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Part 1: The Liquidity Problem for Private Companies

 Private companies often find it difficult to attract and retain key management 
personnel with talent lured away by public companies offering liquid equity and 
higher cash compensation. 

 Private company equity cannot be traded on a stock exchange or secondary 
market and is thus not liquid.  

 Today, more companies are opting to stay private longer for various reasons, 
including availability of private sources of funding. 

 Without liquidity from IPOs or acquisitions, companies increasingly seeking 
alternative forms of liquidity for founders, early investors, and employees. 

 If alternative forms of liquidity are unavailable, or if strike prices of options become 
too high, companies often have to shift equity instruments from stock and options 
to RSUs. 
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Part 1: The Liquidity Problem for Private Companies Cont.

 There are several types of long-term compensation tools for retaining talent: 
o Stock Options 
o Restricted Stock Awards 

o Restricted Stock Units
o Stock Appreciation Rights

o Phantom Stock Units  

 Today, we will focus on: 
o Restricted Stock Units (RSUs) and compare to 
o Stock Options
o Restricted Stock Awards (RSAs)
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Part 1: Equity Incentives are Wages ; Wage Tax Treatment in US

 In U.S., withholding rates are as follows:
o Federal 22%

• Increases to 37% to extent supplemental wage payments exceed $1 million

o 10.23% in California

o 6.2% for Social Security (for first $142,800 in income)
o 1.45% for Medicare

 Maximum marginal tax rates are as follows:
o Federal - Up to 37%
o California - Up to 13.3%

 NOTE: A holder may owe taxes in excess of what is withheld. 
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Part 1: The Basic Promise of RSUs

 RSUs (restricted stock units) are full value awards and do not require the holder to 
pay for the shares (zero exercise price).

 Because they are full value, they are richer awards and companies can offer fewer 
RSUs than options they would have otherwise offered.

o Common ratio of Options to RSUs is 3:1, but ratio ranges from 1:1 (at 
inception of company) to 4:1 (closer to IPO). Should reflect the company’s 
actual strike price that doesn’t have to be paid

o Companies adopt RSUs when options are no longer useful recruiting tools -
often when the strike price of the options (set by independent appraiser) is too 
high.

 RSUs solve recruiting challenges since easier to explain their cash-value as of the 
grant date, rather than options with prospective value only. 

 RSUs can be structured to be retained after an employee departs.

 RSUs are taxed as compensation when the shares are delivered, subject to 
withholding. 
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Part 2: Why Options and Stock Purchases Lose Their Shine for Large Private 
Companies

 Options are only valuable if market value of the stock is higher than grant price. 

 Employees perceive less upside when company is in a later stage and fair market 
value of stock is high.

 Options can become underwater, and essentially worthless (price of shares is 
higher than exercise price of the option)

 Options have complex tax rules, depending on whether they are ISOs or NSOs.  
One big advantage is optionees can pick when they are taxed.

 Unlike options, RSUs are “full value” in that recipients do not have to pay for the 
shares and generally are not taxed until they receive the shares. 

 RSUs do not rely on the uncertainty that share prices will increase in order to have 
value. RSUs do not become underwater (unless company goes bust)   
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Part 2: Options

Stock option is right to purchase a number of shares of Company common stock at a fixed 
purchase price.

Exercise Price: The purchase price is referred to as “exercise price” or “strike price.”

Post Termination Exercise Period: length of time your option will remain exercisable for 
vested shares after you stop providing services to Company is generally:

o 3 months 
o 12 months for death or disability

Term: The length of time during which option may be exercised; usually 10 years from grant 
date

Tax Status: An option can either be an incentive stock option (“ISO”) or a non-qualified 
stock option (“NSO”)
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Part 2: Incentive Stock Options

Tax advantaged.  
Requirements of Section 422 of Internal Revenue Code include:

o Option expires 10 years after date of grant
o Recipient employed at time of grant (ISOs can’t be granted to contractors or 

before employment starts)
o Tax advantages accrue only if exercise while optionee is an employee or 

within 3 months after termination of employment

Enjoys favorable tax treatment:
o No tax on exercise – ISOs are taxed on sale
o Not subject to FICA taxes (payroll taxes for Medicare and Social Security)
o Not subject to withholding

But spread at exercise must be included in calculations relating to potential 
Alternative Minimum Tax (AMT) liability
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Part 2: ISOs: Qualifying versus Disqualifying Dispositions

 Qualifying Dispositions:  If exercised shares are disposed of (a) at least 2 years 
after date of option grant and (b) at least 1 year after date of exercise

o then entire gain taxed as long-term capital gain.

