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Benefit plans in the US are typically designed to:

■ Address employees' basic health, welfare and retirement 
needs.

■ Provide employees with incentives to maximise shareholder 
value. 

The US Internal Revenue Code of 1986 (as amended) (Code) also
creates tax incentives for providing many employee benefits.

In the absence of a national health system, one of the main
benefits provided to US employees is medical coverage. Other
common benefits include: coverage for dental treatment and eye
care; life insurance; disability insurance; health or dependent
care flexible spending accounts (employees' pre-tax contribu-
tions to these accounts can be used to pay either unreimbursed
medical claims or dependent care expenses), accident insurance
and retirement benefits. An employer can also offer additional
incentives in the form of stock options, restricted stock or other
equity arrangements. This chapter gives an overview of the more
common US benefit plans, including those that provide:

■ Medical coverage. 

■ Tax-qualified retirement benefits.

■ Non-qualified retirement benefits.

■ Stock incentives, including full-value stock awards. 

For each type of employee benefits scheme, the chapter
considers the following:

■ The key features of the plan.

■ The employees who are covered under the plan.

■ Potential problem areas and trends relating to the plan or, 
for stock incentives, the main US tax considerations.

■ Cross-border issues relating to the plan.

MEDICAL COVERAGE

The two main statutes that regulate medical coverage are the:

■ Code (administered by the Internal Revenue Service).

■ Employee Retirement Income Security Act of 1974 (ERISA) 
(administered by the Department of Labor). 

Other federal statutes also may affect medical plans. These
include the:

■ "Medicare" provisions in the Social Security Act of 1935 
(administered by the Equal Employment Opportunity Com-
mission).

■ Americans with Disabilities Act of 1990 (administered by 
the Equal Employment Opportunity Commission).

■ Age Discrimination in Employment Act of 1967 (adminis-
tered by the Department of Health and Human Services). 

The medical coverage that an employer provides is tax-free to
employees and their dependants. In addition, amounts contrib-
uted towards medical coverage (see below, Key features) are not
taxed. 

A medical plan must be set out in a written document, but the
employer is not required to establish a trust to fund the plan.
Larger employers typically fund medical plans themselves, but
smaller employers tend to purchase health insurance from a
state-licensed provider or a health maintenance organisation.
Medium-sized employers may choose to fund a portion of medical
coverage plans themselves, and purchase excess coverage from a
liability insurance provider for claims exceeding certain amounts.
Many employers offer a combination of self-funded and insured
options.

The US government also provides subsidised medical coverage
for elderly and disabled individuals through the federally
administered Medicare programme. However, individuals are not
eligible for Medicare unless they:

■ Are aged 65 or above.

■ Have been disabled for a period of at least 29 months.

■ Suffer from kidney failure. 

Additionally, subsidised medical coverage is provided to certain
individuals in financial hardship through state-administered
"Medicaid" programmes.

Key features

Federal laws set out important guidelines for employers on
medical coverage plans. For example, the plans must not
discriminate against individuals on the basis of:

■ Age.

A guide to US employee benefits
Todd Garvelink, Charles Kerby III, Diane Morgenthaler and Susan Schaefer, 
McDermott Will & Emery

www.practicallaw.com/2-203-9330

This chapter was first published in the PLC Cross-border Labour and Employee Benefits Handbook 2006/07 Volume 1 and is reproduced with the permission of the publisher, 
Practical Law Company. For further information or to obtain copies please contact lisa.newton@practicallaw.com, or visit www.practicallaw.com/labourhandbook.



Cross-border     Labour and Employee Benefits 2006/07 Volume 1

10 PLCCROSS-BORDER HANDBOOKS www.practicallaw.com/labourhandbook

C
ro

ss
-b

or
de

r

■ Health.

■ Disability. 

■ Entitlement to Medicare. 

In addition, self-funded medical coverage plans must not
discriminate in favour of highly paid individuals. Apart from these
restrictions, employers have considerable discretion regarding
the features of these plans.

Employers usually contract with third-party administrators,
health insurance providers and health maintenance organisations
to assist in administrating their medical coverage plans. These
parties make available different "networks" of doctors and
hospitals with which they have negotiated reimbursement rates.
Employees are offered access to these networks, but are not
usually required to be treated by the particular doctors or
hospitals that form part of them. In most cases, however,
employees who do not choose to be treated by these doctors or
hospitals are required to pay more. For example, a medical
coverage plan may reimburse 90% of the cost of services
provided by a hospital that belongs to the network, but only 70%
if the hospital does not belong to the network.

Employees covered under the plan

Employers decide on the following matters:

■ Which employees are eligible for medical coverage. Most 
employers only make medical coverage available to full-time 
employees, who are typically defined as those who work 30 
or more hours a week. Medical coverage is also usually made 
available to dependants of full-time employees. 

