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SUMMARY

This Statement is a revision of FASB Statement No. 123, Accounting for Stock-Based Compensation. This
Statement supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its related imple-
mentation guidance.

Scope of This Statement

This Statement establishes standards for the accounting for transactions in which an entity exchanges its
equity instruments for goods or services. It also addresses transactions in which an entity incurs liabilities in
exchange for goods or services that are based on the fair value of the entity’s equity instruments or that may be
settled by the issuance of those equity instruments. This Statement focuses primarily on accounting for transac-
tions in which an entity obtains employee services in share-based payment transactions. This Statement does
not change the accounting guidance for share-based payment transactions with parties other than employees
provided in Statement 123 as originally issued and EITF Issue No. 96-18, “Accounting for Equity Instruments
That Are Issued to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods or Services.”
This Statement does not address the accounting for employee share ownership plans, which are subject to
AICPA Statement of Position 93-6, Employers’ Accounting for Employee Stock Ownership Plans.

Reasons for Issuing This Statement
The principal reasons for issuing this Statement are:

a. Addressing concerns of users and others. Users of financial statements, including institutional and indi-
vidual investors, as well as many other parties expressed to the FASB their concerns that using Opinion 25’s
intrinsic value method results in financial statements that do not faithfully represent the economic transac-
tions affecting the issuer, namely, the receipt and consumption of employee services in exchange for equity
instruments. Financial statements that do not faithfully represent those economic transactions can distort the
issuer’s reported financial condition and results of operations, which can lead to the inappropriate allocation
of resources in the capital markets. Part of the FASB’s mission is to improve standards of financial account-
ing for the benefit of users of financial information. This Statement addresses users’ and other parties’ con-
cerns by requiring an entity to recognize the cost of employee services received in share-based payment
transactions, thereby reflecting the economic consequences of those transactions in the financial statements.

b. Improving the comparability of reported financial information by eliminating alternative accounting
methods. Over the last few years, approximately 750 public companies have voluntarily adopted or an-
nounced their intention to adopt Statement 123’s fair-value-based method of accounting for share-based
payment transactions with employees. Other companies continue to use Opinion 25’s intrinsic value
method. The Board believes that similar economic transactions should be accounted for similarly (that is,
share-based compensation transactions with employees should be accounted for using one method). Con-
sistent with the conclusion in the original Statement 123, the Board believes that those transactions should
be accounted for using a fair-value-based method. By requiring the fair-value-based method for all public
entities, this Statement eliminates an alternative accounting method; consequently, similar economic trans-
actions will be accounted for similarly.

c. Simplifying U.S. GAAP. The Board believes that U.S. generally accepted accounting principles (GAAP)
should be simplified whenever possible. Requiring that all entities follow the same accounting standard and
eliminating Opinion 25’s intrinsic value method and its related detailed and form-driven implementation
guidance simplifies the authoritative literature.
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d. Converging with international accounting standards. This Statement will result in greater international
comparability in the accounting for share-based payment transactions. In February 2004, the International
Accounting Standards Board (IASB), whose standards are followed by entities in many countries, issued
International Financial Reporting Standard (IFRS) 2, Share-based Payment. IFRS 2 requires that all entities
recognize an expense for all employee services received in share-based payment transactions, using a fair-
value-based method that is similar in most respects to the fair-value-based method established in State-
ment 123 and the improvements made to it by this Statement. Converging to a common set of high-quality
financial accounting standards for share-based payment transactions with employees improves the compa-
rability of financial information around the world and makes the accounting requirements for entities that
report financial statements under both U.S. GAAP and international accounting standards less burdensome.

Key Provisions of This Statement

This Statement requires a public entity to measure the cost of employee services received in exchange for
an award of equity instruments based on the grant-date fair value of the award (with limited exceptions). That
cost will be recognized over the period during which an employee is required to provide service in exchange
for the award—the requisite service period (usually the vesting period). No compensation cost is recognized
for equity instruments for which employees do not render the requisite service. Employee share purchase plans
will not result in recognition of compensation cost if certain conditions are met; those conditions are much the
same as the related conditions in Statement 123.

A nonpublic entity, likewise, will measure the cost of employee services received in exchange for an award
of equity instruments based on the grant-date fair value of those instruments, except in certain circumstances.
Specifically, if it is not possible to reasonably estimate the fair value of equity share options and similar instru-
ments because it is not practicable to estimate the expected volatility of the entity’s share price, a nonpublic
entity is required to measure its awards of equity share options and similar instruments based on a value calcu-
lated using the historical volatility of an appropriate industry sector index instead of the expected volatility of
its share price.

A public entity will initially measure the cost of employee services received in exchange for an award of
liability instruments based on its current fair value; the fair value of that award will be remeasured subse-
quently at each reporting date through the settlement date. Changes in fair value during the requisite service
period will be recognized as compensation cost over that period. A nonpublic entity may elect to measure its
liability awards at their intrinsic value through the date of settlement.

The grant-date fair value of employee share options and similar instruments will be estimated using option-
pricing models adjusted for the unique characteristics of those instruments (unless observable market prices for
the same or similar instruments are available). If an equity award is modified after the grant date, incremental
compensation cost will be recognized in an amount equal to the excess of the fair value of the modified award
over the fair value of the original award immediately before the modification.

Excess tax benefits, as defined by this Statement, will be recognized as an addition to paid-in capital. Cash
retained as a result of those excess tax benefits will be presented in the statement of cash flows as financing
cash inflows. The write-oft of deferred tax assets relating to unrealized tax benefits associated with recognized
compensation cost will be recognized as income tax expense unless there are excess tax benefits from previous
awards remaining in paid-in capital to which it can be offset.

The notes to financial statements of both public and nonpublic entities will disclose information to assist
users of financial information to understand the nature of share-based payment transactions and the effects of
those transactions on the financial statements.

How This Statement Changes Practice and Improves Financial Reporting

This Statement eliminates the alternative to use Opinion 25’s intrinsic value method of accounting that was
provided in Statement 123 as originally issued. Under Opinion 25, issuing stock options to employees gener-
ally resulted in recognition of no compensation cost. This Statement requires entities to recognize the cost of
employee services received in exchange for awards of equity instruments based on the grant-date fair value of
those awards (with limited exceptions). Recognition of that compensation cost helps users of financial state-
ments to better understand the economic transactions affecting an entity and to make better resource allocation
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decisions. Such information specifically will help users of financial statements understand the effect that share-
based compensation transactions have on an entity’s financial condition and results of operations. This State-
ment also will improve comparability by eliminating one of two different methods of accounting for share-
based compensation transactions and thereby also will simplify existing U.S. GAAP. Eliminating different
methods of accounting for the same transactions leads to improved comparability of financial statements be-
cause similar economic transactions will be accounted for similarly.

The fair-value-based method in this Statement is similar to the fair-value-based method in Statement 123 in
most respects. However, the following are the key differences between the two:

a. Public entities are required to measure liabilities incurred to employees in share-based payment transactions
at fair value. Nonpublic entities may elect to measure their liabilities to employees incurred in share-based
payment transactions at their intrinsic value. Under Statement 123, all share-based payment liabilities were
measured at their intrinsic value.

b. Nonpublic entities are required to account for awards of equity instruments using the fair-value-based
method unless it is not possible to reasonably estimate the grant-date fair value of awards of equity share
options and similar instruments because it is not practicable to estimate the expected volatility of the entity’s
share price. In that situation, the entity will account for those instruments based on a value calculated by
substituting the historical volatility of an appropriate industry sector index for the expected volatility of its
share price. Statement 123 permitted a nonpublic entity to measure its equity awards using either the fair-
value-based method or the minimum value method.

c. Entities are required to estimate the number of instruments for which the requisite service is expected to be
rendered. Statement 123 permitted entities to account for forfeitures as they occur.

d. Incremental compensation cost for a modification of the terms or conditions of an award is measured by
comparing the fair value of the modified award with the fair value of the award immediately before the
modification. Statement 123 required that the effects of a modification be measured as the difference be-
tween the fair value of the modified award at the date it is granted and the award’s value immediately before
the modification determined based on the shorter of (1) its remaining initially estimated expected life or (2)
the expected life of the modified award.

e. This Statement also clarifies and expands Statement 123’s guidance in several areas, including measuring
fair value, classifying an award as equity or as a liability, and attributing compensation cost to reporting
periods.

In addition, this Statement amends FASB Statement No. 95, Statement of Cash Flows, to require that excess
tax benefits be reported as a financing cash inflow rather than as a reduction of taxes paid.

How the Conclusions of This Statement Relate to the FASB’s Conceptual Framework

FASB Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises, states that
financial reporting should provide information that is useful in making business and economic decisions. Rec-
ognizing compensation cost incurred as a result of receiving employee services in exchange for valuable equity
instruments issued by the employer will help achieve that objective by providing more relevant and reliable
information about the costs incurred by the employer to obtain employee services in the marketplace.

FASB Concepts Statement No. 2, Qualitative Characteristics of Accounting Information, explains that
comparability of financial information is important because information about an entity gains greatly in useful-
ness if it can be compared with similar information about other entities. Establishing the fair-value-based
method of accounting as the required method will increase comparability because similar economic transac-
tions will be accounted for similarly, which will improve the usefulness of financial information. Requiring the
fair-value-based method also enhances the neutrality of the resulting financial reporting by eliminating the ac-
counting bias toward using certain types of employee share options for compensation.

Completeness is identified in Concepts Statement 2 as an essential element of representational faithfulness
and relevance. To faithfully represent the total cost of employee services to the entity, the cost of services re-
ceived in exchange for awards of share-based compensation should be recognized in that entity’s financial
statements.

FASB Concepts Statement No. 6, Elements of Financial Statements, defines assets as probable future eco-
nomic benefits obtained or controlled by a particular entity as a result of past transactions or events. Employee
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services received in exchange for awards of share-based compensation qualify as assets, though only
momentarily—as the entity receives and uses them—although their use may create or add value to other assets
of the entity. This Statement will improve the accounting for an entity’s assets resulting from receipt of em-
ployee services in exchange for an equity award by requiring that the cost of such assets either be charged to
expense when consumed or capitalized as part of another asset of the entity (as permitted by U.S. GAAP).

Costs and Benefits

The mission of the FASB is to establish and improve standards of financial accounting and reporting for the
guidance and education of the public, including preparers, auditors, and users of financial information. In ful-
filling that mission, the Board endeavors to determine that a proposed standard will fill a significant need and
that the costs imposed to meet that standard, as compared with other alternatives, are justified in relation to the
overall benefits of the resulting information. The Board’s consideration of each issue in a project includes the
subjective weighing of the incremental improvement in financial reporting against the incremental cost of
implementing the identified alternatives. At the end of that process, the Board considers the accounting provi-
sions in the aggregate and assesses the perceived benefits and the related perceived costs on a qualitative basis.

Several procedures were conducted before the issuance of this Statement to aid the Board in its assessment
of the expected costs associated with implementing the required use of the fair-value-based accounting
method. Those procedures included a review of the comment letters received on the Exposure Draft, a field
visit program, a survey of commercial software providers, and discussions with members of the Option Valua-
tion Group that the Board established to provide information and advice on how to improve the guidance in
Statement 123 on measuring the fair value of share options and similar instruments issued to employees in
compensation arrangements. That group included valuation experts from the compensation consulting, risk
management, investment banking, and academic communities. The Board also discussed the issues in the
project with other valuation experts, compensation consultants, and numerous other constituents. After con-
sidering the results of those cost-benefit procedures, the Board concluded that this Statement will sufficiently
improve financial reporting to justify the costs it will impose.

The Effective Dates and Transition Requirements of This Statement
This Statement is effective:

a. For public entities that do not file as small business issuers—as of the beginning of the first interim or an-
nual reporting period that begins after June 15, 2005

b. For public entities that file as small business issuers—as of the beginning of the first interim or annual re-
porting period that begins after December 15, 2005

c. For nonpublic entities—as of the beginning of the first annual reporting period that begins after Decem-
ber 15, 2005.

This Statement applies to all awards granted after the required effective date and to awards modified, repur-
chased, or cancelled after that date. The cumulative effect of initially applying this Statement, if any, is recog-
nized as of the required effective date.

As of the required effective date, all public entities and those nonpublic entities that used the fair-value-
based method for either recognition or disclosure under Statement 123 will apply this Statement using a modi-
fied version of prospective application. Under that transition method, compensation cost is recognized on or
after the required effective date for the portion of outstanding awards for which the requisite service has not yet
been rendered, based on the grant-date fair value of those awards calculated under Statement 123 for either
recognition or pro forma disclosures. For periods before the required effective date, those entities may elect to
apply a modified version of retrospective application under which financial statements for prior periods are
adjusted on a basis consistent with the pro forma disclosures required for those periods by Statement 123. Non-
public entities that used the minimum value method in Statement 123 for either recognition or pro forma dis-
closures are required to apply the prospective transition method as of the required effective date.

Early adoption of this Statement for interim or annual periods for which financial statements or interim re-
ports have not been issued is encouraged.
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INTRODUCTION

1. This Statement requires that the cost resulting
from all share-based payment transactions! be
recognized in the financial statements. This State-
ment establishes fair value as the measurement ob-
jective in accounting for share-based payment ar-
rangements and requires all entities to apply a fair-
value-based measurement method in accounting for
share-based payment transactions with employees
except for equity instruments held by employee
share ownership plans. However, this Statement

provides certain exceptions to that measurement
method if it is not possible to reasonably estimate the
fair value of an award at the grant date. A nonpublic
entity also may choose to measure its liabilities un-
der share-based payment arrangements at intrinsic
value. This Statement also establishes fair value as
the measurement objective for transactions in which
an entity acquires goods or services from nonem-
ployees in share-based payment transactions. This
Statement uses the terms compensation and payment

ITerms defined in Appendix E, the glossary, are set in boldface type the first time they appear.
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in their broadest senses to refer to the consideration
paid for goods or services, regardless of whether the
supplier is an employee.

2. This Statement amends FASB Statement No. 95,
Statement of Cash Flows, to require that excess tax
benefits be reported as a financing cash inflow rather
than as a reduction of taxes paid.

3. This Statement replaces FASB Statement No.
123, Accounting for Stock-Based Compensation, and
supersedes APB Opinion No. 25, Accounting for
Stock Issued to Employees. This Statement also
supersedes or amends other pronouncements
indicated in Appendix D. Appendix A is an integral
part of this Statement and provides implementa-
tion guidance on measurement and recognition of
compensation cost resulting from share-based pay-
ment arrangements with employees. Appendix B
provides the basis for the Board’s conclusions, and
Appendix C provides background information. Ap-
pendix E defines certain terms as they are used in this
Statement, and Appendix F indicates the effect of this
Statement on the status of related authoritative litera-
ture, including American Institute of Certified Public
Accountants (AICPA) literature, Emerging Issues
Task Force (EITF) issues, and Statement 133 imple-
mentation issues.

STANDARDS OF FINANCIAL
ACCOUNTING AND REPORTING

Scope

[Note: Prior to the adoption of FASB Statement
No. 141 (revised 2007), Business Combinations (ef-
fective for business combinations with an acquisi-
tion date on or after the beginning of the first an-
nual reporting period beginning on or after
12/15/08), paragraph 4 should read as follows:]

4. This Statement applies to all share-based payment
transactions in which an entity acquires goods or
services by issuing (or offering to issue) its shares,
share options, or other equity instruments (except
for equity instruments held by an employee share
ownership plan)? or by incurring liabilities to an em-

FASB Statement of Standards

ployee or other supplier (a) in amounts based, at least
in part,3 on the price of the entity’s shares or other eq-
uity instruments or (b) that require or may require
settlement by issuing the entity’s equity shares or
other equity instruments.

[Note: After the adoption of Statement 141(R) by
business entities, or after the adoption of FASB
Statement No. 164, Not-for-Profit Entities: Merg-
ers and Acquisitions (effective prospectively in the
first set of initial or annual financial statements
for a reporting period beginning on or after De-
cember 15, 2009) by not-for-profit entities, para-
graph 4 should read as follows:]

4. This Statement applies to all share-based payment
transactions in which an entity acquires goods or
services by issuing (or offering to issue) its shares,
share options, or other equity instruments (except
for equity instruments held by an employee share
ownership plan)2 or by incurring liabilities to an em-
ployee or other supplier (a) in amounts based, at least
in pan,3 on the price of the entity’s shares or other eq-
uity instruments or (b) that require or may require
settlement by issuing the entity’s equity shares or
other equity instruments. FASB Statement No. 141
(revised 2007), Business Combinations, provides
guidance for determining whether share-based pay-
ment awards issued in a business combination are
part of the consideration transferred in exchange for
the acquiree, and, therefore, in the scope of State-
ment 141(R), or are for continued service to be rec-
ognized in the postcombination period in accordance
with this Statement.

Recognition Principle for Share-Based Payment
Transactions

5. An entity shall recognize the goods acquired or
services received in a share-based payment transac-
tion when it obtains the goods or as services are re-
ceived.4 The entity shall recognize either a corre-
sponding increase in equity or a liability, depending
on whether the instruments granted satisfy the equity
or liability classification criteria (paragraphs 28-35).
As the goods or services are disposed of or con-
sumed, the entity shall recognize the related cost. For

2AICPA Statement of Position 93-6, Employers’ Accounting for Employee Stock Ownership Plans, specifies the accounting by employers for

employee share ownership plans.

3The phrase at least in part is used because an award of share-based compensation may be indexed to both the price of an entity’s shares and
something else that is neither the price of the entity’s shares nor a market, performance, or service condition.

“An entity may need to recognize an asset before it actually receives goods or services if it first exchanges share-based payment for an enforce-
able right to receive those goods or services. Nevertheless, the goods or services themselves are not recognized before they are received.
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example, when inventory is sold, the cost is recog-
nized in the income statement as cost of goods sold,
and as services are consumed, the cost usually is rec-
ognized in determining net income of that period, for
example, as expenses incurred for employee serv-
ices. In some circumstances, the cost of services (or
goods) may be initially capitalized as part of the cost
to acquire or construct another asset, such as inven-
tory, and later recognized in the income statement
when that asset is disposed of or consumed.5

6. The accounting for all share-based payment trans-
actions shall reflect the rights conveyed to the holder
of the instruments and the obligations imposed on the
issuer of the instruments, regardless of how those
transactions are structured. For example, the rights
and obligations embodied in a transfer of equity
shares to an employee for a note that provides no re-
course to other assets of the employee (that is, other
than the shares) are substantially the same as those
embodied in a grant of equity share options. Thus,
that transaction shall be accounted for as a substan-
tive grant of equity share options. The terms of a
share-based payment award and any related arrange-
ment affect its value and, except for certain explicitly
excluded features, such as a reload feature, shall be
reflected in determining the fair value of the equity or
liability instruments granted. For example, the fair
value of a substantive option structured as the ex-
change of equity shares for a nonrecourse note will
differ depending on whether the employee is required
to pay nonrefundable interest on the note. Assess-
ment of both the rights and obligations in a share-
based payment award and any related arrangement
and how those rights and obligations affect the fair
value of an award requires the exercise of judgment
in considering the relevant facts and circumstances.

Measurement Principle for Share-Based
Payment Transactions

7. If the fair value of goods or services received in a
share-based payment transaction with nonemployees
is more reliably measurable than the fair value of the
equity instruments issued, the fair value of the goods

FAS123(R)

or services received shall be used to measure the
transaction.C In contrast, if the fair value of the equity
instruments issued in a share-based payment transac-
tion with nonemployees is more reliably measurable
than the fair value of the consideration received, the
transaction shall be measured based on the fair value
of the equity instruments issued. A share-based pay-
ment transaction with employees shall be measured
based on the fair value (or in certain situations speci-
fied in this Statement, a calculated value or intrinsic
value) of the equity instruments issued.

Measurement Date for Share-Based Payment
Transactions with Nonemployees

8. This Statement does not specify the measure-
ment date for share-based payment transactions
with nonemployees for which the measure of
the cost of goods acquired or services received is
based on the fair value of the equity instruments is-
sued. EITF Issue No. 96-18, “Accounting for Equity
Instruments That Are Issued to Other Than Employ-
ees for Acquiring, or in Conjunction with Selling,
Goods or Services,” establishes criteria for determin-
ing the measurement date for equity instruments is-
sued in share-based payment transactions with
nonemployees.

Accounting for Share-Based Payment
Transactions with Employees

9. The objective of accounting for transactions under
share-based payment arrangements with employees
is to recognize in the financial statements the em-
ployee services received in exchange for equity in-
struments issued or liabilities incurred and the related
cost to the entity as those services are consumed.

10. An entity shall account for the compensation
cost from share-based payment transactions with em-
ployees in accordance with the fair-value-based
method set forth in paragraphs 11-63 of this State-
ment. That is, the cost of services received from em-
ployees in exchange for awards’ of share-based com-
pensation generally shall be measured based on the

SThis Statement refers to recognizing compensation cost rather than compensation expense because any compensation cost that is capitalized as
part of the cost to acquire or construct an asset would not be recognized as compensation expense in the income statement.

6 The consideration received for issuing equity instruments, like the consideration involved in a repurchase of treasury shares, may include stated
or unstated rights. FASB Technical Bulletin No. 85-6, Accounting for a Purchase of Treasury Shares at a Price Significantly in Excess of the
Current Market Price of the Shares and the Income Statement Classification of Costs Incurred in Defending against a Takeover Attempt, pro-

vides pertinent guidance.

This Statement uses the term award as the collective noun for multiple instruments with the same terms and conditions granted at the same time
either to a single employee or to a group of employees. An award may specify multiple vesting dates, referred to as graded vesting, and different
parts of an award may have different expected terms. Provisions of this Statement that refer to an award also apply to a portion of an award.
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grant-date fair value of the equity instruments issued
or on the fair value of the liabilities incurred. The fair
value of liabilities incurred in share-based transac-
tions with employees shall be remeasured at the end
of each reporting period through settlement. Para-
graphs 23-25 and 38 set forth exceptions to the fair-
value-based measurement of awards of share-based
employee compensation.

Certain Transactions with Related Parties and
Other Economic Interest Holders

11. Share-based payments awarded to an employee
of the reporting entity by a related party or other
holder of an economic interest in the entity as com-
pensation for services provided to the entity are
share-based payment transactions to be accounted for
under this Statement unless the transfer is clearly for
a purpose other than compensation for services to the
reporting entity. The substance of such a transaction
is that the economic interest holder makes a capital
contribution to the reporting entity, and that entity
makes a share-based payment to its employee in ex-
change for services rendered. An example of a situa-
tion in which such a transfer is not compensation is a
transfer to settle an obligation of the economic inter-
est holder to the employee that is unrelated to em-
ployment by the entity.

Employee Share Purchase Plans

12. An employee share purchase plan that satisfies
all of the following criteria does not give rise to rec-
ognizable compensation cost (that is, the plan is non-
compensatory):

a. The plan satisfies at least one of the following
conditions:

(1) The terms of the plan are no more favorable
than those available to all holders of the
same class of shares.8

(2) Any purchase discount from the market
price does not exceed the per-share amount
of share issuance costs that would have been
incurred to raise a significant amount of
capital by a public offering. A purchase dis-
count of 5 percent or less from the market
price shall be considered to comply with this
condition without further justification. A pur-
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chase discount greater than 5 percent that
cannot be justified under this condition re-
sults in compensation cost for the entire
amount of the discount.”

b. Substantially all employees that meet limited em-
ployment qualifications may participate on an eq-
uitable basis.

c. The plan incorporates no option features, other
than the following:

(1) Employees are permitted a short period of
time—not exceeding 31 days—after the pur-
chase price has been fixed to enroll in the
plan.

(2) The purchase price is based solely on the
market price of the shares at the date of
purchase, and employees are permitted to
cancel participation before the purchase
date and obtain a refund of amounts previ-
ously paid (such as those paid by payroll
withholdings).

13. A plan provision that establishes the purchase
price as an amount based on the lesser of the equity
share’s market price at date of grant or its market
price at date of purchase is an example of an option
feature that causes the plan to be compensatory.
Similarly, a plan in which the purchase price is based
on the share’s market price at date of grant and that
permits a participating employee to cancel participa-
tion before the purchase date and obtain a refund of
amounts previously paid contains an option feature
that causes the plan to be compensatory. Illustra-
tions 19 (paragraphs A211-A219) and 20 (para-
graphs A220 and A221) provide guidance on deter-
mining whether an employee share purchase plan
satisfies the criteria necessary to be considered
noncompensatory.

14. The requisite service period for any compensa-
tion cost resulting from an employee share purchase
plan is the period over which the employee partici-
pates in the plan and pays for the shares.

Measurement Principle for Share-Based Payment
Transactions with Employees

15. The cost of services received by an entity as con-
sideration for equity instruments issued or liabilities
incurred in share-based compensation transactions

8A transaction subject to an employee share purchase plan that involves a class of equity shares designed exclusively for and held only by current
or former employees or their beneficiaries may be compensatory depending on the terms of the arrangement.

9An entity that justifies a purchase discount in excess of 5 percent shall reassess at least annually, and no later than the first share purchase offer
during the fiscal year, whether it can continue to justify that discount pursuant to paragraph 12(a)(2) of this Statement.
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with employees shall be measured based on the fair
value of the equity instruments issued or the liabili-
ties settled. The portion of the fair value of an instru-
ment attributed to employee service is net of any
amount that an employee pays (or becomes obligated
to pay) for that instrument when it is granted. For ex-
ample, if an employee pays $5 at the grant date for an
option with a grant-date fair value of $50, the amount
attributed to employee service is $45.

Measurement of Awards Classified as Equity

Measurement objective and measurement date for
equity awards

16. The measurement objective for equity instru-
ments awarded to employees is to estimate the fair
value at the grant date of the equity instruments that
the entity is obligated to issue when employees have
rendered the requisite service and satisfied any other
conditions necessary to earn the right to benefit from
the instruments (for example, to exercise share op-
tions). That estimate is based on the share price and
other pertinent factors, such as expected volatility, at
the grant date.

17. To satisfy the measurement objective in para-
graph 16, the restrictions and conditions inherent in
equity instruments awarded to employees are treated
differently depending on whether they continue in ef-
fect after the requisite service period. A restriction
that continues in effect after an entity has issued in-
struments to employees, such as the inability to trans-
fer vested equity share options to third parties or the
inability to sell vested shares for a period of time, is
considered in estimating the fair value of the instru-
ments at the grant date. For equity share options and
similar instruments, the effect of nontransferability
(and nonhedgeability, which has a similar effect) is
taken into account by reflecting the effects of em-
ployees’ expected exercise and post-vesting employ-
ment termination behavior in estimating fair value
(referred to as an option’s expected term).

18. In contrast, a restriction that stems from the for-
feitability of instruments to which employees have
not yet earned the right, such as the inability either to
exercise a nonvested equity share option or to sell
nonvested shares, is not reflected in estimating the
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fair value of the related instruments at the grant date.
Instead, those restrictions are taken into account by
recognizing compensation cost only for awards for
which employees render the requisite service.

19. Awards of share-based employee compensation
ordinarily specify a performance condition or a
service condition (or both) that must be satisfied for
an employee to earn the right to benefit from the
award. No compensation cost is recognized for in-
struments that employees forfeit because a service
condition or a performance condition is not satisfied
(that is, instruments for which the requisite service is
not rendered). Some awards contain a market condi-
tion. The effect of a market condition is reflected in
the grant-date fair value of an award.!0 Compensa-
tion cost thus is recognized for an award with a mar-
ket condition provided that the requisite service is
rendered, regardless of when, if ever, the market con-
dition is satisfied. Illustrations 4 (paragraphs
A86-A104), 5 (paragraphs A105-A110), and 10
(paragraphs A127-A133) provide examples of how
compensation cost is recognized for awards with
service and performance conditions.

20. The fair-value-based method described in para-
graphs 1619 uses fair value measurement tech-
niques, and the grant-date share price and other perti-
nent factors are used in applying those techniques.
However, the effects on the grant-date fair value of
service and performance conditions that apply only
during the requisite service period are reflected based
on the outcomes of those conditions. The remainder
of this Statement refers to the required measure as
fair value.

Nonvested and restricted equity shares

21. A nonvested equity share or nonvested equity
share unit awarded to an employee shall be meas-
ured at its fair value as if it were vested and issued on
the grant date. A restricted share!! awarded to an
employee, that is, a share that will be restricted after
the employee has a vested right to it, shall be meas-
ured at its fair value, which is the same amount for
which a similarly restricted share would be issued to
third parties. Illustration 11(a) (paragraphs
A134-A136) provides an example of accounting for
an award of nonvested shares.

10valuation techniques have been developed to value path-dependent options as well as other options with complex terms. Awards with market

conditions, as defined in this Statement, are path-dependent options.

Nonvested shares granted to employees usually are referred to as restricted shares, but this Statement reserves that term for fully vested and
outstanding shares whose sale is contractually or governmentally prohibited for a specified period of time.

FAS123(R)-11



FAS123(R)

Equity share options

22. The fair value of an equity share option or simi-
lar instrument shall be measured based on the observ-
able market price of an option with the same or simi-
lar terms and conditions, if one is available
(paragraph A7).12 Otherwise, the fair value of an eq-
uity share option or similar instrument shall be esti-
mated using a valuation technique such as an option-
pricing model. For this purpose, a similar instrument
is one whose fair value differs from its intrinsic value,
that is, an instrument that has time value. For ex-
ample, a share appreciation right (SAR) that requires
net settlement in equity shares has time value; an eq-
uity share does not. Paragraphs A2-A42 provide ad-
ditional guidance on estimating the fair value of eq-
uity instruments, including the factors to be taken
into account in estimating the fair value of equity
share options or similar instruments as described in
paragraph A18.

Equity instruments for which it is not possible to
reasonably estimate fair value at the grant date

Equity instruments granted by a nonpublic entity
for which it is not possible to reasonably estimate
fair value at the grant date because it is not
practicable to estimate the expected volatility of
the entity’s share price

23. Anonpublic entity may not be able to reasonably
estimate the fair value of its equity share options and
similar instruments because it is not practicable for it
to estimate the expected volatility of its share price.
In that situation, the entity shall account for its equity
share options and similar instruments based on a
value calculated using the historical volatility of an
appropriate industry sector index instead of the ex-
pected volatility of the entity’s share price (the calcu-
lated value).!3 Paragraphs A43-A48 and Illustration
11(b) (paragraphs A137-A142) provide additional
guidance on applying the calculated value method to
equity share options and similar instruments granted
by a nonpublic entity.
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Equity instruments with terms that make it not
possible to reasonably estimate fair value at the
grant date

24. Tt should be possible to reasonably estimate the
fair value of most equity share options and other eq-
uity instruments at the date they are granted. Appen-
dix A illustrates techniques for estimating the fair val-
ues of several instruments with complicated features.
However, in rare circumstances, it may not be pos-
sible to reasonably estimate the fair value of an eq-
uity share option or other equity instrument at the
grant date because of the complexity of its terms.

25. An equity instrument for which it is not possible
to reasonably estimate fair value at the grant date
shall be accounted for based on its intrinsic value, re-
measured at each reporting date through the date of
exercise or other settlement. The final measure of
compensation cost shall be the intrinsic value of the
instrument at the date it is settled. Compensation cost
for each period until settlement shall be based on the
change (or a portion of the change, depending on the
percentage of the requisite service that has been ren-
dered at the reporting date) in the intrinsic value of
the instrument in each reporting period. The entity
shall continue to use the intrinsic value method for
those instruments even if it subsequently concludes
that it is possible to reasonably estimate their
fair value.

Reload options and contingent features

26. The fair value of each award of equity instru-
ments, including an award of options with a reload
feature (reload options), shall be measured separately
based on its terms and the share price and other perti-
nent factors at the grant date. The effect of a reload
feature in the terms of an award shall not be included
in estimating the grant-date fair value of the award.
Rather, a subsequent grant of reload options pursuant
to that provision shall be accounted for as a separate
award when the reload options are granted.

27. A contingent feature of an award that might
cause an employee to return to the entity either equity
instruments earned or realized gains from the sale of

12 A5 of the issuance of this Statement, such market prices for equity share options and similar instruments granted to employees are generally not

available; however, they may become so in the future.

13T'hroughout the remainder of this Statement, provisions that apply to accounting for share options and similar instruments at fair value also

apply to calculated value.
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equity instruments earned for consideration that is
less than fair value on the date of transfer (including
no consideration), such as a clawback feature (para-
graph A5, footnote 44), shall not be reflected in esti-
mating the grant-date fair value of an equity instru-
ment. Instead, the effect of such a contingent feature
shall be accounted for if and when the contingent
event occurs.

Awards Classified as Liabilities
Criteria for classifying awards as liabilities

28. Paragraphs 29-35 of this Statement provide
guidance for determining whether certain financial
instruments awarded in share-based payment trans-
actions are liabilities. In determining whether an in-
strument not specifically discussed in para-
graphs 29-35 should be classified as a liability or as
equity, an entity shall apply generally accepted ac-
counting principles (GAAP) applicable to financial
instruments issued in transactions not involving
share-based payment.

Applying the classification criteria in
Statement 150

29. FASB Statement No. 150, Accounting for Cer-
tain Financial Instruments with Characteristics of
both Liabilities and Equity, excludes from its scope
instruments that are accounted for under this State-
ment. Nevertheless, unless paragraphs 30-35 of this
Statement require otherwise, an entity shall apply the
classification criteria in paragraphs 8—14 of State-
ment 150, as they are effective at the reporting date,
in determining whether to classify as a liability a
freestanding financial instrument given to an em-
ployee in a share-based payment transaction. Para-
graphs A230-A232 of this Statement provide criteria
for determining when instruments subject to this
Statement subsequently become subject to State-
ment 150 or to other applicable GAAP.

30. In determining the classification of an instru-
ment, an entity shall take into account the deferrals

14Refer to the definition of share option in Appendix E.
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contained in FSP FAS 150-3, “Effective Date, Dis-
closures, and Transition for Mandatorily Redeemable
Financial Instruments of Certain Nonpublic Entities
and Certain Mandatorily Redeemable Noncontrol-
ling Interests under FASB Statement No. 150, Ac-
counting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity.” In ad-
dition, a call option!4 written on an instrument that is
not classified as a liability because of the deferrals in
FSP FAS 150-3 (for example, a call option on a man-
datorily redeemable share for which liability classifi-
cation is deferred under FSP FAS 150-3) also shall be
classified as equity while the deferral is in effect un-
less liability classification is required under the provi-
sions of paragraph 32 of this Statement.

Classification of certain awards with repurchase
features

31. Statement 150 does not apply to outstanding
shares embodying a conditional obligation to transfer
assets, for example, shares that give the employee the
right to require the employer to repurchase them for
cash equal to their fair value (puttable shares). A put-
table (or callable) share!S awarded to an employee as
compensation shall be classified as a liability if either
of the following conditions is met: (a) the repurchase
feature permits the employee to avoid bearing the
risks and rewards normally associated with equity
share ownership for a reasonable period of time from
the date the requisite service is rendered and the share
is issued,'%17 or (b) it is probable that the employer
would prevent the employee from bearing those risks
and rewards for a reasonable period of time from the
date the share is issued. For this purpose, a period of
six months or more is a reasonable period of time. A
puttable (or callable) share that does not meet either
of those conditions shall be classified as equity.!8

32. Options or similar instruments on shares shall be
classified as liabilities if (a) the underlying shares are

15A put right may be granted to the employee in a transaction that is related to a share-based compensation arrangement. If exercise of such a put
right would require the entity to repurchase shares issued under the share-based compensation arrangement, the shares shall be accounted for as

puttable shares.

167 repurchase feature that can be exercised only upon the occurrence of a contingent event that is outside the employee’s control (such as an
initial public offering) would not meet condition (a) until it becomes probable that the event will occur within the reasonable period of time.

7An employee begins to bear the risks and rewards normally associated with equity share ownership when all the requisite service has been

rendered.

18SEC registrants are required to consider the guidance in ASR No. 268, Presentation in Financial Statements of “Redeemable Preferred
Stocks.” Under that guidance, shares subject to mandatory redemption requirements or whose redemption is outside the control of the issuer are

classified outside permanent equity.
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classified as liabilities or (b) the entity can be re-
quired under any circumstances' 2 to settle the op-
tion or similar instrument by transferring cash or
other assets.!3® For example, an entity may grant an
option to an employee that, upon exercise, would be
settled by issuing a mandatorily redeemable share
that is not subject to the deferral in FSP FAS 150-3.
Because the mandatorily redeemable share would be
classified as a liability under Statement 150, the op-
tion also would be classified as a liability.

Awards with conditions other than market,
performance, or service conditions

33. An award may be indexed to a factor in addition
to the entity’s share price. If that additional factor is
not a market, performance, or service condition, the
award shall be classified as a liability for purposes of
this Statement, and the additional factor shall be re-
flected in estimating the fair value of the award.1?
Paragraph A53 provides examples of such awards.

Evaluating the terms of a share-based payment
award in determining whether it qualifies
as a liability

34. The accounting for an award of share-based pay-
ment shall reflect the substantive terms of the award
and any related arrangement. Generally, the written
terms provide the best evidence of the substantive
terms of an award. However, an entity’s past practice
may indicate that the substantive terms of an award
differ from its written terms. For example, an entity
that grants a tandem award under which an em-
ployee receives either a stock option or a cash-settled
SAR is obligated to pay cash on demand if the choice
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is the employee’s, and the entity thus incurs a liability
to the employee. In contrast, if the choice is the enti-
ty’s, it can avoid transferring its assets by choosing to
settle in stock, and the award qualifies as an equity in-
strument. However, if an entity that nominally has
the choice of settling awards by issuing stock pre-
dominately settles in cash, or if the entity usually
settles in cash whenever an employee asks for cash
settlement, the entity is settling a substantive liability
rather than repurchasing an equity instrument. In de-
termining whether an entity that has the choice of set-
tling an award by issuing equity shares has a substan-
tive liability, the entity also shall consider whether (a)
it has the ability to deliver the shares?0 and (b) it is
required to pay cash if a contingent event occurs
(paragraph 32).

Broker-assisted cashless exercises and minimum
statutory withholding requirements

35. A provision that permits employees to effect a
broker-assisted cashless exercise of part or all of an
award of share options through a broker does not re-
sult in liability classification for instruments that oth-
erwise would be classified as equity if both of the fol-
lowing criteria are satisfied:2!

a. The cashless exercise requires a valid exercise of
the share options.

b. The employee is the legal owner of the shares
subject to the option (even though the employee
has not paid the exercise price before the sale of
the shares subject to the option).

Similarly, a provision for either direct or indirect
(through a net-settlement feature) repurchase of
shares issued upon exercise of options (or the vesting

1884 cash settlement feature that can be exercised only upon the occurrence of a contingent event that is outside the employee’s control (such as
an initial public offering) would not meet condition (b) until it becomes probable that event will occur.

18bgEC registrants are required to consider the guidance in ASR 268. Under that guidance, options and similar instruments subject to mandatory
redemption requirements or whose redemption is outside the control of the issuer are classified outside permanent equity.

19For this purpose, an award of equity share options granted to an employee of an entity’s foreign operation that provides for a fixed exercise
price denominated either in the foreign operation’s functional currency or in the currency in which the employee’s pay is denominated shall not
be considered to contain a condition that is not a market, performance, or service condition. Therefore, such an award is not required to be clas-
sified as a liability if it otherwise qualifies as equity. For example, equity share options with an exercise price denominated in Euros granted to
employees of a U.S. entity’s foreign operation whose functional currency is the Euro are not required to be classified as liabilities if those options
otherwise qualify as equity. In addition, such options are not required to be classified as liabilities even if the functional currency of the foreign
operation is the U.S. dollar, provided that the employees to whom the options are granted are paid in Euros.

20Federal securities law generally requires that transactions involving offerings of shares under employee share option arrangements be regis-
tered, unless there is an available exemption. For purposes of this Statement, such requirements do not, by themselves, imply that an entity does
not have the ability to deliver shares and thus do not require an award that otherwise qualifies as equity to be classified as a liability.

21 A broker that is a related party of the entity must sell the shares in the open market within a normal settlement period, which generally is three
days, for the award to qualify as equity.
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of nonvested shares), with any payment due employ-
ees withheld to meet the employer’s minimum statu-
tory withholding requirements?2 resulting from the
exercise, does not, by itself, result in liability classifi-
cation of instruments that otherwise would be classi-
fied as equity. However, if an amount in excess of the
minimum statutory requirement is withheld, or may
be withheld at the employee’s discretion, the entire
award shall be classified and accounted for as a
liability.

Measurement objective and measurement date for
liabilities

36. At the grant date, the measurement objective for
liabilities incurred under share-based compensation
arrangements is the same as the measurement objec-
tive for equity instruments awarded to employees as
described in paragraph 16. However, the measure-
ment date for liability instruments is the date of
settlement. Accordingly, liabilities incurred under
share-based payment arrangements are remeasured
at the end of each reporting period until settlement.

Measurement of liability awards of public entities

37. A public entity shall measure a liability award
under a share-based payment arrangement based on
the award’s fair value remeasured at each reporting
date until the date of settlement. Compensation cost
for each period until settlement shall be based on the
change (or a portion of the change, depending on the
percentage of the requisite service that has been ren-
dered at the reporting date) in the fair value of the in-
strument for each reporting period. Illustration 10
(paragraphs A127-A133) provides an example of ac-
counting for an instrument classified as a liability us-
ing the fair-value-based method.

Measurement of liability awards of nonpublic
entities

38. A nonpublic entity shall make a policy decision
of whether to measure all of its liabilities incurred un-
der share-based payment arrangements at fair value
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or to measure all such liabilities at intrinsic value.23
Regardless of the method selected, a nonpublic
entity shall remeasure its liabilities under share-based
payment arrangements at each reporting date
until the date of settlement. The fair-value-based
method is preferable for purposes of justifying a
change in accounting principle under FASB State-
ment No. 154, Accounting Changes and Error Cor-
rections. llustration 10 (paragraphs A127-A133)
provides an example of accounting for an instrument
classified as a liability using the fair-value-based
method. Illustration 11(c) (paragraphs A143-A148)
provides an example of accounting for an instrument
classified as a liability using the intrinsic value
method.

Recognition of Compensation Cost for an Award
Accounted for as an Equity Instrument

Recognition of compensation cost over the
requisite service period

39. The compensation cost for an award of share-
based employee compensation classified as equity
shall be recognized over the requisite service period,
with a corresponding credit to equity (generally,
paid-in capital). The requisite service period is the pe-
riod during which an employee is required to provide
service in exchange for an award, which often is the
vesting period. The requisite service period is esti-
mated based on an analysis of the terms of the share-
based payment award.

40. The requisite service period may be explicit or it
may be implicit, being inferred from an analysis of
other terms in the award, including other explicit
service or performance conditions. The requisite
service period for an award that contains a market
condition can be derived from certain valuation tech-
niques that may be used to estimate grant-date fair
value (paragraph A60). An award may have one or
more explicit, implicit, or derived service periods;
however, an award may have only one requisite serv-
ice period for accounting purposes unless it is ac-
counted for as in-substance multiple awards.24 Para-
graphs A59—-A74 provide guidance on estimating the

22Minimum statutory withholding requirements are to be based on the applicable minimum statutory withholding rates required by the relevant
tax authority (or authorities, for example, federal, state, and local), including the employee’s share of payroll taxes that are applicable to such

supplemental taxable income.

23Consistent with the guidance in paragraph 23, footnote 13, a nonpublic entity that is not able to reasonably estimate the fair value of its equity
share options and similar instruments because it is not practicable for it to estimate the expected volatility of its share price shall make a policy
choice of whether to measure its liabilities under share-based payment arrangements at calculated value or at intrinsic value.

2*An award with a graded vesting schedule that is accounted for as in-substance multiple awards is an example of an award that has more than

one requisite service period (paragraph 42).
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requisite service period and provide examples of how
that period should be estimated if an award’s terms
include more than one explicit, implicit, or derived
service period.

41. The service inception date is the beginning of
the requisite service period. If the service inception
date precedes the grant date (paragraph A79), accrual
of compensation cost for periods before the grant
date shall be based on the fair value of the award at
the reporting date. In the period in which the grant
date occurs, cumulative compensation cost shall be
adjusted to reflect the cumulative effect of measuring
compensation cost based on fair value at the grant
date rather than the fair value previously used at the
service inception date (or any subsequent reporting
date). Illustration 3 (paragraphs A79-A85) provides
guidance on the concept of service inception date and
how it is to be applied.

42. An entity shall make a policy decision about
whether to recognize compensation cost for an award
with only service conditions that has a graded vesting
schedule (a) on a straight-line basis over the requisite
service period for each separately vesting portion of
the award as if the award was, in-substance, multiple
awards or (b) on a straight-line basis over the requi-
site service period for the entire award (that is, over
the requisite service period of the last separately vest-
ing portion of the award). However, the amount of
compensation cost recognized at any date must at
least equal the portion of the grant-date value of the
award that is vested at that date. Illustration 4(b)
(paragraphs A97-A104) provides an example of the
accounting for an award with a graded vesting
schedule.

Amount of compensation cost to be recognized
over the requisite service period

43. The total amount of compensation cost recog-
nized at the end of the requisite service period for an
award of share-based compensation shall be based on
the number of instruments for which the requisite
service has been rendered (that is, for which the req-
uisite service period has been completed). An entity
shall base initial accruals of compensation cost on the
estimated number of instruments for which the requi-
site service is expected to be rendered. That estimate
shall be revised if subsequent information indicates
that the actual number of instruments is likely to dif-
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fer from previous estimates. The cumulative effect on
current and prior periods of a change in the estimated
number of instruments for which the requisite service
is expected to be or has been rendered shall be recog-
nized in compensation cost in the period of the
change.

44. Accruals of compensation cost for an award with
a performance condition shall be based on the prob-
able2 outcome of that performance condition—
compensation cost shall be accrued if it is probable
that the performance condition will be achieved and
shall not be accrued if it is not probable that the per-
formance condition will be achieved. If an award has
multiple performance conditions (for example, if the
number of options or shares an employee earns var-
ies depending on which, if any, of two or more per-
formance conditions is satisfied), compensation cost
shall be accrued if it is probable that a performance
condition will be satisfied. In making that assess-
ment, it may be necessary to take into account the in-
terrelationship of those performance conditions. Il-
lustration 5 (paragraphs A105-A110) provides an
example of how to account for awards with multiple
performance conditions.

45. Previously recognized compensation cost shall
not be reversed if an employee share option (or share
unit) for which the requisite service has been ren-
dered expires unexercised (or unconverted).

Estimating the requisite service period

46. An entity shall make its initial best estimate of
the requisite service period at the grant date (or at the
service inception date if that date precedes the grant
date) and shall base accruals of compensation cost on
that period. An entity shall adjust that initial best esti-
mate in light of changes in facts and circumstances.
The initial best estimate and any subsequent adjust-
ment to that estimate of the requisite service period
for an award with a combination of market, perform-
ance, or service conditions shall be based on an
analysis of (a) all vesting and exercisability condi-
tions, (b) all explicit, implicit, and derived service pe-
riods, and (c) the probability that performance or
service conditions will be satisfied. For such an
award, whether and how the initial best estimate of
the requisite service period is adjusted depends on
both the nature of those conditions and the manner in
which they are combined, for example, whether an

25Probable is used in the same sense as in FASB Statement No. 5, Accounting for Contingencies: “‘the future event or events are likely to occur”

(paragraph 3).
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award vests or becomes exercisable when either a
market or a performance condition is satisfied or
whether both conditions must be satisfied. Para-
graphs A59-A66 provide guidance on adjusting the
initial estimate of the requisite service period.

Effect of market, performance, and service
conditions on recognition and measurement of
compensation cost

Market, performance, and service conditions
that affect vesting or exercisability

47. If an award requires satisfaction of one or more
market, performance, or service conditions (or any
combination thereof), compensation cost is recog-
nized if the requisite service is rendered, and no com-
pensation cost is recognized if the requisite service is
not rendered. Paragraphs A49—A51 provide guidance
on applying this provision to awards with market,
performance, or service conditions (or any combina-
tion thereof).

48. Performance or service conditions that affect
vesting are not reflected in estimating the fair value
of an award at the grant date because those condi-
tions are restrictions that stem from the forfeitability
of instruments to which employees have not yet
earned the right. However, the effect of a market con-
dition is reflected in estimating the fair value of an
award at the grant date (paragraph 19). For purposes
of this Statement, a market condition is not consid-
ered to be a vesting condition, and an award is not
deemed to be forfeited solely because a market con-
dition is not satisfied. Accordingly, an entity shall re-
verse previously recognized compensation cost for
an award with a market condition only if the requisite
service is not rendered.

Market, performance, and service conditions
that affect factors other than vesting or
exercisability

49. Market, performance, and service conditions (or
any combination thereof) may affect an award’s exer-
cise price, contractual term, quantity, conversion ra-
tio, or other factors that are considered in measuring
an award’s grant-date fair value. A grant-date fair
value shall be estimated for each possible outcome of
such a performance or service condition, and the final
measure of compensation cost shall be based on the
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amount estimated at the grant date for the condition
or outcome that is actually satisfied. Para-
graphs A52-A54 provide additional guidance on the
effects of market, performance, and service condi-
tions that affect factors other than vesting or exercis-
ability. Illustrations 5 (paragraphs A105-A110), 6
(paragraphs A111-A113), and 8 (paragraphs
A121-A124) provide examples of accounting for
awards with such conditions.

Recognition of Changes in the Fair Value or
Intrinsic Value of Awards Classified as Liabilities

50. Changes in the fair value (or intrinsic value for a
nonpublic entity that elects that method) of a liability
incurred under a share-based payment arrangement
that occur during the requisite service period shall be
recognized as compensation cost over that period.
The percentage of the fair value (or intrinsic value)
that is accrued as compensation cost at the end of
each period shall equal the percentage of the requisite
service that has been rendered at that date. Changes
in the fair value (or intrinsic value) of a liability that
occur after the end of the requisite service period are
compensation cost of the period in which the changes
occur. Any difference between the amount for which
a liability award is settled and its fair value at the
settlement date as estimated in accordance with the
provisions of this Statement is an adjustment of com-
pensation cost in the period of settlement. Illustration
10 (paragraphs A127-A133) provides an example of
accounting for a liability award from the grant date
through its settlement.

Modifications of Awards of Equity Instruments

51. A modification of the terms or conditions of an
equity award shall be treated as an exchange of the
original award for a new award.20 In substance, the
entity repurchases the original instrument by issuing
a new instrument of equal or greater value, incurring
additional compensation cost for any incremental
value. The effects of a modification shall be meas-
ured as follows:

a. Incremental compensation cost shall be meas-
ured as the excess, if any, of the fair value of the
modified award determined in accordance with
the provisions of this Statement over the fair
value of the original award immediately before

26A modification of a liability award also is accounted for as the exchange of the original award for a new award. However, because liability
awards are remeasured at their fair value (or intrinsic value for a nonpublic entity that elects that method) at each reporting date, no special guid-
ance is necessary in accounting for a modification of a liability award that remains a liability after the modification.
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its terms are modified, measured based on the
share price and other pertinent factors at that
date.7 The effect of the modification on the num-
ber of instruments expected to vest also shall be
reflected in determining incremental compensa-
tion cost. The estimate at the modification date of
the portion of the award expected to vest shall be
subsequently adjusted, if necessary, in accord-
ance with paragraphs 43—45 and other guidance
in [llustration 13 (paragraphs A160-A170).

b. Total recognized compensation cost for an equity
award shall at least equal the fair value of the
award at the grant date unless at the date of the
modification the performance or service condi-
tions of the original award are not expected to be
satisfied. Thus, the total compensation cost meas-
ured at the date of a modification shall be (1) the
portion of the grant-date fair value of the original
award for which the requisite service is expected
to be rendered (or has already been rendered) at
that date plus (2) the incremental cost resulting
from the modification. Compensation cost shall
be subsequently adjusted, if necessary, in accord-
ance with paragraphs 43-45 and other guidance
in Iustration 13 (paragraphs A160-A170).

c. A change in compensation cost for an equity
award measured at intrinsic value in accordance
with paragraph 25 shall be measured by compar-
ing the intrinsic value of the modified award, if
any, with the intrinsic value of the original award,
if any, immediately before the modification.

Illustrations 12—14 (paragraphs A149-A189) pro-
vide additional guidance on, and illustrate the ac-
counting for, modifications of both vested and non-
vested awards, including a modification that changes
the classification of the related financial instruments
from equity to liability or vice versa, and modifica-
tions of vesting conditions. Illustration 22 (para-
graphs A225-A232) provides additional guidance on
accounting for modifications of certain freestanding
financial instruments that initially were subject to this
Statement but subsequently became subject to other
applicable GAAP.
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Inducements

52. A short-term inducement shall be accounted
for as a modification of the terms of only the awards
of employees who accept the inducement. Other in-
ducements are modifications of the terms of all
awards subject to them and shall be accounted for
as such.

Equity restructurings

53. Exchanges of share options or other equity in-
struments or changes to their terms in conjunction
with an equity restructuring or a business combina-
tion are modifications for purposes of this Statement.

54. Except for a modification to add an antidilution
provision that is not made in contemplation of an eq-
uity restructuring, accounting for a modification in
conjunction with an equity restructuring requires a
comparison of the fair value of the modified award
with the fair value of the original award immediately
before the modification in accordance with para-
graph 51. If those amounts are the same, for instance,
because the modification is designed to equalize the
fair value of an award before and after an equity re-
structuring, no incremental compensation cost is rec-
ognized. Illustration 12(e) (paragraphs A156-A159)
provides further guidance on applying the provisions
of this paragraph.

Repurchases or cancellations of awards of equity
instruments

55. The amount of cash or other assets transferred
(or liabilities incurred) to repurchase an equity award
shall be charged to equity, to the extent that the
amount paid does not exceed the fair value of the eg-
uity instruments repurchased at the repurchase date.
Any excess of the repurchase price over the fair value
of the instruments repurchased shall be recognized as
additional compensation cost. An entity that repur-
chases an award for which the requisite service has

27 As indicated in paragraph 23, footnote 13, references to fair value throughout paragraphs 24-85 of this Statement should be read also to en-

compass calculated value.
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not been rendered has, in effect, modified the requi-
site service period to the period for which service al-
ready has been rendered, and thus the amount of
compensation cost measured at the grant date but not
yet recognized shall be recognized at the repurchase
date.

Cancellation and replacement of awards of equity
instruments

56. Cancellation of an award accompanied by the
concurrent grant of (or offer to grant)28 a replace-
ment award or other valuable consideration shall be
accounted for as a modification of the terms of the
cancelled award. Therefore, incremental compensa-
tion cost shall be measured as the excess of the fair
value of the replacement award or other valuable
consideration over the fair value of the cancelled
award at the cancellation date in accordance with
paragraph 51. Thus, the total compensation cost
measured at the date of a cancellation and replace-
ment shall be the portion of the grant-date fair value
of the original award for which the requisite service
is expected to be rendered (or has already been ren-
dered) at that date plus the incremental cost resulting
from the cancellation and replacement.

57. A cancellation of an award that is not accompa-
nied by the concurrent grant of (or offer to grant) a re-
placement award or other valuable consideration
shall be accounted for as a repurchase for no consid-
eration. Accordingly, any previously unrecognized
compensation cost shall be recognized at the cancel-
lation date.

Accounting for Tax Effects of Share-Based
Compensation Awards

58. Income tax regulations specify allowable tax de-
ductions for instruments issued under share-based
payment arrangements in determining an entity’s in-
come tax liability. For example, under U.S. tax law at
the issuance date of this Statement, allowable tax de-
ductions are generally measured as the intrinsic value
of an instrument on a specified date. The time value
component, if any, of the fair value of an instrument
generally is not tax deductible. Therefore, tax deduc-
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tions generally will arise in different amounts and in
different periods from compensation cost recognized
in financial statements.

59. The cumulative amount of compensation cost
recognized for instruments classified as equity that
ordinarily would result in a future tax deduction un-
der existing tax law shall be considered to be a de-
ductible temporary difference in applying FASB
Statement No. 109, Accounting for Income Taxes.
The deductible temporary difference shall be based
on the compensation cost recognized for financial re-
porting purposes. The deferred tax benefit (or ex-
pense) that results from increases (or decreases) in
that temporary difference, for example, an increase
that results as additional service is rendered and the
related cost is recognized or a decrease that results
from forfeiture of an award, shall be recognized in
the income statement.2% Recognition of compensa-
tion cost for instruments that ordinarily do not result
in tax deductions under existing tax law shall not be
considered to result in a deductible temporary differ-
ence in applying Statement 109. A future event, such
as an employee’s disqualifying disposition of shares
under U.S. tax law at the issuance date of this State-
ment, can give rise to a tax deduction for instruments
that ordinarily do not result in a tax deduction. The
tax effects of such an event shall be recognized only
when it occurs.

60. The cumulative amount of compensation cost
recognized for instruments classified as liabilities that
ordinarily would result in a future tax deduction un-
der existing tax law also shall be considered to be a
deductible temporary difference. The deductible tem-
porary difference shall be based on the compensation
cost recognized for financial reporting purposes.

61. Statement 109 requires a deferred tax asset to be
evaluated for future realization and to be reduced by
a valuation allowance if, based on the weight of the
available evidence, it is more likely than not that
some portion or all of the deferred tax asset will not
be realized.30 Differences between (a) the deductible
temporary difference computed pursuant to para-
graph 59 of this Statement and (b) the tax deduction
that would result based on the current fair value of

28The phrase offer to grant is intended to cover situations in which the service inception date precedes the grant date.

ngompensation cost that is capitalized as part of the cost of an asset, such as inventory, shall be considered to be part of the tax basis of that asset

for financial reporting purposes.

30Pm’agralph 21 of Statement 109 states, “Future realization of the tax benefit of an existing deductible temporary difference or carryforward
ultimately depends on the existence of sufficient taxable income of the appropriate character (for example, ordinary income or capital gain)
within the carryback, carryforward period available under the tax law.” That paragraph goes on to describe the four sources of taxable income
that may be available under the tax law to realize a tax benefit for deductible temporary differences and carryforwards.
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the entity’s shares shall not be considered in measur-
ing the gross deferred tax asset or determining the
need for a valuation allowance for a deferred tax as-
set recognized under this Statement.

62. If a deduction reported on a tax return for an
award of equity instruments exceeds the cumulative
compensation cost for those instruments recognized
for financial reporting, any resulting realized tax ben-
efit that exceeds the previously recognized deferred
tax asset for those instruments (the excess tax benefit)
shall be recognized as additional paid-in capital 3!
However, an excess of a realized tax benefit for an
award over the deferred tax asset for that award shall
be recognized in the income statement to the extent
that the excess stems from a reason other than
changes in the fair value of an entity’s shares between
the measurement date for accounting purposes and a
later measurement date for tax purposes.

63. The amount deductible on the employer’s tax re-
turn may be less than the cumulative compensation
cost recognized for financial reporting purposes. The
write-off of a deferred tax asset related to that defi-
ciency, net of the related valuation allowance, if any,
shall first be offset to the extent of any remaining ad-
ditional paid-in capital from excess tax benefits from
previous awards accounted for in accordance with
this Statement or Statement 123. The remaining bal-
ance, if any, of the write-off of a deferred tax asset re-
lated to a tax deficiency shall be recognized in the in-
come statement. An entity that continued to use
Opinion 25’s intrinsic value method as permitted by
Statement 123 shall calculate the amount available
for offset as the net amount of excess tax benefits that
would have qualified as such had it instead adopted
Statement 123 for recognition purposes pursuant to
Statement 123’s original effective date and transition
method. In determining that amount, no distinction
shall be made between excess tax benefits attribut-
able to different types of equity awards, such as re-
stricted shares or share options. An entity shall ex-
clude from that amount both excess tax benefits from
share-based payment arrangements that are outside
the scope of this Statement, such as employee share
ownership plans, and excess tax benefits that have
not been realized pursuant to Statement 109, as noted
in paragraph A94, footnote 82, of this State-
ment. [llustrations 4(a) (paragraphs A94-A96), 10
(paragraphs A132 and A133), 11(a) (para-

FASB Statement of Standards

graphs A135 and A136), and 14(a) (para-
graphs A178-A180) of this Statement provide ex-
amples of accounting for the income tax effects of
various awards.

Disclosures

64. An entity with one or more share-based payment
arrangements shall disclose information that enables
users of the financial statements to understand:

a. The nature and terms of such arrangements that
existed during the period and the potential effects
of those arrangements on shareholders

b. The effect of compensation cost arising from
share-based payment arrangements on the in-
come statement

c. The method of estimating the fair value of the
goods or services received, or the fair value of the
equity instruments granted (or offered to grant),
during the period

d. The cash flow effects resulting from share-based
payment arrangements.

Paragraphs A240 and A241 indicate the minimum
information needed to achieve those objectives and
illustrate how the disclosure requirements might be
satisfied. In some circumstances, an entity may need
to disclose information beyond that listed in para-
graph A240 to achieve the disclosure objectives.

65. An entity that acquires goods or services other
than employee services in share-based payment
transactions shall provide disclosures similar to those
required by paragraph 64 to the extent that those dis-
closures are important to an understanding of the ef-
fects of those transactions on the financial statements.
In addition, an entity that has multiple share-based
payment arrangements with employees shall disclose
information separately for different types of awards
under those arrangements to the extent that differ-
ences in the characteristics of the awards make sepa-
rate disclosure important to an understanding of the
entity’s use of share-based compensation (para-
graph A240).

Earnings per Share Implications

66. FASB Statement No. 128, Earnings per Share,
requires that employee equity share options, non-
vested shares, and similar equity instruments granted

e only a portion of an award is exercised, determination of the excess tax benefits shall be based on the portion of the award that is exercised.
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to employees be treated as potential common shares
in computing diluted earnings per share. Diluted
earnings per share shall be based on the actual num-
ber of options or shares granted and not yet forfeited,
unless doing so would be antidilutive. If vesting in or
the ability to exercise (or retain) an award is contin-
gent on a performance or market condition, such as
the level of future earnings, the shares or share op-
tions shall be treated as contingently issuable shares
in accordance with paragraphs 30-35 of State-
ment 128. If equity share options or other equity in-
struments are outstanding for only part of a period,
the shares issuable shall be weighted to reflect the
portion of the period during which the equity instru-
ments are outstanding.

67. Paragraphs 21-23 of Statement 128 provide
guidance on applying the treasury stock method for
equity instruments granted in share-based payment
transactions in determining diluted earnings per
share.

Amendments to Statement 95

68. Statement 95 is amended by adding the under-
lined wording as follows:

a. Paragraph 19, as amended by FASB State-
ments No. 117, Financial Statements of Not-for-
Profit Organizations, and No. 149, Amendment
of Statement 133 on Derivative Instruments and
Hedging Activities:

Cash inflows from financing activities are:

a. Proceeds from issuing equity instruments

b. Proceeds from issuing bonds, mortgages,
notes, and from other short- or long-term
borrowing

c. Receipts from contributions and invest-
ment income that by donor stipulation are
restricted for the purposes of acquiring,
constructing, or improving property,
plant, equipment, or other long-lived as-
sets or establishing or increasing a perma-
nent endowment or term endowment

d. Proceeds received’? from derivative in-
struments that include financing
elements’® at inception

e. Cash retained as a result of the tax deduct-
ibility of increases in the value of equity
instruments issued under share-based
payment arrangements that are not in-
cluded in the cost of goods or services
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that is recognizable for financial reporting
purposes. For this purpose, excess tax
benefits shall be determined on an indi-
vidual award (or a portion thereof) basis.

b. Paragraph 23, as amended by FASB State-
ments No. 102, Statement of Cash Flows—
Exemption of Certain Enterprises and Classifica-
tion of Cash Flows from Certain Securities Ac-
quired for Resale, and No. 145, Rescission of
FASB Statements No. 4, 44, and 64, Amendment
of FASB Statement No. 13, and Technical
Corrections:

Cash outflows for operating activities are:

a. Cash payments to acquire materials for
manufacture or goodsg‘1 for resale, in-
cluding principal payments on accounts
and both short- and long-term notes pay-
able to suppliers for those materials or
goods.

b. Cash payments to other suppliers and em-
ployees for other goods or services.

c. Cash payments to governments for taxes,
duties, fines, and other fees or penalties
and the cash that would have been paid
for income taxes if increases in the value
of equity instruments issued under share-
based payment arrangements that are not
included in the cost of goods or services
recognizable for financial reporting pur-
poses also had not been deductible in de-
termining taxable income. (This is the
same amount reported as a financing cash
inflow pursuant to paragraph 19(e) of this
Statement.)

d. Cash payments to lenders and other credi-
tors for interest.

e. All other cash payments that do not stem
from transactions defined as investing or
financing activities, such as payments to
settle lawsuits, cash contributions to
charities, and cash refunds to customers.

c. Paragraph 27, as amended by Statement 117:

In reporting cash flows from operating activi-
ties, enterprises are encouraged to report ma-
jor classes of gross cash receipts and gross
cash payments and their arithmetic sum—the
net cash flow from operating activities (the
direct method). Enterprises that do so should,
at a minimum, separately report the follow-
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ing classes of operating cash receipts and
payments:

a. Cash collected from customers, including
lessees, licensees, and the like

b. Interest and dividends received!'2

c. Other operating cash receipts, if any

d. Cash paid to employees and other suppli-
ers of goods or services, including suppli-
ers of insurance, advertising, and the like

e. Interest paid

f. Income taxes paid and, separately, the
cash that would have been paid for in-
come taxes if increases in the value of eq-
uity instruments issued under share-based
payment arrangements that are not recog-
nizable as a cost of goods or services for
accounting purposes also had not been
deductible in determining taxable income

(paragraph 19(e))

g. Other operating cash payments, if any.

Enterprises are encouraged to provide further
breakdowns of operating cash receipts and
payments that they consider meaningful and
feasible. For example, a retailer or manufac-
turer might decide to further divide cash paid
to employees and suppliers (category (d)
above) into payments for costs of inventory
and payments for selling, general, and admin-
istrative expenses.

Effective Dates and Transition

69. This Statement is effective:

a. For public entities that do not file as small busi-
ness issuers—as of the beginning of the first in-
terim or annual reporting period that begins after
June 15, 2005

b. For public entities that file as small business
issuers—as of the beginning of the first interim or
annual reporting period that begins after Decem-
ber 15, 2005

c. For nonpublic entities—as of the beginning of the
first annual reporting period that begins after De-
cember 15, 2005.

The effective date for a nonpublic entity that be-
comes a public entity after June 15, 2005, and does
not file as a small business issuer is the first interim or
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annual reporting period beginning after the entity be-
comes a public entity. If the newly public entity files
as a small business issuer, the effective date is the first
interim or annual reporting period beginning after
December 15, 2005, for which the entity is a public
entity.

70. This Statement applies to all awards granted af-
ter the required effective date. This Statement shall
not be applied to awards granted in periods before the
required effective date except to the extent that prior
periods’ awards are modified, repurchased, or can-
celled after the required effective date and as required
by paragraph 74. The cumulative effect of initially
applying this Statement, if any, shall be recognized as
of the required effective date (paragraphs 79-82).

71. As of the required effective date, all public enti-
ties and those nonpublic entities that used the fair-
value-based method for either recognition or disclo-
sure under Statement 123 shall apply the modified
prospective application transition method (para-
graphs 74 and 75). For periods before the required ef-
fective date, those entities may elect to apply the
modified retrospective application transition method
(paragraphs 76-78).

72. Nonpublic entities that used the minimum value
method in Statement 123 for either recognition or pro
forma disclosures are required to apply the prospec-
tive transition method (paragraph 83) as of the re-
quired effective date.

73. Early adoption of this Statement for interim or
annual periods for which financial statements or in-
terim reports have not been issued is encouraged.32

Modified Prospective Application

74. As of the required effective date, all public enti-
ties and those nonpublic entities that used the fair-
value-based method for either recognition or disclo-
sure under Statement 123, including such nonpublic
entities that become public entities after June 15,
2005, shall adopt this Statement using a modified
version of prospective application (modified prospec-
tive application). Under modified prospective appli-
cation, this Statement applies to new awards and to
awards modified, repurchased, or cancelled after the
required effective date. Additionally, compensation
cost for the portion of awards for which the requisite

32 an entity early adopts this Statement pursuant to paragraph 73, then the required effective date would be the first date in the initial period of

adoption.

FAS123(R)—22



Share-Based Payment

service has not been rendered that are outstanding as
of the required effective date shall be recognized as
the requisite service is rendered on or after the re-
quired effective date. The compensation cost for that
portion of awards shall be based on the grant-date fair
value of those awards as calculated for either recog-
nition or pro forma disclosures under Statement 123.
Changes to the grant-date fair value of equity awards
granted before the required effective date of this
Statement are precluded.3 The compensation cost
for those earlier awards shall be attributed to periods
beginning on or after the required effective date of
this Statement using the attribution method that was
used under Statement 123, except that the method of
recognizing forfeitures only as they occur shall not be
continued (paragraph 80). Any unearned or deferred
compensation (contra-equity accounts) related to
those earlier awards shall be eliminated against the
appropriate equity accounts.

75. An entity that does not choose modified retro-
spective application (paragraphs 76—78 of this State-
ment) shall apply the amendments to Statement 95 in
paragraph 68 of this Statement only for the interim or
annual periods for which this Statement is adopted.

Modified Retrospective Application

76. All public entities and those nonpublic entities
that used the fair-value-based method for either rec-
ognition or disclosure under Statement 123, includ-
ing such nonpublic entities that become public enti-
ties after June 15, 2005, may apply a modified
version of retrospective application (modified retro-
spective application) to periods before the required
effective date. Modified retrospective application
may be applied either (a) to all prior years for which
Statement 123 was effective34 or (b) only to prior in-
terim periods in the year of initial adoption if the re-
quired effective date of this Statement does not coin-
cide with the beginning of the entity’s fiscal year. An
entity that chooses to apply the modified retrospec-
tive method to all prior years for which State-
ment 123 was effective shall adjust financial state-
ments for prior periods to give effect to the fair-value-
based method of accounting for awards granted,
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modified, or settled in cash in fiscal years beginning
after December 15, 1994, on a basis consistent with
the pro forma disclosures required for those periods
by Statement 123, as amended by FASB State-
ment No. 148, Accounting for Stock-Based
Compensation—Transition and Disclosure,35 and by
paragraph 30 of APB Opinion No. 28, Interim Finan-
cial Reporting. Accordingly, compensation cost and
the related tax effects will be recognized in those fi-
nancial statements as though they had been ac-
counted for under Statement 123.3¢ Changes to
amounts as originally measured on a pro forma basis
are precluded.

77. If an entity applies the modified retrospective ap-
plication method to all prior years for which State-
ment 123 was effective and does not present all of
those years in comparative financial statements, the
beginning balances of paid-in capital, deferred taxes,
and retained earnings for the earliest year presented
shall be adjusted to reflect the results of modified ret-
rospective application to those prior years not pre-
sented. The effects of any such adjustments shall be
disclosed in the year of adoption. If an entity applies
the modified retrospective application method only
to prior interim periods in the year of initial adoption,
there would be no adjustment to the beginning bal-
ances of paid-in capital, deferred taxes, or retained
earnings for the year of initial adoption.

78. The amendments to Statement 95 in para-
graph 68 of this Statement shall be applied to the
same periods for which the modified retrospective
application method is applied.

