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New York Tax Treatment of Stock Options, Restricted Stock and
Stock Appreciation Rights Received by Nonresidents
and Part-Year Residents

This memorandum provides guidance on the New Y ork tax treatment of stock options, restricted
stock and stock appreciation rights received by nonresidents or part-year residentswho are or were
employed in New Y ork State. This memorandum explains the tax treatment of income, gain or loss
attributable to theseitemsfor nonresidentsand part-year residentsof New Y ork State. Also included
is an explanation of the tax treatment of these items under the New York City and Yonkers
nonresident earnings taxes.

Nonresidents
Statutory Stock Options

This section deals with statutory options within the meaning of section 421 of the Internal Revenue
Code (IRC).

The New York State Court of Appeals ruled, in Michaelson v. The New York State Tax
Commission, 67 N.Y. 2d 579 (July 8, 1986), that a nonresident individual employed in New Y ork
State who received an incentive stock option (IRC section 422), exercised the option and
subsequently sold the stock at again, would be subject to New Y ork State personal income tax only
on that portion of the gain that represented the difference between the option price and the fair
market value of the stock at the time the option was exercised. The court held that this difference
constituted compensation for services performed in New Y ork State. Any further appreciationinthe
value of the stock after the exercise date was investment income not taxable to a nonresident.

The court further held that, although the compensation eement of an incentive stock option is
realized on the date the option is exercised, the compensation amount is not taxable for New Y ork
State purposes until the income or gain is recognized for federal income tax purposes upon the sde
of the stock. If the stock has been held for the required holding period to qualify as a long-term
capital gain, the entire gain (both the gain related to the exercise of the option and the gain
attributable to the appreciationin the value of the stock after the date of exercise) istreated as capital
gain for federal and state income tax purposes.
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However, the court stated that this capital gain treatment does not mean that the employee did not
redize compensation at the time of exercise, but merely that the compensation, when later
recognized, isrecognized as capital gain. Accordingly, the amount of capital gain that representsthe
compensationelement isconsidered gain derived fromNew Y ork State sourcesand issubject to New
Y ork State tax when recognized for federal income tax purposes.

Note: For purposes of determining the amount of compensation under the above rules, options that
are redeemed or canceled in exchange for cash or property aretreated asif they had been exercised
on the date of the redemption or cancellation.

Although Michael son resolved the issue concerning the total compensation that may be includable
in the New Y ork source incomel of a nonresident, the court did not address how the total amount
should be alocated for New Y ork purposes if the employee performs (or performed) services both
insde and outside the state. Since the court determined that compensation constitutes the
appreciation in the value of the stock from the date of grant to the date of exercise, that period is
considered the period over which the employee's performance of services will be measured
(compensable period).

Therefore, based upon sections 132.4(c) and 132.18 of the Personal Income Tax Regulations, it is
the Tax Department's position that any alocation must be based on the alocation applicable to
regular (non-option) compensation received by the employee during the compensable period. The
allocationiscomputed by multiplying the compensation attributabl e to the option by afractionwhose
numerator is the total days worked by the employee inside New Y ork State during the compensable
period, and whose denominator isthe total days worked by the employee both insde and outside the
state during the compensable period. However, if an employee exercises an option after terminating
employment with the employer who granted the option, the compensable period, and therefore the
alocation, islimited to the days worked inside and outside the state during the period fromthe date
of grant to the date employment ceases.

! New York source income is the numerator of the fraction used to compute the income
percentage. The denominator of the income percentage is the taxpayer's New Y ork adjusted gross
income, computed as if the taxpayer were a resident. The income percentage is applied to the
taxpayer's tax, computed as if aresident, to determine the New Y ork State tax.
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Example 1: Ray Brown, anonresident, performs services bothinsde and outside New Y ork
Statefor the XY Z corporation. On August 1, 1989, Ray was granted incentive stock options
to purchase 5,000 shares of XY Z stock for $30 per share. On July 1, 1990, when the fair
market value of the stock was $40 per share, he exercised the options and purchased the
stock for $150,000. On September 30, 1994, Ray sold the stock for $55 per share and
received $275,000. He recognized long-term capital gain for federal income tax purposes of
$125,000 [sales price ($275,000) less cost ($150,000)].

