it best at the
AICPA 2002 Nationa Conference on Current SEC Developments when he indicated that, “As
important as the subject is, | hope you will agree that there dready has been enough emotiond,
politica, and economic capital spent onit”. Given the current criss in confidence in the
accounting profession, it isimperative that dl involved in the financid reporting process drive
individudly and collectively to cregte a new environment of integrity and accountability.

Asindicated in the IASB’ s Framework for the Preparation and Presentation of Financid
Statements, comparability, dong with understandability, relevance, and rdiability are the four
principa qualitative characteristics of financid statements. Microsoft is aware of alot of
research currently being conducted in efforts to accurately measure the fair value of employee
stock options at grant date and believes it isincumbent on the IASB to closely monitor the
various research being performed. Nevertheless, we are not currently aware of avauation
mode from any of this research that gppears to be superior to other methods. For example, we
are aware of abinomia model with 16 inputs required in an effort to properly value employee
stock options. We can only imagine the comparability problems between companies as each
company seectswhat it believesisits best estimate of each of the 16 inputs to the modd.

Given this comparability issue, Microsoft believes that the accounting standard should mandate
an option-pricing model for vauation purposes that takes into account the following five factors
at grant date: the exercise price, the expected life of the option, the current price of the
underlying stock, expected dividends on the underlying stock, and the risk-free interest rate.



Microsoft believes that expected volatility should be excluded from the caculation of the fair
vaue of an employee stock option. We would readily admit that excluding expected volatility
from an option pricing modd does not theoreticaly result in fair vdue. But as noted in
paragraph BC174 of the Basisfor Conclusions, “ Estimating the inputs required by an option
pricing model, such as expected volatility, over long periods can be difficult, giving rise to the
posshility of sgnificant estimation error”. Even with the use of expected life, the possibility of
estimation error could be significant. For ingtance, the weighted average expected life of
Microsoft’s options granted in fiscal 2002 was seven years. Furthermore, in our opinion,
exduding volatility from an option pricing modd is smilar to the subdtitution of expected life for
contractud life to take account of the effect of non-trandferability. Microsoft believes excluding
volatility isaway to adjust for other factors not taken into account when vauing employee stock
options, such as the effect of blackout periods.

Microsoft is opposed to the IASB’ s units-of- service attribution approach. If an award holder
falsto satisfy the conditions inherent in an option grant and an entity is not required to issue the
corresponding equity instruments, we fail to see why compensation expense should be

recorded. In addition, it isimportant that the IASB recognize the complexity inherent in the
units-of-service method, as an increase in the complexity of accounting standards negetively
impacts the quality and transparency of financid accounting and reporting. For instance, we
observe that it takes ten pages (noting the actua standard is only Sixteen pages) to provide four
examples with somewhat straight forward fact patterns for the IASB to try and explain the units-
of-service method in the ED.

We are aso opposed to the ED’ s requirement that al of the tax benefits derived from stock-
based compensation arrangements should be recognized in the income statement. When
redlized tax benefits from equity awards differ from the recorded tax benefits based on the
cumulative amount of stock-based compensation expense recognized, the difference should be
directly recorded to additiona paid-in capital. We believe thisis congastent with intraperiod tax
dlocation.

Our responses to the questions raised in the ED are included in Attachment A. If you have any
questions, please contact me at (425) 703-6094.

Sincerdy,

Bob Laux
Director, External Reporting



Attachment A
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?
Response: The proposed scope is appropriate.
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 gppropriate? If not, why not, or in which circumstances are
the recognition requirements ingppropriate?

Response: Microsoft believes there is an economic rationade to expensing stock options, but we
have concerns regarding the appropriate vauation of those options.

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 fair value of the equity indruments granted, whichever fair vaueis
more readily determinable (paragraph 7). There are no exemptions to the requirement to
measure share-based payment transactions at fair vaue. For example, there are no exemptions
for unlisted entities.

Is this measurement principle appropriate? If not, why not, or in which circumgtancesiisit not
appropriate?

Response: For consistency purposes, Microsoft believes that entities should measure the goods
or services recaived by reference to the fair value of the equity instruments granted. With
respect to the issue of no exemptions to the requirement to measure share-based payment
transactions at fair vaue, Microsoft believes that expected volatility should be excluded from the
cdculation of the fair value of an employee sock option. We would readily admit that excluding
expected volatility from an option pricing modd does not theoreticdly result in fair vaue.
However, in our opinion, excluding volatility from an option pricing mode is smilar to the
subgtitution of expected life for contractud life in the ED to take account of the effect of non



transferability. Microsoft believes excluding volatility isaway to adjust for other factors not
taken into account when vauing employee stock options, such as the effect of blackout periods.

