
Primer for share-based payments

Employee share-based payments entail multiple compliances depending on the geographies in which they are

issued. In the United States, issuance of employee share-based awards needs to be in compliance with

requirements under the Internal Revenue Code (“IRC”) which is followed by financial reporting compliances. This

newsletter is your go-to guide for the compliance requirements with respect to employee share-based awards in

the United States.

TAX ASPECTS: Relevant provisions under Internal Revenue Code (“IRC”)

The regulations pertaining to employee stock options under the IRC prescribed by the Internal Revenue Service

(“IRS”) are comprehensive and arise at various stages of the life cycle of an ESOP. They can be summarized as

follows:

Revenue ruling 59-60

Before delving into the sections mandating the valuation, it will be helpful to familiarize oneself with the valuation

guidance prescribed in the IRC. The same is found in Revenue ruling 59-60 (“ruling” or the “revenue ruling”). The

purpose of the revenue ruling is to outline and review in general the approach, methods and factors to be

considered while valuing the equity shares of the Company. The standard of value proposed by the ruling is the fair

market value which is defined as “The amount at which the property would change hands between a willing buyer

and willing seller, when the former is not under any compulsion to buy, and the latter is not under any compulsion

to sell, both parties having reasonable knowledge of relevant facts."

The standard also lists down the following factors that need to be considered when concluding a value:

• The nature and history of the business from its inception;

• The economic outlook in general, and the condition and outlook of the specific industry, in particular;

• The book value of the securities and the financial condition of the business;

• The earnings capacity of the company;

• The dividend-paying capacity of the company;

• Whether or not the enterprise has goodwill or other intangible value;

• The market price of securities of corporations engaged in the same or similar lines of business, which are

actively traded in a free and open market;

• The marketability, or lack thereof, of the securities. Where the plan is a purchaser of the securities that are

subject to “put” rights, and such rights are enforceable, as well as the company’s ability to meet its

obligations with respect to the “put” rights (taking into account the company’s financial strength and

liquidity);

Rajesh C Khairajani

Partner 

Valuation

Kinjal Shah

Manager

Valuation

PRIMER FOR ESOP VALUATIONS

JANUARY 2022

V A L U A T I O N  N E W S L E T T E R



• Whether or not the seller would be able to obtain a control premium from an unrelated third party with

regard to the block of securities being valued, provided that in cases where a control premium is taken into

account:

o Actual control (both in form and in substance) is passed to the purchaser with the sale, or will

o pass to the purchaser within a reasonable time pursuant to a binding agreement in effect at the

o time of the sale, and

o It is reasonable to assume that the purchaser’s control will not be dissipated within a short period of

time subsequent to acquisition.

A detailed valuation by an independent appraiser assists in satisfying the afore mentioned requirements.

• IRC 409A

IRC section 409A provides for taxation of nonqualified deferred compensation. Certain categories of

deferred compensation include stock option plans, retirement plans, stock appreciation rights etc. The onus

of the taxability is on those who are entitled to receive the deferred compensation.

The section prescribes rules for non-qualified stock options and SARs which can be summarized as follows:

• The option exercise price (or SAR base value) is at least equal to the stock’s fair market value at the

time of grant;

• The option or SAR pertains to common stock of the entity the optionee works for or a parent of such

entity and, in general, the stock does not have any preference as to distributions and is not subject to

a mandatory repurchase obligation or a put or call right, except in certain situations; and

• The option or SAR does not contain any additional deferral rights. Similar rules apply to equity rights

in non-corporate entities.

The non-compliance of the aforementioned rules triggers penalties and compliant plans are exempt from

IRC section 409A. Thus, whenever a company issues any form of deferred compensation, it is mandatory to

get a 409A valuation performed. IRS has no mandatory requirement for the valuation to be performed by

an external appraiser. This implies that a 409A valuation can be performed inhouse. However, when a

valuation is performed in-house, the onus of proving that the stock options are not undervalued lies on the

preparer of the valuation. On the other hand, according to the valuation safe harbors for IRC section 409A,

as elaborated in our newsletter here, if a valuation is performed by a qualified appraiser, this onus shifts on

the IRS. Thus, it is always preferred to have a 409A valuation performed by an independent and qualified

appraiser.

For closely held corporation where common stock is not readily tradable, the taxpayer corporation has to

use a “reasonable” valuation method to value the subject stock. Whether or not a valuation method is

considered “reasonable” depends on the relevant facts and circumstances surrounding the subject closely

held corporation as of the valuation date.

A 409A valuation report is valid for a period of 12 months from the valuation date or an event which can

have a material impact on the valuation, whichever is earlier. However, in the light of volatility in the

market observed recently, KNAV recommends obtaining an update at lesser intervals such as 6 months.

• IRC 83B

Section 83(b) is an election under the Internal Revenue Code (“IRC”) that gives an employee or a founder

the option to pay taxes on the fair market value of the restricted stock at the time of grant.

An IRC Section 83(b) election locks the tax liability of an employee to the fair market value of the restricted

stock as on the date of the grant. Generally, taxation of a restricted stock award is based on the fair market

value at the time the award vests. The fair market value of the vested portion of the restricted stock is

treated as ordinary income for the period in which it vests. If the value of the restricted stock increases from

the grant date to the vesting date, then the tax liability will be relatively higher than what it would have

been on the grant date. Thus, if one expects the restricted stock to appreciate significantly, an 83(b)

election will be beneficial in accelerating the tax liability.

https://knavcpa.com/safe-harbors-under-section-409a/


Additionally, in the absence of an IRC 83(b) election, the administrative burden is also higher as the

company would need to obtain the fair market valuation of the restricted stock at the end of each reporting

period in which the restricted stock vests in order to calculate the withholding tax for the employee.

