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Grants of Equity Compensation

 Used by start-up company to attract, retain, and motivate 
employees

Employment agreements for the team

 Incentive structures

 Termination protection

Protection of Intellectual Property

Restrictive Covenants (Non-Competes; Non-Solicits)

Introduction
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Part 1
Equity Compensation



We will discuss basic characteristics and tax consequences of:

 stock options; 

 restricted stock; 

 restricted stock units (RSU)
We will highlight issues a start-up company should consider when granting 
equity.

Equity Compensation
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No public market for the stock exists.

If private sale is possible, may be restricted, as many start-ups impose resale restrictions.

 Restrictions can be imposed by contract (award agreement), federal or state securities laws, the 
company’s bylaws or a stockholder agreement. 

Why restrict transfer:  

 To avoid acquiring a hostile stockholder, 

 To prevent access to financial or other proprietary information that must be made 
available to stockholders, and 

 To avoid business disruption from sales in private markets, such as through 
SecondMarket.   

Setting the Stage:  No Liquidity
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Stock option gives the holder (the optionee) the right to purchase a number of
shares of stock at a fixed exercise price over a vesting period. 

The optionee bears no investment risk until he or she exercises the stock option 
and buys the stock.

Stock options are the most common form of equity compensation granted to 
employees.

Two types of stock options:

 Incentive stock option (ISO).

 Non-statutory stock option (NSO).

Stock Options
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Exercise price must at least equal the fair market value on the date of grant to be 
exempt from Section 409A.

Typically vest over 4 or 5 years in installments over a period of time, provided the 
optionee continues to render services to the company. 

Typical term is 10 years after the date of grant.

Options typically expire earlier, following separation from service with the 
employer. 

Stock Options Continued
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ISO: Incentive Stock Option

 Must meet the requirements of Section 422 of the Internal Revenue Code, including 
all of the following:

 Exercise price per share = Fair Market Value on date of grant.

 10 year term from date of grant.

 Optionee must be an employee on the date of grant.

 Exercised while optionee is an employee or within three months after termination of 
employment (or one year in the event of disability).

 No more than $100,000 exercisable in any calendar year as an ISO.

NSO or NQSO: Nonqualified Stock Option

 Does not meet the requirements of Section 422 of the Internal Revenue Code.

 Includes options granted outside of an equity incentive plan (non-plan grant) or to 
non-U.S. recipients.

Types of Options
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No tax at grant or on vesting.

Optionee is taxed on exercise on the excess of the Fair Market Value of 
the stock on the date of exercise over the exercise price paid for the 
stock (spread).

 Taxed at ordinary income tax rates.

 Exercise of NSO is subject to IRC Section 83.

Employer must collect withholding taxes based on this spread. 

The optionee’s capital gains holding period begins on the date of 
exercise.

Non-Statutory Option: Tax Consequences
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Early Exercise
Startup can grant options to purchase stock that is not vested – “early 
exercise” options.  

83(b) election triggers taxation and starts the capital gains holding period.

83(b) election must be filed within 30 days of exercise. 

If the optionee timely files a Section 83(b) election: 

 The optionee includes as ordinary income in the year of exercise the 
excess of the fair market value of the stock purchased on the exercise 
date over the exercise price paid for the stock (spread).  

 No additional income is recognized when the stock eventually vests.  

 The capital gains holding period begins on the exercise date as to any 
gain above the spread at exercise. 

Non-Statutory Options Continued
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No tax at grant or vesting.

No regular federal income tax on exercise of an ISO. 

Long Term Capital Gain on sale if the stock that is purchased is held 
for more than one year after the date of exercise and for more 
than two years after the grant date. 

An earlier sale or other disposition (a disqualifying disposition) 
generally results in ordinary income tax on the difference between 
the fair market value of the stock on the exercise date (or for early 
exercised awards, any later vesting date) over the exercise price 
paid for the stock (spread). 

No employment taxes due on exercise of an ISO.

Incentive Stock Options: Tax Consequences
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Alternative Minimum Tax may be triggered on exercise.

The excess of the fair market value of the stock on the date of exercise 
over the exercise price is subject to the alternative minimum tax (AMT). 

The AMT paid in connection with ISOs is generally creditable against 
future years’ income tax in excess of such years’ alternative minimum tax. 

Incentive Stock Options Continued
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Company grants Employee an option for 100 shares at a strike price of $1.00. Option vests and becomes 
exercisable in four equal installments of 25 shares per year. At the end of year 2, she pays $50 to exercise 
50 vested shares when the FMV is $2.50 and sells those 50 shares at the end of year 5 for $6.00 each.

