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Dear Ms. Crook:

TIAA-CREF is writing in response to your Exposure Draft of a proposed Internationd Financid
Reporting Standard, “ Share-based Payment,” ED 2.

As dated in our December 2001 comment letter to you, we support changes in internationd
accounting rules for dl share-based payments. Of particular importance to the users of financid
satements is that al transactions undertaken by a company, regardiess of the currency (cash,
stock, real property, or stock options) should be recognized in financid <Statements. To do
otherwise has the potentid to misstate corporate financid performance and results in a disservice
to those who rely on the credibility of financid reports. Current reporting standards in the United
States and worldwide do not require appropriate financid reporting for dl share-based payments.
In the U.S, one type of payment—the fixed, a-the-money stock option—can aways result in
zero expense in financid Statements, regardiess of the number of options issued. Other types of
options and payments in shares, can result in recognized expenses, resulting in an unleve playing
fidd across dl forms of compensation. We are encouraged that you are attempting to improve
reporting in this area, and we are hopeful that the U.S. Financid Accounting Standards Board
will reconsder its accounting rules. It would be in everyone's best interedts if there were a single
method of accounting required for share-based payments for adl companies, regardless of ther
geographica location.

In Attachment 1, we respond to your specific questions. However, the most important issue to us
is that stock or stock options used to attract, retain, or compensate employees should be reported
a expene in income daements. Vadly different accounting for what are quite smilar
transactions is not a credible result. Using company resources to pay for operating expenses
should be captured in financid reports. We support the Board's decison to sgnificantly improve
internationd financid reporting in this area.

We support the basic principles in ED 2: estimate the value of al shares and options at thar far
value a the date of grant, and expense that value over the veding or service period, without
adjustment for changes in stock price after the date of grant. We have some concerns about



some aspects of the proposal, none of which should detract from our support of the project or the
principles. We believe that vauing stock and options at the date of grant most appropriately reflects
the nature of the compensation transaction, and is consstent with other forms of equity
compensation payments..

If you have questions about our views or if you would like additiona information, please contact
me.

Sncerdy,
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Peter C. Clapman
Senior Vice President, Chief Counsel-Corporate Governance




ATTACHMENT 1

Answersto the Questions Raised in the Exposur e Dr aft, Share-Based Payment

Question 1

Paragraphs 13 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?

The scope is appropriate.

Question 2

Paragraphs 46 of the draft IFRS propose requirements for the recognition of share-based payment
transactions, including therecognition of an expensewhen the goodsor servicesreceived or acquired are
consumed. Aretheserecognition requirementsappropriate? If not, why not, or in which circumstancesare
the recognition requirementsinappropriate?

The recognition requirements are generaly appropriate. See concerns about the “unit-of-service” method in
response to Question 9.

Question 3

For an equity-settled share-based payment transaction, the draft IFRS proposes that, in principle, the
entity should measure the goods or servicesreceived, and the corresponding increasein equity, either
directly, at thefair value of the goods or servicesreceived, or indirectly, by referencetothefair value of
the equity instruments granted, whichever fair valueis more readily determinable (paragraph 7). There
are no exemptions to the requirement to measur e share-based payment transactions at fair value. For
example, thereareno exemptionsfor unlisted entities. | sthismeasurement principle appropriate? If not,
why not, or in which circumstancesisit not appropriate?

The measurement principle is appropriate. However, we believe that measurement accommodations are
acceptable for difficult Situations, such as unlisted companies, discussed in our answer to Question 11.

Question 4

If thefair value of thegoodsor servicesreceived in an equity-settled share-based payment transaction is
measur ed directly, thedraft IFRS proposesthat fair value should be measur ed at thedate when theentity
obtains the goods or receives the services (paragraph

8). Doyou agreethat thisistheappropriatedate at which to measurethefair value of thegoodsor services
received? If not, at which date should thefair value of thegoodsor servicesreceived be measured? Why?

Y es, the date of receipt of goods or services is the appropriate measurement date. However, if the fair value of
the goods or services received is measured directly (because it is more readily



determinable), it is likely that the evidence of fair vaue will be a bill from the goods or services provider. In
those circumstances, the measurement date will be largely irrelevant.

Question 5

If thefair valueof thegoodsor servicesreceived in an equity-settled share-based payment transaction is
measured by referenceto the fair value of the equity instruments granted, the draft |FRS 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 thefair value of the equity instrumentsgranted be measured? Why?