In addition, while not having in-depth expertise on thisissue, we concur with the FASB's
observations concerning the difficulty unlisted entities would encounter in estimating expected
volatility and disagree with the commentsin paragraph BC139 of the ED’s Basis for
Conclusons which indicates that the volatility of net assets or earnings could be used as abasis
for estimating expected share price volatility. We do not agree that results from a mixed
attribute accounting mode including higtorica costs and fair vaue measurements can serve as a
proxy for esimating share price volatility.

Question 4

If the fair value of the goods or services recaived 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 thisis the gppropriate date a which to measure the fair value of the goods or
sarvices received? If not, a which date should the fair vaue of the goods or services received
be measured? Why?

Response: Microsoft believes that the grant date is the appropriate date to measure fair vaue,
asthisisthe date both parties come to a mutual agreement on the terms of the arrangement.

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 vaue of the equity instruments granted, the draft
IFRS proposes that the fair vaue of the equity instruments granted should be measured at grant
date (paragraph 8).

Do you agree thet thisis the gppropriate date at which to measure the fair value of the equity
instruments granted? If not, a which date should the fair vaue of the equity ingruments granted
be measured? Why?

Response: We agree that the fair vaue of the equity instruments granted should be measured at
grant date.

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 usudly more reedily
determinable than the fair value of the equity insruments granted? In what circumstances is this
not so?

Response: For consistency purposes, we believes that for equity-settled transactions with
parties other than employees, fair value should be determined based on the equity ingruments
granted.

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 vaue 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
isnot s0?

Response: Yes, the fair vaue of the equity instruments granted is more readily determinable
than the fair value of the employee services received.

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 is required 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
congderation for the equity instruments are received during the vesting period? If not, when are
the services received, in your view?

Response: Yes, it is reasonable to presume that the services rendered by the counterparty as
congderation for the equity instruments 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 |FRS proposes that the entity should determine the amount to
atribute to each unit of service received, by dividing the fair vaue 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 vaue of the equity instruments granted is used as a surrogeate
measure of the fair value of the services recaived, it is necessary to determine the amount to



attribute to each unit of service recaived? If not, what aternative 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 cdculated by dividing the fair vaue of the equity insgruments granted by
the number of units of services expected to be received during the vesting period? If not, what
aternative method do you propose?

Response: Microsoft is opposed to the IASB’ s units- of-service approach and believes that
compensation expense should be attributed over the service period on a draight-line basis as
long as the compensation expense recognized at any date equals the total compensation cost
related to vested equity instruments at that date.

Question 10

In an equity- settled share-based payment transaction, the draft IFRS proposes that having
recogni zed the services received, and a corresponding increase in equity, the entity should make
no subsequent adjustment to totd 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. atransfer from one
component of equity to another.

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

Response: No, if an award holder failsto satisfy the conditions inherent in an option grant and
an entity is not required to issue the corresponding equity instrument, we fail to see why
compensation expense should be recorded.

Question 11

The draft IFRS proposes that the entity should measure the fair vaue of equity insdruments
granted, based on market pricesif available, taking into account the terms and conditions of the
grant (paragraph 17). In the absence of amarket price, the draft IFRS proposes that the entity
should estimate the fair vaue of options granted, by gpplying an option pricing modd thet 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 gppropriate 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 vaue of the options be estimated? Are
there circumstances in which it would be ingppropriate or impracticable to take into account any
of the factors listed above in gpplying an option pricing modd ?



Response: Asindicated in the IASB’s Framework for the Preparation and Presentation of
Financid Statements, comparability, dong with understandability, relevance, and reiahility are
the four principd quditative characterigtics of financiad statements. Microsoft is aware of alot of
research currently being conducted in efforts to accurately measure the fair value of employee
stock options at grant date and believes it isincumbent on the IASB to closely monitor the
various research being performed. Nevertheless, we are not currently aware of avauation
modd from any of this research that gppears to be superior to other methods. For example, we
are aware of abinomia mode with 16 inputs required in an effort to properly value employee
stock options. We can only imagine the comparability problems between companies as each
company seectswhat it believesisits best estimate of each of the 16 inputs to the modd.

