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¸ƻǳǊ нллт ŀǳŘƛǘ Ƴŀȅ Ŧƛƴŀƭƭȅ ōŜ ŎƻƳǇƭŜǘŜŘΣ ōǳǘ ŘƻƴΩǘ break 
out the bubbly just yet because your work is not over.  The 
grace period for IRS Section 409A is coming to an end on 
December 31, 2008 and ongoing FAS 123R and stock option 
backdating issues must be kept under control.  Ignore these 
complex issues and like that first mole in the game of Whac-
a-Mole, the errors will multiply and quickly become out of 
control.  Most likely they will be uncovered at the start of 
ȅƻǳǊ ƴŜȄǘ ŦƛƴŀƴŎƛƴƎΣ ǿƘŜƴ ȅƻǳΩǊŜ ǊŜŀŘȅ ǘƻ ǎŜƭƭ ǘƘŜ ŎƻƳǇŀƴȅΣ 
ƻǊ ŀǎ ȅƻǳ ǇǊŜǇŀǊŜ ǘƻ ǘŀƪŜ ǘƘŜ ŎƻƳǇŀƴȅ ǇǳōƭƛŎ Χ ǘŀƭƪ ŀōƻǳǘ 
bad timing. 
 
 
 
 
 
 
 

If organizations want to stay in control, then they must focus 
the same amount of attention on stock option valuation as 
they do to other aspects of their financial reporting.  The 
latest trap for privately-held companies is calculating the fair 
market value of the common stock that will serve as the 
exercise price for their employee stock options.  The 
competing guidance under FAS 123R and Sec. 409A makes 
this a game your organization must win. 
     

[ŜǘΩǎ ŦŀŎŜ ƛǘΣ ƛƳǇǊŜŎƛǎŜ Ǿŀƭǳŀǘƛƻƴ ƻŦ ǘƘŜ ŎƻƳƳƻƴ ǎǘƻŎƪ 
underlying employee stock options is a pervasive problem 
that venture-backed and other privately-held companies 
must address.  Prior to the new stock option expensing 
requirements under FAS 123R,  the new deferred 
compensation plan rules under Sec. 409A, and the stock 
option backdating scandals of 2006, relatively little attention 
was paid to how a company determined the exercise price of 
employee stock options.  But now, auditors, acquirers, the 

SEC, and the IRS are laser focused on valuation as it relates 
to equity compensation.  And, they have no intention of 
losing. 
 

Dan Kossmann, the Chief Financial Officer of Initiate 
Systems, Inc., knows something about the valuation game, 
having been the CFO for five organizations that went public, 
were acquired or received outside financing.  He notes that 
stock option administration and reporting has become a 
ƳƻǊŜ ƛƳǇƻǊǘŀƴǘ ǇŀǊǘ ƻŦ ǘƘŜ /ChΩǎ Ƨƻō because of the focus 
on financial reporting and expensing by the press, regulatory 
agencies, board members and auditors. As a result, 
companies should improve their administrative 
infrastructures because of the potential exposure.  In fact, he 
considers the administration of stock option plans an 
essential financial reporting function, similar to processing 
ǇŀȅǊƻƭƭ ǘŀȄŜǎΦ ά¸ƻǳ ƘŀǾŜ ǘƻ ƳŀƪŜ ǎǳǊŜ ǘƘŜ LΩǎ ŀǊŜ ŘƻǘǘŜŘ ŀƴŘ 
¢Ωǎ ŀǊŜ ŎǊƻǎǎŜŘ ōŜŎŀǳǎŜ ƴƻǘ ŘƻƛƴƎ ǎƻ ƛǎ ƴƻǿ ŎƻƴǎƛŘŜǊŜŘ ŀ 
ŘŜǊŜƭƛŎǘƛƻƴ ƻŦ ŘǳǘȅΣέ ǎŀƛŘ YƻǎǎƳŀƴn.   
 