 Disqualifying Dispositions:  If disposition is not a “qualifying disposition” 
o Didn’t meet 2 year/1 year holding periods (see above), 

o then (a) spread on exercise date taxed as ordinary income, and 
o (b) post-exercise appreciation of shares taxed as short- or long-term capital gain, 

depending on whether shares held for at least 1 year from date of exercise (same as 
with other investments).

o Still no tax until sale or disposition

o If early exercised, disqualifying disposition income is taxed as ordinary income 
(reportable on W-2 but not subject to withholding) on difference between FMV on later 
of vesting or exercise and exercise price, and remainder is capital gains (short term or 
long term, measured from vesting date). 
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Part 2: Non-Statutory Stock Options

 Any option that doesn’t qualify as an ISO

 No favorable tax treatment:
o Spread at exercise taxed as ordinary income

o Spread at exercise subject to FICA payroll taxes
o Spread at exercise subject to withholding

 Post-exercise appreciation of shares taxed as capital gain

 Not subject to AMT.  Spread at exercise doesn’t lead to AMT liability because 
spread is already taxed as ordinary income
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Part 2: Restricted Stock

Restricted stock is stock that is subject to contractual restrictions on 
its ownership, typically including: 
 Restrictions on transfer or resale

 Employer’s right to repurchase restricted stock upon termination of employment  

 On grant date, employee becomes owner of record of the restricted stock

Restricted stock vests (repurchase right lapses) based on continued 
service or employment.  
 Vesting period typically 4 or 5 years with a one-year cliff, followed by ratable 

monthly vesting. 

 Repurchase price for unvested shares is typically 
o original cost of the equity or
o lower of the original cost of the equity or fair market value of the shares on date of 

termination.
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Part 2: Restricted Stock - Tax Consequences (Employee)

 No tax on grant if unvested

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

 For start-up company employee, paying tax as shares vest could be 
insurmountable financial obligation if the shares’ value increases over time. 

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

 Filing an 83(b) election is sensible choice if stock value is low at purchase
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Part 2: Restricted Stock - Tax Consequences (Company)

 Restricted stock awards constitute wages subject to tax withholding 
by company.  

 If employee fails to file Section 83(b) election, then on each vesting 
date company must collect income and employment taxes and 
remit to IRS and any state tax authority. 

 The company must receive proof of timely filing – lack of proof 
requires withholding and leads to problems in acquisitions.
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Part 3: What is an RSU and How Is It Taxed?

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

o RSUs can also be settled in cash. 

 RSUs are simpler than stock options in that there is no transaction or 
stock pricing involved. 

 RSUs typically cover fewer shares than stock options do because RSUs 
retain value even if company’s stock price goes down (unless stock price 
goes to zero). 

 RSUs can be awarded for meeting performance requirements or can be 
subject to time-based vesting. 

 If employee fails to satisfy vesting requirements, RSU is simply forfeited. If 
employee satisfies vesting requirements, company issues shares of 
common stock following vesting date -- referred to as “settlement.” 
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Part 3: Comparison: Private Company Stock Options v. RSUs

 Grant cost is stock price on grant date.

 Taxed on volitional event (exercise for NSOs, 
sale or transfer of shares for NSOs and 
ISOs).

 Term generally 10 years. 

 Return on investment requires valuation 
increasing, so no value on Day 1.

 Can be exercised and sold while private, 
including participation in private company 
liquidity events. 

 Grant has no cost.

 Generally, taxed upon settlement (an 
automatic event).

 Term generally shorter period (often 7-10 
years).

 Return on investment on any sale, so implied 
value on Day 1.

 Special rules for RSUs of private companies 
(discussed below)

Stock Options RSUs
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Part 3: Comparison: Private Company Stock Options v. RSUs

Stock Options RSUs
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Part 3: RSUs – Tax Treatment - Vesting

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

 Property is not transferred when an RSU is granted.

 RSU is not taxed until RSU vests and is settled. 

 Employment taxes, including FICA and FUTA taxes, are due on vesting of 
RSU. 

o But under a rule of administrative convenience, may delay provision of 
FICA and calibration of FICA exposure until the time of settlement if 
within the same year as vesting. 

o Under a “lag rule” there is also a possibility to defer provision and 
calibration of FICA until March 31 of the year after vesting, with 
additional interest. 

