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Preface

The Certified Equity Professional Institute is part of
the Santa Clara University’s Silicon Valley Executive
Center. The CEPI was founded in 1989 by a group of
Santa Clara University alumni involved in the equity
compensation field who saw that there was a need to
create a professional body of knowledge. Since the
institute’s founding, thousands of individuals have
benefited from the self-study certification program.
More than 2,000 people have achieved the Certified
Equity Professional designation, and that number
continues to grow annually. The CEP designation is a
widely recognized professional achievement.

Organizations and individuals use the CEP exams
as a measurement of knowledge, skills, and abilities
related to equity compensation tax; corporate and
securities law; accounting; and equity plan design,
analysis, and administration.

The three levels are:

Level 1 (basic): Those who pass this exam become
Equity Compensation Associates (ECAs).

Level 2 (intermediate)

Level 3 (advanced): Those who pass this exam
become Certified Equity Professionals (CEPs).

Additionally, in 2020 the CEPI introduced the Ad-
vanced Equity Compensation Accounting Certificate
program, which allows accounting professionals to
demonstrate their advanced knowledge of accounting
for employee stock plans.

The CEPI’s ongoing GPS (guidance, procedures,
systems) project has produced a series of books de-
signed to provide impartial guidance for everyone
working in the field. This volume combines the four
GPS books currently assigned to candidates at all lev-
els; the book on global plans has been newly updated
for 2023. Each book here is separately paginated.

This 4-in-1 volume is published by the National
Center for Employee Ownership (NCEQO), a non-
profit membership and research organization that was
founded in 1981. The NCEO is qualified as a Section
501(c)(3) nonprofit charitable organization. Its mission
is to provide practical resources and objective, reliable
information about employee ownership to businesses,
employees, and the public. It is the main publisher
in the field, with dozens of titles ranging from issue
briefs to lengthy books. The NCEO conducts dozens
of webinars yearly and also holds in-person meetings
around the U.S,, including a large annual conference.
It provides training, speaking, and introductory con-
sulting, conducts surveys and other research, and has
extensive contacts with the press.

The NCEO has been involved with the CEPI for
many years. The NCEO publishes most of the assigned
reading for candidates taking all of the CEPI's exams
and also runs a test preparation course for candidates
taking the CEPI's exams. Additionally, the NCEO’s
executive director is a member of the CEPI'’s advisory
board (see next page).
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1. Introduction

1.1. Overview.

1.1.1. Employee stock purchase plans (ESPPs) are an important compo-
nent in a company'’s total rewards structure. As fewer companies grant
stock options, restricted stock, or restricted stock units to all employees,
ESPPs provide a way for the company to offer a broad group of employ-
ees the opportunity to purchase discounted stock while minimizing the
financial statement impact.

1.1.2. An ESPP allows employees to purchase company stock, frequently
at a discount from fair market value (FMV). An employee chooses to
participate by enrolling in the plan and electing to have a percentage of
after-tax compensation deducted from each paycheck during an offering
period. During the offering period, the employer holds the funds deducted
from each paycheck. The purchase is facilitated by the company and the
employee pays no fees at the time of purchase. At the end of the offering
period, the funds are used to purchase company shares. The employee can
sell the shares or hold them. The specific provisions of ESPPs vary widely.
Some companies may provide a discount in the purchase price of the stock
at the purchase date or a look-back feature with a discount off the FMV of
the stock on the offering date or the purchase date (whichever is lower).
Many plans conform to the requirements of IRC §423, which allows the
participants’ shares to be eligible for preferential individual tax treatment,
and are therefore referred to as “qualified plans.”

Each paragraph
in this publication
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is numbered and 1.2. Scope of Publication.
1.2.1. This publication focuses on the key concepts and challenges as-
cross-referenced. sociated with employee stock purchase plans offered to US employees
- by publicly traded companies headquartered in the US. The publication
This document addresses plans that qualify for special tax treatment under IRC Section
423 as well as nonqualified plans. Non-US employees frequently also par-
should be used ticipate in such plans. This publication highlights various non-US issues,
0 g 0 but is not intended to be a comprehensive review of the issues associated
In its entirety. with extending ESPPs to a global workforce. Except as otherwise noted,
this publication assumes US employees are US taxpayers and non-US
Readers of one employees pay tax in other countries. Many countries also allow beneficial
. . tax treatment for ESPPs that would be tax-qualified under local tax laws.
section will need Such qualified plans are outside the scope of this publication.

to reference other
sections for a
comprehensive
understanding.




1.2.2. For purposes of this publication the following terminology will be used:

R OLO
ESPP Qualified and nonqualified employee stock purchase plans
Grant date Tax term for offering date
Exercise of an option Tax term for purchase date
Exercise price Tax term for purchase price
Look-back Plan design ‘fea.ture in which the purchase prlice of the shares is based on the lower of
FMV at beginning or end of the offering period
Nonqualified plans Plans that are not qualified under IRC §423

Plans that meet the criteria outlined in IRC §423; Does not include tax-qualified plans

(et Pk that may be defined under local law in other countries

A more extensive glossary of terms can be found in Appendix B.

1.2.3. ESPPs and associated processes can be varied and complex. This publication is not intended to cover
all possible variations. The processes described represent standard practice, but each company’s processes
may differ to reflect its unigue needs and resources. These recommendations should be considered general
guidelines and applied as appropriate. Topics covered in this publication should be considered within the
particular facts and circumstances applicable to a company. For those reasons, clarifications such as “typi-
cally” and “generally” are not always included, but should be assumed. Please consult your own profes-
sional advisors with respect to the application of the information in this publication to company-specific
circumstances.

1.2.4. Previous publications specifically address issues of stock options, restricted stock/restricted stock
units, global stock plans, and performance awards. Much of the guidance in those publications is applicable
to ESPPs as well. For copies of those publications and information about future publications, visit
www.scu.edu/business/cepi/.

1.2.5. This publication was last updated in late 2021.

1.3. Public Comment.

1.3.1. The CEPI invited individuals and organizations to submit written comments on all matters related to
a draft version of this publication. All comments received were reviewed and incorporated as appropriate
into this final publication.
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An ESPP must be
designed to meet

the company’s
objectives.
Additionally,
workforce
demographics
should be
considered
when designing
a plan. Weigh
the employee
benefit against
the company’s
financial and
administrative
costs.

2. Strategic Issues

2.1. Overview.

2.1.1. ESPPs are frequently the only form of equity compensation offered
to a broad base of employees. To be an effective benefit for the employ-
ee and the company, the plan must balance the company’s objectives,

the employees’ benefit, administrative costs and challenges, as well as the
financial statement impact. Expectations regarding participation rates plus
the company’s growth plans should also factor into the decision-making.
Simplified plans are generally easier and less costly to administer. Automa-
tion will streamline administration, minimize errors, and reduce costs. Al-
though the design of ESPPs may have significant variation, commercially-
available software will be of limited use in automating highly-customized
plans, and administrative costs will be significantly higher for these plans.
This section discusses the considerations when making strategic and tacti-
cal decisions.

2.2. Selecting the Appropriate Plan.

2.2.1. An ESPP must be designed to meet the company’s objectives.

The company may want to increase employee motivation by providing a
qualified plan that provides a 15% discount with a look-back feature and
a 24-month offering period with interim purchases. Qualified plans are
used frequently to increase the tax effectiveness of the employee benefit.
The company may encourage employee loyalty by offering a nonqualified
plan with matching shares that vest one year after the purchase date of
the offering. For companies in which obtaining shareholder approval is
challenging, the plan may be designed with no look-back feature to man-
age share usage and make the plan more acceptable to shareholders. The
company may strive to enhance the employees’ sense of ownership by
increasing personal stock holdings. In this case, the company may design
a plan that includes post-purchase restrictions on selling the shares to en-
courage stock ownership. If the goal is to minimize the financial impact,
the plan may offer a 5% discount and no look-back feature. These design
features are discussed in more detail in Section 3, Plan Design.

2.2.2. Consider workforce demographics when designing a plan. The
ability of new hires to participate in the next offering of the plan may be
a critical advantage in attracting new employees. This feature may be
important to companies expanding their workforce. A less sophisticated
workforce with limited access to technology may be better served with a
simplified ESPP as opposed to a plan with complicated features. A quick
sale provision may increase participation in a newly designed ESPP. Com-
panies should evaluate the interaction of stock price and average wages.
Some low-wage employees may be unable to contribute a sufficient
amount during an offering period to purchase a single share at the end
of the period. In this case, the plan may include a feature to roll forward
contributions representing a partial share to the next offering period. See
paragraph 2.3.1 to 2.3.3 for a more complete discussion of the consider-
ations when extending ESPPs to non-US employees.



2.2.3. When designing a plan, weigh the employee benefit against the company’s financial and adminis-
trative costs. In most cases as the plan provides more benefit to the employee, the expense for financial re-
porting is higher. Exhibit 2-1 illustrates the financial statement impact of the following key design features:

e The length of the offering period
e Look-back or no look-back
e Discount on the purchase of a share of stock

EXHIBIT 2-1: FINANCIAL IMPACT OF PLAN DESIGN FEATURES

Assumptions:
® $10 stock price  * 50% volatility ¢ 0.25% risk-free interest rate  * 0% dividend yield

6 Months 12 Months 24 Months
No look-back, 5% discount $0 $0 $0
Look-back, 5% discount $1.90 $2.47 $3.26
No look-back, 15% discount $1.49 $1.49 $1.48*
Look-back, 15% discount $2.90 $3.47 $4.25%

* Slight variation on 24 months reflects the impact of a greater amount of interest foregone
over a longer period.

A plan with no look-back and a 5% discount is considered noncompensatory (i.e., has no cost) for financial
reporting purposes. As expected, the financial cost increases for the other plans with a longer offering pe-
riod, a look-back feature, or a larger discount. However, the cost of a plan with a look-back, a 5% discount,
and a six-month offering period ($1.90) is only slightly higher than cost of a plan with no look-back, a 15%
discount, and a 24-month offering period ($1.48). The financial cost of the plan design can be weighed
against the employee perception of the benefits of a look-back feature as compared to a 15% discount.

2.2.4. More complex design features like resets (discussed in subsection 11.4.11), rollovers (discussed in
subsection 11.4.12), and allowing for increases in contributions (discussed in subsections 11.4.13 to 11.4.15)
can increase the total expense associated with an offering. These features are triggered after an offering
period has started and the expense is not recorded until the event occurs. Such design features provide po-
tential significant value to employees, but can be costly to administer, difficult for employees to understand,
and may significantly increase financial reporting expense and complexity. In many cases employees may
prefer a larger discount, which is more readily understood, to more complex design features, even though
the financial reporting impact may be comparable.
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2.2.5. Itis important to consider the impact of certain design features on employee participation. A
noncompensatory plan, as discussed in paragraph 11.2.1, may seem attractive from an expense standpoint,
but is likely to have low participation rates, as employees may not see much value in this type of plan. At
the other end of the spectrum, a plan that contains rollovers and allows for increases in contributions may
have high employee participation, but the expense can be unpredictable. A plan with a 15% discount and a
look-back offers predictable expense patterns.

2.3. Extending Plans to Non-US Employees.

2.3.1. Many companies extend an ESPP to non-US employees. The non-US employees may have a different
perception of the benefits of participating in an ESPP and their participation rate may be lower than that

of US employees. Subsection 3.6 discusses the special design features to consider when extending an ESPP
to non-US employees. Subsection 3.4.3 discusses the specific benefits of a separate offering to achieve the
flexibility needed to meet the regulatory and tax requirements in other jurisdictions. The tax benefits of
participating in qualified plans are typically not available for non-US employees. See subsection 8.6 for a
discussion of the tax impact to non-US employees. The financial benefits also vary for non-US employees
because the risk of holding stock in a US company includes the risk of currency fluctuation (e.g., the rate of
conversion from US dollars to local currency will fluctuate) in addition to the risk of stock-price fluctuation.
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2.3.2. The administrative costs of extending plans to non-US employees may be significant. The local
payroll system may be unable to support payroll deductions for the ESPP (and in some countries deductions
may be prohibited). Tracking and plan administration may be decentralized at the local level or centralized.
Decentralized administration requires properly training personnel at the local level. Centralized administra-
tion may require extensive data transfers to and from the local entity.

2.3.3. In addition a variety of country-specific issues must be addressed, including:

Securities, labor, insider trading, and exchange control filings and registration requirements
Tax implications for employees and employers

Currency conversion procedures

Currency restrictions

Requirements that employee contributions be held in a separate account or interest be
paid on the contributions

Prohibitions or limitations on payroll deductions

Labor law issues, such as approval by works councils, discrimination guidelines, or treatment
of the plan as a protected benefit

Data privacy rules
Translation requirements
Acceptability of electronic acceptance and communications

The cost of offering an ESPP to non-US employees should be balanced against the benefit of participation
and the likely participation level. An ESPP need not be offered in all jurisdictions and, where appropriate,
employees in certain countries may be excluded from participation. See paragraph 3.4.2 for a discussion on
designating a parent or subsidiary to participate in the plan.



3. Plan Design

3.1. Overview.

3.1.1. An ESPP is a vehicle for employees to purchase company stock.
The design of a specific ESPP may vary depending upon the objectives
of the company. For example, a company may design a plan to encour-
age stock ownership, provide additional benefits to employees, and/

or increase retention. The plan should incorporate appropriate features
to achieve the company’s objectives. The common design features of
ESPPs are discussed in subsection 3.2 and examples of these features are
shown in Exhibit 3-2 to 3-4. Items that should be addressed in all plans
are discussed in subsection 3.3. The financial statement implications of
various design features are discussed in Section 11, Financial Reporting.

3.1.2. ESPPs are frequently designed to meet the requirements of IRC
§423 to provide tax benefits to US employees. The requirements of
qualified plans are discussed in subsection 3.4. The tax benefits of quali-
fied plans are discussed in subsection 8.3. Nonqualified plans, which do
not meet the requirements of IRC §423, are discussed in subsection 8.2.

3.2. Design Features.

3.2.1. An ESPP allows employees to contribute funds during an offering
period. The offering period is the time over which the employee con-
tributes to the plan. The offering period starts on predetermined dates
established by the Plan. The term of the offering period may be short
(e.g., one month) or long (e.g., two years). A purchase period is the inter-
val during the offering period when contributions are accumulated for a
stock purchase. At the end of the purchase period, stock is automatically
purchased on the employee’s behalf. The offering period may contain

a single purchase period or multiple purchase periods. Offering periods
may be sequential or overlapping. See Exhibit 3-1 for examples of offer-
ing periods. The most common offering is shown in Example 1.
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EXAMPLE 1: Offering period of six months with sequential offerings
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EXAMPLE 3: Overlapping offering period: 24 months w/purchases every six months
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An ESPP is
typically a
broad-based plan
and all employees
are eligible to
participate. ESPPs
can be designed
to meet the
requirements

of IRC §423

to provide tax
benefits to US
employees, or

as nonqualified
plans.
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3.2.2. An ESPP is typically a broad-based plan and all employees are eligible to participate. Plans may have
unique eligibility requirements. For example, a company may require a new hire to wait a prescribed period
before participating in the plan or seasonal/part-time employees working less than 10 hours a week may be
excluded from participation. Qualified plans must follow specific rules on who may or may not participate.
These rules are discussed in paragraph 3.4.4.

3.2.3. The purchase price is the price the employee pays for the stock and usually is at a discount to the
current FMV of the stock. A larger discount provides a greater benefit to the employee and typically results
in a larger expense for the company. In qualified plans the discount ranges from 0% to 15%, with 15%
most commonly used. Nonqualified plans may provide for discounts in excess of 15%. Some nonqualified
plans provide for matching shares in lieu of a discount. For example, an employee may purchase five shares;
the company would match one share, resulting in six shares to the employee.

3.2.4. The method of determining the FMV may be specified in the Plan (e.g., the price at market close on the
previous day or high/low average for the day). If the purchase date falls on a holiday or weekend, the Plan may
specify which date should be used (e.g., prior or next trading day). The FMV of shares purchased under an ESPP
may be determined differently than the FMV of other equity awards. The purchase price may also be defined

in the Plan as the lower of FMV at beginning or end of the offering period. This is commonly referred to as a
look-back. A look-back feature provides additional benefits to an employee when the stock appreciates during
the offering period. Exhibits 3-2 and 3-3 show examples of a qualified plan with and without a look-back. Exhibit
3-4 shows the impact of a look-back when combined with a longer offering period and multiple purchase dates.

3.2.5. Upon enroliment the employee determines how much to contribute to the plan. Contributions can

be in any form, including payroll deductions and lump sum payments. A lump sum payment is a one-time
payment made in lieu of deducting contributions from an employee’s paycheck. Payroll deductions are most
common; but in some non-US jurisdictions, contributions through payroll deductions may be prohibited by
local law. The method used to collect employee contributions has no impact on financial reporting. Except as
otherwise noted, this publication will assume contributions are made through payroll deductions. The contri-
bution rate is usually a percentage of income. Contributions are made on an after-tax basis. Employee contri-
butions are typically limited for each employee by either a percentage of salary, a number of shares that may
be purchased, or a contribution dollar amount. Define the compensation components (such as base, overtime,
bonus, and commissions) to which the contribution rate applies. If variable compensation (e.g., overtime, bo-
nuses, and commissions) is eligible compensation for the ESPP, include it in the initial share estimate to stabilize
the period expense, rather than adjusting for the impact of variable compensation at the time of purchase.

3.2.6. The Plan may allow employees to withdraw or increase/decrease the contribution rate during the offering
period. Providing the right to increase or decrease the contribution rate is at the discretion of the company; there
is no requirement to allow changes in the contribution rate for qualified plans. The Plan should specify when and
how often an employee may change his or her contribution rate. Usually a withdrawal from the plan is applicable
for the current offering period and the employee must re-enroll in the plan in order to participate in the future.

In some cases the employee may need to wait an extended period of time to reenroll. The Plan should define
when an employee may re-enroll and detail any restrictions on the enrollment. Employee terminations are usually
treated as withdrawals from the plan. Changes to the contribution rates require additional administration—the
Equity Compensation department must record the change and Payroll must process it. Contribution rate increas-
es trigger modification accounting and will generate additional financial reporting expense. The benefit to the
employee of being allowed to change the contribution rate mid-offering should be balanced against the admin-
istrative burden and cost. Many companies allow no changes or only one change during an offering period. For
administrative convenience, prohibit changes within two weeks prior to the purchase date. Furthermore, con-
sistent application of these features is important to ensure qualified plans continue to meet the equal rights and
privileges requirements (discussed in paragraph 3.4.4) and the plan does not become disqualified. See subsec
tions 11.4.13 to 11.4.15 for a discussion of the financial reporting impact of changes to contribution rates.

3.2.7. On the purchase date employee contributions are used to purchase shares of stock at the desig-
nated purchase price. The company, at its discretion, may issue whole or fractional shares. Some stock plan
record-keeping systems, brokerage firms, or transfer agents do not support fractional shares. Illustration
Exhibit 3-2 assumes fractional shares are issued.

3.2.7.1.If only whole shares are issued, the number of shares purchased is rounded down and the
excess contribution, representing a fractional share, may be refunded to the employee or recorded as an
employee contribution for the next offering period. Refunds of excess contributions are typically pro-
cessed through payroll.



3.2.7.2.Using fractional shares may maximize the benefit employees receive from the ESPP. In addition
fractional shares may simplify administration since excess contributions from rounding to whole shares
do not need to be refunded or tracked. Fractional shares are also advantageous if employee contribu-
tions are insufficient to purchase a whole share during an offering period. This is most appropriate for
non-US employees with a low wage base. On the other hand, employee confusion may arise with frac-
tional shares, some brokerage firms do not support the sale of fractional shares, and additional compli-
cations can arise when shares are sold.

3.2.8. Choosing an appropriate offering period and purchase date helps minimize administrative challenges.
The purchase date should not fall on days when the stock market is closed, during periods when trading
windows are scheduled to be closed, at quarter end, or at year end. Vesting dates for other equity programs,
especially restricted stock or units, should be considered when setting the purchase date for the ESPP due

to staffing considerations. For example, if the annual restricted stock unit (RSU) grant vests on April 10, the
ESPP purchase date should not be April 10. Where possible, the purchase should occur in the middle of a pay
cycle to allow sufficient time to gather and reconcile contribution data before the purchase date.

EXHIBIT 3-2: QUALIFIED PLAN WITH NO LOOK-BACK

Plan Provisions:
Offering period 6 months
Offering price 85% of fair market value on purchase date
Contribution $1,000 total (prorata amount deducted from each paycheck)
Inclusion of look-back No
Depreciating Flat Appreciating
Stock Price Stock Price Stock Price
Assumptions:
Stock price at beginning of offering period (A) $10.00 $10.00 $10.00
Stock price at end of offering period (B) $8.00 $10.00 $12.00
Purchase price (C=85% of B) $6.80 $8.50 $10.20
Shares purchased (D=1,000 divided by C) 147.0588 117.6471 98.0392
Shares purchased not limited by Plan
Fractional shares issued
Value from discounted offering price $176.47 $176.47 $176.47
Value from look-back $0.00 $0.00 $0.00
Total value delivered [(B - C) X D] $176.47 $176.47 $176.47

EXHIBIT 3-3: QUALIFIED PLAN WITH LOOK-BACK

Plan Provisions:
Offering period 6 months
Offering price 85% of fair market value on lower of FMV on grant date
or purchase date
Contribution $1,000 total (prorata amount deducted from each paycheck)
Inclusion of look-back Yes
Depreciating Flat Appreciating
Stock Price Stock Price Stock Price
Assumptions:
Stock price at beginning of offering period (A) $10.00 $10.00 $10.00
Stock price at end of offering period (B) $8.00 $10.00 $12.00
Purchase price (C=85% of lesser of A or B) $6.80 $8.50 $8.50
Shares purchased (D=1,000 divided by C) 147.0588 117.6471 117.6471
Shares purchased not limited by Plan
Fractional shares issued
Value from discounted offering price $176.47 $176.47 $176.47
Value from look-back $0.00 $0.00 $235.29
Total value delivered [(B - C) X D] $176.47 $176.47 $411.76
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EXHIBIT 3-4: QUALIFIED PLAN WITH LOOK-BACK AND MULTIPLE PURCHASE DATES

Plan Provisions:

Offering period 24 months with purchases every 6 months

Offering price 85% of fair market value on lower of FMV on
grant date or purchase date

Contribution $1,000 total (prorata amount deducted from
each paycheck)

Inclusion of look-back Yes

Assumptions:

FMV on February 1, 2012 (A) $10.00

FMV on July 31, 2012 (B) $8.00

FMV on January 31, 2013 (C) $9.00
July 31, 2012 purchase

FMV on February 1, 2012 (A) $10.00

FMV on July 31, 2012 (B) $8.00

Lesser of 85% of lesser of A or B ($8.00 x 85%) $6.80
January 31, 2013 purchase

FMV on February 1, 2012 (A) $10.00

FMV on January 31, 2013 (C) $9.00

Lesser of 85% of lesser of A or C ($9.00 x 85%) $7.65

3.3. General Plan Requirements.

3.3.1. Aswith any equity plan, the formal plan document should incorporate broad language and func
tion as a conceptual framework. Administrative details (e.g., the use of fractional or whole shares) should be
subject to management approval and documented outside the plan. The Plan design should be flexible to
accommodate the unique needs of non-US employees, even though participation by non-US employees is
limited. For example, the Plan should allow the ESPP funds to be held in a separate bank account or interest
to be paid on ESPP contributions, as required in certain countries. This approach will allow companies flex-
ibility to meet their changing business requirements without forcing them to secure additional shareholder
approvals for administrative changes to the plan.
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3.3.2. Any changes to the plan or the administrative details supporting the plan must be communicated
internally and externally. Administrative processes and the stock plan record-keeping system may require
modification. Changes to the maximum contribution rates may require modification to the payroll system.
Vendor interfaces and processes may change. Notify employees of and educate them about changes that
will affect them. Consult legal counsel to determine if shareholder approval is required for changes to the
formal plan document.

3.3.3. All qualified plans are required to specify the maximum number of shares that may be issued under
the plan and the maximum number that may be issued per person and per offering. The maximum number
of shares that an employee may purchase can be a specific number of shares or a formula, provided the
maximum number of shares per employee can be determined at the offering begin date. The stated maxi-
mum that may be purchased by the employee does not have to be realistic. It can be set with the expecta-
tion that no employee will reach the limit. Including this limit is critical to establishing a grant date for tax
purposes. One technigue for controlling share use is for the plan to specify a beginning price limit which
limits the number of shares that may be purchased based upon the price at the date of grant. A beginning
price limit will control share use when the stock price is volatile and a significant price drop may occur. See
Exhibit 3-5 for an example of a beginning price limit. See Exhibit 3-6 for an example of limiting the number
of shares purchased.




EXHIBIT 3-5: USING A BEGINNING PRICE LIMIT

Plan Provisions:
Offering period 6 months
Offering price Lower of FMV on grant date or purchase date

Contribution $10,000 total (prorata amount deducted from
each paycheck)
Inclusion of look-back Yes
Beginning price limit Yes
Assumptions:
FMV on grant date $10.00
FMV on purchase date $4.00

Maximum shares to be purchased 1,000 shares ($10,000/$10)

Price paid $4,000 (1,000 x $4)
($6,000 of excess contributions refunded to the employee)

3.3.4. Predicting the number of shares that will be purchased can be challenging due to changes in con-
tribution rates, compensation increases, purchase price, and number of participants. Safeguards should

be put in place to identify when the maximum number of shares will be reached. Develop processes for
dealing with insufficient shares. This is extremely important during periods of declining stock price for both
qualified and nonqualified plans. The most common method of dealing with share shortfalls is reducing the
shares purchased on a prorata basis.

EXHIBIT 3-6: LIMITS ON THE NUMBER OF SHARES PURCHASED PER EMPLOYEE

Plan Provisions:
Offering period 6 months
Offering price 85% of fair market value on purchase date
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Contribution $10,000 total (prorata amount deducted from
each paycheck)
Inclusion of look-back No

Maximum purchased shares 1,500 shares per offering period

Assumptions:

Stock price at beginning of offering period (A) $10.00

Stock price at end of offering period (B) $5.00

Purchase price (C=85% of B) $4.25
Possible shares purchased (D=10,000 divided by C) 2,352.94
Maximum purchased shares (E) 1,500
Shares purchased (lesser of D or E) 1,500
Cost of shares (1,500 x $4.25) $6,375
Refunded to employee ($10,000 - $6,375) $3,625

3.3.5. Plans that have multiple purchase periods within a single offering period may contain a reset or a
rollover feature that provides for the termination of the offering period on any purchase date when the
share price is lower than it was on the first day of the offering period. The current period purchase is com-
pleted as usual, and the day after the purchase becomes the first day of a new offering period.

If the plan has a reset feature, the new offering period will end on the same day the original would have
ended. If the plan has a rollover feature, all employees will be rolled into a new offering period that is as
long as the original would have been had the rollover not been triggered.

In both cases, the subsequent purchase price in plans with look-back features will be calculated based on
the new price (typically the FMV the day after the reset is triggered) or the FMV on the purchase date. The
financial reporting impact is reflected on a prospective basis. The prevalence of reset and rollover features
has diminished due to the adverse accounting treatment.

3.3.6. Plans may restrict when employees can sell shares or transfer after the purchase. While such re-
strictions are not common, they are most frequently associated with qualified plans to ensure a two-year
holding period from date of grant and a one-year holding period from date of purchase to maximize the
employee tax benefits. Restricting the disposition of shares is at the discretion of the company and should




reflect the company’s objectives for the plan. For example, if the company’s objective is to encourage share
ownership, requiring employees to hold shares for a certain period after purchase achieves that objective.
Employees may perceive such restrictions negatively. The inability to sell the shares and access the sales
proceeds may reduce employee participation in the plan. This restriction may be particularly difficult for
employees enrolled in nonqualified plans and non-US employees since the difference between the FMV at
purchase and the purchase price is taxed at the purchase date. The taxable transaction may result in a fi-
nancial hardship to the employee if the shares cannot be sold immediately to fund the required tax and the
required tax is withheld from the employee’s paycheck. In addition administering such restrictions can be
time consuming and require close coordination with a designated brokerage firm and/or third-party admin-
istrator. See Exhibit 3-7 for a summary of the advantages and disadvantage of restricting sale of shares.

: A . A A A . . A . A A . = = A . Ay
Advantages Disadvantages

e Encourages share ownership e Limits employee flexibility to take advantage of market

 Maximizes tax benefits of qualified plans fluctuations in the stock price

e Reduces administrative burden of tracking * May limit participation rates, especially for non-US

dispositions for qualified plans employees
e Taxable transaction for nonqualified plans or non-US

employees with no sales proceeds to fund the required
tax (i.e., tax may need to be withheld from payroll)

3.3.7. Plans may include a provision that facilitates an immediate sale of shares purchased by an employee.
This is commonly referred to as a “quick sale” and is similar to a same-day-sale for the exercise of a stock
option. The employee may authorize the sale the shares when he or she enrolls in the plan, during the con-
tribution period, or immediately before the purchase. A broker facilitates the sale of the shares purchased. A
quick sale will minimize the employee’s impact of the market fluctuation in the stock price and provide the
employee with cash. The company may facilitate the quick sale for non-US employees by distributing the
sales proceeds, net of any required tax withholding, through local payroll. Allowing quick sales may increase
participation in the plan. On the other hand such a provision discourages shares ownership and may be
contrary to the objectives of the Plan.
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3.4. IRC §423 Requirements.

3.4.1. A planis qualified and participants in it can receive preferential tax treatment if it meets the re-
quirements of IRC §423. See Section 8, Tax Issues, for a discussion and examples of the tax consequences
to employees of purchasing and selling shares in a 423 plan. For tax purposes a 423 plan is considered a
statutory stock option plan. The option is “granted” at the beginning of the offering period and “exercised”
on the purchase date. See Exhibit 3-8 for a comparison of common terms for stock and tax purposes. This
publication will use the terminology of grant and exercise when describing the tax requirements associated
with 423 plans.

B o O R A R OLO
Stock Terminology Tax Terminology
Participant/employee Optionee
Enroll in the plan Participate in the plan
Offering date/offering begin date Grant date
Offering period Option period
Purchase period Option period*
Purchase date Exercise date
Purchase price Exercise price
Look-back Option price is the lesser of
® 85% of the FMV when the option is granted or
® 85% of the FMV when the option is exercised

* For example, for tax purposes a 24-month offering period with purchase periods every six months is considered
a series of options - See diagram on next page.
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3.4.2. To qualify as a 423 plan, the written plan must specify the maximum number of shares that may

be issued under the plan and designate the corporations or class of corporations whose employees may be
offered options under the plan' The sponsoring corporation (i.e., the company that grants the option) may
designate the corporations that may participate in the plan. Any subsidiary in the corporate group that is at
least 50% owned may participate and any branch of a participating company will automatically participate.
The designated subsidiaries must also be treated as subsidiaries for US tax purposes and the sponsoring
corporation must take into account whether the entity is subject to a “check-the-box” election to be disre-
garded and/or treated as a subsidiary. The sponsoring corporation can designate a subsidiary formed under
US law or non-US law. The rules regarding which entities may participate in a plan are complex and de-
pendent on the company’s corporate structure. Where appropriate, Corporate Tax should determine which
corporate entities may participate in the plan.

3.4.3. IRC §423 permits separate consecutive or overlapping offerings for each entity or group of entities
within the corporate group. The separate offerings can include variations in terms among corporate enti-
ties during the same offering/purchase period. This can be particularly useful when dealing with non-US
employees. For example, one offering could permit contributions by payroll deductions for one entity and
another offering could permit lump sum payments. Each separate offering must meet the requirements
regarding employee coverage and equal rights and privileges, which are discussed in paragraph 3.4.4.
Separate offerings can be established for each entity or group of entities in the Plan and/or by Board or
Compensation Committee resolution. In either case, appropriate language must be included in the Plan to
permit separate offerings.
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3.4.4. In addition a 423 plan must meet the following requirements:

* Employees only.
Only employees of the sponsoring corporation or its parent or designated subsidiaries can participate in
a 423 plan. IRC 8423(a) provides a limited exception for employees who terminate within three months
before the purchase date. Such terminated employees may continue to participate in the Plan for the
remainder of the offering period; however, in practice most plans treat terminated employees as with-
drawing from the Plan upon termination.

SEPARATE OFFERINGS

Separate offerings can be used to permit a variation in terms among corporate entities during
the same offering/purchase period. Each separate offering must meet the requirements of
IRC §423 regarding employee coverage and equal rights and privileges. Separate offerings
are frequently used for non-US employees to permit lump sum payments, provide different
participation for part-time employees, define country-specific compensation components (e.g.,
thirteenth-month payments), and avoid risk of administrative failures that would disqualify
the entire offering.




e Shareholder approval.

The plan must be approved by the shareholders of the sponsoring corporation within 12 months before
or after the date the plan is adopted. Most companies begin the first offering after the shareholders
have approved the plan. If shareholder approval has not been received prior to the first offering, the of-
fering should be contingent upon the plan receiving shareholder approval to avoid tax complications.

¢ 5% owners excluded.

No employee can be granted an option under the plan if the employee, immediately after the option
grant, would own stock comprising 5% or more of the total voting power or value of all stock of the
sponsoring corporation or its parent or subsidiary.

¢ Nondiscriminatory.
Options must be granted to all employees of any corporation covered by the plan with the exception of:

e Employees who have been employed less than two years

e Employees whose customary employment is 20 hours or less per week

e Employees whose customary employment is not for more than five months in any calendar year
¢ Highly compensated employees as defined in IRC §414(q).

Although corporations may exclude employees who have been employed less than two years, most
compnies permit new employees to participate in the plan during the next offering period. In addition
employees who are citizens or residents of a non-US jurisdiction may be excluded from the plan if the
grant under the plan is prohibited under local law or if compliance with local law would cause the plan
to violate the IRC §423 requirements. A separate offering for a specific subsidiary is permitted to accom-
modate requirements under local law. For example, German and UK employees working less than 20
hours a week could participate in the ESPP as required by the EU part-time employee coverage require-
ments, provided the specific German and UK subsidiaries employing these individuals are in a separate
offering. US employees working less than 20 hours a week would be excluded from participating in the
same plan provided they are in a separate offering in which part-timers are excluded.

e Equal rights and privileges.
All employees participating in an ESPP or offering must have the same rights and privileges. This require-
ment is not violated if the plan specifies that an employee may not contribute more than a maximum
percentage of compensation or limits the maximum dollar (or other currency) amount that can be
contributed or number of shares that can be purchased. For example, a plan that specifies an employee
can contribute up to 8% of compensation would not violate the equal rights and privileges requirement.
Less favorable terms may be offered to citizens or residents of a non-US jurisdiction if required under
local law without violating this requirement. If non-US employees require more favorable terms under
local law, such terms must be offered to all plan participants within the same offering. The carry forward
of excess contributions representing a fractional share, discussed in paragraph 3.2.7, does not violate the
equal right and privileges requirement. The carry forward of contributions in excess of a fractional share,
(i.e., where employee or offering limits have been reached) would be a violation of the equal rights and
privileges requirement unless all other employees within the same offering were permitted to make lump
sum payments of equal amounts.?
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e Option price.
Under the terms of the plan, the purchase price must be at least 85% of the stock’s FMV on the date of
grant or exercise. The FMV of the stock can be determined in any reasonable manner such as the price at
market close or the high/low average on the grant date.

e Option period.
If the purchase price is based upon the lesser of the stock’s FMV on the date of grant or exercise, the
offering period cannot exceed 27 months. If the option price is at least 85% of the stock’s FMV on the
exercise date, regardless of the FMV on the grant date, the offering period cannot exceed five years.

The grant date is the first day of the offering period, provided the plan designates the maximum number
of shares that may be purchased by each employee during an offering period or a formula for determin-
ing the maximum number of shares each participant can purchase during an offering period.




ESTABLISHING THE GRANT DATE

Establishing the grant date as the first day of the offering period is important because
the grant date -

¢ Serves as one of the dates on which the purchase price may be determined in a plan
with a look-back feature

¢ |s the start date for the two-year holding period for qualifying dispositions
e Determines the FMV used in calculating the $25,000 limit

To establish the grant date for tax purposes on the first day of the offering period, the plan
must designate the maximum number of shares that may be purchased by each employee
during the offering period or give a formula for determining the maximum number of shares
each participant can purchase. If these requirements are not met, the grant date is deemed to
occur on the purchase date.

Unless otherwise stated, this publication assumes that the grant date is established as the first
day of the offering period.

e Annual limit on stock purchased.

IRC §423 limits the purchase of stock under a qualified plan to no more than $25,000 of stock each
calendar year based on the FMV determined at the time of grant. See Exhibit 3-9 for an example of how
the $25,000 limit is calculated. If an employee has the right to purchase more than $25,000 in a calen-
dar year, none of the purchase qualifies for beneficial tax treatment under IRC §423 and the entire offer-
ing may be disqualified. Grants of other equity awards such as nonqualified stock options or restricted
stock units are irrelevant when determining the $25,000 limit. The $25,000 limit increases by $25,000
for each calendar year that an option is outstanding.? If an offering overlaps one or more calendar years,
the unused portion of the $25,000 limit may carry over to subsequent years of the same offering period
and an employee may purchase more than $25,000 in a calendar year. See Exhibit 3-10 for an example
of the carryover of the $25,000 limit. If an offering period exceeds one year calendar year, the stock pur-
chased will apply against the $25,000 limit for the earliest year of the offering period. The limit for each
succeeding year is applied in order.# (Note — The Plan may have a lower limit on the number of shares
that may be purchased in a calendar year and restrict the carryover of the $25,000 limit.)

EXHIBIT 3-9: $25,000 LIMITATION FOR QUALIFIED PLANS
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Assumptions:
Offering period January 1 — December 31, 2012
Offering price 85% of FMV on lower of FMV on grant date or purchase date
FMV on grant date $10.00
FMV on purchase date $12.00
Purchase price $8.50

An employee could purchase a maximum of 2,500 shares (325,000 / $10 per share FMV on grant date)
on December 31, 2012.

EXHIBIT 3-10: CARRYOVER OF $25,000 LIMIT

Assumptions:
Offering period September 1, 2012 — August 31, 2013
Offering price 85% of FMV on lower of FMV on grant date or purchase date
FMV on grant date $10.00
FMV on purchase date $12.00
Purchase price $ 8.50

An employee could purchase a maximum of 5,000 shares ($50,000 / $10 per share FMV on grant date)
on August 31, 2013, representing $25,000 relating to 2012 and $25,000 relating to 2013.




e Not transferable.

The plan must specify that the option is not transferable other than by will or the laws of descent and
distribution. Only the employee may exercise the option to purchase the shares.

3.4.5. Develop and document appropriate internal controls for verifying the requirements of qualified plans
have been met. Document the administrative processes, as discussed in Section 4, General Administration.
Identify how the $25,000 limit will be calculated and document the calculation at each purchase.

3.4.6. Adherence to the IRC 8423 requirements is determined at the time the option is granted. The

grant date is normally the first day of the offering period, provided the terms of the offering are fixed and
determinable. To establish the grant date at the beginning of the offering period, the maximum number of
shares an employee may purchase must also be specified. For this purpose, the $25,000 limitation discussed
above is not sufficient. The maximum number of shares must be a specific number of shares or a formula,
provided the maximum number of shares per employee can be determined. If the terms are not fixed and
determinable at the beginning of the offering period, the grant date is the purchase date. This treatment
can have a profound impact on the employee tax consequences discussed in subsection 8.3.

3.4.7. If the terms of an option are inconsistent with the plan or the offering under the plan, the option
will not be treated as granted under a 423 plan. In addition, none of the options granted under the offer-
ing will be eligible for the preferential tax treatment.> An oversight can taint the beneficial tax treatment of
the entire offering. For example, if the definition of compensation in the Plan includes commissions and a
commission payment to an employee is overlooked when calculating employee contributions to the Plan,
the equal rights and privileges requirement will be violated. All purchases during the offering period will be
tainted (i.e., will not be treated as purchases under a qualified plan) and employees will not receive benefi-
cial tax treatment. The employees will be taxed on the FMV on the purchase date minus the purchase price
at the time of purchase. One offering period’s disqualification will not affect other offering periods that
meet the IRC §423 requirements.

3.4.8. If an option with terms that are inconsistent with the terms of the plan or an offering under the
plan is granted to an employee who is not entitled to the grant under the terms of the plan or offering, the
option will not be treated as having been granted under a 423 plan. However, the grant of the option will
not disqualify other options granted under the plan or offering. If, at the time of grant, an option qualifies
as an option granted under a 423 plan, but after the time of grant one or more of the requirements is not
satisfied with respect to the option, the option will not be treated as granted under a 423 plan. This failure
to comply with the terms of the option will not disqualify the other options granted under the plan or
offering.
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3.5. Nonqualified Plans.

3.5.1. Plans that do not meet the requirements of IRC 8423 are nonqualified plans. A nonqualified plan
may be similar to a qualified plan, but the design of a nonqualified plan has more latitude since the require-
ments of IRC §423 need not be met. For purposes of this publication, direct purchase plans (i.e., plans that
only facilitate the employee purchase of company stock with no discount or match) are excluded from the
discussion of nonqualified plans because these plans are typically noncompensatory, have no tax conse-
quences, and result in no accounting charge.

3.5.2. A nonqualified plan should be structured to meet the specific objectives of the company. The result-
ing plan may be similar to a 423 plan, but minor differences in plan design can occur. For example, the plan
may limit employee participation or provide different benefits for different employee groups. The nondis-
crimination requirements and equal rights and privileges features of IRC §423 are irrelevant to nonqualified
plans. The plan may provide for extended offering periods or offer a discount of more than 15% from the
current FMV of the stock. In lieu of allowing the purchase of shares at a discount, the company may provide
matching contributions in stock or cash. The amount of stock that may be purchased under the plan may
be unlimited. Standard functionality of recordkeeping systems may not support some of the provisions of
nonqualified plans.

3.5.3. Nonqualified plans generate a larger corporate tax benefit than qualified plans because a corporate

tax deduction is allowed for the income reported by the employee on the purchase of the stock. The corpo-
rate tax deduction associated with qualified plans is limited to income recognized upon disqualified disposi-
tions. No corporate deduction is permitted for qualified dispositions. See subsection 8.5 for a more detailed
discussion of the corporate tax ramifications of qualified and nonqualified plans.




MERGERS AND ACQUISITIONS

When a company merges with or acquires another company with an ESPP, the transition process
requires special handling. Review a copy of the merger agreement to determine how the ESPP
will be treated. Identify the exchange ratio that will be used. Address issues associated with
Section 6039 reporting, disposition tracking, and cost basis reporting.

Determine how employees participating in the current offering will be treated. Participation
by non-US employees adds complications. Identify new countries where the acquired company
has employees and determine whether the ESPP will be offered in these new countries. Address
country-specific requirements related to the merger. Develop a detailed project plan to ensure
the appropriate issues are addressed, including system transition issues. Keep management
up to date on potential issues and problems. Communicate critical details to employees to
avoid misunderstandings.

3.6. Issues Related to Non-US Employees.

3.6.1. An ESPP offered to non-US employees may be designed solely as a 423 plan, as a 423 plan with a
separate non-423 plan component, or as an omnibus plan accommodating both 423 and non-423 require-
ments. There are advantages and disadvantages to each of these approaches. When selecting an approach,
consider the potential need for a staggered rollout of a global ESPP to allow time to address the complexi-
ties and the pre-implementation requirements.

3.6.1.1. A plan designed solely as a 423 plan is easiest to administer, but the company may not be able
to offer the plan in all jurisdictions where employees reside. Administration of the plan is easy because
there is one share pool to track, one prospectus to prepare, and one plan to manage from a compliance
standpoint. If US employees move to work for a foreign subsidiary, they may continue to participate in
the 423 plan without a loss of benefits. Separate offerings as discussed in paragraph 3.4.3 in non-US
jurisdictions can be used to accommodate local legal requirements; however, there may be situations
where the company’s foreign structure or local legal requirements cannot easily fit within the confines
of a 423 plan. For example, a company may wish to offer the ESPP to employees of an entity that is not
a subsidiary or to avoid having to offer the ESPP to employees in a country where compliance is difficult,
but be obligated to because the entity flows into a designated subsidiary as a result of a “check-the-
box” election. A “check-the-box” election is a corporate tax election that allows the company to treat
certain foreign entities as US entities.
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3.6.1.2. Another approach is to offer a 423 plan in the US and a non-423 plan outside the US; however,
the offering of two plans often means higher administrative costs and may be difficult if the company
has mobile employees. If the non-423 plan is a stand-alone plan, then it must receive separate share-
holder approval (due to stock exchange rules, rather than 423 plan requirements), and have a separate
share pool, and prospectus. The company also must complete any compliance filings or registrations for
the 423 plan and the separate non-US plan. An employee who moves to another country and becomes
an employee of the local entity leaves one plan and must re-enroll in the other plan. When a US employ-
ee moves outside the US to be employed by a non-US employer, the IRC §423 employee tax benefit will
be lost. (In contrast, a mobile employee who is temporarily assigned to another country but continues as
an employee of the home country entity does not lose the tax benefit.) On the other hand, the company
would be free to offer participation in the non-423 plan as it sees fit, regardless of the type of entity

or local compliance issues. Another advantage of maintaining separate plans is that there is no need

to consider whether any modifications made to the 423 plan trigger compliance issues for employees
outside the US.

3.6.1.3. The third possible structure for global ESPPs is an omnibus plan that accommodates both 423
and non-423 components. This approach is permitted under the IRC §423 regulations and avoids some
of the difficulties with the other two approaches. The plan may have one share pool (as long as the
shares available under the 423 plan are quantified), one prospectus (although the terms of the non-423
plan must be disclosed), and a single set of compliance filings. The company must identify which foreign
subsidiaries are in the 423 plan (and whether they are in a separate offering) and which entities are in
the non-423 plan. As mobile employees move from one employer to another, they do not need to re-
enroll. However, US employees may lose the IRC §423 benefit if they move from the 423 component of
the plan to the non-423 offering. If plan changes are made, whether to the non-423 or 423 plan, the
company must consider both what approvals must be obtained to accommodate the changes and any
compliance implications.




3.6.2. Where an ESPP is offered to employees outside the US either as a 423 plan or the 423 component of
an omnibus plan, the IRC 8423 regulations permit separate offerings for employees working for a specific
subsidiary or group of subsidiaries to accommodate requirements under local law. Administrative errors are
more frequent for non-US employees (e.g., excluding eligible employees or defining compensation incor-
rectly). Because such errors may disqualify an entire offering, consider using separate offerings for non-US
employees.

3.6.3. There are specific design features that should be included in the ESPP to ensure compliance with
local legal requirements or to allow a company to take advantage of tax benefits outside the US. These
features may form the basis of a separate offering under a 423 plan or they may be available through a
non-423 plan.

3.6.3.1. Outside the US employees have employment agreements, rather than working at will, and may
be subject to specific protections under local law or agreement. For this reason, a company may need
to accommodate different definitions of “employee” in different jurisdictions and the plan should be
designed to anticipate this need. In some jurisdictions, companies must offer any benefits, including

the right to participate in an ESPP, to all employees or risk claims of discrimination. Therefore, the ESPP
should allow the company to establish a definition of employee on a jurisdictional basis so as to include
employees who are part-timers, on a fixed-term of employment, or on a protected leave of absence
where necessary.

3.6.3.2. Consider whether employees should remain eligible to participate in the plan during a non-
working termination notice period. Employees outside the US may be entitled to a notice period when
employment is terminated. Sometimes employees continue to work during this notice period, but other
times it is a non-working notice period. In both cases, the individual is considered an employee for local
law purposes. The Plan should address whether termination will follow local law or strictly track whether
the employee is providing services. Details about changes in employee status that are conveyed to
Equity Compensation should include appropriate information so that the plan provisions can be properly
followed.

3.6.3.3. The definition of compensation for ESPP purposes, as discussed in paragraph 3.2.5, should
consider variations by job classification and local jurisdictional differences. Employees in certain countries
may be entitled to “thirteenth” month salary, holiday pay, and other forms of compensation. Companies
need to consider whether these items are eligible compensation for purposes of the plan and, if so, how
this compensation will be considered in determining the contribution percentage.
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3.6.3.4. Because some countries prohibit deductions from compensation for purposes of participating in
an ESPP, consideration should be given to permitting contributions by check, wire transfer, or lump sum
payment. Allowing contributions in the form of lump sums, rather than deducting a percentage of pay,
may avoid the need for a special approval from labor authorities in some countries.

3.6.3.5. Some countries allow employees to contribute to an ESPP by payroll deduction, provided that
the funds are held in a separate bank account. In some jurisdictions these accounts must also be interest-
bearing. The plan should allow for funds to be held in a bank account and interest paid, if necessary
under local law.

