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• Date of Grant  the date the Company formally grants an award
• FMV fair market value
• Exercise  purchasing the stock underlying an option
• Exercise price   the purchase price of an option
• Expiration Date   the date the award terminates 
• ISO  incentive stock option
• NSO non-statutory stock option
• RSU  restricted stock unit
• Spread  FMV relative to the exercise price per share
• Vesting  how one “earns” the right to receive or buy stock (time and/or 

performance based)

Important key terms



• Founder stock (at formation)

• Restricted stock or stock purchase rights

• Stock options  two types in the US
• Incentive stock options
• Non-statutory stock options

• Restricted stock units

• Performance-based stock units or shares

High level overview 
A lifecycle of equity awards for US corporate issuers



• A stock option is the right to buy a specified number of shares of stock at a set 
price during a specified period of time

• Should be common stock within the meaning of IRC section 305

• Option grants and terms are typically determined by a Company’s Board of 
Directors or an authorized designee (e.g., compensation committee)

• Stock options do not provide ownership rights, but provide the opportunity to 
purchase stock at the exercise price

• Possibility for upside, but no risk of loss until exercise

• Exercise price does not change over the life of the option

• Right to purchase typically begins when a grantee is vested

• Life of an option is generally up to 10 years from date of grant

What is a stock option?



• Generally, stock options must be vested to have value – must earn the right to 
exercise options
• Typical vesting schedule is 25% vest after 1 year of service (a “cliff”) and 1/48th

thereafter, subject to continued service
• Vesting can be performance-based, but this is not typical
• Vesting typically stops on termination of service

• Example: Lynda is granted a stock option for 100,000 shares with a one-year 
“cliff” and then equal monthly vesting for the following 3 years, with a June 1, 
2022 vesting commencement date:

• No right to purchase shares vest before June 1, 2023
• On June 1, 2023, Lynda vests in 25,000 (i.e., 1/4th of 100,000)
• Fully vested in her stock option on June 1, 2026

Vesting terms



• Does the option have any spread on the date of grant?
– No
– IRC section 409A, incentive stock option rules, and FASB ASC 718 all have rules that 

a stock option should have an exercise price that is no less than 100% of FMV on the 
date of grant

• What must happen for the stock option to have value?
– The value of the Company’s common stock must increase
– Shares subject to the option must vest so that it can be exercised

Stock option value



• An initial public offering or IPO
– If the Company goes public, subject to certain restrictions, sell shares on the open 

market
– typically using a broker

– May need to wait until the expiration of a “lock-up” period to sell shares after the IPO
– Typically, lock up is 180 days 

• Acquisition or merger with another company 
– the acquiring entity might choose to pay cash or other property (such as stock of the 

buying company) equal to the spread 
– exercise vested options and receive payments/stock for shares
– the options could be assumed/continued/substituted by the acquiring entity and 

continued for acquiring entity stock

Activating stock option value



• ISOs
– For employees only; cannot be granted to non-employees
– Potential favorable tax treatment on sale of shares if meet holding periods

– More than 2 years after date of grant and more than 1 year after date of option 
exercise

– Only $100,000 worth of ISOs may first become exercisable in a tax year, and 
any excess is an NSO

– Except in certain circumstances, beneficial changes to an ISO after the date of 
grant can cause a loss of ISO status or restart the ISO holding periods

– Stock plan must meet certain requirements: 10-year term, stockholder approval 
within 12 months, no option can have a term of more than 10 years, minimum 
exercise period requirements following termination of employment

• NSOs
– Any option that is not an ISO
– The only difference between ISOs and NSOs is tax
– NSOs must be used for non-employee service providers (consultants, advisors, 

Board members)

Types of Stock Options



• Generally, only vested options can be exercised

• If an unvested option is exercisable, that is called an “early exercise” stock option
• Flips the option into being exercised for a restricted stock award

• You exercise by delivering the following to the Company:
– Submit exercise notice
– pay the total exercise price by a method permitted in the option agreement (generally 

cash or check) 
– pay tax for employees with NSOs

Stock option exercise



• Typically, a stock option terminates upon the earliest of 10 years from the date 
of grant or, if earlier, on a termination of employment/service

• Ordinary course stock plans usually provide that:
• unvested options terminate immediately upon separation from service
• vested options terminate:

• Immediately upon a termination for just cause
• 6 or 12 months after termination due to disability (ISOs only)
• 6 or 12 months after an option holder’s death (ISO’s only)
• 3 months after any other type of termination 
• Trend of longer post-termination exercise periods; not broadly adopted

• An option holder typically can exercise a stock option partially (i.e., for some, 
but not all, of the vested shares)

Stock option expiration



Common reasons to exercise
– Start capital gain holdings period on the underlying stock
– Impending option expiration
– Future appreciation in the stock is expected/desired

Common reasons to not exercise 
– Must pay exercise price
– Must pay taxes on spread
– Limited recourse to take a tax deduction for capital loss if stock declines after 

purchase
– No recourse to take a tax deduction for taxes previously paid on any spread gain
– Lack of trust in the value of the underlying stock