 Under a nonduplication rule in IRC Section 3121(v)(2)(B), since RSUs are 
taken into account at vesting, value of RSUs is not subject to FICA or 
FUTA taxes again when RSUs are settled. 
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Part 3: Admin Convenience / Lag Rule : The Law

Treas. Reg. § 31.3121(v)(2)-1(e)(5) Rule Of Administrative Convenience. —
For purposes of this section, an employer may treat an amount deferred as required to be taken into 
account under this paragraph (e) on any date that is later than, but within the same calendar year as, 
the actual date on which the amount deferred is otherwise required to be taken into account under 
this paragraph (e). For example, if services creating the right to an amount deferred are considered 
performed under paragraph (e)(2) of this section periodically throughout a year, the employer may 
nevertheless treat the services creating the right to that amount deferred as performed on 
December 31 of that year. …

Treas. Reg. § 31.3121(v)(2)-1(f)(3) Lag Method. —
Under the alternative method provided in this paragraph (f)(3), an amount deferred, plus interest, 
may be treated as wages paid by the employer and received by the employee, for purposes of 
withholding and depositing FICA tax, on any date that is no later than three months after the date the 
amount is required to be taken into account in accordance with paragraph (e) of this section. For 
purposes of this paragraph (f)(3), the amount deferred must be increased by interest through the 
date on which the wages are treated as paid, at a rate that is not less than AFR. If the employer 
withholds and deposits FICA tax in accordance with this paragraph (f)(3), the employer will be 
treated as having taken into account the amount deferred plus income to the date on which the 
wages are treated as paid. 
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Part 3: RSUs – Tax Treatment - Settlement

 Amount includible in income is based on value on vesting for FICA and FUTA 
purposes and value on settlement for income tax purposes.  Can be same.

 RSUs are generally taxed at ordinary income rates on settlement 

 Company must withhold taxes due on settlement. 

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

 No 83(b) election is possible 
o because property is not considered to be transferred at time an RSU is granted. 

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

Withholding tax is the employer’s problem!
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Part 3: RSUs – Tax Treatment cont.

 Under U.S. tax laws, RSUs are generally taxed as follows:

Grant of RSU 
(No taxation)

Vesting of RSU 
(Tax for Social 
Security and 

Medicare
purposes; 

Withholding)

Settlement of RSU 
for Cash or Shares 
(Tax for Ordinary 
Income purposes; 

Withholding)

Any payment in cash or 
shares will be subject to 

ordinary income, 
Medicare, and Social 

Security tax; 
Withholding.
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Part 3: RSUs – Tax Treatment Example

In Year 1, Company awards John an RSU for 80 shares, of which 40 vest each year 
in October and settle in shares in November. FMV per share is $1 in Year 1 and $2 in 
Year 2. John sells all 80 shares in December of Year 2 for $5 per share.

Event Taxation

Grant No tax

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

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

Dec Year 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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Part 4: Section 409A

 Section 409A regulates nonqualified deferred compensation 
arrangements and includes restricted stock units.

 Restricted stock units that “vest” in one year and could potentially “settle” 
or “pay” in another year need to be structured to be exempt from or 
comply with Section 409A.

 Common “Exempt” Structure for RSUs:
o Short-term deferral (pay by 3/15 after the year of vesting)

 Common “Compliant” Structures for RSUs:
o Settle in a fixed year (e.g., 2025)
o Settle on a change in control (as properly defined in Section 409A)
o Settle on death, disability, unforeseeable emergency
o Settle on separation from service
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Part 3: Public Company and RSUs

 Typically vest and settle same day
o Exempt structure

 Withholding taxes can be paid
o Through sell to cover
o Through net settlement
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Part 3: RSUs for Public Company Non-Employee Director 
Compensation
 There are growing trends to allow directors of public companies to make 

advance elections to convert their cash retainers into “compliant” RSUs.

 Directors often prefer equity – ride the upside -- but then have to use their 
other cash resources to pay taxes as RSUs vest and settle

 The RSUs can settle as they vest (exempt) or on a date chosen in advance 
election (e.g., calendar year 2025 or separation from service) (compliant).

 Taking equity aligns director compensation with stockholders.

 Compliant RSUs may not be amended to accelerate or defer taxation 
beyond the chosen date.

o Special election rules apply (usually election must be irrevocable within 30 days of 
commencement of the program or by December 31 of the calendar year preceding the 
services). 

o If properly deferred, director is not taxed until receipt of the settled shares 
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Part 4: Liquidity-Based RSUs (i.e., Private Company RSUs)

 Foregoing RSU mechanics do not work well for private companies
o Sell to cover doesn’t work since employees can’t resell shares 

to cover withholding taxes at time of settlement (no public 
market) 

o Net settlement – private companies don’t want to use their cash 
for taxes 

 Issuer of private company RSU would prefer that RSU is taxed 
when company has a liquidity event – typically IPO or change in 
control, when cash will be available.
o At IPO –taxes can be paid through sell to cover
o At CIC –taxes can be paid by cashing out RSUs
o Note: no all CIC/IPO transactions generate cash
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Part 4: Liquidity-Based RSUs (Private Company RSUs)

 Fenwick & West created liquidity based RSUs

 Overlays an additional “liquidity event” vesting trigger to delay 
taxation until second vesting trigger is met and shares can be sold 
to cover taxes. 