Footnotes

"IRC §1.423-2(c)(3)
2 |RC §1.423-2(f)(5)
3 IRC §1.423-2()(4)
* Ibid
> IRC §1.423-2(a)(4)
® Ibid




4. General Administration

4.1. Overview.

4.1.1. Close coordination between internal and external parties is
required to ensure the ESPP is administered efficiently and effectively.
Payroll's responsibilities may include deducting employee contributions
from each paycheck, tracking contributions during a purchase period, and
refunding excess contributions to the employee. Coordination with Payroll
may be particularly challenging when the payroll process is outsourced to
a third party or when the payroll function is decentralized, as is frequently
the case for non-US employees. Financial Reporting is responsible for
calculating the associated expense and meeting various financial report-
ing requirements. Companies whose plans include more complex features
may use third-party vendors to perform financial reporting calculations.
Human Resources is typically responsible for the plan design and com-
munication, ensures eligible participants are identified and those who
elect to participate are able to participate, and maintains the data regard-
ing changes in employee status. Legal is responsible for adherence to a
variety of legal requirements, including SEC registration and reporting
requirements, exchange controls, and other aspects of the plan operated
outside the US . The transfer agent issues the shares purchased under the
plan. Corporate Tax considers the deductibility of certain plan costs. The
designated brokerage firm(s) deposits the shares into employee accounts
and facilitates employee access to and sale/tracking of the shares after
the purchase. See the appropriate sections of this publication for detailed
information regarding coordination with internal and external parties,
recommended steps in the process, and appropriate internal controls.

4.1.2. Primary ESPP activities may occur only a few times a year. Because
it is easy to forget some of the many steps in the process, documenta-
tion of administrative procedures is important. Exhibit 4-1 summarizes the
major activities in administering ESPPs. Section 5, Plan Enrollment; Section
6, Contributions to the Plan; and Section 7, The Purchase, include more
detailed process charts relating the specific activities of each section. Each
section discusses the overall process, but each company’s processes will
reflect its unique needs and resources. These recommendations should be
considered general guidelines and applied as appropriate.

4.2. Plan Details.

4.2.1. Each plan is unique and has distinct attributes and administrative
requirements. Plans may have very broad terms or narrow terms. The key
features to include in a plan document include:

e Limits on number of shares per plan, offering, or employee

e Eligibility requirements

e Foreign subsidiary participation

e Compensation definition

e Allowable contribution methods

e Maximum contribution amounts

e Methodology for determining purchase price

e IRC §423 requirements, if applicable

e Offering and purchase periods

e When participants have the right to change contribution rates

e Treatment on termination, leaves of absence, and other employee
changes of status

e Post-purchase restrictions on sale or transfer of shares
e Consequences of a low or depleted share pool
e Impact of change in corporate structure

Equity
Compensation
most often

has primary
responsibility for
administering an
ESPP, but in some
companies other
departments can
hold the primary
responsibility.
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Develop a standard template to document the plan requirements. Document how the requirements are in-
corporated into the administrative processes, system functionality, and documentation provided to employ-
ees. Pay particular attention to new plans implemented or changes in plan requirements.

4.2.2. Use unigue, company-assigned employee numbers to identify each employee. Numbers should not
be recycled when employees terminate. The company-assigned number may include a prefix that desig-
nates a country of employment.

B / AD R A 0) 0 A DD

Confirm any changes to the Plan and update processes as necessary

Confirm there are enough shares under the plan for the upcoming purchase(s)

Communicate changes in the Plan to the employees

Confirm any changes in the subsidiaries eligible to participate in Plan and update processes as necessary

Determine eligible employees

Conduct enrollment process and record enrolled employees

Value the award and calculate the period expense

Accumulate cash through payroll deductions, as appropriate

| GPS: EMPLOYEE STOCK PURCHASE PLANS

Track payroll contributions

Summarize contributions per employee

N
o

Convert non-US employees’ contributions in local currencies to US dollars

Calculate the number of shares to be purchased

Execute purchase

Issue shares (transfer agent)

Deposit shares into employees’ accounts

Refund or carry forward excess contributions

Calculate and collect tax withholding, if required

Track and report disposition of shares, if required

Report purchase information to internal departments or international entities, if required

Perform tax reporting, upon purchase and at year-end
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4.3. Stock Plan System Functionality.

4.3.1. The stock plan record-keeping system may incorporate various software products, including the
record-keeping system, an employee portal, and a financial reporting package. The system may be used
internally by the Company or by a third-party outsourcer. Most commercially-available systems handle the
requirements of qualified plans; however, the support of nonqualified plans with unusual design features
may be limited. When selecting a vendor for an ESPP, the request for proposal should seek information
tailored to the unique needs of the plan. Some common questions regarding the administrative functional-
ity of stock plan systems are summarized in Exhibit 4-2. Review the contract for service closely to ensure it
incorporates all requirements for supporting the plan and types of participants (e.g., non-US-based).

4.3.2. Understand the functionality of the stock plan record-keeping system and how it provides data
to Financial Reporting. Establish and document a process to provide required information to value ESPP
awards. See Section 11, Financial Reporting, for a more detailed discussion.




EXHIBIT 4-2: COMMON QUESTIONS REGARDING
THE ADMINISTRATIVE FUNCTIONALITY OF STOCK PLAN SYSTEMS

Plan Design
e How does the system support the unique requirements of the plan (e.g., matching shares, reset features, rollover
of contributions, etc.)?

e Can the system support multiple offerings covering the same time period?

¢ \What methods of tracking fair market value does the system support? Can the system support multiple fair market values?
e How does the system calculate the $25,000 limit for qualified plans?

¢ Does the system support fractional shares? How are fractional shares handled?

General Administration
e \What information is maintained in the stock plan record-keeping system (e.g., employee eligibility, employee
contributions, increases or decreases to contributions)?

e How is the stock plan record-keeping system integrated with other systems?
e How does the system support post-purchase restrictions?
e How does the system support selling shares immediately after purchase?

Plan Enroliment
e What information is provided to the employee on-line?

e How are country-specific requirements handled?

e How are hard-copy enrollment forms processed?

What are the interactive voice response (IVR) capabilities?
Which languages are supported?

e Are employee accounts activated at the enrollment date?

Contributions to the Plan
e Does the system accept multiple contribution files?

e Does the system accept contribution files in various formats?

e How does the system handle contributions in non-US currencies? What exchange rate is used for the translation
from local currency to dollars?

e How are lump sum payments handled?

¢ How does an employee change the contribution rate during an offering period?

e Can the system limit the number of times an employee may change the contribution rate during an offering period?
e How does an employee withdraw from an offering and how are contributions refunded to the employee?

e How does the system support testing of the contribution data during the contribution period and/or before the
purchase?

Purchases
¢ How soon after the purchase can employees access shares in their accounts?

e What reporting is provided to non-US employees?

¢ In what currencies can the employees receive funds?

e How are post-purchase restrictions on the sale of shares handled?

e Are shares held in an omnibus account or an individual employee’s brokerage account?
e Are individual employees’ brokerage accounts limited-purpose or full-service accounts?
e Are there any countries where individual brokerage accounts cannot be supported?
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Tax Requirements
e How does the system handle required tax withholding?

e How does the system track disqualified dispositions?

e How does the system track qualified dispositions?

e How does the system support Form 3922 reporting requirements?

e How does the system support Form 1099-B and the cost basis reporting requirements?

Employee Communications
e What on-line communication tools are incorporated in the system?

e Can the on-line communication tools be modified?
¢ What information is available on the employee portal (e.g., employee contribution amounts, refunds, purchase dates)?




4.4. Outsourcing.

4.4.1. The company may outsource certain aspects of ESPP administration. The processes discussed in this
publication will apply regardless of whether the company outsources plan administration; however, the
group responsible for implementing the processes may differ. In all cases, the Company maintains the of-
ficial books and records in addition to retaining overall responsibility for the internal controls. In general, the
Company:

¢ Determines eligibility of employees

e Communicates the plan

Collects and tracks contributions from the employee
Tracks status changes

Refunds excess contributions to the employee
Prepares Form W-2

Manages share pools

The Company may outsource:

e Processing enrollments

¢ Calculating the purchase price, shares, limits, and employee purchase
Valuing the award and calculating the period expense

HRIS management

e Disposition tracking

6039 Reporting

In some cases the company may use a hybrid approach. In this case the company may fully outsource for
some jurisdictions, while for others, the company handles all aspects of plan administration and merely
transfers a file to the broker to advise them how shares are to be allocated into the employee’s brokerage
accounts.

4.4.2. Multiple vendors may be required to administer ESPPs. One vendor may be responsible for the
employee interface and another for 6039 reporting. Using multiple vendors for various parts of the process
increases complexity. Depending upon the services provided, these vendors may need only a subset of the
information stored in the stock plan record-keeping system. In cases where vendors must share information,
the data should be transferred through the company. In this way the company can certify the timeliness,
correctness, and completeness of the vendor-to-vendor transfers. See previous GPS publications for a more
detailed discussion of working with an outsource provider.

4.5. Issues Related to Non-US Employees.
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4.5.1. ESPPs offered to employees outside of the US may not operate in the same manner as they do in
the US. For legal, compliance, or tax reasons, the plan may need to be implemented differently from one
jurisdiction to another, one company to another, or one group of employees to another. Before offering the
plan to non-US employees, the following areas must be reviewed:

e Acceptability of the enrollment process under local law
Contribution methods (e.G., Payroll deductions, lump sum payments, special authorization requirements)
Capability of the local payroll system to process contributions via payroll deduction

e Requirements that employee contributions be held in a separate account or interest be paid on the
contributions

Special procedures required when shares are purchased
Taxability of the purchase
Payment of required tax through payroll withholding or other means




5. Plan Enrollment

5.1. Overview.

5.1.1. Any employee who meets the eligibility requirements discussed in
paragraph 3.2.2 may participate in an ESPP; however, an employee must
take specific steps to participate in the Plan. Once an employee enrolls in
the Plan, contributions are deducted from the employee’s paycheck dur-
ing the offering period subject to the limitations of the Plan. The enroll-
ment form authorizes Payroll to deduct contributions from the employee’s
paycheck. See Section 6, Contributions to the Plan, for a discussion of
the issues regarding contributions. Plan provisions may allow employees
to change the level of contributions to the Plan during an offering or
withdraw from the Plan. See subsection 6.3 for discussions of changes

in contribution rates and withdrawal from a Plan. Enrollment in a plan
usually covers all future offering periods and continues until the employee
withdraws from the Plan or terminates employment. Exhibit 5-1 summa-
rizes the significant activities in the enrollment process.

EXHIBIT 5-1: ENROLLMENT PROCESS

BEFORE ENROLLMENT PERIOD BEGINS

Determine eligible employees During the
Establish enrollment period start and end dates
enrollment
Identify employees who require special handling
(e.g., new hires, employees without on-line access) process, an
Alert appropriate internal personnel (e.g., local human resources) employee elects

of enrollment period

, ; to participate
Communicate open enrollment to employees and include
required disclosures in the Plan

DURING ENROLLMENT PERIOD and ChOOSes
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Advise employees one week before enrollment period ends

how much to
contribute as a

Employees enroll in Plan and establish contribution rate

Confirm enrollment and contribution rates with employees

who enroll in Plan fixed amount per
AFTER ENROLLMENT PERIOD ENDS pay period or
Prepare file summarizing contribution rates by employee by payroll and as a percentage

transmit file to the appropriate payroll for processing

Estimate the number of shares required for purchase and Of after-tax
advise appropriate department compensation in

5.1.2. Efficient and effective communication with employees regarding accordance
the benefits of the plan and the administrative processes for participating .

in it will increase employee participation. Section 10 discusses employee Wlth the Plan'
communication in more detail.




5.2. Enrollment Process.

5.2.1. An ESPP is an offer to sell stock of a company to its employees. As with any offer to sell publicly traded
securities, the company must provide employees with a prospectus summarizing the significant features of the
Plan. If the plan is offered to employees outside the US, the offering may require registration or an exemption
from registration for the offering to be made. Some countries may require the offering to be made through a
licensed financial advisor in the country. In addition the company may provide additional information to help the
employee to make an informed decision about investing in the Plan. This additional information may include:

e A summary of the Plan benefits and risks
The mechanics of participating in the Plan
Instructions for withdrawing from the Plan
Instructions for changing Plan contributions
The process for purchasing shares

Where possible, electronically distribute the information. Consult Legal to ensure the communications meet
the company’s disclosure requirements. See Section 10, Employee Communication, for a full discussion of
best practices related to employee communications.

5.2.2. An employee who meets the eligibility requirements and chooses to participate in the Plan must
formally enroll during the enrollment period. An enrollment period has a specific start and end date. When
establishing the enrollment period, allow sufficient time at the end to process the enrollments prior to the
beginning of the offering period. There is no requirement that an employee participate in the Plan, and no
employee may elect to participate after the enrollment period ends.

| GPS: EMPLOYEE STOCK PURCHASE PLANS
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5.2.3. To enroll in the Plan the employee must complete an enrollment form. The enrollment form speci-

fies the contributions to be made to the Plan from the employee’s compensation and provides the employee
authorization that allows the company to deduct such contributions and, where relevant, to withhold taxes.
The enrollment form may also provide employee authorization for a quick sale of the shares purchased as dis-
cussed in paragraph 3.3.7. Enrollment may be through an on-line system, IVR (interactive voice response) tech-
nology, or by hard copy. On-line enroliment systems simplify administration by minimizing human intervention,
facilitating employee access to enrollment information, and minimizing data entry errors. On-line access may
be limited in certain locations such as remote work sites. In those cases, IVR or paper enrollment forms may
be required. Additional internal controls may be required when using paper enroliment forms as discussed in
paragraph 5.3.3. The enrollment method may be limited for non-US employees in certain jurisdictions under
local law. See subsection 5.4 for a further discussion of enrollment issues for non-US employees.
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5.2.4. On-line enrollment systems are available through a variety of vendors. These systems frequently can
process employee enrollments, changes in contribution rates, and withdrawals from the Plan. The enroll-
ment process can be outsourced to a third party. Activities that can be outsourced include:

e Communication regarding the Plan and the enrollment process

e Employee enrollment during the enrollment period

e Summarization of employee contribution rates for transmission to payroll
e Changes in employee contribution rate

Withdrawals from the Plan

The company maintains responsibility for determining employee eligibility and transmits a file of eligible
employees to the third-party vendor prior to the enrollment process.

5.2.5. A brokerage account may be established for the employee during the enrollment process. Establish-

ing the employees’ individual brokerage accounts at this time will facilitate the purchase of the shares at the
end of the offering period. In certain circumstances initialization of the employee brokerage account may be
delayed until purchase if experience shows a significant number of employees withdraw from the Plan prior
to the purchase date.

5.2.6. The process details and the group responsible for each activity described in Exhibit 5-1 depends upon
a variety of factors, including the use of third-party vendors, system capabilities, centralization/decentraliza-
tion of administration, and participation of non-US employees. For example, a company may outsource
certain aspects of its enrollment process. In that case, the company determines which employees are eligible




to participate in the Plan and transmits a file to the third-party vendor. The vendor communicates with the
employees, oversees the enrollment process, and provides Equity Compensation with a file that summarizes
employees’ contribution elections. Equity Compensation distributes the details of the contribution elections to
the appropriate payroll group. Payroll withholds employee contributions from each paycheck.

5.3. Post-Enroliment Activities.

5.3.1. After the enrollment period ends, summarize the employee contribution rate by employee and ap-
propriate payroll. When Plan administration is centralized, this process is usually handled by Equity Com-
pensation, which transmits the contribution rate to local payroll for processing. When Plan administration
is decentralized, the employing subsidiary may summarize the contribution rate for appropriate employees
and transmit the information directly to local payroll.

5.3.2. Estimate the number of shares required for purchase based on the initial employee contribution rate.
Validate that sufficient shares will be available at the purchase date.

5.3.3. Confirm the receipt of the enrollment form and verify the appropriate contribution rate with the
employee. For on-line elections, the confirmation may be a reference number automatically provided by the
system when the enrollment form has been completed. Confirming enrollment is critical if hard-copy enroll-
ment forms are used so as to maximize data integrity. As discussed in paragraphs 3.4.7 and 3.4.8 problems
with the enrollment process could jeopardize the favorable tax status of qualified plans.

5.3.4. Coordinate with Financial Reporting to provide the necessary data (e.g., employee ID, contribution
rates, contribution amounts) to perform the expense and tax calculations. Financial Reporting will also need
to be notified of subsequent changes such as terminations and contribution changes.

5.4. Issues Related to Non-US Employees.

5.4.1. The method of enrollment may be different or limited in some countries. If non-US employees are
offered the right to participate under a qualified plan, then they must be provided with a copy of a pro-
spectus before deciding whether to participate. If the company operates a nonqualified plan outside the
US, then the US prospectus requirements do not apply to the offering. The laws of the countries where the
employees reside may require similar or more elaborate disclosure be provided to employees as part of the
enrollment process.

5.4.2. To comply with securities laws in some countries, the company may need to provide employees with
disclosures or other materials that meet local securities law requirements. Often these materials must be
provided to employees at the same time as other materials about the plan and while they are able to enroll
in the program. Such documents may include both information about the risks of participating in the plan
and tax and/or currency exchange information. Some countries consider the offering of an ESPP to be a
public offering of securities and require that a registration or prospectus filing be completed before the plan
is offered to employees. Alternatively, a summary of the plan along with a list of eligible participants may
need to be lodged with securities authorities before enrollment starts or within a certain period thereafter.
If advance approval is required, the company should plan accordingly to ensure that the offering does not
need to be delayed in the jurisdiction until the necessary governmental approval is in place.
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5.4.3. Some countries limit the use of an employee’s paycheck and how much of the paycheck may be
used to contribute to a foreign ESPP. The company may need to seek approval from a labor authority in a
jurisdiction before local employees contribute funds from their paychecks. In a few countries, the employ-
ees must sign a special consent form to participate in the plan. These forms are in addition to any enroll-
ment forms that the company may be using. In some countries a representative of the employees must first
agree to the plan terms and agree that contributions may be taken via payroll deduction before enroliment
materials are distributed to employees themselves. The plan may need to be included in certain local work
rules before the enroliment process begins. Lastly, it may be necessary to translate the enrollment form, or
at least the portion of the form that authorizes the payroll deductions, to satisfy certain language require-
ments related to the protection of an individual's compensation.

5.4.4. Enrollment of non-US employees through an on-line or IVR system may not create a binding con-
tract. It may be necessary to have employees print out the forms and sign them in hard copy to create an
enforceable agreement. This enforceable agreement will allow for contributions through payroll deductions,
authorize tax withholding, and give permission to collect, process, and transfer abroad employee personal
data as detailed on the enroliment form.




6. Contributions to the Plan

6.1. Overview.

6.1.1. Once the enrollment period ends, enrollment information is sum-
marized in a file and transmitted to the appropriate payroll group (e.g., US
payroll, local country payroll, AsiaPac regional payroll). The enrollment file
includes a list of employees participating during the offering period and
each employee’s contribution rate. Payroll has responsibility for deducting
contributions from each employee’s compensation as defined by the Plan.
Since US payroll systems include functionality to track contributions for
each employee, Payroll usually assumes responsibility for this tracking and
transmits the information to Equity Compensation before the purchase
date. Payroll systems in other jurisdictions may not include this function-
ality and alternative tracking methods may be required. See paragraph
6.5.1 for the issues associated with tracking contributions of non-US
employees. Exhibit 6-1 summarizes the significant processes surrounding
contributions to the Plan.

EXHIBIT 6-1: CONTRIBUTIONS TO THE PLAN

Establish and document a process for collecting and tracking employee
contributions

Establish and document a process for collecting employee contributions associ-
ated with variable pay (e.g., overtime, bonuses, and commissions)

The Plan may
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a"ow employees Establish and document a process for employees changing their contribution
rates
to Change thEiI’ Establish and document a process for implementing plan limits, offering limits,
. . the maximum number of shares per employee, or the $25,000 limit
contrIbUtlon Identify the group responsible for processing employee changes to contribu-
rates, suspend fon feter
' p Determine how changes will be communicated to Payroll and reflected in the
contributions for payroll system
. . Establish and document a process for coordinating contribution changes and
a specrﬂed t|me’ terminations with Financial Reporting
. Prior to the purchase date, collect contribution data from Payroll and audit the
or withdraw from data to ensure
. e Employee changes during the offering period have been reflected
the Plan prior to properly
e Contributions are collected for all employees who are enrolled in the
the purchase date. Plan
e Contributions are not collected for employees who are not enrolled in
the Plan

e Contributions are not collected for employees who have withdrawn
from in the Plan

Develop and document a procedure for processing refunds to employees who
withdraw from the Plan prior to the purchase date

Develop and document a procedure for identifying terminated employees and
processing refunds from the Plan




6.2. Contribution Methods.

6.2.1. As noted previously, contributions to the Plan can be in any form, including payroll deductions and
lump sum payments. Lump sum contributions may be an attractive alternative in jurisdictions with few
participating employees. For example, Company ABC has five employees in Country X and uses an outside
vendor to administer local country payroll. The per-person administrative cost of collecting employee con-
tributions through payroll may be prohibitively expensive for five people. Allowing the employees to make
lump sum contributions to the Plan by personal check would minimize the cost of payroll administration. Of
course, this cost savings may be offset by the additional administrative cost of Equity Compensation collect-
ing lump sum contributions from appropriate employees via check or wire transfer. Lump sum contributions
can also be used in jurisdictions where local law prohibits deductions from an employee’s compensation.
Care must be taken to ensure the equal rights and privileges requirement is not violated. Companies that
want to allow employees to make lump sum contributions in lieu of payroll deductions should establish
separate offerings to avoid a violation. See paragraph 3.4.3 for details on separate offerings.

6.3. Changes in Contribution Rates.

6.3.1. The Plan may allow employees to change their contribution rates, suspend contributions for a speci-
fied time, or withdraw from the Plan prior to the purchase date. Unlimited changes to contribution rates
may be allowed during an offering period or a company can allow decreases but not increases or limit each
employee to a specific number of changes. For administrative ease, allow sufficient time for administrative
handling of Plan withdrawals (e.g., prohibit withdrawals in the two weeks prior to the end of the offer-

ing period to allow sufficient time to process them before the purchase date). Notify Financial Reporting
about any contribution rate changes since contribution increases will increase the expense recognized. This
includes changes in contribution amounts due to changes in pay (salary, bonuses, etc.). Exhibit 6-1 summa-
rizes the significant activities associated with changes in contribution rates.
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6.3.2. Most plans include a feature that automatically withdraws employees from the Plan upon termina-
tion and refunds their contributions. No interest is paid on the refunded contributions unless required in

a specific non-US jurisdiction. (See paragraph 3.4.4 for a discussion of the employment requirements for
qualified plans.) Factors to be considered when defining responsibility for identifying terminated employees
and processing refunds from the plan include:

How Payroll and Equity Compensation receive notification that an employee has terminated
The tracking mechanism used for Plan contributions

e Frequency of payroll processing

Administrative and legal requirements for the timing of refunded contributions

For example, if Payroll receives early notification of terminations to facilitate the processing of final pay-
checks and tracks Plan contributions, local Payroll may assume responsibility for refunding contributions in
the employee’s final paycheck. On the other hand, if Equity Compensation tracks Plan contributions, Payroll
and Equity Compensation are notified of terminations simultaneously, and refunded contributions are paid
by separate check, then Equity Compensation may assume primary responsibility for refunding Plan contri-
butions to terminated employees.

NVY1d dHL OL SNOILNEI4LNOD

6.4. Testing Contribution Data.

6.4.1. To verify the integrity of the contribution data and minimize problems with the actual purchase,
Equity Compensation should review contribution details during the offering period and/or prior to the
purchase date. This review should include data from local payroll showing actual contributions by employ-
ees. The data should reflect any changes in contribution rates, Plan withdrawals, and terminations. Equity
Compensation should test that all employees who have made contributions are enrolled in the Plan and all
employees who enrolled in the Plan have contributions. Reconcile the data as follows:

Employees who enrolled in the plan
Minus Terminated employees
Minus Employees who withdrew from the plan
Minus Employees on leaves of absence with no compensation or contributions

Equals Employees with contributions to the plan




6.5. Issues Related to Non-US Employees.

6.5.1. Payroll for non-US employees may be processed locally or in the appropriate region. Frequently the
local or regional payroll does not include functionality to deduct or track ESPP contributions. Manual pro-
cesses may be required at the local level to administer the ESPP. Additional internal controls may be required
to ensure the integrity of the data. Coordination with numerous payroll groups is administratively difficult.
Each local and/or regional payroll should use a standard spreadsheet to accumulate required data. The
transfer of data should be clearly defined and clarify when the data is required to be provided.

6.5.2. The local jurisdiction may limit the use of payroll deductions. In some circumstances, employee con-
tributions may consist of lump sum payments made during the offering period. Lump sum contributions are
more frequently used for non-US employees for administrative ease or due to restrictions under local law.
As discussed in paragraph 3.4.3, a separate offering may be used to allow contributions by lump sum pay-
ments for employees in certain countries. See paragraph 6.2.1 for a more detailed discussion of lump sum
payments.

6.5.3. In certain countries, the employees’ contributions must be held in a separate bank account and/or
interest paid on amounts contributed to comply with certain securities laws or to ensure that certain finan-
cial protections on individual salaries are in place. In some countries the separate bank account requirement
may be eliminated if the payroll deductions are immediately sent to the US, even if the purchase is not to
occur for several months. If employees’ contributions must be held in a separate bank account, rather than
comingled in a company’s general account as they are in other jurisdictions, then the offering in which the
contributions are held in the account should be established as a separate offering under the ESPP.

6.5.4. ESPP contributions for non-US employees are deducted in local currency and these funds must be
converted to US dollars prior to the purchase of the shares. The process for exchanging currency should be
considered prior to offering the plan in a particular jurisdiction. Written authorization or a power of at-
torney from the employee may be required to allow the employer to convert the funds on the employees’
behalf. Incorporate this authorization into the enrollment process to simplify the administration of the plan.

6.5.4.1. In addition to the employee’s authorization, the company may need to obtain approval from or
give notice to the exchange control authorities in a particular jurisdiction before converting contributions
made in the local currency into US dollars. The authorities may need to be provided with a copy of the
plan and a list of the participants.

6.5.4.2. Payroll deductions may be converted each pay period; however, the more common practice

is to convert the funds into US dollars at the end of the period for administrative ease. Converting the
funds at the end of the purchase period means that the employees bear the risk of any currency fluctua-
tion over the purchase period.

6.5.5. Another challenge when offering an ESPP to a global workforce is dealing with the contributions of
employees who move from country to country during a purchase period. See paragraph 8.6.6 for a discus-
sion of the tax issues associated with employee moves.

6.5.5.1. If the employee stays within the same offering under a qualified plan or a nonqualifed plan,
then moving from one country to another may not create significant issues. The employee will simply
continue to make payroll deductions. At the end of the purchase period, the employee’s contributions
will be converted from the various local currencies into US dollars and used to purchase shares.
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6.5.5.2. Issues are more complicated when an employee moves from one country to another where
each country is included in a separate offering. The employee may need to withdraw from one offer-

ing and to enroll in a different offering because it is on a different basis and/or has different terms. The
company will need to review the plan terms and the offerings to determine whether withdrawal and
re-enrollment is necessary and whether contributions may continue to be made or need to be refunded.
Significant administration may be required to track employee movement between separate offerings and
ensure the proper withdraw/enrollment procedures are followed. Similar issues arise when an employee
transfers between qualified and nonqualified plans.




7. The Purchase

7.1. Overview.

7.1.1. On the purchase date, employee contributions are used to pur-
chase shares. Advance preparation is required to minimize issues associ-
ated with the purchase. Paragraph 7.2.1 discusses the steps to be taken
to prepare for the purchase. The steps vary depending upon which
department is responsible for retaining and tracking the enroliment and
contribution data. Frequently Payroll tracks contributions and transmits
details to Equity Compensation immediately prior to the purchase date.
Equity Compensation audits the data prior to importing it into the stock
plan record-keeping system. In other cases Equity Compensation tracks
employee contribution rates, including increases and decreases to the
contribution rate, in the stock plan record-keeping system and advises
Payroll of the appropriate amount to withhold. In this case Equity Com-
pensation reconciles the payroll contribution file with the data in the
stock plan record-keeping system prior to purchase.

7.1.2. The number of shares purchased equals the employee contri-
bution divided by the appropriate purchase price, taking into account
appropriate share limits (e.g., Company Plan or IRS limits) that need to be
imposed. Subsection 7.3 discusses issues associated with calculating the
purchase price. Since purchases are usually infrequent, detailed documen-
tation of the purchase process will avoid errors and oversights. Exhibit 7-1
summarizes the significant processes surrounding the purchase.

7.2. Preparing for the Purchase Date.

7.2.1. Asnoted in paragraph 6.4.1, Equity Compensation should review
contribution details during the offering period. Reviews should also occur
one to two weeks prior to the purchase date and immediately before

the purchase. If appropriate, process a “practice” purchase to identify
potential issues with the purchase process. In addition to the steps noted
in paragraph 6.4.1, immediately before the purchase Equity Compensa-
tion should confirm that terminations have been properly recorded to
ensure that only appropriate employees are included in the purchase. In
addition verify that all employee brokerage accounts have been activated
(assuming shares will be transferred to individual brokerage accounts)
and confirm that sufficient shares are available for the purchase. Confirm
that amounts carried forward from a prior offering period, representing a
fractional share, are properly included as contributions during the current
period. Ensure a process is in place to transfer funds from any non-US
jurisdiction to the US on a timely basis to ensure purchases will not be
delayed. If Equity Compensation tracks employee contributions, reconcile
total contributions in the payroll system to contributions in the stock plan
record-keeping system.

CHANGE OF STATUS

Caution — When Equity Compensation is not timely notified of an
employee change of status such as a termination, the employee
may inappropriately participate in the purchase and shares may
be released to the employee. Develop a process for handling
the inappropriate release of shares. Involve Legal to ensure the
Company'’s risks are considered appropriately when resolving
these issues. Document the process.

The purchase
process requires
close coordination
with internal and
external contacts
including Payroll,
Human Resources,
Financial
Reporting,

Legal, the transfer
agent, and the
brokerage firm.
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EXHIBIT 7-1: PURCHASE ACTIVITIES

Assumptions:
Qualified Plan
Administered internally
Payroll tracks employee contributions to the Plan
The purchase is calculated internally
Whole shares are issued
A broker is used to transfer shares into the employee’s brokerage account

2-3 WEEKS BEFORE THE PURCHASE DATE

Remind Payroll of the deadline for the upcoming purchase

Remind the transfer agent and broker(s) of the upcoming purchase

Confirm all employees have activated their brokerage accounts

Verify sufficient shares are available for the purchase

IMMEDIATELY BEFORE THE PURCHASE DATE

Receive the contribution file and import it into stock plan record-keeping system (or other appropriate system)

Confirm contributions have been recorded for all employees participating in the plan

Confirm all employees are active employees

Confirm no contributions have been recorded for employees who withdrew from the plan, are on leaves of
absence, or have terminated

Confirm contribution amounts carried over from the prior offering period representing a fractional share are
properly included in this period

PURCHASE DATE

Document the calculation of FMV and the source of the pricing data

Process the foreign exchange conversion for non-US employees to convert contributions to US dollars
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Calculate the purchase for each employee

Verify purchases do not exceed plan limits, offering limits, the maximum number of shares per employee, or
the IRS $25,000 limit

Confirm sufficient shares are available for the purchase

Reconcile total contributions to shares purchased, refunds, and carry forward amounts

Instruct the transfer agent to issue shares

Provide instructions to the broker

IMMEDIATELY AFTER THE PURCHASE DATE

Provide purchase data to Financial Reporting, specifying any contribution changes and terminations

Advise employees of purchase details

Notify employees who exceeded the share or contribution limit to adjust their contribution rates

Advise Payroll of the contributions that exceeded contribution limits; Payroll to refund the excess in the next
pay cycle

Track carry forwards of excess contributions representing a fractional share to the next offering period; advise
Payroll as appropriate

Prepare a management report summarizing the purchase




7.3. Calculating the Purchase.

7.3.1. The number of shares purchased for each employee equals the employee’s contributions (including any
carry forward that could not purchase a full share in the previous purchase period) divided by the purchase
price. The purchase price is the FMV of the stock on the purchase date (or the offering date if less and the
plan includes a look-back feature) discounted in accordance with the Plan. The Plan may specify how the FMV
is determined (e.g., the previous day market close or the average FMV for the trading day). If the purchase
period ends on a non-trading day, extra care must be taken to verify the correct FMV is used. Regardless of
how the FMV is determined, verify the price from multiple sources and document the calculation. Calculating
the purchase price for an offering period that has only a single purchase period is straightforward. Calculating
the purchase price when the plan uses overlapping offering periods, resets, and rollovers may be more compli-
cated and different purchase prices may be applicable for employees participating in different offerings.

7.3.2. The purchase may be calculated internally or by a third-party administrator. The calculation is usually
done after market close on the purchase date when the FMV is determined (e.g., price at market close or
the average FMV for the trading day). The number of shares purchased may be whole shares or fractional
shares. See paragraph 3.2.7 for a discussion of issuing whole shares or fractional shares. Confirm that suf-
ficient shares are available for the purchase.

7.3.3. The number of shares available for purchase may be limited by the Plan. The limits may be by Plan, by
offering, or by employee. Qualified plans must limit the amount an employee can purchase to $25,000 for each
calendar year based on the grant date FMV. Paragraph 3.4.4. discusses the calculation of the $25,000 limit in
more detail. Prior to executing the purchase, verify that neither the total purchase nor any individual employee’s
purchase exceeds the appropriate limits. Where limits have been exceeded, excess contributions will be refund-
ed to the employee. Exhibits 3-9 and 3-10 provide examples of limiting the number of shares purchased.

7.3.4. Where possible, limit excess employee contributions. In some cases payroll systems permit the
company to stop deducting employee contributions when the IRS and/or Plan contribution limits have been
reached. Because no interest is paid on excess contributions, limiting excess contributions is employee-
friendly. In addition administration and employee communications are minimized because there are no
excess contributions to refund to the employee.

7.3.5. Reconcile the purchase details as follows:

Total shares purchased x purchase price
Plus Excess contributions refunded to the employees
Less Excess contributions carried forward from last offering period
Plus Excess contributions carried forward to next offering period
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Equals Total contributions during this purchase period

7.4. lIssuing Shares.

7.4.1. Purchased shares may be held by the employee or sold immediately. Shares may be held in a variety
of ways including:

e Deposited in an individual employee brokerage account e Direct registration
e Deposited in an omnibus account e |Issued to the employee as certificates

Each method of holding shares is discussed below. Brokerage firms and third-party administrators may sup-
port one or more methods. The company at its discretion may determine which methods to use. In some
countries the method of holding shares may be limited under local law.

7.4.2. The most common method is to deposit purchased shares into individual employees’ brokerage
accounts. The deposited shares are readily available to the employee and the subsequent sale of shares is
more efficient. The brokerage firm may permit whole or fractional shares to be held in individual employ-
ees’ accounts. The employees’ brokerage accounts can be limited-purpose or full-service. Limited accounts
merely hold company stock and cash and may provide the employer with more control over the account.
Full-service brokerage accounts can include other investments. In certain countries the brokerage firm may
be unable to support individual brokerage accounts. To simplify administration most companies use a lim-
ited number of designated brokers. If a designated broker is used, the shares are electronically transferred
in block to the brokerage firm, which disperses the shares to the individual employees’ accounts based on
information provided by Equity Compensation. See paragraph 7.4.6 for a discussion of coordinating with
the transfer agent and paragraph 7.4.7 for a discussion of coordinating with the brokerage firm.
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7.4.3. An omnibus account is an account in which the assets of more than one person are comingled and the
account is managed by a custodian. Shares purchased from an ESPP would be held in a custodial account at

a brokerage firm or transfer agent for all employees. From the employee’s perspective an omnibus account is
similar to holding shares in a mutual fund in that the employee’s access is limited to his or her own holdings.
Employee reporting in an omnibus account can be in whole shares or fractional shares. Omnibus accounts
cannot hold cash. Proceeds from any sale of the shares or cash dividends paid on the shares purchased would
be distributed directly to the employee or to the employee’s separate brokerage account. Any sales of stock
from an omnibus account would result in transaction fees that would normally be borne by the employee. In
some limited cases, the company may agree to bear the transaction fees on behalf of the employee. An omni-
bus account may give the company more flexibility to change service providers. In certain countries the use of
omnibus accounts may be limited by exchange control restrictions or other local regulations.

7.4.4. Direct registration allows ownership of shares to be electronically registered on the company’s books
through the transfer agent. A brokerage account or share certificates are not required to hold the shares.
Shares may be sold directly through the transfer agent or later electronically transferred to a broker for sale.

7.4.5. In some limited circumstances individual share certificates may be issued and the shares registered
in the employee’s name. This method is administratively cumbersome since physical share certificates are
issued and mailed to the employee. This may result in significant delays in the receipt of the shares by the
employee and carries the risk that the certificate may be lost or stolen. Issuing of individual certificates can
increase the cost for the company and the employee. For these reasons, this method of delivering shares to
participants is rarely used.

7.4.6. The transfer agent will issue shares based upon instructions provided by the company. The transfer
agent electronically transfers shares from the share reserve for this purpose to a brokerage account via De-
posit/Withdrawal at Custodian (DWAC), electronically registers the shares (DRS), or issues physical certifi-
cates. Limiting the number of brokerage firms receiving shares minimizes transfer agent fees. Instructions to
the transfer agent include:

e Name of the applicable plan

e Purchase date

e Total shares

e Number of shares to be issued to each brokerage firm
e Delivery instructions

e Details of any restrictive legends

e Control number

¢ Reserve name and number

Clarify the purchase process with the transfer agent prior to the purchase date to ensure the information
provided conforms to the transfer agent’s unique requirements. Periodically reconcile Plan reserve balances
with the transfer agent’s records.

7.4.7. Notify the brokerage firm(s) of the shares to be delivered. Provide details for allocating the shares to
the appropriate employee’s brokerage accounts including the:

¢ Name of the employee

Number of shares purchased

* Employee account number

e Instructions regarding the sale of shares, as appropriate (i.e., quick sales authorized by employees)
e Control number

Where multiple brokerage firms are used, confirm which firm the employee is using and prepare instruc-
tions for each firm. Using multiple brokerage firms creates extra work because coordination with each firm
is required. Limiting the number of brokerage firms minimizes costs and risk of error.



7.5. Post-Purchase Activities.

7.5.1. Immediately after the purchase, advise employees of the purchase details. The following information
should be included:

e Date of offering period

e The purchase date

e The amount contributed

e The number of shares purchased

e An explanation of how the purchase price was calculated, including applicable exchange rate for non-US
employees

* An explanation of how shares will be issued

e Details about when shares will be in the employee’s account and available for sale

e Details about any excess contributions, the reason for the excess contribution, how the excess
contribution will be treated (i.e., refunded or carried forward), and suggestions for minimizing excess
contributions in the future

e An explanation of restrictions on subsequent sale of shares

For taxable transactions (i.e., purchases from nonqualified plans or purchases from qualified plans for non-
US employees), the tax consequences should be summarized and the amount of tax withholding, if any,
disclosed.

7.5.2. Coordinate with Financial Reporting to provide the final purchase data, information about termina-
tions, and details on changes in contribution rates. This process may involve electronically transmitting a
data file, notifying Financial Reporting that reports in the stock plan record-keeping system are ready to be
accessed, or a combination of both. Expense calculations may be outsourced to a third party. In that case
the data requirements and processes remain the same, even though the responsible party may be different.

7.5.3. Refunds of excess contributions should be processed in the next pay cycle. Provide Payroll with ap-
propriate details to process the refunds. Track carry forwards of excess contributions representing a frac-
tional share to the next offering period and advise Payroll as appropriate. Reset purchase period contribu-
tions to zero.
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7.5.4. Prepare a report to management summarizing the purchase details, such as:

e Number of employees participating

e Participation rate for the current purchase as compared to previous purchases
e Number of shares purchased

e Number of shares sold immediately

e Purchase price

e FMV on purchase date

* Value delivered to the employees and the gain per share

e Balance of shares in the plan and projected usage of the shares

7.6. Issues Related to Non-US Employees.

7.6.1. Local and/or regional payroll is responsible for providing Equity Compensation with contribution de-
tails prior to the purchase date. Coordinating with numerous payroll groups can be an onerous task. A de-
lay in the receipt of information from one payroll group could potentially delay the purchase for the entire
offering. To avoid such issues, implement a policy that if information is not timely received from local payroll
that location will not participate in the scheduled purchase. An additional purchase(s) will be processed to
include late payroll submissions. Consult Legal to confirm the acceptability under local law.




8. Tax Issues

8.1. Overview.

8.1.1. The tax treatment available for ESPP shares depends upon wheth-
er the plan is qualified or nonqualified. Nonqualified plans are subject to
the general tax rules, which are discussed in subsection 8.2. The special
tax rules that apply to qualified plans are discussed in subsection 8.3.

See Exhibit 8-2 for a comparison of the employee tax consequences of
nonqualified and qualified plans. Exhibits 8-3 to 8-6 provide examples of
these rules.

8.1.2. Employers have a variety of tax withholding and reporting respon-
sibilities relating to ESPPs. These responsibilities are discussed in subsection
8.4. See Exhibit 8-7 for a comparison of the employer withholding and
reporting responsibilities relating to nonqualified and qualified plans. Most
states’ withholding and reporting requirements follow federal rules. Except
as noted, the discussion of tax requirements refers to federal and state
rules. In addition the employer may be entitled to a corporate tax deduc
tion for the ordinary income reported by the employee. The corporate tax
implications are discussed in subsection 8.5. Previous GPS publications
address the administrative requirements and internal controls associated
with tax withholding and reporting. (Note — Previous GPS publications can
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An ESPP is be accessed at www.scu.edu/business/cepil.)
- 8.1.3. US employees who participate in qualified plans are eligible for
considered a special tax treatment. The tax implications for non-US employees par-
- ticipating in qualified and nonqualifed ESPPs are determined under local
stock Optlon law, not US law, and the preferential tax treatment as provided by US law
does not apply. Many countries also allow preferential tax treatment for
plan for tax ESPPs that would be qualified under local tax laws. Locally qualified plans
may be similar, but are not identical, to US qualified plans. Such qualified
purposes. The plans are outside the scope of this publication. The tax issues associated
. . with US qualified and nonqualified plans offered to non-US employees
Optlon IS granted are discussed in subsection 8.6.
at the begmnmg 8.2. Employee Tax Consequences — Nonqualified Plans.
of the offering 8.2.1. Most nonqualified plans are considered stock option plans for tax
i : purposes. The option is granted at the beginning of the offering period.
perlod_ The Optlon The general rule regarding the transfer of property in connection with
i the performance of services is incorporated in IRC §83, which states the
vests and IS transfer of property is taxable income to the recipient/employee. Howev-
i er, the grant of an option to purchase stock does not constitute a transfer
exerCISed at the of property.! Therefore, according to IRC 8§83, the grant of the option
has no tax impact to the employee. Contributions used to purchase stock
purchase date. are not tax deductible and contributions by the employee are made with

after-tax dollars.

8.2.2. For tax purposes the purchase of stock through a nonqualified
plan is considered an exercise of an option and taxable to the employee.
The difference between the FMV on the purchase date and the purchase
price is taxable compensation to the employee. This ordinary income is
subject to income and social tax withholding and reporting. When the
stock is sold, the difference between the sales price and the FMV on the
purchase date is a capital gain or loss. The capital gain/loss is short term
if the stock was held one year or less from the purchase date. The capital
gain/loss is long term if the stock was held more than one year from the
purchase date. See Exhibits 8-3 to 8-6 for applications of these rules.




8.2.3. The tax treatment of shares purchased under a nonqualified plan that offers matching shares is
dependent on the plan structure and any restrictions placed on the matching shares. In general the differ-
ence in FMV at the purchase date and the purchase price is taxable income to the participant. The matching
shares are taxable when they vest. A complete discussion of the tax treatment of nonqualified plans with
matching shares is beyond the scope of this publication.

8.2.4. If the employee sells substantially identical shares at a loss within 30 days before or after the pur-
chase of ESPP shares in an unrelated transaction, special tax rules apply. IRC §1091 disallows the loss on the
stock sale. The basis of the ESPP shares is increased for the disallowed loss. This transaction is commonly
referred to as a “wash sale.” See Exhibit 8-1 for an example of the wash sale rules.

EXHIBIT 8-1: WASH SALE RULES

e Employee A owns 10 shares of XYZ Co., which were purchased for $100 per share on January 1
e On January 15 Employee A sells the shares for $80 per share
e On February 1 Employee A purchases 10 shares under the XYZ ESPP for $85 per share

Tax consequences:
® No loss is recognized on the sale on January 15
e The basis of the shares purchased on February 1 is $105 per share ($85 purchase price plus $20 loss
disallowed on January 15 sale)
e The acquisition date is adjusted to include the period the original stock was held. The new
acquisition date is January 17 for capital gain/loss purposes

8.2.5. IRC §409A addresses the taxation of nonqualified deferred compensation (NQDC). In some limited
situations the purchase of stock through an ESPP may be considered NQDC, depending on the terms of the
award. With proper planning, nonqualified plans can be designed to avoid the application of IRC §409A. A
complete discussion of IRC §409A is beyond the scope of this publication. Consult tax and/or legal counsel
to confirm the Plan meets the requirements of IRC §409A.

8.3. Employee Tax Consequences — Qualified Plans.

8.3.1. IRC §83 also applies to employees participating in qualified plans. The grant date is normally the be-
ginning of the offering period, provided the maximum number of shares any one employee may purchase
has been specified. The maximum number of shares can be a specific number of shares or a formula (e.q.,
$20,000 divided by the FMV of the stock on the first day of the offering), provided the maximum number
of shares per employee can be determined as of that date. If the terms are not fixed and determinable at
the beginning of the offering period, the grant date for tax purposes is the purchase date. As noted above,
the grant of the option is not a taxable event for the employee.
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8.3.2. Contributions to the plan are made using after-tax dollars. The purchase of stock under a qualified
plan is considered an exercise of an option, and employees will qualify for beneficial tax treatment if the
following requirements are met:

* The plan meets the requirements of IRC §423 (see subsection 3.4 for a complete discussion
of the requirements of IRC §423)

e The employee holds the stock at least two years from the date of grant and one year from
the date of purchase

e The employee remains an employee from the date of grant to three months before the purchase date

QUALIFYING VERSUS DISQUALIFYING DISPOSITIONS

Caution - To receive preferential tax treatment an employee must hold shares purchased under a
qualified plan at least two years from the date of grant and one year from the date of purchase. A sale
of the stock on the one-year anniversary date of the purchase is a disqualifying disposition. For example —

Beginning of the offering period February 1, 2011
Purchase of the stock February 1, 2012
Sale of the stock February 1, 2013

The sale of stock on February 1, 2013, would be a disqualifying disposition. The sale of shares
on February 2, 1013, would be a qualifying disposition.




TREATMENT UPON DEATH

Special rules apply if the employee dies while owning shares purchased under a qualified plan.
In this event the shares are deemed transferred in a qualifying disposition, even if the required
holding period has not been met (i.e., the stock may not have been held two years from the date
of grant and one year from the date of purchase). The ordinary income is the lesser of:

e The difference between the FMV of the stock at the grant date and the purchase price at
the grant date
or

e Thedifference between the FMV of the stock at death and the purchase price and is reported
on the employee’s final Form W-2. No income or social tax withholding is required.

8.3.3. If the above requirements are met, the employee is not taxed upon the purchase of the stock. When
the stock is sold, the sale is a qualifying disposition and ordinary income is recognized in an amount which
is the lesser of:

¢ The difference between the FMV of the stock at grant and the purchase price as if it were calculated on
the grant date (i.e., 85% of the grant date FMV) or

e The actual gain (sale price minus the purchase price), if any

No income or social tax withholding is required on the ordinary income, but the ordinary income will be
reported on Form W-2 for the year of sale. This requirement applies to current and former employees. See
subsection 8.4 for a discussion of the employer’s reporting requirements. In addition to the reported ordi-
nary income, any additional gain or loss upon the sale of stock is treated as a long term capital gain/loss.
See Exhibits 8-3 to 8-6 for applications of these rules.

8.3.4. If an employee under a qualified plan does not meet the requirements of paragraph 8.3.2 (e.g., the
employee does not meet the required holding period of the purchased shares), the disposition of the stock
is deemed a disqualifying disposition. Ordinary income is recognized upon sale to the extent the FMV at the
purchase date exceeds the purchase price, even if no gain is realized upon the sale of the stock. No income
or social tax withholding is required on the ordinary income, but the ordinary income must be reported on
Form W-2 for the year of sale. The difference between the sale price and the FMV on the purchase date is
a capital gain or loss. The capital gain/loss is short term if the stock was held one year or less from the pur-
chase date. The capital gain/loss is long term if the stock was held more than one year from the purchase
date. See Exhibits 8-3 to 8-6 for applications of these rules.
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Nonqualified Plans Qualified Plans

Grant None. None.

Contributions | Made with after-tax dollars. Made with after-tax dollars.

Purchase FMV on the purchase date None.
minus the purchase price is
taxable ordinary income at
the time of purchase.

Sale Sale price minus the FMV on | Qualifying Disposition - If the stock is held at least two years
the purchase date is a capital | from the date of grant and one year from the date of purchase,
gain or loss. ordinary income is recognized on the lesser of:

® The difference between the FMV of the stock and the
purchase price on the grant date, or
e The actual gain (sale price minus the purchase price), if any
If the sales price is less than the purchase price, the difference will be a
long term capital loss. If the sales price is greater than the FMV of the
shares on the grant date, the difference will be long term capital gain.