During the compensable period, beginning on the grant date (8/1/89) and ending on the
exercise date (7/1/90), Ray worked atotal of 210 days, 126 of which were worked in New
Y ork State. The amount of gain includable in Ray's 1994 New Y ork adjusted gross income,
computed asif aresident, is$125,000. The amount of gain includable in his 1994 New Y ork
source income is computed as follows:

Fair market value of stock

0N eXercise date.........ccovvvveeeeeeeereenene (5,000 shares X $40) = $ 200,000
Less: Option price of stocK..........cccceevuennee. (5,000 shares X $30) =_ 150,000
Amount of federal capital gain treated as compensation .............. $ 50,000

Allocation applicable to regular compensation
for the compensabl e period:

Daysworked in New York = 126 = 6090 ........c.ccccuveeeeiiveeeeiivneeenne X .60
Total days worked 210
Gain includable in New Y ork sourcCe inCome.........cooeeveeeeeveveeennnne. $ 30,000

Note: Even though the $30,000 capital gain is treated as compensation for New Y ork
purposes, it is still reported as long-term capital gain on Ray's New Y ork State nonresident
return. However, if in this example, Ray had not held the stock for the required holding
period to qualify as a long-term capital gain, the $30,000 would be reported as ordinary
income on his New Y ork return.

If stock acquired through an optionis subsequently sold for lessthan itsfair market vaue at the time
the option was exercised, compensation for New Y ork purposesis limited to the amount of gain
actualy recognized. Thisisthe case eventhough the taxpayer may have been deemed to haverealized
a higher amount of compensation for New Y ork purposes at the time of exercise. However, if the
stock is sold for less than the option price, no compensation is recognized and the resulting



TSB-M-95 (3) |
Income Tax
November 21, 1995

federal capital lossis not allowable in computing New Y ork source income.

Example 2: Bob Smith, a nonresident, was granted incentive options to purchase his
employer's stock at $20 per share. He exercised the options when the fair market value was
$35 per share, thusrealizing compensation of $15 per share. However, Bob subsequently sold
the stock for $30 per share, thus recognizing a capital gain of only $10 per share. The amount
Bob hasto treat as compensation for New Y ork purposesislimited to $10 per share, which
would then be subject to any allocation as previoudy described.

Example 3: Assume the same facts as example 2, except that Bob sold the stock for $15 per
share, recognizing acapital loss of $5 per share. In thisinstance, Bob does not recognize any
compensation for New Y ork purposes, and no part of the capital loss would be alowed in
computing his New Y ork source income.

Restricted Stock Plans
This section deals with restricted stock within the meaning of section 83 of the IRC.

In genera, the value of stock or other property, except for statutory stock options, received by an
employee in connection with the performance of services is taxable as compensation for federal
income tax purposes in the year the rights of the employee having the beneficia interest in the
property are transferable or are not subject to substantia risk of forfeiture (i.e., vested). However,
if the employee makes the el ection under section 83(b) of the Internal Revenue Code [section 83(b)
election], the value is taxable in the year the property is received. Furthermore, if the section 83(b)
electionisnot made and the property is subsequently sold or otherwise disposed of inanarm'slength
transactionwhile still substantially nonvested inthe employee, compensationisrecognized at thetime
of sale. Based uponthe above, the New Y ork tax treatment of compensation attributable to restricted
stock is as follows.

! If the section 83(b) election is not made -

The amount of compensation for federal and New Y ork purposes is the difference between
the fair market value of the stock at the time the stock vestsand the amount, if any, paid for
the stock by the employee. However, if the stock issold beforeit vests, compensation isthe
difference between the amount realized on the sale and the amount paid, if any, for the stock
by the employee.
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The federal compensation amount isto be allocated to New Y ork based upon the allocation
applicable to regular (non-stock) compensation received by the employee for the period
beginning with the date the stock is received and ending on the earlier of the dateit vests, the
date the employee's services terminate, or the date the stock is sold.