 The liquidity event (IPO or CIC) can be a vesting event under 409A 
if each meets standard of “substantial risk of forfeiture” on the date 
of grant.  

 Remember, IPO is not a payment event under 409A
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Part 4: Substantial Risk of Forfeiture

 The “substantial risk of forfeiture” should be measured at the time of grant, as it is 
for unvested stock.

 What events are “substantial risks” are debated, but the 409A regulations give 
some clues (see, e.g., 1.409A-1(d)):

Risk is Deemed “Substantial” Risk is Not “Substantial”

A vesting conditioned upon a successful completion of an IPO
underwriting (although “successful” is not defined).

A vesting conditioned upon the employee executing and making effective
a release of claims.

A vesting conditioned upon an increase in the employer’s total
earnings.

A vesting conditioned upon employee not being terminated for cause in
a specified period.

A vesting conditioned upon employee’s continued service with the
employer.

A vesting conditioned upon employee not competing.
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Part 4: Two IRS Letters on “Substantial Risk of Forfeiture”

 While Section 83 also has the concept of a “substantial risk of forfeiture” for 
vesting of property, the Section 409A standard is harsher. 

o Nonetheless, due to an absence of much IRS or court guidance under 409A, 
practitioners still refer to Section 83 guidance for tools to interpret the term for 
purposes of Section 409A.

 CCA 200813042
o Retired salespeople continued to be paid commissions if their clients renewed existing 

life insurance contracts.  Even though the policies were designed to be automatically 
renewed, renewal was automatic and “predictable,” and renewal rates could be 
reasonably estimated, it was still a substantial risk that each individual policy would not 
be renewed.  The IRS noted that there were many extraneous factors that controlled the 
consumers’ decision to renew—such as financial ability, being distant from the original 
or intended beneficiary, the availability of cheaper insurance elsewhere (like the 
consumer’s employer) and changing priorities of the consumer. 

 PLR 9121037
o Ruling that a substantial risk of forfeiture existed as to an initial public offering whose 

chances of occurring within 2 years was “remote” and would be subject to the blocking 
vote of a major stockholder. 
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Part 4: Key Mechanics of Liquidity-Based RSUs

 Two vesting requirements:
o Service Condition (often 4-year vesting with 25% vested at one 

year, then monthly), and 
o Liquidity Event: Change in Control or IPO

• No requirement of service through liquidity (“need not be present 
to win”). 

 Expiration 5-7-10 years after date of grant. Practitioners prefer 5 
years

 RSUs expire on expiration date if no liquidity by then
o For employees, company can grant new RSU
o For former employees, no new grant so RSU expires and no 

consideration
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Part 4: Key Mechanics of Liquidity-Based RSUs

 Alternative:

 Two vesting requirements:
o Service Condition (often 4-year vesting with 25% vested at one 

year, then monthly), and 
o Liquidity Event: Change in Control or IPO

• Require service through liquidity (“must be present to win”); 
• Even if IPO/CIC do not satisfy substantial risk of forfeiture test.  

Continued service will be SRF
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Part 4: Key Mechanics of Liquidity-Based RSUs

 Once Vesting requirements met at IPO/CIC, Settlement occurs: 
o Exempt:  At set time following IPO (earlier of 6 months after IPO 

or by 3/15 of year following year of IPO).  Immediately on CIC
o Historically IPOs have had 6-month lock-up

• Some variation in lock-ups this year
o Compliant:  At set time beyond 3/15 of next year; example:  

210 days after IPO (guaranteed to settle at or after lock-up 
release 180 days after IPO)

o At liquidity, settle to the extent of time vesting at liquidity event.
o Following liquidity event:

• Continue time vesting after liquidity event. 
• Settle close to vesting date
If compliant – little flexibility to change from selected date!
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Part 4: Liquidity-Based RSUs : Key Advantages

 Synchronize tax event with liquidity:   employees are taxed when 
shares are liquid, and shares can be sold to cover tax.
o In case of CIC, taxes paid out of proceeds 

 Employees do not need to be employed on payout date: they can 
still feel that they earn an award based on service alone. 

 Recruiting advantages: employees perceive lower risk compared to 
option with high exercise price
o Popular with unicorn private companies. 

