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1. To whom does Section 409A apply?
Section 409A applies to all companies offering nonqualified deferred compensation
plans to employees. We are not attorneys, so we will leave the legal minutiae of that
definition for others to grapple with, noting only that generally speaking, a deferred
compensation plan is an arrangement whereby an employee (“service provider” in 409A
parlance) receives compensation in a later tax year than that in which the
compensation was earned. “Nonqualified” plans exclude 401(k) and other “qualified”
plans.
What is interesting from a valuation perspective is that stock options and stock
appreciation rights (SARs), two common forms of incentive compensation for private
companies, are potentially within the scope of Section 409A. The IRS is concerned that
stock options and SARs issued “in the money” are really just a form of deferred
compensation, representing a shifting of current compensation to a future taxable year.
So in order to avoid being subject to 409A, employers (“service recipients”) need to
demonstrate that all stock options and SARs are issued “at the money” (i.e., with the
strike price equal to the fair market value of the underlying shares at the grant date).
Stock options and SARs issued “out of the money” do not raise any particular problems
with regard to Section 409A.
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2. What are the consequences of Section 409A?
Stock options and SARs that fall under Section 409A create problems for both service
recipients and service providers.

Service recipients are responsible for normal

withholding and reporting obligations with respect to amounts includible in the
service provider’s gross income under Section 409A. Amounts includible in the service
provider’s gross income are also subject to interest on prior underpayments and an
additional income tax equal to 20% of the compensation required to be included in
gross income. For the holder of a stock option, this can be particularly onerous as,
absent exercise of the option and sale of the underlying stock, there has been no cash
received with which to pay the taxes and interest.
These consequences make it critical that stock options and SARs qualify for the
exemption under 409A available when the fair market value of the underlying stock
does not exceed the strike price of the stock option or SAR at the grant date.
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3. What constitutes “reasonable application of a reasonable valuation method”?
For public companies, it is easy to determine the fair market value of the underlying stock
on the grant date.

For private companies, fair market value is not available upon opening

the Wall Street Journal each morning. Accordingly, for such companies, the IRS regulations

For private

provide that “fair market value may be determined through the reasonable application of a

companies, fair market

reasonable valuation method.” In an attempt to clarify this clarification, the regulations

value is not available

proceed to state that if a method is applied reasonably and consistently, such valuations will
be presumed to represent fair market value, unless shown to be grossly unreasonable.

upon opening the

Consistency in application is assessed by reference to the valuation methods used to deter-

Wall Street Journal

mine fair market value for other forms of equity-based compensation. An independent

each morning.

appraisal will be presumed reasonable if “the appraisal satisfies the requirements of the Code
with respect to the valuation of stock held in an employee stock ownership plan.”
A reasonable valuation method is to consider the following factors:

Accordingly, for such
companies, the IRS
regulations provide that

»

The value of tangible and intangible assets

»

The present value of future cash flows

»

The market value of comparable businesses (both public and private)

»

Other relevant factors such as control premiums or discounts for lack of
marketability

»

Whether the valuation method is used consistently for other corporate
purposes

“fair market value may
be determined through
the reasonable
application of a
reasonable valuation
method.”

In other words, a reasonable valuation considers the cost, income, and market approaches,
and considers the specific control and liquidity characteristics of the subject interest. The
IRS is also concerned that the valuation of common stock for purposes of Section 409A be
consistent with valuations performed for other purposes.

4. How is fair market value defined?
Fair market value is not specifically defined in Section 409A of the Code or the
associated regulations. Accordingly, we look to IRS Revenue Ruling 59-60, which rather
famously defines fair market value as “the price at which the property would change hands
between a willing buyer and a 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.”

5. Does fair market value incorporate a discount for lack of marketability?
Among the general valuation factors to be considered under a reasonable valuation method
are “control premiums or discounts for lack of marketability.” In other words, if the
underlying stock is illiquid, the stock should presumably be valued on a non-marketable
minority interest basis.
This is not without potential confusion, however. Stock issued to ESOP participants is
generally covered by a put right with respect to either the Company or the ESOP.
Accordingly, business appraisers often apply marketability discounts on the order of 0% to
10% to ESOP shares. Shares issued pursuant to a stock option plan may not have similar put
rights attached, and therefore may warrant a larger marketability discount. In such cases, a
company that has an annual ESOP appraisal may not have an appropriate indication of fair
market value for purposes of Section 409A.
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6. Are formula prices reliable measures of fair market value?
In addition to independent appraisals, formula prices may, under certain circumstances, be
presumed to represent fair market value. Specifically, the formula cannot be unique to the
subject stock option or SAR, but must be used for all transactions in which the issuing
company buys or sells stock.