We are supportive of a grant date approach for all share-based payment transactions. In the vast mgjority of
employee transactions, the fair value of the equity instruments will be more readily determinable than the
employee services. Valuing the equity at the date that the compensation contract is determined—the grant date—
is most appropriate. All of the other parts of the compensation arrangement are determined at the beginning of
the contract period. The number of equity instruments included in the compensation arrangement is based on the
stock price (and all other known factors that might affect the value of other equity, such as options) at the
beginning of the contract period. The employer and employee understand the terms of the agreement at the date
of grant. We believe that entities must be able to reasonably estimate the value of share-based awards at the date
of grant in order to determine the details of the award, including the number of shares or share options to grant.

Question 6

For equity-settled transactions with partiesother than employees, the draft |FRS proposes a rebuttable
presumption that thefair value of thegoodsor servicesreceived ismorereadily determinablethan thefair

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 circumstancesisthis not so?

Yes, we agree that transactions with non employees will generaly provide a more readily determinable fair value
of the goods or services than the equity instruments, and a rebuttable presumption is appropriate. However, we
would like to be assured that smilar transactions will be accounted for in a similar manner. For example, share
options given to a consultant or contract “employee” with the same terms as those given to employees should be
recognized in the same manner as employee share options. We propose that, even with a rebuttable presumption
for non employees, the fair vaue of the equity instruments granted be estimated and compared to the fair value of
the goods or services to ensure reasonableness of the amount recognized.

Question 7

For equity-settled transactionswith employees, thedraft | FRS proposest hat theentity should measurethe
fair value of the employee services received by reference to the fair value of the equity instruments
granted, because thelatter fair valueismorereadily determinable (paragraphs 11 and 12). Do you agree
that the fair value of the equity



instrumentsgranted ismorereadily determinablethan thefair value of the employee servicesreceived?
Arethere any circumstances in which thisis not so?

In dmost al circumstances, it is impossible to directly measure the value of employee services. Like al other
employee benefit transactions, including pensions, IFRS should recognize the value of the instrument transferred
to the employee as the cost of those employee services. Therefore, we agree that the fair value of the equity
instruments granted is more readily determinable than the fair value of the employee services and should be
considered the cost of the employee services.

Question 8

Paragraphs 13 and 14 of the draft IFRS propose requirements for determining when the counter party
renders service for the equity instruments granted, based on whether the counterparty isrequired to
completea specified period of servicebeforetheequity instrumentsvest. Doyou agreethat it isreasonable
to presumethat the servicesrendered by the counter party asconsideration for the equity instrumentsare
received during the vesting period? If not, when are the servicesreceived, in your view?

If there is a stated vesting period, that should be presumed to be the period during which services are received.

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 deter mine the amount to attribute to
each unit of servicereceived, by dividingthefair value of the equity instrumentsgranted by thenumber of
unitsof service expected to bereceived duringthevesting period (paragraph 15). Do you agreethat if the
fair value of theequity instrumentsgranted isused asa surrogate measur e of thefair value of the services
received, it isnecessary to deter minetheamount to attributeto each unit of servicereceived? I f not, what
alter native approach do you propose? I f an entity isrequired to deter minetheamount toattributeto each
unit of servicereceived, doyou agreethat thisshould be calculated by dividing thefair value of the equity
instrumentsgranted by the number of unitsof servicesexpected to bereceived during thevesting period?
If not, what alternative method do you propose?

We do not agree that it is necessary to determine the amount attributable to each unit of service received. First,
the method is complicated and difficult to explain in all circumstances. More importantly, entities should be
required to recognize the vaue only of the amount actualy transferred in exchange for the employee services. In
employee transactions, the vaue of the equity transferred is being used as a surrogate measure for the value of
the employee services received lecause it is not possible to directly value the employee services. That approach
is the one used for al employee service transactions, regardless of the form of payment: measure the value of
what is transferred in exchange for the receipt of employee services.

We understand the principle of recognizing that some employee services were received. However, consistent
with the measurement of other employee benefit contracts, if the conditions



of the agreement (vesting period) are not fulfilled, the entity has no obligation to transfer benefits. That principle
is appropriate whether the payment is cash or shares or share options. The objective is to account for the cost of
employee services and if the instrument is not earned and does not vest, it seems reasonable to us that no expense
should be recognized. In recognizing the value of the equity instrument as the cost of the employee services, it is
appropriate to show expense only for those equity instruments actually transferred to employees. Recognizing
expense for the amount transferred is consistent with all other forms of employee benefits, including salaries,
bonuses, and pensions, among others.