Given this comparability issue, Microsoft believes that the accounting standard should mandate
an option-pricing modd for vauation purposes. However, we bdieve that expected volatility
should be excluded from the calculation of the fair value of an employee stock option. We
would readily admit that excluding expected volatility from an option pricing modd does not
theoreticdly result in fair value. But as noted in paragraph BC174 of the Basis for Conclusions,
“Edtimating the inputs required by an option pricing modd, such as expected volatility, over long
periods can be difficult, giving rise to the possibility of significant estimation error”. Even with
the use of expected life, the possbility of estimation error could be significant. For instance, the
weighted average expected life of Microsoft’s options granted in fiscal 2002 was seven years.
Furthermore, in our opinion, excluding volatility from an option pricing moded issSmilar to the
subdtitution of expected life for contractud life to take account of the effect of nor+
transferability. Microsoft believes excluding volatility isaway to adjust for other factors not
taken into account when vauing employee stock options, such as the effect of blackout periods.

Question 12

If an option is nonttransferable, the draft |FRS proposes that the expected life of an option
rather than its contracted life should be used in gpplying an option pricing model (paragraph 21).
The draft IFRS aso 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 gpplying an
option pricing modd is an gppropriate means of adjusting the option’sfair value for the effects
of non-trandferability? If not, do you have an dternative suggestion? |'s the proposed
requirement for taking into account the inability to exercise an option during the vesting period
appropriate?

Response: Microsoft agrees that replacing an option’s contracted life with its expected life
when gpplying an option pricing mode is an gppropriate means of adjusting the option’ s fair
vaue for the effects of non-transferability.

Question 13



If agrant of shares or options is conditiona upon satisfying specified vesting conditions, the draft
IFRS proposes that these conditions should be taken into account when an entity measures the
fair vaue 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 mode

or by making an appropriate adjustment to the vaue produced by such a modd (paragraph 24).

Do you agree that vesting conditions should be taken into account when estimating the fair vaue
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 vaue of shares or options
granted?

Response: No, Microsoft believes equity instruments subject to vesting conditions are granted
but not issued because they represent a conditiona obligation to issue equity insrumentsin
exchange for valuable condderation at alater date. Therefore, vesting conditions should not be
taken into account when estimating the fair vaue of options granted, but rather, are taken into
account based on the number of options issued.

Question 14

For options with areload feature, the draft |FRS proposes that the rel oad feature should be
taken into account, where practicable, when an entity measures the fair vaue of the options
granted. However, if the reload feature is not taken into account in the measurement of the fair
vaue of the options granted, then the reload option granted should be accounted for as anew

option grant (paragraph 25).

Is this proposed requirement appropriate? If not, why not? Do you have an aternative
proposd for dedling with options with reload features?

Response: The proposed requirement is appropriate.

Question 15

The draft IFRS proposes requirements for taking into account various festures 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 festures of employee share options for which the IFRS should specify
requirements?

Response: As previoudy mentioned, given comparability issues, Microsoft believes that the
accounting standard should mandate an option-pricing model for vauation purposes that takes
into account the following five factors a grant date: the exercise price, the expected life of the
option, the current price of the underlying stock, expected dividends on the underlying stock,
and the risk-free interest rate.



Question 16

The draft IFRS does not contain prescriptive guidance on the estimation of the fair value of
options, congstently with the Board' s objective of setting principles-based standards and to
dlow for future developmentsin va uation methodologies.

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

Response: See our response to the previous question.

Question 17

If an entity reprices ashare option, or otherwise modifies the terms or conditions on which
equity instruments were granted, the draft IFRS proposes that the entity should measure the
incrementa vaue granted upon repricing, and include that incrementa value when measuring the
services recaived. This means that the entity is required to recognize additiona amounts for
services recaived during the remainder of the vesting period, i.e. additiona to the amounts
recognized in respect of the origind option grant. Example 3 in Appendix B illugtrates this
requirement. As shown in that example, the incrementa vaue granted on repricing istreated as
anew option grant, in addition to the origina option grant. An dternative approach isaso
illustrated, whereby the two grants are averaged and spread over the remainder of the vesting

period.

Do you agree that the incrementd vaue granted should be taken into account when measuring
the services received, resulting in the recognition of additiona amountsin the remainder of the
vesting period? If not, how do you suggest repricing should be dedlt with? Of the two methods
illugtrated in Example 3, which is more gppropriate? Why?

Response: We agree that the incremental value granted should be taken into account when
measuring the services recelved.

Question 18

If an entity cancels a share or option grant during the vesting period (other than agrant 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, asif that grant had not been cancelled. The draft IFRS aso proposes
requirements for dedling 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 aternative approach.