Disqualifying Disposition - If the stock is not held at least two
years from the date of grant and one year from the date of pur-
chase, ordinary income is the FMV at the purchase date minus the
purchase price. The sales price minus the FMV on the purchase
date is a capital gain or loss.
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8.3.5. The wash sale rules described in subsection 8.2.4 may apply to any sale of substantially identical -
stock within 30 days before or after the purchase of ESPP shares in an unrelated transaction. g
=
EXHIBIT 8-3: APPRECIATING MARKET VALUE g
DURING OFFERING PERIOD AND GAIN ON DISPOSITION <
Plan Provisions/Assumptions: m
Offering price 85% of fair market value on lower of o
FMV on grant date or purchase date =
FMV on grant date $10.00 (@)
FMV on purchase date $12.00 ;
Sale price $15.00
o
Calculations: c
V)
Purchase price ($10.00 x 85%) $8.50 5:7
Discount calculated at the grant date ($10.00 x 15%) $1.50 >
w
Gain realized on purchase ($12.00 - $8.50) $3.50 rm
o
Additional gain realized at sale ($15.00 - $12.00) $3.00 ;
Total gain $6.50 5
Qualified Plan .
- : = Nonqualified -
Tax Consequences: Qualified Disqualified
N e Plan 37
Disposition Disposition —
Taxable as ordinary income recognized on purchase N/A N/A $3.50 j_>|
date
>
Taxable as ordinary income on sale of stock $1.50 $3.50 N/A 5
Taxable as capital gain on sale of stock $5.00 $3.00 $3.00 g
=
w

EXHIBIT 8-4: APPRECIATING MARKET VALUE
DURING OFFERING PERIOD AND LOSS ON DISPOSITION

Plan Provisions/Assumptions:

Offering price 85% of fair market value on lower of FMV on grant

date or purchase date

FMV on grant date $10.00

FMV on purchase date $12.00

Sale price $5.00
Calculations:
Purchase price ($10.00 x 85%) $8.50
Discount calculated at the offering date ($10.00 x 15%) $1.50
Gain realized on purchase ($12.00 - $8.50) $3.50
Additional loss realized at sale ($5.00 - $12.00) ($7.00)
Total loss ($3.50)

Qualified Plan .
: = : = Nonqualified
Tax Consequences: Qualified Disqualified Plan
Disposition Disposition

Taxable as ordinary income recognized on N/A N/A $3.50
purchase date
Taxable as ordinary income on sale of stock N/A $3.50 N/A
Taxable as capital loss on sale of stock ($3.50) ($7.00) ($7.00)
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EXHIBIT 8-5: DECLINING MARKET VALUE
DURING OFFERING PERIOD AND GAIN ON DISPOSITION

Plan Provisions/Assumptions:
Offering price

85% of fair market value on lower of FMV on grant
date or purchase date

FMV on grant date $10.00
FMV on purchase date $8.00
Sale price $9.00
Calculations:
Purchase price ($8.00 x 85%) $6.80
Discount calculated at the offering date ($10.00 x 15%) $1.50
Gain realized on purchase ($8.00 - $6.80) $1.20
Additional gain realized at sale ($9.00 - $8.00) $1.00
Total gain $2.20
Qualified Plan »
: = : = Nonqualified
Tax Consequences: Qualified Disqualified Plan
Disposition Disposition
Taxable as ordinary income recognized on N/A N/A $1.20
purchase date
Taxable as ordinary income on sale of stock $1.50 $1.20 N/A
Taxable as capital gain on sale of stock $ .70 $1.00 $1.00

EXHIBIT 8-6: DECLINING MARKET VALUE
DURING OFFERING PERIOD AND LOSS ON DISPOSITION

Plan Provisions/Assumptions:
Offering price

85% of fair market value on lower of FMV on grant
date or purchase date

FMV on grant date $10.00
FMV on purchase date $ 8.00
Sale price $ 5.00
Calculations:
Purchase price ($8.00 x 85%) $6.80
Gain realized on purchase ($8.00 - $6.80) $1.20
Additional loss realized at sale ($5.00 - $8.00) ($3.00)
Total loss ($1.80)
Qualified Plan Nonqualified
Tax Consequences: Qualified Disqualified Plan
Disposition Disposition
Taxable as ordinary income recognized on N/A N/A $1.20
purchase date
Taxable as ordinary income on sale of stock N/A $1.20 N/A
Taxable as capital loss on sale of stock ($1.80) ($3.00) ($3.00)




8.4. Employer Withholding and Reporting Responsibilities.

5 3 PLO R OLD AND REPOR R 40 5
Qualified Plans* Nonqualified Plans
Grant None. None.
Contributions None. None.
Purchase None. Difference between the FMV at exercise and

the purchase price paid is taxable as ordinary
income. Income tax and social tax must be
withheld. Ordinary income is reported on
Form W-2, box 1.

First transfer Reported on Form 3922 to the IRS and the None.

of legal title employee.

of shares

purchased**

Sale Qualifying Disposition: Ordinary income on the | None.
lesser of:

¢ The difference between the FMV of the
stock and the purchase price on the
grant date or

e The actual gain.

This amount is reported on Form W-2, box

1. No income or social tax withholding is
required. Disqualifying disposition: Ordinary
income on the FMV at the purchase date minus
the purchase price and is reported on Form W-2,
box 1. No income or social tax withholding is
required.
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* Some states do not recognize the preferential tax treatment of qualified plans. In such states, qualified plans are
treated as nonqualified plans.

** Usually when the purchased shares are transferred into the individual employee’s brokerage account or an
omnibus account.

8.4.1. When a non-qualified stock option is exercised, the difference between the FMV at exercise and the
option price is taxable as ordinary income. Income and social tax withholding are required, and the income
is reported on Form W-2. For tax purposes the purchase of stock from an ESPP is deemed the exercise of an
option. Therefore, the purchase of stock under a nonqualified ESPP is subject to income and social tax with-
holding and reporting. The difference between the FMV at purchase and the purchase price (i.e., purchase
discount) is ordinary income. For income tax purposes the income is typically treated as a supplemental
wage and tax is withheld using supplemental tax rates rather than regular withholding rates. When year-to-
date supplemental wage payments from all sources exceed $1 million for an individual in a calendar year,
federal withholding must be increased to the maximum tax rate. The employer is not required to withhold
tax or report income associated with the sale of the stock.

8.4.2. The employee can pay tax related to the purchase discount by:

e Having the appropriate amount withheld from compensation
e Selling a portion of the shares
e Having a portion of the shares withheld to fund the required tax payment

The advantages and disadvantages of each method are briefly discussed below. See previous GPS publica-
tions for a more detailed discussion of methods for collecting tax from the employee.

8.4.2.1. The most common method for collecting tax on the purchase discount is withholding the ap-
propriate amount from the employee’s compensation through the regular payroll process. The discount
is calculated and communicated to Payroll as additional income in the current pay period. Income and
social taxes are withheld. The disadvantage of this method is that the employee’s paycheck is impacted.




8.4.2.2. An alternative is to sell a portion of the purchased shares to fund the required tax (i.e., sell-to-
cover). Using this method, the required tax is estimated and sufficient shares are sold to generate cash to
fund the payment. The number of shares to be sold is rounded up to equal whole shares, not fractional
shares, and to cover market fluctuation in the shares. (Market fluctuation is the difference between the
estimate of the proceeds from the stock sale and the actual proceeds from the stock sale.) This method
ensures that the employee’s paycheck for the month of the purchase is not affected by the transaction.
The sale usually occurs on the day after purchase. This method of withholding has administrative chal-
lenges for the company because estimating the number of shares to be sold to pay tax and the compli-
cations of handling proceeds that exceed or fall short of the required tax requires significant time and
effort. The employee must authorize the sale of the shares. The authorization is typically incorporated in
the enrollment form.

8.4.2.3. Another method is to withhold a portion of the purchased shares to fund the required tax

(i.e., withhold-to-cover). This method also ensures that the employee’s paycheck for the month of the
purchase is not affected by the transaction. The employee’s tax is paid by withholding shares equal to
the amount of tax divided by the FMV of a share. Most companies do not allow for the issuance of
fractional shares. Therefore, the calculation of the number of shares that must be withheld is rounded to
whole shares. See paragraph 8.4.2.4 for a discussion of the accounting implications of rounding shares.
The company credits the current value of the shares withheld against the tax required to be withheld

on the purchase discount. Since no shares are sold in a withhold-to-cover transaction, there are no sales
proceeds to fund the employee’s tax. Instead, company funds are used to pay the employee’s withhold-
ing tax liability.

| GPS: EMPLOYEE STOCK PURCHASE PLANS

8.4.2.4. Withholding shares to cover the required tax is commonly referred to as a “tender of shares.”
When shares are tendered from those currently being purchased, the tax withholding must be limited

to the minimum required statutory payment. For companies that have adopted ASU 2016-09, tender-
ing shares in excess of the maximum statutory requirements will result in the award being treated as a
liability rather than an equity instrument. In addition, if there is a pattern of withholding shares in excess
of the maximum statutory requirement, it may cause all grants under the plan to be treated as liability in-
struments. Using whole shares to cover the tax may result in slightly more tax than the minimum amount
required to be withheld. A company’s external auditors should be consulted to ensure this approach
does not affect the classification of the award as an equity instrument.
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8.4.3. Purchases under a qualified plan are not taxable at the time of purchase. Some states do not rec-
ognize the preferential tax treatment of qualified plans. In such states, qualified plans are treated as non-
qualified plans. When the stock is sold, ordinary income and capital gain/loss are realized as discussed in
subsection 8.3. The employer is not required to withhold income tax or social taxes on the ordinary income.
Ordinary income must be reported on Form W-2, box 1, provided the wages are in aggregate $600 or more
in a calendar year.?

8.4.4. To properly report the sale of stock under a qualified plan, the company must track the disposition
of the stock. This means the company must track the stock held by current and former employees until the
stock is sold. Some companies avoid the issue by implementing post-purchase restrictions such as those
discussed in subsection 3.3.6. Frequently the broker or third-party administrator will track subsequent dispo-
sitions on behalf of the company and transmit reports summarizing qualified and nonqualified dispositions
to the company. In certain cases, the broker or third-party administrator may calculate taxable income from
the disqualified disposition using purchase price provided by the company. Using a designated broker will
simplify the tracking process. If the information is not available from the broker or third-party administrator,
the company must gather appropriate information directly from the employee.

8.4.5. IRC §6039 requires every company that has transferred legal title of shares acquired under a 423
plan to file Form 3922 for each transfer made during the year. Forms are filed with the IRS and also sent to
the employee or former employee. The reporting requirement applies only to the first transfer of legal title
of shares of stock purchased. Immediately depositing the purchased shares into the individual employee’s
brokerage account or an omnibus account is considered the “first transfer of legal title.” Post-purchase
restrictions on the sale of shares do not affect the determination of the “first transfer of legal title.” Subse-
quent transfers of legal title (e.g., sale of the shares) do not require reporting under IRC §6039. Nonquali-
fied plans are exempt from the reporting requirements of IRC §6039. In addition Form 3922 is not required
for an employee who is a nonresident alien for US tax purposes and to whom the corporation is not
required to provide a Form W-2.3




8.4.5.1.The following information must be provided for each transfer:

e The employee’s name, address, and Social Security number

e The name, address, and employer identification number of the corporation whose stock is being
transferred

¢ Grant date (i.e., beginning of the offering period)

e Purchase date (i.e., date the option was exercised)

e FMV per share on the grant date

e FMV of the stock on the purchase date

e The actual purchase price (i.e., exercise price) paid per share

e Number of whole shares to which legal title was transferred (i.e. fractional shares must be rounded up
to the next whole share)

¢ Date the legal title of the shares was transferred
e Purchase price per share determined as if the purchase occurred on the grant date

This information is not required if the purchase price is based solely on the FMV at the beginning of
the offering period or the grant date occurs on the purchase date. It is required only if the purchase
price was not fixed and determinable on the grant date, which occurs if the plan has a look-back
feature or the purchase price is based on the FMV at the purchase date.

e Account number

A unique transaction number should be used on each Form 3922 to facilitate IRS matching of

forms. If an employee has more than one purchase per year, each purchase must be reported sepa-
rately and have a unique account number.

The filing requirements of Form 3922 are summarized in Exhibit 8-8. Significant penalties may be incurred for
late filing, not filing the required forms with the IRS, or failing to distribute the statements to the employees.
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5 5-8 OR Y REQ R
Due Date Other Comments
February 28 of the following year Permissible only if the company has fewer than

Paper filin .
P 9 250 reportable transactions

March 31 of the following year Required if the company has 250 or more report-

Electronic filin S
9 able transactions in a year

January 31 of the following year Substitute forms may be used to combine mul-
tiple transfers on a single form. Substitute forms
must include “substantially the same” informa-
tion noted above.

Employee

8.4.5.2. Frequently a company will electronically file Form 3922 with the IRS and use a substitute form
to distribute to employees. Where appropriate, the company may include additional information for the
employees to explain the information provided and describe the tax consequences of the transactions.

8.4.5.3. Form 3922 can be prepared internally or outsourced. If prepared internally, Equity Compensa-
tion is usually responsibility for filing the form. In some companies Accounts Payable, Payroll, or another
department assume responsibility for the filings.

8.4.6. Stock purchased through an ESPP after January 1, 2011, is subject to cost basis reporting (because
the shares are purchased for cash, they are considered “covered” shares). The broker is responsible for
reporting the cost basis at sale to the employee and the IRS on Form 1099-B. The reportable cost basis
includes only the price the employee paid for the stock. To calculate capital gain or loss upon sale of the
shares, the employee must add any ordinary income subsequently recognized in connection with the sale
of stock to the cost basis that was reported on Form 1099-B. The employee will make this adjustment on
Form 8949 when completing Form 1040 in the year of sale.

8.4.6.1 For stock acquisitions on or after January 1, 2011, but prior to January 1, 2013, the broker must
record a cost basis at least equal to the amount the employee paid for the stock. (Note — This may not
be the same as the cost basis for tax purposes.) From 2011-2013, a broker may have, but was not re-
quired to, include ordinary income in cost basis reporting.




COST BASIS

The cost basis regulations require brokers to report only the discounted purchase price
as the cost basis. Employees will have to increase the reported cost basis on Form
1099-B by reportable ordinary income from qualifying or disqualifying dispositions.
Companies should be careful to report this income properly on Form W-2 and to advise
employees how to adjust the cost basis of the shares sold to avoid over-reporting
capital gains or underreporting losses.®

8.4.6.2 Although the broker is responsible for filing Form 1099-B, the plan administrator (e.g., the com-
pany) typically tracks and maintains the cost basis data. When the shares are purchased in the ESPP and
the plan administrator transfers custody over the shares to the broker, the plan administrator is required
to furnish to the receiving broker a transfer statement that must include the cost basis and acquisition
date of any covered shares. For acquisitions after January 1, 2014, only the amount paid for the stock
will be furnished to the receiving broker.

8.4.6.3 For nonqualified plans, calculating the complete adjusted cost basis is relatively straightforward,
since ordinary income is calculated when the shares are purchased. The cost basis of shares purchased
under a nongualified plan is typically the FMV on the purchase date. This data should be readily available
on the purchase date. For qualified plans, ordinary income is calculated when the shares are sold. Each
purchase lot will have a unique cost basis, which must be separately calculated by the employee after
the sale of shares. When the sale occurs after the shares are transferred to a broker, it is unlikely that the
ordinary income component of cost basis reporting will be calculated by the broker for qualified plans.

| GPS: EMPLOYEE STOCK PURCHASE PLANS

8.4.6.4 Coordination is required between the plan administrator and broker to ensure the 1099-B
reporting requirements are met. Processes and responsibilities should be clearly defined. The following
areas should be addressed:

D
N

How the information will be provided to the broker
Whether the broker identifies ESPP shares on its system

Whether the broker follows up with the administrator or issuer to obtain the complete cost basis in the
event of a sale of ESPP stock

Whether the broker provides supplemental information to the employee advising them either:

4+ That the cost basis requires adjustment when reporting the sale on the employee’s tax return,
and/or

4+ The dollar amount of basis adjustment required
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8.4.6.5 Employee communications should be enhanced to include an explanation of the interaction of
cost basis reporting and reporting the sale of stock for tax purposes. This will minimize misunderstand-
ings and incorrect reporting of the sale of stock and is especially important if the 1099-B includes only
the amount the employee paid for the stock and not the compensatory income.

8.5. Corporate Tax Deductions.

8.5.1. Normally a corporate tax deduction may be claimed for the ordinary income recognized by the em-
ployee upon the exercise of stock options. When an employee purchases stock under a nonqualified plan,
the FMV at purchase less the purchase price is ordinary income to the employee. The company is entitled to
a compensation deduction in the same amount provided the employer reports the compensation on a Form
W-2 or the employee reports the compensation on his/her annual tax return.

8.5.2. The sale of stock under a qualified plan may result in a qualifying or disqualifying disposition. No
corporate deduction is permitted under IRC §421(a)(2) for a qualifying disposition. The employer will be
entitled to a deduction upon a disqualifying disposition equal to the amount the employee must include
in income.* The employer may take this deduction in its taxable year in which the disqualifying disposition
occurred.®

8.5.3. The corporate tax deduction may be limited under IRC §162(m) for certain employees whose com-
pensation exceeds the $1 million cap for the year. A complete discussion of IRC §162(m) is outside the scope
of this publication.




8.5.4. A US tax deduction is only permitted for employees working for the benefit of the US company.
A non-US tax deduction may be allowed for the purchase discount of non-US employees in the location
where the employees work. Certain steps must be taken to secure this non-US tax deduction including
tracking the cost and allocating the cost to the employing companies. A non-US tax deduction may be
available for qualified and nonqualified plans. Any decision to recharge the costs of the ESPP to a non-US
jurisdiction must be discussed with the US issuer’s tax department because it may impact the company’s
larger global tax strategy or transfer pricing arrangements.

8.5.4.1.For the company to obtain a tax deduction for the discount at the time of the purchase, an
agreement needs to be in place between the US issuer and the employing company under the terms of
which the employing company agrees to bear the cost of the ESPP for its employees. This agreement
(i.e., recharge or reimbursement agreement) normally needs to be in place at the time the ESPP is first
offered to the employee. In certain countries a formal recharge agreement is not required to claim a
statutory deduction. To put a recharge agreement in place, an employing company may need to follow
certain administrative steps such as having its shareholders approve the use of funds for this purpose.
Exchange controls should also be considered to determine whether the recharge payment itself requires
the approval of the exchange control authorities.

8.5.4.2.1f such a recharge agreement is in place, the company needs to develop certain procedures to
track the purchase of the shares and to charge the cost of those purchases to the employing company.
This record is important for the company to be entitled to take the deduction. A recharge agreement
may also impact the tax consequences for the employees and the employing company in the jurisdiction
where the employees reside.

8.6. Issues Related to Non-US Employees.

8.6.1. Outside the US, employees generally will be subject to tax on the amount of the discount at pur-
chase (i.e., FMV at purchase less the purchase price) in the country in which they reside. These non-US taxes
apply to the purchase of shares by employees outside the US regardless of whether they are participating
under a qualified or nonqualified plan. In some countries a special tax exemption may apply to exclude
some portion of the discount from taxation if certain requirements are met.
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8.6.2. For most non-US jurisdictions, the FMV of the shares is based on the value of the shares on the
exchange on which they are listed on the day of the purchase. Some countries require that shares be valued
for tax purposes at the average share price over the month prior to purchase, at a weighted-average price,
or at the opening price on the day of purchase. Other countries require that a local bank or broker value the
shares even though the shares are listed on a recognized stock exchange in the US or elsewhere. A com-
pany offering a global ESPP should determine which countries require a special tax valuation of the shares
so that value is determined on a timely basis.

8.6.3. Because the purchase generally is a taxable event, a number of administrative and practical hurdles
arise including:

e Meeting the company withholding and reporting requirements
e Paying the employer social tax obligations

e Calculating the taxable amount

e Determining the appropriate tax rate

These administrative issues mean that operating an ESPP outside the US may be more challenging than it is
within the US.

8.6.3.1.The employing company may be required to withhold and report income and social tax on the
discount. In addition, the employing company may be required to pay the employer’s portion of any
social tax on the discount. In some countries, the employer social tax is very high (e.g., 46% uncapped).

8.6.3.2.The calculation of the taxable amount and the associated withholding requires cooperation
between the issuer and the company employing the participant. The number of shares to be purchased
and the price paid for such shares must be determined employee-by-employee. The taxable income re-
sulting from the discount is the taxable value of the shares under local country rules minus the purchase
price. Once the discount is determined, the tax rate can be applied to determine the amount of tax that
must be withheld.




8.6.3.3.The non-US tax rate generally is based upon the participant’s marginal tax rate. The income is
included in the employee’s compensation in the month in which the purchase occurs and the appropri-
ate marginal tax rate is applied. In some countries, employees are able to factor the discount into their
income over the taxable year, rather than in the month in which the purchase occurs. This income aver-
aging may result in a lower tax rate on the discount.

8.6.4. Once the taxable amount is determined and a country withholding obligation is identified, the com-
pany must decide how the tax amount will be collected from the participant and paid to the tax authorities
in the jurisdiction in which the participant resides. The tax may be collected from the employee by:

e Withholding from the employee’s compensation
¢ Selling a portion of the shares
¢ Withholding a portion of the shares

The advantages and disadvantages of each method are discussed in subsection 8.4.2. Note — In the US
determining the minimum required statutory payment is relatively simple since the US provides for a flat
withholding rate on supplemental payments. Most countries do not apply flat withholding rates to supple-
mental payments such as equity compensation. Income from equity awards is generally subject to tax at
regular payroll tax rates.

8.6.5. The purchase of stock of a US issuer under a nonqualified ESPP is also subject to US withholding and
reporting. Non-US tax residents can avoid this requirement by having a Form W-8 BEN — Certificate of For-
eign Status — on file with the broker or the company. By completing a Form W-8BEN, the employee certifies
under penalty of perjury that they are neither a US citizen nor a resident alien, and are not subject to certain
US information return reporting and back-up withholding.

| GPS: EMPLOYEE STOCK PURCHASE PLANS

D
D

8.6.6. The purchase of shares may trigger taxation in multiple countries if during the offering period

an employee moves from one jurisdiction to another or is a tax resident in more than one country. The
company may be required to withhold and/or report taxes in multiple countries at the time of the pur-
chase. The company should develop a system to identify mobile employees or employees who are resident
in more than one tax jurisdiction and determine how to allocate the discount among jurisdictions for tax
purposes. This requirement may also apply to a US taxpayer participating in the ESPP while a resident of a
non-US tax jurisdiction. In this case the US taxpayer may be liable for tax in the non-US jurisdiction at the
time of the purchase. A complete discussion of the issues related to mobile employees is beyond the scope
of this publication.
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IRC § 1.83-3(a)(2)
2|RC §1.6041-2(a)(1)
3|IRC §1.6039-1(e)(2)
4RC §421(a)(2)

5IRC §1.421-2(b)(1)())
6 ASC 718-740-25-2




9. Legal

9.1. Overview.

9.1.1. Companies and employees are subject to a variety of
legal requirements relating to ESPPs. Companies must consider:

e Federal, state and local (city or county) tax regulations governing
qualified plans

e Federal and state securities registration and prospectus delivery
requirements

e Stock exchange listing requirements

e The source of shares
(e.g., original issuance versus repurchased on market)

Certain employees are subject to additional legal requirements such as:

e Section 16 officers, who must file SEC Forms 3, 4, and 5

e Section 16 officers and other affiliates, who are subject to Rule 144
for sales of ESPP stock

e Section 16 officers and other individuals with access to material,
nonpublic information, who are considered Insiders and are subject to
trading restrictions such as window periods

Each country has different legal requirements that govern equity compen-
sation for non-US employees. It is important to understand and follow
the requirements in each country where employees will participate in

the ESPP. In many cases the legal issues must be addressed and resolved
before the non-US employees are allowed to participate in the Plan. A
detailed discussion of country-specific requirements is outside the scope
of this publication.

9.1.2. This publication will focus on unigue requirements associated
with ESPPs including:

e Section 16 reporting
e Impact of closed trading windows
e Global issues

See other GPS publications for detailed discussions of other legal topics.

9.2. Section 16 Reporting.

9.2.1. Section 16 officers are required to advise the SEC about own-
ership in the company and changes in their stock ownership. Form 4

— Statement of Changes in Beneficial Ownership of Securities — is filed
periodically upon events changing beneficial ownership. Enrollment in

an ESPP and contributions to the plan are not reportable transactions.
Purchases under a qualified plan are exempt from reporting. Shares
purchased are included in the number of shares owned on the next Form
4 or Form 5 (where they are typically identified in a footnote as ESPP
shares).

9.2.2. A sale of shares purchased under an ESPP is not exempt from
Section 16. The sale must be reported on Form 4 and is subject to the
short-swing profits rule.

Companies and
employees are
subject to a
variety of legal
requirements
relating to ESPPs.
This publication
focuses on some
of the unique
requirements

of Section 16
reporting, trading
windows, and
global issues.

@D
o
%
m
<
o
—
(©)
—<
m
m
%
_|
()
(@)
=
o
c
=
O
T
>
%
m
o
—
P
=z
%
45
—
m
()
>
—




9.3. Trading Windows.

9.3.1. A closed trading window is a period during which the securities of a corporation cannot be traded
by Section 16 officers and other Insiders who hold material, nonpublic information about the company and
its affairs. The initial election to participate in an ESPP should be made during an open trading window. If
so, the ESPP essentially serves as a 10b5-1 trading plan that has pre-set purchase dates, so that purchases
under the plan are not generally prohibited during closed window periods nor are they affected by the
Insider’s possession of material, non-public information. Although trading restrictions should not affect the
purchase of shares in an ESPP, a closed window period may restrict the sale of shares after purchase.

9.3.2.  Primary responsibility for compliance with trading restrictions resides with the employee, not the
company. Develop and implement a program to educate the appropriate employees about their responsibili-
ties. As appropriate, notify employees when the trading window is open or closed. Equity Compensation
should work closely with the company-designated broker to ensure the broker does not process trades dur-
ing closed window periods. When multiple brokers are used, additional controls must be implemented.

9.4. Issues Related to Non-US Employees.

9.4.1. Determining the legal and regulatory requirements in each country can be challenging. Filings may
be required from a securities, labor, and/or exchange control standpoint. The filings may be necessary
before the plan is offered in a country, at the time of the enrollment, at the time of the purchase of shares,
when shares are resold, or thereafter. Legal issues may impact all aspects of the ESPP process and may
require the commitment of compliance resources as long as the ESPP is offered to employees in a country.

| GPS: EMPLOYEE STOCK PURCHASE PLANS
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Caution - This section is an overview of the legal issues associated with global ESPPs
and is not intended to address country-specific requirements. Noncompliance with local
law may result in civil and criminal penalties. Consult with legal counsel to determine the
country-specific requirements and the risks associated with noncompliance.

—
<
@)
Ll
—

9.4.2. Most companies use outside legal counsel to determine the local country requirements. Because
securities law compliance issues apply to the issuer, rather than to the local employer, best practice is to
manage compliance at the US corporate level. In contrast, the exchange control and labor law issues often
involve both the employing company and the issuer, so compliance may need to be managed on both cor-
porate and local jurisdiction level.

9.4.3. Since each country has its own requirements, best practice is to develop a country-specific admin-
istration guide summarizing each jurisdiction’s key requirements. Update this guide regularly or as legal
requirements change. Once a filing has been completed for a country, share a copy and the details of the
filings with the people responsible for the legal compliance and administration of the plan.

9.4.3.1. The offering of the ESPP may raise certain “acquired rights” issues if the plan is offered outside
the US. An "acquired right” is a regularly offered employer-sponsored benefit that is deemed non-
discretionary. The ESPP is more likely to be considered an acquired right under local law than options or
RSU offerings because:

e Employees participate by means of contribution from their salaries
e Participation is offered to all employees working for the entity in the country

e The ESPP is offered continuously, and shares are purchased at each purchase period automatically
unless the employee withdraws from the plan or terminates employment

If the plan is deemed to be an acquired right, the company may need the employees’ consent or to offer
some equivalent benefit should it wish to discontinue or change the ESPP provisions. The income from
acquired rights may also need to be included in employees’ severance calculations upon termination of
employment.




9.4.3.2.Payroll deductions also require the approval of labor authorities in some non-US countries

since portions of employees’ paychecks are used to purchase foreign securities. Many countries restrict
whether an employee’s compensation can be used for this purpose or how much of the compensation
can be used. The labor authorities may require a list of the employees participating in the plan and want
copies of the signed employee consents to participate in the plan before they will allow the company to
offer the plan in the country.

9.4.3.3. Offering the right to participate in the ESPP to employees residing in a non-US jurisdiction may
be considered a securities offering in that jurisdiction. The purchase and the resale of the shares by em-
ployees may also be considered a securities offering in the jurisdiction. If the offer of the ESPP is deemed
to be a securities offering in a country, then the issuer may need to register its shares or rights to shares,
obtain an approval from the securities authorities in the jurisdiction, and/or prepare and distribute a
prospectus to employees concerning the offering of securities.

9.4.3.4.Many countries exempt an issuer from the registration, approval, or prospectus requirements

if the offering of securities is restricted to employees, is limited in terms of the number of offerees or
the value of the offering, or is restricted in the manner in which the offering is made to employees. The
issuer should determine whether such exemptions exist in a particular jurisdiction where the employees
reside and, if so, whether they are self-executing or require the company to make a filing or give notice
to the securities authorities and/or the employees. The exemption may need to be renewed periodically
or at each purchase.

9.4.3.5.Exchange control restrictions may limit the conversion of currency, require special approvals of
the exchange control authorities in a non-US jurisdiction, or mandate procedures be followed in connec-
tion with the purchase of shares. These exchange control requirements are discussed in detail in subsec-
tion 6.5.4.
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A well-thought-out
communication
strategy is
essential to
explaining

the benefits

of the plan to
employees.
Because ESPPs
are by nature
broad-based,
some eligible
employees will be
less sophisticated
investors than
participants in
other equity
plans.

10. Employee Communication

10.1. Overview.

10.1.1. Effective communication will increase employee perception of
the value received from the ESPP and should increase participation in the
Plan. A well-thought-out communication strategy is essential to explain-
ing the benefits of the plan to employees. A strong communication
program will take this into account. Describe the plan in a way that allows
someone with minimal understanding of what stock is and how its price
changes to make an informed decision about participating in the plan.

10.2. Communication Strategies.

10.2.1. Communications must be tailored to fit the details of the compa-
ny’s plan. When communicating, avoid inadvertent messages. Examples
should reflect a stock price that is close to the company’s actual trading
price and show the stock price moving by realistic increments, both up
and down. The communications budget will affect the forms of commu-
nication that are used. Most vendors offer cost-effective communications
tools that can help with initial communication and automate ongoing
communication.

10.2.2. The communication tools offered to employees should include
tangible tools, if possible, so that employees can run their own scenarios.
This allows them to model “what if” calculations without the company
presenting implausible scenarios.

10.2.3. Some plan communications are mandatory. Publicly traded
companies are required to distribute a plan prospectus that summarizes
the key terms and conditions of the plan. A full discussion of SEC require-
ments is outside the scope of this publication.

10.2.4. When plans are revised, changes must be communicated in a
clear and straightforward manner that genuinely addresses the reason for
the change. Clear, honest, and direct communication of the change and
what it means for employees is essential.



10.3. Ongoing Communications.

10.3.1. Ongoing communication is important. Exhibit 10-1 summarizes the key components of
communication.

EXHIBIT 10-1: KEY COMPONENTS OF COMMUNICATION

When To
Communicate

What To Communicate

Before enrollment
period begins

Details of the plan

Tax consequences of the plan
Changes to the plan

How to enroll in the plan

Start of enrollment
period

Enrollment open
How to enroll in the plan

When the enrollment period ends
Required disclosures

1 week before
enrollment period
ends

When the enrollment period ends

Confirm enrollment status
Confirm contribution rate

After enrollment
period ends

Before the purchase Requirements for opening a brokerage account, if any
date What to expect upon purchase, including
When the shares will be in the employee’s account

Purchase Summary of the offering period

Purchase date

Amount contributed

Number of shares purchased

How the purchase price was calculated, including applicable exchange rate for
non-US employees

How shares will be issued

When shares will be in the employee’s account and available for sale

Any excess contributions, the reason for the excess contribution, how the excess
contribution will be treated (i.e., refunded or carried forward), and suggestions
for minimizing excess contribution in the future

Restrictions on subsequent sale of shares

Explanations of the tax treatment of the purchase and sale of the shares

Required tax withholding
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10.3.2. Before the enrollment period begins, communicate the details of the plan and how to enroll in it.
Clearly identify the deadline for submitting an election to participate. Remind employees at the beginning
of the enrollment period and again one week before the period ends. As discussed in paragraph 5.2.1,
some of the items that should be included in this communication are the Plan prospectus, a summary of
the Plan benefits and risks, and the mechanics of participating in the Plan. Ensure all communications in
connection with the plan are written in a manner that is comprehensible to a broad range of employees.
Reference other appropriate resources that are available for employee use.

10.3.3. Once an employee has enrolled, confirm enrollment status and contribution rates, electronically or
via hard copy. Before the purchase, communicate what employees should expect upon purchase, including
whether to expect tax withholding. If the plan is a qualified plan, include an explanation of the required
holding period to maximize the tax benefits and explain the difference in tax treatment between qualifying
and disqualifying dispositions.




10.3.4. After the purchase, communicate the purchase price of the shares, when the shares will be depos-
ited into employees’ accounts, and any required tax withholding. If contributions were made in another
currency, disclose the appropriate exchange rate. In many cases, these communications can be automated
using vendor software. If necessary, advise employees of excess contributions, the reason for the excess
contribution, how excess contributions will be treated (i.e., refunded or carried forward), and suggest ways
of minimizing excess contributions in the future.

10.4. Communication Methods.

10.4.1. Employee demographics should be considered in determining which communication methods to
use. Consideration should be given to employees’ access to computers and familiarity with various commu-
nication methods. As appropriate, in-person communication should be part of the education effort.

10.4.2. Where possible, formal communications should be done electronically to improve employees’ ac-
cess to up-to-date information such as the current stock price and provide additional resources for finding
answers to more detailed questions. Any employees who do not have access to computers in the ordinary
course of business should be given access to hard copies of the materials. Consult Legal to determine the
acceptability of using electronic communication.

10.4.3. For less formal communications, the company can take advantage of the broad-based nature of
ESPPs by using social media such as Facebook, Twitter, and company message boards to generate interest
in the plan. When these methods are used, monitor what the employees are saying and correct any incor-
rect information posted. Before posting information on such sites, clear the content with Legal to determine
whether it is appropriate for legal purposes.

| GPS: EMPLOYEE STOCK PURCHASE PLANS
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10.5. Issues Related to Non-US Employees.

10.5.1. While a complete discussion of global communications issues is beyond the scope of this publica-
tion, it is important to recognize that each country has its own rules governing the extent and delivery of
employee communications about stock plans. In some cases, the company will be required to translate com-
munications into a local language. Engage legal counsel that understands the specific rules of any country
in which the ESPP is offered.
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11. Financial Reporting

11.1. Overview.

11.1.1. Calculating the financial statement impact of an ESPP requires spe-
cial expertise. The stock plan record-keeping system may be able to calcu-
late the expense associated with ESPPs with common design features (e.g.,
15% discount, look-back, 12-month offering period). For plans with more
complex features, the company may need to use outside resources. Equity
Compensation may play a direct role in the detailed accounting calculations
using the stock plan record-keeping system or the department may focus
on providing ESPP and payroll data to Financial Reporting.

11.1.2.This section provides an overview of the key concepts regarding the
financial reporting for ESPP plans. In this section the term “withholdings”
will be used to indicate contributions to an ESPP made through either pay-
roll deduction or lump sum payments. This is consistent with terminology
used in the accounting literature. The fair value of an ESPP is determined
using the component measurement approach. Each design feature of an
award is valued separately, and the respective values are added to deter-
mine the fair value of the award. These concepts apply to qualified and
nonqualified plans and to US and non-US employees. This section discusses
the most common types of ESPPs, the associated design features, and how
each component is valued. A thorough discussion of the financial reporting
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requirements associated with ESPPs is outside the scope of this publication. EC]UIty
compensation
Generally accept_ed acfount_ing principles (US GAAP) are normally professionals
used for preparing financial statements of US-headquartered
companies. The Financial Accounting Standards Board (FASB) should understand
establishes standards for financial accounting and reporting. the impact of the
The accour!ting. stanqard that rt:zlates to a.ccounting for equ.it.y underlying data
compensation, including ESPPs, is Accounting Standards Codifi- .
cation (ASC) Topic 718 - Stock Compensation. on the valuation
The International Accounting Standards Board (IASB) establishes of awards, the
Inter_national Fir_1anci_al Reporting Standarqs (IFRS) that are allocation of
required or permitted in more than 100 countries. IFRS 2 addresses
the treatment of share-based payments under the international expense to the
accounting standards. Accounting for share-based payment :
under US GAAP ASC 718 and IFRS 2 are similar, but not identical. app_rop”ate
L — period, and the
This section assumes that financial results are reported under US .
GAAP/ASC 718. calculation of
EPS, regardless
11.2. Noncompensatory versus Compensatory. of the extent of
11.2.1. A "noncompensatory” ESPP has no recognizable compensation involvement in
cost. For an ESPP to be considered “noncompensatory,” the plan must - - -
satisfy the following conditions: financial reporting.

e |ts terms are no more favorable than those available to all holders of
the same class of stock, or the purchase discount from the market
price cannot exceed the per-share issuance costs that would be
incurred through a public offering of stock (generally assumed to be
5%). A discount of 5% or less is considered a safe-harbor discount and
does not require further justification or assessment.

e Substantially all employees may participate on an equitable basis




¢ The plan incorporates no option-like features (e.g., a look-back), except for the following:
o Employees are permitted a period not to exceed 31 days after the purchase price has been fixed to
enroll in the plan
o The purchase price is based on the FMV of the shares on the purchase date
o Employees are permitted to withdraw from the plan and receive a refund of any amounts paid

Most ESPPs are compensatory because they either contain a look-back feature or have a discount greater than
5%. The remainder of this section describes the accounting treatment under ASC 718 for compensatory ESPPs.

11.3. Grant Date and Requisite Service Period.

11.3.1. The general definition of the grant date in ASC 718 requires a mutual understanding of the terms and
conditions of a share-based payment arrangement. Generally, the date when an ESPP offering begins is the
grant date. Treasury regulations connected with IRC §423 specify that the maximum number of shares that
an employee can purchase during an offering must be established at the offering date in order to establish a
grant date for tax purposes. This is not required to establish a grant date for financial reporting purposes.

11.3.2. The requisite service period is the period over which the employee participates in the plan and pays
for the shares. The period from the offering date through the purchase date is generally the requisite service
period. Some plans provide for overlapping offering periods with multiple purchase periods. See Exhibit 3-1,
Example 3, for an illustration of an overlapping offering period with purchases every six months.

| GPS: EMPLOYEE STOCK PURCHASE PLANS

11.4. Fair Value and Amortization by Plan Feature.

11.4.1. The examples in ASC Subtopic 718-50-55 measure total compensation cost at the grant date based
on the number of shares that can be purchased using the estimated total withholdings and market price of
the stock as of the grant date. The cost is not adjusted for the potentially greater number of shares that may
ultimately be purchased if the market price declines.? Rather, the possibility of value gained from a decrease
in stock price is built into the grant date fair value. No true up is required based on the final ESPP shares
purchased except for terminations and changes due to compensation adjustments.
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11.4.2. The fair value for a compensatory ESPP is determined as of the grant date and is recognized over
the requisite service period. Certain common plan features may be treated as modifications when they are
triggered and may lead to additional compensation expense. The fair value of an award under an ESPP with
multiple purchase periods should be determined at the grant date in the same manner as a stock option
that has graded vesting.? See previous GPS publications for more detailed discussions of determining the
fair value of options with graded vesting.

11.4.3. The simplest type of ESPP offers a discount on the stock price on the offering date and does not
have a look-back. The fair value is essentially the discount multiplied by the grant price (assuming the stock
does not pay dividends). Since many ESPPs have features similar to options (i.e., look-backs), the calculation
of fair value frequently requires multiple components and option pricing models, including:
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e A percentage of a share of stock, representing the discount provided by the Plan

e A percentage of a call option, representing the additional benefit the employee receives if the stock price
on the exercise date is higher than the stock price on the grant date

e A percentage of a put option, representing the guaranteed discount on the grant date stock price when
the stock price on the exercise date is lower than the stock price on the grant date and additional shares
are purchased

PUTS AND CALLS

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 predetermined price for
a specified period of time. Most share options granted to employees under share-based
arrangements are call options, but some may be put options.*




11.4.4. The call option and the put option are generally calculated using the Black-Scholes option-pricing for-
mula. This valuation technique is used in the examples in this publication. Since the purchase or exercise date
occurs at a set and known date (i.e., the purchase date), and there is no possibility of early exercise, it is gener-
ally not required to use more sophisticated valuation techniques (e.g., binomial model or Monte Carlo simula-
tion). The inputs are the grant date stock price, exercise price, expected life, volatility, risk-free interest rate,
and dividend yield. The stock price is equal to the FMV on the grant date, which is typically the offering date.
The price is determined according to the Plan, and may be the closing stock price on the offering date, the
closing stock price on the day prior to the offering date, or the average of the high and the low prices on the
offering date. The exercise price is generally equal to the FMV on the grant date. Note that the exercise price is
not reduced by the discount when determining the fair value for financial reporting purposes. In some limited
cases the exercise price may be different from the grant price. For example, a company may structure an ESPP
to start the same day as the company’s IPO. The exercise price for the first offering may be defined as the IPO
price, while the grant price is equal to the closing price the day of the IPO, which is likely to be different.

11.4.5. The remaining assumptions are calculated similar to those for stock option or stock appreciation right
valuations. The expected life, however, is easier to calculate for ESPPs than for options and is simply equal to
the time from the grant date to the purchase date. The volatility is generally calculated as the historical volatil-
ity over the expected life, the implied volatility, or some combination of the two. In the case of newly public
companies, peer data may be used to determine the volatility. Like stock options, there is no single prescribed
methodology for determining the volatility. The methodologies that are listed here are common ones used in
practice, but this is not meant to be an all-inclusive list. The risk-free interest rate is the rate over the expected
life. The dividend yield is the annualized yield expected to be paid over the expected life.

11.4.6. Exhibit 11-1 illustrates the concepts of the ESPP component valuation for ESPP shares granted at $10
and the potential payouts earned when the ultimate stock price ranges from $0 to $16. The chart is catego-
rized into three zones:

e Zone 1: Represents the value delivered because of the 15% discount.

e Zone 2: Represents the value delivered only when the stock appreciates above $10. This piece illustrates
the benefit of the call option from the look-back provision.

e Zone 3: Represents the value delivered only when the stock price depreciates below $10. This piece
illustrates the benefit of the put option from the look-back provision.

Since the mathematics underlying the Black-Scholes model reflect a probability distribution of the future
possible stock prices upon payout, the fair value of the call and the put options reflect the fair value de-
picted in Zones 2 and 3.

EXHIBIT 11-1: VALUE OF ESPP COMPONENTS

$8.00

$7.00 — E Put option on 15% of a share of stock

$6.00 I[l]l Call option on 85% of a share of stock

. 15% of a share of stock
$5.00 —

$4.00 —

$3.00 —

$2.00 —

Total Value of the Award

$1.00

I I I I I I I I I
0 $2.00 $4.00  $6.00 $8.00  $10.00  $12.00 $14.00 $16.00

Exercise Date Stock Price
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11.4.7. ASC 718-50 lays out the accounting treatment for common types of ESPP with a look-back feature.
A look-back establishes the purchase price as the lower of:

e The stock price on the grant date (offering date) or
e The stock price on the exercise date (purchase date)

The standard defines nine types of ESPP (Types A through I) and details the fair value treatment for each.
These are summarized in Exhibit 11-2. The fair values are determined using the component measurement
approach, which means that different plan features are valued separately and summed together. Other plan
design permutations are possible; however, this concise list covers the majority of plans.

EXHIBIT 11-2: SUMMARY OF ESPP PLAN TYPES

Type Name Distinction

Maximum number of shares is determined on the date of

Type A it NUiber o Siie s grant using the FMV at the grant date

When the stock price declines, the employee is able to

Type B VETTEIS NI ST CFSETES purchase more shares (i.e., there is no purchase price limit)
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B4 Type C iulkiele Burdizes Paods Longer look-back periods offer greater benefit to
- employees
©)
= i i i i .
< e b il Burias s Bereck vl & Cessi Reset p.rote.cts against stock price declines since a look
— back price is reset
o
2 f th k dec! he off d
L Type E Multiple Purchase Periods with a Rollover It the stqc price declines, the offering Is restarted at
lower price
o
—
<C Tvoe F Multiple Purchase Periods with Semifixed | Allows increases or decreases to future contributions for
) yp Withholdings future purchase periods within the offering period
=
<
= Single Purchase Periods with Variable Allows increases or decreases to future contributions at
= Type G . . .
T Withholdings any time
Multiple Purchase Periods with Variable | Allows increases or decreases to future contributions at
Type H : . )
Withholdings any time
Tl Single Purchase Period with Variable Allows increases to past contributions and increases and

Withholdings and Cash Infusions decreases to future contributions at any time




11.4.8. Type A — Maximum Number of Shares.

11.4.8.1. Type A (Maximum Number of Shares) plans feature a look-back and set the maximum number
of shares an employee can purchase at the grant date. The maximum number of shares is fixed based on
the grant date price. Excess contributions are refunded if the FMV declines during the purchase period.
The employee does not purchase more shares if the stock price declines. Exhibit 11-3 illustrates the po-
tential value of a Type A plan.

EXHIBIT 11-3: TYPE A PLAN

6 months
85% of fair market value on lower of FMV on grant date or
purchase date

$1,000 total (prorata amount deducted from each paycheck)
Yes

No

$10.00 $10.00 $10.00
$8.00 $10.00 $12.00
$6.80 $8.50 $8.50
117.6471 117.6471 117.6471
$141.18 $176.47 $176.47
$0.00 $0.00 $235.29
$141.18 $176.47 $411.76
$200.00 N/A N/A

11.4.8.2. The fair value for a Type A plan consists of three components:

e Discount on a share of stock
e A portion (1 minus the discount percentage) of a call option
e Interest foregone

See Exhibit 11-4 for a summary of the fair value of the award described in Exhibit 11-3. The fair value of the
award is fixed at the date of grant. Any subsequent appreciation in the stock price requires no adjustment
to the original grant date fair value as the potential appreciation is factored into the value in the call option
component of the original calculation. The valuation impact of dividends is discussed in paragraph 11.5.2.
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| GPS: EMPLOYEE STOCK PURCHASE PLANS
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EXHIBIT 11-4: CALCULATION OF FAIR VALUE OF TYPE A AND B PLANS

Plan Provisions:

Offering period 6 months
Offering price 85% of fair market value on lower of FMV
on grant date or purchase date
Inclusion of look-back Yes
Interest paid on payroll deductions No
Type A Plan Type B Plan
Assumptions:
Grant date stock price $10 $10
Expected life 0.50 0.50
Volatility 50% 50%
Risk-free rate 0.25% 0.25%
Dividend yield 0% 0%
15% of stock price $1.50 $1.50
85% of a call option $1.20 $1.20
15% of a put option N/A $0.21
Interest foregone -$0.01 -$0.01
Total fair value $2.69 $2.90

11.4.9 Type B — Variable Number of Shares

11.4.9.1. Type B (Variable Number of Shares) plans are the same as Type A plans except that an employ-
ee may purchase as many shares as their withholdings permit. This means that when the stock price is
lower on the exercise date than on the grant date, an employee will purchase additional shares of stock
with his withholdings. Exhibit 11-5 illustrates the potential value for a Type B plan.

11.4.9.2. Any plan with a look-back feature must state whether the number of shares that can be
purchased is fixed (based on estimated contributions and the initial price) or variable. If the number of
shares is fixed at the beginning of the offering period and if the stock price subsequently declines on the
purchase date, then the employees purchase the shares up to the set limit and would receive a refund
of leftover funds. If the plan allows for variable shares, then employees can purchase additional shares
when the stock price declines, subject to any IRS or Plan limitations.

EXHIBIT 11-5: QUALIFIED PLAN WITH LOOK-BACK

Plan Provisions:

Offering period 6 months
Offering price 85% of fair market value on lower of FMV on grant date
or purchase date
Contribution $1,000 total (prorata amount deducted from each paycheck)
Inclusion of look-back Yes
Interest paid on payroll deductions No
Depreciating Flat Appreciating
Stock Price Stock Price Stock Price
Assumptions:
Stock price at beginning of offering period (A) $10.00 $10.00 $10.00
Stock price at end of offering period (B) $8.00 $10.00 $12.00
Purchase price (C=85% of lesser of A or B) $6.80 $8.50 $8.50
Shares purchased (D=1,000 divided by C) 147.0588 117.6471 117.6471

Number of shares purchased not limited by Plan
Fractional shares issued

Value from discounted offering price $176.47 $176.47 $176.47
Value from look-back $0.00 $0.00 $235.29

Total value delivered [(B - C) X D] $176.47 $176.47 $411.76




11.4.9.3. Exhibit 11-5 illustrates an award with a guaranteed minimum value of 15% of the grant date
stock price, which in this example is $176.47. This additional feature is valued as the equivalent of a put
option on 15% of the shares with the exercise price equal to the grant price. The put option is valued us-
ing the stock price on the grant date and is not adjusted for the discount, similar to the valuation for the
call option feature. Thus, the fair value for a Type B ESPP consists of four components:

¢ Discount on a share of stock

¢ A portion (1 minus the discount percentage) of a call option
¢ A portion (the discount percentage) of a put option

e Interest foregone

See Exhibit 11-4 for a summary of the fair value of the award described in Exhibit 11-5. The exhibit com-
pares the cost of a Type A plan with a Type B plan. Note that the only difference is the inclusion of the
put option.

