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Employees may now elect to defer tax on the bargain element in “qualified
stock” that is received on the exercise of employee stock options or on the

settlement of restricted stock units.

Stock received on the exercise of a non-
statutory stock option may create liq-
uidity problems for a recipient employee.
The employee must generally pay tax
on the bargain element in the stock when
the stock is received or later when it
vests.! However, the employee may not
have the cash to pay the tax, particularly
if the stock received is not a source of
liquid funds because it is not then readily
tradable or transferable. This problem
is most frequently associated with start-
up corporations that have not yet gone
public.

Fortunately, Congress has provided
a potential solution.? For stock vesting
after 2017, a “qualified employee” may
elect to defer tax on the bargain element
in “qualified stock” issued pursuant to

an equity grant awarded by an “eligible
corporation”” Such equity grants consist
of either stock options or restricted stock
units (RSUs).? If qualified stock is re-
ceived under such a grant, an employee
may be able to defer payment of tax on
the bargain element for as long five years
from the date of receipt or vesting. How-
ever, the deferral will end earlier upon
one of the following events:

1. The stock becomes transferrable
(even if only transferrable to the em-
ployer corporation).

2. Any stock of the issuing corporation
becomes readily tradable on an es-
tablished securities market.

3. The recipient becomes an excluded
employee (i.e., becomes one of certain
key employees or 1% owners).
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4. The recipient revokes his or her elec-
tion (e.g., to report the income in a
loss year or a low-tax-bracket year).*
When the deferral period ends, the

bargain element in the stock becomes
subject to tax as compensation,® with
any remaining appreciation in the
stock taxed on subsequent disposition.
The bargain element is the fair market
value of the stock when the employee
received it, or when it later vests, less
the option price paid for the stock.®
Thus, if the stock declines in value
during the deferral period, the em-
ployee must still pay tax at ordinary
income tax rates on the full amount
of the bargain element. The employee
must pay the tax even if the bargain
element has been entirely lost due to
the decline in value.”

When the deferral period ends, the
bargain element also becomes subject
to income tax withholding at the max-
imum individual tax rate.® If the stock-
holder is no longer employed (e.g.,
retired), the stockholder may have to
provide the funds to pay the withhold-
ing.® On the other hand, Social Security
taxes on the bargain element are re-
quired to be paid earlier when the stock
is received or later vests.™

The nature of the restricted stock
units (RSUs), mentioned above, may
warrant further explanation. An RSU
is an arrangement giving an employee
the right to receive employer stock, or
its value in money, at a specified future
time. The employees right may be sub-
ject to a condition, such as continued
employment or the satisfaction of per-
formance goals. The transfer of stock
or the payment of money to the em-
ployee is referred to as a “settlement”
of the RSU." However, RSUs granted

under a qualified equity grant plan
may be settled only with stock, not
cash.”

If the employer corporation is a mem-
ber of a controlled group of corporations,
the employer corporation and other
members of the controlled group are
considered one corporation for purposes
of applying the qualified equity grant
provisions.” Such a group may be:

1. A parent-subsidiary group.
2. Abrother-sister group.

tion may grant stock options to all the
covered employees or RSUs to all the
covered employees, but may not grant
a mixture of the two."™

All employees covered by the plan
must have the same rights and privi-
leges to receive qualified stock.” For
this purpose, an employer must estab-
lish the rights and privileges under
rules similar to those applicable to em-
ployee stock purchase plan options
(ESPP options).?® For example, the
method of payment for stock and the

If the stock declines in value during
the deferral period, the employee
must still pay tax at ordinary income

tax rates on the full amount of the

bargain element.

3. A combination of the preceding two
groups.”
In this article, “vested” stock means
stock that is transferable or is not subject
to a substantial risk of forfeiture.”

Only an Eligible

Corporation May Issue
Qualified Equity Grants

Only an “eligible” corporation may award
qualified equity grants. For this purpose,
a corporation is not eligible during a
calendar year if it had any stock traded
on an established securities market dur-
ing any preceding calendar year." In ad-
dition, for the year of eligibility, the
corporation must have a written plan
that provides grants of stock options or
RSUs to at least 80% of the corporation’s
employees (excluding key, part-time,
and foreign employees).” The corpora-

purchase price of stock must be the
same for all covered employees.” Fur-
ther, events accelerating exercise or
payment must be the same.?® Never-
theless, under an exception applicable
only to qualified equity grants, the
amount of stock issued to covered em-
ployees need not be equal or propor-
tional in amount, provided the amount
issuable to each covered employee is
more than de minimis.*®

For stock options or RSUs granted
before 2018 that are exercised or settled
after 2017, it is not necessary that the
covered employees have the same rights
and privileges.* This provision is ap-
parently a recognition that, before 2018,
corporate employers did not know future
legislation would authorize qualified
equity grant plans. Thus, they did not
have an opportunity in those years to
carefully structure a complying plan.