If the attribution method proposed in ED 2 were applied to al other employee benefit transactions, it would seem
to us that pension costs other compensation arrangements would be significantly changed. Some cost would need
to be recognized for services rendered during part of the vesting period, even though no payment in cash would
be required. Just because they are liability transactions, the company would be able to reverse the liability, but
cost recognition for the receipt of employee services would seem appropriate under the model proposed in ED 2.
We do not agree with that approach to attribution for employee benefit transactions, regardless of whether the
payment is shares or cash.

Question 10

In an equity-settled shar e-based payment transaction, thedraft |FRS proposesthat having recognized the
services received, and a corresponding increase in the equity, the entity should make no subsequent
adjustment tototal equity, even if theequity instrumentsgranted do not vest or, in the case of options, the
options are not exercised (paragraph 16). However, thisrequirement does not preclude the entity from
recognising atransfer 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 adjustment be made to total
equity and why?

We believe that if an equity instrument is not issued because of failure to vest, no transfer takes place and no
expense or change in equity should be recognized.

If vested shares or options are not exercised for any reason, a transfer within equity should be permitted.

Question 11

The draft IFRS proposes that the entity should measure the fair value of equity instruments granted,
based on market pricesif available, taking into account the terms and conditions of the grant (paragraph
17). Intheabsence of amarket price, thedraft IFRS proposesthat the entity should estimatethefair value
of optionsgranted, by applying an option pricing model that takesinto account variousfactors, namely the
exercisepriceof theoption, thelife of the option, the current price of theunderlying shar es, the expected
volatility of the share price, the dividends expected on the shares (where appropriate) and therisk-free
interest ratefor thelife of the option (paragraph 20). Paragraph 23 of the proposed | FRS explainswhen it
isappropriatetotakeinto account expected dividends. Do you agr eethat an option-pricing model should
be applied to estimate the fair value of optionsgranted? If not, by what other means should thefair value
of the options be



estimated? Are there circumstances in which it would be inappropriate or impracticable to take into
account any of the factorslisted above in applying an option-pricing model?

We agree that estimating the fair value of shares and options at the grant date based on market prices, if available,
is appropriate for public companies. We aso agree that an estimate of the fair value at the date of grant using
option-pricing models for employee options is appropriate because there is no observable market price.

Because of uncertainties about measurement, we would alow nonpublic companies the choice of estimating
expected share price volatility or using a zero input (FASB Statement 123's so called “minimum value.”) for that
assumption. Some nonpublic companies may want to use peer company volatlity or other information to
edtimate a fair value for their options. Allowing a choice of measurement methods is clearly an exception to the
basic approach of fair value for al companies. We are concerned, however, that many nonpublic companies
might have little basis for estimating stock price voldtility. There likely are some large, established private
companies with clear peer groups. in principle, this same exception could be provided for newly public
companies as well, particularly given the risks of lbng-term public success. However, besides some arbitrary
period of time, we are unable to support that approach. Therefore, the public/nonpublic measurement differences
seem a practical aternative that should be permitted.

Question 12

If an option is non-transferable, thedraft |FRS proposesthat 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
proposesrequirementsfor optionsthat ar e subject to vesting conditionsand ther efor ecannot be exer cised
during the vesting period (paragraph 22). Do you agree that replacing an option’s contracted lifewith its
expected lifewhen applying an option pricing model isan appropriate means of adjusting the option’sfair
valuefor theeffectsof non-transferability? I f not, do you have an alter native suggestion? | sthe proposed
requirement for taking into account the inability to exercise an option during the vesting period
appropriate?

We agree that a “discount” for rontransferability from option-pricing model values is appropriate at this time for
employee options. Nontransferability is an attribute of employee options that is significantly different from
traded options, and adjustment for it is necessary. It is possible that some other methodology might be devel oped
to recognize the nontransferability of employee options. For that possbility and others, it is important that the
find IFRS be drafted in a principles-based, flexible manner to accommodate technological innovations in option
vauation.

We question the guidance in paragraph 22 (b) that is supposed to take into account the inability to exercise an
option during the vesting period. If the expected life is used as an input in the model, and the model assumes that
the option can only be exercised at the end of the term, we do not follow how that addresses the vesting period
restriction.

Question 13
If a grant of sharesor optionsis conditional upon satisfying specified vesting conditions, the draft IFRS
proposes that these conditions should be taken into account when an entity



measur esthefair value of the sharesor optionsgranted. I n 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?