Transition as of the Required Effective Date for
both Modified Prospective and Modified
Retrospective Transition Methods

79. Transition as of the required effective date for in-
struments that are liabilities under the provisions of
this Statement shall be as follows:

a. For an instrument that had been classified as eq-
uity but is classified as a liability under this State-
ment, recognize a liability at its fair value (or por-
tion thereof, if the requisite service has not been

33The prohibition in paragraphs 74 and 76 of changes to the grant-date fair value of equity awards granted before the required effective date of

this Statement does not apply if the entity needs to correct an error.

A nonpublic entity shall apply this method to all prior years for which Statement 123’s fair-value-based method was adopted for recognition or
pro forma disclosures if that date is later than when Statement 123 was first effective.

35For convenience, the remaining discussion in this Statement refers only to Statement 123. Those references should be understood as referring

to Statement 123, as amended by Statement 148.

36This provision applies to all awards regardless of whether they were accounted for as fixed or variable under Opinion 25.

FAS123(R)-23



FAS123(R)

rendered). If (1) the fair value (or portion therof)
of the liability is greater or less than (2) previously
recognized compensation cost for the instrument,
the liability shall be recognized first, by reducing
equity (generally, paid-in capital) to the extent of
such previously recognized cost and second, by
recognizing the difference (that is, the difference
between items (1) and (2)) in the income state-
ment, net of any related tax effect, as the cumula-
tive effect of a change in accounting principle.

b. For an outstanding instrument that previously was
classified as a liability and measured at intrinsic
value, recognize the effect of initially measuring
the liability at its fair value, net of any related tax
effect, as the cumulative effect of a change in ac-
counting principle.37

80. As of the required effective date, an entity that
had a policy of recognizing the effect of forfeitures
only as they occurred shall estimate the number of
outstanding instruments for which the requisite serv-
ice is not expected to be rendered. Balance sheet
amounts related to any compensation cost (excluding
nonrefundable dividend payments), net of related tax
effects, for those instruments previously recognized
in income because of that policy for periods before
the effective date of this Statement shall be elimi-
nated and recognized in income as the cumulative ef-
fect of a change in accounting principle as of the re-
quired effective date.

81. Except as required by paragraph 80, no transition
adjustment as of the required effective date shall be
made for any deferred tax assets associated with out-
standing equity instruments that continue to be ac-
counted for as equity instruments under this State-
ment. For purposes of calculating the available
excess tax benefits if deferred tax assets need to be
written off in subsequent periods, an entity shall in-
clude as available for offset only the net excess tax
benefits that would have qualified as such had the en-
tity adopted Statement 123 for recognition purposes
for all awards granted, modified, or settled in cash for
fiscal years beginning after December 15, 1994. In
determining that amount, an entity shall exclude ex-
cess tax benefits that have not been realized pursuant
to Statement 109 (paragraph A94, footnote 82, of this
Statement). An entity that previously has recognized
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deferred tax assets for excess tax benefits prior to
their realization shall discontinue that practice pro-
spectively and shall follow the guidance in this State-
ment and in Statement 109.

82. Outstanding equity instruments that are meas-
ured at intrinsic value under Statement 123 at the re-
quired effective date because it was not possible to
reasonably estimate their grant-date fair value shall
continue to be measured at intrinsic value until they
are settled.

Nonpublic Entities That Used the Minimum Value
Method in Statement 123

83. Nonpublic entities, including those that become
public entities after June 15, 2005, that used the mini-
mum value method of measuring equity share op-
tions and similar instruments for either recognition or
pro forma disclosure purposes under Statement 123
shall apply this Statement prospectively to new
awards and to awards modified, repurchased, or can-
celled after the required effective date. Those entities
shall continue to account for any portion of awards
outstanding at the date of initial application using the
accounting principles originally applied to those
awards (either the minimum value method under
Statement 123 or the provisions of Opinion 25 and its
related interpretive guidance).

Required Disclosures in the Period This
Statement Is Adopted

84. In the period that this Statement is adopted, an
entity shall disclose the effect of the change from ap-
plying the original provisions of Statement 12338 on
income from continuing operations, income before
income taxes, net income, cash flow from operations,
cash flow from financing activities, and basic and di-
luted earnings per share. In addition, if awards under
share-based payment arrangements with employees
are accounted for under the intrinsic value method of
Opinion 25 for any reporting period for which an in-
come statement is presented, all public entities shall
continue to provide the tabular presentation of the
following information that was required by para-
graph 45 of Statement 123 for all those periods:

a. Net income and basic and diluted earnings per
share as reported

37If share-based compensation cost has been previously capitalized as part of another asset, an entity should consider whether the carrying
amount of that asset should be adjusted to reflect amounts calculated pursuant to paragraphs 79(a) and 79(b).

38The effect of the change for the period in which this Statement is adopted will differ depending on whether a public entity had previously
adopted the fair-value-based method (or a nonpublic entity had adopted the minimum value method) of Statement 123 or had continued to use

the intrinsic value method in Opinion 25.
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b. The share-based employee compensation cost, net
of related tax effects, included in net income as
reported

c. The share-based employee compensation cost, net
of related tax effects, that would have been in-
cluded in net income if the fair-value-based
method had been applied to all awards39

d. Pro forma net income as if the fair-value-based
method had been applied to all awards

e. Pro forma basic and diluted earnings per share as
if the fair-value-based method had been applied to
all awards.

The required pro forma amounts shall reflect the dif-
ference in share-based employee compensation cost,
if any, included in net income and the total cost meas-
ured by the fair-value-based method, as well as addi-
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tional tax effects, if any, that would have been recog-
nized in the income statement if the fair-value-based
method had been applied to all awards. The required
pro forma per-share amounts shall reflect the change
in the denominator of the diluted earnings per share
calculation as if the assumed proceeds under the trea-
sury stock method, including measured but unrecog-
nized compensation cost and any excess tax benefits
credited to additional paid-in capital, were deter-
mined under the fair-value-based method.

85. A nonpublic entity that used the minimum value
method for pro forma disclosure purposes under the
original provisions of Statement 123 shall not con-
tinue to provide those pro forma disclosures for out-
standing awards accounted for under the intrinsic
value method of Opinion 25.

The provisions of this Statement need
not be applied to immaterial items.

This Statement was adopted by the unanimous vote of the seven members of the Financial Accounting

Standards Board:

Robert H. Herz,
Chairman
George J. Batavick
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Appendix A
IMPLEMENTATION GUIDANCE

INTRODUCTION

Al. This appendix is an integral part of this State-
ment and provides implementation guidance that il-
lustrates the fair-value-based method of accounting
for share-based compensation arrangements with
employees. Application of this Statement’s provi-
sions to actual situations will require the exercise of
judgment; this appendix is intended to aid in making
those judgments. Throughout this appendix, the
phrase fair value is used to describe the measure re-
sulting from the application of this Statement’s fair-
value-based method.#0

FAIR VALUE MEASUREMENT OBJECTIVE
AND ITS APPLICATION

A2. The measurement objective for equity instru-
ments awarded to employees is to estimate the grant-
date fair value of the equity instruments that the en-
tity is obligated to issue when employees have
rendered the requisite service and satisfied any other
conditions necessary to earn the right to benefit from
the instruments. That estimate is based on the share
price and other pertinent factors (including those enu-
merated in paragraph A18, if applicable) at the grant
date and is not remeasured in subsequent periods un-
der the fair-value-based method.

A3. A restriction?! that continues in effect after the
entity has issued instruments to employees, such as
the inability to transfer vested equity share options to
third parties or the inability to sell vested shares for a
period of time, is considered in estimating the fair
value of the instruments at the grant date.#2 For share
options and similar instruments, the effect of non-
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transferability (and nonhedgeability, which has a
similar effect) is taken into account by reflecting the
effects of employees’ expected exercise and post-
vesting employment termination behavior in estimat-
ing fair value (referred to as an option’s expected
term).

A4. In contrast, a restriction that stems from the for-
feitability of instruments to which employees have
not yet earned the right, such as the inability either to
exercise a nonvested equity share option or to sell
nonvested shares is not reflected in the fair value of
the instruments at the grant date.43 Instead, those re-
strictions are taken into account by recognizing com-
pensation cost only for awards for which employees
render the requisite service.

AS. Reload features, and contingent features that re-
quire an employee to transfer equity shares earned, or
realized gains from the sale of equity instruments
earned, to the issuing entity for consideration that is
less than fair value on the date of transfer (including
no consideration), such as a clawback feature,* shall
not be reflected in the grant-date fair value of an eq-
uity award. Those features are accounted for if and
when a reload grant or contingent event occurs.

A6. The fair value measurement objective for liabili-
ties incurred in a share-based payment transaction
with employees is the same as for equity instruments
awarded to employees. However, awards classified
as liabilities are subsequently remeasured to their fair
values (or a portion thereof until the requisite service
has been rendered) at the end of each reporting pe-
riod until the liability is settled.

Fair Value of Instruments Granted in a
Share-Based Payment Transaction

A7. Fair value is defined in FASB Concepts State-
ment No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements,
as follows:

The amount at which that asset (or liabil-
ity) could be bought (or incurred) or sold (or

40The implementation guidance in this Appendix also applies to nonpublic entities that use the calculated value method pursuant to para-

graph 23.
#'Terms are defined in Appendix E, the glossary.

“2For instance, if shares are traded in an active market, post-vesting restrictions may have little, if any, effect on the amount at which the shares

being valued would be exchanged.

“performance and service conditions are vesting conditions for purposes of this Statement. Market conditions are not vesting conditions for
purposes of this Statement but market conditions may affect exercisability of an award. Market conditions are included in the estimate of the

grant-date fair value of awards. Refer to paragraphs A52-A54.

4 A clawback feature can take various forms but often functions as a noncompete mechanism: for example, an employee that terminates the
employment relationship and begins to work for a competitor is required to transfer to the issuing entity (former employer) equity shares granted

and earned in a share-based payment transaction.
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settled) in a current transaction between will-
ing parties, that is, other than in a forced or
liquidation sale. (Concepts Statement 7,
Glossary of Terms)

That definition refers explicitly only to assets and li-
abilities, but the concept of value in a current ex-
change embodied in it applies equally to the equity
instruments subject to this Statement. Observable
market prices of identical or similar*> equity or liabil-
ity instruments in active markets are the best evi-
dence of fair value and, if available, should be used
as the basis for the measurement of equity and liabil-
ity instruments awarded in a share-based payment
transaction with employees. For example, awards to
employees of a public entity of shares of its common
stock, subject only to a service or performance condi-
tion for vesting (nonvested shares), should be meas-
ured based on the market price of otherwise identical
(that is, identical except for the vesting condition)
common stock at the grant date.

A8. If observable market prices of identical or simi-
lar equity or liability instruments of the entity are not
available,*¢ the fair value of equity and liability in-
struments awarded to employees shall be estimated
by using a valuation technique that (a) is applied in a
manner consistent with the fair value measurement
objective and the other requirements of this State-
ment, (b) is based on established principles of finan-
cial economic theory#’ and generally applied in that
field (paragraph A13), and (c) reflects all substantive
characteristics of the instrument (except for those ex-
plicitly excluded by this Statement, such as vesting
conditions and reload features). That is, the fair val-
ues of equity and liability instruments granted in a
share-based payment transaction shall be estimated
by applying a valuation technique that would be used
in determining an amount at which instruments with
the same characteristics (except for those explicitly
excluded by this Statement) would be exchanged.

A9. An estimate of the amount at which instruments
similar to employee share options and other instru-
ments granted to employees would be exchanged
would factor in expectations of the probability that
the requisite service would be rendered and the in-

FAS123(R)

struments would vest (that is, that the performance or
service conditions would be satisfied). However, as
noted in paragraph A2, the measurement objective in
this Statement is to estimate the fair value at the grant
date of the equity instruments that the entity is obli-
gated to issue when employees have rendered the
requisite service and satisfied any other conditions
necessary to earn the right to benefit from the instru-
ments. Therefore, the estimated fair value of the in-
struments at grant date does not take into account the
effect on fair value of vesting conditions and other re-
strictions that apply only during the requisite service
period. Under the fair-value-based method required
by this Statement, the effect of vesting conditions and
other restrictions that apply only during the requisite
service period is reflected by recognizing compensa-
tion cost only for instruments for which the requisite
service is rendered.

Valuation Techniques

A10. In applying a valuation technique, the assump-
tions used should be consistent with the fair value
measurement objective. That is, assumptions should
reflect information that is (or would be) available to
form the basis for an amount at which the instru-
ments being valued would be exchanged. In estimat-
ing fair value, the assumptions used should not repre-
sent the biases of a particular party. Some of those
assumptions will be based on or determined from ex-
ternal data. Other assumptions, such as the employ-
ees’ expected exercise behavior, may be derived from
the entity’s own historical experience with share-
based payment arrangements.

All. The fair value of any equity or liability instru-
ment depends on its substantive characteristics. Para-
graph A18 lists the minimum set of substantive char-
acteristics of instruments with option (or option-like)
features that shall be considered in estimating those
instruments’ fair value. However, a share-based pay-
ment award could contain other characteristics, such
as a market condition, that should be included in a
fair value estimate. Judgment is required to identify
an award’s substantive characteristics and, as de-
scribed in paragraphs A12-A17, to select a valuation
technique that incorporates those characteristics.

“>Determining whether an equity or liability instrument is similar is a matter of judgment, based on an analysis of the terms of the instrument and

other relevant facts and circumstances.

46 As of the issuance of this Statement, such market prices for equity share options and similar instruments granted to employees are generally not

available; however, they may become so in the future.

47Established principles of financial economic theory represent fundamental propositions that form the basis of modern corporate finance (for

example, the time value of money and risk-neutral valuation).
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A12. Valuation techniques used for employee share
options and similar instruments estimate the fair
value of those instruments at a single point in time
(for example, at the grant date). The assumptions
used in a fair value measurement are based on expec-
tations at the time the measurement is made, and
those expectations reflect the information that is
available at the time of measurement. The fair value
of those instruments will change over time as factors
used in estimating their fair value subsequently
change, for instance, as share prices fluctuate, risk-
free interest rates change, or dividend streams are
modified. Changes in the fair value of those instru-
ments are a normal economic process to which any
valuable resource is subject and do not indicate that
the expectations on which previous fair value meas-
urements were based were incorrect. The fair value
of those instruments at a single point in time is not a
forecast of what the estimated fair value of those in-
struments may be in the future.

Valuation Techniques for Share Options and
Similar Instruments

Al13. A lattice model (for example, a binomial
model) and a closed-form model (for example, the
Black-Scholes-Merton formula) are among the valu-
ation techniques that meet the criteria required by this
Statement for estimating the fair values of employee
share options and similar instruments.#8 Those valua-
tion techniques or models, sometimes referred to as
option-pricing models, are based on established prin-
ciples of financial economic theory. Those tech-
niques are used by valuation professionals, dealers of
derivative instruments, and others to estimate the fair
values of options and similar instruments related to
equity securities, currencies, interest rates, and com-
modities. Those techniques are used to establish trade
prices for derivative instruments and to establish val-
ues in adjudications. As discussed in para-
graphs A18-A42, both lattice models and closed-
form models can be adjusted to account for the
substantive characteristics of share options and simi-
lar instruments granted to employees.

Al4. This Statement does not specify a preference
for a particular valuation technique or model in esti-
mating the fair values of employee share options and
similar instruments. Rather, this Statement requires
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the use of a valuation technique or model that meets
the measurement objective in paragraph 16 and the
requirements in paragraph A8. The selection of an
appropriate valuation technique or model will de-
pend on the substantive characteristics of the instru-
ment being valued.4 For instance, the appropriate
valuation technique or model selected to estimate the
fair value of an instrument with a market condition
must take into account the effect of that market con-
dition. The designs of some techniques and models
better reflect the substantive characteristics of a par-
ticular employee share option or similar instrument.
Paragraphs A15-A17 discuss certain factors that an
entity should consider in selecting a valuation tech-
nique or model for its employee share options or
similar instruments.

A15. The Black-Scholes-Merton formula assumes
that option exercises occur at the end of an option’s
contractual term, and that expected volatility, ex-
pected dividends, and risk-free interest rates are con-
stant over the option’s term. If used to estimate the
fair value of instruments in the scope of this State-
ment, the Black-Scholes-Merton formula must be
adjusted to take account of certain characteristics of
employee share options and similar instruments that
are not consistent with the model’s assumptions (for
example, the ability to exercise before the end of the
option’s contractual term). Because of the nature of
the formula, those adjustments take the form of
weighted-average assumptions about those charac-
teristics. In contrast, a lattice model can be designed
to accommodate dynamic assumptions of expected
volatility and dividends over the option’s contractual
term, and estimates of expected option exercise pat-
terns during the option’s contractual term, including
the effect of blackout periods. Therefore, the design
of a lattice model more fully reflects the substantive
characteristics of a particular employee share option
or similar instrument. Nevertheless, both a lattice
model and the Black-Scholes-Merton formula, as
well as other valuation techniques that meet the re-
quirements in paragraph A8, can provide a fair value
estimate that is consistent with the measurement ob-
jective and fair-value-based method of this
Statement.

48A Monte Carlo simulation technique is another type of valuation technique that satisfies the requirements in paragraph A8. Other valuation
techniques not mentioned in this Statement also may satisfy the requirements in paragraph A8.

49Because an entity may grant different types of instruments, each with its own unique set of substantive characteristics, an entity may use a

different valuation technique for each different type of instrument.
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A16. Regardless of the valuation technique or model
selected, an entity shall develop reasonable and sup-
portable30 estimates for each assumption used in the
model, including the employee share option or simi-
lar instrument’s expected term, taking into account
both the contractual term of the option and the effects
of employees’ expected exercise and post-vesting
employment termination behavior.

A17. An entity should change the valuation tech-
nique it uses to estimate fair value if it concludes that
a different technique is likely to result in a better esti-
mate of fair value (paragraph A23). For example, an
entity that uses a closed-form model might conclude,
when information becomes available, that a lattice
model or another valuation technique would provide
a fair value estimate that better achieves the fair value
measurement objective and, therefore, change the
valuation technique it uses.

SELECTING ASSUMPTIONS FOR USE IN
AN OPTION-PRICING MODEL

A18. If an observable market price is not available
for a share option or similar instrument with the same
or similar terms and conditions, an entity shall esti-
mate the fair value of that instrument using a valua-
tion technique or model that meets the requirements
in paragraph A8 and takes into account, at a
minimum:

a. The exercise price of the option.

b. The expected term of the option, taking into ac-
count both the contractual term of the option and
the effects of employees’ expected exercise and
post-vesting employment termination behavior. In
a closed-form model, the expected term is an as-
sumption used in (or input to) the model, while in
a lattice model, the expected term is an output of
the model (refer to paragraphs A26—-A30, which
provide further explanation of the expected term
in the context of a lattice model).

c. The current price of the underlying share.
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d. The expected volatility of the price of the underly-
ing share for the expected term of the option.

e. The expected dividends on the underlying share
for the expected term of the option (except as pro-
vided in paragraphs A36 and A37).

f. The risk-free interest rate(s) for the expected term
of the option.5 1,52

A19. Paragraphs A20-A24 provide general guid-
ance on estimating assumptions used in a valuation
technique or model. Expanded guidance for specific
assumptions, such as expected term, expected vola-
tility, and expected dividends, is provided in para-
graphs A25-A42.

A20. There is likely to be a range of reasonable esti-
mates for expected volatility, dividends, and term of
the option. If no amount within the range is more or
less likely than any other amount, an average of the
amounts in the range (the expected value) should be
used. In a lattice model, the assumptions used are to
be determined for a particular node (or multiple
nodes during a particular time period) of the lattice
and not over multiple periods, unless such applica-
tion is supportable.

A21. Historical experience is generally the starting
point for developing expectations about the future.
Expectations based on historical experience should
be modified to reflect ways in which currently avail-
able information indicates that the future is reason-
ably expected to differ from the past. The appropriate
weight to place on historical experience is a matter of
judgment, based on relevant facts and circumstances.
For example, an entity with two distinctly different
lines of business of approximately equal size may
dispose of the one that was significantly less volatile
and generated more cash than the other. In that situa-
tion, the entity might place relatively little weight on
volatility, dividends, and perhaps employees’ exer-
cise and post-vesting employment termination be-
havior from the predisposition (or disposition) period
in developing reasonable expectations about the fu-
ture. In contrast, an entity that has not undergone

0The term supportable is used in its general sense: “capable of being maintained, confirmed, or made good; defensible” (The Compact Oxford

English Dictionary, 2™

edition, 1998). An application is supportable if it is based on reasonable arguments that consider the substantive charac-

teristics of the instruments being valued and other relevant facts and circumstances.

51The term expected in items (b), (d), (e), and (f) relates to expectations at the measurement date about the future evolution of the factor that is
used as an assumption in a valuation model. The term is not necessarily used in the same sense as in the term expected future cash flows that

appears elsewhere in FASB pronouncements.

32tems (d), (), and (f) include the phrase for the expected term of the option. That phrase applies to both closed-form models and lattice models
(as well as all other valuation techniques); however, if an entity uses a lattice model (or other similar valuation technique, for instance, a Monte
Carlo simulation technique) that has been modified to take into account an option’s contractual term and employees’ expected exercise and post-
vesting employment termination behavior, then items (d), (e), and (f) apply to the contractual term of the option.
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such a restructuring might place heavier weight on
historical experience. That entity might conclude,
based on its analysis of information available at the
time of measurement, that its historical experience
provides a reasonable estimate of expected volatility,
dividends, and employees’ exercise and post-vesting
employment termination behavior.53

A22. In certain circumstances, historical informa-
tion may not be available. For example, an entity
whose common stock has only recently become pub-
licly traded may have little, if any, historical informa-
tion on the volatility of its own shares. That entity
might base expectations about future volatility on the
average volatilities of similar entities for an appropri-
ate period following their going public. A nonpublic
entity will need to exercise judgment in selecting a
method to estimate expected volatility and might do
so by basing its expected volatility on the average
volatilities of otherwise similar public entities. For
purposes of identifying otherwise similar entities, an
entity would likely consider characteristics such as
industry, stage of life cycle, size, and financial lever-
age. Because of the effects of diversification that are
present in an industry sector index, the volatility of an
index should not be substituted for the average of
volatilities of otherwise similar entities in a fair value
measurement.

Consistent Use of Valuation Techniques and
Methods for Selecting Assumptions

A23. Assumptions used to estimate the fair value of
equity and liability instruments granted to employees
should be determined in a consistent manner from
period to period. For example, an entity might use the
closing share price or the share price at another speci-
fied time as the “current” share price on the grant date
in estimating fair value, but whichever method is se-
lected, it should be used consistently. The valuation
technique an entity selects to estimate fair value for a
particular type of instrument also should be used con-
sistently and should not be changed unless a different
valuation technique is expected to produce a better
estimate of fair value. A change in either the valua-
tion technique or the method of determining appro-
priate assumptions used in a valuation technique is a
change in accounting estimate for purposes of apply-
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ing FASB Statement No. 154, Accounting Changes
and Error Corrections, and should be applied pro-
spectively to new awards.

A24. Not all of the general guidance provided in
paragraphs A2—-A23 is repeated in the following dis-
cussion of factors to be considered in selecting spe-
cific assumptions. However, the general guidance is
intended to apply to each individual assumption.

Risk-Free Interest Rate(s) for the Expected Term
of the Option

A25. Option-pricing models call for the risk-free in-
terest rate as an assumption to take into account,
among other things, the time value of money. A U.S.
entity issuing an option on its own shares must use as
the risk-free interest rates the implied yields currently
available from the U.S. Treasury zero-coupon yield
curve over the contractual term of the option if the
entity is using a lattice model incorporating the op-
tion’s contractual term. If the entity is using a closed-
form model, the risk-free interest rate is the implied
yield currently available on U.S. Treasury zero-
coupon issues with a remaining term equal to the ex-
pected term used as the assumption in the model. For
entities based in jurisdictions outside the United
States, the risk-free interest rate is the implied yield
currently available on zero-coupon government is-
sues denominated in the currency of the market in
which the share (or underlying share), which is the
basis for the instrument awarded, primarily trades. It
may be necessary to use an appropriate substitute if
no such government issues exist or if circumstances
indicate that the implied yield on zero-coupon gov-
ernment issues is not representative of a risk-free in-
terest rate.

Expected Term of Employee Share Options and
Similar Instruments

A26. The fair value of a traded (or transferable)
share option is based on its contractual term because
rarely is it economically advantageous to exercise,
rather than sell, a transferable share option before the
end of its contractual term. Employee share options
generally differ from transferable share options in
that employees cannot sell (or hedge) their share
options—they can only exercise them; because of

53This paragraph is not intended to suggest either that historical volatility is the only indicator of expected volatility or that an entity must identify
a specific event in order to place less weight on historical experience. Expected volatility is an expectation of volatility over the expected term of
an employee share option or similar instrument; that expectation should consider all relevant factors in paragraph A32, including possible mean
reversion. Paragraphs A31-A34 provide further guidance on estimating expected volatility.
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this, employees generally exercise their options be-
fore the end of the options’ contractual term. Thus,
the inability to sell or hedge an employee share op-
tion effectively reduces the option’s value because
exercise prior to the option’s expiration terminates its
remaining life and thus its remaining time value. In
addition, some employee share options contain pro-
hibitions on exercise during blackout periods. To re-
flect the effect of those restrictions (which may lead
to exercise prior to the end of the option’s contractual
term) on employee options relative to transferable
options, this Statement requires that the fair value of
an employee share option or similar instrument be
based on its expected term, rather than its contractual
term (paragraphs A3 and A18).

A27. The expected term of an employee share op-
tion or similar instrument is the period of time for
which the instrument is expected to be outstanding
(that is, the period of time from the service inception
date to the date of expected exercise or other ex-
pected settlement). The expected term is an assump-
tion in a closed-form model. However, if an entity
uses a lattice model that has been modified to take
into account an option’s contractual term and em-
ployees’ expected exercise and post-vesting employ-
ment termination behavior, the expected term is esti-
mated based on the resulting output of the lattice. For
example, an entity’s experience might indicate that
option holders tend to exercise their options when the
share price reaches 200 percent of the exercise price.
If so, that entity might use a lattice model that as-
sumes exercise of the option at each node along each
share price path in a lattice at which the early exercise
expectation is met, provided that the option is vested
and exercisable at that point. Moreover, such a model
would assume exercise at the end of the contractual
term on price paths along which the exercise expec-
tation is not met but the options are in-the-money>4 at
the end of the contractual term. That method recog-
nizes that employees’ exercise behavior is correlated
with the price of the underlying share. Employees’
expected post-vesting employment termination be-
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havior also would be factored in. Expected term,
which is a required disclosure (paragraph A240),
then could be estimated based on the output of the re-
sulting lattice.5

A28. Other factors that may affect expectations
about employees’ exercise and post-vesting employ-
ment termination behavior include the following:

a. The vesting period of the award. An option’s ex-
pected term must at least include the vesting pe-
riod.56

b. Employees’ historical exercise and post-vesting
employment termination behavior for similar
grants.

c. Expected volatility of the price of the underlying
share.57

d. Blackout periods and other coexisting arrange-
ments such as agreements that allow for exercise
to automatically occur during blackout periods if
certain conditions are satisfied.

e. Employees’ ages, lengths of service, and home ju-
risdictions (that is, domestic or foreign).

A29. If sufficient information about employees’ ex-
pected exercise and post-vesting employment termi-
nation behavior is available, a method like the one
described in paragraph A27 might be used because
that method reflects more information about the in-
strument being valued (paragraph A15). However,
expected term might be estimated in some other
manner, taking into account whatever relevant and
supportable information is available, including in-
dustry averages and other pertinent evidence such as
published academic research.

A30. Option value increases at a decreasing rate as
the term lengthens (for most, if not all, options). For
example, a two-year option is worth less than twice
as much as a one-year option, other things equal. Ac-
cordingly, estimating the fair value of an option
based on a single expected term that effectively aver-
ages the differing exercise and post-vesting employ-
ment termination behaviors of identifiable groups of

54The terms at-the-money, in-the-money, and out-of-the-money are used to describe share options whose exercise price is equal to, less than, or

greater than the market price of the underlying share, respectively.

SAn example of an acceptable method for purposes of financial statement disclosures of estimating the expected term based on the results of a
lattice model is to use the lattice model’s estimated fair value of a share option as an input to a closed-form model, and then to solve the closed-
form model for the expected term. Other methods also are available to estimate expected term.

56Under some share option arrangements, an option holder may exercise an option prior to vesting (usually to obtain a specific tax treatment);
however, such arrangements generally require that any shares received upon exercise be returned to the entity (with or without a return of the
exercise price to the holder) if the vesting conditions are not satisfied. Such an exercise is not substantive for accounting purposes.

STAn entity also might consider whether the evolution of the share price affects an employee’s exercise behavior (for example, an employee may
be more likely to exercise a share option shortly after it becomes in-the-money if the option had been out-of-the-money for a long period of time).
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employees will potentially misstate the value of the
entire award. Aggregating individual awards into
relatively homogenous groups with respect to exer-
cise and post-vesting employment termination be-
haviors and estimating the fair value of the options
granted to each group separately reduces such poten-
tial misstatement. An entity shall aggregate indi-
vidual awards into relatively homogenous groups
with respect to exercise and post-vesting employ-
ment termination behaviors regardless of the valua-
tion technique or model used to estimate the fair
value. For example, the historical experience of an
employer that grants options broadly to all levels of
employees might indicate that hourly employees tend
to exercise for a smaller percentage gain than do sala-
ried employees.

Expected Volatility

A31. Volatility is a measure of the amount by which
a financial variable, such as share price, has fluctu-
ated (historical volatility) or is expected to fluctuate
(expected volatility) during a period. Volatility is de-
fined more fully in Appendix E. Option-pricing mod-
els require expected volatility as an assumption be-
cause an option’s value is dependent on potential
share returns over the option’s term. The higher the
volatility, the more the returns on the shares can be
expected to vary—up or down. Because an option’s
value is unaffected by expected negative returns on
the shares, other things equal, an option on a share
with higher volatility is worth more than an option on
a share with lower volatility. This Statement does not
specify a method of estimating expected volatility;
rather, paragraph A32 provides a list of factors that
should be considered in estimating expected volatil-
ity. An entity’s estimate of expected volatility should
be reasonable and supportable.

A32. Factors to consider in estimating expected
volatility include:

a. Volatility of the share price, including changes in
that volatility and possible mean reversion38 of
that volatility, over the most recent period that is
generally commensurate with (1) the contractual
term of the option if a lattice model is being used
to estimate fair value or (2) the expected term of
the option if a closed-form model is being used.>
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For example, in computing historical volatility, an
entity might disregard an identifiable period of
time in which its share price was extraordinarily
volatile because of a failed takeover bid if a simi-
lar event is not expected to recur during the ex-
pected or contractual term. If an entity’s share
price was extremely volatile for an identifiable pe-
riod of time, for instance, due to a general market
decline, that entity might place less weight on its
volatility during that period of time because of
possible mean reversion.

b. The implied volatility of the share price deter-
mined from the market prices of traded options or
other traded financial instruments such as out-
standing convertible debt, if any.

c. For public companies, the length of time an enti-
ty’s shares have been publicly traded. If that pe-
riod is shorter than the expected or contractual
term of the option, the term structure of volatility
for the longest period for which trading activity is
available should be more relevant. A newly public
entity also might consider the expected volatility
of similar entities.?® A nonpublic entity might
base its expected volatility on the expected vola-
tilities of entities that are similar except for having
publicly traded securities.

d. Appropriate and regular intervals for price obser-
vations. If an entity considers historical volatility
in estimating expected volatility, it should use in-
tervals that are appropriate based on the facts and
circumstances and that provide the basis for a rea-
sonable fair value estimate. For example, a pub-
licly traded entity would likely use daily price ob-
servations, while a nonpublic entity with shares
that occasionally change hands at negotiated
prices might use monthly price observations.

e. Corporate and capital structure. An entity’s corpo-
rate structure may affect expected volatility (para-
graph A21). An entity’s capital structure also may
affect expected volatility; for example, highly le-
veraged entities tend to have higher volatilities.

A33. A closed-form model, such as the Black-
Scholes-Merton formula, cannot incorporate a range
of expected volatilities over the option’s expected
term (paragraph A15). Lattice models can incorpo-
rate a term structure of expected volatility; that is, a
range of expected volatilities can be incorporated into

58Mean reversion refers to the tendency of a financial variable, such as volatility, to revert to some long-run average level. Statistical models have
been developed that take into account the mean-reverting tendency of volatility.

>9An entity might evaluate changes in volatility and mean reversion over that period by dividing the contractual or expected term into regular

intervals and evaluating evolution of volatility through those intervals.

0pn evaluating similarity, an entity would likely consider factors such as industry, stage of life cycle, size, and financial leverage.
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the lattice over an option’s contractual term. Deter-
mining how to incorporate a range of expected vola-
tilities into a lattice model to provide a reasonable fair
value estimate is a matter of judgment and should be
based on a careful consideration of the factors listed
in paragraph A32 as well as other relevant factors that
are consistent with the fair value measurement objec-
tive of this Statement.

A34. An entity should establish a process for esti-
mating expected volatility and apply that process
consistently from period to period (paragraph A23).
That process (a) should comprehend an identification
of information available to the entity and applicable
factors such as those described in paragraph A32 and
(b) should include a procedure for evaluating and
weighting that information. The process developed
by an entity will be determined by the information
available to it and its assessment of how that infor-
mation would be used to estimate fair value. For ex-
ample, consistent with paragraph A21, an entity’s
starting point in estimating expected volatility might
be its historical volatility. That entity also would con-
sider the extent to which currently available informa-
tion indicates that future volatility will differ from the
historical volatility. An example of such information
is implied volatility (from traded options or other
instruments).

Expected Dividends

A35. Option-pricing models generally call for ex-
pected dividend yield as an assumption. However,
the models may be modified to use an expected divi-
dend amount rather than a yield. An entity may use
either its expected yield or its expected payments.
Additionally, an entity’s historical pattern of dividend
increases (or decreases) should be considered. For
example, if an entity has historically increased divi-
dends by approximately 3 percent per year, its esti-
mated share option value should not be based on a
fixed dividend amount throughout the share option’s
expected term. As with other assumptions in an
option-pricing model, an entity should use the ex-
pected dividends that would likely be reflected in an
amount at which the option would be exchanged
(paragraph A10).
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Dividend-Protected Awards

A36. Expected dividends are taken into account in
using an option-pricing model to estimate the fair
value of a share option because dividends paid on the
underlying shares reduce the fair value of those
shares and option holders generally are not entitled to
receive those dividends. However, an award of share
options may be structured to protect option holders
from that effect by providing them with some form
of dividend rights. Such dividend protection may
take a variety of forms and shall be appropriately re-
flected in estimating the fair value of a share option.
For example, if a dividend paid on the underlying
shares is applied to reduce the exercise price of the
option, the effect of the dividend protection is appro-
priately reflected by using an expected dividend as-
sumption of zero.

A37. In certain situations, employees may receive
the dividends paid on the underlying equity shares
while the option is outstanding. Dividends or divi-
dend equivalents paid to employees on the portion of
an award of equity shares or other equity instruments
that vests shall be charged to retained earnings. If em-
ployees are not required to return the dividends or
dividend equivalents received if they forfeit their
awards, dividends or dividend equivalents paid on in-
struments that do not vest shall be recognized as ad-
ditional compensation cost.6!

Other Considerations
Dilution

A38. Traded options ordinarily are written by parties
other than the entity that issues the underlying shares,
and when exercised result in an exchange of already
outstanding shares between those parties. In contrast,
exercise of employee share options results in the issu-
ance of new shares by the entity that wrote the option
(the employer), which increases the number of shares
outstanding. That dilution might reduce the fair value
of the underlying shares, which in turn might reduce
the benefit realized from option exercise.

A39. If the market for an entity’s shares is reason-
ably efficient, the effect of potential dilution from the
exercise of employee share options will be reflected

61The estimate of compensation cost for dividends or dividend equivalents paid on instruments that are not expected to vest shall be consistent

with an entity’s estimates of forfeitures (paragraphs 43—45).
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in the market price of the underlying shares, and no
adjustment for potential dilution usually is needed in
estimating the fair value of the employee share op-
tions. For a public entity, an exception might be a
large grant of options that the market is not expect-
ing, and also does not believe will result in commen-
surate benefit to the entity. For a nonpublic entity, on
the other hand, potential dilution may not be fully re-
flected in the share price if sufficient information
about the frequency and size of the entity’s grants of
equity share options is not available for third parties
who may exchange the entity’s shares to anticipate
the dilutive effect.

A40. An entity should consider whether the poten-
tial dilutive effect of an award of share options needs
to be reflected in estimating the fair value of its op-
tions at the grant date. For public entities, the Board
expects that situations in which such a separate ad-
justment is needed will be rare.

Credit Risk

A41. An entity may need to consider the effect of its
credit risk on the estimated fair value of liability
awards that contain cash settlement features because
potential cash payoffs from the awards are not inde-
pendent of the entity’s risk of default. Any credit-risk
adjustment to the estimated fair value of awards with
cash payofts that increase with increases in the price
of the underlying share is expected to be de minimis
because increases in an entity’s share price generally
are positively associated with its ability to liquidate
its liabilities. However, a credit-risk adjustment to the
estimated fair value of awards with cash payoffs that
increase with decreases in the price of the entity’s
shares may be necessary because decreases in an en-
tity’s share price generally are negatively associated
with an entity’s ability to liquidate its liabilities.

Certain Contingent Features

A42. Contingent features that might cause an em-
ployee to return to the entity either equity shares
earned or realized gains from the sale of equity in-
struments earned as a result of share-based payment
arrangements, such as a clawback feature (refer to
paragraph A5, footnote 44), shall not be reflected in
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estimating the grant-date fair value of an equity in-
strument. Instead, the effect of such a contingent fea-
ture shall be accounted for if and when the contingent
event occurs. For instance, a share-based payment ar-
rangement may stipulate the return of vested equity
shares to the issuing entity for no consideration if the
employee terminates the employment relationship to
work for a competitor. The effect of that provision on
the grant-date fair value of the equity shares shall not
be considered. If the issuing entity subsequently re-
ceives those shares (or their equivalent value in cash
or other assets) as a result of that provision, a credit
shall be recognized in the income statement upon the
receipt of the shares. That credit is limited to the
lesser of the recognized compensation cost associ-
ated with the share-based payment arrangement that
contains the contingent feature and the fair value of
the consideration received.6? Illustration 15 (para-
graphs A190 and A191) provides an example of the
accounting for an award that contains a clawback
feature.

CALCULATED VALUE METHOD FOR
CERTAIN NONPUBLIC ENTITIES

A43. Nonpublic entities may have sufficient infor-
mation available on which to base a reasonable and
supportable estimate of the expected volatility of
their share prices. For example, a nonpublic entity
that has an internal market for its shares, has private
transactions in its shares, or issues new equity or con-
vertible debt instruments may be able to consider the
historical volatility, or implied volatility, of its share
price in estimating expected volatility. Alternatively,
a nonpublic entity that can identify similar public en-
tities®3 for which share or option price information is
available may be able to consider the historical, ex-
pected, or implied volatility of those entities’ share
prices in estimating expected volatility.

A44. This Statement requires all entities to use the
fair-value-based method to account for share-based
payment arrangements that are classified as equity in-
struments. However, if it is not practicable for a non-
public entity to estimate the expected volatility of its

%2The event is recognized in the income statement because the resulting transaction takes place with an employee (or former employee) as a
result of the current (or prior) employment relationship rather than as a result of the employee’s role as an equity owner.

63 A nonpublic entity may have identified similar public entities that it uses to estimate the fair value of its shares or to benchmark various aspects

of its performance (paragraph A22).
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share price, paragraph 23 of this Statement requires it
to use the calculated value method.04

A45. For purposes of this Statement, it is not practi-
cable for a nonpublic entity to estimate the expected
volatility of its share price if it is unable to obtain suf-
ficient historical information about past volatility, or
other information such as that noted in para-
graph A43, on which to base a reasonable and sup-
portable estimate of expected volatility at the grant
date of the award without undue cost and effort. In
that situation, this Statement requires a nonpublic en-
tity to estimate a value for its equity share options and
similar instruments by substituting the historical
volatility of an appropriate industry sector index for
the expected volatility of its share price as an as-
sumption in its valuation model. All other inputs to a
nonpublic entity’s valuation model should be deter-
mined in accordance with the guidance in para-
graphs A2-A42.

A46. There are many different indices available to
consider in selecting an appropriate industry sector
index.95 An appropriate industry sector index is one
that is representative of the industry sector in which
the nonpublic entity operates and that also reflects, if
possible, the size of the entity. If a nonpublic entity
operates in a variety of different industry sectors, then
it might select a number of different industry sector
indices and weight them according to the nature
of its operations; alternatively, it might select an in-
dex for the industry sector that is most representa-
tive of its operations. If a nonpublic entity operates in
an industry sector in which no public entities operate,
then it should select an index for the industry sector
that is most closely related to the nature of its
operations. However, in no circumstances shall a
nonpublic entity use a broad-based market index
like the S&P 500, Russell 3000®, or Dow Jones
Wilshire 5000 because those indices are sufficiently
diversified as to be not representative of the industry
sector, or sectors, in which the nonpublic entity
operates.

A47. A nonpublic entity shall use the selected index
consistently in applying the calculated value method
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(a) for all of its equity share options or similar instru-
ments and (b) in each accounting period, unless the
nature of the entity’s operations changes such that an-
other industry sector index is more appropriate.

A48. The calculation of the historical volatility of an
appropriate industry sector index should be made us-
ing the daily historical closing values® of the index
selected for the period of time prior to the grant date
(or service inception date) of the equity share option
or similar instrument that is equal in length to the ex-
pected term of the equity share option or similar in-
strument. If historical closing values of the index se-
lected are not available for the entire expected term,
then a nonpublic entity shall use the closing values
for the longest period of time available. The method
used shall be consistently applied (paragraph A23).
IMlustration 11(b) (paragraphs A137-A142) provides
an example of accounting for an equity share option
award granted by a nonpublic entity that uses the cal-
culated value method.

ILLUSTRATIVE COMPUTATIONS AND
OTHER GUIDANCE

Market, Performance, and Service Conditions

Market, Performance, and Service Conditions
That Afffect Vesting and Exercisability

A49. An employee’s share-based payment award
becomes vested at the date that the employee’s right
to receive or retain equity shares, other equity instru-
ments, or assets under the award is no longer contin-
gent on satisfaction of either a performance condition
or a service condition. This Statement distinguishes
among market conditions, performance conditions,
and service conditions that affect the vesting or exer-
cisability of an award®7 (paragraph 19). Other condi-
tions affecting vesting, exercisability, exercise price,
and other pertinent factors in measuring fair value
that do not meet the definitions of a market condition,
performance condition, or service condition are dis-
cussed in paragraph A53.

o4t may not be possible for a nonpublic entity to reasonably estimate the fair value of its equity share options and similar instruments at the date
they are granted because the complexity of the award’s terms prevents it from doing so. In that case, paragraphs 24 and 25 of this State-
ment require that the nonpublic entity account for its equity instruments at their intrinsic value, remeasured at each reporting date through the date

of exercise or other settlement.

SFor example, Dow Jones Indexes maintain a global series of stock market indices with industry sector splits available for many countries,
including the United States. The historical values of those indices are easily obtainable from its website.

o61f daily values are not readily available, then an entity shall use the most frequent observations available of the historical closing values of the

selected index.

67Exercisability is used for market conditions in the same context as vesting is used for performance and service conditions.
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A50. Analysis of the market, performance, or serv-
ice conditions (or any combination thereof) that are
explicit or implicit in the terms of an award is re-
quired to determine the requisite service period over
which compensation cost is recognized and whether
recognized compensation cost may be reversed if an
award fails to vest or become exercisable (para-
graphs 47 and 48). If exercisability or the ability to
retain the award, for example, an award of equity
shares may contain a market condition that affects the
employee’s ability to retain those shares is based
solely on one or more market conditions, compensa-
tion cost for that award is recognized if the employee
renders the requisite service, even if the market con-
dition is not satisfied.%8 If exercisability (or the ability
to retain the award) is based solely on one or more
market conditions, compensation cost for that award
is reversed if the employee does not render the requi-
site service, unless the market condition is satisfied
prior to the end of the requisite service period, in
which case any unrecognized compensation cost
would be recognized at the time the market condition
is satisfied. If vesting is based solely on one or more
performance or service conditions, any previously
recognized compensation cost is reversed if the
award does not vest (that is, the requisite service is
not rendered). Illustrations 4 and 5 (para-
graphs A86—A110) are examples of awards in which
vesting is based solely on performance or service
conditions.

AS51. Vesting or exercisability may be conditional on
satisfying two or more types of conditions (for ex-
ample, vesting and exercisability occur upon satisfy-
ing both a market and a performance or service con-
dition). Vesting also may be conditional on satistying
one of two or more types of conditions (for example,
vesting and exercisability occur upon satisfying ei-
ther a market condition or a performance or service
condition). Regardless of the nature and number of
conditions that must be satisfied, the existence of a
market condition requires recognition of compensa-
tion cost if the requisite service is rendered, even if
the market condition is never satisfied. Even if only
one of two or more conditions must be satisfied and a
market condition is present in the terms of the award,
then compensation cost is recognized if the requisite
service is rendered, regardless of whether the market,
performance, or service condition is satisfied (para-
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graphs A72-A74 provide an example of such an
award).

Market, Performance, and Service Conditions
That Affect Factors Other Than Vesting and
Exercisability

AS52. Market, performance, and service conditions
may affect an award’s exercise price, contractual
term, quantity, conversion ratio, or other pertinent
factors that are relevant in measuring an award’s fair
value. For instance, an award’s quantity may double,
or an award’s contractual term may be extended, if a
company-wide revenue target is achieved. Market
conditions that affect an award’s fair value (including
exercisability) are included in the estimate of grant-
date fair value (paragraph 49). Performance or serv-
ice conditions that only affect vesting are excluded
from the estimate of grant-date fair value, but all
other performance or service conditions that affect an
award’s fair value are included in the estimate of
grant-date fair value (paragraph 49). Illustra-
tions 5(b) (paragraphs A109 and A110), 6 (para-
graphs A111-A113), and 8 (paragraphs A121-A124)
provide further guidance on how performance condi-
tions are considered in the estimate of grant-date
fair value.

AS53. An award may be indexed to a factor in addi-
tion to the entity’s share price. If that factor is not a
market, performance, or service condition, that
award shall be classified as a liability for purposes of
this Statement (paragraph 33). An example would be
an award of options whose exercise price is indexed
to the market price of a commodity, such as gold. An-
other example would be a share award that will vest
based on the appreciation in the price of a commod-
ity such as gold; that award is indexed to both the
value of that commodity and the issuing entity’s
shares. If an award is so indexed, the relevant factors
should be included in the fair value estimate of the
award. Such an award would be classified as a liabil-
ity even if the entity granting the share-based pay-
ment instrument is a producer of the commodity
whose price changes are part or all of the conditions
that affect an award’s vesting conditions or fair value.

A54. The following flowchart provides guidance on
determining how to account for an award based on
the existence of market, performance, or service con-
ditions (or any combination thereof).

%8 An award containing one or more market conditions may have an explicit, implicit, or derived service period (refer to Appendix E). Para-
graphs A59—-A74 provide guidance on explicit, implicit, and derived service periods.
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Accounting for Awards with Market, Performance, or Service Conditions

(1) Based on the terms of
the share-based payment
instrument, is the
instrument a liability
under the provisions
of this Statement?

The award is classified
and accounted for as
a liability.

v |

(1a) Does the award contain
a market condition
(paragraph A49)?

y

Vesting conditions are based solely
on the satisfaction of performance
or service conditigns (or any
combination thereof).' The award is
classified and accounted for as
equity with reversal of recognized
compensation cost if the award
fails to vest (that is, the requisite
service is not rendered)
(paragraph A50).

(1b) Is exercisability of the

award based solely on the

satisfaction of one or more
market conditions
(paragraph A50)?

Yes l

Compensation cost is recognized
if the requisite service is rendered,
regardless of whether the market
condition is satisfied
(paragraph A50).

Regardless of the nature and number
of conditions that must be satisfied,
the existence of a market condition

requires recognition of compensation

cost if the requisite service is
rendered, even if the market condition
is never satisfied. Even if only one of
two or more conditions must be
satisfied and a market condition is
present in the terms of an award,
then compensation cost is recognized
if the requisite service is rendered,
regardless of whether the market,
performance, or service condition
is satisfied (paragraph AS1).

*The award should be classified and accounted for as equity. Market conditions are included in the grant-date fair value estimate of the award.

Performance and service conditions that affect vesting are not included in estimating the grant-date fair value of the award. Performance and
service conditions that affect the exercise price, contractual term, conversion ratio, or other pertinent factors affecting the fair value of an award

are included in estimating the grant-date fair value of the award.

Estimating the Requisite Service Period of
Awards with Market, Performance, and Service
Conditions

AS5S5. Paragraph 39 of this Statement requires that
compensation cost be recognized over the requisite
service period. The requisite service period for an
award that has only a service condition is presumed
to be the vesting period, unless there is clear evidence

to the contrary. The requisite service period should be
estimated based on an analysis of the terms of the
award and other relevant facts and circumstances, in-
cluding co-existing employment agreements and an
entity’s past practices; that estimate should ignore
nonsubstantive vesting conditions. For example, the
grant of a deep out-of-the-money share option award
without an explicit service condition will have a de-
rived service period.%9 If a market, performance, or

%L ikewise, if an award with an explicit service condition that was at-the-money when granted is subsequently modified to accelerate vesting at a
time when the award is deep out-of-the-money, that modification is not substantive because the explicit service condition is replaced by a derived

service condition.
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service condition requires future service for vesting
(or exercisability), an entity cannot define a prior pe-
riod as the requisite service period. The requisite
service period for awards with market, performance,
or service conditions (or any combination thereof)
should be consistent with assumptions used in esti-
mating the grant-date fair value of those awards.

A56. An employee’s share-based payment award
becomes vested at the date that the employee’s right
to receive or retain equity shares, other equity instru-
ments, or cash under the award is no longer contin-
gent on satisfaction of either a performance condition
or a service condition. Any unrecognized compensa-
tion cost shall be recognized when an award becomes
vested. If an award includes no market, performance,
or service conditions, then the entire amount of com-
pensation cost should be recognized when the award
is granted (which also is the date of issuance in this
case).

AS57. For example, assume that Entity A uses a point
system for retirement. An employee who accumu-
lates 60 points becomes eligible to retire with certain
benefits, including the retention of any nonvested
share-based payment awards for their remaining con-
tractual life, even if another explicit service condition
has not been satisfied. In this case, the point system
effectively accelerates vesting. On January 1, 20X5,
an employee receives at-the-money options on 100
shares of Entity A’s stock. All options vest at the end
of 3 years of service and have a 10-year contractual
term. At the grant date, the employee has 60 points
and, therefore, is eligible to retire at any time.

A58. Because the employee is eligible to retire at the
grant date, the award’s explicit service condition is
nonsubstantive. Consequently, Entity A has granted
an award that does not contain a performance or
service condition for vesting, that is, the award is ef-
fectively vested, and thus, the award’s entire fair
value should be recognized as compensation cost on
the grant date. All of the terms of a share-based pay-
ment award and other relevant facts and circum-
stances must be analyzed when determining the reqg-
uisite service period.

FASB Statement of Standards

Explicit, Implicit, and Derived Requisite Service
Periods

A59. A requisite service period may be explicit, im-
plicit, or derived. An explicit service period is one
that is stated in the terms of the share-based payment
award. For example, an award that vests after three
years of continuous employee service has an explicit
service period of three years, which also would be the
requisite service period. An implicit service period is
one that may be inferred from an analysis of an
award’s terms. For example, if an award of share op-
tions vests only upon the completion of a new prod-
uct design and the design is expected to be completed
18 months from the grant date, the implicit service
period is 18 months, which also would be the requi-
site service period.

A60. A derived service period is based on a market
condition in a share-based payment award that af-
fects exercisability, exercise price, or the employee’s
ability to retain the award. A derived service period is
inferred from the application of certain valuation
techniques used to estimate fair value.”0 For ex-
ample, the derived service period for an award of
share options that an employee can exercise only if
the share price doubles at any time during a five-year
period can be inferred from certain valuation tech-
niques that are used to estimate fair value.”! In a lat-
tice model, that derived service period represents the
duration of the median of the distribution of share
price paths on which the market condition is satisfied.
That median is the middle share price path (the mid-
point of the distribution of paths) on which the mar-
ket condition is satisfied. The duration is the period of
time from the service inception date to the expected
date of market condition satisfaction (as inferred
from the valuation technique). For example, if the de-
rived service period is three years, the requisite serv-
ice period is three years and all compensation cost
would be recognized over that period, unless the
market condition is satisfied at an earlier date, in
which case any unrecognized compensation cost
would be recognized immediately upon its satisfac-
tion. If the requisite service is not rendered, all previ-
ously recognized compensation cost would be re-
versed. If the requisite service is rendered, the
recognized compensation is not reversed even if the
market condition is never satisfied.

TOAn entity that uses a closed-form model to estimate the grant-date fair value of an award with a market condition may need to use another

valuation technique to estimate the derived service period.

"'This example, and others noted in Appendix A, implicitly assume that the rights conveyed by the instrument to the holder are dependent on the
holder’s being an employee of the entity. That is, if the employment relationship is terminated, the award lapses or is forfeited shortly thereafter.
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A61. An award with a combination of market, per-
formance, or service conditions may contain multiple
explicit, implicit, or derived service periods. For such
an award, the estimate of the requisite service period
shall be based on an analysis of (a) all vesting and ex-
ercisability conditions, (b) all explicit, implicit, and
derived service periods, and (c) the probability that
performance or service conditions will be satisfied.
Thus, if vesting (or exercisability) of an award is
based on satisfying both a market condition and a
performance or service condition and it is probable
that the performance or service condition will be sat-
isfied, the initial estimate of the requisite service pe-
riod generally is the longest of the explicit, implicit,
or derived service periods. If vesting (or exercisabil-
ity) of an award is based on satisfying either a market
condition or a performance or service condition and
it is probable that the performance or service condi-
tion will be satisfied, the initial estimate of the requi-
site service period generally is the shortest of the ex-
plicit, implicit, or derived service periods.

AG62. For example, a share option might specify that
vesting occurs after three years of continuous em-
ployee service or when the employee completes a
specified project. The employer estimates that it is
probable”? that the project will be completed within
18 months. The employer also believes it is probable
that the service condition will be satisfied. Thus, that
award contains an explicit service period of 3 years
related to the service condition and an implicit serv-
ice period of 18 months related to the performance
condition. Because it is considered probable that both
the performance condition and the service condition
will be achieved, the requisite service period over
which compensation cost is recognized is 18 months,
which is the shorter of the explicit and implicit
service periods.

A63. As illustrated in paragraph A62, if an award
vests upon the earlier of the satisfaction of a service
condition (for example, four years of service) or the
satisfaction of one or more performance conditions,
it will be necessary to estimate when, if at all, the per-
formance conditions are probable of achievement.
For example, if initially the four-year service condi-
tion is probable of achievement and no performance
condition is probable of achievement, the requisite
service period is four years. If one year into the four-
year requisite service period a performance condition
becomes probable of achievement by the end of the
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second year, the requisite service period would be re-
vised to two years for attribution of compensation
cost (at that point in time, there would be only one
year of the two-year requisite service period
remaining).

A64. If an award vests upon the satisfaction of both
a service condition and the satisfaction of one or
more performance conditions, the entity also must
initially determine which outcomes are probable of
achievement. For example, an award contains a four-
year service condition and two performance condi-
tions, all of which need to be satisfied. If initially the
four-year service condition is probable of achieve-
ment and no performance condition is probable of
achievement, then no compensation cost would be
recognized unless the two performance conditions
and the service condition subsequently become prob-
able of achievement. If both performance conditions
become probable of achievement one year after the
grant date and the entity estimates that both perform-
ance conditions will be achieved by the end of the
second year, the requisite service period would be
four years as that is the longest period of both the ex-
plicit service period and the implicit service periods.
Because the requisite service is now expected to be
rendered, compensation cost will be recognized in
the period of the change in estimate (paragraph 43) as
the cumulative effect on current and prior periods of
the change in the estimated number of awards for
which the requisite service is expected to be ren-
dered. Therefore, compensation cost for the first year
will be recognized immediately at the time of the
change in estimate for the awards for which the req-
uisite service is expected to be rendered. The remain-
ing unrecognized compensation cost for those
awards would be recognized prospectively over the
remaining requisite service period.

A65. As indicated in paragraph A63, the initial esti-
mate of the requisite service period based on an ex-
plicit or implicit service period shall be adjusted for
changes in the expected and actual outcomes of the
related service or performance conditions that affect
vesting of the award. Such adjustments will occur as
the entity revises its estimates of whether or when
different conditions or combinations of conditions
are probable of being satisfied. Compensation cost
ultimately recognized is equal to the grant-date fair
value of the award based on the actual outcome of

72Probable is used in the same sense as in FASB Statement No. 5, Accounting for Contingencies: “‘the future event or events are likely to occur”

(paragraph 3).
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the performance or service conditions (para-
graph 49). If an award contains a market condition
and a performance or a service condition and the ini-
tial estimate of the requisite service period is based
on the market condition’s derived service period,
then the requisite service period shall not be revised
unless (a) the market condition is satisfied before the
end of the derived service period or (b) satistying the
market condition is no longer the basis for determin-
ing the requisite service period.

A66. How a change to the initial estimate of the req-
uisite service period is accounted for depends on
whether that change would affect the grant-date fair
value of the award (including the quantity of instru-
ments) that is to be recognized as compensation. For
example, if the quantity of instruments for which the
requisite service is expected to be rendered changes
because a vesting condition becomes probable of sat-
isfaction or if the grant-date fair value of an instru-
ment changes because another performance or serv-
ice condition becomes probable of satisfaction (for
example, a performance or service condition that af-
fects exercise price becomes probable of satisfac-
tion), the cumulative effect on current and prior peri-
ods of those changes in estimates shall be recognized
in the period of the change. In contrast, if compensa-
tion cost is already being attributed over an initially
estimated requisite service period and that initially
estimated period changes solely because another
market, performance, or service condition becomes
the basis for the requisite service period, any unrec-
ognized compensation cost at that date of change
shall be recognized prospectively over the revised
requisite service period, if any (that is, no
cumulative-effect adjustment is recognized). To sum-
marize, changes in actual or estimated outcomes that
affect either the grant-date fair value of the instru-
ment awarded or the quantity of instruments for
which the requisite service is expected to be rendered
(or both) are accounted for using a cumulative effect
adjustment, and changes in estimated requisite serv-
ice periods for awards for which compensation cost
is already being attributed are accounted for prospec-
tively only over the revised requisite service period,
if any.

Share-based payment award with a performance
condition and multiple service periods

A67. On January 1, 20X5, Entity T enters into an ar-
rangement with its chief executive officer (CEO) re-
lating to 40,000 share options on its stock with an ex-
ercise price of $30 per option. The arrangement is
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structured such that 10,000 share options will vest or
be forfeited in each of the next 4 years (20X5 through
20X8) depending on whether annual performance
targets relating to Entity T’s revenues and net income
are achieved. All of the annual performance targets
are set at the inception of the arrangement. Because a
mutual understanding of the key terms and condi-
tions is reached on January 1, 20X5, each tranche
would have a grant date and, therefore, a measure-
ment date, of January 1, 20X5. However, each
tranche of 10,000 share options should be accounted
for as a separate award with its own service inception
date, grant-date fair value, and 1-year requisite serv-
ice period, because the arrangement specifies for
each tranche an independent performance condition
for a stated period of service. The CEO’s ability to re-
tain (vest in) the award pertaining to 20X5 is not de-
pendent on service beyond 20X5, and the failure to
satisfy the performance condition in any one particu-
lar year has no effect on the outcome of any preced-
ing or subsequent period. This arrangement is similar
to an arrangement that would have provided a
$10,000 cash bonus for each year for satisfaction of
the same performance conditions. The four separate
service inception dates (one for each tranche) are at
the beginning of each year.

A68. If the arrangement had instead provided that
the annual performance targets would be established
during January of each year, the grant date (and,
therefore, the measurement date) for each tranche
would be that date in January of each year (20X5
through 20X8) because a mutual understanding of
the key terms and conditions would not be reached
until then. In that case, each tranche of 10,000 share
options has its own service inception date, grant-date
fair value, and 1-year requisite service period. The
fair value measurement of compensation cost for
each tranche would be affected because not all of the
key terms and conditions of each award are known
until the compensation committee sets the perform-
ance targets and, therefore, the grant dates are those
dates.

A69. If the arrangement in paragraph A67 instead
stated that the vesting for awards in periods from
20X6 through 20X8 was dependent on satisfaction of
the performance targets related to the preceding
award, the requisite service provided in exchange for
each preceding award would not be independent of
the requisite service provided in exchange for each
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successive award. In contrast to the arrangement de-
scribed in paragraph A67, failure to achieve the an-
nual performance targets in 20X5 would result in for-
feiture of all awards. The requisite service provided
in exchange for each successive award is dependent
on the requisite service provided for each preceding
award. In that circumstance, all awards have the
same service inception date and the same grant date
(January 1, 20X5); however, each award has its own
explicit service period (for example, the 20X5 grant
has a one-year service period, the 20X6 grant has a
two-year service period, and so on) over which com-
pensation cost would be recognized.”3

Share-based payment award with a service
condition and multiple service periods

A70. The CEO of Entity T enters into a five-year
employment contract on January 1, 20XS5. The con-
tract stipulates that the CEO will be given 10,000
fully vested share options at the end of each year
(50,000 share options in total). The exercise price of
each tranche will be equal to the market price at the
date of issuance (December 31 of each year in the
five-year contractual term). In this fact pattern, there
are five separate grant dates. The grant date for each
tranche is December 31 of each year because that is
the date when there is a mutual understanding of the
key terms and conditions of the agreement—that is,
the exercise price is known and the CEO begins to
benefit from, or be adversely affected by, subsequent
changes in the price of the employer’s equity shares
(refer to paragraphs A77 and A78 for additional guid-
ance on determining the grant date). Because the
awards’ terms do not include a substantive future req-
uisite service condition that exists at the grant date
(the options are fully vested when they are issued),
and the exercise price (and, therefore, the grant date)
is determined at the end of each period, the service
inception date precedes the grant date. The requisite
service provided in exchange for the first award (per-
taining to 20X5) is independent of the requisite serv-
ice provided in exchange for each consecutive award.
The terms of the share-based compensation arrange-
ment provide evidence that each tranche compen-
sates the CEO for one year of service, and each
tranche should be accounted for as a separate award
with its own service inception date, grant date, and
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one-year service period; therefore, the provisions of
paragraph 42 would not be applicable to this award
because of its structure.

AT1. If the arrangement described in paragraph A70
provided instead that the exercise price for all 50,000
share options would be the January 1, 20X5, market
price, then the grant date (and, therefore, the meas-
urement date) for each tranche would be January 1,
20X35, because that is the date at which there is a mu-
tual understanding of the key terms and conditions.
All tranches would have the same service inception
date and the same grant date (January 1, 20X5). Be-
cause of the nature of this award, Entity T would
make a policy decision pursuant to paragraph 42 of
this Statement as to whether it considers the award
as, in-substance, multiple awards each with its own
requisite service period (that is, the 20X5 grant has a
one-year service period, the 20X6 grant has a two-
year service period, and so on) or whether the entity
considers the award as a single award with a single
requisite service period based on the last separately
vesting portion of the award (that is, a requisite serv-
ice period of five years). Once chosen, this State-
ment requires that accounting policy be applied con-
sistently to all similar awards.

Share-based payment award with market and
service conditions and multiple service periods

AT72. On January 1, 20X5, Entity T grants an execu-
tive 200,000 share options on its stock with an exer-
cise price of $30 per option. The award specifies that
vesting (or exercisability) will occur upon the earlier
of (a) the share price reaching and maintaining at
least $70 per share for 30 consecutive trading days or
(b) the completion of 8 years of service. That award
contains an explicit service period of eight years re-
lated to the service condition and a derived service
period related to the market condition.

A73. An entity shall make its best estimate of the de-
rived service period related to the market condition
(refer to paragraph A60 and Appendix E).74 For this
example, the derived service period is assumed to be
six years. As described in paragraph A61, if an
award’s vesting (or exercisability) is conditional
upon the achievement of either a market condition or
performance or service conditions, the requisite serv-
ice period is generally the shortest of the explicit, im-
plicit, and derived service periods. In this example,
the requisite service period over which compensation

73Because this award contains a performance condition, it is not subject to the attribution guidance in paragraph 42 of this Statement.

74The derived service period may be estimated using any reasonable methodology, including Monte Carlo simulation techniques.
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cost should be attributed is six years (shorter of eight
and six years).”S Continuing with the example in
paragraph A72, if the market condition is actually
satisfied in February 20X9 (based on market prices
for the prior 30 consecutive trading days) Entity T
would immediately recognize any unrecognized
compensation cost, because no further service is re-
quired to earn the award. If the market condition is
not satisfied as of that date, but the executive renders
the six years of requisite service, compensation cost
shall not be reversed under any circumstances.

A74. The initial estimate of the requisite service pe-
riod for an award requiring satisfaction of both mar-
ket and performance or service conditions is gener-
ally the longest of the explicit, implicit, and derived
service periods (paragraph A61). For example, if the
award described in paragraph A72 required both the
completion of 8 years of service and the share price
reaching and maintaining at least $70 per share for 30
consecutive trading days, compensation cost would
be recognized over the 8-year explicit service period.
If the employee were to terminate service prior to the
eight-year requisite service period, compensation
cost would be reversed even if the market condition
had been satisfied by that time.

Ilustration 1—Definition of Employee

A75. This Statement defines employee as an indi-
vidual over whom the grantor of a share-based com-
pensation award exercises or has the right to exercise
sufficient control to establish an employer-employee
relationship based on common law as illustrated in
case law and currently under U.S. Internal Revenue
Service Revenue Ruling 87-41 (refer to Appendix E
for a complete definition of the term employee). An
example of whether that condition exists follows. En-
tity A issues options to members of its Advisory
Board, which is separate and distinct from Entity A’s
board of directors. Members of the Advisory Board
are knowledgeable about Entity A’s industry and ad-
vise Entity A on matters such as policy development,
strategic planning, and product development. The
Advisory Board members are appointed for two-year
terms and meet four times a year for one day, receiv-
ing a fixed number of options for services rendered at
each meeting. Based on an evaluation of the relation-
ship between Entity A and the Advisory Board mem-
bers, Entity A concludes that the Advisory Board
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members do not meet the common law definition of
employee. Accordingly, the awards to the Advisory
Board members are accounted for as awards to non-
employees under the provisions of this Statement.

A76. The definition of employee in Appendix E
states that nonemployee directors acting in their role
as members of an entity’s board of directors shall be
treated as employees if those directors were elected
by the entity’s shareholders or appointed to a board
position that will be filled by shareholder election
when the existing term expires. However, that re-
quirement applies only to awards granted to them for
their services as directors. Awards granted to those
individuals for other services should be accounted for
as awards to nonemployees in accordance with para-
graphs 5-8 of this Statement. Additionally, consoli-
dated groups may have multiple boards of directors;
this guidance applies only to (a) the nonemployee di-
rectors acting in their role as members of a parent en-
tity’s board of directors and (b) nonemployee mem-
bers of a consolidated subsidiary’s board of directors
to the extent that those members are elected by share-
holders that are not controlled directly or indirectly
by the parent or another member of the consolidated

group.
Ilustration 2—Determining the Grant Date

A77. The definition of grant date requires that an
employer and employee have a mutual understand-
ing of the key terms and conditions of the share-
based compensation arrangement (Appendix E).
Those terms may be established through a formal,
written agreement; an informal, oral arrangement; or
established by an entity’s past practice. A mutual un-
derstanding of the key terms and conditions means
that there is sufficient basis for both the employer and
the employee to understand the nature of the relation-
ship established by the award, including both the
compensatory relationship and the equity relation-
ship subsequent to the date of grant. The grant date
for an award will be the date that an employee begins
to benefit from, or be adversely affected by, subse-
quent changes in the price of the employer’s equity
shares. In order to assess that financial exposure, the
employer and employee must agree to the terms; that
is, there must be a mutual understanding. Awards
made under an arrangement that is subject to share-
holder approval are not deemed to be granted until

An entity may grant a fully vested deep out-of-the-money share option that would lapse shortly after termination of service, which is the
equivalent of an award with both a market condition and a service condition. The explicit service period associated with the explicit service
condition is zero; however, because the option is deep out-of-the-money at the grant date, there would be a derived service period.
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that approval is obtained unless approval is essen-
tially a formality (or perfunctory). Additionally, to
have a grant date for an award to an employee, the re-
cipient of that award must meet the definition of em-
ployee in Appendix E.

A78. The determination of the grant date shall be
based on the relevant facts and circumstances. For in-
stance, a look-back share option may be granted with
an exercise price equal to the lower of the current
share price or the share price one year hence. The ul-
timate exercise price is not known at the date of
grant, but it cannot be greater than the current share
price. In this case, the relationship between the exer-
cise price and the current share price provides a suffi-
cient basis to understand both the compensatory and
equity relationship established by the award; the re-
cipient begins to benefit from subsequent changes in
the price of the employer’s equity shares. However, if
the award’s terms call for the exercise price to be set
equal to the share price one year hence, the recipient
does not begin to benefit from, or be adversely af-
fected by, changes in the price of the employer’s eq-
uity shares until then.”® Therefore, grant date would
not occur until one year hence.

Ilustration 3—Service Inception Date and
Grant Date

A79. This Statement distinguishes between service
inception date and grant date (refer to Appendix E of
this Statement for definitions of service inception
date and grant date). The service inception date
is the date at which the requisite service period be-
gins. The service inception date usually is the grant
date, but the service inception date precedes the grant
date if (a) an award is authorized,”” (b) service
begins before a mutual understanding of the key
terms and conditions of a share-based payment
award is reached, and (c) either of the following con-
ditions applies: (1) the award’s terms do not include a
substantive future requisite service condition that ex-
ists at the grant date (refer to paragraph A83 for an
example illustrating that condition) or (2) the
award contains a market or performance condition
that if not satisfied during the service period preced-
ing the grant date and following the inception of the
arrangement results in forfeiture of the award
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(refer to paragraph A84 for an example illustrating
that condition). In certain circumstances the
service inception date may begin after the grant date
(refer to paragraph A67 for an example illustrating
that circumstance).

A80. For example, Entity T offers a position to an
individual on April 1, 20X5, that has been approved
by the CEO and board of directors. In addition to sal-
ary and other benefits, Entity T offers to grant 10,000
shares of Entity T stock that vest upon the completion
of 5 years of service (the market price of Entity T’s
stock is $25 on April 1, 20X5). The share award will
begin vesting on the date the offer is accepted. The
individual accepts the offer on April 2, 20X5, but is
unable to begin providing services to Entity T until
June 2, 20X5 (that is, substantive employment begins
on June 2, 20X5). The individual also does not re-
ceive a salary or participate in other employee ben-
efits until June 2, 20X5. On June 2, 20X5, the market
price of Entity T stock is $40. In this example, the
service inception date is June 2, 20X5, the first date
that the individual begins providing substantive em-
ployee services to Entity T. The grant date is the same
date because that is when the individual would meet
the definition of an employee. The grant-date fair
value of the share award is $400,000 (10,000 x $40).