 Encourages more natural attrition -- allows unmotivated employees 
who stay only to keep their equity to leave and retain value.
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Part 4: Liquidity-Based RSUs: Key Disadvantages
 RSUs are always taxed as ordinary income

 Accounting/stock comp expense all at IPO; leads to sizable loss in 1st Quarter

 No ability to waive liquidity trigger: no early liquidity
o Unicorns often have interim liquidity events in current climate

 Large tax withholding event on IPO: may require a financial reserve 
o Tax obligation should be disclosed

o Several unicorns set up lines of credit

 RSUs are taxed based on value of shares at liquidity (which may be higher than 
value at grant). 

 Can result in cash crunch for late in year IPO: settlement/taxes due by March 15 of 
next year

o Use IPO proceeds and net settle RSUs

o Or ask underwriters for partial early release from lock-up. 

 Cannot pre-agree to extend 7-year limit or to replace RSUs if they expire (as that 
would diminish substantial risk of forfeiture). 
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Part 4: Liquidity-Based RSUs: More 409A Issues– IPO Approaching

 If liquidity-based RSUs are granted when an IPO is no longer 
“substantially uncertain” to occur, RSUs will run afoul of 409A. 

 Many practitioners consider 12–18 months prior to IPO to be an 
inflection point.  

 In order to continue to incentivize employees at this time, can 
switch to:
o RSUs that require employment through liquidity event (“must be 

present to win”).
o RSUs that time vest only and settle on a fixed year (e.g., 2 years 

from grant), but tax will be due on illiquid shares if IPO does not 
occur prior to that date. Company must use its cash to satisfy 
withholding obligation.  And can’t move up date if IPO happens 
earlier.
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Part 4: Liquidity-Based RSUs: More 409A Issues– Extend Service 
Vesting
 If service-vesting conditions on liquidity event RSUs or under regular public 

company RSUs are postponed or delayed, this can also cause a 409A violation.

 Example:  Have an employee postpone service-vesting from years 2, 3, and 4 to 
years 3, 4, and 5. 

 409A penalizes “extensions of a substantial risk of forfeiture” (e.g., delaying 
payments presumably without sufficient business reasons to do so, suggesting tax 
manipulation).

o “An amount will not be considered subject to a substantial risk of forfeiture 
beyond the date or time at which the recipient otherwise could have elected 
to receive the amount of compensation, unless the present value of the 
amount subject to a substantial risk of forfeiture (disregarding, in determining 
the present value, the risk of forfeiture) is materially greater than the present 
value of the amount the recipient otherwise could have elected to receive 
absent such risk of forfeiture.”

o IRS has suggested a +25% increase may suffice. CCA 201645012
o Generally, should measure +25% increase from originally scheduled vesting 

date under analogous tax provisions (Section 457A). 
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Part 4: Liquidity-Based RSUs: More 409A Issues– Extend Service 
Vesting
 IRS has suggested a +25% increase may suffice. CCA 201645012

 Generally, should measure +25% increase from originally scheduled 
vesting date (i.e., not the grant date) under analogous tax provisions 
(Section 457A). 

o An employer has agreed to pay the employee an amount equal to 
$120,000 on January 1, 2023 subject to continued service and the 
parties later agree that in lieu of this arrangement the employer will 
provide the employee $145,000 on January 1, 2025, subject to the 
employee’s continued service on this later date. In this scenario, the 
materiality threshold has not been met because “$145,000 is not 
more than 125% of $120,000.” See IRB 2016-28; see also Prop. Reg. 
1.457-12(e)(2), Example 3. 

 Difficult to apply to RSUs, since their value is variable. Most practical 
answer is to increase number of RSUs under the deferred portion of the 
award by 25% more shares. 
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Part 4: Liquidity-Based RSUs: More 409A Issues– Waiver of Liquidity 
Condition 
 A waiver of the liquidity condition to permit RSUs to sell in interim liquidity 

events (secondary sales / tender offers) is discouraged. 

 Interesting question as to whether a waiver for some RSUs jeopardizes the 
“substantial risk of forfeiture” for other RSUs:

o Position should be that it does not, since RSU “substantial risk of 
forfeiture” is measured at grant. 

o Question becomes: Was the tender contemplated or was there an 
intent to waive at grant?

 A one-time waiver likely blocks later use of two-tier RSU structure: 
o Section 409A will consider state law as to whether a pattern of 

waivers has created an enforceable right to such waivers in the event 
of a later secondary sale. California laws on this are lenient toward 
finding patterns.

o The premise of two-tier RSU deferral of tax is that the liquidity event is 
“substantially uncertain”: can we say this if we have waived the 
condition before at our discretion?
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Part 4: Liquidity-Based RSUs: Change in Control Considerations

 Even if a merger / sale is tax-free, settlement of the RSUs is a 
taxable event, subject to withholding.
o If there are earnouts or escrows, the settlement of a share 

under an RSU immediately before closing will cause some tax 
inefficiency. 

o Holders will be taxed on the FMV of a share (which will be 
informed by the potential of those shares to receive later 
payments), causing present tax on contingent future gains.