T Section 83(a).

Tax Cuts and Jobs Act, Pub. L. No. 115-97, section
13603.

Note that neither stock options without readily
ascertainable fair market value nor RSUs are
subject to tax under Section 83. Reg. 1.83-
7(b)(2); Section 83(i)(7). However, they might be
subject to the deferred compensation rules of
Section 409A, if no specific exemption applies.
Section 83(i)(1)(B).

Section 83(i)(1)(A).

Section 83(a).

Section 83(i)(6)(B)(ii)(1).

Sections 3401(i) and 3402(t)(1).
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° Sections 3402(t)(2) and 3501(b); Ann. 85-113,
1985-311RB 31.

% Section 3121(a)(5), ()(2), and (V)(3);
31.3121(v)(2)-1.

Conference Committee Report of the Tax Cuts
and Jobs Act (HR 1), Pub. .L. No. 115-466—Part 1,
Business Tax Reform, |.3 and .4.

2 Section 83()(2)(B).

 Sections 83(i)(5), 414(b), and 1563.
™ Section 1563(a).

' Section 83(a).

' Section 83(i)(2)(Q)(i)(1); Even more important,
the deferral election cannot be made if any of the
corporation’s stock has been traded on an estab-

Reg.

n

lished securities market at any previous time.
Section 83(i)(4)(B)(ii); Conference Committee
Report of the Tax Cuts and Jobs Act (HR 1), Pub.
L. No. 115-466—Part 1, Business Tax Reform, 1.3,
footnote 1070.

'8 Section 83(i)
™ Section 83(i)
20 Section 83(i)
2 Req.1.423-2
22 GCM 37380.

)
)
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(")

2% Section 83(i)(2)(C).
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Nevertheless, a qualified equity grant
plan must still cover at least 80% of em-
ployees for a pre-2018 year (even though
the employees might have different rights
and privileges). Thus, a previous statutory
or nonstatutory stock option plan in ex-
istence during a pre-2018 year could
qualify if it had 80% coverage. It is not
clear whether different plans might be
aggregated for purposes of satisfying
the 80% requirement. Fortunately, how-
ever, Congress has provided thata cor-
poration may make a reasonable good
faith interpretation of the 80% require-
ment, at any time before the IRS issues
regulations or other guidance.”

Only a Qualified Employee

May Receive Qualified Stock
Most employees will be qualified em-
ployees eligible to elect tax deferral on
qualified stock if they agree in their
deferral election to comply with certain

Stock Issued Must
Satisfy the Requirements
for Qualified Stock

Stock is qualified stock only if it is re-
ceived by a qualified employee upon the
exercise of an option or the settlement
of an RSU. The option or RSU must have
been granted in connection with the
performance of services as an employee
in a calendar year the employer was an
eligible corporation.® However, stock
will not be qualified if the employee has
the right to elect a cash payment instead
or the right to sell the stock to anyone
(including his or her employer) at the
later of the time the stock is received or
vests.®

Timing of the Election and
the Limitations Imposed

An employee must make the election
to defer tax on qualified stock by filing

A corporation with a qualified
equity grant plan may continue to
award more favorable equity

grants to employees who do not
participate in the plan.

conditions. Those conditions are de-
signed to guarantee that income tax
withholding requirements will be sat-
isfied when deferred amounts become
taxable.?® Nevertheless, an employee
will not be a qualified employee if he
or she:

1. Isor wasa 1% owner at any time dur-
ing the current or preceding ten cal-
endar years.”

2. Isor has ever been the chief execu-
tive officer (CEO) of the corpora-
tion.?®

3. Isor has ever been the chief finan-
cial officer (CFO) of the corpora-
tion.”

4. Is the spouse, child, grandchild, or
parent of the corporate officers de-
scribed in (2) or (3), above.*

5. Is or was one of the four highest-
compensated officers of the corpo-
ration during the current or
preceding ten calendar years.”

the election with the IRS within 30 days

after the stock is no longer subject to a

substantial risk of forfeiture or is trans-

ferrable, if earlier.** An employee may
not make the election if:

1. The employee previously elected to
include the bargain element in gross
income before the stock vested.

2. Any stock of the corporation is or
was readily tradable on an established
securities market at any time before
the deferral election.

