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A different time

A lot has changed over the last few years, with the US appetite for private
secondary transactions only growing stronger. Such transactions have become a
critical mechanism for private company shareholders to achieve liquidity —often
well before an initial public offering (IPO) is feasible or even desired.

Back in 2017, the private secondary market was just entering what would turn
out to be an explosive multi-year period of growth. The market was becoming
increasingly institutionalized, with dedicated funds and crossover investors
executing bespoke deals aimed at helping founders and executives at high-
growth, venture-backed companies gain partial liquidity. These were mainly

the companies investors viewed as the most coveted unicorns—each privately
valued above $1 billion—and demand to gain pre-IPO exposure was significant.

At the same time, company management teams were eager to rein in the ad hoc
trading of employee shares that had begun to surface on private exchanges.
While the secondary market was already measured in billions of dollars, few
could have predicted the acceleration to come. The IPO market in 2017 was
emerging from its worst year since the post-financial-crisis slump, and public
equity performance was steady but unspectacular as the impact of Brexit loomed
over the financial system. Yet as institutional investors searched for yield, private
markets drew increasing attention and capital, setting the stage for a multi-year
expansion in both private fundraising and secondary liquidity.
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Present day

Fast-forward to now, and the private secondary market has matured into a central
pillar of the private capital ecosystem. What began as one-off liquidity events for
founders has evolved into a highly structured and recurring component of private
company finance.

Following the 2021 peak in issuance and the subsequent pullback in IPOs during
2022 and 2023, the market has recalibrated. While inflation, rising rates, and
geopolitical tensions briefly cooled public-market sentiment, the secondary
market quietly strengthened. By 2024, structured secondary transaction activity
accelerated significantly, with market data showing volumes nearly doubling
year-over-year as companies increasingly turned to organized liquidity programs.’
Median pricing rebounded to align with the most recent primary round —a sharp
recovery from the discounts common in 20222 —and by mid-2025, median
valuations across venture stages were up more than 40% compared to two years
earlier, with late-stage valuations more than doubling.®

The market’s growth has also been fueled by the massive pool of unspent venture
capital—now exceeding $311 billion*—and by many companies’ decision to
remain private for longer, increasing to an average of 12 years from founding to
IPO.® As a result, employee and investor demand for interim liquidity has only
intensified.
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Today, recurring tender offers, controlled liquidity programs, and direct
secondaries are increasingly viewed as a natural part of a company’s capital
strategy. Institutional investors, crossover funds, and family offices now compete
actively in these transactions, and purpose-built platforms have brought greater
transparency, speed, and regulatory rigor to execution.

While IPO volumes remain subdued, the secondary market continues to provide
liquidity and valuation signals to the broader private ecosystem. Many of the
forces that drove the market’s initial rise—talent retention, capital recycling, and
investor access to innovation—not only remain in place but have become more
sophisticated and sustainable.

Secondary annual transaction volume
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Venture capital
investment expansion
and valuation growth

I After several years of recalibration, the US venture capital ecosystem in 2025
D) reflected both renewed discipline and renewed confidence. Total deal value for
Total deal value for the year was $339 billion. Roughly 16,700 deals® were completed in 2025, with Al
the year and data infrastructure continuing to dominate the landscape.

The scale of investment is significant. More than 100 megadeals’” —with rounds
exceeding $100 million—closed each quarter, accounting for roughly 67% of
total deal value?, a level not seen since 2021-22. Al-related companies captured
over 65% of total venture dollars in 2025, reflecting investors’ strong conviction
in generative and applied Al business models.® A series of multibillion-dollar Al-
related financings in 2025' underscored both the magnitude of capital required
to compete in this rapidly scaling sector and investors’ continued willingness to
back platforms with strong technical moats and commercialization potential.

Beyond Al, dealmaking across enterprise software, healthcare technology,

and advanced manufacturing remains active but more measured. Investors
continue to favor companies demonstrating efficient growth and clear pathways
to profitability —signaling a shift from the “growth at any cost” mentality that
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characterized the 2020-2021 cycle. This selective environment is producing a
distinct bifurcation: industry-leading startups command record valuations, while
early-stage capital remains constrained for less differentiated businesses.

Valuations, meanwhile, have rebounded to near-record levels across stages.
According to PitchBook, median pre-money valuations climbed to $16 million at
seed, $49 million at Series A, $145 million at Series B, $316 million at Series C
and over $857 million at Series D+ with all venture capital stages reaching decade
highs." The median late-stage deal size now exceeds $100 million, reflecting
larger, more capital-efficient rounds that are designed to help extend runway and
reduce fundraising frequency.' These valuation dynamics mirror broader private-
market trends, where pricing has continued to recover across stages—particularly
at the late stage, which has rebounded sharply from 2023 levels.

The number of US unicorns has continued to expand, with aggregate valuations
surpassing $3.7 trillion across nearly 800 active private companies valued above
$1 billion.™ Importantly, over 40% of these unicorns first raised venture capital
more than a decade ago, underscoring the enduring “private-for-longer” trend
that continues to shape the US innovation economy.™
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Sector-wise, the technology and healthcare industries remain the most active,’®
accounting for roughly three-quarters of all deal value through the third quarter.
Al-driven software, cloud infrastructure, and biotech platforms each continue

to attract deep-pocketed investors. In addition, advanced manufacturing and
defense technology have emerged as high-growth categories in 2025, propelled
by both industrial automation demand and national security priorities.