ISO vs. NSO Example

Timing If the Option is an ISO If the Option is a NSO

Grant No tax No tax

Exercise of 50 
shares in Year 2

No ordinary income tax, but
possibly AMT

Ordinary Income of $75 ($2.5 - $1) x 
50 shares
** Company withholding obligation

Sale of 50 
shares in Year 5

LTCG of $250 ($6 sale price - $1 
price paid) x 50 shares
**Watch for disqualifying 
dispositions!

LTCG of $175
($6 sale price - $2.5 basis) x 50 shares
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On 1/1/21, Employee receives an early exercisable option for 1,000 shares, when the FMV = $1. 
The exercise price is set at $1 (409A value).  On 1/2/21, while the FMV is still $1, Employee early 
exercises and files an 83(b) election. The shares under the option vest on 1/31/21, when the FMV 
= $7. On 8/5/21, Employee sells the vested shares, when the FMV = $10. 

ISO  (Disqualifying) vs. NSO Example

Date If option is an ISO (disqualifying 
disposition)

If option is a NSO

Grant on 1/1/21
strike price = $1

$0 tax $0 tax

Early Exercise on 1/2/21, w/ 
83(b) election at $1

$0 tax $0 tax ($1 FMV - $1 strike price)

Vesting on 1/31/21
FMV = $7

$0 tax $0 tax (no recognition due to earlier 
83(b) election)

Sale on 8/5/21
FMV = $10

$6 Ordinary Income (no withholding 
or payroll tax)
$3 STCG (measure from vesting)

$9 LTCG (measure from exercise due to 
83(b) election)
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Startup companies usually grant ISOs to their employees.

AMT can be a significant disadvantage where the spread on exercise is 
substantial. 

The AMT rate is lower than the ordinary income tax rate on a NSO.

No tax deduction on a qualifying disposition, but there is a tax deduction in the 
case of disqualifying disposition. 

Many startup companies have net operating losses that minimize the value of the 
tax deduction for options.

Failure to withhold on exercise of a NSO can be a substantial detriment to the 
company, since it can result in penalties for the company or for individuals within 
the company.

Incentive Stock Options Continued
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Unique Problem: ISO Disqualifying Disposition & 
Contingent Consideration 

A failure to satisfy the federal holding-period requirements, resulting in taxation at 
ordinary income rates instead of long-term capital gains. 

G

E

Final Sale
• 24 months or less from “G”
• 12 months or less from “E”

DQ: taxed as ordinary 
income

 Disqualifying Disposition Rules
• A disqualifying disposition occurs when shares are sold before the end 

of the required holding periods: two years from grant date and one 
year from date of exercise.

• Spread as of the exercise date will be treated as ordinary income.
• Any further appreciation of the shares will be capital gain (short-term 

or long-term depending on whether the shares are held for more than 
1 year).
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Unique Problem: ISO Disqualifying Disposition & 
Contingent Consideration Continued

A failure to satisfy the federal holding-period requirements, resulting in taxation at 
ordinary income rates instead of long-term capital gains. 

G

E

Final Sale
• 24 months or less from “G”
• 12 months or less from “E”

DQ: taxed as ordinary 
income

 Now consider the following: All of the outstanding stock of Target (a private corp.) was acquired by Buyer on 
June 30, 2021 for $100M paid at closing plus a possible “all or nothing” earn-out of $400M to be paid if earned 
on June 30, 2023. 

 Purchase price: $100M or $500M. Joe holds a vested but unexercised ISO for 1% of Target. Exercise price is 
$400,000. Before closing: (1) he exercises, (2) the expected present value of the earn-out is $240M, and 

 Option 1 (Majority Approach): Total Value. Joe will be taxed on $3M = ($1M + $2.4M) – $400,000 exercise price

 Option 2 (Minority Approach): Non-Contingent Value. Joe will be taxed on $600K = ($1M - $400,000 strike 
price   at closing)

• Earnout taxed as actually achieved.
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On 1/1/21, the Company grants Sally an option for 1,000 shares at a strike price of $1.00. She early exercises and files an
83(b) election (except as noted below), when the FMV is $1.50. The option vests on one single date on 12/31/22, when
the FMV is $3.00. She sells for $5.00 in a later year.