FINANCIAL REPORTING ASPECT: ASC 718: Share based payments

• Initial measurement

To determine the initial measurement for share-based payments, two aspects need to be addressed: the initial

measurement date and the method of valuation. The initial measurement date is the grant date of the share

based awards. Determination of what is the grant date depends on multiple factors and is not straight forward

in many cases. This is extensively covered in ASC 718: Share based payments (“ASC 718” or “the standard”).

The standard principally requires the use of the “fair value-based method” for measuring the value of the

compensation cost. It is pertinent to note that the “fair value” in accordance with ASC 718 is different from the

“fair value” as defined in ASC 820: Fair value measurements. Under the fair value-based method, the standard

advises the following hierarchy to determine the fair value:

o Observable market prices of identical instruments

o Observable market prices of similar instruments in absence of identical instruments

o In absence of identical or similar instruments, a valuation technique such as an option pricing model

must be used. The valuation technique must be:

▪ Consistent with ASC 718’s fair value measurement objective.

▪ Based on established principles of economic theory.

▪ Generally accepted by experts.

▪ Capable of reflecting any and all substantive characteristics of the award.

Most often, compensation cost is measured using a valuation technique as it is very unlikely to find instruments

having similar characteristics to be publicly traded.

In rare circumstances, where the complexity of an award’s terms makes it impossible to reasonably estimate

the award’s fair value as of the grant date, a company has an option to measure the compensation cost using

the award’s intrinsic value for each reporting period through the date of exercise of settlement. The

requirement for updating the measurement cost for each reporting period may result in significant fluctuations

in compensation cost if the fair value of the underlying award changes significantly.

• Vesting conditions that should be reflected in measuring the fair value of an award.

Vesting conditions for a shared-based award are either service, market or performance conditions. An award

that is subject to any other condition apart from service, market or performance condition must be classified as

a liability award. The effect of a market condition is reflected in the fair value of the award as at the grant date.

The market condition can be captured using discrete option pricing models such as the binomial lattice model.

On the other hand, performance and service conditions are not considered in determining an award’s grant

date fair value. Service conditions should be considered in estimating the number of awards that will vest, if a

company has adopted the policy of estimating forfeitures. Alternatively, a company may elect to account for

forfeitures as they occur. The effect of a performance condition is given when the company recognizes the

compensation cost. A compensation cost is recognized if and when the company concludes that it is probable

that the performance condition will be satisfied.



Summarizing vesting conditions

Vesting condition
Captured in option 

pricing model?
How is the impact captured?

Service condition No

The impact of a service-based vesting

condition is captured indirectly in the option

pricing model in determining the expected

term input.

Market condition Yes

A market-based condition can be captured in

discrete option pricing models such as lattice

models.

Performance condition No

Performance based conditions are considered

while recognizing the compensation cost. In

case the vesting of an award is based on a

performance condition, the compensation

cost is recorded if and when it is probable

that the condition will be satisfied.

• Subsequent measurement

Subsequent measurement of share-based awards depends on the initial recognition of the awards as equity or

liability. ASC 718 outlines the following awards that must be classified as liabilities:

o An award with conditions that are indexed to something other than market, service or performance

conditions.

o The award meets the definition of a freestanding financial instrument per the criteria specified in ASC

480: Distinguishing liabilities from equity.

o An award with a repurchase feature.

o Cash settled awards.

o An award where the underlying instrument is classified as a liability.

The above categories are comprehensively explained in the standard. Any award that doesn’t classify as any of

the above is an equity award.

The subsequent measurement of a liability award is different in it that its fair value is remeasured at every

reporting date while an equity award is not remeasured.

The above guidance is a paraphrased format of the extensive guidance provided in ASC 718. This deals with a

plain vanilla share-based award through its life cycle. There are multiple aspects of share-based awards such as

modifications, replacement awards etc. towards which specific accounting treatment is prescribed in the

standard, which has not been covered here.

KNAV specializes in valuation of ESOPs ranging from basic single vesting conditions-based ESOP to multiple

vesting conditions-based awards. With its deep manpower expertise and cutting-edge software, you are

assured of an all-rounded solution to your requirements.
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Disclaimer: This publication contains general information only, and none of KNAV International Limited, its member firms, or their related entities

(collectively, the 'KNAV Association') is, by means of this publication, rendering professional advice or services. Before making any decision or taking

any action that may affect your finances or your business, you should consult a qualified professional adviser. No entity in the KNAV Association shall be

responsible for any loss whatsoever sustained by any person who relies on this publication.
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Founded in 1999, KNAV is a full-service global accounting and consulting firm, that offers a complete suite of services including
assurance, taxation, valuation, transfer pricing, accounting advisory and business advisory services.

Today, KNAV is an international organization comprising of more than 200+ professionals in 6 countries: United States, Canada,
United Kingdom, Netherlands, India and Singapore.

KNAV is part of the US$ 4.18 billion accounting firm association, Allinial Global; which provides a broad array of resources and support
for its member firms, across the globe.

USA office: One Lakeside Commons, Suite 850,990 Hammond Drive NE, Atlanta, GA 30328

Other offices:  Canada  |  India  |  Netherlands  |  Singapore  |  UK

For any queries, please contact us at rajesh.khairajani@knavcpa.com or valuation@knavcpa.com