Venture capital fundraising, however, has not kept pace with deployment. Only
$66 billion was raised across 537 funds in 2025'®—returning fundraising to pre-
pandemic levels as limited partners continue to await liquidity from exits. Yet,
despite a slower fundraising cadence, total industry dry powder remains high at
approximately $300 billion,” suggesting continued capacity for dealmaking once
distributions resume.

Taken together, the 2025 venture landscape signaled a market that rebounded
from contraction but with discipline restored. Investors are prioritizing durable
growth, capital efficiency, and strategic alignment with transformative
technologies such as Al, climate innovation, and advanced manufacturing. While
the exuberance of 2021 has been tempered, the structural strength of the US
innovation economy—and the depth of capital supporting it—remain intact.

Venture capital investments by stage
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The IPO market
environment

Following subdued activity since 2022, the US IPO market showed renewed
signs of life as 2025 wrapped up. Investor confidence, easing monetary policy,
and a more stable policy backdrop have combined to create a more constructive
issuance environment. Traditional IPOs raised over $41 billion in 2025, a 53%
increase from 2024, marking the most active year for new listings since 2021.

Market recovery has been gradual but broad-based. Sectors such as technology,
healthcare, industrials, and financial services have led activity. Al-related and
data-driven business models continue to attract significant investor attention,
although selectivity remains high. Companies with sustainable growth profiles,

a path to profitability, and operational maturity are outperforming peers that rely
solely on rapid scaling.

After several years of limited issuance, a deep backlog of private companies—
many of them well-capitalized IPO-ready businesses —has begun to move toward
the public markets. Venture-backed IPOs proceeds in 2025 almost doubled year
over year to $16.9 billion, and sponsor-backed IPOs raised $16 billion marking
the busiest year since 2021, underscoring pent-up supply across both private
equity and venture ecosystems.
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While valuation gaps between private and public markets persist, investor
appetite for high-quality issuers has returned. Approximately half of 2025

IPOs priced at the top or above their indicated range, and average aftermarket
performance has outpaced major indices. Special purpose acquisition company
(SPAC) issuance has also seen a sharp resurgence, with 144 SPACs raising more
than $26.8 billion, the most active period since 2021, although de-SPAC activity
remains muted as investor scrutiny intensifies.

Monetary policy remains an important tailwind. The Federal Reserve cut rates
three times in 2025, helping lift market sentiment and risk appetite. Moderating
inflation and more stable growth expectations have further supported issuance.
PwC expects the IPO window to remain open, barring unexpected policy or
macroeconomic shocks.

Despite the improving backdrop, companies continued to approach the
market with caution in 2025. Smaller floats, limited secondary share sales,
and cornerstone investors were prevalent as issuers balanced capital-raising
requirements with valuation discipline. Companies with robust fundamentals,
compelling equity stories, and readiness to operate as public entities may be
better positioned to succeed in this more selective environment.

US IPOs, average S&P 500 and average VIX
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Secondary market
continues to expand

During the 2021 to 2025 period, the US secondary market has evolved from a
tactical source of liquidity into a structural feature of private capital markets.
Following a brief slowdown in 2022, secondary activity rebounded sharply
beginning in 2023 and has since maintained strong momentum. By the end

of 2024, structured secondary transactions on one major platform had more
than doubled from 2023, exceeding $6 billion'®—a sign of the market’s broader
rebound, with continued growth anticipated. Market data from industry-leading
liquidity platforms indicate that both company-sponsored and investor-led
tender programs have accelerated. The number of organized auctions is up
more than 80%" year over year and investor subscription rates are at the
strongest overall activity since 2021.2° The underlying figures largely reflect
structured tender offer programs—whether company-sponsored or investor-
led—that predominantly involve common-equity sales by employees and early

11

shareholders, rather than preferred-share transfers among institutional investors.
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In each successive year, the market has matured and professionalized in tangible
ways. Tender offers remain the predominant transaction structure, accounting

for most organized programs, while newer models —such as controlled liquidity
programs and managed auctions—have gained traction as companies seek
recurring, predictable liquidity for shareholders. Participation rates have remained
robust?' averaging close to 60% of eligible shareholders, while subscription
rates—a measure of investor demand relative to supply —have approached 90%
or more in recent programs, underscoring the depth of institutional interest.?

Liquidity programs by stage
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From a buyer’s perspective, the market has continued to diversify. Venture capital
and crossover investors remain the most active participants, but dedicated
secondary funds, family offices, and multi-strategy asset managers have become
increasingly important sources of capital. This expansion reflects a broader
institutionalization of the market, with investors viewing private secondaries not
as opportunistic trades but as strategic allocations within private equity portfolios.
The use of secondary transactions as an employee retention and engagement
tool also continues to grow. Many late-stage private companies run structured,
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company-sponsored liquidity programs to provide recurring employee liquidity
while staying private. These programs allow companies to compete more effectively
with public market employers that can offer readily tradable stock, while giving
employees a tangible means of realizing partial liquidity without leaving

the company.