Personal decision to exercise



• ISOs
– Exempt from employment taxes (e.g., FICA)
– No payroll withholding
– Spread on exercise is an alternative minimum tax (“AMT”) adjustment item in year of 

exercise
– AMT is a separate income tax calculation
– Payable only to the extent it exceeds regular federal income tax – pay higher of 

regular tax or the AMT
– Means that exercising an ISO may result in additional income taxes in year of 

exercise due to AMT, even though no withholding on “spread” on an ISO exercise
– Subject to capital gains tax upon sale of the stock, unless QSBS applies
– If sell or dispose shares within 2 years of grant date or within 1 year of date of 

exercise, there is a “disqualifying disposition” and spread on exercise will be reported 
as ordinary income

Taxation of stock options



• NSOs
– Subject to employment taxes
– Yes, subject to payroll withholding for employees
– Ordinary income tax on spread upon exercise
– Subject to capital gains tax upon sale of the stock, unless QSBS applies

Taxation of stock options



• For employers:
• An alternative to reduce burden of providing cash wages
• A performance-based award that signals “you make money if Company enterprise 

value grows”
• Common/well-known incentive

• For employees:
• “Optionality” to choose when to pay exercise price and take the tax hit
• The upside of a potential windfall if enterprise value grows significantly
• ISOs provide a long-term capital gain opportunity if holding periods are met
• Ability to exercise and remain a long-term shareholder

Primary advantages of stock options



• For employers:
• Spread on ISOs is not deductible for corporate income tax purposes
• NSOs can create a lot of payroll administration
• NSOs are subject to IRC section 409A, including rules on granting at no less than 

100% of FMV and associated cost of valuations. 
• Stock options are a non-cash expense recognized on Company financials under 

FASB ASC 718
• A stock option is a security, requiring a securities law exemption federally and in 

states where grants are issued and where grantees perform services
• Rule 701 is most common

• Many public companies do not like to assume or inherit stock options when 
acquiring a private company

• Can be highly dilutive, especially if FMV is meaningful

• For employees
• Exercise price payment requirement
• Greater risk profile with purchase of private company stock 
• Possible dry taxes at exercise
• No value if stock price declines

Primary disadvantages of stock options



What is an RSU?

• A restricted stock unit, or RSU, is a promise to issue a share of common 
stock when the RSU fully vests in the future and before the RSU expires 

- Normally a 5 or 7-year expiration date

• RSUs issued by private companies are typically subject to both time and 
performance-based vesting conditions.  Both vesting conditions (time and 
performance) must be satisfied in order to fully “vest” in the RSUs 

- The time-based condition is typically similar to option vesting (e.g., 4-year 
vesting), although often vesting is quarterly or annually instead of monthly

- The performance-based condition is usually tied to a change of control or IPO 
occurring prior to expiration date

• On termination of service, expiration date could be cut shorter than full 
term

• Some companies require service through liquidity event too, so if the 
grantee leaves before IPO or a change of control, the RSUs are forfeited



What is an RSU? (continued)

• Shortly after fully vesting (typically no more than 30 days), shares must 
be issued to “settle” the vested RSUs

- Shares may not be issued later than March 15th of the year following the year 
vesting occurs

• Upon a change of control of the Company, to the extent the time-based 
condition has not been satisfied, the acquirer may choose to assume any 
unvested RSUs, or cancel unvested RSUs with or without a cash 
payment

• Upon an IPO, to the extent time vesting has not been satisfied, the RSUs 
will continue to time-vest after the IPO and shares will be issued as time 
vesting occurs



What is an RSU? (continued)

• For tax purposes, RSUs must be subject to a “substantial risk of 
forfeiture” in order to avoid immediate taxation 

- Therefore, there has to be meaningful risk that the RSUs will never vest (e.g., 
if subject to performance-based condition, liquidity event cannot be imminent)

- What is a “substantial risk of forfeiture” is measured under IRC section 83 for 
employment tax purposes and under IRC Section 409A for income tax 
purposes
▪ When RSUs “vest” employment tax arises (for employees)
▪ When the employer initiates settlement, income tax arises 

• Once the occurrence of an IPO or a change of control is no longer a 
“substantial risk of forfeiture,” the RSUs should be granted with different 
terms or not at all



Structure of RSUs – Example

• Grantee receives 100 RSUs that are subject to both time and 
performance-based conditions to vest

- The RSUs meet the time condition in 4 equal annual installments over 4 years
- The RSUs meet the performance condition on the first to occur of an IPO or 

change of control before the expiration date
- The expiration date is 7 years after the grant date, which we assume 

represents a substantial risk of forfeiture on the date of grant for income and 
employment tax purposes

• Assume Grantee terminates service after year 2  
- Grantee forfeits 50 RSUs
- If there is an IPO or change of control in year 3, grantee will receive 50 

shares of stock and will be taxed
- If there is no IPO or change of control by end of year 7, grantee will forfeit 

remaining 50 RSUs



Structure of RSUs – Examples (continued)

• Assume the same scenario as above except grantee remains employed 
by the Company through and after the date of the IPO in year 3

- Grantee will receive 75 shares upon IPO and remaining 25 RSUs will be 
settled in shares of stock upon vesting in year 4