In addition, dividends received on the stock beforeit vestsare also considered compensation
for federal and New Y ork State purposes. The amount of thiscompensationthat isincludable
in New Y ork source income is computed by using the allocation applicable to regular (non-
stock) compensation for the entire tax year during which the dividends were declared. For
example, dividends declared in 1994 but not paid until 1995 would be includable in the
taxpayer's 1995 New Y ork source income using the 1994 allocation percentage.

If the section 83(b) election is made -

Compensation for federal and New Y ork purposes is the difference between the fair market
value of the stock on the date it is received and the amount paid for the stock by the
employee.

The compensation amount is allocated to New Y ork based upon the allocation applicable to
regular (non-stock) compensation for the entire tax year during which the stock isreceived.
However, in certain cases, the taxpayer may be required to use the aternate allocation
percentage. (See Alternate Allocation for Restricted Stock and Nonstatutory Stock Options

on page 8).

Dividends received on restricted stock where the section 83(b) election has been made are
investment income that is not taxable to a nonresident.

Example4: OnJuly 1, 1989, ABC corporation sallsto Mary Smith, anonresident, 200 shares
of ABC stock for $20 per share. At thetime of the sale, the fair market value of the stock was
$50. Under theterms of the sale, Mary must forfeit the stock if she does not remain employed
by ABC for the next five years. She does not make the section 83(b) election for federal
income tax purposes. Mary fulfillsthe terms, and on July 1, 1994, the stock becomes vested.
At thistime, the stock has afair market value of $75.
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Mary worked insde and outside New Y ork State between July 1, 1989, and July 1, 1994.
During that period, 60% of Mary's work days were in New York State. The amount of
compensation includable in Mary's 1994 New Y ork adjusted gross income, computed as if
a resident, is $11,000. The amount includable in her 1994 New Y ork source income is
computed as follows:

Fair market value of stock

WHEN VESEEA.......cceecieiececce e 200 shares X $75 = $15,000
Less: amount paid for StOCK........cceeevereeieieenesieseeiee 200 shares X $20=__ 4,000
Compensation recognized for federal and New Y ork

[NCOME LAX PUIPOSES. ... eeveeieeeeueeeieesieesteesieesseesseessseeseesseesseesseessessneesssesnsens $11,000
New York alocation for period 7/1/89 - 7/1/94..........cccoeoeiiiieiieieeeeeiene X .60
Compensation includable in New Y ork source inCome...........c.cceeveeeneennenne $ 6,600

Any further appreciation or depreciation in the value of the stock and any dividends
attributable to the stock after July 1, 1994, are not compensation for federal or state income
tax purposes. Accordingly, if these amountsare recognized for federal income tax purposes
at atime when Mary is a nonresident, they would not be includable in Mary's New Y ork
source income.

Example 5: On August 1, 1994, XY Z corporation sells to John Jones, a nonresident, 300
shares of XY Z stock for $25 per share. At the time of the sale, the fair market value of the
stock was $60 per share. John makes the section 83(b) election for federa income tax
purposes. For the entire 1994 tax year, 40% of John's work days werein New Y ork State.
The amount of compensation includable in John's 1994 New Y ork adjusted gross income,
computed asif aresident, is $10,500. The amount includable in his 1994 New Y ork source
income would be computed as follows:

Fair market value of stock

At timMeOf SAlE.....ccoeicececce e, 300 shares X $60 = $18,000
Less: amount paid for StOCK........cccevervrienieiesieseeeee 300 shares X $25 = __ 7,500
Compensation recognized for federal and New Y ork State

INCOME TAX PUIPOSES.....evveeueeereeeieeteesseesseesseesseessessseessseaseasseesseesseessesssesssens $10,500
New York alocation percentage for 1994...........oooveveeiiiniinnieenee e X .40

Compensation includable in New Y ork source inCome...........ccoceeeveevveesueenne. $ 4.200
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Any further appreciation or depreciation in the value of the stock and any dividends
attributable to the stock after August 1, 1994 are not considered compensation for federal or
state purposes. Accordingly, if these amounts are recognized for federal purposes at atime
when John isanonresident, they would not beincludable in John'sNew Y ork source income.

