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THE FINANCIAL SIDE OF RETIREMENT PLANNING
What to know when equity is part of your incentive
compensation package

Four common types of incentive compensation

In an effort to attract, retain and motivate employees, many companies offer equity and “equity-like” compensation. Companies
may also use these alternative types of compensation to provide additional retirement funding for key employees and/or to defer
an employee’s earnings for income tax purposes.

Incentive compensation can be a tangled and nuanced web of considerations and decisions. It is important to understand the
implications of the various types of compensation and how they fit into your overall wealth management plan.

1) Restricted stock
» This is a pure grant of company stock, but the stock is not owned by the employee until certain vesting restrictions (typically
time and/or performance) have been met.
» If the stock pays a dividend, those dividends are typically paid to the employee during the holding period.
» The value of the stock will be taxed to the employee as ordinary income at the time that the stock vests. If the employee
has made a Section 83(b) election under the Internal Revenue Code, however, the employee will recognize ordinary
income at the time the stock is granted based on the value of the stock at that time.

2) Non-qualified stock options (NQSOs)

*  An NQSO is the right to acquire (“exercise”) a fixed number of shares at a fixed price for a specific period of time.

* NQSOs are typically subject to vesting restrictions based on the recipient’s service to the company.

+ They can be granted to employees and nonemployees, such as directors and consultants.

» The recipient will recognize ordinary income on the difference between the exercise price and the fair market value of the
shares at the time of exercise.

* The exercise is also subject to payroll taxes, such as Social Security and Medicare taxes.

+ If the employee later sells the shares, the sale will be treated as a capital gain or loss, with the basis of the shares being
equal to the fair market value of the shares at exercise.

3) Incentive stock options (ISOs)

* AnISO is the right to acquire a specific amount of stock at a predetermined price at least equal to the fair market value of
the stock at the time that the ISO is granted.

* They can only be granted to employees.

* Unlike other types of equity compensation, ISOs are taxed when the stock is sold.

» If the stock is held until the later of two years from the grant date or one year from the exercise date, the sale receives long-
term capital gains tax treatment; if either of those requirements are not met, then the spread at exercise is taxed as ordinary
income, and any excess appreciation is taxed as capital gain.

» Alternative minimum tax issues can arise with exercise and a subsequent disposition.
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4) Equity-like compensation

+ This type of compensation typically provides a monetary benefit based on the appreciation and/or dividends of the
company’s underlying stock, rather than giving a right to the stock itself, although in some cases there may be a future right
to receive stock.

+  Common forms of equity-like compensation include restricted stock units (RSUs), stock appreciation rights (SARs) and
phantom stock.

+ These types of compensation are generally subject to ordinary income taxes as interests vest or cash is received.

« These equity-like interests do not qualify for an IRC Section 83(b) election as they are not considered “property.”

Equity and equity-like compensation are often subject to complex rules and restrictions. If such incentives are a part of your
compensation, it is important that your financial and tax advisors work together so that you can leverage your total compensation
package to maximize your wealth potential. For more information about executive compensation, visit our Financial Side of
Retirement Planning resource page.
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