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Certifled Equity
Professional Institute

25 Internal Controls You Should Have
for Your Stock Plans (But Don't)

Emily Cervino, CEP, Certified Equity Professrmtgilite
Matt Roberts, Fidelity Stock Plan Services
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Background

Certified Equity Professional Institute
— Santa Clara University, Santa Clara, CA

— Theeducational standard for equity compensatisiopatdes

Accounting, Corporate and Securities Law, EajatioR)an Design, Analysis, anc
Administration

— Education and certification since 1989
— Expanded into research in 2007
GPS: Guidance | Systems | Procedures
NQSO
RSA/RSU
Global Stock Plans
Coming Soon — Performance Awards!
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Need for Guidance on Internal Control

Major changes with SOX 404 and FAS 123R
— Substantial impact on administration and gudy cbmpensation plans

Players don’t always fully understand equity cosapiem
— Need tools to better understand equity compieinsabon
— Focus on relevant issues and areas of risk

Stock plan database
— Not integrated with other systems

— Manual manipulation
— Potential for operational and compliance breakdowns

All relevant parties need guidance on risks anilaisno
mitigate the risk
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Key Financial Controls

Fair value of the expense and the amortizaticydpsri
determined on the grant date and is based upamt®zlying
terms of the grant

Areas of focus include —
— Data integrity

— Grant process

— Valuation

— Reporting

— Other issues
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Data Integrity

Reconcile the shares

— Reconcile database reports monthly
— Reconcile employees in the stock plan datalihseHKtBystem monthly

— Quarterly compare year-to-date to quarterly reports
— Reconcile shares monthly with the transferchesken

Reconcile total income and tax withheld from tio& gtlan
database to the payroll records

Reconcile the total cash received to the stockdalabase
records
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Data Integrity

Establish appropriate controls to track non-stahdaards,
e.g., performance awards

— Limited ability to track in stock plan database
— Use of spreadsheets to track awards

Track all post-dated transactions

— Monthly report the number of post-dated traresadtiopa reasons for the
transactions

— Compare the results to the previous periods
— Perform root-cause analysis
— Recommend steps to minimize problems in the future
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Grant Process

Formalize the approval process
— Have the grants been approved by the approfytate pa
— Was the approval received by the grant datetadriie

Establish and publish grant dates in advance

— Improved transparency avoids appearance oftimanipula
— Schedule award dates to coincide with an open windo
— Non-US implications
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Grant Process

Standardize the grant terms
— Minimize errors when recording options

— Stock plan database records can be easily scal@méifytinappropriate
grant dates

Notify employees on a timely basis

— Timely communication

— Documentation that employees notified

— Appropriate disclosures

— “Mutual understanding of terms” of performarse award

Timing of grants
— Inclusion in financial reports for grants ispusateatend
— Collect tax during blackout periods
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Valuation

Create a consistent approach to valuing awards
— Determine approach to gathering expected tepticaissum
— Determine approach to gathering volatility assumpti
— Apply methodology consistently on an annualmiasady()

Note: Increased focus should be performedda thisea current economic events.
The impact on stock prices and underwater awaate edarge impact on future

assumptions.

|dentify valuation needs for new award types
— Valuation needs differ among award types

Performance award valuations will most likely ¢hffen standard option
and/or restricted stock awards

— Valuation expertise differs from more tradstobn@cBoles

Treatment of forfeiture rate assumptions vs. réomgf actual forfeitures
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Reporting

Review administrative system functions to enswégee an
understanding of the underlying calculations an res

— Expense allocation
— Forfeiture rate calculation
— Diluted EPS

Ensure the information included in the underlyi) 23R reports are
accurate, complete, and valid

— Is there a monthly / quarterly process to endataltase reflects all in period
activity (new grants, exercises, and cancellations)

Identification and treatment of modified awards

— Coordination between the administration anthgdomations to ensure
modifications are identified for the propenragt@atment

Timely communication of terminations can impaetdt@unting treatment
of awards cancelled

Review the proper treatment for awards canceled basperformance
conditions (market based vs. non-market based)
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Reporting (cont.)

Non-substantive vesting (e.g., retirement eligiblmoval of
risk of forfeiture)

— Process created for the identification and efaekirement eligible
employees

— Rules consistent across all plans
— Understanding / satisfying contingencies in @malgsgements

Liability awards

— Process to handle valuation during servicenpemadkato-market from
vest through settlement

— ldentification of awards classified as reghilitygakccounting
Awards that settle in cash
Awards where participants can determine settlement

— Impact of net settled awards on liability escoweding treatment
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Money Movement

Daily and monthly reconciliation between plantgcind
share movement and tax withholding with the Stvend

Payroll functions

Ensure taxes are being withheld to meet miniminmolding
reguirements

Ensure only authorized individuals can requeddWAC of
shares between the Stock TA and the Broker

Segregate responsiblilities for the processingeoéxercises
from the collection of cash
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Questions and Contact Information

Emily Cervino, CEP

ecervino@scu.edu

Matt Roberts

Mathew.Roberts@FMR.COM
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