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News from our Tax and 
Compensation & Benefits Groups

Check www.cooley.com periodically for 

new Alerts on the proposed regulations, 

including an upcoming Alert on how the 

proposed regulations affect other aspects of 

equity compensation.

Discounted stock options 
under Section 409A

Under Section 409A, any stock option hav-

ing an exercise price less than the fair 

market value of the underlying stock deter-

mined as of the option grant date consti-

tutes a deferred compensation arrangement 

that typically will result in adverse tax 

consequences for the option recipient and 

tax withholding responsibility for the grant-

ing company. (We will refer to such stock 

options as “discounted options.”) These 

adverse tax consequences are described in 

more detail in our prior Alerts on Section 

409A. They include taxation at the time of 

option vesting rather than the date of exer-

cise (or later), a 20% additional tax on the 

optionee in addition to regular income and 

employment taxes, and a potential interest 

charge. The granting company is required 

to withhold applicable income and employ-

ment taxes at the time of option vesting, and 

possibly additional amounts as the underly-

ing stock value increases over time.2

Public company valuation methods

The proposed regulations specify several 

methods that taxpayers may use to value 

stock that is readily tradable on an estab-

lished securities market for purposes of set-

ting option exercise prices. Over-the-coun-

Pricing public company stock options 
and SARs in the 409A era

ter markets and many foreign markets are 

considered established securities markets. 

But stock listed on such markets must in 

fact be “readily tradable” to be eligible for 

the valuation methods described below.

Under the proposed regulations, the fair mar-

ket value of readily tradable stock may be 

based upon any of the following methods:

u the last trading price before the grant;

u the first trading price after the grant;

u the closing price on the trading day 

before the grant;

Recently-issued proposed regulations under 

Section 409A of the Internal Revenue Code 

provide some guidance and flexibility for 

public companies in setting the exercise 

prices for their stock options, base prices 

for stock appreciation rights (“SARs”), and 

values for other stock-based compensation. 

This Alert summarizes the option pricing 

rules for public companies in the proposed 

regulations and their expected impact on 

stock option grant practices. (We will not 

mention SARs specifically in this Alert, but 

the same pricing rules will apply to the base 

price of a SAR, from which future apprecia-

tion is measured.) Although these are “pro-

posed regulations,” they can be relied on cur-

rently, and we expect that most companies 

and tax advisors will treat them as applicable 

immediately, particularly with respect to 

stock options.1 Click on the following links 

for Cooley Alerts describing the background 

and enactment of Section 409A, initial guid-

ance from the IRS and Treasury, and other 

aspects of the new proposed regulations.

u Enactment of Section 409A www.cooley.com/ 

news/alerts.aspx?ID=000038715520

u Initial guidance under Section 409A 

www.cooley.com/news/alerts.aspx?ID= 

000038783320 

www.cooley.com/news/alerts.aspx?ID= 

000038824620

u Initial Alert on the Section 409A proposed reg-

ulations www.cooley.com/news/alerts.aspx? 

ID=000039067020

u Pricing private company stock options www.

cooley.com/news/alerts.aspx?ID=39093920 

http://www.cooley.com/news/alerts.aspx?ID=000038715520
http://www.cooley.com/news/alerts.aspx?ID=000038715520
http://www.cooley.com/news/alerts.aspx?ID=000038783320
http://www.cooley.com/news/alerts.aspx?ID=000038783320
http://www.cooley.com/news/alerts.aspx?ID=000038824620
http://www.cooley.com/news/alerts.aspx?ID=000038824620
http://www.cooley.com/news/alerts.aspx?ID=000039067020
http://www.cooley.com/news/alerts.aspx?ID=000039067020
http://www.cooley.com/news/alerts.aspx?ID=39093920
http://www.cooley.com/news/alerts.aspx?ID=39093920


C O O L E Y  A L E RT !  O C T O B E R  2 0 0 5

2

u the closing price on the trading day of 

the grant;

u the average trading price taken from a 

specified period that is within 30 days 

before or after the grant, but only if the 

commitment to grant the option with a 

price based on such average is irrevoca-

ble before the beginning of the specified 

period;

u any other reasonable method that is 

based upon actual trading prices reported 

by the established securities market.

Regardless of which method is chosen, 

employers should be consistent in their 

approach. In particular, the proposed regu-

lations specify that if either of the last two 

methods above is used, the chosen method 

must be consistently applied to option 

grants under similar programs.

Practical implications for 
public companies

We do not expect the proposed regulations 

to have a significant effect on public com-

pany stock option pricing practices. The 

proposed regulations do provide welcome 

clarification and flexibility concerning the 

permissible trading prices that may be used 

to price options. It has long been unclear 

whether public companies should price an 

option based on the closing price from the 

day prior to the grant, the average of the 

high and low on the day of the grant, or 

the closing price on the day of grant. The 

proposed regulations clarify that any of 

these methods, consistently applied, will 

be respected.

What to do about previous 
option grants

Some public companies have outstanding 

options that were granted intentionally 

with a discounted exercise price. Some 

of these stock options are subject to Sec-

tion 409A because they were granted after 

October 3, 2004, or because they vested (in 

whole or in part) after December 31, 2004. 

What should companies do about such 

option grants? There are several available 

alternatives. The proposed regulations and 

IRS Notice 2005-1 allow companies time to 

“fix” discounted stock options and other 

deferred compensation arrangements that 

do not comply with Section 409A. The 

chart accompanying this Alert describes 

various option grant permutations, whether 

Section 409A is applicable, whether a cor-

rection is appropriate, and the applicable 

deadline.