The Overlap of FAS 123R and Sec. 409A 
 
Although option expensing under FAS 123R caused a great 
amount of confusion when it was first introduced, 
fortunately, stock plan administration systems were able to 
ƘŀƴŘƭŜ ƳǳŎƘ ƻŦ ǘƘŜ ŘƛŦŦƛŎǳƭǘ ƭŜƎ ǿƻǊƪΦ  ¢ƘŀǘΩs clearly not the 
case when it comes to common stock valuation and the 
overlap between FAS 123R and Sec. 409A where the old 
methods (i.e. discount to the last round of financing) are no 
longer acceptable.  John Hancock, a securities attorney with 
Foley Hoag LLP in Boston, advises financial executives that if 
ǘƘŜȅ ŀǊŜ ŀ /Ch ƻǊ ŎƻƴǘǊƻƭƭŜǊΣ ά¢ƘŜȅ ƘŀǾŜ ǘƻ ōŜ ŜȄǘǊŜƳŜƭȅ ǿŜƭƭ 
ǾŜǊǎŜŘ ƛƴ мноw ŀƴŘ плф!Φέ ²ƘȅΚ  .ŜŎŀǳǎŜ ŀƭǘƘƻǳƎƘ C!{ 
123R and Sec. 409A both address the valuation of options, 
the details of the rules differ in significant ways. 

 

άThe administration of stock option plans [is] an 
essential financial reporting function, similar to 
ǇǊƻŎŜǎǎƛƴƎ ǇŀȅǊƻƭƭ ǘŀȄŜǎΦέ 
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¢ƘŜ LƴǘŜǊƴŀƭ wŜǾŜƴǳŜ {ŜǊǾƛŎŜ ǊŜǉǳƛǊŜǎ ŀ άŦŀƛǊ ƳŀǊƪŜǘ ǾŀƭǳŜέ 
approach under Section 409A and provides specific safe 
harbors for valuing the common stock underlying employee 
stock options of privately-held companies.  If a stock option 
with standard time-based vesting does not satisfy the 
requirements of Sec. 409A because it is granted at a discount 
to fair market value, the IRS imposes significant penalties.  
The Financial Accounting Standards Board, which governs 
GAAP financial reporǘƛƴƎ ǎǘŀƴŘŀǊŘǎΣ ǊŜǉǳƛǊŜǎ ŀ άŦŀƛǊ ǾŀƭǳŜέ 
approach to valuation and recommends use of the AICPA 
ǇǊŀŎǘƛŎŜ ŀƛŘ ŜƴǘƛǘƭŜŘ ά±ŀƭǳŀǘƛƻƴ ƻŦ tǊƛǾŀǘŜƭȅ-Held Company 
9ǉǳƛǘȅ {ŜŎǳǊƛǘƛŜǎ LǎǎǳŜŘ ŀǎ /ƻƳǇŜƴǎŀǘƛƻƴΦέ 
 
Although it sounds simple, Kossmann refers to FAS 123R as 
άŀƴ ŀŘƳƛƴƛǎǘǊŀǘƛǾŜ ƴƛƎƘǘƳŀǊŜΦέ  YƻǎǎƳŀƴƴΣ ǿƘƻ Ƙŀǎ ǳǎŜŘ ŀ 
tool called Equity Focus to help automate stock option 
administration and reporting at his last two companies 
because it consolidates capitalization information and the 
documents related to valuation, ǎŀƛŘΥ άL ŘƻƴΩǘ ƪƴƻǿ Ƙƻǿ 
larger companies can do it without implementing a software 
system.έ 
 
Scott Goodwin, a partner at Wolf & Company in Boston, 
ŜŎƘƻŜǎ ǘƘŀǘ Ǉƻƛƴǘ ǎǳƎƎŜǎǘƛƴƎ ǘƘŀǘΣ ά¢ƘŜ ƪŜȅ ƛǎ ǘƻ ƘƛǊŜ ŀƴ 
outside consultant to help with valuation and also use 
sophisticated software to accumulate the data on the 
options, calculate their fair value and identify what the 
ŜȄǇŜƴǎŜ ǎƘƻǳƭŘ ōŜ ŎǳǊǊŜƴǘƭȅ ŀƴŘ ƛƴ ŦǳǘǳǊŜ ǇŜǊƛƻŘǎΦέ 
 