Putting It All Together: Option Example
Option Example 

Timing ISO 
(Qualifying)

ISO (Disqualifying 
– no AMT)

ISO (Disqualifying –
AMT)

NSO w/ 83(b) NSO w/o 83(b)

At grant 
FMV = $1

No tax No tax No tax No tax No tax

At early exercise
FMV = $1.50

No tax 
*possible 
AMT

No tax $0.50 AMT income 
(spread at exercise if 
83(b))

$0.50 ordinary 
income
*withholding

No tax

At vesting
FMV = $3

No tax No tax No tax No tax $2 Ord. Income
*withholding

At sale
FMV = $5

$4 Cap Gain $2 Cap Gain
$2 Ordinary 
Income (spread at 
vesting)
*no withholding

$4 total gain, to 
apportion: $2 
ordinary income , $2 
cap gain, may get 
credit for AMT paid 
earlier on

$3.50 Cap Gain $2 Cap Gain

22



Restricted stock is stock that is subject to certain contractual 
restrictions on its ownership, typically including: 

 Restrictions on transfer or resale.

 The company’s right to repurchase the stock upon the employee’s 
termination of employment.  

On the date restricted stock is granted, the employee becomes the 
owner of record of the restricted stock.

Restricted Stock
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Restricted stock vests (lapse of repurchase right) based on 
continued service or employment.  

Vesting period typically 4 or 5 years with a one-year cliff, 
followed by ratable monthly vesting. 

The repurchase price for the unvested shares is typically: 

 the original cost of the equity, or 

 the lower of the original cost of the equity or the fair 
market value of the shares on the date of termination.

Restricted Stock Continued
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No tax on grant if unvested, BUT

In the year the restricted stock vests, the employee must include as 
ordinary income the excess of the fair market value of the stock on 
the date of vesting over the amount paid for the stock on the date of 
grant, if any (spread). 

For a startup company employee, paying tax as the shares vest could 
be an insurmountable financial obligation if value of the shares 
increases over time. 

If employee files 83(b) election, employee is taxed on spread at 
grant; rather than spread on each of the vesting dates.

83(b) election is sensible choice if value is low and no liquidity.

Restricted Stock - Tax Consequences
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Restricted stock awards constitute wages 
subject to tax withholding by the company.  

If Employee fails to file a Section 83(b) 
election:  on each vesting date Employer 
must collect income and employment 
taxes and remit to the IRS and any state 
tax authority. 

Employer must receive proof of timely 
filing – lack of proof requires withholding 
and leads to problems in acquisitions.

Restricted Stock Continued
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On 1/1/21, the Company sells 100 unvested shares to John for $1 each, the FMV per share on that date. 25 shares 
vest on each of 12/31/22, 12/31/23, and 12/31/24. The FMV was $2, $3, and $4 at the end of years 2-4, 
respectively. He sells all shares in May of Year 5 for $10.

Example of Restricted Stock

If John files an 83(b) 
election.

If John doesn’t file an 83(b) election.

Year 1 Ordinary income (OI) of 
$0 ($1 FMV - $1 basis)
* Company must 
withhold if there is gain.

Ordinary income of $0
($0 appreciation x 25 shares)
* Company must withhold if there is gain.

Year 2 No OI Ordinary income of $25
($1 appreciation x 25 shares) * Company must withhold.

Year 3 No OI Ordinary income of $50
($2 appreciation x 25 shares) * Company must withhold.

Year 4 No OI Ordinary income of $75
($3 appreciation x 25 shares) * Company must withhold.

Year 5 LTCG of $900 ($9 spread 
x 100 shares)

LTCG of $750, of which $175 is STCG since the 25 shares 
vested in year 4 did not meet a 1 year holding period = ($7 
appreciation from new basis in year 4 x 25 shares)
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Generally, the company is entitled to 
a tax deduction in the amount, and at 
the time, the employee recognizes 
ordinary income. 

Therefore, if an employee files a 
Section 83(b) election, the employer 
can deduct the award as a 
compensation expense at the time of 
grant, rather than waiting until 
vesting.

Restricted Stock - Tax Consequences
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Purchasing Stock with a Loan

29

26 C.F.R. § 1.83-3(a)(2) – If “the amount paid for the transfer of property is 
an indebtedness secured by the transferred property, on which there is no 
personal liability to pay all or a substantial part of such indebtedness, such 
transaction may be in substance the same as the grant of an option.” 

Factors to be considered include, “the type of property involved, the extent to 
which the risk that the property will decline in value has been transferred, and 
the likelihood that the purchase price will, in fact, be paid.” 

• If employee delivers a nonrecourse loan to purchase stock, transaction may 
be treated as the grant of an option. Instead of tax being due on the date the 
employee acquires the stock, tax is due in the future when the option is 
deemed exercised when value likely higher.