Response: The settlement of an unvested equity instrument should be deemed a vesting
acceleration event and any unrecognized compensation cost at the date of settlement should be
immediatdy expensed.

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 a the fair vaue of the
liability. Until the liability is settled, the entity should remeasure the fair vaue of the liability at
each reporting date, with any changes in vaue recognized in the income statement.

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

Response: For cash settled share-based payments, the proposed requirements are
appropriate.

Question 20

For share-based payment transactions in which ether the entity or the supplier of goods or
services may choose whether the entity settles the transaction in cash or by issuing equity
ingruments, 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
has incurred aliability to settle in cash, or as an equity-settled share-based payment transaction
if no such liahility 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
aternative gpproach.

Response: The proposed requirements are appropriate.

Question 21

The draft IFRS proposes that an entity should disclose information to enable users of financid
Statements to understand:

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

(b) how thefair vaue of the goods or services received, or the fair vaue of the equity
ingruments granted, during the period was determined, and

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



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

Response: These specific disclosure requirements are appropriate.

Question 22

The draft IFRS proposes that an entity should apply the requirements of the IFRS to grants of
equity insruments that were granted after the publication date of this Exposure Draft and had
not vested at the effective date of the IFRS. It also proposes thet an entity should gpply
retrogpectively the requirements of the IFRS to ligbilities exidting at the effective date of the
IFRS, except that the entity is not required to measure vested share gppreciation rights (and
amiler lidbilities) a fair vaue, but ingtead should measure such ligbilities 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 s trangtiond provisions.

Response: In the sprit of internationa convergence, we propose that the trangition provisions be
smilar to those in FASB Statement 148, Accounting for Stock-Based Compensation-
Transition and Disclosure.

Question 23

The draft IFRS proposes a consequential amendment to IAS 12 (revised 2000) Income Taxes
to 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 dl tax effects of share-
based payment transactions should be recognized in the income statement.

Are the proposed requirements appropriate?

Response: No, Microsoft believes that when realized tax benefits from equity awards differ
from the recorded tax benefits based on the cumulative amount of stock-based compensation
expense recognized, the difference should be directly recorded to additiona paid-in capitd.
We bdieve thisis consstent with intraperiod tax alocation.

Question 24

In developing the Exposure Draft, the Board considered how various issues are dedlt with under
the U.S. standard SFAS 123 Accounting for Stock-Based Compensation, as explained
further in the Basis for Conclusons. Although the draft IFRS issmilar to SFAS 123 in many
respects, there are some differences. The main differences include the following.

(& Apart from transactions within the scope of another IFRS, the draft IFRS does not propose
any exemptions, @ther from the requirement to apply the IFRS or from the requirement to
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measure share- based payment transactions at fair value. SFAS 123 contains the following
exemptions, none of which are included in the draft IFRS;

employee share purchase plans are excluded from SFAS 123, provided specified
criteria are met, such as the discount given to employeesisreatively smdl,

SFAS 123 encourages, but does not require, entities to gpply itsfair vaue measurement
method to recognize transactions with employees; entities are permitted to apply instead
the intrind c value measurement method in Accounting Principles Board Opinion No. 25
Accounting for Stock Issued to Employees (paragraphs BC70-BC74 in the Basisfor

Conclusions give an explanation of intrindgc vaue); and

unlisted (non- public) entities are permitted to gpply the minimum vaue method when
edimating the vaue of share options, which excludes from the vauation the effects of
expected share price volatility (paragraphs BC75- BC78 in the Basis for Conclusons
give an explanation of minimum vaue).

(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 vaue of those equity
instruments at grant date. However:

under SFAS 123, the estimate of the fair value of an equity indrument a grant date is
not reduced for the possihility of forfeiture due to fallure to stisfy the vesting 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 vaue 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 vaue 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 vaue of the employee sarvices received. Thefair vaue of the equity instruments
granted is used as a surrogate measure, to determine the deemed fair vaue 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 vaue per unit of service. Hence, any amounts recognized for employee services
received are not subsequently reversed, even if the equity insgruments granted are
forfeited.

(©) If, during the vesting period, an entity settlesin cash agrant of equity instruments, under
SFAS 123 those equity instruments are regarded as having immediately vested, and therefore
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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
remander of the vesting period, asif that grant of equity insruments 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 vaue 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 Selling, Goods or Services requires the
fair vaue of the equity instrumentsissued to be measured a 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 thereis no performance commitment at grant date.
Under the draft IFRS, the fair vaue of the equity instruments granted is measured at grant date
inal cases.