Stock Option Backdating 
 
To make matters worse, the complexity does not end with 
valuation.  The next layer is the interplay between valuation 
ŀƴŘ ǎǘƻŎƪ ƻǇǘƛƻƴ ōŀŎƪŘŀǘƛƴƎΦ  άLƴ ŦŀŎǘΣ ǎƛƳǇƭƛŦƛŎŀǘƛƻƴ ƻŦǘŜƴ 
ƭŜŀŘǎ ǘƻ ŎƻƴŦǳǎƛƻƴ ŀƴŘ ŜǊǊƻǊΣέ ǎŀȅǎ IŀƴŎƻŎƪΦ  IŜ ƴƻǘŜǎ ǘƘŀǘ 
one reason the backdating problem from a couple of years 
ago was so pervasive was that, with the exception of 
intentional actions, many companies using written consents 
of directors for stock option grants were technically, but 
inadvertently, inaccurate in their valuation practices.  
Hancock explained that some corporations would, for 
example, circulate a board of directors consent and date the 
consent on the circulation date, rather than the date the last 
director signature was received.  Accountants would see 
dates that matched, but in reality they were signed a few 
days or weeks apart. This resulted in numerous 
misinterpretations of the grant dates. 
 

The backdating scandal erupted because companies ended  
up pricing options on a date when the price was lower than 
the actual grant date and thereby potentially creating 

discounts to the actual fair market value.  Hancock advises 
that to ensure against backdating issues today, companies 
need evidence that signatures were obtained on a specific 
date. 
 

The Impact 
 
If the fair market value of the underlying common stock is 
not determined correctly for accounting purposes, the 
amount of equity compensation expense recorded in 
financial statements under FAS 123R will be incorrect since 
fair market value is an important input in the Black-Scholes 
valuation formula.  If the fair market value on the option 
grant date is less than the exercise price, it will convert a 
qualified employee stock option into a non-qualified option. 
 
 
 
 

 
 
 
 

 
Not only would that change have a financial reporting 
implication to the company, it would also subject the 
employee to taxation at exercise for instance, instead of on 
the sale of the stock.  Likewise, if the fair market value is less 
than the exercise price, then an employee stock option with 
standard time-based vesting would be deemed to be 
deferred compensation and subject to Sec. 409A which 
triggers a 20% penalty tax plus interest.  These are all 
disastrous results for the company and its employees not to 
mention it could require financial restatements and increase 
the possibility of an IRS review.  
 

Recommendations 
 
.ǳǘΣ ǘƘŜ ƎŀƳŜ ƛǎƴΩǘ ƻǾŜǊ ȅŜǘΦ  ²ƛǘƘ ǘƘŜ transitional period for 
Section 409A ending on December 31, 2008, now is the time 
for organizations to review their equity compensation 
reporting practices and correct any oversights.  Such action 
will help to avoid the onerous penalties of Sec. 409A and 
prevent them from thwarting your next critical financial 
transaction.  Miss this last chance and you may find that 
ȅƻǳΩǊŜ ǘƘŜ ƻƴŜ ƎŜǘǘƛƴƎ ǿƘŀŎƪŜŘΦ 

 

Companies have started to pay more attention to valuation 
ever since FAS 123R option expensing became mandatory.  
To provide more supportable results, companies need to 
document and create procedures for granting stock options 

ά²ƛǘƘ ǘƘŜ ǘǊŀƴǎƛǘƛƻƴŀƭ ǇŜǊƛƻŘ ŦƻǊ {ŜŎǘƛƻƴ 
409A ending on December 31, 2008, now is 
the time for organizations to review their 
equity compensation reporting practices 
ŀƴŘ ŎƻǊǊŜŎǘ ŀƴȅ ƻǾŜǊǎƛƎƘǘǎΦέ 
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that satisfy both valuation and backdating concerns. Then, 
use an independent third party to provide a written report 
on the fair market vŀƭǳŜ ƻŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŎƻƳƳƻƴ ǎǘƻŎƪ 
that satisfies the requirements of both the FASB and the IRS.  
Despite the costs, the lower perception of bias and a more 
trusted outside methodology will provide a better result and 
potentially less scrutiny.  Goodwin noǘƛŎŜŘΣ ά!ŦǘŜǊ ƭŀȅŜǊƛƴƎ ƻƴ 
the 409A requirements, investors pushed almost all of their 
VC-backed companies to get formal valuations to get a more 
accurate stock valuation for tax purposes and to feed into 
ǘƘŜƛǊ C!{ мноw ǊŜǇƻǊǘǎΦέ   
 