■ How much eligible employees must pay for their medical 
coverage. In many cases, employers require eligible employ-
ees to pay between 20% and 30% of the total cost of the 
medical coverage. However, employers can choose to pro-
vide varying levels of subsidy for different groups of employ-
ees. For example, different subsidies can be provided for:

❑ single employees and employees with families;

❑ employees on a low income and those on a high income. 

■ When medical coverage begins. This is typically on the first 
day of employment or after a defined waiting period, such as 
30 days of employment.

■ When medical coverage ends. This is typically on the last 
day of the month in which the employment relationship is 
terminated.

Potential problem areas and trends relating to the plan

Employers have been facing double-digit increases in the cost of
providing medical coverage. Attempts to deal with this problem
have varied. In the 1990s, employers achieved some cost-saving
success by implementing "managed care" provisions (namely,
provisions that required employees to seek referrals and
approvals for more expensive medical procedures or treatments).

Similarly, insurance for prescription drug benefits is now offered
through multi-tiered arrangements, which require employees to
pay less for generic drugs and more for brand-name drugs. 

Most medical coverage is provided under defined benefit arrange-
ments, which promise to reimburse a certain percentage of
incurred costs. Recently, some employers have begun to use
hybrid arrangements that combine defined benefit and defined
contribution provisions. Very few employers offer medical
coverage exclusively through defined contribution arrangements. 

Cross-border issues

Employers must determine how to provide medical coverage to
US expatriates and non-US nationals working in the US. In most
cases, US expatriates remain covered under the employer's US-
based plan. However, the employer may need to make special
arrangements with non-US health insurance providers to ensure
that a local mechanism is in place for receiving treatment from
doctors and hospitals, and reimbursing foreign medical
expenses. 

US expatriates may sometimes be eligible for social insurance
offered in non-US jurisdictions. In these circumstances, the
employer can choose to purchase supplemental medical coverage
to ensure that the US expatriate receives coverage which, on the
whole, is at least as comprehensive as that provided in the US. 

Employers also usually extend their US medical coverage plans
to non-US nationals working in the US. 

TAX-QUALIFIED RETIREMENT PLANS

Employers receive tax deductions for the year in which contribu-
tions to a retirement plan accrue, provided that they make the
promised contributions no later than the date for filing the tax
return that covers the accrued contributions. Tax-qualified retire-
ment plans must meet numerous detailed statutory and regula-
tory requirements. These legal requirements set out:

■ Who is covered under the plan.

■ Who must be eligible to participate in the plan. 

■ How much can be contributed to the plan.

■ When contributions become non-forfeitable. 

■ When benefits under the plan can be distributed or loaned 
to the participants.

If these requirements are met, employees are generally only
subject to income tax on benefits under tax-qualified retirement
plans when these are paid out. 

The Code and ERISA regulate tax-qualified retirement plans.
Numerous governmental departments play a role in regulating the
plans, including the:

■ Internal Revenue Service.

■ Department of Labor.
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■ Pension Benefit Guaranty Corporation (which regulates pen-
sion plans).

■ Securities and Exchange Commission (which regulates pub-
licly traded securities). 

All tax-qualified retirement plans must be set out in a written
document, and a trust or insurance policy based in the US must
be used to fund the plans.

Tax-qualified retirement plans are divided into two types:

■ Defined contribution plans. These plans provide an individ-
ual account for each participant, who receives benefits 
based solely on the contributions, earnings, losses, expenses 
and forfeitures that are allocated to this account. As a result, 
participants bear the risk of any gain or loss on investments 
under these plans. The two most common type of defined 
contribution plans are:

❑ combined profit sharing and salary plans known as a 
"401(k) plan" (see below, 401(k) plans); 

❑ employee stock ownership plans (ESOPs) (see below, 
ESOPs).

■ Defined benefit plans. Under these plans (see below), par-
ticipants receive a stated amount of benefit at the normal 
retirement age (which is commonly 65). Since the employer 
must provide a promised benefit, it bears the risk of any gain 
or loss on investments under these plans. 

401(k) plans

Key features. The most common type of retirement plan is a
combined profit sharing and salary plan. This plan is governed by
sections 401(a) and 401(k) of the Code and is collectively known
as a 401(k) plan. Most 401(k) plans allow several types of contri-
butions, including:

■ Salary deferral contributions. Participants can elect for the 
employer to contribute a portion of their salaries to the 
401(k) plan. Salary deferral contributions are not included 
in the participants' current income for federal tax purposes, 
and for most state and local income tax purposes. The con-
tributions must promptly be paid into the trust or insurance 
policy that funds the 401(k) plan.

■ Matching contributions. If participants make salary deferral 
contributions, most US employers match these contributions 
under a fixed or varying schedule. The employer can decide 
how often to make these contributions, but they must not be 
made later than the date for filing the tax return that covers 
the contributions. 