• If employee delivers a substantial recourse loan, transaction will be treated as 
a purchase, not an option grant. Employee will recognize any compensation 
income at purchase (zero if loan for full purchase price) and will not be taxed 
in the future until sale of shares.



An RSU is the right to receive from the company, after vesting, a specified 
number of shares of common stock.

RSUs can be settled in cash, but that feature is not discussed here. 

If the employee fails to satisfy the vesting requirements, the RSU is simply 
forfeited. If the employee satisfies the vesting requirements, the company 
issues shares of common stock following the vesting date – referred to as 
“settlement.” 

Restricted Stock Units (RSUs)
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RSUs are generally taxed at ordinary income rates on settlement. Any 
payment of cash or stock on settlement is compensation income and is 
subject to federal income tax at ordinary income rates. 

Employer must withhold the taxes due on settlement. 

A subsequent sale of the shares is eligible for LTCG if shares are held for 
more than 1 year.

RSUs - Tax Consequences
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Problem for private companies in granting RSUs: 
How can taxes be paid in private company where 
stock can’t be sold?



Restricted stock units (RSUs) that vest based on both time and occurrence of IPO or sale of company
can defer taxation until IPO or sale.

 Tax Implications. RSUs are taxed on a liquidity event, such as an IPO, so tax is owed only if the
liquidity event actually occurs. Hopefully, cash will be available at IPO or sale of the company.

• However, if no liquidity event occurs prior to the expiration of the RSU, the RSU is forfeited.

 Substantial Risk of Forfeiture. Tax analysis is based on “substantial risk of forfeiture” as defined
under tax laws.

• If the liquidity event is substantially uncertain at the time the RSUs are granted, then the RSU
can be structured so that the holder’s employment with the company on the liquidity date is
not required. We call this “need not be present to win.”

- Whether a liquidity event constitutes a substantial risk of forfeiture is a question of
fact, but events that may qualify include an IPO or sale of company. Sec. 1.409A-3(i).

- All gains are ordinary income, subject to withholding, at the time of settlement of the RSU.

NOTE: Companies stop granting these at around 9-12 months pre-IPO since the substantial risk of
forfeiture may be uncertain.

NOTE: Watch for waivers of liquidity event condition (risk of undermining 409A analysis to waive for a
secondary sale or upon termination of employment). 26 CFR § 1.83-3(c)(3).

Two-Tier RSUs for Private Companies

32



A holder of an RSU is not the beneficial owner of the underlying shares. 

Property is not transferred when an RSU is granted and the RSU is not taxed until 
the RSU vests and is settled. 

Settlement can be delayed beyond the vesting date, which allows for some tax 
planning; however, RSUs could be subject to Section 409A, which can lead to 
severe tax penalties if the complex payment rules of Section 409A are violated. 

Vesting can be delayed to liquidity event. 

 Then taxes can be paid out of cash from liquidity event. 

RSUs typically cover fewer shares than a comparable stock option award. 

 Because RSUs retain value regardless of the performance of the startup 
company’s stock price (unless the stock price goes to zero). 

RSUs Continued
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If RSUs vest at the closing of a sale involving contingent consideration, 
the RSU will likely be taxed at closing as to present value of that 
contingent consideration.  

Even if the amounts are not finally received.  

For employees and former employees, Employer must withhold the taxes 
due on settlement. 

Consider whether there is sufficient cash

in transaction to cover taxes.

RSUs - Tax Consequences; Special Case 
of Contingent Consideration
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*Employment taxes, including taxes under IRC Section 3121(v)(2)-
1(A) (for FICA) and Section 3306(r)(2) (for FUTA), are due on vesting
of the RSU. 

Under the nonduplication rule in IRC Section 3121(v)(2)-1(a)(2)(iii), since the 
RSUs are taken into account at vesting, the value of the RSUs are not subject to 
FICA or FUTA taxes again when the RSUs are actually settled

The amount includible in income is based on the value on vesting for FICA and 
FUTA purposes and the value on settlement for income tax purposes.

*FICA is due on vesting, unless the RSU is settled in the same year. 
Then, FICA can be paid at RSU settlement with income taxes if it is 
in the same year. IRC Section 3121(v)(2)-1(b).

RSUs - Tax Consequences Continued
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No 83(b) election is possible because 
property is not considered to be 
transferred at the time an RSU is 
granted. 

Long term capital gain treatment is 
possible only on the subsequent 
increase in the value of shares after 
settlement.

Generally, the company is entitled to a 
tax deduction in the amount, and at 
the time, the employee recognizes 
ordinary income.

