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Parallel Advisors

An Employee Stock Purchase Plan (ESPP) is classified as a type of option
program under tax law. An ESPP grants employees the right to buy
company stock at a computed price, at some future date. The market price
(FMV) used to compute the discount is often determined on the offer date —
the date the option was granted. (Some plans compute the discount and the
strike price on the purchase date.) An ESPP option granted at a 15%
discount to a then-FMV of $100 can be used to purchase stock some time

later for $85. That $85 figure is analogous to the strike price of regular



options. In the rest of this article, | will use the term “strike price” in the interest of clarity.

At the time of the grant or offer, and at the time of actual purchase, no tax event has occurred. The tax
treatment will be determined when the ESPP shares are sold®. A sale of the stock falls into one of two

categories:

e Qualifying. This is when the stock is sold at least two years after the grant date, and one year after the
purchase date.

o Disqualifying: This is when the stock is sold earlier than either of the above time frames.

Disqualifying Sale

Some participants in an ESPP sell their shares as soon as they are purchased. Their goal is to pocket the
difference between the strike price and the sale price on the purchase date, and not hold the stock for the
longer term. Perhaps they have a schedule of Restricted Stock Units (“RSUs”) that will vest over time, or hold

other types of options, and do not wish to over-concentrate in the company stock.

If the stock is sold any time sooner than one year after purchase (and/or sooner than two years after the offer

date), there are two types of income incurred:
¢ Ordinary Income = The difference between the FMV on the purchase date, and the strike price.

¢ Short-term capital gain = The actual sale price minus the cost basis. Note that the actual sale price
might differ from the FMV on the purchase date, even if the stock is sold on the same day. The cost
basis equals the strike price, plus any ordinary income incurred in the first step above. In practical

terms, the cost basis equals the FMV on the purchase date.

In our example of a grant with a strike price of $85, let's say the average of the high/low for the stock (its FMV)

on the purchase date is $120. The stock is sold on that day, or soon after, for $135.
e Ordinary Income = $120 - $85 = $35 (FMV — Strike Price)

e ST Capital Gain =  $135 — ($85 + $35) $15 (Sale Price — Cost Basis)

The employee here would incur $35 of ordinary wage income, and $15 of short-term capital gain.

1 This is in contrast to other types of option programs, wherein tax liabilities exist upon execution/purchase.



Regarding Tax Documents and Tax Returns:

Companies will include the ordinary income component on a paystub and the year-end W-22. Most companies
will include this additional income when figuring withholding. The ordinary income incurred will not in and of

itself trigger a need for the employee to compute and pay additional quarterly estimates.

The company will not include the capital gain portion on a paystub or W2, nor withhold taxes on that income. It
is up to the taxpayer to determine if quarterly estimates are needed. The sale price and a cost basis figure will
be provided after year-end on a Form 1099-B by the brokerage firm that manages the ESPP program for the

company.

Warning: It is quite common that the Form 1099-B does not explicitly provide the correct cost basis figure. In
most cases that we deal with in the course of preparing tax returns, the brokerage firm will report the strike
price alone as the cost basis. Recall from above that the cost basis equals the strike price plus any ordinary
income reported. Some brokerage firms will provide the reported income figure in a supplement section. Many
do not provide any income information. If the strike price alone is included in cost basis, the taxpayer will over-
report the capital gain on the sale (or under-report a loss). There is a method to properly adjust the cost basis

upwards on the tax return.

We urge participants in these plans to obtain and save the Form 3922 that the company issues each year.
That form will include all of the details on the ESPP grant and the purchase, including reported income. Save
this form, and provide it to your tax preparer. This is particularly important if you have held the stock for several

years and are at risk of losing track of the original purchase date information.
Qualifying Sale

If the employee has held on to the stock for more than one year after purchase, and two years after the offer
date, the sale triggers a different tax treatment. As before, there are two types of income incurred, but the

ordinary income component is computed differently compared to the disqualifying sale.

e Ordinary Income = The lesser of:
0 The discount determined at the beginning of the offer period, using the offer date FMV; or

o The difference between the sale price and strike price.

2 An exception could arise if the employee no longer works at the company when selling the shares. In this case, the
income reporting obligation is on the employee.



e Long-term capital gain = The actual sale price, minus the cost basis. The cost basis equals the strike

price, plus any ordinary income incurred in the first step above.

This variation of the ordinary income mechanism ensures that the reported income is not higher than the actual

gain upon sale. This would occur if the stock price dropped between offer and sale.

Re-stating our example:

FMV at offer date = $100
Strike Price & Discount = $85 & $15
Sale price = $135

e Ordinary Income = Lesser of:

o $15 (Discount from offer date FMV of $100)
0 $135-$85 = $50 (Actual cash gain on purchase and sale)
Ordinary Income = $15

e LT Capital Gain=  $135 —($85 + $15) $35 (Sale Price — Cost Basis)

As in the disqualifying example, the company will likely report the ordinary income amount on a paystub and
W-2, but will not report the long-term capital gain. Also as before, the brokerage 1099-B is likely to under-report

the true cost basis. The same reminder applies: Obtain and save Form 3922.

Comparing the two outcomes...

Disqualifying Sale Qualifying Sale
Ordinary Income $35 $15
Short-Term Capital Gain?® $15 --
Long-Term Capital Gain -- $35

By holding the stock for more than one year, the employee with the qualifying sale has less income in higher

tax brackets, and more in the lower long-term capital gain bracket. The bottom-line tax difference will depend

3 In most situations, this is taxed like ordinary income.



on the employee’s personal tax profile: filing status, total household income, state of residence®, other stock or

option activity, etc.

We have used one simple example here. Outcomes will vary in other circumstances, such as a stock price that
has fallen over time. Companies might craft different mechanisms for setting the discount and strike price. As

always, consult your tax or investment advisor.

We at Parallel are available to assist our clients with these analyses.

This material is provided for informational purposes only and should not be construed as investment advice. Different types
of investments involve varying degrees of risk. Discussion or information contained in this presentation does not substitute
personalized investment advice from Parallel or another professional advisor of your choosing. Any opinions or forecasts
contained herein reflect the subjective judgments and assumptions of Parallel Advisors, LLC (“Parallel”). Parallel cannot and
does not provide warranties nor representations as to the reliability or accuracy of the content it shares.

4 Our friends in the State of Washington now experience a state tax on long-term capital gains, but none on short-term
capital gains. This can influence their strategy choices.
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Parallel Advisors, LLC (“Parallel Advisors” “we,” “us” or “our”) hereby provide these disclosures and disclaimers. You
acknowledge your understanding of these disclosures and disclaimers with respect to the Parallel Advisors activities
and you, including with respect to the document, information or website (“Communication”) that linked to these
disclosures and disclaimers.

Information Purposes Only. Any material provided in our Communication either directly or through cross-reference
to another site is for informational purposes only. Any information provided in our Communication does not purport
to be, and is not intended to be, financial, legal, accounting, tax or investment advice. Parallel Advisors does not
represent that the securities, products, or services discussed in our Communication are suitable or appropriate for
any or all investors. The information provided, therefore, should not be viewed as financial, legal, accounting, tax or
investment advice.

Past Performance. Past performance is not necessarily indicative of future results. Any investment involves
significant risks, including loss of the entire investment. Future market conditions are unpredictable, and may vary
significantly from current and past conditions, particularly given current worldwide market uncertainty. Some of the
investment strategies presented in our Communication may involve transactions in foreign currencies. A foreign
currency is a currency other than that issued by the government of the country in which you are domiciled or, in
some cases, in which you reside. Transactions in foreign currencies may introduce additional risk to the investment
transaction.

Risks. Persons engaging in investment activities should be aware that investing is an inherently risky activity.
Depending on the nature of the investment, these risks include, but are not limited to, interest rate, foreign currency,
liquidity, credit, legal, and political risk. The information contained in our Communication is based on factual
assumptions that may not be applicable to the particular circumstances of any user accessing our Communication
scientific assumptions that are liable to require revision due to changing circumstances, and statistical assumptions
that are based on confidence levels which may require revision. For these reasons, no representations or
warranties, expressed or implied, are made to the accuracy or applicability of any information contained in our
Communication or any linked site to any particular viewer specifically, or to all viewers generally. Also, no
representations or warranties, express or implied, are made as to the result any viewer might experience from using
any of the information contained in our Communication or to any linked site.

Third-Party Sources. Links to other websites from our Communication are for convenience only. Information,
including that obtained from outside sources, is believed to be correct, but the firm cannot guarantee its accuracy.
Information on this website is subject to change at any time without notice. Research on the site is provided only as
a sample of research and analysis. Some or all of the information contained in this report may be dated and,
therefore, this information should not be the basis to purchase or sell any securities. We make no representation
about whether any research led to any particular transaction or any profitable investment decision. No endorsement
of any third-party products, services or information is expressed or implied by any information, material or content
referred to or included on, or linked from or to our Communication.

No Investment Advice. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to be
relied on in making an investment or other decision. All information contained herein is subject to in its entirety to a
separate agreement. An investor should consider the relevant investment objectives, risks, charges and expenses
carefully before investing. It remains your responsibility to advise Parallel, in writing, if there are any changes in your
personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous
recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to
our investment advisory services. A copy of our current written disclosure statement discussing our advisory
services and fees is available upon request. The scope of the services to be provided depends upon the needs of
the client and the terms of the engagement.





