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What Employees Want to Know About Their Stock 
Options? 



Types of Equity Compensation:  

Stock Options: NQSO and ISO

Restricted Stock Units:

Restricted Stock Options:

Stock Appreciation Rights:

Phantom Stock:

Profits Interest: 



Stock Options: NQSO and ISO

Sources: NQSO and ISO are primarily used  by private companies. 

Non-Qualified Stock Option (NQSO): 

1. The “Bargain Element” is the amount from the exercise price to the fair market 
value which gets taxed at ordinary income tax rates. 
a. Normally, one pays more in taxes compared to ISO.
b. The taxable event occurs when the stock options get exercised. 

2. The main advantages of NSO is flexibility. 
a. Can give to consultants, advisor to the company, beyond just employees.
b. Can transfer to trust for one’s benefit, family members, or charities.  



Stock Options: NQSO and ISO

NQSO Example:



Stock Options: NQSO and ISO

Incentive Stock Options (ISO):

1. Highly used by Private Companies.
a. Due to the potential for lower taxes at Long Term Capital Gains (LTCG) tax rate. 

2. More restrictive and rules to follow in order to meet  LTCG rate.
a. Qualifying Disposition: A sale of ISO Stock made at least Two Years after the grant date and One Year 

after the options were exercised. Both conditions must be met. 
b. Disqualifying DIsposition: A sale of ISO that does not meet the above requirements. It will result in 

taxation as a NQSO at ordinary income tax rates. 
3. “Bargain Element”: 

a. Can normally be exercised at a below the current market price resulting in immediate profit to employees. 
b. Will result in being reports as a preference item for alternative minimum tax. 



Stock Options: NQSO and ISO

Incentive Stock Option Example:

1. Granted at $1 Per Share. 
2. Exercised at $11 per share
3. Taxation at LTCG on sale.

Assuming meeting qualifying disposition. 



Stock Options: NQSO and ISO

NQSO Compared to ISO:



Restricted Stock Units

Restricted Stock Units (RSU): A commitment to pay based on the measure of an unit that is 
derivation of the companies stock value. Can be paid in cash or shares. 

1. Trend of start up and publicly traded companies increasingly using RSU(s). 

Advantages:
1. Does not have a strike price. Thus, still employees still get a value even if company goes down in value. 
2. Offers Employers more flexibility

a. Can be paid out in cash or stock shares.
b. Offers easier management often at lower cost compared to Restrict Stock Options. 

Disadvantages:
1. Taxation at high rates (ordinary income rates) to employees as it becomes vested.  



Restricted Stock Options

Restricted Stock Options: A promise of future 
stock payments normally on a vested schedule.

Advantages:

1. Provide employees equity compensation to help 
drive growth.

Disadvantages: 

1. High taxation for employees at ordinary income. 
2. Lower flexibility for employers. 



Stock Appreciation Rights

Stock Appreciation Rights (SARs):

1. Are cash or stock bonuses tied to the performance of a company’s stock over a certain period. 
2. The holder of stock appreciation rights (SARs) does not own stock and is not a stockholder.

Current Application: 

1. Used when owners want employees to share in stock growth but not become owners themselves.
2. Can be paid in cash or shares. 
3. Often used in conjunction with ISO and NQSO to pay for taxes or the exercise of the shares.  

Taxation: Taxed at ordinary income upon being exercised. 



Phantom Stock

Phantom Stock:
1. Is a cash or stock bonus that replicates owning a company’s stock over a certain period. 
2. Phantom stock is not technically stock, the holder is not a stockholder.

Current Application: 
1. Used when owners want employees to share in company growth but not become part of 

the ownership party. (same as SARs)
2. Normally paid in case at set timelines.  

Taxation: 
1. Upon being exercised.
2. At ordinary tax rates. 



Profits Interest

Profits Interest: This is for private LLC companies. 

Advantages:

1. Provides employees a claim to the increase in value of an LLC over a period of time.  
a. Similar to a stock option just for LLC instead of a corporation. 

2. Normally, not taxable to the recipient if structured correctly. 

Disadvantages: 

1. Must follow IRS rules in order to get tax advantage. 
a. Employee must be coming a partner, etc.  
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