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Background

The recent flurry of attention surrounding option “backdating” has caused many
companies to reexamine their historical accounting practices related to stock
compensation accounting and, in doing so, identify potential accounting issues. In an
effort to help companies resolve certain issues associated with option granting practices,
the Chief Accountant of the Securities and Exchange Commission (SEC) released a letter
last week summarizing the staff’s views on a number of topics (primarily related to the
determination of the accounting grant date for awards of stock and stock options). The
new SEC Chief Accountant, Conrad Hewitt, noted that the views expressed in the letter
“will assist in the resolution of accounting issues that have been raised during reviews of
past stock option grants in a way that benefits investors and the capital markets.” The
letter’s focus is on accounting. While certain past practices may also raise concerns from
a legal, regulatory, and tax perspective (as well as questions regarding disclosures
outside of financial statements), the SEC staff letter does not address those areas.

Prior to the recent requirement to account for options (and other forms of equity
compensation) on the basis of fair value, the accounting framework was provided by
APB Opinion No. 25, Accounting for Stock Issued to Employees, and FASB Interpretation
No. 44, Accounting for Certain Transactions Involving Stock Compensation. Under
Opinion 25, compensation expense was determined based on an award’s intrinsic value
(a technical term for the difference between the price employees must pay to exercise
an option and the market price of stock) on the measurement date. Accordingly,
determining the appropriate measurement date was critical.

Opinion 25 defines the measurement date as the first date on which (1) the number
of shares that an individual employee is entitled to receive is known and (2) the exercise
price, if any, is fixed. Generally, the exercise price was intended to equal the market price
of the stock on the measurement date and therefore (under the intrinsic value model)
companies would recognize no compensation expense. The letter addresses situations in

As developments warrant, Heads Up is
prepared by the National Office Accounting
Standards and Communications Group of
Deloitte & Touche LLP (“Deloitte & Touche”).
For subscription information, see the back
page.

This publication contains general
information only and Deloitte & Touche is not,
by means of this publication, rendering
accounting, business, financial, investment,
legal, tax, or other professional advice or
services. This publication is not a substitute for
such professional advice or services, nor should
it be used as a basis for any decision or action
that may affect your business. Before making
any decision or taking any action that may
affect your business, you should consult a
qualified professional advisor. Deloitte &
Touche, its affiliates and related entities shall
not be responsible for any loss sustained by
any person who relies on this publication.

pÉéíÉãÄÉê=OUI=OMMS
sçäK=NPI=fëëìÉ=NP

få=qÜáë=fëëìÉW

• Background

• Guidance in the SEC Letter on
Determining the Measurement
Date

• Tax Accounting Considerations

• Next Steps

• Appendix: Illustrative Examples



which a company may have inappropriately determined a measurement date and, thus, recorded compensation
expense incorrectly under Opinion 25, including the following circumstances (see the Appendix for illustrations):

• Dating option awards as of a date prior to the actual award date,

• Granting option awards subject to completion of additional administrative actions,

• Granting option awards with terms that may be inconsistent with the provisions of a plan,

• Granting option awards where uncertainty exists as to the number of options each individual will receive,

• Granting option awards where the exercise price is set based upon a future stock price,

• Granting option awards to employees prior to starting employment,

• Missing or incomplete information regarding the granting of prior awards,

• Granting option awards prior to the release of important information to the market,

• Changing the terms of prior grants after releasing new information, and

• Documenting exercises of option awards as of an earlier date for income tax purposes.

The letter also makes clear that its conclusions have a limited application and should not be extended by analogy
or relied upon in any other circumstance.

Guidance in the SEC Letter on Determining the Measurement Date

In its discussion on assessing the correct date to use to measure the intrinsic value of an award (under the
circumstances listed above), the SEC letter highlights the underpinnings of Opinion 25. That is, the letter notes that
the final amount of compensation expense is measured when the terms of an award granted to an employee are
known and are no longer subject to adjustment. Additionally, the letter emphasizes that to achieve a measurement
date under Opinion 25, an individual must be an employee (thus, compensation expense of an award granted prior
to beginning employment would generally not, in the absence of pre-employment services, be measured until the
employment term begins).

Date the Terms Are Known — In many cases there will be little question about the date that the terms of an
award granted to an employee are known. The SEC letter indicates that this date will often be the date when the
“required granting actions” are completed. That is, the final amount of compensation expense will generally be
measured when actions necessary to comply with established governance provisions, option plan, and legal
requirements have been met. However, the letter indicates that, consistent with Opinion 25, unimportant delays
in completing the required granting actions do not always result in a delay in the measurement date.
Whether a delay in completing all required granting actions should lead to a later measurement date requires
careful consideration in light of the specific facts and circumstances.

