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A CFO’S HOW-TO GUIDE ON
Walking Your Board Through a

409A Allocation of Total Equity Value

A guide to understanding why valuation is important, when you
need a valuation and how the Option Pricing Method works.



In 2014, the IRS increased its scrutiny of stock op-
tion pricing and began an audit program for 409A
deferred compensation plans. The tax implica-
tions of incorrect pricing can be extensive, so this
Increased oversight makes a strong, supportable
valuation process more critical than ever for pri-
vately held high-tech and life sciences companies.

Your board needs to understand the valuation pro-
cess before they approve grants of stock options.
To help you walk them through stock option pric-
ing, we’ve detailed the process for valuing stock
options after a Series A preferred stock financing
(at arm’s length with sophisticated investors). For
privately held companies, this type of financing
provides one of the best indicators of a company’s
market value.

Why Valuation Matters

Unsound stock option pricing methodology can
have major tax consequences for your company
and your workforce. If the IRS determines that
you've violated IRC Section 409A and priced your

options below their fair market value, your employ-
ees will be liable immediately for taxes on the val-
ue of their stock options, plus a 20% penalty. Your
company will owe payroll tax on the options and,
more significantly, will probably have to placate an-
gry employees by paying their option-related taxes
and penalties.

When You Need a Valuation

Per IRS rules, you need to do a 409A valuation as
close to the stock option grant date as possible,
and you must update the valuation at least once
a year. Significant events—such as a round of
financing— or changes in control, even if foresee-
able, also require a new valuation.



How to Use the Option Pricing Method The OPM makes assumptions based on the Black-
The Option Pricing Method (OPM) defined in the Scholes model, including the time to a liquidity
current American Institute of Certified Public Ac- event, volatility and risk-free rate. Within the OPM
countants (AICPA) valuation guide, Valuation of framework, the “backsolve” method uses the price
Privately-Held-Company Equity Securities Issued as of a recent preferred stock financing, along with its
Compensation, is a common method of allocating liquidation rights and any special conditions, to work
equity value between preferred stock and common backwards and solve for the total equity value of the
stock, and is widely used for 409A valuations. company.

USING THE BACKSOLVE METHOD

Below is a capitalization table for a company that recently closed a $2.7 million Series A preferred stock
financing.

# of Shares Original Conversion Order of Particioation Preference
Outstanding Issue Price Ratio Preference P Amount
Common Stock 8,500,000
Series A Preferred Stock 3,000,000 $  0.9000 1:1 1st Nonparticipating 1x OIP

The Black-Scholes assumptions are:

Typically the rate available on a
government security whose term
matches the assumed time to liquidity.

The time until an
IPO or sale, etc.

Time to Volatilit Risk-Free
BIack-SchoIes Liquidity y Rate
Assumptions

5.0 years 85% 1.75%

Is based on the standard deviation of quoted market
prices, and can be estimated by analyzing comparable
public companies’ historical stock prices over the same
range of time as the estimated time to liquidity.




USING THE BACKSOLVE METHOD
(CONTINUED)

Based on this information, you can use the backsolve method to determine the total equity value of the
company. In the example:

Interval #2 represents a point when the value of the company
exceeds the Series A liquidation preference but is below the value
at which the preferred stock would convert to common stock.

Interval #1 Represents the value of the company up to the Series A Interval #3 Represents when the Series A preferred stock would
liquidation preference (the amount preferred shareholders receive in convert to common stock, because the value of the common stock
the event of a liquidation event, such as the sale of the company). exceeds the value of the Series A liquidation preference.
I I
Interval #1 Interval #2 Interval #3
Breakpoint s $2700,0007% 10,350,000
High call option §6,642,551 $5,048,323
Less: Low call option $6,642,551 I §5048,323 -
Total value to allocate $ 1,384,338 6 $1,594,228 $ 5,048,323
Total shares to allocate 3,000,000 8,500,000 11,500,000
Number of
Shares
Series A preferred stock 100.0% 0.0% 26.1% 3,000,000
Common stock issued 0.0% 100.0% 73.9% 8,500,000
Total 100.0% 100.0% 100.0% 11,500,000
Total Value Value Per
Allocated Share
Series A preferred stock $ 1,384,338 $- $1,316,954 $2,701 ,292 $0.900
Common stock issued - 1,694,228 3,731,369 5,325,597 $0.627 X
Total $ 1,384,338 $1,594,228 $5,048,323  $8,026,890




A breakpoint l is an equity value at which the recipient of the pro-
ceeds changes. The $2.7 million breakpoint 1 is the total liquidation
preference of the Series A preferred stock, which gets the first $2.7
million. After this breakpoint, the common stock receives money, until
the next breakpoint of $10.35 million Bl is reached. At the equity value
of $10.35 million, the Series A stock receives more money if it con-
verts to common stock, so above the $10.35 million breakpoint, both
common and Series A stock are allocated money.

In Interval #1, the initial high call option is the total value of a 100%
equity interest in the company ($8.027 million) 1. The low call option
of $6.643 million H is the price that a buyer would be willing to pay
for all proceeds above the first breakpoint of $2.7 million. That is,
according to the Black-Scholes formula, the option to acquire all sales
proceeds in the company above $2.7 million has a value of $6.643
million (hence the name Option Pricing Method). Note that the low call
option for Interval #1 becomes the high call option for Interval #2.

For each interval, the dollar amount allocated to the class(es) of stock
is calculated by subtracting the low call option from the high call op-
tion. In Interval #1, the difference is $1.384 million I, which is allocat-
ed to the Series A stock. The Series A will also receive part of Interval
#3, and the total amount allocated to the Series A stock is $2.701
million EA. It is important to understand that the Series A is allocated
an amount that is approximately equal to the total investment amount
in the Series A financing ($2.7 million), because this amount is what
we are basing this backsolve valuation on.

The 100% equity value of the company is $8,026,890 Ell and the
common stock is valued at $0.627 per share [El.

OTHER
VALUATION
METHODS

Depending on the complexity of
a company’s capital structure

or the underlying asset valued,
other pricing methods, such as
the binomial lattice model and the
Monte Carlo simulation meth-

od, may be appropriate. These
methods are frequently applied

to complex derivative securities
that have embedded features,
such as down-round protection or
performance provisions. These
derivative instruments can trigger
special accounting treatment as
a liability required to be stated at
fair value on FASB GAAP-

compliant financial statements.
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STRATEGIC INSIGHTS
PRACTICAL ACTION

Armanino provides an integrated set of accounting
services — audit, tax, consulting and technology solu-
tions — to a wide range of organizations operating
both in the US and globally.

For further information regarding

You can count on Armanino to think strategically, to . - i
valuation services, contact:

provide the sound insights that lead to positive action.
We address not just your compliance issues, but your Dirk Van Dyke .
. . . Dirk.VanDyke@armaninoLLP.com
underlying business challenges, as well — assessing 408 200 6404
opportunities, weighing risks, and exploring the prac-
tical implications of both your short- and long-term jggsifgnliz@armaninoLLP.com
decisions. 925 790 2692
When you work with us, we give you options that are armaninoLLP.com/services/valuation
fully aligned with your business strategy. If you need
to do more with less, we will implement the tech-
nology to automate your business processes. If it's
financial, we can show you proven benchmarks and
best practices that can add value companywide. If
the issue is operational, we’ll consult with your people
about workflow efficiencies. If it's compliance, we’ll
ensure you meet the requirements and proactively
plan to take full advantage of the changes at hand.
At every stage in your company’s lifecycle, we’ll help
you find the right balance of people, processes and

technology.
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