A81. If necessary board approval of the award de-
scribed in paragraph A80 was obtained on August 5,
20X5, two months after substantive employment be-
gins (June 2, 20X5), both the service inception date
and the grant date would be August 5, 20X5, as that
is the date when all necessary authorizations were
obtained. If the market price of Entity T’s stock was
$38 per share on August 5, 20X35, the grant-date fair
value of the share award would be $380,000 (10,000
x $38). Additionally, Entity T would not recognize
compensation cost for the shares for the period be-
tween June 2, 20X5, and August 4, 20X5, neither
during that period nor cumulatively on August 5,
20X5, when both the service inception date and the
grant date occur. This is consistent with the definition
of requisite service period, which states that if an
award requires future service for vesting,’8 the entity
cannot define a prior period as the requisite service
period.

76 Awards of share options whose exercise price is determined solely by reference to a future share price generally would not provide a sufficient
basis to understand the nature of the compensatory and equity relationships established by the award until the exercise price is known.

77Compensation cost would not be recognized prior to receiving all necessary approvals unless approval is essentially a formality (or

perfunctory).

78Future service in this context represents the service to be rendered beginning as of the service inception date.
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A82. If the service inception date precedes the grant
date, recognition of compensation cost for periods
before the grant date shall be based on the fair value
of the award at the reporting dates that occur prior to
the grant date. In the period in which the grant date
occurs, cumulative compensation cost shall be ad-
justed to reflect the cumulative effect of measuring
compensation cost based on the fair value at the grant
date rather than the fair value previously used at the
service inception date (or any subsequent reporting
dates) (paragraph 41).

A83. If an award’s terms do not include a substan-
tive future requisite service condition that exists at
the grant date, the service inception date can precede
the grant date. For example, on January 1, 20X5, an
employee is informed that an award of 100 fully
vested options will be made on January 1, 20X6,
with an exercise price equal to the share price on
January 1, 20X6. All approvals for that award have
been obtained as of January 1, 20X5. That individual
is still an employee on January 1, 20X6, and receives
the 100 fully vested options on that date. There is no
substantive future service period associated with the
options after January 1, 20X6. Therefore, the requi-
site service period is from the January 1, 20X5 serv-
ice inception date through the January 1, 20X6 grant
date, as that is the period during which the employee
is required to perform service in exchange for the
award. The relationship between the exercise price
and the current share price that provides a sufficient
basis to understand the equity relationship estab-
lished by the award is known on January 1, 20X6.
Compensation cost would be recognized during
20XS5 in accordance with paragraph A82.

A84. If an award contains either a market or a per-
formance condition, which if not satisfied during the
service period preceding the grant date and following
the date the award is given results in a forfeiture of
the award, then the service inception date may pre-
cede the grant date. For example, an authorized
award is given on January 1, 20X5, with a two-year
cliff vesting service requirement commencing on that
date. The exercise price will be set on January 1,
20X6. The award will be forfeited if Entity T does

FASB Statement of Standards

not sell 1,000 units of product X in 20X5. In this ex-
ample, the employee earns the right to retain the
award if the performance condition is met and the
employee renders service in 20X5 and 20X6.
The requisite service period is two years beginning
on January 1, 20X5. The service inception date
(January 1, 20X5) precedes the grant date (January 1,
20X6). Compensation cost would be recognized dur-
ing 20X5 in accordance with paragraph A82.

AS8S. In contrast, consider an award that is given on
January 1, 20X5, with only a three-year cliff vesting
explicit service condition, which commences on that
date. The exercise price will be set on January 1,
20X6. In this example, the service inception date
cannot precede the grant date because there is a sub-
stantive future requisite service condition that exists
at the grant date (two years of service). Therefore,
there would be no attribution of compensation cost
for the period between January 1, 20X5, and Decem-
ber 31, 20X5, neither during that period nor cumula-
tively on January 1, 20X6, when both the service in-
ception date and the grant date occur. This is
consistent with the definition of requisite service pe-
riod, which states that if an award requires future
service for vesting, the entity cannot define a prior
period as the requisite service period. The requisite
service period would be two years, commencing on
January 1, 20X6.

Tllustration 4—A ccounting for Share Options
with Service Conditions

Hllustration 4(a)—Share Options with CIiff Vesting

A86. Entity T, a public entity, grants at-the-money
employee share options with a contractual term of 10
years. All share options vest at the end of three years
(cliff vesting), which is an explicit service (and requi-
site service) period of three years. The share options
do not qualify as incentive stock options for U.S. tax
purposes. The enacted tax rate is 35 percent.

A87. The following table shows assumptions and in-
formation about the share options granted on
January 1, 20X5.
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Share options granted 900,000
Employees granted options 3,000
Expected forfeitures per year 3.0%
Share price at the grant date $30
Exercise price $30
Contractual term (CT) of options 10 years
Risk-free interest rate over CT 1.5t04.3%
Expected volatility over CT 40 to 60%
Expected dividend yield over CT 1.0%
Suboptimal exercise factor’® 2

A88. This example assumes that each employee re-
ceives an equal grant of 300 options. Using as inputs
the last 7 items from the table above, Entity T’s
lattice-based valuation model produces a fair value of
$14.69 per option. A lattice model uses a suboptimal
exercise factor to calculate the expected term (that is,
the expected term is an output) rather than the ex-
pected term being a separate input. If an entity uses a
Black-Scholes-Merton option-pricing formula, the
expected term would be used as an input instead of a
suboptimal exercise factor.

A89. Total compensation cost recognized over the req-
uisite service period (which is the vesting period in this
example) should be the grant-date fair value of all share
options that actually vest (that is, all options for which the
requisite service is rendered). Paragraph 43 of this State-
ment requires an entity to estimate at the grant date the
number of share options for which the requisite service is
expected to be rendered (which, in this illustration, is the
number of share options for which vesting is deemed
probable 80). If that estimate changes, it shall be ac-
counted for as a change in estimate and its cumula-
tive effect (from applying the change retrospectively)
recognized in the period of change. Entity T esti-
mates at the grant date the number of share options
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expected to vest and subsequently adjusts compensa-
tion cost for changes in the estimated rate of forfei-
tures and differences between expectations and ac-
tual experience. This illustration assumes that none of
the compensation cost is capitalized as part of the
cost of an asset.

A90. The estimate of the number of forfeitures con-
siders historical employee turnover rates and expec-
tations about the future. Entity T has experienced his-
torical turnover rates of approximately 3 percent per
year for employees at the grantees’ level, and it ex-
pects that rate to continue over the requisite service
period of the awards. Therefore, at the grant date En-
tity T estimates the total compensation cost to be rec-
ognized over the requisite service period based on an
expected forfeiture rate of 3 percent per year. Actual
forfeitures are 5 percent in 20X5, but no adjustments
to cumulative compensation cost are recognized in
20X5 because Entity T still expects actual forfeitures
to average 3 percent per year over the 3-year vesting
period. At December 31, 20X6, management decides
that the forfeiture rate will likely increase through
20X7 and changes its estimated forfeiture rate for the
entire award to 6 percent per year. Adjustments to cu-
mulative compensation cost to reflect the higher for-
feiture rate are made at the end of 20X6. At the end of
20X7 when the award becomes vested, actual forfei-
tures have averaged 6 percent per year, and no further
adjustment is necessary.

A91. The first set of calculations illustrates the account-
ing for the award of share options on January 1, 20X5, as-
suming that the share options granted vest at the end of
three years. (Paragraphs A97—-A104 illustrate the ac-
counting for an award assuming graded vesting in which
a specified portion of the share options granted vest at the
end of each year.) The number of share options expected
to vest is estimated at the grant date to be 821,406

N suboptimal exercise factor of two means that exercise is generally expected to occur when the share price reaches two times the share op-
tion’s exercise price. Option-pricing theory generally holds that the optimal (or profit-maximizing) time to exercise an option is at the end of the
option’s term; therefore, if an option is exercised prior to the end of its term, that exercise is referred to as suboptimal. Suboptimal exercise also is
referred to as early exercise. Suboptimal or early exercise affects the expected term of an option. Early exercise can be incorporated into option-
pricing models through various means. In this illustration, Entity T has sufficient information to reasonably estimate early exercise and has incor-
porated it as a function of Entity T’s future stock price changes (or the option’s intrinsic value). In this case, the factor of 2 indicates that early
exercise would be expected to occur, on average, if the stock price reaches $60 per share ($30 x 2). Rather than use its weighted average subop-
timal exercise factor, Entity T also may use multiple factors based on a distribution of early exercise data in relation to its stock price.

80Refer to paragraph A62, footnote 72.

FAS123(R)-47



FAS123(R)

(900,000 x .973). Thus, as shown in Table 1, the compen-
sation cost to be recognized over the requisite service pe-
riod at January 1, 20X5, is $12,066,454 (821,406 x
$14.69), and the compensation cost to be recognized dur-
ing each year of the 3-year vesting period is $4,022,151
($12,066,454 + 3). The journal entries to recognize com-
pensation cost and related deferred tax benefit at the en-
acted tax rate of 35 percent are as follows for 20X5:8!

Compensation cost $4,022,151
Additional paid-in
capital $4,022,151
To recognize compensation cost.
Deferred tax asset $1,407,753
Deferred tax benefit $1,407,753

To recognize the deferred tax asset for the temporary
difference related to compensation cost ($4,022,151
x .35 =$1,407,753).

The net after-tax effect on income of recognizing
compensation cost for 20X5 is $2,614,398
($4,022,151 - $1,407,753).

A92. Absent a change in estimated forfeitures, the
same journal entries would be made to recognize
compensation cost and related tax effects for 20X6
and 20X7, resulting in a net after-tax cost for each
year of $2,614,398. However, at the end of 20X6,
management changes its estimated employee forfei-
ture rate from 3 percent to 6 percent per year. The re-
vised number of share options expected to vest is
747,526 (900,000 x .94%). Accordingly, the revised
cumulative compensation cost to be recognized by
the end of 20X7 is $10,981,157 (747,526 x $14.69).
The cumulative adjustment to reflect the effect of ad-
justing the forfeiture rate is the difference between
two-thirds of the revised cost of the award and the
cost already recognized for 20X5 and 20X6. The re-
lated journal entries and the computations follow.

FASB Statement of Standards

At December 31, 20X6, to adjust for new forfeiture
rate:

Revised total compensation

cost $10,981,157

Revised cumulative cost
as of December 31, 20X6
($10,981,157 x %)

Cost already recognized
in 20X5 and 20X6
($4,022,151 x 2)

Adjustment to cost at
December 31, 20X6

$ 7,320,771

8,044,302
$ (723,531)

The related journal entries are:

Additional paid-in capital  $723,531

Compensation cost $723,531
To adjust previously recognized compensation cost
and equity to reflect a higher estimated forfeiture rate.
Deferred tax expense $253,236

Deferred tax asset $253,236
To adjust the deferred tax accounts to reflect the tax

effect of increasing the estimated forfeiture rate
(8$723,531 x .35 = $253,236).

For 20X7:

Compensation cost $3,660,386

Additional paid-in capital $3,660,386
To recognize compensation cost ($10,981,157 + 3 =
$3,660,386).

Deferred tax asset $1,281,135
Deferred tax benefit $1,281,135

To recognize the deferred tax asset for additional
compensation cost ($3,660,386 x .35 = $1,281,135).

81n this example, Entity T has concluded that it will have sufficient future taxable income to realize the deferred tax benefits from its share-based

payment transactions.
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At December 31, 20X7, the entity would examine its actual forfeitures and make any necessary adjustments to
reflect cumulative compensation cost for the number of shares that actually vested.

Table 1—Share Option—CIliff Vesting

Cumulative
Year Total Value of Award Pretax Cost for Year Pretax Cost
20X5 $12,066,454 (821,406 x $14.69) $4,022,151 ($12,066,454 + 3) $4,022,151
20X6 $10,981,157 (747,526 x $14.69) $3,298,620 [($10,981,157 x %5) — $4,022,151] $7,320,771
20X7 $10,981,157 (747,526 x $14.69) $3,660,386 ($10,981,157 + 3) $10,981,157

A93. All 747,526 vested share options are exercised
on the last day of 20Y2. Entity T has already recog-
nized its income tax expense for the year without re-
gard to the effects of the exercise of the employee
share options. In other words, current tax expense
and current taxes payable were recognized based on
income and deductions before consideration of addi-
tional deductions from exercise of the employee
share options. Upon exercise, the amount credited to
common stock (or other appropriate equity accounts)
is the sum of the cash proceeds received and the
amounts previously credited to additional paid-in
capital in the periods the services were received
(20X5 through 20X7). In this example, Entity T has
no-par common stock and at exercise, the share price
is assumed to be $60.

At exercise:

Cash (747,526 x $30) ~ $22,425,780
Additional paid-in capital $10,981,157

Common stock $33,406,937
To recognize the issuance of common stock upon ex-
ercise of share options and to reclass previously re-
corded paid-in capital.

Income taxes

A94. In this example, the difference between
the market price of the shares and the exercise price
on the date of exercise is deductible for tax
purposes pursuant to U.S. tax law in effect at the date
of this Statement’s issuance (the share options
do not qualify as incentive stock options). Realized
benefits of tax return deductions in excess of com-

pensation cost recognized are accounted for as a
credit to additional paid-in capital 82 With the share
price of $60 at exercise, the deductible amount is
$22,425,780 [747,526 x ($60 — $30)]. Entity T has
sufficient taxable income to fully realize that deduc-
tion, and the tax benefit realized is $7,849,023
($22,425,780 x .35).

At exercise:

Deferred tax expense $3,843,405

Deferred tax asset $3,843,405
To write off the deferred tax asset related to
deductible share options at exercise ($10,981,157 x

.35 =$3,843,405).

Current taxes payable ~ $7,849,023
Current tax expense $3,843,405
Additional paid-in
capital $4,005,618

To adjust current tax expense and current taxes pay-
able to recognize the current tax benefit from deduct-
ible compensation cost upon exercise of share
options.

The credit to additional paid-in capital is the tax ben-
efit of the excess of the deductible amount over the
recognized compensation cost [($22,425,780 —
$10,981,157) x .35 = $4,005,618].

A95. If instead the share options expired unexer-
cised, previously recognized compensation cost
would not be reversed. There would be no deduction
on the tax return and, therefore, the entire deferred
tax asset of $3,843,405 would be charged to income

82 share option exercise may result in a tax deduction prior to the actual realization of the related tax benefit because the entity, for example, has
a net operating loss carryforward. In that situation, a tax benefit and a credit to additional paid-in capital for the excess deduction would not be

recognized until that deduction reduces taxes payable.
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tax expense$3 or additional paid-in capital, to the ex-
tent of any remaining additional paid-in capital from
excess tax benefits from previous awards accounted
for in accordance with this Statement or State-
ment 123 (paragraph 63).84

Cash flows from income taxes

A96. FASB Statement No. 95, Statement of Cash
Flows, as amended by this Statement, requires that
the realized tax benefit related to the excess of the de-
ductible amount over the compensation cost recog-
nized be classified in the statement of cash flows as a
cash inflow from financing activities and a cash out-
flow from operating activities. Under either the direct
or indirect method of reporting cash flows, Entity T
would disclose the following activity in its statement
of cash flows for the year ended December 31, 20Y2:

Cash outflow from operating activities:
Excess tax benefits from
share-based payment arrangements  $(4,005,618)

Cash inflow from financing activities:
Excess tax benefits from share-

based payment arrangements $4,005,618

Tllustration 4(b)—Share Options with Graded
Vesting

A97. Paragraph 42 of this Statement provides for the
following two methods to recognize compensation
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cost for awards with graded vesting: (a) on a straight-
line basis over the requisite service period for each
separately vesting portion of the award as if the
award was, in-substance, multiple awards (graded
vesting attribution method) or (b) on a straight-line
basis over the requisite service period for the entire
award (that is, over the requisite service period of the
last separately vesting portion of the award), subject
to the limitation noted in paragraph 42.85 The ac-
counting is illustrated below for both methods and
uses the same assumptions as those noted in para-
graphs A86—A88 except for the vesting provisions.

A98. Entity T awards 900,000 share options on
January 1, 20X5, that vest according to a graded
schedule of 25 percent for the first year of service, 25
percent for the second year, and the remaining 50
percent for the third year. Each employee is granted
300 share options. Table 2 shows the calculation as of
January 1, 20X5, of the number of employees and
the related number of share options expected to vest.
Using the expected 3 percent annual forfeiture rate,
90 employees are expected to terminate during 20X5
without having vested in any portion of the award,
leaving 2,910 employees to vest in 25 percent of the
award (75 options). During 20X6, 87 employees are
expected to terminate, leaving 2,823 to vest in the
second 25 percent of the award. During 20X7, 85
employees are expected to terminate, leaving 2,738
employees to vest in the last 50 percent of the award.
That results in a total of 840,675 share options ex-
pected to vest from the award of 900,000 share op-
tions with graded vesting.

Table 2—Share Option—Graded Vesting—Estimated Amounts

Year Number of Employees Number of Vested Share Options
Total at date of grant 3,000

20X5 3,000 -90 (3,000 x .03) =2,910 2,910 % 75 (300 x 25%) = 218,250

20X6 2,910-87 (2,910 x .03) =2,823 2,823 x 75 (300 x 25%) = 211,725

20X7 2,823 -85(2,823 x.03)=2,738 2,738 x 150 (300 x 50%) = 410,700

Total vested options 840,675

831f employees terminated with out-of-the-money vested share options, the deferred tax asset related to those share options would be written-off

when those options expire.

84A write-off of a deferred tax asset related to a deficiency of deductible compensation cost in relation to recognized compensation cost for
financial reporting purposes shall not be reflected in the statement of cash flows because the unit of account for cash-flow purposes is an indi-

vidual award (or portion thereof) as opposed to a portfolio of awards.

85The choice of attribution method for awards with graded vesting schedules is a policy decision that is not dependent on an enterprise’s choice
of valuation technique. In addition, the choice of attribution method applies to awards with only service conditions.
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Graded vesting attribution method

A99. The value of the share options that vest over
the three-year period is estimated by separating the
total award into three groups (or tranches) according
to the year in which they vest (because the expected
life for each tranche differs). Table 3 shows the esti-
mated compensation cost for the share options ex-
pected to vest. The estimates of expected volatility,
expected dividends, and risk-free interest rates are in-
corporated into the lattice, and the graded vesting
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conditions affect only the earliest date at which sub-
optimal exercise can occur. Thus, the fair value of
each of the 3 groups of options is based on the same
lattice inputs for expected volatility, expected divi-
dend yield, and risk-free interest rates used to deter-
mine the value of $14.69 for the cliff-vesting share
options (paragraphs A87 and A88). The different
vesting terms affect the ability of the suboptimal ex-
ercise to occur sooner (and affect other factors as
well, such as volatility), and therefore there is a dif-
ferent expected term for each tranche.

Table 3—Share Option—Graded Vesting—Estimated Cost

Vested Value per Compensation
Year Options _Option ~ Cost
20X5 218,250 $13.44 $ 2,933,280
20X6 211,725 14.17 3,000,143
20X7 410,700 14.69 6,033,183
840,675

A100. Compensation cost is recognized over the pe-
riods of requisite service during which each tranche
of share options is earned. Thus, the $2,933,280 cost
attributable to the 218,250 share options that vest in
20X35 is recognized in 20X5. The $3,000,143 cost at-
tributable to the 211,725 share options that vest at the
end of 20X6 is recognized over the 2-year vesting pe-
riod (20X5 and 20X6). The $6,033,183 cost attribut-

$11,966,606

able to the 410,700 share options that vest at the end
of 20X7 is recognized over the 3-year vesting period
(20X5, 20X6, and 20X7).

A101. Table 4 shows how the $11,966,606 expected
amount of compensation cost determined at the grant
date is attributed to the years 20X5, 20X6, and 20X7.

Table 4—Share Option—Graded Vesting—Computation of Estimated Cost

Share options vesting in 20X5
Share options vesting in 20X6
Share options vesting in 20X7
Cost for the year

Cumulative cost

Straight-line attribution method

A102. Entity T could use the same computation of
estimated cost, as in Table 3 above, but could elect to
recognize compensation cost on a straight-line basis
for all graded vesting awards. In that case, total com-

$6,444,412

Pretax Cost to Be Recognized
20%5 20X6 20X7
$2,933,280
1,500,071 $1,500,072
2,011,061 2,011,061 $ 2,011,061
$6,444.412 $3,511,133 $ 2,011,061

$9,955,545 $11,966,606

pensation cost to be attributed on a straight-line basis
over each year in the 3-year vesting period is ap-
proximately $3,988,868 ($11,966,606 + 3).86 How-
ever, this Statement requires that compensation cost
recognized at any date must be at least equal to the
amount attributable to options that are vested at that

8()Entity T also could use a single weighted-average expected life to value the entire award and arrive at a different amount of total compensation
cost. Total compensation cost could then be attributed on a straight-line basis over the three-year vesting period.
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date. For example, if 50 percent of this same option
award vested in the first year of the 3-year vesting pe-
riod, 436,500 options [2,910 x 150 (300 x 50%)]
would be vested at the end of 20X5. Compensation
cost amounting to $5,866,560 (436,500 x $13.44) at-
tributable to the vested awards would be recognized
in the first year.

A103. Compensation cost is adjusted for awards
with graded vesting to reflect differences between es-
timated and actual forfeitures as illustrated for the
cliff-vesting options, regardless of which method is
used to estimate value and attribute cost.

A104. Accounting for the tax effects of awards with
graded vesting follows the same pattern illustrated in
paragraphs A94 and A95. However, unless Entity T
identifies and tracks the specific tranche from which
share options are exercised, it would not know the
recognized compensation cost that corresponds to
exercised share options for purposes of calculating
the tax effects resulting from that exercise. If an en-
tity does not know the specific tranche from which
share options are exercised, it should assume that op-
tions are exercised on a first-vested, first-exercised
basis (which works in the same manner as the first-in,
first-out basis for inventory costing).

Ilustration 5—Share Option with Multiple
Performance Conditions

Hllustration 5(a)—Share Option Award under
Which the Number of Options to Be Earned Varies

A105. Tllustration 5(a) shows the computation of
compensation cost if Entity T grants an award of
share options with multiple performance conditions.
Under the award, employees vest in differing num-
bers of options depending on the amount by which
the market share of one of Entity T’s products in-
creases over a three-year period (the share options
cannot vest before the end of the three-year period).
The three-year explicit service period represents the
requisite service period. On January 1, 20X5, En-
tity T grants to each of 1,000 employees an award of
up to 300 10-year-term share options on its common
stock. If market share increases by at least 5 percent-
age points by December 31, 20X7, each employee

FASB Statement of Standards

vests in at least 100 share options at that date. If mar-
ket share increases by at least 10 percentage points,
another 100 share options vest, for a total of 200. If
market share increases by more than 20 percentage
points, each employee vests in all 300 share options.
Entity T’s share price on January 1, 20X5, is $30 and
other assumptions are the same as in Illustration 4(a)
(paragraph A87). The grant-date fair value per share
option is $14.69.87 The compensation cost of the
award depends on the estimated number of options
that will vest. Entity T must determine whether it is
probable88 that any performance condition will be
achieved, that is, whether the growth in market share
over the 3-year period will be at least 5 percent. Ac-
cruals of compensation cost are initially based on the
probable outcome of the performance conditions—in
this case, different levels of market share growth over
the three-year vesting period—and adjusted for sub-
sequent changes in the estimated or actual outcome.
If Entity T determines that no performance condition
is probable of achievement (that is, market share
growth is expected to be less than 5 percentage
points), then no compensation cost is recognized;
however, Entity T is required to reassess at each re-
porting date whether achievement of any perform-
ance condition is probable and would begin recog-
nizing compensation cost if and when achievement
of a performance condition becomes probable.

A106. Paragraph 44 of this Statement requires ac-
cruals of cost to be based on the probable outcome of
performance conditions. Accordingly, this State-
ment prohibits Entity T from basing accruals of com-
pensation cost on an amount that is not a possible
outcome (and thus cannot be the probable outcome).
For instance, if Entity T estimates that there is a 90
percent, 30 percent, and 10 percent likelihood that
market share growth will be at least 5 percentage
points, at least 10 percentage points, and greater than
20 percentage points, respectively, it would not try to
determine a weighted average of the possible out-
comes because that number of shares is not a possible
outcome under the arrangement.

A107. Table 5 shows the compensation cost that
would be recognized in 20X5, 20X6, and 20X7 if
Entity T estimates at the grant date that it is probable
that market share will increase at least 5 but less than

87While the vesting conditions in this illustration and Illustration 4 are different, the equity instruments being valued have the same estimate of
grant-date fair value. That is a consequence of the modified grant-date method, which accounts for the effects of vesting requirements or other
restrictions that apply during the vesting period by recognizing compensation cost only for the instruments that actually vest. (This discussion
does not refer to awards with market conditions that affect exercisability or the ability to retain the award as described in paragraphs A49-A51.)

88probable is used in the same sense as in Statement 5: “the future event or events are likely to occur” (paragraph 3).
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10 percentage points (that is, each employee would
receive 100 share options). That estimate remains un-
changed until the end of 20X7, when Entity T’s mar-
ket share has increased over the 3-year period by
more than 10 percentage points. Thus, each em-
ployee vests in 200 share options.

A108. As in Illustration 4(a) (refer to para-
graph A90), Entity T experiences actual forfeiture
rates of 5 percent in 20X5, and in 20X6 changes its
estimate of forfeitures for the entire award from
3 percent to 6 percent per year. In 20X6, cumulative
compensation cost is adjusted to reflect the higher
forfeiture rate. By the end of 20X7, a 6 percent forfei-
ture rate has been experienced, and no further adjust-
ments for forfeitures are necessary. Through 20X5,
Entity T estimates that 913 employees (1,000 x 973
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will remain in service until the vesting date. At the
end of 20X6, the number of employees estimated to
remain in service is adjusted for the higher forfeiture
rate, and the number of employees estimated to re-
main in service is 831 (1,000 x .943). The compensa-
tion cost of the award is initially estimated based on
the number of options expected to vest, which in turn
is based on the expected level of performance and the
fair value of each option.8% The amount of compen-
sation cost recognized (or attributed) when achieve-
ment of a performance condition is probable depends
on the relative satisfaction of the performance condi-
tion based on performance to date. Entity T deter-
mines that recognizing compensation cost ratably
over the three-year vesting period is appropriate with
one-third of the value of the award recognized each
year.

Table 5—Share Option with Performance Condition—
Number of Share Options Varies

Cumulative
Year Total Value of Award Pretax Cost for Year Pretax Cost
20X5 $1,341,197 ($14.69 x 100 x 913) $447,066 ($1,341,197 = 3) $447,066
20X6 $1,220,739 ($14.69 x 100 x 831) $366,760 [($1,220,739 x 73) — $447,066] $813,826
20X7 $2,441,478 ($14.69 x 200 x 831) $1,627,652 ($2,441,478 — $813,826) $2,441,478

Hllustration 5(b)—Share Option Award under
Which the Exercise Price Varies

A109. Ilustration 5(b) shows the computation of
compensation cost if Entity T grants a share option
award with a performance condition under which the
exercise price, rather than the number of shares, var-
ies depending on the level of performance achieved.
On January 1, 20X5, Entity T grants to its CEO 10-
year share options on 10,000 shares of its common
stock, which are immediately vested and exercisable
(an explicit service period of zero). The share price at
the grant date is $30, and the initial exercise price
also is $30. However, that price decreases to $15 if
the market share for Entity T’s products increases by
at least 10 percentage points by December 31, 20X6,
and provided that the CEO continues to be employed
by Entity T and has not previously exercised the op-
tions (an explicit service period of 2 years, which also
is the requisite service period).

A110. Entity T estimates at the grant date the ex-
pected level of market share growth, the exercise
price of the options, and the expected term of the op-
tions. Other assumptions, including the risk-free in-
terest rate and the service period over which the cost
is attributed, are consistent with those estimates. En-
tity T estimates at the grant date that its market share
growth will be at least 10 percentage points over the
2-year performance period, which means that the ex-
pected exercise price of the share options is $15, re-
sulting in a fair value of $19.99 per option.?0 Total
compensation cost to be recognized if the perform-
ance condition is satisfied would be $199,900
(10,000 x $19.99). Paragraph 49 of this State-
ment requires that the fair value of both awards with
service conditions and awards with performance
conditions be estimated as of the date of grant. Para-
graph 43 of this Statement also requires recognition
of cost for the number of instruments for which the
requisite service is provided. For this performance

89That amount would be adjusted as needed for changes in the estimated and actual forfeiture rates and for differences between estimated and

actual market share growth.

90Option value is determined using the same assumptions noted in paragraph A87 except the exercise price is $15 and the award is not exercis-

able at $15 per option for 2 years.

FAS123(R)-53



FAS123(R)

award, Entity T also selects the expected assumptions
at the grant date if the performance goal is not met. If
market share growth is not at least 10 percentage
points over the 2-year period, Entity T estimates a
fair value of $13.08 per option.9! Total compensation
cost to be recognized if the performance goal is not
met would be $130,800 (10,000 x $13.08). Because
Entity T estimates that the performance condition
would be satisfied, it would recognize compensation
cost of $130,800 on the date of grant related to the
fair value of the fully vested award and recognize
compensation cost of $69,100 ($199,900 —
$130,800) over the 2-year requisite service period re-
lated to the condition.92 During the two-year requi-
site service period, adjustments to reflect any change
in estimate about satisfaction of the performance
condition should be made, and, thus, aggregate cost
recognized by the end of that period reflects whether
the performance goal was met.

Tllustration 6—Other Performance Conditions

Al111. While performance conditions usually affect
vesting conditions, they may affect exercise price,
contractual term, quantity, or other factors that affect
an award’s fair value prior to, at the time of, or subse-
quent to vesting. This Statement requires that all per-
formance conditions be accounted for similarly. A
potential grant-date fair value is estimated for each of
the possible outcomes that are reasonably determin-
able at the grant date and associated with the per-
formance condition(s) of the award (as demonstrated
in Illustration 5(b), paragraphs A109 and A110).
Compensation cost ultimately recognized is equal to
the grant-date fair value of the award that coincides
with the actual outcome of the performance
condition(s).

Al112. To illustrate the notion described in para-
graph A111 and attribution of compensation cost
when performance conditions have different service
periods, assume Entity C grants 10,000 at-the-money
share options on its common stock to an employee.
The options have a 10-year contractual term. The
share options vest upon successful completion of
phase-two clinical trials to satisty regulatory testing
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requirements related to a developmental drug
therapy. Phase-two clinical trials are scheduled to be
completed (and regulatory approval of that phase ob-
tained) in approximately 18 months; hence, the im-
plicit service period is approximately 18 months.
Further, the share options will become fully transfer-
able upon regulatory approval of the drug therapy
(which is scheduled to occur in approximately four
years). The implicit service period for that perform-
ance condition is approximately 30 months (begin-
ning once phase-two clinical trials are successfully
completed). Based on the nature of the performance
conditions, the award has multiple requisite service
periods (one pertaining to each performance condi-
tion) that affect the pattern in which compensation
cost is attributed.?3 The determination of whether
compensation cost should be recognized depends on
Entity C’s assessment of whether the performance
conditions are probable of achievement. Entity C ex-
pects that all performance conditions will be
achieved. That assessment is based on the relevant
facts and circumstances, including Entity C’s histori-
cal success rate of bringing developmental drug
therapies to market.

Al113. At the grant date, Entity C estimates that the
potential fair value of each share option under the 2
possible outcomes is $10 (Outcome 1, in which the
share options vest and do not become transferable)
and $16 (Outcome 2, in which the share options vest
and do become transferable).9* If Outcome 1 is con-
sidered probable of occurring, Entity C would recog-
nize $100,000 (10,000 x $10) of compensation cost
ratably over the 18-month requisite service period re-
lated to the successful completion of phase-two clini-
cal trials. If Outcome 2 is considered probable of oc-
curring, then Entity C would recognize an additional
$60,000 [10,000 x ($16 — $10)] of compensation cost
ratably over the 30-month requisite service period
(which begins after phase-two clinical trials are suc-
cessfully completed) related to regulatory approval
of the drug therapy. Because Entity C believes that
Outcome 2 is probable, it recognizes compensation
cost in the pattern described. However, if circum-
stances change and it is determined at the end of year

o 1Option value is determined using the same assumptions noted in paragraph A87 except the award is immediately vested.

92Because of the nature of the performance condition, the award has multiple requisite service periods that affect the manner in which compen-
sation cost is attributed. Paragraphs A55—-A74 provide guidance on estimating the requisite service period.

93Paratgraphs AS55-A74 provide guidance on estimating the requisite service period of an award.

94The difference in estimated fair values of each outcome is due to the change in estimate of the expected term of the share option. Outcome 1
uses an expected term in estimating fair value that is less than the expected term used for Outcome 2, which is equal to the award’s 10-year
contractual term. If a share option is transferable, its expected term is equal to its contractual term (paragraph A26).
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three that the regulatory approval of the developmen-
tal drug therapy is likely to be obtained in six years
rather than four, the requisite service period for Out-
come 2 is revised, and the remaining unrecognized
compensation cost would be recognized prospec-
tively through year six. On the other hand, if it be-
comes probable that Outcome 2 will not occur, com-
pensation cost recognized for Outcome 2, if any,
would be reversed.

Tllustration 7—Share Option with a Market
Condition (Indexed Exercise Price)

All14. Entity T grants share options whose exercise
price varies with an index of the share prices of a
group of entities in the same industry, that is, a mar-
ket condition as defined in this Statement (refer to
Appendix E). Assume that on January 1, 20X5, En-
tity T grants 100 share options on its common stock
with an initial exercise price of $30 to each of 1,000
employees. The share options have a maximum term
of 10 years. The exercise price of the share options
increases or decreases on December 31 of each year
by the same percentage that the index has increased
or decreased during the year. For example, if the peer
group index increases by 10 percent in 20X5, the ex-
ercise price of the share options during 20X6 in-
creases to $33 ($30 x 1.10). On January 1, 20X35, the
peer group index is assumed to be 400. The dividend
yield on the index is assumed to be 1.25 percent.

A115. Each indexed share option may be analyzed
as a share option to exchange 0.0750 (30 + 400)
“shares” of the peer group index for a share of Entity
T stock—that is, to exchange one noncash asset for
another noncash asset. A share option to purchase
stock for cash also can be thought of as a share option
to exchange one asset (cash in the amount of the ex-
ercise price) for another (the share of stock). The in-
trinsic value of a cash share option equals the differ-
ence between the price of the stock upon exercise and
the amount—the price—of the cash exchanged for
the stock. The intrinsic value of a share option to ex-
change 0.0750 “shares” of the peer group index for a
share of Entity T stock also equals the difference be-
tween the prices of the two assets exchanged.

FAS123(R)

A116. To illustrate the equivalence of an indexed
share option and the share option above, assume that
an employee exercises the indexed share option
when Entity T’s share price has increased 100 per-
cent to $60 and the peer group index has increased 75
percent, from 400 to 700. The exercise price of the
indexed share option thus is $52.50 ($30 x 1.75).

Price of Entity T share $60.00
Less: Exercise price of share option 52.50
Intrinsic value of indexed share option $ 7.50

That is the same as the intrinsic value of a share op-
tion to exchange 0.0750 shares of the index for 1
share of Entity T stock:

Price of Entity T share $60.00
Less: Price of a share of the peer

group index (.0750 x $700) 52.50
Intrinsic value at exchange $ 7.50

Al117. Option-pricing models can be extended to
value a share option to exchange one asset for an-
other. The principal extension is that the volatility of
a share option to exchange two noncash assets is
based on the relationship between the volatilities of
the prices of the assets to be exchanged—their cross-
volatility. In a share option with an exercise price
payable in cash, the amount of cash to be paid has
zero volatility, so only the volatility of the stock
needs to be considered in estimating that option’s fair
value. In contrast, the fair value of a share option to
exchange two noncash assets depends on possible
movements in the prices of both assets—in this ex-
ample, fair value depends on the cross-volatility of a
share of the peer group index and a share of Entity T
stock. Historical cross-volatility can be computed di-
rectly based on measures of Entity T’s share price in
shares of the peer group index. For example, Entity
T’s share price was 0.0750 shares at the grant date
and 0.0857 (60 + 700) shares at the exercise date.
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Those share amounts then are used to compute cross-
volatility. Cross-volatility also can be computed indi-
rectly based on the respective volatilities of Entity T
stock and the peer group index and the correlation
between them. The expected cross-volatility between
Entity T stock and the peer group index is assumed to
be 30 percent.

A118. In a share option with an exercise price pay-
able in cash, the assumed risk-free interest rate (dis-
count rate) represents the return on the cash that will
not be paid until exercise. In this example, an equiva-
lent share of the index, rather than cash, is what will
not be “paid” until exercise. Therefore, the dividend
yield on the peer group index of 1.25 percent is used
in place of the risk-free interest rate as an input to the
option-pricing model.

A119. The initial exercise price for the indexed
share option is the value of an equivalent share of the
peer group index, which is $30 (0.0750 x $400). The
fair value of each share option granted is $7.55 based
on the following inputs:

Share price $30
Exercise price $30
Dividend yield 1.00%
Discount rate 1.25%
Volatility 30%
Contractual term 10 years
Suboptimal exercise factor?3 1.10

A120. The indexed share options have a three-year
explicit service period. The market condition affects
the grant-date fair value of the award and its exercis-
ability; however, vesting is based solely on the ex-
plicit service period of three years. The at-the-money
nature of the award makes the derived service period
irrelevant in determining the requisite service period
in this example; therefore, the requisite service period
of the award is three years based on the explicit serv-
ice period. The accrual of compensation cost would
be based on the number of options for which the req-
uisite service is expected to be rendered (which is not

93Refer to paragraph A87, footnote 79.
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addressed in this illustration). That cost would be rec-
ognized over the requisite service period as shown in
Tllustration 4(a) (paragraphs A86—A96).

Illustration 8—Share Unit with Performance and
Market Conditions

Al121. Entity T grants 100,000 share units (SUs) to
each of 10 vice presidents (VPs) (1 million SUs in to-
tal) on January 1, 20X5. Each SU has a contractual
term of three years and a vesting condition based on
performance. The performance condition is different
for each VP and is based on specified goals to be
achieved over three years (an explicit three-year serv-
ice period). If the specified goals are not achieved at
the end of three years, the SUs will not vest. Each SU
is convertible into shares of Entity T at contractual
maturity as follows: (a) if Entity T’s share price has
appreciated by a percentage that exceeds the percent-
age appreciation of the S&P 500 index by at least 10
percent (that is, the relative percentage increase is at
least 10 percent), each SU converts into 3 shares of
Entity T stock, (b) if the relative percentage increase
is less than 10 percent but greater than zero percent,
each SU converts into 2 shares of Entity T stock, (c)
if the relative percentage increase is less than or equal
to zero percent, each SU converts into 1 share of En-
tity T stock, and (d) if Entity T’s share price has de-
preciated, each SU converts into zero shares of Entity
T stock.% Appreciation or depreciation for Entity T’s
share price and the S&P 500 index is measured from
the grant date.

A122. The SUs’ conversion feature is based on a
variable target stock price (that is, the target stock
price varies based on the S&P 500 index); hence, it is
a market condition. That market condition affects the
fair value of the SUs that vest. Each VP’s SUs vest
only if the individual’s performance condition is
achieved; consequently, this award is accounted for
as an award with a performance condition (para-
graphs A49-A51). This example assumes that all
SUs become fully vested; however, if the SUs do not
vest because the performance conditions are not
achieved, Entity T would reverse any previously rec-
ognized compensation cost associated with the non-
vested SUs.

96This market condition affects the ability to retain the award because the conversion ratio could be zero; however, vesting is based solely on the
explicit service period of three years, which is equal to the contractual maturity of the award. That set of circumstances makes the derived service
period irrelevant in determining the requisite service period; therefore, the requisite service period of the award is three years based on the explicit

service period.

FAS123(R)-56



Share-Based Payment

A123. The grant-date fair value of each SU is as-
sumed for purposes of this example to be $36.97 For
simplicity, this example assumes that no forfeitures
will occur during the vesting period. The grant-date
fair value of the award is $36 million (1 million x
$36); management of Entity T expects that all SUs
will vest because the performance conditions are
probable of achievement. Entity T recognizes com-
pensation cost of $12 million ($36 million + 3) in
each year of the 3-year service period; the following
journal entries are recognized by Entity T in 20X5,
20X6, and 20X7:

Compensation cost $12,000,000
Additional paid-
in capital $12,000,000
To recognize compensation cost.
Deferred tax asset $4,200,000
Deferred tax benefit $4,200,000

To recognize the deferred tax asset for the temporary
difference related to compensation cost ($12,000,000
x .35 = $4,200,000).

A124. Upon contractual maturity of the SUs, four
outcomes are possible; however, because all possible
outcomes of the market condition were incorporated
into the SUs’ grant-date fair value, no other entry re-
lated to compensation cost is necessary to account for
the actual outcome of the market condition. How-
ever, if the SUs’ conversion ratio was based on
achieving a performance condition rather than on sat-
isfying a market condition, compensation cost would
be adjusted according to the actual outcome of the
performance condition (refer to Illustration 6, para-
graphs A111-A113).

Ilustration 9—Share Option with Exercise Price
That Increases by a Fixed Amount or a Fixed
Percentage

A125. Some entities grant share options with exer-
cise prices that increase by a fixed amount or a con-
stant percentage periodically. For example, the exer-
cise price of the share options in Illustration 4(a)
(paragraphs A86—-A96) might increase by a fixed
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amount of $2.50 per year. Lattice models and other
valuation techniques can be adapted to accommodate
exercise prices that change over time by a fixed
amount.98

A126. Share options with exercise prices that in-
crease by a constant percentage also can be valued
using an option-pricing model that accommodates
changes in exercise prices. Alternatively, those share
options can be valued by deducting from the discount
rate the annual percentage increase in the exercise
price. That method works because a decrease in the
risk-free interest rate and an increase in the exercise
price have a similar effect—both reduce the share op-
tion value. For example, the exercise price of the
share options in Illustration 4 might increase at the
rate of 1 percent annually. For that example, Entity
T’s share options would be valued based on a risk-
free interest rate less 1 percent. Holding all other as-
sumptions constant from Illustration 4(a) (refer to
paragraph A87), the value of each share option
granted by Entity T would be $14.34.

Ilustration 10—Share-Based Liability
(Cash-Settled SARs)

A127. Entity T, a public company, grants share ap-
preciation rights (SARs) with the same terms and
conditions as those described in Illustration 4(a)
(paragraphs A86—A88). Each SAR entitles the holder
to receive an amount in cash equal to the increase in
value of 1 share of Entity T stock over $30. Entity T
determines the grant-date fair value of each SAR in
the same manner as a share option and uses the same
assumptions and option-pricing model used to esti-
mate the fair value of the share options in Illustration
4(a); consequently, the grant-date fair value of each
SAR is $14.69 (paragraphs A87-A88). The awards
cliff-vest at the end of three years of service (an ex-
plicit and requisite service period of three years). The
number of SARs for which the requisite service is ex-
pected to be rendered is estimated at the grant date to
be 821,406 (900,000 x .97%). Thus, the fair value of
the award at January 1, 20X5, is $12,066,454
(821,406 x $14.69). For simplicity, this example
assumes that estimated forfeitures equal actual
forfeitures.

A128. Paragraph 37 of this Statement requires that
share-based compensation liabilities be recognized at

97Certain option-pricing models, including Monte Carlo simulation techniques, have been adapted to value path-dependent options and other
complex instruments. In this case, the entity concludes that a Monte Carlo simulation technique provides a reasonable estimate of fair value.
Each simulation represents a potential outcome, which determines whether an SU would convert into three, two, one, or zero shares of stock.

98Such an arrangement has a market condition and may have a derived service period.
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fair value or a portion thereof (depending on the per-
centage of requisite service that has been rendered at
the reporting date) and be remeasured at each report-
ing date through the date of settlement;*® conse-
quently, compensation cost recognized during each
year of the three-year vesting period (as well as dur-
ing each year thereafter through the date of settle-
ment) will vary based on changes in the award’s fair
value. At December 31, 20X5, the assumed fair value
is $10 per SAR; hence, the fair value of the award is
$8,214,060 (821,406 x $10). The share-based com-
pensation liability at December 31, 20X5, is
$2,738,020 ($8,214,060 + 3) to account for the por-
tion of the award related to the service rendered in
20XS5 (1 year of the 3-year requisite service period).
For convenience, this example assumes that journal
entries to account for the award are performed at
year-end. The journal entries for 20X5 are as follows:
Compensation cost $2,738,020
Share-based

compensation liability $2,738,020
To recognize compensation cost.
Deferred tax asset $958,307
Deferred tax benefit $958,307

To recognize the deferred tax asset for the temporary
difference related to compensation cost ($2,738,020
% .35 =$958,307).

A129. At December 31, 20X6, the fair value is as-
sumed to be $25 per SAR; hence, the award’s fair
value is $20,535,150 (821,406 x $25), and the corre-
sponding liability at that date is $13,690,100
(320,535,150 x %) because service has been pro-
vided for 2 years of the 3-year requisite service pe-
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riod. Compensation cost recognized for the award in
20X6 is $10,952,080 ($13,690,100 — $2,738,020).
Entity T recognizes the following journal entries for
20Xe6:
Compensation cost $10,952,080
Share-based

compensation

liability $10,952,080
To recognize a share-based compensation liability of
$13,690,100 and associated compensation cost.
Deferred tax asset $3,833,228

Deferred tax benefit $3,833,228

To recognize the deferred tax asset for additional
compensation cost ($10,952,080 x .35 =
$3,833,228).

A130. At December 31, 20X7, the fair value is as-
sumed to be $20 per SAR; hence, the award’s fair
value is $16,428,120 (821,406 x $20), and the corre-
sponding liability at that date is $16,428,120
(816,428,120 x 1) because the award is fully vested.
Compensation cost recognized for the liability award
in 20X7 is $2,738,020 ($16,428,120 — $13,690,100).
Entity T recognizes the following journal entries for
20X7:

Compensation cost $2,738,020
Share-based

compensation liability $2,738,020

To recognize a share-based compensation liability of
$16,428,120 and associated compensation cost.
Deferred tax asset $958,307

Deferred tax benefit $958.,307

To recognize the deferred tax asset for additional
compensation cost ($2,738,020 x .35 = $958,307).

Table 6—Share-Based Liability Award

Cumulative
Total Value of Award Pretax
Year at Year-End Pretax Cost for Year Cost
20X5 $8,214,060 (821,406 x $10) $2,738,020 ($8,214,060 + 3) $2,738,020
20X6 $20,535,150 (821,406 x $25) $10,952,080 [($20,535,150 x %5) — $2,738,020] $13,690,100
20X7 $16,428,120 (821,406 x $20) $2,738,020 ($16,428,120 — $13,690,100) $16,428,120

9()Para,gmph 38 permits a nonpublic entity to measure share-based payment liabilities at either fair value (or, in some cases, calculated value) or
intrinsic value. If a nonpublic entity elects to measure those liabilities at fair value, the accounting demonstrated in this illustration would be

applicable.
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A131. For simplicity, this illustration assumes that
all of the SARs are exercised on the same day, that
the liability award’s fair value is $20 per SAR, and
that Entity T has already recognized its income tax
expense for the year without regard to the effects of
the exercise of the employee SARs. In other words,
current tax expense and current taxes payable were
recognized based on taxable income and deductions
before consideration of additional deductions from
exercise of the SARs. The amount credited to cash
for the exercise of the SARs is equal to the share-
based compensation liability of $16,428,120.

At exercise:

Share-based
compensation liability ~ $16,428,120
Cash (821,406 x $20) $16,428,120
To recognize the cash payment to employees from
SAR exercise.

Income Taxes

A132. The cash paid to the employees on the date of
exercise is deductible for tax purposes. Entity T has
sufficient taxable income, and the tax benefit realized
is $5,749,842 ($16,428,120 x .35).

At exercise:
Deferred tax expense $5,749,842

Deferred tax asset $5,749,842
To write off the deferred tax asset related to the SARs.
Current taxes payable ~ $5,749,842

Current tax expense $5,749,842
To adjust current tax expense and current taxes
payable to recognize the current tax benefit from
deductible compensation cost.

A133. If the SARs had expired worthless, the share-
based compensation liability account and deferred
tax asset account would have been adjusted to zero
through the income statement as the award’s fair
value decreased.
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Mlustration 11—Share-Based Equity and
Liability Awards Granted by a Nonpublic Entity

Hllustration 11(a)—Share Award Granted by a
Nonpublic Entity

A134. On January 1, 20X6, Entity W, a nonpublic
entity,!90 grants 100 shares of stock to each of its 100
employees. The shares cliff vest at the end of three
years. Entity W estimates that the grant-date fair
value of 1 share of stock is $7. The grant-date fair
value of the share award is $70,000 (100 x 100 x $7).
The fair value of shares, which is equal to its intrinsic
value, is not subsequently remeasured. For simplic-
ity, the example assumes that no forfeitures occur
during the vesting period. Because the requisite serv-
ice period is three years, Entity W recognizes
$23,333 ($70,000 + 3) of compensation cost for each
annual period as follows:

Compensation cost $23,333
Additional paid-in capital $23,333
To recognize compensation cost.
Deferred tax asset $8,167
Deferred tax benefit $8,167

To recognize the deferred tax asset for the temporary
difference related to compensation cost ($23,333 x
.35 =$8,167).

Income taxes

A135. After three years, all shares are vested. For
simplicity, this illustration assumes that no employ-
ees made an IRS Code $83(b) election!0! and Entity
W has already recognized its income tax expense for
the year in which the shares become vested without
regard to the effects of the share award.

A136. The fair value per share on the vesting date,
assumed to be $20, is deductible for tax purposes.
Paragraph 62 of this Statement requires that excess
tax benefits be recognized as a credit to additional
paid-in capital. Tax return deductions that are less
than compensation cost recognized result in a charge
to income tax expense in the period of vesting unless

100The accounting demonstrated in this illustration also would be applicable to a public entity that grants share awards to its employees. The
same measurement method and basis is used for both nonvested share awards and restricted share awards (which are a subset of nonvested share

awards).

1011RS Code §83(b) permits an employee to elect either the grant date or the vesting date for measuring the fair market value of an award of

shares.
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there are any remaining excess tax benefits from pre-
vious awards accounted for in accordance with this
Statement or Statement 123, in which case, the
amount of any tax deficiency is first offset against ad-
ditional paid-in capital. With the share price at $20 on
the vesting date, the deductible amount is $200,000
(10,000 x $20). The entity has sufficient taxable in-
come, and the tax benefit realized is $70,000
($200,000 x .35).

At vesting:

Deferred tax expense $24,500
Deferred tax asset $24,500
To write off deferred tax asset related to deductible

share award at vesting ($70,000 x .35 = $24,500).

Current taxes payable $70,000

Current tax expense $24,500
Additional paid-in
capital $45,500

To adjust current tax expense and current taxes pay-
able to recognize the current tax benefit from deduct-
ible compensation cost upon vesting of share award.
The credit to additional paid-in capital is the excess
tax benefit: ($200,000 — $70,000) x .35 = $45,500.

Hllustration 11(b)—Share Option Award Granted
by a Nonpublic Entity That Uses the Calculated
Value Method

A137. On January 1, 20X6, Entity W, a small non-
public entity that develops, manufactures, and dis-
tributes medical equipment, grants 100 share options
to each of its 100 employees. The share price at the
grant date is $7.192 The options are granted at-the-
money, cliff vest at the end of 3 years, and have a 10-
year contractual term. Entity W estimates the ex-
pected term of the share options granted as 5 years
and the risk-free rate as 3.75 percent. For simplicity,
the example assumes that no forfeitures occur during
the vesting period and that no dividends are expected
to be paid in the future, and the example does not re-
flect the accounting for income tax consequences of
the awards.

A138. Entity W does not maintain an internal mar-
ket for its shares, which are rarely traded privately. It
has not issued any new equity or convertible debt in-
struments for several years and has been unable to
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identify any similar entities that are public. Entity W
has determined that it is not practicable for it to esti-
mate the expected volatility of its share price and,
therefore, it is not possible for it to reasonably esti-
mate the grant-date fair value of the share options.
Accordingly, Entity W is required to apply the provi-
sions of paragraph 23 of this Statement in accounting
for the share options under the calculated value
method.

A139. Entity W operates exclusively in the medical
equipment industry. It visits the Dow Jones Indexes
website and, using the Industry Classification Bench-
mark, reviews the various industry sector compo-
nents of the Dow Jones U.S. Total Market Index. It
identifies the medical equipment subsector, within
the health care equipment and services sector, as the
most appropriate industry sector in relation to its op-
erations. It reviews the current components of the
medical equipment index and notes that, based on the
most recent assessment of its share price and its is-
sued share capital, in terms of size it would rank
among companies in the index with a small market
capitalization (or small-cap companies). Entity W se-
lects the small-cap version of the medical equipment
index as an appropriate industry sector index because
it considers that index to be representative of its size
and the industry sector in which it operates. Entity W
obtains the historical daily closing total return values
of the selected index for the five years immediately
prior to January 1, 20X6, from the Dow Jones In-
dexes website. It calculates the annualized historical
volatility of those values to be 24 percent, based on
252 trading days per year.

A140. Entity W uses the inputs that it has deter-
mined above in a Black-Scholes-Merton option-
pricing formula, which produces a value of $2.05 per
share option. This results in total compensation cost
of $20,500 (10,000 x $2.05) to be accounted for over
the requisite service period of 3 years.

Al41. For each of the 3 years ending December 31,
20X6, 20X7, and 20X8, Entity W will recognize
compensation cost of $6,833 ($20,500 + 3). The jour-
nal entry for each year is as follows:

Compensation cost $6,833

Additional paid-in capital $6,833

To recognize compensation cost.

102The AICPA Practice Aid, Valuation of Privately-Held-Company Equity Securities Issued as Compensation, describes best practices for the
valuation of privately-held-company equity securities issued as compensation.
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Table 7—Share Option Award Granted by a Nonpublic Entity That
Uses the Calculated Value Method

Total Calculated
Year Value of Award
20X6 $20,500 (10,000 x $2.05)
20X7 $20,500 (10,000 x $2.05)
20X8 $20,500 (10,000 x $2.05)

Al142. Assuming that all 10,000 share options are
exercised on the same day in 20Y2, the accounting
for the option exercise will follow the same pattern as
in Illustration 4 (paragraph A93) and will result in the
following journal entry.

At exercise:
Cash (10,000 x $7) $70,000
Additional paid-in capital $20,500

Common stock $90,500
To recognize the issuance of shares upon exercise of
options and to reclassify previously recognized
paid-in capital.

Hllustration 11(c)—Share-Based Liability Award
Granted by a Nonpublic Entity That Elects the
Intrinsic Value Method

Al43. On January 1, 20X6, Entity W, a nonpublic
entity that has chosen the accounting policy of using
the intrinsic value method of accounting for share-
based payments that are classified as liabilities in ac-
cordance with paragraph 38 of this Statement, grants
100 cash-settled SARs with a 5-year life to each of its
100 employees. Each SAR entitles the holder to re-
ceive an amount in cash equal to the increase in value
of 1 share of Entity W stock over $7. The awards
cliff-vest at the end of three years of service (an ex-
plicit and requisite service period of three years). For
simplicity, the example assumes that no forfeitures
occur during the vesting period and does not reflect
the accounting for income tax consequences of the
awards.

Al144. Because of Entity W’s accounting policy de-
cision to use intrinsic value, all of its share-based
payments that are classified as liabilities are recog-
nized at intrinsic value (or a portion thereof, depend-

Cumulative

Pretax Cost for Year Pretax Cost
$6,333 ($20,500 + 3) $6,833
$6,834 ($20,500 x % — $6,833) $13,667
$6,833 ($20,500 — $13,667) $20,500

ing on the percentage of requisite service that has
been rendered) at each reporting date through the
date of settlement; consequently, the compensation
cost recognized in each year of the three-year requi-
site service period will vary based on changes in the
liability award’s intrinsic value. At December 31,
20X6, Entity W stock is valued at $10 per share;
hence, the intrinsic value is $3 per SAR ($10 — $7),
and the intrinsic value of the award is $30,000
(10,000 x $3). The compensation cost to be recog-
nized for 20X6, is $10,000 ($30,000 + 3), which cor-
responds to the service provided in 20X6 (1 year of
the 3-year service period). For convenience, this ex-
ample assumes that journal entries to account for the
award are performed at year-end. The journal entry
for 20X6 is as follows:
Compensation cost $10,000
Share-based compensation
liability
To recognize compensation cost.

$10,000

Al145. At December 31, 20X7, Entity W stock is
valued at $8 per share; hence, the intrinsic value is $1
per SAR ($8 — $7), and the intrinsic value of the
award is $10,000 (10,000 x $1). The decrease in the
intrinsic value of the award is $20,000 ($10,000 —
$30,000). Because services for 2 years of the 3-year
service period have been rendered, Entity W must
recognize cumulative compensation cost for two-
thirds of the intrinsic value of the award, or $6,667
($10,000 x %3); however, Entity W recognized com-
pensation cost of $10,000 in 20X5. Thus, Entity W
must recognize an entry in 20X7 to reduce cumula-
tive compensation cost to $6,667:

Share-based compensation liability $3,333

Compensation cost $3,333
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To adjust cumulative compensation cost ($6,667 —
$10,000).

A146. At December 31, 20X8, Entity W stock is
valued at $15 per share; hence, the intrinsic value is
$8 per SAR ($15 — $7), and the intrinsic value of the
award is $80,000 (10,000 x $8). The cumulative
compensation cost recognized at December 31,
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20X8, is $80,000 because the award is fully vested.
The journal entry for 20X8 is as follows:

Compensation cost $73,333
Share-based compensation
liability $73,333

To recognize compensation cost ($80,000 — $6,667).

Table 8—Share-Based Liability Award at Intrinsic Value

Total Value of Cumulative
Year Award at Year-End Pretax Cost for Year Pretax Cost
20X6 $30,000 (10,000 x $3) $10,000 ($30,000 = 3) $10,000
20X7 $10,000 (10,000 x $1) $(3,333) [($10,000 x %5) — $10,000] $6,667
20X8 $80,000 (10,000 x $8) $73,333 ($80,000 — $6,667) $80,000

A147. For simplicity, the illustration assumes that all
of the SARSs are settled on the day that they vest, De-
cember 31, 20X8, when the share price is $15 and the
intrinsic value is $8 per share. The cash paid to settle
the SARs is equal to the share-based compens-
ation liability of $80,000.

At exercise:

Share-based compensation
liability
Cash (10,000 x $8) $80,000
To recognize the cash payment to employees for
settlement of SARs.

$80,000

A148. If the SARs had not been settled, Entity W
would continue to remeasure those remaining awards
at intrinsic value at each reporting date through the
date they are exercised or otherwise settled.

Illustration 12—Modifications and Settlements

Hllustration 12(a)—Modification of Vested Share
Options

A149. The following examples of accounting for
modifications of the terms of an award are based on
Illustration 4(a) (paragraphs A86—A88), in which En-

tity T granted its employees 900,000 share options
with an exercise price of $30 on January 1, 20X5. At
January 1, 20X9, after the share options have vested,
the market price of Entity T stock has declined to $20
per share, and Entity T decides to reduce the exercise
price of the outstanding share options to $20. In ef-
fect, Entity T issues new share options with an exer-
cise price of $20 and a contractual term equal to
the remaining contractual term of the original
January 1, 20X5, share options, which is 6 years, in
exchange for the original vested share options. Entity
T incurs additional compensation cost for the excess
of the fair value of the modified share options
issued over the fair value of the original share
options at the date of the exchange, measured as
shown in paragraph A150.193 The modified share op-
tions are immediately vested, and the additional com-
pensation cost is recognized in the period the modifi-
cation occurs.

A150. The January 1, 20X9, fair value of the modi-
fied award is $7.14. To determine the amount of ad-
ditional compensation cost arising from the modifi-
cation, the fair value of the original vested share
options assumed to be repurchased is computed im-
mediately prior to the modification. The resulting fair
value at January 1, 20X9, of the original share op-
tions is $3.67 per share option, based on their remain-
ing contractual term of 6 years, suboptimal exercise

1034 nonpublic entity using the calculated value would compare the calculated value of the original award immediately before the modification
with the calculated value of the modified award unless an entity has ceased to use the calculated value, in which case it would follow the guid-
ance in paragraphs 51(a) and 51(b) of this Statement (calculating the effect of the modification based on the fair value).
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factor of 2, $20 current share price, $30 exercise
price, risk-free interest rates of 1.5 percent to 3.4 per-
cent, expected volatility of 35 percent to 50 percent
and a 1.0 percent expected dividend yield. The addi-
tional compensation cost stemming from the modifi-
cation is $3.47 per share option, determined
as follows:

Fair value of modified share option

at January 1, 20X9 $7.14
Less: Fair value of original share option

at January 1, 20X9 3.67
Additional compensation cost to be T

recognized $3.47

Compensation cost already recognized during the
vesting period of the original award is $10,981,157
for 747,526 vested share options (refer to Illustration
4, paragraph A92). For simplicity, it is assumed that
no share options were exercised before the modifica-
tion. Previously recognized compensation cost is not
adjusted. Additional compensation cost of
$2,593,915 (747,526 vested share options x $3.47) is
recognized on January 1, 20X9, because the modi-
fied share options are fully vested; any income tax ef-
fects from the additional compensation cost are rec-
ognized accordingly.

Hlustration 12(b)—Share Settlement of Vested
Share Options

A151. Rather than modify the option terms, Entity T
offers to settle the original January 1, 20X5, share op-
tions for fully vested equity shares at January 1,
20X9. The fair value of each share option is esti-
mated the same way as shown in Illustration 12(a)
(refer to paragraphs A149 and A150), resulting in a
fair value of $3.67 per share option. Entity T recog-
nizes the settlement as the repurchase of an outstand-
ing equity instrument, and no additional compensa-
tion cost is recognized at the date of settlement unless
the payment in fully vested equity shares exceeds
$3.67 per share option. Previously recognized com-
pensation cost for the fair value of the original share
options is not adjusted.

Hllustration 12(c)—Modification of Nonvested
Share Options

A152. This example assumes that Entity T granted
its employees 900,000 share options with an exercise
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price of $30. At January 1, 20X6, 1 year into the
3-year vesting period, the market price of Entity T
stock has declined to $20 per share, and Entity T de-
cides to reduce the exercise price of the share options
to $20. The 3-year cliff-vesting requirement is not
changed. In effect, in exchange for the original non-
vested share options, Entity T grants new share op-
tions with an exercise price of $20 and a contractual
term equal to the 9-year remaining contractual term
of the original share options granted on
January 1, 20X5. Entity T incurs additional compen-
sation cost for the excess of the fair value of the
modified share options issued over the fair value of
the original share options at the date of the exchange
determined in the manner described in para-
graph A150. Entity T adds that additional compensa-
tion cost to the remaining unrecognized compensa-
tion cost for the original share options at the date of
modification and recognizes the total amount ratably
over the remaining two years of the three-year vest-
ing period.104

A153. The January 1,20X6 fair value of the modi-
fied award is $8.59 per share option, based on its con-
tractual term of 9 years, suboptimal exercise factor of
2, $20 current share price, $20 exercise price, risk-
free interest rates of 1.5 percent to 4.0 percent, ex-
pected volatilities of 35 percent to 55 percent, and a
1.0 percent expected dividend yield. The fair value of
the original award immediately prior to the modifica-
tion is $5.36 per share option, based on its remaining
contractual term of 9 years, suboptimal exercise fac-
tor of 2, $20 current share price, $30 exercise price,
risk-free interest rates of 1.5 percent to 4.0 percent,
expected volatilities of 35 percent to 55 percent, and
a 1.0 percent expected dividend yield. Thus, the addi-
tional compensation cost stemming from the modifi-
cation is $3.23 per share option, determined
as follows:

Fair value of modified share option

at January 1, 20X6 $8.59
Less: Fair value of original share option

at January 1, 20X6 5.36
Incremental value of modified share T

option at January 1, 20X6 $3.23

A154. On January 1, 20X6, the remaining balance
of unrecognized compensation cost for the original

104Because the original vesting provision is not changed, the modification has an explicit service period of two years, which represents the req-
uisite service period as well. Thus, incremental compensation cost resulting from the modification would be recognized ratably over the remain-

ing two years rather than in some other pattern.
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share options is $9.79 per share option.05 The total
compensation cost for each modified share option
that is expected to vest is $13.02, determined
as follows:

Incremental value of modified share option ~ $ 3.23
Unrecognized compensation cost for

original share option 9.79
Total compensation cost to be
recognized $13.02

That amount is recognized during 20X6 and 20X7,
the two remaining years of the requisite service
period.

Hllustration 12(d)—Cash Settlement of Nonvested
Share Options

A155. Rather than modify the share option terms,
Entity T offers on January 1, 20X6, to settle the origi-
nal January 1, 20X5, grant of share options for cash.
Because the share price decreased from $30 at the
grant date to $20 at the date of settlement, the fair
value of each share option is $5.36, the same as in -
lustration 12(c) (refer to paragraphs A152-A154). If
Entity T pays $5.36 per share option, it would recog-
nize that cash settlement as the repurchase of an out-
standing equity instrument and no incremental com-
pensation cost would be recognized. However, the
cash settlement of the share options effectively vests
them. Therefore, the remaining unrecognized com-
pensation cost of $9.79 per share option would be
recognized at the date of settlement.

Hllustration 12(e)—Equity Restructurings

A156. In accordance with paragraph 54 of this State-
ment, accounting for a modification in conjunction
with an equity restructuring requires a comparison of
the fair value of the modified award with the fair
value of the original award immediately before the
modification, except as follows: If an award is modi-
fied to add an antidilution provision (that is, a provi-
sion designed to equalize an award’s value before
and after an equity restructuring) and that modifica-
tion is not made in contemplation of an equity re-
structuring, a comparison of the fair value of the
modified award and the fair value of the original
award immediately before the modification is not re-
quired. Paragraphs A157-A159 provide additional
guidance on accounting for modifications of awards
in the context of equity restructurings.
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Original award contains antidilution provisions

A157. For example, assume an award contains anti-
dilution provisions. On May 1 there is an announce-
ment of a future equity restructuring. On October 12
the equity restructuring occurs and the terms of the
award are modified in accordance with the anti-
dilution provisions. In this example, the modification
occurs on October 12 when the terms of the award
are changed. The fair value of the award is compared
pre- and post-modification on October 12. The calcu-
lation of fair value is necessary to determine if there
is any incremental value transferred as a result of the
modification, and if so, that incremental value would
be recognized as additional compensation cost. If
there is no incremental fair value, no additional com-
pensation cost would be recognized.

Original award does not contain antidilution
provisions

A158. In this example, the original award does not
contain antidilution provisions. On May 1 there is an
announcement of a future equity restructuring. On
July 26 the terms of an award are modified to add
antidilution provisions in contemplation of an equity
restructuring. On September 30 the equity restructur-
ing occurs. In this example, there are two modifica-
tions to account for. The first modification occurs on
July 26, when the terms of the award are changed to
add antidilution provisions. Because the modification
to add antidilution provisions on July 26 is done in
contemplation of an equity restructuring, there must
be a comparison of the fair value of the award pre-
and post-modification on July 26. The pre-
modification fair value is based on the award without
antidilution provisions taking into account the effect
of the contemplated restructuring on its value. The
post-modification fair value is based on an award
with antidilution provisions, taking into account the
effect of the contemplated restructuring on its value.
Any incremental value transferred would be recog-
nized as additional compensation cost. Once the eq-
uity restructuring occurs, there is a second modifica-
tion event on September 30 when the terms of the
award are changed in accordance with the anti-
dilution provisions. A second comparison of pre- and
post-modification fair values is then required to de-
termine whether any incremental value is transferred
as a result of the modification. Changes to the terms

105Using a value of $14.69 for the original option as noted in Illustration 4 (refer to paragraph A88) results in recognition of $4.90 ($14.69 + 3)
per year. The unrecognized balance at January 1, 20X6, is $9.79 ($14.69 — $4.90) per option.
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of an award in accordance with its antidilution provi-
sions generally would not result in additional com-
pensation cost if the antidilution provisions were
properly structured. The incremental value trans-
ferred, if any, would be recognized as additional
compensation cost.

A159. Assume the same facts as in paragraph A158
except the terms of the awards are modified on the
date of the equity restructuring, September 30. In
contrast to paragraph A158 in which there are two
separate modifications, there is one modification that
occurs on September 30 and the fair value is com-
pared pre- and post-modification to determine
whether any incremental value is transferred as a re-
sult of the modification. Any incremental value trans-
ferred would be recognized as additional compensa-
tion cost.

Ilustration 13—Modifications of Awards with
Performance and Service Vesting Conditions

A160. Paragraphs A49-A51 note that awards may
vest based on service conditions, performance condi-
tions, or a combination of the two.!06 A modification
of vesting conditions is accounted for based on the
principles in paragraph 51 of this Statement: total
recognized compensation cost for an equity award
that is modified shall at least equal the fair value of
the award at the grant date unless, at the date of the
modification, the performance or service conditions
of the original award are not expected to be satisfied.
If awards are expected to vest under the original vest-
ing conditions at the date of the modification, an en-
tity should recognize compensation cost if either
(a) the awards ultimately vest under the modified
vesting conditions or (b) the awards ultimately would
have vested under the original vesting conditions. In
contrast, if at the date of modification awards are not
expected to vest under the original vesting condi-
tions, an entity should recognize compensation cost
only if the awards vest under the modified vesting
conditions. Said differently, if the entity believes that
the original performance or service vesting condition
is not probable of achievement at the date of the
modification, the cumulative compensation cost re-
lated to the modified award, assuming vesting occurs
under the modified performance or service vesting
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condition, is the modified award’s fair value at the
date of the modification. The following examples
(paragraphs A161-A170) illustrate the application of
those requirements.

A161. Tlustrations 13(a)-13(d) are all based on the
same scenario: Entity T grants 1,000 share options to
each of 10 employees in the sales department. The
share options have the same terms and conditions as
those described in Illustration 4 (para-
graphs A86-A87), except that the share options
specify that vesting is conditional upon selling
150,000 units of product A (the original sales target)
over the 3-year explicit service period. The grant-date
fair value of each option is $14.69 (refer to Illustra-
tion 4(a), paragraph A88). For simplicity, this ex-
ample assumes that no forfeitures will occur from
employee termination; forfeitures will only occur if
the sales target is not achieved. Illustration 13(e) is
not based on the same scenario as Illustra-
tions 13(a)-13(d) but, rather, provides an additional
illustration of a Type III modification.