RSUs - Tax Consequences Continued
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In Year 1, the Company awarded RSU for 80 shares to John, vesting 40 in October of each year, and 
settle in shares in November of the year of vesting. FMV is $1 and $2 per share in Years 1-2, 
respectively. He sells the 120 shares in December Year 2 for $5 per share.

Example of RSU

Event Taxation

Grant No tax

Year 1 Ordinary Income of $40 ($1 FMV x 40 shares) upon settlement.
* Company must withhold.

Year 2 OI of $80 ($2 FMV x 40 shares) upon settlement.
* Company must withhold.

Dec Yr 2 LTCG of $160 ($5 - $1 basis in first 40) x 40 shares
STCG of $120 ($5 - $2 basis in second 40) x 40 shares
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The stock comp charge and withholding obligations for two tier RSUs is booked at the 
time the liquidity event is achieved. Results in large disclosable figure in public filings.  

In the Uber IPO, the stock comp charge was $3.9B and the taxes associated with the 
settlement of the RSUs in connection with the IPO were approximately $1.4B.  This 
financial cost was disclosed as a risk factor and generated headlines in the first post-IPO 
quarter: 

• “We anticipate incurring a substantial obligation in connection with tax liabilities on 
the initial settlement of RSUs in connection with this offering. The manner in which we 
fund these tax liabilities may have an adverse effect on our financial condition or may 
add to the dilution of our stockholders in the offering.”

In the Facebook IPO, the financial cost of the two-tier RSU settlement was a disclosable 
item both in the financial statements and as a risk factor and the taxes associated with 
settlement were approximately $4.4B: 

• “We anticipate that we will expend substantial funds in connection with the tax 
liabilities that arise upon the initial settlement of RSUs following our initial public 
offering and the manner in which we fund that expenditure may have an adverse 
effect.”

Two Tier RSUs; Stock Comp Charges/ Tax Withholdings
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Equity in LLCs

LLCs can grant LLC unit interests (like stock) or profit interests (somewhat similar to options, but 
eligible for capital gains).

Profit interests represent right to future appreciation and typically have a threshold value based on 
the FMV of an LLC unit at time of grant of the profit interest.  As a result, the holder will not benefit 
from any value inherent in the LLC at time of grant; only future value.

The benefit is that profit interests are eligible for capital gains even though the holder made no 
payment for them. 

Complications of Profit Interests is that the employees become members and receive K-1 
reporting, are subject to self-employment tax, and may be limited in participation in benefit plans.

• Some structures exist to alleviate this concern:

• Tiered LLCs (one LLC parent that invests along with other stockholders into the LLC operating company 
(opco)).

• Equity LLC (one employee holdco LLC that is a minority investor and grants awards to opco employees).

• BUT NOT: one parent holdco LLC that wholly owns one sub opco LLC, where employees receive profit 
interests in parent holdco. 

• Since both are disregarded entities for tax purposes, the K-1, self-employment, benefit plan issues 
remain.
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Profit Interests &  Rev. Proc 93-27

IRS 93-27 provides no tax on grant or vesting of profit interests if: 

 There must be a threshold on the profit interest at least equal to the liquidation value
immediately upon grant (so no built-in gain);

 The profits interest relate to a substantially certain and predictable stream of income from 
partnership assets, such as income from: (I) partnership assets, (II) high-quality debt 
securities, or (III) a high-quality net lease;

 The partner does not dispose of the profits interest within two years of receipt; or

 The partnership is not a “publicly traded” partnership.

Later IRS guidance also clarifies:

 The profit interest holder should be treated as a partner for all purposes (K-1s, 
income allocations on unvested amounts).

 Can limit distributions to vested amounts.

 Certain workaround structures may exist (with intermediary corporations, for 
example).
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What if we fall outside of the 93-27 safe harbor?
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Part 2
Other Tools to Alleviate 
Liquidity Demands



Extended Post-Termination Exercise Period:

Companies can extend the time an employee has to exercise employee stock options following termination of
employment by adopting a Post-Termination Exercise Period (PTEP).

Options have a term of 10 years and typically expire 3 months after employment ceases. Historically, done to
comply with ISO requirements under applicable tax law. With a 3-month post-termination exercise period,
employees must either remain employed until a liquidity event or exercise on termination of employment.

 An option may provide that it may be exercisable not more than 10 years after grant.

 If an ISO is exercised within 3 months of termination, the optionee receives substantial tax benefits (no
regular tax on exercise). If an ISO is exercised more than 3 months after termination of employment, the
option is taxed as an NSO.