3. The corporation purchased any of
its outstanding stock in the calendar
year preceding the year the employees
stock vested (except as explained in
the second following paragraph).®
Under item 1, above, an employee

has previously made an election to in-

clude the bargain element in gross in-
come if, upon receipt of unvested stock,
the employee elected to report as com-
pensation income an amount equal to
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the excess of the then fair market value
of the stock over the amount paid for it.
An employee would normally make this
election if he or she wished to avoid re-
porting as compensation income any
later pre-vesting increase in the value
of the stock.*®

Item 3 above will not prevent a de-
ferral election in the current year if the
corporation purchased all the outstand-
ing deferral stock in the preceding cal-
endar year. Nor will item 3 prevent a
current-year election if at least 25% of
the value of the stock purchased in the
prior year was deferral stock, and allo-
cation of the purchases among the hold-
ers of deferral stock was reasonable.
Deferral stock is defined as qualified
stock for which a deferral election was
made but, for purposes of item 3, above,
excludes stock purchased from a share-
holder that had a shorter elapsed deferral
period than any stock retained by the
shareholder (i.e., a first-in, first-out re-
quirement).”

Qualified Stock That Is Not
Part of the Equity Grant Plan

An employee electing to defer gain on
qualified stock need not be one of the
80% of employees under an equity grant
plan necessary to qualify the employer
as an “eligible corporation” Nor does
the employees option or RSU need to
be granted pursuant to the equity grant
plan. It is enough that the employee is
a qualified employee,® and the employer
was an eligible corporation in the cal-
endar year the employer granted the op-
tion or RSU.* Thus, an option or RSU
granted to a qualified employee who is
not covered by the equity grant plan is
allowed to have difterent rights and priv-
ileges than options or RSUs under the
equity grant plan.*

Example 1. Corporation A established a
written qualified equity grant plan
covering 80% of its full-time employees.
In 2018, corporation A awarded
nonstatutory stock options with the
same rights and privileges to each
covered employee. Later that year,
Corporation A also awarded
nonstatutory stock options to employee
B, who was not among the 80% of
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employees covered by the qualified
equity grant plan. None of the options
has a readily determinable fair market
value at the date of grant. Also assume
the options were exempt from the
requirements of Section 409A. (See
Example 2, below, for an illustration of
a Section 409A exemption.)

The option price payable by Employee
B upon exercise of his option is lower
than the option price payable by em-
ployees covered by the qualified equity
grant plan. In 2020, Employee B exer-
cised his option and agreed to certain
requirements related to tax withholding.
Employee B had no right to elect a cash
payment or sell the vested stock to any-
one at the time he received the stock.
Neither Employee B nor his relatives
have ever been a 1% owner or an actual
or acting officer of Corporation A. No
stock of Corporation A has ever been
tradable on an established securities
market.

Employee B may elect to defer tax
on the bargain element attributable to
the stock he received. He was a “qualified
employee” receiving “‘qualified stock” is-
sued pursuant to the exercise of a qual-
ified equity grant awarded by an “eligible
corporation” He was a “qualified em-
ployee” because he satisfied the following
three requirements:

1. He has never been a 1% owner or a
highly paid officer of Corporation

A

2. Neither he nor his relatives have ever
been the actual or acting CEO or
CFO of Corporation A.

3. He agreed to certain requirements
related to tax withholding.
Corporation A satisfied the definition

ofan “eligible corporation” for 2018, the

25 Tax Cuts and Jobs Act, Pub. L. No. 115-97, section
13603(g).

28 Section 83()(3)(A)ii).

% Section 83()(3)(B)(i). Sections 416(i)(1)(B)(i)(I)
and (ii) define a 1% owner as any person who
owns more than 1% of the outstanding stock of
the corporation, or stock possessing more than
1% of the total combined voting power of the
stock of the corporation. The ownership attribu-
tion rules of Section 318 apply (as modified by
Section 416(i)(1)(B)(iii)).

28 Section 83()(3)(B)(ii)(1).

2 Section 83()(3)(B)(ii)(1I).

% Sections 83(1)(3)(B)(iii) and 318(a)(1).