Stock Appreciation Rights

A stock appreciation right entitles a corporate employee to a cash payment. This cash payment is
equal to the fair market value of the corporation’s stock on the date the appreciation right was
exercised less the fair market value of the stock on the date the appreciation right was granted. This
amount representscompensationfor federal and New Y ork income tax purposes and is subject to tax
in the year the appreciation right is exercised.

Since, asin the case of statutory stock options, the appreciation in the value of the underlying stock
fromthe dateof grant to the date of exercise constitutes compensation, the amount includablein New
Y ork source income must also be based on that period. See Satutory Stock Options on page 1 for
the method of computing the amount of compensation includable in New Y ork source income.

Nonstatutory Stock Options

If a nonstatutory stock option has a readily ascertainable fair market value at the time of grant,
compensation for federal and New Y ork purposesis equal to the fair market value of the option at
the time of grant lessany amount paid for the option. The amount of compensationincludablein New
Y ork source income is computed using the all ocation applicable to regular compensation in the year
the option is granted. However, the taxpayer may be required to use the aternate allocation. See
Altemate Allocation for Restricted Sock and Nonstatutory Stock Options on page 8.

If anonstatutory stock option does not have a readily ascertainable fair market value at the time of
grant, compensation for federal and New Y ork purposes is determined in the same manner as for
statutory stock options. That is, compensationisequal to the difference between the option priceand
the fair market value of the stock at the time of exercise. Therefore, asin the case of statutory stock
options, the amount of compensation includable in New Y ork source income is generaly computed
using the allocation applicable to regular compensation received by the employee from the date of
grant to the date of exercise. See Statutory Sock Options on page 1 for detailed rules and methods
for computing the alocation. However, unlike statutory stock
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options, compensation for these options is recognized for federal and state income tax purposes at
the time of exercise and is therefore not dependent upon the subsequent sdlling price of the stock.
Accordingly, any further appreciation or depreciation in the value of the stock after the date of
exercise represents investment income or loss not includable in the New Y ork source income of a
nonresident.

Alternate Allocation for Restricted Stock and Nonstatutory Stock Options

As previoudy explained, if an employee receives restricted stock and makes the section 83(b)
election, or an employeereceives nonstatutory stock options with areadily ascertainable far market
value, the compensation istaxed for federal and New Y ork State purposes in the year of receipt. In
these cases, the amount includable in New Y ork source income is generally computed using the
allocation applicable to regular compensation for the year of receipt.

However, there may beinstanceswherethe compensation attributabl e to the stock or optionisinfact
attributable to aprior tax year or years. For example, an employer grantsnonstatutory stock options
with areadily ascertainable fair market valueto an employeein 1994 asabonusfor attaining acertain
level of performance in 1993. In this case, the compensation is attributable to services performed in
1993. Accordingly, the amount of compensation includable in a nonresident employee's 1994 New
Y ork source income must be computed using the allocation that applied to the employee's 1993
regular compensation.

Nonresident employees who qualify to use an aternate alocation method must attach to their
nonresident return afull explanation of why that method is being used. The burden of proof isupon
the employee to establish that an aternate method is proper.

Part-Year Residents

If ataxpayer has a change of New Y ork resident status during the year, the following specia rules
are used to compute the amount of compensation attributable to stock and options that isincludable
in New York source income. These rules aso apply for determining the period (resident or
nonresident) in which the compensation should be reported if a taxpayer has a change of resident
status for New York City or Yonkers tax purposes. However, see City of New York and City of
Yonkers Nonresident Eamings Taxes on page 10 if any of the amount is properly reportable in the
city nonresident period.
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Statutory Stock Options

As previoudly indicated, the amount of compensation attributable to statutory stock options is
recognized when the stock is sold and therefore it may be dependent upon the selling price of the
stock. Accordingly, the amount of compensation realized (but not recognized) upon exercise is not
an accruable itemunder section 639 of the Tax Law when ataxpayer has a change of resident status.
For moreinformation on the special accrual rules, see TSB-M-94-(9)I. Therefore, the New Y ork tax
treatment of the gain or loss when it is recognized for federal income tax purposesis dependent on
the taxpayer's resident status at the time of the sale.