Hllustration 13(a)—Type I (Probable-to-Probable)
Modification

A162. Based on historical sales patterns and expec-
tations related to the future, management of Entity T
believes at the grant date that it is probable that the
sales target will be achieved. At January 1, 20X7,
102,000 units of product A have been sold. During
December 20X6, one of Entity T’s competitors de-
clared bankruptcy after a fire destroyed a factory and
warehouse containing the competitor’s inventory. To
push the sales people to take advantage of that situa-
tion, the award is modified on January 1, 20X7, to
raise the sales target to 154,000 units of product A
(the modified sales target).!97 Additionally, as of
January 1, 20X7, the options are out-of-the-money
because of a general stock market decline.!%8 No
other terms or conditions of the original award are
modified, and management of Entity T continues to
believe that it is probable that the modified sales tar-
get will be achieved. Immediately prior to the modifi-
cation, total compensation cost expected to be recog-
nized over the 3-year vesting period is $146,900 or
$14.69 multiplied by the number of share options ex-
pected to vest (10,000). Because no other terms or

100\ fodifications of market conditions that affect exercisability or the ability to retain the award are not addressed by this illustration.

1C’7Notwit.hslzmding the nature of the modification’s probability of occurrence, the objective of this illustration is to demonstrate the accounting

for a Type I modification.

108Tpe examples in Illustration 13 assume that the options are out-of-the-money when modified; however, that fact is not determinative in the

illustrations (that is, options could be in- or out-of-the-money).
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conditions of the award were modified, the modifica-
tion does not affect the per-share-option fair value
(assumed to be $8 in this example at the date of the
modification). Moreover, because the modification
does not affect the number of share options expected
to vest, no incremental compensation cost is associ-
ated with the modification.

A163. This paragraph illustrates the cumulative
compensation cost Entity T should recognize for the
modified award based on three potential outcomes:
Outcome 1—achievement of the modified sales tar-
get, Outcome 2—achievement of the original sales
target, and Outcome 3—failure to achieve either
sales target. In Outcome 1, all 10,000 share options
vest because the salespeople sold at least 154,000
units of product A. In that outcome, Entity T will rec-
ognize cumulative compensation cost of $146,900.
In Outcome 2, no share options vest because the
salespeople sold more than 150,000 units of product
Abut less than 154,000 units (the modified sales tar-
get is not achieved). In that outcome, Entity T will
recognize cumulative compensation cost of $146,900
because the share options would have vested under
the original terms and conditions of the award. In
Outcome 3, no share options vest because the modi-
fied sales target is not achieved; additionally, no share
options would have vested under the original terms
and conditions of the award. In that case, Entity T
will recognize cumulative compensation cost of $0.

Hllustration 13(b)—Type 11
(Probable-to-Improbable) Modification

A164. Itis generally believed that Type II modifica-
tions will be rare; therefore, this illustration has been
provided for the sake of completeness. Based on his-
torical sales patterns and expectations related to the
future, management of Entity T believes that at the
grant date, it is probable that the sales target (150,000
units of product A) will be achieved. At January 1,
20X7, 102,000 units of product A have been sold and
the options are out-of-the-money because of a gen-
eral stock market decline. Entity T’s management
implements a cash bonus program based on achiev-
ing an annual sales target for 20X7.109 Concurrently,
the sales target for the option awards is revised to
170,000 units of product A. No other terms or condi-
tions of the original award are modified. Manage-
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ment believes that the modified sales target is not
probable of achievement; however, they continue to
believe that the original sales target is probable of
achievement. Immediately prior to the modification,
total compensation cost expected to be recognized
over the 3-year vesting period is $146,900 or $14.69
multiplied by the number of share options expected
to vest (10,000). Because no other terms or condi-
tions of the award were modified, the modification
does not affect the per-share-option fair value (as-
sumed in this example to be $8 at the modification
date). Moreover, because the modification does not
affect the number of share options expected to vest
under the original vesting provisions, Entity T will
determine incremental compensation cost in the fol-
lowing manner:

Fair value of modified share option $ 8
Share options expected to vest under

original sales target!10 10,000
Fair value of modified award $80,000
Fair value of original share option $ 8
Share options expected to vest under

original sales target 10,000
Fair value of original award $80,000
Incremental compensation cost of

modification $ 0

A165. This paragraph illustrates the cumulative
compensation cost Entity T should recognize for the
modified award based on three potential outcomes:
Outcome 1—achievement of the modified sales tar-
get, Outcome 2—achievement of the original sales
target, and Outcome 3—failure to achieve either
sales target. In Outcome 1, all 10,000 share options
vest because the salespeople sold at least 170,000
units of product A. In that outcome, Entity T will rec-
ognize cumulative compensation cost of $146,900.
In Outcome 2, no share options vest because the
salespeople sold more than 150,000 units of product
A but less than 170,000 units (the modified sales tar-
get is not achieved). In that outcome, Entity T will
recognize cumulative compensation cost of $146,900
because the share options would have vested under
the original terms and conditions of the award. In
Outcome 3, no share options vest because the modi-
fied sales target is not achieved; additionally, no share

109The options are neither cancelled nor settled as a result of the cash bonus program. The cash bonus program would be accounted for using the

same accounting as for other cash bonus arrangements.

10, determining the fair value of the modified award for this type of modification, an entity should use the greater of the options expected to
vest under the modified vesting condition or the options that previously had been expected to vest under the original vesting condition.
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options would have vested under the original terms
and conditions of the award. In that case, Entity T
will recognize cumulative compensation cost of $0.

Hllustration 13(c)—Type 111
(Improbable-to-Probable) Modification

A166. Based on historical sales patterns and expec-
tations related to the future, management of Entity T
believes at the grant date that none of the options will
vest because it is not probable that the sales target
will be achieved. At January 1, 20X7, 80,000 units of
product A have been sold. To further motivate the
salespeople, the sales target (150,000 units of prod-
uct A) is lowered to 120,000 units of product A (the
modified sales target). No other terms or conditions
of the original award are modified. Management be-
lieves that the modified sales target is probable of
achievement. Immediately prior to the modification,
total compensation cost expected to be recognized
over the 3-year vesting period is $0 or $14.69 multi-
plied by the number of share options expected to vest
(zero). Because no other terms or conditions of the
award were modified, the modification does not af-
fect the per-share-option fair value (assumed in this
example to be $8 at the modification date). Since the
modification affects the number of share options ex-
pected to vest under the original vesting provisions,
Entity T will determine incremental compensation
cost in the following manner:

Fair value of modified share option $ 8
Share options expected to vest under

modified sales target 10,000
Fair value of modified award $80,000
Fair value of original share option $ 8
Share options expected to vest under

original sales target 0
Fair value of original award $ 0
Incremental compensation cost of

modification $80,000

A167. This paragraph illustrates the cumulative
compensation cost Entity T should recognize for the
modified award based on three potential outcomes:
Outcome 1—achievement of the modified sales tar-
get, Outcome 2—achievement of the original sales
target and the modified sales target, and Out-
come 3—failure to achieve either sales target. In Out-
come 1, all 10,000 share options vest because the
salespeople sold at least 120,000 units of product A.
In that outcome, Entity T will recognize cumulative
compensation cost of $80,000. In Outcome 2, Entity
T will recognize cumulative compensation cost of

FAS123(R)

$80,000 because in a Type III modification the origi-
nal vesting condition is generally not relevant (that is,
the modified award generally vests at a lower thresh-
old of service or performance). In Outcome 3, no
share options vest because the modified sales target is
not achieved; in that case, Entity T will recognize cu-
mulative compensation cost of $0.

Hllustration 13(d)—Type IV
(Improbable-to-Improbable) Modification

A168. Based on historical sales patterns and expec-
tations related to the future, management of Entity T
believes that at the grant date it is not probable that
the sales target will be achieved. At January 1, 20X7,
80,000 units of product A have been sold. To further
motivate the salespeople, the sales target is lowered
to 130,000 units of product A (the modified sales tar-
get). No other terms or conditions of the original
award are modified. Entity T lost a major customer
for product A in December 20X6; hence, manage-
ment continues to believe that the modified sales tar-
get is not probable of achievement. Immediately
prior to the modification, total compensation cost ex-
pected to be recognized over the 3-year vesting pe-
riod is $0 or $14.69 multiplied by the number of
share options expected to vest (zero). Because no
other terms or conditions of the award were modi-
fied, the modification does not affect the per-share-
option fair value (assumed in this example to be $8 at
the modification date). Furthermore, the modification
does not affect the number of share options expected
to vest; hence, there is no incremental compensation
cost associated with the modification.

A169. This paragraph illustrates the cumulative
compensation cost Entity T should recognize for the
modified award based on three potential outcomes:
Outcome 1—achievement of the modified sales tar-
get, Outcome 2—achievement of the original
sales target and the modified sales target, and Out-
come 3—failure to achieve either sales target. In Out-
come 1, all 10,000 share options vest because the
salespeople sold at least 130,000 units of product A.
In that outcome, Entity T will recognize cumulative
compensation cost of $80,000 (10,000 x $8). In Out-
come 2, Entity T will recognize cumulative compen-
sation cost of $80,000 because in a Type IV modifi-
cation the original vesting condition is generally not
relevant (that is, the modified award generally vests at
a lower threshold of service or performance). In Out-
come 3, no share options vest because the modified
sales target is not achieved; in that case, Entity T will
recognize cumulative compensation cost of $0.
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Tllustration 13(e)—An Additional Illustration of a
Type 11 (Improbable-to-Probable) Modification

A170. On January 1, 20X7, Entity Z issues 1,000 at-
the-money options with a 4-year explicit service con-
dition to each of 50 employees that work in Plant J.
On December 12, 20X7, Entity Z decides to close
Plant J and notifies the 50 Plant J employees that
their employment relationship will be terminated ef-
fective June 30, 20X8. On June 30, 20X8, Entity Z
accelerates vesting of all options. The grant date fair
value of each option is $20 on January 1, 20X7, and
$10 on June 30, 20X8, the modification date. At the
date Entity Z decides to close Plant J and terminate
the employees, the service condition of the original
award is not expected to be satisfied because the em-
ployees cannot render the requisite service; therefore,
any compensation cost recognized as of Decem-
ber 12, 20X7, for the original award would be re-
versed. At the date of the modification, the fair value
of the original award, which is $0 ($10 x 0 options
expected to vest under the original terms of the
award), is subtracted from the fair value of the modi-
fied award $500,000 ($10 x 50,000 options expected
to vest under the modified award). The total recog-
nized compensation cost of $500,000 will be less
than the fair value of the award at the grant date
($1 million) because at the date of the modification,
the original vesting conditions were not expected to
be satisfied.

Illustration 14—Modifications That Change an
Award’s Classification

A171. A modification may affect the classification
of an award (for example, change the award from an
equity instrument to a liability instrument). If an en-
tity modifies an award in that manner, this State-
ment requires that the entity account for that modifi-
cation in accordance with paragraph 51 of this
Statement.

Hllustration 14(a)—Equity-to-Liability
Modification (Share-Settled Share Options to
Cash-Settled Share Options)

A172. Entity T grants the same share options de-
scribed in Illustration 4(a) (paragraphs A86—A90).
The number of options for which the requisite service
is expected to be rendered is estimated at the grant
date to be 821,406 (900,000 x .973). For simplicity,
this example assumes that estimated forfeitures equal
actual forfeitures. Thus, as shown in Table 9 (para-
graph A177), the fair value of the award at

FASB Statement of Standards

January 1, 20X5, is $12,066,454 (821,406 x $14.69),
and the compensation cost to be recognized during
each year of the 3-year vesting period is $4,022,151
($12,066,454 + 3). The journal entries for 20X5 are
the same as those in paragraph A91.

A173. On January 1, 20X6, Entity T modifies the
share options granted to allow the employee the
choice of share settlement or net-cash settlement; the
options no longer qualify as equity because the
holder can require Entity T to settle the options by de-
livering cash. Because the modification affects no
other terms or conditions of the options, the fair value
(assumed to be $7 per share option) of the modified
award equals the fair value of the original award im-
mediately before its terms are modified on the date of
modification; the modification also does not change
the number of share options for which the requisite
service is expected to be rendered. On the modifica-
tion date, Entity T recognizes a liability equal to the
portion of the award attributed to past service multi-
plied by the modified award’s fair value. To the ex-
tent that the liability equals or is less than the amount
recognized in equity for the original award, the off-
setting debit is a charge to equity. To the extent that
the liability exceeds the amount recognized in equity
for the original award, the excess is recognized as
compensation cost. In this example, at the modifica-
tion date, one-third of the award is attributed to past
service (one year of service rendered + three-year
requisite service period). The modified award’s fair
value is $5,749,842 (821,406 x $7), and the liability
to be recognized at the modification date is
$1,916,614 (85,749,842 + 3). The related journal en-
try follows.

Additional paid-in
capital
Share-based
compensation liability

$1,916,614

$1,916,614
To recognize the share-based compensation liability.

A174. No entry should be made to the deferred tax
accounts at the modification date. The amount of re-
maining additional paid-in capital attributable to
compensation cost recognized in 20X5 is $2,105,537
(84,022,151 — $1,916,614).

A175. Paragraph 51(b) of this Statement specifies
that total recognized compensation cost for an equity
award shall at least equal the fair value of the award
at the grant date unless at the date of the modification
the service or performance conditions of the original
award are not expected to be satisfied. In accordance
with that principle, Entity T will ultimately recognize
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cumulative compensation cost equal to the greater of
(a) the grant-date fair value of the original equity
award and (b) the fair value of the modified liability
award when it is settled. To the extent that the recog-
nized fair value of the modified liability award is less
than the recognized compensation cost associated
with the grant-date fair value of the original equity
award, changes in that liability award’s fair value
through its settlement do not affect the amount of
compensation cost recognized. To the extent that the
fair value of the modified liability award exceeds the
recognized compensation cost associated with the
grant-date fair value of the original equity award,
changes in the liability award’s fair value are recog-
nized as compensation cost.

A176. At December 31, 20X6, the fair value of the
modified award is assumed to be $25 per share op-
tion; hence, the modified award’s fair value is
$20,535,150 (821,406 x $25), and the corresponding
liability at that date is $13,690,100 ($20,535,150 x
¥3) because two-thirds of the requisite service period
has been rendered. The increase in the fair value of
the liability award is $11,773,486 ($13,690,100 —
$1,916,614). Prior to any adjustments for 20X6, the
amount of remaining additional paid-in capital attrib-
utable to compensation cost recognized in 20X5 is
$2,105,537 (84,022,151 — $1,916,614). The
cumulative compensation cost at December 31,
20X6, associated with the grant-date fair value of the
original equity award is $8,044,302 ($4,022,151 x 2).
Entity T records the following journal entries for
20X6:

$9,667,949
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To increase the share-based compensation liability to
$13,690,100 and recognize compensation cost of
$9,667,949 ($13,690,100 — $4,022,151).

Deferred tax asset
Deferred tax benefit $3,383,782

To recognize the deferred tax asset for additional
compensation cost ($9,667,949 x .35 = $3,383,782).

$3,383,782

A177. At December 31, 20X7, the fair value is as-
sumed to be $10 per share option; hence, the modi-
fied award’s fair value is $8,214,060 (821,406 x
$10), and the corresponding liability for the fully
vested award at that date is $8,214,060. The decrease
in the fair value of the liability award is $5,476,040
($8,214,060 — $13,690,100). The cumulative com-
pensation cost as of December 31, 20X7, associated
with the grant-date fair value of the original equity
award is $12,066,454 (paragraph A172). Entity T
records the following journal entries for 20X7:

Share-based
compensation liability ~ $5,476,040
Compensation cost $1,623,646
Additional paid-in
capital $3,852,394

To recognize a share-based compensation liability of
$8,214,060, a reduction of compensation cost of
$1,623,646 ($13,690,100 — $12,066,454), and
additional paid-in capital of $3,852,394 ($12,066,454
—$8,214,060).

Compensation cost Deferred tax expense $568,276
Additional paid-in capital $2,105,537 Deferred tax asset $568.276
Share-based To reduce the deferred tax asset for the reduction in

compensation liability $11,773,486 compensation cost ($1,623,646 x .35 = $568,276).
Table 9—Modified Liability Award—ClIiff Vesting

Cumulative
Year Total Value of Award Pretax Cost for Year Pretax Cost
20X5 $12,066,454 (821,406 x $14.69) $4,022,151 ($12,066,454 + 3) $4,022,151
20X6 $20,535,150 (821,406 x $25.00) $9,667,949 [($20,535,150 x %3) — $4,022,151] $13,690,100
20X7 $12,066,454 (821,406 x $14.69) $(1,623,646) ($12,066,454 — $13,690,100) $12,066,454
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Income taxes

A178. For simplicity, this illustration assumes that
all share option holders elected to be paid in cash on
the same day, that the liability award’s fair value is
$10 per option, and that Entity T has already recog-
nized its income tax expense for the year without re-
gard to the effects of the settlement of the award. In
other words, current tax expense and current taxes
payable were recognized based on income and de-
ductions before consideration of additional deduc-
tions from settlement of the award.

A179. The $8,214,060 in cash paid to the employees
on the date of settlement is deductible for tax pur-
poses. In the period of settlement, tax return deduc-
tions that are less than compensation cost recognized
result in a charge to income tax expense except to the
extent that there is any remaining additional paid-in
capital from excess tax benefits from previous share-
based payment awards available to offset that defi-
ciency. The entity has sufficient taxable income, and
the tax benefit realized is $2,874,921 ($8,214,060 x
.35). As tax return deductions are less than compen-
sation cost recognized, the entity must write off the
deferred tax assets recognized in excess of the tax
benefit ultimately realized from the exercise of em-
ployee stock options. Entity T has sufficient paid-in
capital available from excess tax benefits from previ-
ous share-based payment awards to offset the entire
tax deficiency. Therefore, the result is a debit to addi-
tional paid-in capital. The journal entries to reflect
settlement of the share options are as follows:

Share-based
compensation liability
Cash ($10 x 821,406) $8,214,060
To recognize the cash paid to settle share options.

$8,214,060

Deferred tax expense $4,223,259

Deferred tax asset $4,223.259
To write off deferred tax asset related to comp-

ensation cost ($12,066,454 x .35 = $4,223,259).

$2,874,921
$1,348,338

Current taxes payable

Additional paid-in capital
$4,223,259
To adjust current tax expense and current taxes pay-

able for the tax benefit from deductible compensation
cost upon settlement of share options.

Current tax expense
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A180. If instead of requesting cash, employees had
held their share options and those options had ex-
pired worthless, the share-based compensation liabil-
ity account would have been eliminated over time
with a corresponding increase to additional paid-in
capital. Previously recognized compensation cost
would not be reversed. Similar to the adjustment for
the actual tax deduction realized described in para-
graph A179, all of the deferred tax asset of
$4,223,259 would be charged to income tax expense
except to the extent that there was any remaining
paid-in capital available from excess tax benefits
from previous share-based payment awards available
to offset that deficiency when the share options
expired.

Hllustration 14(b)—Equity-to-Equity Modification
(Share Options to Shares)

A181. Equity-to-equity modifications also are ad-
dressed in Illustrations 12 and 13. The following ex-
ample is based on Illustration 4(a) (para-
graphs A86-A96), in which Entity T granted its
employees 900,000 options with an exercise price of
$30 on January 1, 20X5. At January 1, 20X9, after
747,526 share options have vested, the market price
of Entity T stock has declined to $8 per share, and
Entity T offers to exchange 4 options with an as-
sumed per-share-option fair value of $2 at the date of
exchange for 1 share of nonvested stock, with a mar-
ket price of $8 per share. The nonvested stock will
cliff vest after two years of service. All option holders
elect to participate, and at the date of exchange, En-
tity T grants 186,881 (747,526 + 4) nonvested shares
of stock. Because the fair value of the nonvested
stock is equal to the fair value of the options, there is
no incremental compensation cost. Entity T will not
make any additional accounting entries for the shares
regardless of whether they vest, other than possibly
reclassifying amounts in equity; however, Entity T
will need to account for the ultimate income tax ef-
fects related to the share-based compensation
arrangement.

Hllustration 14(c)—Liability-to-Equity Modification
(Cash-Settled to Share-Settled SARs)

A182. This illustration is based on the facts given in
Tlustration 10 (paragraphs A127-A133): Entity T
grants cash-settled SARS to its employees. The fair
value of the award at January 1, 20X5, is
$12,066,454 (821,406 x $14.69) (paragraph A127).
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A183. At December 31, 20X5, the assumed fair
value is $10 per SAR; hence, the fair value of the
award at that date is $8,214,060 (821,406 x $10). The
share-based compensation liability at December 31,
20X5, is $2,738,020 ($8,214,060 + 3), which reflects
the portion of the award related to the requisite serv-
ice provided in 20X5 (1 year of the 3-year requisite
service period). For convenience, this example as-
sumes that journal entries to account for the award
are performed at year-end. The journal entries for
20X5 are as follows:

Compensation cost $2,738,020
Share-based
compensation liability $2,738,020
To recognize compensation cost.
Deferred tax asset $958,307
Deferred tax benefit $958,307

To recognize the deferred tax asset for the temporary
difference related to compensation cost ($2,738,020
x .35 =$958,307).

A184. On January 1, 20X6, Entity T modifies the
SARs by replacing the cash-settlement feature with a
net-share settlement feature, which converts the
award from a liability award to an equity award be-
cause Entity T no longer has an obligation to transfer
cash to settle the arrangement. Entity T would com-
pare the fair value of the instrument immediately be-
fore the modification to the fair value of the modified
award and recognize any incremental compensation
cost. Because the modification affects no other terms
or conditions, the fair value, assumed to be $10 per
SAR, is unchanged by the modification and, there-
fore, no incremental compensation cost is recog-
nized. The modified award’s total fair value is
$8,214,060. The modified award would be accounted
for as an equity award from the date of modification
with a fair value of $10 per share. Therefore, at the
modification date, the entity would reclassify the li-
ability of $2,738,020 recognized at December 31,
20XS5, as additional paid-in capital. The related jour-
nal entry is as follows:

Share-based
compensation liability
Additional paid-in
capital
To reclassify the award as equity.

$2,738,020

$2,738,020
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Entity T will account for the modified awards as eq-
uity going forward following the pattern given in Il-
lustration 4(a) (refer to paragraphs A86—A96), recog-
nizing $2,738,020 of compensation cost in each of
20X6 and 20X7, for a cumulative total of
$8,214,060.

Hllustration 14(d)—Liability-to-Liability
Modification (Cash-Settled SARs to Cash-Settled
SARs)

A185. This illustration is based on the facts given in
Ilustration 10 (paragraphs A127-A133): Entity T
grants SARs to its employees. The fair value of the
award at January 1, 20X5, is $12,066,454 (821,406 x
$14.69).

A186. AtDecember 31, 20X5, the fair value of each
SAR is assumed to be $5; hence, the fair value of the
award is $4,107,030 (821,406 x $5). The share-based
compensation liability at December 31, 20XS5, is
$1,369,010 (84,107,030 + 3), which reflects the por-
tion of the award related to the requisite service pro-
vided in 20X5 (1 year of the 3-year requisite service
period). For convenience, this example assumes that
journal entries to account for the award are per-
formed at year-end. The journal entries to recognize
compensation cost for 20XS are as follows:

Compensation cost $1,369,010

Share-based

compensation liability $1,369,010
To recognize compensation cost.
Deferred tax asset $479,154
Deferred tax benefit $479,154

To recognize the deferred tax asset for the temporary
difference related to compensation cost ($1,369,010
x .35 = $479,154).

A187. On January 1, 20X6, Entity T reprices the
SARs, giving each holder the right to receive an
amount in cash equal to the increase in value of 1
share of Entity T stock over $10. The modification
affects no other terms or conditions of the SARs and
does not change the number of SARs expected
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to vest. The fair value of each SAR based on its modified
terms is $12. The incremental compensation cost is
calculated per the method in Illustration 12:

Fair value of modified SAR

award (821,406 x $12) $9,856,872
Less: Fair value of original SAR

(821,406 x $5) 4,107,030
Incremental value of modified SAR 5,749,842
Divide by three to reflect earned

portion of the award +3
Compensation cost to be

recognized $1,916,614

A188. Entity T also could determine the incremental
value of the modified SAR award by multiplying the
fair value of the modified SAR award by the portion
of the award that is earned and subtracting the cumu-
lative recognized compensation cost [($9,856,872 +
3) - $1,369,010 = $1,916,614]. As a result, Entity T
will record the following journal entries at the date of
the modification:
Compensation cost $1,916,614
Share-based

compensation liability $1,916,614

To recognize incremental compensation cost.

Deferred tax asset
Deferred tax benefit

$670,815
$670,815

To recognize the deferred tax asset for the temporary
difference related to additional compensation cost
(81,916,614 x .35 = $670,815).

Entity T will continue to remeasure the liability
award at each reporting date until the award’s
settlement.

Hllustration 14(e)—Equity-to-Liability Modification
(Share Options to Fixed Cash Payment)

A189. Entity T grants the same share options de-
scribed in Illustration 4(a) (paragraphs A86—A96)
and records similar journal entries for 20X5 (para-
graph A91). By January 1, 20X6, Entity T’s share
price has fallen, and the fair value per share option is
assumed to be $2 at that date. Entity T provides its
employees with an election to convert each share op-
tion into an award of a fixed amount of cash equal to
the fair value of each share option on the election
date ($2) accrued over the remaining requisite serv-
ice period, payable upon vesting. The election does
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not affect vesting; that is, employees must satisfy the
original service condition to vest in the award for a
fixed amount of cash. This transaction is considered a
modification because Entity T continues to have an
obligation to its employees that is conditional upon
the receipt of future employee services. There is no
incremental compensation cost because the fair
value of the modified award is the same as that of the
original award. At the date of the modification, a li-
ability of $547,604 [(821,406 x $2) x (1 year of reqg-
uisite service rendered + 3-year requisite service pe-
riod)], which is equal to the portion of the award
attributed to past service multiplied by the modified
award’s fair value, is recognized by reclassifying that
amount from additional paid-in capital. The total li-
ability of $1,642,812 (821,406 x $2) should be fully
accrued by the end of the requisite service period.
Because the possible tax deduction of the modified
award is capped at $1,642,812, Entity T also must ad-
just its deferred tax asset at the date of the modifica-
tion to the amount that corresponds to the recognized
liability of $547,604. That amount is $191,661
($547,604 x .35), and the write-off of the deferred tax
asset is $1,216,092 ($1,407,753 — $191,661). That
write-off would be recognized in the income state-
ment except to the extent that there is any remaining
additional paid-in capital from excess tax benefits
from previous share-based payment awards available
to offset that deficiency. Compensation cost of
$4,022,151 and a corresponding increase in addi-
tional paid-in capital would be recognized in each of
20X6 and 20X7 for a cumulative total of
$12,066,454 (refer to Illustration 14(a)); however,
that compensation cost has no associated income tax
effect (additional deferred tax assets are recognized
based only on subsequent increases in the amount of
the liability).

Illustration 15—Share Award with a Clawback
Feature

A190. On January 1, 20X5, Entity T grants its CEO
an award of 100,000 shares of stock that vest upon
the completion of 5 years of service. The market
price of Entity T’s stock is $30 per share on that date.
The grant-date fair value of the award is $3,000,000
(100,000 x $30). The shares become freely transfer-
able upon vesting; however, the award provisions
specify that, in the event of the employee’s termina-
tion and subsequent employment by a direct com-
petitor (as defined by the award) within three years
after vesting, the shares or their cash equivalent on
the date of employment by the direct competitor
must be returned to Entity T for no consideration (a
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clawback feature). The CEO completes five years of
service and vests in the award. Approximately two
years after vesting in the share award, the CEO ter-
minates employment and is hired as an employee of
a direct competitor. Paragraph AS states that contin-
gent features requiring an employee to transfer equity
shares earned or realized gains from the sale of equity
instruments earned as a result of share-based pay-
ment arrangements to the issuing entity for consider-
ation that is less than fair value on the date of transfer
(including no consideration) are not considered in es-
timating the fair value of an equity instrument on the
date it is granted. Those features are accounted for if
and when the contingent event occurs by recognizing
the consideration received in the corresponding bal-
ance sheet account and a credit in the income state-
ment equal to the lesser of the recognized compensa-
tion cost of the share-based payment arrangement
that contains the contingent feature ($3,000,000) and
the fair value of the consideration received.!1! The
former CEO returns 100,000 shares of Entity T’s
common stock with a total market value of
$4,500,000 as a result of the award’s provisions. The
following journal entry accounts for that event:

Treasury stock $4,500,000
Additional paid-in
capital $1,500,000
Other income $3,000,000

To recognize the receipt of consideration as a result
of the clawback feature.

A191. If instead of delivering shares to Entity T, the
former CEO had paid cash equal to the total market
value of 100,000 shares of Entity T’s common
stock, the following journal entry would have been
recorded:

Cash $4,500,000
Additional paid-in
capital $1,500,000
Other income $3,000,000

To recognize the receipt of consideration as a result
of the clawback feature.

FAS123(R)

Ilustration 16—Certain Noncompete
Agreements and Requisite Service

A192. Paragraph 6 of this Statement requires that
the accounting for all share-based payment transac-
tions with employees or others reflect the rights con-
veyed to the holder of the instruments and the obliga-
tions imposed on the issuer of the instruments,
regardless of how those transactions are structured.
Some share-based compensation arrangements with
employees may contain noncompete provisions.
Those noncompete provisions may be in-substance
service conditions because of their nature. Determin-
ing whether a noncompete provision or another type
of provision represents an in-substance service con-
dition is a matter of judgment based on relevant facts
and circumstances. The following example in para-
graphs A193—-A197 illustrates a situation in which a
noncompete provision represents an in-substance
service condition.

A193. Entity K is a professional services firm in
which retention of qualified employees is important
in sustaining its operations. Entity K’s industry ex-
pertise and relationship networks are inextricably
linked to its employees; if its employees terminate
their employment relationship and work for a com-
petitor, the company’s operations may be adversely
impacted.

A194. As part of its compensation structure, Entity
K grants 100,000 restricted share units (RSUs) to an
employee on January 1, 20X6. The fair value of the
RSUs represents approximately four times the ex-
pected future annual total compensation of the em-
ployee. The RSUs are fully vested as of the date of
grant, and retention of the RSUs is not contingent on
future service to Entity K. However, the units are
transferred to the employee based on a 4-year
delayed-transfer schedule (25,000 RSUs to be trans-
ferred beginning on December 31, 20X6, and on De-
cember 31 in each of the 3 succeeding years) if and
only if specified noncompete conditions are satisfied.
The RSUs are convertible into unrestricted shares
any time after transfer.

i This guidance does not apply to cancellations of awards of equity instruments as discussed in paragraphs 55-57 of this Statement.
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A195. The noncompete provisions require that no
work in any capacity may be performed for a com-
petitor (which would include any new competitor
formed by the employee). Those noncompete provi-
sions lapse with respect to the RSUs as they are trans-
ferred. If the noncompete provisions are not satisfied,
the employee loses all rights to any RSUs not yet
transferred. Additionally, the noncompete provisions
stipulate that Entity K may seek other available legal
remedies, including damages from the employee.
Entity K has determined that the noncompete is le-
gally enforceable and has legally enforced similar ar-
rangements in the past.

A196. The nature of the noncompete provision (be-
ing the corollary condition of active employment),
the provision’s legal enforceability, the employer’s
intent to enforce and past practice of enforcement,
the delayed-transfer schedule mirroring the lapse of
noncompete provisions, the magnitude of the
award’s fair value in relation to the employee’s ex-
pected future annual total compensation, and the se-
verity of the provision limiting the employee’s ability
to work in the industry in any capacity are facts that
provide a preponderance of evidence suggesting that
the arrangement is designed to compensate the em-
ployee for future service in spite of the employee’s
ability to terminate the employment relationship dur-
ing the service period and retain the award (assuming
satisfaction of the noncompete provision). Conse-
quently, Entity K would recognize compensation
cost related to the RSUs over the four-year substan-
tive service period.

A197. Illustration 15 (paragraphs A190 and A191)
provides an example of another noncompete agree-
ment. [llustration 15 and this illustration are similar in
that both noncompete agreements are not contingent
upon employment termination (that is, both agree-
ments may activate and lapse during a period of ac-
tive employment subsequent to the vesting date). A
key difference between the two illustrations is that
the award recipient in Illustration 15 must provide
five years of service to vest in the award (as opposed
to vesting immediately). Another key difference is
that the award recipient in Illustration 15 receives the
shares upon vesting and may sell them immediately
without restriction as opposed to the RSUs, which
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are transferred according to the delayed-transfer
schedule. In Illustration 15, the noncompete provi-
sion is not deemed to be an in-substance service
condition.!12

Illustration 17—Tandem Award—Share Options
or Cash-Settled SARs

A198. A tandem award is an award with two (or
more) components in which exercise of one part can-
cels the other(s). In contrast, a combination award
is an award with two separate components, both of
which can be exercised.

A199. The following illustrates the accounting for a
tandem award in which employees have a choice of
either share options or cash-settled SARs. Entity T
grants to its employees an award of 900,000 share
options or 900,000 cash-settled SARs on January 1,
20X5. The award vests on December 31, 20X7, and
has a contractual life of 10 years. If an employee ex-
ercises the SARs, the related share options are can-
celled. Conversely, if an employee exercises the
share options, the related SARs are cancelled.

A200. The tandem award results in Entity T’s incur-
ring a liability because the employees can demand
settlement in cash. If Entity T could choose whether
to settle the award in cash or by issuing stock, the
award would be an equity instrument unless Entity
T’s predominant past practice is to settle most awards
in cash or to settle awards in cash whenever re-
quested to do so by the employee, indicating that En-
tity T has incurred a substantive liability as indicated
in paragraph 34 of this Statement. In this illustration,
however, Entity T incurs a liability to pay cash,
which it will recognize over the requisite service pe-
riod. The amount of the liability will be adjusted each
year to reflect changes in its fair value. If employees
choose to exercise the share options rather than the
SAREs, the liability is settled by issuing stock.

A201. The fair value of the SARs at the grant date is
$12,066,454, as computed in Ilustration 10 (para-
graphs A127-A133), because the value of the SARs
and the value of the share options are equal. Accord-
ingly, at the end of 20X5, when the assumed fair
value per SAR is $10, the amount of the liability is

12p, making a determination about whether a noncompete provision may represent an in-substance service condition, the provision’s legal en-
forceability, the entity’s intent to enforce the provision and its past practice of enforcement, the employee’s rights to the instruments such as the
right to sell them, the severity of the provision, the fair value of the award, and the existence or absence of an explicit employee service condition
are all factors that should be considered. Because noncompete provisions can be structured differently, one or more of those factors (such as the
entity’s intent to enforce the provision) may be more important than others in making that determination. For example, if Entity K did not intend
to enforce the provision, then the noncompete provision would not represent an in-substance service condition.
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$8,214,060 (821,406 cash-settled SARs expected to
vest X $10). One-third of that amount, $2,738,020, is
recognized as compensation cost for 20X5. At the
end of each year during the vesting period, the liabil-
ity is remeasured to its fair value for all SARs ex-
pected to vest. After the vesting period, the liability
for all outstanding vested awards is remeasured
through the date of settlement.

Illustration 18—Tandem Award—Phantom
Shares or Share Options

A202. This illustration is for a tandem award in
which the components have different values after the
grant date, depending on movements in the price of
the entity’s stock. The employee’s choice of which
component to exercise will depend on the relative
values of the components when the award is exercised.

A203. Entity T grants to its CEO an immediately

vested award consisting of two parts:

a. One thousand phantom share units (units) whose
value is always equal to the value of 1,000 shares
of Entity T’s common stock

Units

Market value
Purchase price 0
$45,000

Net cash value

A205. If the price of Entity T°s common stock in-
creases to $45 per share from its price of $30 at the
grant date, each part of the tandem grant will produce
the same net cash payment (ignoring transaction
costs) to the CEO. If the price increases to $44, the
value of 1 share of stock exceeds the gain on exercis-
ing 3 share options, which would be $42 [3 x
($44 — $30)]. But if the price increases to $46, the
gain on exercising 3 share options, $48
[3 x ($46 — $30)], exceeds the value of 1 share of
stock.

A206. At the grant date, the CEO could take
$30,000 cash for the units and forfeit the share op-
tions. Therefore, the total value of the award at the
grant date must exceed $30,000 because at share
prices above $45, the CEO receives a higher amount
than would the holder of 1 share of stock. To exercise
the 3,000 options, the CEO must forfeit the equiva-
lent of 1,000 shares of stock, in addition to paying the
total exercise price of $90,000 (3,000 x $30). In ef-
fect, the CEO receives only 2,000 shares of Entity T

$45,000 ($45 x 1,000)
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b. Share options on 3,000 shares of Entity T stock
with an exercise price of $30 per share.

At the grant date, Entity T’s share price is $30 per
share. The CEO may choose whether to exercise the
share options or to cash in the units at any time dur-
ing the next five years. Exercise of all of the share op-
tions cancels all of the units, and cashing in all of the
units cancels all of the share options. The cash value
of the units will be paid to the CEO at the end of five
years if the share option component of the tandem
award is not exercised before then.

A204. With a 3-to-1 ratio of share options to units,
exercise of 3 share options will produce a higher gain
than receipt of cash equal to the value of 1 share of
stock if the share price appreciates from the grant
date by more than 50 percent. Below that point, one
unit is more valuable than the gain on three share op-
tions. To illustrate that relationship, the results if the
share price increases 50 percent to $45 are:

Exercise of Options

$135,000 ($45 x 3,000)
90,000 ($30 x 3,000)
$ 45,000

stock upon exercise. That is the same as if the share
option component of the tandem award consisted of
share options to purchase 2,000 shares of stock for
$45 per share.

A207. The cash payment obligation associated with
the units qualifies the award as a liability of Entity T.
The maximum amount of that liability, which is in-
dexed to the price of Entity T’s common stock, is
$45,000 because at share prices above $45, the CEO
will exercise the share options.

A208. In measuring compensation cost, the award
may be thought of as a combination—not
tandem—grant of (a) 1,000 units with a value at
grant of $30,000 and (b) 2,000 options with a strike
price of $45 per share. Compensation cost is meas-
ured based on the combined value of the two parts.

A209. The fair value per share option with an exer-
cise price of $45 is assumed to be $10. Therefore, the
total value of the award at the grant date is:
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Units (1,000 x $30) $30,000
Share options (2,000 x $10) 20,000
Value of award $50,000

A210. Therefore, compensation cost recognized at
the date of grant (the award is immediately vested)
would be $30,000 with a corresponding credit to a
share-based compensation liability of $30,000. How-
ever, because the share option component is the sub-
stantive equivalent of 2,000 deep out-of-the-money
options, it contains a derived service period (assumed
to be 2 years). Hence, compensation cost for the
share option component of $20,000 would be recog-
nized over the requisite service period.!13 That total
amount of both components (or $50,000) is more
than either of the components by itself, but less than
the total amount if both components (1,000 units and
3,000 share options with an exercise price of $30)
were exercisable. Because granting the units creates a
liability, changes in the liability that result from in-
creases or decreases in the price of Entity T’s share
price would be recognized each period until exercise,
except that the amount of the liability would not ex-
ceed $45,000.

Ilustration 19—Look-Back Share Options

A211. Some entities offer share options to employ-
ees under Section 423 of the U.S. Internal Revenue
Code, which provides that employees will not be im-
mediately taxed on the difference between the market
price of the stock and a discounted purchase price if
several requirements are met. One requirement is that
the exercise price may not be less than the smaller of
(a) 85 percent of the stock’s market price when the
share option is granted and (b) 85 percent of the price
at exercise. A share option that provides the em-
ployee the choice of (a) or (b) may not have a term in
excess of 27 months. Share options that provide for
the more favorable of two (or more) exercise prices
are referred to as look-back share options. A look-
back share option with a 15 percent discount from the
market price at either grant or exercise is worth more
than a fixed share option to purchase stock at 85 per-
cent of the current market price because the holder of
the look-back share option is assured a benefit. If the
price rises, the holder benefits to the same extent as if

FASB Statement of Standards

the exercise price was fixed at the grant date. If the
share price falls, the holder still receives the benefit of
purchasing the stock at a 15 percent discount from its
price at the date of exercise. An employee share pur-
chase plan offering share options with a look-back
feature would be compensatory because the look-
back feature is an option feature (paragraph 12).

A212. For example, on January 1, 20X5, when its
share price is $30, Entity T offers its employees the
opportunity to sign up for a payroll deduction to pur-
chase its stock at either 85 percent of the share’s cur-
rent price or 85 percent of the price at the end of the
year when the share options expire, whichever is
lower. The exercise price of the share options is the
lesser of (a) $25.50 ($30 x .85) and (b) 85 percent of
the share price at the end of the year when the share
options expire.

A213. The look-back share option can be valued as
a combination position.114 In this situation, the com-
ponents are as follows:

a. 0.15 of a share of nonvested stock
b. 0.85 of a 1-year share option held with an exercise
price of $30.

Supporting analysis for the two components is dis-
cussed below.

A214. Beginning with the first component, a share
option with an exercise price that equals 85 percent
of the value of the stock at the exercise date will al-
ways be worth 15 percent (100% — 85%) of the share
price upon exercise. For a stock that pays no divi-
dends, that share option is the equivalent of 15 per-
cent of a share of the stock. The holder of the look-
back share option will receive at least the equivalent
of 0.15 of a share of stock upon exercise, regardless
of the share price at that date. For example, if the
share price falls to $20, the exercise price of the share
option will be $17 ($20 x .85), and the holder will
benefit by $3 ($20 — $17), which is the same as re-
ceiving 0.15 of a share of stock for each share option.

A215. If the share price upon exercise is more than
$30, the holder of the look-back share option receives
a benefit that is worth more than 15 percent of a share
of stock. At prices of $30 or more, the holder receives

13The share option component would not be remeasured because it is not a liability.

14This illustration presents one of several existing valuation techniques for estimating the fair value of a look-back option. In accordance with
this Statement, an entity should use a valuation technique that reflects the substantive characteristics of the instrument being granted in the esti-

mate of fair value.
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a benefit for the difference between the share price
upon exercise and $25.50—the exercise price of the
share option (.85 x $30). If the share price is $40, the
holder benefits by $14.50 ($40 — $25.50). However,
the holder cannot receive both the $14.50 value of a
share option with an exercise price of $25.50 and
0.15 of a share of stock. In effect, the holder gives up
0.15 of a share of stock worth $4.50 ($30 x .15) if the
share price is above $30 at exercise. The result is the
same as if the exercise price of the share option was
$30 ($25.50 + $4.50) and the holder of the look-back
share option held 85 percent of a 1-year share option
with an exercise price of $30 in addition to 0.15 of a
share of stock that will be received if the share price
is $30 or less upon exercise.

A216. An option-pricing model can be used to value
the 1-year share option on 0.85 of a share of stock
represented by the second component. Thus, assum-
ing that the fair value of a share option on one share
of Entity T stock on the grant date is $4, the compen-
sation cost for the look-back option at the grant date
is as follows:

0.15 of a share of nonvested stock

($30x0.15) $4.50
Share option on 0.85 of a share of stock,

exercise price of $30 ($4 x .85) 3.40
Total grant date value $7.90

A217. For a look-back option on a dividend-paying
share, both the value of the nonvested stock compo-
nent and the value of the share option component
would be adjusted to reflect the effect of the divi-
dends that the employee does not receive during the
life of the share option. The present value of the divi-
dends expected to be paid on the stock during the life
of the share option (one year in the example) would
be deducted from the value of a share that receives
dividends. One way to accomplish that is to base the
value calculation on shares of stock rather than dol-
lars by assuming that the dividends are reinvested in
the stock.

A218. For example, if Entity T pays a quarterly divi-
dend of 0.625 percent (2.5% =+ 4) of the current share
price, 1 share of stock would grow to 1.0252 (the fu-
ture value of 1 using a return of 0.625 percent for 4
periods) shares at the end of the year if all dividends
are reinvested. Therefore, the present value of 1 share
of stock to be received in 1 year is only 0.9754 of a

FAS123(R)

share today (again applying conventional compound
interest formulas compounded quarterly) if the
holder does not receive the dividends paid during the
year.

A219. The value of the share option component is
easier to compute; the appropriate dividend assump-
tion is used in an option-pricing model in estimating
the value of a share option on a whole share of stock.
Thus, assuming the fair value of the share option is
$3.60, the compensation cost for the look-back share
option if Entity T pays quarterly dividends at the an-
nual rate of 2.5 percent is as follows:

0.15 of a share of nonvested

stock ($30 x 0.15 x 0.9754) $4.39
Share option on 0.85 of a share

of stock, $30 exercise price, 2.5%

dividend yield ($3.60 x 0.85) 3.06
Total grant date value $7.45

The first component, which is worth $4.39 at the
grant date, is the minimum amount of benefits to the
holder regardless of the price of the stock at the exer-
cise date. The second component, worth $3.06 at the
grant date, represents the additional benefit to the
holder if the share price is above $30 at the exercise
date.

Ilustration 20—Employee Share Purchase Plans

A220. Paragraph 12 of this Statement stipulates the
criteria that an employee share purchase plan must
satisfy to be considered noncompensatory. One of
those criteria specifies that substantially all employ-
ees that meet limited employment qualifications may
participate on an equitable basis. Examples of limited
employment qualifications might include customary
employment of greater than 20 hours per week or
completion of at least 6 months of service.

A221. Another criterion is that the terms are no
more favorable than those available to all holders of
the same class of shares. For example, Entity T offers
all full-time employees and all nonemployee share-
holders the right to purchase $10,000 of its common
stock at a 5 percent discount from its market price at
the date of purchase, which occurs in 1 month. The
arrangement is not compensatory because its terms
are no more favorable than those available to all
holders of the same class of shares. In contrast, as-
sume Entity C has a dividend reinvestment program
that permits shareholders of its common stock the
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ability to reinvest dividends by purchasing shares of
its common stock at a 10 percent discount from its
market price on the date that dividends are distributed
and Entity C offers all full-time employees the right
to purchase annually up to $10,000 of its common
stock at a 10 percent discount from its market price
on the date of purchase. Entity C’s common stock is
widely held; hence, many shareholders will not re-
ceive dividends totaling at least $10,000 during the
annual period. Assuming that the 10 percent discount
cannot be justified as the per-share amount of share
issuance costs that would have been incurred to raise
a significant amount of capital by a public offering,
the arrangement is compensatory because the num-
ber of shares available to shareholders at a discount is
based on the quantity of shares held and the amounts
of dividends declared. Whereas, the number of shares
available to employees at a discount is not dependent
on shares held or declared dividends; therefore, the
terms of the employee share purchase plan are more
favorable than the terms available to all holders of the
same class of shares. Consequently, the entire 10 per-
cent discount to employees is compensatory. If, on
the other hand, the 10 percent discount can be justi-
fied as the per-share amount of share issuance costs
that would have been incurred to raise a significant
amount of capital by a public offering, then the entire
10 percent discount to employees is not compensa-
tory.115

Illustration 21—Book Value Share Purchase
Plans (Nonpublic Entities Only)

A222. Entity W, a nonpublic entity that is not an
SEC registrant,!16 has two classes of stock: Class A is
voting and held only by the members of the founding
family, and Class B is nonvoting and held only by
employees. The purchase price of Class B shares is a
formula price based on book value. Class B shares
require that the employee, six months after retirement
or separation from the company, sell the shares back
to the company for cash at a price determined by us-
ing the same formula used to establish the purchase
price. Class B shares would be accounted for as li-
abilities pursuant to Statement 150 except during the
indefinite deferral period established by FSP
FAS 150-3, “Effective Date, Disclosures, and Transi-
tion for Mandatorily Redeemable Financial Instru-
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ments of Certain Nonpublic Entities and Certain
Mandatorily Redeemable Noncontrolling Interests
under FASB Statement No. 150, Accounting for Cer-
tain Financial Instruments with Characteristics of
both Liabilities and Equity.” Nevertheless, Class B
shares may be classified as liabilities if they are
granted as part of a share-based payment transaction
and those shares contain certain repurchase features
meeting criteria in paragraph 31 of this State-
ment; this example assumes that Class B shares do
not meet those criteria.

A223. Determining whether a transaction involving
Class B shares is compensatory will depend on the
terms of the arrangement. For instance, if an em-
ployee acquires 100 shares of Class B stock in ex-
change for cash equal to the formula price of those
shares, the transaction is not compensatory because
the employee has acquired those shares on the same
terms available to all other Class B shareholders and
at the current formula price based on the current book
value. Subsequent changes in the formula price of
those shares held by the employee are not deemed
compensation for services.

A224. However, if an employee acquires 100 shares
of Class B stock in exchange for cash equal to 50 per-
cent of the formula price of those shares, the transac-
tion is compensatory because the employee is not
paying the current formula price. Therefore, the
value of the 50 percent discount should be attributed
over the requisite service period. However, subse-
quent changes in the formula price of those shares
held by the employee are not compensatory.

Tllustration 22—Liability Classification and the
Interaction of This Statement with Statement 150

Applying the Classification Criteria in
Statement 150

A225. Statement 150 excludes from its scope instru-
ments that are accounted for under this State-
ment. Nevertheless, unless paragraphs 30-35 of this
Statement require otherwise, an entity shall apply the
classification criteria in paragraphs 8-14 of State-
ment 150, as they are effective at the reporting date,

151f an entity justifies a purchase discount in excess of 5 percent, it would be required to reassess that discount at least annually and no later than
the first share purchase offer during the fiscal year. If upon reassessment that discount is not deemed justifiable, subsequent grants using that

discount would be compensatory.

116Because book value shares of public entities generally are not indexed to their stock prices, such shares would be classified as liabilities pur-

suant to this Statement.
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in determining whether to classify as a liability a
freestanding financial instrument given to an em-
ployee in a share-based payment transaction.

A226. In determining the classification of an instru-
ment, an entity shall take into account the deferrals
contained in FSP FAS 150-3. In addition, a call op-
tion!17 written on an instrument that is not classified
as a liability because of the deferrals in FSP
FAS 150-3 (for example, a call option on a mandato-
rily redeemable share for which liability classifica-
tion is deferred under FSP FAS 150-3) also shall be
classified as equity while the deferral is in effect un-
less liability classification is required under the provi-
sions of paragraph 32 of this Statement.

Classification of Certain Awards with Repurchase
Features

A227. Statement 150 does not apply to outstanding
shares embodying a conditional obligation to transfer
assets, for example, shares that give the employee the
right to require the employer to repurchase them for
cash equal to their fair value (puttable shares). A put-
table (or callable) share!!® awarded to an employee
as compensation shall be classified as a liability if ei-
ther of the following conditions is met: (a) the repur-
chase feature permits the employee to avoid bearing
the risks and rewards normally associated with eq-
uity share ownership for a reasonable period of time
from the date the share is issued,l 19,120 (b) it is
probable that the employer would prevent the em-
ployee from bearing those risks and rewards for a
reasonable period of time from the date the share is
issued. For this purpose, a period of six months or
more is a reasonable period of time. A puttable (or
callable) share that does not meet either of those con-
ditions shall be classified as equity.!2!

17Refer to the definition of share option in Appendix E.
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A228. For example, an entity may grant shares un-
der a share-based compensation arrangement that the
employee can put (sell) to the employer (the entity)
shortly after the vesting date for cash equal to the fair
value of the shares on the date of repurchase. That
award of puttable shares would be classified as a li-
ability because the repurchase feature permits the
employee to avoid bearing the risks and rewards nor-
mally associated with equity share ownership for a
reasonable period of time from the date the share is
issued (condition (a) in paragraph A227). Alterna-
tively, an entity might grant its own shares under a
share-based compensation arrangement that may be
put to the employer only after the employee has held
them for a reasonable period of time after vesting but
at a fixed redemption amount. Those puttable shares
also would be classified as liabilities under the re-
quirements of this Statement because the repurchase
price is based on a fixed amount rather than varia-
tions in the fair value of the employer’s shares. The
employee cannot bear the risks and rewards normally
associated with equity share ownership for a reason-
able period of time because of that redemption fea-
ture. However, if a share with a repurchase feature
gives the employee the right to sell shares back to the
entity for a fixed amount over the fair value of the
shares at the date of repurchase, paragraph 55 of this
Statement requires that the fixed amount over the fair
value be recognized as additional compensation cost
over the requisite service period (with a correspond-
ing liability being accrued).

A229. Options or similar instruments on shares (for
example, options on puttable or mandatorily redeem-
able shares) shall be classified as liabilities if (a) the
underlying shares are classified as liabilities or (b) the

185 put right may be granted to the employee in a transaction that is related to a share-based compensation arrangement. If exercise of such a
put right would require the entity to repurchase shares issued under the share-based compensation arrangement, the shares shall be accounted for
as puttable shares. That treatment is consistent with the definition of a freestanding financial instrument in Appendix E. It also is consistent with
the notion of accounting for the substantive terms of a share-based compensation transaction, which reflects the rights conveyed to the holder and
the obligations imposed on the issuer, regardless of how the transaction is structured (paragraph 6).

oA repurchase feature that can be exercised only upon the occurrence of a contingent event that is outside the employee’s control (such as an
initial public offering) would not meet condition (a) until it becomes probable that the event will occur within the reasonable period of time.
120pp employee begins to bear the risks and rewards normally associated with equity share ownership when all the requisite service has been
rendered.

12IsEC registrants are required to consider the guidance in ASR No. 268, Presentation in Financial Statements of “Redeemable Preferred
Stocks.” Under that guidance, shares subject to mandatory redemption requirements or whose redemption is outside the control of the issuer are
classified outside permanent equity.

FAS123(R)-79



FAS123(R)

entity can be required under any circumstances' 212

to settle the option or similar instruments by transfer-
ring cash or other assets.'2! For example, an entity
may grant an option to an employee that, upon exer-
cise, would be settled by issuing a mandatorily re-
deemable share that is not subject to the deferral in
FSP FAS 150-3. Because the mandatorily redeem-
able share would be classified as a liability under
Statement 150, the option also would be classified
as a liability.

Subsequent Accounting for Certain Freestanding
Financial Instruments

A230. Once the classification of an instrument is de-
termined, the recognition and measurement provi-
sions of this Statement shall be applied until the in-
strument ceases to be subject to the requirements
discussed in paragraph A231 of this Statement. State-
ment 150 or other applicable GAAP, such as FASB
Statement No. 133, Accounting for Derivative Instru-
ments and Hedging Activities, applies to a freestand-
ing financial instrument that was issued under a
share-based payment arrangement but that is no
longer subject to this Statement.122

A231. A freestanding financial instrument ceases to
be subject to this Statement and becomes subject to
the recognition and measurement requirements of
Statement 150 or other applicable GAAP when the
rights conveyed by the instrument to the holder are
no longer dependent on the holder being an em-
ployee of the entity (that is, no longer dependent on
providing service). That principle should be applied
to specific types of instruments subject to State-
ment 150 or other applicable GAAP as illustrated by
the following examples:
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a. A mandatorily redeemable share becomes subject
to Statement 150 or other applicable GAAP when
an employee (a) has rendered the requisite service
in exchange for the instrument and (b) could ter-
minate the employment relationship and receive
that share.

b. A share option or similar instrument that is not
transferable and whose contractual term is short-
ened upon employment termination continues to
be subject to this Statement until the rights con-
veyed by the instrument to the holder are no
longer dependent on the holder being an em-
ployee of the entity (generally, when the instru-
ment is exercised). 123,124

A232. An entity may modify (including cancel and
replace) or settle a fully vested, freestanding financial
instrument after it becomes subject to Statement 150
or other applicable GAAP. Such a modification or
settlement shall be accounted for under the provi-
sions of this Statement unless it applies equally to all
financial instruments of the same class regardless of
whether the holder is (or was) an employee (or an
employee’s beneficiary).!25 Following the modifica-
tion, the instrument continues to be accounted for un-
der Statement 150 or other applicable GAAP.

Illustration 23—Effective Dates and Transition
Methods

Hllustration 23(a)—Effective Dates and Transition
Methods

A233. Tables 10-13 summarize guidance on the
various transition methods permitted by this State-
ment and their relationship to its required effective
dates.

12134 cash settlement feature that can be exercised only upon the occurrence of a contingent event that is outside the employee’s control (such as
an initial public offering) would not meet condition (b) until it becomes probable that event will occur.

12IbgpC registrants are required to consider the guidance in ASR 268. Under that guidance, options and similar instruments subject to manda-
tory redemption requirements or whose redemption is outside the control of the issuer are classified outside permanent equity.

122 guidance is not intended to suggest that all freestanding financial instruments should be accounted for as liabilities pursuant to State-
ment 150, but rather that freestanding financial instruments issued in share-based payment transactions may become subject to Statement 150 or
other applicable GAAP depending on their substantive characteristics and when certain criteria in paragraph A231 are met.

123 A share option or similar instrument may become subject to Statement 150 or other applicable GAAP prior to its settlement. For instance, if a
vested share option becomes exercisable for one year after employment termination, the rights conveyed by the instrument to the holder would
no longer be dependent on the holder being an employee of the entity upon the employee’s termination.

124Vested share options are typically exercisable for a short period of time (generally, 60 to 90 days) subsequent to the termination of the em-
ployment relationship. Notwithstanding the requirements of paragraph A231, such a provision, in and of itself, shall not cause the award to be-
come subject to other applicable GAAP for that short period of time.

125 A modification or settlement of a class of financial instrument that is designed exclusively for and held only by current or former employees
(or their beneficiaries) may stem from the employment relationship depending on the terms of the modification or settlement. Thus, such a modi-
fication or settlement may be subject to the requirements of this Statement.
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Table 10—Effective Dates and Transition Methods

Rg‘luil,'ed . Optional Transition Method
. Effective Transition for Periods Prior to the
First Date!28 Method at . .
. . . . Required Effective Date
Entity Applicable (Periods Required
Classifica- Reporting Beginning Effective MRA—AI MRA—
tion 20127 Period After) Date Periods' >’ Q1'%
Interim or
Public Annual 6/15/05 MPA MRA MRA
Interim or
SBI Annual 12/15/05 MPA MRA MRA
NP-FV Annual 12/15/05 MPA MRA N/A
ONP Annual 12/15/05 Prospective N/A N/A

126Entities are classified by the following designations: Public (a public entity as defined in Appendix E that does not file as a small business
issuer, which also is defined in Appendix E), SBI (a public entity as defined in Appendix E that files as a small business issuer), NP-FV (a non-
public entity as defined in Appendix E that has adopted Statement 123’s fair-value-based method for recognition or pro forma disclosures prior to
the effective date of this Statement), and ONP (a nonpublic entity other than NP-FV).

127This table also applies to foreign private issuers (as defined in SEC Regulation C §230.405) that are Public (as designated in the preceding
footnote). Foreign private issuers should initially apply this Statement no later than the interim (quarterly or other) or annual period beginning
after the specified effective date for which U.S. GAAP financial information is required or reported voluntarily.

128Early adoption is encouraged, provided that the financial statements or interim reports for the periods before the required effective date have
not been issued.

129The phrase MRA-all periods refers to an entity that adopts this Statement using the modified retrospective application method for all periods
pursuant to Statement 123’s original effective date (paragraph 76).

130The phrase MRA—Q] refers to an entity that adopts this Statement using a modified retrospective application method only for the annual
period of this Statement’s adoption (paragraph 76).
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Tables 11-13 consider the impact of using the transition methods described in Table 10 on Entity D, which has
a December 31 year-end for financial reporting purposes and has regularly granted share-based payment
awards with 4-year cliff vesting service conditions in each of the past 10 years. Entity D is a public entity that
does not file as a small business issuer and that has accounted for all share-based payment awards using

Opinion 25.

Table 11—Example of Public Entity—December 31 Year-End: MPA

Reporting Period

15¢ Quarter 2005
2" Quarter 2005

3" Quarter 2005

4™ Quarter 2005

2005 Annual

Description of Effect of Using MPA Transition
Method as of the Required Effective Date

Entity D recognizes compensation cost pursuant to Opinion 25 and
includes disclosures pursuant to Statement 148.

Entity D recognizes compensation cost pursuant to Opinion 25 and
includes disclosures pursuant to Statement 148.

Entity D applies this Statement to new awards granted and to
modifications, repurchases, or cancellations on or after July 1, 2005.
Compensation cost for the portion of awards for which the requisite
service has not been rendered that are outstanding at July 1, 2005, shall
be recognized using the measurement and attribution used for
Statement 123’s required pro forma disclosures as those services are
received on or after July 1, 2005. If applicable, Entity D would recognize

any cumulative effect adjustment as of July 1, 2005.
Same as 3"
adjustment.

quarter, except there would be no cumulative effect

For the year ended December 31, 2005, the financial statements reflect
compensation cost pursuant to Opinion 25 for the first six months of the
year and pursuant to this Statement for the second six months of the
year. 131 The annual required pro forma disclosure reflects the
recognition of compensation cost for the entire annual period. 2003 and
2004 would retain Opinion 25 and provide Statement 123’s required pro
forma disclosures.

1311t an entity adopts this Statement using the modified prospective application method, an entity may not have information for an entire annual
period. This Statement does not provide explicit guidance on how an entity should modity its annual disclosures in that event. An entity shall use
judgment in applying this Statement’s disclosure objectives and disclose that information deemed necessary for financial statement users to un-
derstand share-based payment transactions in the annual period of adoption and the impact of adopting this Statement.
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Table 12—Example of Public Entity—December 31 Year-End:

Reporting Period

1% Quarter 2005
27 Quarter 2005

3" Quarter 2005

4™ Quarter 2005

2005 Annual

2006

MRA—AIl Periods

Description of Effect of Using MRA—AII Periods
Transition Method as of the Required Effective Date

Entity D recognizes compensation cost pursuant to Opinion 25 and in-
cludes disclosures pursuant to Statement 148.

Entity D recognizes compensation cost pursuant to Opinion 25 and in-
cludes disclosures pursuant to Statement 148.

Same as 3™ quarter in Table 11, and Entity D would adjust financial
statements for all periods prior to July 1, 2005, to give effect to the fair-
value-based method of accounting for awards granted, modified, or
settled in cash in fiscal years beginning after December 15, 1994, on a
basis consistent with the pro forma disclosures required for those peri-
ods by Statement 123. For the nine months ended September 30, 2005,
the financial statements reflect compensation cost as calculated under
Statement 123 in the first six months of the year and under this State-
ment for the 3 quarter of the year. Beginning balances should be ad-
justed for the earliest year presented to reflect MRA to those prior years
not presented.

Same as 3™ quarter, except there would be no cumulative effect adjust-
ment or adjustment of beginning balances.

For the year ended December 31, 2005, the financial statements reflect
compensation cost pursuant to Statement 123 for the first six months of
the year and pursuant to this Statement for the second six months of the
year. Fiscal years 2003 and 2004 would be adjusted to reflect compensa-
tion cost to give effect to the fair-value-based method of accounting for
awards granted, modified, or settled in cash in fiscal years beginning af-
ter December 15, 1994, on a basis consistent with the pro forma disclo-
sures required for those periods by Statement 123.

Entity D’s 2005 quarterly financial information presented for compara-
tive purposes would reflect the adjustments made for the application of
the MRA method to those periods.
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Table 13—Example of Public Entity—December 31 Year-End: MRA—Q1

Reporting Period

13t Quarter 2005
24 Quarter 2005

3" Quarter 2005

4™ Quarter 2005

2005 Annual

2006

Description of Effect of Using MRA—Q1
Transition Method as of the Required Effective Date

Entity D recognizes compensation cost pursuant to Opinion 25 and
includes disclosures pursuant to Statement 148.

Entity D recognizes compensation cost pursuant to Opinion 25 and
includes disclosures pursuant to Statement 148.

Same as 3™ quarter in Table 11, and Entity D would recognize

compensation cost for the first two quarters of 2005 using its
Statement 123 pro forma disclosure amounts. For the nine months ended
September 30, 2005, the financial statements reflect compensation cost
pursuant to Statement 123 for the first six months of the year and
pursuant to this Statement for the 3rd quarter of the year.

Same as 3" quarter, except there would be no cumulative effect
adjustment.

For the year ended December 31, 2005, the financial statements reflect
compensation cost pursuant to Statement 123 for the first six months of
the year and pursuant to this Statement for the second six months of the
year. Fiscal years 2003 and 2004 would retain Opinion 25 and provide
Statement 123’s required pro forma disclosures.

Entity D’s 2005 quarterly financial information presented for
comparative purposes would reflect the adjustments made for the

application of the MRA method to those periods.

Hllustration 23(b)—Transition Using the Modified
Prospective Method

A234. Entity Z, a public company, granted SARSs to
certain employees on July 1, 2003, based on 100,000
shares and accounts for them under Opinion 25’s in-
trinsic value method. The base price of $10 per share
was equal to the fair value of the stock on July 1,
2003. The SARs provide the employees with the
right to receive, at the date the rights are exercised,
shares having a then-current value equal to the mar-
ket appreciation since the grant date. The employees
do not have the ability to receive a cash payment.132
All of the rights vest at the end of three years and
must be exercised one day after vesting. Entity Z’s
fiscal year ends on June 30 for financial reporting
purposes. Entity Z adopts this Statement on July 1,
2005, using modified prospective application.

A235. The underlying stock price, compensation
cost recognized, and related deferred tax benefit rec-
ognized under the intrinsic value method of Opin-
ion 25 are as follows:

w04 2ms
Stock price at June 30 $12 $14
Compensation cost
recognized $66,667'33  $200,000'34
Deferred tax benefit
at a 50 percent
enacted tax rate $33,333 $100,000

As of June 30, 2005, Entity Z has recognized a de-
ferred tax asset of $133,333 ($33,333 + $100,000)
and has increased additional paid-in capital by
$266,667 ($66,667 + $200,000).

132Net-share-settled SARs are generally accounted for as equity instruments (unless such shares are liabilities themselves).

133($12 = $10) x 100,000 x ¥4 = $66,667
134($14 - $10) x 100,000 x % — $66,667 = $200,000
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A236. The fair value on the grant date was $2.10 per
SAR, or $210,000 ($2.10 x 100,000). Had Entity Z
applied the fair-value-based method of accounting
from the grant date, it would have recognized the fol-
lowing amounts related to the July 1, 2003, award:

2004 2005
Compensation cost $70,000!3° $70,000
Deferred tax benefit
at a 50 percent
enacted tax rate $35,000 $35,000

Under the fair-value-based method, Entity Z would
have recognized a deferred tax asset at June 30, 2005,
of $70,000 ($35,000 + $35,000) and an increase in
additional paid-in capital of $140,000 ($70,000 +
$70,000).

A237. As of July 1, 2005, when Entity Z adopts the
fair-value-based method using the MPA, Entity Z es-
timates the number of equity instruments for which
the requisite service is not expected to be rendered
and recognizes, net of any related tax effect, an
amount equal to the compensation cost that would
not have been recognized in periods prior to the ef-
fective date for those instruments that are not ex-
pected to vest as a cumulative effect of a change in
accounting principle to the extent that compensation
cost had been recognized for those awards. To the ex-
tent that any contra-equity balances for unearned
compensation cost had been recorded that are related
to Entity Z’s stock-based compensation arrange-
ments, those balances would be charged against addi-
tional paid-in capital. There are no other transition
adjustments necessary at July 1, 2005, as a result of
adopting this Statement.

A238. During the 2006 fiscal year, Entity Z will rec-
ognize additional compensation cost of $70,000, and
will have a deferred tax asset at June 30, 2006, of
$168,333, consisting of $133,333 related to compen-
sation cost recognized under Opinion 25 and $35,000
related to compensation cost recognized under this
Statement. The awards will be fully vested on
June 30, 2006.

A239. On July 1, 2006, Entity Z’s stock price is $20
per share and all of the 100,000 SARs are exercised.
Based on the exercise-date intrinsic value of $10 per
share, Entity Z recognizes an aggregate tax deduction

135$210,000 x 4 = $70,000
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of $1 million (100,000 SARs x ($20 — $10) apprecia-
tion), which is equal to the fair value of the shares is-
sued to the employees. On a cumulative basis, En-
tity Z has recognized a deferred tax asset of
$168,333. Total compensation cost recognized for
the awards is $336,667, consisting of $266,667 rec-
ognized under Opinion 25 and $70,000 recognized
under this Statement. On July 1, 2006, the following
entries are made upon exercise:

$168,333
$168,333

To write off the deferred tax asset related to the
SARs.

Deferred tax expense
Deferred tax asset

Current taxes payable $500,000
Current tax expense $168,333
Additional paid-in capital $331,667

To adjust current tax expense and current taxes pay-
able to recognize the current tax benefit from deduct-
ible compensation cost upon exercise of SARs. The
credit to additional paid-in capital is the excess tax
benefit that results from the excess of the deductible
amount over the compensation cost recognized
[($1,000,000 — $336,667) x .50 = $331,667].

MINIMUM DISCLOSURE REQUIREMENTS
AND ILLUSTRATIVE DISCLOSURES

A240. The minimum information needed to achieve
the disclosure objectives in paragraph 64 of this
Statement is set forth below. To achieve those objec-
tives, an entity should disclose the following
information: 3¢

a. Adescription of the share-based payment arrange-
ment(s), including the general terms of awards un-
der the arrangement(s), such as the requisite serv-
ice period(s) and any other substantive conditions
(including those related to vesting), the maximum
contractual term of equity (or liability) share op-
tions or similar instruments, and the number of
shares authorized for awards of equity share op-
tions or other equity instruments. An entity shall
disclose the method it uses for measuring com-
pensation cost from share-based payment arrange-
ments with employees.

b. For the most recent year for which an income
statement is provided:

1361 some circumstances, an entity may need to disclose information beyond that listed in this paragraph to achieve the disclosure objectives.
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The number and weighted-average exercise
prices (or conversion ratios) for each of the
following groups of share options (or share
units): (a) those outstanding at the begin-
ning of the year, (b) those outstanding at the
end of the year, (c) those exercisable or con-
vertible at the end of the year, and those
(d) granted, (e) exercised or converted, (f)
forfeited, or (g) expired during the year.
The number and weighted-average grant-
date fair value (or calculated value for a
nonpublic entity that uses that method or in-
trinsic value for awards measured pursuant
to paragraphs 24 and 25 of this State-
ment) of equity instruments not specified in
paragraph A240(b)(1) (for example, shares
of nonvested stock), for each of the follow-
ing groups of equity instruments: (a) those
nonvested at the beginning of the year, (b)
those nonvested at the end of the year, and
those (c) granted, (d) vested, or (e) forfeited
during the year.

c. For each year for which an income statement is
provided:

M

@

The weighted-average grant-date fair value
(or calculated value for a nonpublic entity
that uses that method or intrinsic value for
awards measured at that value pursuant to
paragraphs 24 and 25 of this Statement) of
equity options or other equity instruments
granted during the year.

The total intrinsic value of options exercised
(or share units converted), share-based li-
abilities paid, and the total fair value of
shares vested during the year.

d. For fully vested share options (or share units) and
share options expected to vest at the date of the
latest statement of financial position:

(0]

@

The number, weighted-average exercise
price (or conversion ratio), aggregate intrin-
sic value (except for nonpublic entities), and
weighted-average remaining contractual
term of options (or share units) outstanding.
The number, weighted-average exercise
price (or conversion ratio), aggregate intrin-
sic value (except for nonpublic entities), and
weighted-average remaining contractual
term of options (or share units) currently ex-
ercisable (or convertible).

