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CHAPTER I
INTRODUCTION

Managerial positions are those which encompass such functions as
planning, directing, controlling, appraising, and supervising work or
pecple or both. Although the specific duties of these positions as well
as thelr level of responsibility vary, they are all performed within the
managerial hilerarchy.

These positions have not always had the careful analysis and
problem-solving salary procedures applied to them or have not always been
given the same degree of attention as early as nommanagerial jobs. dJob
evaluation techniques were first applied to nonsupervisory in most organi-
zations and, in some, are still conly applied there. Incentive pay appli-
cabllity to upper level jobs is still being argued in some circles. The
income tax burden of executives has not always been properly in focus in
considering ways and means of improving income retention potentialis.
Fortunately, an even increasing number of organizations todsy are seek-
ing methods for solving the problems of rate structures and levels, fi-
nancial motivation, and inccme retention more than ever before.t

Incentive pay plans for managerial employees currently are re-
ceiving more than the normal amount of atbention from corporate top

management. Three primary reasonsg account for the presgent interest:

(1) the search for new devices to stimulate improvements in corporate

1E14 zabeth Lanham, Administration of Wages and Salaries (New York:
Harper and Row, 1963), p. 421.




2
frofit performance, (2) the need to evaluate the value and effectiveness
of plans and bthe expense they represent because of increasing costs and
skrinking profits, and (3) the effect of plans on differentisls between
total compensation of managers and thelr subordinates which have narrowed
in recent years.

The purpose of‘this paper 1s to compare and contrast five basic
stock plans used in executive compensation. The five basic stock plans
are: (1) phantom stock; (2) stock option; (3) stock warrant; (L) stock
bonus; and, (5) stock purchase. For ease of presentation, the discus-
gilon of the stock option and warrant is incorporated into one area be-
cause of their close similarities. The paper itself is divided into
three secticns, the introduction, the plans, and sumary and conclusicns.

The introductory section will state the purpose of the paper and
briefly outline what is to be coversd in the remasinder of this endeavor.
The main body of this paper goes into detall regarding the four main
topics to be covered. In this section each of the stock plans will be
examined regarding what each is and how they are used. Alsc, in this
section, an attempt is made to point out the advantages and disadvantages
of each. It is not the purpose of this paper to defermine which of these
ig the "best," sc each one will be presented on it's own merits. In the
summary and conclusions section each of the four msin plans is highlight-
ed and by use of two exhiblts an atiempt is made to show in what cate-

gories and to what degree these plans may differ.



CHAPTER IT

THE ANAIYSTS OF TEE STOCK PLANS

Phantom Stock

A phantom stock plan gives some of the advantages of stock owmer-

ship %o an exscutive but does not transfer any stock to him. A record
is made of the phantom shares credited to the participant. He then re-
ceives dividends as any‘bqna fide stockholders do.

Basically, phantom stock ensbles executives to profit from com-
pany shares that they do not own--shares, in fact, that may not even
exist. The profit may be in one of several forms. In the simplest, the
executive 1s awarded units of a certain number of imaginary shares of
company stock and recelves everj year a sum egual to the dividends cn
these shares. The payments are usually accumulated in the executivels
account until he retires, although several companies pay oul cash every
year. In variations on this theme, in addition to the dividend equiva-
lents, the executive may alsc be given the market appreciation of the
non-existent shares over the years on the actuazl shares on a deferred
basis.

Thus, while the market flucuation of the company!s stock can af-
fect the executive's overall compensation, he is assured of a paycff year
after year as long as the company keeps paying dividends. Companies that
give phantom stock to executives strive to keep those dividends coming;
most, indeed, have succeeded in increasing them congiderably over the

years.



Phantom étock plans, though 1ittle publicized, are not really

" new. They have been around for over fifteen years, and among the long-
time users are DuPont, Géneral Motors, Union Carbide, Koppers, Bethlehem
Steel, and Eastman Kodak.