• Assume the same scenario as above except that there is a change of 
control of the Company (instead of an IPO)

- 75 RSUs will be settled in shares of stock or cashed out by an acquirer 
- For the remaining 25 RSUs, the acquirer may (i) assume and continue the 

RSUs or (ii) cancel and/or cash out the RSUs



Advantages to RSUs

• There is no requirement to pay any “exercise price” for the RSUs 
Therefore, can typically issue a smaller award than with options, resulting 
in less dilution

• 409A valuation less relevant since there is no exercise price (but fair 
value should be determined for accounting purposes)

• Shares may be held back at settlement to satisfy tax withholding (e.g., 
Company holds back shares with a FMV equal to the minimum 
withholding amount and then remits cash to taxing authority for 
withholding taxes)

• Company will generally be able to take a deduction upon settlement of 
RSUs

• No payroll administration until vesting and settlement



Disadvantages to RSUs

• Taxed as ordinary income at the time shares are issued – no opportunity 
for capital gains treatment (except for any appreciation after settlement)

• If shares are held back for tax withholding, Company will need to remit 
cash to pay those taxes (which could be significant).  Alternatively, 
employee will need to fund tax withholding with cash or immediate sale

• Challenge to determine the right number of RSUs to grant in lieu of stock 
options.  Most companies do not issue on 1:1 basis with options

• Each time RSUs are granted, an assessment of what is a “substantial risk 
of forfeiture” should occur to ensure accelerated taxation is not triggered

• Some companies find it challenging to explain an RSU program to 
employees and to manage issues associated with some employees 
having options and others having RSUs



Disadvantages to RSUs (continued)

• If performance vesting is not satisfied prior to expiration date, RSUs are 
forfeited

• There are challenges in managing the income tax withholding 
requirements during any post-IPO lock-up period and net issuance can be 
expensive

• In the event of a private liquidity transaction (secondary), RSUs likely 
cannot participate

• Private company-style RSUs (regarding what is a “substantial risk of 
forfeiture”) have not yet been challenged by IRS, but could be in the 
future

• Must change new grant terms once a liquidity event becomes possibility
• If granting more than $10M of RSUs and other equity incentives in a 12-

month period in reliance on common Federal securities law exemption 
(Rule 701), must provide financial disclosures in advance of grants

• If settled on change in control, likely to be included as 280G parachute 
payment



• Wage income is generally subject to tax withholding for employees 
– Federal ordinary income tax withholding rates

– Form W-4 tax withholding
– Supplemental wage withholding tax rate of 22% (or 37% for supplemental wages 

above $1 million)
– Employment taxes (also called “FICA”) for employees

– State and local tax withholding 
– Actual income tax due may be higher than withholdings
– NOTE: ISOs avoid ordinary income treatment if there is no disqualifying disposition 

after exercise

U.S. tax rules applicable to both stock options and RSUs



• Capital gain generally arises on the sale of shares of stock
• Long-term capital gain

– Assets held more than 12 months
– Subject to maximum federal capital gains tax rate of 15% or 20% in 2022

• Short-term capital gain
– Assets held 12 months or less
– Subject to tax at ordinary income tax rates (maximum of 37% in 2022)

• No withholding or reporting of capital gain income by employers
• Additional 3.8% Medicare tax applies to certain investment income earned by 

upper income taxpayers
• Except for $3,000 of ordinary income per year, capital losses can offset only 

other capital gain
• Unused capital losses generally can be carried forward to a later year

U.S. tax rules (continued)



• Qualified small business stock (“QSBS”)
• Sale of QSBS is eligible for capital gain exclusion for federal income tax 

purposes, though certain restrictions and limitations apply
• Stock in C-corporation that is a “qualified small business” issued at original 

issue in exchange for cash, property (except stock), or services to a non-
corporate shareholder can qualify as QSBS

• Qualified small business:
• Less than $50 million in gross assets before and immediately after issuance
• At least 80% of assets are used in an active conduct of a qualified trade or 

business during substantially all of the holding period
• At least a 5-year holding period is required in order to benefit from QSBS
• The Company cannot have any significant redemptions within a year before and 

after the issuance

U.S. tax rules (continued)



• Putting it all together…
• Lower stock valuation and setting an enterprise growth mindset in employees 

primarily drive a desire to grant stock options 
• Higher stock valuation and employee retention primarily drive desire to grant RSUs

• Stock options
• Incentive stock options (ISOs)

• More rules, less corporate deductions, less payroll administration, FICA tax 
savings

• Non-statutory stock options (NSOs)
• More straightforward with less rules and valuable corporate income tax 

deductions for profitable companies, but more FICA taxes and more payroll 
and administration

• Restricted stock units (RSUs)
• Valuation too high – RSUs common after $1B+ valuation and 12-18 months pre-

IPO
• Have you gotten savvy regarding dilution?
• Less payroll administration
• Inefficient from a tax point of view
• Employee engagement: because there is no exercise price, RSUs drive retention 

versus driving growth enterprise value
• Easier to communicate value
• Hard to communicate why there is shorter expiration date

Quick compare and contrast



Q&A
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