Yes, vesting conditions must be taken into account in valuing employee options. The method illustrated in the
example in Appendix B seems a reasonable way to discount for vesting conditions. Again, we encourage the
IASB to incorporate flexibility into the final IFRS to alow for developments in option vauation methodologies.

Question 14

For options with a reload feature, the draft IFRS proposes that the reload feature should be taken into
account, wher e practicable, when an entity measuresthefair value of the optionsgranted. However, if the
reload featureis not taken into account in the measurement of thefair value of the optionsgranted, then
thereload option granted should be accounted for asanew option grant (paragraph 25). I sthisproposed
requirement appropriate? If not, why not? Do you have an alternative proposal for dealing with options
with reload features?

If it is possible to properly measure the value of a reload feature at the date of grant, that approach should be
taken. We are unaware of any reliable methodology to do so. In the absence of a reliable reload measurement at
the date of grant, we support requiring each reload to be accounted for as a new grant.

Question 15

Thedraft IFRS proposesrequirementsfor taking into account variousfeaturescommon to employeeshare
options, such asnon-transfer ability, inability to exer cisethe option during thevesting period, and vesting
conditions (paragraphs2 1-25). Arethereother common featur es of employee shar e optionsfor which the
| FRS should specify requirements?

Some employee option plans have other features, including black-out periods or exercise restrictions beyond
vesting date. It is possible that more elaborate employee option plans will be developed in future years. If there is
a reasonable way to account for those features, they should be incorporated into the option valuation process.
This is another reason to be less prescriptive about particular discounts for particular features in employee
options.

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
developmentsin valuation methodologies. Do you agree with this



approach? Are there specific aspects of valuing options for which such guidance should be given? .

We agree with the Board's objective of setting principles-based standards to alow for future developments in
valuation. However, it seems to us that there is some quite prescriptive guidance in the draft IFRS on option
valuation, particularly @ragraph 21 regarding the treatment for nontransferability (use expected life). See our
response to Question 12.

Question 17

If an entity reprices a share option, or otherwise modifies the terms or conditions on which equity
instruments wer e granted, thedraft IFRS proposesthat the entity should measuretheincremental value
granted upon repricing, and include that incremental value when measuring the servicesreceived. This
means that the entity is required to recognise additional amounts for services received during the
remainder of thevesting period, i.e. additional to theamountsrecognised in respect of theoriginal option
grant. Example 3in Appendix B illustratesthisrequirement. As shown in that example, the incremental
value granted on repricing istreated as a new option grant, in addition to the original option grant. An
alternative approach is also illustrated, whereby the two grants are averaged and spread over the
remainder of the vesting period.

Doyou agreethat theincremental value granted should betaken into account when measuring the services
received, resultingin therecognition of additional amountsin theremainder of thevesting period? If not,
how do you suggest repricing should be dealt with? Of thetwo methodsillustrated in Example 3, which is
mor e appropriate? Why?

An incrementa approach should be taken to repricings, or other modifications of option grants. That incremental

value given, based on the fair values at the date of modification, should be recognized over the remaining or new
vesting period, if there is one in the new grant. However, it does not seem to make sense to continue to recognize
the original expense from the unvested portion of the origind grant over what would have been the original

vesting period. No reversal of recognized expense should be alowed for the origina grant, but we don't

understand why it is appropriate to require continued expensing for a grant that no longer exists after repricing or
modification. See our answer to Question 18.

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
continueto recognisethe servicesrendered by the counter party in theremainder of thevesting 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 alter native approach.

For reasons similar to those in Question 17, we believe it is inappropriate to continue recognizing expense for a
share or option grant that no longer exists. In mergers and acquigitions, it is



common for the acquired entity’s options to be cancelled and replaced. In those situations, the acquired entity no
longer exists, and it is inconceivable to us that the value of options based on that nonexistent entity should
continue to be recognized as expense over what would have been the origina vesting period.

Question 19

For cash-settled share-based payment transactions, the draft IFRS proposes that the entity should

measur ethe goodsor servicesacquired and theliability incurred at thefair value of theliability. Until the
liability issettled, theentity should remeasurethefair valueof theliability at each reporting date, with any
changesin valuerecognised in theincome statement. Arethe proposed requirementsappropriate? I f not,
please provide details of your suggested alter native approach.