Under present conditions, phantom stock may be the most practical
compensation gimmick around. Stock options, for example, while still far
from dead lost a good deal of their appeal with the tax changes of 1969,
and a lot more in the market- Moreover, stockholders tend to be highly
critical about stock optlon awards, not to mention those six figure ex-

ecutive salaries and bonuses, particularly when they are already unhappy

over market losses and falling earnings. But they are less likely to
complain about compensation based on dividends--a benefit they also re-
ceive and would themselves like to see get bigger every year.

What is realily inﬁeresting about phantom stock awards is their
cumuiative effect. Nect only does the executive collect the dividends on
his units severy time the coﬁpany makes a payout, he can be awarded new
units year after year. As units are added to units, and dividend pay-
outs to dividend payouts, the esxecutive's account can build up spec-
tacularly.

The real advantage of phantom plans for the executive is that
he is not required to risk a cent of his own money and so never has to
worry aboul financing. Hven in the plans that include stock, it is
never the executive's ocwn cash that is risked; the company provides the
stock. Compare this to the plight of the executive with stock opbions
caught in the tight money-bezr msrket syndrome.

There are other benefilts as well. Not the least of these is the

familiar realm of taxes. For the company, phantom distributions, unlike

those made under qualified stock option plens, are tax deductible when



ffhe money is paid out. For the recipient, as with any other type of
H':defeffed compengation, he pays no tax until after he is retired, when
his income will aimost certainly be lower. He then has to pay regular
income tax and not the capitsl gains rate of the qualified stock option.
The 1969 Tax Reforms have made the capital galins benefit less attractive
for many top executives. Moreover, having that tax money working for
him during all the years before retirement, is a marked advantage.

Teking a closer lock ab the types of phantom stock plans, there
are four major variations. The simplest is the straight dividend equiva-
lent plan. EXAMPIE: Say a man has a bonus award of $15,000 coming to
him. He decides he will take $5,000 in cash and have the rest deferred.
An account is set up for him in units equal to tﬁe number of shares
$10,000 would buy. From then on, whenever the company declarés a divi-
dend, he collects the equivalent amount on each of those units. And it
is gll added to his account, to be paid out after he retires.

In the second type of plan, the executive can do even better.
Along with his dividend equivalents, he gets the market appreciation, if
any, ‘that would have been his had he owned actusal rather than phantom
shares over the years. (The underlying value of the shares themselves
reverts to the company when he leaves). Take an execubive who at the
year end is credited with 500 phantom shares at $20 each. If the mar-
ket price of the stock rises to $50 by the time he rebires or departs,
his appreciation comes to $30 on each of those phantom shares--plus, of
cecurse, & smaller amount on any phantom shares granted him later when
the stock was at, say, $25, or $45. But he gets no appreciation at all
on any shares awarded him when the market price was sbove the price at

the time he leaves ($50).
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In the third variant, the execulblive eventually gets to own some
actugl shares. For with his dividends equivalents, he is granted de-

. ferred stock. Again, the shares may not physically exist during his
years with the company. But when he relires, the company provides them,
and he goes into retirement with the whole package--accumulated divi-
dends plus stock. Obviously, the market's ups and downs will determine
the worth of the shares.

The fourth phantom type differs only slightly. Here the execu-
tive again beéefits over the years from company stock he does not own,
and eventually gets title te an equivalent nﬁmber of shares. But the
dividend equivalents, instead of being deferred, are given to him each
year in cash. Consequently, they constitute ordinary income to him in
the year in which tﬁey arg paid, and are thus subject to full tax at that
time.

pnlike stock obtained with options, performance shares {phantom
stock) cost the executive nothing, making them a benefit in good markets
and bad. They are awarded to key executives, usually every other year,
in the form of phaniom shares in bookkeeping units, but are not zcetunally
paid until the end of a performance period.

But performancé.shares may never be paid at all., This would hapw-
pen if the executive fails to measure up in hig cwn performance or if he
leaves the company. It would also happen if the company's performance,
usﬁally measured in earnings per share, does not meet predetermined
goais. The ﬁerformance share is thus a kind ef stock bonus, bub with the

reward based on long term goals instead of a one year objective.l

Lipertormance Sheres: Popular - but Under Fire," Bﬁéihéés
Week, May 5, 1973.




