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Introduction
This 2019 guide to healthcare and pharmaceutical stock options and awards is just that, a guide, a set of guardrails and
a structure in which to make smart decisions about stock
options and restricted stock. Over the past 20-plus years we
have advised healthcare executives working in the Greater
Chicago Area on deciding how, when, and why they may
exercise or sell their stock options and stock awards. Over
the course of that period, there have been changes in the
key priorities and objectives of the various company stock
option and restricted stock programs.
Recently, we conducted interviews with healthcare executives to determine what their key issues are and how
they are being addressed. As a result, eight major points
surfaced as key concerns and opportunities.
1. Healthcare executives are moving from one company
to another more quickly than in the past. This trend
has become more prevalent over the last decade, resulting in changes to healthcare companies’ executive compensation packages. Simply put, healthcare companies
have consolidated, merged and been divested. Thus,
the executive compensation packages have changed to
attract talent and reward executives more quickly.
2. Traditional pension plans have reduced benefits or
have been terminated. By and large, most of the
healthcare pension plans have been eliminated or
reduced. This has made it easier for executives to move
to other companies without foregoing possible future
benefits.
3. Increasingly, healthcare executives don’t have the
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necessary time to handle their personal affairs. On
average, executives work 50 to 60 hours each week
on top of raising their families, plus hours of company
travel. This results in less time to be proactive and to
take advantage of the opportunities available to them
through their various stock options and restricted stock
programs.
4. The great recession of 2008 - 2009 garnered a general
mistrust of Wall Street and, by extension, many financial advisors. Executives are more wary about who they
can trust to advise them on the various choices with
their stock options and restricted stock. This has caused
executives to miss opportunistic events to take advantage of proactively addressing their stock options and
restricted stock.
5. In the past, there were many social and work related
organizations where executives developed long-term
relationships to meet and discuss their personal finances with other executives in similar circumstances.
Group dynamics have changed in the way executives
socialize, resulting in a more insular environment.
Thus, there are fewer “meetings” where executives are
able to discuss these issues with others going through
the same type of decision-making process.
6. The ever-important planning and monitoring of cash
flow, taxes, and balance sheet have become more
volatile. The fast-paced and ever-changing healthcare
industry versus other more stable industries, requires
healthcare executives to address their wealth opportunities more quickly. Changing jobs often, every three
to five years, requires thoughtful negotiation with the
new company as it relates to their current company
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benefits combined with their personal finances.
7. One of the biggest concerns for healthcare executives
over the years has been how to fund college education
for their children. Often healthcare executives have
resorted to using their stock options and restricted
stock prematurely as the fastest and easiest way to pay
tuition bills when they appear. Opportunities exist to
plan out years in advance to allow executives the time
to appropriately exercise options to take advantage of
the growth of the stock, limit taxation upon exercise,
and ultimately optimize the amount of money received
from the stock option or restricted stock.
8. The final and most important concern that senior
healthcare executives face is the question, “When
can I retire?” Executives are uncertain whether they
have enough to retire. They are not aware of whether
current or future stock options and restricted stock will
ultimately “cash them out.” They have difficulty determining if there’s enough money between the various
programs (pension, social security, and retirement
options, and restricted stock) to retire comfortably.
In light of these observations, this guide covers the basics of
stock options and restricted stock, along with how to think
about various implementation strategies. Ultimately, thinking through and strategizing the appropriate approaches to
receiving and exercising company stock will yield greater
results, along with fully utilizing the complete stock benefit
package. Company stock will move in different directions
at different times. Taxes may be limited or reduced up to a
certain point. Smart, targeted decisions are the control side
of the equation and may be the difference between yielding good or poor results.
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What are Options?
Stock options and restricted stock are often a mystery of
complex choices. Healthcare executives struggle to understand how to effectively exercise and receive their options
and awards to capture the greatest value available from
these executive benefits.
Options and restricted stock basically fall into two groups:
deferred compensation and equity accumulation. Let me
explain. We have advised many healthcare executives
through every form of option and restricted stock over the
past two decades. Options provide for building equity with
the timing of releasing that equity determined by the executive. Restricted stock is “timed” by virtue of vesting and
looks and feels more like deferred compensation, bonus if
you prefer, than a pure stock appreciation play.
Some forms of options are no longer being offered due to
accounting and regulation changes during the mid-2000s
while others are becoming more common. To keep this
guide less technical, we’ll cover the most common options
and restricted stock, along with methodologies to exercise,
hold, and/or sell the stock.