Yes, we agree that share-based liabilities should be initialy measured and remeasured based on the fair value of
the liabilities at each reporting date, with fair value changes recognized in the income statement. We
acknowledge that there will be different accounting recognition depending on the form of payment, a result that
exists under current accounting in the U.S. and elsewhere. Cash payments, based on share prices, must be shown
as liabilities, resulting in what amounts to as “exercise date” measurement. The only way to achieve symmetry
between cash-settled and equity-settled payments is to use an exercise date measurement for equity instruments.
In our December 2001 letter to you, we described the benefits of using exercise date as the final measurement
date for shares and options. We read ED 2's basis for conclusions that describes the reasons the IASB rejected
exercise date measurement for equity transactions. For a variety of reasons, including symmetry between cash
and equity payments, exercise date is an appeding approach, if only for practical purposes. However, on balance,
for the reasons stated earlier in this response, we are supportive of a grant date approach for equity payments.

Question 20

For share-based payment transactionsin which either theentity or the supplier of goodsor services may
choose whether the entity settlesthetransaction in cash or by issuing equity instruments, thedraft 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 theentity hasincurred aliability to settlein cash, or asan
equity-settled share-based payment transaction if no such liability has been incurred. The draft IFRS
proposesvariousrequirementsto apply thisprinciple. Aretheproposed requirementsappropriate? I f not,
please provide details of your suggested alter native approach.

Cdling for separate identification and recognition of debt and equity components of share-based payments with
optional settlement forms, is complicated. We question the number of circumstances in which optional settlement
is a condition, and whether detailed guidance in an IFRS on share-based payments is necessary. We assume that
the majority of transactions offer equivalent value at the date of grant, caling into question some of the proposed
guidance, particularly that in paragraph 38. If the award cdls for a choice of 2 settlement aternatives with
equivalent value at the date of grant (share options or cashsettled share appreciation rights), why would that be
considered a compound instrument in which the value of the equity component is zero? If the value of the entire
award can be estimated directly at the date of grant, there should



be no need to bifurcate the components and value each separately. Perhaps it is possible to refer to the IASB
standards on financid instruments in those unusua circumstances in which compound financial instruments for
share-based payments are granted.

Question 21
Thedraft IFRSproposesthat an entity should discloseinfor mation to enable user sof financial statements
to under stand:

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

(b) how thefair value of thegoodsor servicesreceived, or thefair value of the equity instrumentsgranted,
during the period was determined, and

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

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

The disclosures are appropriate.

Question 22

The draft IFRS proposes that an entity should apply the requirements of the IFRS to grants of equity
instrumentsthat were granted after the publication date of this Exposur e Draft and had not vested at the
effectivedateof thel FRS. It also proposesthat an entity should apply retr ospectively therequirementsof
theIFRSto liabilities existing at the effective date of the IFRS, except that the entity isnot required to
measur e vested share appreciation rights (and similar liabilities) at fair value, but instead should measure
such liabilities at their settlement amount (ie the amount that would have been paid on settlement of the
liability had the counter party demanded settlement at thedatetheliability ismeasured). Aretheproposed
requirements appropriate? If not, please provide details of your suggestions for the IFRS stransitional
provisions.

We suggest that the find IFRS apply to new grants after publication of the final IFRS. Requiring entities to
retroactively apply the fair value approach to the date of the Exposure Draft, particularly to option valuation,
seems quite onerous and not necessary. We aso believe that entities should have the ability to redesign share-
based compensation schemes with the understanding of the new financial reporting requirements.

Question 23

Thedraft IFRS proposes a consequential amendment to |AS 12 (revised 2000) Income
Taxesto add an exampleto 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?

The IASB approach of having all of the tax effects of share-based payments go through the income statement is
appeding, paticularly in its smplicity. The tax effects, generally obtained in the U.S. from the cash flow
statement, are a critical measure for financial statement analysis. However, recognizing the full amount in the
income statement is a significant difference from FASB Statement 123, presumably due to differing tax
accounting rules prescribed in IASB and FASB literature. We urge the FASB and IASB to consider the
alternatives and converge upon one or the other. Both approaches are acceptable to us and easily explained to
financia statement readers. In addition, if there is international harmonization on an improved and more detailed
performance reporting statemert, the accounting difference may be less critical.

Question 24

In developing the Exposur e Draft, the Board consider ed how variousissues ar e dealt with under theUS
standard SFAS 123 Accounting for Stock-Based Compensation, as explained further in the Basis for
Conclusions. Although thedraft IFRSissimilar to SFAS 123 in many respects, ther ear e somedifferences.
The main differencesinclude the following.