 Option Amendment. Amending a pre-existing ISO (that is in-the-money) to extend the PTEP, will be a
modification causing the ISO to lose its ISO status and be taxed as an NSO. But including PTEP at grant ok.

• If an NSO is amended after grant to extend the exercise period, the only concern is Section 409A.
There will not be any 409A issue so long as the amended post-termination exercise period does not
exceed 10 years or the original term of the option.

Effect of Extension. The purpose of the PTEP is to (hopefully) bridge to liquidity, allowing employees a lengthy
time during which they can wait for an opportunity following an IPO to exercise their options and have cash to
pay the exercise price and taxes.

Structure #1: Extended Post-
Termination Exercise Period
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Rationale of Post-Termination Exercise Extensions. Employees favor PTEP because the cash outlay to
exercise vested stock options can be prohibitive.

 Allowing departing employees to hold options for a longer period of time allows employees to afford to
exercise and avoid forfeiting vested equity if they can bridge to an eventual liquidity event. (Short PTEP does
not help.)

 Some Board members are concerned that PTEP increases dilution by reducing natural attrition. The
counter argument is that vested options should not be forfeited.

 Another argument against PTEP is “he did not build that”; that PTEP allows ex-employees to benefit from
growth triggered by future contributions of other employees, while avoiding the capital commitment of a
real investor.

Examples. Several high-profile technology companies, including Coinbase, Pinterest, and Quora,
granted options with extensions while private.

 All 3 companies apply a 7-year extension to employees with at least 2 years of service.

 https://github.com/holman/extended-exercise-windows lists companies with PTEPs. Comment: It is worth
noting that Andreessen Horowitz has come out in strong favor of the 90-day window. If you feel strongly
about extended exercise windows, it might be worth considering whether a16z portfolio companies are a
good fit for you.

Structure #1: Extended Post-Termination Exercise 
Period
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Code Section 83(i) allows deferral of income tax on the receipt or vesting of eligible 
stock for up to 5 years. 

 Applies only to “Qualified Employees” (cannot be a CEO, CFO, 1% holder, or one of 
the four highest compensated officers. 

Deferral Period. Upon making the election, an employee does not incur income tax 
until the earliest of 5 years from the date the stock first became vested or was 
transferred to the employee, or certain other liquidity events.

Withholding Obligations. The Company’s withholding obligations are delayed until the 
end of the deferral period but based on value at vesting/settlement.

 A company’s withholding obligations are deferred until the end of the deferral 
period, but are measured at the time of share transfer even if the value of the 
shares subsequently declines or if the employee is no longer employed. 

Thus, few companies offer the 83(i) election, due to:

 Administrative burdens for small employers (i.e., startups).

 Withholding obligations.

Structure #2: Section 83(i) Equity Deferral Elections
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Secondary sales offer an additional way to incentivize and reward startup
employees.

As companies delay their liquidity events, often employees of startups are
holding awards that have been long been illiquid and are eager to derive cash
value from them.

Companies can manage this employee demand by orchestrating interim liquidity
opportunities through arranged secondary sales. Here, the company could
connect employees to friendly stockholders or desired new stockholders;
employees would then sell some of their shares.

Structure #3: Secondary Sales
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Secondary sales allow employees to sell some of their shares to investors,
usually at a premium over the current fair market value of the stock.
 Limited selling opportunities (this is not a market for all of the shares of a company). Can

be limited to select employees or broadened to a larger group.

 Most programs allow employees to sell up to 20% of their vested holdings.

 Private companies obtain appraisals to determine the value of common stock for
purposes of granting stock options. This is done to comply with IRC Section 409A and is
referred to as the 409A value.

 The price in a secondary sale is typically higher than the 409A value – often either in
reference to the latest preferred price or negotiated as part of a new preferred stock
financing. Sometimes, a discount to the new preferred price is applied.

 Selling employees demand more than the current fair market value because they
otherwise lose upside in the shares to be sold.

 NOTE: If secondary sales of common stock take place at a premium over the fair market
value of the company's stock as determined by reference to the then-current independent
Section 409A valuation, the company may find that this places upward pressure on
subsequent Section 409A valuations.

Structure #3: Secondary Sales
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Tax Law Issues: Premium Treatment
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Identity of the Sellers:

-Entirely or mostly current 
employees;

-Selected by the employer from 
among a group of employees—and 
skew toward critical employees; or

-The employees with the longest 
tenure at the employer.

Role of the Employer. 

-If the employer negotiated a 
premium price;

-If the employer provided 
disclosures to employees and/or 
the buyers; or

-If the employer later converts 
the common shares the buyer 
acquired into preferred shares, 
especially without further 
payment.