Sector participation remains concentrated in technology, media, and
telecommunications and has been increasingly shaped by the rise of artificial
intelligence and data infrastructure companies, which now account for most of the
secondary transaction value. Median transaction pricing has stabilized at or near
the most recent primary round valuation, following the discount environment of
2022. For many companies, particularly those in high-growth sectors, secondary
valuations have begun to trade at a premium?3 to their prior preferred round—a
notable shift from just two years ago.

As evidence suggests, the foundations are firmly in place for continued growth.
With companies staying private longer and investors seeking creative paths to
liquidity, the secondary market is expected to remain an essential mechanism
for capital recycling and shareholder value realization in the years ahead.
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Secondary transactions
in focus

Two central structures have emerged in the myriad of permutations that exist in
secondary transactions.

Institutional buyer makes outright purchase with cash

The first structure involves the simplest form of a secondary sale where an
employee sells shares to a dedicated secondary fund in exchange for cash. This
type of transaction can often be executed quickly, given the lack of complexity,
little requirement for company involvement, and limited impact on the company’s
capital structure. However, certain issues should be considered, such as a
company’s consent requirements or right of first refusal on the shares or other
co-sale rights that might exist. Even in light of these issues, this structure offers a
simple sale option.

However, critical and sometimes complex issues arise when the investor is
already an owner or is simultaneously investing in other classes of the company’s
shares and is seeking to increase its holdings.
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Company makes outright purchase with cash

In the second structure, the buyer is the company itself. Unlike the first structure,
the company is actively involved as a direct party in the transaction. Company-
led tender offers remain a significant share of the secondary market and continue
to be a common structure used for providing shareholder liquidity.

These relatively simple structures create the basis for a surprising number of
permutations and resulting issues that companies and their employees should
consider to enable smooth execution and proper handling from an accounting,
tax, and legal perspective. For example, from an accounting perspective, does
the transaction contain a compensatory element? If the first secondary sale is
repeated by a second, third, and fourth sale over time, is the accounting the same
in those subsequent transactions? How much involvement can the company
have in the transaction? The accounting, tax, and legal implications for these
transactions are complex and require careful consideration of the facts and
circumstances.
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First question—
Valuation?

Typically, management is focused on a few questions related to valuation:

¢ What value can | receive for stock that | sell in a secondary transaction?
e How can this value relate to my company’s last round of institutional financing?
e What if the sale price is higher than the most recent independent valuation
performed for purposes of compliance with US Internal Revenue Code
Section 409A7?
e (Can this sale impact my company’s future Section 409A valuations?

A Section 409A valuation is an independent appraisal of the fair market value
(FMV) of a private company’s common stock. These valuations are commonly
used to help support that stock-based awards are granted at FMV, because if
they are not, punitive tax treatment applies under Section 409A. 409A valuations
must be updated when there are events that occur that significantly affect the
value of the common shares (like secondary offerings at a price well above the
409A valuation). To illustrate the key elements of a Section 409A valuation and
the potential impact of such valuations on sales of current and former employee
shares in the secondary market, it may be helpful to evaluate the progression of
a theoretical Section 409A valuation over time.
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Private company valuations are performed using the guidance in Accounting
Standards Codification (ASC) Topic 820, Fair Value Measurement, and
supplemented by the American Institute of Certified Public Accountants (AICPA)
Practice Aid on Valuation of Privately Held Company Securities Issued as
Compensation (the AICPA Practice Aid). Valuations help private companies
support reporting assertions such as the determination of tax treatment under
Section 409A and the determination of the fair value of common stock for
accounting and financial reporting purposes under ASC 718, Compensation—
Stock Compensation. Although not common, sometimes we do see companies
having different 409A valuations for tax purposes than the fair value for
accounting purposes. Whether this is appropriate depends on the specific facts
and circumstances. Companies must determine for themselves the cadence

of obtaining valuations. If the company’s growth has been moderate, a liquidity
event is years away, and there has been no significant M&A activity or changes
in capital structure, an annual valuation may be adequate. However, when the
growth of a company is very strong, the company is selling stock or raising new
financing and/or a liquidity event is on the horizon, performing valuations more
often, typically quarterly, may be more appropriate.

The Equity Securities Task Force of the AICPA has undertaken a project to revise
the AICPA Practice Aid, including the guidance on the impact of secondary
market transactions on the valuation of the common stock underlying the
awards and related accounting or disclosure requirements. A working draft of
the revised AICPA Practice Aid was released for public comment in December of
2025. A timeline for final release has not yet been disclosed. However, as these
drafts reflect the most recent interpretative views of valuation and accounting
professionals on the application of current authoritative literature, the Task

Force encourages companies to consider the working draft when evaluating the
implications of secondary transactions on estimating fair value.

However, in applying the guidance, valuation practitioners must still use a degree
of judgment when determining the relevance and reasonableness of incorporating
information gleaned from such secondary transactions. For example, pre-

IPO venture-backed companies generally raise equity through the issuance

of preferred stock as opposed to common stock. Executives and employees,

on the other hand, are typically granted share-based payments in the form of


https://viewpoint.pwc.com/us/en/pwc/in-briefs/2026/ib202601.html
https://viewpoint.pwc.com/us/en/pwc/in-briefs/2026/ib202601.html
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common stock as part of their compensation packages to attract, motivate, and
retain those individuals. The value of common stock usually differs from that

of preferred stock due to the preferred stock’s superior rights (e.g. liquidation
preferences and conversion features). Valuation models are therefore used to
determine an estimated fair value for the common stock. However, at times, the
sale price of common stock by employees in actual secondary transactions might
be at a price greater than the common stock value implied from the most recent
Section 409A valuation. This could happen, for example, if the company has
shown growth or met key milestones since the last Section 409A valuation date.