• Doubtful that any sort of “open transaction” tax treatment 
can cause deferral of tax until the contingent amounts are 
realized.

 Section 280G considerations: RSU settlement at a change in 
control would be measured at its full cash-out value as a potential 
parachute payment. 
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Part 4: Broken Liquidity-Event RSUs: 409A Violations

 RSUs that violate Section 409A will be subject to adverse taxation 

 Taxed as wages (ordinary income) based on time/service vesting 
schedule

 Employer has withholding obligation every year as RSUs service-
vest

 Employees will also pay a 20% federal penalty tax and a 5% 
California penalty tax. No withholding

 Tax will be due without liquidity
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Part 4: Broken Liquidity-Event RSUs: 409A Violations

 Imagine: RSU is granted with service-vesting and liquidity-vesting 
conditions, but the liquidity condition is not a substantial risk of 
forfeiture:
o A question under 409A exists as to whether the penalty is 

limited to the phantom spread at service-vesting (like a one-
time failure under a bonus plan), or whether the service-vested 
RSU is “marked to market” and taxed on additional spread until 
final settlement (like an option with an ongoing failure). 

o These authors think the IRS will take the position that maximizes 
its gains and allege, in a litigation position, that the service-
vested RSU is a repetitive deferral and an ongoing failure. 
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Part 4: Public Companies that Had Two-Tier RSUs

Facebook : 
https://www.sec.gov/Archives/edgar/data/1326801/000119312512046715/d287954dex102.htm
Airbnb : 
https://www.sec.gov/Archives/edgar/data/1326801/000119312512046715/d287954dex102.htm
Doordash : 

https://www.sec.gov/Archives/edgar/data/1792789/000119312520304953/d752207dex102.htm
Twitter : 
https://www.sec.gov/Archives/edgar/data/1418091/000119312513390321/d564001dex104.htm
Dropbox : 
https://www.sec.gov/Archives/edgar/data/1467623/000119312518055809/d451946dex107.htm
Snap : 
https://www.sec.gov/Archives/edgar/data/1564408/000119312517029199/d270216dex107.htm
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Part 4: Additional Risk Factor Language Companies include: 

 Facebook, Inc.:
o 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 on our
financial condition. 

 Snap Inc.:
o We anticipate spending substantial funds in connection with the 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. 

 Airbnb, Inc.: 
o In addition to the estimated 16.1 million shares eligible for sale described in clause (A) above, pursuant to certain exceptions to 

our stockholders’ obligations under the lock-up agreements and market standoff agreements, assuming that withholding occurs 
at the statutory minimum rate of 32% and our employees sell additional shares to satisfy their tax obligations at a price of 
$58.00 per share, which is the midpoint of the price range set forth on the cover page of this prospectus, an estimated 0.7 
million shares will be eligible for sale in the public market in order to satisfy tax obligations in connection with the settlement of 
additional RSUs that are expected to vest on February 25, 2021 based on an assumed personal tax rate of 52%. The actual 
number of shares eligible for sale in the public market in connection with tax obligations may differ based on our employees’
personal tax rates. Furthermore, if the stock prices at which our employees are able to sell their shares were to decrease from 
the price of $58.00 per share, which is the midpoint of the price range set forth on the cover page of this prospectus, 
employees may sell additional shares to satisfy their tax obligations.

 Doordash, Inc.:
o The stock-based compensation expense related to our RSUs and other outstanding equity awards will result in increases in our 

expenses in future periods and we may also expend substantial funds to satisfy a portion of our tax withholding and remittance 
obligations that arise upon the initial settlement of certain of our RSUs, which may have an adverse effect on our financial 
condition and results of operations.
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Part 4: The “Net Withholding” Disclosures in an IPO

There is significant disclosure of the tax exposure of settling two-tier RSUs in an IPO, requiring cash 
outlays: 

See Uber S-1 (“Based on the number of pre-offering RSUs outstanding as of May 1, 2019 for which the service-based vesting condition had been 
satisfied on that date, and assuming (i) the liquidity event-based vesting condition had been satisfied on that date, (ii) that the price of our common 
stock at the time of settlement was equal to the assumed initial public offering price of $47.00 per share, and (iii) a 39% tax withholding rate, we 
estimate that this tax obligation on the initial settlement date would be approximately $1.4 billion in the aggregate. Accordingly, we would expect to 
deliver an aggregate of approximately 46.4 million shares of our common stock to pre-offering RSU holders after withholding an aggregate of 
approximately 29.7 million shares of our common stock. In connection with these net settlements, we would withhold and remit the tax liabilities on 
behalf of the pre-offering RSU holders to the relevant tax authorities in cash. The amount of this obligation could be higher or lower, depending on 
the price of shares of our common stock in this offering, and the actual number of pre-offering RSUs outstanding for which the service-based 
vesting condition has been satisfied on the initial settlement date”). 

