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The ABC’s of Taxing Stock-Based Compensation
By Jonathan M. Cerrito

Employees, 
in particular 
executives, 
may be cov-
ered by a 
wide range of 
compensation 
arrangements. 
These compen-
sation arrange-
ments may 
involve, for example, tax-qualifi ed 
pension and retirement plans, health 
and welfare plans, nonqualifi ed de-
ferred compensation, life insurance 
and stock-based compensation. 

Stock-based compensation, a 
commonly used form of executive 
compensation, may include stock, 
restricted stock, stock options, stock 
appreciation rights and phantom 
stock.1 Employers may provide 
stock-based compensation to em-
ployees pursuant to a formal plan, an 
individual’s employment contract or 
both. In addition to employees, non-
employee service providers, such as 
outside directors, may also receive 
stock-based compensation.2 

This article discusses the fed-
eral income tax consequences to an 
employee or service provider who 
receives a grant of employer stock or 
stock options.3 

I. Grants of Stock
Internal Revenue Code § 83 

applies to stock granted to an em-
ployee because the stock is property 
transferred in connection with the 
employee’s performance of services. 
In addition, I.R.C. § 409A also applies 
to stock grants where, for example, 
the grant is generally being used as a 
means for an employee to postpone 
paying income tax beyond the date 
when the employee has a right to the 
stock. 

A. Internal Revenue Code § 83

Under I.R.C. § 83, whether an 
employee will be subject to immedi-
ate taxation at the time of receiving 
stock will depend on whether the 
employee’s right to the stock is sub-
ject to a substantial risk of forfeiture. 
Stock that is subject to a substantial 
risk of forfeiture has been coined 
nonvested stock, whereas stock 
that is not (or is no longer) subject 
to a substantial risk of forfeiture is 
referred to as vested stock.4 Gener-
ally, an employee receives nonvested 
stock if the employee’s right to the 
stock is conditioned upon the future 
performance of substantial services 
or the occurrence of a performance–
related condition.5 Additionally, the 
possibility that the employee might 
lose rights to the stock must be 
substantial.6 

Vesting may be thought of as 
having a secured right of present or 
future enjoyment where the employ-
er may not take the stock back from 
the employee (well . . . at least not 
without paying fair market value for 
it). An employee may be vested and 
have a secured right to stock even 
though the employee does not have 
actual possession of the stock. On the 
other hand, stock that may be for-
feited under certain conditions, such 
as termination of employment, will 
not be considered vested because 
there is a real possibility that the em-
ployee might lose any future right to 
the stock. Ultimately, the facts and 
circumstances surrounding the terms 
of the grant determine whether the 
employee is vested.7

If an employee receives vested 
stock, then the employee will have to 
include income, in the year of receipt, 
equal to the excess of the fair market 
value of the stock over the amount, 
if any, that the employee paid for the 
stock.8 However, if an employee re-
ceives nonvested stock, then income 
inclusion is deferred until the year 

in which the stock vests unless the 
employee makes an affi rmative elec-
tion to include income in the year 
of receipt.9 If an employee does not 
elect otherwise, then in the year the 
stock vests, the excess of the fair mar-
ket value of the stock at the time of 
vesting over the amount, if any, that 
the employee paid for the stock is in-
cludible in income.10  

An employee who receives 
nonvested stock may choose not to 
defer income inclusion and instead 
affi rmatively elect to include, in the 
year of the receipt, the fair market 
value of the stock over the amount, 
if any, that the employee paid. An 
employee may make such an elec-
tion no more than thirty (30) days 
after receiving stock.11 Although it 
seems counterintuitive to elect to be 
taxed now versus later, there may be 
limited circumstances under which 
an employee may benefi t from being 
taxed in the year of receipt. 

One benefi t of making such an 
election is that appreciation earned 
thereafter will be taxed at a capital 
gains rate (generally 15%) as op-
posed to ordinary income tax rates 
(generally 28%-35%). However, if 
after making an election and pay-
ing tax a forfeiture event occurs—an 
event that would cause the employee 
to lose his or her rights to the stock—
the employee is not entitled to a tax 
deduction for the amount of tax pre-
viously paid. Thus, the downside of 
such an election is that the employee 
carries increased risk of losing not 
only rights to the stock but also the 
money expended to pay tax. It is for 
this reason that employees generally 
avoid elections to include income in 
the year that stock is received.