■ Profit sharing contributions. Some employers also make 
profit sharing contributions, but retain discretion about 
whether to do so annually. If an employer decides to make a 
profit sharing contribution, this is generally allocated to a 
particular participant in an amount based on the ratio that 
the participant's salary bears to the total salaries of all par-
ticipants under the plan. However, other formulas can be 
used. 

The Code generally restricts benefits under a 401(k) plan from
being paid out until the earliest of the following events:

■ The employee reaches the age of 59.5.

■ The employee terminates the employment relationship.

■ The employee's death.

■ The employee's disability.

■ The employee's financial hardship.

■ The 401(k) plan is discontinued.

If the employee dies, the vested or non-forfeitable portion of the
benefits under a 401(k) plan is usually paid to the surviving
spouse or (if the employee was unmarried) to another named
beneficiary.

Employees covered under the plan. The Code and ERISA limit the
employees that an employer can legally exclude from a 401(k) plan.
Employees must generally be allowed to participate in a 401(k) plan
if they are at least 21 years of age and have completed one year of
service (Code). A 401(k) plan can exclude non-US residents.

The Code also specifies that a 401(k) plan must satisfy at least
one of three participation tests. These complicated tests are
generally designed to ensure that a fair proportion of employees
on both high and low incomes participate in the plan. The tests
consider all employees of related employers in a "controlled group
of companies", as defined in the Code (controlled groups can
generally file US federal consolidated tax returns). 

Potential problem areas and trends relating to the plan. Since
employees bear the financial risk of investment performance in
401(k) plans (see above, Tax-qualified retirement plans), US
employers now favour these plans over defined benefit plans for
providing retirement benefits. Given the unpredictable nature of
market trends and interest rates, many large employers have
eliminated or frozen pension plans, and now provide only 401(k)
plans.

Since participation in 401(k) plans is based on an employer's
controlled group (see above, Employees covered under the plan),
many large employers must satisfy very complicated non-discrim-
ination tests for different lines of business to sponsor different
plans with varying contribution levels. In view of these complex
tests, some large controlled groups have opted to sponsor only
one 401(k) plan for all US-controlled group members. 

Cross-border issues. Each employer must decide how to apply the
provisions of its 401(k) plan to expatriates. Some employers
allow US nationals who work outside the US to continue partici-
pating in the plan. Continued participation is easier if the US
expatriate remains on the US payroll. While the US expatriate
continues to receive an exclusion from US income for salary
deferral contributions (see above, Key features), the position
abroad may be different. Whether salary deferral or other contri-
butions and earnings are exempt from current income in jurisdic-
tions outside the US depends on tax treaties and local tax laws.
Non-US nationals working in the US face the same issue as to
whether 401(k) plan contributions and earnings are exempt from
current income in their home jurisdiction. 
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ESOPs

Key features. Another common type of defined contribution plan
is an ESOP. While 401(k) plans may involve investments in the
employer's stock, an ESOP differs because it is designed to invest
primarily in the employer's stock. Most ESOPs are funded
through the employer's contributions, but some ESOPs permit
salary-deferred contributions like those under 401(k) plans or
other contributions from the employee. Similar distribution
restrictions and death benefit payment rules apply to an ESOP as
those under a 401(k) plan (see above, 401(k) plans: Key
features), but certain pre-retirement distributions are permitted. 

An ESOP can be leveraged. It is possible to borrow money to
purchase the employer's stock and then repay the loan with
annual contributions from the employer. A tax deduction for the
year in which the payment accrued is available to the employer
for contributions that are used to repay the ESOP loan. This is
provided that the actual contributions are made before the
employer files its tax return for the year in which the contribu-
tions accrued. In addition, the employer can receive a tax
deduction for dividends paid on the stock held under the ESOP,
provided that:

■ The company paying the dividends is subject to US income 
tax.

■ The dividends used to repay the loan are distributed to the 
participants or, at the participants' election, are reinvested 
in the employer's stock.

ESOPs also offer special tax treatment for employees who receive
a stock distribution of the entire balance of their account (see
below). In these circumstances, the employee pays tax at the
currently more favourable capital gains rates on the "net unreal-
ised appreciation" of the stock. The net unrealised appreciation
is generally the amount by which the value of the stock increases
after being allocated under the ESOP.

While employees are not direct shareholders of the employer,
they receive the economic benefit of the investment in the
employer's stock. If they retire or their employment is terminated,
the participants in an ESOP can receive either:

■ A distribution of the shares.

■ A distribution in cash equal to the current value of the 
shares. 

If the stock is not readily traded on a public market, the employer
must offer to redeem the shares from participants whose employ-
ment has been terminated. 

Employees covered under the plan. The same criteria for partici-
pating in a 401(k) plan apply to an ESOP (see above, 401(k)
plans: Employees covered under the plan).

Potential problem areas and trends relating to the plan. An ESOP
that permits, or in some cases requires, investment of section
401(k)-type or other employee contributions in the employer's
stock must generally be registered with the US Securities and
Exchange Commission. On a practical level, this means that only
publicly traded employers usually allow employees' contributions
to be invested in the employer's stock.

