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In awelcome gesture of holiday cheer, the IRS issued Notice 2006-4 on December 23, 2005 and
clarified that the highly controversial valuation rules for options and stock appreciation rights (SARs) set
forth in proposed regulations under section 409A of the Internal Revenue Code (Code) will become
effective prospectively, when and if contained in final regulations.

Asapractical matter, this clarification will allow privately held employers to continue the current
practice of having the board of directors determine the fair market value of the stock based on a
reasonable valuation method, when setting the exercise price for stock options and SARs. Privately held
employers will be able to avoid, at least until 2007, the cost and administrative inconvenience of
obtaining athird party valuation for section 409A purposes (athough, depending on the circumstances, a
third party valuation may still be advisable for accounting or other reasons).

For options and SARs granted in 2005 and 2006 by privately held companies, the board of directors
should document the board’ s determination of the fair market value of the stock as of the date of grant,
and the reasonabl e valuation method used to determine fair market value.

Notice 2006-4

Notice 2006-4 takes the following action:

e Asto non-qualified stock options (NQSOs) and SARs granted prior to January 1, 2005, the fair
market value rule under section 409A of the Code will be deemed to be met if the incentive stock
option (1SO) valuation standard under section 422 of the Code has been met (i.e., if agood faith
effort was made to value the stock at fair market value).

e Asto NQSOsand SARs granted on or after January 1, 2005 and prior to the effective date of the
final regulations under section 409A (which is expected to be January 1, 2007), the fair market
value rule under section 409A will be deemed to be met if the valuation methodol ogy authorized
under IRS Notice 2005-1 is met. Notice 2005-1 states that “any reasonable val uation method”
may be used to establish fair market value. In most cases, a valuation procedure meeting the 1ISO
standards should also meet the standards of Notice 2005-1. However, given the effort made by
the IRS in Notice 2006-4 to distinguish pre-2005 methodol ogies from post-2004 methodol ogies,
itislikely that post-2004 grants will be viewed as subject to a stricter standard than pre-2005
grants.



Background

Asisnow well known, section 409A was added to the Code late in 2004 and adds a variety of new
restrictions on deferred compensation arrangements. Those restrictions principally relate to the timing
of deferral and distribution elections, the specification of permissible distribution events and a
prohibition on acceleration of distributions (subject to limited exceptions). The new rules apply, asa
general matter, to deferrals made in 2005 and to amounts deferred but not yet vested prior to year end
2004. The new rules are enforced not only by current income tax but also by a 20% penalty tax and a
potential incremental interest charge, each to be borne by the individual service provider.

The new rules apply in a surprisingly broad manner to arrangements not previously considered deferred
compensation, such as severance, continuation of benefits and perquisites after termination of
employment and, most relevant to the current discussion, non-qualified stock options (NQSOs) and
SARsif issued at adiscount from fair market value.

This new treatment of discounted NQSOs or SARs as atype of deferred compensation under section
409A of the Code places considerably greater importance on establishing that NQSOs and SARs are
issued using afair market value methodology that will withstand IRS scrutiny, especially in the context
of aprivate company issuer. Under prior law, granting NQSOs or SARs at a discount ssmply increased
the amount of ordinary income to be recognized on exercise, and, given the general matching of the
amount and timing of the service provider’s income inclusion and the service recipient’s deduction, the
issue did not seem to warrant IRS audit scrutiny. With the introduction of the 20% penalty and
incremental interest rules under section 409A of the Code, the stakes have been raised considerably.

In addition, although the Treasury guidance has not yet made this point officially, a discounted stock
option or SAR may be subject to an even greater infirmity: conversion of the entire amount of gainin
the option or SAR to ordinary income subject to the 20% penalty tax when the option or SAR first vests
(even if not exercised), and, as the stock price further appreciates, in each year thereafter while the
option or SAR remains extant. This revolutionary approach to the taxation of discounted NQSOs and
SARs, if acorrect interpretation of section 409A of the Code, will place areal premium on setting the
exercise price of NQSOs and the base price for SARs using a methodology that will be accepted by the
IRS as determining an acceptable measure of fair market value.

The proposed regul ations under section 409A of the Code highlight the distinction between | SOs and
stock grants on the one hand, and NQSOs and SARs, on the other. 1SOs and stock grants are outside the
scope of section 409A, and many issuers of 1SOs and stock grants may continue to use a good faith
reasonable valuation methodology in determining the stock price. However, the proposed regulations
(which could perhaps be viewed as reflecting a deep suspicion on the part of Treasury and the IRS asto
private company valuation practices) take a much stricter approach to NQSOs and SARs.



Stock Valuation Under the Proposed Regulations

Under the proposed regulations, a NQSO or SAR will qualify for an exemption from section 409A only
if the exercise price or base priceis at least equal to the fair market value of the underlying stock on the
grant date, based on standards set forth in the regulations.

For stock readily tradable on an established securities market, fair market value may generally be
determined on the basis of actual transactionsin the stock in the applicable market.

For stock not readily tradable on an established securities market, the proposed regulations set forth
valuation factors that should be taken into account in determining fair market value. The proposed
regulations provide three valuation methods that will be presumed to result in a reasonable valuation,
unless the IRS can establish that the use of such method was grossly unreasonable:

e A vauation established by an independent appraisal that meets prescribed statutory standards
under the Internal Revenue Code and applicable Treasury regulations. The appraised value must
be as of a date not more than 12 months prior to the grant date.

e A vauation formula based on the tax principles governing the valuation of shares subject to non-
lapse restrictions, provided the formula governs the subsequent transfer of any shares subject to
the non-lapse restriction and is used for all compensatory and non-compensatory val uations of
the stock, including regulatory filings, loan covenants and transactions involving the issuance or
repurchase of the stock.

e For anilliquid stock not subject to any non-lapse put or cal right or obligation (other than afirst
refusal right) and issued by a start-up corporation that has no trade or business which it has
conducted for a period of 10 years or more, a written valuation report prepared by a person with
significant knowledge and experience or training in performing similar valuations. The written
valuation report must take into account the valuation factors specified in the proposed
regulations. However, this valuation method will not be permissible if a change in control or
initial public offering of the stock is reasonably anticipated to occur within the next 12 months.

As issued, the proposed regulations indicated that the new valuation rules would be applicable to all
NQSOs and SARs subject to section 409A (essentially, any rights not earned and vested prior to January
1, 2005). Notice 2006-4 indicates that the proposed valuation rules will be effective prospectively, if
and when the regulations are finalized.
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