(e) SFAS 123 requires liahilities for cashsettled share appreciation rights (SARS) to be
measured using an intringic va ue measurement method. The draft |FRS proposes that such
lighilities should be measured using afair vaue measurement method, which includes the time
vaue of the SARSs, in the same way that options have time vaue (refer to paragraphs BC70-
BCB8L of the Bassfor Conclusonsfor adiscusson of intrinsc vaue, time vaue and fair vaue).

(f) For ashare- based payment transaction in which equity instruments are granted, SFAS 123
requires redlized tax benefits to be credited direct to equity as additiona paid-in capitd, to the
extent that those tax benefits exceed the tax benefits on the totd amount of compensation
expense recognized in respect of that grant of equity ingruments. The draft IFRS, ina
consequential amendment to IAS 12 (revised 2000) Income Taxes, proposesthat al tax
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 trestment as appropriate, please provide details of your preferred trestment.

(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.)

Response: Our response to the FASB’ s Invitation to Comment is included in Attachment B.

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

Response: As stated in our cover Ietter, there are strong arguments on both sides of the debate
of whether stock options should be expensed and it is critica that standard setters perform an



objective, in-depth andysis of the comment letters received. However, once that andyssis
performed, standard setters need to decide on thisissue and then dl congtituents in the standard
Setting process need to move on. Given the current crisisin confidence in the accounting
profession, it isimperative that dl involved in the financid reporting process dtrive individualy
and collectively to create a new environment of integrity and accountability.
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Microsoft Corporation Tel 425 882 8080
One Microsoft Way Fax 425 936 7329
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Microsoft

January 31, 2003

Ms. Suzanne Bidgein

Director of Mgor Projects and Technica Activities
Financiad Accounting Standards Board

401 Merritt 7

Norwalk, CT 06856-5116

Re: File Reference No. 1102-001
Dear Sue

Microsoft gppreciates the opportunity to respond to the Invitation to Comment (ITC),
“Accounting for Stock-Based Compensation: A Comparison of FASB Statement No. 123,
Accounting for Stock-Based Compensation, and Its Related Interpretations, and IASB
Proposed IFRS, Share-based Payment”. We commend the FASB gaff for what we believeis
athorough and well written ITC. In connection with drafting our responseto thisITC, we are
a0 in the process of drafting aresponse to the IASB’ s Exposure Draft (ED). In drafting our
response to that ED, we found oursalves confused on a number of the proposals and, instead of
referring to the ED’ s Basis for Conclusions and Implementation Guidance, we found oursaves
referring to the ITC for the much needed clarity. Going forward, this ITC should serve asthe
modd for comparing U.S. GAAP to proposds from the IASB. In addition, asindicated in the
ITC that the FASB is not seeking comments on certain issues & thistime, this response |etter
does not comment on whether stock options granted to employees results in compensation
expense for theissuing entity.

Asindicated in FASB Concepts Statement 2, Qualitative Characteristics of Accounting
Information, relevance and rdiability are the two primary qudities that make accounting
information useful for decison making. However, asaso indicated in CON 2, compardhility is
aqudity that interacts with rdlevance and rdiability to contribute to the usefulness of information.
Microsoft is astrong proponent of principles-based accounting standards and we believe that
the amount of interpretive and implementation guidance in accounting sandards to try to ensure
comparability between entities is the biggest culprit in driving much of the detall and complexity
in current accounting standards. However, we do recognize thet the relative weight to be given
to relevance, rdiability, and comparability must vary according to circumstances.

We are aware of alot of research currently being conducted in efforts to accurately measure the
far vdue of employee stock options at grant date and believe it isincumbent on the FASB to
closaly monitor the various research being performed. Nevertheless, we are not currently



aware of avauation modd from any of this research that appears to be superior to other
methods. For example, we are aware of abinomial modd with 16 inputs required in an effort
to properly vaue employee stock options. We can only imagine the comparability problems
between companies as each company selectswhat it believesisits best estimate of each of the
16 inputs to the modd.

Given this comparability issue, Microsoft believes that an accounting standard should mandate
an option-pricing modd for vauation purposes that takes into account the following five factors
a grant date: the exercise price, the expected life of the option, the current price of the
underlying stock, expected dividends on the underlying stock, and the risk-free interest rate.