A reliable independent
appraisal will be
prepared by an
individual or firm that

7. What are the rules for start-ups?

has a thorough
For purposes of Section 409A compliance, start-ups are defined as companies that have been
in business for less than ten years, do not have publicly traded equity securities, and for
which no change of control event or public offering is reasonably anticipated to occur in the
next twelve months. For start-up companies, a valuation will be presumed reasonable if
“made reasonably and in good faith and evidenced by a written report that takes into
account the relevant factors prescribed for valuations generally under these regulations.”
Further, such a valuation must be performed by someone with “significant knowledge and
experience or training in performing similar valuations.”

educational
background in finance
and valuation, has
accrued significant
professional
experience preparing

This presumption, while presented as a separate alternative, strikes us a substantively and
practically similar to the independent appraisal presumption described previously. Some
commentators have suggested that the valuation of a start-up described in the preceding
may be performed by an employee or board member of the issuing company. We suspect
that it is the rare employee or board member that is actually qualified to render the described
valuation.

independent appraisals,
and has received formal
recognition of his or her
expertise in the form of
one or more

8. Who is qualified to determine fair market value?

professional

A reliable independent appraisal will be prepared by an individual or firm that has a
thorough educational background in finance and valuation, has accrued significant
professional experience preparing independent appraisals, and has received formal
recognition of his or her expertise in the form of one or more professional credentials (ASA,
ABV, CBA, CVA, or CFA). The valuation professionals at Mercer Capital have the depth of
knowledge and breadth of experience necessary to help you navigate the potentially perilous
path of Section 409A.

credentials.

Travis W. Harms , CFA, CPA/ABV
harmst@mercercapital.com

© Mercer Capital, 2006 • www.mercercapital.com

3

The QMDM : A Shareholder-Level DCF
Understanding, Using, and Defending the QMDM

A
MERCER CAPITAL
WEBINAR

Much has been written and said about the Quantitative Marketability Discount Model (QMDM)
– some of it positive, and some not. While some may think of it as a proprietary “black box,”
we contend that the QMDM is simply a shareholder-level discounted cash flow model (DCF).

TUESDAY, JUNE 13, 2006

Rule 9-4(d) of the 2006 USPAP Standards (effective July 1st) states: “an appraiser must, when

10:00 am - 11:40 am (Pacific)
11:00 am - 12:40 pm (Mountain)
12:00 pm - 1:40 pm (Central)
1:00 pm - 2:40 pm (Eastern)

necessary for credible assignment results, analyze the effect on value, if any, of the extent to which
the interest appraised contains elements of ownership control and is marketable and/or liquid.” In
a comment to this section, it states “an appraiser must analyze factors such as holding period,

interim benefits, and the difficulty and cost of marketing the subject interest.”
To our knowledge, the QMDM is the only tool available

Only

to you to comply with this new standard.

$180

In this

webinar, Chris Mercer and Travis Harms will demystify
the QMDM and give you tools to understand, use, and
defend it.

A 20% discount
for Value Matters™
subscribers
(Regular Price $225)

Whether you use the
QMDM as your primary
tool or merely as a sanity
check, this webinar will
benefit you.

After this webinar, you will know:
» The theoretical foundations of the QMDM
» What the QMDM does, why it works, and how it has been used successfully
» How to develop each of the assumptions of the QMDM, discussing the underlying
facts, circumstances and market data that are used to support the reasonableness of

Includes 2 CPE Credits
(Additional CPE credits are $29)

the assumptions
» How to counter assertions that the QMDM has been rejected by the courts
We’ll also illustrate the use of the QMDM in specific examples and answer questions.

REGISTER TODAY!

$180

Registration
Add’l CPE registrants only
$29 per person

 MC

Firm __________________________________________________________________________
Address _______________________________________________________________________
City/St/Zip _____________________________________________________________________

 Amex

Telephone ______________________________________________________________________
E-Mail ________________________________________________________________________

CARD NUMBER

NAME (AS IT APPEARS ON CARD)

SIGNATURE

TO REGISTER, FAX BACK TO 901.685.2199,
or visit www.mercercapital.com/qmdmwebinarvm.htm
Name _________________________________________________________________________

TOTAL
 Visa

Don’t miss this one-time-only event!