Nevertheless, an employee, in 
some instances, may benefi t from 
making an election—for example, 
where the amount of income the em-
ployee expects to report as a result of 
the election is small and the potential 
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growth in the value of the stock is 
great. Or, where the employee ex-
pects reasonable growth in the value 
of the stock but the likelihood that a 
forfeiture event will occur is small. 
In these circumstances, the risk as-
sociated with an election is contained 
because there is either less tax paid 
or a small chance that the employee 
will lose rights to the stock. Weigh 
this more limited risk against the 
benefi ts of being taxed at a lower 
(capital gains) rate and employees in 
these circumstances may reasonably 
consider electing taxation in the year 
of receipt. 

B. Internal Revenue Code § 409A

Stock grants should be struc-
tured to comply with I.R.C. § 409A 
unless the employee will suffer ad-
verse tax consequences that include 
immediate income inclusion, a 20% 
penalty tax and interest. A grant 
of stock will be subject to the rigid 
rules of I.R.C. § 409A if, for example, 
the stock is not actually paid to the 
employee upon vesting. It is empha-
sized that the unusually severe con-
sequences for violating I.R.C. § 409A 
are levied against the employee even 
though it is the employer that fails to 
comply. 

II. Grants of Stock Options
A stock option is generally an 

award under which an employer 
grants an employee the right to buy 
employer stock at a certain price 
within a set period of time. The 
privilege associated with receiving 
options to buy stock is “the oppor-
tunity to benefi t during the option’s 
exercise period from any increase in 
the value of the stock without risking 
any capital.”12 

Under the Internal Revenue 
Code, there are two general types of 
stock options: nonqualifi ed options 
and statutory options.13 Statutory op-
tions include options provided under 
an employee stock purchase plan and 
incentive stock options (“ISOs”).14 
Any other options granted in connec-
tion with the performance of services 
are nonqualifi ed options.15 

Nonqualifi ed stock options may 
be granted either to an employee 
or non-employee service provider; 
whereas, statutory options may be 
granted only to employees.16 Addi-
tionally, nonqualifi ed stock options 
by defi nition are not subject to the 
rigid requirements that statutory 
options are. However, in return for 
conforming to Internal Revenue 
Code requirements, statutory options 
receive favorable tax treatment. The 
favorable tax treatment generally 
associated with statutory options is 
the employee’s ability to exercise the 
option, receive vested stock and not 
realize income until the employee 
sells the stock. 

A. Nonqualifi ed Stock Options

Internal Revenue Code § 83 
applies to grants of nonqualifi ed 
stock options because stock options 
granted to employees are generally 
considered to be compensation for 
services. In addition, I.R.C. § 409A 
also applies to certain grants of non-
qualifi ed stock options. 

1. Internal Revenue Code § 83

The tax consequences to an em-
ployee who receives nonqualifi ed 
stock options depends on whether or 
not, at the time of grant, the option 
has a readily ascertainable fair mar-
ket value. Generally, in most cases 
nonqualifi ed options, at the time of 
grant, do not have readily ascertain-
able fair market values.17 

Although nonqualifi ed options 
have some value at the time of grant, 
ordinarily that value is not read-
ily ascertainable unless the option 
is actively traded on an established 
market.18 If a nonqualifi ed option is 
not traded on an established market, 
to have a readily ascertainable fair 
market value the options must be 
transferable and immediately exer-
cisable in full. Additionally, the stock 
subject to the option must not be 
subject to any restriction or condition 
which has a signifi cant effect upon 
the fair market value of the option. 
Furthermore, the fair market value of 
the option privilege must be readily 

ascertainable.19 The option privilege, 
as noted above, is the opportunity to 
benefi t during a given period from in-
creases in stock price without risking 
any money. These legal requirements 
generally highlight the reason why 
most nonqualifi ed options that are 
not actively traded on an established 
market do not have readily ascertain-
able fair market values.