FASB Statement of Standards

e. For each year for which an income statement is
presented: 137

M

@

A description of the method used during the

year to estimate the fair value (or calculated

value) of awards under share-based pay-
ment arrangements.

A description of the significant assumptions

used during the year to estimate the fair

value (or calculated value) of share-based
compensation awards, including (if appli-
cable):

(a) Expected term of share options and
similar instruments, including a dis-
cussion of the method used to incorpo-
rate the contractual term of the instru-
ments and employees’ expected
exercise and post-vesting employment
termination behavior into the fair value
(or calculated value) of the instrument.

(b) Expected volatility of the entity’s
shares and the method used to estimate
it. An entity that uses a method that
employs different volatilities during
the contractual term shall disclose the
range of expected volatilities used and
the weighted-average expected volatil-
ity. A nonpublic entity that uses the cal-
culated value method should disclose
the reasons why it is not practicable for
it to estimate the expected volatility of
its share price, the appropriate industry
sector index that it has selected, the
reasons for selecting that particular in-
dex, and how it has calculated histori-
cal volatility using that index.

(c) Expected dividends. An entity that
uses a method that employs different
dividend rates during the contractual
term shall disclose the range of ex-
pected dividends used and the
weighted-average expected dividends.

(d) Risk-free rate(s). An entity that uses a
method that employs different risk-free
rates shall disclose the range of risk-
free rates used.

(e) Discount for post-vesting restrictions
and the method for estimating it.

f. An entity that grants equity or liability instruments
under multiple share-based payment arrangements
with employees shall provide the information

137 An entity that uses the intrinsic value method pursuant to paragraphs 24 and 25 of this Statement is not required to disclose the following
information for awards accounted for under that method.
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specified in paragraphs A240(a)—(e) separately for
different types of awards to the extent that the dif-
ferences in the characteristics of the awards make
separate disclosure important to an understanding
of the entity’s use of share-based compensation.
For example, separate disclosure of weighted-
average exercise prices (or conversion ratios) at
the end of the year for options (or share units) with
a fixed exercise price (or conversion ratio) and
those with an indexed exercise price (or conver-
sion ratio) could be important. It also could be im-
portant to segregate the number of options (or
share units) not yet exercisable into those that will
become exercisable (or convertible) based solely
on fulfilling a service condition and those for
which a performance condition must be met for
the options (share units) to become exercisable
(convertible). It could be equally important to pro-
vide separate disclosures for awards that are classi-
fied as equity and those classified as liabilities.
For each year for which an income statement is
presented:

(1) Total compensation cost for share-based

payment arrangements (a) recognized in in-
come as well as the total recognized tax
benefit related thereto and (b) the total com-
pensation cost capitalized as part of the cost
of an asset.
A description of significant modifications,
including the terms of the modifications, the
number of employees affected, and the total
incremental compensation cost resulting
from the modifications.

@

. As of the latest balance sheet date presented, the

total compensation cost related to nonvested
awards not yet recognized and the weighted-
average period over which it is expected to be
recognized.

. If not separately disclosed elsewhere, the amount

of cash received from exercise of share options
and similar instruments granted under share-based
payment arrangements and the tax benefit realized
from stock options exercised during the annual
period.

. If not separately disclosed elsewhere, the amount

of cash used to settle equity instruments granted
under share-based payment arrangements.

. A description of the entity’s policy, if any, for issu-

ing shares upon share option exercise (or share
unit conversion), including the source of those
shares (that is, new shares or treasury shares). If as
a result of its policy, an entity expects to repur-
chase shares in the following annual period, the
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entity shall disclose an estimate of the amount (or
arange, if more appropriate) of shares to be repur-
chased during that period.

A241. An illustration of disclosures of a public enti-
ty’s share-based compensation arrangements fol-
lows. The illustration assumes that compensation
cost has been recognized in accordance with this
Statement for several years. The amount of compen-
sation cost recognized each year includes both costs
from that year’s grants and costs from prior years’
grants. The number of options outstanding, exer-
cised, forfeited, or expired each year includes options
granted in prior years.

ko ok ok

On December 31, 20Y1, the Entity has two share-
based compensation plans, which are described be-
low. The compensation cost that has been charged
against income for those plans was $29.4 million,
$28.7 million, and $23.3 million for 20Y1, 20YO0,
and 20X09, respectively. The total income tax benefit
recognized in the income statement for share-based
compensation arrangements was $10.3 million,
$10.1 million, and $8.2 million for 20Y1, 20Y0, and
20X9, respectively. Compensation cost capitalized as
part of inventory and fixed assets for 20Y1, 20YO0,
and 20X9 was $0.5 million, $0.2 million, and $0.4
million, respectively.

Share Option Plan

The Entity’s 20X4 Employee Share Option Plan
(the Plan), which is shareholder-approved, permits
the grant of share options and shares to its employees
for up to 8 million shares of common stock. The En-
tity believes that such awards better align the interests
of its employees with those of its shareholders. Op-
tion awards are generally granted with an exercise
price equal to the market price of the Entity’s stock at
the date of grant; those option awards generally vest
based on 5 years of continuous service and have 10-
year contractual terms. Share awards generally vest
over five years. Certain option and share awards pro-
vide for accelerated vesting if there is a change in
control (as defined in the Plan).

The fair value of each option award is estimated
on the date of grant using a lattice-based option valu-
ation model that uses the assumptions noted in the
following table. Because lattice-based option valua-
tion models incorporate ranges of assumptions for in-
puts, those ranges are disclosed. Expected volatilities
are based on implied volatilities from traded options
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on the Entity’s stock, historical volatility of the Enti-
ty’s stock, and other factors. The Entity uses histori-
cal data to estimate option exercise and employee ter-
mination within the valuation model; separate groups
of employees that have similar historical exercise be-
havior are considered separately for valuation pur-
poses. The expected term of options granted is de-
rived from the output of the option valuation model

FASB Statement of Standards

and represents the period of time that options granted
are expected to be outstanding; the range given be-
low results from certain groups of employees exhibit-
ing different behavior. The risk-free rate for periods
within the contractual life of the option is based on
the U.S. Treasury yield curve in effect at the time of
grant.

20Y1 20Y0 20X9
Expected volatility 25%-40% 24%—-38% 20%—-30%
Weighted-average volatility 33% 30% 27%
Expected dividends 1.5% 1.5% 1.5%
Expected term (in years) 53-7.8 5.5-8.0 5.6-8.2
Risk-free rate 6.3%—-11.2% 6.0%~-10.0% 5.5%-9.0%
A summary of option activity under the Plan as of December 31, 20Y1, and changes during the year then
ended is presented below:
Weighted-
Weighted- Average Aggregate
Average Remaining Intrinsic
Shares Exercise Contractual Value
Options (000) Price Term ($000)
Outstanding at January 1, 20Y1 4,660 $42
Granted 950 60
Exercised (800) 36
Forfeited or expired (80) 59
Outstanding at December 31, 20Y1 4,730 $£ @ $85,140
Exercisable at December 31, 20Y1 3,159 $41 40 $75.816

The weighted-average grant-date fair value of options granted during the years 20Y1, 20Y0, and 20X9 was
$19.57, $17.46, and $15.90, respectively. The total intrinsic value of options exercised during the years ended
December 31, 20Y1, 20Y0, and 20X9, was $25.2 million, $20.9 million, and $18.1 million, respectively.

A summary of the status of the Entity’s nonvested shares as of December 31, 20Y 1, and changes during the

year ended December 31, 20Y 1, is presented below:

Weighted-Average

Grant-Date

Nonvested Shares Shares (000) Fair Value
Nonvested at January 1, 20Y'1 980 $40.00
Granted 150 63.50
Vested (100) 35.75
Forfeited (40) 55.25
Nonvested at December 31, 20Y1 990 $43.35

As of December 31, 20Y 1, there was $25.9 million of total unrecognized compensation cost related to non-
vested share-based compensation arrangements granted under the Plan. That cost is expected to be recognized
over a weighted-average period of 4.9 years. The total fair value of shares vested during the years ended De-
cember 31, 20Y1, 20Y0, and 20X9, was $22.8 million, $21 million, and $20.7 million, respectively.
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During 20Y1, the Entity extended the contractual
life of 200,000 fully vested share options held by 10
employees. As a result of that modification, the En-
tity recognized additional compensation expense of
$1.0 million for the year ended December 31, 20Y1.

Performance Share Option Plan

Under its 20X7 Performance Share Option Plan
(the Performance Plan), which is shareholder-
approved, each January 1 the Entity grants selected
executives and other key employees share option
awards whose vesting is contingent upon meeting
various departmental and company-wide perform-
ance goals, including decreasing time to market for
new products, revenue growth in excess of an index
of competitors’ revenue growth, and sales targets for
Segment X. Share options under the Performance
Plan are generally granted at-the-money, contin-
gently vest over a period of 1 to 5 years, depending
on the nature of the performance goal, and have con-

Shares

Performance Options (000)
Outstanding at January 1, 20Y1 2,533
Granted 995

Exercised (100)

Forfeited @)
Outstanding at December 31, 20Y1 @
Exercisable at December 31, 20Y1 %

The weighted-average grant-date fair value of op-
tions granted during the years 20Y1, 20Y0, and
20X9 was $17.32, $16.05, and $14.25, respectively.
The total intrinsic value of options exercised during
the years ended December 31, 20Y1, 20Y0, and
20X9, was $5 million, $8 million, and $3 million, re-
spectively. As of December 31, 20Y1, there was
$16.9 million of total unrecognized compensation
cost related to nonvested share-based compensation
arrangements granted under the Performance Plan;
that cost is expected to be recognized over a period of
4.0 years.

Cash received from option exercise under all
share-based payment arrangements for the years
ended December 31, 20Y1, 20YO0, and 20X9, was
$32.4 million, $28.9 million, and $18.9 million, re-
spectively. The actual tax benefit realized for the tax
deductions from option exercise of the share-based
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tractual lives of 7 to 10 years. The number of shares
subject to options available for issuance under this
plan cannot exceed five million.

The fair value of each option grant under the Per-
formance Plan was estimated on the date of grant us-
ing the same option valuation model used for options
granted under the Plan and assumes that performance
goals will be achieved. If such goals are not met, no
compensation cost is recognized and any recognized
compensation cost is reversed. The inputs for ex-
pected volatility, expected dividends, and risk-free
rate used in estimating those options’ fair value are
the same as those noted in the table related to options
issued under the Share Option Plan. The expected
term for options granted under the Performance Plan
in 20Y1, 20YO0, and 20X9 is 3.3 to 5.4 years, 2.4 to
6.5 years, and 2.5 to 5.3 years, respectively.

A summary of the activity under the Performance
Plan as of December 31, 20Y1, and changes during
the year then ended is presented below:

Weighted-

Weighted- Average Aggregate
Average Remaining Intrinsic
Exercise Contractual Value

Price Term ($000)
$44

60

36

59
$47 71 $50,832
$40 53 $23,400

payment arrangements totaled $11.3 million, $10.1
million, and $6.6 million, respectively, for the years
ended December 31, 20Y 1, 20YO0, and 20X9.

The Entity has a policy of repurchasing shares on
the open market to satisfy share option exercises and
expects to repurchase approximately one million
shares during 20Y2, based on estimates of option ex-
ercises for that period.

Supplemental Disclosures

A242. In addition to the information required by this
Statement, an entity may disclose supplemental in-
formation that it believes would be useful to inves-
tors and creditors, such as a range of values calcu-
lated on the basis of different assumptions, provided
that the supplemental information is reasonable and
does not lessen the prominence and credibility of the
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information required by this Statement. The alterna-  of the financial statements to understand the basis for

tive assumptions should be described to enable users  the supplemental information.
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Appendix B

BASIS FOR CONCLUSIONS

INTRODUCTION

B1. This appendix summarizes considerations that
Board members deemed significant in reaching the
conclusions in this Statement. It includes reasons for
accepting certain views and rejecting others. Indi-
vidual Board members gave greater weight to some
factors than to others.

WHY THE BOARD UNDERTOOK A
PROJECT TO RECONSIDER
STATEMENT 123

Statement 123’s Provisions on Cost Recognition
for Share-Based Payment Arrangements

B2. Statement 123 was issued in 1995. Its require-
ments for share-based employee compensation trans-
actions were effective for financial statements for fis-
cal years beginning after December 15, 1995. As
originally issued, Statement 123 established the fair-
value-based method of accounting as preferable for
share-based compensation awarded to employees
and encouraged, but did not require, entities to adopt
it. The Board’s decision at that time was based on
practical rather than conceptual considerations. Para-
graphs 60 and 61 of Statement 123 stated:

The debate on accounting for stock-based
compensation unfortunately became so divi-
sive that it threatened the Board’s future
working relationship with some of its con-
stituents. Eventually, the nature of the debate
threatened the future of accounting standards
setting in the private sector.

The Board continues to believe that finan-
cial statements would be more relevant and
representationally faithful if the estimated fair
value of employee stock options was in-
cluded in determining an entity’s net income,
just as all other forms of compensation are in-
cluded. To do so would be consistent with ac-
counting for the cost of all other goods and
services received as consideration for equity
instruments. The Board also believes that fi-
nancial reporting would be improved if all
equity instruments granted to employees, in-

FAS123(R)

cluding instruments with variable features
such as options with performance criteria for
vesting, were accounted for on a consistent
basis. However, in December 1994, the
Board decided that the extent of improve-
ment in financial reporting that was envi-
sioned when this project was added to its
technical agenda and when the Exposure
Draft was issued was not attainable because
the deliberate, logical consideration of issues
that usually leads to improvement in financial
reporting was no longer present. Therefore,
the Board decided to specify as preferable
and to encourage but not to require recogni-
tion of compensation cost for all stock-based
employee compensation, with required dis-
closure of the pro forma effects of such rec-
ognition by entities that continue to apply
Opinion 25.

B3. Statement 123 allowed entities to continue ac-
counting for share-based compensation arrange-
ments with employees according to the intrinsic
value method in APB Opinion No. 25, Accounting
Jor Stock Issued to Employees, under which no com-
pensation cost was recognized for employee share
options that met specified criteria. Public entities that
continued to use the intrinsic value method were re-
quired to disclose pro forma measures of net income
and earnings per share as if they had used the fair-
value-based method. Nonpublic entities that contin-
ued to use the intrinsic value method were required to
make pro forma disclosures as if they had used the
minimum value method or the fair-value-based
method for recognition.

Pertinent Events during the First Eight Years
Statement 123 Was Applicable

B4. Before 2002, virtually all entities chose to con-
tinue to apply the provisions of Opinion 25 rather
than to adopt the fair-value-based method to account
for share-based compensation arrangements with
employees. The serious financial reporting failures
that came to light beginning in 2001 led to a keen in-
terest in accounting and financial reporting issues on
the part of investors, regulators, members of the U.S.
Congress, and the media. Many of the Board’s con-
stituents who use financial information said that the
failure to recognize compensation cost for most em-
ployee share options had obscured important aspects
of reported performance and impaired the transpar-
ency of financial statements.
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BS5. The increased focus on high-quality, transparent
financial reporting stemming from the financial re-
porting failures in the early years of the 21* century
created a growing demand for entities to recognize
compensation cost for employee share options and
similar instruments—a demand to which entities be-
gan to respond. As of March 2003, when the Board
added this project to its agenda, 179 public compa-
nies had adopted or announced their intention to
adopt the fair-value-based accounting method in
Statement 123. By May 2003, that number had
grown to 276 public companies, of which 93 were
companies included in the Standard & Poor’s (S&P)
500 Index; those companies represented 36 g)ercent
of the index based on market capitalization.'38 By
February 2004, the number had increased to 483
public companies, 113 of which represented 41 per-
cent of the S&P 500 index based on market capitali-
zation, and by July 2004, the number had increased
to 753 public companies.

B6. The increased focus on financial reporting is-
sues, including accounting for share-based compen-
sation arrangements with employees, was accompa-
nied by numerous requests from investors,
regulators, and other users of financial statements for
the Board to reconsider the cost recognition provi-
sions of Statement 123. Although an increasing num-
ber of entities were voluntarily adopting the fair-
value-based accounting method in Statement 123, it
did not appear likely that voluntary adoption would
extend to all entities, at least not in the foreseeable fu-
ture. Voluntary adoption of Statement 123’s fair-
value-based accounting method by increasing num-
bers of entities provided improved information about
the effects of share-based payment arrangements
with employees on those entities and their sharehold-
ers. However, that voluntary adoption also resulted in
less comparability across entities because of the alter-
native accounting methods Statement 123 permitted.

B7. The existence of alternative accounting methods
for share-based compensation arrangements with
employees, coupled with the failure of Opinion 25 to
provide much general guidance on applying its in-
trinsic value method, had resulted in voluminous ac-

FASB Statement of Standards

counting guidance that constituents said was dis-
jointed, rule-based, and form-driven.!3° Both the
Board and the Emerging Issues Task Force (EITF)
had responded to requests for guidance on a large
number of implementation issues. For example,
FASB Interpretation No. 44, Accounting for Certain
Transactions involving Stock Compensation, ad-
dressed 20 implementation questions, many of which
had 1 or more subquestions. The EITF addressed an
additional 51 implementation issues in EITF Issue
No. 00-23, “Issues Related to the Accounting for
Stock Compensation under APB Opinion No. 25 and
FASB Interpretation No. 44.” Constituents asked the
Board to simplify the existing accounting guidance
on accounting for share-based payment arrange-
ments, and some of those constituents noted that
eliminating the alternative to continue using Opinion
25’s accounting method would be the best way to
achieve that simplification.

B8. In November 2002, the International Account-
ing Standards Board (IASB) issued an Exposure
Draft, Share-based Payment, (ED2) that proposed a
single, fair-value-based method to be used to account
for all share-based compensation arrangements. Al-
though the method that the IASB proposed in ED2
shared some important features of the fair-value-
based method in Statement 123, it also differed in
certain significant respects. Many of the differences
involved secondary implementation issues rather
than primary issues of fundamental principles.

B9. In November 2002, shortly after the IASB is-
sued ED2, the FASB issued an Invitation to Com-
ment, Accounting for Stock-Based Compensation: A
Comparison of FASB Statement No. 123, Accounting
for Stock-Based Compensation, and Its Related In-
terpretations, and IASB Proposed IFRS, Share-based
Payment. The Invitation to Comment explained both
the primary and secondary differences between the
requirements of Statement 123 and the method pro-
posed by the IASB. Most users of financial state-
ments who responded to the Invitation to Comment
urged the Board to undertake a project to require that
entities account for share-based payment arrange-
ments with employees using a fair-value-based

138Refer to Pat McConnell, Janet Pegg, Chris Senyek, and Dane Mott, “Companies That Currently Expense or Intend to Expense Stock Options
Using the Fair Value Method,” Bear Stearns (May 23, 2003), Bear Stearns update (February 12, 2004), and Bear Stearns update (July 20, 2004).
139That guidance was identified by the United States Securities and Exchange Commission (SEC) as an example of rules-based accounting
standards. (SEC, Study Pursuant to Section 108(d) of the Sarbanes-Oxley Act of 2002 on the Adoption by the United States Financial Reporting
System of a Principles-Based Accounting System, March 25, 2003 [www.sec.gov/news/studies/principlesbasedstand.htm]).
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method. The majority of the preparers who re-
sponded did not support such a requirement. How-
ever, some of those preparers asked for additional
guidance on applying the fair-value-based method in
Statement 123.

B10. For the reasons discussed in para-
graphs B4-B9, the Board concluded that the time
had come to reconsider the provisions of State-
ment 123. Given that conclusion, the Board agreed
with respondents to the Invitation to Comment that
undertaking that reconsideration concurrently with
the IASB’s consideration of responses to ED2!40
would maximize the opportunity for convergence of
U.S. and international accounting standards. Doing
so would be consistent with the Board’s commitment
to work toward convergence to a set of high-quality
accounting standards that can be used for both do-
mestic and cross-border financial reporting.

Summary of Reasons for Undertaking a Project
to Reconsider Statement 123

B11. After considering the factors discussed in para-
graphs B4-B10, in March 2003, the Board added to
its agenda a project to reconsider the existing guid-
ance on accounting for share-based payment arrange-
ments. This Statement is a result of that project. By
requiring recognition of compensation cost for share-
based payment arrangements with employees, this
Statement responds to:

a. Requests from investors and others to improve the
transparency, relevance, and comparability of in-
formation about the effects of share-based pay-
ment arrangements with employees on entities
and their shareholders

b. The need to simplify the existing accounting guid-
ance on share-based payment arrangements with
employees by eliminating alternative accounting
methods

c. The Board’s commitment to work toward conver-
gence to a set of high-quality accounting standards
that can be used for both domestic and cross-
border financial reporting.

SCOPE OF THIS STATEMENT

B12. As did Statement 123, this Statement includes
in its scope all share-based payment transactions,
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whether with employees or with counterparties who
are not employees (nonemployees). The FASB
project from which this Statement results encom-
passes reconsideration of all aspects of accounting
for share-based payment arrangements. However, the
Board decided to exclude from the scope of this
Statement reconsideration of the measurement date
for share-based payment transactions with nonem-
ployees, which also was excluded from the scope of
Statement 123. This Statement also excludes from its
scope accounting for employee share ownership
plans currently accounted for under AICPA State-
ment of Position 93-6, Employers’ Accounting for
Employee Stock Ownership Plans. In other words,
this Statement reflects the Board’s reconsideration of
only those issues that were addressed in State-
ment 123.

B13. Most of the debate surrounding accounting for
share-based payment has focused on arrangements
with employees, and the Board concluded that man-
dating recognition of compensation cost measured at
fair value for those arrangements was the most urgent
aspect of this project. Moreover, cost is already rec-
ognized for share-based payment arrangements with
nonemployees under Statement 123 and EITF Issue
No. 96-18, “Accounting for Equity Instruments That
Are Issued to Other Than Employees for Acquiring,
or in Conjunction with Selling, Goods or Services,”
using a fair-value-based measure, albeit with a meas-
urement date that may differ from the one this State-
ment prescribes for equity instruments issued to em-
ployees. Including guidance on share-based payment
arrangements with nonemployees and guidance on
accounting for shares held by employee share owner-
ship plans would have delayed the issuance of this
Statement.

B14. The Board may reconsider the issues addressed
in Issue 96-18 in a later phase of this project. Al-
though this Statement addresses issues with a focus
on share-based payment transactions with employ-
ees, certain of its provisions are unrelated to the is-
sues addressed in Issue 96-18. The Board under-
stands that many entities have been analogizing to
Statement 123’s guidance in determining how to ac-
count for share-based payment transactions with
nonemployees. However, because the Board did not
specifically consider such items in the context of
nonemployee transactions, it decided that, except for

140The TASB issued International Financial Reporting Standard (IFRS) 2, Share-based Payment, in February 2004. Refer to para-
graphs B258-B269 of this appendix for a discussion of differences between this Statement and IFRS 2.
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the amendment to Statement 95, no additional guid-
ance should be provided in this Statement on ac-
counting for share-based payment transactions with
nonemployees.

RECOGNITION OF COMPENSATION COST
FROM SHARE-BASED PAYMENT
ARRANGEMENTS WITH EMPLOYEES

B15. The Board reaffirmed the conclusion reflected
in Statement 123 that an entity should recognize
compensation cost as a result of receiving employee
services in exchange for valuable financial instru-
ments, including equity share options. The reasons
for that conclusion are discussed in para-
graphs B16-B32. The Board also concluded that
such compensation cost should be measured using a
fair-value-based method similar to the one set forth in
Statement 123. The reasons for the Board’s conclu-
sions on measurement of compensation cost are dis-
cussed in paragraphs B33-B60.

Employee Services Received in Exchange for
Equity Instruments Qualify as Assets

B16. Some respondents to the Exposure Draft
said that an entity does not receive an asset, and thus
does not incur compensation cost, when it receives
employee services in exchange for equity instru-
ments. The Board disagrees; employers receive em-
ployee services in exchange for all forms of compen-
sation paid. Those services, like services received
from nonemployees, qualify as assets, if only mo-
mentarily because receipt of a service and its use
occur simultaneously.

B17. FASB Concepts Statement No. 6, Elements of

Financial Statements, paragraph 26, describes the
three essential characteristics of an asset:

... (@) it embodies a probable future ben-
efit that involves a capacity, singly or in com-
bination with other assets, to contribute di-
rectly or indirectly to future net cash inflows,
(b) a particular entity can obtain the benefit
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and control others’ access to it, and (c) the
transaction or other event giving rise to the
entity’s right to or control of the benefit has
already occurred.

Employee services clearly have the capacity, in com-
bination with other assets such as equipment, plant,
or intangibles, to contribute to the employer’s future
net cash inflows by producing a product, which may
itself be a service that is sold to customers. The em-
ployer can obtain the benefit and control others’ ac-
cess to it; an employee cannot provide the same serv-
ices to more than a single employer simultaneously.
By the time employee services (and the related cost
or expense) are recognized, the employer has ob-
tained the benefit.

B18. To summarize, employee services qualify as
assets because they exhibit the three essential charac-
teristics of an asset described in Concepts State-
ment 6. If employee (and other) services did not pro-
vide economic benefits, an entity would not be
willing to pay any form of consideration, including
cash salaries, for them. The nature of the consider-
ation exchanged for employee services is not signifi-
cant in determining whether those services qualify as
assets. The consumption of the services received in
exchange for the issuance of equity instruments (or
the payment of assets) is the event that gives rise to
compensation cost.'*!

Employee Services Exchanged for Equity
Instruments Give Rise to Compensation Cost As
Those Services Are Used

B19. Because an entity cannot store services, they
qualify as separate or independent assets only mo-
mentarily. An entity’s use of an asset results in an ex-
pense, regardless of whether the asset is cash or an-
other financial instrument, goods, or services.
(Generally accepted accounting principles in the
United States require the cost of services to be capi-
talized as part of the cost of another asset in certain
circumstances. In that situation, expense is recog-
nized when that other asset, for example, inventory,
is consumed or disposed of.) Concepts Statement 6,
paragraph 81, footnote 43, notes that, in concept,

14 lConcepts Statement 6, paragraph 79, footnote 40, explains that point as follows: “Entities acquire assets (economic benefits), not expenses or
losses, to carry out their production operations, and most expenses are at least momentarily assets. Since many goods and services acquired are
used either simultaneously with acquisition or soon thereafter, it is common practice to record them as expenses at acquisition. However, to
record an expense as resulting from incurring a liability is a useful shortcut that combines two conceptually separate events: (a) an exchange
transaction in which an asset was acquired and (b) an internal event (production) in which an asset was used up.”
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most expenses decrease assets rather than increase li-
abilities. However, if receipt of an asset, such as serv-
ices, and its use occur virtually simultaneously, the
asset often is not recognized because it would be
derecognized immediately. 142

B20. Some who do not consider required cost recog-
nition to be appropriate contend that the issuance of
an employee share option is a transaction directly be-
tween the recipient and the preexisting shareholders.
The Board disagrees. Employees provide services to
the entity—not directly to individual shareholders—
as consideration for their options. Carried to its logi-
cal conclusion, that view would imply that the issu-
ance of virtually any equity instrument for goods or
services, rather than for cash or other financial instru-
ments, should not affect the issuer’s financial state-
ments. For example, no asset or related cost would be
reported if shares of stock were issued to acquire le-
gal or consulting services, tangible assets, or an entire
business in a business combination. To omit such as-
sets and the related costs would give a misleading
picture of the entity’s financial position and financial
performance.

B21. To summarize, accounting for assets received
(and the related expenses when the assets are con-
sumed) has long been fundamental to the accounting
for all freestanding equity instruments except
one—fixed equity share options that had no intrinsic
value at the grant date and were accounted for under
the requirements of Opinion 25. This State-
ment remedies that exception.

Disclosure versus Recognition

B22. Having reaffirmed the conclusion that com-
pensation cost from awards of equity instruments to
employees, measured using the fair-value-based
method, qualifies for recognition in the financial
statements, the Board considered whether to elimi-
nate the alternative to disclose, on a pro forma basis,
the effects of that accounting in lieu of applying it for
recognition purposes. Some respondents to the Expo-
sure Draft and the Invitation to Comment said that
the pro forma disclosures required by Statement 123
provided adequate financial information about share-
based payment arrangements with employees. Simi-
lar comments were made in various public venues
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during the Board’s work leading to the issuance of
this Statement. Some of those commentators asserted
that whether information is disclosed in the notes or
recognized in the financial statement is not
important—either way, sophisticated users of finan-
cial information have access to the information they
need.

Pro Forma Disclosure Is Not an Acceptable
Substitute for Recognition

B23. The Board reaffirmed the conclusion in State-
ment 123 that pro forma disclosures are not an ad-
equate substitute for recognition in the financial state-
ments of compensation cost resulting from share-
based payment arrangements with employees.
Although the main reasons for that conclusion are es-
sentially the same as in Statement 123, new informa-
tion made available since the issuance of State-
ment 123 provided additional support for the Board’s
reasoning.

B24. Paragraph 9 of FASB Concepts Statement No.
5, Recognition and Measurement in Financial State-
ments of Business Enterprises, discusses recognition
and disclosure:

Since recognition means depiction of an
item in both words and numbers, with the
amount included in the totals of the financial
statements, disclosure by other means is not
recognition. Disclosure of information about
the items in financial statements and their
measures that may be provided by notes or
parenthetically on the face of financial state-
ments, by supplementary information, or by
other means of financial reporting is not a
substitute for recognition in financial state-
ments for items that meet recognition criteria.

B25. Most of the users of financial statements who
responded to either the Exposure Draft or the Invita-
tion to Comment, as well as those who responded to
the IASB’s ED2 or the Exposure Draft that led to the
issuance of FASB Statement No. 148, Accounting for
Stock-Based Compensation—Transition and Disclo-
sure, strongly supported recognition of the cost of
employee services received in exchange for equity

142 That footnote refers only to liabilities, but the same is true for equity. That is, issuing equity increases assets rather than resulting in an ex-
pense. The entity obtains assets in exchange for issuing equity instruments. For ease of discussion, this appendix also generally omits references
to the interim step of recognizing an asset and uses shorthand phrases such as the compensation cost resulting from awards of share-based

compensation.
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instruments. Although the pro forma disclosures re-
quired by Statement 123 helped to mitigate the prob-
lems of nonrecognition of compensation cost, many
financial statement users said that the failure of most
entities to recognize that cost impaired the transpar-
ency, relevance, and comparability, as well as the
credibility, of financial statements. In agreeing with
those respondents, the Board noted that if disclosure
and recognition were equal alternatives, the argu-
ments for only disclosing the amount of compensa-
tion cost from share-based compensation arrange-
ments with employees would apply equally to other
costs incurred during a period, such as warranties,
pensions, and other postretirement benefits. Disclos-
ing but not recognizing those costs in the period in
which they are incurred would cause reported net in-
come to misrepresent the results of current
operations.

B26. In addition to responses to the Exposure Draft,
the Invitation to Comment, ED2, and the Exposure
Draft that led to the issuance of Statement 148, the
Board’s conclusion that many users of financial state-
ments support recognition of the cost of employee
services received in exchange for share options and
similar equity instruments was confirmed in a num-
ber of ways, including:

a. Numerous requests from users for the Board to
add a project to its agenda to reconsider account-
ing for share-based payment arrangements with
employees.

b. Responses to a survey of analysts and fund man-
agers in 2001 by the Association for Investment
Management and Research'* (now the CFA In-
stitute) in which 83 percent of respondents fa-
vored recognition of compensation cost for share-
based payment arrangements with employees.

c. Responses to a recent survey144 of 30 institutional
investors in technology companies in which more
than 90 percent supported recognition of compen-
sation cost for employee share options. Approxi-
mately 70 percent of those analysts and portfolio
managers also said that an analysis of an entity’s
share options is significant to their valuation of the
entity and has the potential to influence their in-
vestment decisions.

d. Public comments made by various users of finan-
cial statements during the course of the Board’s
project on share-based payment.
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e. Numerous nonbinding shareholder resolutions in
which both institutional and individual investors
urged entities to adopt Statement 123’s fair-value-
based method for recognition purposes.

Recognizing Compensation Cost for Employee
Equity Share Options Does Not Inappropriately
Double Count Their Effect

B27. Some respondents to the Invitation to Com-
ment said that recognizing the cost of employee serv-
ices received in exchange for employee share options
would inappropriately “double count” the effect of
granting share options. They noted that the dilutive
effect of in-the-money share options is included in
the denominator of diluted earnings per share. To re-
duce net income (the numerator of that ratio) by rec-
ognizing compensation expense based on fair value
would, in their view, create an inappropriate dual ef-
fect on diluted earnings per share; this argument of-
ten is stated as “earnings per share would be hit
twice.”

B28. Earnings per share is a metric—no expense
(cost), revenue, or other element of financial state-
ments is “recognized” by including its effect only in
earnings per share. A transaction that results in an ex-
pense and that also increases the number of common
shares outstanding properly affects both the numera-
tor and the denominator of earnings per share. An eq-
uity share option affects only potential dilutive com-
mon shares outstanding and thus affects only diluted
earnings per share. If an entity issues equity shares,
equity share options, or share purchase warrants for
cash and uses the cash received to pay employee
salaries, earnings are reduced and more actual or po-
tential common shares are outstanding. Moreover, if
an entity issues common shares in exchange for a de-
preciable asset, both the resulting depreciation ex-
pense and the increase in common shares outstanding
reduce basic earnings per share. Recognition of the
compensation cost resulting from awards of em-
ployee share options is no different from the account-
ing for other transactions in which use of the consid-
eration received for issuing equity instruments
reduces reported earnings, and the related equity in-
struments increase either actual or potential common
shares outstanding.

143 Agsociation for Investment Management and Research (AIMR), “Survey on Accounting for Stock Options” (September 2001); electronic
survey sent to more than 18,000 AIMR members worldwide to assess their response to a proposed agenda topic of the IASB.

144\ errill Lynch, “Tech Stock Options: The Invisible Cash Flow Drain” (February 3, 2004).
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Potential Economic Consequences of Recognition
of Compensation Cost

B29. Some respondents said that required recogni-
tion of compensation cost based on the fair value of
employee share options may have undesirable eco-
nomic consequences. They suggested that required
recognition of compensation cost is likely to cause
some entities to reduce, eliminate, or otherwise revise
those arrangements. Some also contended that recog-
nition of compensation cost for employee share op-
tions will raise the cost of capital for entities that
make extensive use of those options.

B30. The Board’s operating precepts require it to
consider issues in an evenhanded manner, without at-
tempting to encourage or to discourage specific ac-
tions. That does not imply that improved financial re-
porting should have no economic consequences. To
the contrary, a change in accounting standards that
results in financial statements that are more relevant
and representationally faithful, and thus more useful
for decision making, presumably would have eco-
nomic consequences. For example, required recogni-
tion of compensation cost based on the provisions of
this Statement would result in more comparable ac-
counting for all forms of employee compensation. As
aresult, any decision to reassess and perhaps modify
existing share-based payment arrangements would
be based on financial information that better repre-
sents the economic effects of various forms of
compensation.

B31. The Board understands that the vast majority
of share options awarded to employees are fixed, at-
the-money options for which entities that continued
to use the accounting requirements of Opinion 25
recognized no compensation expense. The account-
ing under Opinion 25 treated most fixed share op-
tions as though they were a “free good,” which im-
plies that the services received in exchange for those
options were obtained without incurring a cost. But
employee services received in exchange for share op-
tions are not free. Share options are valuable equity
instruments for which valuable consideration is
received—consideration that should be recognized
regardless of whether it is in the form of cash, goods,
or services from employees or other suppliers. Ac-
counting for fixed, at-the-money employee share op-
tions as though they impose no cost on the entity that
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issues them may encourage their substitution for
other forms of compensation, such as share options
or other instruments with performance or market
conditions, that may be preferable in a particular situ-
ation. Requiring recognition of compensation cost
using the fair-value-based method increases the neu-
trality of financial reporting and removes what many
consider to be an accounting incentive for an entity to
choose a form of employee compensation—fixed, at-
the-money share options—that may not be the most
advantageous in its circumstances.

Conclusion on Recognition of
Compensation Cost

B32. In summary, the Board reaffirmed the conclu-
sions reflected in Statement 123 that:

a. Employee services exchanged for equity share op-
tions and other equity instruments give rise to a
cost that is properly recognized in the issuing enti-
ty’s financial statements.

b. Disclosure is not an adequate substitute for
recognition.

c. Inclusion of employee share options and similar
instruments in diluted earnings per share does not
constitute recognition of compensation cost.

In light of those conclusions, which were considered
in combination with recent events discussed in para-
graphs B4-B10, the Board decided that to improve
financial reporting it was necessary to require entities
to recognize the compensation cost resulting from the
consumption of employee services received in ex-
change for equity instruments.

HOW SHOULD COMPENSATION COST
FROM SHARE-BASED COMPENSATION
ARRANGEMENTS WITH EMPLOYEES BE
MEASURED?

B33. Determining the appropriate measure of com-
pensation cost from share-based compensation ar-
rangements with employees requires resolving two
fundamental issues:

a. The date at which the share price (and other perti-
nent factors) that enter into measurement of the
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fair value of an award of share-based payment is
fixed—the measurement date issue!*>

b. The attribute used to measure the equity instru-
ments awarded, and thus to measure the resulting
compensation cost—the measurement attribute
issue.

Once those two questions have been resolved, vari-
ous issues arise about how to apply the measurement
basis selected.

Why Grant Date Is the Appropriate
Measurement Date

B34. The Board reaffirmed the conclusion reflected
in Statement 123 that equity share options and other
equity instruments awarded to employees (and sub-
sequently issued to them if vesting conditions are sat-
isfied) and the related compensation cost should be
measured based on the share price and other pertinent
factors at the date the award is granted. Para-
graphs B35-B50 discuss the reasons for that conclu-
sion, including the alternative measurement dates
considered.

Alternatives to Grant Date as the
Measurement Date

Vesting date

B35. Proponents of measuring the value of equity
instruments awarded to employees and the related
compensation cost based on the share price at the
date the award vests noted that employees have not
earned the right to retain their shares or options until
that date. They suggested that a more descriptive
term for grant date would be offer date because the
entity makes an offer at that date and becomes obli-
gated to issue equity instruments to employees if the
employees render the requisite service or satisfy
other conditions for vesting. Employees effectively
accept the offer by fulfilling the requisite vesting con-
ditions. Until both parties have fulfilled their obliga-
tions under the agreement, the employee has only a
conditional right to the equity instruments to be is-
sued. Accordingly, the transaction between the em-
ployer and employee should not be fixed until that
date—that is, not until the vesting date.

B36. Advocates of vesting date measurement con-
sidered it to be consistent with accounting for the is-
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suance of similar equity instruments to third parties
for cash or other assets. At the date a share purchase
warrant, for example, is issued and measured, the in-
vestor receives either the warrant itself or an enforce-
able right to receive and exercise the warrant without
providing additional assets, including services, to the
issuer. That is, the rights of the holder of a warrant at
the date its fair value is measured and recognized are
essentially the same as the rights of an employee at
the date an equity share option or similar instrument
becomes vested.

Service date

B37. Unlike most of the other alternatives described,
service date measurement does not base the recogni-
tion of compensation cost stemming from share-
based compensation arrangements on the share price
on a single date. Rather, the share prices on the dates
at which employees provide the service necessary to
earn their awards are used. Under service date meas-
urement, a proportionate number of the shares sub-
ject to a service condition for vesting, for example,
would in concept be measured based on the share
price each day that an employee renders service. In
practice, the results of daily accrual generally could
be reasonably approximated by basing the amount of
compensation expense recognized each accounting
period on the weighted-average share price for that
period.

B38. Advocates of service date measurement
pointed out that the earning of a share-based compen-
sation award—Iike the earning of other forms of
compensation—is a continuous process. They said
that the related compensation cost should be meas-
ured based on the share prices during the period the
service is rendered—not solely on the share price at
either the beginning or the end of that period. In their
view, service date measurement is most consistent
with the current employee service model based on
recognizing and measuring the cost of employee
services as the service is rendered.

B39. Vesting date measurement effectively adjusts
the value (and related cost) of the service received in,
for example, year 1 of a two-year vesting period
based on share price changes that occur in year 2.
Moreover, the increment (or decrement) in value at-
tributable to year 1’s service is recognized in

145possible alternative measurement dates do not refer to the date at which accounting for compensation cost begins. For example, most advo-
cates of vesting date measurement would begin accruing compensation cost as soon as employees begin to render the service necessary to earn
their awards. Rather, the measurement date issue concerns the date at which the share price and other pertinent factors that enter into the final

measure of compensation cost are fixed.
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year 2. Advocates of service date measurement
contended that to retroactively adjust the value of
consideration (in this situation, employee services)
already received for future issuance of an equity in-
strument is to treat awards of equity instruments to
employees as if they were liabilities until the employ-
ees have vested rights to them. Because an entity
that grants share options is obligated only to issue its
own shares, not to transfer its assets, advocates of
service date measurement contended that measuring
nonvested awards as if they were liabilities is
inappropriate.

Service expiration date

B40. The service expiration date is the date at which
all service-related conditions that may change the
terms under which employees may exercise their
stock options expire. Awards of employee stock op-
tions generally specify a limited period of time, often
60 or 90 days, after termination of service during
which employees with vested options may exercise
them. The options are cancelled if they are not exer-
cised by the end of that period. If the exercise period
is 90 days after termination, the service expiration
date is 90 days before the maximum term of the op-
tions expires. If the options are exercised before then,
the exercise date would be the measurement date. For
an award of shares subject to vesting requirements,
the service expiration date is the date at which
service-related restrictions on the sale of the shares
lapse, which usually would be the vesting date.

Component approaches to determining the
measurement date

B41. The Board considered a version of service date
and service expiration date measurement in its delib-
erations that led to the issuance of Statement 123, and
respondents to the Exposure Draft of this State-
ment proposed several other versions of service expi-
ration date measurement. Common to all those ver-
sions is the view that a limitation on the period of
time an employee may exercise a vested option after
termination of service, say to 90 days, effectively re-
duces the term of the option to 90 days (or whatever
the length of the post-termination exercise pe-
riod). 140 In effect, each day that an employee contin-
ues to render service after vesting results in a 1-day
extension of the term of the 90-day option. Thus,
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continued service after vesting is necessary to allow
an employee to benefit from the time value of an op-
tion with an expected term that is longer than the
vesting period. However, because an employee can
immediately exercise a vested option and thus benefit
from any intrinsic value as soon as the option vests,
all versions of service expiration date measurement
would call for separating the fair value of an option
into its intrinsic value and time value components
and recognizing each component differently.

B42. Advocates of those methods also contend that
they would be easier to apply than earlier measure-
ment dates. If the period after which service-related
conditions expire is short, such as 90 days, concerns
about how well traditional option-pricing models
measure an option’s fair value may be less significant
than for a long-term option. Some suggest that use of
the market price of a traded option (if the issuing en-
tity has traded options) could be appropriate.

Exercise date

B43. Under exercise date measurement, the final
measure of compensation cost is based on the share
price at the date an employee exercises an option (or
the date the option lapses or is otherwise settled).
Some that favor exercise date measurement do so be-
cause they consider call options written by an entity
on its shares to be liabilities rather than equity instru-
ments. They acknowledge that neither employee
share options nor share purchase warrants or other
call options issued to third parties qualify as liabilities
under the definition in Concepts Statement 6 because
they do not obligate the entity to transfer its assets to
the holder. Those instruments also do not qualify as
liabilities under the criteria in FASB State-
ment No. 150, Accounting for Certain Financial In-
struments with Characteristics of both Liabilities and
Equity, for determining whether an equity-settled ob-
ligation embodied in a freestanding financial instru-
ment should be classified as a liability. Those that
hold this view generally favor revising the concep-
tual distinction between liabilities and equity instru-
ments so that an obligation to issue a fixed number of
shares at a fixed price would qualify as a liability.

B44. Other advocates of exercise date measurement
contend that the intrinsic value, if any, that an em-
ployee realizes upon exercise of a share option ap-
propriately measures the amount of compensation

1461, concept, the post-termination exercise window specified by the terms of an award would be used in applying the service expiration date
method. However, to simplify application, proponents of such methods generally suggest using an arbitrary period, usually 90 days, as a proxy
for the post-termination exercise window, and this Statement discusses the methods in those terms.
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paid. They see little, if any, practical difference be-
tween an employee share option and a cash bonus in-
dexed to the price of the entity’s shares.

B45. From a more pragmatic perspective, advocates
note that exercise date measurement is simple and
straightforward. The value of a share option upon ex-
ercise equals the difference between the exercise
price and the market price of the underlying share at
that date—its intrinsic value upon exercise. In effect,
fair value and intrinsic value are equal at the exercise
date. Recognition of compensation cost as an em-
ployee provides service before vesting (and recogni-
tion of gain or loss as the share price changes after
vesting) might be based on the fair value of the op-
tion estimated using an option-pricing model. How-
ever, the aggregate measure of compensation cost
will be the same under exercise date measurement re-
gardless of the measurement method. Concerns
about how to apply option-pricing models initially
developed for traded options to forfeitable, nontrans-
ferable employee options are much less significant if
final measurement is based on the intrinsic value, if
any, that an employee realizes by exercising an op-
tion. The usual accounting response to major prob-
lems in measuring the effects of a transaction is to de-
fer final measurement until the measurement
difficulties are resolved. Exercise date measurement
might be appropriate for that reason regardless of
more conceptual considerations.

Conclusion on Measurement Date

B46. As noted in paragraph B34, the Board decided
to retain grant date as the measurement date for
share-based payment arrangements with employees.
By definition, the grant date is the date at which an
employer and an employee agree to the terms of a
share-based compensation award. The Board con-
cluded that the exchange of equity instruments for
employee services should be measured at the date the
parties agree to the exchange. In deciding whether
and on what terms to exchange equity instruments
for employee services, both parties to the agreement
presumably base their decisions on the current fair
value of the instrument to be exchanged—not its pos-
sible value at a future date. If compensation cost were
measured based on the value of the equity instrument
at a later date, such as the date at which the award
vests, the resulting amount of compensation to be
paid or received would not be known when the par-
ties agree to the exchange. In that situation, recog-
nized compensation cost would include both the
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value of the consideration exchanged for services and
the return to the holder of the instrument from subse-
quent changes in its value.

B47. The Board agreed with the conclusion in State-
ment 123 that equity instruments subject to service-
or performance-based conditions are not issued until
the entity has received the consideration for those in-
struments. However, because the entity becomes
contingently obligated at the grant date to issue the
instruments granted if employees satisfy the
necessary conditions, the employees receive an eq-
uity interest in the entity at the grant date. The consid-
eration an employee pays and the employer receives
for that equity interest is future employee service.
The Board concluded that the value of that service
should be measured and recognized based on the
share price at the date the parties reach a mutual un-
derstanding of the terms of the exchange and the em-
ployee begins to benefit from, or be adversely af-
fected by, subsequent changes in the price of the
employer’s equity shares. In addition, a measurement
date later than the grant date would result in recogni-
tion in the income statement of the effects of changes
in the value of an equity interest, which the Board be-
lieves is inappropriate.

B48. An overwhelming majority of respondents to
both the Invitation to Comment and the Exposure
Draft who addressed the issue supported retaining the
grant date as the measurement date. In addition to cit-
ing reasons similar to those in paragraphs B46 and
B47 above, some respondents also pointed out that
the compensation cost for employee equity share op-
tions and similar instruments that public entities have
been either recognizing or disclosing for almost a de-
cade has been based on grant date measurement. Re-
taining grant date measurement also achieves conver-
gence with international accounting standards on this
issue.

Definition of Grant Date

B49. The definition of grant date in this Statement is
essentially the same as in Statement 123, which in
turn was essentially the same as the notion of grant
date used in practice under Opinion 25. Common to
all those definitions is the notion of the grant date as
the date an agreement or mutual understanding is
reached. That is, the grant date is the date at which an
employer and employee reach a mutual understand-
ing of (agree to) the key terms and conditions of a
share-based payment award. In reconsidering the
definition of grant date, however, the Board noted
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that entities will need to apply that definition to a
wide variety of share-based payment awards and that
it sometimes may be difficult to determine when a
mutual understanding of the key terms and condi-
tionshas been reached. The Board therefore decided
to clarify the concepts underlying the definition of
grant date by adding the following sentence to the
definition in Appendix E:

The grant date for an award of equity in-
struments is the date that an employee begins
to benefit from, or be adversely affected by,
subsequent changes in the price of the em-
ployer’s equity shares.

Some respondents to the Exposure Draft objected to
the addition of that sentence. They said that a grant
date has been reached when the parties to a share-
based payment award have a mutual understanding
of how its key terms, for example, the exercise price,
will be established, even though the exact terms may
not yet be known because they depend solely on a fu-
ture market price. To illustrate, an award of equity
share options may specify that the exercise price will
be the market price of the underlying shares on a
specified future date.

B50. The Board decided to retain the requirement
that the grant date for an award of equity instruments
is the date an employee begins to benefit from, or be
adversely affected by, changes in the price of the em-
ployer’s equity shares. Until that date, an employee is
not subject to the risks and rewards associated with
ownership of an equity instrument.

Why Fair Value Is the Relevant Measurement
Attribute

B51. The Board reaffirmed the conclusion in State-
ment 123 that the fair value of equity instruments, in-
cluding equity share options granted to employees, is
the appropriate basis for measuring the related com-
pensation cost. In reaffirming that conclusion, the
Board considered the same alternatives to fair value
that were discussed in Statement 123.

Alternatives to Fair Value as the Measurement
Attribute

Intrinsic value
B52. The intrinsic value of an option is the differ-

ence between its exercise price and the current price
of the underlying share. Intrinsic value thus excludes
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the value of the right to purchase the underlying share
at a fixed price for a specified future period—its time
value. Respondents that favored measuring em-
ployee share options at their intrinsic value generally
said that intrinsic value is easily measured and under-
stood. Some also noted that employees cannot con-
vert the time value of their options to cash.

B53. Intrinsic value measurement might be com-
bined with any of the measurement dates discussed
in paragraphs B35-B50. However, the vast majority
of the advocates of intrinsic value would only accept
intrinsic value measurement at the grant date. They
generally asserted that the recognition requirements
of Opinion 25, coupled with the pro forma disclosure
requirements of Statement 123, had provided users of
financial statements with adequate information.

Minimum value

B54. The minimum value method derives its name
from the theory underlying its calculation. The idea is
that an investor who wishes to purchase a call option
on a given share would be willing to pay at least (per-
haps more important, the option writer would de-
mand at least) an amount that represents the benefit
(sacrifice) of the right to defer payment of the exer-
cise price until the end of the option’s term. For a
dividend-paying share, that amount is reduced by the
present value of the expected dividends during the
time the option is outstanding because the holder of
an option does not receive the dividends paid on the
underlying share.

B55. Thus, the minimum value method reflects one
part of the time value of an option—the value of the
right to defer payment of the exercise price until the
end of the option’s term. But minimum value ignores
what for many options is likely to be a greater part of
time value—the right to benefit from increases in the
price of the underlying share without being exposed
to losses beyond the premium paid (sometimes
termed volatility value). Advocates of minimum
value generally contended that it would be too diffi-
cult to measure the volatility value component of
time value (and thus of fair value) and that the result-
ing estimates of fair value would be too subjective for
recognition in the financial statements. They noted
that basing the measure of share options and similar
instruments on a volatility of zero would produce a
more objective measure than use of what they con-
sider to be a subjective and difficult-to-audit expected
volatility, which is needed to estimate fair value.
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Conclusion on Measurement Attribute

B56. In reaffirming the conclusion in Statement 123
that equity instruments, including share options and
similar instruments, awarded to employees as com-
pensation should be measured at fair value, the Board
noted that share options and other instruments that
have time value are routinely traded in the market-
place at prices that are based on fair value—not on
intrinsic value or minimum value. Consistent with
that fact, other equity instruments and the consider-
ation the issuing entity receives in exchange for them
are recognized based on their fair values at the date
the instruments are issued. For example, the initial
recognition of debt issued with detachable share pur-
chase warrants is based on the relative fair values of
the debt and the warrants at the date of issuance—not
on either the intrinsic value or the minimum value of
the warrants. Similarly, an equity share or an equity
share option issued in exchange for an asset other
than employee services, such as a piece of equipment
or legal services, and the related cost would be meas-
ured at either the fair value of the asset received or
the fair value of the equity instrument issued, which-
ever is more reliably measurable. The Board sees no
reason to measure compensation paid in equity share
options or other equity instruments on a different ba-
sis. The Board concluded that it would not be feasible
to measure directly the fair value of employee serv-
ices received in exchange for employee share options
or other equity instruments. Employee services gen-
erally are measured and accounted for based on the
amount of consideration paid for them, regardless of
the nature of the consideration. Thus, this State-
ment requires that the compensation cost for em-
ployee services received in exchange for equity in-
struments be based on the fair value of the
instruments issued.

B57. Various valuation techniques are available for
estimating the fair value of employee share options.
Virtually any option-pricing model that is consistent
with the fair value measurement objective and is ap-
plied in accordance with the guidance for its applica-
tion discussed in paragraphs A2—A17 will result in
an estimate of fair value that will be a more represen-
tationally faithful basis for recognition of compensa-
tion cost than either the intrinsic value or the mini-
mum value of the options at the grant date. The grant-
date intrinsic value method in Opinion 25 omits most
of the factors that make an option valuable. Thus, it
understates the value at the grant date of even those
options for which Opinion 25’s method does result in
recognition of compensation cost. That is, the grant-
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date intrinsic value of an option fails to reflect the
value of the holder’s ability to benefit from increases
in the price of the underlying share without being ex-
posed to losses beyond the amount of the premium
paid for the option. Minimum value reflects some,
but not all, of the key factors that give a share option
value. Moreover, Opinion 25’s intrinsic value
method often results in a higher (and more volatile)
measure of compensation cost for a variable award,
such as one with a market condition, than for an
award that is similar except for the market condition,
even though the presence of the condition reduces the
value of the award.

B58. Even though measures of the grant-date intrin-
sic value of share options made by different entities
presumably were comparable, the resulting financial
statements were not necessarily comparable. For ex-
ample, assume that in 2005 Entity A grants 500,000
share options with a total fair value of $1.5 million
and an intrinsic value of zero. In the same year, En-
tity B, which is in the same industry, grants only
50,000 options with a fair value of $200,000 and an
intrinsic value of zero. If the compensation cost for
employee share options is recognized based on their
intrinsic value at grant date, compensation cost re-
ported by Entity A is understated by $1.5 million,
while Entity B’s is understated by only $200,000.

Is the Fair Value of Employee Share Options
Measurable with Sufficient Reliability for
Recognition in Financial Statements?

B59. Many respondents to the Exposure Draft and
others who did not consider required recognition of
compensation cost for employee services received in
exchange for equity share options and similar instru-
ments to be appropriate cited reliability concerns.
Critics generally asserted that available valuation
techniques, especially the Black-Scholes-Merton
option-pricing formula and similar closed-form mod-
els, do not adequately take account of unique features
of employee share options. They also pointed out that
closed-form models may not be the best way to esti-
mate the fair values of long-term options, even those
without the unique features of employee share op-
tions, because those models are limited to single
weighted-average assumptions for expected volatil-
ity and expected dividends. Some recommended de-
ferring required recognition of compensation cost
from employee share options until a better valuation
technique for those instruments is developed. They
contended that recognizing compensation cost based
on fair value estimated using currently available
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valuation techniques would add an unacceptable
level of measurement error to financial statements
and impair their reliability and comparability.

B60. The Board did not find those assertions persua-
sive. During the course of its work on share-based
payment, the Board and its staff devoted thousands of
hours to understanding the available valuation mod-
els and how they can be applied to estimate the fair
value of employee share options and similar instru-
ments. That work encompassed discussions with
many valuation experts, including those who devel-
oped some of the most widely used and familiar
models. Based on that work, the Board concluded
that entities can develop estimates of the fair value of
equity instruments, including equity share options,
awarded to employees that are sufficiently reliable
for recognition in financial statements. The Board
therefore concluded that use of the fair-value-based
method required by this Statement will improve not
only the relevance and reliability, but also the cred-
ibility, of financial statements. Without estimates, ac-
crual accounting would not be possible. For example,
financial statement amounts for loan loss reserves,
valuation allowances for deferred tax assets, and pen-
sions and other postretirement benefit obligations are
based on estimates. For those and many other items
in accounting that necessitate the use of estimates,
companies are required to use appropriate measure-
ment techniques, relevant data, and management
judgment in the preparation of financial state-
ments.'*” Few accrual-based accounting measure-
ments can claim absolute reliability, but most parties
agree that financial statement recognition of esti-
mated amounts is preferable to the alternative—cash
basis accounting.

Guidance on Estimating Fair Value

B61. Having concluded that fair value is the appro-
priate measurement attribute for measuring the value
of the services received in exchange for equity instru-
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ments issued to employees and the related compensa-
tion cost, the Board considered what guidance to pro-
vide on estimating fair value.

General Guidance on Estimating Fair Value

B62. This Statement significantly enhances and
clarifies Statement 123’s guidance on estimating the
fair value of equity share options and other equity in-
struments granted to employees. The FASB’s Option
Valuation Group (paragraph C20), as well as other
valuation experts, provided valuable assistance in de-
veloping the revised guidance. This State-
ment requires that the fair value of an employee share
option be based on an observable market price of an
option with the same or similar terms and conditions
if one is available. Although such market prices are
not currently available, that requirement, together
with the guidance in paragraphs A2—-A42 of this
Statement, clearly establishes the objective of the es-
timation process when fair value is estimated using a
valuation technique. Moreover, market prices for eq-
uity share options with conditions similar to those in
certain employee options may become available in
the future.

Estimating the Fair Value of Employee Share
Options Using a Valuation Technique Such as an
Option-Pricing Model

B63. This Statement, as did Statement 123, provides
more guidance on how to estimate fair value than
other recently issued accounting standards generally
provide. For example, FASB Statement No. 133, Ac-
counting for Derivative Instruments and Hedging
Activities, which requires derivative instruments, in-
cluding options, to be measured at fair value, defines
fair value but does not provide further guidance on
how to apply valuation techniques if a market price is
not available.!#® The Board noted that observable
market prices rarely, if ever, will be available—either
when the instrument is granted or subsequently—for
some instruments, such as employee share options, to

147y s. generally accepted accounting principles and generally accepted auditing standards currently address many circumstances in which en-
tities use estimates. For example, APB Opinion No. 20, Accounting Changes, requires disclosure about changes in estimates. AICPA State-
ment of Position 94-6, Disclosure of Certain Significant Risks and Uncertainties, requires general disclosure in the notes to financial statements
that the preparation of financial statements requires the use of estimates. AICPA Auditing Standards AU Section 380, “Communication with
Audit Committees,” addresses communicating certain estimates to the audit committee. In addition, the SEC has provided cautionary advice
about public companies’ disclosure of critical accounting policies used in financial statements (Cautionary Advice Regarding Disclosure about
Critical Accounting Policies, Releases No. 33-8040, 34-45149; FR-60 [December 12, 2001]). Those required disclosures identify methods, esti-
mates, and judgments that companies use in applying those accounting policies that have a significant impact on the results reported.

14811 June 2004, the Board issued for comment an Exposure Draft, Fair Value Measurements. Except for the factors explicitly excluded from
this Statement’s fair-value-based measure (for example, refer to the items noted in paragraphs 1820, 26, and 27 of this Statement), the guidance
on estimating fair value in Appendix A of this Statement is consistent with, but more expansive than, the guidance that the Exposure Draft would

establish.
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which this Statement applies. In contrast, observable
market prices often will be available for many of the
instruments to which Statement 133 applies. In addi-
tion, Statement 133 generally is applied in a highly
developed and sophisticated market environment,
while this Statement will be applied broadly by enti-
ties with widely varying degrees of experience in es-
timating fair values. Numerous respondents to the In-
vitation to Comment asked the Board to revise,
elaborate on, or clarify the guidance in Statement 123
on estimating the fair value of employee share op-
tions. The Board therefore concluded that providing
guidance on estimating the fair value of employee
share options continues to be appropriate. Respond-
ents to the Exposure Draft generally agreed with the
level of guidance provided for estimating the fair
value of instruments granted to employees as com-
pensation, although some respondents disagreed with
certain aspects of that guidance or asked for addi-
tional guidance on estimating fair value.

Nature of the option-pricing model used

B64. As discussed in paragraphs A10-A17, closed-
form models are one acceptable technique for esti-
mating the fair value of employee share options.
However, a lattice model (or other valuation tech-
nique, such as a Monte Carlo simulation technique,
that is not based on a closed-form equation) can ac-
commodate the term structures of risk-free interest
rates and expected volatility, as well as expected
changes in dividends over an option’s contractual
term. A lattice model also can accommodate esti-
mates of employees’ option exercise patterns and
post-vesting employment termination during the op-
tion’s contractual term, and thereby can more fully
reflect the effect of those factors than can an estimate
developed using a closed-form model and a single
weighted-average expected life of the options.

B65. For the reasons discussed in paragraph B64,
the Exposure Draft would have established a lattice
model as preferable for purposes of justifying a
change in accounting principle. Once an entity had
adopted that valuation technique, it would have been
prohibited from changing to a less preferable tech-
nique. Many of the respondents to the Exposure
Draft who addressed the issue objected to establish-
ing a lattice model as preferable and said that the
guidance in the Exposure Draft would have been in-
terpreted as effectively requiring most public entities
to use a lattice model once the necessary data were
available. Some of those respondents noted that other
valuation techniques, such as a Monte Carlo simula-
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tion technique, also generally would provide esti-
mates of fair value that are superior to those resulting
from use of a closed-form model, such as the Black-
Scholes-Merton formula. Some respondents said that
establishing a lattice model as preferable might in-
hibit future development of better models for esti-
mating the fair value of employee share options.

B66. In light of the comments on the Exposure
Draft, the Board decided not to establish a lattice
model as preferable. The Board concluded that the
objective of fair value measurements in para-
graph A7, together with the discussion in para-
graphs A8-A17, of how that objective might be
achieved, is sufficient to help entities select a valua-
tion technique that best fits their circumstances. Thus,
the guidance in Appendix A of this Statement has
been revised to remove the preferability of a lattice
model and to clarify that neither a lattice model nor
any other specific model is required.

B67. Valuation techniques for financial instruments,
including employee share options, continue to
evolve. Required recognition of compensation cost
based on the fair value of employee share options
may lead to the development of improved com-
mercially available valuation techniques for those
instruments.

B68. This Statement improves the guidance in State-
ment 123 on how to use an option-pricing model in
estimating the fair value of an equity share option or
similar instrument, including how to select the neces-
sary assumptions. The FASB’s Option Valuation
Group, as well as other valuation experts, provided
extensive help in developing those improvements.
Paragraphs B63-B101 explain the Board’s basis for
its conclusions on applying an option-pricing-model
or other valuation technique in estimating the fair
value of employee share options.

Conditions and Restrictions That Apply Only
during the Requisite Service Period

B69. This Statement retains the modified grant date
method established in Statement 123, under which
no compensation cost is recognized for awards for
which the requisite service is not rendered. Respond-
ents to both the Invitation to Comment and the Expo-
sure Draft generally supported retaining that method.

B70. Investors who purchased equity instruments
with restrictions similar to those in a nonvested
award of employee share-based compensation (in-
cluding both nonvested share options and nonvested
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shares) would take those restrictions into account in
considering how much they would be willing to pay
for the instruments. That is, a market price, if one ex-
isted, would reflect all restrictions inherent in the in-
strument, including restrictions that stem entirely
from the forfeitability of the instruments if vesting
conditions are not satisfied. Thus, a pure (as opposed
to modified) grant date measure of fair value also
would reflect all restrictions inherent in an award of
share-based employee compensation, including vest-
ing conditions and other restrictions that expire upon
vesting. The recognized amount of compensation
cost would not be subsequently adjusted to reflect the
outcome of those conditions and other restrictions.
The Board concluded, however, that in the absence
of an observable market price for nonvested equity
instruments similar to those awarded to employees,
the effects of vesting conditions on fair value at the
grant date are not measurable with sufficient reliabil-
ity to serve as the final measure of compensation
cost. Therefore, the Board decided to retain the modi-
fied grant date method required by Statement 123 un-
der which the outcomes of all vesting conditions and
other factors that apply only during the requisite serv-
ice period are reflected in the ultimate measure of
compensation cost.

B71. In addition, the Board noted that nonvested
share-based employee compensation does not give
rise to an asset at the grant date because the employer
cannot require employees to render the requisite
service or satisfy any other conditions necessary to
earn their nonvested awards. Thus, at the grant date
(or the service inception date), the employer does not
yet control probable future economic benefits—in
this case, employee services. That is in contrast to
prepaid fees for legal services, consulting services,
insurance services, and the like, which represent
probable future economic benefits that are controlled
by the entity because the other party to the transac-
tion has entered into a contract to provide services to
earn the fees. Unlike an employee with a nonvested
award, the service provider is not entitled to walk
away from its obligation to render the services that
are the subject of the contract by merely foregoing
collection of the fee for services not rendered.

B72. For the reason discussed in paragraph B71, this
Statement does not require recognition of prepaid
compensation (or any other asset) at the grant date.
An investor who is not an employee transfers cash or
other assets, such as an enforceable obligation to pay
cash, for an equity instrument at the date it is issued.
Thus, “pure” grant date accounting might be viewed
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as appropriate only if the employer obtained an asset
at the grant date, such as prepaid compensation, rep-
resenting an enforceable right to receive employee
services in the future. It also might be argued that the
inappropriateness of recognizing prepaid compensa-
tion (that is, the fact that nonvested instruments have
not yet been issued) supports vesting date account-
ing. However, the Board concluded for the reasons
discussed in paragraphs B46-B48 that measurement
based on the share price and other pertinent factors at
the grant date is appropriate.

Inability to Transfer Employee Share Options to
Third Parties and Other Restrictions That
Continue after Vesting

B73. Equity instruments awarded to employees may
carry restrictions that continue in effect after vesting.
Under the modified grant-date method required by
this Statement, the measurement objective is to esti-
mate the fair value of the equity instruments to which
employees become entitled when they have rendered
the requisite service and satisfied any other condi-
tions necessary to earn the right to benefit from the
instruments. Consistent with that objective, the effect
of restrictions that continue after an employee has a
vested right to an instrument are reflected in estimat-
ing the fair value of the instrument at the grant date.

B74. Certain post-vesting restrictions, such as a con-
tractual prohibition on selling shares for a specified
period of time after vesting, are essentially the same
as restrictions that may be present in equity instru-
ments exchanged in the marketplace. For those re-
strictions, either a market price of a similar traded in-
strument or, if one is not available, the same
valuation techniques used to estimate the fair value of
a traded instrument are to be used to estimate the fair
value of a similar instrument awarded to employees
as compensation. However, the most common re-
striction embodied in equity instruments awarded to
employees, the inability to transfer a vested share op-
tion to a third party, rarely, if ever, is present in traded
share options.

B75. The value of a transferable option is based on
its contractual term because it rarely is economically
advantageous to exercise, rather than sell, a transfer-
able option before the end of its contractual term.
Employee share options differ from most other op-
tions in that employees cannot sell their options to
third parties—they can only exercise them. The ef-
fect of that restriction is to increase the likelihood that
an employee share option will be exercised before
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the end of its contractual term because exercise is the
only available means to terminate the holder’s expo-
sure to future changes in the price of the underlying
share. (Also refer to the discussion in para-
graphs B80-B82 related to employees’ inability to
hedge their options.) Thus, this Statement requires
that the value of a nontransferable employee share
option be based on its expected term rather than its
contractual term.

B76. Members of the Option Valuation Group, as
well as many respondents to the Exposure Draft,
agreed that the appropriate method of reflecting em-
ployees’ inability to transfer their options to third par-
ties is to base the estimate of fair value on the ex-
pected term of the options. However, some
commentators suggested valuing a nontransferable
option based on its contractual term and then reduc-
ing that amount by a percentage that is considered to
reflect the discount that market participants would
apply in determining an exchange price for a non-
transferable option. A discount of as much as 50 per-
cent was suggested. Commentators who favored that
method said that it would provide a better estimate of
the fair value of a nontransferable option and also
would eliminate the need to estimate employees’ ex-
pected exercise and post-vesting employment termi-
nation behavior. They asserted that many entities did
not have the necessary information on which to base
such estimates and that the estimates thus would be
overly subjective as well as costly to develop.

B77. The Board carefully evaluated an alternative
method of estimating the fair value of employee
share options proposed by a group of constituents
that would have used a percentage discount to reflect
the effect of nontransferability. The Board and its
staff discussed that proposed alternative method with
members of the Option Valuation Group and other
valuation experts, in addition to reviewing the results
of pertinent academic research. Those discussions
and review supported the Board’s conclusion that the
effect of the nontransferability of an employee share
option is to make it likely that the option will be exer-
cised before the end of its contractual term. Thus, es-
timating the option’s fair value based on its expected
term directly reflects the behavioral effect of non-
transferability. The Board understands that use of the
expected term may in some situations result in an es-
timated fair value that is as much as 50 percent lower
than the fair value of an otherwise identical transfer-
able option. Based on its discussions with valuation
experts, together with its review of the relevant aca-
demic literature, the Board believes that marketplace
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participants would likely base their estimate of the
appropriate percent discount for a nontransferable
option on the difference between fair value estimated
using the option’s expected term and the value esti-
mated using contractual term. In other words, incor-
porating employees’ expected early exercise and
post-vesting employment termination behavior in es-
timating the fair value of nontransferable options is
the same process that would need to be applied to de-
termine an appropriate percentage discount. The
Board concluded that requiring entities to apply the
process needed to determine an appropriate percent-
age discount would produce a more representation-
ally faithful result than would an approach that pre-
sumes what the outcome of the process (the resulting
percentage discount) would be.

B78. The Board also concluded that applying a simi-
lar percentage discount to determine the fair value of
options with a variety of terms and conditions would
be unlikely to faithfully represent the effects of non-
transferability on each of those options. The result
would be false comparability in which unlike things
are made to look the same.

B79. Statement 123 required the same method of re-
flecting the effect on fair value of employees’ inabil-
ity to transfer their vested options to third parties that
this Statement requires. However, in describing the
expected term of an option, Statement 123 used the
term expected life, and the related guidance focused
primarily on estimating the weighted-average period
of time employee share options were expected to re-
main outstanding. This Statement refers to the ex-
pected term of an option, which is based on the op-
tion’s contractual term and employees’ expected
early exercise and post-vesting employment termina-
tion behavior. The valuation guidance and illustra-
tions in Appendix A of this Statement discuss how
expectations about those behaviors can be related to
the intrinsic value of the option, among other factors.
In using a lattice model, an option’s expected term
may be inferred based on the output of the model, but
expected term is not a direct input to that model.
Paragraph 282 of Statement 123 explained that
method and indicated that entities might wish to
use it.

Employees’ inability to hedge call option positions

B80. Federal securities law precludes certain execu-
tives from selling shares of the issuer’s stock that
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they do not own, and the Board understands that
many public entities have established share trading
policies that effectively extend that prohibition to
other employees.