EXP. DATE

Additional CPE Registrants (Must Have Full Names):
_______________________________________________________________________________
_______________________________________________________________________________
_______________________________________________________________________________

Mercer Capital is registered with the National Association of State Boards of Accountancy (NASBA) as a sponsor of continuing professional education on the National Registry of CPE Sponsors. State boards of accountancy have final authority on the acceptance of individual
courses for CPE credit. Complaints regarding registered sponsors may be addressed to the National Registry of CPE Sponsors, 150 Fourth Avenue North, Suite 700, Nashville, TN 37219-2417. Web site: www.nasba.org.
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R E S E R V E Y O U R C O P Y O F M E R C E R C A P I TA L’ S N E W E S T B O O K

BUY - SELL
AGREEMENTS
TICKING TIME BOMB OR
REASONABLE RESOLUTION?

Coming September 2006

Does your or your clients' buy-sell agreement say what you think it says?
You might be surprised.
In this book, we speak from our own experiences valuing hundreds of buy-sell
agreements. You will gain insight into the folly of fixed-price or formula pricing, the
different appraisal mechanisms, common misunderstandings that can end up as big
money issues, and the pitfalls of buy-sell templates. This information can save you
or your clients thousands, if not hundreds of thousands, of dollars and years of
frustration dealing with buy-sell agreements that, in the end, don't say what you
think they say! If you are an attorney, CPA, insurance provider, business owner, or
a business appraiser, you have to have this book.

A PRE-PUBLICATION DISCOUNT OF 25%

$59

To reserve your copy at the pre-publication discount
visit our pre-publication website,
www.mercercaptial.com/products/buysellbook.htm
And enter the reservation code VM0606

Note: Shortly before the book is published, you will receive an invoice with the special pre-publication discount. You are under no
obligation to purchase. Upon publication, the book will be sent to you. If you are not satisfied with the book, return it for a 100% refund.

A N N O U N C I N G M E R C E R C A P I TA L’ S E - B O O K L I B R A R Y

Title

Description

Valuing Shareholder Cash Flows:

Quantifying Marketability Discounts has been updated and is

Quantifying Marketability Discounts

now offered as an e-book. Titled Verifying Shareholder Cash

Investment

Release Date
Currently Available

Flows: Quantifying Marketability Discounts - 2005 E-Book, this
edition provides a brand new chapter which discusses each of

$95.00

the five assumptions of the QMDM in depth. As a bonus, when
you purchase the e-book, you will also receive the QMDM

Companion, the latest edition of the Quantitative Marketability
Discount Model in spreadsheet format. We plan to continually
add content to this e-book, and as a purchaser, you will receive
this content free-of-charge when it becomes available.

Valuing Financial Institutions

We are responding to requests to put this book back into print

$65.00

Currently Available

$45.00

Currently Available

and we are doing so as an e-book

Valuation for Impairment Testing

The first SFAS 142 valuation resource for CFOs and auditors.
Also available in printed form at www.mercercapital.com

Are S Corporations Worth More

An e-booklet that adds to the S Corp vs. C Corp. debate

Complimentary Currently Available

Than C Corporations?
Embedded Capital Gains

An examination of the Embedded Capital Gains

$19.95

Currently Available

issue through 2005

Rate & Flow: An Alternative

In this e-book, we present an alternative model for determining

Approach to Determining
Active/Passive Appreciation in

active / passive appreciation in a marital dissolution. In states

Marital Dissolutions

does not preclude the consideration of passive appreciation

Complimentary Currently Available

where an owner/spouse’s active management of a business
we offer a fresh approach based on rate and flow analysis

Visit our website at www.mercercapital.com for more information or to download an e-book.
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M E R C E R C A P I TA L O N T H E R O A D

June 13, 2006

October 19-20, 2006

“The QMDM: A Shareholder-Level DCF

“Today’s Word on Lack of Marketability”

How to Understand, Use, & Defend It”
Webinar sponsored by Mercer Capital
Z. Christopher Mercer, ASA, CFA and

CICBV/ASA Annual Conference
Toronto, Canada
Z. Christopher Mercer, ASA, CFA

Travis W. Harms , CFA, CPA/ABV

(See page 4 for registration information)