The SEC has historically focused on how recent transactions are considered

in the valuation of the company’s common stock and what weighting, if any,

the company placed on secondary transactions. When the difference between
the estimated value of a security and observed secondary transaction prices is
significant, a reconciliation between the two may be prudent to understand the
causes of the differences, which may guide the weighting. In certain cases, it may
be determined that under the prevailing circumstances and fact pattern one is
significantly superior to the other, in which case weightings may significantly lean
towards the more appropriate conclusion. The precedence for such consideration
already exists under ASC 820 when evaluating the relevance of a dealer-to-dealer
trade in establishing fair value.

ASC 820 establishes a fair value hierarchy of Level 1, Level 2, and Level 3 inputs,
with objectively verifiable information carrying more weight for accounting
purposes. Secondary market transactions are generally considered Level 2
inputs because the transaction volume is often insufficient to qualify the market
as active. Valuation techniques should maximize the use of relevant observable
inputs (Level 1 and 2) and minimize the use of unobservable inputs (Level 3),
which would typically include discounted cash flows and relevant multiples.

Transactions in a secondary market would typically have significant weight when
estimating the fair value of a company’s common stock because arm’s length
transactions are generally the best indicator of fair value. However, the facts and
circumstances of any secondary sale should be considered before relying on
them as indicative of fair value.



_\> Common considerations when evaluating transactions in secondary
\ markets include:

¢ Motivation: What was the motivation of the buyer and the seller? Are there
strategic reasons for the transaction? Is it being used to consolidate ownership
or gain control? Were there other commercial agreements being entered
into contemporaneously with the secondary market transaction? Certain
parties might be willing to pay a premium over fair value for some other
strategic benefit. How involved is the company in the share sale? Was the
buyer simultaneously purchasing new preferred stock from the company and
common stock from employee selling shareholders?

* Process: Whether buyers and sellers are independent third parties or insiders
can impact valuation, accounting, and tax treatment. If a secondary market is
the principal market for current employees, with repeated transactions around
a given price level, the presumption is that this reflects fair value (unless other
factors such as strategic investors are present).

¢ Size/Volume: Large transactions may be more likely to have been supported
by due diligence by a buyer. A higher number of trades by multiple
independent third parties would likely provide greater support for fair value.

¢ Timing: The further removed a secondary market transaction is from the date
of a Section 409A valuation, the less relevant that transaction is for assessing
current fair market value.

¢ Information: Private companies do not have the same disclosure requirements
as public companies, although in some secondary sales transactions,
management may provide financial information to potential investors.
When evaluating indications of fair value as a result of secondary market
transactions, valuation practitioners should base their analysis on information
from market participants in deciding what to weigh in pricing the security.

e Structure: Use of structured pricing mechanisms, such as a loan structure or
other mechanism where upside is shared, may alter the impact on
the valuation.
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While the AICPA Practice Aid, which covers the considerations related to
secondary transactions and the fair value hierarchy (as defined in ASC 820), is
clear regarding the importance of different valuation methods, some companies
and appraisers have historically assigned relatively little weight to secondary
transactions when determining the value of common stock for Internal Revenue
Code 409A purposes. In many cases, secondary transactions tend to occur

at prices higher than the value implied by traditional valuation methods (e.g.
discounted cash flow). As a result, lower weightings applied to these secondary
transactions may undervalue the common stock.

Companies may often point to information asymmetry or a lack of volume

of transactions as the reason for the lower weighting applied to secondary
transactions. However, as noted above, while market participant buyers and sellers
of common stock do not have the same information as insiders or management
teams, they still make informed decisions to buy and sell at specific prices. The fact
that a company is privately held and does not publicly disclose as much financial
information as a publicly-traded company, or has not provided as much information
to buyers and sellers of common stock as it might to an investor in a new round of
preferred stock financing, does not, in and of itself, suggest that market participant
buyers and sellers of a company’s securities are making less informed decisions or
applying a lower level of diligence in their decision making process.

Furthermore, common valuation approaches, such as discounted cash flow models
or trading multiples for guideline publicly traded peers, are Level 3 inputs under
ASC 820. This should be a key consideration in assessing the weighting applied to
secondary transactions, which rank above Level 3 inputs in the fair value hierarchy.

Additionally, companies and appraisers should consider the extent to which other
valuation methods should be afforded significant weight if they differ significantly
from the secondary transaction values, as this may indicate that those other
methodologies are not based on the perspectives of market participants, or do not
incorporate balanced and reasonable assumptions in the valuation models used.

If, for example, the price of secondary transactions is $15 per share, but the

value from an appraiser’s analysis (e.g. based on market multiples of comparable
companies or a discounted cash flow) is $3, or vice versa, there should be careful
consideration around why applying any meaningful weighting to the appraiser’s
analysis is reasonable in light of the significant gap between the estimates of value.