11.4.10. Type C — Multiple Purchase Periods

11.4.10.1. Type C (Multiple Purchase Periods) plans have the same features as Type B plans, except

that an offering period will have multiple purchase periods within a single offering. These plans set the
exercise price at the lesser of the FMV at the beginning or ending of the offering period. An employee
gets the additional benefit of a longer look-back period, since in theory the stock price has more time to
appreciate. Exhibit 11-6 illustrates this type of plan.

EXHIBIT 11-6: QUALIFIED PLAN WITH LOOK-BACK AND MULTIPLE PURCHASE DATES

Plan Provisions:
Offering period Offering period of 24 months (February 1, 2012, to January

31, 2014) with purchases every six months (July 31, 2012,

January 31, 2013, July 31, 2013, and January 31, 2014)
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Offering price 85% of fair market value on lower of FMV on grant date
or purchase date
Contribution $1,000 total (prorata amount deducted from each paycheck)
Inclusion of look-back Yes
Interest paid on payroll deductions No
Assumptions:
FMV on February 1, 2012 (A) $10.00
FMV on July 31, 2012 (B) $8.00
FMV on January 31, 2013 (C) $9.00
July 31, 2012 purchase
FMV on February 1, 2012 (A) $10.00
FMV on July 31, 2012 (B) $8.00

Lesser of 85% of lesser of A or B ($8.00 x 85%) | $6.80

January 31, 2013 purchase
FMV on February 1, 2012 (A) $10.00
FMV on January 31, 2013 (C) $9.00
Lesser of 85% of lesser of A or C ($9.00 x 85%) | $7.65

11.4.10.2. The components of the fair value calculation are the same as for a Type B plan. The dif-
ference is that for a Type C plan a fair value is associated with each purchase period. The longer the
look-back period, the greater the expense. The length of the look-back period increases the call and put
option fair values and also affects the calculation of the volatility and risk-free rates. Higher volatilities
and risk-free rates also increase the call and put option fair values. In practice the volatilities and risk-free
rates may not always increase as the life increases. Exhibit 11-7 illustrates the fair value calculations for
this type of plan.
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o P ALUATION O 2 PLA

L(})J 6-Months 12-Months 18-Months 24-Months
< Grant date stock price $10 $10 $10 $10
T

&) Expected life 0.50 1.00 1.50 2.00
= Volatility 50% 55% 60% 63%
o Risk-free rate 0.25% 0.75% 1.25% 1.5%
Z—; Dividend yield 0% 0% 0% 0%
O

|_

(95} 15% of stock price $1.50 $1.50 $1.50 $1.50
E 85% of a call option $1.20 $1.87 $2.49 $3.01
g 15% of a put option $0.21 $0.32 $0.41 $0.49
— Interest foregone -$0.01 -$0.03 -$0.08 -$0.13
o

s Total fair value $2.90 $3.66 $4.32 $4.87
Lo

7 11.4.11. Type D — Multiple Purchase Periods with a Reset

o

O] 11.4.11.1. Type D (Multiple Purchase Periods with a Reset) plans are similar to Type C plans, except that

they contain a “reset” feature. If the FMV on a purchase date is less than the grant date FMV, then the
reset is triggered. For the remaining purchase periods within the offering period, the look-back will be
based on the FMV as of the beginning of the purchase period immediately following the date when the
reset is triggered (typically one day after) and the FMV on the exercise date.

ol
0]

11.4.11.2. At the grant date, the fair values of the tranches are calculated, the same way as for a Type
C plan. The expense is amortized over the purchase periods in accordance with the company’s policy for
straight-line or graded amortization. Some practitioners refer to this as “FIN 28,” front-loaded amortiza-
tion, or accelerated amortization. Straight-line amortization spreads the expense evenly from the grant
date to the last vesting date (for an ESPP this would be the last purchase date in an offering period).
Graded amortization treats each tranche as a separate and standalone award, such that the expense as-
sociated with each tranche is recognized from the grant date to the vesting date of the tranche.

11.4.11.3. When the FMV is lower on an exercise date than on the grant date, the employees will pur-
chase shares for the current purchase period based on the discounted exercise price. There is no change
to the fair value calculations for this period or prior periods. However, for any future purchase periods
remaining in the offering period, the reset feature triggers modification accounting under ASC 718. The
modification occurs because the employees are, in essence, exchanging an option to purchase shares at
the grant date price for an option to purchase shares at a new lower stock price. This additional benefit
results in additional expense for the company. The modification expense is based on two components:
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¢ Incremental expense calculated on the date of the modification based on the excess of the fair
value immediately after the modification when compared to the fair value immediately before the
modification

¢ Additional shares that an employee will be able to purchase based on the decrease in stock price (i.e.,
new look-back FMV), as compared to the estimated shares calculated on the grant date

Any additional expense resulting from the modification will be amortized over the remaining purchase
periods. These concepts are illustrated in Exhibits 11-8 and 11-9.
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EXHIBIT 11-8: VALUATION OF TYPE D PLANS m
<
Offering period of 24 months (January 1, 2012, to December :
31, 2013) with purchases every six months (June 30, 2012; (©)
December 31, 2012; June 30,2013; and December 31, 2013) ;
None rm
No w
$850 each purchase period —
Yes; triggered on June 30, 2012 g
~
)
(e
$10 $10 -0
(@]
$8.50 $8.50 T
P
$8 $8 @)
m

$6.80 $6.80
—
—
P
1.00 1.50 =
w
55% 60% S
0.75% 1.25% 59
0% 0% -
il
=
>
=
$1.20 $1.20 O
$0.95 $1.48 3;
$0.46 $0.53 )
m
-$0.03 -$0.08 U
(@]
$2.58 $3.13 >
—
=
(D)

$1.20 $1.20

$1.49 $2.00

$0.25 $0.33

-$0.03 -$0.06

$2.91 $3.47
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o EXHIBIT 11-9: MODIFICATION EXPENSE RELATED TO TYPE D PLANS

l(JD-‘ After the reset, the total expense for the offering period is calculated as follows and amortized over the

< remaining purchase periods.

2:) 6/30/2012 12/31/2012 6/30/2013 12/31/2013

o Grant date stock price $10 $10 $10 $10

o

o Grant date share estimate (A=$850/$8.50) 100 100 100 100

x Grant date fair value from Exhibit 11-6 (B) $2.90 $3.66 $4.32 $4.87

(@)

@) Total grant date expense (C=A X B) $290 $366 $432 $487

|_

(p]

Ll Modification expense:

Lol

> Pre-modification shares (D=$850/$8.50) N/A 100 100 100

o

| Pre-modification fair value from Exhibit

% 117 (E) N/A $1.99 $2.58 $3.13

L Pre-modification expense (F=D X E) N/A $199 $258 $313

&

% Post-modification shares (G=$850/$6.80) N/A 125 125 125
_ Post-modification fair value from Exhibit N/A $2.33 $2.91 $3.47
60 11-7 (H)

Post-modification expense (J=G X H) N/A $291 $361 $434
Total modification expense (K=J - F) N/A $92 $103 $121
Total expense (C + K) $290 $458 $535 $608

11.4.12. Type E — Multiple Purchase Periods with a Rollover

11.4.12.1. Type E (Multiple Purchase Periods with a Rollover) plans are similar to Type D plans, except
that instead of a reset feature, they contain a rollover feature. A rollover occurs when the stock price on
an exercise date is lower than the grant date stock price. At the rollover, the offering period is cancelled
immediately after the purchase date and the employees are “rolled over” into a new offering period that
uses the lower stock price as the base price.
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11.4.12.2. If Exhibits 11-8 and 11-9 are applied to a Type E rollover plan, the incremental modification
expense is similar. The expense for the first three purchase periods is the same. The expense associated
with an additional purchase period must be added for plans with a rollover. No expense is associated
with this additional purchase period from the previous offering period; therefore, there is no pre-modifi-
cation expense and the fair value is the full amount of the post-modification fair value.

11.4.12.3. From administrative, accounting, and tax perspectives, reset and rollover features create
complications. Tracking these changes is especially challenging because the features can be triggered
multiple times within an offering. Ensuring that the $25,000 limit on qualified plans and plan share limits
are applied appropriately when estimating expense (as well as when administering the actual purchase)
is challenging since resets and rollovers allow for the purchase of additional shares each time they are
triggered.




11.4.13. Type F — Multiple Purchase Periods with Semifixed Withholdings

11.4.13.1. Type F (Multiple Purchase Periods with Semifixed Withholdings) plans are similar to Type C
plans (multiple purchase periods) except that an employee can increase or decrease his or her withhold-
ing amount immediately after a purchase period begins, to be effective for all future purchase periods
in the offering. In practice, the employee authorizes a change for future purchase periods during the
current period, but the change is not effective until the new purchase period.

11.4.13.2. Like Type D and Type E plans, Type F plans can trigger modification accounting under ASC
718. Any time an employee increases withholdings, modification accounting is triggered. For Type

F plans, all increases are effective at the start of each new purchase period. Any decreases in with-
holding elections are ignored for expense purposes (i.e., the expense is not decreased to reflect this
change because this is, in substance, a decision not to exercise). Decreases in withholdings, includ-
ing decreases to 0%, are comparable to the cancellation (not to be confused with a “forfeiture”) of
vested employee stock options under ASC 718 in that there is no reversal of expense for these occur-
rences. The incremental modification is calculated based on the pre- and post-modification expense.
The total modification expense will be equal to the modification fair value multiplied by the additional
shares able to be purchased.

11.4.14. Type G — Single Purchase Periods with Variable Withholdings

11.4.14.1. Type G (Single Purchase Periods with Variable Withholdings) plans allow employees to change
their withholdings at any time during the purchase period. The employee can increase or decrease the
election for the purpose of all future withholdings. This type of plan can be combined with Type A or B
plans, which are both single purchase period plans. A plan can allow unlimited contribution changes or
place a limit on the number of changes permitted during the period.

11.4.14.2. Each time an employee increases his withholding election, modification accounting is trig-
gered. The modification expense is calculated the same as for a Type F plan, where the additional cost
is the number of incremental shares now able to be purchased multiplied by the modification date
fair value. Variable withholdings add complexity to a plan because a modification valuation is required
each time an employee increases withholdings, which could occur on numerous days during a pur-
chase period. Thus, multiple fair values must be calculated, audited, and amortized over the remaining
purchase period. Decreases in withholdings do not result in any modification accounting and any pre-
viously recorded expense for these “cancelled” shares is not reversed. These concepts are illustrated in
Exhibit 11-10.
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EXHIBIT 11-10: VALUATION OF TYPE G PLANS

6 months, beginning January 1, 2012
None

No

$850 each purchase period

$10

$2.90

$1,850 (a $1,000 increase per purchase period)
$12

$10 $10
$8.50 $8.50
$12 $12

0.25 0.25
45% 45%
0.15% 0.15%
0% 0%

| GPS: EMPLOYEE STOCK PURCHASE PLANS

o
N

$1.80 $1.80
$1.95 $1.95
$0.04 $0.04
-$0.00 -$0.00
$3.79 $3.79

100 217.6471
$379 $825

$446

The pre- and post-modification fair values are equal because the pre- and post-modification assumptions are the same. The only
change is to the number of shares the employee will purchase. The modification expense is equal to the fair value multiplied by

the incremental number of shares able to be purchased. In this case, the employee can purchase an additional 117.6471 shares
($1,000/$8.50), so the total modification expense is $446 (117.6471 shares X $3.79 fair value). The total expense for this employee is
$936 ($290 grant date expense plus $446 modification expense).
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11.4.15. Type H — Multiple Purchase Periods with Variable Withholdings

11.4.15.1. Type H (Multiple Purchase Periods with Variable Withholdings) plans combine Type C (mul-
tiple purchase periods) and Type G plans (variable withholdings). As with Type G plans, modification
accounting is triggered when employees increase withholding elections.

11.4.15.2. Perhaps the most complex type of plan seen in practice combines Type E (rollover), Type F
(multiple purchase periods with semifixed withholdings), and Type H (variable withholdings). All three
plan types can trigger modifications that must be tracked and accounted for separately. The complexities
of multiple modifications include:

e Offering periods can roll over multiple times, and then incremental share calculations must be tracked
separately.




¢ A rollover and an increase in contribution under a Type F plan (where the increase is effective for
future purchase periods) can occur concurrently and trigger modification accounting on the same
date. Issues arise regarding which incremental change is calculated first and which incremental shares
are associated with which fair values.

¢ A rollover and increases under Type F and Type H plans (where contributions are increased during a
current purchase period) can occur. Tracking the appropriate fair values and incremental shares able to
be purchased due to each modification is difficult.

In addition for any type of modification, plan and IRS share limits cannot be exceeded.

11.4.16. Type | - Single Purchase Period with Variable Withholdings and Cash Infusions

11.4.16.1. Type | (Single Purchase Period with Variable Withholdings and Cash Infusions) plans are
similar to Type G plans (single purchase period with variable withholdings) except that if an employee
chooses to increase his withholdings, the “catch up” amounts can be paid at any point during the pur-
chase period. The result is as if the employee chose to contribute at the higher contribution level for the
entire purchase period.

11.4.16.2. Since there may not be a mutual understanding of the terms of the award, the grant date
may not be determined until just before the exercise date. For example, assume an employee elected to
withhold 1% of his compensation at the beginning of the offering period. One week before the pur-
chase, the employee elects to make a catch-up contribution equal to contributing 15% of his compen-
sation over the whole period. In this case, the grant date is the date the employee makes the catch-up
contribution. There is no modification because the 15% election pertains to past services rendered. If
the initial election is de minimis, the final measurement of the award may be deferred until the grant
date is determined.

11.4.17. Plans can combine features of different types of plans. For example, a plan that combines Type

E (rollover), Type F (multiple purchase periods with semifixed withholdings), and Type H (variable with-
holdings) is a very rich yet complex plan. It provides a great deal of flexibility for employees since they can
change contributions throughout the offering (although some plans limit the number of changes) and the
look-back and rollover feature protects them from stock price declines. From an administrative and finan-
cial reporting perspective, this type of plan can be burdensome to track and account for appropriately.

11.5 Other Considerations.

11.5.1 Foregone Interest.

11.5.1.1. The examples in ASC 718 do not consider the effect of interest foregone by the employee
on the fair value of an award. Most ESPPs do not pay interest on the payroll withholdings collected
from employees. The fair value should be reduced for the effect of foregone interest. Many companies
exclude this component in the valuation as the difference is immaterial, but it is technically correct to
include in the fair value calculation. Local law may require interest be paid on contributions by non-US
employees. In certain cases contributions may be made by lump-sum payment rather than payroll de-
duction. The timing of the lump-sum payment could affect the calculation of foregone interest. Fore-
gone interest is a product of the following components:

FMV of the stock on the grant date
Length of the purchase period
Annualized risk-free rate of return

0.5 (assuming payroll withholdings are collected evenly over the purchase period and interest is paid at
the midpoint of the period)

Present value factor:

Length of Time/2

1
(1 + Risk Free Rate)
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11.5.2 Present Value of Dividends.

11.5.2.1. For dividend-paying shares, the fair value must be adjusted if dividends are not paid on un-
vested shares of stock. Frequently dividends are not paid until the shares are purchased. The values of
the unvested stock and the option components (and put, if applicable) are adjusted to account for the
dividends employees do not receive during the purchase period.®

11.5.2.2. The components of the fair value for a Type B ESPP are as follows:

¢ Discount on a share of stock multiplied by the present value factor

¢ The present value factor assumes that dividend payments are reinvested in the stock and the present
value of one share of stock that does not receive dividends is less than one:

Length of Time

1
(1 + Annualized Dividend Yield)

e Call option (with an annualized dividend yield assumption) multiplied by one minus the discount
e Put option (with an annualized dividend yield assumption) multiplied by the discount
e Present value of interest foregone

Exhibit 11-11 summarizes the impact of dividends on the valuation.

EXHIBIT 11-11: IMPACT OF DIVIDENDS ON THE VALUATION
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64 Plan Provisions:
— Offering period 6 months
O] Offering price 85% of fair market value on lower of FMV on grant date or purchase date
=z Dividend payment $0.25 per quarter, which is 2% annually
— Inclusion of look-back Yes
o Interest paid on payroll deductions No
@)
o Assumbtions: No Dividends Paid on Dividends Paid on
IS:J P . Unvested Shares Unvested Shares
oy Grant date stock price $10 $10
< Expected life 0.50 0.50
% Volatility 50% 50%
<C Risk-free rate 0.25% 0.25%
= Dividend yield 2% 0%
L
Present value factor of 1 share of stock | 99.01% 100%
o :
15% of stock price X present value $1.49 $1.50
factor
85% of a call option $1.15 $1.20
15% of a put option $0.22 $0.21
Present value of interest foregone -$0.01 -$0.01
Total fair value $2.85 $2.90

11.5.3 Treatment of Compensation Increases.

11.5.3.1 Changes in withholdings due to compensation increases are not considered modifications

to the awards. ASC 718 includes commissions and bonus payments in the definition of compensation
increases. Additional compensation expense will be recorded based on the incremental number of shares
purchased with the additional amounts withheld multiplied by the grant date fair value. The incremental
number of shares is calculated based upon the exercise price on the grant date, as if the calculation were
performed on the grant date. Some companies include expected compensation increases in the initial
grant date estimates to minimize adjustments to the compensation expense at the end of the period.




11.5.4 Terminations versus Withdrawals.

11.5.4.1. ASC 718 makes a distinction between terminations and withdrawals from a plan. A termination

is considered a pre-vesting forfeiture. Previously recognized expense for the purchase is reversed and no
further expense is recognized, similar to a stock option that is forfeited prior to vesting. A withdrawal occurs
when an employee decreases his or her contribution to $0 (or 0%) and obtains a refund of any amounts
previously contributed during the purchase period. When a withdrawal occurs, the grant date expense asso-
ciated with the shares is not reversed. The withdrawal is ignored for accounting purposes, which is similar to
the accounting treatment of a cancellation of an employee stock option (i.e., the requisite service period has
been satisfied and the employee is simply choosing not to “exercise” the “option” to purchase the shares).

11.5.4.2. The treatment of a withdrawal is further complicated when a plan contains a reset or rollover
feature. If an employee withdraws prior to a reset or rollover occurring, then no incremental expense as-
sociated with the award is recorded since no additional benefit is realized by the employee.

11.5.5 Tax Accounting.

11.5.5.1. The value of equity compensation to be expensed should consider the potential tax benefit of a
corporate tax deduction. The benefits of the corporate tax deduction are recognized currently for finan-
cial reporting purposes provided the cumulative amount of compensation cost recognized for equity com-
pensation ordinarily would result in a future tax deduction under existing tax law.® Since tax deductions
for qualified plans are limited to disqualifying dispositions, no corporate tax benefit can be anticipated.
Corporate tax deductions can be estimated for nonqualified plans and offset the financial reporting cost
of nonqualified plans. The potential tax benefits for nonqualified plans are tracked as a deferred tax asset
(DTA) (i.e., a tax deduction will be claimed on the actual corporate tax return in the future). When actual
tax benefits are claimed (normally when the purchase occurs for nonqualified plans), a tax deduction is
permitted for the amount the employee reports as taxable income, assuming the compensation qualifies
as a deduction. The actual benefit when the deduction is claimed on the corporate tax return most likely
will not be equal to the estimated benefit initially recorded for financial reporting purposes. The differ-
ence between the estimated tax benefit and the actual tax benefit realized at the purchase is recorded as
tax expense.

11.5.5.2 For qualified ESPPs, the potential tax benefit is not tracked as a DTA because no tax benefit can be
anticipated. If the employee engages in a disqualifying disposition, the actual tax benefit of the disqualifying
disposition is recorded as a reduction in tax expense.

11.5.6. Diluted EPS.

11.5.6.1. Shares issued under ESPPs are outstanding shares and are included in the calculation of basic
and diluted earnings per share (EPS). The treatment of unvested ESPP shares in calculating EPS is unclear
since Footnote 1 of FTB 97-1 states that they are treated as contingently issuable shares under ASC 260,
but this footnote was not included in the codified standard.

11.5.6.2. If a company follows the contingently issuable approach, the contingency is the employees’
payroll withholdings through the end of the period. The unvested shares that are expected to be pur-
chased with these withholdings are calculated and one of two methods is applied:

e |f withholdings are refundable, the treasury stock method is applied to the unvested ESPP shares, just
like unvested employee stock options and shares. This is the most common method used in practice.

¢ |f withholdings are nonrefundable and a contingently issuable ESPP share is expected to vest, then the
full amount of the ESPP share is included in the diluted EPS calculation.

11.5.6.3. Another approach applies the treasury stock method to the unvested shares for the entire
purchase period, not just the portion for which withholdings have been collected through the end of the
period. This method assumes that the unvested ESPP shares are not contingently issuable.

11.6 Sensitivity of Valuation Assumptions.

11.6.1. When designing a plan, the employee benefit must be weighed against the financial reporting im-
pact. The financial impact of each design feature may not be intuitive and financial modeling may be appro-
priate as design features are considered. Exhibit 11-12 illustrates the fair value as a percentage of the grant
price for ESPPs with various look-back periods and volatilities, assuming a 15% discount, no dividends, no
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interest paid on payroll deductions, and a risk-free rate of 1.5%. A more complicated plan has more vari-
ables and the ultimate cost is more difficult to forecast.

EXHIBIT 11-12: FINANCIAL REPORTING IMPACT OF ESPP FEATURES
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11.7 Share Limitations and the Effect on the Valuation.

11.7.1. Share limits in a plan lower the fair value of the award. As the price of a stock declines, share limits
are more likely to limit the number of shares an employee may purchase. The lower the share limit as com-
pared to the price of the award, the more likely the share limit will be reached during a period.

11.7.2.1n situations where employees are likely to reach the share limit during a period, a more sophisti-
cated modeling technique like a Monte Carlo simulation may be necessary to value the put option com-
ponent. This type of modeling is required to consider the various stock price thresholds where employees
could reach the share limit. The put option fair value is reduced based on the probabilities of reaching those
stock price thresholds. Although not technically correct, some companies in lieu of using a Monte Carlo
simulation, continue to use a Black-Scholes valuation model and adjust estimated withholdings to reflect the
effect of a potential decrease in share price on the share limit. The difference in values generated by each
model may be immaterial.
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Appendix B: Glossary

ASC Topic 718
Board
Book Entry

Broker

Closed trading window

Call Option

Common Stock

Compensation Expense

Compensatory

Disqualifying
Disposition

Employee Trading
Restrictions

Enrollment Date

Enroliment Period
Exchange Control
Exercise

Exercise Date

Fair Market Value
Fair Value

Form 3922

Full-Service Brokerage
Account

Grant Date
Insider
Interest Foregone

IRC
Limited-Purpose

Brokerage Account

Look-Back

Modification
Noncompensatory

Nonqualifed plan
Offering Date

Accounting Standards Codification topic on stock compensation
Board of Directors

Electronic recording of stock ownership where no physical certificate is given to
securities broker

Brokerage firm; securities dealer; registered broker; stock broker

Period of time during which designated individuals cannot trade securities of a
corporation

Used in valuing ESPP shares; an option that allows investors to buy a certain
number of shares of stock at a specified price at a specified time

Capital stock; securities
Expense; compensation cost
An ESPP that must be expensed under ASC 718

For purposes of stock purchased under an IRC §423 plan, a disposition made
within two years from grant (offering date) or one year from exercise (purchase
date)

Restrictions for employees on trading company stock

First date of the offering; Frequently the date the right to purchase the shares is
granted

Period of time when the employee can enroll in the ESPP

Restrictions on inbound and outbound transfer of local currency

To execute the rights of an option to purchase shares at a predetermined price
The date on which an option (purchase right) is exercised (purchased)

FMV

For accounting purposes, the value of an option (purchase right) determined in
accordance with ASC 718

IRS form entitled “Transfer of Stock Acquired Through An Employee Stock Pur-
chase Plan Under Section 423(c)”

A brokerage account with stock plan and normal brokerage and investment
functionality

Date of grant; under an IRC §423 plan, also known as offering date
A person with or eligible to have material, non-public information

Accounting term; interest is not paid on employee contributions to an ESPP,
therefore the employee is considered to have foregone interest

Internal Revenue Code

A brokerage account that only holds shares received from equity compensation
plans (e.g., stock option, ESPP, etc.); usually established by the company for the
employees

A feature that bases the purchase price on the lower of the FMV on the grant
(offering) date or the exercise (purchase) date

A change to the terms of the award; an accounting term

An ESPP that has no compensation expense associated with it; plan must meet
requirements in ASC 718

An ESPP that is not qualified under IRC §423
Date of grant; under an IRC §423 plan, also known as grant date
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Offering Period
Omnibus Account

Option

Ordinary income
Participant

Plan

Purchase Date

Purchase Discount
Purchase Price
Put Option

Qualified Plan
Quick Sale

Reset

Rollover

Sell-to-Cover
Share Reserves

Shares

Stock Plan Brokerage
Account

Tax Withholding
Variable Withholdings

Withdrawal

Withhold-to-Cover
Withholding

The period starting with the grant (offering) date and ending with the exercise
(purchase) date

A brokerage or transfer agent account in which the assets of more than one
person are comingled; the account is managed by a custodian

The right to purchase stock

Compensation income; compensation

An employee participating in the employee stock purchase plan
Employee stock purchase plan

For purposes of ESPPs, the date on which an option (purchase right) is exercised
(purchased)

Difference between the FMV at purchase and the purchase price
Price paid for shares; the exercise price

Used in valuing ESPP; an option that allows investors to sell a certain number of
shares of stock at a specified price at a specified time

An ESPP that meets the requirements of IRC §423

Immediate sale of shares purchased; election to sell is made at the time of en-
rollment and sale requires no further instructions from the employee

For an offering with multiple purchase periods, if the stock price on a purchase
date is less than the grant date price, the look-back for the remaining purchase
periods will be based on the lower price

For an offering with multiple purchase periods; if the stock price on a purchase
date is less than the grant date price, the offering is terminated and a new of-
fering begins

Shares sold from award to cover tax obligations

The pool of shares that has been authorized for issuance under a stock plan;
share pool

Stock

Brokerage account established specifically for company stock plan transactions;
also known as a Limited-Purpose Brokerage Account

Withholding of income and social tax

Accounting term; an employee can change the amount of contributions during
an offering period

An employee election to terminate participation before shares are purchased
and accumulated contributions are refunded

Shares withheld from award to cover tax obligation; net settlement

Accounting term; employee contribution to an ESPP in the form of payroll de-
ductions or lump-sum payments
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E*TRADE Corporate Services leads the industry as the most respected provider of innovative equity com-
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Through E*TRADE Securities, we provide a seamless experience for more than 1 million participants world-
wide, with premium support for your insiders and executive team. Complete integration between Equity Edge
and etrade.com means that your participants can access up-to-date stock plan data anywhere, at any time.

Today, it's more important than ever to successfully navigate the complex world of equity compensation.
Over 1,000 companies -- including 20% of the S&P 500 -- rely on us. Shouldn’t you be one of them?
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benefits programs, for both U.S. and global plans. And to help you address your regulatory duties with con-
fidence we provide best-in-class products, unqualified SAS 70-certified proprietary platform, and hands-on
business experience.

The more effective your stock plan, the greater its impact on the financial success, satisfaction, allegiance,
and retention of your employees. Fidelity’s guidance and planning resources—including our comprehensive
Web tool, NetBenefits®— make equity awards a natural extension of a larger financial strategy. It's an ap-
proach proven to inspire buy-in and action among employees at all levels.
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Morgan Stanley Smith Barney is dedicated to delivering sophisticated, premier services to our corporate
clients. Whether it's equity compensation plans, corporate retirement plans, executive advisory services, or
cash management services, we are as committed as ever to this business—and to continue to be a strong
and client-focused firm.

For nearly 40 years, we have been an industry-leading provider of global stock plan services, providing a
vast range of services to nearly 500 corporate clients and managing their 1,100 equity compensation plans
worldwide.

We offer a wide range of products and services to meet our clients’ equity plan needs. Morgan Stanley

Smith Barney provides a comprehensive, integrated administration and brokerage solution for share option,
employee stock purchase, and restricted stock and performance-based share awards. If you prefer to retain
administration in-house, we can provide a link between your share plan database and our trading systems.
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Your employees benefit from multiple points of access via our online portal, Benefit Access and our multi-
lingual Global Customer Services Centers on three continents. Our feature-rich technology platform pro-
vides a menu of widely used reports as well as an easy-to-use ad hoc reporting tool. You and your employ-
ees both reap the benefit of our focus on delivering service excellence.

www.corporateclientgroup.com

Radford, an Aon Hewitt Company

Radford is the industry leader in compensation market intelligence and compensation strategy consulting
for the technology and life sciences industries. Comprised of industry thought leaders, Radford’s global
consulting practice focuses on the compensation issues facing technology and life sciences companies at all
stages of development. For more details on our services and our consultants, visit our Consulting Overview
or e-mail consulting@radford.com.

The Radford team has a mastery of the development of required assumptions as prescribed under Topic 718
for traditional stock options in any option pricing model, as well as alternative modeling approaches that
better approximates compensation expense, and exotic models required to calculate performance awards.
Working with 300-plus companies, including 50 Fortune 500 companies, Radford has the experience and
depth to help your organization comply with Topic 718.

www.radford.com/valuationservices
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Baker & McKenzie LLP

Baker &McKenzie - the industry leader in global equity solutions for over 15 years. Leveraging our un-
matched network of 68 offices worldwide, Baker & McKenzie's Global Equity Services (GES) attorneys
provide state-of-the art design, implementation and tax/legal compliance advice for over 300 companies
worldwide with equity and benefit plans operating in 130+ countries. Our cutting edge approach integrates
tax and legal solutions in all jurisdictions fluently and contemporaneously, with centralized and integrated
project management. With unparalleled depth and experience, we provide the most cost effective solutions
to our clients.

www.bakermckenzie.com/ges

Deloitte Tax LLP

Established more than 35 years ago, Deloitte’s Global Employer Services practice is a strategic focus area
for our organization. Within GES, one of our main competencies is Global Rewards. The Global Rewards
practice is the largest in the world with 300 practitioners in 50 countries. We serve more than 200 of the
world’s leading multinationals.

Our Global Rewards specialists have deep experience in global equity, corporate tax, expatriate tax, execu-
tive compensation, employee benefits, payroll, requlatory matters, technology, and employee communica-
tions to address the myriad of tax, regulatory, and administrative issues that arise with sponsorship of global
rewards programs. We believe an integrated offering is the only way to address the often intertwined, and
sometimes competing, concerns of key stakeholders that arise when extending compensation programs
across borders.

www.deloitte.com

Ernst & Young LLP

Performance & Reward Practice: We know your top talent is a precious resource. Our 500-plus global Hu-
man Capital - Performance and Reward professionals can help you create “leading practice” HR, compen-
sation and benefit programs that are in tune with your corporate strategy. We can help you design com-
pensation programs and equity incentives that really engage your top people. We can help evaluate and
identify process improvement opportunities that assist you in improving the HR function’s performance and
service delivery while reducing compliance risks. With equity incentives, our Performance & Reward profes-
sionals can assist globally with the design, tax, accounting, and administrative aspects of your programs,
including technology and the use of third party administrators and help you coordinate your programs with
the tax, accounting, legal and payroll functions within your organization. We help you administer your pro-
grams globally more effectively. It's how Ernst & Young makes a difference.
www.ey.com/US/en/Services/Tax/Human-Capital/Performance-and-Reward
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Equity Methods

Equity Methods serves over 25% of the Fortune 100 and more than 400 companies through its second-
to-none expertise and technology rich-solutions for equity compensation valuation, accounting and award
design. Equity Methods leverages its suite of platforms to address both US GAAP (FAS 123R / ASC 718)
and IFRS 2 reporting requirements. Our unique capability to provide answers to unconventional or com-
plex situations has given our clients the confidence they need to meet their equity compensation reporting
responsibilities. We help clients mitigate risk and eliminate manual processes via comprehensive capabilities
that span data analysis, valuation science, technical accounting, controls design, and audit support. Our
technology-driven solutions support all facets of equity compensation accounting.
www.equitymethods.com
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industry’s educational standard. Organizations and individuals use Institute exams as

a measurement of basic (Equity Compensation Associate), intermediate (Level Il), and
advanced (Level Ill) knowledge, skills, and abilities related to equity compensation
administration. The CEPI curriculum covers accounting, corporate and securities laws,
taxation, and equity plan design, analysis, and administration, ensuring that CEP
designees have achieved a required level of expertise in all of the relevant areas of equity
compensation.

As the only source of professional certification in equity compensation, the CEPI recognizes
and understands the critical need for impartial guidance in this area. The CEPI has
undertaken a series of research projects titled GPS: Guidance | Procedures | Systems. Other
GPS publications include:

® GPS | Performance Awards

* GPS | Global Stock Plans

® GPS | Restricted Stock and Restricted Stock Units

® GPS | Stock Options

® GPS | Participant Education and Communication: Case Studies

Previous GPS publications can be downloaded from www.scu.edu/business/cepi/.

This research project of the CEPI is supported by title sponsors Bank of America Merrill
Lynch, Computershare, E*TRADE Corporate Services, Fidelity Stock Plan Services, and
Morgan Stanley Smith Barney; by in kind sponsor Radford; and by contributing sponsors
Baker & McKenzie LLP, Deloitte LLP, Ernst & Young LLP, and Equity Methods.

Information in this publication should not be used as a substitute for legal, accounting, tax,
or other professional advice. Please consult your own professional advisors with respect to
the application of the information in this publication to company-specific circumstances.

www.scu.edu/business/cepi

© Santa Clara University, Certified Equity Professional Institute, 2011, 2015, 2019, 2020, 2021, 2022




Risks and Controls:
- Restricted Stock

- Restricted Stock Units

AT

..--'""'.-
'
-
- -
*
*
L

GPS

A research study of the Certified Equity Professional Institute

Restricted Stock and
Restricted Stock Units

2022 Edition

SANTA CLARA UNIVERSITY




_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

Table of Contents

INTRODUCTION ... T
RESTRICTED STOCK AND RESTRICTED STOCK UNIT BASICS

1.1. Overview of Restricted Stock and Restricted Stock Unit Basics . vvvvvveivvevvrrrirrreeeeenns
1.2. Administration ......... R R R R R AP R

1.3, Plan ReqUirements . o.vutvuuuunttntnttetete sttt

O O O @

1.4. Grant Process .......... A e e e e e e
1.5, Dividend Process. «vevuuvvttttt et eeeeeeeonnrrsseeeeeeeeseosrerssseeeeeesseenrieesss..10

1.6, Vest/Release Process e ettt trriiiiiinseeeeeesrrrrroesssseseesssrissssessseesssss 10
1.7. Taxand Payroll Issues . ....oouiniiiin s 11

STRATEGIC AND TACTICAL DESIGN ISSUES

2% IR G YooY L0 et 1o WP I 1)

2.2. Overview of Strategic and Tactical Design Issues..........oooiiiiiiiiiiiiiiiii i, 12

GENERAL ADMINISTRATION

3.1. Introduction..... e e e e e e e e Lo 14
3.2. Overview of General Administration ....... e e e s e Lo 14
3.3. Controls Associated with General Administration............ e e e Lo 14
Q1 What are the unique requirements of each plan?.......... e e e Lo 14
Q2 Has each plan been properly approved?.......... s e e e R 1
Q3 Are the staff that oversee the administration of equity compensation qualified?....... Lol 16
Q4 Are the IT controls for the stock administration system adequate? .. ........ e L. 16
Q5 Are the data capture controls adequate?. . ........ e e e e s 17
Q6 Is there an appropriate separation of duties?. ... .. e e e e ... 18
Q7 Are the shares reconciled periodically?........... e s e e .19
Q8 Are the controls for post-dated transactions adequate?. . . .. e e e .19
3.4. Outsourcing. ..... e e e e e e e e cel..20

GRANT PROCESS

4.1, Introduction . v v v vttt e n 21
4.2. Overview of the Grant Process . ... v.vviviiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiienn 21
4.3. Controls Associated with the Grant Process .........oooivviiiiiiiiiiiiiiiiiiii022
Q9 Does the award meet the Plan requirements? .......oovviiiiiiiiiiiininiiiiin .22
Q10 Are the shares in the “share pool” counted accurately?. ..............oooiiiiii0.23
Q11 Arethe terms of theaward correct?....oovvuiieiiii ... .24
Q12 Are grants made to current employees eligible to participate in the Plan? ................24
Q13 Is the employee demographic data correct? ..ot 25
Q14 Have the grants been approved by the appropriate party and on a timely basis?...........26
Q15 Are the grants made on appropriate dates?. . ......oviiiiiii i 27
Q16 Do the grants agree to source documents on a micro and macro basis? ..................28
Q17 Has the transfer agent been advised of theaward? ... 029

Q18 Are employees notified of their awards on a timely basis? ..............ooovi00030




GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS _

Q19 Has the process for employee acceptance of the grant been followed?. ............... ... 30
Q20 Are the disclosures to the employee appropriate? ... ...ooovvviiiiiniiiiiiiiiiiiiiias 31
O O Yo 0l o TP 31

DIVIDEND PROCESS

5.1 IErOdUCEION . v v vt v vttt e 32
5.2. Overview of the Dividend Process . ... vvvuvniniviiiiiiii i, 32
5.3. Controls Associated with the Dividend Process ... v.vvvvvniiiiiiiiiiiiiii i, 33
Q21 Are dividends recorded timely and accurately? .............oo i 33
Q22 Are dividends paid in an accurate and timely manner? .......... .o 35
Q23 Are dividends properly reported for tax purposes?. . ... vvuviiiii i 36
Q24 Tsthe correcttaxcollected? . ...uvuuininu it 37
504, OULSOULCIIE « 4t e vttt vttt ete ettt et e s e e et e sttt et et e e e et e ssteeransoreeranssrensss 37

VEST/RELEASE PROCESS

6.1, INtrodUCtION .+ o vt ve ittt ettt ettt e e e 38
6.2. Overview of the Vest/Release Process. .......o.vuiiviiiiiiiiiiiiiiiiiiiiiiiniininn, 38
6.3. Controls Associated with the Vest/Release Process...... ..o, 39
Q25 Is the employee eligible to receive the award atvest?. ... 39
Q26 Are controls in place to ensure the timely and accurate release of shares? ................ 39
Q27 Is the vest/release recorded timely and accurately?. . ... 40
Q28 Are the internal controls for handling cash adequate? . .......... ...l 41
Q29 Are the disclosure to the employee regarding the vesting process adequate? .............. 41
6.4, OULSOUICING + + 4t et vttt ettt ettt ettt et e et ettt st ettt ettt s e ees 41

TAX AND PAYROLL ISSUES

71, IRErodUction . v v v vttt ey 42
7.2. Overview of Tax and Payroll Issues . ..o v vvoiviiii s 42
7.3. Controls Associated with Tax and Payroll Issues ......oovviiiiiiiiii s 42
Q30 Is the FMV on the date of vest properly determined? ...........oooviiiiiiiiiiiiine 42
Q31 Isthecorrecttaxcollected? . ...vuvuuininuinui it 43
Q32 Are the awards to retirement-eligible employees taxed properly?..............oooiiiint 48
Q33 Have the payroll tax withholding requirements under ASC 718 beenmet? .................. 49
Q34 Is the proper income and tax withholding reported to payroll? ...............oooiiiiit 50
Q35 Has the IRC Section 162(m) Limit Been Observed? .....oovvvviiiniininininiinenen.. 52
2 T O e Y~ 54

ACCOUNTING ISSUES

FEJ0 DR £ Y aeYe Lot 1o WAUU PN 55
8.2. Overview of Accounting IsSUes. ... ...vviuiin it 55
8.3. Controls Associated with Accounting Issues. ... ..., 55

Q36 Is the information included in the underlying ASC 718 reports accurate, complete and valid? . . .55

Q37 Is the corporate tax benefit accounted for appropriately?. ... 57
Q38 Are the controls for modifications adequate?. . ...t 57
Q39 Does the expense properly reflect retirement-eligible employees? ....................... 58
Q40 Are forfeitures accounted for properly? ... ... ... i 59
84, OULSOUICING + e v ettt ettt ettt et ettt ettt et e et e e ettt e e e et s e s e aeraneerses 60

TABLE OF CONTENTS 3



_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

Table of Contents (cont'd)

LEGAL ISSUES

9.1, IntrodtctiOn . v v v v vttt sttt et e 61
9.2. Overview of Legal Issues ... .ooviviiiiini e 61
9.3. Controls Associated with Legal Issues ..., 61
Q41 Are the underlying shares properly registered? ......... ...l 61
Q42 Are SECForms 3,4, and 5 filed timely? . .......oooiiiiiiiiiiiiiii i 62
Q43 Istheinsider listaccurate?.......oooiviiiiniiiii i 63
Q44 How are blackout periods controlled? . ......covviviiiiiiiii i 64
Q45 Are Rule 10b5-1 trading plansused? .. ..cooviiiiiii i 64

Q46 Does the Equity Compensation department have access to appropriate internal personnel? .. 65

04, OULSOUICING « 4 e 4ttt vttt et ettt ettt et ettt 65

CHANGES OF EMPLOYMENT STATUS

101 IntrodUCtion « .o v vttt ettt e e e 66
10.2. Overview of Changes of Employment Status..........cooiiiiiiiiiiiiiiiiiiiiiia. 66
10.3. Controls Associated with Changes of Employment Status . ..........coooiiiiiiinian, 66
Q47 Have the unique requirements of each plan been followed?................... ... 66
Q48 Is Equity Compensation timely advised about changes of employment?............ 67
Q49 Has the stock plan database been properly updated for changes of employment status?. . . 68
Q50 Has the transfer agent been advised of forfeited shares?. ............... ... . ... 68
Q51 Do the employees receive proper notification about changes in their awards? ... .... 69
Q52 Are transferred employees handled properly?. ... i 69
104, OULSOULCINE + 4+ e 4t vt vttt ettt et e it et et e et s ettt e et er s s e arsareerns 69

APPENDICES

Appendix A:  Acknowledgements . ......viiiii i i 70
Appendix B:  Common Equity Compensation Terms........oooiiiiiiiiiiiiiiiiiiiin.., 71
- Appendix C: About Our SPODSOI‘S ..................................................... 72




GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS _

Exhibits

EXHIBIT 1 COMPARISON OF RESTRICTED STOCK AND RESTRICTED STOCK UNITS...... 8

EXHIBIT 2 PARTIESINVOLVED IN EQUITY COMPENSATION. ....oiviuiiiiiiiiiniiiiinnnnn., 9
EXHIBIT 3 GRANT OF RESTRICTED STOCK ...vviiiiiiiiiitiiiiiit it v eenanns 10
EXHIBIT 4 GRANT PROCESS FORRESTRICTED STOCK.....cvviiiiiiiiiiiiiiiiinniiiians, 10
EXHIBIT 5 TAXPAYMENTMETHODS. .. ..o i 11
EXHIBIT 6 COUNTING SHARESIN A FUNGIBLE SHAREPOOL.........vvvviiiiiiiiiiniinnns, 23
EXHIBIT 7 DIVIDENDS: TIMING THE TAXABLEEVENT .....oviiiiiiiiiiiiiiiiiiiiannns 36
EXHIBIT 8 RESTRICTED STOCK: WITHHOLDING SHARES TO COVERTAX.........cuuu.. 44
EXHIBIT 9 CALCULATION OF WITHHOLD TOCOVER.....coiiiiiiiiiiiiiiiiiiiiiii s 44
EXHIBIT 10 RESTRICTED STOCK: SELL SHARES TO COVERTAX ....ovviviiiiiiiiiiiiinnnns, 45
EXHIBIT 11 CALCULATION OF SELLTOCOVER .. .iiiiiiiiiiiiiiiiiiiiii i 46
EXHIBIT 12 TIMELY DEPOSIT OF PAYROLL TAXES IN EXCESS OF $100,000.......c.vvvuvvun..d 51
EXHIBIT 13 TIMING OF CORPORATE TAX DEDUCTION FOR RESTRICTED STOCK......... 52

EXHIBIT 14 TIMING OF CORPORATE TAX DEDUCTION FOR RESTRICTED STOCK UNITS.. 52

EXHIBIT 15 ACCOUNTING IMPLICATIONS OF POST DATED TRANSACTIONS.............. 56
EXHIBIT 16 ACCOUNTING IMPLICATIONS OF AMODIFICATION ......c.ovviviiinniiiiiinnn., 58
EXHIBIT 17 IMPACT OF FORFEITURES ......ooiiiiiiiiiiii i 59
EXHIBIT 18 FILINGFORM4 ...\ttt it vt 62

S EXHIBIT 19 ISSUES ASSOCIATED WITH CHANGES OF EMPLOYMENT STATUS.............

TABLE OF CONTENTS 5



_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

Previous Research

The CEPI recognized a need for unbiased guidance on equity compensation
practices. In response to this need, in 2007 the CEPI expanded its mission to
include industry related research and published the inaugural GPS research
publication focusing on non-qualified stock options. Since that time, the CEPI
has published six research documents, each addressing a different facet of equity
compensation. Details of this research and the downloadable publications are

available at www.scu.edu/business/cepi/.

Certification

The CEPI was founded in 1989 to establish, promote, and provide certification
and continuing education for the equity compensation industry. Since its founding,
the CEPT's self-study curriculum has served as the industry’s educational
standard. The CEP curriculum focuses on the core disciplines of equity
compensation: Accounting; Equity Plan Design, Analysis and Administration;
Corporate and Securities Law; and Taxation. The CEP designation is granted
to individuals who have passed all three exams and have demonstrated mastery
of equity compensation related issues in all of the core disciplines. The Equity
Compensation Associate (ECA) designation is granted to individuals who
have passed the first exam. Visit www.scu.edu/business/cepi/ for details on

certification.

Public Comment

The CEPI invited individuals and organizations to send written comments on

Certified Equity

; . all matters in the draft publication. All comments received were reviewed and
Professional Institute

incorporated as appropriate into this final document.

Santa Clara University

500 El Camino Real
Santa Clara,

CA 95053-0400
Email:
CEPI@scu.edu




GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS _

Introduction

Equity compensation plans involve a broad range of financial, com- The following sections address critical processes in the Equity

pliance, and operational risks. Even closer examination of these Compensation department and a detailed assessment of critical
risks has been triggered by legislative and accounting changes. In financial, compliance, and operational risks. Each section is
response, there has been a renewed focus on internal controls to composed of various questions and a discussion of the issues sur-
mitigate these risks. To achieve success in this area, it is essential rounding restricted stock and restricted stock units. Restricted

that all parties understand the risks and the appropriate controls  stock is discussed first. Any differences with restricted stock
for these risks. The key parties responsible for this critical area units are discussed subsequently. For each process, illustrative
include the professionals involved in the day-to-day administration controls and tests of controls to mitigate the risk have been

of the equity plans, Finance, Human Resources, Payroll, Legal, identified. Each section of this publication will separately
Internal Audit, the external auditors, and, where appropriate, the  address the impact of outsourcing.

third-party administrat d other third-part dors.
ATty aCnURISTator anc OEher ENnc-party vendors For purposes of this publication, the following terminology

will be used:

RISKS
Even an apparently simple equity compensation program involves TERMINOLOGY

A grant of any type of equity compensation

Restricted Stock Shares awarded for no cost with associated
restrictions that lapse in the future

[ESTTAC I LI QUITY A promise to award shares in the future

Vest Award no longer subject to substantial risk
of forfeiture

Transfer of shares to the recipient

o Compliance risk (e.g., failure to comply with SEC requirements A more extensive glossary of terms can be found in Appendix B.

regarding plan approval and compliance requirements can result

highly complex administration and coordination of many disparate

internal and external parties. This complex administration,
coupled with the regulatory requirements such as ASC Topic 718
and Sarbanes-Oxley has catapulted this function into a high risk

area. Risks can be categorized into three predominate areas:

o Financial risk (e.g., an inaccurate grant date may have a significant

financial statement impact)

. - . i icati i refer: i
in adverse publicity and shareholder and employee lawsuits) This publication contains some references to global issues and

other types of equity awards. These references provide a high-level

o Operational risk (e.g., staff with inadequate skills or training can . )
P (g ! & overview of some related key concepts, and are not intended to be

introduce risk into neatly every established process . . . I
yevery P ) comprehensive as they are outside the scope of this publication.