Microsoft believes that expected volatility should be excluded from the current Statement 123
cdculation of the fair value of an employee stock option for public entities, milar to the current
Statement 123 calculation for nonpublic entities. We would reedily admit that excluding
expected volatility from an option pricing modd does not theoretically result in fair vaue.
However, in our opinion, excluding volatility from an option pricing mode is smilar to the
subgtitution of expected life for contractud life under Statement 123, which isaway to adjust
for the effect of the nontransferability of employee stock options. Microsoft believes excluding
voldtility isaway to adjust for other factors not taken into account in Statement 123 when
valuing employee stock options, such asthe effect of blackout periods.

In addition, excluding voldility for public entities would creete alevd paying fid with nonpublic
entities under Statement 123. While not having in-depth expertise on thisissue, we concur with
the FASB’ s obsarvations concerning the difficulty nonpublic entities would encounter in
estimating expected volatility. Accordingly, we are opposed to the IASB’ s requirement that al
entities include expected volaility in caculating the fair value of employee stock options. In
addition, we were quite taken aback with the commentsin paragraph BC139 of the IASB’'sED
which indicates that the expected volatility of net assets or earnings could be used as a basis for
estimating expected share price volatility. We trust that standard setters would not even suggest
that results from a mixed attribute accounting mode including historical cogts and fair vaue
mesasurements would serve as a proxy for estimating share price volatility.

Also, Microsoft is strongly opposed to the IASB'’ s units-of- service method and the IASB
requirement that al of the tax benefits derived from stock-based compensation arrangements be
recognized in the income statement. Our comments on those issues as well as our responses to
the other primary issuesraised in the ITC are atached. If you have any questions, please do
not hesitate to contact me at (425) 703-6094.

Sincerdy,

Bob Laux
Director, External Reporting



Attachment

Issue 1. Satement 123 provides a scope exclusion for ESOPs and certain ESPPs, and the Proposed
IFRS does not. Which view do you support and why?

Response: Microsoft supports the IASB’ s view. With respect to ESPPs and in the spirit of principles-based
gandards, if these rights given to employees are truly immateria, there is not aneed for a specific excluson.

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

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

Response: Asindicated in FASB Concepts Statement 2, Qualitative Characteristics of Accounting
Information:

Relevance and reliability are the two primary qudities that make accounting information useful for
decison making. Subject to congtraints imposed by cost and materiality, increased relevance and
increased rdliability are the characteristics that make information a more desirable commodity — that
is, one useful in meking decisions. If either of those qudities is completely missing, the information
will not be ussful. Though, idedlly, the choice of an accounting aternative should produce
information that is both more reliable and more rlevant, it may be necessary to sacrifice some of one
qudity for again in ancther.

However, asdso indicated in CON 2, comparability isaqudity that interacts with relevance and reliability to
contribute to the usefulness of information:

Information about a particular enterprise gains greatly in ussfulnessiif it can be compared with smilar
information about other enterprises and with Smilar information about the same enterprise for some
other period or some other point intime. Comparability between enterprises and consstency in the
applicability of methods over time increases the informationa value of comparisons of relative
economic opportunities or performance. The significance of information, especidly quantitative
information, depends to a great extent on the user’ s ability to rdate it to some benchmark.

Microsoft is astrong proponent of principles-based accounting standards and we believe that the amount of
interpretive and implementation guidance in accounting standards to try to ensure comparability between
entitiesis the biggest culprit in driving much of the detail and complexity in current accounting standards.
However, we do recognize that the relative weight to be given to relevance, reiability, and comparability
must vary according to circumstances.
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Microsoft is aware of alot of research currently being conducted in efforts to accurately measure the fair
vaue of employee stock options and we believe it isincumbent on the FASB to closely monitor the various
research being performed. Nevertheless, we are not currently aware of avauaion modd from any of this
research that appears to be superior to other methods. For example, we are aware of abinomia mode with
16 inputs required in an effort to properly value employee stock options. We can only imagine the
comparability problems between companies as each company sdlectswhét it believesisits best estimate of
each of the 16 inputs to the modd.

Accordingly, a the present time and as eaborated upon in our response to the following subissues,
Microsoft believes an accounting standard should mandate the use of an option-pricing model for
measurement purposes. However, the FASB should continuoudy monitor developmentsin this area and
revigit this requirement if it becomes apparent that other methods become acceptabl e that do not cause
sgnificant comparability issues.

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 be
required to be used and why?

Response: Microsoft believes that an accounting standard should mandate an option-pricing mode! that
takes into account the following five factors at grant date: the exercise price, the expected life of the option,
the current price of the underlying stock, expected dividends on the underlying stock, and the risk-free
interest rate. Again, condstency and comparability between entities weighs heavily upon our postion on this
issue. Our reasons for excluding the expected volatility of the underlying stock are discussed in the subissue
below.

