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What advisors need to know about
equity compensation plans
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Equity compensation awards have become available to more employees in
the past couple years. How can advisors help their clients get the most out of
them?

An asset that’s often misunderstood

While equity awards are a big component of compensation for pre-IPO companies,
they’re also increasingly offered to a broader set of employees at dynamic publicly held
companies. This trend can create significant opportunities for advisors to add value to a
growing segment of clients — many of them younger and in need of long-term planning.

Our experience with employees receiving stock awards is that many of them don’t
understand the basics of this type of compensation.

Advisors can add value to their clients with equity compensation in three key ways:
Educate them on how equity compensation works, including implications for taxes
and portfolio allocation.

Help them understand the details of their specific plans and holdings.
Develop strategies for tax optimization and risk management.

Framing the conversation: Talking to pre-IPO clients

Company stock awards will, in most instances, count as W2 income along with base
wages and bonus cash compensation.r As W2 income, awards are subject to both
income tax and payroll tax withholding. But unlike cash compensation, they are deposited
in the employee’s brokerage account, not their bank account, which is one reason why
this type of compensation is misunderstood.

Once it's acquired, the stock can be viewed as an investment, but one that almost always
comes with limitations. For example, there are usually restrictions on the transferability
of the stock before an event like an initial public offering, making it difficult or impossible
to liquidate. And even after the company goes public, there may be plan-imposed controls
such as lockup and blackout periods, holding requirements and limits on hedging or
using the stock as collateral for a loan. All these factors inform decisions on when and
how much to hold or sell.

Clients who receive early options awards at pre-IPO companies need to determine if their
employer permits actions, such as early exercise, that lock in lower taxes and improve
the future tax posture when the stock is sold.
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Even without early provisions, clients with pre-IPO equity compensation may need to be
reminded to consider acting on vested options when the tax impacts may be lower —
which means keeping track of the stock price and upcoming funding rounds.

» Balancing the risks and rewards of exercising equity options
Financial advisors can add value early in the timeline, not just around the IPO

$60
Example: Pre- and post-PO Exercising options when the value has
increased significantly can create a windfall,
as well as outsized tax consequences.
=
[=4
(=]
2
=1
g g B s
]
= As the value of the options increases,
il so does the potential impact of taxes
[} when the options are exercised.
g Gains over the award price are taxed as
2 regular income when shares are exercised.
@
g $2
5

Exercising options early can provide needed
liquidity with less tax impact, but at the
expense of potential future growth.
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The other end of the spectrum: Equity compensation at public companies

Back in the 1980s, stock options were the most common type of equity compensation.
Nowadays, restricted stock units (or time-vested awards) are more common, as well

as performance stock units (time- and performance-vested awards), which incentivize
employees to remain at a company and hit certain success metrics.

But no matter what flavor, it’s still compensation that's added to W2 income when the
stock is acquired. For high earners, and especially executives, significant increases in
income can bump them into higher tax brackets — a situation where tactical use of
elective deferred compensation plans can help offset extra tax liabilities.

A common concern, particularly among clients who have amassed significant stock
positions over long periods, is a lack of diversification. While they may blush at the tax
bill when they exercise options or receive shares due to vesting restricted stock grants,
diversifying those shares can be done without adding much, if anything, to the tax bill.
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The bottom line

Starting a conversation about equity compensation with your clients can deepen your
current relationships and lead to new opportunities to add value and gather assets.
Clients who understand what they have through their equity compensation plan are better
prepared to consider how it fits into their wealth strategies and are more eager to talk to
someone who understands its nuances about their larger wealth management picture.

Leverage our equity compensation resources to help your clients build tax- and risk-
aware strategies. Get started.


https://www.columbiathreadneedleus.com/insights/practice-management/workplace-compensation/learn-the-nuances-of-equity-compensation/details?id=2198a421-ffcf-477a-953c-d3234ec2269c
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1 The one exception is the exercise of an incentive stock option. The exercise does not generate W2 income or any income in the standard tax
system. It does generate alternative minimum tax income (AMTI).

Columbia Threadneedle Investments and its affiliates do not offer tax or legal advice. Consumers should consult with their tax advisor or attorney
regarding their specific situation.

Columbia Management Investment Advisers, LLC is an investment adviser registered with the U.S. Securities and Exchange Commission.
Columbia Threadneedle Investments (Columbia Threadneedle) is the global brand name of the Columbia and Threadneedle group of companies.

The views expressed are as of the date given, may change as market or other conditions change and may differ from views expressed by other
Columbia Management Investment Advisers, LLC (CMIA) associates or affiliates. Actual investments or investment decisions made by CMIA and
its affiliates, whether for its own account or on behalf of clients, may not necessarily reflect the views expressed. This information is not intended
to provide investment advice and does not take into consideration individual investor circumstances. Investment decisions should always be
made based on an investor’s specific financial needs, objectives, goals, time horizon and risk tolerance. Asset classes described may not be
appropriate for all investors. Past performance does not guarantee future results, and no forecast should be considered a guarantee either. Since
economic and market conditions change frequently, there can be no assurance that the trends described here will continue or that any forecasts
are accurate.
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