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Director of Technical Application and Implementation Activities and EITF Chair
Financiatl Accouniing Stardards Board

401 Memitt 7

P.0. Box 5116

Norwalk, CT G68536-5116

Dear M1, Smith:

The purpose of this letier is i formally request that the Financial Accountung Standards
Board (“FASB™) evaiuate the FASE ctaff’s recently expressed view on the definition of
“orant date” under Statement of FMnancial Accouniing Standards No. 123 (revised
2004), i.e., “FAS 123R”. At a mimmum, we believe this FASB statf view should only
be adopted after the FASR staff follows its articulated procedures for issuing a FASB
Staff Position (“FSP’) or the issue is brought before the Emierging issues Task Force
(“FITF).

Tins letter addiesses the foliowing:
e QOur Understanding of the FASB Staff View on the Definition of Grant Date;

 Implementation Consequences of the FASB Staff View on the Definition ot Grant
Diate:

e Definition of Grant Date under Applicable Accounting Literature;
e Issues with the FASB Staff View on the Definition of Grant Date; and

o Our Pownt or View

Our Undersianding cf the FASB Staff View on ‘Ihe Definition of Grant Date

It is our understanding that the FASB staff recently expressed ifs view on the detinjtion
of grant date under FAS 123R tc the Big 4 accounting firms. According to the FASB
staff, there 1s 1o grant date wintid the terms of an equity award are cormmunicated to
those individuals receiving an award. They believe that there cannot be a mutual
understanding of the kev icrms of the award between the employer and the employee
until this communication takes place, even if that contmunication takes place within o
“reasonable” period of time after the award is approved (by the compensation
commuitiee or the board, whichever is applicable). Apparently, the FASB stait aiso
stated that FAS 123K clarified the definition of grant date and thus. the effective date
for this view 1s the same as the date of adeption of FAS 123R.
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Implementation Consequences of the FASB Staff View on the Defirition of Grant
Daie

Under APB Opinion 25 and Original FAS 123, the accepted practice for determining
the grant date has generally besn the date of a board’s or a compensaticn commitiee’s
approval of the terms of the grant, provided that those terms are cemmunicated to
affected individuals within a reasonable period of time following such approval. For
most companies, particularly comparies with global operations and equity-grant
participants al! around the world, it is very rare that this communication happens on the
actual date of the board or compensation conimittee meeting.

Since the recent FASE staff view changes the currently accepted practice for
determining the grant date, the consequences are such that comparnies are left with
alternatives that are impractical, éifficult to implement admiristratively, and contrary {0
good corporate governance practices.

Alierratives Available io Companies
The aiternatives available to companies inciude the foliowing:

o Grent Date for Purvoses of Determining ihe Exercise Price is the Date of
Communication—-in this case, the date of communication is the grant date for
purposes of determining the exercise price. Of course, companies would need to have
a process in place for determaining and tracking when the communication occurs
\whiah most do not and which is administratively burdensome). Also, most plan
documents do not define the grant date as the date of comnunicaiion. Rather, the
grant date is the date of the board/compensation commiitee approval. Companies
would have to amend their plans and ihese anwadments would need to be carefully
drafted to ensure there are no unintended conseguences (e.g., tax issues). Another
significant issve is that every participant could conceivably have a difierent grant date
with a different exercise price, and that is very impractical from an administiaive
point of view and unacceptable to companies because of the communication
challenges tc employees and an avererching issus of “fairpess”—imagine two people
sitting next to each other and one receives the communication when the stock price 1s
$X and the other receives the communicaticn when the stock price has risen to $X
plus 10 percent.

e Communicate the Terms Prior to the Approval by the Board or Compensation
Committee—Under this scenario, all of the key terms of the grant would be
communicated on or before the date of the approval by the board or the compensation
committee. On the date of board/compensation committee approval, the excrcise
price is established and this is communicated electronically (web-based or email).
There are numerous issues with this approach.
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The first is a governance issue. In many cases, the board/compensation committee
approves the specific awards {(sizes and ferms) for the Section 16 officers and it also
approves the aggregate peol for equity awards to participants below the Section 16
afficer Jevel {often including ranges for each level or salary grade}. In our view, it
would not be appropriate to communicate anything unti] the beard/compensation
commitiee actually approves the awards and the aggregate size of the pool,
Otherwise, the Company and the board/compensation committee could be accused of
simply being a “rubber stamp.” This would centainly not be considered a "best
practice” from a corporate governance perspective. This approach could aiso present
difficult employee relations issuesg, where the board/compensation committee did not
approve the “expecied” awards.