Report title | 01 Chapter title: 8pt Helvetica Neue Medium PwC 21

Second question—
What else?

Accounting

Private companies should carefully consider the accounting implications resulting
from sales of shares held by current and former employees in secondary market
transactions. Generally, the repurchase guidance in ASC 718 should be applied
even if the shares repurchased from current or former employees are vested and
were not originally issued as compensation (e.g. founder’s stock).

Two key questions can influence whether the company should recognize
compensation cost as a result of such transactions:

1. Did the transaction price exceed fair value?

2. If so, was the company involved in the secondary market transaction?
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In some cases, judgment may be needed to determine if the repurchase from
former employees may be considered non-compensatory (not related to past
service, but solely in their capacity as a shareholder).

Factors to consider include:

e The makeup of the shareholders that were offered the opportunity to
participate in the repurchase (for example, primarily employees versus a
significant proportion of nonemployee shareholders)

e The length of time since the former employee was employed, as well as
other aspects of the overall transaction

Did the transaction price exceed the current fair value
measurement?

If the transaction price exceeds the fair value of the shares at the time of the
purchase, the accounting for transactions involving current and former employee
shares may have a stock purchase and compensation paid to the current and
former employee equal to the amount of the transaction price in excess of

fair value.

If the transaction price does not exceed the fair value of the shares, then the
purchase would typically not include a compensatory element.

How involved was the company in a secondary market
transaction?

When a secondary market transaction price exceeds the fair value of the shares,
the company’s level of involvement should be carefully considered to determine if
the excess amount represents compensation for employee services or is clearly
for a purpose other than compensation for goods or services to the reporting
entity.

If the company directly repurchases shares from current or former employees,
the excess of the purchase price over fair value would typically be considered
compensation for employee services and the company would recognize
compensation expense equal to the excess amount.
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However, in situations where the company issued a broad-based tender offer to
all holders of a class of shares, the excess paid over fair value may constitute a
shareholder distribution or dividend rather than compensation. The company will
need to carefully consider the facts and circumstances of the transaction and
apply judgment when determining whether compensation expense should

be recognized.

When the buyer is not the company but instead a new or existing investor, the
relevant facts and circumstances should be carefully considered to determine
whether the transaction includes a compensatory element. A sale that is
negotiated between current or former employees and an unrelated third party
without the company’s involvement may not include a compensatory element. A
careful analysis of how the transaction arose, how the price was set, what role
the company played in facilitating the transaction, what level of forecast and
other financial information the company shared with the third party, whether the
company was simultaneously selling shares to the third party, timing of the most
recent valuation, and any related party relationships should be performed. If

not considered compensatory, these transactions should be considered in
future valuations.

It is also important to understand the relationship between the company and

the buyer in the secondary market transaction. If the buyer holds a pre-existing
economic interest in the company, then the buyer is generally presumed to be
acting on behalf of the company regarding amounts paid to employees (see next
section for a deeper discussion of economic interest holders). This is the case
even if the company is not responsible for directly funding that cost.

Economic interest holders

The participation of an individual or entity that holds a pre-existing economic
interest (e.g. debt, common or preferred equity, contractual arrangements such
as leases or licenses) in a secondary market transaction involving a company’s
current and former employees could impact the accounting treatment in a
significant way.
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These parties are generally presumed to be acting on behalf of the company,
unless the facts indicate the payment is clearly for a purpose other than
compensation to the employees. Thus, their involvement could be viewed no
differently than if the company were directly involved in the transaction.

Consequently, the company could be required to recognize compensation
expense for amounts paid to employees in excess of the fair value of the shares.
The following are examples where this situation may arise:

¢ An existing investor who holds the company’s common or preferred stock
acquires current or former employee shares to increase their stake

¢ A financial investor (e.g. venture capital fund) with a preexisting ownership
interest acquires current or former employee shares in connection with a
stock purchase plan

* A new investor concurrently participates in a new primary financing of the
company (e.g. a new preferred stock round) and acquires shares from
current or former employees

¢ A dedicated fund establishes a program to buy shares from executives over
time in successive tranches. The first purchase might be considered a “true”
third-party purchase (depending on the involvement of the company — for
example if the company invites the fund in to purchase shares from current
or former employees to provide liquidity and provides significant financial
information about the company to the fund). Once the fund owns shares,
however, it would be considered an economic interest holder with regard to
future purchases

It is important to note that the definition of an economic interest holder is broad
and does not require a minimum level of interest. Additionally, an entity does

not have to own shares in a company to qualify as an economic interest holder.
That said, if the third party has only a de minimis ownership interest and no other
commercial relationships with the company, it may be reasonable to conclude
that the buyer is acting independently rather than on behalf of the entity, and any
excess of the purchase price of the shares or other equity instruments from the
employee over their fair value may not be considered compensatory (but would
need to be considered more heavily in the determination of fair value of the
common stock for future valuation purposes). As discussed above, broad-based
tender offers made to all holders of a class of equity (assuming that class is not
primarily comprised of current or former employees) could be an indicator that
the intent of the transaction is not compensation but rather a distribution.
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The following chart outlines the key factors a company should consider when
determining whether secondary transactions involving current and former
employee shares include a compensatory element:

Identify the
fair value of
purchased
shares

l

Does the fair value exceed No
the transaction price?