For existing discounted stock options, one 

of the following correction methods may be 

used in order to avoid the adverse conse-

quences of Section 409A:

u Before January 1, 2007, raise the strike 

price of the noncomplying option to fair 

market value as of the option grant date. 

In addition, it is permissible for the com-

pany to pay the optionee a cash or stock 

bonus (which will be taxable) to com-

pensate for any lost economic benefit. 

If the company “ties” the cash or stock 

bonus to the increase in the option price 

(i.e., as a means of obtaining optionee 

consent), the cash or stock bonus must 

be paid before January 1, 2006 (notwith-

standing that the increase in the exercise 

price need not occur until January 1, 

2007). Alternatively, the cash or stock 

bonus may be made subject to a vesting 

schedule and/or delivered in the future 

as part of a deferral arrangement. If the 

cash or stock is to be paid or delivered 

in the future, such arrangement would 

need to comply with the requirements of 

Section 409A, unless payment or deliv-

ery is made within a short period of time 

after vesting pursuant to the short-term 

deferral exception (2 ½ months after the 

taxable year of vesting).

u Exercise the option before January 1, 

2006.

u Before January 1, 2006, exchange the 

discounted option for stock having a 

value equal to the difference between 

the fair market value and the exercise 

price (i.e., the “spread” on the option).

u Before January 1, 2006, exchange the 

discounted option for cash equal to the 

spread on the option. Alternatively, the 

cash may be made subject to a vesting 

schedule and paid at a future date; such 

an arrangement would need to comply 

with the requirements of Section 409A, 

unless payment is made within a short 

period of time after vesting pursuant to 

the short-term deferral exception.

Note that any corrective action, other than 

merely raising the exercise price of the 

option, may result in immediate or deferred 

application of income and employment 

taxes, but if properly structured would 

avoid the application of the additional 

taxes imposed by Section 409A. Corrective 

action will usually require board approval 

and optionee consent as well. In certain 

cases, corrective action may have financial 

accounting consequences.

Conclusion

We expect that the proposed regulations, 

along with recent changes in the financial 

accounting rules and practices, will usher in 

a new era of stock option pricing and com-

pensatory stock valuation among private 

companies. Boards of directors should be 

consulting with counsel now to determine 

how best to address these changes. Please 

feel free to call any member of the Cooley 

Godward Compensation & Benefits Group 

or Tax Group with questions about Section 

409A and the proposed regulations.

Circular 230 Disclosure

The following disclosure is provided in 

accordance with the Internal Revenue Ser-

vice’s Circular 230 (21 CFR Part 10). Any tax 

advice contained in this Alert is intended to 

be preliminary, for discussion purposes 

only, and not final. Any such advice is not 

intended to be used for marketing, promot-

ing or recommending any transaction or 

for the use of any person in connection 

with the preparation of any tax return. 

Accordingly, this advice is not intended or 

written to be used, and it cannot be used, 

by any person for the purpose of avoiding 

tax penalties that may be imposed on such 

person.



C O O L E Y  A L E RT !  O C T O B E R  2 0 0 5

3

Decision Matrix for Previously-Granted Discounted Options

Description of Option Status under 409A Corrective Action Needed?

At-the-money (nondiscounted) stock 
option granted at any time

Exempt from 409A by virtue of the general 
rule exempting at-the-money option grants

None needed—make sure no material 
modifications are made that will result in 
loss of exemption

Discounted stock option granted prior 
to 10/4/04 and earned and vested by 
12/31/04

Exempt from 409A by virtue of the grandfa-
ther provisions.

None needed—make sure no material 
modifications are made that will result in 
loss of grandfather status

Discounted stock option granted after 
10/3/04 and before 12/31/04 and earned 
and vested by 12/31/04. (Option not yet 
exercised.)

Potentially subject to 409A unless it can be 
shown to be part of a pattern and practice

Determine if a pattern and practice of 
granting discounted options in the relevant 
time period can be established. If yes, see 
above. If no, see below.

Discounted stock option granted prior to 
12/31/04 but not earned and vested by 
12/31/04. (Option not yet exercised.)

Subject to 409A since it qualifies for neither 
the general exemption nor the grandfather 
exemption, but eligible for transition relief

See list of correction alternatives in text of 
Alert and discuss with counsel. 

Discounted stock option granted after 
12/31/04 and prior to 12/31/05

Subject to 409A, but eligible for transition 
relief

See list of correction alternatives in text of 
Alert and discuss with counsel.

Option (whether or not discounted) that is 
with respect to stock other than common 
stock and was not earned and vested on 
12/31/04. An option of this type may be 
part of a “carve out plan” for a privately 
held company.

Does not qualify for the at-the-money 
exemption, but arguably can rely on Notice 
2005-1 until 1/1/07. Can still qualify for the 
ISO exclusion. 

Corrective action may be required. Discuss 
with counsel. 

Option having a “feature for the deferral of 
compensation” (other than vesting)

Apparently subject to 409A Corrective action required. Discuss with 
counsel.

1  Although the proposed regulations are not yet technically 
effective, IRS Notice 2005-1 (guidance under Section 409A 
that is currently effective) requires taxpayers to comply 
with Section 409A in “good faith” during this transition 
period. Compliance with the proposed regulations will 
be considered good faith for this purpose.  Because the 

proposed regulations contain the only rules on numerous 
issues under Section 409A, the IRS is likely to apply the 
principles described in the proposed regulations even 
before they become effective, and many companies likely 
will wish to utilize those principles to ensure good faith 
compliance during this transition period.

2  Although the IRS has informally indicated that the 20% 
additional tax is not a withholding tax, no formal guidance 
to this effect has been issued.

Notes