B81. Some respondents who did not consider requir-
ing the fair-value-based method of accounting for
employee share options to be appropriate noted that
the theory underlying both closed-form and lattice
option-pricing models involves replicating an option
position with an offsetting position in the underlying
security. Those opponents said that the inability of
most employees to sell shares of their employer’s
stock that they do not own (to “short” the stock) calls
for an additional (downward) adjustment to the fair
value of a nontransferable option estimated using an
option-pricing model. One method of determining
that adjustment suggested by certain respondents to
the Exposure Draft would discount the output of an
option-pricing model by a rate that includes the em-
ployer’s equity risk premium to reflect the presum-
ably higher return required by an investor in an op-
tion that cannot be hedged.

B82. In addition to reviewing the relevant academic
research, the Board discussed with experts in option
valuation, including members of the Option Valua-
tion Group, the effect of employees’ inability to
hedge their options positions on the fair value of em-
ployee options and its relationship to the inability to
transfer vested options. Those experts agreed that
nonhedgeability and nontransferability have the
same effect on option value because both factors in-
crease the likelihood that an employee share option
will be exercised before the end of its contractual
term. Thus, using the expected term rather than the
contractual term of the option in estimating its fair
value reflects the effects of both factors.

Effect of Potential Dilution on the Fair Value of
Employee Share Options

B83. Some respondents to the Exposure Draft said
that the effect of the potential dilution of the value of
the underlying shares resulting from option exercise
should be taken into account in estimating the fair
value of all employee equity share options. Para-
graph A38 explains why the exercise of an employee
share option has the potential to dilute (decrease) the
value of the underlying shares and thus decrease the
employee’s gain from exercising the option. Para-
graph A39 then notes that the effect of potential dilu-
tion usually is already reflected in the market price of
a public entity’s shares and that applying a separate
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discount for dilution rarely will be appropriate. For
example, assume that the total market value of En-
tity D’s 1 million common shares outstanding is $10
million on the date that it grants employee share op-
tions on 10,000 shares. If marketplace participants
have anticipated that grant based on Entity D’s past
practice or other available information, the market
price of $10 per share already reflects the market’s
assessment of the dilutive effect of that grant. Assum-
ing that the market does not expect an offsetting in-
crease in Entity D’s share price as a result of the grant
(and the only expected effect thus is dilution), the
share price without the anticipated grant of 10,000
share options might be higher. Thus, the $10 share
price used in estimating the fair value of the options
already reflects the effect of potential dilution, and to
include a separate discount for dilution would double
count its effect.

B84. The Board’s understanding of the effect of po-
tential dilution on the fair value of an employee share
option was based on and confirmed by discussion
with members of the Option Valuation Group and
other valuation experts. Thus, paragraph A40 of this
Statement provides that an entity should consider
whether the potential dilutive effect of an award of
share options needs to be separately reflected in esti-
mating the options’ fair value at the grant date but
notes that rarely will a public entity need to do so. In
addition, the applicability of a separate adjustment
for dilution in estimating the fair value of a nonpublic
entity’s share options may depend on how the fair
value of its shares is determined.

Other Assumptions Needed to Estimate the Fair
Value of Employee Share Options

BS8S. Paragraphs A31-A37 provide guidance on two
additional assumptions needed to estimate the fair
value of an employee share option using an option-
pricing model—expected volatility of, and expected
dividends on, the underlying shares. Para-
graphs B86-B93 discuss that guidance, including
comments by respondents to the Exposure Draft.

Expected volatility

B86. This Statement does not specify a method of
estimating expected volatility; rather, paragraph A32
provides a list of factors to be considered in estimat-
ing expected volatility. In addition, paragraph A21 in-
dicates that an entity might decide that historical
volatility is a reasonable indicator of expected volatil-
ity but that the entity should consider ways in which
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future volatility is likely to differ from historical vola-
tility. As with other aspects of estimating fair value,
the objective is to determine the assumption about
expected volatility that marketplace participants
would be likely to use in determining an exchange
price for an option.

B87. A majority of respondents to the Exposure
Draft who discussed specific measurement issues
supported a flexible approach to estimating expected
volatility based on an indication of factors to be con-
sidered rather than a more inflexible approach that
would specify a single method of determining ex-
pected volatility. Many respondents noted that such a
flexible approach is consistent with a principles-
based approach to standard setting. However, some
respondents suggested that the Board either require
or permit entities to use some form of standardized
volatility assumption. For example, certain respond-
ents suggested providing that historical volatility
could be considered a “safe harbor” in all situations.
Other respondents suggested use of the historical
volatility of an index—either unadjusted or adjusted
by the beta!*” of an entity’s share price. Those sug-
gestions were based on the view that even publicly
traded entities cannot be expected to apply guidance
such as that provided in paragraph A32 to develop
reasonable estimates of the expected volatility of
their share price. The Board rejected that view—the
Board believes that public entities will be able to ex-
ercise appropriate judgment in estimating expected
volatility, just as they do in other areas of accounting
that require relatively high levels of management
judgment. Establishing a single method for all enti-
ties to use in determining expected volatility would
inevitably impair the representational faithfulness of
the resulting information. For example, although use
of unadjusted historical volatility may be appropriate
for some entities (or even for most entities in some
time periods), a marketplace participant would not
use historical volatility without considering the ex-
tent to which the future is likely to differ from the
past.

B88. The Board also is unaware of situations in
which marketplace participants would base an esti-
mate of the fair value of a share option either on the
volatility of an index or on an index volatility ad-
justed by an entity’s beta. Beta is not a measure of the
volatility of an individual entity’s shares; rather, an
entity’s beta is determined by comparing its volatility
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with the volatility of an index that represents the
overall market. That measure does not reflect the
unique risk inherent in an individual entity’s share
price because share price movements are not per-
fectly correlated with movements in the index. Ac-
cordingly, the suggested procedure of adjusting the
volatility of an index by an entity’s beta would
not result in an appropriate surrogate for expected
volatility.

B89. The Board also notes that public entities in the
United States have for the past decade been required
to estimate the expected volatility of their share price
for either recognition or pro forma disclosures under
Statement 123, and over 3,600 public entities in
Canada are subject to similar requirements. Respond-
ents to the Exposure Draft suggested additional fac-
tors that might be helpful in estimating expected
volatility, such as the implied volatility of outstand-
ing convertible debt, if any. The Board agreed with
those suggestions. The Board concluded that entities
should be able to use the improved guidance in Ap-
pendix A and build on their experience in developing
estimates of expected volatility to appropriately com-
ply with the requirements of this Statement.

Expected dividends and dividend protection

B90. Paragraphs A35-A37 provide guidance on es-
timating expected dividends on the underlying shares
for use in an option-pricing model. As with other as-
pects of estimating fair value, the objective is to de-
termine the assumption about expected dividends
that would likely be used by marketplace participants
in determining an exchange price for the option.

B91. Some employee share options are dividend
protected. Dividend protection may take a variety of
forms. For example, the exercise price of the option
may be adjusted downward during the term of the
option to take account of dividends paid on the un-
derlying shares that the option holder does not re-
ceive. Alternatively, the option holder may receive
the dividends or dividend equivalent payments in
cash. The Exposure Draft would have carried for-
ward Statement 123’s requirement that either form of
dividend protection be reflected by using an expected
dividend assumption of zero in using an option-
pricing model to estimate fair value. One respondent
pointed out that different forms of dividend protec-
tion may have different effects on the fair value of the

149B¢ta is a measure of the volatility of a share relative to the overall volatility of the market. A beta of one is assigned to the volatility of the
overall market. Thus, a beta of less than one indicates lower risk than the market; a beta of more than one indicates higher risk than the market.
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related option. For instance, whether the option
holder receives a cash payment during the option
term or the exercise price is reduced affects a
dividend-protected option’s fair value. The Board
agreed. The Board also noted that it is not feasible to
anticipate all means by which an option holder may
be provided full or partial dividend protection. Ac-
cordingly, this Statement requires that dividend pro-
tection be appropriately reflected in estimating the
fair value of a dividend-protected option rather than
specifying a single method of doing so.

B92. This Statement carries forward State-
ment 123’s requirements on the treatment of nonre-
fundable dividends paid on shares of nonvested stock
that the entity estimates will not, and that do not, vest.
Those dividends are recognized as additional com-
pensation cost during the vesting period. If an em-
ployee terminates service and forfeits nonvested
stock but is not required to return dividends paid on
the stock during the vesting period, the Board con-
cluded that recognizing those dividends as compen-
sation is appropriate.

B93. The fair value of a share of stock in concept
equals the present value of the expected future cash
flows to the stockholder, which includes dividends.
Therefore, additional compensation does not arise
from dividends on nonvested shares that eventually
vest. Because the measure of compensation cost for
those shares is their fair value at the grant date, recog-
nizing dividends on nonvested shares as additional
compensation would effectively double count those
dividends. For the same reason, if employees do not
receive dividends declared on the class of shares
granted to them until the shares vest, the grant-date
fair value of the award is measured by reducing the
share price at that date by the present value of the
dividends expected to be paid on the shares during
the requisite service period, discounted at the appro-
priate risk-free interest rate.

Measurement of Equity Share Options Granted
by a Nonpublic Entity

B94. Statement 123 permitted a nonpublic company
to omit expected volatility (or to use an expected
volatility of effectively zero) in estimating the value
of its equity share options granted to employees. The
result was a measure termed minimum value. The
Board said in Statement 123 that, in concept, options
granted by a nonpublic entity should be measured at
fair value—the use of minimum value was only a
practical response to the difficulties of estimating the
expected volatility for a nonpublic entity.
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B95. The Exposure Draft would have eliminated the
minimum value method and required a nonpublic en-
tity to make a policy choice of whether to measure its
share options at their fair value at the grant date or at
their intrinsic value through the date the options were
exercised, lapsed, or otherwise settled. Many re-
spondents to the Exposure Draft objected to that pro-
posed requirement. Some said that it was not appro-
priate for a nonpublic entity to have a choice of
accounting methods unless the same choice also was
available to public entities. That is, those respondents
objected to providing separate accounting methods
for nonpublic and public entities because they think
that the same transactions should be accounted for
similarly by all entities regardless of their status as
public or nonpublic. Other respondents said that both
methods of accounting for options granted by a non-
public entity would be unduly burdensome. In par-
ticular, respondents objected to the intrinsic value
method because it would require estimates of the fair
value of the entity’s shares at each reporting
date—estimates that for some nonpublic entities
would not be required for any other purpose and that
could be costly to obtain.

B96. The Board agrees with respondents who said
that two entities should not use different methods to
measure and account for their equity share options
solely because one is public and the other is not, that
is, that the basic measurement method should not be
the subject of a policy choice. Therefore, the Board
concluded that the fair-value-based measurement re-
quirement should be the same for public entities and
nonpublic entities. However, the Board recognizes
that a nonpublic entity may have difficulty estimating
the expected volatility of its share price because of
the lack of frequent observations of the fair value of
its shares. Accordingly, if it is not possible for a non-
public entity to reasonably estimate the fair value of
its equity share options and similar instruments be-
cause it is not practicable for the entity to estimate the
expected volatility of its share price, this State-
ment requires that the entity measure its equity share
options and similar instruments at a value calculated
by substituting the historical volatility of an appropri-
ate industry sector index for expected volatility in ap-
plying an option-pricing model. Illustration 11(b) in
Appendix A provides guidance on the circumstances
in which a nonpublic entity should use the historical
volatility of an industry sector index and how to se-
lect an appropriate index.

B97. Although the Board concluded that the funda-
mental measurement requirements for equity share
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options should be the same for both public and non-
public entities, the Board was persuaded by com-
ments received on the Exposure Draft and the Invita-
tion to Comment, as well as the additional cost-
benefit procedures undertaken for nonpublic entities
after the comment period on the Exposure Draft
(paragraph B278), that a limited practicability excep-
tion is appropriate. The Board believes the require-
ments for nonpublic entities in this Statement will
minimize the measurement differences between pub-
lic and nonpublic entities without imposing an undue
burden on nonpublic entities.

B98. The Board understands that relatively few
small nonpublic entities offer share options to their
employees, and those that do often are emerging enti-
ties that intend to make a future initial public offer-
ing. Many of those nonpublic entities that plan an ini-
tial public offering likely will be able to reasonably
estimate the fair value of their equity share options
and similar instruments using the guidance on select-
ing an appropriate expected volatility assumption
provided in Appendix A. For those nonpublic entities
for which it is not practicable to estimate expected
volatility, the alternative measure in this State-
ment will impose minimal incremental cost over the
minimum value method required by Statement 123,
which required all of the same assumptions except
for expected volatility. Determining the historical
volatility of an appropriate industry sector index re-
quired for use in the calculated value alternative is a
mechanical process that should not be difficult or
costly to implement once the appropriate index is
identified. In addition, because the calculated value
does not omit expected volatility entirely, it should be
a better surrogate for fair value than either the mini-
mum value method in Statement 123 or the intrinsic
value alternative proposed in the Exposure Draft.

B99. In deciding to require fair value as the meas-
urement method for equity share options of nonpub-
lic entities with a limited practicability exception, the
Board acknowledged that estimating the expected
volatility of a nonpublic entity’s shares may be diffi-
cult and that the resulting estimated fair value may be
more subjective than the estimated fair value of a
public entity’s options. However, the Board agrees
with members of the Option Valuation Group that
many nonpublic entities could consider internal and
industry factors likely to affect volatility, and the av-
erage volatility of comparable entities, to develop an
estimate of expected volatility. Using an expected
volatility estimate determined in that manner often
would result in a reasonable estimate of fair value.
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B100. Some constituents questioned why the Board
did not attempt to develop an alternative means for a
nonpublic entity to reflect other factors, such as ex-
pected term, used in estimating the fair value of em-
ployee share options. The Board focused on expected
volatility because it concluded that volatility is the
only area in which a nonpublic entity is likely to en-
counter difficulties that are directly and uniquely re-
lated to its nonpublic status. In addition, to comply
with the minimum value requirements of State-
ment 123, nonpublic entities were required to esti-
mate other factors needed to estimate fair value or
calculated value, such as the expected term of equity
share options. Accordingly, the Board concluded that
it would not be appropriate to provide a practicability
exception for those assumptions.

B101. Some respondents suggested that any alterna-
tive measurement approach permitted for nonpublic
entities also should apply to newly public entities.
For much the same reasons cited in paragraph B99
for the Board’s conclusion that many nonpublic enti-
ties should be able to reasonably estimate fair value,
the Board decided not to extend the calculated value
method to newly public entities. Once an entity “goes
public,” it should be able to identify comparable pub-
lic entities and use the average volatility of those enti-
ties together with other internal and external data to
develop a reasonable estimate of its expected volatil-
ity. Moreover, extending the practicability exception
to newly public entities would require a definition of
newly public entity because it is necessary to identify
some point at which an entity no longer qualifies to
use calculated value rather than fair value. The Board
concluded that a logical and workable point is when
an entity becomes a public entity—a term for which
a longstanding definition in share-based payment ac-
counting guidance is available (refer to Appendix E).

What If It Is Not Possible to Reasonably
Estimate the Fair Value of an Equity Instrument
at the Grant Date?

B102. Statement 123 provided that if it is not pos-
sible to reasonably estimate the fair value of an eq-
uity share option or similar equity instrument at the
grant date, the final measure of compensation cost
would be fair value estimated based on the share
price and other factors at the first date at which rea-
sonable estimation is possible. Paragraph 25 of this
Statement instead requires that such an instrument
continue to be measured at its intrinsic value at each
reporting date until it is exercised or otherwise
settled.
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B103. In light of the variety of options and option-
like instruments currently trading in external markets
and the advances in methods of estimating their fair
values, the Board expects that few instruments pres-
ently awarded to employees by public entities will
fall into the category of instruments for which it is not
possible to reasonably estimate fair value (or calcu-
lated value, for a nonpublic entity that qualifies to use
that measure) at the grant date. For those that may,
the Board is not aware of instances in which estimat-
ing fair value (or calculated value) at a date between
grant and settlement will be significantly easier than
estimating fair value at the grant date. In addition, the
Board is concerned that continuing to permit the final
measure of compensation cost to be based on the es-
timated fair value at the earliest date at which an en-
tity decides such estimation is feasible might have
unintended consequences. Requiring an entity to
make a decision about whether it is possible to rea-
sonably estimate fair value at the grant date and to
follow the corresponding accounting treatment until
settlement is more straightforward than State-
ment 123’s original requirement. Therefore, the
Board decided to require remeasurement of intrinsic
value at each reporting date until settlement, even if
the entity later concludes that it would be possible to
reasonably estimate fair value (or calculated value)
before the settlement date.

Reload Options

B104. Reload options are granted upon exercise of
previously granted options whose original terms pro-
vide for the use of shares that the employee has held
for a specified period of time, referred to as mature
shares, rather than cash to satisfy the exercise price.
At the time of exercise using mature shares, the em-
ployee is automatically granted a reload option for
the same number of shares used to exercise the origi-
nal option. The exercise price of the reload option of-
ten is the market price of the stock at the date the re-
load option is granted, and its term often is equal to
the remainder of the term of the original options.

B105. Some respondents to the Exposure Draft, as
well as some respondents to the Exposure Draft that
preceded Statement 123, suggested that an option
with a reload feature can be valued at the grant date
as a “forward start option”” commencing at the date or
dates that the option is “reloaded.” The forward start
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option’s value would be added to the value of the op-
tion granted with a reload feature to determine the to-
tal value of the award. However, the forward start op-
tion formula calls for a number of subjective
assumptions, such as the number of expected reloads
and the expected timing of each reload. In addition,
because an employee can take advantage of the re-
load feature only with shares already held, the em-
ployer would need to estimate (a) the number of em-
ployees who are expected to pay the exercise price
with those shares rather than with cash and (b) those
employees’ holdings of mature shares.

B106. Because a reload feature is part of the options
initially awarded, the Board believes that the value
added to those options by the reload feature ideally
should be considered in estimating the fair value of
the initial award at its grant date. However, the Board
concluded that it is not feasible to do so at this time.
Accordingly, the Board concluded that the best way
to account for an option with a reload feature is to
treat both the initial grant and each subsequent grant
of a reload option as separate awards.

TRANSFERS OF SHARE-BASED PAYMENT
TO EMPLOYEES BY ECONOMIC
INTEREST HOLDERS

B107. Statement 123 required that an entity recog-
nize compensation cost for equity instruments
granted or otherwise transferred to an employee by a
principal shareholder of the entity unless the transfer
clearly was for a purpose other than compensa-
tion.'>” The Board concluded at that time that the
substance of such a transaction is that the principal
shareholder makes a capital contribution to the entity,
which the entity uses to grant share-based compensa-
tion to the employee who receives the equity instru-
ments. Paragraph 395 of Statement 123 defined a
principal shareholder as:

One who either owns 10 percent or more
of an entity’s common stock or has the ability,
directly or indirectly, to control or signifi-
cantly influence the entity.

B108. ED2 contained a similar provision, except
that a direct transfer of equity instruments from any
shareholder, not only a principal shareholder, to an

150An example of a situation in which a direct transfer of equity instruments to an employee from a principal shareholder (or other related party
or economic interest holder) is not compensation cost is a transfer to settle an obligation of the principal shareholder unrelated to employment by

the reporting entity.
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employee as payment for services received by the re-
porting entity was to be recognized as share-based
compensation. Most respondents to the Invitation to
Comment and to ED2 who addressed this issue sup-
ported ED2’s proposed requirement (which is in
IFRS 2).

B109. The Board agreed that the scope of State-
ment 123’s requirements for such transfers should be
expanded to encompass transfers from any share-
holder. However, the Board saw no reason to limit
the provision to transfers by shareholders. Holders of
other forms of economic interests in an entity, such as
holders of convertible debt or other creditors, might
see the likelihood of sufficient indirect benefit to
themselves to justify compensating one or more of
the employees of a reporting entity by transferring to
those employees share-based payment of that entity.

B110. The Board intends the provision in para-
graph 11 of this Statement to be applied by analyzing
transactions in which a related party or a holder of an
economic interest in the reporting entity transfers (or
offers to transfer) share-based payment of the entity
to an employee of the entity to determine whether the
entity benefits from the transfer. If so, the transfer
should be accounted for as share-based compensa-
tion to the employee and a capital contribution re-
ceived from the transferring party. In broadening that
requirement, the Board noted its belief that such a
transfer is most likely to be made by a major share-
holder or another holder of a significant economic in-
terest in an entity.

Should This Statement’s Requirements for
Related Party and Other Economic Interest
Holders Also Apply to Compensation
Arrangements That Are outside the Scope of
This Statement?

BI111. The Board discussed whether the accounting
for share-based payment awarded to an employee of
the reporting entity by related parties or other holders
of an economic interest in the entity also should ap-
ply to other forms of compensation arrangements
that are outside of the scope of this Statement. The
Board believes that, in concept, all forms of compen-
sation paid to an entity’s employees by related parties
or other holders of economic interests in that entity
should result in recognition of compensation cost if
the entity effectively receives employee services as a
result of such arrangements. However, the Board
noted that broadening the scope of this State-
ment beyond transfers of the entity’s share-based
payment might require reconsidering other aspects of
existing U.S. GAAP applicable to accounting for

FASB Statement of Standards

transactions with related parties. Thus, the Board de-
cided not to expand the scope of this State-
ment beyond transfers of the entity’s share-based

payment.

EMPLOYEE SHARE PURCHASE PLANS

B112. Opinion 25 provided that an employee share
purchase plan was noncompensatory if it satisfied
four criteria: (a) substantially all full-time employees
meeting limited employment qualifications might
participate, (b) stock was offered to eligible employ-
ees equally or based on a uniform percentage of sal-
ary or wages, (c) the time permitted for exercise of an
option or purchase right was limited to a reasonable
period, and (d) the discount from the market price of
the stock was no greater than would be reasonable in
an offer of stock to shareholders or others. Opinion
25 gave as an example of a noncompensatory plan an
employee share purchase plan that qualifies under
Section 423 of the U.S. Internal Revenue Code,
which may provide a discount of up to 15 percent
from the market price of the shares.

B113. Statement 123 included more restrictive crite-
ria than did Opinion 25 for an employee share pur-
chase plan to be considered noncompensatory. State-
ment 123 provided an exemption only for plans that
permitted all eligible employees meeting limited em-
ployment qualifications to participate and that (a) in-
cluded no (or very limited) option features and (b)
provided a discount that did not exceed the greater of
(1) a discount that would be reasonable in an offering
to shareholders or others or (2) the per-share amount
of stock issuance costs avoided by not having to raise
a significant amount of capital by a public offering.
Statement 123 provided a “safe harbor” of 5 percent
for applying the second criterion. A discount in ex-
cess of 5 percent was permitted only if an entity
could justify it.

B114. The Exposure Draft would have established
more stringent criteria than those in Statement 123
for an employee share purchase plan to be considered
noncompensatory. Under the Exposure Draft, an em-
ployee share purchase plan could be considered non-
compensatory only if (a) its terms were no more fa-
vorable than those available to all holders of the same
class of shares and (b) substantially all eligible em-
ployees that met limited employment qualifications
could participate on an equitable basis.

B115. Many of the respondents to the Exposure
Draft who addressed employee share purchase plans
said that the proposed criteria for determining
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whether a plan was noncompensatory were too re-
strictive. Many of those respondents noted that some
entities raise significant amounts of capital through
their employee share purchase plans at lower transac-
tion costs than if the shares were issued by other
means. Some respondents also said that looking only
to whether the terms of a plan are no more favorable
than those available to all holders of the same class of
shares effectively looked at the issue from the em-
ployees’ rather than the employer’s perspective. They
said that basing the criteria for a noncompensatory
plan at least in part on the relative amount of pro-
ceeds the employer receives from issuance of shares
would be more consistent with the employer perspec-
tive reflected in other requirements of the standard.
The Board agreed and decided to supplement the cri-
teria in the Exposure Draft with the Statement 123
criteria for determining whether an employee share
purchase plan is compensatory, which include a fo-
cus on whether a per-share discount provided under
an employee share purchase plan results in proceeds
to the employer that are no less than the proceeds it
would have received in a public offering of shares to
raise a significant amount of capital.

B116. Many respondents to the Exposure Draft ob-
jected to elimination of Statement 123’s 5 percent
safe harbor for determining whether a plan is non-
compensatory, and some even proposed restoring the
effective 15 percent safe harbor in Opinion 25. The
Board generally does not favor such bright lines or
safe harbors, which are not consistent with a
principles-based approach to accounting standards
and may reduce the representational faithfulness of
the financial statements. However, in this situation in
which a bright-line criterion already exists, the Board
agreed with respondents that maintaining that crite-
rion could reduce implementation costs without nec-
essarily sacrificing a significant degree of representa-
tional faithfulness. The Board therefore decided to
continue the 5 percent test in Statement 123.

AWARDS CLASSIFIED AS LIABILITIES

Distinguishing between Awards of Liability
Instruments and Awards of Equity Instruments

B117. Concepts Statement 6 distinguishes between
liabilities and equity on the basis of whether an in-
strument obligates the issuer to transfer its assets (or
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to use its assets in providing services) to the holder. A
liability embodies such an obligation, while an equity
instrument does not.!>! A call option that an entity
writes on its own stock, such as an employee share
option, is an equity instrument because its settlement
requires only the issuance of stock, which is not the
issuer’s asset. An entity’s obligation under a cash-
settled SAR, on the other hand, is a liability because
its settlement requires the transfer of assets to the
holder.

B118. The Board concluded that the distinction be-
tween liabilities and equity instruments in Concepts
Statement 6 provides a reasonable way of accounting
for tandem awards that offer a choice of settlement in
stock or in cash. An entity that grants tandem awards
consisting of either a stock option or a cash-settled
SAR, for example, is obligated to pay cash upon de-
mand if the choice of settlement is the employee’s.
The contract gives the entity no discretion to avoid
transferring its assets to the employee if the employee
elects settlement in cash. The entity thus has incurred
a liability. If the choice is the entity’s, however, it can
avoid transferring assets simply by electing to issue
stock, and the award results in the issuance of an eq-
uity instrument. However, this Statement requires ac-
counting for the substantive terms of a share-based
payment arrangement, as discussed in para-
graphs B119-B122, which in some circumstances
may override the nominal settlement terms.

Applying Substantive Terms of an Arrangement in
Determining Whether a Financial Instrument
Qualifies as a Liability or as Equity

B119. Statement 123 (paragraph 39) noted that the
substantive terms of a share-based payment arrange-
ment might differ from its written terms and required
that the substantive terms be the basis for the ac-
counting. The example provided of substantive terms
that might differ from the written terms involved a
tandem award in which the choice of whether to
settle in cash or equity instruments nominally is the
entity’s, but the entity generally settles in cash (or
settles in cash whenever an employee asks for
cash settlement). In that situation, Statement 123 in-
dicated that the entity may have incurred a substan-
tive liability.

B120. This Statement continues that requirement to
consider the substantive terms of an arrangement in

151Under Statement 150, certain freestanding financial instruments that embody an obligation to issue equity instruments rather than to pay cash
also are classified as liabilities. The interaction of this Statement with Statement 150 is discussed in paragraphs B130 and B131.
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determining whether the arrangement gives rise to a
liability or to an equity instrument. However, in cer-
tain recent projects, the Board has established criteria
for liability recognition that may be more restrictive
than the “substantive terms” requirement of State-
ment 123. For example, FASB Statement No. 143,
Accounting for Asset Retirement Obligations, re-
quires recognition of legal obligations associated
with the retirement of a long-lived asset. Paragraph 2
of Statement 143 defines a legal obligation as one
““.. . that a party is required to settle as a result of an
existing or enacted law, statute, ordinance, or written
or oral contract or by legal construction of a contract
under the doctrine of promissory estoppel.” Black’s
Law Dictionary, eighth edition, defines promissory
estoppel as “the principle that a promise made with-
out consideration may nonetheless be enforced to
prevent injustice if the promisor should have reason-
ably expected the promisee to rely on the promise
and if the promisee did actually rely on the promise
to his or her detriment.” It is not clear whether the
counterparty (an employee, in this situation) to a
contract that provides for settlement in either cash
or shares at the election of the other party to the con-
tract could use the doctrine of promissory estoppel to
enforce cash settlement based on an entity’s past
practices.

B121. The Board and the EITF have encountered in
other projects similar issues of whether a liability ex-
ists; some of those issues involve the current model
for accounting for employee services, while others
do not. For example, EITF Issue No. 00-19, “Ac-
counting for Derivative Financial Instruments In-
dexed to, and Potentially Settled in, a Company’s
Own Stock,” does not incorporate the same notion of
a substantive liability that is included in this State-
ment. Thus, an instrument for which the entity incurs
a substantive liability under this Statement might
have been classified as equity had it instead been is-
sued to a third party and thus been subject to Issue
00-19 (and vice versa). 152

B122. The Board has on its agenda a project on dis-
tinguishing between liabilities and equity and ac-
counting for instruments with characteristics of both
liabilities and equity. In the course of that project, the
Board expects to consider both the conceptual dis-
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tinction between liabilities and equity and the appro-
priate criteria for liability recognition. That is, the
Board’s current project on liabilities and equity may
result in changes to both the definition in Concepts
Statement 6 and the criteria for liability recognition in
various standards. The Board therefore decided not to
consider changes to Statement 123’s requirements
for recognition of a substantive liability at this time.
If progress on the Board’s project on liabilities and
equity suggests that this Statement’s substantive li-
ability provision (or any other aspects of this State-
ment’s liability classification criteria) may be inap-
propriate, the Board will reconsider it at that time.

Certain Provisions That Do Not by Themselves
Result in Liability Classification

B123. Paragraph 35 of this Statement states that a
provision for employees to effect a broker-assisted
cashless exercise of their options does not result in li-
ability classification for instruments that otherwise
would be classified as equity, provided that the exer-
cise is valid and that the employee is the legal owner
of the shares subject to the option. A broker that is a
related party of the issuer must sell the shares on the
open market within a normal settlement period, usu-
ally three days, for the provision not to be deemed to
result in a liability. This Statement’s provisions for
broker-assisted cashless exercises are consistent with
a related provision of Issue 00-23 concerning the ac-
counting consequences under Opinion 25 of broker-
assisted cashless exercises. Because a provision for
broker-assisted cashless exercises does not obligate
the employer to settle an option in cash or otherwise
to transfer cash to the option holder, the Board con-
cluded that such a provision does not result in the op-
tions subject to the provision qualifying as liabilities.

B124. Most respondents to the Exposure Draft who
addressed the issue agreed with its provisions on
broker-assisted cashless exercises, but a few asked
that the final Statement explicitly indicate that a cash-
less exercise of only part of an award also qualifies.
The Board agreed that that interpretation is consistent
with the intent of the provisions for broker-assisted
cashless exercises, and the wording of paragraph 35
has been revised accordingly.

152For instance, Issue 00-19 specifies that events or actions necessary to deliver registered shares are not controlled by a company and, therefore,
except under limited circumstances, such provisions would require a company to assume that the contract would be net-cash settled (and there-
fore would be classified as either an asset or a liability). Federal securities law generally requires that transactions involving offerings of shares
under employee share options be registered, unless there is an available exemption. Thus, employee share options might be classified as substan-
tive liabilities if they were subject to Issue 00-19; however, for purposes of this Statement, the Board does not believe that employee share op-

tions should be classified as liabilities based solely on that notion.
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B125. Paragraph 35 of this Statement also indicates
that a provision for direct or indirect (by means of a
net-settlement feature) repurchase of shares issued
upon exercise of options (or vesting of shares) to
meet the employer’s minimum statutory with-
holding requirements does not, by itself, result in li-
ability classification of instruments that otherwise
would be classified as equity. Interpretation 44 also
provided that exception for accounting under Opin-
ion 25. In concept, the Board considers a provision
for repurchase of shares at, or shortly thereafter, the
exercise of options, for whatever reason, to result in
the employer’s incurrence of a liability. However, the
Board decided for pragmatic reasons to continue the
exception for direct or indirect repurchases to meet
the employer’s minimum statutory withholding
requirements.

B126. Certain respondents to the Exposure Draft
asked that the exception for minimum statutory with-
holding requirements be extended to encompass
amounts in excess of the minimum statutory with-
holding requirements. As noted in paragraph B125,
the Board included the exception for minimum statu-
tory requirements for pragmatic rather than concep-
tual reasons. The Board therefore declined to extend
the exception beyond the minimum statutory require-
ments to which the related exception in Opinion 25
and Interpretation 44 applied.

Conditions Other Than Market, Performance, or
Service Conditions

B127. Paragraph 33 of this Statement requires that
an award be classified and accounted for as a liability
if it is indexed to a factor in addition to the entity’s
share price and that additional factor is not a market,
performance, or service condition. For example, an
award of share options with an exercise price that is
indexed to changes in the price of a commodity is re-
quired to be classified as a liability. The Board con-
cluded that the terms of such an award do not estab-
lish an ownership relationship because the extent to
which (or whether) the employee benefits from the
award depends on something other than changes in
the entity’s share price. That conclusion is consistent
with the Board’s conclusion in Statement 150 that a
share-settled obligation is a liability if it does not ex-
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pose the holder of the instrument to certain risks and
rewards, including the risk of changes in the price of
the issuing entity’s equity shares, that are similar to
those to which an owner is exposed.153

Classification of certain instruments indexed to an
entity’s own stock

B128. This Statement’s definition of a performance
condition provides that a performance measure may
be defined by reference to the same performance
measure of another entity or group of entities. For ex-
ample, attaining a growth rate in earnings per share
that exceeds the average growth rate in earnings per
share of other entities in the same industry is a per-
formance condition for purposes of this Statement. In
addition, this Statement indicates that a market con-
dition may relate to the achievement of (a) a specified
price of the issuer’s shares or a specified amount of
intrinsic value indexed solely to the issuer’s shares or
(b) a specified price of the issuer’s shares in terms of
a similar (or index of similar) equity security (securi-
ties). In contrast, paragraph 5 of EITF Issue
No. 01-06, “The Meaning of ‘Indexed to a Compa-
ny’s Own Stock,’” states:

... instruments within the scope of this Is-
sue are considered indexed to a company’s
own stock within the meaning of Issue 00-19
and paragraph 11(a) of Statement 133 for the
issuer provided that (1) the contingency pro-
visions are not based on (a) an observable
market, other than the market for the issuer’s
stock (if applicable), or (b) an observable in-
dex, other than those calculated or measured
solely by reference to the issuer’s own opera-
tions (for example, sales revenue of the is-
suer, EBITDA [earnings before interest,
taxes, depreciation, and amortization] of the
issuer, net income of the issuer, or total equity
of the issuer), and (2) once the contingent
events have occurred, the instrument’s settle-
ment amount is based solely on the issuer’s
stock.

Thus, certain instruments, such as an employee share
option with an exercise price indexed to the S&P
500, will be classified differently depending on
whether they are issued to employees or to third par-
ties because this Statement effectively establishes a

153pe scope of Statement 150 excludes dual-indexed obligations such as the one described, in which the amount, if any, that the holder of an
instrument is entitled to receive upon settlement depends on both changes in the value of the entity’s equity shares and changes not predomi-
nantly based on something else, in this case, changes in the commodity price. However, the Board concluded that the general principle could be
applied in this situation, namely, that for a share-settled obligation to be classified as equity, the terms of an obligation must establish an owner-

ship relationship.
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definition of market condition that is specific to com-
pensation arrangements. The Board decided to let
that potential inconsistency stand for the present,
pending progress on its liability and equity project.

Equity instruments with exercise prices
denominated in a foreign currency

B129. The Exposure Draft would (implicitly) have
required that all equity instruments with exercise
prices denominated in a currency other than the cur-
rency of the market in which the underlying equity
instrument primarily trades be accounted for as li-
abilities. Certain respondents to the Exposure Draft
requested that this Statement include an exception for
certain equity instruments with exercise prices de-
nominated in a currency other than the reporting cur-
rency, similar to the exception provided in Issue 00-
23. The Board agreed that a narrow exception to the
requirements of paragraph 33 of this State-
ment would be appropriate. Accordingly, this State-
ment (paragraph 33, footnote 19) provides that an
award of equity share options granted to an employee
of an entity’s foreign operation that provides for a
fixed exercise price denominated either in the foreign
operation’s functional currency or in the currency in
which the employee’s pay is denominated shall not
be considered to contain a condition that is not a mar-
ket, performance, or service condition. Therefore,
such an award is not required to be classified as a li-
ability if it otherwise qualifies as equity. For example,
equity share options with an exercise price denomi-
nated in Euros granted to employees of a U.S. enti-
ty’s foreign operation whose functional currency is
the Euro are not required to be classified as liabilities
if those options otherwise qualify as equity. In addi-
tion, such options are not required to be classified as
liabilities even if the functional currency of the for-
eign operation is the U.S. dollar, provided that the
employees to whom the options are granted are paid
in Euros. In this example, however, options with an
exercise price denominated in, for instance, the Brit-
ish pound would be required to be classified as
liabilities.
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Interaction with Statement 150 in Classifying
Awards as Liabilities or as Equity

B130. When Statement 123 was issued in 1995, fi-
nancial instruments were classified as liabilities in ac-
cordance with the conceptual definition of liabilities
in Concepts Statement 6, which focused on whether
the obligations embodied in them called for settle-
ment by transferring cash or other assets (liabilities)
or by issuing equity instruments (equity). State-
ment 123’s basis for conclusions indicated that the
Board had on its agenda a project on distinguishing
between liabilities and equity and accounting for fi-
nancial instruments with characteristics of both that
might change the distinction between liabilities and
equity in Concepts Statement 6. As the first step in
that reconsideration, in 2003 the Board issued State-
ment 150. Statement 150 establishes classification
criteria for freestanding financial instruments under
which some instruments that do not require the issuer
to transfer its cash or other assets (either uncondition-
ally or at the election of the holder) are classified as
liabilities rather than as equity. Statement 150 also re-
quires all freestanding instruments that call for settle-
ment by transferring assets, including those issued in
the form of mandatorily redeemable shares, to be
classified as liabilities.!>* Obligations under share-
based payment arrangements accounted for under
this Statement are excluded from the scope of State-
ment 150 until they are no longer subject to this
Statement. For example, mandatorily redeemable
shares issued upon exercise of an employee share op-
tion are subject to Statement 150. Because of the po-
tential overlap of this Statement and Statement 150,
the Board considered how best to provide for the in-
teraction between them.

B131. The Board considered amending State-
ment 150 to eliminate its scope exception for finan-
cial instruments accounted for under this State-
ment and decided not to make that amendment
because some of the recognition and measurement
requirements of Statement 150 differ from those in
this Statement. Nevertheless, the Board believes that,

'54Accounting for mandatorily redeemable shares varied before issuance of Statement 150, but those financial instruments usually were not
treated as liabilities for accounting purposes. SEC regulations required public entities to display mandatorily redeemable instruments between
total liabilities and equity on the balance sheet, but dividends on those instruments generally were not included with interest expense in determin-

ing net income.
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in general, the classification of a freestanding finan-
cial instrument should be the same regardless of
whether the instrument is issued in a share-based
payment transaction or in a financing transaction.
Therefore, the Board concluded that this State-
ment should require that an entity apply the criteria in
paragraphs 8-14 of Statement 150 as they are effec-
tive at the reporting date in classifying freestanding
financial instruments granted to employees under
share-based payment arrangements. Para-
graphs A225-A232 discuss the interaction of this
Statement and Statement 150 in subsequent account-
ing for instruments that qualify as liabilities under
those criteria.

Classification of Certain Instruments Issued by
Nonpublic Entities

B132. In November 2003, the Board indefinitely de-
ferred (through FSP FAS 150-3, “Effective Date,
Disclosures, and Transition for Mandatorily Re-
deemable Financial Instruments of Certain Nonpub-
lic Entities and Certain Mandatorily Redeemable
Noncontrolling Interests under FASB Statement No.
150, Accounting for Certain Financial Instruments
with Characteristics of both Liabilities and Equity”)
the effective date of the provisions of Statement 150
pertaining to the classification, measurement, and
disclosure provisions for certain mandatorily re-
deemable financial instruments issued by entities that
are not SEC registrants. The indefinite deferral ap-
plies to all mandatorily redeemable instruments that
are not mandatorily redeemable on fixed dates for
amounts that either are fixed or are determined by
reference to an interest rate, currency, or other exter-
nal index. Accordingly, an instrument granted to an
employee by an entity that is not an SEC registrant
that is redeemable upon the employee’s retirement or
death at the fair value of the instrument at the date of
redemption is not subject to Statement 150 unless
and until the Board rescinds that indefinite deferral.
Classification of certain such instruments was dealt
with in paragraph 40 of Statement 123. Those instru-
ments would continue to be classified as equity as
long as the indefinite deferral remains in effect in ac-
cordance with FSP FAS 150-3. In addition, for inter-
nal consistency, the Board concluded that call options
written on instruments that continue to be classified
as equity due to that indefinite deferral also should be
classified as equity while the deferral is in effect.
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Classification of Certain Awards with Repurchase
Features

B133. Statement 150 does not apply to outstanding
shares embodying a conditional obligation to transfer
assets, for example, shares that give the employee the
right to require the employer to repurchase them for
cash equal to their fair value (puttable shares)
awarded under share-based payment arrangements.
The Exposure Draft did not provide guidance on put-
table (or callable) shares issued in share-based pay-
ment arrangements. In addition, the Exposure Draft
did not contain explicit provisions for freestanding
put (or call) options on mandatorily redeemable
shares that are subject to the deferral in FSP FAS
150-3. Under Statement 150, such freestanding op-
tions would be classified as liabilities although the
underlying shares would continue to be classified as
equity while the deferral is in effect. Some respond-
ents to the Exposure Draft asked the Board to provide
interim guidance on those two issues for entities to
apply until the Board completes its project on liabili-
ties and equity.

B134. The Board agreed that interim guidance on
the two issues described in paragraph B133 would be
appropriate, and paragraph 31 of this State-
ment accomplishes that. The interim guidance is
based largely on practice under Interpretation 44 and
Issue 00-23 because the Board believes that interim
guidance, in general, should disrupt practice as little
as possible. For that reason, the interim guidance in
paragraph 31 about what constitutes a reasonable pe-
riod of time continues the bright-line criterion of six
months or more. The Board’s reluctance to provide
bright-lines has already been discussed (para-
graph B116), and this Statement does not provide
bright-line criteria in areas in which they do not al-
ready exist. However, the Board decided that in this
situation in which a bright-line criterion already ex-
ists in practice, explicitly providing that entities
should continue to use that criterion is preferable to
effectively creating confusion on an issue that the
Board is considering in another project.

B135. The Board continues to actively consider the
distinction between liabilities and equity as part of its
liability and equity project, which may eventually
change the definitions in Concepts Statement 6. If so,
further progress on that project may lead to changes
in this Statement’s distinction between awards of li-
ability instruments and awards of equity instruments.

FAS123(R)-119



FAS123(R)

Measurement of Awards Classified as Liabilities
Public Entities

B136. This Statement requires public entities to base
the measurement of their liabilities under share-based
payment arrangements on fair value from incurrence
until settlement. In contrast, Statement 123 required
that awards of options and equivalent instruments,
such as share appreciation rights that require the en-
tity to settle in cash (cash-settled SARS),155 that
qualify as liabilities be measured based on their in-
trinsic value. Some respondents to the Exposure
Draft asked that this Statement continue those provi-
sions of Statement 123.

B137. Statement 123’s requirement for intrinsic
value measurement of cash-settled SARs and other
liabilities continued the requirements of Opinion 25
for those instruments. At that time, the Board noted
that whatever the attribute chosen for measuring
those instruments initially and in subsequent periods,
the final measure of compensation cost would be the
amount of cash paid to settle the liability. For a cash-
settled SAR, the cash paid would equal the intrinsic
value of the instrument at the date it is settled. The
main focus of Statement 123 was accounting for em-
ployee share options that were equity instruments—
not accounting for cash-settled awards about which
there had been little controversy. In addition, before
Statement 123 was issued and entities began apply-
ing it (for either recognition or pro forma disclo-
sures), many entities with share-based payment ar-
rangements had little familiarity with option-pricing
models. For those reasons, the Board decided in de-
veloping Statement 123 not to require measurement
of cash-settled SARs at fair value.

B138. The Board believes that public entities should
account for financial instruments issued to employ-
ees under share-based compensation arrangements
based on their fair value regardless of whether the in-
struments are classified as liabilities or as equity. As
discussed in paragraphs B56-B58, the Board con-
cluded that fair value is the appropriate measurement
attribute for equity instruments, such as share options
or share appreciation rights that call for physical
settlement by issuing shares (share-settled SARs).
For the same reasons, fair value also is the appropri-
ate measurement attribute for similar instruments,
such as cash-settled SARs, that are liabilities.
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B139. Public entities have been using option-pricing
models to estimate the fair value of their equity share
options since Statement 123 was issued in 1995. In
addition, Statement 133 requires derivative instru-
ments that are similar to cash-settled SARs and other
liabilities incurred under share-based payment ar-
rangements to be measured at fair value, which was
not the case in 1995. The number and variety of both
derivative instruments subject to Statement 133 and
similar financial instruments granted to employees as
share-based compensation have increased greatly. Fi-
nally, as indicated by the classification criteria estab-
lished by Statement 150, the distinction between li-
abilities and equity continues to evolve, and the
Board may make additional changes to that distinc-
tion. After taking all those considerations into ac-
count, the Board concluded that requiring public enti-
ties to account for liabilities incurred to employees
under share-based payment arrangements at intrinsic
value is no longer necessary or appropriate. There-
fore, this Statement requires that public entities meas-
ure liabilities incurred under share-based compensa-
tion arrangements at fair value.

Nonpublic Entities

B140. The Exposure Draft would have required a
nonpublic entity to make a policy decision of
whether to account for its liabilities based on fair
value or intrinsic value, which was essentially the
same choice proposed in the Exposure Draft for eq-
uity instruments of a nonpublic entity. The Board de-
cided for the reasons discussed in para-
graphs B94-B101 to eliminate the choice of
measurement method for equity instruments granted
to employees of a nonpublic entity as compensation.
However, for pragmatic reasons, the Board retained
the choice of measurement method for liability
awards of nonpublic entities. Thus, a nonpublic en-
tity must make a policy decision of whether to meas-
ure all of its liability awards at fair value (or calcu-
lated value if the nonpublic entity qualifies to use that
method for its equity instruments) or at intrinsic
value until the date of settlement.

B141. In deciding to permit a nonpublic entity to ac-
count for its liability awards based on their intrinsic
value, the Board noted that the amount of cash (or
other assets) required to settle a liability will be the
aggregate measure of compensation cost, regardless

155For convenience, the appropriate measurement attribute for liabilities incurred under share-based payment arrangements with employees is
discussed in terms of cash-settled SARs, but the discussion applies equally to other liabilities, such as put options.
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of the attribute used to measure those instruments ini-
tially and in subsequent periods. Thus, permitting a
nonpublic entity to measure its liability awards, in-
cluding cash-settled SARs and similar instruments, at
intrinsic value reduces the cost that a nonpublic entity
will have to incur to apply this Statement without
misrepresenting the aggregate measure of compensa-
tion cost.

B142. The Board considered whether to extend the
same choice between fair value and intrinsic value
for liabilities to public entities and decided not to do
so. The choice between fair value (or calculated
value) and intrinsic value permitted a nonpublic en-
tity is provided for the sole purpose of lowering the
implementation cost of this Statement for nonpublic
entities and is an exception from what the Board con-
siders to be the preferable method. Most nonpublic
entities have a limited number of users of their finan-
cial statements, and the cost-benefit tradeoff thus
may be viewed somewhat differently than for a pub-
lic entity. A public entity is likely to have both a
larger number of investors and creditors who rely on
its financial statements and more sophistication in us-
ing and estimating the value of derivatives such as
options and option-like instruments than the average
nonpublic entity does. Moreover, a public entity is re-
quired to account for its awards of equity instruments
under share-based payment arrangements at fair
value and should have no more difficulty estimating
the fair value of its liabilities than it does in estimat-
ing the fair value of its equity instruments.

B143. The Board considered whether to require all
nonpublic entities to measure their liability awards at
intrinsic value. However, the Board understands that
some nonpublic entities that plan an initial public of-
fering wish to begin preparing their financial state-
ments in accordance with the generally accepted ac-
counting principles applicable to a public entity in
reporting periods before the public offering. More-
over, because fair value is the conceptually preferable
measurement attribute, the Board concluded that
nonpublic entities should be permitted to use it. Ac-
cordingly, this Statement provides that a nonpublic
entity may choose to account for all of its liability
awards based on their fair value.
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ATTRIBUTION OF COMPENSATION COST
TO ACCOUNTING PERIODS

Attribution Period

B144. Statement 123 retained the provisions of
Opinion 25 and Interpretation 28 that share-based
compensation cost is to be recognized over the period
or periods during which the employee performs the
related services—the requisite service period.

Recognizing share-based compensation over the req-
uisite service period is consistent with the manner in
which other forms of compensation are recognized.
This Statement continues that general requirement,
but it explicitly defines the requisite service period
and introduces the notion of the service inception
date. This Statement also defines and provides guid-
ance on explicit, implicit, and derived service periods.

B145. The Board considered whether the attribution
period for employee share options should extend be-
yond the vesting date, perhaps to the service expira-
tion date (paragraph B40), even though the measure-
ment date is the grant date. Advocates of that method,
which might be considered consistent with amortiza-
tion of postretirement health care benefits over the
period to full eligibility date, contended that employ-
ees have not earned the full benefit to which they are
entitled until termination of service no longer short-
ens the life of the option. They would use the longer
attribution period to allocate the time value of
an option.

B146. Most respondents who addressed this issue
agreed with the Exposure Draft that the attribution
period should not extend beyond the vesting date.
However, some respondents suggested attribution
over the option’s expected life, which would be con-
sistent with the method described in paragraph B145.
They said that the option serves as an incentive dur-
ing its entire life and that attribution over the longer
period would better match recognized compensation
cost with the related benefits to the entity, for ex-
ample, increased revenues.

B147. Although amortization of the time value of an
option beyond the vesting date has some conceptual
appeal, the Board concluded that no compelling rea-
son exists to extend the attribution period beyond the

156 An award may have multiple requisite service periods. For convenience, however, the discussion of attribution of compensation cost in this

appendix refers only to a single requisite service period.
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period now used for share options that give rise to
compensation cost. The Board notes that the decision
on when to exercise a vested option is the employ-
ee’s. The right to exercise an option has been earned
by the date the option becomes vested.

B148. As noted in paragraph B47, equity instru-
ments are issued to employees when the entity has re-
ceived the consideration for those instruments (usu-
ally, the vesting date). It might be argued that the full
amount of the compensation cost resulting from an
award of equity instruments should be recognized at
the vesting date, once the equity instrument has been
fully earned and issued to the employee. However,
the cost of services received in exchange for other
employee benefits with a vesting period, such as pen-
sions and other postemployment benefits, generally
is recognized in the periods in which the services are
received even if the benefits are not yet vested. Al-
though those employee benefit plans generally result
in the incurrence of liabilities rather than the issuance
of equity instruments, the Board decided that the
form of eventual settlement should not change the
general principle that the costs of employee services
are recognized over the periods in which employees
are required to render service to earn the right to the
benefit.

Service Inception Date

B149. This Statement defines the service inception
date as the date at which the requisite service period
begins. The service inception date usually is the grant
date. The service inception date precedes the grant
date, however, if service that will count toward vest-
ing begins before a mutual understanding of the key
terms and conditions of a share-based payment
award is reached and either of two conditions ap-
plies. Those conditions are (a) the award’s terms do
not include a substantive future requisite service con-
dition that becomes effective at the grant date or (b)
the award contains a market or performance condi-
tion that if not satisfied during the service period pre-
ceding the grant date and following the inception of
the arrangement results in forfeiture of the award.
Paragraphs A79-A85 further explain and illustrate
application of the notion of a service inception date
that precedes the grant date.

B150. The Board concluded that adding the notion
of a service inception date that precedes the grant
date would result in attribution of compensation cost
in a manner that is more consistent with application
of the current procedures for accounting for the con-
sideration paid for employee services. The objective

FASB Statement of Standards

of that model is to attribute the cost of employee
services to the periods in which employees render
service in exchange for the consideration paid for
those services. It is clear that in some situations, em-
ployee service that will count toward, and is neces-
sary for, vesting will begin before the conditions for a
grant date are present. In those situations, the Board
concluded that the requisite service properly includes
the period between the service inception date and the
grant date.

B151. This Statement requires that compensation
cost for each period between the service inception
date and the grant date for an equity award be meas-
ured based on the share price and other pertinent fac-
tors in effect at each reporting date until the grant date
occurs, at which time the estimate of the award’s fair
value, and thus the related compensation cost, is
fixed. Because the grant date is, by definition, the
date at which a mutual understanding of the key
terms and conditions of an award is reached and be-
cause employees do not receive an equity interest be-
fore the grant date, it would be inappropriate to meas-
ure compensation cost based solely on the share price
and other factors before that date. Accordingly, a cu-
mulative adjustment is recognized in each period be-
tween the service inception date and the grant date
for the portion of changes in fair value, if any, since
the preceding reporting date. Because the measure-
ment date for an equity award is the grant date, in-
terim measures of compensation cost made in report-
ing periods before the grant date must be
subsequently adjusted until the grant date occurs. The
Board concluded that retrospective restatement for
those differences was not necessary or appropriate,
since compensation cost for each period was meas-
ured based on the share price and other pertinent fac-
tors that existed at the end of each period. Accord-
ingly, the Board concluded that recognizing any
needed cumulative adjustment in the period in which
it arises would be the best available alternative.

Implicit and Derived Service Periods

B152. This Statement introduces the notions of im-
plicit and derived service periods because an award
of share-based employee compensation may not ex-
plicitly state a requisite service period or any stated
service period may not, in substance, be the period
over which employees must render service to benefit
from an award.

B153. For instance, an award of share options might
not state a service period but rather might provide
that the award vests upon the completion of a new
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product design. That award has an implicit service
period of 18 months if the design is expected to be
completed in 18 months from the date of grant. An-
other award might state that it is fully vested at the
grant date, but the award is deep out-of-the-money at
that date. If, as is usually the case, !>’ employees
have only a limited period of time after termination
of service to exercise a vested option, employees
awarded such fully vested, deep out-of-the-money
share options must provide service for some period
of time in exchange for their awards. In other words,
the employees’ right to benefit from such an award
substantively is contingent on satisfaction of a serv-
ice condition although none is stated in the award.
Thus, at the grant date, the award does not satisfy this
Statement’s definition of a vested award. Accord-
ingly, the requisite service period must be derived
from a valuation technique.

B154. Derived service periods are pertinent only for
awards with market conditions. This Statement does
not state a preference for a particular model, includ-
ing a lattice model, for use in estimating the fair value
of an equity share option, and it may be possible to
estimate the fair value of certain options with market
conditions using a closed-form model. However, the
Board understands that it may be necessary to use an-
other valuation technique to determine a derived
service period.

Guidance on derived service periods

B155. The Exposure Draft would have required that
a derived service period be determined based on the
duration of the most frequent path (that is, the mode)
of a path-dependent option-pricing model on which
the market condition is satisfied. Certain respondents
suggested use of either the weighted-average (the
mean) or the median (the middle share price
path—the midpoint of the distribution of paths—on
which the market condition is satisfied).

B156. In reconsidering the guidance to be provided
on determining a derived service period, the Board
concluded that the median duration of the paths on
which the condition is satisfied would provide a bet-
ter measure of the period over which employees must
render service to earn their options (the requisite
service period). Because the median is less affected
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by extreme values than either the mode or the mean,
the Board concluded that the median provides a more
representationally faithful estimate of the requisite
service period. 158

Accounting for Changes in the Requisite Service
Period

B157. This Statement (paragraph 46) provides guid-
ance on when an entity should change its initial esti-
mate of the requisite service period. For example, an
award’s terms might specify vesting at the date regu-
latory approval to market a new product is obtained.
If the entity estimates at the grant date that regulatory
approval will be obtained in two years, the initial esti-
mate of the requisite service period is two years. If it
becomes apparent after one year that it is probable
that obtaining regulatory approval will instead take
three years, the initial estimate of the requisite service
period is changed to three years, of which two re-
main. The effect of that change will be reflected only
prospectively, through a longer attribution period
than initially estimated. The Board concluded that
such a change in estimate is similar to a change in the
estimated useful life of, for example, a piece of
equipment that is reflected prospectively rather than
by means of a cumulative adjustment in the year of
the change.

Accounting for a Change in the Probable Qutcome
of an Award with Multiple Performance
Conditions

B158. An award may contain multiple performance
conditions, the outcome of each of which affects, for
instance, the exercise price of share options granted
or another factor that affects the fair value of the
award. For example, an award of equity share op-
tions may specify that an employee will be entitled to
1,000 options with (a) an exercise price of $50 if the
market share for a particular product has increased by
10 percent at the end of 2 years or (b) an exercise
price of $40 if market share has increased by
20 percent at the end of 2 years. This State-
ment (paragraph 49) requires that the fair value of the
award be estimated at the grant date under each po-
tential outcome. The final measure of compensation
cost will be based on the amount estimated at the

I57Refer to paragraph A60, footnote 71, for a discussion of the assumption underlying many of the illustrations in this Statement. That is, if the
employment relationship is terminated, the award lapses or is forfeited shortly thereafter.

15811 a normal distribution, the mean, median, and mode are the same. However, if the distribution is skewed, those values may differ

significantly.
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grant date for the condition or outcome that is actu-
ally achieved. If it is deemed probable that the market
share will increase by at least 10 percent but not more
than 20 percent, accrual of compensation cost will be
based on the fair value of the award according to the
projected outcome of a 10 percent increase. 19 1f the
entity changes its estimate of the probable outcome at
the end of the first year to a market share increase of
20 percent, a cumulative adjustment must be recog-
nized to reflect the difference between the amount of
compensation cost that has been accrued at that date
and the amount that would have been accrued if a 20
percent increase in market share had been the origi-
nal estimate of the probable outcome. Unlike the
award in paragraph B157, this award has a different
grant-date fair value that is to be recognized as com-
pensation cost as a result of the change in estimate.
The Board concluded that a cumulative adjustment is
appropriate because it believes that the total amount
of compensation cost recognized at the end of each
period should be based on the information that is
available at that date. That is the same rationale dis-
cussed in paragraphs B167 and B168 for the required
cumulative adjustment if the estimated number of
forfeitures changes during the requisite service
period.

Certain Questions about the Effect of Subsequent
Share Price Changes on Recognition of
Compensation Cost

Why Is Compensation Cost Recognized for Vested
Employee Share Options That Expire Worthless?

B159. Some respondents to the Exposure Draft or
the Invitation to Comment and others questioned
why compensation cost should be recognized for an
award of share options that vests but that is not exer-
cised and subsequently expires worthless. The
premise of grant-date (and modified grant-date) ac-
counting is that on the grant date (a) the employer
and the employee come to a mutual understanding of
the terms of a share-based payment arrangement, (b)
the employer becomes contingently obligated to is-
sue equity instruments to the employee in exchange
for services to be rendered over the requisite service
period, and (c) the employee begins to benefit from,
or be adversely affected by, subsequent changes in
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the price of the employer’s shares. Equity instru-
ments and the consideration the issuing entity re-
ceives in exchange for them are recognized based on
their fair values at the date the instruments are issued.
For equity instruments awarded to employees, this
Statement requires that the estimate of fair value be
based on the share price (and other pertinent factors)
at the grant date.®0 That fair value estimate is not
subsequently adjusted for either increases or de-
creases in the share price because the employee—not
the employer—bears the risk of (and benefits from)
share price changes after the grant date.

B160. Once an employee has rendered the requisite
service and earned the right to a share option (or
other equity instrument), the employer has already
benefited from the services received. No change in
compensation cost is recognized after vesting (unless
the award is subsequently modified) because the ex-
change transaction is complete at that date—the em-
ployee has already rendered the requisite service and
the employer has already issued equity instruments.
To reverse compensation cost for an award that sub-
sequently expires worthless would disregard the fact
that the employer has received services in exchange
for the instruments issued to the employee. The ac-
counting for employee share options required by this
Statement is substantively the same as the accounting
for a share purchase warrant issued to a third party in
exchange for cash or other assets. If the warrant ex-
pires worthless, the issuing entity retains the pre-
mium received (whether cash or services) and
paid-in capital has increased by the amount of the
premium, even though no shares ultimately were
issued.

Why Is Compensation Cost Recognized for Share
Options That Become Deep Out-of-the-Money
before the Requisite Service Has Been Rendered?

B161. During the Board’s redeliberation of the Ex-
posure Draft, a question was raised about the recog-
nition of compensation cost for certain employee
share options and similar instruments that become
deep out-of-the-money before an employee has
earned the right to them, that is, before the employee
has rendered all of the requisite service. The question
is whether the exchange transaction entered into at

]59Paragraph 44 requires that if an award has multiple performance conditions (for instance, each of which affects the number of options that
will vest), compensation cost shall be accrued if it is probable that a performance condition will be satisfied.

160Refer to paragraph A2 for discussion of the fair value measurement objective under the modified grant-date method required by this State-
ment. This Statement provides an exception to grant-date fair value measurement for equity instruments for which it is not possible to reasonably
estimate fair value. That exception is based on pragmatic rather than conceptual considerations.
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the grant date may sometimes be effectively can-
celled or nullified because the options granted have
become so deep out-of-the-money that the employee
has only a remote possibility of eventually being able
to realize a profit by exercising them.

B162. To illustrate this view, consider an award of
share options for which the market price of the un-
derlying shares has decreased so significantly by the
time 2 years of a 4-year requisite service period have
passed that the share price would exceed the exercise
price before the options expire on only, say, 30 of
1,000 possible paths in a lattice model used to esti-
mate the fair value of the options. In that situation,
some constituents contend that the options no longer
are an effective part of the employee’s compensation,
and the options thus should be treated as if they were
cancelled, with no further expense recognized. Those
who hold this view consider it to be consistent with
the requirement to estimate a derived service period
for an option that is deep out-ofthe-money and fully
vested at the grant date. (Refer to the definition of de-
rived service period in Appendix E.)

B163. The Board disagreed with the view described
in paragraphs B161 and B162. The employer and an
employee are deemed to enter into an agreement at
the grant date under which the employer becomes
contingently obligated to issue options (or other eq-
uity instruments) when the employee has rendered
the requisite service to earn the right to benefit from
the instruments. Under the modified grant date
method, the value of the services to be exchanged for
equity instruments, and the related compensation
cost, is measured based on the share price and other
pertinent factors at the grant date. The employee
rather than the employer bears the risk of (and ben-
efits from) share price changes that occur after the
grant date. Regardless of the extent of decreases (or
increases) in the share price during the requisite serv-
ice period, the employee is rendering service during
that period to earn the right to benefit from the op-
tions, unless an action is taken to modify or cancel
the contract. An employee who vests in an option that
at the vesting date has only a small chance of being
in-the-money before the end of its contractual term
nevertheless has earned the right to benefit from that
chance. In addition, the view described in para-
graphs B161 and B162, like the view discussed in
paragraphs B159 and B160, looks at the transaction
from the employee’s, rather than the employer’s, per-
spective. The employer receives employee services
throughout the requisite service period; under grant-
date accounting, those services are measured based
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on the share price at the grant date. Moreover, even if
significant share price decreases during the requisite
service period were deemed to effectively cancel an
option, the accounting under this Statement would
result in recognition of the remaining unrecognized
compensation cost at the date of the cancellation.

B164. In contrast, the requirement to determine a
derived service period for a deep out-of-the money,
nontransferable option that by its stated terms is fully
vested at the grant date merely recognizes that the
employee must render service after the grant date to
benefit from the option (refer to paragraph B153 and
footnote 157 for discussion of the assumption about
the limited period of time provided for exercise of a
vested option after termination of service). In other
words, the option is subject to a requisite service pe-
riod even though it is nominally vested at the grant
date. That requirement affects only the period over
which compensation cost is recognized. The derived
service period is determined at the grant date, and the
amount of compensation cost to be recognized for an
option that vests is not subsequently changed unless
the option is modified to increase compensation cost.

Accounting during the Requisite Service Period
for Awards Not Expected to Vest

B165. This Statement requires an entity to base ac-
cruals of compensation cost during the requisite serv-
ice period on the estimated number of instruments for
which the requisite service is expected to be ren-
dered. That estimate is subsequently revised if it be-
comes evident that the actual number of instruments
for which the requisite service is expected to be ren-
dered is likely to differ from initial estimates. State-
ment 123 permitted entities either to use that method
or to begin accruing compensation cost as if all in-
struments subject only to a service requirement were
expected to vest and to recognize actual forfeitures as
they occur.

B166. In deciding to eliminate the alternative that
permitted recognition of the effects of forfeitures as
they occur, the Board considered other areas of ac-
counting in which similar estimates are made at ini-
tial recognition and subsequently adjusted if neces-
sary, for example, recognition of coupon
redemptions and promotional allowances in the retail
industry. The Board sees no reason why estimating
the number of instruments for which the requisite
service is expected to be rendered will be more diffi-
cult than making similar estimates in those situations.
Entities that have share-based payment arrangements
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with employees have had to keep track of the number
of instruments granted and subsequently forfeited for
purposes of either the recognition or the pro forma
disclosure requirements of Statement 123. Until suf-
ficient entity-specific information is available,
start-up entities may base forfeiture estimates on the
experience of other entities in the same industry.

Recognizing the Effect of a Change in the Number
of Instruments for Which the Requisite Service Is
Expected to Be Rendered

B167. This Statement (paragraph 43) requires an en-
tity to revise its initial estimate of the number of in-
struments for which the requisite service is expected
to be rendered if subsequent information indicates
that the actual number of instruments for which the
requisite service will be rendered is likely to differ
from initial estimates. A cumulative adjustment to
compensation cost for the effect on current and prior
periods of a change in the estimated number of in-
struments for which the requisite service will be ren-
dered is required to be recognized in the period of the
change.

B168. The Board concluded that a cumulative effect
adjustment for a change in the number of instruments
for which the requisite service is expected to be ren-
dered is appropriate because it believes that the total
amount of compensation cost that has been recog-
nized at the end of each period should be based on
the information that is available at that date. Under
Opinion 20, the effect of a change in an estimate is
not recognized by retrospective restatement because
the result of doing so would be to reflect in prior peri-
ods’ financial statements the effects of information
that was not available in those periods. The Board
concluded that it would be equally inappropriate to
recognize the effect of a change in the estimated
number of instruments for which the requisite service
will be rendered only prospectively because the re-
sult would be to not reflect in financial statements of
the current and future periods the full effect of the in-
formation available in those periods. Accordingly,
the Board concluded that recognizing a cumulative
adjustment in the current period was the best avail-
able alternative.

Awards with Graded Vesting

B169. Statement 123 provided for two methods of
accruing the compensation cost related to awards
with graded vesting provisions, although the methods
were not described as alternatives for the same set of
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facts and circumstances. If the fair value of an award
was determined based on different expected lives for
the options that vest each year, compensation cost
was required to be recognized separately over the life
of each separately vesting portion. That was the
method required for accounting under Opinion 25 by
FASB Interpretation No. 28, Accounting for Stock
Appreciation Rights and Other Variable Stock Op-
tion or Award Plans. That method considers an
award with a graded vesting schedule to be in sub-
stance separate awards, each with a different vesting
date. If the expected life of an award was determined
in another manner, Statement 123 permitted the re-
lated compensation cost to be recognized on a
straight-line basis over the total requisite service pe-
riod for the entire award (that is, over the requisite
service period of the last separately vesting portion of
the award), provided that the amount of compensa-
tion cost recognized at any date at least equaled the
fair value of the vested portion of the award at that
date.

B170. The Exposure Draft would have required en-
tities to use the first method described in para-
graph B169. In other words, the Exposure Draft
would have required an award with graded vesting to
be accounted for as separate awards with different
requisite service periods. In proposing to require that
method, the Board noted that the length of the vest-
ing period of an award is one important factor that in-
fluences the expected term of an option because em-
ployees cannot exercise nonvested options. In
addition, as discussed in paragraph A30, estimates of
employees’ early exercise and post-vesting employ-
ment termination behavior, and thus the related esti-
mates of fair value, are improved if employees are
aggregated into groups with relatively homogenous
behavior. The length of the vesting period is a signifi-
cant determinant of that behavior.

B171. Many respondents to the Exposure Draft ob-
jected to its proposed method of recognizing com-
pensation cost for awards with graded vesting sched-
ules. Those respondents generally said that both they
and employees consider an award with graded vest-
ing to be a single award—not multiple awards. Some
also said that the “front-loaded” recognition of com-
pensation cost that results from considering an award
with graded vesting to be multiple awards implies
that the related employee services become less valu-
able as time passes, which is not the case. Many of
those respondents also said that accounting for an
award with graded vesting as effectively separate
awards as proposed in the Exposure Draft would be
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unduly burdensome, especially for entities that grant
awards that vest daily or monthly. They said that
separately tracking each tranche of such an award for
purposes of truing-up the associated tax benefit
would be complicated and would require a redesign
of their information systems. Certain respondents
noted that a lattice model can be designed to take into
account a graded vesting schedule. They said that the
resulting estimated fair value for the entire award
likely would not differ significantly from the
weighted average of separately estimated values for
each tranche.

B172. In reconsidering the proposed accounting for
awards with graded vesting, the Board acknowl-
edged that accounting for them as in substance mul-
tiple awards, each with its own requisite service pe-
riod, is more complicated than accounting for them
as a single award. The Board generally agreed with
respondents that requiring the multiple-award
method for all awards with graded vesting would be
an unnecessary refinement. Accordingly, the Board
decided to continue to provide a choice of attribution
provisions for awards with graded-vesting schedules
based only on service conditions. However, the
Board eliminated the requirement in Statement 123
that compensation cost for an award with graded
vesting be attributed to separate requisite service pe-
riods for each tranche if the fair values of each
tranche are separately estimated based on the ex-
pected term of each tranche. One respondent noted
that a lattice model with separate expected terms for
each tranche could be used to estimate the fair value
of an award with graded vesting, with a weighted-
average expected term for the entire award estimated
based on the results of the valuation. The Board
agreed that an entity that uses such a method should
not be precluded from using the straight-line method
to attribute the compensation cost for the entire
award, and this Statement thus does not link the
choice of attribution method to the valuation method
used.

Market Conditions, Performance Conditions,
and Service Conditions

B173. In discussing the treatment of various condi-
tions that can affect the vesting, exercisability, or ex-
ercise price of an award, paragraph 26 of State-
ment 123 provided that:
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No compensation cost is recognized for
awards that employees forfeit either because
they fail to satisfy a service requirement for
vesting, such as for a fixed award, or because
the entity does not achieve a performance
condition, unless the condition is a target
stock price or specified amount of intrinsic
value on which vesting or exercisability is
conditioned. For awards with the latter condi-
tion, compensation cost shall be recognized
for awards to employees who remain in serv-
ice for the requisite period regardless of
whether the target stock price or amount of
intrinsic value is reached. [Footnote reference
omitted.]

A fixed award was defined as one for which vesting
is based solely on an employee’s continuing to render
service to the employer for a specified period of time.
A performance award was defined as one for which
vesting depends on both (a) an employee’s rendering
service for a specified period of time and (b) the enti-
ty’s achievement of a specified performance target,
such as attaining a specified growth rate for return on
assets or a specified increase in market share for a
specified product.