Yes l

Was the purchase made directly No
or indirectly by the company or >
an economic interest holder?

Yes l

Is the economic interest held Yes

de minimis? Generally, no incremental

compensation expense

No l would be recognized

Is the transaction a broad Yes

based tender offer?
No l

Did the transaction price paid in

excess of fair value clearly relate Yes

to something other than
compensation?

v |

Incremental compensation
expense would generally be
recognized (excess over fair value)

25
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Classification considerations

An important and growing consideration related to secondary purchases of
current or former employee shares relates to the impact recurring repurchases
could have on the classification of a company’s existing share-based payment
plans. A company that classifies share-based awards within stockholders’ equity
has concluded those awards will be settled in equity. Companies that establish a
pattern of repurchasing immature shares (i.e. shares held for less than six months)
are at risk of causing some or all of the share-based payment plan to be liability-
classified.

As the frequency of repurchase transactions increases, so too can the current
or former employees’ expectation that such interests will be cash settled by the
company on an ongoing basis. In some cases, these expectations may result

in any immature shares that are repurchased being treated as equity-to-liability
modifications, resulting in mark-to-market charges. In other cases, historical
patterns of repurchases of immature shares are so extensive that the entire

plan may be considered an in-substance cash settled arrangement (sometimes
referred to as “tainting” of the plan). When tainted, all outstanding awards would
be reclassified as liabilities. Significant judgment is required when making

these determinations.
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On the other hand, repurchases of mature shares (i.e. shares held for more

than six months) do not result in liability classification. Therefore, companies
seeking to avoid potential liability classification concerns should ensure interests
repurchased by a company are limited to mature shares.

Regarding purchases made by economic interest holders, secondary market
purchases would typically not create an in-substance liability arrangement, as the
company is not using its own funds to settle the arrangement. In addition, absent
other circumstances that indicate the company has arranged for the systematic
or recurring repurchase by the same third-party investor of equity instruments
held by its employees, typically these transactions would not be considered when
determining whether the company has established a past practice of settling
immature shares. However, it is important to consider the level of ownership

of the economic interest holder. If, for example, the purchaser is a shareholder
who holds all or the vast majority of the company’s equity, the substance of the
repurchase may be that the economic interest holder is indifferent as to whether
the company repurchases or the shareholder repurchases, and thus liability
classification may be appropriate.

Disclosure considerations for pre-IPO companies

The issue of “cheap stock” has historically been, and continues to be, an area of
focus for the US Securities and Exchange Commission (SEC). The SEC continues
to request analyses reconciling the estimated fair value of the company’s
common stock as of each grant date leading up to an IPO with the estimated IPO
price when reviewing Form S-1 filings. If applicable, these analyses are expected
to explain any material differences. Therefore, companies with aspirations

of raising capital in a public offering should be prepared to defend historical
valuations used for tax and financial reporting purposes if materially different from
the expected IPO price.

As part of management’s discussion and analysis, critical accounting policies,
the stock-based compensation footnote and other disclosures, companies
whose shares trade in secondary market transactions should be prepared

to discuss how the transactions were factored into fair value measurements.
This may require a discussion of the weighting ascribed to the transactions.

A company’s failure to appropriately consider these indications of value in fair
value measurements could risk challenges to its accounting conclusions or
restatement, which could lead to a delayed IPO effective date.
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Consider these key factors when determining the level of cheap stock
disclosure in the IPO prospectus:

¢ Range of pricing in prospectus versus historical valuations (18- to 24-month
trailing period) and relative trends (industry specific)

e Key milestones in a company’s development (revenues, profitability, key hires, etc.)

¢ Timing of valuations performed (contemporaneous or retrospective)

¢ Valuation approach and weighting (market approach, income approach)

* Benchmarking against comparable companies

¢ Discount for lack of marketability

¢ Weighting of secondary market transactions

In addition, if directors, officers, or 5% of stockholders participate in a secondary
sale, a company may have to disclose the transaction in its IPO registration
statement as a related party transaction.

Tax

Implications for shareholders selling shares of stock

A shareholder contemplating selling shares in a secondary offering may have
acquired those shares solely as an investor or may have acquired those shares
in the capacity of a current or former employee or other service provider. For
selling shareholders who have never been employees or service providers of the
company, any gain from the sale of their shares is generally capital in nature (i.e.
capital gain treatment). For selling shareholders who acquired the shares in their
capacity as an employee, board member, contractor, or any other type of service
provider (current or former), even if the shares are fully vested there is a risk that
part of the sale proceeds is compensatory in nature (i.e. taxed as compensation
income which is taxed at ordinary income tax rates, and subject to Social
Security/Medicare taxes). There may be certain facts and circumstances under
which the IRS may characterize the difference between the sales price and the
current 409A valuation (the premium) as compensation income.

For service provider sellers, the appropriate tax treatment depends on all the
facts and circumstances of the transaction, including the relationship between
the seller and the company (e.g. is the seller a current or former employee?), the
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terms and conditions that apply to the shares being sold by the seller, how the
purchase price was determined, the relationship between the buyer and the
company, how involved the company is in the transaction, the purpose of the
transaction, how the class of sellers was determined, whether the company has
agreed to exchange the class of shares after the buyer buys common shares, etc.
There is no “bright line” test for determining whether the premium is capital gain
or compensation income and no one factor is determinative. This determination
should be made by the company after lengthy discussions with its tax and legal
advisors. Depending on the tax treatment, sellers may not want to participate

in the secondary transaction, if the expectation had been to obtain capital

gains treatment on the proceeds and qualify for qualified small business stock
exemption (QSBS) treatment.