If communication of an award prior to the board/compensation committee approval is
not viable, this means the date of communication would need to happen on the same
date the awards are communicated io participants. Theoretically, this could be done
via emails or the web, but for most companies. they would need to modify their
systems in order to communicate award information on the same date (and this could
take time given ail of the modifications companies have been required to implement
in order to comply with Sarbanes-QOxley). This is also not an ideal form of
communication since many companies helieve that communcation should be more
personal/tailored and many companies have implemented procedures to comply with
Sarbanes-Oxley audit requirements that require advance notification of an award to
an individual’s manager prier 16 notification to the employce. Also, for companies
that grant awards cuiside the U.S,, it may actually be illegal in some countries to
communicate an award until certain governmental approvals are achieved.

o Board er Compeasation Commistee Approves the Terms and Fixes the Exercise
Price in the Futire When the Awardx Can e Communicated—This alternative
addresses the corporate governance concern expressed above with respect to seeking
approval after the awards have been communicated. However, it still can be
problematic from a corporate governance perspective if there are sigmficunt changes
in the stock price frem the date of the board/committee approval to the date when the
price becomes tixed. Vor example, the compensation committce may decide that the
exercise price will be fixed one month subsequent to the date of the compensaton
cominittee meeting, thinking that onc month is a sufficient time period to ailow for
the communication of the award. In that interim month, the stock price couid change
dramatically, and if ihe Comnmittee had known, they may have adjusted the size of the
awards.
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The other issue with this approach is that the grant date is potentially subject to
manipulation. For example, a company could conceivably communicate all of the
terms of the award and then waif to set the price when it believes it is most
advantageous.

¢ Schedule an Additional Board/Cemmittee Meeting to Approve the Price Unce the
Other Terms of the Grant have been Communicated—Ttrom a corporate govemance
perspective, this is probably the best solution, The board/compensation comnitee
would meet to approve the award sizes and key terms, except exercise price.
Subsequent to this meeting, the awards are commuricated to employees. The
beard/compensation commttee meets again after all communications have been
made and sets the exercise price. This is communicated electronically on the date of
the board/compensation commitiee meeting. Obviously, one significant disadvantage
to this approach 1s the need to schedule an additional board/compensation committee
meeting, simply to approve the grant date stock price. Another disadvantage is that
companies will still need to modify their systems in order to communicate the
exercise price on the date of the board/compensation committee approval.

» Fix All Terms at the Daie of the Board/Compensation Committee Meeting and if
Date of Grant Stock Price is Different, Result is a Premium or Discournted Stock
Optien Graai—¥With this approach, the board/compensation committee establishes
all of the terms of the awards, including the exercise price at the board/compensation
meeting. The awards are communicated subsequent to the board/compensation
commititee approval. Since the grant date 15 the date of the communicaticn, if the
stock price changes from the date of grant, a stock option grant may be a premium
stock option or a discounted stock option.

This is not an attractive appreach either for a number of reasons. Companies must
determine the fair value cost of all of the awards and even if the exercise price is the
same, the stock price on the date of grant may be diffarent for every award. It is
cumbersome and costly to determine the fair values of muitipie awards that were
intended to be identical (i.e., only one fair value calculation}. The other issues are that
this may have coniractual and tax consequences. Under most plan documents, the
grant date is the date of the board/committee approval and most plans preclude the
granting of discountad stock options (which would occur if the stock price increased
after the exercise price had been established by the beard/compensation commitise).
Also, if the date of communication is considered the date of grant for tax purposes,
this may also resujt in the grant of a discounted stock option which would have
ONerous consequences under Secitons 162{m) and 409A of the Internal Revenue
Code. One of the requirements to quaiify compensation as performance-based under
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Secuon 162(mn) s that the exercise price caunct o2 less than the frar raarket valve oa
the date of grant.

Definition of Grant Date under Applicable Accovpting Literature

Under APB Opinion 25, ithe measureraent date for an equity awaid is the first date the
price (o be paid. if arty, and ihe namber of sirares to be awarded to an individual is
kinown. Poi 11XxcG awaras, this daic 1s ihe grani date {1.¢., the daie of ihe
board/compensation comniitee approval). In paragraph 365 of FAS 123 the grant dace
is defined as “the date at which an employer and an employee have a inutual
understanding of the tevpis of a siock-based coinpensation award. The empioyer
becomes contingantly Gbiigated on the grant date 1o 1SSie cguity insiriaaents or tiansfer
assets to enplovees who fulitll vesting reguirerients.” FAS 123 did not expand any
furiber on the detininon of grant date, but accepied practice was {0 estabiish the grant
date ou the daie of the boaid/compensation conmmiitee approvat because ihis was the
date the employer becomes contingently obligated to issue equity instruments or
transfer asseis to empioyee who fultili vesiing requirensents.

FAS 123R expands on the detinifion of grant date. Specifically, grant date is defined in
Appendix E as:

“The date at which an employer and an empleyee reach 2 mutaal understanding of the
key terms and coaditious of a share-based payment award. The emaployer becomes
contingently cbiigated on the grant date to 1ssue equity instruments or transfer assets to
an empioyee whe renders the requisite service. Awards made under an arrangement that
i& subject to sharchoider approval are not deemed fo be granied untif approval is
obtained unless approval is perfunctory, for examplce, if management and the members
of the board of directors control enough votes to approve the arrangement. Similarly,
individual awards that are subject to approval by the beard of directors, maragement, or
both are not deemed to be granted until all such approvals are obtained. The grant date
for an award of equity instruments is the date that an employee begins to benefit from,
or be adverscly affected by, subsequent changes in the price of the employer’s equity
shares,”

In Appendix B of FAS 123R, Basis for Conclusions, paragraph B49 secms to be very
clear regarding the definition of grant date. It states that the definition of grant date is
cssentially the same as in Statement 123, which in turn is essentially the same as the
notion of grant date used in practice under APB Opinion 28, The FASB
acknowiedged in paragraph B49 that because it sometimes may be difficult to
determine when a2 matual understanding of the key terms and conditions has been
reached, the Board decided to clanify the concepts underlying the definition of grant
date by adding the fcllowing sentence to the definition in Appendix E, “the grant date
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for an award of eguity instrurnents is the date that an empioyee begins to benefit from,
ot be adversely affected by, subseguent changes in the price of the employer’s equity
shares.”

Reasons Why the FASB Siaff View on the Definition of Grant Date Should be
Evaluated

First, we believe that paragraph B49, as discussed above, already clarified the definition
of grant date o be the date that the emplovee henefits from or is adversely affected by
the stock price. Clearly, the Board recegnized that it may be difficult to determine the
date of mutual understandimg and felt 1 was necessary to add that ciarification. Also,
the statement that the grant date is essentially the same s under APB Opinion 25 and
FAS 123 appears 1o be a clear infent by the Board to continue the current practice.

Besides the significant implementation consequences discussed above, we believe there
are other issues with the FASB staff’s position. The FASB stait has stated that the grant
date cannot occur until there s a “mutual” understanding of the key terms of the award
and this cannot occur uniii the award 1s communicated. For most equity awards, we
would question whether there 1s ever a “mutual” understanding of the terms. It is
unusual for many companies o actually require acceptance of an award (anless there is
a noncompete or clawback provis:on, or there are local country tax laws that require
acceptance in order to establish a grant date for tax purposes). For many compames, the
communication is “one-way’ becausc there is nothing that an employee needs to agrec
to in order to receive the award. In fact, the acceptance of an award 1s often perfunctory.

In its definition of grant date, FASB incorporates the concept of “perfunctory approval”
with respect to awards that are granted contingent ¢n subsequent sharehoider approvai.
Specificalty, the grant date for accounting purpeses cannot occur until shareholder
approval is reccived, unless the approval is essentially a formality (or perfunctory). It
seeris 1o us that with the majority of equity awards, this concept coulc be extended to
the requirement of a mutual vonderstanding. In essence, the mutuat anderstanding 1s a
formality or pertunctory.

Another reason concerns the snannetr ik which the change in practice was
commumcaied. We are troubled that this posiion was not at least stated in an FSP,
which would atlow constitueats an opportunity to comment,

Our Peint of View

We believe the grant date should be the date the employee begins to benefit from or be
adversely atfected by the stock pnce. We do not believe that comymunication of an
award is critical since it is usualty after the date the individual is affected by stock price
changes, can be difficult to determine (which FASE seemed te acknowledge), does not
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represent & “mutual” understanding because the communication is often “one-way.” and

is generally only a formality because the individual would not decline the award
anyway (uniess there is a noncompete or clawback, or acceptance is necessary for tax
purposes). We also do not believe it is necessary to establish a “bright line” test for

when communications nzed to occur. Obviously, the communication should be within a

reasonable period of time after the beard/compensation committeg approval of an
equity-based award in order to ensure employees understand what they wiil receive in

exchange for their service to the company over the requisite service period. Good faith

communication efforts by companies granting equity awards should be sufficient. We
urge the FASB to rescind the guidance the FASB siaff communicated to the Eig 4
accounting firmas and clarify that the definition of grant date is the date the participant
begins to benefit from or is adversely affected by changes in the stock price, provided
that the communication of the key terms of the award are made within a reascnable
period of time, which is determined based on facts and circumstances.

If you have any questions regarding this letter, please contact me.
Sincerely,

Hewitt Associates LIC

Roberta D. Fox

RDEF:jh

AAINTFASB/AHROST 2
cc: Mr. Robert H. Herz, Chairman Financial Accounting Standards Board

Mr. Donald T. Nicolaisen, Office of the Chief Accountant, Securities and Exchange

Commission
Mr. Allen L. Beller, Director, Division of Corporation Finance, Securities and
Exchange Commission
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