Identity of the Buyers:
-Are board members or significant 
investors;

-Have significant influence over 
company decisions;

-Receive special information rights 
or disclosures from the company ; 
or

-Are a fund/funds associated with, 
or controlled by, management.

Premium. Any premium paid for shares over the 409A value may be categorized as compensation and therefore
subject to taxation as ordinary income. Multiple factors affect the tax analysis of the treatment of the premium. For
example, where stock is sold for $19 and the most recent 409A value is $12, the $7 premium may be taxed as ordinary
income. Treas. Reg. § 1.83-6(d)(1); Tech. Adv. Mem. 83-37-012; William Atwater & Co., Inc. v, Comm’r, 10
T.C. 218, 247 (1948).



Part 3
Section 409A Valuations



For a stock option to be exempt from 409A, exercise 
price must equal the fair market value of the stock at 
the time of grant. 

Section 409A requires that options must be for 
“service recipient stock”– generally, option must be 
granted by the service recipient or its parent.  

• Beware of grants by brother-sister entities. 

Section 409A: Structure Options to be 
Exempt from 409A
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• If a brother entity grants stock options to employees of a sister entity, options will not 
be exempt; to avoid severe tax penalties, option will need to be structured to comply 
as a nonqualified deferred compensation plan. 



Severe tax penalties under Section 409A for non-exempt, 
non-compliant stock option:  optionee recognizes taxable 
income equal to the untaxed spread between the exercise price 
and the FMV of the shares as the option vests and remains 
outstanding:  the optionee is taxed on income the optionee does 
not actually receive, from shares that may not then or ever be 
saleable every year over the 10 year term of the option. 

Employee pays an additional 20% federal tax, in addition to regular 
federal income and employment taxes. May be state taxes. (e.g., in 
CA, there is a +5% tax).

Employer must withhold income and employment taxes (but not 
the additional Section 409A tax). 

Section 409A and Valuation Issues Continued
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How to determine the fair market value of a share of 
illiquid stock of startup? 
Fair market value of the stock of a company that is not readily 
tradable on an established securities market determined by the 
consistent application of a reasonable valuation method. Whether 
a valuation method is reasonable, or whether the application of 
the valuation method is reasonable, is determined based on facts 
and circumstances.

Section 409A offers safe harbor methods for valuation: 
 Independent appraisal.

 Formula valuation.

 Startup company valuation.

Section 409A and Valuation Issues Continued
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 INDEPENDENT APPRAISAL 

 Venture-backed companies routinely rely on professional independent 
appraisals to determine fair market value.  

 An independent valuation can be relied on for up to 12 months: 

 Unless there are intervening events that would materially impact 
the FMV.

 Examples: 

• A financing or receipt of a term sheet for an acquisition;

• Issuance of a major patent or winning FDA approval;

• Winning a major “bet the company” litigation. 

 FORMULA VALUATION METHOD NOT USED

Section 409A and Valuation Issues Continued
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START-UP COMPANY VALUATION BY INTERNAL EXPERT

Method is rarely used due to: 

 Burdensome requirement to memorialize the analysis in writing. 

 The appraiser must have significant experience, education, and training (e.g., 5 years 
of valuation-like experience), and

 Fear of exposing the company’s internal finance expert to liability.

Section 409A and Valuation Issues Continued
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Burden of Proof

Consistent use of a safe harbor 
valuation method shifts the burden of 
proving that the FMV determination 
is reasonable to the Internal Revenue 
Service. IRS would have to prove the 
fair market value determination is 
grossly unreasonable. 

Section 409A and Valuation Issues Continued
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Part 4
Employment Agreements



In startups, employment agreements tend to be plain vanilla.

• Typically include salary, equity, at-will arrangement.

• Offer letter may include compliance provisions:

• Arbitration clause.

• References to confidentiality agreements.

• Background check.

• I-9 immigration law compliance.

Employment Agreements
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More mature startups may offer bonus or commission 
arrangements. 

 Bonuses that require employees to remain employed on the 
payment date, or which pay within 2.5 months of being 
earned are exempt from 409A. 

 Bonuses that pay upon an event must be structured to comply 
with 409A.

Example:  bonus paid on closing a financing may need a 
continuous employment requirement.

Commission plans must meet statutory requirements.

Employment Agreements; Bonus Arrangements
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There is a recent buzz around offering employees a choice 
between options and RSUs. This sounds promising, but there are 
notable tax law constraints. 