If the gain is determined to be capital in nature, generally any gain or loss
recognized by the seller upon the sale or exchange of shares is treated as long-
term or short-term capital gain depending on whether the seller held the shares
for more than one year. If shares purchased through the exercise of an incentive
stock option (ISO) are sold either within two years after the date of the ISO grant
or within one year after the date of exercise of the ISO, generally any gain up to
the excess of the fair market value of the shares on the date of exercise over the
exercise price is treated as ordinary income.

Implications for sellers holding unexercised stock options

Option holders with unexercised stock options are sometimes allowed to
participate in the offer to purchase. Sometimes, the offer is simply to cash out the
stock options. More commonly, the offer to purchase allows option holders the
ability to exercise their stock options contingent on the sale of shares pursuant to
which options are exercised and shares immediately sold.

The summary below assumes that shares sold under the stock option are sold

at the fair market value and not at a premium that results in the application of
Section 409A, and are exempt from Section 409A and not modified in any way
that could cause the stock option to become subject to Section 409A. However,
regardless of the tax treatment for service providers selling shares, all of the
proceeds that service providers receive for stock options (either in a direct cash
payment for the stock option or the immediate exercise and sale of the underlying
shares) are taxed as ordinary income.
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The immediate sale of the ISO shares following exercise results in a disqualifying
disposition of the ISO shares. This means that the difference between the fair
market value of the stock at the time of exercise (i.e. the sale price) and the
exercise price is ordinary income to the employee and reportable by the employer
on a Form W-2. The employer is also required to report the exercise of an ISO on
Form 3921.

With respect to an NSO, the immediate sale of the shares following exercise
results in ordinary income taxation along with Social Security/Medicare taxation

to the service provider, generally in an amount equal to the fair market value of

the stock at the time of exercise (i.e. the sale price) less the exercise price. For
employees or former employees, this is treated as wages and subject to payroll tax
obligations including required tax withholdings and Form W-2 reporting.

Please note that if ISOs are included in the tender offer and the offer is left open
for more than 30 days, the ISOs fail to be treated as ISO and become NSOs
regardless of whether ISO holders participate in the offer. Also, the terms of the
tender offer may force ISOs into NSO treatment depending on the original grant
terms and how the exercise and sale are processed.

Implications for sellers holding restricted stock units (RSUs)

The summary below assumes acceleration of vesting of RSUs or waiver of vesting
requirements which results in the issuance of shares and sale of those shares. If
the issuance of shares occurs in close proximity to the sale of shares, the taxable
amount for the vesting of the RSUs may be the sale as the fair market value for the
shares, as determined as part of the tender offer. More importantly, waiving vesting
conditions for RSUs can result in non-compliance with Section 409A (deferred
compensation rules) which may give rise to 409A tax penalties and taxation at

an earlier date than the release of shares. We strongly recommend obtaining
appropriate advice from tax, accounting, and legal advisors on this issue.

Assuming there are no 409A issues, the immediate sale of the shares or settlement
of the RSU in cash results in ordinary income taxation along with Social Security/
Medicare taxation to the service provider, generally equal to the amount received.
For employees or former employees, this is treated as wages and subject to
payroll tax obligations including required tax withholdings and Form W-2 reporting.
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Company implications

Companies should keep in mind various tax obligations and implications

that arise in connection with secondary offerings, beyond applicable tax
reporting requirements depending on the seller’s status, the award type,

and the arrangement under which the sale occurs. Service providers should
consider 409A implications. With respect to employees, payroll tax obligations
should be complied with—including required tax withholdings. Depending on
the circumstance, to the extent that service provider amounts are treated as
compensatory, a tax deduction (subject to limitations under Sections 162(m)
and 280G, as applicable) could be available. Consultation with tax advisors to
navigate the various tax issues is recommended.

Other reporting and foreign shareholder considerations

Companies involved in secondary transactions may also want to consider
the following additional tax considerations:

¢ Foreign shareholders or service providers who are US taxpayers may have
additional tax implications both under US and foreign tax law.

* |n certain cases, a buyback by the company could be considered a dividend
rather than a redemption.

e Sales of stock may require reporting of proceeds on Form 1099-B.

¢ Foreign stockholders may be subject to a separate backup withholding regime.

e A company’s redemption of shares may also impact whether the shares held
by other stockholders qualify as qualified small business stock for federal
income tax purposes.

Regulatory

Under Section 12(g) of the Securities Exchange Act of 1934, if a private company
has more than $10 million in total assets, has a class of equity securities, and has
more than 2,000 accredited investors®* or more than 500 non-accredited investors,
the company is required to register the class of equity securities with the SEC.
However, employees holding shares as a result of employee compensation plans
can be excluded from these totals. There is a burden on private companies to
track the number of external shareholders, and secondary market transactions
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can raise the concern that the company will surpass the 2,000 shareholder limit
and subject the company to the registration requirements of a publicly traded
company.