B174. The Board concluded that Statement 123’s
definitions might not clearly classify some conditions
that affect vesting, exercisability, exercise price, or
other pertinent factors used in determining the fair
value of an award included in instruments awarded
under share-based payment arrangements. Thus, this
Statement revises the definitions of those conditions
to more clearly distinguish between them, although
the accounting effects of the revised conditions are
not significantly different from the effects of those
conditions in Statement 123. The most significant
clarification is to separately define market condition,
which Statement 123 included as one type of per-
formance condition. This Statement defines market
condition as a condition affecting the exercise price,
exercisability, or other pertinent factors used in deter-
mining the fair value of an award that relates to the
achievement of (a) a specified price of the issuer’s
shares or a specified amount of intrinsic value in-
dexed solely to the issuer’s shares or (b) a specified
price of the issuer’s shares in terms of a similar (or in-
dex of similar) equity security (securities).
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B175. This Statement continues Statement 123’s
different accounting for market conditions and per-
formance conditions.'®! That is, no compensation
cost is recognized for awards that do not vest because
a performance condition is not achieved, even
though employees remain in service for the requisite
service period. However, compensation cost is recog-
nized for awards to employees who remain in service
for the requisite service period regardless of whether
(or when) a market condition is satisfied. Some re-
spondents to the Exposure Draft objected to that pro-
vision, suggesting that performance and market con-
ditions should be treated the same. Those
respondents generally favored recognizing no cost
for either if the condition is not satisfied.

B176. The Board decided to maintain the distinction
between performance and market conditions, in part
due to concerns about the measurability at the grant
date of the expected outcomes associated with per-
formance conditions. That is, the Board concluded
that it would not be feasible to eliminate the distinc-
tion by reflecting the effects of both performance
conditions and market conditions in an award’s
grant-date fair value and recognizing compensation
for both if the requisite service is rendered. Although
it would be possible, in theory, to estimate the grant-
date fair value of an award with a performance con-
dition, to do so would involve developing a probabil-
ity distribution reflecting the likelihood that the entity
will, for example, achieve a specified percentage in-
crease in return on assets in a specified period of
time. An entity might have little, if any, data on which
to base such a probability distribution, and it would
be unlikely to be able to obtain adequate pertinent in-
formation about similar awards made by similar enti-
ties. Also, the IASB proposed in ED2 a requirement
to take into account the effects of performance condi-
tions in estimating an award’s fair value at the grant
date. Respondents to ED2, as well as to the FASB’s
Invitation to Comment, generally objected to that
proposal on the grounds that it would not be feasible
to develop sufficiently reliable estimates of the prob-
ability of achieving performance conditions. The
Board also was concerned about the potential incon-
sistency if the effects of performance conditions were
taken into account in measuring fair value at the grant
date unless the effects of service conditions were
treated similarly.
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B177. The Board also considered eliminating the
different accounting for performance and market
conditions by requiring recognition of no compensa-
tion cost if either type of condition is not satisfied, re-
gardless of whether the requisite service has been
rendered. However, based on discussions with mem-
bers of the Options Valuation Group, the Board un-
derstands that the fair value of a share option with a
market condition can be estimated at the grant date
using valuation techniques developed for similar op-
tions that trade in external markets. The Board con-
cluded that it would be inappropriate and illogical not
to take advantage of relatively well-developed valua-
tion techniques for those traded options in accounting
for awards with market conditions. Therefore, this
Statement continues to require recognition of com-
pensation cost for awards with market conditions
based on the fair value at the grant date, provided that
the requisite service is rendered.

B178. The Board also notes that performance and
market conditions are conceptually distinct. Includ-
ing a performance condition in an award of share-
based compensation requires an employee to contrib-
ute to achieving an increase in a specified measure of
the entity’s performance regardless of the extent to
which that increase is reflected in the entity’s share
price. For example, a performance condition may re-
quire an increase of 15 percent in market share over a
2-year period. But the entity’s share price may not in-
crease accordingly, and may even decrease, even
though that condition is achieved.

B179. Market conditions, on the other hand, pertain
to the interaction between an entity’s individual per-
formance as reflected in its share price and changes
in the environment in which it operates. For example,
an award of share options with a market condition
might have an exercise price that changes in accord-
ance with (that is, is indexed to) changes in the rela-
tionship between the entity’s share price and an index
of the share prices of other entities in the same indus-
try. Changes in measures of the entity’s individual
performance, such as achieving or not achieving a 15
percent increase in market share, will affect that
award only to the extent that the increase is reflected
in changes in the entity’s share price relative to those
of its competitors.

B180. Eliminating the distinction between perform-
ance conditions and market conditions would result

161References throughout the remainder of this appendix to conditions affecting the vesting, exercisability, exercise price, or other pertinent fac-
tors used in determining the fair value of an award use the terminology and related definitions as they appear in this Statement rather than as they

appeared in Statement 123.
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in only one class of performance-related conditions.
That is, a performance condition would be defined to
include both a performance condition and a market
condition as defined in this Statement. In view of
both the conceptual differences and the differences in
measurability of those conditions, the Board con-
cluded that providing different accounting for them
continues to be appropriate.

MODIFICATIONS OF THE TERMS OR
CONDITIONS OF EQUITY AWARDS

The Nature of a Modification of Terms or
Conditions

B181. Statement 123 required that an entity recog-
nize additional compensation cost if it modified the
terms of an award to increase the award’s value.
Statement 123’s basis for conclusions (para-
graph 187) explained that a modification of terms is
indistinguishable from an exchange of the existing
equity instrument for a new instrument. That discus-
sion continued in paragraph 188:

The repurchase of an equity instrument
generally is accounted for based on the fair
values of the instrument repurchased and the
consideration paid for it. For example, if an
entity repurchases shares of common stock at
an amount significantly in excess of the cur-
rent market price of the shares, the excess is
presumed to be attributable to stated or un-
stated rights the issuer receives in addition to
the shares surrendered, such as an agreement
that the stockholder will not purchase addi-
tional shares.

B182. In reconsidering the accounting for a modifi-
cation of the terms of an award of employee share-
based compensation, the Board reaffirmed the con-
clusion that such transactions generally are transfers
of value from the entity to its employees that give rise
to additional compensation cost. A modification of
the terms of an equity instrument granted to employ-
ees as compensation is inherently a transaction be-
tween the entity and its employees in their role as
employees—not in their role as holders of equity in-
struments. For instance, a common type of modifica-
tion is the lowering of the exercise price of an
option—a repricing—after a significant decrease in
the price of the underlying share. Entities sometimes
explain repricings as necessary to restore the incen-
tive value of the options following a share price de-
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crease. Entities provide that benefit to employees
(and perhaps certain nonemployee service providers)
if the original terms of an option are no longer
deemed to provide adequate compensation.

Measuring the Effects of a Modification

B183. Statement 123 required that the effects of a
modification be measured as the difference between
the fair value of the modified award at the date it is
granted and the award’s value immediately before
the modification determined based on the shorter of
(a) its remaining initially estimated expected life or
(b) the expected life of the modified award. That
method precluded the counterintuitive result that cer-
tain modifications favorable to employees could re-
sult in reduced compensation cost. However, that ad-
vantage was gained by requiring a difficult-to-
explain measurement procedure for the original
award—a procedure whose result could not be de-
scribed as consistent with the fair-value-based
method.

B184. This Statement revises Statement 123 to re-
quire that the effects of a modification be measured
by comparing the fair values (or calculated values for
a nonpublic entity that qualifies to use that method)
of the modified and original awards at the date of the
modification, which is more consistent with the fair-
value-based method of accounting for share-based
payment arrangements. However, as noted in State-
ment 123’s basis for conclusions, an employee gener-
ally will accept a modification only if its effect is to
increase the value of the instrument the employee
holds. For that reason, the Exposure Draft indicated
that total recognized compensation cost for an award
rarely will be less than the fair value of the award at
the grant date unless at the date of the modification
the performance or service conditions of the original
award are not expected to be satisfied. Some re-
spondents asked the Board to provide guidance on
the circumstances, if any, in which a modification, by
itself, would appropriately result in recognized com-
pensation cost for the modified award that is less than
the grant-date fair value of the original award. The
Board decided that it was not feasible to provide cri-
teria for identifying such an unusual—perhaps
nonexistent—transaction. However, the Board
agreed that the provision should be clarified. There-
fore, this Statement indicates that total recognized
compensation cost for an equity award shall at least
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equal the fair value of the award at the grant date un-
less at the date of the modification the performance
or service conditions of the original award are not ex-
pected to be satisfied.

Additional Guidance on Accounting for a
Modification

B185. This Statement provides more guidance than
did Statement 123 on accounting for a modification
of the terms or conditions of an award. Appendix A
explains and illustrates that guidance. The reasons for
the Board’s conclusions on the more significant as-
pects of the additional guidance are discussed in
paragraphs B186-B200.

Modifications of Service and Performance Vesting
Conditions

B186. This Statement provides guidance on ac-
counting for a modification of the vesting conditions
of an award—Statement 123 did not provide explicit
guidance on such modifications. The effect of a
change in vesting conditions is measured in the same
way as other modifications—by comparing the fair
values of the award immediately before and after the
modification. However, the amount of compensation
cost recognized must at least equal the fair value of
the original award at the grant date unless at the date
of the modification it is not probable that the original
vesting conditions will be satisfied. The combination
of that requirement with the application of the modi-
fied grant-date method to performance conditions
calls for additional discussion.

B187. Under the modified grant-date method, the ef-
fects of service and performance conditions are not
reflected in the estimated fair value of the award at
the grant date. Rather, grant-date fair value is esti-
mated as if each condition was satisfied, and the ef-
fect of those conditions is reflected by recognizing
compensation cost only for the awards that actually
vest. Accrual of compensation cost during the requi-
site service period is based on the entity’s expectation
of the awards that will vest. Although the probability
that a performance condition will be achieved can
vary between zero and one, ultimately a performance
condition either is or is not achieved, which means
that compensation cost for an award with a perform-
ance condition is or is not accrued during the requi-
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site service period.'? If an award has multiple per-
formance conditions (for example, if the number of
options or shares an employee earns varies depend-
ing on which, if any, of two or more performance
conditions is satisfied), compensation cost should be
accrued if it is probable that a performance condition
will be satisified. In making that assessment, it may
be necessary to take into account the interrelationship
of those performance conditions.

B188. In reconsidering the provisions of State-
ment 123, the Board divided modifications of
performance- and service-vesting conditions into
four categories:

a. Type I: Probable-to-Probable. A service or per-
formance condition is changed in a way that does
not affect the estimate of whether the award will
vest. An example is a change from an original per-
formance condition, which required a 20 percent
increase in market share of Product A, to a modi-
fied requirement for a 22 percent increase in mar-
ket share (or vice versa), when both conditions are
expected to be satisfied.

b. Type II: Probable-to-Improbable. A service or
performance condition is changed in a way that
affects the estimate of whether the award will vest
by substituting a condition that is not expected to
be satisfied for one that was expected to be satis-
fied. An example is a change from an original per-
formance condition that required a 20 percent in-
crease in market share of Product A and was
expected to be achieved to a requirement for a 25
percent increase in market share that is not ex-
pected to be achieved.

c. Type III: Improbable-to-Probable. A service or
performance condition is changed in a way that
affects the estimate of whether the award will vest
by substituting a condition that is expected to be
achieved for one that was not expected to be
achieved. An example is a change from a per-
formance condition that required a 20 percent in-
crease in market share of Product A and was not
expected to be achieved to a requirement for a 15
percent increase in market share that is expected
to be achieved.

d. Type IV: Improbable-to-Improbable. A service
or performance condition is changed in a way that
does not affect the estimate of whether the award
will vest by substituting one condition that is not
expected to be achieved for another that also is not

162For simplicity, expected employee terminations before a performance condition is achieved are disregarded in the discussion. That is, even if
a performance condition is achieved, some employees likely will have terminated service before the end of the requisite service period.
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expected to be achieved. An example is a change
from a performance condition that required a 25
percent increase in market share of Product A and
was not expected to be achieved to a requirement
for a 20 percent increase in market share that also
is not expected to be achieved.

B189. Application of the required modification ac-
counting to Types I and IV is relatively straightfor-
ward. No additional compensation cost would be rec-
ognized at the date of either a Type I or a Type IV
modification because the modification changes nei-
ther the expectation of whether the vesting condition
will be satisfied nor the fair value of the award (un-
less other terms also are changed). Employees are
unlikely to accept Type II modifications (unless per-
haps accompanied by changes in other terms or an-
other form of consideration). 163

Type III Modifications

B190. A Type III modification of a service or per-
formance condition can result in recognition of com-
pensation cost that is less than the estimated fair
value of the award at the grant date if expectations
about the probability of vesting are accurate. The fol-
lowing example illustrates that situation:

On February 1, 20X5, an entity grants its
vice president for marketing 5,000 at-the-
money options with a provision that the
awards will vest only if the market share
of Product A increases 20 percent by
January 31, 20X6. On September 1, 20X5,
market share has increased only 12 percent,
and the 20 percent goal is not expected to be
achieved. On that date, the entity modifies the
performance condition to require only a 15
percent increase in market share, which is ex-
pected to be achieved. The fair value of each
option is $50 at the grant date and $30 on the
date of the modification.

B191. The Board concluded that a Type III modifi-
cation should be accounted for in the same way as
other modifications. Thus, on the date of the modifi-
cation, the fair value of the original award, which is
$0 ($30 x zero options expected to vest under the
original target) in the example, is subtracted from the
fair value of the modified award, or $150,000
($30 x 5,000 options expected to vest under the
modified target). If the modified target in the example
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is ultimately satisfied, the total recognized compensa-
tion cost ($150,000) will be less than the fair value of
the award at the grant date ($250,000) because at the
date of the modification, the original vesting condi-
tions were not expected to be satisfied. The Board
considers that accounting for a Type III modification
to be consistent with both the modified grant-date
method and the requirements for accounting for a
modification of the terms or conditions of an award.
The Board also notes that its conclusions on Type III
modifications would result in recognizing compensa-
tion cost that exceeds the fair value of the award at
the grant date if the fair value of the award at the
modification exceeds that amount. However, that
situation may be less common than the one illustrated
because failure to satisfy an original performance
condition may be correlated with decreases in the
price of the underlying share.

B192. Some respondents to the Exposure Draft fa-
vored adopting the requirements of IFRS 2 for Type
IIT modifications. Under IFRS 2, the modification in
the preceding example would be accounted for as a
change only in the number of options expected to
vest (from zero to 5,000), and the full grant-date fair
value of the award ($250,000) would be recognized
over the remainder of the service period. That result
is the same as if the modified performance condition
had been in effect at the grant date. If the fair value of
the award at the modification date exceeds its fair
value at the grant date, however, IFRS 2 would re-
quire recognition of the higher amount as compensa-
tion cost.

B193. The respondents who favored IFRS 2’s ac-
counting for Type III modifications generally were
concerned about the necessary judgment about the
probability of meeting the original performance con-
dition required at the date of the modification to ap-
ply the method proposed in the Exposure Draft. In
deciding to retain that method, the Board noted that
judging whether it is probable that a performance
condition will be satisfied is fundamental to applying
the modified grant-date method. The Board also
notes that the principles of accounting for a modifica-
tion of an equity award in paragraph 51 of this State-
ment require that the amount of compensation cost
recognized after a modification of the terms or condi-
tions of an award at least equal the fair value of the
award at the grant date, unless at the date of the
modification the performance or service conditions

1603 jjustration 13 (paragraphs A160—A170) provides examples of Type I, II, III, and IV modifications and describes how the accounting for those
modifications is consistent with the principles established in paragraph 51 of this Statement.
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of the original award are not expected to be satisfied.
The emphasized phrase is significant for Type III
modifications of equity instruments. In a modifica-
tion that makes it probable that a vesting condition
will be achieved, the original vesting conditions ordi-
narily will not be expected to be achieved, and the
grant-date fair value of the award thus is not a floor
on the amount of compensation cost recognized.

A Modification That Changes the Classification of
an Award from Equity to Liability

B194. The Board’s conclusions on a modification of
the terms of an award that changes its classification
from an equity instrument to a liability are consistent
with its conclusions on accounting for other modifi-
cations of awards of equity instruments. In particular,
the minimum amount of compensation cost to be rec-
ognized is the fair value of the instrument at the date
it was granted, unless at the modification date the
original vesting conditions are not expected to be sat-
isfied. To illustrate, if an entity modifies a vested
award of share options to add a feature under which
the employee may elect cash settlement of the intrin-
sic value of the options at the exercise date, a finan-
cial instrument that formerly was classified as equity
instead will be classified as a liability because the en-
tity is obligated to pay cash if the employee elects
cash settlement. If the fair value of the award is
$500,000 at the grant date and $400,000 at the modi-
fication date, no decrement to compensation cost is
recognized at the modification date because the pre-
viously recognized grant-date fair value of the award
is the minimum compensation cost. Rather, the fair
value of the liability at the modification date is reclas-
sified from paid-in capital to the liability resulting
from the modification. If the liability subsequently is
settled for $400,000 (or any amount less than
$500,000), no increase in net income is recognized
because compensation cost must at least equal the
grant-date fair value of the original equity award.
That grant date-fair value “floor” still applies because
the award was an equity award at the date it was
granted. The Board considered whether changes in
the fair value of the liability subsequent to the modi-
fication date when the fair value of the liability is less
than the grant-date fair value of the equity award
should be recognized in other comprehensive income
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rather than in paid-in capital. The Board decided that
that issue would be better addressed in a broader
project on other comprehensive income. 164 I reach-
ing that decision, the Board noted that FASB State-
ment No. 130, Reporting Comprehensive Income,
describes several potential items of other comprehen-
sive income that could be addressed as part of a
broader project in the future.

A Modification That Changes the Classification of
an Award from Liability to Equity

B195. The Exposure Draft proposed that the prin-
ciple that total compensation cost for a modified
award must at least equal the grant-date fair value of
the original award also would apply to a modification
that changes the classification of an award from li-
ability to equity. For example, if a vested award of
cash-settled SARs was modified to replace required
cash settlement with net share settlement, an instru-
ment that qualified as a liability before the modifica-
tion is effectively converted to an equity instrument.
If the value of the liability was $500,000 at the grant
date and is $400,000 immediately before the modifi-
cation, the Exposure Draft would have required rec-
ognition of additional compensation cost of $100,000
at the date of the modification. That accounting pro-
duced the same result as if the award had been an eq-
uity instrument from the grant date.

B196. Some respondents to the Exposure Draft ob-
jected to that requirement on the grounds that the fair
value of an award at the grant date is not relevant to
liability awards, which are accounted for based on
their fair value at each reporting date until exercise or
other settlement. Those respondents said that a modi-
fication such as the one in paragraph B195 effec-
tively settles the liability existing at the modification
date in exchange for issuing an equity instrument
with the same fair value, which is the way such
modifications are accounted for under IFRS 2. The
Board agreed with that view of the effect of a
liability-to-equity modification and revised the Expo-
sure Draft’s requirements accordingly as illustrated in
paragraphs A182—A184. Thus, in the preceding ex-
ample, the award is accounted for as equity begin-
ning at the date of the modification, with an effective
grant-date fair value of $400,000.

164The Board noted that essentially the same issue arises for clawback provisions if the fair value of the consideration received exceeds the
recognized compensation cost for the share-based payment arrangement that contained the contingent feature.
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Cancellations and Replacements

B197. The Board concluded that certain cancella-
tions of awards accompanied by the grant of a re-
placement award are indistinguishable from modifi-
cations of the terms or conditions of the original
award. For example, an entity might effectively re-
price an award of share options with an exercise price
of $50 by taking either of the following actions:

a. Modifying the terms of the award to lower the ex-
ercise price to $40

b. Cancelling the original award and concurrently
granting a new award of share options with an ex-
ercise price of $40, a shorter contractual term, and
subject to the same conditions as the original
award.

In either case, the effect is the same—employees
who previously had share options with an exercise
price of $50 now have share options with an exercise
price of $40.

B198. The Board considered what guidance to pro-
vide on distinguishing between a cancellation and
grant of a replacement award that is substantively a
modification and a cancellation of an award that
should be accounted for as a settlement, with any re-
placement award accounted for separately. The
Board concluded that a modification of an award, re-
gardless of whether that modification is in the form
of a cancellation of an existing award and grant of a
replacement award, would be explained as such to
the employees affected by the transaction. Thus, a
cancellation and grant of (or offer to grant) a replace-
ment award must occur concurrently if the transac-
tion is to be accounted for as a modification. Other-
wise, cancellation of an award is accounted for as a
settlement in accordance with paragraphs 55 and 57
of this Statement.

Effect of Modifications on Determining Whether
a Grant Date Has Occurred

B199. One criterion for determining whether a grant
date has occurred under the definition in this State-
ment is that the employer and an employee must
have reached a mutual understanding of the key
terms and conditions of a share-based payment ar-
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rangement. The effect of a modification is to change
one or more of those terms or conditions, such as the
exercise price of a share option.

B200. The Board considered whether multiple
modifications of the same award might in some cir-
cumstances indicate that an employer and employees
who benefit from the change(s) to their awards no
longer have a mutual understanding of the award’s
key terms and conditions. The accounting result of a
determination that such a mutual understanding does
not exist would be to account for that award, and pos-
sibly similar awards, based on their estimated fair
value at each reporting date until settlement. The
Board considered several possible means of identify-
ing awards to be accounted for as if a grant date has
not yet occurred and concluded that each possible
method could result in significant implementation
problems. The Board also noted that most modifica-
tions of awards will result in recognition of incre-
mental compensation cost. Accordingly, the Board
decided not to establish special accounting require-
ments for multiple modifications of the same award.

Subsequent Accounting for Certain Freestanding
Financial Instruments

B201. This Statement requires that the provisions of
Statement 150, paragraphs 8—14, be applied in deter-
mining whether awards of freestanding financial in-
struments to employees as compensation qualify as
liabilities. Paragraphs B202-B206 discuss subse-
quent accounting for certain financial instruments
classified as liabilities in accordance with State-
ment 150.

B202. The Board considered when a financial in-
strument granted to an employee in a share-based
payment transaction should cease to be accounted for
under this Statement and should become subject to
the requirements of other applicable GAAP,
including Statements 133 and 150, as well as Is-
sue 00-19.16% This Statement deals with all aspects
of measuring and recognizing financial instruments
issued in exchange for employee services and the re-
lated compensation cost. In contrast, the financial in-
struments dealt with by other applicable generally ac-
cepted accounting principles, such as Statements 133
and 150, generally are issued in exchange

165The wording of the related paragraphs of the Exposure Draft dealt only with when an instrument ceases to be subject to this Statement and
becomes subject to Statement 150. Respondents to the Exposure Draft pointed out that certain freestanding financial instruments may become
subject to pronouncements other than Statement 150 when they cease to be subject to this Statement. The wording of this Statement has been

revised in response to those comments.
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for cash or other financial instruments, that is, in fi-
nancing transactions. Therefore, those instruments
generally give rise to interest cost or other cost of
goods or services received rather than compensation
cost. Accordingly, the Board concluded that this
Statement should govern the accounting for a free-
standing financial instrument granted to an employee
until the rights conveyed to the holder of the instru-
ment are no longer dependent on the holder’s being
an employee of the entity (that is, the rights are no
longer dependent on continuing to provide service).

B203. An employee ordinarily is able to terminate
service with vested shares (as opposed to share op-
tions or similar instruments) and still retain all rights
inherent in the shares. Therefore, instruments such as
mandatorily redeemable shares or other nonvested
shares generally will become subject to State-
ment 150 upon vesting.

B204. A share option or similar instrument that is
not transferable and whose contractual term is short-
ened upon employment termination continues to be
subject to this Statement until the rights conveyed by
the instrument to the holder are no longer dependent
on the holder’s being an employee of the entity (gen-
erally, when the instrument is exercised). However,
vested share options are typically exercisable for a
short period of time (generally, 60 to 90 days) subse-
quent to the termination of the employment relation-
ship. The Board does not intend such a provision, in
and of itself, to cause the award to become subject to
other applicable GAAP for that short period of time.

B205. An entity may modify the terms of a fully
vested, freestanding financial instrument after it be-
comes subject to Statement 150 or other applicable
GAAP. The Board considers a modification of the
terms of a financial instrument, such as a repricing of
share options, held by current or former employees to
be a transaction between the entity and those parties
in their roles as employees rather than in their roles as
holders of equity instruments. Any incremental value
provided by the modification thus is additional com-
pensation. Therefore, under this Statement, a modifi-
cation that does not apply equally to all financial in-
struments of the same class regardless of whether the
holder is or was an employee (or an employee’s ben-
eficiary) is a share-based payment transaction to be
accounted for under the requirements of this State-
ment. Subsequently, the modified instrument will
continue to be accounted for under Statement 150 or
other applicable GAAP.

B206. Some classes of financial instruments are held
only by current (or perhaps former) employees or
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their beneficiaries. The common shares of an entity
that is wholly owned by its employee fall into that
category. The Board concluded that modifications or
settlements of such financial instruments may stem
from the employment relationship depending on the
terms of the modification or settlement. Thus, such a
modification or settlement may be subject to the re-
quirements of this Statement.

ACCOUNTING FOR INCOME TAX
EFFECTS OF AWARDS OF SHARE-BASED
COMPENSATION

Awards of Equity Instruments

B207. Consistent with the original provisions of
Statement 123, the Board concluded that compensa-
tion cost recognized in the financial statements
should be accounted for as a temporary difference
under FASB Statement No. 109, Accounting for In-
come Taxes. Any deferred tax asset that is recognized
for that temporary difference is not remeasured dur-
ing the period that an award is outstanding for
changes in the amount that would be deductible for
tax purposes at subsequent balance sheet dates due to
changes in the entity’s share price but that are not rec-
ognized in measuring compensation cost.

B208. Under U.S. tax law at the date this State-
ment is issued, the tax deduction for an award of
share-based compensation is based on the intrinsic
value of the related instruments determined at a date
after the grant date—generally the exercise date for
share options (or equivalent instruments) and the
vesting date for shares. The ultimate tax benefit for
an equity award thus may be higher or lower than the
temporary difference recognized for accounting

purposes.

B209. The Board concluded that tax deductions in
excess of recognized compensation costs that result
from increases in intrinsic value after the grant date
(that is, excess tax deductions) are due to changes in
the price of an equity instrument. Therefore, the re-
lated tax effect (or excess tax benefit) should be an
adjustment of paid-in capital. The result of that ac-
counting is that the tax effects of an award of share-
based employee compensation that qualifies as eq-
uity affect both the income statement and paid-in
capital because the total tax deduction pertains to two
separate transactions or events:
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a. A transaction in which employees render services
as consideration for an award of equity shares, eq-
uity share options, or other equity instruments.
Use of those services in the entity’s operations re-
sults in compensation cost, which is an income
statement item.

b. An equity transaction, such as the exercise of
share options or the vesting of shares. Changes in
the share price after the grant date affect the
amount of that equity transaction.

B210. If the tax benefit for an instrument is less than
the amount of the related deferred tax asset, referred
to as a tax deficiency in this discussion, this State-
ment requires, as did Statement 123, that the
write-off of the deferred tax asset be recognized in
the income statement except to the extent of any re-
maining paid-in capital arising from excess tax ben-
efits from previous awards accounted for using the
fair-value-based method. The Exposure Draft would
have revised that provision to require that the full
amount of a tax deficiency be recognized in the in-
come statement. That proposal was based on viewing
the tax effects of share-based compensation awards
on an individual instrument basis; Statement 123’s
provisions, on the other hand, were consistent with
accounting for the tax effects of awards on a group or
portfolio basis.

B211. Some respondents to the Exposure Draft
agreed with the method that it proposed. They gener-
ally said that the portfolio approach of netting tax de-
ficiencies on some instruments against excess tax
benefits on other instruments was not appropriate be-
cause one potential effect was to recognize in income
a tax benefit on instruments awarded to an individual
employee greater than the tax benefit received for
those instruments.

B212. However, the majority of respondents to the
Exposure Draft who addressed the issue disagreed
with the proposed individual instrument requirement.
They proposed a variety of other methods, including
recognizing both excess tax benefits and tax deficien-
cies in the income statement or recognizing both in
equity. Some respondents supported the original
Statement 123 method. Most respondents said that
the method they favored was more consistent with
the income tax accounting principles in State-
ment 109. Many respondents who disagreed with the
method in the Exposure Draft argued that the re-
quired tracking of tax effects of individual awards
was unnecessarily complex. Some also said that the
Exposure Draft method was inconsistent with other
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aspects of the fair-value-based accounting method,
for example, reflecting the effects of employees’ ex-
pected forfeiture and post-vesting employment ter-
mination behavior, that are based on a portfolio rather
than an individual instrument approach.

B213. The Board rejected recognizing both excess
tax benefits and tax deficiencies in the income state-
ment because that view is consistent with viewing the
entire tax deduction as the result of a single transac-
tion in which employees render service in exchange
for compensation in the form of equity instruments.
As noted in paragraph B209, the Board concluded
that the tax deduction results from both a compensa-
tory transaction and a separate transaction in which
the employer issues equity instruments to employees
(or the award is otherwise settled, such as by expira-
tion of a share option).

B214. The Board also rejected a method that would
recognize both excess tax benefits and tax deficien-
cies in paid-in capital. The net result of recognizing
the full amount of a tax deficiency in equity would be
to recognize unrealized tax benefits for compensation
cost as if they had been realized, which would over-
state the entity’s cumulative net income.

B215. Some respondents proposed a method of ac-
counting for the tax consequences of awards of
share-based compensation based on creation of a no-
tional prepaid compensation asset on the grant date
that exists as a notional reduction in equity. Under
that method, a deferred tax liability would be recog-
nized on the date an at-the-money share option is
granted because that notional prepaid compensation
asset is deemed to have no tax basis as it has no in-
trinsic value. As compensation cost was recognized
over the requisite service period, the deferred tax li-
ability would be eliminated by credits to income tax
expense. Tax benefits, if any, realized upon exercise
of the option then would affect only current taxes
payable and paid-in capital. The net effect of that
method would be that neither excess tax benefits nor
tax deficiencies are recognized in the income state-
ment. The Board rejected that method because it
would result in recognition of a liability at the grant
date that does not satisfy the definition of a liability.
In addition, as discussed in paragraph B72, the Board
concluded that an entity does not have a prepaid
compensation asset at the grant date. It would be in-
consistent with that conclusion to account for the tax
consequences of an award of equity share options or
similar instruments as if a prepaid compensation
asset—notional or otherwise—was created at the
grant date.
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B216. The Board concluded that none of the meth-
ods discussed were clearly superior to the others in
terms of consistency with the income tax accounting
principles in Statement 109. The Board also noted
that public entities already have been applying State-
ment 123’s portfolio approach to recognizing excess
tax benefits. That method not only is familiar, but
also is somewhat easier to implement than the
method in the Exposure Draft. Accordingly, this
Statement continues the original Statement 123
method in which tax deficiencies are recognized in
the income statement except to the extent of any re-
maining paid-in capital arising from excess tax ben-
efits from previous awards subject to Statement 123.

B217. The Board was asked to specify which excess
tax benefits are available as offsets to tax deficien-
cies. Because this Statement continues the fair-value-
based method in Statement 123, the Board concluded
that the “pool” of excess tax benefits available for
offset should include those from all awards that were
subject to Statement 123. That includes excess tax
benefits recognized if the fair-based-method was
adopted for recognition purposes, as well as those
that would have been recognized had an entity that
provided pro forma disclosures instead adopted
Statement 123’s fair-value-based method for recogni-
tion. However, excess tax benefits that have not been
realized pursuant to Statement 109, as noted in para-
graph A94, footnote 82, of this Statement, are not
available for offset. The Board was informed by
some constituents that a practice has developed
whereby some entities recognized deferred tax assets
for excess tax benefits before they were realized. The
Board understands that such practice may be preva-
lent and therefore decided to provide transition guid-
ance that requires an entity to discontinue that policy
prospectively and follow the guidance in this State-
ment and Statement 109.

Awards of Liability Instruments

B218. This Statement provides guidance on ac-
counting for the income tax effects of awards of li-
ability instruments to employees in share-based pay-
ment transactions. Statement 123 did not address that
issue because its required measurement date (settle-
ment date) and measurement attribute (intrinsic
value) for those liabilities were the same as the meas-
urement date and attribute generally used for tax pur-
poses. However, this Statement revises State-
ment 123 to require that awards of liability
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instruments by public entities be measured at fair
value rather than intrinsic value. (Nonpublic entities
may elect to use intrinsic value.) That requirement re-
sulted in the need to address whether the excess of
fair value over intrinsic value should be accounted
for as a temporary difference under Statement 109.
The Board concluded that it should.

Book and Tax Measurement Basis for Share
Options

B219. The Board concluded that the deferred tax
benefit for an award of share options recognized at
the time the related compensation cost is recognized
should be measured based on the fair value (or calcu-
lated value for certain nonpublic entities) of the op-
tions, including time value, because that method is
consistent with the measurement of the related com-
pensation cost. The Board does not consider a por-
tion of the total difference between book and tax ac-
counting for an award of share options to result from
a difference in measurement basis (fair value and in-
trinsic value, respectively). At the date share options
are exercised (or lapse unexercised at the end of their
contractual term) and the actual tax deduction (if
any) is determined, fair value (or calculated value)
and intrinsic value are the same. At that date, either
the employee has sacrificed the remaining time value
upon early exercise or the time value has expired be-
cause the option has reached the end of its contractual
term. Accordingly, the Board concluded that the dif-
ference between book and tax accounting under ex-
isting U.S. tax law results solely from different meas-
urement dates and not from different measurement
bases.

B220. Some respondents to the Exposure Draft fa-
vored the approach in IFRS 2 in which the deferred
tax benefit is measured based on the intrinsic value of
the award at the date the tax benefit is recognized.
That approach is consistent with viewing the differ-
ence between book and tax accounting under existing
U.S. tax law as resulting from different measurement
attributes (fair value versus intrinsic value) as well as
different measurement dates. The Board acknowl-
edges that the IASB’s conclusion is more consistent
with the general approach to accounting for deferred
taxes under both Statement 109 and IAS 12, Income
Taxes. However, the Board decided to retain the ex-
isting departure from that basic tax-accounting model
for the reasons noted above.
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Accounting for the Deferred Tax Asset between
Grant Date and Exercise Date

B221. Once a deferred tax asset pertaining to an
award of share-based employee compensation is es-
tablished as the related compensation cost is recog-
nized, Statement 123 required that the effect of sub-
sequent changes in the share price not be reflected in
accounting for the deferred tax asset before that com-
pensation is recognized for tax purposes. Rather, the
deferred tax asset would be subsequently reduced by
a valuation allowance only if, based on the weight of
the available evidence, it is more likely than not that
future taxable income!®® will be insufficient to re-
cover the deferred tax asset in the periods the tax de-
duction for the award will be recognized (or in a
carryback or carryforward period).

B222. Some commentators preferred the IFRS 2 ap-
proach to accounting for the deferred tax asset. IFRS
2 requires that the deferred tax asset be remeasured
based on the share price at each reporting date before
the deduction is recognized for tax purposes (or not
recognized because an option is not exercised). The
IASB concluded that reflecting changes in the share
price before the deduction is recognized for tax pur-
poses would be more consistent with other aspects of
accounting for income taxes under its applicable ac-
counting standard. As noted in paragraph B220 of
this Statement, the FASB believes that treatment also
could be viewed as conceptually consistent with
Statement 109, but it decided for practical reasons to
retain Statement 123’s requirements. The Board also
concluded that those requirements are consistent with
its conclusion discussed in paragraphs B161-B164
of this Statement, in which a significant decrease in
the share price after the grant date but before vesting
does not result in ceasing to recognize compensation
cost measured at the grant date.

AMENDMENTS TO STATEMENT 95

B223. FASB Statement No. 95, Statement of Cash
Flows, requires an entity to provide a statement of
cash flows that reports cash receipts and payments
during the reporting period, classified according to
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whether they result from operating, investing, or fi-
nancing activities. As originally issued, Statement 95
required all income tax payments (or refunds) to be
classified as operating cash flows. In paragraph 92 of
Statement 95, the Board explains that . . . allocation
of income taxes paid to operating, investing, and fi-
nancing activities would be so complex and arbitrary
that the benefits, if any, would not justify the costs in-
volved.” The Board continues to consider that con-
clusion generally accurate. However, it decided for
the reasons discussed in paragraphs B224-B228 of
this Statement to make an exception for the effects of
excess tax benefits. Those excess tax benefits reduce
the taxes otherwise payable when increases in the in-
trinsic value of equity instruments issued to employ-
ees are deductible for tax purposes but are not recog-
nizable for accounting purposes.

B224. As discussed in paragraph B2009, this State-
ment considers the tax effects of equity instruments
awarded to employees to result from two transactions
or events. Under that view, tax deductions that result
from increases in intrinsic value after the grant date in
excess of the grant-date fair value of the instruments
awarded are considered to be due to an equity trans-
action, and the resulting excess tax benefits thus are
recognized as an adjustment of paid-in capital. Thus,
the tax effects of an award of share-based employee
compensation affect both an income statement item
and an equity item because the total tax deduction
pertains to two separate transactions or events.

B225. For some entities, the tax savings realized
upon employees’ exercise of share options have sig-
nificantly reduced the amount of income taxes other-
wise payable. As a result, questions arose concerning
the reporting of the net amount of taxes paid as an
operating cash flow, especially since for income
statement purposes the reduction in taxes otherwise
payable is effectively accounted for as a part of the
equity transaction when employees exercise their op-
tions (or shares vest). Some argued that the amount
of the tax reduction should be classified in the state-
ment of cash flows as resulting from a financing ac-
tivity. In July 2000, the EITF considered that issue
and concluded that entities should classify the
amount of taxes paid as an operating cash payment

lf’sPa.ragmph 21 of Statement 109 states, “Future realization of the tax benefit of an existing deductible temporary difference or carryforward
ultimately depends on the existence of sufficient taxable income of the appropriate character (for example, ordinary income or capital gain)
within the carryback, carryforward period available under the tax law.” That paragraph goes on to describe the four sources of taxable income
that may be available under the tax law to realize a tax benefit for deductible temporary differences and carryforwards.
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because that is what Statement 95 required.167 At
that time, however, the Board agreed to reconsider
the issue if it subsequently undertook a project on ac-
counting for share-based payment.

B226. Advocates of retaining the original provisions
of Statement 95 on classification of taxes paid, in-
cluding many of the respondents to the Exposure
Draft who addressed this issue, noted that the pri-
mary objective of a statement of cash flows is to pro-
vide relevant information about the cash receipts and
cash payments of an enterprise during a period
(Statement 95, paragraph 4). They pointed out that a
reduction in taxes otherwise payable is not a cash re-
ceipt, nor is the related amount of taxes that would
have been payable in the absence of a particular tax
deduction a cash payment. Proponents of reporting
the deemed tax saving as a result of excess tax ben-
efits with cash flows from financing activities noted
that net operating cash flows often are used as an in-
dicator of the liquidity or “nearness to cash” of net in-
come. For that reason, they advocated restricting op-
erating cash flows, to the extent feasible, to the cash
flow effects of transactions and events that enter into
the determination of net income. The tax benefit in
question, they pointed out, while not a cash receipt, is
a “cash flow effect” of a financing activity that does
not enter into the determination of net income.

B227. The Board acknowledges that both views on
this issue have merit, but, on balance, it concluded
that Statement 95 should be amended to report the
tax reduction from excess tax benefits in the financ-
ing section of the statement of cash flows. The Board
concluded that this item differs from other compo-
nents of taxes paid that might be allocated among
categories in the statement of cash flows because this
item involves both compensation cost included in the
income statement and an adjustment of paid-in capi-
tal as a result of an issuance of shares—a financing
transaction. The Board also decided that the amend-
ment of Statement 95 should apply to share-based
payment transactions with nonemployees so that
similar economic transactions are accounted for simi-
larly. The amendment to Statement 95’s treatment of
taxes paid to report deemed tax savings from excess
tax benefits as resulting from a financing activity also
removes a potential point of nonconvergence with
IFRS 2.
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B228. The Board considered whether the cash flow
statement should report an increase in operating cash
flows and a decrease in financing cash flows in a re-
porting period in which there is a charge to paid-in
capital as a result of the write-off of a deferred tax as-
set related to an award that did not result in deduct-
ible compensation cost. The Board decided not to re-
quire that presentation because it believes that the
operating and financing sections of the cash flow
statement should reflect only the effects of awards
that generated tax savings from excess tax benefits.

DISCLOSURES
Objectives-Based Approach

B229. Because Statement 123 permitted entities to
continue to use Opinion 25’s requirements if they
chose, many equity instruments granted to employ-
ees resulted in no compensation cost being recog-
nized in the financial statements. As a consequence,
Statement 123’s disclosure requirements were devel-
oped in the context of recognition provisions that
would not necessarily result in financial statements
that adequately accounted for the economic effects of
share-based payment arrangements with employees.
Thus, one purpose of those disclosure requirements
was to mitigate the inadequate accounting for share-
based employee compensation arrangements under
Opinion 25. The pro forma disclosures were the most
obvious example of disclosures intended for that pur-
pose, and this Statement eliminates those disclosures
prospectively. The Board also reevaluated State-
ment 123’s other disclosure requirements in light of
this Statement’s requirement to recognize the com-
pensation cost from share-based payment arrange-
ments in accordance with the fair-value-based
method.

B230. The Board believes that a principal purpose of
disclosures is to explain and elaborate on information
recognized in the financial statements. The Board
also notes that IFRS 2 establishes specific disclosure
objectives for share-based payment arrangements
and indicates minimum disclosures that would be
needed to achieve each objective. Some respondents
to the Invitation to Comment commented favorably
on that approach, and the Board agrees that an
objectives-based approach to disclosure require-
ments has merits. This Statement thus establishes

167Refer to EITF Issue No. 00-15, “Classification in the Statement of Cash Flows of the Income Tax Benefit Received by a Company upon

Exercise of a Nonqualified Employee Stock Option.”
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four specific disclosure objectives (paragraph 64).
Paragraph A240 indicates the minimum disclosures
needed to achieve each objective, and para-
graph A241 illustrates how the minimum require-
ments might be satisfied.

B231. Respondents to the Exposure Draft generally
supported the objectives-based approach to disclo-
sures, as well as the specific objectives proposed in
the Exposure Draft. Some, however, asked the Board
to establish a significance threshold below which
some or all of the disclosures need not be provided.
The Board notes that each of its Statements is accom-
panied by an indication that its provisions “need not
be applied to immaterial items.” The Board considers
that general materiality provision to be preferable to
establishing bright-line thresholds for a variety of
items.

Information about the Nature and Terms of
Share-Based Payment Arrangements

B232. The Board concluded that an important dis-
closure objective is to provide information that en-
ables users of financial statements to understand the
nature and terms of share-based payment arrange-
ments with employees that existed during the report-
ing period and the potential effects of those arrange-
ments on shareholders (paragraph 64(a)).
Information needed to understand the potential ef-
fects of share-based payment arrangements on share-
holders includes, but is not necessarily limited to, in-
formation about the potential transfer of value from
preexisting shareholders to option holders upon exer-
cise of in-the-money options. That objective was im-
plicit in many of the disclosure requirements of State-
ment 123.

B233. The minimum disclosures this State-
ment specifies as necessary to achieve the objective
discussed in paragraph 64 were required by
Statement 123, and many of them also were required
by Opinion 25. Thus, entities have for many years
been disclosing items such as the nature and
terms of share-based payment arrangements and a
reconciliation of instruments outstanding at the be-
ginning and end of the year. Those disclosures gener-
ally have been considered useful and have not been
controversial.

B234. Statement 123 required entities to disclose the
items specified in paragraph A240(b) of this State-
ment for each year for which an income statement
was provided. Thus, an entity that presented com-
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parative financial statements had to disclose, for ex-
ample, the number and weighted-average exercise
price of options granted, exercised, forfeited, or ex-
pired during a given year not only in the notes to that
year’s financial statements but also in the notes for
succeeding years in which that year’s financial state-
ments are presented for comparative purposes. Al-
though the Board continues to consider those disclo-
sures important, it concluded that they are necessary
only for the current year. The Board is not aware of a
significant use or need for comparative disclosures
of, for example, a reconciliation of the number of
share options outstanding at the beginning of the year
with those outstanding at the end of the year. More-
over, users who wish to see reconciliations for earlier
years can consult the notes to the financial statements
for those years. However, the Board concluded that
the items specified in paragraph A240(c), such as the
weighted-average grant-date fair values (or calcu-
lated values) of equity options and other equity in-
struments granted during the year, should be required
for all periods presented to facilitate an understand-
ing of trends.

B235. Statement 123 required disclosure of both (a)
the weighted-average exercise price of options out-
standing at the beginning of the year, those outstand-
ing at the end of the year, and those granted, exer-
cised, forfeited, or expired during the year and (b) the
range of exercise prices of options outstanding at the
date of the latest statement of financial position pre-
sented. The Board concluded that ranges of exercise
prices are not an essential disclosure. The Board un-
derstands that ranges of exercise prices, by them-
selves, are not adequate to enable users to understand
the potential increase in outstanding shares as a result
of option exercises. Accordingly, the Board decided
to retain only the required disclosure of weighted-
average exercise prices. However, the Board empha-
sizes that paragraph A240(b) of this State-
ment specifies only minimum disclosures needed to
achieve the objective of enabling users to understand
the nature and general terms of share-based payment
arrangements with employees that existed during the
reporting period and the potential effects of those ar-
rangements on shareholders. An entity that considers
ranges of exercise prices also to be important in
achieving that objective can provide that disclosure.

B236. This Statement requires disclosure of the total
intrinsic value of options exercised (or share units
converted) and share-based liabilities paid during the
year (paragraph A240(c)). Some respondents ques-
tioned the need for intrinsic value disclosures in light
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of this Statement’s focus on fair value. Under the
modified grant date method, the amount of compen-
sation cost recognized for awards of equity instru-
ments ordinarily will differ from the value of the eq-
uity eventually issued (for example, upon vesting of
nonvested shares or exercise of share options). The
Board concluded that those intrinsic-value-based dis-
closures are important to provide information about
the effect of outstanding share-based payment instru-
ments on shareholders.

Information about the Effect of Compensation
Cost on the Income Statement

B237. The Board concluded that information should
be provided to enable users of the financial state-
ments to understand the income statement effect of
compensation cost arising from share-based payment
arrangements with employees. Paragraph A240(g)
specifies minimum disclosures needed to achieve
that objective. Many of those disclosures, such as the
total compensation cost recognized in income, also
were required by Statement 123. However, the Board
decided that certain other disclosures not specified by
Statement 123 also are important in achieving the
stated objective.

B238. To understand the effects of share-based pay-
ment arrangements on the income statement, users
need to know not only the compensation cost recog-
nized in income but also the related tax effects recog-
nized in income. Users of financial statements, in-
cluding many of those who responded to the
Invitation to Comment, also asked for information to
help understand the potential effects on future in-
come statements of compensation cost resulting from
outstanding awards. The Board considered that re-
quest to be both reasonable and consistent with the
disclosure objectives. Accordingly, this State-
ment requires disclosure of total compensation cost
related to nonvested awards that has not yet been rec-
ognized and the period over which it is expected to
be recognized, as well as the total compensation cost
capitalized as part of the cost of an asset (and thus
recognizable in future years’ income statements). Be-
cause that information should be readily available,
the Board believes that the cost of disclosing it is not
likely to exceed the related benefits.
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B239. Some respondents said that certain of the
minimum disclosures, such as the total amount of
compensation cost, also should be required on a
quarterly basis. The Board notes that paragraph 30 of
APB Opinion No. 28, Interim Financial Reporting,
specifies information to be included in quarterly fi-
nancial reports, including information about changes
in accounting principles or estimates and significant
changes in financial position. The Board concluded
that this Statement should not specify information
about share-based compensation arrangements to be
provided quarterly. Rather, entities should look to the
general requirements of Opinion 28. The Board also
notes that entities for which share-based compensa-
tion cost is significant may wish to provide additional
information, including the total amount of that cost,
on a quarterly basis to help users better understand
their quarterly financial reports.

How the Fair Value of Goods or Services,
Including Employee Services, Received as
Consideration for Equity Instruments Issued
‘Was Determined

B240. Another important objective of disclosures
about share-based payment arrangements is to enable
users of financial statements to understand how the
fair value (or calculated value)168 of the goods or
services received, or the equity instruments issued,
during the period was determined. This State-
ment requires that a public entity measure employee
services received as consideration for equity instru-
ments granted and liabilities incurred in share-based
payment transactions with employees based on the
fair value of the instruments issued. However, if the
fair value of goods or services received in a share-
based payment transaction with nonemployees is
more reliably measurable than the fair value of the
equity instruments issued, the fair value of the goods
or services received should be used to measure the
transaction. To understand the effects of share-based
payment arrangements on the financial statements,
users need to understand how the related fair value
amounts were determined.

B241. The minimum disclosures specified in para-
graph A240(f) of this Statement as necessary to en-
able users to understand how fair values were deter-
mined also were required by Statement 123.

168 A nonpublic entity for which it is not possible to reasonably estimate the fair value of its share options and similar instruments because it is not
practicable to estimate the expected volatility of its share price is required to account for its equity share options and similar instruments based on
a calculated value (paragraph 23). Disclosures applicable to those instruments also apply if a calculated value rather than fair value is used. For
convenience, that point generally is not noted in the remainder of the discussion of disclosure requirements.
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However, because this Statement gives greater em-
phasis to lattice models than Statement 123 did, the
required disclosures of the significant assumptions
used to estimate the fair value of share-based com-
pensation awards are revised to specifically encom-
pass assumptions used in lattice models that employ
a range of assumptions. For example, an entity that
uses a valuation method in which different expected
volatilities are used during the contractual term of an
option is required to disclose the range of volatilities
used.

B242. Some respondents to the Exposure Draft re-
quested that the Board require disclosure of a sensi-
tivity analysis of the effects of different assumptions
about expected volatility and expected term. Para-
graph A242 of this Statement indicates that an enti-
ty may wish to disclose additional information, such
as a range of values calculated using different as-
sumptions, if it believes that information would be
useful to investors and creditors. However, the Board
concluded that it is not necessary to require disclo-
sure of such ranges or sensitivity analyses in all
circumstances.

Information about Cash Flow Effects of
Share-Based Payment Arrangements

B243. The Board concluded that an objective of the
disclosures required by this Statement should be to
provide information that enables users to understand
the cash flow effects of share-based payment ar-
rangements. The Board considers that objective to be
consistent with the focus of users of financial state-
ments on cash flows and with the overall financial re-
porting objective of providing information useful in
assessing future cash flows.

B244. Although Statement 123 did not require the
disclosures specified in paragraphs A240(i)-A240(k)
of this Statement, entities likely disclosed certain of
those items in the statement of cash flows if they
were significant. Separate disclosure in the statement
of cash flows of (a) the amount of cash received from
exercise of share options and similar instruments and
the related income tax benefits that were recognized
in equity and (b) the amount of cash used to settle eq-
uity instruments granted under share-based payment
arrangements will satisfy the related disclosure re-
quirements of this Statement.

B245. The Board considered also requiring disclo-
sure of the cash used to repurchase shares in conjunc-

199pyblic Law 107-204—1 uly 30, 2002, Section 180(b)(1)(A)(v).
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tion with share-based payment arrangements. How-
ever, an entity may repurchase its shares for various
reasons, and the Board concluded that distinguishing
between shares repurchased for share-based payment
arrangements and shares repurchased for other rea-
sons would not always be feasible. Accordingly, the
Board decided instead to require a description of the
entity’s policy for repurchasing shares in conjunction
with share-based payment arrangements if such a
policy exists, and the number of shares, if any, ex-
pected to be repurchased for that purpose in the fol-
lowing annual reporting period.

EFFECTIVE DATES AND TRANSITION
Effective Dates

Public Entities That Are Not Small Business
Issuers

B246. The Exposure Draft’s proposed effective date
was for new awards and awards modified or settled
in fiscal years beginning after December 15, 2004.
Many respondents said that more time would be
needed to adopt this Statement, often citing the ongo-
ing implementation with the Sarbanes-Oxley Act!%”
as a constraint on available resources. Moreover, the
effective date proposed in the Exposure Draft was
predicated on a targeted issuance date for this State-
ment of no later than November 15, 2004. In light of
those comments and the fact that this Statement is be-
ing issued later than projected, the Board concluded
that the effective date of this Statement should be de-
ferred beyond the date proposed in the Exposure
Draft.

B247. The Board also understands that users of fi-
nancial statements expressly desire that the improve-
ments to accounting for share-based compensation
made by this Statement be reflected in financial state-
ments as soon as possible. Moreover, the Board does
not consider it necessary to defer the effective date as
long as a year after this Statement is issued, as some
respondents requested. Public entities have for many
years been either recognizing, or disclosing the pro
forma effects of recognizing, compensation cost
based on the fair value of awards to employees. Even
though the fair-value-based method in this State-
ment differs in certain respects from the one in State-
ment 123, those differences are not sufficient to war-
rant an extended transition period for larger public
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entities. Accordingly, after weighing the expressed
desires of users of financial statements against what it
is reasonable to expect of the entities that prepare
those financial statements, the Board concluded that,
for public entities that do not file as small business is-
suers, this Statement should be effective for new
awards and those modified, repurchased, or cancelled
in interim or annual reporting periods beginning after
June 15, 2005.

Small Business Issuers

B248. Certain respondents asked the Board to per-
mit small business issuers to apply this State-
ment’s measurement provisions for nonpublic enti-
ties. Entities that file as small business issuers are, by
definition, public entities, and the Board concluded
that those entities should apply the measurement re-
quirements for public entities. Those entities should
be able to apply the guidance in Appendix A to de-
velop reasonable estimates of the fair value of their
share options and similar instruments. However, the
Board recognizes that small business issuers, like
nonpublic entities, may have fewer resources than do
larger public entities to devote to implementing new
accounting standards and thus may need additional
time to do so. The Board therefore concluded that en-
tities that file as small business issuers should be per-
mitted to defer adoption of this Statement until their
first interim or annual reporting period beginning af-
ter December 15, 2005.

Nonpublic Entities

B249. As with small business issuers, the Board
concluded that nonpublic entities should be permit-
ted additional time to adopt this State-
ment. Therefore, the effective date for nonpublic enti-
ties is fiscal years beginning after December 15,
2005. Statement 123 permitted nonpublic entities to
use the minimum value method to estimate the value
of their employee share options and similar instru-
ments, and most nonpublic entities thus have not pre-
viously been using a fair-value-based method for rec-
ognition or pro forma disclosure purposes. Because it
omits expected volatility, an estimate based on mini-
mum value is not comparable to one based on fair
value. In addition, a nonpublic entity for which it is
not practicable to estimate the expected volatility of
its share price will need time to identify or develop an
appropriate industry sector index to use in determin-
ing the calculated value required by this State-
ment. Accordingly, the Board concluded that non-
public entities should be required to apply this
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Statement to new awards and to those modified, or
settled (by means other than exercise or lapse) in fis-
cal years beginning after December 15, 2005.

Transition for Public Entities, Including Small
Business Issuers

B250. The Board considered several alternatives for
how public entities should accomplish the transition
to this Statement, including full retrospective applica-
tion with restatement of prior periods’ financial state-
ments, prospective application, and variations of
each. The Board evaluated those alternatives in the
context of the proposed requirements in its Exposure
Draft of a proposed Statement, Accounting Changes
and Error Corrections, which would replace Opinion
20 and FASB Statement No. 3, Reporting Account-
ing Changes in Interim Financial Statements. That
Exposure Draft was issued for comment on Decem-
ber 15, 2003, as part of the Board’s international con-
vergence project. Under the provisions of that pro-
posed Statement, a change in accounting principle
would be applied retrospectively unless it is impracti-
cable to determine either the cumulative effect or the
period-specific effects of the change. Retrospective
application would be deemed impracticable if it
would require significant estimates as of a prior pe-
riod, and it would not be possible to objectively de-
termine whether information used to develop those
estimates would have been available at the time the
affected transactions or events would have been rec-
ognized in the financial statements or whether that in-
formation arose subsequently.

B251. If full retrospective application with restate-
ment were practicable, the Board believes it would
be the best transition method for this State-
ment because retrospective application would pro-
vide the maximum amount of comparability between
periods and thus enhance the usefulness of compara-
tive financial statements. However, the Board con-
cluded that full retrospective application of the
change in accounting principle to adopt this State-
ment would be impracticable because it could require
an entity to make estimates as of a prior period. Al-
though the guidance in this Statement on estimating
the fair value of an award at the grant date is similar
to the guidance that public entities have been follow-
ing for either recognition or pro forma disclosure
purposes under Statement 123, this State-
ment clarifies and elaborates on Statement 123’s
guidance. As a result, an entity might conclude that
some aspects of its estimation method used in prior
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years should be changed, which could call for esti-
mates of, for example, employees’ expected early ex-
ercise and post-vesting employment termination be-
havior as of earlier periods. Other requirements of
this Statement, for example, the method of measur-
ing the effects of a modification of an award, also dif-
fer from the related requirements of Statement 123
and could require estimates as of an earlier period.
The Board thus rejected full retrospective
application.

Modified Prospective Application

B252. For public entities and nonpublic entities that
used the fair-value-based method for recognition or
pro forma disclosures under Statement 123, the
Board also rejected full prospective application, that
is, application only to new awards and to those modi-
fied or settled in fiscal periods beginning after the re-
quired effective date. Public entities have been for
many years either recognizing or disclosing the pro
forma effects of recognizing compensation cost from
share-based payment arrangements with employees
using a fair-value-based method that is similar to the
method in this Statement. Accordingly, the Board
concluded that all public entities and nonpublic enti-
ties that used the fair-value-based method for recog-
nition or pro forma disclosures also should apply this
Statement to the nonvested portion of awards granted
before the required effective date and outstanding at
the date of adoption. However, the grant-date fair
value of those nonvested awards should not be ad-
justed for differences between the requirements of
this Statement and those of Statement 123. That is,
compensation cost for the nonvested portion of
awards outstanding at the date of adoption should be
recognized based on the previously estimated grant-
date fair value and, except for the method of incorpo-
rating expected forfeitures before vesting, the same
attribution method used for recognition or pro forma
disclosures under Statement 123. Because previously
estimated grant-date fair values will not be adjusted,
modified prospective transition is practicable and
will not impose significant costs. However, to en-
hance comparability, the Board concluded that enti-
ties that used the method permitted by Statement 123
of reflecting the effect of actual forfeitures of non-
vested awards only as they occur should not continue
to do so during the transition period. Thus, para-
graph 80 of this Statement requires that an entity us-
ing that method adjust expected forfeitures as of the
date of adoption.
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Modified Retrospective Application

B253. The Exposure Draft would have precluded
any form of retrospective application. Many re-
spondents who addressed transition issues urged the
Board to permit, if not require, a modified version of
retrospective application in which the amounts used
for prior periods presented would be the same as re-
ported in the pro forma disclosures for those years. In
reconsidering the transition alternatives in light of the
comments received during the exposure period, the
Board concluded that modified retrospective applica-
tion should be permitted. As discussed in para-
graph B252 of this Statement, using amounts previ-
ously reported in pro forma disclosures for prior
years does not necessitate re-estimating fair values
for those years and thus is neither impracticable nor
costly to implement. However, regardless of whether
this Statement is applied retrospectively as described,
the pro forma amounts for prior years are available in
the financial statements for those years. Thus, the
Board concluded that modified retrospective applica-
tion should not be required. Accordingly, this State-
ment permits all public entities and nonpublic entities
that previously used the fair-value-based method in
Statement 123 for either recognition or pro forma
disclosures to choose between modified prospective
or modified retrospective application.

Modified Retrospective Application Only to
Beginning of Year of Adoption

B254. As noted in paragraph B247, the Board’s bal-
ancing of the needs of users and preparers of finan-
cial statements resulted in an effective date of interim
or annual periods beginning after June 15, 2005, for
public entities that are not small business issuers.
Thus, the effective date will fall in the middle of
many public entities’ fiscal years. The Board recog-
nizes that some such entities may be concerned about
the possible effects of a mid-year effective date on
intra- and inter-year comparisons. Accordingly, the
Board decided to permit an entity to choose to retro-
spectively apply this Statement (using the modified
retrospective method) only to prior interim periods of
the year of adoption.

Transition for Nonpublic Entities

B255. As noted in paragraph B249, one reason for
providing a deferred effective date for nonpublic en-
tities is that Statement 123 permitted those entities to
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use minimum value rather than fair value for recogni-
tion or pro forma disclosures. This State-
ment requires nonpublic entities that used the mini-
mum value method under Statement 123 to adopt
this Statement prospectively. Those entities have nei-
ther the grant-date fair value amounts for non-
vested awards outstanding at the date of adoption of
this Statement necessary for modified prospective
transition nor the pro forma fair value disclosures for
prior years necessary for modified retrospective
application.

Transition Provisions for Awards for Which the
Classification Changes from Equity to Liabilities

B256. Application of this Statement, combined with
application of the classification provisions of State-
ment 150, may change the classification of a free-
standing financial instrument granted to an employee
from an equity instrument to a liability. The Board
concluded that that change in classification should be
made by recognizing a liability at its fair value (or
portion thereof if the requisite service has not been
rendered). If the fair value (or portion thereof) of the
liability is greater than or less than previously recog-
nized compensation cost for the instrument, the li-
ability should be recognized, first, by reducing equity
to the extent of such previously recognized cost, and
second, by recognizing the difference in the income
statement, net of any related tax effect, as the camula-
tive effect of a change in accounting principle. The
Board does not consider it appropriate to continue to
classify as equity an instrument that qualifies as a li-
ability under this Statement. However, the Board also
does not consider full retrospective application of
changes in classification to be practicable because
that transition method would require estimates of the
fair value of the reclassified instruments for earlier
periods. The Board thus concluded that reclassifica-
tion of such instruments according to the transition
guidance in this Statement is the best available
alternative.

Effective Date and Transition Provisions for
Nonpublic Entities That Become Public Entities
after June 15, 2005

B257. Some constituents asked the Board to clarify
the effective date and transition requirements for
nonpublic entities that become public entities after
June 15, 2005. That clarification is provided in para-
graphs 69, 74, 76, and 83. In essence, those para-
graphs indicate that a newly public entity should ap-
ply whatever provisions are applicable to its new
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status as of the beginning of the first interim or an-
nual period after it becomes a public entity, taking
into account whether it used the fair-value-based
method or the minimum value method for recogni-
tion or pro forma disclosures under Statement 123.
For example, paragraph 69 provides that the effective
date for a nonpublic entity that becomes a public en-
tity after June 15, 2005, and does not file as a small
business issuer is the first interim or annual reporting
period beginning after the entity becomes a public
entity. If the newly public entity files as a small busi-
ness issuer, the effective date is the first interim or an-
nual reporting period beginning after December 15,
2005, for which the entity is a public entity.

CONVERGENCE OF U.S. AND
INTERNATIONAL ACCOUNTING
STANDARDS ON ACCOUNTING FOR
SHARE-BASED PAYMENT TRANSACTIONS

B258. One potential benefit of this project is the op-
portunity for increased convergence of U.S. and in-
ternational accounting standards on accounting for
share-based payment transactions. At the time the
Board added the project to its agenda early in 2003,
the comment period on the IASB’s ED2 was nearing
its end, and the IASB was preparing to redeliberate
its conclusions based on the comments received. Al-
though the FASB’s and the IASB’s projects were at
different stages (the FASB was working toward an
Exposure Draft at the same time the IASB was work-
ing toward a final standard), both Boards considered
it appropriate to cooperate to the extent feasible in
considering the issues. Although the two Boards con-
ducted their projects separately, the objective was to
work together in understanding the issues and alter-
natives, with the objective of reaching compatible
conclusions and thus furthering convergence of U.S.
and international accounting standards on share-
based payment. To a large extent, that objective was
achieved. Accounting for share-based payment ar-
rangements under this Statement and related ac-
counting under IFRS 2 have the potential to differ in
only a few areas. Those differences may be further
reduced as the FASB progresses with the next phase
of its project on accounting for share-based payment
arrangements (refer to paragraphs B12-B14) as well
as other convergence projects. In addition, the two
Boards will consider whether to undertake additional
work to further converge their respective accounting
standards on share-based payment when the FASB
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has completed its project on accounting for share-
based payment arrangements and its current project
on distinguishing between liabilities and equity.

B259. The more significant differences between this
Statement and IFRS 2 are:

a. Accounting for share-based payment arrange-
ments with other than employees

b. Determining whether an employee share purchase
plan gives rise to compensation cost

c. Measurement of share options granted by a non-
public entity

d. Accounting for certain types of modifications of
awards

e. Classification of certain instruments as liabilities
or equity

f. Certain aspects of accounting for the income tax
effects of an award of equity instruments.

Difference between Scope of This Statement and
Scope of IFRS 2

B260. The Board’s decision not to reconsider the ex-
isting guidance for share-based payment arrange-
ments with nonemployees in developing this State-
ment may result, at least temporarily, in different
accounting for those arrangements under U.S. GAAP
and IFRS 2. The scope of IFRS 2 includes account-
ing for all share-based payment arrangements, re-
gardless of whether the counterparty is an employee.
All of those arrangements generally will be ac-
counted for using the modified grant-date method
that this Statement requires for share-based payment
transactions with employees. In contrast, Issue 96-18
requires that grants of share options and other equity
instruments to nonemployees be measured at the ear-
lier of (a) the date at which a commitment for per-
formance by the counterparty to earn the equity in-
struments is reached or (b) the date at which the
counterparty’s performance is complete. For many
awards, the measurement date under Issue 96-18 will
differ from the measurement date prescribed by
IFRS 2, with a resulting difference in the amount of
cost recognized for those awards.

Employee Share Purchase Plans

B261. For the reasons discussed in para-
graphs B112-B116, this Statement retains the origi-
nal Statement 123 criteria for determining whether
an employee share purchase plan is compensatory or
not. IFRS 2 contains more stringent criteria that are
essentially the same as those proposed in the FASB’s
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Exposure Draft. The result of that difference is that
some employee share purchase plans for which IFRS
2 requires recognition of compensation cost will not
be considered to give rise to compensation cost under
this Statement. An example is a plan that provides a 5
percent discount to employees that is not extended to
other holders of the same class of shares. However,
this Statement also includes an alternative criterion,
which is essentially the same as the one in IFRS 2.
Thus, if it so chooses, an entity generally would be
able to satisfy both the requirements of this State-
ment and those of IFRS 2 in determining whether an
employee share purchase plan is considered to be
compensatory.

Equity Share Options Granted by a Nonpublic
Entity

B262. IFRS 2 applies the same measurement re-
quirements to employee share options regardless of
whether the issuer is a public or a nonpublic entity.
IFRS 2 contains the same accounting treatment as
this Statement for financial instruments granted un-
der share-based payment arrangements if the entity
concludes that fair value cannot be reasonably esti-
mated at the grant date. The IASB noted that share
options granted by a nonpublic (or newly public) en-
tity may fall into that category.

B263. This Statement requires that a nonpublic en-
tity account for its options and similar equity instru-
ments based on their fair value unless it is not practi-
cable to estimate the expected volatility of the entity’s
share price. In that situation, the entity is required to
measure its equity share options and similar instru-
ments at a value calculated by substituting the histori-
cal volatility of an appropriate industry sector index
for the expected volatility of its share price in apply-
ing an option-pricing-model.

Type III Modifications

B264. As indicated in paragraphs B192 and B193,
the requirements of this Statement on accounting for
Type III modifications differ from the related require-
ments of IFRS 2, which treat such modifications as
affecting only the number of instruments that are
likely to vest.

Distinguishing between Liabilities and Equity
B265. Currently, U.S. and international accounting
guidance differ on various aspects of distinguishing

between liabilities and equity and accounting for fi-
nancial instruments with characteristics of both, and
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the FASB has an active project to reconsider portions
of that guidance. In the meantime, related aspects of
accounting for certain financial instruments issued to
employees as compensation may differ under this
Statement and under IFRS 2. For example, IFRS 2
does not distinguish between liabilities and equity us-
ing all the criteria established in Statement 150.

B266. This Statement does not attempt to analyze all
potential differences between this Statement and
IFRS 2 that stem from different U.S. and interna-
tional accounting standards on liabilities and equity
because at least some of those differences may be re-
solved when the FASB completes its project on that
topic. As noted in paragraph B258, the FASB and the
IASB will consider undertaking a joint project at that
time to resolve any remaining differences between
their standards on share-based payment.

Income Tax Effects of Equity Instruments
Awarded to Employees

B267. The FASB’s conclusion that the total tax de-
duction for an award of equity instruments arises
from two transactions or events (paragraph B209) is
consistent with the requirements of IFRS 2. How-
ever, the FASB and the IASB reached different con-
clusions on certain aspects of accounting for the in-
come tax effects of equity instruments awarded to
employees.

B268. In tax jurisdictions such as the United
States, where the time value of share options gener-
ally is not deductible for tax purposes, IFRS 2 re-
quires that no deferred tax asset be recognized for the
compensation cost related to the time value compo-
nent of the fair value of an award. A deferred tax asset
is recognized only if and when the share options have
intrinsic value that could be deductible for tax pur-
poses. Therefore, an entity that grants an at-the-
money share option to an employee in exchange for
services would not recognize tax effects until that
award was in-the-money. In contrast, this State-
ment requires recognition of a deferred tax asset
based on the grant-date fair value of the award. The
effects of subsequent decreases in the share price (or
lack of an increase) are not reflected in accounting for
the deferred tax asset until the related compensation
cost is recognized for tax purposes. The effects of
subsequent increases that generate excess tax benefits
are recognized when they affect taxes payable.

B269. This Statement requires a portfolio approach
in determining excess tax benefits of equity awards
in paid-in capital available to offset write-ofts of de-
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ferred tax assets, whereas IFRS 2 requires an indi-
vidual instrument approach. Thus, some write-offs of
deferred tax assets that will be recognized in paid-in
capital under this Statement will be recognized in de-
termining net income under IFRS 2.

COST-BENEFIT CONSIDERATIONS

B270. The mission of the FASB is to establish and
improve standards of financial accounting and re-
porting for the guidance and education of the public,
including preparers, auditors, and users of financial
information. In fulfilling that mission, the Board en-
deavors to determine that a proposed standard will
fill a significant need and that the costs imposed to
meet that standard, as compared with other alterna-
tives, are justified in relation to the overall benefits of
the resulting information. Although the costs to
implement a new standard may not be borne evenly,
investors and creditors—both present and
potential—and other users of financial information
benefit from improvements in financial reporting,
thereby facilitating the functioning of markets for
capital and credit and the efficient allocation of re-
sources in the economy. However, the value of that
incremental improvement to financial reporting and
most of the costs to achieve it are subjective and can-
not be quantified.

B271. The Board’s consideration of each issue in a
project includes the subjective weighing of the incre-
mental improvement in financial reporting against
the incremental cost of implementing the identified
alternatives. At the end of that process, the Board
considers the accounting provisions in the aggregate
and assesses the related perceived costs on a qualita-
tive basis.

