
EQUITY PRIMER: TWO TYPES OF STOCK 

  

 

 

 

 

 

 

                                                 

 

 

 

 

 

 

COMMON STOCK                                                                   
Discounted in price when compared to common stock, because it lacks the 
additional rights & liquidation preferences of Preferred Stock Though typically 
granted to employees, investors may also buy Common Stock. 
                                                                                                                                

Valuation: The price of Common Stock is determined through a 409A. 

valuation(pursuant to Section 409A of the Internal Revenue Code. 

                                                                        

 

2 COMMON METHODS TO GRANT COMMON STOCK 

PREFERRED STOCK                                                                             
Has additional rights when compared with Common Stock (e.g., for voting for 

board member & corporate governance matters.)                                                                                         

Liquidation Preference – Upon exit, individuals who own Preferred Stock are 

paid out first and before those who hold Common Stock.                                                                                        

-Typically sold to investors. 

 

STOCK OPTIONS 
These give the employee the right to buy stock in the company at a 
fixed term and at a fixed price, also known as the strike price or 
exercise price.  The employee typically earns the right to the shares 
over a vesting period. Once the options vest, the employee can 
choose when and if to exercise them. 
 

2 TYPES OF OPTIONS 

ISOs                                                                                                                                                                                                                                                                           
A statutory option subject to the technical requirements prescribed in the Internal Revenue Code (the “Code”) which serves as a tax advantageous 
investment vehicle for employees who hold the options for a time period required by the Code:  

(1) At least one year from the date of exercise and  
(2) At least two years from the date of grant.   

Granted only to employees with the prerequisite  that the company have a written option plan that conforms with numerous requirements in the Code 
(e.g., setting forth the maximum number of shares that may be issued, identifying the class of employees eligible to receive the options, obtaining 
approval by shareholders of the company within 12 months before or after the plan’s adoption by the company’s board of directors, and a 10 year 
expiration date for the options, among other Code requirements).   
Provides an income tax benefit to employees; they will not be taxed at exercise time unless alternative minimum tax rules apply.  Rather, employees 
taxed at the long-term capital gains rate rather than ordinary income upon selling the shares in a “qualifying disposition” under the Code. 

 

NSOs – Non-statutory options do not comply with the specific requirements necessary to be ISOs. NSOs are not limited to employees and may be granted 
to consultants, non-employee directors, or anyone else providing services to the company. NSOs may be granted under an employee stock option plan or 
under a separate contract outside of a plan. (However, NSOs must be granted within a plan to be eligible for state or federal securities law exemptions.)  
NSOs do not receive favorable tax treatment; an optionee granted an NSO will be subject to income tax at the time the option is exercised, unless the 
Code provides otherwise.  The spread between the exercise price and the fair market value of the stock at time of exercise will be taxed.  Generally, the 
company will be entitled to take a tax deduction equal to the amount included in income by the optionee. 

 
 

RESTRICTED STOCK 
These are unregistered shares of ownership in your corporation and have specified restrictions. These restrictions could be lifted upon specified conditions (e.g., the 
company meets predetermined performance goals or employees stay with the company a specified period of time.  An important point: if restricted stock is 
granted outright to the employee, then the employee will need to pay taxes on the stock when it vests. This tax obligation can be very expense; it’s important the 
company provides proper disclosure of tax implications to its employees. 
 