The general rule under the US Securities Act of 1933, as amended, is that

the offer and sale of any security requires registration absent an applicable
exemption. There are several legal exemptions to the securities act that allow for
secondary sales to occur without requiring registration. For example, a private
company may issue new shares to a certain number of accredited investors
without being subject to the registration requirements under Section 4(a)(2) of the
securities act (an exemption for private placements) or Regulation D. However, a
secondary market transaction between a seller and an accredited investor does
not involve the issuer and therefore requires a resale exemption.

Rule 144 allows public resale of restricted securities if certain conditions are met.
The specific conditions that must be met under Rule 144 will depend on whether
the seller is considered an affiliate of the company. CEOs, senior executive
officers, and board members are typically considered affiliates for this purpose.
Sales of restricted securities are subject to an initial holding period of one year
to avoid public registration under the securities act. Sales of control securities
are subject to “manner of sale” restrictions, in which the seller may not solicit
buyers for the sale of the securities or prearrange buyers for their securities. The
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buyer must receive adequate current information about the issuer of the securities
before the sale can be made. This generally means that the issuer has complied
with the periodic financial reporting requirements that most venture-backed
companies already provide to their investors. A more simple way for a seller and
the company to avoid violating the legal restrictions of transferring restricted
stock in a secondary market transaction is to work with established secondary
firms that are viewed by the SEC as accredited investors. If a company cannot
apply Rule 144, it may have to rely on a case-law based securities exemption
known as Section 4(a) (172).

Another regulatory consideration is whether a tender offer has been triggered
under the securities laws. For a privately held company, if a tender offer is
triggered, the sale would require additional procedures to comply with securities
laws (including having the offer be open for at least 20 business days) and
distributing detailed information about the company, the offer, and the material
tax consequences of the offer to offerees.

Given there are no specific rules defining what is considered a tender offer, advice
from legal counsel with experience in these transactions is critical.

There are potential disclosures that may need to be made within a Form S-1
regarding a secondary sale. Transactions occurring between the company and
its officers, directors, and other affiliates within the three years prior to the IPO
must be disclosed in the related-party transactions section of the company’s S-1.
Dependent upon materiality, a third-party purchase not involving the company
will need to be disclosed. While underwriters may have concerns about allowing
a secondary market transaction to occur during the registration period, there
are certain circumstances when they have been permitted. When a secondary
market transaction occurs during the registration period, underwriters typically
require that the buyers agree to certain restrictions on shares. The company will
also have to include relevant information about a secondary transaction in its
registration statement.

Management may wish to impose blackout periods on the sales of employee
stock during certain periods of time, such as when fundraising, and when
executing or discussing material transactions. Depending upon the maturity of the
company, it may also be prudent to black out trading around quarter or year end.
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Legal

Secondary sale transactions require a closer look into a few legal implications.
Some states (e.g. Delaware and California) have statutory balance sheet tests
limiting the amount of capital that a company may use to buy its own shares.
However, these restrictions do not apply in a third-party purchase. If a third-party
investor already holds shares in the company, there may be a need to consider
whether the secondary transaction requires a Hart-Scott-Rodino antitrust filing if
the investor’s position is substantial.

The two most common transfer restrictions impacting secondary market
transactions are the right of first refusal (ROFR) and right of co-sale. The ROFR
provision can prevent the buyer from acquiring the entire number of shares it
wants, and the co-sale right can thwart sellers from selling all of the shares that
they would like to. As part of the process of a secondary transaction, expect that
the company’s board or its major stockholders would have to waive applicable
rights to sell under a ROFR or co-sale agreement.

Given these challenges, and numerous other legal issues noted, it’s essential that
experienced counsel be hired to advise on any secondary sale transaction.

Human resources

From a human resources perspective, it is important to consider the impact of a
secondary transaction for employees. Employees may hold stock options rather
than common stock and may not be fully vested. However, limiting their rights
to participate in a secondary transaction may be seen as inconsistent with the
seller’s intent to maintain a culture of equality among employees and would
prevent them from realizing this additional benefit.

Recent observations in the private secondary market indicate that while the
fundamental structure of secondary programs has remained consistent over
the last several years—with companies permitting a mix of investors, founders,
current employees, and former employees to sell shares under defined
programs—broader market activity has increased significantly. Secondary
transaction volumes continue to grow, especially given the lull in public market
activity during 2022-2025, reflecting an expanded appetite among sellers
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for liquidity and increased capacity among secondary buyers. Company-
specific programs continue to manage participation and share limits through
governance policies, with many platforms reporting elevated seller engagement
and diversified seller participation relative to historical baselines. These trends
underscore the maturing and growing role of private secondary markets in
providing liquidity for shareholders across issuer types .

These practices suggest a desire to maintain a culture of equality and retain
employees as employees are eligible to participate more often than not in
secondary transactions. Eligible employees typically include employees who
have been employed for at least one year and as such, are likely to have had
some vesting.2® However, companies balance the risk of allowing employees
to participate by setting restrictions around the total percentage of shares an
employee can sell.

This allows employees to receive some immediate benefit, while remaining
incentivized by the potential future appreciation of their equity. These eligibility
and participation trends could continue to shift; the participation and eligibility
rates have increased year over year since 2013%
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