If the stock is sold during aresident period, the entire gain or loss recognized for federal income tax
purposes (both the compensation element and any appreciation in the value of the stock after the
exercise date) isincludable in New Y ork adjusted grossincome, computed asif aresident, and New
Y ork source income. If the stock is sold during a nonresident period the entire federal gain or loss
isasoincludedin New Y ork adjusted grossincome, computed asif aresident. However, the amount
of any gain2 includable in New Y ork source income is limited to the compensation el ement, and any
allocationis based upon days worked inside and outside the state determined asif the taxpayer were
anonresident fromthe time the option was granted until it was exercised or employment terminated.

Example 6: Sandy Small was granted statutory stock options on August 1, 1990, when she
was a New York State resident. On April 1, 1993, while still a resident, she exercised the
options and realized compensation in the amount of $2,000.

On October 1, 1993, shechanged her resident statusfromNew Y ork to Connecticut. On June
1, 1994, while still a Connecticut resident, she sold the stock, recognizing a capital gain for
federal income tax purposes of $3,000. The $3,000 capital gain isthereforeincludable in her
New York adjusted gross income, computed as if a resident. However, since she was a

2 As previously explained, any loss on the sae of the stock is not includable in the
New Y ork source income of a nonresident. In addition, aloss is not includable in the New
Y ork source income of a part-year resident for the nonresident period.
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nonresident at the time of the sale, she uses the nonresident rulesto determine the amount of
the federal capital gain includable in her 1994 New Y ork source income. Thisis true even
though $2,000 of the capital gainisattributable to the compensation €l ement realized, but not
recognized, at the time she was a resident.

During the period August 1, 1990 - April 1, 1993, Sandy worked inside and outside New
York State. Using nonresident rules, Sandy determines that 75% of the days she worked
during the above period were worked in New Y ork State. Accordingly, Sandy must include
in her 1994 New Y ork source income $1,500 of the capital gain (75% of the compensation
portion ($2,000) of the federal capita gain.)

Restricted Stock and Nonstatutory Stock Options

As in the case of statutory options, the amount of compensation related to restricted stock and
nonstatutory options includable in New Y ork source income is dependent upon the individua's
resident status at the time the compensation is recognized for federal tax purposes. Furthermore, if
thetaxpayer changed resident statusfromresident to nonresident and the compensationisrecognized
in the nonresident period, the amount includable in New Y ork source income is computed as if the
taxpayer wereanonresident for the entireallocationperiod. Theallocationperiod for restricted stock
wherethe section 83(b) electionisnot madeisfromthe date the stock isreceived to the earlier of the
date it vests, the employee's services are terminated, or the stock is sold. The alocation period for
nonstatutory options without an ascertainable fair market valueisfromthe date of grant to the earlier
of the date of exercise or the date the employee's services terminate. In the case of restricted stock
where the section 83(b) electionismade, or for optionswithareadily ascertainable fair market value,
the allocation period is the year in which the stock or options are received, unless the aternate
allocation applies.

City of New York and City of Yonkers Nonresident Earnings Taxes

The City of New Y ork and City of Y onkersnonresident earningstaxes areimposed on an employee's
wages, as defined in section 3401 of the Internal Revenue Code, earned inside New York City
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or Yonkers, respectively.3 Section 3401 of the Internal Revenue Code defines wages subject to
withholding for federal income tax purposes.

Compensation attributable to statutory stock options does not constitute wages under section 3401.
Accordingly, compensation attributabl e to these optionsis not includable in taxable wages subject to
the city earnings taxes even though the compensation may be subject to New Y ork State tax.

In the case of restricted stock, stock appreciation rights, and nonstatutory stock options,
compensation recognized for federal income tax purposes does constitute wagesunder section 3401.
Accordingly, compensationrelated to theseitemswould beincludable in taxable wages subject to the
New Y ork City or Y onkers nonresident earnings taxes if the employee performed servicesin either
or both cities.

If the taxpayer performed services both inside and outside either city, the compensation is allocated
to the applicable city using the same rules and alocation periods that apply to nonresidents of New
Y ork State. However, the days worked inside and outside the city would be used in place of the days
worked inside and outside the state.

® The nonresident earnings taxes are also imposed on certain other items (not relative to the
issues addressed in this memorandum) that are not defined as wages under section 3401.