(@ Apart from transactions within the scope of another 1FRS, the draft IFRS does not propose any
exemptions, either from therequirement to apply thelFRSor from therequirement to measureshare-
based payment transactionsat fair value. SFAS 123 containsthe following exemptions, none of which
areincluded in thedraft IFRS:

. employee share purchase plans are excluded from SFAS 123, provided specified criteriaare
met, such asthe discount given to employeesisrelatively small;

. SFAS 123 encourages, but does not require, entities to apply its fair value measurement
method to recognise transactionswith employees; entitiesare 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 thevalue of shareoptions, which excludesfrom thevaluation the effects of expected
sharepricevolatility (paragraphsBC75-BC78in theBasisfor Conclusionsgivean explanation
of minimum value).

We assume that a general notion of materiality would exempt the same employee share purchase plans as FASB
Statement 123—those purchase plans with a discount equivaent to the savings from selling shares directly rather
than through intermediaries. We agree that plans such as U.S. Section 423 plans, which typically offer a 15%
discount and a look-back option, are compensatory plans that should not be exempted under accounting rules.
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We grongly support the IASB approach that al forms of compensation must be recognized in income
gatements, not smply disclosed as permitted under FASB Statement 123. We are hopeful that the
FASB will be reconsdering its“optiona” requirements later this year.

(b) For transactionsin which equity instruments are granted to employees, both SFAS 123 and the dr aft
I FRS have a measur ement method that isbased on thefair value of those equity instrumentsat grant
date. However:

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

» under SFAS123, thetransaction ismeasured at thefair value of the equity instrumentsissued.
Because equity instrumentsare not regarded asissued until any specified vesting conditions
have been satisfied, the transaction amount is ultimately measured at the number of vested
equity instruments multiplied by the fair value of those equity instruments at grant date.
Hence, any amountsrecognised for employee servicesreceived during thevesting period will
be subsequently reversed if the equity instruments granted are forfeited. Under the draft
IFRS, thetransaction ismeasur ed at the deemed fair value of the employee servicesreceived.
Thefair valueof theequity instrumentsgranted isused asa surrogate measur e, 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 amountsrecognised for
employee services received are not subsequently reversed, even if the equity instruments
granted areforfeited.

We are supportive of allowing a specific discount for vesting conditions of employee options. In addition, we
prefer the SFAS 123 approach to attribution of the compensation cost, whereby expense is recognized only for
options or shares that actually vest, as discussed in our answers above.

(c) If, during the vesting period, an entity settlesin 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 measur ed at grant date but not yet recognised isrecognized immediately at the
date of settlement. The draft IFRS doesnot requireimmediate recognition of an expense but instead
proposesthat the entity should continueto recognise the servicesreceived (and hencetheresulting
expense) over theremainder of thevesting period, asif that grant of equity instrumentshad not been
cancelled.

We prefer the SFAS 123 gpproach, with immediate recognition if payment is made in cash.
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(d) SFAS123doesnot specify ameasurement datefor transactionswith partiesother than employeesthat
aremeasured at thefair value of theequity instrumentsissued. Emerging | ssues Task For cel ssue 96-
18 Accounting for Equity Instruments That Are I ssued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Servicesrequiresthefair value of the equity instrumentsissued to
be measured at the earlier of (i) the date a performance commitment is reached or (ii) the date
performanceiscomplete. Thisdate might belater than grant, for example, if thereisno performance
commitment at grant date. Under the draft IFRS, the fair value of the equity instruments granted is
measured at grant datein all cases.

We are supportive of the L& SB approach in which employee and nonemployee transactions are measured at the
date of grant.

(e) SFAS123requiresliabilitiesfor cash-settled shareappreciation rights (SARS) to be measured using
an intrinsic value measurement method. The draft IFRS proposes that such liabilities should be
measur ed using a fair value measurement method, which includesthetime of the SARS, in the same
way that options havetimevalue (refer to paragraphsBC70-BC81 of the Basisfor Conclusionsfor a
discussion of intrinsic value, time value and fair value).

Although both standards would result in the same amount of expense by the time of settlement, we prefer the
IASB approach that would require fair value accruas until the time of settlement.

(f) For ashare-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
thosetax benefitsexceed thetax benefitson thetotal amount of compensation expenserecognized in
respect of that grant of equity instruments. Thedraft IFRS, in a consequential amendment to IAS 12

(revised 2000) Income Taxes, proposesthat all tax effects of shar e-based payment transactionsshould
be recognized in profit or loss, as part of tax expense.

See our answer to Question 23.

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

See above.

(Respondents may wish to note that further details of the differences between the draft IFRS and
SFAS 123 aregiven in the FASB’ s nvitation to Comment.)

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

No.

12
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