PE AND VC: THE CFO'S COMPLETE GUIDE — A 32-PART MASTERCLASS

Part 13 of 32

Equity Compensation at Scale: ISO, NSO, RSUs,
and 409A Management

Tax treatment and governance for ISOs, NSOs, and RSUs, 409A valuation management, the timing discipline that
protects employees, ASC 718 expense accounting at scale, and cap table impact
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WHAT YOU WILL LEARN AND WHY IT MATTERS

Equity compensation is the primary non-cash tool that growth-stage companies use to attract, retain, and
motivate the talent required for rapid scaling. The decisions the CFO makes about equity compensation
design — the types of equity instruments used, the grant timing and pricing, the vesting structure, and the
total equity budget — have significant financial, legal, and organizational consequences that extend well
beyond the accounting entries required by ASC 718.

A CFO who does not understand the tax treatment of different equity instruments will inadvertently
structure grants in ways that are tax-inefficient for employees. A CFO who does not manage the 409A
valuation process rigorously will expose the company and its employees to IRS penalties. A CFO who
does not model the equity compensation expense accurately in the financial plan will present financial
projections to investors that are materially incorrect. And a CFO who does not track the cumulative equity
compensation grants against the authorized option pool will discover, at the worst possible moment, that
the company has exceeded its plan authorization and that some grants may be invalid.

This part covers the complete equity compensation framework for growth-stage companies: the tax and
governance characteristics of each instrument type, the 409A valuation management discipline, the ASC
718 expense calculation and its financial statement impact, and the cap table governance required to
maintain an accurate and compliant equity compensation program.

EQUITY INSTRUMENT TYPES: ISO, NSO, AND RSU

The three most common equity compensation instruments for growth-stage companies are incentive stock
options (ISOs), nonqualified stock options (NSOs), and restricted stock units (RSUs). Each has distinct tax
treatment for employees, distinct employer accounting and withholding obligations, and distinct cap table
implications that the CFO must understand.

INCENTIVE STOCK OPTIONS: ISOs are the preferred equity compensation instrument for most
employee grants in US-incorporated companies because of their favorable tax treatment for employees.
When an employee exercises an ISO and holds the acquired shares for the required holding periods (at
least two years from the grant date and one year from the exercise date), the employee pays capital gains
tax on the appreciation rather than ordinary income tax. This tax advantage — potentially thirty to forty
percentage points of tax savings for high earners — is significant and is a meaningful part of the
compensation value of equity for employees who receive ISOs.

The tax advantages of ISOs come with limitations that the CFO must track carefully. The most important
limitation is the one-hundred-thousand-dollar annual 1SO limit: the aggregate fair market value of 1SOs
that first become exercisable in any calendar year cannot exceed one hundred thousand dollars per
employee. Grants in excess of this limit automatically become NSOs for the amount exceeding the limit,
potentially eliminating the tax advantage the employee was expecting. The CFO must model the vesting
schedule of each employee's ISO grants against this limit and must flag potential excess grants before
they are finalized.
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NONQUALIFIED STOCK OPTIONS: NSOs do not have the favorable tax treatment of ISOs — when an
employee exercises an NSO, the spread between the exercise price and the fair market value is taxed as
ordinary income in the year of exercise. NSOs can be granted to anyone (employees, contractors,
advisors, and directors), while ISOs can only be granted to employees. NSOs are the standard instrument
for non-employee grants and for employee grants that exceed the ISO limit.

RESTRICTED STOCK UNITS: RSUs are the most common equity instrument for public companies and
are increasingly used by late-stage private companies. Unlike options, RSUs do not require the employee
to pay an exercise price — the employee simply receives shares when the RSU vests. RSUs are typically
subject to two vesting conditions: a service condition (the employee must remain employed for a specified
period) and, for private companies, a liquidity condition (the RSU typically does not settle — the shares
are not issued — until a liquidity event such as an IPO or an acquisition). The dual vesting structure
means that employees of private companies often hold unvested RSUs for years before they receive any
economic benefit, which affects the retention incentive relative to options that can be exercised and held
without a liquidity event.

409A VALUATION MANAGEMENT

The 409A valuation is the independent appraisal of the fair market value of the company's common stock
that is required by the IRS as the basis for setting option exercise prices. The consequences of an
inadequate 409A valuation — granting options with an exercise price below the fair market value — are
severe: the IRS imposes a twenty percent excise tax plus interest on the value of the options at the time of
exercise, in addition to the regular income tax owed. For employees who have received options with an
exercise price that is too low, the tax consequences can be financially devastating and can expose the
company to significant liability.

THE VALUATION FREQUENCY REQUIREMENT: The 409A valuation must be updated at least annually
and after any "significant event" that could reasonably affect the value of the common stock. The definition
of a significant event includes any new financing round (which provides direct evidence of the company's
preferred stock value and therefore implies a common stock value), any material change in the company's
business or financial condition (a major new customer, a significant product launch, or a material
deterioration in financial performance), and any material change in the company's ownership structure.
The CFO must maintain a calendar of 409A valuation expiration dates and must proactively commission
new valuations before the existing valuation expires.

THE COMMON STOCK DISCOUNT: The 409A valuation of the common stock is typically set at a
discount to the most recent preferred stock financing valuation, reflecting the different economic rights of
the two classes. This discount — typically thirty to fifty percent below the implied preferred stock value —
is justified by the liquidation preference of the preferred stock (which provides downside protection that the
common stock lacks), the lack of liquidity of the common stock, and the minority position that most
common stockholders hold. As the company approaches an exit — and as the probability that the
preferred liquidation preferences will be triggered declines — the common stock discount typically
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narrows. The CFO must ensure that the 409A valuation reflects the current probability-adjusted economic
reality rather than applying a mechanical discount to the most recent preferred stock price.

ASC 718 AT SCALE: MANAGING THE EXPENSE COMPLEXITY

As the company scales and the equity compensation program grows — more employees, more grant
types, more complex vesting schedules — the ASC 718 expense calculation becomes significantly more
complex and requires dedicated analytical infrastructure to maintain accurately.

THE OPTION POOL CONSUMPTION MODEL: The CFO must maintain a comprehensive option pool
consumption model that tracks: the total shares authorized under each equity plan, the shares issued to
date as grants, the shares returned to the pool through forfeitures and expirations, the shares available for
future grant, and the projected pool consumption from the planned hiring activities. This model should be
updated monthly and should project the option pool availability through the next twelve months to ensure
that the company has sufficient authorization for the planned grants without requiring a dilutive pool
increase at an inopportune time.

THE EXPENSE ROLL-FORWARD: The ASC 718 expense roll-forward is the analytical schedule that
tracks the total stock-based compensation expense from period to period: beginning with the unamortized
stock-based compensation from prior grants, adding the new expense from grants made during the
period, subtracting the forfeitures and expirations that reduce expense, and arriving at the ending
unamortized stock-based compensation balance. The roll-forward must reconcile to the income statement
stock-based compensation line and to the balance sheet additional paid-in capital balance — providing the
auditors with a clear trail from the individual grant records to the financial statement line items.

THE DISCLOSURE REQUIREMENTS: The ASC 718 disclosure requirements in the notes to the financial
statements are extensive and must be updated each period: the weighted average grant date fair value of
options granted, the weighted average remaining contractual life of options outstanding, the aggregate
intrinsic value of options outstanding and exercisable, the stock-based compensation expense by income
statement category, and the total unrecognized stock-based compensation expense remaining to be
recognized and the weighted average period over which it will be recognized. The CFO must ensure that
these disclosures are complete, accurate, and internally consistent with the financial statements.

ACTIONS TO TAKE BEFORE PART FOURTEEN

Review the current 409A valuation against the last financing round date and the significant events
calendar. If the current valuation is more than twelve months old or if a significant event has occurred
since the last valuation, commission a new 409A immediately — every option grant made without a
current 409A creates potential IRS exposure for the employees who receive those grants.
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Conduct the ISO limit analysis for every employee who has received option grants in the last three
calendar years: for each employee, calculate the aggregate fair market value of options that first became
exercisable in each calendar year and identify any grants that exceed the one-hundred-thousand-dollar
annual limit. If any grants exceed the limit, consult with the company's employment tax counsel to
determine the appropriate remediation action.
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CLOSING PERSPECTIVE

Equity compensation is both the company's most powerful talent tool and one of its most complex
governance obligations. The CFO who manages this governance obligation with the rigor it requires —
who maintains current 409A valuations, tracks option pool consumption, calculates ASC 718 expense
accurately, and provides employees with the information they need to make informed decisions about their
equity — is fulfilling one of the most consequential financial stewardship responsibilities available in the
growth-stage CFO role.
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COMING NEXT IN THE SERIES

Part 14 — M&A; as a Growth Strategy: The CFO's Role in Buy-Side Transactions

Part Fourteen covers the financial dimensions of buy-side M&A; for growth-stage companies — the acquisition thesis and
financial criteria, target screening and financial due diligence, acquisition financing structures, the LOI and purchase
agreement financial terms, and the CFQO's specific analytical responsibilities throughout the acquisition process.



