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September6, 2007 

Ms. Nancy M. Morris 
Secretary 
U.S.Securitiesand Exchange Commission 
100 F Street, NE 
Washington,DC 20549-l 090 

DearMs. Morris: 

RE: File Number 37-14-07Exemption of Compensatory EmployeeStock 
Options from Registrationunder Section l2(g) ofthe SecuritiesExchange 
Act of 1934 

The Center for Audit Quality(CAQ) is an autonomous publicpolicy 
organizationservinginvestors,public company auditors and the capital 
markets. The CAQ's mission is to foster confidence in the audit processand 
to aid investorsand the markets by advancing constructivesuggestionsfor 
changerootedin the profession'scorevalues of integrity, objectivity, honesty 
and trust. Basedin Washington, D.C., the CAQ is affiliated with the American 
Instituteof Certified PublicAccountants.We welcome the opportunity to 
shareourviews on the Securities andExchange Commission (SECor the 
Commission),File Number S7-14-07,ReleaseNumber34-56010,Exemption 
of Compensatory Employee Stock Options from Registration under Section 
12(g)ofthe Securities ExchangeAct of 1934(theSECProposal). 

AccountingImplicationsUnder SFAS 123(R) 

ValuationEffects of Transferabi lity Restrictions 

As a condition ofthe proposedexemptionfrom registration, ExchangeAct 
Rule 12h-1(0(1)would require the issuer to impose strict conditionsonthe 
stockoptions and the shares issuableuponexercise of those stock options. 
Thoserestrictionsmustprohibittheability of the holder, with limited 
exceptions,to transfer,pledge,hypothecateor otherwise hedge the stock 
optionsor shares ofthe class of equity underlyingthose options' Therelated 
restrictionswould be required in the issuer's by-laws,certificate of 
incorporation,optionplan or individual option agreement. 
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The SEC Proposalindicatesthat these transferabilityrestrictionsarenot intended to interfere 
with the ability ofa nonpublic companyto value its options for purposesof Statement of 
FinancialAccountingStandardsNo. 123R, Share-Based Payment(" StatementNo. 123R"). In 

our view, suchrestrictionsgenerallyshouldnot affect the ability of a nonpublic company to 
valueits stock optionsfor purposesof Statement No. 123R. In our experience, suchvaluations 

usuallypresume that the holderwill not exercise the stock option until the earlier of (a)the 

terminationof employment,(b) a liquidity event involving the employer (e.g.,an initial pubic 

offering or sale ofthe company),or (c) theexpirationdate ofthe option. That is, unlike stock 
optionsofpubliccompanies,the valuation ofnonpubliccompanystock options generallydoes 
not contemplatethat the holderwill exercise the stock options in order to realize value tkough 
the sale or transfer ofthe underlyingshares,absenta liquidity event. 

As a practicalmatter,theproposed exemption shouldcontemplatethepotentialacquisitionof 
the nonpublic companyby either a strategic or a financial buyer(i.e.,a liquidity event). Many 
privatecompaniesdo not ultimately becomepublic companiesas a result ofan initialpublic 

offering(IPO)or registration underthe Exchange Act. Instead, manyprivate companies are 

ultimatelyacquired.As proposed, for options designedto satisly the proposedexemption,it 
appearsthat the transferrestrictionswould not allow the option holder to pafticipate in an 

exchangetransactioninvolvinga change in control ofthe issuer. It seems that the objective of 
the exemption still would be achievedifoption holders were allowed to pa(icipate in such a 

transaction.However,ifthe acquirer is also a nonpublic company, the Commission could 
considerrequiringthat the considerationfor the restricted stock options(or restricted shares 
after exercise) be limited to options or sharesofthe acquirer that are subject to similar transfer 
restrictions. 