PURPOSE Some of the controls in this publication can be applied to global

. issues, non-employees, and other types of equity arrangements. For
This publication addresses the issues associated with restricted ’ ployees, s Y &

stock and restricted stock units awarded to US employees of
publicly traded companies. For the purposes of this publication,

a complete discussion of global issues, refer to the Global Equity

Plans publication contained in this volume.

the discussion of restricted stock units will be limited to awards ~ Restricted stock and restricted stock units and associated
settled in stock. Additionally, this publication assumes that processes can be varied and complex. This publication is not

the release of the underlying shares is not deferred, but occurs intended to cover every possible contingency. The processes
upon vest. Finally, all discussions assume time-based vesting, as  described represent standard practice, but each company’s
opposed to performance-based vesting. (For a complete discus- processes may differ based on their unique needs and resources.
sion of performance awards, refer to the Performance Awards GPS ~ These recommendations should be considered general guidelines
publication included in this volume.) and applied as appropriate. Topics covered in this publication
may need to be considered within the particular facts and

A separate publication specifically addresses stock options granted . .
circumstances of a company. For those reasons, clarifications

to US employees. For a copy of that publication, visit http://cepi. such as “typically” and “generally” are not always included,

scu.edu. .

but should be assumed. Please consult your own professional
This publication is designed to address the need to evaluate a advisors with respect to the application of the information in
company’s equity compensation plans and related implications. this publication to company specific circumstances.

This document was last revised in late 2021.

INTRODUCTION 7
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The Restricted
Stock and Restricted

Stock Unit Basics

section is a high-level

overview and is intended
for those who are new
to the concepts of
restricted stock and

restricted stock units.

Restricted Stock and Restricted
Stock Unit Basics

1.1. OVERVIEW OF RESTRICTED
STOCK AND RESTRICTED
STOCK UNIT BASICS

1.1.1. In the never ending quest to identify the ideal
compensation structure to retain and motivate employ-
ees, companies have long embraced equity compensation
as a component of long-term incentive compensation.
The term “equity compensation” covers a broad range of
equity awards, including stock options, restricted stock,
restricted stock units, employee stock purchase plans,
stock appreciation rights, performance awards, and
innumerable variations on these equity awards. Stock
options were the long-favored tool for delivering equity
compensation due to relative simplicity, beneficial cash
flow for the issuing company, and, historically, little or
no related compensation expense in the financial state-
ments. However, the introduction of ASC 718 coupled
with growing shareholder concerns over dilution and
burn rate, gave rise to a marked increase in the use of
restricted stock and restricted stock units. Restricted
stock and restricted stock units deliver the full value of
the award rather than just the appreciation of a stock
option. Additionally, restricted stock and restricted stock
units deliver value even when the stock price declines.
Therefore, these awards are generally smaller than cor-

responding awards of stock options.

1.1.2. Restricted stock and restricted stock units
ultimately deliver similar economic benefits to an
employee. However, the mechanics of the delivery
are distinct. Exhibit 1 provides a basic comparison

of restricted stock and restricted stock units.

1.1.3. Restricted stock is a grant of stock for which
payment is not usually required. The stock is issued
at the time of the grant, and the employee may be
entitled to voting rights and dividends immediately.
However, the stock is subject to vesting restrictions and
held in an escrow account until the restrictions lapse.
These vesting restrictions may be time-based and/
or performance-based. As the restrictions lapse, the
employee recognizes taxable income and the shares are

delivered to the employee and can be freely sold.

1.1.4. Restricted stock units are a commitment from a
company to issue stock in the future for which payment is

not usually required. The stock is not issued at the time of

the grant, so the employee is not entitled to voting rights
and dividends, although dividend equivalents may be
paid. The award is subject to vesting restrictions, which
may be time-based and/or performance-based. As the
vesting restrictions lapse, the shares issued are delivered
to the employee. If provided in the Plan, an employee may
defer the release of shares for restricted stock units under
IRC Section 409A; without a valid deferral election, the
employee recognizes taxable income at the time the shares
are issued and released. Alternatively, under IRC Section
83(i), eligible employees participating in the broad-based
equity plan of a privately held corporation may elect

to defer the income taxation on shares released into an
escrow account upon vesting of restricted stock units for

up to five years, if permitted under such plan.

EXHIBIT 1. COMPARISON OF

RESTRICTED STOCK AND
RESTRICTED STOCK UNITS
Restricted Restricted
Stock Stock Units
Issuance of shares At grant At release
Voting rights Usually No
Dividend rights Usually  Dividend equivalents
may be provided
Taxation point At vest At release, can be

deferred*

“*Provided certain requirements are met.

1.1.5. Both restricted stock and restricted stock units
deliver the full value of the underlying shares to the
employee. When the risk of forfeiture lapses (normally
at vest), the FMV (the value of the stock on that date)
of the award is subject to tax. If the shares are vested,
the employee can sell the underlying shares, assuming

there are no trading or other restrictions.

1.1.6. Restricted stock and restricted stock units are
distinctly different than stock options with respect to
economic value. A stock option is a right to purchase
a fixed number of shares of stock at a fixed price for a
fixed period of time. Any value realized from a stock
option is dependent on the current value of the stock
being higher than the option price. Unlike stock
options which have a cost to the employee (the option
price), employees do not pay for restricted stock /

restricted stock units, so the award always has value.

8 RESTRICTED STOCK AND RESTRICTED STOCK UNIT BASICS _
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1.2. ADMINISTRATION

1.2.1. See Section 3, General Administration, for a full discussion

of issues related to administration.

1.2.2. The “Administration” of restricted stock and restricted
stock unit plans is bifurcated between the Board of Directors and
the Equity Compensation department. The Board of Directors, or
an appropriate subset of the Board or Compensation Committee,
is named as “Plan Administrators” with responsibility for approv-
ing new awards and defining provisions that are not established in
the Plan. The day-to-day administration of the Plan falls to the
Equity Compensation department. This group may be part of
Human Resources, Legal, or Finance.

1.2.3. A company may have a number of stock plans operating

at any time. Multiple stock plans are the result of merger and
acquisition activity where the stock plan is acquired or when the
Company adds new stock plans to its total rewards structure.
Employees may be granted awards from multiple plans. It is
important that the plan requirements are followed for each specific
plan. Awards that violate plan provisions may not be covered by
the Plan and associated share registration. Compliance issues are

abundant for awards that are not covered by an approved plan.

1.2.4. Administrative records may be maintained in a stock plan
database, or, where the plans are simple and the population is lim-
ited, on a spreadsheet. For companies that maintain the data
in-house, the stock plan database is generally a commercially-available
database. The stock plan database is typically not integrated with
the financial system or the human resource system. A company may
keep all equity compensation records in-house, or the administrative
and record-keeping function may be outsourced to a third-party pro-
vider, often a brokerage firm. Additional controls may be necessary

where administration and record-keeping are outsourced.

1.2.5. Overall, the administration of a company’s stock plan is highly
complex. The Equity Compensation department is truly at the inter-
section of many unrelated parties inside and outside the organization,
requiring data input from and output to many groups. The major
external parties involved include a stock broker or multiple brokers to
facilitate transactions, a transfer agent to handle the record-keeping of
all company share issuances, and possibly a third-party administrator
to manage record-keeping and administration for equity compensation.

Exhibit 2 illustrates parties involved in a company’s stock program.

1.3. PLAN REQUIREMENTS

1.3.1. See Section 3, General Administration, for a full discussion of

issues related to plan requirements.

1.3.2. The stock plan is developed by Human Resources and legal
counsel, often with input from compensation consultants. Under
state law, the issuance of stock requires approval of the Board

of Directors. Therefore, Board approval of a stock-based plan is

required. Also, the listing standards of most stock exchanges,

RESTRICTED S

EXHIBIT 2. PARTIES INVOLVED IN EQUITY
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IRS/Other Tax Authorities

including the NYSE and NASDAQ, require that the Shareholders
approve any plan under which stock can be granted to employees or
Directors. After approval, the Plan must be filed with the SEC and
the exchange where the shares are traded.

1.3.3. Each plan has unique attributes and administrative require-
ments that must be followed. Awards that are granted that do not
meet the requirements specified in the Plan can have troublesome
accounting, tax and securities law implications. Paragraph 3.3,

Question 1, discusses the key plan features in more detail.

1.4. GRANT PROCESS

1.4.1. See Section 4, Grant Process, for a full discussion of issues

related to grant processes.

1.4.2. Grant practices are critical to financial statement accuracy.
The grant date establishes the fair value of the award based on the
grant details. Thus, the grant practices are crucial in ensuring reli-

able data for financial statement purposes.

1.4.3. Award recommendations are developed by Human
Resources, managers, Board of Directors, or executives. These
recommendations are approved by the Board of Directors, or a
committee/delegate designated by the Board. Upon approval,
the Equity Compensation department verifies the award and
employee information, records the award, and distributes the

award notification to the employee.

OCK AND RESTRICTED STOCK UNIT BASICS 9
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1.4.4. The employee will receive an Award Agreement with details of

the award and its terms. The agreement may be hard copy delivered
via company channels, or it may be an electronic agreement delivered

from the Equity Compensation department or by a third party.

1.4.5. Example. Human Resources recommends that Employee
A receive an award of restricted stock of 1000 shares. The Board
reviews and approves the award on April 1, 2017. The award vests
in two equal annual increments on April 1, 2018, and April 1,
2019. As evidenced in Exhibit 3, the value of the award lies in the

future value of the underlying stock.

EXHIBIT 3. GRANT OF RESTRICTED STOCK

Award Details

Award Date: April 1, 2017
Shares: 1000

Price employee pays: $o

FMV on April 1, 2017: $10

Vest Details

Vest Date 1: April 1, 2018
FMV on April 1, 2018: $8

Vest Date 1 Gain: $4,000

(500 vested shares x $8/share)

Vest Date 2: April 1, 2019
FMV on April 1, 2019: $12
Vest Date 2 Gain: $6,000

(500 vested shares x $12/share)

1.4.6. Each process within the Equity Compensation depart-
ment is cross functional. For example, the grant of a restricted
stock unit can require input and participation from many dispa-
rate parties, and much data must be validated to ensure that the
grant is proper. Appropriate grant processes are critical to ensure
accurate financial reporting. Exhibit 4 illustrates a typical grant

process administered internally by a company.

1.4.7. Where restricted stock units are granted, the process in
Exhibit 4 is modified slightly. The Transfer Agent is not notified
at the time of grant. The shares underlying a restricted stock unit
are not issued until the restrictions have lapsed.

1.5. DIVIDEND PROCESS

1.5.1. See Section 5, Dividend Process, for a full discussion of

issues related to dividend processes.

1.5.2. Dividends are payments a company may make to shareholders
to distribute company profits. Not all companies pay dividends. If
dividends are paid, they may or may not be paid on a regular basis.

In addition, dividends can be paid in cash or stock.

1.5.3. Restricted stock is issued at the grant date; therefore employees
holding unvested restricted stock are company shareholders. If a
company pays dividends, the restricted stock plan usually provides
dividends on unvested restricted stock even though dividends are not

required to be paid on restricted stock.

1.5.4. Restricted stock units are not issued until the applicable
restrictions have lapsed. Therefore, employees with unvested restricted
stock units are not shareholders of the company. Dividend equivalents
paid on restricted stock units are not actual dividends, but the

payments are structured to mirror dividends.

1.5.5. Dividends and dividend equivalents can be paid currently in
cash or can be deferred until a future date and paid in cash or stock.
Current payments are distributed to the employee at the time the
regular dividend payment is distributed to the shareholders. Deferred
payments are held until the award vests and paid at the time the shares
are released to the employee. Administration of dividends, particularly
dividend equivalents, is challenging, complex, and may exceed the
benefit to the employee.

1.6. VEST/RELEASE PROCESS

1.6.1. See Section 6, Vest/Release Process, for a full discussion of
issues related to vest/release.

EXHIBIT 4. GRANT PROCESS FOR RESTRICTED STOCK

10

HUMAN RESOURCES—
develops grant recommendations

HR DATABASE—
(may be multiple systems)
validates employment status

LEGAL—
determines plan requirements,
shares available

BOARD—
approves grant recommendations

AWARD PRICE (if any)—
determined by plan requirements

TRANSFER AGENT—
Issues restricted shares

EQUITY COMPENSATION—
validates and processes grants

EMPLOYEE—
notification (may be via broker)

FINANCE —
calculates value of expense
for financial statements
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1.6.2. Restricted stock and restricted stock units include a vest-
ing schedule, requiring continued employment or the achievement
of particular performance targets for the restrictions to lapse.

An employee fully earns the award when the restrictions lapse,
typically at vest date. For restricted stock, the shares are actu-

ally issued through the transfer agent at the grant date. Between
the date of grant and the vest date, the shares may be held in an
escrow account. The vest date triggers the lapse of the restric-
tions and the release of the shares from the escrow account. For
restricted stock units, the vest date is the date the restrictions

lapse and the shares are issued and released to the employee.

1.6.3. The vesting schedule is the time from the grant of the award
to the time when the restrictions lapse. Awards may have cliff
vesting, where the award vests in full at a specific date, or may have
graded vesting, where the award vests incrementally over months
or years. If the employee terminates employment before the award
is fully vested, the vesting will cease as of the last day of employ-
ment. The terminating employee will forfeit awards that have not
vested. Some plans may provide continued or accelerated vesting in

particular cases, such as death, disability or retirement.

1.6.4. At vest, when the restrictions lapse and the shares are
released, there is a taxable event and generally the underlying shares
of stock are freely tradable. In this respect, restricted stock and
restricted stock units are significantly different than stock options.
With stock options, the employee decides to exercise the stock
option which triggers the taxable event; with restricted stock and
restricted stock units, the predetermined vest date triggers the tax-
able event. However, it should be noted that the release of restricted

stock units may be deferred, affecting the timing of the tax event.

1.6.5. The vesting schedule also impacts the accrual of the
expense. The fair value of restricted stock and restricted stock
units is expensed over the service period. Usually, the service
period is the vesting period. For example, if the award in Exhibit
3 has a fair value of $10,000, the Company will record an expense
of $5,000 per year. (For simplification, this follows a straight line

attribution method and forfeitures are not included.)

EXHIBIT 5. TAX PAYMENT METHODS

1.7. TAX AND PAYROLL ISSUES

1.7.1. See Section 7, Tax and Payroll Issues, for a full discussion of

issues related to tax and payroll.

1.7.2. The taxation of restricted stock and restricted stock units
is event driven. Restricted stock is taxable for social and income
tax at vest, while restricted stock units are taxable for social tax at
vest and income tax at release. For purposes of this publication, it
is assumed that the vest date and release date occur on the same
date. Therefore, the tax event of restricted stock and restricted
stock units is at vest/release. At that point, the shares are no
longer subject to forfeiture and the employee recognizes taxable
income, Retirement eligibility may affect the timing of the tax

event. See paragraph 7.3, Question 32, for details.

1.7.3. Before the shares can be released to the employee, the
company must ensure the applicable taxes are paid. The FMV on
the vest date is a taxable gain to the employee. Federal, state, local,
and social taxes must be paid on any taxable gain recognized by the
employee. The administrative processes and data transfers associ-

ated with the tax and payroll process are particularly challenging.

1.7.4. Employees can meet their tax withholding obligations
using various methods (as permitted in the Plan and Agreement)
discussed in Exhibit 5.

1.7.5. Withhold-to-cover and sell-to-cover are the preferred
methods of tax payment. (Collecting cash for any but the smallest
of plans is administratively burdensome and impractical.) Both
have distinct advantages and disadvantages relating to corporate
cash flow, managing trade volumes, and administrative processes.
See paragraph 7.3, Exhibits 8 and 10 for full details on the steps

of withhold-to-cover and sell-to-cover transactions.

1.7.6. The release of shares may also have financial statement
implications for the Company since the Company is entitled
to a tax deduction for the gain recognized by the employee. In
addition, the payment of taxes through withhold-to-cover will
be reflected in the Statement of Cash Flow as outgoing cash.

Withhold-to- | Company withholds necessary shares when Company Net No

Cover shares are released. Shares to be withheld are
calculated at current FMV to cover tax liability.

Sell-to-Cover | Open market sale of shares to generate Stock Sale Net Yes
adequate proceeds to cover tax liability.

Cash The employee pays cash to cover the the Employee All No
tax liability.
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Strategic and Tactical Design Issues

2.1. INTRODUCTION

When designing an equity compensation plan,
strategic guidelines must be established. Additional
decisions are required when converting the strategic
guidelines into tactical policies and procedures.
These decisions may impact the market price of the
stock, the cash flow of the company, the investment
community’s perception of corporate governance,
accounting for equity compensation, the scrutiny of
internal/external auditors, the employees’ percep-
tion of the benefit provided, and the cost of admin-
istering and communicating the plan. This section
discusses some of the considerations when making

strategic and tactical decisions.

2.2. OVERVIEW OF THE
STRATEGIC AND TACTICAL
DESIGN ISSUES

2.2.1. Collecting Tax on Awards. The most
common methods of collecting tax are (1) withhold
shares to cover the tax and (2) sell shares to cover

the tax. When shares are withheld to cover the tax,
the company withholds shares equal to the required
payroll taxes and the company pays the payroll tax
obligation from company funds. When selling shares
to cover the tax, the sale proceeds are used to fund
the payroll tax obligation. (Note — Selling shares can
create problems if the vesting date occurs during a
blackout period.) The ramifications of each method
are amplified when a large number of restricted stock
and restricted stock units vest on one day. This can
result in a large number of shares being sold on one
day to pay payroll tax (sell shares to cover the tax) or
a significant cash outlay for the company (withhold
shares to cover the tax). These issues are discussed in

more detail in paragraph 7.3, Question 31.

2.2.2. Accelerated or Continued Vesting Upon
Retirement. Restricted stock and restricted stock
units that vest or continue vesting upon retirement
are difficult to administer. Restricted stock is tax-
able for income and FICA tax purposes when the
recipient is retirement-eligible even though the award
has not vested. Restricted stock units are taxable for
FICA tax purposes when the recipient is retirement-
eligible. (Note — Restricted stock units are taxable for
income tax purposes when the shares are released.)
Because the tax event precedes the vesting event,
reporting and collecting tax is burdensome and
employee communication is challenging. Consider
eliminating plan provisions that provide for vesting
or continued vesting upon retirement.

If this provision can not be eliminated, minimize

the administrative burden and the tax owed at
retirement eligibility by issuing restricted stock units
rather than restricted stock to employees that are
retirement-eligible or will become retirement-eligible
before the award vests. These issues are discussed in

more detail in paragraph 7.3, Question 32.

2.2.3. Restricted Stock versus Restricted Stock
Units. Restricted stock and restricted stock units
provide a similar benefit to employees. However,
restricted stock units offer several advantages that
restricted stock does not. Restricted stock units are a
more tax effective instrument for non-US employees.
Restricted stock units also minimize coordination
with the transfer agent, eliminate potential §83b
elections, offer deferral features, and provide tax
advantages for retirement eligibility. These issues are
discussed in more detail in paragraph 4.2, paragraph
4.3, Question 17, paragraph 7.3, and Questions 31 and
32.

12 STRATEGIC AND TACTICAL DESIGN ISSUES _
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2.2.4. Dividends on Restricted Stock or Dividend Equivalents
on Restricted Stock Units. Paying dividends and dividend
equivalents requires significant administration and the administra-
tive cost may exceed the benefit to the employee. These issues are

discussed in more detail in paragraph 5.3, Question 21.

2.2.5. Grant Dates. Granting awards at pre-determined dates
eliminates potential grant date selection issues and reinforces the
appearance of good corporate governance to the investment com-
munity. When selecting grant/vest dates for restricted stock and

restricted stock units many factors need to be considered including:

o Market implications if employees sell significant shares

on the vest date

o Number of vest dates — each vest date requires

additional administration
o Number of transactions processed on each vest date
o Vesting close to dividend dates can be problematic

¢ Month-end and year-end vesting will complicate the

payroll reporting process
o Selling shares during a closed window may be difficult.

These issues are discussed in more detail in paragraph 4.3,
Question 15.

2.2.6. Vesting Schedules. Restricted stock and restricted stock
units have become more popular and frequently replace stock
options as the preferred equity vehicle. As a result companies tend
to grant such awards to a larger number of employees and the
average size of the award is smaller, often based on the incremental
difference in the Black-Scholes value. Monthly vesting of restricted
stock and restricted stock units is administratively burdensome
because each vest requires an administrative process to distribute
the shares, triggers a taxable event, and requires the collection

of tax from the employee. In addition, a monthly vest of a small
award may result in an after tax distribution of just a few shares to
the employee. This small distribution of shares may decrease the
employees’ perception of the value of the equity award. Consider
limiting vesting to annual vesting or cliff vesting. These issues are

discussed in more detail in paragraph 6.3, Question 26.

2.2.7. Grant Guidelines. Grant guidelines simplify the approval
process and minimize the potential errors when processing the
grant. These issues are discussed in more detail in paragraph 4.3,
Question 14.

2.2.8. New-Hire Grants. Issue all new-hire grants in accordance
with a written policy which provides for awards to be issued only
at pre-determined regular grant dates incorporating standard
language. This will simplify the approval process and minimize
potential accounting issues. These issues are discussed in more
detail in paragraph 4.3, Question 12.

2.2.9. Grant Terms. Standardized grant terms minimize the
potential of human error when processing the grant and should be
used whenever possible. These issues are discussed in more detail

in paragraph 4.3, Question 11.

2.2.10. Definition of FMV. The definition of FMV on the date
of vest will impact payroll tax administration. Defining FMV as
the market close on the day prior to vest streamlines the payroll
process. Taxable income and associated tax may be calculated

on the day prior to vest after the market closes. (This is 24 hours
earlier than using the market close on the day of vest to determine
FMV.) This timing may be critical in meeting the requirement

to deposit federal employment taxes of $100,000 or more on the
next banking day. These issues are discussed in more detail in

paragraph 7.3, Question 34,

2.2.11. Plan Provisions Regarding Dividends and Dividend
Equivalents. Even if the company does not currently pay dividends,
the Plan should always include language regarding the right to
dividends and dividend equivalents. These issues are discussed in

more detail in paragraph 5.3, Question 21.

STRATEGIC AND TACTICAL DESIGN
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3.1. INTRODUCTION

Statement of Auditing Standards 78 (AU 319.06)
defines internal control as a process effected by an
entity’s Board of Directors, management, and other
personnel that is designed to provide reasonable
assurance regarding the achievement of objectives

in the following categories:

e Reliability of financial reporting
o Effectiveness and efficiency of operations
o Compliance with applicable laws and regulations

Internal controls applicable to equity compensation are
addressed in the relevant sections in this publication (e.g;,
controls associated with the grant process are summa-

rized in Section 4, Grant Process). Overall internal con-

3.2. OVERVIEW OF GENERAL
AMINISTRATION

3.2.1. In most companies the stock plan database is not
electronically integrated with other company systems,
resulting in increased manual entry. Therefore, there is
an increased potential for errors and need for addi-
tional controls to minimize such errors. As detailed in
paragraph 1.2, Exhibit 2, administering a stock plan
requires a multidisciplinary team. Close coordination
is required among various internal and external groups

and controls are required to ensure consistency.

3.2.2. Commercially-available systems used to
record, process, and report equity compensation are
also changing, Historically, commercially-available
systems were flexible with limited controls and a

limited audit trail. This flexibility was an advantage

GLOBAL ISSUES

trols with broad applicability are discussed in this section.

_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

General Administration

when dealing with numerous manual processes.
Functionality has been added to systems to provide

more controls and a more robust audit trail.

3.2.3. This section discusses the overall controls
applicable to the Equity Compensation department
when administering awards of restricted stock and
restricted stock units. Many of the controls discussed
are also applicable to other types of compensatory

equity awards such as stock options.

3.3. CONTROLS ASSOCIATED
WITH GENERAL ADMINISTRATION

Q1: What Are the Unique Requirements
of Each Plan?

Restricted Stock:

A company may have numerous stock plans operating

at any time. The life cycle of a plan includes the period

of time that awards are granted from the Plan. It also
includes the period awards are outstanding, Each plan

is unique and has distinct attributes and administrative
requirements that must be followed. It is not unusual to
have multiple plans and some plans may be inherited
from an acquired company. Complications are increased
when operating multiple plans. Care must be exercised to

ensure that grants made from each plan are appropriate.

Plans may have very broad terms (e.g,, allow numer-
ous types of equity instruments), or narrow terms

(e.g., only allow restricted stock).
Key plan features may include—

o Total number of shares that may be granted

o Types of awards permitted

In the EU and other non-US jurisdictions, personal data (any data which identifies the individual)

is subject to certain protections with respect to the collection, processing in a database, or transfer

from one jurisdiction to another (if adequate data protection is not considered to exist in the juris-

diction). For example, the US is not considered by the EU to have adequate protections in place for

personal data, so transfers of data from an affiliate in an EU jurisdiction to the US may violate data

privacy laws unless certain measures are taken to protect the data. These protections may apply to

the employee data that is collected, processed and transferred cross-border when initiating or pro-

cessing equity grants and should be considered before offering an equity program outside the US.

A complete discussion of this issue is outside the scope of this publication.



Standard term of awards

Standard vesting

Permitted deviations from term and vesting

Award eligibility requirements

Share-counting convention
Impact of grant/award on the share reserve

Shares returned to pool upon expiration,
cancellation, termination, or other changes

of employment status
ploy

~ Surrender or withholding of shares to pay award price

(if any) and/or tax obligations

Accelerated vesting

Retirement eligibility

Dividends and dividend equivalents

Change of control provisions

Permitted methods of paying tax obligations

Details on how shares are added to the plan reserve

o Plan expiration

The administration of a plan should be considered in the plan
design phase. Some design features are extremely complex and
very challenging to administer. Wherever possible, the Equity
Compensation department should be consulted before the

Plan is finalized to ensure that the plan design can be efficiently
administered. Section 2, Strategic and Tactical Design Issues,

discusses the key considerations when designing a plan.
Specific plan requirements must be properly reflected in the—

¢ Program administration manual
e System functionality

¢ Documentation provided to employee in hard-copy,

electronically, or via the Web

Particular attention should be paid to new plans implemented
or new plan requirements. Identify when system limitations may
restrict the ability to deal with different plan requirements such
as treatment of leaves of absence. In such cases, clearly document
what manual process will be implemented to meet the

plan requirements.

Restricted Stock Units:
Same as restricted stock.

GLOBAL ISSUES

lllustrative Controls

For each Plan, develop a stan-
dard template to summarize key
plan requirements. Use the stan-
dard template to document the
plan requirements. Document
how the requirements are incor-

Illustrative Test of Controls

Confirm documentation of

all plans. Verify that details

of new plans have been
documented. Test that plan
requirements have been prop-
erly implemented.

porated in the administrative
processes, system functionality,
and documentation provided to
employees.

Q2: Has Each Plan Been Properly Approved?

Restricted Stock:

The Plan must receive proper corporate approvals to be a valid
source for the grant of restricted stock and other stock-based
awards. Under state law, the issuance of stock requires approval
of the Board of Directors. Therefore, Board approval of a stock-
based plan is required. As part of that process, the Board typically
delegates authority to the Compensation Committee to approve
individual grants under the Plan. Also, the listing standards

of most stock exchanges, including the NYSE and NASDAQ),
require that the Shareholders approve any plan under which stock
can be granted to employees or Directors. Failure to receive stock-
holder approval can subject a company to being de-listed from the
exchange. In the case of acquisitions, special care must be taken

to determine if the Plan continues and if it is a valid plan.
Various legal requirements must be addressed such as—

¢ Was the Plan filed with the SEC as an exhibit to an
appropriate periodic report filed under the Securities Exchange
Act of 19342

o Was a registration statement filed with the SEC to
register the offer and sale of stock under the Plan under the
Securities Act of 19337

o Have appropriate state laws been met?

o Were prospectus delivery requirements met?

For a further discussion of these topics see paragraph 9.3,
Question 41.

Restricted Stock Units:
Same as restricted stock.

A sub-plan may be established for certain non-US jurisdictions where tax benefits or

regulatory requirements create the need for specialized terms or provisions.

GENERAL ADMINISTRATION
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Illustrative Controls Illustrative Test of Controls

Illustrative Test of Controls

Illustrative Controls

Bl Document the Plan
approvals such as Board
minutes, Annual Share-
holders Meeting minutes,
SEC filings, etc.

Verify that all plans (including
plans of acquired companies)
have been approved.

Q3: Are the Staff That Oversee the Administration
of Equity Compensation Qualified?

Restricted Stock:

Qualified staff is a key component of good internal controls. Adminis-

tering or auditing a stock plan requires expertise in the areas of —

o Grant/vest/release practices

o Taxlaw

o Securities law

¢ Accounting and financial reporting
e Payroll reporting

o Systems

The Equity Compensation department is the hub of a multidisci-
plinary function. Traditionally, the equity compensation function
has been part of the Human Resources organization. However,
some companies have moved this function into Finance or Legal in
recognition of the financial and compliance requirements

associated with equity compensation.

Qualified staff and adequate resources for ongoing education

are necessary for stock plan compliance. The job description
should specify the qualifications required, the number of years

of experience, and specialized certifications such as the Certified
Equity Professional (CEP) designation. Even when the day-to-day
administration of equity compensation is outsourced,

a company should maintain internal expertise in order to

meet its financial and legal requirements.

The field of knowledge is constantly changing and personnel
need access to and training on latest pronouncements. Personnel
should receive continuing education annually. In addition, personnel
need adequate product training to understand appropriate tools
in the stock plan database and the functionality of those tools.

This training is critical for every release of the system.

When companies outsource all or part of their administration,

overall responsibility for internal controls cannot be outsourced.
Companies that outsource the administration of equity compen-
sation and companies who manage administration in-house need

qualified staff.

Restricted Stock Units:
Same as restricted stock.

(Wl Hire qualified experienced
staff.

Review job description and
verify current staff have met
the requirements.

Verify that continuing education
requirements have been met.

PB Require all staff have con-
tinuing education annually.

gl Require all appropriate
staff have adequate prod-
uct training,.

Verify that product training
requirements have been met.

Q4: Are the IT Controls for the Stock
Administration System Adequate?

Restricted Stock:

Companies use a wide variety of stock administration systems—
electronic spreadsheets, stand-alone systems, and systems that are
fully integrated with other financial systems. The most

common approach is the use of a stand-alone system.

A stand-alone system may be linked to other company systems,
such as human resources and payroll, with electronic imports and
exports, If the Company uses multiple human resource and pay-
roll systems (domestically and internationally), it is more difficult
to maintain proper control of the import/export functions. The

Company may also link to outside service providers such as—

o Brokers—to deliver electronic Award Agreements and process

sales of stock acquired through a restricted stock award.

e Outsource service providers—to handle some or all of the

administrative processes on behalf of the Company.

Coordination with outside vendors is discussed in more detail

in paragraph 3.4.

Wherever possible, leverage the general I'T controls within the
Company. The unique nature of the stock plan database may
require additional controls. These are discussed in more detail
below. This list does not incorporate the standard I'T controls
that should be in place at a company.

System Access. System access should be coordinated with the overall
company controls. The I'T department should assign access to the
stock plan database (e.g, set passwords and password expiration
dates, limit access rights to appropriate personnel, etc.). The Equity
Compensation department should not grant access to the stock plan
database, but they will make recommendations to IT regarding access
rights. Periodically, system access should be reviewed to ensure that

only appropriate staff have access.

Audit Trail. Additional steps may be required to provide an audit
trail for data entry and system changes since this functionality may
be limited in the stock plan database. When an audit trail is not
provided automatically by the system, transactions should be entered

as a group, validated, and documented. The transactions should be



reviewed by someone other than the individual who entered the infor-
mation, Checklists should be developed and utilized where appropri-
ate. Reports should be generated from the system verifying that the
transaction has been recorded properly. If no report is available, use

“print screen” before and after the entry to provide documentation.

Maintenance Controls. A stand-alone system may not be covered by a
company’s standard backup process. Additional backup procedures may
be necessary to ensure proper backup. In addition to a daily backup, the
database should be backed up prior to major transactions and system

upgrades. Document system backups and obtain appropriate sign-off.

System Upgrades. Periodically the stock plan database will be
upgraded. If necessary, involve I'T staff in the upgrade process.
Review upgrade documentation from software provider. After
the upgrade, test the functionality and the output (e.g., standard
reports) to ensure that plan requirements are properly reflected.

Document the test results and obtain appropriate sign-off.

Revisions to Plans. New plans and new plan interpretations must
be incorporated into the system functionality. Test the functionality

and the output after the changes. Document the test results.

Restricted Stock Units:
Same as restricted stock.

Illustrative Test of Controls

lllustrative Controls

AWl | T department authorizes
access to the stock plan
database.

Verify that appropriate staff
have received authorization
for system access from the IT
department.

Pl Review access to stock plan
database quarterly to verify
that access is limited to
appropriate staff.

Verify that the quarterly review
has occurred.

Develop procedures to docu-
ment data entry and system
changes. Utilize appropriate
checklists.

Select transactions (recurring
and nonrecurring) and verify
that the transactions have
been properly entered into
the system and appropriately
documented.

Develop backup procedures
and maintain a log to docu-
ment when the system is
backed up.

Review log to determine if
backups are being done on a
timely basis.

Develop a process to test the
system upgrades. Document
the steps taken to verify the
system upgrade and obtain
appropriate sign-off.

Determine when the system
has been upgraded and the
extent of the upgrades. Review
the documentation related to
the system upgrades. Verify that
the process to test the system
upgrades was followed.

Develop a process to
incorporate new plans or
new plan interpretations into
the system functionality and
obtain appropriate sign-off.

Test subsequent transactions
to ensure that the system is
properly handling new plans
or new plan interpretations.

Qs: Are the Data Capture Controls Adequate?

Restricted Stock:

Data capture controls ensure that—

o All transactions are timely recorded in the stock plan database,
e Transactions are recorded only once

o Rejected transactions are identified, controlled, corrected, and

reentered into the system
These controls focus on—

o Validity— Are these transactions valid?
o Completeness— Are all the transactions included?

¢ Valuation—Are the transactions propetly valued?*

An example of these controls can be found in paragraph 4.3,
Question 16.

Control Mechanisms. In general, there are two types of control
mechanisms—batch processing and direct data entry. Batch pro-
cessing describes the recording of numerous transactions of a simi-
lar type, such as annual grants or new-hire grants. Document batch
processing by using a cover sheet that includes a reference to unique
transaction details (e.g., annual grant of 6/30/XX; signatures of
parties processing and reviewing the transaction; information on
errors detected; and dispositions of the errors). Utilize totals such
as the number of transactions and number of shares

to verify that the entire batch has been processed. File batch

documents in one folder for easy access and future reference.

Direct data entry is used for a one-off transaction or to correct an
error. Post-dated transactions discussed in Question 8 typically
require direct data entry. Direct data entries usually have limited
source documents. Use a transaction log to record detailed infor-
mation about the transaction such as reason for entry, date and
time of entry, signature of the person processing the transaction,

and signature of the individual authorizing the transaction.

Reporting. The flexibility of the stock plan database may generate
inconsistencies between data entry and the associated reports.
For example, the equity professional may mark an acquisition
award as inactive to facilitate running a report on pre-acquisition
restricted stock. If a grant is not re-activated, subsequent reports
may be incorrect. To avoid this problem, identify reports generated
from the stock plan database that should reconcile and then rec-

oncile those reports monthly.

Reconciliations to Other Company Systems. Reconcile to
other company systems as appropriate. Paragraph 4.3., Questions
12 and 13 discuss reconciliations that pertain to the grant
process. Specific reconciliation processes are included in other

sections of this publication.

1 Auditing & Assurance Services by William F. Messier, Jr.
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The following are examples of ways to verify that information in

the stock plan database reconciles to other company systems:

¢ Reconcile employees in the stock plan database to the human
resource system or the payroll system to verify that the award

recipient is an employee of the Company.

¢ Reconcile terminated employees from the human resource system
to outstanding awards in the stock plan database to verify that

awards held by terminated employees have been cancelled.

Error Checking. Periodically, test the stock plan database to

ensure basic data integrity. Review grant records for—

o Missing tax rates
¢ Incomplete vesting schedules

o Employee demographic data

Compare year-to-date reports to quarterly reports to verify that the
quarterly reports total to the year-to-date report. Re-run the previ-
ous quarter’s reports to verify that nothing has changed. Post-dated
transactions can impact reports in unexpected ways. For example, an
employee terminates in June, but notification of the termination is not
received until October. The restricted stock is cancelled at that time.
The termination was not included in the June reports because the
termination was not identified when the June reports were run. The
termination may not be reported in the October reports because the
termination occurred in June. This inconsistency could be identified
by comparing the quartetly reports on terminations to the year-to-
date reports. Changes made associated with post-dated transactions

and error corrections may have accounting implications.

Restricted Stock Units:
Same as restricted stock.

Illustrative Test of Controls

Illustrative Controls

{Wll Establish a process and associ- | Review the documentation of
ated checklist to document each| batch processing to ensure
type of transaction (e.g., annual | that the written process was
grants, new-hire grants, etc.). | followed.

3l Develop and use transac-
tion logs for direct data entry
transactions. Include appropri-
ate signoff for the preparer and
reviewer.

Review transaction log.
Compare date of data entry to
when the transaction should
have been entered. Investi-
gate significant delays.

g3l Reconcile database reports
monthly.

Review reconciling items
for reasonableness.

Review reconciling items
for reasonableness.

Y/l Reconcile database with human
resource system and payroll
system periodically.

[l Quarterly compare year-to-date
to quarterly reports. Reconcile
any differences.

Review reconciling items
for reasonableness.

(Sl Develop a basic data checklist.
Verify data in the stock plan
database periodically.

Review problems identified
for trends.

_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

QG6: Is There an Appropriate Separation of Duties?

Restricted Stock:

“Proper segregation of duties is one of the most important
control procedures in any accounting system. Duties should be
assigned to individuals in such a way that no one individual can
control all phases of processing a transaction.”” The following

duties should be segregated:

e Initiating the grant
e Authorizing (i.e., approving) of the grant
o Recording of the grant in the stock plan database

e Processing the grant documentation

Frequently the Equity Compensation department is too small to
provide for appropriate segregation of duties. If data privacy can
be maintained, use people from other departments to oversee the
stock transactions. For example, Human Resources can review
grant approvals and database reports before Award Agreements

are sent to employees.

Special care must be taken to monitor awards to personnel in
the Equity Compensation department and anyone with access to
the stock plan database. Develop a process to review grant records

and vesting activity of such personnel quarterly.

Restricted Stock Units:
Same as restricted stock.

Illustrative Test of Controls

lllustrative Controls

AWl Structure responsibilities
to separate the following
duties:
> Initiate the grant
> Approve the grant
> Record the grant
> Advise the employees

Review responsibilities of

Equity Compensation staff to
ensure proper segregation of
duties. Review stock records for
employees with responsibility for
administering stock plans. Trace
activity for appropriate individuals
to source documents.

Review checklists and transac-
tion logs to verify sign-off by
another employee.

PI Batch transactions and
direct data entry should
be reviewed by another
employee.

3 Develop a process to review
grant records and vesting
activity for awards made
to personnel in the Equity
Compensation department
and anyone with access to
the stock plan database.

Quarterly review activity for
appropriate personnel.

2 |bid.



Qy7: Are the Shares Reconciled Periodically?

Restricted Stock:

To maintain overall control of plans, it is critical to reconcile the

activity in each plan periodically. The reconciliation should include—

e Shares outstanding

o Shares authorized

o Shares authorized and unissued

o Grants

o Cancellations—track to terminations
o Vested shares

o Shares released

Compare detailed records to total shares. In addition, this infor-
mation should be reconciled on a monthly basis with the transfer
agent (i.e., to confirm that the transfer agent has utilized the

shares from the appropriate plan) and the broker (i.e., to confirm

that all transactions are included).

Monitor plan requirements such as the maximum number of
shares that can be granted in a single year or to a single person.

In addition, it is prudent to project share needs for the next 12
months and take steps to ensure that the share pool is adequate to

meet those needs.
Restricted Stock Units:

Shares are issued when restricted stock units vest, At the vest
date, the transfer agent issues the shares and transfers the shares
to the broker for deposit into the employee’s account. In certain
cases, the shares may remain in book entry position with the
transfer agent and are moved at the employee’s request in the
future. Reconcile instructions to the transfer agent when the

shares are issued and released on the vest date.

Illustrative Test of Controls

lllustrative Controls

Sl Reconcile shares monthly
with the transfer agent and
broker. Totals should recon-
cile to the batch transactions
and the transaction log for
the month.

Verify that the reconciliation is
complete and timely.

Q8: Are the Controls for Post-Dated
Transactions Adequate?

Restricted Stock:

Post-dated transactions are a result of many causes including
delay in the receipt of data and human error. The following are

examples of post-dated transactions:

¢ A termination was not timely recorded in the human resource
system; therefore, the termination was not recorded timely in the
stock plan database. If an employee inadvertently receives a grant
after termination, the grant may be invalid under the terms of
the Plan. When the termination is recorded, the invalid grant is

identified. Voiding the invalid grant is a post-dated transaction.

o Restricted stock was granted to Tony W. (William) Chun, but
inadvertently recorded in the stock plan database as granted to
Tony W. (Washington) Chun. When the problem is identified,
the stock record is changed to the correct employee. Changing the
grant details to correct an error is a post-dated transaction. Note —

Using unique employee ID numbers would eliminate this problem.

It is important to monitor post-dated transactions, especially
when the post-dated transactions may have financial state-
ment implications. See paragraph 8.3, Exhibit 15, Accounting
Implications for Post-Dated Transactions. Prepare a monthly
report summarizing post-dated transactions and the reason
for the transaction. Track trends and identify opportunities
for process improvements. For example, the monthly report on
post-dated transactions indicated numerous examples where a
subsidiary did not record terminations on a timely basis. After
additional training of appropriate subsidiary staff, the timeliness
of reporting terminations improved.

Restricted Stock Units:
Same as restricted stock.

lllustrative Test of Controls

Illustrative Controls

il Develop a report to track all
post-dated transactions.

Scan the report and note
unusual items. Confirm that
the transactions are properly
reported in the stock plan
database.

Develop a process to handle
transactions/corrections
after each quarter.

Review all post-dated transac-
tions to determine potential
financial statement impact.

Monitor plan requirements
regarding maximum grants
in a single year or to a single
person.

Verify that plan requirements
have been met and
documented.

Review each Plan quarterly
to determine shares are
available to meet the next 12
months’ grant needs.

Verify that the projection is
complete.

yB On a monthly basis, report the

number of post-dated transac-
tions and the reasons for the
transactions. Compare the
report to results from the previ-
ous months and previous year.
Perform a root-cause analysis.
Recommend action steps to
minimize such problems in the
future.

Review trends to identify
areas where further interven-
tion is required.

GENERAL ADMINISTRATION
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3.4. OUTSOURCING

3.4.1. Outsourcing Overview. Companies may utilize a third-
party administrator to handle all or part of their stock plan
administration. Some companies outsource the administration,
recordkeeping, and execution of releases. Others maintain the
administration and recordkeeping function and work with

brokers to process releases.

3.4.2. SAS70. To ensure that the outsource vendors maintain
appropriate controls, the vendor should have received a SAS70
certification. This certification signifies the “service organization
has been through an in-depth audit of their control activities, which
generally include controls over information technology and related

processes.” There are two types of reports: Type I and Type IL.

3.4.3. A Type I report describes the service organization’s
description of controls at a specific point in time. In a Type I
report, the service auditor will express an opinion on (1) whether
the service organization’s description of its controls presents
fairly, in all material respects, the relevant aspects of the service
organization’s controls that had been placed in operation as of a
specific date, and (2) whether the controls were suitably designed

to achieve specified control objectives.*

3.4.4. A Type Il report not only includes the service organization’s
description of controls, but also includes detailed testing of the ser-
vice organization’s controls over a minimum six-month period. In

a Type I report, the service auditor will express an opinion on the
same items noted above in a Type I report, and (3) whether the con-
trols that were tested were operating with sufficient effectiveness

to provide reasonable, but not absolute, assurance that the control
objectives were achieved during the period specified.” Neither a
Type I nor a Type Il report includes a review of the

software or its calcuations utilized by the service organization.

3.4.5. The Company has overall responsibility for its internal
controls and processes. When assessing the adequacy of these
controls, a SAS70 certification of a “service organization” such as
a third-party administrator should be considered. The Company
must consider the SAS70 certification in light of its own internal
controls and the scope of the SAS70 certification.

3.4.6. Working with a Third-Party Administrator. For an
outsourcing arrangement to work effectively, the Company and the
third-party administrator must work closely together. Processes,
responsibilities, and specific handoffs must be clearly defined. The
following information should be confirmed when the outsourcing

arrangement is initialized and on a periodic basis:
e Plan details
o New plan interpretations

o All grant terms

¢ Employee demographic details

_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

If the Company outsources all or part of the Human Resource
department, additional steps may be required to coordinate
these details.

3.4.7. Significant information is transmitted between the third-
party administrator and the Company. A careful review of data
security is required, including site security, data encryption, etc.
To minimize problems, the transmittal of information should

be a two-step process. The first step confirms that appropriate
information has been properly sent and received. The second step

identifies errors in the records transmitted.

e Step |—To facilitate this process, control totals should be used
such as total records, total shares, total dollars, etc. The control
totals can be sent as a separate file, as a header/trailer to the
export/import file, or via e-mail. The recipient verifies the file
matches the control totals. If the totals match, the recipient can
move to Step II. If the totals don't match, the transmitter of the

file must correct the file and retransmit it.

o Step |l—When a file is imported into the system, it is also
important to reconcile the information back to source documents.
This can be accomplished by printing appropriate reports from
the system after the import. The reports can be provided to the
originating party who will reconcile the reports to the source

documents.

3.4.8. When dealing with stock plans, it is important to ensure
that the stock plan database has been properly tailored to handle
the stock plan. Any limitations on configuration should be identi-
fied. Processes to work around software limitations should be
closely scrutinized to ensure that appropriate controls are embed-

ded into the work-around process.

3.4.9. Multiple Vendors. It should be noted that a company
may also utilize a third party to value equity awards and/or to handle
ASC 718 reporting, including expense accrual. Using multiple
vendors for various parts of the process increases complications.
Depending upon the services provided, these vendors may only
need a subset of the information stored in the stock plan database.
In all cases, it is imperative to provide control totals for all inter-
face files. In cases where information is required to be shared by
vendors (e.g,, third-party administrator to third-party valuation
provider) the data should be transferred through the Company. In
this way, the Company can certify the timeliness, correctness, and

completeness of the vendor-to-vendor transfers.

3 http://www.ethridgemiller.com/sasyo.html.
4 1bid.
5 Ibid.
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In some circumstances
stock must be issued
for par value. (This
requirement applies

to companies incorpo-
rated in certain states.)
In most cases par value
is immaterial and the
Company considers
past services rendered
as payment for the

par value. A complete
discussion of this issue
is outside the scope of
this publication.

vesting acceleration, and specific restrictions or limita-

When an employee receives compensatory awards tions. The terms of the grant must be in accordance

accounted for under the equity method provided in with the plan provisions and are specified in the Award

ASC 718, the grant date establishes the fair value of the Agreement. The terms generally include—

award based upon the grant details. Confirmation of The right to receive an established number

the grant details is critical to validate the expense and of shares of company stock
establish the proper accrual period. As noted by the
SEC’s Ofhice of the Chief Accountant “qualitative fac-

tors... may cause misstatements of quantitatively small

The type of grant (i.e., restricted stock or restricted
stock unit)

A vesting schedule

amounts to be material.” . . .

A requirement of continued employment with
limited exceptions for death, retirement, etc.

Applicable dividends and voting rights
The process of paying applicable taxes

4.2.1. The key processes associated with granting

restricted stock and restricted stock units, common Termination provisions

areas of risk, and illustrative controls 4.2.3. Grants are discretionary by nature. They may be

are discussed below. granted to all employees or limited to specific individu-

4.2.2. |nitiating the Grant. Human Resources,
managers, Boards of Directors, or executives initiate the
grant process by recommending the grant of an award
to an employee. The recommendation includes the
number of shares and, depending on the ﬂexibility

of the Plan, may also include the vesting period,

als. Grants may be given to all new employees (new-hire
grants) and/or given to current employees periodically
or annually. The terms of grants may also vary. The
discretionary nature of the grant and flexibility in

the terms of the award require additional controls to

validate the grant. Sufficient shares must be available

in the Plan. Employment status must be validated. The
6 Letter from Chief Accountant dated 9/19/06 to Lawrence

Salva, Chairman, Committee on Corporate Reporting—
Financial Executives International, and Sam Ranzilla,
Chairman, Center for Public Company Audit Firms—AICPA.

award terms must meet the plan requirements and be
accurately reflected in the stock plan database. These

controls are discussed in more detail in Questions 9 to 13.

IRC §83(b) Election — Normally restricted stock and restricted stock units are taxed at vest/release.

An employee may make an IRC §83(b) election (commonly referred to as an &3(b) election) to have the
restricted stock taxed at grant. Under (&3(b) the employee elects to include in taxable income in the year
of grant the FMV of the shares as determined on the date of grant. An 83(b) election is not available for
restricted stock units. The election is not widely used and requires additional employee communication
to make sure that the employee understands the tax consequences of making the election.

Companies frequently discourage employees from making 83(b) elections because of the potential
adverse tax consequences to the employee in the event the award does not vest. Companies may
prohibit the use of 83(b) elections by adding language in the Award Agreement restricting their use.