*! The four highest compensated officers are deter-
mined as if the disclosure rules for compensation

3)(B)(i(
3)(B)(i)(
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year the option was awarded to Em-

ployee B, because it satisfied the follow-

ing three requirements:

1. In that year, Corporation A had a
written equity grant plan covering
80% of its full-time employees.

2. The corporation granted the covered
employees stock options with the
same rights and privileges to receive
stock.

3. No stock of Corporation A has ever
been readily tradable on an estab-
lished securities market.

The stock received by Employee B
was “qualified stock” because it satisfied
the following three requirements.

1. Corporation A was an eligible cor-
poration for the year 2018, when it
granted the option to Employee B.

2. The corporation granted the option
for the performance of services.

3. Employee B had no right to elect a
cash payment or sell the vested stock
to anyone at the time he received the
stock.

The award of stock options in 2018
to Employee B, who was not covered by
the qualified equity grant plan, has no
bearing on the independent determi-
nation of Corporation As status as an
eligible corporation for 2018. It is also
irrelevant that Employee B's option price
was not the same as the option price
payable by employees covered by the
qualified equity grant plan, because only
covered employees are required to have
the same rights and privileges.

Thus, it is apparent that a corporation
with a qualified equity grant plan may
continue to award more favorable equity
grants to employees who do not partic-
ipate in the plan. Those favored employ-
ees may even be able to defer tax on

under the Securities Exchange Act of 1934 ap-
plied to the corporation. Section 83(i)(3)(B)(iv).

%2 Section 83()(2)(A).

3 Sections 83()(1)(B)(i) and (2)(B).

3 Section 83(i)(4)(A). Transferability and the exis-
tence of a substantial risk of forfeiture are deter-
mined under the rules of Section 83(c)(3) and the
regulations thereunder. Conference Committee
Report of the Tax Cuts and Jobs Act (HR 1), Pub.
L. No. 115-466—Part 1, Business Tax Reform, |.3.

35 Section 83()(4)(B).

3 Section 83(b); Regs. 1.83-2(a) and 1.83-7(a); Rev.
Proc. 2012-29, 2012-2 CB 49.

37 Section 83(1)(4)(C).

38 Saction 83(i)(3).

qualified stock they receive, if they are
not 1% owners, officers, or relatives who
are disqualified.

A qualified employee may also make
a deferral election for qualified stock
received on exercise of a statutory stock
option, if the employer was an eligible
corporation in the calendar year it
granted the option. Statutory options
may be either incentive stock options
(ISOs) or options under employee stock
purchase plans (ESPPs).” However, if
an employee makes a valid deferral elec-
tion with respect to qualified stock that
is received under a statutory stock option,
the option exercised will no longer be
considered a statutory stock option. In-
stead, the qualified equity grant rules
will apply.*? (Example 4, below; illustrates
a deferral election with respect to statu-
tory stock.)

Applicability of Section
409A Unchanged by a
Deferral Election for

Qualified Stock
Independently of the qualified equity

grant provisions, the Code imposes
taxes, penalties, and interest on non-
qualified deferred compensation plans
that do not satisty the deferral and dis-
tribution requirements of Section
409A.* Fortunately, statutory stock op-
tions are exempt from the requirements
of 409A.*

Nonstatutory stock options may also
be exempt if certain conditions are sat-
isfied.”® RSUs are exempt if they are set-
tled by transferring unvested stock.* In
any event, if a qualified equity grant is
exempt from the requirements of Section
409A, an election to defer tax on the re-

%% Section 83()(2)(C).

49 Section 83()(2)(C)(ii).

4 Sections 421,422, and 423; Conference Commit-
tee Report of the Tax Cuts and Jobs Act (HR 1),
Pub. L. No. 115-466, Part 1—Business Tax Re-
form, I.3.

2 Sections 422(b), and 423(b)(5) and (d).

3 Section 409A(a)(1). See Blankenship, “Retire-
ment Planning for Unfunded Deferred Pay Under
Section 409A," 81 Prac. Tax Strategies 14 (July
2008).

** Reg. 1.409A-1(b)(5)(ii).
5 Reg. 1.409A-1(b)(5)(i).
%6 Reg. 1.409A-1(b)(6)(i).
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ceipt of qualified stock will not subject
the arrangement to the section.”