See  Facebook S-1 (“On the settlement dates, we plan to withhold and remit income taxes at applicable minimum statutory rates based on the 
then current value of the underlying shares. We currently expect that the average of these withholding tax rates will be approximately 45%. If the 
price of our common stock at the time of settlement were equal to the midpoint of the price range on the cover page of this prospectus, we 
estimate that this tax obligation would be approximately $4.4 billion in the aggregate. The amount of this obligation could be higher or lower, 
depending on the price of our shares on the RSU settlement date. To settle these RSUs, assuming an approximate 45% tax withholding rate, we 
anticipate that we will net settle the awards by delivering an aggregate of approximately 155 million shares of Class B common stock to RSU 
holders and withholding an aggregate of approximately 122 million shares of Class B common stock, based on RSUs outstanding as of March 31, 
2012 for which the service condition will be satisfied as of the date of settlement. In connection with these net settlements we will withhold and 
remit the tax liabilities on behalf of the RSU holders in cash to the applicable tax authorities. To fund the withholding and remittance obligations, we 
expect to sell equity securities near the initial settlement date in an amount that is substantially equivalent to the number of shares of common 
stock that we withhold in connection with these net settlements, such that the newly issued shares should not be dilutive. We have an exception in 
our “lock-up” agreement with our underwriters that would permit us to raise capital in an underwritten offering to fund these withholding and 
remittance obligations. … If we elect not to fully fund tax withholding and remittance obligations through the issuance of equity or we are unable to 
complete such an offering due to market conditions or otherwise, we may choose to borrow funds from our credit facilities, use a substantial 
portion of our existing cash, or rely upon a combination of these alternatives. In the event that we elect to satisfy tax withholding and remittance 
obligations in whole or in part by drawing on our credit facilities, our interest expense and principal repayment requirements could increase 
significantly, which could have an adverse effect on our financial results”).
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Part 4: Taxation of Liquidity-Based RSUs Example

Varun receives an RSU for 1,000 shares, which vest annually over 4 years of service, 
but only if a liquidity event occurs before year 7, regardless of whether he is then 
employed. Varun quits in year 4 and an IPO occurs in year 5 when FMV is $20 per 
share.

Year Tax Effect

1 Service Credit for 250 shares; no tax or vesting. 

2 Service Credit for 250 shares; no tax or vesting. 

3 Service Credit for 250 shares; no tax or vesting. 

4 No tax or vesting, as John quits.

5 750 shares vest in connection with IPO; taxable income of $15,000, 
treated as compensation and subject to withholding. 



52

Part 4: RSUs – Tax Treatment: Recent Lawsuit

 190 employees sued a large technology company in August 2020 for settling their 
RSUs at IPO, rather than 6 months post-IPO as provided in award agreements. 
According to complaint, accelerated settlement cost employees with RSU awards 
“a few hundred million dollars in additional income tax.” 

 Employees claim that company accelerated settlement date, which locked in IPO 
share price of $45, to eliminate risk of increased compensation expenses to 
company if share price increased post-IPO.

 Employees claim that company knew share price was more likely to decrease 
during 6-month lock-up period post-IPO and chose to settle RSUs early 
regardless.

 After lock-up period expired, company’s shares were worth $27, though 
employees were taxed on $45 IPO price at which they received their shares. If 
company had settled RSUs on original settlement date, employees would have 
been taxed on the $27 share price. 
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Part 5: Securities Laws and RSUs 

 Prior to going public, companies that intend to issue equity awards, such as stock 
options and RSUs, may rely on Rule 701 under the Securities Act of 1933. 

 Rule 701 exempts sales of securities by nonpublic companies pursuant to written 
benefit plans and compensation contracts for benefit of employees, directors, 
consultants or advisors, and family members of those individuals.

 Under 701 exemption, sales of securities during any 12-month period may not 
exceed greater of: 

o $1 million; 
o 15% of Company’s total assets; and
o 15% of outstanding securities of that class.