Atock Opticns

A stock option granted by a corporation to one of its executives
:. étipulates that he may purchase from the firm, at any time within a
stated pericd, a given number of shares of its stock at a price fixed on
the date of grantingel Since the economic benefit the executive ulti-
mately derives from such an arrangement depends directly on the future
price behavior of his company's stock, the option has associated a high
degree of uncertainty and is, foy that reason, particularly difficult

to analyze.

Stock opticns have, in one form or ancther, been used to reward
execublves for & good many years. Their real popularity, however, dates
from 1950 when legislation was enacted providing them with favorable and
assured tax treatment aﬁd éstablishing definite ground ruiles for their
design. Since then, virtuaily all option agreements have conformed to
those guidelines.

Prior to 1950, & 19L5 decision of the U.S. Supreme Court énd a
1946 ruling of the Bureau of Internal Revenue required that the differ-
ence betwsen the markel value of stock and its option price be consid-

ered as ordinary income taxable at regular rates at the time the amployese

exercised his option rights.

A 1950 revision in the Internal Revenue Act resulted in wide-
spread adoption of restricted stock option plens. The change in the
law created bne of the best possibilities for tax saving on executive
compensaticn.

The 1950 rule stabes that if a company offers its employees an
option to buy stock at not less than 85% of market value at the time of

purchase, profit from the stock is not taxed until the stock is sold

Lyidour q. Tewellen, BExecutive Compensation in large Industrial
Corporations (New York: Columbia University Press, 1968}, p» LG.




and the profit received. The profit is'taxed then at regular income
tax rabes. If the organization offers its stock to employess at not
less than 95% of market value, any profit from the stock is not taxed
until the stock is sold. The profit is taxed at that time as long term
capital gains rather than at regular income tax rates.

Additional requirements under the law for qualifying for the tax
benefit are: (1) the stock must be held at least two years from the time
the opticn is offered and for a minimum of six months after the cption
is exercised; (2) eligibility to participate depends on the issuing com-
pany and taking up his option during hils employment or not later than
three months after termination of his employment; (3) the option right
cannot be transferred except by will or interstate succession laws;

(4) any employee is ineligible who cwns more than 10% of the combined
voting power of all classes of stock of the issuing company or its sub-
sidiaries.

Common stock is genersily the class of stock offered in option
plans because its esrnings are closely linked to thé prosperity of the
company. Therefore, ocwnership of common stock, beught on favorable
terms, often serves to stimulate grester efforts on the company's behalf.

Participation in the plan is usually iimited tc the top echelon
of management. These executives ordinarily are in a better position to
contribute to the profit a company can make, they are in a high encugh
tax bracket that real tax savings can ensus, and they are most apt to
be able to afford tc exercise the option. Typical bases used for sslect-
ing the individusl participants are: (1) present and potential value to
the organization; (2) responsibility for future growth, development, and
financial success of the company; and, (3) the position held and its
value to the company.

The number of shares offered 4o a participant may be based upcn

the amount of his base salary, his performance, or by special agreement




or contract with him

Within the general framework indicated, an opticn plan could be
designed quite flexibly to fit the needs of both the individual execu-
tive and his firm. In most cases the maximum period permitted under the
law was baken advantage of and the option stipulated to be exercisable,
at the optioneetls discretion, at any time up to ten years from the date
it was granted, either in & gingle block or in several installments.
Depending on the corporation's objectives, a shorter time limit was occa-
sionally adopted, and provision was sometimes made for a fixed sequence
of exercises. For example, one-tenth of the totsl number of optioned
shares might be eligible for purchase by the execubive during the [irst
year of the agreement, a second cne-tenth during the following year, and
SC Ol

The essence of a stock option 1s, of course, the oppcrtunity it
provides for its recipient to purchase marketable securities at a dis-
count. He is placed in a position where he can do something other inves-
tors cannct and is thereby able to employ his investible fundé in a
superior mamer. There are, however, two possible conceptual approaches
Yo measuring the extent of the advantage which he enjoys.

The first is to treat the option as, in effect, a long term
"eall" option and therefore to fix its value to the executive as of the
date it is granted. The argument would be that the right %o purchase
shares of stock at an established price anytime within a period of up to
ten years is clearly worth something in and of itgelf at the time it is
created regardiess of the actual results subsequently obtained from its
exerclse.

The seccnd point éoncerns the appliicability of such z procedure

to an actual compensation situation--an issue which has been stressed in
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IEdhﬁééﬁion with the current income equivalents of other rewards. Given
;ﬁﬂé aifficu1ties involved in estimating future stock prices, it seems
ﬂ;ﬁiﬁkely-that any predictive formula adopted here would be widely used
ITB&Jbusinessmen or, even where accepted, that its parameters could be
'“3ééreed upon in practice by both parties to particular compensation trans-
;{:gctions. Thus, one can imagine the difficulty that‘would be encountered
 ﬁ£y a corporate compensation administrator in attempting to reach agree-
: _ﬁent with his company's executives on the ex ante value of their proposed
xétock options. Now, it is true thal the current equivalents developed
“ 'above for pension and deferred compensation arrangements have some ex
34 :ante elemegts, It is alsc true that the relevant contingencies have
been analyzed sc extensively with the aid of large amounts of data that
the necessary concepltual framewcrk and its empirdcal implementation are
no longer subjects of controversy. Whenaver an appraisal of such contin-
gencies is called for, then, it can be made with both confidence and pre-
cision. A similar claim is not yet possible for ex ante stbock price
estimates.

Stock warrants will now be discussed briefly because of their
close similarity to stock options. The stock warrant pian is one in
which an organization sells a warrant to an executive granting him the
right to buy a specified number of shares of stock at a certain price
within a definite period of time. The warrant is a negotiable instru-
ment. Therefore, the holder may sell it if he desires when the value
of the stock increases over the price offered in the warrant and secure
a profit which is taxed as capital gain and not as ordinary inccme.

Stock warrant plans are offered as a substitute for regular stock

option plans in some organizations because some executives cannot afford
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financially to exercise their cpticn. Under the warraent plan, the execu-
tive may exercise his option to buy stock or sell his right to the option.
1f he doss the former, the plan is the same ag the stock option plan. If
he follows the latter course, he has not had to finance a stock purchase
but still has received some extra compensation at a lower vax rabe than
if he had been given mecre cash salary. On the other hand, he has not
become & proprietor with its attendant advantages. Despite this disad-
vantage, the stock warrant plan may fit the financial needs of executives
in a particular firm 5etter than the pure stock option and be the pre-
ferable method of the two.

Today one of the advantages of including stock options in the
compensation package of some key executives is the mere fact that many
companies do it. While this sounds, at first, like simple 'metcolsm" it
is not. Essentially, it is a part of the gensral corporate policy of
providing compengation that is "at least comparable to that being paid
for similar positions in other firms in our industry." Thus, the ability
and even the willingness of the corporation to offer a stock option to
-executives Wh5 desire or demand one, in itself, provides an advantage to
the company.

The second well recognized advartage that companies see in tha
option plan is that it is one of the few compensation devices that tends
to be associated with the individual executive as a perscn. Salary, for
example, is generally hemmed in by the position level and seniority as
well as the concept of internal compensation equity. Bonuses, which
started on an individual performance basis, have gradually become insti-
tuticnalized by class of employee or have been related to the profit

center concept. The stock option, on the other hand, has more of the



12

personal meaning of an executive contract. It has the status, in most

firms, of acceptance into an exclusive club.

A third advantage, and one occuring in a number of firms during
the last two decades, is simply the possibility of making a highly valued

executive rich. The stock option is a device that in many beginning com-

panies has been used in lieu of the cld "share the profits" concept fi-
nancial reward to the risk taking executive. Both devices have been

used by directors tc encourage entrepreneurial behavior by top company

executives.

A fourth major advantage is the common assumpbicn by compensation
planners that restrictions placed on the exercise of optionsz, e.g., pur-
chase of 20% each year over five years from date of grant, induce execu-
tives to stay with the company. Of course, the practice of granting
stock options serially can compound this effect over many years of a
man's career.

Another advantage cited by executives ig the variely of purposes
served by opticns as & form of compengation., For example, in a single
firm, stock options may be awarded from one plan to meet various needs,
such és an outsized optiocn being included in a new chief executive's

contract to motivate him to turn the company's fortunes arcund.

Before leaving the discussion of stock options, the effects cf
the Tax Reform Act of 1969 should briefly be touched upon. Prior to this
it was widely accepted that the stock option was by far the most popular
method of executive compensation.

The tax law affects opticns in several important ways. Corpora-
tions have been sgllowed to grant stock options since 1951, and now more
than 90% of the largest U.S. industrial companies have scme form of

"gualified plan.” In order to "qualify" for faverable IRS capital gains
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treatment, an option must be issued at 100% of market value, be exercised
within five years, and held for three years before sals. Under the old
law, an executive paid no tax until he sold his stock, then paid a capital
gains tax of no more than 25% on the difference between his option price
and his selling price.

Beginning in 1972, the old rate will go up to a 35% maximum for
all capital gains of more than $50,000. But what really tzakes the most
out of the gqualified option is a trand new provision. HNow, in the year
he exercises a qualified option, an executive must report the paper gain
between the optdion price and market price as tax preference income, even
though he stiil has to wait three to sell it for capital gains.

The figures begin to hurt when they get big enocugh to reduce the
"earned income! sheltered by the new 50% maximum tax, thus shoving more
of that income into the ordinary 70% tax bracket. The net effect is
that the higher the paper gain from exercising stock options, the bigger

the tax bill on salary and bonuses.

Stock Bonus

Stock bonus plans are those which provide for the giving of the
shares of stock to an executive as pert of his total compensation. This
not a tax saving plan, however, since the recipient must pay tax on the
market value of the stock in the year of receipb. It's major advantage
is that the executive is given & share in the business which m&y accom-
plish certain of the objéctives of stock option plans.

The stock bonuses employed by corporations coms in several forms,
which in each instance they consist of awards made to the executives in
shares of his comﬁany's stock, the timing and duration of the payments

involved may vary considerably. The variant which is sasiest to handle
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ig that in which, like a straight cash bonus there is but a single pay=-
ment occuring at the end of the year during which the services that gave
rise to the benus were performed. Such a payment is taxed to the execu-
tive as ordinary income and valued for that purpose by the Internal
Revenue Service abt the market price of the shares on the date they are
transferred. This type of bonus may be treated just as a cash award
would be. It is worth in after-tax terms the gross market value of the
stock received minus the applicable tax liability and 1ts "after tax

current equivalent® is simply that same amount.

A second commen arrengement iz also very much like a form of cash

bonus. In 1%, payments are spread over a pericd cof several years immed-

iately folliowing the award year rather than being made in a single lump

sum. A series of four or five egual annual installments is the most fre-
quent choice. In thig case again, the installments are taxed as ordinary

income at their market value when received, and therefore thelir after-tax

current equivalent will be defined as the corresponding series of net

additions to salary. The only difference between this device and that in

which the bonus is in the form of cash is that the final value of the
sward is not fixed at the time it is made but instead depends in part on
stock price developments during the next few years. This means that it
1ls mnecessary to record the price of the firm's stock on four or five
gepzrate dates rather than on just one in order to construct the desired

current equivalent. This 1s a simple task, however, snd merely implies

that the appreopriate alternative to this kind of sbtock bonus is conceived

to be a series of salary increments which themselves are a function of

- the firm's siock price over time. There is nothing ccnceptually incorrect

or even inconvenient in such an arrangement.
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The third variety of stock bonus is really Jjust another form of
deferred compensation. Ralther than a given amcount of cash being set
aside for payment to the executive following his retirement, a given
number of shares of stock are so allocated., Thus, the executive may
stand to recelve a series of stock allotments beginning at age 65, con-
tinuing for a specified number of years, and taxable at ordinary income
rates. If he should die before attaining retirement age or thereafter
before recelving his bonus in full, his estate 1z entitled to the remain-
ing shares. As is evident, the difference again between such a promise
and a cash payment contract is the dependence of the value of the ulti-
mate recelpt on interim stock price movements. However, since the ob-
Jective 1s to derive a current income equivalent which applies as all
previous ones have, only to the executive's active working life, it is
not possiblie to wait until the time of each scheduied receipt of stock
before fixing the amount of that equivalent. An slternstive must be
designed which, as in the case of a stock option, anticipates the final
outcome. The approach that is suggested here defines the after tax cur-
rent egquivalent of a deferred stock bonus to be a serles of anmmual salary
increments which: (1) begin in the year the bonus is awarded; (2) con-
tinue to the execubive's normsl retirement age; (3) have the same pro-
spective after tax present value as that estimated for the deferred
borus payments; (L) are revised each year in response to any change in
this gstimate.

For example, suppose that, in 1950 an executive age 50 is promised
a deferred stock bonus of 1,000 shares per year in each of the first five
years [ollowing his retirement at age 565. At the time of this promise
the market price of his firm's stock is $25 per share. The initial esti-

mate of the ultimate value of his bonus is therefore $25,000 per year,
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before taxes, for five years. OGiven the size of the man's salary in
1950 some "outgide income" may be projected for him in retirement. With
that figure and an estimate of deductions and exceptions, the after tax
value of the five bonus payments can be determined, as in the case cof a
conventional deferred compensation arrangement. The present value of
this expectation as of 1950 is then calculated, and the first stage of
the after tax equivalent specified to be simply that series of fifteen
equal annual additions to after tax salary which, if received from 1950
through 196, would have the same present value. The amount of the cur-
rent equivalent for the year 1950 is, accordingly, the first payment in
the series. Suppose further that, in 1951, the stock rises in price to
$30 per share. Our estimate of the worth of the deferred bonus is now
revised upward by 35,000 per year, the additional after tax present value
implied by that reviéion computed, and a second stream of fourteen pay-
ments established having a present value equal to the increment. The
current equivalent for 1951 is then the sum of this new figure plug the
one from the 1950 calculations. The process is repeated every year up
to and including age 65, the results being a current equivalent con-
sistingronce again cf a number of overlapping "layers" and covering the
full time period from the date of the bonus arrangement i1s instituted
vp to the executive's retirement. By this latter date, the executive
will have been crediled with extra income over the years equal in value
to that dollar amount which, after taxes, his bonus now promises him.
He, therefore, will have heen made as well off, which is the test here
of equivalence. The effect, then, is to consider the deferred stock
berus to be simply a deferred compensation contrsct which happens to re-

quire not Just one but a series of appraisals in crder to be analywzed

completely.
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Stock Purchase

Stock purchase plans offers the executive an opportunity to buy
company stock at a fixed price. If the execubive accepts, he commits
himself to buy a definite number of shares at the price offered. Many
organizations help the executive finance his purchases by permitting him
to pay for the stock over a period of time, advancing funds to him which
are repayable through payroll deductions, and lending him the money oﬁt-
right at low interest rates. A nunber of plans offer the stock at a
"special price" (lower than market) and some include an agreement that
the compeny will buy back the stock at the price the executive paid even
though its value has declined.

The primary purpcose of stock purchase plans is to encourage owner-
ship in the company which, hopefully, will stimulate better performance
and continuity of employment. However, stock purchase plans have been
superceded since 195C in many organizations by the stock option plan.

While there is considerable disagreement as to the relative k
merits of employee stock ownership programs, proponents can point to a
number of pfactical corporate uses for such plans, among them being their

use:

1. As an dncentive to increased employee interest in, participation
in, identification with, or loyalty to a company.

2. As a means of transferring ownership to succeeding employee 1
generations or providing business continuation, particularly E
in close held corporaticns E

3. As a method to raise capital, without resorting to oubside i
sources or control or to create an internal markel for company 8
stock, ' k-

“o As a device in certain types of plans for maintaining internal
control of a company.d

lJames B. 7ischke, "New Developments in Employee Profit Shering.
Steock Purchase, end Time Plans," Employes Bonds and Pension Management
(November 196L), pp. 30-32.
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There are various routes open for the development of employee
stock purchase programs., Of these, the most advantagecus for purposes
of any broadly based plan is usually the qualified Section L01(2) plan.
This route, normally ubtilizing the profit sharing vehicle (but sometimes
organized technically as a 'pension" cor "stock borus" plan for gqualifi-
cation purposes), offers a number of special advantages, particularly
from the tax standpoint. It is the cnly stock purchase arrangemsnt which
can work entirely with before tax earnings deoliars of both the employee
and the corporation. It is an arrangement, once established, which can
be continued automatically in the future. And of considerable import to
the employees, special tax treatment accorded distributions from Section
hol (2) stock purchase plans can, in effect, permit "employee owners" to
pess on their share of any‘appreciation in the value of =z business on
aither an income tax free or estate tax free basis.

Besides this, saveral other methods of employee stock purchase,
utilizing the option approsch, have to some extent been clarified by the
Internal Revenus (ode Amendments of 196l. The first of these is the
qualified stock option plan {Section 422 plan); this is a successor to
the former restricted stock option. While there is little question that
the rules of the new Section L22 destroy much of the value of stock
options as a compensation device, they are not nearly sc onercus whers
the objective is to provide a device whereby selected emplcyees can ac-
quire a preprietary stock interest in the buginess.

A seccnd option route laid out by the i96h Act is the so called
employee stock purchase plan (Section 423 plan). This particular addi-
tion to the field of employee stock purchase is of highly questionable

value from the corporate standpoint, except perhaps in very specialized
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situaticns. Not only does this largely new section of the code intrcoduce
considerable confusicn into the terminology of employee stock purchase
plans (by usurping the name "employee stock purchase plan" for an arrange-
ment which is really an option plan and furthermore representative, at
best, of a small proportion of emplcyee stock purchase arrangements) but
it also creates what may be a déngerous precedent by introducing for the
first time inbto the legal framework of corporate employee benefit plans
the cencept that a plan, in ordsr 4o be viewsd faﬁorably, must cover
generally all full time employees.

In the area of direct purchase programs, that is, those plans
which provide systems whereby stock or purchase arrangements are made
avallsble to employees for acquisition of sharss on a direct basis, a
recent innovation of certain of the stock brokerage houses appears to
offer considerable potential for those corporations with a traded stock
which wish to set up relatively simple plansg for employee stock purchass.
Under these systems, an employee subscribes through payroll deduction;
block purchases of stock are made by the broker; and share interests are
brokan down by the broker into individual investment accounts for each
~employee. The employee may continue to accumulate his account with the
broker, or st any time take any of the actions {such as sale, request
for issuance of certificates in his name, and so on) that any other per-
son maintaining an account with the broker might do. The primsry advant-
ages of the system are simplicity, fresdom to the corporation from any
administrative or record keeping details cother than payroll deduction,
and considerable ssvings to the employee in investment costs over those
'which he would normally incur in small lot purchases. There is alsc

little cost to the corporation in establishing such a program, other than
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a nominal service charge which may be made by the broker for record keep-

ing activities.




CHAPTER IIT
SUMMARY AND CONCILUSIONS

This paper has exsmined five basic plans. Emphasis has been
placed on what each of the plans are and how they are used. Addition-
ally, an attempt has been made to point out the advantages and disad-
vantages of esach, both to the emplioyee and the employer. In the course
of the discussion nc attempt has been made to determine which of the
plans is the "best," but rather to explain what they are and how they
are used.

In phantom stock, it was noted that this plan gave scme of the
advantages of stock owmership but does not result in any stock transfer.,
There is no risk to the employes and the performance shares are paid out
of dividends. This plan is advantageous to the employee for tax purposes
since there normally is no tex payment wntil after retirement and then
at ordinary income rates. It motivates executives by attempting to en-
courage continuity of employmant. The implications for the employer
are that it does not have to transfer cwnership and it is tax deductible
when paid out.

The stock option is perhaps the most widely used form of execu-
tive compensation. There are also innumerable variations of this plan.
The executive can benefit by owning a portion of the company and once
the option is exercised it can not be terminated. Although this is a
personal type of motivation, the plan has been adversely affected by the

Tax Reform Act of 1969, Although it must transfer ownership and the

21
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stock is not tax deductible, it does provide the company an alternate
means of raising funds.

The stock warrant plan may be used like a stock option or the
warrant itself can be sold by the employee. It is advantageous to the
employee because 1f exercised, it can not be terminated and it is a per-
sonal motivation. It is advantageous bo the employer because it has the
potential for raiging capital.

The stock bonus plan provides for the giving of the shares of
stock to an executive as part of his total compensation. It is advanta-
geous to the employse because he is given ownership in the company and
taxed as ordinary income. It is advantageous to the company because this
plan can easily be tied to the "profit-center! approach to meaguring ex-
cutive performance.

The stock purchase plan, although normally open to all employees,
transfers ownership, can not be terminated, and may be paid for by pay-
roll deductions. For the company, this is the best of the four methods
for raising capital and is normslly free of administrative detail since
this is normally handled through a stockbroker.

To give an encapsulated view of this entire paper, exhibits 1 and
2 are abtached. The purpose of these exhibits are to highlight and to
delineate the differences of the five basic plans disgussed in this paper.
Exhibit 1 will describe the implications of these stock plans from bthe
point of view of the employee. Exhibit 2 will describe the implications

of these plans from the point of view of the employer.




EXHIBIT 1

IMPIICATIONS FCR EMPLCYEE

Type-of
Plan Phantom Stock Opbions Stock Stock
Bases Stock a. Option b. Warrants Bonus Purchase
For
Comparison
gﬁanf;f of No Yes; if exercis~-| Yes; if not sold } Yes; has Yes
ersiip ed or option can| to third party mortality
be transferred © | transfer.
to estate.
Effected by No; paid out of Yes Yes Yes Yes
Market Dividends
Cost or Risk None Yes; if exer- Yes Yes Yes
to Employes clsed
Duration of May be termi- May not be May not be termi-{May not be jMay not be termi-
Bonus/Termina- | nated if exe- terminated if nated if already |terminated |nated
ticn cutive's per- exercised. bought or scold.

formance fails
to measure up
or employment
is terminated

€2




EX¥HTIBIT l-Continued

IMPLICATIONS FOR EMPLOYEE

Type of
Plan Fhantom Stock Cptions Stock Stock
Bases Stock a. Option b. Warrant Bonus Purchase
For
Comparison
Taxation: Normally pays no | Taxed ag tax If exercised, | Taxed in Works on befors
Ordinary tax until after |preferrance in- |taxed as capi-f year of re- tax-earning doliar
Vs. retirement, then |come even though [tal gain ceipt. Taxed | Can be either in-
Capital gains at ordinary in- | he has to waitb as ordinary come tax free or
come rates. 3 years Lo sell income and estate free basis.
for capital gains valued at
narket price
Scope of Executives Normally limited |Executives Executives In meny cases,
Participation to top echelon of mist be open to
management all employees.
Duration of Varies Can be up to 10 | Varles May vary Can ke immediate
Payment or years Considerably | or by payrcll
Opticn deductions
Type of Encourages Has personal Has perscnal | Now mostly Although gives
Motivation Continuity of meaning. meaning related to ownership it is not
Employment. "profit- pearscnal because

centar" con-
cept

{it is normally cpen

to all empicyees.
Encourages continu-

11ty of emplcyment.
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EXHIBIT 2

TMPLICATIONS FOR EMPLOYER

Type of
Plan Phantonm Stock Options Stock Stock

Rases Stock a. Opticn b. Warrant Bonus Purchasge
For
Comparison
Company owner- No; paid out of |Yes; if exer- Yes; if exer- Yes Yes
ghip trans- dividend cised cised
ferred
Petential for None Yes Yes Yes Best of the four

Releing Capi-
tal

metheds for rais-
ing capital

Provides incen-
tive to manage-
ment

Yes; on an indi-
vidual basis

Yes; on an indi-
vidual basis

Yes; on an indi-
vidual basis

Yesi;on an
individual
basgis

Yes; but normally
open to all em-
ployees

Cost to firm/
eagse of Admini-
stration

Tax deductible
when money paid
out. Must be
kept in book-~
keeping units.

Not tax
deductible

Not tax
deductible

Details
normally
done by the
CONPAany .
Common stock
generally
offered.

Firm usuaelly free
of administrative
details. Eandled
by stock brcoker.
(Only nominal
Service Charge).
Works on before
tax-earning dollars

g2
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