Following the Enron and other accounting scandals, many
employers are examining their fiduciary duties under ERISA,
especially in relation to selecting and monitoring plan invest-
ments in the employer's stock. Publicly-traded employers are
examining who administers the stock investments and whether
these individuals are considered  "insiders" for the purposes of
US securities laws (which generally define an insider as an
officer, director or a 10% shareholder). Due to claims brought by
the US Department of Labor in the Enron case, some publicly
traded employers have removed corporate insiders from any
supervisory or other role relating to ESOP investments in the
employer's stock. 

Cross-border issues. ESOPs are unique to the US and extending
these plans to employees in other jurisdictions is often problem-
atic. Employees in many jurisdictions are taxed on the value of
the stock as soon as it is allocated to an account within the ESOP.
In other jurisdictions, the exceptions from current taxation for
retirement benefits do not apply to benefits invested in the
employer's stock. While a form of ESOP has been structured for
use in a low or no-tax country, such as the Channel Islands or
other tax haven, this structure is not widespread. Companies that
wish to provide an ownership element in the employer's stock to
non-US employees generally use stock purchase plans, option
plans or other stock-based awards.

Pension plans

Key features. Only employers are generally allowed to contribute
to pension plans. These contributions fund defined benefits for
employees at retirement age. Actuaries have the following roles:

■ To calculate the employers' annual contributions to pension 
plans in accordance with complicated funding requirements 
under the Code and ERISA. 

■ To identify the funded and unfunded liabilities under the 
plans that must be reported on the employer's financial 
statements, prepared in accordance with:

❑ US Generally Accepted Accounting Principals;

❑ International Financial Reporting Standards; or

❑ International Accounting Standards.

Most pension plans that cover employees who do not belong to a
union provide benefits based on the participants' pay and years
of service. More generous pension plans grant benefits based on
the participants' final average pay rather than the average pay
over their careers. Pension plans that cover employees who
belong to a union often have a different benefit formula, such as
a negotiated monthly benefit based on the employees' classifica-
tion and years of service. 

Many pension plans prohibit benefits from being paid until the
participants reach at least an early retirement age (commonly
55). Benefits are paid in the form of an annuity for the lives of
unmarried participants or the joint lives of married participants
and their spouses (Code and ERISA). It is not necessary to obtain
the written consent of the participants or their spouses (if
applicable) for the benefits to be paid in this form.
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Employees covered under the plan. The same criteria for partici-
pating in pension plans apply as for 401(k) plans (see above,
401(k) plans: Employees covered under the plan). In addition,
pension plans must cover the lesser of the following:

■ 40% of all employees within the employer's controlled 
group.

■ 50 employees.

Potential problem areas and trends relating to the plan. Pension
plans have declined in popularity with US employers (see above,
401(k) plan: Potential problem areas and trends relating to the
plan). However, they remain the main retirement plans for
employees who belong to a union. 

To address many of the difficult issues that relate to pension plan
benefits, some employers adopted a hybrid form of pension plan
called a cash balance plan. This plan provides participants with
a hypothetical account to which contributions and interests are
periodically credited. Unlike traditional pension plans, partici-
pants' cash balance benefits are based on their hypothetical
accounts on distribution rather than a stated benefit level at the
retirement age. Benefits can also be paid in a lump sum under
cash balance plans. 

While many large employers converted their traditional pension
plans into cash balance plans, these plans remain controversial
in the media, and with certain members of the US House of
Representatives and Senate. Some participants have challenged
the legality of cash balance plans, claiming that these plans
discriminate against older workers in breach of ERISA. This
important legal challenge is currently on appeal in the US
Seventh Circuit Court. To further complicate the legal status of
cash balance plans, the Internal Revenue Service has withdrawn
proposed regulatory guidance, and it is not currently possible to
apply for tax-exempt status in relation to these plans. 

As a result, few US employers are likely to adopt a new cash
balance plan, or convert an existing pension plan into a cash
balance formula, until these legal uncertainties are resolved or
new legislation provides relief.

Cross-border issues. As with 401(k) plans, employers with
pension plans must address the issue of expatriates. Some
employers prohibit expatriates working in the US from partici-
pating in a US pension plan, opting to make these expatriates
continue participating in the pension plan of their home jurisdic-
tion while they are employed in the US. Since the tax and
administrative issues surrounding expatriates in US pension
plans are very complex, thorough review of these issues is
necessary.

NON-QUALIFIED RETIREMENT PLANS

In addition to tax-qualified retirement benefits, many US
employers offer non-qualified retirement benefit plans. As
suggested by their names, non-qualified retirement plans do not
generally provide employers with tax deductions for their contri-
butions during the year in which these contributions are accrued
or paid. Instead, the employers' tax deductions are deferred until
the year in which payments from the plan are made to partici-

pants. US employers usually offer non-qualified retirement plans
only to highly paid or executive employees, and these plans are
typically referred to as "top-hat" (that is, top-up) plans or supple-
mental executive retirement plans (SERPs). 

Key features. SERPs impose duties on an employer to make
payments to participants on specified dates, typically after retire-
ment or when the employment is terminated. Payments can be
subject to any vesting, forfeiture and clawback conditions that
the employer may wish to impose. SERP benefits can be funded
through either:

■ The employer's contributions.

■ The employee's salary deferral contributions in lieu of cur-
rent salary or bonuses.

While SERP benefits can also be totally unfunded, many
employers choose to fund at least some portion of SERP benefits
through a special type of trust known as a "rabbi trust". However,
rabbi trust assets must:

■ Remain subject to claims of the employer's creditors. 

■ Not be restricted to only paying SERP benefits when the 
employer suffers a change in its financial position. 

US taxpayers generally become subject to income tax on their
SERP benefits on the date or dates that they become entitled to
payments. This is provided that the payment dates are contractu-
ally agreed before the benefits are earned. 

SERP benefits for US taxpayers are also regulated as "non-
qualified deferred compensation plans" under section 409A of
the Code, which means that they must meet a number of require-
ments to avoid significant tax burdens (including immediate
income tax, interest penalties and a 20% additional excise tax).
The Code defines a non-qualified deferred compensation plan as
any scheduled payment for service that is paid after 15 March of
the year following that in which the payment right was earned. In
general, SERP benefits cannot be distributed to US participants
before the earliest of the following events: 

■ Significant disability or death.

■ The employment relationship is terminated.

■ A change of control in the business.

■ A specific time that is established at the date of deferral.

■ An unforeseeable emergency. 

Scheduled payments must not generally be accelerated, but they
may need to be deferred for six months when payable to a
publicly traded employer's key employees. Other restrictions
apply to making elective deferrals of current salary (in exchange
for SERP benefits) and subsequent elections to change the
timing of a previously scheduled payment.

Employees covered under the plan. An employer can offer SERPs
to employees only if they are part of a "select group of manage-
ment or highly paid employees", unless SERP benefits are offered
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solely to replace certain benefits that cannot be provided under
a US tax-qualified retirement plan. In addition, an employer can
extend SERPs to directors who are not employees and to
independent contractors.

Potential problem areas and trends relating to the plan. Since
section 409A of the Code was enacted only in 2004, the Internal
Revenue Service is still in the process of finalising regulatory
guidance. Any proposed arrangement that may be subject to
section 409A of the Code should be carefully examined under the
most recent guidance.

Cross-border issues. Based on preliminary regulatory guidance,
non-US taxpayers are not subject to the restrictions under section
409A of the Code if they participate in a SERP offered by a US
employer. However, a US taxpayer participating in a SERP
offered by a non-US employer may be subject to these restric-
tions and unknowingly become subject to the resulting tax
liability. In addition, assets that are set aside to pay SERP
benefits to a US taxpayer must not be held in an offshore trust.

STOCK INCENTIVES

After providing basic welfare benefits and some level of retire-
ment savings, an employer usually finds it necessary to offer an
incentive to employees to increase the value of its stock. While
recent accounting changes have increased the reported cost of
stock options on an employer's financial statements, stock
options are still the most prevalent form of stock incentives in the
US. Before granting options, an employer must consider various

federal, state and cross-border securities law issues (see box,
Securities law issues for US stock offerings).

Stock options constitute a right to buy a share of the employer's
stock at a designated price, typically equal to the fair market
value of the shares on the date when the options are granted.
Stock appreciation rights provide a similar incentive, but with
additional flexibility. Since recent accounting changes have
removed an impediment to the use of stock appreciation rights,
these rights are becoming more popular.

The following types of stock incentives are now discussed:

■ Incentive stock options (ISOs).

■ Non-qualified stock options (NSOs).

■ Stock appreciation rights (SARS).

■ Full-value stock awards, including:

❑ restricted stock;

❑ performance shares, deferred stock units and phantom 
stock.

■ Employee share purchase plan (ESPP).

SECURITIES LAW ISSUES FOR US STOCK OFFERINGS

Federal securities law issues

An employer must not offer or sell securities, including shares of
US stock sold through stock options or an employee stock
purchase plan, unless (Securities Act 1933):

■ An effective registration statement relating to the transaction 
has been filed with the US Securities and Exchange Commis-
sion (SEC).

■ An exemption from registration is available when the securi-
ties are issued. 

US stock offerings can also take the form of "deferred compensa-
tion" under section 409A of the Internal Revenue Code 1986 (as
amended), if promised in lieu of current salary.

Publicly-traded US companies (including non-US companies with
listed American Depository Receipts) can usually register their
stock option offerings on an SEC Form S-8. For companies that
are not publicly traded in the US, one of the most commonly used
exemptions from registration is contained in SEC Rule 701. In
securities law terms, Rule 701 exempts an offer and sale of
securities from registration if it is made under a written employee
benefit plan (including a stock option plan) that is established by:

■ The security issuer.

■ The security issuer's parent company.

■ A majority-owned subsidiary of the security issuer. 

■ A majority-owned subsidiary of the security issuer's parent 
company.

There are a number of limitations on the use of this exemption.

State blue sky laws for US stock

In addition to complying with federal securities laws, stock option
issuers that are not traded on a national securities exchange must
also comply with any applicable state "blue-sky" laws. These laws
govern the offer and sale of unregistered securities to individuals
residing in the state. An exemption is generally provided for sales
of securities in connection with an employee benefit plan. This
exemption is often co-ordinated with that under SEC Rule 701
(see above, Federal securities law issues). However, the availa-
bility of both exceptions must be checked for any state in which
the employees are located. Particular care must be taken when
stock options are granted to employees in California.

Cross-border securities law issues

Stock option grants to non-US employees must also comply with
foreign securities laws and any other restrictions on the enforcea-
bility of their terms.
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ISOs

Key features. ISOs are stock options that are designed to provide
US taxpayers with favourable capital gains taxation on any
realised gains. To receive this favourable tax treatment, ISOs
must be granted:

■ Under a plan that meets a number of requirements (section 
422, Code). 

■ Only to employees (and not outside directors or consultants) 
of the issuing company and its subsidiaries.

ISOs are generally exempt from regulation as non-qualified
deferred compensation under section 409A of the Code.

To qualify as an ISO, an option must both:

■ Have an exercise price that is at least equal to the fair mar-
ket value of the stock on the date that the option is granted.

■ Be granted in a stock option plan document that the issuing 
company's shareholders must approve within 12 months 
before or after the plan is introduced.

Other requirements for ISOs include a maximum ten-year option
period, special restrictions on exercise prices and terms for 10%
shareholders, and restrictions on transfers.

The Code limits the amount of ISOs that an employee can
receive. No more than US$100,000 (about EUR79,210) worth
of ISOs, valued on the date of grant, can become exercisable in
any one year. Any options granted that exceed this limit are
treated as NSOs (see below, NSOs).

Employees covered under the plan. There are no eligibility
criteria for ISOs. As a result, an employer can limit ISOs to a
selected number of management employees.

Main US tax considerations. The federal income tax position for
US employees who are granted and exercise ISOs is as follows:

■ The employees are not subject to income tax when the 
options are granted.

■ The employees are not subject to income tax when they exer-
cise the option and receive the stock. However, the differ-
ence between the fair market value of the stock and the 
exercise price for the option may be subject to alternative 
minimum tax (AMT).

■ If the employees hold the acquired stock for at least one 
year (and until two years after the ISO is granted), they can 
then sell the stock and be taxed on its appreciation since the 
grant date at "long-term" capital gain rates (currently 15%).

While ISOs provide special tax benefits to employees, they result
in significant tax costs for employers. Unlike NSOs, employers do
not receive any tax deductions for the appreciation in value of the
stock. Since the value of these lost deductions often exceeds the
value of the preferential tax treatment to the employees (and due
to the potential AMT liability), employers may wish to limit their
use of ISOs.

Cross-border issues. ISOs can be granted in the form of options to
purchase a non-US parent company's American Depository Receipts.
Non-US taxpayers with no US taxable income will not be directly
concerned about whether their stock options qualify as ISOs, except
if any resulting terms are relevant to non-US taxation. 

The foreign tax position must be checked for any grant to non-US
employees. In many cases, there may be a foreign equivalent to
ISOs with comparable tax incentives.

While performance conditions must be attached to stock options
in the UK, there are no performance requirements in the US. Any
trend by employers to impose performance conditions on ISOs is
limited to grants to policy-making executives.

NSOs

Key features. NSOs are any stock options that do not qualify as
ISOs. Stock options that meet the requirements for ISOs (see
above, ISOs: Key features) can also be treated as NSOs, if the
terms of the options state that they will not be treated as ISOs. 

Under currently proposed regulations, NSOs will not be classed
as deferred compensation plans that are subject to the restric-
tions set out in section 409A of the Code. This is provided that
the NSOs have an exercise price no lower than the fair market
value of the shares when they are granted.

Employees covered under the plan. An employer can limit NSOs
to selected management employees or make grants to outside
directors and other independent contractors. 

Main US tax considerations. The federal income tax position for
US taxpayers who are granted and exercise NSOs is as follows:

■ When the NSOs are granted, the employees are not subject 
to income tax.

■ When the NSOs are exercised, the employees become sub-
ject to income tax, which is withheld from their salaries. 
They are taxed on the difference between the fair market 
value of the stock on exercise and the exercise price of the 
options at federal tax rates (currently as high as 35%).

■ When the NSOs are exercised, the employer is allowed a fed-
eral tax deduction equal to the taxable income incurred by 
the employees.

■ When the employees subsequently sell the acquired stock, 
they are only taxed on a capital gain in relation to any appre-
ciation in the stock since the date of exercise.

Due to the value of the tax deductions for employers, they may
choose only to issue NSOs, rather than ISOs, unless they cannot
benefit from the potential tax deductions.

Cross-border issues. The tax rules for NSOs (see above, Main US
tax considerations) can apply to non-US employees if the NSOs
result in taxable income that is attributable to work carried out in
the US. However, these tax rules do not apply if the income is
otherwise exempt under the Code or a relevant tax treaty. The
foreign tax treatment of NSOs must also be checked in the
jurisdictions where non-US employees reside. 
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While an employer can attach performance conditions to NSOs,
there is no US legal requirement to do so. As with ISOs, perform-
ance conditions are uncommon for NSOs granted to employees
other than executives (see above, ISOs: Cross-border issues).

SARs

Key features. The main difference between NSOs and SARs is
that SARS effectively apply a portion of the shares towards
payment of the exercise price. In addition, the exercise price of
SARS is sometimes payable in cash.

The financial effects and taxation of both NSOs and SARs are
broadly the same. They both provide value by paying cash or
stock to the holder on the date of exercise. This payment value
equals the increase in value of the stock over a specified award
period for a certain number of shares. As with NSOs, proposed
regulatory guidance exempts SARs from section 409A of the
Code, if the SARs have an exercise price no lower than the fair
market value of the shares on the date that they are granted.

The main difference between NSOs and SARs is that SARs
effectively apply a portion of the shares toward the payment of
the exercise price. In addition, the exercise price of SARs is
sometimes payable in cash.

Employees covered under the plan. As with NSOs, SARs can be
granted to any service provider to the employer, including:

■ Employees.

■ Directors.

■ Independent contractors.

Another similarity to NSOs is that there are no eligibility criteria,
which allows employers to offer SARs only to selected manage-
ment employees if they so wish. 

Main US tax considerations. As with ISOs and NSOs, the holder
of a SAR is not subject to income tax when the award is granted.
When the SAR is exercised, the holder is subject to income tax,
which is withheld from a US employee's salary. The holder is
taxed on the amount that the fair market value of the shares on
the date of exercise exceeds the exercise price. The employer is
entitled to a tax deduction at the same time that the holder
becomes subject to income tax (and in the same amount).

Cross-border issues. SARs may be preferable in some jurisdic-
tions where stock ownership by employees is problematic. In
these cases, they are typically settled in cash on exercise. SARs
may also be taxed in a different way to stock options in jurisdic-
tions outside the US.

Full-value stock awards

An employer with a maturing business plan may need to give
incentives to employees to preserve and increase the share value
that has already been created. Stock awards that provide this
type of incentive are typically referred to as "full value" awards
and an employer can grant these awards in addition to, or in lieu
of, stock options or SARs. If the market value of the business
decreases, the value of the award will decrease as well. However,

the employees will still have an incentive to preserve and restore
the value of the shares, which is not the case if stock options have
no perceived value.

Stock awards generally either transfer title to shares on an award
date or promise to make a transfer of value at a future date,
subject to various terms and conditions. The most common types
of full-value stock awards are:

■ Restricted stock.

■ Performance shares, deferred stock units and phantom 
stock.

Restricted stock

Key features. Under a traditional restricted stock plan, employees
receive an outright grant of shares, which must be forfeited back
to the issuing company unless they become vested. Vesting
typically occurs after an employee has continued to be employed
for a specified number of years. More recently, employers have
begun to impose conditions in awards, under which vesting only
occurs when certain performance goals are achieved. Perform-
ance goals can be:

■ Internal goals (such as achieving earnings targets).

■ External goals (such as achieving targeted share prices).

■ A combination of both internal and external goals.

Employees covered under the plan. An employer can make
restricted stock awards to employees, directors and other
independent contractors, but no eligibility criteria apply.

Main US tax considerations. There are no immediate US tax
consequences for recipients of restricted stock unless the recipi-
ents make an election under section 83(b) of the Code (see
below). If no section 83(b) election is made, taxation of the
restricted stock is deferred until the vesting requirements are
met. When vesting takes place, the recipients are subject to
income tax on an amount equal to the fair market value of the
restricted stock on the vesting date. A larger (but deferred)
amount of income tax is usually payable at a later stage if the
stock increases in value over the vesting period.

If employees receiving restricted stock make a section 83(b)
election, they are subject to income tax when the restricted stock
is granted on an amount equal to the fair market value of the
stock on that date. To compensate for this immediate taxation,
any future appreciation is taxed at capital gains tax rates.

When restricted stock is granted, an employer generally receives
a US federal tax deduction equal to the amount of taxable income
that the employee incurs (and at the same time that the employee
becomes subject to income tax). However, a publicly traded
employer's tax deduction could be limited by the maximum
deductible amount allowed in relation to certain executives
participating under the plan (section 162(m), Code). Any taxable
income that a US employee receives is subject to payroll tax
withholding.
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Cross-border issues. The foreign taxation of restricted stock
awards to non-US employees may vary from the tax treatment
under US tax law. Foreign law restrictions on forfeiture conditions
and stock ownership may also apply.

Performance shares, deferred stock units and phantom stock

Key features. Employers can make the following awards:

■ Performance share awards. A plan can be introduced in 
which employees receive shares of stock if specified per-
formance goals are achieved. 

■ Deferred stock units awards. Deferred shares, often 
described as deferred stock units, are promises to deliver 
shares of stock to the employees at some specified time in 
the future.

■ Phantom stock awards. Phantom shares are similar to 
deferred share units, except that on exercise, employees 
usually receive a cash amount equal to the value of a speci-
fied number of shares.

The essential difference between these awards and restricted
stock awards (see above, Restricted stock) is that the shares of
stock (or cash) are not actually transferred to the employees until
after the applicable vesting period. In addition, the main features
of performance, deferred and phantom shares can be combined,
so that the right to receive shares (or cash) at some later date
(such as retirement) becomes vested after the specified perform-
ance criteria have been fulfilled or the specified time period has
passed.

Employees covered under the plan. Eligibility criteria do not
apply to any of the awards. As a result, employers can offer these
awards only to executives. All of the awards can be granted to any
service provider of the employer, including employees, outside
directors and other service providers.

Main US tax considerations. The basic US tax treatment of these
arrangements is fairly straightforward. Whenever the shares (or
cash equivalent) are transferred to an employee (after a perform-
ance vesting and/or a deferral period), the employee is subject to
income tax. Since the employee does not receive any shares
before this transfer, it is not possible to make an election under
section 83(b) of the Code (see above, Restricted stock: Main US
tax considerations) on the date of the award. Performance shares
can also be designed to avoid classification as a deferred
compensation plan under section 409A of the Code. However,
deferred share units and phantom stock awards must be
structured to comply with the deferral and distribution restric-
tions contained in section 409A of the Code.

Cross-border issues. As with restricted stock awards (see above,
Restricted stock: Cross-border issues), the foreign tax treatment
of a grant to a non-US employee may vary from that under US tax
law and should be carefully considered, along with other foreign
law restrictions on stock ownership and enforceability.

ESPPs

Under the Code, an employer is required to offer an ESPP on a
non-discriminatory basis to a broad group of employees (see

below, Employees covered under the plan). Due to the limitations
in the Code and recent accounting changes, many ESPPs are
being curtailed or modified to reduce their accounting costs.

Key features. An ESPP offers short-term stock options at a
discounted exercise price (up to 15%) to a wide group of
employees of a granting company and its participating corporate
subsidiaries. Employees elect to participate in the ESPP through
after-tax salary deferrals, which are applied toward payment of
the exercise price at the end of a designated purchase period.

An ESPP must not grant any one participant with the right to
purchase more than US$25,000 (about EUR19,803) worth of stock
in a calendar year. ESPPs are also subject to a number of other
requirements, including one that shareholders must approve the plan
before or after it is introduced (section 423(b), Code).

Employees covered under the plan. ESPPs are subject to
eligibility criteria. Options must be granted to all employees of
any company that has employees participating in the plan.
Statutory exemptions apply to all of the following employees:

■ Employees who have been employed for fewer than two 
years.

■ Employees who work on average 20 hours or fewer a week.

■ Employees who work for not more than five months on aver-
age in any calendar year.

■ Highly paid employees as defined in section 414(q) of the 
Code.

An employer can avoid offering the ESPP to a participating subsid-
iary's employees, provided that no one employee of the subsidiary is
granted options under the plan. 

Directors or independent contractors must not be offered participa-
tion in ESPPs.

Main US tax considerations. If an ESPP meets the requirements
under section 423 of the Code (see above, Key features), partic-
ipants are not subject to income tax on the purchase date as a
result of their discounted purchase price.

The participants become subject to income tax in the year that
shares are sold in a "disqualifying disposition". This occurs if the
participants transfer the acquired shares either:

■ Within two years from the first day of the offer period in 
which the shares were purchased.

■ Within one year of the date on which the shares were pur-
chased.

Cross-border issues. ESPPs can be granted in the form of options to
purchase a non-US company's American Depository Receipts. The
Internal Revenue Service has allowed ESPPs to exclude non-US
employees if they cannot hold options under their local law. Alterna-
tively, a non-US equivalent to an ESPP may be possible in some
foreign jurisdictions, which may offer similar (or even more favour-
able) tax incentives.

This chapter was first published in the PLC Cross-border Labour and Employee Benefits Handbook 2006/07 Volume 1 and is reproduced with the permission of the publisher, 
Practical Law Company. For further information or to obtain copies please contact lisa.newton@practicallaw.com, or visit www.practicallaw.com/labourhandbook.