 If sales exceed $10 million in a 12-month period, mandatory disclosure to 
recipients, including financial disclosures

 SEC released CDI 271.24 to offer guidance on delivery of financial disclosures: 
o Under Rule 701(e), issuer must deliver financial and other disclosures to investors “a 

reasonable period of time” before date of sale, which for RSUs means date of grant. 
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Part 5: Securities Laws Cont. 

 Rule 144 imposes a holding period for restricted securities, including 
RSUs: 

o 6-month holding period is required for a reporting company for at 
least 90 days

o 1-year holding period is required for a non-reporting company

 RSUs granted under Rule 701 have 90 day holding period

 SEC released CDI 532.06 to offer guidance on commencement of holding 
period: 

o The Rule 144 holding period commences when investment risk for 
securities passes to employee (date that employee is deemed to have 
paid for the shares).

o If vesting of award is not conditioned on employee’s individual 
performance and employee pays no further consideration for 
securities, commencement date of holding period will be date of 
grant. 
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Part 5: Accounting Treatment
 We are not accountants, but here is our understanding of basic treatment 

of RSUs under ASC 718

 Accounting for RSUs is similar to accounting for stock options.

 Valuation is generally simpler for RSUs, since RSU is worth FMV of the 
underlying stock (no complex option pricing model is needed).

 RSUs are valued at date of grant and recognized as a compensation 
expense over service period (which is usually vesting period).

o For two-tier RSUs, the accounting expense is not incurred over 
service period if the liquidity condition is unlikely; instead is bunched 
at liquidity event (causing a significant charge at the time of an IPO for 
all RSUs granted through date of IPO). 

o
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Part 5: Accounting Treatment
See Uber S-1,
o (https://www.sec.gov/Archives/edgar/data/1543151/000119312519120759/d6

47752ds1a.htm, 
(“on a pro forma basis, giving effect to (i) the automatic conversion of 903.6 million shares of 
redeemable convertible preferred stock outstanding as of December 31, 2018 into 903.6 million 
shares of our common stock immediately prior to the closing of this offering, (ii) the net issuance 
of 38.3 million shares of our common stock upon the vesting and settlement of RSUs for which 
the service-based vesting condition was satisfied as of December 31, 2018 and the liquidity 
event-based vesting condition will be satisfied in connection with this offering, after giving effect 
to shares withheld to satisfy the associated withholding tax obligations (based on the assumed 
initial public offering price of $47.00 per share and an assumed 39% tax withholding rate) and 
the related increase in liabilities and corresponding decrease in additional paid-in capital, (iii) 
stock-based compensation expense of $3.0 billion associated with restricted stock 
awards, RSUs, SARs, and stock options for which the service-based vesting condition was 
satisfied or partially satisfied as of December 31, 2018 and the liquidity event-based 
vesting condition will be satisfied in connection with this offering, reflected as an increase 
in accumulated deficit, and an increase in additional paid-in capital for equity-settled 
awards or an increase in liabilities for cash-settled awards”).

o
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Part 5: Performance-Based RSUs

 Performance-based RSUs vest and settle only if specified company 
performance goals have been reached by end of measurement period 
cycle.

 Performance-based awards also frequently include a time-based vesting 
requirement. 

 Shares will be received only after board or compensation committee 
certifies that performance goals were reached and when period ended. 

 Grants can have sliding scales or multipliers that give a bigger payout if 
goal is exceeded. 

 Termination of service prior to vesting will often terminate rights to 
payment.
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Part 5:Form 4 Reporting

 Reporting for RSUs: 

 Form 4 is used for required reporting of changes in beneficial stock 
ownership and must be filed within 2 business days following date of 
applicable transaction.

 The SEC has released a No-Action Letter on June 25, 2008, allowing for 
reporting of multiple open-market purchases or sales on same day in 
aggregate.

 The date you receive or sign a grant agreement is not relevant to 
determining form deadlines. 
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Part 5: Form 4 Reporting Cont. 

 Reporting for PSUs:

 The grant of PSUs becomes reportable upon satisfaction of performance criteria 
but is not reportable where performance criteria is not based on market price of 
issuer’s securities.

 Earned PSUs that remain subject to service-based vesting requirements are then 
reported in Table II as an RSU, and disclosure must be made within two business 
days of RSU shares being “earned.” 

 When vesting in an award is subject to stock price targets, award must be reported 
at grant. 

 When a performance award reported at grant is forfeited, award does not need to 
be listed in insider’s future filings (nor does insider need to provide a description or 
explanation of forfeiture). However, the insider’s aggregate common stock holdings 
should be updated to reflect the forfeiture in insider’s next filing.  



Questions? 

Q&A:


