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Background

On October 25, 2021, the FASB issued ASU 2021-07," which allows nonpublic entities to use,
as a practical expedient, “the reasonable application of a reasonable valuation method” to
determine the current price input of equity-classified share-based payment awards issued in
exchange for goods or services. The ASU notes that a valuation performed in accordance with
specified U.S. Treasury regulations related to Internal Revenue Code (IRC) Section 409A% is an
example of a reasonable valuation method under the practical expedient.

Key Provisions of the ASU

In accordance with ASC 7182 before the adoption of ASU 2021-07, nonpublic entities estimate
their share price as of the grant date to determine the grant-date fair-value-based measure
of an issued award. However, because of the nature of nonpublic entities, observable market
prices generally do not exist for their equity shares. Accordingly, such entities often use either
a market approach or an income approach (or both) to estimate this amount, which may be
costly and complex.

" FASB Accounting Standards Update (ASU) No. 2021-07, Compensation — Stock Compensation (Topic 718): Determining the Current Price
of an Underlying Share for Equity-Classified Share-Based Awards — a consensus of the Private Company Council.

2 Internal Revenue Code Section 409A, “Inclusion in Gross Income of Deferred Compensation Under Nonqualified Deferred
Compensation Plans.”

3 FASB Accounting Standards Codification (ASC) Topic 718, Compensation — Stock Compensation.


https://www.fasb.org/cs/ContentServer?c=Document_C&cid=1176178770358&d=&pagename=FASB%2FDocument_C%2FDocumentPage&mc_cid=500ae337b9&mc_eid=16727962e1

Under the ASU's practical expedient, a nonpublic entity may estimate its share price by using
the “reasonable application of a reasonable valuation method.” ASC 718-10-30-20D specifies
that factors to be considered under such a method include the following, as applicable:

a. The value of tangible and intangible assets of the nonpublic entity
b. The present value of anticipated future cash flows of the nonpublic entity

c. The market value of stock or equity interests in similar corporations and other entities
engaged in trades or businesses substantially similar to those engaged in by the nonpublic
entity for which the stock is to be valued, the value of which can be readily determined
through nondiscretionary, objective means (such as through trading prices on an
established securities market or an amount paid in an arm’s-length private transaction)

d. Recent arm’s-length transactions involving the sale or transfer of stock or equity interests of
the nonpublic entity

e. Other relevant factors such as control premiums or discounts for lack of marketability and
whether the valuation method is used for other purposes that have a material economic
effect on the nonpublic entity, its stockholders, or its creditors

f. The nonpublic entity's consistent use of a valuation method to determine the value of its
stock or assets for other purposes, including for purposes unrelated to compensation of
service providers.

In addition, ASC 718-10-30-20E notes that such a valuation method must take into account
“all available information material to the value of the nonpublic entity.” Further, ASC 718-10-
30-20F states that if either of the following conditions is met, the “use of a value previously
calculated under a valuation method is not reasonable as of a later date”:

a. The calculation fails to reflect information available after the date of the calculation that may
materially affect the value of the nonpublic entity (for example, the resolution of material
litigation or the issuance of a patent).

b. The value was calculated with respect to a date that is more than 12 months earlier than the
date for which the valuation is being used.

The characteristics above are the same as those in IRC Section 409A that describe the
reasonable application of a reasonable valuation method under U.S. Treasury regulations.
The ASU also explicitly refers to other valuation approaches under IRC Section 409A that are
presumed to be reasonable.

The ASU further clarifies that an entity that wishes to apply the practical expedient must do
SO on a measurement-date-by-measurement-date basis. That is, the entity must apply the
expedient to all equity-classified awards that have the same underlying share and the same
measurement date.” An entity that elects the practical expedient is also required to disclose
that election.®

Connecting the Dots

Audit Considerations

On the basis of our experience with clients, entities almost always obtain a single
valuation to use for compliance with the requirements of both IRC Section 409A and
ASC 718. While ASU 2021-07 codifies that practice, because there have been no
corresponding amendments to AICPA SAS 122, Section 540,” the requirements related
to auditing estimates have not changed.® Therefore, the extent of audit evidence

needed in the assessment of the estimated share price in the valuation of an equity-
classified award remains the same. An entity's use of the share price valuation from its

See ASC 718-10-30-20G.
See ASC 718-10-30-20H.
See ASC 718-10-50-2(f)(2)(vi).
AICPA Statement on Auditing Standards (SAS) No. 122, Section 540, “Auditing Accounting Estimates, Including Fair Value Accounting
Estimates, and Related Disclosures.” Note that SAS 143, “Auditing Accounting Estimates and Related Disclosures,” supersedes SAS
122 and is effective for audits of financial statements for periods ending on or after December 15, 2023. However, ASU 2021-07
makes no changes to the requirements for auditing estimates under either SAS 122 or SAS 143.

8 In paragraph BC22 of the ASU, the Board observed that “the practical expedient would not change the fair value measurement
objective for the current price input and does not affect existing audit requirements.”
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IRC Section 409A reporting is not a safe harbor; rather, the auditor must still evaluate
whether such an amount represents a reasonable application of a reasonable
valuation method by considering the facts and circumstances as of the valuation
date.” Accordingly, we believe that the audit procedures and associated audit costs
related to such valuations are unlikely to change as a result of the practical expedient.

Entities That May Become Public Entities

Certain other practical expedients are available to nonpublic entities'® under ASC 718 related
to the use of the calculated value and intrinsic value methods. In SAB Topic 14.B,"" the SEC
provides transition guidance for entities that elect those practical expedients and are changing
from nonpublic to public entity status. However, there is no similar transition guidance in

ASU 2021-07 on the use of the practical expedient. Therefore, an entity that no longer meets
the criteria to be a nonpublic entity would have to reverse the practical expedient's effect in

its historical financial statements. Consequently, before electing the practical expedient in

the ASU, nonpublic entities that could become public entities should carefully consider the
potential future costs of having to reverse the effect of this relief.

Effective Date and Transition

The guidance in ASU 2021-07 is effective for nonpublic entities for fiscal years beginning on
or after December 15, 2021, and interim periods within fiscal years beginning after December
15, 2022. Entities must apply the ASU's provisions prospectively and may early adopt them for
interim and annual financial statements that have not yet been issued or made available for
issuance as of October 25, 2021.

9 See ASC 718-10-30-20C.

0" As defined in ASC 718-10-20.

" SEC Staff Accounting Bulletin (SAB) Topic 14.B, “Transition From Nonpublic to Public Entity Status” (reproduced in part in ASC
718-10-S99-1).



Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s webcast series that delivers practical strategies you need to stay on top
of important issues. Gain access to valuable ideas and critical information from webcasts in the “Financial Executives”
series on the following topics:

+ Business strategy and tax. + Financial reporting. « Tax accounting and provisions.
» Controllership perspectives. » Governance, risk, and compliance. + Transactions and business events.
+ Driving enterprise value. + Innovation in risk and controls.

Dbriefs also provides a convenient and flexible way to earn CPE credit — right at your desk.

Subscriptions

To subscribe to Dbriefs, or to receive accounting publications issued by Deloitte’'s Accounting and Reporting Services
Department, please register at My.Deloitte.com.

The Deloitte Accounting Research Tool

Put a wealth of information at your fingertips. The Deloitte Accounting Research Tool (DART) is a comprehensive online
library of accounting and financial disclosure literature. It contains material from the FASB, EITF, AICPA, PCAOB, and SEC,
in addition to Deloitte’s own accounting manuals and other interpretive guidance and publications.

Updated every business day, DART has an intuitive design and navigation system that, together with its powerful search
and personalization features, enable users to quickly locate information anytime, from any device and any browser.
While much of the content on DART is available at no cost, subscribers have access to premium content, such as
Deloitte's FASB Accounting Standards Codification Manual. DART subscribers and others can also subscribe to Weekly
Accounting Roundup, which provides links to recent news articles, publications, and other additions to DART. For more
information, or to sign up for a free 30-day trial of premium DART content, visit dart.deloitte.com.

Heads Up is prepared by members of Deloitte’s National Office as developments warrant. This publication
contains general information only and Deloitte is not, by means of this publication, rendering accounting,
business, financial, investment, legal, tax, or other professional advice or services. This publication is not a
substitute for such professional advice or services, nor should it be used as a basis for any decision or action
that may affect your business. Before making any decision or taking any action that may affect your business,
you should consult a qualified professional advisor. Deloitte shall not be responsible for any loss sustained by
any person who relies on this publication.

The services described herein are illustrative in nature and are intended to demonstrate our experience
and capabilities in these areas; however, due to independence restrictions that may apply to audit clients
(including affiliates) of Deloitte & Touche LLP, we may be unable to provide certain services based on
individual facts and circumstances.

As used in this document, “Deloitte” means Deloitte & Touche LLP, a subsidiary of Deloitte LLP. Please
see www.deloitte.com/us/about for a detailed description of the legal structure of Deloitte LLP and its

subsidiaries.

Copyright © 2021 Deloitte Development LLC. All rights reserved.


http://www.deloitte.com/us/about
http://My.Deloitte.com
http://my.deloitte.com/
http://dart.deloitte.com