Example 2. Assume the facts are the
same as in Example I, so that stock
received by Employee B upon exercise
of his nonstatutory option is qualified
stock. In addition, assume all grants of
options by Corporation A specity the
number of shares the employee can
purchase. Further, under each grant, the
option exercise price equals the fair
market value of the stock on the date of
grant. Stock received on exercise is fully
vested common stock without
liquidation preferences or restrictions
on sales. Finally, the options do not
include any special deferral features
other than the usual income deferral for
the receipt of stock options without a
readily ascertainable fair market value.
Under the above facts, the options
granted to Employee B and to the em-
ployees covered under the equity grant
plan satisty the requirements for ex-
emption from 409A. In each case:

« The employer established the num-
ber of shares subject to the option
on the grant date.*

« The exercise price was not less than
the fair market value of the stock
on the date of grant of the option.*

« 'The option did not include any de-
ferral feature other than income
deferral until exercise or disposi-
tion of the option.*

« The common stock received on ex-
ercise had no distribution prefer-
ences and was not subject to any

|

47 Section 409A(d)(7).

8 Reg. 1.409A-1(b)(5)() (A)(1).
* 4.

5% Reg. 1.409A-1(b)(5)()(A)(3).
! Reg. 1.409A-1(b)(5)iii).

*2 Reg. 1.409A-1(b)(5)(i)(A)(2).
%% Section 409A(d)(7).

54 Section 409A(a)(1).

** Section 409A(a)(2). See, e.g., CCA 201521013,
Nevertheless, it may be feasible (although not
necessarily desirable) to structure a nonstatutory
stock option so that it complies with 409A, by
making the option exercisable only during a sin-
gle designated tax year. Reg. 1.409A-3(i)(1)(i).

An exemption from 409A for a nonstatutory
stock option will not be lost solely because the
employee makes a deferral election with respect
to qualified stock. Section 409A(d)(7). The nec-
essary implication is that the exemption is not
available if the requirements for the exemption

56

mandatory repurchase obliga-

tion.”

« The stock received was taxable
under Section 83 as property
transferred for services (in the ab-
sence of a deferral election).*
Consequently, the exemption from

409A will continue to apply. Neither the
election to defer tax on receipt of the
qualified stock nor the mere availability
of the election will cause 409A to apply.™

On the other hand, if a nonstatutory
stock option is not exempt from the
requirements of 409A, failure to comply
with those requirements will usually
trigger taxes, penalties, and interest.**
Unfortunately, stock options that are
not exempt from 409A will normally
fail to comply with its requirements.
Specifically, a nonstatutory stock option
is by its nature generally exercisable,
and thus payable, at a time chosen by
the holder of the right. Such a feature
is generally incompatible with the 409A
requirement that deferred compensa-
tion be payable only upon objectively
determined dates or events.*® Unfor-
tunately, a deferral election for qualified
stock will not prevent imposition of
409A.%

A similar applicability of 409A to a
statutory stock option is less clear. That
is, if an employee makes a deferral elec-
tion with respect to qualified stock that
is received on exercise of a statutory
stock option, it is uncertain whether
the stock will continue to be exempt
from 409A. If the employee makes the
election, the statutory stock option be-

are otherwise not satisfied, even if the employee
attempts to make a deferral election.

Sections 422(b), and 423(b)(5) and (d).

Sections 3121(a)(5), (v)(2), and (v)(3); Reg.
31.3121(v)(2)-1; Conference Committee Report of
the Tax Cuts and Jobs Act (HR 1), Pub. L. No. 115-
466—Part 1, Business Tax Reform, I.3. Although
Social Security taxes do not apply to statutory
stock, the deferral election automatically con-
verts the statutory stock to nonstatutory stock.
Sections 422(b), and 423(b)(5) and (d).

If the transformation to a nonstatutory stock op-
tion is considered a “modification” of the option,
the exemption for statutory options is generally
lost. Reg. 1.409A-1(b)(5)(ii).

Reg. 1.409A-1(b)(5)(ii).

Reg. 1.409A-1(b)(5)(i)(A)(7). Similarly, a Section
409A exemption for a nonstatutory stock option
is unavailable if stock received under the option
is not subject to taxation as property received
under Section 83. Reg. 1.409A-1(b)(5)(i)(A)(2).

10 @ JOURNAL OF TAXATION ® OCTOBER 2018

comes a nonstatutory stock option.”
This transformation from statutory
stock option to nonstatutory stock op-
tion appears to be retroactive. For ex-
ample, the election retroactively
imposes Social Security taxes on the
prior receipt of the qualified stock even
though Social Security taxes would not
have applied if the stock had remained
stock received on exercise of a statutory
stock option.*®

Unfortunately, the actual terms of
the previously exempt statutory stock
option may not satisfy retroactive ap-
plication of the stricter exemption re-
quirements applicable to nonstatutory
stock options.* For example, an ESPP
option is exempt from 409A even though
the option price is less than the fair mar-
ket value of the stock on the date of
grant.** However, a nonstatutory stock
option is not exempt from 409A if the
option price is less than the fair market
value at date of grant.®

Nevertheless, it is possible to argue
that the original exemption for the
statutory stock option should carry for-
ward to the transformed nonstatutory
option. The Code provides that the ex-
emption from 409A will not be lost
“solely because of” the deferral elec-
tion.® Thus, it can be argued that the
transformation from statutory stock
option to nonstatutory stock option
will not forfeit the previous exemption
because the transformation was caused
“solely” by the deferral election. In any
event, this issue is one that cries out
for clarification by the IRS.

Unfortunately, a statutory stock option is gener-
ally not subject to Section 83, and absent the
available exemption, would rarely satisfy the re-
quirements of 409A. Reg. 1.421-2(a)(1)(i). Ar-
guably though, this condition is automatically
satisfied because the deferral election trans-
forms the statutory stock option to a nonstatu-
tory option that is generally subject to Section
83. Although the election then bypasses Section
83 by deferring the gain, the Code provides that
the exemption from 409A cannot be lost “solely”
due to the election. Section 409A(d)(7). In any
event, it is clear that Congress intended to make
qualified stock received under a statutory stock
option eligible for a deferral election. It is highly
unlikely that Congress would then effectively
nullify that intent by making receipt of the stock
almost automatically subject to the taxes, penal-
ties, and interest imposed by 409A. Conference
Committee Report of the Tax Cuts and Jobs Act
(HR 1), Pub. .L. No. 115-466—Part 1, Business Tax
Reform, 1.3.
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Unfortunately, RSUs are normally
subject to the requirements of Section
409A.% Nevertheless, they can usually
be structured to satisfy those require-
ments, often by making the transfer of
stock subject to a substantial risk of for-
feiture.* For example, assume an eligible
corporation grants an RSU to a qualified
employee. Under the terms of the RSU,
shares of qualified stock are to be deliv-
ered to the employee on a specific date
in a future year, contingent on his or her
continued employment until that date.
The receipt of the stock on that date will
be a short-term payment that satisfies
the requirements of 409A because the
stock will be transferred immediately
on vesting.®®

Even if the RSU is not subject to for-
feiture, it can satisfy the payment re-
quirements of 409A by limiting the
transfer of the qualified stock to specific
dates, events, or tax years. Assume an
eligible corporation grants a qualified
employee an RSU on 10/1/2018, with
qualified stock to be transferred to the
employee during his or her tax year 2022,
or earlier on the employees death or dis-
ability. Assume the RSU is not subject
to a substantial risk of forfeiture, and
the employee receives the vested stock
on 10/1/2022. In that event, the RSU
satisfies the time-of-payment require-
ments of 409A and thus will not trigger
penalties and interest. Payment during
the tax year 2022 or the possible earlier
payment on death or disability are each
permissible payment dates or events
under 409A.%°

When the Deferral
Election for Qualified
Stock Is Beneficial

Absent a 409A problem, an employee
would normally want to make a deferral
election (if available) for qualified stock
received on settlement of an RSU or on
exercise of a nonstatutory stock option.
In most cases, the deferred tax can even-
tually be paid with the sales proceeds
from deferral stock that becomes trad-
able or transferrable within the five-year
overall limit on deferral. If the deferral
stock does not become tradable or trans-
ferrable, the employee will still normally
have five years to solve his or her liquidity
problem, while enjoying the benefits of
tax deferral. Of course, unusual circum-
stances in a tax year, such as an offsetting

curs between the date of grant of the
option and the date of exercise can be
converted from ordinary income to long-
term capital gain if certain special hold-
ing period requirements are satisfied.”
In addition, recognition of gain on statu-
tory stock can be deferred indefinitely
until the stock is sold;*® whereas deferral
of the bargain element for qualified stock
can be terminated by an event such as
a public offering or expiration of the
five-year deferral limit.*® Finally, Social
Security taxes do not apply to the receipt
of statutory stock,” but they do apply
to deferral stock upon receipt, or on
vesting if later.”

Even if statutory stock is disqualified
for favorable tax treatment because of
failure to satisty the applicable holding
period requirements, treatment of the

A nonstatutory stock option is
not exempt from 409A if the option

price is less than the fair market
value at date of grant.

loss or low marginal tax brackets may
make it desirable to forgo or revoke the
election.

A deferral election for qualified stock
received on exercise of a statutory stock
option (an ISO or ESPP option) is some-
what more problematic. Such stock
(hereafter statutory stock) generally pro-
vides more favorable tax benefits than
deferral stock. Unlike deferral stock, the
appreciation in statutory stock that oc-

NOTES

2 Section 409A(d)(7).

% Reg. 1.409A-1(b)(6).

©* Section 409A(a)(1)(A)(]).

%5 Reg. 1.409A-1(b)(4).

%6 Section 409A(a)(2)(A); Reg. 1.409A-3(1)(1)().
More than one permissible payment dates and
events may apply to the same deferred compen-
sation. Reg. 1.409A-2(b)(6), (b)(9), Examples 15
and 24; Reg. 1.409A-3(j)(2); H. Rep't No. 108-
755, 108th Cong. (2004); Staff of the Joint Com-
mittee on Taxation, General Explanation of Tax
Legislation Enacted in the 108th Congress (JCS
5-105) (“Treatment of nonqualified deferred
compensation plans”).

Section 421(a).

However, if a statutory option is exercised with-
out satisfying the continuing employment re-
quirement of Section 422(a)(2) or 423(a)(2), the
stock received isimmediately taxable as if it were
nonstatutory stock, and withholding of income
tax is required. Section 3401(a); Reg. 1.422-1(c);

67

68
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Temp. Reg. 35.3405-1T, Q&A-18 and Q&A-21.
Nevertheless, the stock continues to qualify as
statutory stock that is exempt from Social Secu-
rity taxes, provided a deferral election is not
made under Section 83(i). However, a Section
83(i) deferral election would automatically con-
vert the statutory stock to nonstatutory stock for
all purposes, including liability for Social Secu-
rity taxes. Sections 422(b), and 423(b)(5) and (d).

® Section 83()(1)(B).

7 Sections 3121(a)(22), 3231(e)(12), and 3306(b)
(19).

7' Sections 3121(a)(5), (V)(2), and (v)(3); Reg.
31.3121(v)(2)-1; Conference Committee Report of
the Tax Cuts and Jobs Act (HR 1), Pub. L. No. 115-
466—Part 1, Business Tax Reform, 1.3.

72 Sections 83(i), 421(b).

73 Section 422(c)(2); Reg. 1.422-1(b)(2) ().

™ Section 83(i)(6)(B)(ii)(I). Any excess of the com-
pensation income over the gain on sale of the
stock is capital loss.

statutory stock is still marginally better
than for deferral stock. It is true the bar-
gain element is taxed as ordinary income
both on the disposition of deferral stock
and on a disqualifying disposition of
statutory stock.” Nevertheless, for ISOs
(although not for ESPP options), the or-
dinary income is limited to the gain on
disposition of the stock,” while the or-
dinary income on deferral stock is rec-
ognized in full even if it is greater than
the gain on disposition.” Further, as
noted above, Social Security taxes are
payable on receipt or vesting of deferral
stock, but not on statutory stock.

Example 3. On 6/30/2018, Corporation
A granted Employee C an incentive stock
option (ISO) for 2,000 shares of stock.
The option price was $30,000 (equal to
the fair market value on the date of
grant). The employee exercised the ISO
in its entirety on 2/28/2020, while still
employed by Corporation A. She
received vested stock the same day with
a fair market value of $45,000. The
employee sold all the stock for $40,000
on 1/31/2021 (11 months after exercise
of the ISO).

OCTOBER 2018 ® JOURNAL OF TAXATION @

1



Employee C’s sale of the stock less
than 12 months after receiving it was a
disqualifying disposition under the ISO
rules. Thus, she would ordinarily be re-
quired to recognize ordinary compen-
sation income of $15,000 as of the date
of sale of the stock (an amount equal to
the excess of the $45,000 fair market
value of the stock on date of receipt over
the $30,000 option price). However, in
this case, her ordinary compensation
income is limited to $10,000 (the excess
of the $40,000 sales proceeds over the
$30,000 option price).

By comparison, the following exam-
ple shows the unfavorable consequences
of an election to defer tax on the bargain
element attributable to the stock in Ex-
ample 3, above, under the rules appli-
cable to “qualified stock”

Example 4. Assume the stock in Example
3, above, was also qualified stock
received on exercise of a statutory option
granted by an eligible corporation
(Corporation A) to a qualified employee
(Employee C). Assume Employee C
elected to defer the bargain element,

thereby converting the statutory stock
to nonstatutory stock. Then, when
Employee C sold the stock, she had to
recognize the $15,000 bargain element
asordinary compensation income, even
though her overall gain on sale was only
$10,000. The excess of the ordinary
income over the gain on sale is
reportable as capital loss. This is, of
course, less favorable than the $10,000
ofordinary income (with no capital loss)
on the disqualifying disposition of
unconverted statutory stock in Example
3. Furthermore, unlike in Example 3,
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Employee C’s deferral election triggers
Social Security taxes.