RepurchaseConditionsandLiabi lity Accounting 

As proposed, notwithstanding thetransferabilityrestrictionsotherwiserequired,the Exchang€ 

Act Rule l2h-l(f(l)(iv) allowsthat"the optionholder or holder ofshares maytransferthe 
options or sharesto the issuer (or itsdesignatedaffiliate if the issuer is unable to repurchase the 

optionsor shares) ifapplicable lawprohibits a restriction on transfer." As drafted, the rule 
appearsmerelyto allow the options and underlying sharesto be puttable to the issuer if 
applicablestatelaws do not othetwise permit the issuer to impose the proposedtransfer 
restrictions. 
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Footnote48 in the SEC',s proposing release alsocommentsonthis circumstance. Footnote48 

states,,,If an express prohibition on transfer is not permitted under applicable statelaw, the 
proposed exemption would be availableifthe issuer retained the obligation, either directly or 

by assignmentto an affiliate ofthe company, to repurchasethe option or the sharesissuedon 

exercisiofthe optionsuntil the issuer becomes subjectto the reporting requirementsofthe 

ExchangeAct. This repurchase obligationwould have to be contained in the stock option 
agreementpursuant to which the option is exercised, in a separate stockholdersagreement,in 

the issuer's by-laws,or certificate of incorporation." Footnote48 appears to require that the 
optionsand underlying shares be puttableto the issuer if applicable state laws do not otherwise 
pirmit the issuer to impose theproposed transfer restrictions. Werecommendthat the SEC 
clarify the requirement in any final rule. 

If theprovision is intended to be required, the Commission shouldconsiderthatthe existence 

of a put option could adversely affect the accounting for the employee stock options under 

SFAS 123(R). With respect to a put on the underlying shares,Paragraph3l of SFAS 123(R) 

StaICS: 

A puttable (or callable) share awarded to an employee as compensation shall be 

classifiedas 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 

associatedwith equity shareownershipfor a reasonable period of time from the date 
the requisite serviceis rendered and the share is issued, or (b) it is probablethat the 

employerwould preventthe employeefrom bearing those risks and rewardsfor a 

reaionableperiod of time from the date the share is issued. For this purpose,a period 

of six monthsor more is a reasonableperiod of time. 

With respect to a putonthe options, Paragraph32ofSFAS 123(R),as amended by FSP 123R­

4. states: 

Optionsor similar instrumentson shares shallbe classified as liabilities if (a) the 
underlyingsharesar-eclassifiedas liabilities or (b) the entity can be required under 
any circumstances r to settle the option or similar instrumentby transferring cash or 
other assets. s 

l8uAcashsettlementfeaturethat can be exercised only upon the occurrence ofa 

contingentevent that is outside the employee's control(suchas an initial public 

offering)would not meet condition (b) until it becomes probablethateventwill occur. 
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lsbSECregistrantsarerequired to consider the guidancein ASR 268' Underthat 
guidance, options and similar instrumentssubjectto mandatory redemption 
iequirementsor whose redemptionis outside the control ofthe issuer are classified 
outsidepermanent equity. 

Accordingly,il, as a condition of the exemption, the options and underlying shares must be 
puttableto the issuer, that issuer would be required to account for the award as a liability under 

SFAS 123(R). That is, the issuer would be required to record the award at fair value and 

recognizesubsequentchangesin fair value through earnings. Alternatively, if only the 

undeilyingsharesareputtable to the issuer at fair value, andprovidedthe employeecouldnot 

exerciie the put within six monthsof the option's exercise date, the award could be accounted 

for as an equity award, based on its grant date fair value and without subsequent 

remeasurement' 

,* :! :r. :r :r + * 

We appreciate theopportunityto comment on the SEC Proposal and would welcome the 

oppotunity to meet with you to clarifu any of our comments. 

Sincerely, 

./'1
C*ll;r*t#a'AL.-s  -

J -

CynthiaM. Fornelli 
Executive DLector 
Centerfor Audit QualitY 

SEC

ChairmanChristopherCox

CommissionerPaul S. Atkins

CommissionerRoel C. CamPos

CommissionerAnnetteL. Nazareth

CommissionerKathleenL. CaseY

ConradHewitt, ChiefAccountant

JohnW. White,Directorof the Division of Corporation Finance
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PCAOB 
Mark W. Olson, Chairman 
Kayla J. Gillan, Member 
DanielL. Goelzer, Member 
Willis D. Gradison,Member 
CharlesD. Niemeier, Member 
ThomasRay. Chief Auditor and Director ofProfessional Standards 
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