• Retention & Recruiting: Allows employees the flexibility to 
select awards more advantageous to their particular 
circumstances (e.g., tax and risk profiles).

• Flexibility: Removes the choice from the company’s hands; 
employees may select RSUs, which require company cash 
outlays. 

• Section 409A: Care must be given to ensure employees submit 
elections in the year prior to grant or prior to commencing 
employment in order to avoid adverse tax consequences. 

• Administration: Difficult to administer because of the timing 
concerns (noted above) that may result in adverse tax 
consequences if not administered properly. 

Employment Agreements; Option/RSU Choice 
Program
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Salary Deferral: 

 Often informal – startup has no money so does not pay founder 
or early employees.

 Founder or early employees want catchup payment once VCs put 
money into the company.

 Informal salary deferral arrangements by startups often fail to 
comply with 409A.

 VCs often do not want their investment used for past due 
liabilities.

 Was obligation to repay put in writing?  Accrued on financial 
statements?

Employment Agreements; Salary Deferrals
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Salary Deferral: 

 Elections of salary deferrals must follow specific rules: Employee 
elections regarding the time and form of payments must comply 
with Section 409A. 

 Elections must be made on a prescribed schedule (i.e., usually 
employee’s taxable year immediately prior to the year in which 
the services are performed).

 The elected future payment date leaves little room for flexibility. 
Doesn’t work for startup with unpredictable cash flow. 

 Informal salary deferral arrangements by startups used but don’t 
comply with 409A

Employment Agreements; Salary Deferrals
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Startups need fluid workforce.

Employee wants assurance that job will 
be there.

Startup investors want termination to 
result in no residual liability.

Employment Agreements; Termination Provisions
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Section 409A applies to severance pay, but there are exemptions. 

Even a standard severance provision of an employment agreement 
can raise 409A issues.

Consider:

 Timing of release (>40 require period to consider and revoke 
age-related claims; IRS says should not be able to use release to 
manipulate timing of payments);

 Form: Lump Sum vs. Continued Payments

 Interplay with other severance/ termination arrangements (e.g., 
bonus plans, option awards).

Employment Agreements;  Termination Provisions
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For equity, there are two common termination protections: 
 Single Trigger - upon a change in control, XX% of your then unvested equity 

grants will accelerate vesting

 Double Trigger - if terminated without cause or terminate for good reason 
within 12 months following a change in control, XX% of your then unvested 
equity grants will accelerate vesting 

Employment Agreements; Termination Provisions
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Co-Employment Relationships

• Startup may contract with a professional employer organization (“PEO”), 
which co-employs the startup’s employees to sponsor benefit plans for 
those employees or process payroll / withholdings.

• Issues arise that should be part of M&A diligence.

• The target remains liable for any operational errors of the PEO co-
employer (e.g., underpayment of withholding taxes or defects in a 
medical plan). 

• Buyer will want PEO contract terminated (expensive and doesn’t scale 
for larger employer).  PEO contracts usually impose a 30-90 day notice 
period prior to termination.

.
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Co-Employment Relationships:  Special 
Concerns

• PEOs are generally not allowed to sponsor 401(k) plans for target’s 
employees unless those employees are also employees of the PEO under 
a facts and circumstances analysis. 

• If PEO sponsors 401(k) plan, may be multiple employer plan. Seek ERISA 
attorney advice.

• PEOs often provide employment law advice, but tend to be conservative.

• Non-US PEOs raise unique issues.  Likely not a co-employer relationship.  
Non-US PEOs currently won’t withhold on exercise of options.  May be 
failure to withhold issues.

66



Part 5
Covenants



Non-compete agreement – Restrictions on post-employment activities to protect 
business interests.

 Must be reasonable in time and geography and tailored to protect a legitimate 
business interest (e.g., good will or proprietary information).

 Most states limit non-competes; some states impose broad limitations to protect 
public interest in full employment.  In California, non-competes are generally void 
(exception for sale of business).

Non-solicit provisions often complement a non-compete.

 Customer non-solicit – Narrower than a non-compete, may be enforceable even 
when a non-compete might not be; use impacted by applicable law (Ex., under CA 
law, treated the same as a non-compete).

 Employee non-solicit – Generally enforceable to prevent initial contact, both direct 
and indirect.

 NOTE:  Recent CA case law may call into question non-solicitation clauses in 
certain contexts.  See AMN Healthcare v. Aya Healthcare Services, 28 Cal. 
App. 5th 923 (2018).

Restrictive Covenants; Common Terms
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Questions?

Shawn E. Lampron 

slampron@fenwick.com

Marshall Mort

mmort@fenwick.com
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