B272. Several procedures were conducted before
the issuance of the Exposure Draft to aid the Board in
assessing the expected costs associated with imple-
menting the required use of the fair-value-based ac-
counting method. Those procedures included a field
visit program, a survey of commercial software pro-
viders, and discussions with Option Valuation Group
members and other valuation experts. In addition, the
Board discussed this Statement’s provisions with the
Financial Accounting Standards Advisory Council,
the User Advisory Council, the Small Business Advi-
sory Committee, as well as with numerous constitu-
ents at four public roundtable meetings and at various
other meetings.

B273. The Board uses the term field test to describe
a formal application of a proposed Statement by a
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group of entities to their individual situations. The
participating entities are provided with a description
of the proposed approach (if an Exposure Draft has
not yet been issued) and are asked to apply that ap-
proach either to current transactions or retroactively
to one or more prior years. A field test may involve
having the participating entities prepare financial
statements in accordance with a proposed approach
to accounting for a particular type of transaction.
Field tests involve a significant commitment of re-
sources by the participating entities—a commitment
that the Board asks for only if it concludes that it can-
not obtain the information it needs through field vis-
its or other means. The Board conducted field tests in
its deliberations that led to Statement 123 (para-
graph C11 of this Statement).

B274. The Board uses the term field visit, on the
other hand, to describe meetings with companies or
firms to discuss a possible change in the accounting
for a transaction, such as a share-based payment
transaction. A field visit involves Board and staff
members’ meeting with individual entities at their of-
fices or by means of a conference call to engage in an
in-depth discussion of a proposed Statement. Entities
participating in a field visit program are provided
with a draft of the proposed requirements, together
with a list of discussion questions. The questions fo-
cus on helping the Board and staff to better under-
stand the costs and benefits of changing to the pro-
posed approach, the operationality of the proposed
approach, and any difficulties an entity might face in
applying it.

B275. The Board concluded for its current project
that field visits were an appropriate means of gather-
ing information about the perceived costs of the pro-
posed changes to Statement 123. The Board believes
that field tests are more important for a proposed
standard that would require an entirely new method
of accounting, such as the original Statement 123,
and, as mentioned in paragraph B273, field tests were
conducted before issuance of Statement 123. That is
not the situation with this Statement, which improves
the fair-value-based method in Statement 123 rather
than requiring an entirely new accounting method.
Further, thousands of public entities have had many
years of experience in estimating the fair values of
their awards of share-based employee compensa-
tion—estimates that Statement 123 required for ei-
ther recognition or pro forma disclosure purposes.

B276. The field visit program included discussions
with 18 enterprises selected to achieve broad cover-
age of constituent enterprises based on market capi-
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talization, software used to value employee share op-
tions, filing status (public or nonpublic), industry
membership, total number of employees, total
awards outstanding, and types of awards outstanding.
Field visit participants included preparers of financial
statements, employee benefit consultants, and audi-
tors. Before each field visit, participants received a
package of materials, including a description of the
proposed changes to Statement 123, a discussion of
the type of information that could be incorporated
into a lattice model, and questions for participants to
consider.

B277. The Board also solicited information by
means of a questionnaire survey of commercial soft-
ware providers about the functionality of existing
tracking and valuation software for employee share
options and similar instruments. That survey asked
about the functionality of existing software used to
track grants of share-based compensation and to esti-
mate the fair value of the related instruments. The
survey also asked about the estimated costs and tim-
ing of availability of software with the ability to esti-
mate fair value using a lattice model that incorpo-
rated information about employees’ expected early
exercise and post-vesting employment termination
behavior.

B278. After comments were received on the Expo-
sure Draft, the Board undertook additional cost-
benefit procedures for nonpublic entities. Interviews
were conducted with 13 constituents, selected to pro-
vide broad coverage of concerns related to nonpublic
entities. The interviews covered detailed questions
included in a questionnaire provided to interviewees
before the date of the interviews. Questions covered
included the types of share-based compensation used
by nonpublic entities, how frequently awards are
granted, how the current price of a nonpublic entity’s
share price is determined in complying with Opinion
25 and Statement 123, and the ways in which non-
public entities might obtain information needed to
apply the fair-value-based method, including likely
costs that would be incurred to do so. In addition,
cost-benefit issues were discussed at a meeting of the
Small Business Advisory Committee held in May 2004.

B279. Based on the findings of the cost-benefit pro-
cedures, the Board concluded that this Statement will
sufficiently improve financial reporting to justify the
costs it will impose. Most of the expected benefits of
required recognition of the cost of share-based com-
pensation arrangements with employees using the
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fair-value-based method have been discussed al-
ready. In addition, existing guidance on accounting
for share-based employee compensation is simplified
because this Statement eliminates Opinion 25 and the
guidance necessary to implement it (except for cer-
tain awards granted by nonpublic entities before the
effective date of this Statement).

B280. Several of the Board’s decisions are intended
to mitigate the incremental costs of complying with
this Statement. For example, an alternative measure-
ment method based on substituting the historical
volatility of an appropriate industry sector index for
expected volatility (calculated value) also is provided
for equity options and similar instruments granted by
a nonpublic entity if it is not practicable to estimate
the expected volatility of its share price. As a result,
such nonpublic entities will incur minimal incremen-
tal costs in addition to those necessary to comply
with the minimum value method in Statement 123.
In addition, a nonpublic entity is not required to esti-
mate the fair value (or calculated value) of its liability
awards; instead, such an entity may elect to account
for its liabilities based on their intrinsic value. Transi-
tion costs for public entities have been minimized by
requiring that compensation cost for the nonvested
portion of awards granted before the issuance of this
Statement be based on the grant-date fair values pre-
viously estimated for recognition or pro forma dis-
closure purposes under Statement 123.

Appendix C
BACKGROUND INFORMATION

C1. APB Opinion No. 25, Accounting for Stock Is-
sued to Employees, was issued in 1972. Opinion 25
required that compensation cost for an award of eq-
uity share options be measured at its intrinsic value,
which is the amount by which the fair value of the
underlying equity share exceeds the exercise price.
Opinion 25 also established criteria for determining
the date at which an award’s intrinsic value should be
measured; those criteria distinguished between
awards whose terms are known (or fixed) at the date
of grant and awards whose terms are not known (or
variable) at the date of grant. Measuring the intrinsic
values of fixed awards at the grant date generally re-
sulted in little or no compensation cost being recog-
nized for valuable equity instruments given to em-
ployees in exchange for their services. Additionally,
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distinguishing between fixed and variable awards
was difficult in practice, which resulted in a large
amount of specialized and complex accounting
guidance.

C2. In 1984, the Board added to its agenda a project
to reconsider Opinion 25. On May 31, 1984, an
FASB Invitation to Comment, Accounting for Com-
pensation Plans Involving Certain Rights Granted to
Employees, was issued based on the November 4,
1982, AICPA Issues Paper, Accounting for Employee
Capital Accumulation Plans. The Board received
144 letters of comment.

C3. The issues raised in that Invitation to Comment
were complex and highly controversial. Still, each
time the issue was raised, Board members voted
unanimously that employee share options result in
compensation cost that should be recognized in the
employer’s financial statements.

C4. As with all FASB projects, the Board’s discus-
sions of stock compensation were open to public ob-
servations, and its tentative conclusions on individual
issues were reported in its weekly Action Alert. Dur-
ing the Board’s deliberations from 1985 to 1988,
more than 200 letters were received that commented
on, and usually objected to, tentative conclusions re-
ported in Action Alert.

C5. Some Board members and others were troubled
by the differing results of stock-based compensation
plans that called for settlement in cash and those that
called for settlement in stock. But exercise date ac-
counting for all plans is the only way to achieve con-
sistent results between cash and stock plans, and that
accounting was not considered to be consistent with
the definitions of liabilities and equity in FASB Con-
cepts Statement No. 6, Elements of Financial State-
ments. It also would be inconsistent with current ac-
counting for stock purchase warrants, which are
similar to employee share options except that war-
rants are issued to outsiders rather than to employees.

C6. Part of the financial instruments project on the
Board’s agenda considers whether changes to the
concepts of liabilities and equity are needed. Late in
1988, the Board decided to set aside specific work on
stock compensation while it considered broader
questions of how to distinguish between liabilities
and equity and the implications of that distinction.

C7. In August 1990, an FASB Discussion Memo-
randum, Distinguishing between Liability and Equity
Instruments and Accounting for Instruments with
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Characteristics of Both, was issued. The Discussion
Memorandum framed and discussed numerous is-
sues, some of which directly related to how to ac-
count for employee share options. The Board re-
ceived 104 comment letters and in March 1991 held
a public hearing on those issues, at which 14 com-
mentators appeared.

C8. More than 90 percent of the respondents to the
Discussion Memorandum said that an entity’s obliga-
tion to issue its own stock is an equity instrument be-
cause the entity does not have an obligation to trans-
fer assets (an equity’s own stock is not an asset),
which is an essential characteristic of a liability. In
February 1992, the Board decided not to pursue pos-
sible changes to the conceptual distinction between
liabilities and equity and to resume work on the stock
compensation project within the present conceptual
framework.

C9. In March 1992, the Board met with several
compensation consultants and accountants to discuss
current practice in valuing employee share
options and accounting for stock compensation. The
compensation consultants generally agreed that cur-
rent accounting provisions heavily affected the de-
sign of stock compensation plans. They said that
there were far fewer variable (or performance) plans
than fixed plans because of the required accounting
for variable plans. The compensation consultants also
said that the Black-Scholes-Merton formula and
other option-pricing models were used to value vari-
ous types of employee share options for purposes
other than accounting. Grant date measures were re-
lied on to provide comparisons to other compensa-
tion arrangements.

C10. A task force of accountants, compensation con-
sultants, industry representatives, and academics was
formed to assist in the project. Accounting for stock
compensation was addressed at 19 public Board
meetings and at 2 public task force meetings in 1992
and 1993. The Board’s tentative conclusions on indi-
vidual issues were reported in Action Alert. During
1992 and the first part of 1993, more than 450 com-
ment letters were received, mostly objecting to the
tentative conclusions. Many of the letters proposed
disclosure in lieu of cost recognition for stock com-
pensation. Several of the commentators submitted al-
ternatives to the Board; the most comprehensive dis-
closure proposal was included as an appendix to the
FASB Exposure Draft, Accounting for Stock-Based
Compensation, issued in June 1993.

C11. The 1993 Exposure Draft would have required
recognizing compensation cost for all awards of
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stock-based compensation that eventually vest, based
on their fair value at the grant date. The Board and
KPMG Peat Marwick conducted a field test of the
provisions of the 1993 Exposure Draft. In addition,
other organizations provided information about their
own test applications of the 1993 Exposure Draft.

C12. The 1993 Exposure Draft was extraordinarily
controversial; the Board received 1,789 comment let-
ters. The vast majority of respondents objected to the
recognition of compensation cost for fixed employee
share options—sometimes for reasons that had little
to do with accounting. In March 1994, the Board
held six days of public hearings in California and
Connecticut. Representatives from 73 organizations
presented testimony at those hearings. Several legis-
lative proposals were introduced in Congress, both
opposing and supporting proposals in the 1993 Expo-
sure Draft. A Sense of the Senate resolution was
passed that the FASB “‘should not at this time change
the current generally accepted accounting treatment
of stock options and stock purchase plans.” However,
a second resolution was passed that “Congress
should not impair the objectivity or integrity of the
FASB’s decision making process by legislating ac-
counting rules.”

C13. In April 1994, the Board held a public round-
table discussion with academic researchers and other
participants on proposals the participants had submit-
ted to improve the measure of the value of share op-
tions. Also during 1994, the Board discussed ac-
counting for stock-based compensation at 13 public
Board meetings and at 1 public task force meeting.

C14. In December 1994, the Board discussed the al-
ternatives for proceeding with the project on account-
ing for stock-based compensation in light of the com-
ment letters, public hearing testimony, and various
meetings held to discuss the project. The Board de-
cided to encourage, rather than require, recognition
of compensation cost based on a fair-value-based
method and to pursue expanded disclosures. Em-
ployers would be permitted to continue to apply the
provisions of Opinion 25. Employers that continued
to apply Opinion 25 would be required to disclose
the pro forma effects on net income and earnings per
share as if the new fair-value-based accounting
method had been applied.

C15. The Board discussed the details of the
disclosure-based approach at six public Board meet-
ings in 1995. In 1995, 131 comment letters were re-
ceived on the disclosure-based approach. In May

FAS123(R)-149



FAS123(R)

1995, an initial draft of the standards sections and
some other parts of Statement 123 were distributed to
task force members and other interested parties that
requested the draft; 34 comments letters were
received.

C16. Statement 123 was issued in October 1995 and
was effective for share-based compensation transac-
tions entered into in fiscal years that began after De-
cember 15, 1995. As originally issued, Statement 123
established a fair-value-based method of accounting
for share-based compensation awarded to employ-
ees. The fair-value-based method of accounting re-
quires that compensation cost for awards of share op-
tions be measured at their fair value on the date of
grant. As opposed to the accounting under Opinion
25, the application of the fair-value-based method to
fixed awards results in compensation cost being rec-
ognized when services are received in exchange for
equity instruments of the employer. Statement 123
established as preferable the fair-value-based method
and encouraged, but did not require, entities to adopt
it. The Board’s decision at that time to permit entities
to continue accounting for share-based compensation
transactions using Opinion 25 was based on practical
rather than conceptual considerations.

C17. In the years following the issuance of State-
ment 123, users of financial statements, including in-
stitutional and individual investors, as well as many
other parties expressed to the FASB their concerns
that using Opinion 25’s intrinsic value method results
in financial statements that do not faithfully represent
the economic transactions affecting the issuer,
namely, the receipt and consumption of employee
services in exchange for equity instruments.

C18. Beginning in 2002, a number of public compa-
nies began to adopt Statement 123’s fair-value-based
method of accounting. In connection with those deci-
sions, a number of companies, as well as financial
statement users, expressed concerns to the Board
about the lack of comparability and consistency of
reported results between periods caused by the
ramp-up effect inherent in Statement 123’s require-
ment to adopt the fair-value-based method prospec-
tively. Such concerns led the Board to undertake a
limited-scope project to reconsider the transition and
disclosure provisions of Statement 123; that project
resulted in the issuance of FASB Statement No. 148,
Accounting for Stock-Based Compensation—
Transition and Disclosure, in December 2002.

C19. In November 2002, shortly after the IASB is-
sued a proposed IFRS, Share-based Payment, the
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FASB issued an Invitation to Comment, Accounting
for Stock-Based Compensation: A Comparison of
FASB Statement No. 123, Accounting for Stock-
Based Compensation, and Its Related Interpreta-
tions, and IASB Proposed IFRS, Share-based Pay-
ment. The Invitation to Comment explained both
similarities of and differences between the require-
ments of Statement 123 and the method proposed by
the IASB. The Board received 302 letters of com-
ment in response to the Invitation to Comment, many
of which commented only on the issue of whether
the FASB should require recognition at fair value of
compensation cost for employee share options. Most
users of financial statements who responded to the
Invitation to Comment urged the Board to undertake
a project to require that entities account for share-
based payment arrangements with employees using a
fair-value-based method. The majority of the prepar-
ers who responded did not support such a require-
ment. However, some of those preparers asked for
additional guidance on applying the fair-value-based
method in Statement 123.

C20. In response to concerns about impaired useful-
ness, and a lack of transparency, of financial report-
ing resulting from the continued use of Opinion 25,
and consistent with its commitment to the conver-
gence of international accounting standards, the
Board added a project to its agenda in March 2003 to
reconsider Statement 123. Shortly after adding this
project to its agenda, the Board established an Option
Valuation Group to provide information and advice
on how to improve the guidance in Statement 123 on
measuring the fair value of share options and similar
instruments issued to employees in compensation ar-
rangements. That group included valuation experts
from the compensation consulting, risk management,
investment banking, and academic communities. The
Board and staff met formally with that group and
consulted frequently with its members.

C21. The Board deliberated issues in Statement 123,
including the information received in the letters of
comment on the Invitation to Comment, at 39 public
meetings from March 2003 through March 2004.
One of those meetings, held in October 2003, was a
joint meeting of the FASB and the IASB. Addition-
ally, the Board received 134 unsolicited letters of
comment from various constituents during the delib-
erative process leading to the Exposure Draft that led
to this Statement. Those respondents commented on
various aspects of share-based payment and this
project.
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C22. During the fourth quarter of 2003, the Board
conducted field visits related to the Exposure Draft
that led to this Statement with various enterprises se-
lected to achieve a broad coverage of constituent en-
terprises. Field visit participants included preparers
of financial statements, employee benefit consultants,
and auditors. Other cost-benefit procedures were per-
formed and are described in paragraphs B270-B280.

C23. On March 31, 2004, the Board issued an FASB
Exposure Draft, Share-Based Payment, with a com-
ment period ending in June 2004. The Board re-
ceived 14,239 comment letters in response to the
2004 Exposure Draft. In June 2004, the Board held
four public roundtable meetings in California and
Connecticut. Representatives from 73 organizations
participated in those meetings.

C24. During the 108" Congress, several legislative
proposals were introduced relating to the accounting
for employee share options. On July 20, 2004, the
United States House of Representatives passed H.R.
3574, the “Stock Option Accounting Reform Act.”
The Act’s provisions prescribed detailed accounting
guidance to be followed only for the chief executive
officer and four other most highly compensated em-
ployees. On September 7, 2004, H.R. 3574 was re-
ferred to the Committee on Banking, Housing, and
Urban Affairs of the United States Senate. The
United States Senate did not take any action on H.R.
3574 or a similar companion bill, S. 1890, the “Stock
Option Accounting Reform Act,” before the adjourn-
ment of the 108™ Congress.

C25. In May 2004, the FASB Small Business Advi-
sory Committee met in Connecticut to discuss,
among other things, matters related to the accounting
for share-based compensation. During that meeting,
committee members indicated that only a small per-
centage of small businesses issue share options, but
they noted that behavior changes if the business plans
to have an initial public offering. In August 2004, the
Board undertook additional cost-benefit procedures
to obtain additional information related to the con-
cerns of small businesses. Interviews were conducted
with various constituents, selected to provide a broad
coverage of concerns related to small businesses.
Board members also met in both private and public
sessions with representatives of small businesses, in-
cluding the National Venture Capital Association and
the AICPA’s Technical Issues Committee.
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C26. The Board redeliberated the issues in the 2004
Exposure Draft at 21 public meetings from August
2004 through December 2004. Appendix B discusses
the basis for the Board’s conclusions.

Appendix D

AMENDMENTS TO EXISTING
PRONOUNCEMENTS

Amendments Made by Statement 123 Carried
Forward in This Statement with Minor Changes

D1. FASB Technical Bulletin No. 82-2, Accounting
for the Conversion of Stock Options into Incentive
Stock Options as a Result of the Economic Recovery
Tax Act of 1981, is superseded.

D2. FASB Statement No. 5, Accounting for Contin-
gencies, is amended as follows: [Added text is under-
scored and deleted text is struck out.]

a. Paragraph 7:

This Statement supersedes both ARB No. 50
and Chapter 6, “Contingency Reserves,” of
ARB No. 43. The conditions for accrual of loss
contingencies in paragraph 8 of this State-
ment do not amend any other present require-
ment in an Accounting Research Bulletin or
Opinion of the Accounting Principles Board to
accrue a particular type of loss or expense.
Thus, for example, deferred compensation
contracts and stock issued to employees are
excluded from the scope of this State-
ment. Those matters are covered, respectively,
in APB Opinion No. 12, “Omnibus
Opinion—1967,” paragraphs 6-8, and APB

toEmployees”FASB Statement No. 123 (re-
vised 2004), Share-Based Payment. Account-
ing for other employment-related costs is also
excluded from the scope of this State-
ment except for postemployment benefits that
become subject to this Statement through ap-
plication of FASB Statement No. 112, Em-
ployers’ Accounting for Postemployment
Benefits.

D3. FASB Statement No. 43, Accounting for Com-
pensated Absences, is amended as follows:
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a. Paragraph 2(d), as amended by FASB State-
ment No 112, Employers’ Accounting for Post-
employment Benefits:

Stock compensation plans that are addressed
by APB-OpintonNo—25Acecountingfor
StoekIsstedto-Emptoyees”FASB State-
ment No. 123 (revised 2004), Share-Based
Payment.

D4. FASB Statement No. 107, Disclosures about
Fair Value of Financial Instruments, is amended as
follows:

a. Paragraph 8(a), as amended by Statement 112:

Employers’ and plans’ obligations for pension
benefits, other postretirement benefits includ-
ing health care and life insurance benefits,
postemployment benefits, employee stock op-
tion and stock purchase plans, and other forms
of deferred compensation arrangements, as
defined in FASB Statements No. 35, Account-
ing and Reporting by Defined Benefit Pension
Plans, No. 87, Employers’ Accounting for
Pensions, No. 106, Employers’ Accounting for
Postretirement Benefits Other Than Pensions,
No. 112, Employers’ Accounting for Post-
employment Benefits, No. 123 (revised 2004),
Share-Based Payment, and No. 43, Account-
ing for Compensation Absences, and APB
Opittions Neo—25- oo Stock ;
toFEmpltoyees—and-Noe—2APB Opinion No.
12, Omnibus Opinion—1967.

D5. FASB Statement No. 112, Employers’ Account-
ing for Postemployment Benefits, is amended as
follows:

a. Paragraph 5(d):

Stock compensation plans that are addressed
by APB-OpinionNe-25;Acconnting for-Stock

Issied-to-EmployeesFASB Statement No. 123
(revised 2004), Share-Based Payment.

Amendments to Existing Pronouncements

D6. This Statement replaces FASB Statement
No. 123, Accounting for Stock-Based Compensation.

D7. This Statement supersedes APB Opinion No. 25,
Accounting for Stock Issued to Employees, and the fol-
lowing related interpretations of Opinion 25:

a. AICPA Accounting Interpretation 1 of APB Opin-
ion No. 25
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b. FASB Interpretation No. 28, Accounting for Stock
Appreciation Rights and Other Variable Stock
Option or Award Plans

c. FASB Interpretation No. 38, Determining the
Measurement Date for Stock Option, Purchase,
and Award Plans Involving Junior Stock

d. FASB Interpretation No. 44, Accounting for Cer-
tain Transactions involving Stock Compensation.

D8. This Statement supersedes FASB Statement No.
148, Accounting for Stock-Based Compensation—
Transition and Disclosure.

D9. All references to FASB Statement No. 123, Ac-
counting for Stock-Based Compensation, are re-
placed by FASB Statement No. 123 (revised 2004),
Share-Based Payment. All references to State-
ment 123 are replaced by Statement 123(R).

D10. This Statement supersedes ARB No. 43, Chap-
ter 13B, “Compensation Involved in Stock Option
and Stock Purchase Plans.”

D11. APB Opinion No. 28, Interim Financial Re-
porting, is amended as follows:

a. Paragraph 30(j) and its related footnote 8, added
by Statement 148:
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DI12. APB Opinion No. 29, Accounting for Non-
monetary Transactions, is amended as follows:

a. Footnote 4, as amended by Statement 123:

FASB Statement No. 123 (revised 2004), Ae-

eotthtingfor-Stock-Based—-Compensation
Share-Based Payment, applies to all transac-
tions in which an entity acquires goods or
services by issuing its shares or other equity
instruments_(except for equity instruments
held by an employee stock ownership plan) or
by incurring liabilities to the supplier (a) in
amounts based, at least in part, on the price of
the entity’s eommon-stoekshares or other eq-
uity instruments: or (b) that require or may re-
quire settlement by issuance of the entity’s
shares or other equity instruments.
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share options and nonvested shares (as defined
in FASB Statement No. 123 (revised 2004),

Aceonntingfor-Stock-Based-Compensation
Share-Based Payment) to be issued to an em-

ployee "~ under a steekshare-based compensa-
tion arrangement are considered options for
purposes of computing diluted EPS. Such
stoekshare-based awards shall be considered
to be outstanding as of the grant date for pur-
poses of computing diluted EPS even though
their exercise may be contingent upon vesting.
Those stoekshare-based awards are included
in the diluted EPS computation even if the
employee may not receive (or be able to sell)
the stock until some future date. Accordingly,
all shares to be issued shall be included in
computing diluted EPS if the effect is dilutive.
The dilutive effect of steekshare-based com-
pensation arrangements shall be computed us-
ing the treasury stock method. If the equity
share options or other equity instruments are
outstanding for only part of a steek-based
awards—were—granted-during-the-period, the
shares issuable shall must-be weighted to re-
flect the portion of the period during which the
equity instruments awards-were outstanding.

12The provisions in paragraphs 20-23 also apply to
steekshare-based awards issued to other than employees in
exchange for goods and services.

D13. FASB Statement No. 109, Accounting for In- b. Paragraph 21 and its related footnote 13:
come Taxes, is amended as follows:
In applying the treasury stock method de-

a. Paragraph 36(e), as amended by Statement 123: scribed in paragraph 17, the assumed pro-

Expenses for employee stoekshare options
recognized differently for financial reporting
and tax purposes (refer to paragraphs 41—44
58-63 of FASB Statement No. 123 (revised
2004), Aecconntingfor—Stock-Based
CompensationShare-Based Payment-and

h17-of APB-Opinion Ne—25-

. ).

D14. FASB Statement No. 128, Earnings per Share,
is amended as follows:

a. Paragraph 20, the heading preceding it, and its re-
lated footnote 12:

Stoek-based-compensation-arrangentents

Share-based payment arrangements

Fixed-awards-and-nonvested-stoekAwards of

ceeds shall be the sum of (a) the amount, if
any, the employee must pay upon exercise,
(b) the amount of compensation cost attrib-
uted to future services and not yet recog-
nized,13 and (c) the amount of excess tax
benefits-tboth-deferred-and-eurrent), if any,
that would be credited to additional paid-in
capital assuming exercise of the options. As-
sumed proceeds shall not include compensa-
tion ascribed to past services. The excess tax
benefit is the amount resulting from a tax de-
duction for compensation in excess of com-
pensation expense recognized for financial
reporting purposes. That deduction arises
from an increase in the market price of the
stock under option between the measurement
date and the date at which the compensation
deduction for income tax purposes is deter-
minable. The amount of the tax benefit shall
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be determined by a “with-and-without” com-
putation. Paragraph 63 of Statement 123(R)
states that the amount deductible on an em-
ployer’s tax return may be less than the cu-
mulative compensation cost recognized for
financial reporting purposes. If the deferred
tax asset related to that resulting difference
would be deducted from additional paid-in
capital (or its equivalent) pursuant to that
paragraph assuming exercise of the options,
that amount shall be treated as a reduction of

assumed proceeds.Paragraph+7-of APB

3This provision applies only to those stoekshare-based
awards for which compensation cost will be recognized in
the financial statements in accordance with APB-Opinten

No—25:Aceormtingfor-Stocktsstred-to-Employees,or-State-
ment 123(R).

c. Paragraph 23:

Awards with a market condition, a Pperfor-
mance condition, or any combination thereof
awards-(as defined in Statement 123(R)) shall
be included in diluted EPS pursuant to the
contingent share provisions in para-
graphs 30-35 of this Statement.-As-disetssed

d. lustration 8—*“Application of the Treasury Stock
Method for Stock Appreciation Rights and Other
Variable Stock Option Award Plans,” para-
graphs 157-159, is deleted because the account-
ing illustrated is based on Opinion 25 and its re-
lated interpretations, which are superseded by this
Statement, and replaced with the following
illustration:

Illustration 8—Application of the
Treasury Stock Method to a Share-Based
Payment Arrangement

157. Under this Statement options to be
settled in stock are potential common shares
for purposes of earnings per share computa-
tions. In applying the treasury stock method,
all dilutive potential common shares, regard-
less of whether they are exercisable, are
treated as if they had been exercised. The
treasury stock method assumes that the pro-
ceeds upon exercise are used to repurchase
the entity’s stock, reducing the number of
shares to be added to outstanding common
stock in computing earnings per share. The
proceeds assumed to be received upon exer-
cise include the exercise price that the em-
ployee pays, the amount of compensation
cost measured and attributed to future serv-
ices but not yet recognized, and the amount
of any tax benefits upon assumed exercise
that would be credited to additional paid-in-
capital. If the deferred tax asset related to that
resulting difference would be deducted from
additional paid-in capital (or its equivalent)
assuming exercise of the options, that amount
shall be treated as a reduction of assumed

proceeds.

158. Under paragraph 43 of State-
ment 123(R), the effect of forfeitures is taken
into account by recognizing compensation
cost only for those instruments for which the
requisite service has been rendered, and no
compensation cost is recognized for instru-
ments that employees forfeit because a serv-
ice condition or a performance condition is
not satisfied. The following example illus-
trates the application of the treasury stock
method when share options are forfeited.

159. Entity L adopted a share option plan on
January 1, 20X7, and granted 900,000 at-the-
money share options with an exercise price of
$30.% All share options vest at the end of three
years (cliff vesting). At the grant date, En-
tity L assumes an annual forfeiture rate of 3
percent and therefore expects to receive the
requisite service for 821,406 [900,000 x
(.97%)] share options. On January 1, 20X7,
the fair value of each share option granted is
$14.69. Employees forfeited 15,000 stock op-
tions ratably during 20X7. The average stock
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price during 20X7 is $44. Net income for the
period is $97,385,602 (inclusive of
$2,614,398 of share-based compensation, net
of income taxes of $1,407,753). Entity Ls tax
rate is 35 percent. For the year ended Decem-
ber 31, 20X7, there are 25,000,000 weighted-
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tal from prior share-based payment arrange-

ments to offset any write-off of deferred tax

assets associated with its grant of share op-

tions on January 1, 20X7. All share options

are the type that upon exercise give rise to de-

ductible compensation cost for income tax

average common shares outstanding. En- UIDOSES.
tity L has sufficient previously recognized
excess tax benefits in additional paid-in capi-

Computation of Basic EPS for the Year Ended December 31, 20X7:
b

Net income

$ 97,385,602

Weighted-average common shares outstanding

25,000,000

Basic earnings per share

$ 3.90

Computation of assumed proceeds for diluted earnings per share:

Amount employees would pay if the weighted-average
number of options outstanding were exercised using
the average exercise price (892,500 x $30)

$ 26,775,000

Average unrecognized compensation cost in 20X7
(see computation)

10,944,050

Tax benefit deficiency that would be offset in paid-in
capital (see computation)

(215,539)

Assumed proceeds

$37,503,511

Computation of average unrecognized compensation cost in 20X7:

Beginning of period
Unrecognized compensation cost (900,000 x $14.69)

$ 13,221,000

End of the period

Beginning of period $ 13,221,000

Annual compensation cost recognized during 20X7,
based on estimated forfeitures

(4,022,151)°

Annual compensation cost not recognized during the
period related to outstanding options at December 31, 20X7,
for which the requisite service is not expected to be rendered

(311,399)4
(220,350)°

Total compensation cost of actual forfeited options

Total unrecognized compensation cost, end of the period,
based on actual forfeitures

8,667,100

Subtotal

21,888,100

Average total unrecognized compensation, based on actual
forfeitures

$ 10,944,050
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Computation of tax benefit:
Total compensation cost of average outstanding options $13,110,825
Intrinsic value of average outstanding options for the year

ended December 31, 20X7 [892,500 x ($44 — $30)] (12,495,000)
Excess of total compensation cost over estimated

tax deduction 615,825
Tax benefit deficiency ($615,825 x .35) $ 215,539

Assumed repurchase of shares:

Repurchase shares at average market price during
the year ($37,503,511 + $44) 852,353

Incremental shares (892,500 — 852,353) 40,147

Computation of Diluted EPS for the Year Ended December 31, 20X7:

Net income $97,385,602
Weighted-average common shares outstanding 25,000,000
Incremental shares 40,147
Total shares outstanding 25,040,147
Diluted earnings per share $ 3.89

AThis guidance also applies if the service inception date precedes the grant date.

bpre_tax annual share-based compensation cost is $4,022,151 [(821,406 X $14.69) + 3]. After-tax share-based compensation cost in-
cluded in net income is $2,614,398 ($4,022,151 — $1,407,753). ($4,022,151 x .35) = $1,407,753.

“Share options granted at the beginning of the year plus share options outstanding at the end of the year divided by two equals the
weighted-average number of share options outstanding in 20X7: [(900,000 + 885,000) + 2] = 892,500. This example assumes that
forfeitures occurred ratably throughout 20X7.

4885,000 (options outstanding at December 31, 20X7) — 821,406 (options for which the requisite service is expected to be rendered) =
63,594. 63,594 options X $14.69 (grant-date fair value per option) = $934,196 (total fair value). $934,196 + 3 = $311,399 (annual

share-based compensation cost).

€15,000 (forfeited options) x $14.69 (grant-date fair value per option) = $220,350 (total fair value).

(892,500 x $14.69) = $13,110,825.

D15. FASB Statement No. 133, Accounting for De-
rivative Instruments and Hedging Activities, is
amended as follows:

a. Paragraph 11(b):

Contracts issued by the entity that are subject
to FASB Statement No. 123 (revised 2004),

Share-Based Puymenttn—een-neeﬁen—vm-h

ing-for-Stock-Based-Compensation: If any
such contract ceases to be subject to State-
ment 123(R) in accordance with para-
graph A231 of that Statement, the terms of
that contract shall then be analyzed to deter-
mine whether the contract is subject to this
Statement.

D16. FASB Statement No. 150, Accounting for Cer-
tain Financial Instruments with Characteristics of
both Liabilities and Equity, is amended as follows:

a. Paragraph 17:

This Statement does not apply to obligations
under stoekshare-based compensation ar-
rangements if those obligations are accounted
for under APB-OpintonNo-—25;Accounting
for-Stock-1sstted-to-Employees; FASB State-
ment No. 123 (revised 2004), Aceonnting for

Stoek-Based-CompensationShare-Based Pay-
ment, AICPA Statement of Position (SOP)

93-6, Employers’ Accounting for Employee
Stock Ownership Plans, or related guidance.
However, this Statement does apply to a free-
standing financial instrument that was issued
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under a stoekshare-based compensation ar-
rangement but is no longer subject to Opinion
25; Statement 123(R), SOP 93-6, or related
guidance. For example, this Statement applies
to mandatorily redeemable shares issued upon
an employee’s exercise of an employee stoek
share option.

b. Paragraph D1:
Nonpublic entity

Any entity other than one (a) whose equity
securities trade in a public market either on a
stock exchange (domestic or foreign) or in
the over-the-counter market, including secu-
rities quoted only locally or regionally, (b)
that makes a filing with a regulatory agency
in preparation for the sale of any class of eq-
uity securities in a public market, or (c) that is
controlled by an entity covered by (a) or (b).
[Statement 123(R), paragraph 395E1]

D17. FASB Interpretation No. 46 (revised Decem-
ber 2003), Consolidation of Variable Interest Enti-
ties, is amended as follows:

a. Footnote 18:

The term public entity is defined in para-
graph 395E1 of FASB Statement No. 123 (re-

vised 2004), Accountingfor-Stock-Based
CompensationShare-Based Payment.

b. Footnote 23:

The term nonpublic entity is defined in para-
graph 395E1 of Statement 123(R).

D18. FASB Technical Bulletin No. 97-1, Account-
ing under Statement 123 for Certain Employee Stock
Purchase Plans with a Look-Back Option, is
amended as follows:

a. The Reference:

FASB Statement No. 123 (revised 2004), Ae-

Share-Based Payment, paragraphs 12-14
and23-and-24, 232-242A211-A219348-356.

FAS123(R)

b. Paragraph 1:

The accounting guidance in this Technical
Bulletin addresses the accounting under
Statement 123(R) for certain employee stock
purchase plans (ESPPs) with a look-back op-
tion. An example of a look-back option is a
provision in an ESPP that establishes the pur-
chase price as an amount based on the lesser
of the stock’s market price at the grant date or
its market price at the exercise (or purchase)
date. This Technical Bulletin does not address
the-aceounting-for-thoseplans—under APB
Opinion No-25- o forStockat ;
to-Enployees—It-also-doesnot-address the
effect of those plans on earnings per share
calculations.!

c. Paragraph 2:

Paragraph 1223 of Statement 123(R) estab-
lishes the criteria under which an ESPP
should be evaluated to determine whether it
qualifies for noncompensatory treatment. If a
plan does not meet all of those criteria, the
fair value method of accounting must be

used. Pﬂﬂmﬁ%ﬁh&@}aﬂm
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d. All references to lllustration 9 or lllustration 9 of
Appendix B of Statement 123 in paragraphs 3, 5,
6, 9, 10, 12-15, and 21 and footnote 7 are re-
placed by lllustration 19 of Statement 123(R).

e. Footnote 2:

The examples in Illustration 9-19 of State-
ment 123(R) and this Technical Bulletin illus-
trate the use of the Black-Scholes-Merton
option-pricing medetformula (a closed-form
model). It also may be acceptable to use other
valuationa-binomial-eption—prieing models
(for example, a lattice model) to value an
award under an ESPP with a look-back
option.

f. Paragraph 7:

Although many ESPPs with a look-back op-
tion initially limit the maximum number of
shares of stock that the employee is permitted
to purchase under the plan (Type A plans),
other ESPPs (Type B plans) do not fix the
number of shares that the employee is permit-
ted to purchase if the exercise date stock price
is lower than the grant date stock price. In ef-
fect, an ESPP that does not fix the number of
shares that may be purchased has guaranteed
that the employee can always receive the
value associated with at least 15 percent of
the stock price at the grant date (the employee
can receive much more than 15 percent of the
grant date value of the stock if the stock ap-
preciates during the look-back period). That
provision provides the employee with the
equivalent of a put option on 15 percent of
the shares with an exercise price equal to the
stock price at the grant date. In contrast, an
employee who participates in a Type A plan is
only guaranteed 15 percent of the lower of the
stock price as of the grant date or the exercise
date, which is the equivalent of a call option
on 85 percent of the shares (as described
more fully in paragraph 352A215 of State-
ment 123(R)). A participant in a Type B plan
receives the equivalent of both a put option
and a call option.

g. Paragraph 8:
The following example illustrates that funda-

mental difference. 2 [Note: the remainder of
this paragraph is unchanged.]

24 The assumptions used for the numerical calculations in
this Technical Bulletin are not intended to be the same as
those in Illustration 19 of Statement 123(R). Rather, they
are independent and designed to illustrate how the compo-
nent measurement approach in Illustration 19 would be
modified to reflect various features of employee stock pur-

chase plans.

h. Paragraph 17:

Likewise, although not a change to the terms
of the ESPP, an election by an employee to
increase withholding amounts (or percent-
ages) for future services (Type F through
Type H plans) is a modification of the terms
of the award to that employee, which, in sub-
stance, is similar to an exchange of the origi-
nal award for a new award with different
terms. Accordingly, the fair value of an award
under an ESPP with variable withholdings
should be determined at the grant date (using
the Type A, Type B, or Type C measurement
approach, as applicable) based on the esti-
mated amounts (or percentages) that a partici-
pating employee initially elects to withhold
under the terms of the plan. Subsequent to the
grant date (except as noted in paragraph 23),
any increases in withholding amounts (or per-
centages) for future services should be ac-
counted for as a plan modification in accord-
ance with the guidance in paragraph 3551 of
Statement 123(R).

i. Paragraph 18:

Paragraph 3551 of Statement 123(R) explains
the approach that should be used to account
for a modification of the terms of an award as
follows:

A modification of the terms or
conditions of an equity award that
makes—it-more—vataable—shall be
treated as an exchange of the original
award for a new award.2% In sub-
stance, the entity repurchases the
original instrument by issuing a new
instrument of equal or greater value,
incurring additional compensation
cost for that any incremental value.
Fhe-inerementat-vatte-shat-be-meas-
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.. Lk 2 g
The effects of a modification shall be
measured as follows:

a. Incremental compensation cost
shall be measured as the excess,
if any, of the fair value of the
modified award determined in
accordance with the provisions of
this Statement over the fair value
of the original award immedi-
ately before its terms are modi-
fied, measured based on the share
price and other pertinent factors
at that date.”’ The effect of the
modification on the number of in-
struments expected to vest also
shall be reflected in determining
incremental compensation cost.
The estimate at the modification
date of the portion of the award
expected to vest shall be subse-
quently adjusted, if necessary, in
accordance with para-
graphs 4345 and other guidance
in Illustration 13 (para-
graphs A160-A170).

b. Total recognized compensation
cost for an equity award shall at
least equal the fair value of the
award at the grant date unless at
the date of the modification the
performance or service condi-
tions of the original award are not
expected to be satisfied. Thus, the
total compensation cost meas-
ured at the date of a modification
shall be (1) the portion of the
grant-date fair value of the origi-
nal award for which the requisite
service is expected to be rendered
(or has already been rendered) at
that date plus (2) the incremental
cost resulting from the modifica-
tion. Compensation cost shall be
subsequently adjusted, if neces-
sary, in accordance with

paragraphs 43-45 and other
guidance in Illustration 13 (para-
graphs A160-A170).

¢. A change in compensation cost
for an equity award measured at
intrinsic value in accordance with

FAS123(R)

paragraph 25 shall be measured
by comparing the intrinsic value
of the modified award, if any,
with the intrinsic value of the
original award, if any, immedi-
ately before the modification.

Illustrations 12-14 (para-
graphs A149-A189) provide addi-
tional guidance on, and illustrate the
accounting for, modifications of both
vested and nonvested awards, includ-
ing a modification that changes the
classification of the related financial
instruments from equity to liability or
vice versa, and modifications of vest-
ing conditions. Illustration 22 (para-
graphs A225-A232) provides addi-
tional guidance on accounting for
modifications of certain freestanding
financial instruments that initially
were subject to this Statement but
subsequently became subject to other

applicable GAAP.

26A modification of a liability award also is ac-
counted for as the exchange of the original award
for a new award. However, because liability
awards are remeasured at their fair value (or in-
trinsic value for a nonpublic entity that elects that
method) at each reporting date, no special guid-
ance is necessary in accounting for a modification
of a liability award that remains a liability after
the modification.

27 As indicated in paragraph 23, footnote 13, ref-
erences to jair value throughout para-
graphs 24=85 of this Statement should be read
also to encompass calculated value.

j- Paragraph 20:

Any decreases in the withholding amounts
(or percentages) should be disregarded for
purposes of recognizing compensation cost
unless the employee services that were val-
ued at the grant date will no longer be pro-
vided to the employer due to a termination.
However, no compensation cost should be
recognized for awards that an employee for-
feits because of failure to satisfy a service re-
quirement for vesting. The accounting for de-
creases in withholdings is consistent with the
requirement in paragraph 2643 of State-
ment 123(R) that the total amount of com-
pensation cost that must be recognized for an
award is based on the number of instruments
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that-vestrather-than-the-number-of-instra-
ments-that-are-either-granted-or-exereisedfor
which the requisite service has been rendered
(that is, for which the requisite service period

has been completed).

k. Paragraph 24 and its related footnote 13:

In some circumstances, applying the meas-
urement approaches described in this Techni-
cal Bulletin at the grant date may not be prac-
ticable for certain types of ESPPs. For
example,-anentity may hot-have-aceessata
. SHng oo
e . . £ I;
those-desertbedHn-this Fechnieal Bultetin-If it
is not practicable to reasonably estimate fair
value at the grant date, the guidance in para-
graph 2225 of Statement 123(R) would ap-
ply. 13 Paragraph 25 of Statement 123(R)
states:

An equity instrument for which¥f it
is not possible to reasonably estimate
the-fair value of-an-eption-orothereq-
wity-instrament-at-the-grant-dateat the

grant date shall be accounted for
based on its intrinsic value, remea-
sured at each reporting date through
the date of exercise or other settle-
ment. Tthe final measure of compen-
sation cost shall be the fairintrinsic
value of the instrument at the date it is
settled-based-on-the-stoekprice-and
other-pertinentfactors-at-the-first-date
estimate-that-valee. Compensation
cost for each period until settlement
shall be based on the change (or a por-
tion of the change, depending on the
percentage of the requisite service
that has been rendered at the reporting
date) in the intrinsic value of the in-
strument in each reporting period.
The entity shall continue to use the in-
trinsic value method for those instru-
ments even if it subsequently con-
cludes that it is possible to reasonably
estimate their fair value. Generally;
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13paragraphs 2224 and 25 of Statement 123(R)
addresses circumstances in which the complexity
of the terms of aneharaeteristies-of-the instrument
prevent grant date measurement using-avattable
option-prieing-models-rather than circumstances
in which an entity considers the amount of re-
cordkeeping involved to be excessive.

Appendix E

GLOSSARY

El. This appendix contains definitions of certain
terms or phrases used in this Statement.

Blackout period
A period of time during which exercise of an eq-
uity share option is contractually or legally
prohibited.

Broker-assisted cashless exercise
The simultaneous exercise by an employee of a
share option and sale of the shares through a bro-
ker (commonly referred to as a broker-assisted
exercise).

Generally, under this method of exercise:

a. The employee authorizes the exercise of an
option and the immediate sale of the option
shares in the open market.

b. On the same day, the entity notifies the broker
of the sale order.

c. The broker executes the sale and notifies the
entity of the sales price.

d. The entity determines the minimum statutory
tax-withholding requirements.

e. By the settlement day (generally three days
later), the entity delivers the stock certificates
to the broker.

f.  On the settlement day, the broker makes pay-
ment to the entity for the exercise price and
the minimum statutory withholding taxes and
remits the balance of the net sales proceeds to
the employee.
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Calculated value

A measure of the value of a share option or simi-
lar instrument determined by substituting the his-
torical volatility of an appropriate industry sector
index for the expected volatility of a nonpublic
entity’s share price in an option-pricing model.

Closed-form model

A valuation model that uses an equation to pro-
duce an estimated fair value. The Black-Scholes-
Merton formula is a closed-form model. In the
context of option valuation, both closed-form
models and lattice models are based on risk-
neutral valuation and a contingent claims frame-
work. The payoft of a contingent claim, and thus
its value, depends on the value(s) of one or more
other assets. The contingent claims framework is
a valuation methodology that explicitly recog-
nizes that dependency and values the contingent
claim as a function of the value of the underlying
asset(s). One application of that methodology is
risk-neutral valuation in which the contingent
claim can be replicated by a combination of the
underlying asset and a risk-free bond. If that rep-
lication is possible, the value of the contingent
claim can be determined without estimating the
expected returns on the underlying asset. The
Black-Scholes-Merton formula is a special case
of that replication.

Combination award

An award with two or more separate compo-
nents, each of which can be separately exercised.
Each component of the award is actually a sepa-
rate award, and compensation cost is measured
and recognized for each component.

Cross-volatility

A measure of the relationship between the vola-
tilities of the prices of two assets taking into ac-
count the correlation between movements in the
prices of the assets. (Refer to the definition of
volatility.)

Derived service period

A service period for an award with a market con-
dition that is inferred from the application of cer-
tain valuation techniques used to estimate fair
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value. For example, the derived service period for
an award of share options that the employee can
exercise only if the share price increases by 25
percent at any time during a 5-year period can be
inferred from certain valuation techniques. In a
lattice model, that derived service period repre-
sents the duration of the median of the distribu-
tion of share price paths on which the market
condition is satisfied. That median is the middle
share price path (the midpoint of the distribution
of paths) on which the market condition is satis-
fied. The duration is the period of time from the
service inception date to the expected date of sat-
isfaction (as inferred from the valuation tech-
nique). If the derived service period is three
years, the estimated requisite service period is
three years and all compensation cost would be
recognized over that period, unless the market
condition was satisfied at an earlier date.'7® Fur-
ther, an award of fully vested, deep out-of-the-
money share options has a derived service period
that must be determined from the valuation tech-
niques used to estimate fair value. (Refer to the
definitions of explicit service period, implicit
service period, and requisite service period.)

Economic interest in an entity

Any type or form of pecuniary interest or ar-
rangement that an entity could issue or be a party
to, including equity securities; financial instru-
ments with characteristics of equity, liabilities, or
both; long-term debt and other debt-financing ar-
rangements; leases; and contractual arrangements
such as management contracts, service contracts,
or intellectual property licenses.

Employee

An individual over whom the grantor of a share-
based compensation award exercises or has the
right to exercise sufficient control to establish an
employer-employee relationship based on com-
mon law as illustrated in case law and currently
under U.S. Internal Revenue Service Revenue
Ruling 87-41.171 Accordingly, a grantee meets
the definition of an employee if the grantor con-
sistently represents that individual to be an em-
ployee under common law. The definition of an
employee for payroll tax purposes under the U.S.
Internal Revenue Code includes common law
employees. Accordingly, a grantor that classifies

170C0mpensation cost would not be recognized beyond three years even if after the grant date the entity determines that it is not probable that the
market condition will be satisfied within that period.

1715 reporting entity based in a foreign jurisdiction would determine whether an employee-employer relationship exists based on the pertinent

laws of that jurisdiction.
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a grantee potentially subject to U.S. payroll taxes
as an employee for purposes of applying this
Statement also must represent that individual as
an employee for payroll tax purposes (unless the
grantee is a leased employee as described below).
A grantee does not meet the definition of an em-
ployee for purposes of this Statement solely be-
cause the grantor represents that individual as an
employee for some, but not all, purposes. For ex-
ample, a requirement or decision to classify a
grantee as an employee for U.S. payroll tax pur-
poses does not, by itself, indicate that the grantee
is an employee for purposes of this State-
ment because the grantee also must be an em-
ployee of the grantor under common law.

A leased individual is deemed to be an employee
of the lessee for purposes of this Statement if all
of the following requirements are met:

a. The leased individual qualifies as a common
law employee of the lessee, and the lessor is
contractually required to remit payroll taxes
on the compensation paid to the leased indi-
vidual for the services provided to the lessee.

b. The lessor and lessee agree in writing to all of
the following conditions related to the leased
individual:

1. The lessee has the exclusive right to grant
stock compensation to the individual for
the employee service to the lessee.

2. The lessee has a right to hire, fire, and
control the activities of the individual.
(The lessor also may have that right.)

3. The lessee has the exclusive right to de-
termine the economic value of the serv-
ices performed by the individual (includ-
ing wages and the number of units and
value of stock compensation granted).

4. The individual has the ability to partici-
pate in the lessee’s employee benefit
plans, if any, on the same basis as other
comparable employees of the lessee.

5. The lessee agrees to and remits to the les-
sor funds sufficient to cover the complete
compensation, including all payroll taxes,
of the individual on or before a contractu-
ally agreed upon date or dates.

A nonemployee director does not satisfy this
definition of employee. Nevertheless, for pur-
poses of this Statement, nonemployee direc-
tors acting in their role as members of a board
of directors are treated as employees if those
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directors were (a) elected by the employer’s
shareholders or (b) appointed to a board posi-
tion that will be filled by shareholder election
when the existing term expires. However,
that requirement applies only to awards
granted to nonemployee directors for their
services as directors. Awards granted to those
individuals for other services shall be ac-
counted for as awards to nonemployees for
purposes of this Statement.

Employee share ownership plan

An employee benefit plan that is described by the
Employment Retirement Income Act of 1974
and the Internal Revenue Code of 1986 as a stock
bonus plan, or combination stock bonus and
money purchase pension plan, designed to invest
primarily in employer stock.

Equity restructuring

A nonreciprocal transaction between an entity
and its shareholders that causes the per-share fair
value of the shares underlying an option or simi-
lar award to change, such as a stock dividend,
stock split, spinoff, rights offering, or recapital-
ization through a large, nonrecurring cash
dividend.

Excess tax benefit

The realized tax benefit related to the amount
(caused by changes in the fair value of the entity’s
shares after the measurement date for financial
reporting) of deductible compensation cost re-
ported on an employer’s tax return for equity in-
struments in excess of the compensation cost for
those instruments recognized for financial report-

ing purposes.

Explicit service period

A service period that is explicitly stated in the
terms of a share-based payment award. For ex-
ample, an award stating that it vests after three
years of continuous employee service from a
given date (usually the grant date) has an explicit
service period of three years. (Refer to derived
service period, implicit service period, and req-
uisite service period.)

Fair value

The amount at which an asset (or liability) could
be bought (or incurred) or sold (or settled) in a
current transaction between willing parties, that
is, other than in a forced or liquidation sale.
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Freestanding financial instrument

A financial instrument that is entered into sepa-
rately and apart from any of the entity’s other fi-
nancial instruments or equity transactions or that
is entered into in conjunction with some other
transaction and is legally detachable and sepa-
rately exercisable.

Grant date

The date at which an employer and an employee
reach a mutual understanding of the key terms
and conditions of a share-based payment award.
The employer becomes contingently obligated on
the grant date to issue equity instruments or trans-
fer assets to an employee who renders the requi-
site service. Awards made under an arrangement
that is subject to shareholder approval are not
deemed to be granted until that approval is ob-
tained unless approval is essentially a formality
(or perfunctory), for example, if management and
the members of the board of directors control
enough votes to approve the arrangement. Simi-
larly, individual awards that are subject to ap-
proval by the board of directors, management, or
both are not deemed to be granted until all such
approvals are obtained. The grant date for an
award of equity instruments is the date that an
employee begins to benefit from, or be adversely
affected by, subsequent changes in the price of
the employer’s equity shares. (Refer to the defini-
tion of service inception date.)

Implicit service period

A service period that is not explicitly stated in the
terms of a share-based payment award but that
may be inferred from an analysis of those terms
and other facts and circumstances. For instance,
if an award of share options vests upon the
completion of a new product design and it is
probable that the design will be completed in 18
months, the implicit service period is 18 months.
(Refer to derived service period, explicit serv-
ice period, and requisite service period.)

Intrinsic value

The amount by which the fair value of the under-
lying stock exceeds the exercise price of an op-
tion. For example, an option with an exercise
price of $20 on a stock whose current market
price is $25 has an intrinsic value of $5. (A non-
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vested share may be described as an option on
that share with an exercise price of zero. Thus,
the fair value of a share is the same as the intrinsic
value of such an option on that share.)

Issued, issuance, or issuing of an equity instrument

An equity instrument is issued when the issuing
entity receives the agreed-upon consideration,
which may be cash, an enforceable right to re-
ceive cash or another financial instrument, goods,
or services. An entity may conditionally transfer
an equity instrument to another party under an ar-
rangement that permits that party to choose at a
later date or for a specified time whether to de-
liver the consideration or to forfeit the right to the
conditionally transferred instrument with no fur-
ther obligation. In that situation, the equity instru-
ment is not issued until the issuing entity has re-
ceived the consideration. For that reason, this
Statement does not use the term issued for the
grant of stock options or other equity instruments
subject to vesting conditions.

Lattice model

A model that produces an estimated fair value
based on the assumed changes in prices of a fi-
nancial instrument over successive periods of
time. The binomial model is an example of a lat-
tice model. In each time period, the model as-
sumes that at least two price movements are pos-
sible. The lattice represents the evolution of the
value of either a financial instrument or a market
variable for the purpose of valuing a financial in-
strument. In this context, a lattice model is based
on risk-neutral valuation and a contingent claims
framework. (Refer to closed-form model for an
explanation of the terms risk-neutral valuation
and contingent claims framework.)

Market condition

A condition affecting the exercise price, exercis-
ability, or other pertinent factors used in deter-
mining the fair value of an award under a share-
based payment arrangement that relates to the
achievement of (a) a specified price of the issu-
er’s shares or a specified amount of intrinsic
value indexed solely to the issuer’s shares or (b) a
specified price of the issuer’s shares in terms of a
similar! 7% (or index of similar) equity security
(securities).

172The term similar as used in this definition refers to an equity security of another entity that has the same type of residual rights. For example,
common stock of one entity generally would be similar to the common stock of another entity for this purpose.
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Measurement date
The date at which the equity share price and other
pertinent factors, such as expected volatility, that
enter into measurement of the total recognized
amount of compensation cost for an award of
share-based payment are fixed.

Modification
A change in any of the terms or conditions of a
share-based payment award.

Nonpublic entity

Any entity other than one (a) whose equity secu-
rities trade in a public market either on a stock ex-
change (domestic or foreign) or in the over-the-
counter market, including securities quoted only
locally or regionally, (b) that makes a filing with a
regulatory agency in preparation for the sale of
any class of equity securities in a public market,
or (c) that is controlled by an entity covered by
(a) or (b). An entity that has only debt securities
trading in a public market (or that has made a fil-
ing with a regulatory agency in preparation to
trade only debt securities) is a nonpublic entity
for purposes of this Statement.

Nonvested shares
Shares that an entity has not yet issued because
the agreed-upon consideration, such as employee
services, has not yet been received. Nonvested
shares cannot be sold. The restriction on sale of
nonvested shares is due to the forfeitability of the
shares if specified events occur (or do not occur).

Performance condition
A condition affecting the vesting, exercisability,
exercise price, or other pertinent factors used in
determining the fair value of an award that relates
to both (a) an employee’s rendering service for a
specified (either explicitly or implicitly) period of
time and (b) achieving a specified performance
target that is defined solely by reference to the
employer’s own operations (or activities). Attain-
ing a specified growth rate in return on assets, ob-
taining regulatory approval to market a specified
product, selling shares in an initial public offering
or other financing event, and a change in control
are examples of performance conditions for pur-
poses of this Statement. A performance target
also may be defined by reference to the same per-
formance measure of another entity or group of
entities. For example, attaining a growth rate in
earnings per share that exceeds the average

growth rate in earnings per share of other entities
in the same industry is a performance condition
for purposes of this Statement. A performance
target might pertain either to the performance of
the enterprise as a whole or to some part of the
enterprise, such as a division or an individual
employee.

Public entity

An entity (a) with equity securities that trade in a
public market, which may be either a stock ex-
change (domestic or foreign) or an over-the-
counter market, including securities quoted only
locally or regionally, (b) that makes a filing with a
regulatory agency in preparation for the sale of
any class of equity securities in a public market,
or (c) that is controlled by an entity covered by
(a) or (b). That is, a subsidiary of a public entity is
itself a public entity. An entity that has only debt
securities trading in a public market (or that has
made a filing with a regulatory agency in prepa-
ration to trade only debt securities) is not a public
entity for purposes of this Statement.

Related party

An affiliate of the reporting entity; another entity
for which the reporting entity’s investments in
their equity securities would, absent the election
of the fair value option under FASB Statement
No. 159, The Fair Value Option for Financial As-
sets and Financial Liabilities, be required to be
accounted for by the equity method; trusts for the
benefit of employees, such as pension and profit-
sharing trusts that are managed by or under the
trusteeship of management; principal owners and
management of the entity; members of the imme-
diate families of principal owners of the entity
and its management; and other parties with which
the entity may deal if one party controls or can
significantly influence the management or oper-
ating policies of the other to an extent that one of
the transacting parties might be prevented from
fully pursuing its own separate interests. Another
party also is a related party if it can significantly
influence the management or operating policies
of the transacting parties or if it has an ownership
interest in one of the transacting parties and can
significantly influence the other to an extent that
one or more of the transacting parties might be
prevented from fully pursuing its own separate
interests. This definition is the same as the defini-
tion of related parties in paragraph 24 of FASB
Statement No. 57, Related Party Disclosures.
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Reload feature and reload option

A reload feature provides for automatic grants of
additional options whenever an employee exer-
cises previously granted options using the entity’s
shares, rather than cash, to satisfy the exercise
price. At the time of exercise using shares, the
employee is automatically granted a new option,
called a reload option, for the shares used to exer-
cise the previous option.

Replacement award

An award of share-based compensation that is
granted (or offered to grant) concurrently with the
cancellation of another award.

Requisite service period (and requisite service)

The period or periods during which an employee
is required to provide service in exchange for an
award under a share-based payment arrange-
ment. The service that an employee is required to
render during that period is referred to as the reg-
uisite service. The requisite service period for an
award that has only a service condition is pre-
sumed to be the vesting period, unless there is
clear evidence to the contrary. If an award re-
quires future service for vesting, the entity cannot
define a prior period as the requisite service pe-
riod. Requisite service periods may be explicit,
implicit, or derived, depending on the terms of
the share-based payment award.

Restricted share

A share for which sale is contractually or govern-
mentally prohibited for a specified period of time.
Most grants of shares to employees are better
termed nonvested shares because the limitation
on sale stems solely from the forfeitability of the
shares before employees have satisfied the neces-
sary service or performance condition(s) to earn
the rights to the shares. Restricted shares issued
for consideration other than employee services,
on the other hand, are fully paid for immediately.
For those shares, there is no period analogous to a
requisite service period during which the issuer is
unilaterally obligated to issue shares when the
purchaser pays for those shares, but the purchaser
is not obligated to buy the shares. This State-
ment uses the term restricted shares to refer only
to fully vested and outstanding shares whose sale
is contractually or governmentally prohibited for
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a specified period of time.!73 (Refer to the defini-
tion of nonvested shares.)

Restriction

A contractual or governmental provision that pro-
hibits sale (or substantive sale by using deriva-
tives or other means to effectively terminate the
risk of future changes in the share price) of an eq-
uity instrument for a specified period of time.

Service condition

A condition affecting the vesting, exercisability,
exercise price, or other pertinent factors used in
determining the fair value of an award that de-
pends solely on an employee rendering service to
the employer for the requisite service period. A
condition that results in the acceleration of vest-
ing in the event of an employee’s death, disabil-
ity, or termination without cause is a service
condition.

Service inception date

The date at which the requisite service period be-
gins. The service inception date usually is the
grant date, but the service inception date may dif-
fer from the grant date (refer to Illustration 3,
paragraphs A79-A85).

Settle, settled, or settlement of an award

An action or event that irrevocably extinguishes
the issuing entity’s obligation under a share-
based payment award. Transactions and events
that constitute settlements include (a) exercise of
a share option or lapse of an option at the end of
its contractual term, (b) vesting of shares, (c) for-
feiture of shares or share options due to failure to
satisfy a vesting condition, and (d) an entity’s re-
purchase of instruments in exchange for assets or
for fully vested and transferable equity instru-
ments. The vesting of a share option is not a
settlement as that term is used in this State-
ment because the entity remains obligated to is-
sue shares upon exercise of the option.

Share option

A contract that gives the holder the right, but not
the obligation, either to purchase (to call) or to
sell (to put) a certain number of shares at a prede-
termined price for a specified period of time.
Most share options granted to employees under

13 Vested equity instruments that are transferable to an employee’s immediate family members or to a trust that benefits only those family mem-
bers are restricted if the transferred instruments retain the same prohibition on sale to third parties.
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share-based compensation arrangements are call
options, but some may be put options.

Share unit
A contract under which the holder has the right to
convert each unit into a specified number of
shares of the issuing entity.

Share-based payment (or compensation)

arrangement
An arrangement under which (a) one or more
suppliers of goods or services (including employ-
ees) receive awards of equity shares, equity share
options, or other equity instruments or (b) the en-
tity incurs liabilities to suppliers (1) in amounts
based, at least in p:m,”4 on the price of the enti-
ty’s shares or other equity instruments or (2) that
require or may require settlement by issuance of
the entity’s shares. For purposes of this State-
ment, the term shares includes various forms of
ownership interest that may not take the legal
form of securities (for example, partnership inter-
ests), as well as other interests, including those
that are liabilities in substance but not in form.
Equity shares refers only to shares that are ac-
counted for as equity.

Share-based payment (or compensation)

transaction
A transaction under a share-based payment ar-
rangement, including a transaction in which an
entity acquires goods or services because related
parties or other holders of economic interests in
that entity awards a share-based payment to an
employee or other supplier of goods or services
for the entity’s benefit.

Short-term inducement
An offer by the entity that would result in modifi-
cation of an award to which an award holder may
subscribe for a limited period of time.

Small business issuer
A public entity that is an SEC registrant that files
as a small business issuer under the Securities Act
of 1933 or the Securities Exchange Act of 1934.
At the date this Statement was issued, a small
business issuer was defined as an entity that
meets all of the following criteria:

It has revenues of less than $25 million.

Itis a U.S. or Canadian issuer.

It is not an investment company.

If the entity is a majority-owned subsidiary,
the parent company also is a small business
issuer.

a0 o

However, regardless of whether it satisfies those
criteria, an entity is not a small business issuer if
the aggregate market value of its outstanding se-
curities held by nonaffiliates is $25 million or
more.

The definition of a small business issuer is a mat-
ter of U.S. federal securities law and is subject to
change. The effective date provisions of this
Statement for a small business issuer apply only
to an entity that files as a small business issuer
under the related definition at that date.

Tandem award

An award with two (or more) components in
which exercise of one part cancels the other(s).

Terms of a share-based payment award

The contractual provisions that determine the na-
ture and scope of a share-based payment award.
For example, the exercise price of share options
is one of the terms of an award of share options.
As indicated in paragraph 34 of this State-
ment, the written terms of a share-based payment
award and its related arrangement, if any, usually
provide the best evidence of its terms. However,
an entity’s past practice or other factors may indi-
cate that some aspects of the substantive terms
differ from the written terms. The substantive
terms of a share-based payment award as those
terms are mutually understood by the entity and a
party (either an employee or a nonemployee)
who receives the award provide the basis for de-
termining the rights conveyed to a party and the
obligations imposed on the issuer, regardless of
how the award and related arrangement, if any,
are structured. Also refer to paragraph 6 of this
Statement.

Time value of an option

The portion of the fair value of an option that ex-
ceeds its intrinsic value. For example, a call op-
tion with an exercise price of $20 on a stock

174The phrase at least in part is used because an award may be indexed to both the price of the entity’s shares and something other than either the

price of the entity’s shares or a market, performance, or service condition.
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whose current market price is $25 has intrinsic
value of $5. If the fair value of that option is $7,
the time value of the option is $2 ($7 — $5).

Vest, Vesting, or Vested

To earn the rights to. A share-based payment
award becomes vested at the date that the em-
ployee’s right to receive or retain shares, other in-
struments, or cash under the award is no longer
contingent on satisfaction of either a service con-
dition or a performance condition. Market condi-
tions are not vesting conditions for purposes of
this Statement.

For convenience and because the terms are com-
monly used in practice, this Statement refers to
vested or nonvested options, shares, awards, and
the like, as well as vesting date. The stated vest-
ing provisions of an award often establish the
requisite service period, and an award that has
reached the end of the requisite service period is
vested. However, as indicated in the definition of
requisite service period, the stated vesting period
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may differ from the requisite service period in
certain circumstances. Thus, the more precise
(but cumbersome) terms would be options,
shares, or awards for which the requisite service
has been rendered and end of the requisite service
period.

Volatility

A measure of the amount by which a financial
variable such as a share price has fluctuated (his-
torical volatility) or is expected to fluctuate (ex-
pected volatility) during a period. Volatility also
may be defined as a probability-weighted meas-
ure of the dispersion of returns about the mean.
The volatility of a share price is the standard de-
viation of the continuously compounded rates of
return on the share over a specified period. That is
the same as the standard deviation of the differ-
ences in the natural logarithms of the stock prices
plus dividends, if any, over the period. The higher
the volatility, the more the returns on the shares
can be expected to vary—up or down. Volatility
is typically expressed in annualized terms.
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Appendix F

STATUS OF RELATED AUTHORITATIVE LITERATURE

F1. The following table reflects the current authoritative literature as of December 16, 2004, relating to share-
based payment transactions that remain in effect upon issuance of this Statement.

AICPA .
Literature Title
SOP 76-3 Accounting Practices for Certain Employee Stock Ownership Plans
SOP 93-6 Employers’ Accounting for Employee Stock Ownership Plans
EITF .
Issue No. Title

Accounting for Equity Instruments That Are Issued to
96-18 Other Than Employees for Acquiring, or in Conjunction
with Selling, Goods or Services

Application of FASB Statement No. 94 and APB Opinion
97-2 No. 16 to Physician Practice Management Entities and Certain
Other Entities with Contractual Management Arrangements

Accounting for Deferred Compensation Arrangements Where Amounts

o714 Earned Are Held in a Rabbi Trust and Invested
00-8 Accounting by a Grantee for an Equity Instrument to
Be Received in Conjunction with Providing Goods or Services
00-12 Accounting by an Investor for Stock-Based Compensation
Granted to Employees of an Equity Method Investee
Recognition and Measurement of Employer Payroll Taxes on
00-16 .
Employee Stock-Based Compensation
00-18 Accounting Recognition for Certain Transactions involving
Equity Instruments Granted to Other Than Employees
00-19 Accounting for Derivative Financial Instruments Indexed to,

and Potentially Settled in, a Company’s Own Stock

Accounting for a Convertible Instrument Granted or Issued
01-1 to a Nonemployee for Goods or Services or a Combination of Goods or
Services and Cash
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EITF .
Issue No. Tidle

01-6 The Meaning of “Indexed to a Company’s Own Stock™

02-8 Accounting for Options Granted to Employees in Unrestricted, Publicly
Traded Shares of an Unrelated Entity

D-83 Accounting for Payroll Taxes Associated with Stock Option Exercises
Grantor Balance Sheet Presentation of Unvested, Forfeitable Equity

D-90
Instruments Granted to a Nonemployee

F2. Issuance of this Statement eliminates the need for the following EITF Issues (the status section in EITF
Abstracts will be updated accordingly).

Effect of
EITK Title Statement on
Issue No.
Consensus
34-8 Vanab}e Stock Purchase Warrants Given by Resolved
Suppliers to Customers
PYRE Purchase of Stock Options and Stock Nullified—
Appreciation Rights in a Leveraged Buyout Unnecessary175
. L Nullified—
84-18 Stock Option Pyramiding Unnecessary
Permanent Discount Restricted Stock Purchase Nullified—
84-34
Plans Unnecessary
85-45 Business Combinations: Settlement of Stock Nullified—
Options and Awards Unnecessary
87-23 Book Value Stock Purchase Plans Nullified—
Unnecessary
Book Value Stock Plans in an Initial Public Nullified—
88-6 .
Offering Unnecessary
90-7 Accounting for a Reload Stock Option Nullified—
Unnecessary

175The consensus is considered no longer necessary because this Statement changed or eliminated the need for the guidance or because the
guidance is considered an unnecessary level of detail.
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Effect of
EITK Title Statement on
Issue No.
Consensus
Accounting for Stock Compensation Nullified—
95-16 Arrangements with Employer Loan Features Unnecess
under APB Opinion No. 25 ay
Accounting for the Delayed Receipt of Options Nullified—
97-5 Shares upon Exercise under APB Opinion
Unnecessary
No. 25
Accounting for Increased Share Authorizations Nullified—
97-12 in an IRS Section 423 Employee Stock Purchase Unnecess
Plan under APB Opinion No. 25 ssary
Classification in the Statement of Cash Flows of
00-15 the Income Tax Benefit Received by a Company Nullified—
upon Exercise of a Nonqualified Employee Unnecessary
Stock Option
Issues Related to the Accounting for Stock Nullified—
00-23 Compensation under APB Opinion No. 25 and Unnecess
FASB Interpretation No. 44 ay
D-18 Accounting for Compensation Expense If Stock Nullified—
Appreciation Rights Are Cancelled Unnecessary
Application of APB Opinion No. 25 and FASB Nullified—
D91 Interpretation No. 44 to an Indirect Repricing of Unnecess
a Stock Option ay
D93 Accounting for the Rescission of the Exercise of Nullified—
Employee Stock Options Unnecessary

Impact of This Statement on Statement 133 Implementation Issues

F3. This Statement modifies the responses in the following Statement 133 Implementation Issues.

Statement 133 Title
Implementation No.
3 Exception Related to Stock-Based Compensation
Arrangements
E19 Methods of Assessing Hedge Effectiveness When
Options Are Designated as the Hedging Instrument
Gl Hedging an SAR Obligation
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