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?

Response: Disclosures should include the option-pricing model used and the inputs to the modd.

Issue 2(d): Statement 123 and the Proposed IFRSrequire 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.

Response: Microsoft believes that expected volatility should be excluded from the current Statement 123
cdculaion of the fair value of an employee stock option for public entities, smilar to the current Statement
123 cdculation for nonpublic entities. We would readily admit that excluding expected voltility from an
option pricing modd does not theoreticaly result in fair value. However, in our opinion, exduding volatility
from an option pricing mode is sSimilar to the subgtitution of expected life for contractud life under Statement
123, which isaway to adjust for the effect of the nontransferability of employee stock options. Microsoft
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believes excluding voldtility isaway to adjust for other factors not taken into account in Statement 123 when
valuing employee stock options, such as the effect of blackout periods.

In addition, excluding volatility for public entities would creste aleve paying fidd with nonpublic entities
under Statement 123. While not having in-depth expertise on thisissue, we concur with the FASB's
observations concerning the difficulty nonpublic entities would encounter in estimating expected voltility.
Accordingly, we are opposed to the IASB’ s requirement that dl entities include expected volatility in
cdculating the fair vaue of employee stock options. In addition, we were quite taken aback with the
comments in paragraph BC139 of the IASB’s ED which indicates that the expected volatility of net assets or
earnings could be used as abasis for estimating expected share price volatility. We trust that standard setters
would not even suggest that results from a mixed attribute accounting mode including historical costs and fair
value measurements would serve as a proxy in estimating share price volatility.

Issue 2(e): Do you believe that additional guidance for selecting the factors used in option-pricing
modelsis hecessary to provide added consistency and comparability of reported results? If so, what
types of guidance should be provided and in which areas?

Response: Microsoft believes that an in-depth discussion of the factors and the use of examples with specific
fact patterns would be useful guidance in trying to provide added consistency and comparability of reported
results. For instance, guidance such as the items to congder when estimating the expected life of an option
aong with fact specific examples would be useful.

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? |f
so, why? If not, why not?

Response: While we believe employee and nonempl oyee transactions are somewhat digtinct, the fair value
for both transactions should be determined at the grant date, as the complexity inherent in guidance such as
EITF Issue No. 96-18 is not justified based on the somewhat limited distinction between these two types of
transactions. To be quite frank, we do not believe the use of stock options for nonemployee transactionsis
al that prevaent asto judtify the time and effort that has been expended debating this issue.

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

Response: Y es, as we would hope both counterparties to the transaction would have thoroughly considered
the performance conditions before entering into such a transaction.

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?
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Response: Y es, Microsoft beieves that if an accounting standard defers to the expected va ue of optionsto
be issued in measuring services received, the notion of whether the options are actudly issued is conceptualy
important.
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Issue 6: Do you believe an equity instrument subject to vesting or other performance conditionsis
Issued, as defined by Statement 123, at the grant date? If so, why? If not, why not?

Response: No, equity instruments are not issued until the issuer has received vauable consderation in
exchange for the equity instruments.

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?

Response: Asindicated previoudy, we believe there are anumber of items that could be incorporated into
the estimate of fair value per equity insrument. However, with regards to the important issues of consstency
and comparability, Microsoft believes that an accounting standard should mandate an optionpricing model
that takes into account the following five factors a grant dete: the exercise price, the expected life of the
option, the current price of the underlying stock, expected dividends on the underlying stock, and the risk-
freeinterest rate.

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?

Response: Absolutely, if an award holder fails to satisfy the conditions inherent in an option grant and an
entity is not required to issue the corresponding equity instruments, we fail to see a recognition event requiring
recording in the financia satements.

Issue 9: Do you agree that the result of the |ASB’ s approach to calculate the fair value of equity
instruments of nonpublic entities would be closer to fair value than minimumvalue? If so, why? If
not, why not?

Response: We would readily admit that excluding expected voldtility from an option pricing mode does not
theoreticadly result in fair value. However, in our opinion, excluding volatility from an option pricing modd is
smilar to the subgtitution of expected life for contractud life, which isaway to adjust for the effect of the
nontransferability of employee stock options. Microsoft believes excluding volatility is away to adjust for
other factors not taken into account when vauing employee stock options. Also, while not having in-depth
expertise on thisissue, we concur with the FASB' s obsarvations concerning the difficulty nonpublic entities
would encounter in estimating expected voldility. In addition, we were quite taken aback with the comments
in paragraph BC139 of the IASB’s ED which indicates that the expected voldtility of net assets or earnings
could be used as a basis for estimating expected share price volatility. We trust that standard setters would
not even suggest that results from amixed attribute accounting mode including higtorical costs and fair vaue
measurements would serve as a proxy in estimating share price volatility.