Lƴ ǘƘŜ ŜƴŘΣ ǘƘŜǊŜΩǎ ƴƻ ǎubstitute for actually documenting a 
ŎƻƳǇŀƴȅΩǎ ƛƴǘŜǊƴŀƭ ŎƻƴǘǊƻƭǎ ƻǾŜǊ ǎǘƻŎƪ ƻǇǘƛƻƴ ƎǊŀƴǘƛƴƎ ŀƴŘ 
reporting procedures.  Auditors are now required to evaluate 
a non-ǇǳōƭƛŎ ŎƻƳǇŀƴȅΩǎ ƛƴǘŜǊƴŀƭ ŎƻƴǘǊƻƭǎ ƻǾŜǊ ŦƛƴŀƴŎƛŀƭ 
reporting.  Under Statement on Auditing Standards No. 112, 
ǘƘŜȅ Ƴǳǎǘ ǊŜǇƻǊǘ ǘƻ ƳŀƴŀƎŜƳŜƴǘ ŀƴŘ άǘƘƻǎŜ ŎƘŀǊƎŜŘ ǿƛǘƘ 
ƎƻǾŜǊƴŀƴŎŜέ ŀƴȅ ƳŀǘŜǊƛŀƭ ǿŜŀƪƴŜǎǎŜǎ ƛƴ ƛƴǘŜǊƴŀƭ ŎƻƴǘǊƻƭǎ 
which would include those related to equity compensation 
accounts. Since equity compensation accounts are 
ŎƻƴǎƛŘŜǊŜŘ άƴƻƴ-standaǊŘέ ŀŎŎƻǳƴǘǎΣ ǘƘŜȅ ǿƛƭƭ ǊŜŎŜƛǾŜ 
ƎǊŜŀǘŜǊ ǎŎǊǳǘƛƴȅΦ  ά/ƻƳǇŀƴƛŜǎ ǎƘƻǳƭŘ ǘŀƪŜ ǊŜǎǇƻƴǎƛōƛƭƛǘȅ ŦƻǊ 
documenting and establishing an appropriate internal 
control system and not view this as an exercise in just 
satisfying their auditors because management is ultimately 
ǊŜǎǇƻƴǎƛōƭŜ ŦƻǊ ƛǘΣέ ŀŘǾƛǎŜǎ DƻƻŘǿƛƴ. 
 
 
 
 
 
 
 
 

Where Are We Today? 
 
If companies do not pay attention to valuation and stock 
option backdating, auditors, acquirers, and regulators will 
discover these issues.  That discovery is certain to magnify 
problems that could have been fixed.  The result will be 
financial and tax issues for both the company and its 
employees.  When a company motivates with incentive 
equity compensation, the last thing it wants to do is 
frustrate its team with unnecessary financial or tax 
headaches that could have been prevented.   
 
Kossmann recalls that stock option compliance was not 
historically considered a finance function, but was rather a 
legal or human resources matter.  Regulatory complexities 
have, however, changed the rules of the game and placed 

accountability with the CFO.  When a company inadvertently 
grants stock options to its employees below fair market 
ǾŀƭǳŜ ƻǊ ƛǎ ŘŜŦƛŎƛŜƴǘ ƛƴ ƛǘǎ ǊŜǇƻǊǘƛƴƎΣ ƛǘ Ƴŀȅ ōŜ άƎŀƳŜ ƻǾŜǊέ 
for the management team.  Play by the reporting rules and 
you and your organization can dramatically increase your 
chances of winning the stock option valuation game.  
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άLŦ ŎƻƳǇŀƴƛŜǎ Řƻ ƴƻǘ Ǉŀȅ ŀǘǘŜƴǘƛƻƴ ǘƻ Ǿŀƭǳŀǘƛƻƴ 
and stock option backdating, auditors, acquirers, 
and regulators will discover these issues. ... The 
result will be financial and tax issues for both the 
company ŀƴŘ ƛǘǎ ŜƳǇƭƻȅŜŜǎΦέ 
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