Certainly though, there are situa-
tions where a deferral election for statu-
tory stock will be beneficial. For
example, a statutory stock option must
be exercised (1) within a continuous
period of employment that begins with
the date of grant of the option, or (2)
within three months after termination
of such a period of employment. If a
statutory stock option is exercised too
late to satisfy this rule, the bargain el-
ement in the stock is taxed when the
stock is received or later vests.” In that
situation, an election to further defer
tax on the bargain element may be ben-
eficial. The drawback, however, is that
the deferral election makes the bargain
element immediately subject to Social
Security taxes.”

Example 5. On 6/30/2018, Corporation
A granted Employee D an ISO for 2,000
shares of stock. The option price was
$30,000 (equal to the fair market value
on the grant date). The employee did
not exercise the ISO before he retired
on 12/31/2019. Instead, he exercised the
ISO in its entirety on 9/30/2020 and
received vested stock the same day with
a fair market value of $45,000. The

|

7% Reg. 1.422-1(c).

78 Sections  3121(a)(5), (V)(2), and (V)(3); Reg.
31.3121(v)(2)-1; Conference Committee Report of
the Tax Cuts and Jobs Act (HR 1), Pub. L. No. 115-
466—Part 1, Business Tax Reform, 1.3. Although
Social Security taxes do not apply to statutory
stock, the deferral election automatically con-
verts the statutory stock to nonstatutory stock.
Sections 422(b), and 423(b)(5) and (d).
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employee sold all the stock on
11/30/2024 for $50,000.

The vested stock received by Em-
ployee D did not qualify for incentive
stock treatment because he exercised
his ISO on 9/30/2020, nine months after
retirement (not within the required three
months). Upon receipt of the stock in
2020, the employee recognized ordinary
compensation income of $15,000 (stock
fair market value of $45,000 less option
price of $30,000). Upon subsequent sale
of the stock in 2024, the employee rec-
ognized capital gain of $5,000, an
amount equal to the $50,000 sales price
less the $45,000 adjusted basis. The ad-
justed basis is the sum of the $30,000
option price and the $15,000 compen-
sation income.

By comparison, the following exam-
ple shows the generally favorable con-
sequences of an election to defer tax on
the bargain element attributable to the
stock in Example 5, above, under the
rules applicable to “qualified stock”

Example 6. Assume the statutory stock
in Example 5, above, was also qualified
stock received on exercise of a statutory
option granted by an eligible corporation
(Corporation A) to a qualified employee
(Employee D). Assume that when
Employee D received the stock on
9/30/2020, he elected to defer the
bargain element, thereby converting the
statutory stock to nonstatutory stock.
Assume also that the deferral did not
terminate until 11/30/2024, when
Employee D sold the stock for $50,000.
He then recognized the $15,000 deferred
bargain element taxable as ordinary

income. His basis in the stock became
$45,000 (the original cost of $30,000
plus the $15,000 of ordinary income
recognized). Thus, he also recognized
capital gain of $5,000 (the $50,000 sales
price less the $45,000 basis).

Note that Employee D was able to
defer the tax on the ordinary income
attributable to his stock option for more
than four years until the date the stock
was sold. By comparison, because D did
not (or could not) make the deferral
election under the facts stated in Exam-
ple 5, above, he had to recognize the or-
dinary income on the bargain element
as of the earlier date of exercise of the
ISO. Nevertheless, in Example 5, the
employee was not liable for Social Se-
curity taxes; whereas, the deferral elec-
tion in this Example 6 triggers liability
for Social Security taxes.

Conclusion

The new election to defer income tax
on settlement of an RSU or on exercise
of a nonstatutory stock option offers
very real tax-saving opportunities. The
election can also solve the problem of
trying to find the money to pay income
tax on the receipt of illiquid employer
stock. Yet, in some situations, its use can
have serious drawbacks. For example,
the election may be made with respect
to statutory stock, but doing so might
transform capital gain to ordinary in-
come. The election could also increase
an individuals Social Security tax liability.
Thus, the tax ramifications of making
the election should be very carefully
considered. @
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