Terms Not Subject to Adjustment — Equally important to determining the appropriate measurement date is
the requirement under Opinion 25 that the terms (exercise price and number of shares) be fixed prior to locking in
the measurement of expense. The letter highlights the underlying “principle” in addressing many measurement
date issues. That is, compensation cost (and a measurement date) is not fixed until the “the persons empowered to
make grants have determined, with finality, the terms and recipients of those awards.” Accordingly, in cases
where options are granted to (1) a pool of employees and later allocated to individuals or (2) individuals, and the
exercise price is subject to adjustment, a measurement date has not been achieved in either case prior to the date
on which the number of shares and the exercise price is known on an employee-by-employee basis. Likewise, in
situations in which the terms of an award are changed subsequent to the measurement date, the letter reminds
readers that Interpretation 44 requires variable accounting until the award is exercised, is forfeited, or expires
unexercised.

In evaluating prior grant actions and practice, some companies have not been able to locate “definitive and
complete” documentation supporting their past option-granting practices. In these cases, the SEC staff letter notes
that companies must consider “all available relevant information” in determining the appropriate accounting.
Further, the SEC staff notes that the accounting will depend on the individual facts and circumstances, encouraging
consultation on “unique” fact patterns.
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Tax Accounting Considerations

In considering prior grant actions and activities, a number of companies have become aware of information that
calls into question the amount or availability of income tax deductions associated with prior stock option grants. In
determining the appropriate accounting (prior to an entity adopting FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes; see Deloitte & Touche’s Heads Up on the topic), companies must consider the
guidance in FASB Statement No. 5, Accounting for Contingencies, and FASB Statement No. 109, Accounting for
Income Taxes. The SEC letter reminds readers that specific income tax determinations are governed by laws and
regulations of the taxing jurisdiction for the company and would not necessarily be affected by the applicable
accounting guidance.

Next Steps

While the letter provides insight into the SEC staff’s views on a number of issues, any conclusions a registrant
reaches will depend on individual facts and circumstances, including whether the registrant has engaged in
activities to “disguise” the nature of the granting actions. Additionally, the financial reporting for issues identified
as being associated with prior awards is only one, among many, implications to be addressed related to option
grant activity. Accordingly, companies encountering issues with prior option-granting activities should consider
consultation with tax, accounting, legal, and other advisors regarding the impact of past grant actions.

Companies that determine their prior accounting to be in error, and determine those errors to be material, should
restate their financial statements to reflect the correction of those errors. Evaluation of materiality requires a
consideration of all relevant facts and circumstances. Qualitative factors (for example, if the error is
intentional) may cause misstatements of quantitatively small amounts to be material. When disclosing
these matters, it is important that the registrant address more than the accounting restatements themselves, but
also discuss the circumstances that gave rise to the errors. Generally, previously filed reports containing financial
statements determined to be materially misstated require amendment. The staff understands that errors related to
the issues addressed in this letter may affect several years of filings and that companies may believe that amending
all of the affected filings is unnecessary. Companies that propose to correct material errors without amending all
previously filed reports should contact the staff of the Division of Corporation Finance.

The text of the letter, as well as a press release announcing it, can be found on the SEC’s Web site.

http://www.deloitte.com/dtt/cda/doc/content/us_assur_Heads%20Up%20Uncertainty%20in%20Income%20Taxes.pdf
http://www.sec.gov/info/accountants/staffletters/fei_aicpa091906.htm
http://www.sec.gov/news/press/2006/2006-156.htm
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The following table provides examples illustrating certain topics and related guidance discussed in the SEC letter.
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Issue Example Application of the Guidance

Dating an option
award to predate the
actual award date

The number of options that an individual
employee will receive and the exercise
price are agreed to and approved by the
compensation committee (which has been
empowered to make grants) on June 30.
The exercise price is set based upon the
price on June 5 and the company
prepares documentation relating to the
award with an “as of date” of June 5.

Opinion 25 defines the measurement date as
the first date on which are known the number
of shares an individual is entitled to receive
and the exercise price. In this case the
measurement date would be June 30,
assuming all other conditions to achieve fixed
accounting were met.

Option grants with
administrative delays

Company B receives oral authorization
from the Board of Directors on June 30 to
grant options to employees; however, the
written approvals are not received until
July 31. The number of options each
individual employee will receive and the
exercise price are known on June 30 when
the Board provides the oral approval.

In situations where, after consideration of all
of the facts and circumstances, it can be
demonstrated that the awards were
determined “with finality” when oral
authorization was obtained, a measurement
date under Opinion 25 can occur prior to
completion of finalization of the remaining
administrative steps (e.g., June 30).

