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Top level talent remains in high demand, and many
employers are seeking innovative ways to lure and retain
executives. That can pose a challenge for many employers,
in particular later stage start-ups, for whom stock option
grants (traditionally a significant element of compensation)
may be insufficient to recruit or retain employees.

In this situation, one potential solution is to grant Restricted
Stock Units (RSUs).

What is an RSU?

An RSU is a contractual right to receive shares of stock
in the future. Unlike a restricted stock award, where the
employee is actually transferred stock on the date of grant,
a person who is granted an RSU is not a stockholder on
the date of grant.

RSUs, as with any other equity award, are normally issued
under an equity incentive plan, and require approval by a
company'’s board of directors or compensation committee,
as well as execution of an award agreement by the
recipient of the RSUs.

The terms of RSUs are determined at the time of grant,
and, among other things, RSUs are normally subject to
a vesting schedule. For example, a typical time-vesting
schedule would provide that 25% of the RSUs vest on the
first anniversary of the date of grant, and the balance vest
in equal monthly installments over the three-year period
thereafter (subject to continued employment with the
company through the applicable vesting date).

Alternatively, an RSU could vest upon achievement of
company-wide or executive-specific performance targets
(such as the achievement of company revenue targets),
again subject to continued employment through the date
the targets are achieved.

In each case, the shares underlying RSUs often “settle” (in
other words, are issued) on or shortly after vesting.

RSUs are “full value awards’ meaning that, unlike stock
options, RSUs do not have any exercise price or purchase
price. This can make RSUs more attractive than stock
options, for multiple reasons.



First, with stock options, the exercise price per share is
normally equal to the fair market value per share at the
time of grant. For a late-stage start-up whose shares have
significant value, that means that employees could perceive
stock options as having limited additional upside.

In addition, it may be cost-prohibitive for employees to
exercise options with significant exercise prices, plus, if
the value of the company’s stock declines after the stock
options are granted, the options would be “underwater,” i.e.,
have no value unless the stock subsequently increases in
value above the original exercise price.

RSUs, on the other hand, can never be underwater because
they do not have an exercise price. From a Company
perspective, since RSUs are full value awards, companies
typically issue less RSUs than options, resulting in less
dilution.

What is the Tax Impact of an
RSU Award?

Generally, the shares issued in settlement of an RSU are
subject to ordinary income tax when the shares are issued,
based on the fair market value of the shares at that time;
there is no ordinary income tax event at grant or vesting
(although employment taxes could apply at the time of
vesting). Any increase in the value of the shares between
issuance and a sale of the shares may be eligible for long-
term capital gain treatment, depending on how long the
shares are held.

For a private company, this presents a conundrum.
Recipients could have a significant tax liability, without

being able to sell their shares to satisfy that liability.

Double Vesting RSUs

In order to delay the tax liability for RSU recipients of
privately held companies, some companies choose to
grant what is often referred to as “double vesting RSUs" or
“double trigger RSUs.” This means that the RSUs will only
vest if two vesting conditions are satisfied: (i) a time-based
vesting schedule, and (i) a performance-vesting requirement
that is satisfied only if there is: (A) a sale of the company,
or (B) an initial public offering (“IPO”) within a certain
number of years after the date of grant. This approach is
intended to delay issuance of the shares—and the taxable
event — until there is liquidity for those shares.

Recipients of RSUs are typically required to continue
employment through the applicable time-vesting date. After
a termination of employment, recipients typically retain
RSUs that time-vested prior to the date of termination
(unless termination is for “cause”), and those time-vested
RSUs remain eligible to vest if the performance-vesting
requirement is satisfied.

To be exempt from Section 409A of the Internal Revenue
Code of 1986, as amended, the deadline for the sale or
IPO to occur must be short enough to create a substantial
risk that no sale or IPO occurs before the deadline, and the
RSUs are forfeited if that deadline is not met.

The appropriate deadline varies based on the facts and
circumstances at the time the RSUs are granted, but many
companies are comfortable with a seven-year time limit. A
shorter deadline may be appropriate for a company that
is anticipating sale or IPO in the near-term. On the other
hand, the facts and circumstances at the time of grant may
support a longer deadline.

Are RSUs Right for You?

Companies for whom stock options may not provide
sufficient incentives (or who anticipate that the company
will reach a point when stock options may not provide
sufficient incentives) should consider granting RSUs. Double
vesting RSUs, in particular, may be an especially effective
way to incentivize employees of late-stage startups.

Most public and later stage private companies already
have an omnibus equity plan in place that provides for
RSU grants, and if not, the existing equity plan can usually
be amended to allow for the grant of RSUs. However,
introducing a new form of incentive compensation normally
requires advance discussion with key stakeholders, and it is
not unusual for a customized form of award agreement to
be prepared.

Therefore, companies that wish to switch to RSUs should
be sure to plan in advance to ensure a smooth rollout.
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