An employee has no includible 
income upon receiving a nonqualifi ed 
option that has no readily ascertain-
able fair market value. Instead, I.R.C. 
§ 83 will apply in the year when the 
employee exercises the option. If the 
employee receives vested stock on 
exercise, then, in the year of exercise, 
the excess of the fair market value of 
the stock over the option price is in-
cludible in the employee’s income.20 
If the employee receives nonvested 
stock on exercise, then in the year the 
stock vests the employee will have in-
come unless the employee makes an 
affi rmative election to include income 
in the year the option in exercised.21 
If the employee does not elect other-
wise, then, in the year the stock vests, 
the excess of the fair market value 
of the stock at the time of vesting, 
over the option price, is includible in 
income.22  

Upon receipt of a nonqualifi ed 
option with a readily ascertainable 
fair market value, the excess of the 
fair market value of the option over 
the amount, if any, that the employee 
paid is includible in income in the 
year the stock option vests.23 Thus, 
unless an employee affi rmatively 
elects to include income in the year 
of receipt, such employee will not be 
subject to tax until the year when the 
employee has a vested right to the 
stock option.24 Because the employee 
will have income inclusion in the year 
of vesting, such employee will have 
no includible income upon exercising 
the option.

2. Internal Revenue Code § 409A

Internal Revenue Code § 409A 
applies to nonqualifi ed stock options 
that, for example, have an exercise 
price below fair market value of 
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the stock, include a feature to defer 
income beyond vesting or where 
the underlying stock subject to the 
option is stock other than common 
stock. While there are no prohibitions 
on granting stock options subject to 
I.R.C. § 409A, the options must be 
properly structured unless the em-
ployee will be subject to immediate 
income inclusion, a 20% penalty tax 
and interest. 

B. Statutory Stock Options

Statutory options may be 
granted to employees but not service 
providers. As noted above, statutory 
options include options provided 
under an employee stock purchase 
plan and ISOs.25 An ISO is an option 
that provides an employee with the 
right to purchase employer stock and 
that meets the requirements of I.R.C. 
§ 422.26 An employee stock purchase 
plan is a plan that grants stock op-
tions to purchase employer stock and 
that meets the requirements of I.R.C. 
§ 423.27 

Statutory options are not subject 
to the complex tax scheme of I.R.C. 
§§ 83 and 409A. Instead, the general 
rule may be simply stated: An em-
ployee does not recognize income 
upon receipt or exercise of a statu-
tory option.28 That is, there are no tax 
consequences to an employee who 
receives statutory options until the 
employee disposes of the underlying 
stock subject to the options. General-
ly, a disposition of the stock includes 
a sale, exchange, gift or any transfer 
of legal title.29 

At the time of disposition, the 
employee is taxed on the excess be-
tween the fair market value of the 
stock at disposition over the option 
price that the employee paid. Wheth-
er the includible amount of income 
is subject to tax at ordinary income 
rates or capital gain rates will de-
pend on whether the employee satis-
fi ed the holding period requirement. 
An employee’s disposition of stock 

within either two (2) years after the 
date the option is granted or one year 
after the date the stock is transferred 
to the employee (i.e., the option is 
exercised) is known as a “disqualify-
ing event.” If the disposition is pur-
suant to a disqualifying event, the 
employee does not qualify for capital 
gains treatment. Instead, the employ-
ee includes income realized on the 
disqualifying event as compensation 
subject to ordinary income tax rates. 

“Minor structural 
differences can 
dramatically change 
the tax consequences 
associated with the 
receipt of stock and stock 
options.”

III. Conclusion
While only scratching the surface 

of possible compensation arrange-
ments, this article highlights the cur-
rent complexity of taxing stock-based 
compensation. Minor structural dif-
ferences can dramatically change the 
tax consequences associated with the 
receipt of stock and stock options. In 
addition to losing the ability to con-
trol the timing of taxation, employees 
also run the risk of suffering severe 
penalties and having to pay interest 
on tax owed. This is also an issue for 
employers—striving to attract talent 
while keeping current employees 
happy—to consider when designing 
the terms of such grants. 
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