However, if evidence shows that in some
instances the company retracted awards or
changed any terms of an award prior to
completing all granting actions, then the staff
believes the company operated as if the terms
were not final and the measurement date
would be July 31 for all the option awards
granted pursuant to the oral authorization.

Validity of prior grants
is questioned because
the option plan
prohibits the granting
of in-the-money
options

Company C grants options to employees
in 2001. During 2001, Company C
accounted for the options as being issued
at the money. Subsequently, after
considering its prior granting actions,
Company C concludes that the
measurement date used for accounting
purposes was not correct. Additionally,
after determining the appropriate
measurement date, Company C concludes
that the options were in fact in the
money when granted in 2001.

It would be appropriate to account for the
awards as fixed options with a measurement
date on the date the terms and recipients are
determined, assuming the following
conditions are met:

1. The company has, as applicable, been
honoring the awards and settling in
stock;

2. The company intends to honor
outstanding unexercised awards and has
a reasonable basis to conclude that the
most likely outcome is that the awards
will be honored; and

3. The company intends to settle the
outstanding unexercised awards in stock
and has a reasonable basis to conclude
that it will be able to do so (even if such
settlement is not entirely within the
company’s control).

When a company cannot conclude that it will
be able (or intends) to settle the awards in
stock, further analysis of the facts and
circumstances will be required.
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Issue Example Application of the Guidance

Uncertainty as to
individual award
recipients

On December 5, the compensation
committee of Company D (which has
been empowered to make grants)
authorized an aggregate number of 1
million shares to be granted to
employees. The compensation committee
indicated that although the grant was
approved, management had the ability to
allocate the awards to individual
employees as deemed appropriate. The
exercise price of the options is set at $15
to equal the quoted market price of
Company D’s shares on December 5.
Management allocates the shares to
individual employees and begins the
communication process on December 29,
when the quoted market price of
Company D’s common stock is $21 per
share.

The number of shares an individual employee
is entitled to receive is not known “with
finality” until December 29. In this case,
management had discretion in allocating the
awards, thus the measurement date would
not occur prior to the date when the
allocation was finalized.

However, if management’s role were limited
to ensuring the awards are granted according
to definitive instructions provided by the
compensation committee, the measurement
date may be the date the awards are
approved (December 5), assuming the
instructions specified how many awards were
to be granted to each employee level. Under
this scenario any adjustments made to the
terms of the awards subsequent to the
measurement date would result in a
modification.

Exercise price set by
reference to a future
market price

On July 25 Company E grants options
without a stated exercise price. Rather,
the terms of the award indicate that
exercise price will be based on the lowest
quoted market price between July 25 and
August 25.

The terms of the award are not known “with
finality” prior to August 25. Thus a
measurement date is not established prior to
the resolution of the contingency period.
Accordingly, the staff points out that variable
accounting would be required until the
contingency is resolved; once resolved, a
measurement date would occur and variable
accounting would cease.

Grants prior to the
commencement of
employment

Company F extends an offer of
employment to a prospective employee,
and the individual accepts on June 15. At
that time all terms of an option grant are
finalized, but the individual does not start
employment until July 1.

In this case, the accounting will be
determined based on whether the individual
provided any services to the company prior to
employment.

If the individual did not provide any services,
the measurement date would be July 1.
Compensation would be recognized for any
difference between the exercise price of the
option and the market price on July 1.

If the individual performed services, such as
consulting, prior to commencement of
employment, then the accounting in FASB
Statement No. 123, Accounting for Stock-
Based Compensation and EITF Issue No. 96-18,
“Accounting for Equity Instruments That Are
Issued to Other Than Employees for
Acquiring, or in Conjunction with Selling,
Goods or Services,” would apply. Once the
individual becomes an employee, the change
in status would need to be evaluated in
accordance with Interpretation 44.
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Timing of option grants Company G grants options on June 29, and
on June 30, releases to the public
favorable information that is expected to
result in an increase to the stock price.

The question regarding this practice is
whether there should be an adjustment to
the market price at the measurement date
of June 29 for the purpose of measuring
compensation costs. The staff cites
paragraph 10(a) of Opinion 25 and states
that the market price on the measurement
date should not be adjusted.

Changes to option
grants due to the
release of new
information

Company H grants options on June 30, and
then, on September 30, releases to the
public negative information that results in
a decrease in the stock price. Company H
then lowers the exercise price on the
previously granted options.

A reduction in the terms of the award
(exercise price) is considered “repricing,”
and variable accounting (following the
guidance in Interpretation 44) would be
required from September 30, the date of the
modification.

Issue Example Application of the Guidance
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