IRC §83(i) Election —Eligible employees participating in the broad-based equity plan of a privately
held corporation may elect to defer the income taxation on shares released into an escrow
account upon vesting of restricted stock units for up to five years by filing an IRC §&3(i) election, if
permitted under such plan. This election type was created by the Tax Cuts and Jobs Act of 2017.

For purposes of this publication we have assumed that neither an 83(b) election nor an &3(i) election has
been made. A complete discussion of 83(b) and 83(i) elections is outside the scope of this publication.
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4.2.4. Restricted awards granted to executive officers have
additional tax and legal considerations. For example, a Form

4 must be filed with the SEC within two business days after

a Section 16 executive officer is granted an equity award. IRC
Section 162(m) denies a corporate tax deduction for compensation
in excess of $1 million for certain executive officers. See Section

7, Tax and Payroll Issues, and Section 8, Legal Issues, for more
details.

4.2.5. Authorizing the Grant. As required by the Plan, an
appropriate party must approve a grant before it is considered
avalid grant. Controls are required to validate that appropriate
approval(s) have been received and the grant date is correct. These

controls are discussed in more detail in Questions 14 and 15.

4.2.6. Recording the Grant. The system of record for equity
awards is the stock plan database. In most cases, this database is not
integrated with the other financial systems within the Company.
Controls are required to ensure the grant has been recorded properly
and the information in the stock plan database is accurate, valid, and
complete. These controls were discussed in paragraphs 3.1-3.4 and are
discussed in more detail in Question 16.

4.2.7. Processing the Grant. The Award Agreement is
prepared and sent to the employee as notification of the grant. The
Award Agreement includes the terms of the restricted

award and provides documentation that the employee was timely
notified. Many companies require an employee to accept the
award. The transfer agent is notified of restricted stock grants and
issues the shares. These controls are discussed in more detail in

Questions 17, 18, 19, and 20.

4.2.8. Reporting the Grant. The stock plan database provides
data input for valuing the award for financial statement purposes.
Controls associated with the grant process support the accuracy,
validity, and completeness of the data used in the valuation of the
award. These controls are discussed in more detail in Section 8,
Accounting Issues. The controls associated with SEC reporting are

discussed in Section 9, Legal Issues, Question 42.

GLOBAL ISSUES
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4.3. CONTROLS ASSOCIATED WITH
THE GRANT PROCESS

Q9: Does the Award Meet the Plan Requirements?

Restricted Stock:

As discussed in paragraph 3.3., Question 1, each plan has specific pro-
visions regarding the granting of awards to employees. Some plans are
very restrictive, while others are broad and provide significant latitude
in the type of equity instruments to be granted and their terms. Each
plan is different and grants made under the Plan must adhere to the

specific plan requirements in order to be deemed a valid grant.

Grants can be made only if shares are available under the Plan for
the award and the Plan is still active. The Plan may specify the
maximum number of shares to be awarded in a year for a plan or

an individual. All grants must conform to these requirements.

When a Company operates multiple plans, adhering to the specific
plan requirements can be challenging. The Company needs to ensure
that the grant is made from the appropriate plan and reflects the
appropriate terms. In addition, the stock plan database must be able
to track grants under different plans with different terms. Using
standard grant provisions provides inherent control. If the grant
provisions are not standard, additional controls are

necessary to ensure the grant conforms to the plan requirements

and is a valid grant.

If the Plan provides flexibility as to the type of equity instruments to be
granted and the terms of those instruments, legal counsel may need to
interpret the Plan. For example, legal counsel may need to determine

if the employee must accept the award for it to be a valid grant under
the Plan. Such interpretations should be documented and a historic
record of plan interpretations should be maintained. Additionally, such
interpretations must be applied consistently on a prospective basis.
New plan interpretations may require modification to the informa-
tion maintained or the functionality incorporated in the stock plan
database. Care should be taken to ensure that changes are only reflected

on a prospective basis and historical data is maintained.

Restricted Stock Units:
Same as restricted stock.

Some tax jurisdictions provide beneficial treatment for restricted awards structured with

particular terms (e.g., a restricted unit must vest over a minimum of two years and the

shares received must be held for an additional two years before sale). Care needs to be taken

to ensure that the terms of the Plan are legal or advisable in all countries and that particular

provisions designed to be used in designated non-US jurisdictions are consistent with plan

terms. In addition, specific terms need to be properly incorporated in the Award Agreement

and other hard copy and electronic references. These particular non-US grant terms may

impact the fair value or other accounting treatment of the awards.



Illustrative Controls

i@l Document that the grants
meet the requirements as
to the maximum number
of shares to be awarded in
a year and that sufficient
shares exist in the plan pool.

lllustrative Test of Controls

Inspect documentation to
ensure that requirements have
been met.

yJ Document new interpreta-
tions by authorized person-
nel and maintain a historic
record of previous plan
interpretations. Document
how the interpretations
are incorporated in the
administrative processes,
system functionality, and
documentation provided to
employees.

Inspect documentation of plan
interpretations to ensure that
the new interpretations have
been properly documented.
Test that the current inter-
pretations have been imple-
mented consistently. Review
the database to ensure that
changes do not impact histori-
cal data.

g Document key provisions
and plan interpretations
(Plan Summary). Incorpo-
rate new provisions into the
employee Award Agreement,
plan prospectus, informa-
tion distributed to employ-
ees (both hardcopy and
electronic), and online plan
references.

Inspect Plan and Plan Sum-
mary to validate plan provi-
sions are properly reflected.

Pl Vodify the functionality in
the stock plan database as
appropriate.

Sample grants under new
provisions to ensure that the
terms are properly reflected in
the stock plan database.

Q1o: Are the Shares in the “Share Pool”

Counted Accurately?

Restricted Stock:

The Plan provides for a number of shares authorized for issuance

but not yet granted. (Shares authorized, but not yet granted, are fre-
yetg yetg
quently referred to as the “share reserves” or the “share pool.”) Grants

decrease the number of shares in the pool. The Plan may also provide

that shares are added back to the pool when shares are withheld to

cover tax or shares are cancelled when an employee terminates.

GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS _

‘The number of shares in the pool may be increased by approval of
shareholders and/or the Board of Directors.

The trend is to use omnibus share plans with a specified fungible
share pool. The omnibus plan provides a company with flexibility

to determine the type of awards to be offered. All awards count as a
share in the fungible share pool, but different types of awards may be
counted differently when determining the impact on the share pool.
Exhibit 6 is an example of how shares may be counted in an omnibus

share plan with a fungible share pool.

Tracking shares in the share pool has been subject to increased
visibility as the authorization of additional shares in the share pool is
subject to more scrutiny. Shareholder advisory groups provide recom-
mendations for institutional investors on voting for proposed stock
plans. Their analysis and opinions of share tracking can be critical

for plan approval. For example, Institutional Shareholder Services
(ISS), uses a model that compares the “shareholder value transfer”
(SVT) against an ISS allowable cap. ISS assigns a higher SVT value
to full-value awards (e.g,, restricted stock and restricted stock units)
than to appreciation only awards (e.g, stock options). ISS also assigns
a considerably higher SVT to net-counted shares (those with shares
“returned” to the plan for reuse, rather than retired). A company’s
allowable cap is calculated relative to its 4-digit GICS industry peers,
with consideration of both market cap and industry-specific perfor-
mance metrics (such that higher performing companies are assigned

a higher allowable cap).

Stock plan database software may include functionality to manage
the simpler calculations. More complicated calculations are usually
managed on a spreadsheet by the Company. These calculations are

reflected in footnote disclosures to the financial statements.

It is important to adhere to the methodology for counting shares

as defined in the Plan. Document the methodology, the process of
tracking different types of awards, and how shares would revert to
the pool (e.g, for cancellations). Reconcile the share pool monthly. As
appropriate, include grants, cancellations, and shares used for taxes.

Calculations should be reviewed by another employee.

Restricted Stock Units:
Same as restricted stock.

EXHIBIT 6. COUNTING SHARES IN A FUNGIBLE SHARE POOL

> A plan has a total number of 2,000,000 shares of common stock available in the share pool for
issuance and allows for the grant of stock options, restricted stock, and restricted stock units

> Any shares issued in connection with restricted stock and restricted stock units shall be counted
against the share pool as 13 shares for each one (1) share issued

> Therefore, restricted stock and restricted stock units count against the Plan in larger share amounts

Under this plan, if only restricted stock and restricted stock units are granted, a total of 1,538,461 shares
(1,538,461 x 1.3 = 2,000,000) can be issued.

If only options are granted, a total of 2,000,000 shares can be issued.
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lllustrative Test of Controls

lllustrative Controls

i Document how the share
pool is calculated for differ-
ent types of equity awards
and different types of
transactions.

Inspect documentation to
ensure that the Plan require-
ments have been met.

P Monthly, document how
shares were counted and
the impact on the share
pool. As appropriate,
include grants, cancella-
tions, and shares used for
taxes. Calculations
should be reviewed by
another employee.

Verify calculation prepared
and reviewed.

Q11: Are the Terms of the Award Correct?

Restricted Stock:

Standardized award terms minimize the potential of human
error when processing the grant and should be used whenever
possible. Flag grants with non-standard terms for special handling.
Special approval should be required before granting awards with
non-standard terms. Such awards may require direct data entry as
discussed in paragraph 3.3, Question 5, and additional review to
verify that the terms are permissible under the Plan and appro-

priately reflected in the stock plan database.

In certain circumstances, it may be appropriate to include other
provisions in the Award Agreement such as the method of pay-
ing tax upon vest of the award or the impact of retirement. For a
further discussion of these topics see paragraph 7.3, Question 31,
for methods of paying tax and see paragraph 7.3, Question 32, for
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Illustrative Test of Controls

lllustrative Controls

Inspect documentation to
ensure that requirements
have been met.

il Document that the grants
meet the requirements as
to the maximum number of
shares to be awarded in a
year and that sufficient shares
exist in the plan pool.

Inspect documentation of plan
interpretations to ensure that
the new interpretations have
been properly documented.
Test that the current inter-
pretations have been imple-
mented consistently. Review
the database to ensure that
changes do not impact histori-
cal data.

P Document new interpretations
by authorized personnel and
maintain a historic record of
previous plan interpretations.
Document how the interpreta-
tions are incorporated in the
administrative processes,
system functionality, and
documentation provided to
employees.

gl Document key provisions and
plan interpretations (Plan
Summeary). Incorporate new
provisions into the employee
Award Agreement, plan
prospectus, information dis-
tributed to employees (both
hardcopy and electronic), and
online plan references.

Inspect Plan and Plan Sum-
mary to validate plan provi-
sions are properly reflected.

Q12: Are Grants Made to Current Employees
who are Eligible to Participate in the Plan?

Restricted Stock:

Itis important to determine the employment status of an employee
prior to granting an award. Close coordination is required between

Human Resources and the Equity Compensation departments.

the impact of retirement. Reconcile employees in the stock plan database with employees in the

human resource database monthly. This update may be an automated
Restricted Stock Units:

. or manual process. As discussed in Question 13, employee details
Same as restricted stock.

should also be updated immediately prior to granting an award.

Changes of status such as terminations and leaves of absence require

special handling, Identify employees ineligible to participate in the

STRATEGIC ISSUES

> Document who is authorized to approve grants and the limits of their authority. Utilize grant guide-

lines to simplify the approval process and minimize the potential errors when processing the grant.

> Standardized grant terms minimize the potential of human error when processing the award and
calculating the fair value of the award. Standardized terms should be used whenever possible.

Require special approval for awards with non-standard terms and process the awards separately.

> Issue all new-hire grants in accordance with a written policy which provides for awards to be

issued only at pre-determined regular grant dates incorporating standard language. This will sim-

plify the approval process and minimize potential accounting issues.



Plan (e.g,, employees on leaves of absence). Incorporate appropriate
restrictions in the database to prohibit grants to these employees.

Document procedures for handling erroneous grants to employees
who were not eligible to receive an award. See Section 10, Changes

of Employment Status, for more details.

Employment status is particularly important when an employee
receives an award as part of the employment offer. These grants are
commonly referred to as “new-hire grants.” If the Plan permits and
the grant is made prior to becoming an employee, the effective date
of the award may vary (i.e., the date of the employment offer, the

date the offer was accepted, or the date employment commenced).

Some companies advise the employee of the grant in the offer
letter, but the grant is effective on the date employment begins.
New-hire grants may require daily approval and processing. This

can result in an inefficient process and increased errors.

Best practice is to issue all new-hire grants in accordance with

a written policy that provides for awards to be issued only on
predetermined regular grant dates. New hires receive grants only
on a regular grant date following the date of hire. The offer letter
indicates the number of shares to be granted, the date the award
will be granted, and the vesting schedule. Monthly, the Equity
Compensation department should receive consolidated information
from Human Resources for all new-hire grants including appropriate
details such as employee name, date of hire, employee ID, address,

Social Security number (or other tax ID), and number of shares.

Grouping grants will streamline the approval process and allow for
batch processing of all new-hire grants. For example, all new hires
in a particular month receive a grant on the third Tuesday of the
month after employment begins. Any employee hired in January
2021 will be granted an award on February 16, 2021.

Restricted Stock Units:
Same as restricted stock.

lllustrative Controls lllustrative Test of Controls
Reconcile employees in the Review reconciling items for
stock plan database with trends and unusual items.

employees in the human
resource system monthly and
immediately prior to granting
awards.

Identify employees ineligible | Identify restrictions on

to participate in the Plan employee eligibility for grants.
(e.g., employees on leaves Test that only eligible employees
of absence). Incorporate have received awards.

appropriate restrictions in the
database to prohibit grants to
these employees. Document
procedures for handling
erroneous grants to employ-
ees who were not eligible to
receive an award.

Establish a date for all new-hire | Review the standard offer
grants in the month following | letter to confirm that the

the month of hire. The standard | terms of the grant are appro-
offer letter indicates the number | priate.

of shares to be granted, the
date the award will be granted,
and the vesting schedule.

Establish a process to verify Sample offer letters with new-
that Equity Compensation has | hire grants and verify the award
received a consolidated report | has been issued.

of all new-hire grants.

Q13: Is Employee Demographic Data Correct?

Restricted Stock:

The fair value of restricted stock is based upon the grant details. The
accuracy and completeness of the participant addresses, employment
status, retirement eligibility, and personnel data must be maintained.
“Participant addresses impact the taxes due on stock plan transac-
tions. Participants’ employment status (e.g., part-time, terminated,
consultant, on leave) can impact their ability to conduct stock plan
transactions or participate in company plans, their rate of vesting,
the expense recorded for their grants, and the taxes due on stock plan
transactions. Personnel data (e.g.,, department, cost centet, location,
division, salary grade, job code) can impact financial reports for

company segments and eligibility for plan participation.”

7 National Association of Stock Plan Professional Internal Controls Portal: Practice Pointers—Internal Controls.

GLOBAL ISSUES

To avoid potential local issues, grants by a US-issuer to employees of a non-US affiliate should

not be included in the standard offer letter from the employer. The award should be offered in

a separate document from the US issuer reflecting appropriate language for that jurisdiction.

GRANT PROCESS

GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS _

25



GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

Unless the stock plan database is fully integrated with the human
resource system, the employee demographic data must be imported
from another source or manually entered. Either of these approaches
increases the possibility of errors in employee data in the stock plan
database. To minimize these errors, develop a standard process

to update employee data. Update employee data from the human
resource system on a periodic basis and immediately prior to granting
an award. Audit this data monthly. Compare employee information
in the stock plan database to the data stored in the human resource

system and/or payroll system.

Restricted Stock Units:
Same as restricted stock.

Update employee data from

the human resource system

periodically and immediately
prior to granting awards.

Periodically compare employee

Sample employee data in
the stock plan database and
reconcile the information to

the human resource system.

Review reconciling items for

data in the stock plan database | trends and unusual items.

and the human resource
system and/or payroll system.
Document reconciling items,
research performed, and
resolution of the items.

Q14:

Restricted Stock:

Corporate law, the Company’s corporate governance provisions,
and the Plan require the grant to be approved for it to be valid.
Therefore, clearly defining the grant approval process and

documenting approvals by appropriate parties is a key step in

determining that a grant has occurred and the measurement date

for accounting purposes is established.

Formalize and document the approval process. Establish and docu-
ment requirements on who is authorized to approve grants and
the limits of their authority. Note when multiple authorizations
are required. Indicate who is required to approve grants to specific
groups of employees (e.g.,, Compensation Committee, Board

of Directors, or the CEO). Identify individuals with back-up

approval authority where appropriate.

Utilize grant guidelines wherever possible. Grants in excess of the guide-

lines should require special handling and an additional approval process.

For purposes of internal control, the grant approval must be docu-
mented in writing. Documentation should include grant recipient,
number of shares awarded, FMV, type of award, and the vesting
schedule. Approval at committee or Board meetings should be
documented in detail in the meeting minutes. When unanimous
written consents are used, the date of receipt of the final consent

determines the grant date.

Securing appropriate approvals by the grant date can be a challenge,
especially when a company’s practice is to grant awards daily. This is
particularly difficult when multiple approvals are required and the

approval date is the date the last approval is received. Best practice is
to authorize grants at the Board or committee meetings rather than

delegate to a committee of one or by unanimous written consents.

To minimize these issues, schedule and publish grant dates in
advance. Depending on company needs, grant dates can be set annu-
ally, quarterly, monthly, or on some other periodic basis. Pre—selecting
award dates avoids the appearance of favorable timing, Grants made

off-schedule should require special approval.

Restricted Stock Units:
Same as restricted stock.

STRATEGIC ISSUES

> Granting awards at pre-determined dates has many benefits including:

— Improving transparency of the award process
— Avoiding the appearance of manipulating the grant dates
— Minimizing administration by limiting the number of vest dates during the year
— Avoiding restrictions when selling shares to cover the associated payroll taxes
— Minimizing errors when recording the awards in the database

> The high volume of trades may impact the price of the stock. In some cases the daily trading volume
of the Company stock may not be sufficient to handle the sale of additional shares. Using pre-deter-
mined dates will also increase the number of transactions processed on a vest date. If the Company
withholds shares to meet the employee’s tax obligations, the Company is required to fund the tax
obligations when the awards vest. This may result in a significant cash drain on the Company at the

vest date. All of these factors must be considered when determining appropriate grant and vest dates.
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lllustrative Controls

Define the grant approval
process and develop a matrix
of authority. Include approv-
als that are required and any
other individuals that must
review and approve grant
recommendations.

lllustrative Test of Controls

Verify the grant approval pro-
cess is documented. Review
the matrix of authority to
ensure appropriate individu-
als are authorized to approve
grants.

Document all grant approv-
als in writing.

Sample grants to confirm that
the grant has been approved
and the grant approval is within
the limits of the approver’s
authority and conforms to the
grant approval process.

Establish grant guidelines
for groups of employees.
Define the approval process
for grants made outside the
guidelines.

Sample grants to confirm that
the grant is within the grant
guidelines. For grants outside
guidelines, verify that the plan
requirements were met and

appropriate approvals were
received and documented.

Establish a schedule for issu-
ing periodic grants to current
employees.

Review grant dates in the stock
plan database to verify that
the grant schedule has been
followed.

Test grants to confirm that the
date of grant is not prior to the

Coordinate the approval
process to coincide with the

established grant schedule. | approval.

Q1s: Are The Grants Made on Appropriate Dates?

Restricted Stock:

Granting awards on pre-determined dates minimizes administra-
tion. The vest process requires a certain amount of administration
regardless of the number of awards or the number of shares vesting
on a specific day. Therefore, the more frequently a company grants
awards and the more frequently awards vest, the greater the admin-
istrative burden. In addition, vested shares should be released into
the employee’s account the day after vest (T+1). This requirement is
administratively challenging. Minimizing the number of vest dates

during a year minimizes the administration regarding the release
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and delivery of shares. Using established grant dates will also

minimize errors when recording awards in the stock plan database.

For example, if the Company always grants on the 10th day of each

month, the stock plan database records can be easily scanned to

identify inappropriate grant dates.

Best practice is to limit the number of days awards are granted

and vest during the year. Grant awards to employees annually.

The awards should vest annually or be subject to cliff vesting.

Many factors should be considered when establishing the grant

date and vest date. These factors include —

Coordinate with scheduled board meetings to simplify the

approval process.

Grant during an open window to avoid questions about granting

while in possession of material, nonpublic information.

Match vest dates to periods when shares can be sold (i.e., an
open window) to facilitate selling shares to cover required taxes.

(See paragraph 7.3, Question 31 for more details.)

Consider the implications over multiple years. (For example,

an employee may have multiple awards vesting on consecutive
dates. A February 4, 2019, grant with a two-year cliff vesting
and a February 5, 2020, grant vesting in one year would vest on
February 4, 2021, and February 5, 2021.) Consecutive vest dates
can be very cumbersome to administer and difficult for employ-
ees to understand. An alternative would be to have vesting occur

on a specific date each month (e.g., the second Tuesday).

Avoid vest dates immediately prior to and during the dividend
cycle. Coordination may be difficult when vesting occurs between

the date of record and date of payment.

Avoid vest dates close to quarter-end and year-end to simplify
the payroll reporting process.

Avoid vest dates that coincide with the Employee Stock

Purchase Plan purchase date.

Restricted Stock Units:
Same as restricted stock.

Equity awards are typically granted to employees at the discretion of the issuer. In certain

non-US jurisdictions, any benefit regularly offered by an employer is an “acquired right” which

cannot easily be taken away or adjusted and is automatically included in the calculation of

severance benefits on termination. If a company regularly grants awards or communicates

their value as part of compensation paid by the employer (not the issuer), the award may be con-

sidered an acquired right of employment. In that instance, the award may no longer be deemed

discretionary and the employee may acquire the right to receive such awards in the future.

Publishing grant dates in advance may increase a company’s exposure to “acquired rights.”
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Illustrative Test of Controls

Illustrative Controls

Issue awards on
pre-determined grant date.

Sample grants to test that
the awards were made on
pre-determined grant dates.

Review grants on dates other
than pre-determined dates.
Review items for trends and
unusual items.

Require special approval to
grant awards on dates other
than pre-determined grant
dates. Calendar non-stan-
dard grant/vest dates.

Q16: Do The Grants Agree to Source Documents
on a Micro and Macro Basis?

Restricted Stock:

The details of the grant determine the compensation expense,
the accrual of the compensation expense, and the fully-diluted
earnings per share calculations. Because the grant recommendation
system is usually not integrated with the stock plan database,

the potential for errors is increased.

To minimize these errors and validate that the information is
complete and accurate, specific data capture controls must be
implemented when recording grants (either new-hire grants or
periodic grants to current employees). As discussed previously,
minimize errors by utilizing standard grant terms and only grant-
ing on scheduled dates. To simplify tracking grants, each grant
should be assigned a unique identifying number.

Prior to entering grants into the stock plan database, confirm that
all grant recipients are still employed by the Company as of the date
of grant. Some employees may have terminated since the award

was recommended, but before the award was approved. Whenever
possible, import the details from the grant recommendation system
into the stock plan database. Incorporate error-checking into the
import process. Examples of standard error checks are testing for
two grants for a person on the same day or ensuring all details
(number of shares and vesting schedule) are included for each

employee. Document the errors noted and disposition of the error.

The FMV of the underlying award is irrelevant when recording
the grant, but is critical in determining the fair value of the award

for accounting purposes. To simplify the valuation process, the

EMV should be recorded when the grant is recorded. The Plan will
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specify how the FMV is determined, such as the price at market
close on the date of grant, the high/low average on date of grant,

or some other method. If the grant date is a non-trading day, extra
care must be taken to verify the correct FMV is used. If the grant
date is pre-specified and falls on a holiday or weekend (e.g., last
day of the fiscal quarter), verify which date should be used in these
occurrences, such as prior or next trading day. Regardless of how
the FMV is determined, verify the price from multiple sources and
document the calculation. Appropriate personnel should formally

approve in writing the FMV that will be used.

After the grants have been recorded, reconcile total grants
approved to grants recorded in the stock plan database on an
aggregate basis. The reconciliation should include —

o Total number of shares

o Total number of employees receiving a grant

The reconciliation must be done for each plan within which
awards are granted. Where non-standard vesting terms are used,
an additional reconciliation must be done for aggregate shares

vesting per vest date.

Verify that the stock plan database reflects a grant to the cor-
rect employee and the details of the award recorded in the stock
plan database agree to the terms of the grant. Randomly select
employees to verify that the terms as recorded in the stock plan
database reconcile to the approved award. Identify grants with
non-standard grant terms and verify that the grants have been

properly recorded.

Utilize standard checklists to document the steps of recording the
grant. Document the reconciliation process. Note discrepancies
and the resolution of the discrepancy. Errors in the grant process
may result from incorrect data entry or an error in the award

details. Common errors are illustrated below —

e Employee A was approved to receive 10,000 shares of restricted
stock, but an award of 1,000 shares was recorded in the stock

plan database.

¢ Employee B was recommended to receive 5,000 shares of restricted
stock, but the award was listed as 50,000 shares on the documenta-
tion submitted to the Compensation Committee for approval.

Many companies use a country-specific prefix when numbering grants to allow for easy

identification of awards that require special handling in certain countries, (e.g., US123, FR456,

or UK789). This numbering system may also be useful in identifying employees who move

between the grant and vest date. At the taxation point, compare the current location of the

employee to the country-specific prefix. If the current location and prefix do not match, investi-

gate to determine the employee has moved and if the transaction requires special handling.
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o Employee C was approved to receive 5,000 shares of restricted stock
and Employee D was approved to receive 500 shares of restricted
stock. The information was incorrectly entered into the stock plan
database and Employee C received 500 shares and Employee D
received 5,000 shares.

Identify types of errors. Establish and document guidelines how
each type of error will be resolved. Consistently apply the guide-
lines. Identify situations where the award must be re-approved. In
the example above, an incorrect award was approved for Employee
B. The correction of the error would typically require re-approval
by the Compensation Committee. These errors may also impact

the employee acceptance process discussed in Question 19.

Restricted Stock Units:
Same as restricted stock.

lllustrative Test of Controls

Illustrative Controls

{Bl |ncorporate error checking
as part of the import routine
from the grant recommenda-
tion system.

Review error reports for
unusual items.

Y3 Use standard grant terms
and grant on scheduled
grant dates. Require a
special approval process for
non-standard grants.

Sample grants to test that
standard grant terms are used.
Review non-standard grants.
Note trends in use of non-
standard grants. Verify that the
stock plan database properly
reflects non-standard terms.

Confirm that the process has
been followed.

Verify the FMV with an inde-
pendent source. Verify the
FMV was properly approved
and reflected in the stock plan
database.

gJ Assign each award a unique
identifying number.

P/l Cstablish a process to deter-
mine the FMV on the grant
date. Verify the FMV with
multiple sources. Document
the calculation of the FMV
and the approval of the FMV
used.

[l Reconcile grants in the stock | Review documentation on

stock and provides the transfer agent with the number of shares to
be issued and the name of the employee, if the stock will be held in
the employee’s name. (The issuance of the restricted stock usually
occurs at the time of grant even though the employee acceptance
of the award may occur at a later date. See Question 19 for more
details on the acceptance process.) The transfer agent should be
advised when restricted stock is issued whether dividends will be
paid and the method of payment. The transfer agent holds the
restricted stock as a book entry in an omnibus restricted account

and/or an individual account until the restrictions lapse.

At the vest date, the transfer agent is advised to release the shares
to the broker for deposit into the employee’s account. In certain
cases the shares may remain in book entry position with the

transfer agent and moved at the employee’s request in the future.

Reconcile instructions to the transfer agent when shares are
issued on the grant date and released on the vest date. Utilize
error-checking routines when exporting the file to the transfer
agent. Document errors identified, research performed, and
resolution of the issues. On a monthly basis, reconcile total
unvested grants in the stock plan database to the shares issued by

the transfer agent held in the custodial account or in book entry.

Restricted Stock Units:

Shares are issued when restricted stock units vest. At the vest date,
the transfer agent issues the shares and transfers the shares to the
broker for deposit into the employee’s account. In certain cases, the
shares may remain in book entry position with the transfer agent

and are moved at the employee’s request in the future.

Reconcile instructions to the transfer agent when the shares
are issued and released on the vest date. Utilize error-checking

routines when exporting the file to the transfer agent. Document

errors identified, research performed, and resolution of the issues.

lllustrative Test of Controls

lllustrative Controls

plan database to source
documents (approvals and
award details) on an aggre-
gate and individual basis for

batch processing of award
on an aggregate basis. Test
individual grants to verify that
terms are properly reflected in

Establish and document the
process to transfer data from
the stock plan database to
the transfer agent.

Review the documentation
to ensure the process was
followed.

each Plan. the database.

[P Maintain a log of discrepan-
cies and resolution of the
discrepancies.

Review the discrepancy log
to verify that all items were
researched and resolved.

Q17: Has the Transfer Agent Been Advised
of the Award?

Restricted Stock:

When restricted stock is granted, shares are issued. The shares are
nontransferable and subject to restrictions that lapse at a future

date. The Company directs the transfer agent to issue the restricted

Utilize error-checking
routines when exporting the
file to the transfer agent.
Document errors identified,
research performed, and
resolution of the issues.

Review error reports for trends
and unusual items.

On a monthly basis, reconcile
total unvested grants in the
stock plan database to the
shares issued by the transfer
agent held in the custodial
account or in book entry.

Verify the reconciliation was
completed. Note trends and
unusual problems.
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Q18: Are Employees Notified of Their Awards Q19: Has the Process for Employee Acceptance

on a Timely Basis? of the Grant Been Followed?

Restricted Stock: Restricted Stock:

o ASC 718 includes criteria for determining that a share-based Some companies require an employee accept a grant to document
payment award has been granted. Subtopic 10, Section 25, that the employee was notified of the grant. In addition, this
Paragraph 25-5 states that “a mutual understanding of the key acceptance may authorize selling shares to pay for the employee’s
terms and conditions of an award to an individual employee tax withholding, document the employee’s understanding of the
shall be presumed to exist at the date the award is approved in tax consequences of the award, and/or establish documentation of

accordance with the relevant corporate governance requirements ~ a 10b5-1 trading plan. (See the paragraph 9.3, Question for more
(that is, by the Board or management with the relevant authority) ~ details about 10b5-1 trading plans.)

if both of the following conditions are met: ) ) o
Companies may use a variety of methods to indicate acceptance.

o “The award is a unilateral grant and, therefore, the recipient does ~ Some companies require affirmative acceptance (i.e., the employee
not have the ability to negotiate the key terms and conditions of ~ must take a specific action to accept the award). The acceptance
the award with the employer. may be electronic or written. If a company requires affirmative

“The k d condici feh 4 diob acceptance of the grant, it is critical to define the consequences
. e key terms and conditions of the award are expected to be ) ] i
¥ ) o o o P ) (including the tax consequences) if an employee does not accept
communicated to an individual recipient within a relatively the orant. If affirmative accentance is required. the additional
hort time period from the date of approval. A relatively short grant. P q ’
shor . . . . .
i S o ) ) Y administration associated with the grant and release process may
time period is that period in which an entity could reasonably be sionificant
. ) e significant.
complete all actions necessary to communicate the awards to 5

the recipients in accordance with the entity’s customary human ~ Some companies require an employee take action only if they are
resource practices.” not accepting the award. No response is deemed acceptance of the

o o award. Other companies embed acceptance of the award into the
Delayed communication to the employee may indicate the award .
. Award Agreement. Different approaches may be used for awards
was not fixed and unchangeable and may impact the date of grant. ) .
. . to executives and non-executives.

The number of employees to be notified and the geographical

dispersion of employees can make timely notification challenging.  Regardless of the approach used, document the process and

) ) the actions that will be taken if the employee does not follow
Formalize a process to notify employees of the grant and . . .
; . . the process. Validate that the software functionality supports
document that the employees were notified. The notification .
; ) the acceptance process. Communicate the acceptance process to

should occur as soon as possible after the grant date. Electronic

employees receiving awards. Apply the process consistently.

notification tools may streamline this process. When paper

copies of Award Agreements are used, documentation should Restricted Stock Units:
include the mailing process. Same as restricted stock.
Restricted Stock Units: X .
Same as restricted stock lllustrative Controls lllustrative Test of Controls
Establish and document a Test the process to ensure it
. . process to formalize employee | has been followed consistently.
Illustrative Controls lllustrative Test of Controls acceptance of the award.
Establish procedures to Test notification process to Communicate the require-
notify the employee of the ensure that the process is ments to the employees.
grant on a timely basis and | followed and conforms to
document that the employ- | FASB requirement for timely
ees were notified. notification.

GLOBAL ISSUES

The format for accepting an award may be specified or restricted in certain countries.

Consult tax or legal counsel to determine permissible methods in each country.



Q20: Are the Disclosures to the Employee
Appropriate?

Restricted Stock:

The Award Agreement is sent to the employee and includes details
of the award and additional disclosures. As the Award Agreement
changes over time, make sure the current Award Agreement is used.
Mark each Award Agreement template with a version number and the
date of update to maintain control over the Award Agreement tem-
plate. Separate the Notice of Grant (incorporating the specific grant
terms) and the Terms and Conditions (incorporating the overall
grant terms) into two documents to simplify the change process.
Each Plan may have a unique Award Agreement. When a company
issues grants from multiple plans, verifying that the correct Award
Agreement is used can be challenging,

Verify that the details included in the Award Agreement reflect
the appropriate terms and match the information recorded in
the stock plan database. Some commercially-available stock plan
databases include functionality to customize and/or print Award
Agreements. Utilizing this functionality will minimize inconsis-
tencies between the Award Agreement and stock plan database.

Closely scrutinize grants with non-standard terms to determine
the Award Agreement is appropriate. Archive electronic and hard
copies of Award Agreements to maintain a historic record of the

Award Agreements used.

Employee disclosures may also include information posted
on a Web site. Make sure the Web site disclosures reflect the
specific plan requirements. Consider using a hotline for

employee inquiries during the grant and vest process.

Employees are less familiar with restricted stock as an equity
vehicle than stock options and may be unaware of the associated
tax consequences. Since the tax obligation occurs on the vest date
without employee involvement, misunderstandings may occur.

To avoid potential issues, enhance employee communications
where necessary. Areas that require greater attention include grant
acceptance, dividend payments, voting rights, the vesting process,
and tax withholdings. Specific communication issues regarding the
vesting process and tax withholdings are discussed in more detail
in Section 6.3, Question 29.

Restricted Stock Units:
Same as restricted stock.
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lllustrative Test of Controls

lllustrative Controls

Utilize functionality in the
stock plan database to
customize and/or print the
Award Agreement.

Sample Award Agreements to
ensure that the current agree-
ment was used, appropriate
disclosures are included,

and the details agree to the
information in the stock plan
database.

Limit grants with non-standard
terms. Identify grants with
non-standard terms in the
stock plan database. Develop
a checklist for processing
employee disclosures for
these grants.

Sample grants with non-
standard terms to ensure that
the grant terms were properly
reflected in the disclosures to
the employee.

4.4. OUTSOURCING
4.4.. As discussed in paragraph 3.4, the Company may

outsource certain aspects of plan administration. In the grant
process, the Company retains responsibility for initiating and
authorizing a grant. Recording, processing, and reporting the
grant may be outsourced to a third-party administrator in
whole or in part.

4.4.2. The controls discussed in this section will apply regardless
of whether or not the Company outsources plan administration;
however, the group responsible for implementing the control may
differ. In general, the controls in Questions 9 to 15 are maintained
by the Company. The controls in Questions 16 to 20 may reside
partially with the Company and partially with the third-party
administrator (depending on what functions are outsourced). In all
cases, the Company retains overall responsibility for the internal

control process.

4.4.3. Even when certain functions are outsourced, the Company
is responsible for the accuracy of the data. This is particularly
critical in the grant process since the Company is responsible for
originating the grant file sent to the third-party administrator. To
ensure data integrity after the grant file is imported, the Company
must reconcile reports generated by the third-party administrator
(such as the Grant Details and Outstanding Awards) to the
source grant records maintained by the Company.

Award Agreements may be tailored for specific countries to incorporate requirements under

local law. Consult legal counsel to determine what should be included for each country.
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Section 16 officers may
be unable to participate
in a dividend reinvest-
ment program. The
dividend reinvestment
may be considered a
new purchase for Section
16 reporting purposes,
subject to short swing
profit rules, and in con-
flict with the Company’s
Insider Trading Policy. A
complete discussion of
this topic is beyond the
scope of this publication.
Consult legal counsel to
determine the potential
impact of dividend rein-
vestment programs for

Section 16 officers.
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Many companies pay dividends to shareholders,
Employees holding equity awards from stock plans
may be deemed a shareholder and have the right to
receive dividends in certain circumstances.

5.2.1. When restricted stock is granted, shares are
issued. Although subject to forfeiture during the
vesting period, restricted stock is considered issued
and outstanding stock of the Company. Employees
holding unvested restricted stock are shareholders
even though they do not take possession of the stock
until a future date when the associated restrictions
have lapsed. While the restrictions are applicable, the
employee may have dividend rights, but these rights
are not mandatory. If a company pays dividends, the
Plan will usually provide that employees who hold
restricted shares have the right to receive dividends.
Dividends paid may be subject to forfeiture if the
underlying award is forfeited. “Where dividends are
paid on unvested awards and the dividends are not
subject to forfeiture, the company is required to use
the two-class method when reporting earnings per

share.”®

5.2.2. When restricted stock units are granted, the
employee has received a promise to receive shares

at some future date. Because the employee does not
acquire “shares” and is not a shareholder, there are
no dividend rights. The Company may choose to

pay dividend equivalents to mirror the treatment of

8 Accounting for Equity Compensation, 14th edition, by Barbara A. Baksa, section 10.4.
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restricted stock. Dividend equivalents are not actual
dividends, but the payments are structured to mirror
dividends. Dividend equivalents may be subject to
forfeiture if the underlying award is forfeited.

5.2.3. The different characteristics of restricted
stock and restricted stock units require modifica-
tion of the internal controls associated with paying
dividends to shareholders. This publication does

not cover the internal controls associated with the
dividend process, but focuses on the special needs of
paying dividends on restricted stock and dividend

equivalents on restricted stock units.
5.2.4. The key dates for paying dividends are —

Declaration date — the date the Board of Directors

announces that a dividend will be paid

Date of record — the date the Company identifies

the shareholders based on company records

Date of payment (dividend payable date) — the
date the Company delivers the dividend to the
shareholders identified on the date of record

The grant date and the vest date of the award are
also critical in determining the employees’ right to

receive dividends or dividend equivalents.

5.2.5. Dividends can be paid currently in cash

or can be deferred until a future date and paid in
cash or stock. Dividends paid on restricted stock
are taxed as ordinary income (i.e., as compensa-
tion income) when paid, rather than dividend
income. Companies must withhold payroll tax on

the income and may deduct the dividend paid on

> Dividends and dividend equivalents should be addressed in the Plan, even if the Company does

not currently pay dividends.

> Paying dividends on restricted stock or dividend equivalents on restricted stock units requires

significant administration. The stock plan software must include specific functionality to admin-

ister the dividend process. In many cases the administrative cost exceeds the benefit to the

employee. Dividends are not paid on options. If restricted awards are a replacement for non-

qualified options, it may be inconsistent to pay dividends on restricted stock or restricted stock

units. Consider all these issues when determining the appropriateness of paying dividends or

dividend equivalents.



restricted stock (or dividend equivalents paid on restricted stock
units) as a corporate tax deduction. The controls

associated with the payment of dividends are discussed in
Questions 21, 22, 23, and 24. The accounting issues associated
with dividends and dividend equivalents are beyond the scope
of this publication.

5.3. CONTROLS ASSOCIATED WITH
THE DIVIDEND PROCESS

Q21: Are Dividends Recorded Timely and Accurately?

Restricted Stock:

Assuming the Plan provides for the payment of dividends on
restricted stock, the calculation of the dividend mirrors the
calculation of the dividend paid to shareholders. Dividends and
dividend equivalents should be addressed in the Plan, even if the
Company does not currently pay dividends. The dividends can
be paid currently in cash or can be deferred until a future date
and paid in cash or stock. The methods of paying dividends on
restricted stock are —

e Cash dividends paid currently

¢ Dividends currently reinvested in company stock

e Deferred dividends paid in cash or stock
Each of these methods is discussed in more detail below.

Cash dividends paid currently are paid on or after the regular
dividend date of payment. See Question 22 for more details on
the mechanism for paying dividends. Accounting implications
of cash dividends paid on restricted stock that is subsequently
forfeited are beyond the scope of this publication.

Dividends that are reinvested in company stock are recorded cur-
rently and automatically reinvested in shares of company stock.
The reinvested shares are usually subject to the same restrictions

GLOBAL ISSUES

as the underlying award and are released to the employee when

the award vests. The reinvested shares may be tracked in the stock
plan database. The dividends may be compounded, (i.e., dividends
are paid on previous stock dividends in addition to dividends paid

on the unvested restricted stock).

When dividends are reinvested in company stock, the dividend
will frequently be converted into fractional shares rather than
whole shares because the dividend payment is not evenly divisible
by the share price. Dealing with fractional shares is challenging.
Fractional shares may occur at each dividend payable date. Clearly
define the number of decimal places used to track fractional
shares and specify the rules used to round shares. Consistently
follow the specified process. Track dividend shares separately
from the original award to avoid employee confusion. When
shares are distributed on the vest date, round down to the next
whole share and pay cash for the fractional shares based on the

FMYV of the stock on the vest date.

Dividends may be deferred until the vest date and paid in cash

or in stock. When the deferred dividend is paid in stock, the
deferred dividend is tracked as a cash dividend and paid in shares
on the vest date. The conversion of cash to shares is based on the
EMV of stock on the date of vest as defined by the Plan. If the
conversion of cash to shares does not result in whole shares, the
shares are rounded down to the next whole share and the balance
is paid in cash at the vest date. Deferred dividends are usually
subject to the same restrictions as the underlying award and are

paid to the employee when the award vests.

Paying dividends on restricted stock, as compared to the pay-
ment of dividends to regular shareholders, requires additional
administration and internal controls. For each Plan, determine if
dividends will be paid and how they will be paid. Document the
requirements and how they are incorporated into the administra-
tive processes, system functionality, and documentation provided

to the employees.

Paying dividend equivalents on a restricted stock unit may impact the taxability of the underly-

ing award. Some non-U.S. jurisdictions consider the payment of dividend equivalents on

restricted stock units as though the underlying award is converted to restricted stock. If the

award is considered restricted stock, the tax consequences may be different (i.e., restricted
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Confirm employee status prior to processing the dividend.
Terminated employees would generally not be entitled to receive
dividends since the underlying award would have lapsed prior to the
dividend date of record. For employees terminating during the divi-
dend cycle, compare the date of record and the actual termination

date to determine whether they are eligible to receive the dividend.

Confirm the dividend rate. When recording dividends, reconcile
total dividends to dividends recorded in the stock plan database
on an aggregate basis. Verify that the stock plan database reflects
a dividend to the correct employee. Randomly select employees to
verify the dividend recorded in the stock plan database agrees to
the detailed records.

When converting a cash dividend to shares, verify the FMV used
for conversion. Document the process for handling fractional
shares. Confirm batch totals agree. Advise Corporate Tax of
dividends attributed to restricted stock as this amount may be

deductible for corporate tax purposes.

Restricted Stock Units:

When restricted stock units are granted, the employee has
received a promise to receive shares at some future date. Because
the employee does not acquire “shares” and is not a shareholder,
there are no dividend rights. The Company can choose to pay
dividend equivalents to mirror the payment of dividends on
unvested restricted stock. Dividend equivalents are not actual
dividends, but the payments are structured to mirror dividends.
Dividend equivalents are usually treated as a deferred payment as
if the dividend was reinvested in stock or deferred until vest rather
than paid in cash. A complete discussion of dividend equivalents

is beyond the scope of this publication.
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lllustrative Controls

For each Plan, determine if
dividends will be paid and how
they will be paid. Document
the requirements and how
they are incorporated into

the administrative processes,
system functionality, and
documentation provided to
the employees.
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lllustrative Test of Controls

Confirm documentation of
all plans. Sample awards that
receive current dividends.
Verify that appropriate divi-
dends were paid or deferred
in accordance with the plan
requirements.

Reconcile employees in the
stock plan database with
employees in the human
resource system immedi-
ately prior to the date the
dividend is declared.

Review reconciling items for
trends and unusual items.

Establish a process to verify
the dividend rate. Document
the calculation of the divi-
dends to be paid currently
or deferred.

Verify the calculation of the
dividends.

Reconcile reinvested dividends
and deferred dividends
recorded in the stock plan
database to source documents
on an aggregate and individual
basis for each Plan.

Review documentation on
batch processing of deferred
dividends on an aggregate
basis. Test individual records
to verify that the deferred
dividends are properly
reflected in the database.

If dividends are reinvested,
establish and document a
process to convert the divi-
dend into stock, including
the treatment of fractional
shares. Verify the FMV used
for the conversion. Reconcile
reinvested dividends on an
aggregate and individual
basis for each Plan.

Review documentation of
batch processing of reinvested
dividends on an aggregate
basis. Test individual records
to verify that the reinvested
dividends are properly
reflected in the database.

Some countries tax dividend income as unearned income rather than compensation

income. In those countries, dividend income on unvested restricted stock may not be

subject to social tax.
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Q22: Are Dividends Paid in an Accurate
and Timely Manner?

Restricted Stock:

The calculation of dividends on restricted stock may mirror the
calculation of dividends paid to shareholders, but the Company
cannot use the standard dividend payment process for paying the
dividend. The transfer agent should be advised when restricted
stock is issued whether dividends will be paid and the method

of payment. When dividends are paid, confirm instructions to
the transfer agent and review the transfer agent’s activity to verify

the instructions were followed.

Cash dividends are the easiest to process. The transfer agent can
pay the dividend to the employee or the Company can pay the
dividend through payroll. In either case, the payment needs to be
recorded as taxable income to the employee in the payroll system.
If the transfer agent pays the dividends, establish and document
how the transfer agent is notified, taxable income is recorded in
the payroll system, tax is collected, and the process is verified.
See Question 23 for more details on how dividends must be

reported for tax purposes.

When dividends are reinvested in company stock, the Equity
Compensation department advises the transfer agent of the
dividend rate, date of record, and date of payment. The reinvested
shares are issued on the dividend payable date and held by the
transfer agent until the vest date when the reinvested shares are
released to the employee. See Question 26 for a detailed discus-

sion of releasing shares at the vest date.

When dividends are deferred, they are paid at vest in cash or
stock. If the deferred dividends are paid in cash the transfer agent
pays the dividend to the employee when the award vests or the
Company pays the dividend through payroll. If the deferred divi-
dend is paid in stock, the conversion of the dividend into shares

is based on the FMV on the date of vest as defined by the Plan. If
the conversion of cash to shares does not result in whole shares,
the shares are rounded down to the next whole share and the bal-
ance is paid in cash at the vest date. The shares are released as part
of vest/release process. See Question 26 for a detailed discussion

of releasing shares at the vest date.

Regardless of the method used to pay the dividend, taxable
income must be reported and tax must be collected. These issues
are addressed in detail in Questions 23 and 24. If the vest date
occurs immediately before the date of record or between date of
record and date of payment, the payment of dividends must be
closely monitored to ensure the proper amount of the dividend

is paid and correctly reported for tax purposes. To eliminate this
problem, do not grant awards with vest dates close to the dividend
record date. Post-dated transactions must also be closely moni-
tored to identify transactions that will impact the amount of divi-
dends paid or reporting for tax purposes. Develop and document
a process to handle dividends related to post-dated transactions

where dividends may have been paid incorrectly.

Test the dividend process with the broker, transfer agent, and/
or third-party administrator by transmitting a “pending” file of
dividend recipients. Verify the information in the “pending” file

for accuracy before making the actual dividend payments.

On each date stock dividends are released, reconcile the details
in the stock plan database with the broker, transfer agent, and/or
third-party administrator. The reconciliation should include the
total number of shares to be released and the number of employees

receiving dividends.

Restricted Stock Units:

A company may choose to pay dividend equivalents on restricted
stock units to mirror the treatment of restricted stock. The pay-
ment of dividend equivalents is similar to the methods discussed
above. A complete discussion of dividend equivalents is beyond

the scope of this publication.
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Illustrative Controls

Develop and implement a
procedure to pay dividends
to employees holding
unvested restricted stock.
Provide detailed instructions
to the transfer agent, as
appropriate. For each divi-
dend payment, pre-test the
dividend payment process.

lllustrative Test of Controls

Review the documentation of
the dividend payment process.
Confirm the pre-test process
was followed for each dividend
payment. Sample employees
with awards qualifying for divi-
dends. If appropriate, include
awards with dividends paid

in cash and stock. Verify that
dividends were paid timely and
the calculation was accurate.
Sample employees receiving
cash dividends. Verify the cash
dividends were calculated
accurately and the payment
was made to the employee on
a timely basis.

If the transfer agent is paying
a cash dividend, establish
and document the process
to transfer dividend informa-
tion to the transfer agent.
Reconcile the dividend paid
by the transfer agent with
the calculated dividend.

Review the documentation
to ensure the process was
followed.

On each date stock divi-
dends are released, reconcile
details in the stock plan
database with the broker,
transfer agent, and/or third-
party administrator. The
reconciliation should include
the total number of shares
to be released and the num-
ber of employees receiving
dividends.

Select a number of release
dates and confirm that the
reconciliation was performed.
Select several employees on

a release date and verify the
stock dividends were properly
calculated and distributed.

Develop and document a
process to handle dividends
on post-dated transactions.

Confirm the process was
followed.
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Q23: Are Dividends Properly Reported for Tax Purposes?

Restricted Stock:

(Note — The following discussion assumes a Section 83(b) election
was not made.) Dividends paid on unvested restricted stock are
taxed as compensation income, rather than dividend income. This

income is subject to income tax and FICA tax.

If the dividend is paid to the employee on the dividend payable
date, the dividend is currently taxable and income tax and FICA
must be paid. If the dividend is deferred (but not subject to the
risk of forfeiture) and paid after the dividend payable date, the
dividend is generally taxable for FICA tax on the dividend payable
date assuming the employer has not elected to treat the dividend
under the short-term deferral rule of Section 409A. The deferred
dividend is taxable for income tax purposes when the dividend is
actually paid. If a dividend is deferred and subject to the risk of
forfeiture, the dividend is taxable for income tax and FICA tax
purposes when the dividend is actually paid. The timing of the

taxable event is summarized in Exhibit 7.

EXHIBIT 7. DIVIDENDS: TIMING OF THE
TAXABLE EVENT

FICA (Social Security
Income Tax* and Medicare)
Taxable on dividend

payable date

Taxable on divi-
dend payable
date

Dividend paid on dividend
payable date

Taxable on dividend
payable date**

Dividend deferred (but

not subject to the risk of for-
feiture) until award vests and
the underlying shares

Taxable at vest/
release date

are released

Dividend deferred (and sub-
ject to the risk of forfeiture)
until the award vests and
the underlying shares are
released

Taxable at vest/
release date

Taxable at vest/
release date

Transfer of shares to
the recipient

Transfer of
shares to the
recipient

Release

*Taxed as compensation income, rather than dividend income.
**This assumes that the employer has elected not to treat the divi-
dend under the short-term deferral rule which defers the FICA
payment until no later than a brief period of time following the end
of the calendar year of the dividend payable date.
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If the dividend is paid in cash (on the dividend payable date or Q24: Is the Correct Tax Collected?
deferred until the award vests and paid in cash), taxable income is .

.. . L Restricted Stock:
the gross dividend paid to the employee. No reduction in taxable
income is permitted for any tax withheld. If the dividend is paid The Company is required to collect tax from the employee for divi-
in stock (e.g., reinvested dividends or deferred dividends paid in dends paid on unvested restricted stock. As discussed in Question
stock), taxable income for income tax purposes is the FMV of 23, dividend income is taxed as compensation income and the
stock as determined by the Plan on the vest/release date. Taxable employer is responsible for withholding payroll rax. The tax may be
income for FICA purposes is the FMV of stock on the date the calculated using regular tax tables or supplemental tax rates.

dividend is taxed. If the dividend is paid in cash, the dividend may be paid through the

Establish and document the process to record the taxable income ~ Payroll system or by the transfer agent. If the dividend is paid through

from dividends in the payroll system. Reconcile the dividend paid the payroll system, the required tax can be essentially collected from

to the dividend income reported in the payroll system. the dividend distribution. If the dividend is paid by the transfer agent,
tax is usually collected through the payroll system as an additional

A corporate tax deduction is allowed for the amount of dividends withholding from wages since the transfer agent does not have infor-

paid on restricted stock that is reported as compensation income oo 11 e appropriate amount of tax.
to the award recipient. Reporting for payroll tax purposes does not

mean Corporate Tax has appropriate information for the corporate If the dividend is paid in stock, the current FMV of the stock div-
deduction. Establish and document a process to advise Corporate idend is taxable to the employee. Tax is usually collected through
Tax of the amount of dividends paid on restricted stock awards for  the payroll system as additional withholding from wages.

each quarter. Establish and document the process to calculate tax withhold-

Restricted Stock Units: ing. Clarify appropriate responsibilities between Payroll, Equity

. . . . Compensation, and the transfer agent.
The payment of dividend equivalents on restricted stock units P ’ &

is taxable as compensation income and may be subject to IRC Restricted Stock Units:

§409A. A complete discussion of the taxation of dividend Tax withholding is also required on dividend equivalents paid on

equivalents is beyond the scope of this publication. restricted stock units. A complete discussion of the taxation of

dividend equivalents is beyond the scope of this publication.
lllustrative Controls lllustrative Test of Controls

(il Determine how the FMV of | Select several payment dates lllustrative Controls lllustrative Test of Controls
stock dividends are deter- and review the calculation ) - -
mined for each Plan. Docu- of FMV of stock dividends il Establish and document Verify that the process is
ment the calculation of the to confirm the established the process to calculate tax documented. Test that the
EMV. procedure was followed withholding. Clarify appropri- | established process was
: : ate responsibilities between followed.

Pl Establish and document the | Sample dividend payments
process to record the taxable | and verify that the income was
income from dividends in the | reported in the payroll system
payroll system. Reconcile the | on a timely basis and to the

Payroll, Equity Compensation,
and the transfer agent.

dividend paid to the dividend | correct employee. 5.4. OUTSOURCING
income reported in the pay- .
roll system 5.4.1. The Company may outsource certain aspects of the

g Cstablish and document a Verify the process exists and d1v1d.end process. The cransfer agent ma)./ pay cash dlv.ld.ends'
process to advise corpo- is being followed. A third-party administrator may reconcile deferred dividends.
rate tax of the amount of The Company retains responsibility for initiating/ authorizing a
dividends paid on unvested dividend and reporting taxable income/collecting tax. Recording
equity compensation for and processing the dividend may be outsourced to a third-party

each quarter. administrator in whole or in part. Even though a third-party may

be utilized to handle all or part of stock plan administration, the

Company retains responsibility for the controls noted above.
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When restricted stock
units vest, shares are
issued, unlike restricted
stock awards where the
shares are issued at
grant. In this section, the
discussion and associ-
ated controls regarding
restricted stock are appli-
cable to restricted stock
units as well. However,
when release of shares is
discussed for restricted
stock, the correspond-
ing process for restricted
stock units includes an
issuance of stock and a

release of shares.

When restricted stock is granted, shares are issued.
The shares are nontransferable and subject to
restrictions that lapse at a future date. When
restricted stock units vest, shares are issued and
released to the employee. The lapse of restrictions
triggers a taxable event and the employee must pay
the applicable payroll tax. This publication assumes
that the release of the underlying shares is not
deferred, but occurs upon vest, and that no Section
83(i) election has been made on RSUs—an option
available only to employees of privately held corpo-
rations with broad-based equity plans that allow for

such deferral.

6.2.1. The key processes associated with the vest

of an award, common areas of risk, and illustrative
controls are discussed below. This publication only
addresses restricted stock units settled in stock.
Restricted stock units settled in cash are outside the

scope of the publication.

6.2.2. Processing the vest/release. The vest pro-
cess and subsequent release of shares to the grantee
requires close coordination between the broker,
third-party administrator, transfer agent, Human
Resources, Payroll, and the Equity Compensation
department. There are many acceptable methods of
collecting tax on an award. The Company and the

employee must comply with various legal require-

STRATEGIC ISSUES
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ments such as insider trading policies. Question

25 and 26 discuss controls that are required to
ensure the employee is authorized to receive the
shares and the shares are delivered in a timely and
accurate manner. The controls associated with the
applicable tax withholdings are discussed in Section
7, Tax and Payroll Issues. Controls associated with
legal requirements are discussed in Section 9, Legal

Issues.

6.2.3. Recording the vest/release. The Equity
Compensation department tracks the awards that
vest, the release of shares, and the collection of appli-
cable taxes. When taxes are paid by selling shares,
the broker is responsible for the sale of the shares

to pay the tax. Controls associated with recording
the vest/release and handling cash from the sale of

shares are discussed in Question 27 and 28.

6.2.4. Reporting the vest/release. The employee
is notified of the shares vesting and released by the
Equity Compensation department, third-party
administrator, or broker. In addition, the taxable
income and applicable withholding must be reported
by Payroll. The controls associated with employee
communication are discussed in Question 29. The
controls associated with the tax and payroll issues
are discussed in Section 7, Tax and Payroll Issues.
The controls associated with SEC reporting are
discussed in Section 9, Legal Issues, Question 42.

Restricted stock and restricted stock units have become more popular and frequently replace

stock options as the preferred equity vehicle. As a result, companies tend to grant such awards

to a larger number of employees and the average size of the award is smaller. Monthly vesting

of restricted stock and restricted stock units is administratively burdensome because each vest

requires the distribution of shares, triggers a taxable event, and requires the collection of tax

from the employee. In addition, a monthly vest of a small award may result in an after-tax distri-

bution of just a few shares to the employee. This small distribution of shares may decrease the

employees’ perception of the value of the equity award. Consider limiting vesting to annual vest-

ing or cliff vesting to maximize the employee perception of the benefits of the award, maximize

employee retention, and minimize administration.
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6.3. CONTROLS ASSOCIATED WITH THE
VEST/RELEASE PROCESS

Q2s5: Is the Employee Eligible to Receive the Award at Vest?

Restricted Stock:

Employee status is critical in determining if an employee is eligible
to receive the award at vest. For example, an award is typically
cancelled when an employee terminates. Leaves of absence may also
impact the vesting schedule, as many companies suspend vesting of
equity grants during certain types of leaves. The stock plan software
includes functionality to automatically identify awards that vest
based on data in the stock plan database. Therefore, it is critical that
the stock plan database contain current employee status. This infor-
mation should mirror the current employee status in the Human
Resource system. (See Section 10, Changes of Employment Status,
for additional details about change of status.) Close coordination is
required between the Equity Compensation department, Human
Resources and the third-party administrator, such as a company-

designated broker, to ensure all parties have current information.

Validate employee status before releasing shares. Develop a pro-
cess to handle post-dated terminations or leaves of absence where
the stock was incorrectly released to the employee. Document the
process and follow it consistently. The process should include con-
tingency plans covering situations where stock incorrectly released
is still in the employee’s account and situations where the stock has
been sold. Utilize a log to document when shares were released to a

terminated employee. Document the resolution of the issues.

Restricted Stock Units:
Same as restricted stock.

lllustrative Test of Controls

Illustrative Controls

Bl Develop and document a
procedure to update employee
terminations and other
changes of status. Utilize a
log to document when shares
were released to a terminated
employee. Document the
resolution of the issues.

Review the log for post-dated
terminations. Note the num-
ber of transactions and the
reasons for the issues.

Y3 Develop and document a
process to handle post-dated
terminations and leaves of
absence where the stock was
incorrectly released to the
employee.

Review the log of shares
released to terminated
employees. Note the reasons
for each issue and confirm the
action taken was consistent
with the established process.

Q26: Are Controls in Place to Ensure Timely
and Accurate Release of Shares?

Restricted Stock:

Processing the vest/release and collecting the associated payroll

taxes is administratively burdensome. The transaction is event-

based and controlled by the Company rather than driven by the
employee. To minimize the administrative burden, minimize the
number of vest dates. The benefits of using pre-determined grant

dates are discussed in paragraph 4.3, Question 15.

Releasing shares to the employee is complicated and requires push-
ing data to brokers, rather than responding to the action of the
employee as in the case of stock options. Ideally, shares are released
to the employee the day after the vest date. In practice, the release
of shares may be slightly delayed. Develop and document a process
to handle vest/release dates that fall on weekends or holidays.

Using multiple brokers creates extra work because coordination

is required with each broker. Best practice is to use one company-
designated broker. If multiple brokers are used, use the same process
to interface with each broker. Deliver shares electronically directly into

the employee’s brokerage account rather than issuing stock certificates.

Since the shares are released into the employee’s brokerage
account, confirm the account is activated prior to the vest date.
Implement a monthly process to identify which employees have
not activated their account and follow-up with the employees.
Develop a process to handle awards where the account has not
been activated by the date of vest. This process may incorpo-
rate transferring the vested shares into a holding account for
the employee or a company account as an interim step until the
employee account is activated. The process needs to be closely
monitored and the use of these accounts should be minimized.
Using holding accounts creates additional administration when

paying dividends and may be abused if not closely monitored.

Develop a vesting-event checklist for each type of award incorpo-
rating all the steps required to process the vest and release of the
shares. Many companies require an employee accept the grant
(see paragraph 4.3., Question 19) prior to the vest date. Employee
acceptance is frequently required if the Company permits shares
to be sold to pay the tax withholding, If employee acceptance is
required, confirm the grant was accepted by the employee prior

to the vest date. Pre-test the vest process, including -

o Withholding tax
¢ Rounding of fractional shares

e Processing the data file with payroll

Notify appropriate parties of upcoming vest dates. Advise transfer
agent of the upcoming transactions and brokers that will be receiv-
ing shares. Managers and appropriate Human Resource personnel
should have a general understanding of the tax consequences of an
award and how the transaction will be processed. Payroll should be
advised about the upcoming vest date, when the data file for taxable
income and withholding will be transmitted and anticipated payroll
tax deposit requirements. Advise appropriate parties of upcoming

vests for Section 16 officers to facilitate the filing of Form 4. Treasury

DIVIDEND PROCESS
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should be notified about the anticipated cash to be received for tax

Q27: Is the Vest/Release Recorded Timely

withheld on sell-to-cover transactions and cash requirements for and Accurately?

tax due on withhold-to-cover transactions. (See Section 7, Tax and Restricted Stock:
Payroll Issues, for a detailed discussion of sell-to-cover and withhold- gstricted Stocic

to-cover transactions.) If a large number of awards are vesting on When the restrictions lapse (usually at the vest date), the award is

the same date and sell-to-cover transactions are permitted, advise deemed earned. In most cases, the transfer agent issued the shares

. . ,
Investor Relations of the vest date and estimated number of shares at grant, often into a book entry account in the employee’s name,

to be entering the market. Consult your broker to minimize the but releases the stock to employee’s brokerage account when the

effect of a large number of shares offered for sale on a single day. See award vests, When the restrictions lapse, the award is taxable to

Question 29 regarding recommended employee communications. the employee and payroll tax is required to be paid. See Section 7,

Tax and Payroll Issues, for more detail on tax and payroll issues.
Restricted Stock Units:
Same as restricted stock. Recording the vest/release requires close coordination between
the Company, third-party administrator, employee, broker, and

lllustrative Test of Controls

Illustrative Controls

transfer agent. If shares are sold to pay the applicable tax, the

Confirm the number of broker-
age firms used. If multiple
brokerage firms are used,
review the controls regarding
reconciliation of the transfer of
shares to the brokerage firms.

'l Use one company-desig- broker or third-party administrator is responsible for the sale of

nated broker. the shares. The Equity Compensation department or third-party
administrator tracks the vest/release and applicable taxes. In
addition, the taxable income and tax withheld must be reported

to Payroll and included in the payroll reporting process.

Select several vest dates
during the period. Confirm
the appropriate checklist was
utilized.

¥ Develop and implement a
vesting-event checklist for
each type of award.

Care should be taken to ensure the release is reported accurately
and on a timely basis. On each vest date, reconcile details in the

stock plan database with the broker and transfer agent. The recon-

ciliation should include total number of shares vesting, number of
Confirm that account activa-

tion is required for each
employee.

gl Require each employee to
activate an account prior to
the vest date.

awards vesting, number of employees, number of net shares released

to employees, and number of shares withheld/sold for tax.

Y/l Develop and monitor
monthly reports identifying
employees that haven't acti-
vated an account. Develop
and document a procedure
to follow up with employees
who haven't activated an
account.

Review monthly reports and
documentation of follow-up
procedures.

On a monthly basis (assuming some awards vest each month),
reconcile the transfer of shares between the transfer agent and the
broker by Plan. Compare to details in the stock plan database.

Investigate and resolve any discrepancies.

Restricted Stock Units:
Same as restricted stock.

[§ll Develop and implement a Monitor the monthly activity

Illustrative Test of Controls

lllustrative Controls

process to transfer shares to
a holding account when the
vest occurs if the employee
has not activated a personal
account with the brokerage
firm.

in the holding account.

Develop and implement a
procedure to test the vesting
process. Include withholding
of tax, rounding of frac-
tional shares, transmittal of
information to payroll, and
notification for Form 4 filings
for Section 16 officers.

Confirm the process was
followed.

On each vest date, reconcile
details in the stock plan
database with the brokerage
account and transfer agent.
The reconciliation should
include total number of shares
vesting, number of awards
vesting, number of employees,
number of net shares released
to employees, and number of
shares withheld for tax.

Select a number of vest dates
and confirm that the reconcili-
ation was performed.

Notify appropriate groups of
upcoming vest date.

Confirm appropriate personnel
were notified.

On a monthly basis, reconcile
the transfer of shares between
the transfer agent and the bro-
ker by Plan. Compare to details
in the stock plan database.
Investigate and resolve any
discrepancies.

Review the monthly reconcili-
ation, note any items investi-
gated, and the resolution of
the item.




Q28: Are The Internal Controls for Handling
Cash Adequate?

Restricted Stock:

When a broker is involved in the sale of stock (e.g., sells stock

to cover the applicable taxes), the broker collects the tax with-
holding from the proceeds of the sale of stock. The amounts are
then transferred to the Company, usually via wire transfer, into a
company-controlled bank account. Treasury transfers the funds
from the company-controlled bank account daily. The Equity

Compensation department advises Treasury of the amount due.

To ensure appropriate control over the collection of cash, separate
the responsibilities for processing of the vest from the collection
of cash. On a monthly basis, reconcile the total cash received to

the stock plan database records.

Restricted Stock Units:
Same as restricted stock.

Illustrative Controls

Bl Segregate responsibilities for
the processing of the release
from the collection of cash.

lllustrative Test of Controls

Review the responsibilities of

the equity compensation staff
to confirm that the duties have
been properly segregated

P On a monthly basis, recon-

Select several dates. For each

cile the total cash received
to the stock plan database
records.

date confirm that the proceeds
as reported in the stock plan
database were received by the
Company on a timely basis
and were applied to the correct
account.

Q29: Are the Disclosures to the Employee Regarding
the Vesting Process Adequate?
Restricted Stock:

As noted in Question 20, employees are less familiar with
restricted stock than with stock options. Best practice is to
communicate with employees prior to the vest date to remind

them of the key aspects of the vest process, including —

o How the FMV is determined for tax purposes
o How the award will be taxed and how the tax will be collected
o The need for activating the employee’s brokerage account

o When the employee can expect to receive the stock and where

the shares will be deposited

o Potential market fluctuation between time shares are deposited

into account and when the shares can be sold
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o What types of communications the employee will receive

for tax filing purposes
o Instructions to contact the broker to conduct further sales
of shares after the vest date

After the vest process is complete, advise the employees of —

e Number of shares released

Tax withheld

Number of shares sold/withheld for tax
FMV of the shares released

o When and where to locate the net shares deposited

This communication may be from the Company, third-party

administrator, or broker.

Restricted Stock Units:
Same as restricted stock.

lllustrative Test of Controls

lllustrative Controls

AWl Establish procedures to
notify employees of awards
that will vest and that have
vested.

Confirm process has been
followed.

6.4. OUTSOURCING

6.4.1. The Company may outsource certain aspects of plan
administration. In the vest/release process, the Company retains
responsibility for authorizing the vest/release. Recording, pro-
cessing, and reporting the vest/release may be fully or partially

outsourced to a third-party administrator or a brokerage firm.

6.4.2. The controls discussed in this section will apply regardless
of whether or not the Company outsources plan administration;
however, the group responsible for implementing the control

may differ. In general, the controls in Questions 25 and 28 are
maintained by the Company. The controls in Questions 26, 27,
and 29 may reside partially with the Company and partially with
the third-party administrator (depending on what functions are
outsourced). In all cases, the Company retains overall responsibility

for the internal control process.

6.4.3. Some companies outsource the Human Resources and/
or Payroll function. If these functions are outsourced, additional
controls must be implemented to ensure the data transfers are

accurate, timely, and complete.



_ GPS: RESTRICTED STOCK AND RESTRICTED STOCK UNITS

Caution —Restricted
stock units will generally
not be subject to IRC
Section 409A provided
the shares are released
upon vest. The discussion
of this topic is beyond the
scope of this publication.
Consult tax and/or legal
counsel to determine the
potential impact of IRC
Section 400A.

Tax and Payroll Issues

7.1. INTRODUCTION

The tax withholding and reporting process requires
close coordination between the Payroll department, the
Equity Compensation department, and third-parties
such as the company-designated broker or administra-
tor. This coordination is particularly challenging when

the Company uses multiple payroll systems.

7.2. OVERVIEW OF THE TAX
AND PAYROLL ISSUES

7-2.1. Tax and payroll issues are among the most com-
plex and challenging areas of administration. When
the risk of forfeiture lapses for a restricted stock award
(normally at vest), the employee recognizes taxable gain
equal to the FMV of the shares on the lapse date (or the
difference between the FMV and purchase price if the
purchase price was not $0). The Company is required
to withhold federal, state, local, and FICA taxes on

the taxable income. In addition, the Company must
include the taxable gain as income in the employee’s
Form W-2. When restricted stock units vest, the FMV
of the award is only subject to FICA, and when the
units are released, the FMV of the award is subject to
federal, state, and local income taxes. For purposes of
this publication, we have assumed that the vest date and
release date occur simultaneously. Therefore, FICA
and income tax will be withheld at the vest/release date
for restricted stock units. However, it should be noted
that in other circumstances, the taxation of restricted
stock units may be bifurcated. Controls associated with
the withholding and reporting process are discussed in
Questions 30, 31, 32 and 34.

7-2.2. Under ASC 718, tax withholding in excess
of the maximum individual tax rate in the applicable
jurisdiction may result in the award being accounted
for as a liability rather than an equity instrument,
thereby resulting in less favorable accounting treat-
ment. If the transaction is part of a pattern, or if the

terms of the Plan specifically allow employees to

GLOBAL ISSUES

tender shares for payments in excess of the maxi-
mum tax rate, liability accounting may be required
for the entire Plan. Controls associated with the
maximum tax withholding requirements are dis-

cussed in Question 33.

7-2.3. A corporate tax deduction may be claimed for
the ordinary income recognized by the employee
associated with restricted stock and restricted stock
units. Note — IRC Section 162(m) places limitations on
the corporate deduction for certain officers and highly-
compensated employees. The accounting expense for

the fair value of the award under ASC 718, which is
determined at the grant date, includes an offset for

the corresponding estimated corporate tax benefit,
calculated at the appropriate corporate tax rate. When
the actual taxable event occurs, the Company claims
the actual tax deduction on the corporate tax return.
In all likelihood, the actual tax benefit will differ from
the previously recognized tax benefit; thus additional
accounting adjustments may be required. Controls
associated with the corporate tax deduction are dis-
cussed in Questions 34 and 35.A detailed discussion
of the accounting implications of the corporate tax
benefit is outside the scope of the publication. Controls
associated with the reports for providing underlying
data for the cumulative effect of the corporate tax

benefit are discussed in paragraph 8.3, Question 37.

7.3. CONTROLS ASSOCIATED
WITH TAX AND PAYROLL ISSUES

Q30: Is the FMV on the Date of Vest
Properly Determined?

Restricted Stock:

The Plan, the Award Agreement, or plan interpre-
tations define how the FMV on the date of vest
is determined. (For purposes of this publication

we will refer to this as the FMV as defined by the
Plan.) FMV may be determined in a variety of ways

Some non-US countries require that companies calculate the FMV of the shares on the vest date for
purposes of calculating the taxable income using a local valuation methodology. For example, the
valuation may be based on an average over the month prior to the vest date or a seven-day weighted

average. Care should be taken to identify grants made in these jurisdictions to ensure that withhold-

ing and reporting is made on the appropriate FMV.



such as the market close on the day prior to vest, the market close
on the vest date, or the average of the high/low on the vest date.
(Defining FMV as anything other than the market close on the
date of vest is permissible, but will require SEC disclosure.) The
EMV, as defined by the Plan, is used to calculate taxable income
for the employee.

Document the calculation of the FMV and source of the pricing data
on the date of vest. If appropriate, the documentation should include
the range of prices for that date. Special attention should be given in

determining the market value for weekend dates and holidays.

Many companies calculate the FMV as the market close on the

day prior to vest to simplify the calculation of applicable taxes (see
Question 31 for more details) and to facilitate the timely payment

of the payroll tax deposit (see Question 34 for more details). These
considerations can be particularly important if shares are used to pay

the applicable payroll tax.

Restricted Stock Units:

Restricted stock units differ from restricted stock awards in that the
shares are not effectively issued until the vest date. For taxation pur-
poses, the discussion above and associated controls regarding restricted
stock are also applicable to restricted stock units. When the release of
shares is discussed for restricted stock, the process for restricted stock

units includes an issuance of stock and a release of shares.

lllustrative Test of Controls

Illustrative Controls

Bl Determine how the FMV is
determined for each Plan.

Verify that the documentation
exists.

Select several dates and review the
calculation of FMV at vest to con-
firm that the established procedure
was followed. Select a date and
sample vests on that date. For the
selected sample, trace each trans-
action to the stock plan database.
Confirm that the FMV recorded
was correct.

Y3l Document the calculation
of FMV and source of the
pricing data. If appropriate
the documentation should
verify that the FMV used
falls within a range of prices
for that date.

Q31: Is the Correct Tax Collected?

Restricted Stock:

Under IRC Section 83 an employee is subject to tax on property
received in connection with the performance of services when the
property is no longer subject to a substantial risk of forfeiture (i.e.,
substantially vested). Restricted stock qualifies as property under
IRC Section 83. As such, it is subject to tax when the risk of forfei-
ture lapses.” Normally this is defined as the vest date. See Question
32 regarding the taxability of employees that are retirement-eligible.

9 Section 83 (c)(3) states: “So long as the sale of property at a profit could
subject a person to suit under section 16(b) of the Securities Exchange
Act of 1934, such person’s rights in such property are subject to a sub-
stantial risk of forfeiture...”
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Taxable income is the difference between the FMV of the restricted
stock at the date of vest and the amount paid for the stock (usually
$0). IFFMV is defined as the average of high/low on the vest date
or market close on the vest date, the calculation of taxable income
and the applicable taxes can not occur until after the market closes

on the vest date or the day after the vest date.

The amount of tax withholding is based on the rules of the appropriate
tax jurisdiction and the employee’s situation. This requirement rein-
forces the need for accurate employee demographic data as discussed
in paragraph 4.3, Question 13. Collecting insufficient tax can result

in the tax authorities assessing the Company significant penalties

and interest. The Company may also be responsible for the tax that
originally was required to be withheld from the employee.

The tax may be paid by the employee by withholding a portion of
the vested restricted stock (withhold-to-cover), selling a portion of
the shares to fund withholding (sell-to-cover), or remitting cash to
the Company to cover the required withholding, The advantages
and disadvantages of each method are discussed below.

Withhold-to-Cover. Withhold-to-cover is used frequently by
companies that have sufficient cash to pay the payroll tax. The
administrative steps in a withhold-to-cover transaction are
summarized in Exhibit 8. Taxable income is calculated based on
FMV as defined by the Plan. (See Question 30 for more details.)
The payroll tax is calculated on the taxable income to be reported.
The required tax will be paid by withholding newly vested shares
equal to the amount of tax divided by the FMV of a share. The
share value is based on FMV defined by the Plan. (This mirrors
the FMV used in the calculation of taxable income.)

Most companies do not allow for the issuance of fractional shares.
Therefore, the calculation of the number of shares that must be
withheld is rounded to whole shares. If the fractional share is
rounded up to the next whole share, the FMV of the partial share is
added to withholding or refunded to the employee. (The account-
ing implications of rounding are discussed in Question 33.) If

the fractional share is rounded down to the next whole share, the
shortfall of tax is collected from the employee in the next payroll
cycle or the employee remits cash to the Company to pay the short-
fall. (Caution: The Sarbanes-Oxley Act of 2002 prohibits public
companies from making loans to their executive officers. Collecting
a tax shortfall in the next payroll cycle may be deemed a loan and
prohibited under the Act. If an employer has an obligation to pay

a bonus equal to the tax withheld on the award, the award may be

considered a liability rather than an equity instrument.)

The Company is required to pay cash from company funds for the
payroll tax deposit. Since no shares have been sold in a withhold-
to-cover transaction, there are no sales proceeds to fund the payroll

tax deposit. See Exhibit 8 for an example of withhold-to-cover.
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EXHIBIT 8. RESTRICTED STOCK: WITHHOLD SHARES TO COVER TAX

The following describes the withhold-to-cover process. This chart assumes the Company administers the Plan internally

and uses a company-designated broker. The FMV is the market close on the date prior to vest.

Company > Determines number of shares vesting
> Determines FMV as defined by the Plan
> Determines taxable income to be reported

> Calculates applicable payroll tax

Company > Calculates number of shares withheld to cover applicable payroll tax based on FMV

> Processes release for net shares

> Reports taxable income and associated withholding to payroll

> Advises transfer agent to deliver net shares to broker and provides instructions for
processing withheld shares

> Sends file to broker with applicable issuance information for net shares for each employee

> Confirms details of net release and associated shares withheld and taxes with employee

T+1

Transfer Agent | > Electronically transfers net shares to broker based on direction of Company
> Processes withheld shares based on instructions from the Company

T+

Broker > Receives net shares from transfer agent
> Records net shares in each employee’s account

T+

Company > Payroll makes deposit with tax authorities if daily federal employment taxes exceed $100,000

Note — If FMV is determined based on the previous day, the Company may perform Step 1 after the market closes (on T-1, rather than T).

In those cases, some aspects of Steps 2 to 5 may be accelerated by one day.

‘The advantages of withhold-to-cover are — ‘The primary disadvantage is that the Company must fund the

e Minimize dilution (In Exhibit 9, 310 shares rather then
450 shares are released; 140 shares may be returned to the
plan reserves.) See Section 4, Grant Process, Question 10,

for ISS implications.

employee’s payroll tax by using company cash, rather than utiliz-
ing cash generated by the sale of stock. In addition, the rounding of
fractional shares may create accounting issues. (See Question 33 for

a detailed discussion of the accounting implications of rounding.)

o Easier to administer than the sell-to-cover or cash method Sell-to-Cover. The second method, sell-to-cover, is used frequently

o Employee does not pay any commissions or fees on the shares

withheld

by companies that have insuflicient cash to pay the payroll tax.
The administrative steps in a sell-to-cover transaction are summa-
rized in Exhibit 10. Taxable income is calculated based on FMV

¢ Minimizes involvement of Treasury since no cash is transferred defined by the Plan. (See Question 30 for more details)) The

to the Company

payroll tax is calculated on the taxable income to be reported.

EXHIBIT 9. CALCULATION OF WITHHOLD-TO-COVER

- 450 shares vest
- FMV as defined by the Plan = $9.20 per share
- Applicable tax rate = 31%

- Fractional shares rounded up to whole shares with residual applied as additional withholding

Taxable income = $4,140 (450 x $9.20) Shares issued to employee = 310 (450 — 140)

Tax withheld = $1,283.40 ($4,140 x 31%) Company makes payroll deposit of $1,283
($1,283.40 + 4.60 residual from fractional share)

Shares withheld for tax = 140 ($1,283.40 / $9.20 =
from Company funds

139.5 shares rounded to 140)
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‘The employee receives the full number of shares vesting and must sold is rounded up to equal whole shares, not fractional shares, and
sell a portion of the shares to generate cash to pay the required tax.  to cover market fluctuation in the shares. (Market fluctuation is the
The Company, broker, or third-party administrator estimates the difference in the estimate of the proceeds from the stock sale and
number of shares required to be sold to deliver appropriate funds the actual proceeds from the sale of stock.)

from the stock proceeds to pay the tax. The number of shares to be

EXHIBIT 10. RESTRICTED STOCK: SELL SHARES TO COVER TAX

The following describes the sell-to-cover process. This chart assumes the Company administers the Plan internally

and uses a company-designated broker. The FMV is the market close on the date prior to vest.

T Company | > Determines number of shares vesting
> Determines FMV as defined by the Plan
> Determines taxable income to be reported
> Calculates applicable payroll tax
T Company | > Processes release of total shares vested
> Reports taxable income and associated withholding to payroll
> Advises transfer agent to deliver shares to broker
> Sends file to broker with details for number of shares to be delivered and associated taxes
for each employee
T+ Transfer > Electronically transfers shares to broker based on direction of Company
Agent

T+ Broker > Receives shares from transfer agent
> Sells shares to cover tax
> Confirms shares sold to cover taxes to the Company
> Records in the employees’ account sale of shares to cover tax and remaining shares

T+ Company | > Confirms details of vest and associated taxes with employee (may be handled by broker)
> Payroll makes deposit with tax authorities if daily federal employment taxes exceed $100,000

T+2 Broker > Completes sale of shares
> Distributes sales price of shares for applicable taxes to the Company

T+2 Company | > Receives cash distribution from broker to pay applicable tax

Note — Some companies perform Step 1 after the market closes (on T-1, rather than T). In those cases, some aspects of Steps 2 to 7 may be accelerated by one day.

STRATEGIC ISSUES
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The sale usually occurs on the day after vest. In many cases, the bro-
ker executes a block sale of shares for all employees and the average
sales price is applied to each employee. The reporting of the sale of
the shares is usually handled by the broker. The sale proceeds equal
the sales price per share multiplied by the number of shares sold. The
sales price per share may not equal the taxable income per share ini-
tially calculated due to the market fluctuation between the vest date
and the date the shares are sold. If sales proceeds exceed the amount
of required tax withholding, the excess can be refunded to the
employee by transferring the additional proceeds into the employee’s
brokerage account or by adding the additional proceeds to the tax
withholding, See Exhibit 11 for an example of sell-to-cover.

The advantage of sell-to-cover is that the sales proceeds fund the
payroll tax deposit, as opposed to the Company funding thisin a

withhold-to-cover transaction. The disadvantages are —

¢ Administrative complications.
The challenge of estimating the number of shares to be sold to pay
tax and the complications of handling proceeds that exceed or fall

short of the required tax require significant time and effort.

o Securing employee authorization to sell shares.
Authorization may be implied in the Award Agreement, incor-
porated as part of the formal acceptance of the grant, or required
prior to the vest date.

¢ Ensuring the employees have activated their brokerage account.

A brokerage account will facilitate the employee’s sale of shares

to pay the required tax.
¢ Selling shares during a closed window may be difficult or prohibited.

Some companies utilize 10b5-1 trading plans for all recipients
of restricted stock. Other companies incorporate language in
the Award Agreement that require employees sell shares to pay
payroll taxes, essentially embedding a 10b5-1 trading plan in the

EXHIBIT 11. CALCULATION OF SELL-TO-COVER

agreement. (See Section 9, Question 45, for a detailed discus-

sion of 10b5-1 plans.) It may be necessary to utilize a different
approach for Section 16 officers. A complete discussion of the

issues of selling shares during a closed window is beyond the

scope of this publication and legal counsel should be consulted.

o Potential impact on the market price if significant shares are sold
on the same date.
If the Company is thinly traded, the sale of a significant block

of shares may impact the market price.
¢ Additional dilution.

In Exhibit 11, 450 shares rather than 310 shares are released.

Cash. The third method is where the employee remits cash to the
Company to cover withholding. The calculation of taxable income
and associated tax is identical to the calculation in a withhold-
to-cover or sell-to-cover transaction. Prompt collection of the
payroll tax presents an administrative challenge. The calculation
of the tax occurs on the vest date or the subsequent day. Payroll
tax is due immediately, but it may be impractical to collect funds
from the employee immediately. A wire transfer of funds may be
difficult. Even if the employee delivers a check on the vest date,
the Company should wait until the check clears before releasing
the shares. Because of the administrative complications associated
with this method, most companies do not allow their employees

to pay their tax obligations in cash.

Best Practice. Best practice is to use one method to collect payroll tax,
either withhold-to-cover or sell-to-cover, for all employees. However,
if multiple methods of payment are offered and employees are allowed
to elect which method to use, require the employee make the election
at least 15 days prior to vest. If no election is received within 15 days
prior to vest, provide a default method such as withhold-to-cover.

Prohibit employees from changing their elections within 15 days of

- 450 shares vest

- FMV as defined by the Plan = $9.20 per share

- Applicable tax rate = 31%

- Fractional shares rounded up to whole shares with residual applied as additional withholding

- Sales proceeds = $9.25 per share

Taxable income = $4,140 (450 x $9.20)
Tax withheld = $1,283.40 (34,140 x 31%)

Shares issued = 450

Shares sold for tax =140 ($1,283.40 / $9.20 =

139.5 shares rounded to 140)

Sales proceeds = $1,295
(140 shares X $9.25 per share)

Broker transfers $1,283.40 to the company

Company makes payroll deposit of $1,283.40
using sales proceeds to fund the payroll deposit

Net shares to employee = 310 (450 — 140 sold to
pay tax)
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vest. The requirements related to the collection of payroll tax are usu-
ally incorporated into the Award Agreement. Note — An Insider may

only be able to make an election regarding the way payroll tax will be paid
during an open window. See paragraph 9.3, Question 44, for more details
on the trading restrictions during a blackout period.

A number of ways exist to deal with a closed window on a vest
date. Some companies use withhold-to-cover for Insiders and
sell-to-cover for non-Insiders. (See paragraph 9.3, Question 43,
for a definition of Insiders and a discussion of the restrictions on
Insiders.) Some companies default to withhold-to-cover during
blackout periods. Other companies delay the release of shares
until an open window. Caution — Deferring the release of shares may
trigger Section 409A issues.

Withholding Requirements. Year-to-date payroll information is
required to calculate the tax. The Equity Compensation depart-
ment collects the tax based on information provided from the
payroll system. The calculation of tax required to be withheld may
be the responsibility of (1) the Equity Compensation department
with results transmitted to the brokerage firm, (2) the Payroll
department with results transmitted to the Equity Compensation
department, or (3) a third-party administrator/broker based on
data provided by the Equity Compensation department.

Controls must be implemented to ensure withholding rates are
correct as withholding rules and rates frequently change. Establish
a process to regularly update tax rates and tax rules. Schedule the

update process and document that the process has been followed.

Normally the income from vested awards is treated as supplemen-
tal wages and tax is withheld using supplemental tax rates rather
than regular withholding rates. (In some states, the supplemental
withholding rate applicable to equity compensation is different
from the regular supplemental withholding rate.)

GLOBAL ISSUES

When year-to-date supplemental wage payments from all
sources exceed $1 million for an individual in a calendar year,
federal withholding must be increased to the maximum tax rate.
Employers may treat either the entire supplemental payment,

or just that which brings the total payment over $1 million, as
subject to the mandatory withholding!® Establish a process to
meet the withholding requirements for supplemental payments
in excess of $1 million. Give special attention to reset the year-to-

date information to zero at the beginning of each calendar year.
See Question 33 for further discussion on this point.

Year-to-date information is also important for social tax purposes.
The Social Security portion of FICA is required to be paid on
wages up to a certain limit within a calendar year. Social Security
is not required to be withheld on wages that exceed this limit. The
Medicare portion of FICA is required to be withheld on all wages
with no maximum. An additional Medicare tax of 0.9% applies to
all wages exceeding $200,000. An accurate record of year-to-date
wages is important to ensure the proper FICA is withheld.

In some cases, the current location of an employee may not be
used to determine which tax rates apply. The state of residency
may have changed when an employee was terminated or retired.
The employee may work in one location and live in another loca-
tion. An employee may also be taxed in multiple jurisdictions if
the employee moved between the date of grant and the date of
vest. Special care must be taken in these cases to determine the
tax requirements of each jurisdiction and how employee move-
ment and work location should be tracked. A complete analysis of
the issues associated with change of residency is beyond the scope
of this publication.

Verify that every employee has tax withholding when the award vests.

Investigate employees who have no withholding and document the

10 IRC Regulation Section 31.3402(g)-1(a)(4)(iv)).

> Many countries tax restricted stock when it is granted. In those countries, the tax with-
holding and reporting process may occur at the grant date. Some countries tax restricted
stock units at grant if dividend equivalent payments are paid prior to vesting or if grants

are made under certain tax beneficial programs.

> Acceptable methods of paying tax may be restricted and/or require employee consent in
certain jurisdictions. Additional flexibility with respect to tax payment method may be required

for non-US employees.

> If a U.S. company reports (or has subsidiaries that report) under IFRS2 in certain jurisdictions,
allowing the employee to withhold shares to cover their tax liability will trigger liability treatment

for the grant in question.

> Most jurisdictions do not apply flat withholding rates to supplemental payments such as
equity compensation. Income from restricted stock and restricted stock units is subject to
tax at regular payroll tax rates.




results of the investigation. This step will help prevent underwithhold-
ing and may detect the grant of awards to fictitious employees.

Restricted Stock Units:

Restricted stock units are not considered property and, therefore,
are not subject to IRC Section 83. They are treated as cash com-
pensation and subject to income tax upon release (issuance) of the
shares. Restricted stock units are subject to FICA tax at vest under
IRC Section 3121(v). This publication assumes vest and release are
concurrent. Note — The release of restricted stock units and income
inclusion can be deferred under IRC Section 409A, or solely income
inclusion may be deferred on the shares released into an escrow account
under IRC Section 83(i). Either deferral may have tax consequences.
A complete discussion of the deferral and associated tax consequences
are outside the scope of this publication. The calculation of taxable
income and the associated tax is the same as restricted stock.

lllustrative Test of Controls

Illustrative Controls

Establish and document the
process to calculate tax with-
holding. Clarify appropriate
responsibilities between Pay-
roll, Equity Compensation, and
third-party vendors such as

a brokerage firm. Document
details of the data transfer.

Verify that the process is
documented. Test that the
established process was
followed.

Establish and document that
the process to verify that the
correct tax tables and tax
rules are used. Develop a
schedule to update the tax
rates/rules.

Verify that the process is docu-
mented. Test that the tax rates/
rules are updated according

to the predetermined sched-
ule. Confirm that year-to-date
information was reset at the
beginning of the year.

Establish and document the
process to meet the with-
holding requirements for
supplemental payments in
excess of $1 million.

Sample employees whose
supplemental payments exceed
$1 million. Verify that the correct
withholding rate was used for
all transactions beyond the $1
million threshold.

Establish and document the
process to meet the FICA with-
holding requirements.

Sample award vests. Verify
that the correct year-to-date
payroll information was used
to calculate FICA.

Verify that tax is withheld for
every vest. Note discrepan-
cies and reasons for not
withholding.

Review and document
discrepancies and note
unusual items.

GLOBAL ISSUES
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Q32: Are The Awards To Retirement-Eligible
Employees Taxed Properly?

Restricted Stock:

As discussed in Question 31 restricted stock is taxable under
Section 83 when the property is no longer subject to a substan-
tial risk of forfeiture. Normally the award is no longer subject to
forfeiture when the restrictions lapse on date of vest; however,
many plans include provisions that awards vest or continue vest-
ing upon retirement. In these cases, retirement-eligible employees
have no risk of forfeiture; therefore, the award would be taxed
immediately for income tax and social tax purposes. For employ-
ees that are retirement-eligible at the date of grant, the award

is taxed at grant. If the employee becomes retirement-eligible
during the vesting period, the award is taxable when the employee
becomes retirement-eligible. A corporate tax deduction may be
claimed when the award is taxable for income tax purposes to

the employee provided the employer has reported the income on
Form W-2. The corporate deduction equals the amount of taxable
income of the employee. (See Question 34 for further discussion

on calculating the corporate tax deduction.)

Equity awards that vest or continue vesting upon retirement are

difficult to administer and employee communications are challenging,
The stock plan database may not include functionality to track the tax
impact of retirement-eligibility. This may need to be tracked manually.

A retirement-eligible employee is taxed on the award even though
the award has not vested. The employee cannot sell shares to pay
the required tax nor can the Company withhold shares to pay the
tax since the shares have not vested. If the employee pays tax out
of other funds, there is no process to report the taxable income
and tax withheld to payroll. When an award later vests, no tax-
able event occurs. Awards to retirement-eligible employees must
be identified at the vest date and processed separately to ensure
taxable income is not reported a second time and additional tax
is not withheld. In addition, it is difficult to communicate these

requirements to impacted employees.

Companies deal with the administrative complexities of reporting
and collecting tax on awards to retirement-eligible employees in a
variety of ways. To reduce administrative challenges, some compa-
nies eliminate Plan provisions that provide for vesting or continued
vesting upon retirement. Other companies issue restricted stock
units rather than restricted stock to employees that are retirement-

eligible or will become retirement-eligible before the award vests.

Tax jurisdictions may have different rules. Withholding and reporting requirements may differ.

Tax years may be different (e.g., the tax year end may be April 5 rather than December 31). A

variety of civil and criminal penalties may be assessed for inadequate withholding. Care must

be taken to determine the appropriate tax requirements of each jurisdiction.
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As noted below, restricted stock units held by retirement-eligible

employees are subject to ICSS onerous tax requirements. See the fOl—

lowing section on restricted stock units for further details.

Restricted Stock Units:

Restricted stock units are treated like cash compensation and

subject to income tax upon release (issuance) of the shares. They
are subject to FICA tax at vest under IRC Section 3121(v). If an

employee becomes retirement—eligible and the Plan provides an

award will vest or continues vesting upon retirement, the award

is no longer subject to a risk of forfeiture and is subject to FICA

tax. However, the employee is not liable for income taxes until the

award is released. For employees that are retirement-eligible, the

tax consequences of restricted stock units may be more beneficial

than the consequences Of restricted StOCk.

Though less burdensome than restricted stock, restricted stock

units also have administrative challenges. Reporting of the award

may be required under Section 409A when the employee becomes

retirement-eligible. (Consult with Legal or Tax Counsel to detet-

mine the applicable reporting requirements.) A manual process

may be required to track the tax impact of retirement-eligibility.

Employee communication is still challenging. Some companies have

employees pay the associated FICA through payroll. Other compa-

nies accelerate vesting to the date of retirement-eligibility and allow

a partial release of the shares to provide funding for the FICA due

upon vest. The remaining shares would be released at the original

vest date. This approach can create complications, as all the shares

in the award will be taxable for FICA purposes, and the shares with

accelerated vesting will also be taxable for income tax.

IRC Section 31.3121(v)(2)-1(e)(5) includes a special provision for

administrative convenience. An employer may delay reporting

income for FICA tax purposes to any date within the same calendar

year. In other words, an employer could report and collect FICA

tax on December 31 for any award to employees that became retire-

ment-eligible during the year. Assuming the employee had met the

STRATEGIC ISSUES

limit on the Social Security portion of FICA, only the Medicare

portion of FICA would be required to be collected on the award.

il Determine and document the
retirement provisions for each
Plan. Highlight provisions for
accelerated or continued vest-
ing at retirement.

Pl Develop a process to identify
and track retirement-eligible
employees.

gJ Cstablish and document
the process to calculate and
collect appropriate tax for
awards to retirement-eligible
employees.

P/l Cstablish and document the
process to ensure previously
reported taxable income is
not reported at vest/release.

Q33:

Restricted Stock:

Verify that documentation
exists for all Plans.

Select several retirement-eligi-
ble employees and verify that
the employees were properly
identified for stock plan pur-
poses.

Verify that the process is
documented. Confirm that

the process conforms to the
appropriate tax requirements.
Test that the established process
was followed.

Select several retirement-eligible
employees whose shares have
vested/released and verify the
appropriate tax was withheld at
vest/release date.

Some plans permit employees to pay the tax by relinquishing

part of the award. (See Question 31 for full discussion of the

process of withholding shares to cover the required payroll tax.)

Withholding shares to cover the required payroll tax is commonly

referred to as a “tender of shares.” This “tender” of shares does

not involve a sale; the Company credits the current Value Of the

tendered shares to the amount owed. (The Company uses its own

cash to pay the employee’s withholding tax liability.) When shares

> Review the Plan provisions regarding acceleration of vest upon retirement. Due to the administra-

tive complexities with reporting and collecting tax on awards to retirement-eligible employees,

consider eliminating this provision.

> Determining FMV on the date of vest will impact payroll tax administration. Defining FMV as the

market close on the day prior to vest streamlines the payroll process. Taxable income and associated

tax may be calculated on the day prior to vest after the market closes. (This is 24 hours earlier than

using the market close on the day of vest to determine FMV.) This timing may be critical in meeting

the requirement to deposit federal employment taxes of $100,000 or more on the next banking day.

> Vesting at month-end and year-end may create additional administration for the Payroll depart-

ment. If possible avoid vesting at these key dates.
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are tendered from those currently vesting, the tax withholding
must be limited to the maximum individual tax rate as applicable
for each jurisdiction. “Allowing employees to tender . .. shares for
tax payments in excess of the maximum individual tax rate will
trigger liability treatment for the grant in question. Moreover, if the
transaction is part of a pattern, or if the terms of the plan specifi-
cally allow employees to tender shares for payments in excess of
the maximum tax rate, liability accounting may be required for the

entire plan.”"

The payment of applicable tax may require the payment of frac-
tional shares rather than whole shares because the tax payment is
not evenly divisible by the share price. Since most companies do
not issue fractional shares, the number of shares tendered must
be rounded up or rounded down. The trend is to round up to the
next whole share. The excess withholding may be refunded to the
employee in the next payroll cycle or added to federal/state tax
withholding. In most cases, the impact of rounding up is immate-
rial; however, multiple vests on the same day (resulting in numer-
ous fractional shares — each being rounded up to the next whole
share) or rounding up a high-value share could create problems. If
the Company rounds down, the remaining withholding amount
(that is equal to the fractional share) could be collected from the
employee’s next paycheck. Consult with the Company’s external
auditor to ensure the way fractional shares are handled does not
affect the classification of the award as an equity instrument.

Note — The accounting issues discussed above do not generally apply
to transactions where shares are sold in the open market to cover the

required payroll tax.

Restricted Stock Units:
Same as restricted stock.

lllustrative Controls Illustrative Test of Controls

Establish and document the
policy regarding tax payroll
withholding requirements.

Sample vests and verify that
the policy was followed.

11 Accounting for Equity Compensation, 14th edition,
by Barbara A. Baksa, section 7.3.
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Q34: Is the Proper Income and Tax Withholding
Reported to Payroll?

Restricted Stock:

On the vest date, the Equity Compensation department transmits
details regarding taxable income and corresponding withholding

to Payroll. Payroll reflects the taxable income and corresponding
withholding in the year-to-date information in the payroll system.
Payroll also makes the required deposits of the payroll tax, often on
the next day. To ensure this process works efficiently and effectively,
all parties (Payroll, Equity Compensation, the third-party adminis-
trator, and the brokerage firm) must understand the process, which
group is responsible for each specific activity, and the details of the
data transfers. This can be particulatly challenging when operating
multiple payroll systems, domestically or on a global basis.

Payroll may not be able to simultaneously process the income from
awards with regular payroll. Special input may be required into the
payroll system. Include standard error-checking when importing the
file into the payroll system. For example, verify that FICA was calculated
accurately and federal/state withholding occurred for every employee.
Implement a process to reconcile information from the stock plan
database to the payroll records. On a monthly basis, reconcile total
equity compensation reported in the payroll records to taxable income
in the stock plan database. Investigate and resolve any discrepancies.
Verify the tax withheld in the stock plan database agrees with the
payroll records. Investigate and resolve any discrepancies.

Establish and document a policy on payroll tax deposits. Payroll
deposits for stock transactions usually occur separately from
other payroll tax deposits. The tax authorities have stringent
requirements regarding timely deposit of payroll tax withhold-
ings. Tax is required to be withheld when wages are constructively
or actually paid. For restricted stock, wages are deemed paid and
payroll tax must be withheld on the day the award vests. If on any
day an employer has $100,000 or more of federal employment
taxes accumulated, these taxes must be deposited by the close

of the next banking day.'? See Exhibit 12.

12 IRC Regulation Section 31.6302-1.

> Restricted stock units are taxed in most non-US tax jurisdictions when the shares are

released. Restricted stock is taxed in most non-US jurisdictions at grant. This tax treatment

makes restricted stock units the preferred equity vehicle in non-US countries. Consult tax

and legal counsel to determine the taxability in appropriate countries.

> Use caution when including plan provisions that provide for vesting or continued vesting

upon retirement. In the European Union such provisions may be deemed discriminatory.
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EXHIBIT 12. TIMELY DEPOSIT OF PAYROLL TAXES IN EXCESS OF $100,000

Monday

Vest occurs (T)
Payroll records the vest (T)

Vest occurs (T)
Payment Initiated (T)

Tuesday Payroll deposit occurs (T+1)

Wednesday

Settlement occurs (T+2)

Thursday

Payroll deposit occurs (T+3)

Making the payroll tax deposits on a timely basis (i.e., on T+1) is
challenging. If necessary, calculate the payroll tax deposit on T-1
using an estimated FMV of the shares scheduled to vest on T to
project total taxable income and associated taxes. Deposit the
projected tax on T+1. True up the amount when actual income

and tax is determined.

Close coordination is also required at month-end and year-end.
This can be particularly troublesome when the vest occurs after
the last paycheck has been issued for the year. The Company must
still record the taxable income and taxes paid in the payroll system

for the correct year.

The Corporation may claim a tax deduction on the corporate

tax return for the amount reported as tax able income by the
employee for the year. If the corporation does not report on a
calendar year basis, the Company may claim a deduction for the
amount that relates to the calendar year end that falls within the
Company’s fiscal year. This treatment is different than the timing
of the corporate deduction for nonqualified stock options and
restricted stock units for tax purposes and for the treatment of

corporate tax deductions for accounting purposes. See Exhibit 13.

GLOBAL ISSUES

Special care is required for year-end reporting of vesting events
that require correction. Review the awards vested to determine if

year-end reporting is impacted by any items.

Restricted Stock Units:

Restricted stock units are taxable for FICA at vest and taxable for
income tax at release. For purposes of the payroll tax deposits and
timing of the corporate tax deduction, restricted stock units may
vary in treatment from restricted stock. If on any day an employer
has $100,000 or more of federal employment taxes accumulated,
these taxes must be deposited by the close of the next banking
day after the restricted stock unit is settled (rather than the next

business day after vesting, as in the case of restricted stock).”” See

Exhibit 12.

The Company may claim a corporate tax deduction for a restricted
stock unit when the stock is released to the employee. The timing
of the deduction is unclear, but many tax practitioners take the
position that it is similar to the treatment of nonqualified stock
options, rather than restricted stock. See Exhibit 14. Consult your

tax advisor regarding this issue.

13. Internal Revenue Manual 20.1.4.26.2 (May 26, 2020).

> The laws in many countries do not include provisions for a minimum statutory rate. Selling

shares in the open market to cover the required payroll tax will avoid this problem. Consult

with the Company’s external auditor to ensure the tax withholding process does not affect

the classification of the award as an equity instrument.

> Making payroll tax deposits on a timely basis is no less critical in non-US jurisdictions.

Companies should work with their advisors to determine the timing of withholding and payroll

tax deposits on a country-by-country basis to ensure that deadlines are not missed.

> The non-US affiliate employing the grantee may be able to take a corporate tax deduction for the equity

award. This may require that the non-US affiliate chargeback the cost and enter into a reimbursement

agreement with the US issuer. The amount of the deduction may be limited by certain local tax restric-

tions. Taking the deduction may also trigger exchange control or other legal issues that the company

needs to carefully consider. A complete discussion of this issue is outside the scope of this publication.




Illustrative Controls

Establish and document the
process to transfer data from
the stock plan database into
the payroll system.

lllustrative Test of Controls

Sample awards that vest from
the stock plan database for
several days and verify that
the income was reported

in the payroll system on a
timely basis and to the correct
employee.

Utilize error-checking rou-
tines when importing the

file into payroll. Document
errors identified, research
performed, and resolution of
the issues.

Review error reports for trends
and unusual items.

On a monthly basis, reconcile
total income from equity
compensation in the payroll
records to taxable income

in the stock plan database.
Investigate and resolve any
discrepancies.

Verify that the reconciliation
was completed. Note trends
and unusual problems.

On a monthly basis, verify that
taxes withheld in the stock
plan database agree to the
payroll records.

Verify that the reconciliation
was completed. Note trends
and unusual problems.

Establish and document
a policy on payroll tax
deposits.

Sample payroll deposits and
verify that deposits were made
on a timely basis.
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Q35: Has the IRC Section 162(m) Limit Been
Observed?

Restricted Stock:

A corporate tax deduction may be claimed for the ordinary income
recognized by the employee upon vest of restricted stock. The cor-
porate tax deduction is limited (IRC §162(m)) for “covered” employ-
ees whose compensation exceeds the $1 million cap for the year.
Specifically, IRC §162(m) limits a publicly held corporation’s deduc-
tion for compensation paid to each of its principal executive officer
(PEO), principal financial officer (PFO), and its next three highest
compensated officers, excluding the PEO and PFO, to $1 million

per year. In addition, if an individual is considered to be a covered
employee at any time during a tax year commencing after 2016, he or
she will retain the covered employee status permanently. All future
payments to such individuals (as well as their beneficiaries) will be
subject to the $1 million deduction limit, even if the individual is no
longer an officer or employee of the corporation at the time of pay-
ment unless the payment is covered by grandfathering rules discussed
below. For many companies, this limitation may be a material item for

financial statement purposes.

Under prior law, performance-based compensation was not
subject to the $1 million cap. The definition of performance-based
required that the compensation was contingent on the “attain-
ment of one or more performance goals” and met numerous other

requirements.

EXHIBIT 13. TIMING OF CORPORATE TAX DEDUCTION FOR RESTRICTED STOCK

Company reports on a year ending June 30.

Taxable income reported by employees for restricted stock that vested during

calendar year 2020: $150,000

The Company can claim a tax deduction of $150,000 for the year ended June 30, 2021.

December 31, 2020, falls within the Company’s fiscal year ending June 30, 2021.

EXHIBIT 14. TIMING OF CORPORATE TAX DEDUCTION FOR RESTRICTED STOCK UNITS*

Company reports on a year ending June 30.

Taxable income reported by employees for restricted stock units that vested as follows:

$ 80,000
70,000
$150,000

Vested January 1, 2007, to June 30, 2007
Vested July 1, 2007, to December 31, 2007
Vested in calendar year 2007

The Company can claim a tax deduction of $80,000 for the year ended June 30, 2007. The

deduction for the remaining $70,000 can be claimed in the year ending June 30, 2008.

* The timing of this deduction may be unclear; consult your tax advisor regarding this issue.
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The Tax Cuts and Jobs Act of 2017 (TCJA) eliminated this

exception. As a result, generally all incentive compensation (e.g.,

lllustrative Controls  lllustrative Test of Controls

. Inventory all compensa- | Determine the extent to which each
performance shares) paid to covered employees after the 2017 tax ! v P

tion plans and agree- contract creates a legally binding
year are subject to the $1 million deduction limit, unless it meets ments that existed on obligation for the corporation to
the IRC §162(m) grandfather rule. November 2, 2017 (e.g, | pay a specified amount (without

employment agreements, | unilateral employer discretion to

The grandfather rule applies to compensation provided under a equity award agreements, | reduce payment).

written binding contract that was in effect on November 2, 2017, severance plans).

and that has not been materially modified after such date. Under PRl List all employees Identify any participants who have
the grandfather rule, such compensation would be subject to covered under any plan | become covered employees but
the IRC §162(m) rules in effect prior to enactment of the TCJA, or agreement as of were not covered employees under
including being eligible for a deduction for performance-based November 2, 2017. pre-TCJA rules. The grandfather

protection may apply to the pay of

compensation. officers who later become covered

The Treasury Department and the IRS have provided detailed employees.

guidance on the application of the grandfather rule, explaining gl |dentify grandfathered Confirm the grandfathered plan

that a written binding contract is a payment obligation under plans .that were designed | satisfies thet performah ce-based
to satisfy the perfor- compensation exception.

applicable state law in which the employer does not have any dis- mance-based compen-

. . .. ,
cretion to unilaterally reduce or eliminate the covered employee’s sation exception under

right to such award. pre-TCJA rules.
Many employers have existing plans and arrangements that were P/l Determine the duration | Grandfathered protection ceases
) . of the grandfathered upon the first renewal of the plan or
in effect on November 2, 2017, and were designed to meet the

status. agreement after November 2, 2017
performance-based compensation exception. Such employers (automatic or otherwise), or earlier
may still be able to take advantage of this exception and deduct expiration.
the pay to the extent the employer cannot unilaterally reduce the [l Preserve [162(m) grand- | Confirm no actions have been taken
amount. (Consult your tax advisor regarding this issue.) Similarly, father protection. that could result in a material modi-
many individuals who were not covered employees under prior fication of grandfathered plans (e.g.,

accelerating, deferring, supplement-
ing, or increasing compensation
payable beyond a reasonable cost-
of-living adjustment).

law, but became covered employees following the enactment of the
TCJA have incentive pay arrangements that existed on November

2, 2017, and were not designed to satisfy the performance-based

compensation exception — namely, PFOs of listed corporations
or all executive officers of unlisted corporations now treated as
publicly held by virtue of having debt registered with the SEC.
Employers may rely on the grandfather rule to fully deduct
certain pay to such employees. A complete analysis of the issues
associated with IRC §162(m) and a discussion of its grandfather
rule are beyond the scope of this publication.

SEC proxy rules require that the Compensation Committee’s
report state its policy with respect to IRC § 162(m) (i.e., whether
compensation paid to the corporation’s officers is or is not
intended to be fully deductible). This policy should be reviewed
annually to determine that it accurately reflects the Committee’s

policy and the corporation’s actual pay practices.

Restricted Stock Units:
Same as restricted stock.
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7.4. OUTSOURCING
7-4.1. Even though a third party may be utilized to handle all or

part of stock plan administration, the Company retains respon-
sibility for the controls noted above. For example, a third-party
administrator may facilitate the payment of tax, but the Company
provides instructions about the amount of tax to be withheld

based on appropriate tax rates and year-to-date earnings.

7-4.2. For an outsourcing arrangement to work effectively, the
Company and the third-party administrator must work closely
together. Processes, responsibilities, and specific handoffs must
be clearly documented. In the tax and payroll area this includes,
but is not limited to, —

o Identifying which party is responsible for calculating payroll
tax on equity awards

¢ Ensuring year-to-date supplemental wages that exceed
$1 million for an individual is propetly accounted for when

calculating payroll tax

o Updating payroll tax rates and limits

7-4.3. Timing of the data transfer is a critical component. If the
Company outsources the payroll process, the requirements of
the payroll vendor must also be included. For more information
on maintaining data integrity when transferring information

between vendor(s) and the Company, see paragraph 3.4.
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Accounting Issues

8.1. INTRODUCTION

Calculating the fair value of restricted stock and
restricted stock units with time-based vesting is
easier than calculating the fair value of options.
The fair value is the difference between the FMV
at the measurement date (usually date of grant) and
the amount paid for the stock (usually $0). The fair
value must be decreased if dividends are paid on the
underlying stock, but will not be paid on unvested
awards. The fair value of the award is expensed over
the service period. In many cases, the amount of
the expense to be accrued should be reduced by the
forfeiture rates in order to reflect grants that are
not expected to vest during the accrual period. This
publication focuses on controls necessary to assure
the accuracy, completeness, and validity of the data
used to calculate the fair value and the resulting
compensation expense. A detailed discussion of the
specific issues related to the equity-based compensa-
tion expense calculation is beyond the scope of this
publication.

8.2. OVERVIEW OF THE
ACCOUNTING ISSUES

8.2.1. The fair value of the award is established at
the grant date. The controls associated with the
reports providing underlying data for the valuation
are discussed in Question 36. The controls associ-
ated with the grant process are discussed in detail in

paragraph 4.3,

8.2.2. The fair value of the award is expensed over
the service period. Usually the service period is the
vesting period. Special accrual rules apply in certain
circumstances such as employees who are retire-

ment eligible (non-substantive vesting) or when a

service period begins before the award is officially
granted. Subsequent activities such as post-dated
transactions, correction of errors, and modifica-
tions may also impact the amount and accrual of the
expense. These items are discussed in more detail

in Questions 38 and 39. Post-dated transactions are
also discussed in paragraph 3.3, Question 8, and
paragraph 6.3, Question 25.

8.2.3. The accrual of the fair value of the award
over the service period may be reduced by antici-
pated forfeitures or trued up as forfeitures actually
occur, if a company chooses to do so as part of a
one-time election. Controls associated with the
forfeiture rates and modifications to the forfeiture

rates are discussed in Question 40.

8.3. CONTROLS ASSOCIATED
WITH ACCOUNTING ISSUES

Q36: Is the Information Included in the
Underlying ASC 718 Reports Accurate,
Complete, and Valid?

Restricted Stock:

Data integrity of the stock plan database is critical
to determining the proper fair value of the awards
and accrual of the expense. Previous sections of
this publication discussed the controls required

to maintain integrity of the data associated with
the grant process. Equally important is a detailed
understanding of what data is required to determine
the fair value of the award and how that data will
be provided. (See Question 37 for a discussion of
the potential corporate tax benefit.) Reports must
extract the appropriate information from the stock
plan database and users of the reports must under-

stand the parameters of the data reported.



Prepare a detailed description of each report including —

o The purpose of the report,

o A description of each field and details of how each number is

calculated, and

¢ Details of what is included and excluded (e.g., types of par-
ticipants, grant details, transaction details, vesting period, and
reporting period).

All appropriate parties should sign-off on the report format. The
format should be reviewed and updated periodically, especially
when awards are granted with new terms, mergers/acquisitions

occur, and the stock plan database software is updated.

Develop and implement a procedure to validate the information
included in each report. Test the calculations during implemen-
tation and when changes to the system or software occur. If the

report incorporates data from a source other than the stock plan

database (e.g., employees eligible for retirement), provide documen-

tation of the data source.

Post-dated transactions may have accounting implications. (See para-

graph 3.3, Question 5 — Error Checking, for review of year-to-date
reports, and Question 8, for controls regarding post-dated transac-
tions.) Review the monthly report summarizing post-dated transac-
tions and summarize the accounting impact of these transactions.
Verify that the post-dated transactions are reflected properly in the

reports. See Exhibit 15. To minimize problems and provide an audit

trail, reports should always include a date and time stamp.

lllustrative Controls

Summarize each report used
for the ASC 718 valuation and
accrual. Define the purposes
of the report. Define each

field and how each number is
calculated. Enumerate what is
included and excluded. All indi-
viduals that generate the report
or use the report should sign
off the report summary. Review
and update the summary after
each product release.
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Illustrative Test of Controls

Confirm that there were no
changes in the reports used
for the period. If the report
has changed, confirm that
all appropriate people have
signed off the revised report
description.

Develop and implement a
procedure to validate the
information included in
each report. Document that
the validation procedure is
followed prior to releasing
the information to the group
responsible for the ASC 718
valuation.

Confirm that the validation
procedure is followed.

Prepare a quarterly audit
narrative to document the
process used to determine
the fair value, including the
assumptions used and the
decisions made.

Review the audit narrative on
a quarterly basis.

Review the report or log of
post-dated transactions. Docu-
ment that each transaction has
been properly reflected in the

Review the report of post-
dated transactions to spot
trends that may have a mate-
rial accounting impact.

Best practice incorporates preparing a quarterly audit narrative to
P P prep €29 Y ASC 718 reports.

document the process used to determine the fair value, including
the assumptions used and the decisions made. See paragraph 4.3,
Question 16, for controls related to determining FMV on the
grant date,

Restricted Stock Units:
Same as restricted stock.

EXHIBIT 15. ACCOUNTING IMPLICATIONS OF POST-DATED TRANSACTIONS

Assume a transaction relates to January, but was posted in July. The appropriate expense
was not taken for the period January to June. How is the transaction reflected in the reports?

> Have manual adjustments been made to the report for the post-dated transaction?
> Does the report for July assume the proper expense was claimed for January to June?
> Does the July report reflect a catch-up adjustment for the period January to June?

> |s the post-dated transaction ignored?

> |s the post-dated transaction valued with current period input or appropriate period input?
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Q37: Is the Corporate Tax Benefit Calculated
Appropriately?

Restricted Stock:

The value of equity compensation to be expensed should consider
the potential tax benefits of a corporate tax deduction. The benefits
of the corporate tax deduction are recognized currently for account-
ing purposes provided the cumulative amount of compensation

cost recognized for equity compensation ordinarily would result in
a future tax deduction under existing tax law."* The potential tax
benefits are tracked as a deferred asset (i.e., a tax deduction will

be claimed on the actual corporate tax deduction in the future).
When the actual tax benefits are claimed (normally when the award
vests, assuming the employee did not make a §83(b) election), a

tax deduction is permitted for the amount the employee reports

as taxable income assuming compensation qualifies as a deduction
under §162(m). (See paragraph 7.3, Question 35, for more details
on Section §162(m).) The actual benefit when the deduction is
claimed on the corporate tax return most likely will not be equal to
estimated benefit initially recorded for accounting purposes.

Prior to ASC 2016-09, the difference in the tax benefit was reported
as Additional Paid in Capital (APIC), and the company had to take
great care in assuring an appropriate APIC pool was established.

ASC 2016-09 abolished the APIC pool.

Now, when the award is settled, any difference between the esti-
mated deferred tax asset and the actual corporate tax deduction
is recorded to tax expense. If the actual tax deduction exceeds the
estimated deferred asset, the company records the difference as a
reduction to tax expense. If the actual tax deduction is less than
the estimated deferred tax asset, the company records the differ-

ence as an increase to tax expense.

Restricted Stock Units:
Same as restricted stock.

Q38: Are the Controls for Modifications Adequate?

Restricted Stock:

A modification is a change in any term of an award such as a change
in quantity of shares subject to the award, transferability features, set-
tlement provisions, or vesting conditions that is not incorporated in
the Plan and/or the Award Agreement. Modifications can be inten-

tional or unintentional (e.g. a termination is not timely recorded).

14 ASC 718-740-25-2.

GLOBAL ISSUES

Types of modifications include, but are not limited to—

e Mergers and acquisitions where the equity compensation is

assumed or converted
o Cashout of equity awards

o Cancellation and replacement of awards

A modification is typically not a correction of an error. Certain
modifications may have negative income tax implications to the
award recipient. Modifications often have accounting implica-
tions. For modifications that do not increase the likelihood that
the award will ultimately vest, the fair value of the modified award
less the fair value of the original award just prior to the modifica-
tion represents an incremental accounting cost to the Company.
In the case of a modification that increases the likelihood that the
award will vest, such as an acceleration of vesting upon termi-
nation, the previously calculated expense is replaced with the
expense calculated at the time of modification. See Exhibit 16 for

an example of a Type III improbable-to-probable modification as
covered in ASC 718-20-55-121.

A complete discussion of accounting for modifications is

beyond the scope of this publication. Consult with the Company’s
external auditors to confirm the definition and classification of
modification types.

Document detailed descriptions and educate appropriate personnel
as to what action may trigger a modification. Develop a process to
track each type of modification. As appropriate, incorporate details
into the stock plan database. Document how the software tracks,

reports, and calculates the impact on expense for modifications.
Utilize a standard form to document the following items:

o The reason for each modification
o The details of the modification
o Approval of the modification

e The associated accounting impact

If the modification is identified after the appropriate report-

ing period, particular attention must be given to the accounting
implication of the modification. Mergers and acquisitions require
special attention since the transaction may trigger a modification of
the awards of the acquiring or acquired company, thereby trigger-
ing additional expense in subsequent years. Also, modifications

may result in a change to the price of the merger or acquisition for

Many countries do not allow a corporate tax deduction for equity compensation. Care must be

taken to determine the estimated corporate tax benefit in each jurisdiction when calculating

the tax offset.
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accounting purposes. Closely scrutinize any assumed or converted
awards to determine the potential accounting impact. Develop a
checklist to highlight the steps required to convert the data relating
to the outstanding awards. Verify data accuracy and completeness
before importing the data into the stock plan database. Not all sys-
tems can accurately handle the adjustments required for modifica-
tion accounting for an equity award. Thoroughly discuss the proper
treatment of any modification with your software supplier or out-
source provider to ensure the system propetly records the adjust-
ment to expense. A complete analysis of the issues associated with

mergers and acquisitions is beyond the scope of this publication.

Restricted Stock Units:
Same as restricted stock.

lllustrative Test of Controls

lllustrative Controls

il Develop detailed descriptions
for different types of modifica-
tions and educate appropriate
personnel as to what action
may trigger a modification.

Verify that appropriate docu-
mentation exists and training
has occurred.

Select several modifications
and verify that the modifica-
tions were properly reflected
in the stock plan database.

¥ Develop a process to track
modification types and
details in the stock plan
database.

gJl| Develop a form to docu- Select several modifications

ment the reason for the
modification, details of the
modification, approval of the
modification, and accounting
impact of the modification.

and verify that the supporting
documentation is complete.
Verify that the accounting
impact was reflected properly.

Develop a standard checklist
for mergers and acquisitions
to highlight the key steps

Verify that the checklist was
followed for any mergers and
acquisitions.

required to convert the data
and to verify data accuracy and
completeness.

Q39: Does the Expense Properly Reflect
Retirement-Eligible Employees?

Restricted Stock:

The compensation cost of an award is recognized over the service
period. Some plans provide for accelerated or continued vesting
when an employee retires. Therefore, if an employee is retirement-
eligible at the time of grant or may become so during the vesting
period, it is not appropriate to recognize the cost over the stan-
dard vesting period. Grants made to employees who are or may
become retirement-eligible will have a truncated service period
and may require immediate expense recognition or the associ-
ated expense will be recognized during the abbreviated service
period. The cost of an award granted to an employee who becomes
retirement-eligible during the stated service period should be
recognized over the truncated service period (i.e., grant date to

retirement-eligible date).

This requirement presents various administrative challenges. Plans
and Award Agreements may have different provisions regarding
the impact of retirement-eligibility on vesting. If a company oper-
ates multiple plans, various methods may be required to handle
retirement-eligible employees. Some grants may even have different
terms. Review and document the retirement provisions for each
Plan. Develop a process to identify and track retirement-eligible
employees. Frequently, these records are maintained outside the
stock plan database and may require manual handling (i.e., via
spreadsheets). If the retirement-eligible date is entered after a grant

is made, confirm that the expense accrual is adjusted appropriately.

Restricted Stock Units:
Same as restricted stock.

EXHIBIT 16. ACCOUNTING IMPLICATIONS OF A MODIFICATION*

> An award with a fair value of $200,000 at grant and cliff vesting at two years is one year
into the vesting schedule. The Company has previously recognized $100,000 of expense

associated with the award.

> The Company modifies the award by accelerating vesting of the award as part of a termination
agreement. This acceleration was not provided for in the original terms of the award. The fair
value at the time of the modification, based on current FMV of the stock, is $150,000.

> The Company reverses the previously recognized expense of $100,000 and does not recognize
the remaining $100,000 in unamortized expense. At the time of modification, the company
recognizes the full $150,000 of expense for the modified award.

*For simplification purposes, the above example does not address the tax impact of forfeitures.



Illustrative Controls

Determine and document the
retirement provisions for each
Plan with awards outstanding.

Highlight provisions for acceler-

ated or continued vesting at
retirement.

Illustrative Test of Controls

Verify that documentation
exists for all Plans.

Develop a process to identify
and track retirement-eligible
employees.

Select several retirement-eligible
employees and verify that the
employees were properly identi-

fied for stock plan purposes.

Q4o: Are Forfeitures Accounted for Properly?

Restricted Stock:

Forfeitures (i.e., awards that were granted, but did not vest due to
failure to meet service-based vesting requirements) impact the com-
pensation expense recorded in the financial statements. In 2016,
ASU 2016-09 removed the requirement to estimate and apply

a forfeiture rate up front. Companies may now choose to either

estimate forfeitures up front or true-up for forfeitures as they occur.

EXHIBIT 17. IMPACT OF FORFEITURES
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The election must be applied to all awards granted by the company.
See Exhibit 17.

Estimating Forfeitures:

Document how forfeitures are estimated and how the amounts
are reflected in the reports summarizing the compensation costs
associated with equity compensation. Include detailed descrip-
tions of all quantitative and qualitative factors. When software

is used to calculate the forfeiture rates, documentation should
include a description of how the software calculates the forfeiture
rates and any limitations in the software functionality. All rel-
evant personnel generating or utilizing the relevant reports should
sign off on the appropriate documentation, process to be utilized,

and all associated accounting adjustments.

Clarify how often the forfeiture rates will be re-evaluated and
potentially modified for future periods. Subsequent modifications
to the forfeiture rates must be verifiable and replicable. Confirm
that the report logic has not changed since the last reporting
period. If the report has changed, verify that all appropriate
people have signed off on the revised report description.

Assume XYZ Company grants restricted stock to 20 employees with a 4-year cliff vesting service
period. The company applies an estimated forfeiture rate when accounting for grants. Each employee
receives an identical grant (i.e., the same number of shares, the same vesting schedule). Ignoring

the impact of forfeitures, the pricing model determines the fair value of the awards is $10,000. The
$10,000 compensation cost is expensed over the 4-year service period. Assuming a straight-line
accrual, the expense reported in each year is $2,500 ($10,000/4 years).

Assume a 40% forfeiture rate. The compensation cost is adjusted to reflect the awards that will

not vest.
$10,000 initial compensation cost
— 4,000 impact of forfeitures
$6,000 adjusted compensation cost

The $6,000 compensation cost is expensed over the 4-year service period. The expense
reported in each year is $1,500 ($6,000/4 years).

In reality, it is impossible to accurately predict how many people will leave before their awards
have vested. Assuming our estimate of 8 people is correct, the departures may not be equally

dispersed over the 4-year period. For example, 3 people may leave in Year 1, 2 in Year 2, and 3 in
Year 3. In all cases, the $6,000 compensation cost is expensed over the 4-year service period,
but the amount of expense recognized in each year is dependent upon the adjustment of the
forfeiture rate based on subsequent experience during the service period.

Note — The forfeiture rate is an estimate of awards that will not vest, not the number of employees terminating. For

simplicity, this example refers to number of employees, rather than the valuation of each award that is forfeited and
provides a simplified method of reflecting the true-up.
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Using Actual Forfeitures:

A company can choose to account for the full expense up front 8.4. OUTSOURCING

and then account for forfeitures as they occur. As grants are 8.4.1. The Company may outsource certain aspects of deter-
forfeited, any previously recorded expense attributable to the mining the accounting implications of equity compensation. Per
forfeited portion of the grant is reversed. paragraph 3.4.9, multiple vendors may be used for valuing the

awards, or handling ASC 718 reporting. If certain functions are

Restricted Stock Units:
Same as restricted stock.

outsourced, it is imperative to clearly define responsibilities for

maintaining and validating data. In addition, the parameters of all

llustrative Controls RS ERCE SR ITER  reports must be described in detail to minimize misunderstand-
Sl Determine methodology for | Confirm all awards are ings and inconsistencies.

accounting for forfeitures accounted for using the same

consistently across all award | methodology. 8.4.2. As noted previously, even though the Company outsources

types, whether estimating or certain functions, it continues to maintain responsibility for all cal-

using actual forfeitures as culations. Therefore, it is critical that company personnel understand

they occur. Follow subsequent and validate all calculations and underlying assumptions.

steps if applying a forfeiture

estimate.

Pl Document how forfeitures are | Confirm that the appropriate
estimated, how often the forfei- | parties have signed the docu-
ture rates will be re-evaluated mentation.
and potentially modified, and
how the amounts are reflected
in the appropriate reports. All
individuals that generate the
report or use the report should
sign off on the report summary.

EJl Review the forfeiture rates Confirm that the calcula-
for subsequent periods and tions are documented and
modify if appropriate. Docu- | approved by appropriate
ment all calculations. personnel.

VRl Verify that the reporting format | Confirm that the appropriate
has not changed since the last | parties have signed off, as
reporting period. If the report | appropriate.
has changed, require all appro-
priate people to sign off on the
revised report description.
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Since Section 16 status
also applies to mem-
bers of the Board of
Directors, the controls
noted above will also
apply to Directors and
shareholders ing
or more of the

stock of the Company

Legal Issues

9.1. INTRODUCTION

Companies and employees are subject to a variety of
legal requirements relating to equity compensation.
Some of the legal requirements have financial state-
ment implications; others do not. Noncompliance
with legal requirements may not have material finan-
cial statement implications, but can generate issues
under Sarbanes-Oxley, raise concerns about company
management and corporate governance policies, and

identify weaknesses in internal controls.

9.2. OVERVIEW OF THE
LEGAL ISSUES

9.2.1. When offering restricted stock and restricted
stock units to employees, a company must adhere to
avariety of legal requirements, including federal and
state requirements and stock exchange requirements.
A publicly-traded company must also adhere to SEC
regulations. Plans require proper approval and awards
must be properly granted for corporate law purposes.
Publicly-traded corporations offering equity compen-
sation are required to register the offering to comply
with SEC rules and regulations. The registration of
the offering is commonly referred to as the registra-
tion of shares. The Equity Compensation professional
must have access to appropriate information to adhere
to these legal requirements. Controls regarding plan
approvals are discussed in paragraph 3.3, Question 2.
Controls regarding granting practices are discussed

in paragraph 4.3. Controls regarding registration
requirements and access to appropriate information are
discussed in Questions 41 and 46.

9.2.2. Certain employees are subject to additional
legal requirements. Section 16 officers file SEC Forms
3,4, and 5. Individuals with access to material, nonpub-
lic information are considered “Insiders.” Members of
the Board of Directors, Section 16 officers, and other
Insiders, are frequently subject to trading restrictions
such as blackout periods. Rule 10b5-1 trading plans
may be utilized by certain Insiders to allow selling of

company stock at predetermined intervals to pay the

tax on the award. The controls associated with these

additional requirements are discussed in Questions 42,

43,44, and 45.

9.3. CONTROLS ASSOCIATED
WITH LEGAL ISSUES

Q41: Are The Underlying Shares Properly
Registered?

Restricted Stock:

Initial registration of the company’s stock is part

of the IPO (initial public offering). Registration of
shares subject to stock plans is required when a new
plan is established or when shares are added to an
existing plan. Registration of shares can easily be
overlooked when a company has received share-
holder approval to extend the term of the Plan and/

or to increase the authorized shares under the Plan.

Primary responsibility for registration of shares most
commonly resides in the Legal department. Close coor-
dination is required between Equity Compensation
and Legal. To identify the need for additional shares,
the Equity Compensation department should monitor
shares available for grant quarterly. Additionally, the
Equity Compensation department should calendar any
Evergreen events so registration of the additional shares

is not overlooked.

Registration of shares is also important in mergers
and acquisitions. Mergers and acquisitions may affect
pre-existing equity compensation plans (of both the
acquiring company and the target), and those plans
should be reviewed in the context of the corporate
transaction. These requirements should be a standard
part of due diligence process and incorporated in all

merger and acquisition checklists.

In limited circumstances, shares may not need

to be registered for private companies. Rule 144
provides exemptions from the SEC’s registration
requirement and allows the public resale of unreg-

istered shares if certain conditions are met.

GLOBAL ISSUES

Each country has different legal requirements that govern equity compensation. It is important

to understand and follow the requirements in each country where employees will be receiving

awards under the Plan.
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Rule 144 may also apply to public companies in the sale of regis- EXHIBIT 18. FILING FORM 4

tered shares by control persons (i.e., Section 16 officers, members

Restricted Restricted

of the Board of Directors, and shareholders owning more than Stock Stock Units

10% of the stock of the Company). If Rule 144 applies to shares At Grant Yes Yes

issued from an equity compensation plan or to persons participat- At Vest No Yes*

ing in a plan, appropriate restrictions should be noted in the stock

plan database and the company’s stock records and the broker(s) When shares are ves ves

should be advised. A complete analysis of the issues associated withheld to pay for tax

with Rule 144 is beyond the scope of this publication. When shares are ves ves
sold to pay for tax

Restricted Stock Units: Award forfeited during Yes Nos

Same as restricted stock. employment or at termination**

* Not required if award is treated as a non-derivative security.

**|f forfeiture occurs after termination, reporting is not required.

**x|f forfeiture occurs during employment or at termination, reporting is required
if award is treated as a non-derivative security.

Illustrative Controls Illustrative Test of Controls

In coordination with the Legal | Verify the process is docu-
department, establish a process | mented. Test that the estab-

to monitor the registration of lished process was followed. Note — Very few transactions qualify for deferred reporting on Form 5. Best prac-
plans. Quarterly monitor the tice is to voluntarily accelerate reporting of these transactions on Form 4.
availability of shares in each

plan and review any Evergreen The requirements for filing Form 4 are summarized in Exhibit 18.
provisions. To ensure timely filing, establish, document, and implement

a pre-notification process for awards to Section 16 officers.

Q42: Are SEC Forms 3, 4, and 5 Filed Timely? SEC Forms 3, 4, and 5 must be posted on or be accessible via

Restricted Stock: the company website. The forms are usually filed by the Equity

Compensation or Legal department on behalf of appropriate

Section 16 officers are required to advise the SEC about owner- . . . .
o : ] ] executive officers. In most companies, the Equity Compensation
ship in the Company and changes in their stock ownership. The . . .
department monitors stock plan transactions and advises Legal

following forms are used to furnish ownership information: . .
of the transactions (i.e., grants and vests) to be reported.

o Form 3—Initial Statement of Beneficial Ownership of Securities . . ..
To monitor adherence to appropriate restrictions, most compa-

Filed once when an individual becomes subject nies prevent (commonly referred to as “block”) certain individuals
to Section 16 reporting from selling stock without pre-clearance from Legal. Blocking

" Due within 10 days after the event making a person individual accounts that are used in conjunction with awards from
a Section 16 Insider the stock plan requires coordination with the company-desig-

o Form 4—Statement of Changes in Beneficial Ownership nated broker(s). The Board of Directors should pass a resolution

of Securities annually to identify executive officers who are subject to Section

- . . . 16 reporting requirements. This resolution should be cross-refer-
Filed upon events changing beneficial ownership
enced to the stock plan database to ensure that the accounts of all

Due on or before the second business day after appropriate individuals are blocked. Update this list frequently (at

the ownership change has occurred . .
P g least quarterly) to capture changes in Section 16 officers.

¢ Form 5—Annual Statement of Changes in Beneficial Ownership

of Securities It is also important to implement a process to handle new-hire

- ts to Section 16 officers. For example, assume a new Section 16
If required, due 45 days after the end of the issui gan ’
requlre, G uel ays after fhe enc of the dsstung officer is hired effective June 1 and granted restricted stock. Form 3
company’s fiscal year
pany Y is due June 10, but Form 4 for the new-hire grant is due June 3. To

facilitate timely filing of Forms 3 and 4 implement a process to:

GLOBAL ISSUES

Countries have various registration requirements. Closely monitor the requirements in each

country where employees will be receiving awards under the Plan.
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e gather appropriate personal data o Government employees who learned of such information

o receive CIK (Central Index Key)/CCC (CIK Confirmation Code) because of their employment by the government

o update Passwords and PMAC (Password Modification o Other persons who are in possession of confidential information'
Access Code) It is illegal to buy or sell company stock while in possession of

Where appropriate, obtain a power of attorney from a Section material, nonpublic information of that company. This restriction

16 officer to permit filings by appropriate personnel such as a applies to anyone with access to material, nonpublic information,

designated corporate officer(s) on behalf of that Section 16 officer. regardless of how the information was acquired.

Special attention should be given to changes resulting from merg-

. wr . .
ers and acquisitions, such as cessation of Section 16 status or A company should develop and maintain a formal “Insider Tradlng

newly-appointed officer with Section 16 status. Policy” The Insider Trading Policy is typically established by Legal

and approved by the Board or the Compensation Committee as set
Restricted Stock Units: forth in the company’s bylaws or corporate governance guidelines.

Same as restricted stock. The Policy should include the following topics:

o The responsibilities of the Compliance Officer

Illustrative Controls lllustrative Test of Controls

tBl |n coordination with the Legal | Verify that the process is docu- * Definition of an"Insider

department and company- mented. Test that the estab- ¢ How long individuals are considered Insiders

designated broker, establish lished process was followed. o What is considered “material, nonpublic’ information

and document the process for | Select grants to and vests of

filing Forms 3, 4, and 5. Section 16 officers and confirm o When the trading window opens and how long the window
that Forms 3, 4, and 5 were filed remains open after an earnings release or other release
timely. of material, nonpublic information

PI Block Section 16 officers from | Select Section 16 officers and

selling stock associated with | verify that the employees are The SEC reporting requirements of Section 16 officers are

equity awards. Require pre- blocked from selling shares discussed in Question 42. Employees that are not Section 16
clearance from Legal depart- | without pre-clearance from officers may also be Insiders. Non-Section 16 employees may be
ment before selling shares. Legal department. permanently classified as Insiders because of their ongoing job

gJll ~nnually confirm list of Sec- Review the documentation responsibilities such as financial reporting, access to the financial
tion 16 officers and that all and note unusual items.

. reporting system, or access to the revenue systems that report into
Section 16 officers are blocked.

Update the list frequently.
Document the confirmation

the financial reporting systems. An employee may also temporarily

qualify as an Insider because of temporary access to sensitive infor-

process. mation such as corporate acquisitions, layoffs, or special projects
PR stablish, document, and Verify that the process is (e.g., results of drug trials). Establish and document a process to
implement a pre-notification | documented. Test that the estab- | identify and notify non-Section 16 employees who are permanently
process for grants for Section | lished process was followed. or temporarily classified as Insiders. Include details on how “tem-
16 officers. porary” Insiders will be identified and how long they will remain on
5 Establish, document, and Verify that the process is the Insider list.
implement a process to documented. Test that the
handle new-hire grants to established process was The Equity Compensation department plays an important role
Section 16 officers. followed. in overseeing and monitoring the trades of Insiders. All Equity

Compensation professionals should understand the Insider
Q43: Is the Insider List Accurate? Trading Policy and the impact of the blackout periods. Note that
personnel in the Equity Compensation department may also

Restricted Stock:
estricted Stoc qualify as “Insiders.” Establish and document a process to block

An “Insider” is any person with possession of material, nonpublic stock plan transactions of all employees classified as Insiders.

information about a company regardless of how they acquired that Develop a process to maintain the Insider list and notify

information. Examples of Insiders include, but are not limited to: employees of their status as an Insider.

¢ Corporate officers, directors, and certain employees The Legal department plays an important role in providing pre-
o Friends, business associates, family members, and other “tippees”  clearance to an Insider to trade. Pre-clearance from Legal should

of such officers, directors, and employees specify a limited time period and a maximum number of shares
o Employees of law, banking, brokerage and printing firms who were ~ t© trade. Legal personnel may also qualify as Insiders.

given such information to provide services to the corporation

15 http://www.sec.gov/answers/insider.ntm.
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Restricted Stock Units:
Same as restricted stock.

to understand when they qualify as an Insider. For example,

Illustrative Controls

Establish, document, and
implement an Insider Trading
Policy.

Illustrative Test of Controls

Verify the policy is documented.

Test that the established policy
was followed.

Establish a process to identify
permanent and temporary
Insiders. Include a process to
keep the list current and notify
Insiders of their status as an
Insider.

Verify the process is docu-
mented. Test that the estab-
lished process was followed.

Establish and document a
process to block stock plan
transactions of all employ-
ees classified as Insiders. To

Select Insiders and verify that
the employees’ stock plan
accounts are blocked without
pre-clearance from Legal

monitor stock transactions
associated with the payment
of withholding tax, require pre-
clearance from Legal before the
vest date.

department.

Q44: How are Blackout Periods Controlled?

Restricted Stock:

A blackout period is a period during which the securities of a
corporation cannot be traded by Section 16 Insiders and others
who have access to material, nonpublic information about the
Company and its affairs. Blackout periods are sometimes referred
to as a “closed window.” A blackout period is established by the
Company and communicated to any affected parties in advance
of, or concurrently with, the action triggering a blackout period.
Blackout periods may be triggered by a wide range of events
during which stock plan transactions may be prohibited. Many
companies prohibit all trading by officers and directors outside of
open trading windows, so that all other times are considered to be

blackout periods by default.

Buying or selling stock during a blackout period may carry regu-
latory risk, negative company publicity, and the risk of market
fluctuation. Even inadvertent trades during a blackout period can
create problems. For example, an employee may have an outstand-
ing limit order. (A limit order is an order to buy or sell a security
at a specific price.) The order to buy or sell may be triggered dur-
ing a blackout period. The execution of the trade generally quali-
fies as a prohibited transaction during the blackout period. Equity
Compensation should work closely with the company-designated
broker to ensure the broker does not process trades during a
blackout period. When multiple brokers are used, additional

controls must be implemented.

Primary responsibility for compliance with blackout periods

resides with the employee, not the company. Employees need

many employees may not know to consider themselves Insiders
after overhearing a conversation containing material, nonpublic
information in the company cafeteria, and yet this would result
in classification as an Insider. Employees also need to understand
their personal responsibilities to comply with blackout periods
and the consequences of not complying with the Insider Trading
Policy. Develop and implement a program to educate appropri-
ate employees of responsibilities regarding blackout periods.
Educating employees is the cornerstone of compliance with the

restrictions for Insiders and should not be underestimated.

Restricted Stock Units:
Same as restricted stock.

Illustrative Test of Controls

lllustrative Controls

Al Establish and document a
policy with company-desig-
nated broker(s) to comply with
blackout period restrictions.

Verify the process is docu-
mented. Test that the estab-
lished process was followed.

Pl Develop and implement an
ongoing program to educate
Insiders and potential Insid-
ers of responsibilities regard-
ing blackout periods.

Confirm appropriate parties
participated in the education
program.

Q45: Are Rule 10bs-1 Trading Plans Used?

Restricted Stock:

A Rule 10b5-1 trading plan is a set of trading instructions with
respect to company stock. In Rule 10b5-1, the SEC provided for

a potential affirmative defense (in the nature of a “safe harbor”)
from Insider trading violations where a person has entered into

a plan that gives pre-determined trading instructions (such as to
buy or sell company stock at predetermined times and prices). The
use of 10b5-1 trading plans varies. If restricted stock vests during
a blackout period, an employee may be prohibited from selling
shares to pay the tax that is due. 10b5-1 trading plans are fre-
quently used to permit the sale of stock in these circumstances. If
an Award Agreement includes language that requires stock to be
sold to pay for the tax, a 10b5-1 plan may not be required. Some
advisors also recommend a 10b5-1 trading plan when a company
withholds shares to pay for the tax, since this is essentially a “sale”

to the company.

The 10b5-1 trading plan is a predetermined process that allows

trading during blackout periods. The original trading plan should
be entered into outside a blackout period and during a time when
the Insider does not possess any material, nonpublic information.

The process should be clearly defined and include a written
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formula as to when transactions will occur and the shares that Develop and document a process to handle requests to Equity
will be sold. The plan does not have to be all inclusive (i.e., some Compensation that are inconsistent with standard procedures or
awards can be held outside the 10b5-1 trading plan). Once a that may seem inappropriate. Equity Compensation personnel
10b5-1 trading plan is in effect, the Insider should not influence should have access to raise such requests to appropriate personnel
when or whether the trades scheduled under the plan take place. such as:

The Insider may terminate the plan or make modifications to the Leoal
plan during an open trading window provided they do not possess ¢ et

o Compliance Officer

any material, nonpublic information at the time of the change.

Internal Audit/Financial Accounting

Ethics Officer

For purposes of this publication, we have assumed that the 10b5-1  © Whistleblower Hotline

trading plan is limited to the sale of shares (or the shares with-

Form 4 is required to be filed for trades executed under a 10b5-1

trading plan.

Restricted Stock Units:
held) to pay the tax. A general discussion of 10b5-1 trading plans Same as restricted stock.

is outside the scope of the current publication. Refer to the CEPI
publication “GPS - Stock Options” section 9.7 for a detailed

. . _ . lllustrative Controls lllustrative Test of Controls
explanation of and best practices for 10b5-1 trading plans. This
publication can be downloaded from http://cepi.scu.edu. gl centify key departments Verify that the process is docu-
and appropriate personnel mented. Test that the estab-
Restricted Stock Units: to comply with various legal | lished process was
Same as restricted stock. requirements. Develop a pro- | followed.

cess to keep updated on key
decisions and other relevant

lllustrative Controls lllustrative Test of Controls matters.

i@l Develop, document, and Verify that the process is docu- Y3 Develop and document a Request confirmation that all
implement a program to mented. Test that the established process to handle non- actions during the period were
support 10bs-1 trading process was followed. standard and inappropriate | appropriate.
plans for the sale of stock or requests.

withholding of shares to pay
the required tax on awards.
Advise General Counsel in

9.4. OUTSOURCING

the establishment of and 9.4.1. Even though a third-party may be utilized to handle
approval of trading plans. all or part of administrative and record-keeping functions, the
Company retains ultimate responsibility for meeting its legal
Q46: Does the Equity Compensation Department requirements. Close coordination is required with the brokerage
Have Access to Appropriate Internal Personnel? firm(s) and/or third-party administrator regarding:
Restricted Stock: e Form 3,4,and 5

Equity Compensation implements and administers stock plans

Rule 144 filings

based on information provided by other departments. To comply Insider list

with legal requirements, Equity Compensation must be apprised

Blackout periods

timely of relevant decisions and have access to Legal, Board of

10b5-1 trading plans

Directors, Internal Audit, and external auditors.

Special attention should be paid to understanding the stock
plan system functionality as it pertains to legal requirements,

especially blocking the trading activity of Insiders.
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A full discussion of

accounting treatment for

changes in employment

status falls outside the

scope of this document.

Changes of Employment Status

10.1. INTRODUCTION

Equity awards are granted to employees as part of
their compensation package. Subsequent changes of
employment status may affect outstanding awards.
Changes of employment status include resignations,
regular or early retirements, for-cause terminations,
layoffs, changes between part-time and full-time

status, leaves of absence, disability, and death.

10.2. OVERVIEW OF CHANGES
OF EMPLOYMENT STATUS

10.2.1. The Plan defines the impact of changes of
employment status on outstanding awards (e.g.,
the vesting schedule for unvested restricted stock).
Human Resources identifies changes of employ-
ment status and advises Equity Compensation.
Equity Compensation or the third-party admin-
istrator records the impact of the change of status
in the stock plan database. Frequently companies
choose to advise the employees about the impact of
the change of employment status on the outstand-
ing awards. The change of employment status may
have potential tax and accounting implications.
These issues and associated controls are discussed
in more detail in Questions 47 to 52.

10.3. CONTROLS ASSOCIATED
WITH CHANGES OF EMPLOYMENT
STATUS

Q47: Have the Unique Requirements
of Each Plan Been Followed?

Restricted Stock:

As discussed in paragraph 3.3, Question 1, each
Plan may have different requirements for handling
changes of employment status. A change of employ-
ment status typically impacts the vesting schedule.
See Exh