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?
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Response: The attribution method prescribed by Statement 123. While there are a number of reasons we
believe the atribution method prescribed by Statement 123 is more representationdly faithful, it isaso
important that standard setters recognize the complexity inherent in the IASB’ s units-of-service method. As
indicated in the FASB’ s Proposd, “Principles-Based Approach to U.S. Standard Setting”, an increase in the
complexity of accounting standards negatively impacts the quality and trangparency of financia accounting
and reporting. For instance, we observe that it takes ten pages (noting the actua standard is only Sixteen
pages) to provide four examples with somewhat straight forward fact patterns for the IASB to try and
explan the units-of- service method in their ED.  In addition, the FASB found it necessary to provide yet
more examplesin the ITC in order to illustrate the difference between the two standards.

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 is reversed upon
forfeiture), whereas the Proposed |FRS 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 servicesreceived prior to forfeiture? If so, why? If not, why not?

Response: Microsoft is strongly opposed to the IASB’ s units- of- service method.

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?

Response: Yes, if an award holder failsto satisfy the conditions inherent in an option grant and an entity is
not required to issue the corresponding equity instruments, we fail to see a recognition event requiring
recording in the financid statements.

Issue 13: Do you believe that thisissue isimportant in considering an attribution model’ s validity? If
so, why? If not, why not?

Response: Yes, for reasons € aborated upon above.

Issue 14: Do you believe that the measurement-date criteria in Issue 96-18 accurately reflect the
economics of transactions with nonemployees? If not, why not?

Response: The fair vaue for transactions with employees and nonemployees should be determined on the
grant date, as the complexity inherent in the guidance in EITF Issue No. 96-18 is not judtified based on the
somewhat limited ditinction between these two types of transactions.

Issue 15: Do you believe 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?

Response: No, when redlized tax benefits from equity awards differ from the recorded tax benefits based on
the cumulative amount of stock-based compensation expense recognized, the difference should be directly
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recorded to additiond paid-in capital. Thisis consstent with paragraph 35 of FASB Statement No. 109,
Accounting for Income Taxes, which indicates the following:

Income tax expense or benefit for the year shal be alocated among continuing operations,
discontinued operations, extraordinary items, and items charged or credited directly to shareholders
equity (paragraph 36). The amount alocated to continuing operationsis the tax effect of the pretax
income or lass from continuing operations that occurred during the year, plus or minus income tax
effects of () changesin circumstances that cause a change in judgment about the redlization of
deferred tax assets in future years (paragraph 26), (b) changesin tax laws or rates (paragraph 27),
(c) changesin tax status (paragraph 28), and (d) tax-deductible dividends paid to shareholders. . .
The remainder is alocated to items other than continuing operations in accordance with the
provisions of paragraph 38.

Accordingly, the income tax benefit reflected in the income statement related to stock-based compensation
should be based on the expense for stock-based compensation actually recognized in the income statement.
Assuming there are no discontinued operations or extraordinary items, any differences between the tax
benefit recognized on the income statement and the actuad income tax benefit received should be recorded
directly to shareholders equity.

Issue 16: Asdiscussed in paragraph 83 of this Invitation to Comment, the Proposed | FRS expands on
the disclosure requirements in Satement 123. Do you believe that those expanded disclosures would
be more informative to users of financial statements? If so, why? If not, why not? (Which of the
disclosure requirements should be eliminated or modified in that case?)

Response: The incorporation in the IASB ED of financid reporting disclosures currently required under
Statement 123 indicates to us alack of a*“clean sheet” gpproach in examining what information would be
most informative to users of financid statements. For ingtance, if Sandard setters decide thet the fair vaue of
stock options should be recognized in the financid statements based on grant date fair value using an option
pricing model, we fail to see the need for the extensive disclosure of the weighted average exercise price of
options outstanding at a particular point intime. The earnings per share footnote aready provides
information on the dilutive effect of stock options and we find it somewhat curious that if Sandard setters
regect intringc vaue as a measurement of the fair value of stock options, that disclosures that convey that
information would till be o prevaent.

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.

Response: With respect to Statement 123 and entities that elect to estimate at grant date the amount of
equity instruments expected to be forfeited, we believe a disclosure of the percentage of equity instruments
expected to be forfeited would be useful for purposes of comparability between entities.