November 6, 2006
“Marketing with the Newest Technology Tools”

June 15, 2006
“The Basics of Business Valuation”
Business Law Institute

IGAF Conference
Las Vegas, Nevada
Barbara Walters Price

St. Louis, Missouri
Z. Christopher Mercer, ASA, CFA

December 3, 2006
“Buy - Sell Agreements: Ticking Time-Bomb or

August 21, 2006
CPA Associates
Philadelphia, Pennsylvania
“Buy - Sell Agreements: Ticking Time-Bomb or

Reasonable Resolution?”
AICPA Business Valuation Conference
Austin, Texas
Z. Christopher Mercer, ASA, CFA

Reasonable Resolution?
Matthew R. Crow, ASA, CFA

December 4, 2006

“FASB 141 Issues”

“Business Valuation Experts Panel”

Travis W. Harms, CPA/ABV, CFA

AICPA Business Valuation Conference

September 18, 2006

Z. Christopher Mercer, ASA, CFA

Austin, Texas
“Buy - Sell Agreements: Ticking Time-Bomb or
Reasonable Resolution?”
Virginia Society of CPA’s 7th Annual Business Valuation,
Fraud and Litigation Services Conference
Richmond, Virginia
Z. Christopher Mercer, ASA, CFA

The professionals of Mercer Capital have a great deal of experience speaking to industry and professional groups across the
nation on topics such as:
»

Buy-Sell Agreements

»

Valuation of Employee Stock Options

»

The Integrated Theory of Business Valuation

»

Litigation Support and Expert Testimony

»

Is Your Business Ready for Sale?TM

»

Valuation of Privately Held Businesses,

»

Purchase Price Allocation

Partnerships, or LLCs

To book a Mercer Capital professional as a speaker at your next conference or CLE/CPE meeting,
please contact Barbara Walters Price at priceb@mercercapital.com.
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A GENTLE PLUG FOR OUR FIRM
MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele. Our
reputation for excellence is based on an ability to solve complex financial problems expeditiously. We convert over 20 years of
experience, including thousands of assignments, into solutions for the issues of today.
Corporate Valuation. Mercer Capital provides a broad range of independent valuation and financial advisory services,
including:
»
»
»
»
»

Dispute Analysis Services and Expert Testimony
Valuation for Corporate Tax Matters
Valuation for Corporate Income Tax Issues
Valuation for ESOPs
Purchase Price Allocations

»
»
»
»

Valuation of Employee Options
Goodwill Impairment Testing
Valuation of Intangible Assets
Fairness Opinions

Investment Banking. Mercer Capital’s investment banking division and specializes in providing merger and acquisition
services to sellers or buyers of private businesses or public companies divesting divisions and subsidiaries. In addition, we assist
clients in industry consolidations, roll ups, and refinancings.

I N T E R N E T C O M M E R C E : O B TA I N P R O P O S A L S T O VA L U E Y O U R C O M PA N Y, B A N K , F L P O R L L C V I A O U R W E B S I T E
The cost of your time and delays in obtaining proposals has just gone down. Use one of the PROPOSAL REQUEST FORMS on
our website.
Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in
transactional overhead and the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing
business with them. Try it yourself Visit our website and provide us with the pertinent information via this form, and we'll
prepare a proposal and deliver it to you via e-mail, fax or USPS. Complete confidentiality is assured.

UNSUBSCRIBE
We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the
distribution list. To REMOVE yourself from this list, send an e-mail to: mercer-owner@mercercapital.com and type the words
"Unsubscribe – Value Matters" in the subject line (without the quotation marks).

Business Valuation • Investment Banking
Headquarters:
5860 Ridgeway Center Parkway, Suite 400
Memphis, Tennessee 38120
901.685.2120 » Fax 901.685.2199

Midwest Office:
511 South 5th Street, Suite 206
Louisville, Kentucky 40202
502.585.6340 » Fax 502.585.6345

www.mercercapital.com
DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to our clients and friends. Those interested in
specific guidance for legal and accounting matters should seek competent professional advice. Inquiries to discuss specific valuation or corporate finance matters are welcomed. Permission is
specifically granted to send copies of this Value Matters™ to others who might have an interest in its contents. Permission is also granted to quote portions of this newsletter with
proper attribution.

Copyright © 2006 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and International Copyright Laws, and may not be
copied, reprinted, published, translated, hosted, or otherwise distributed by any means without explicit permission.
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