When viewing options and restricted stock, there are several consistent questions that come up about how options
function. However, before tackling how they work, let’s
define what stock options are.
Stock options are either qualified or non-qualified. Qualified
stock options, also known as Incentive stock options (ISO),
entitle the holder to potentially favorable federal tax
treatment. This tax benefit results from ISOs being taxed
as long-term capital gains upon the sale of the exercised
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option. The ISO must first be exercised and then held for
one year before being sold to receive this potentially favorable tax treatment. One important caveat is the calculation
of the alternative minimum tax (AMT) in the year of exercise based on the value of exercised option.
Like ISOs, non-qualified stock options (NQSO) give the executive the right to buy stock at a price set upon the granting of the NQSOs. Taxes are immediately collected, along
with Social Security and Medicare, on the gross value of
the exercised option. The exercise may be “cashless,” meaning all taxes, Medicare, and Social Security are collected by
simultaneously exercising and selling the exercised option
resulting in net cash proceeds. The other choice is to receive stock, in lieu of cash, based on selling enough stock to
cover all of the tax withholding.
Stock options are typically issued over a designated timeframe, normally 10 years. The stock option grant usually
vests in thirds, quarters, or “cliff” vesting starting one year
after the grant date. The 10-year timeframe provides the
executive with a long exercise window in which to decide
how and when to exercise the option.
Table A illustrates a schedule of non-qualified stock options
awarded over a five-year period with a four-year equal
vesting schedule.
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Stock Option Key Decisions
The most important decision for exercising a stock option is
the timing of the exercise. Leverage is the most important
factor for considering at what price to exercise an option.
For instance, even a 20% downward move in a stock price
may virtually eliminate all of the equity buildup.
The second most important decision is related to the tax
exposure. Here’s a simple rule of thumb: no matter at what
price the stock is exercised, taxes do not play a significant
role as related to another possible price point. When adding up Social Security, Medicare, state and federal taxes, the
percentage withheld does not vary greatly. Why? Because
typically, the federal tax bracket dictates any incremental
taxation. However, there are times when a low executive
salary and very large net option exercise value can make
an impact, but not dramatically.
The final consideration is when to sell the stock that resulted from the exercise. With ISOs there typically is a timing issue of one year after exercise. With NQSOs it may be
selling immediately since all the taxes have been generated, resulting in little incentive to hold in respect to other
broader equity appreciation choices.
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Restricted Stock
Restricted stock has become the more prevalent benefit between issuing stock options or restricted stock due
to accounting and regulatory changes in the mid-2000s.
Specifically, the issue of restricted stock units (RSUs) has
been the most common offering. Restricted stock comes in
many flavors: stock awards, RSUs, PSUs, TSRUs, and many
others. To keep things simple, RSUs will be covered in this
guide when addressing restricted stock.
Like the stock options illustrated in Table A, RSUs may also
vest similarly (three-year, four-year, cliff vesting). For example, when vesting over four years, the first 250 units
of a 1000 RSU award may vest one year after the award
is issued. The remaining 750 shares vest equally over the
following three years. The value of each vested award on
the day it vests is the price of the stock times the number
of shares on the date the RSU vests. If the stock is worth
$40.00 on the vesting date, then the RSU is vested for
$10,000 (250 x $40.00) and taxed accordingly.
RSUs are generally considered to be a preferred alternative to a stock option in the short-term due to vesting at
the current value of the stock. Shorter time spans typically
provide more benefits with RSUs than stock options.
All things being equal, a longer waiting period is typically
required to receive the same or greater benefit from a stock
option versus restricted stock.
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Taxation of Options and Restricted Stock
When planning the exercise of options and restricted
stock, taxation of exercising and vesting needs to be considered. NQSOs and RSUs are taxed similarly, but executed differently. RSUs are automatically received and taxed
upon vesting. Social Security, Medicare, state and federal
taxes are withheld by selling the appropriate number of
shares of the vested RSU. The remaining shares are normally placed in a company-sponsored brokerage account.
NQSOs are only taxed when exercised. Therefore, the executive decides, after vesting, when that occurs over the
typical 10-year option window. This allows the executive
time to exercise the options, if applicable, in a more tax-favored approach. There may be many ways to accomplish
this based on the executive’s individual cash and tax flow
situation.
RSUs and NQSOs settle in a brokerage account a few days
after being exercised. Be aware, full taxation of the stock
has occurred, meaning the stock settling in the brokerage
account has full basis on the day received. Therefore, immediately selling the stock has a minimal tax effect.
Executives may also be awarded ISOs. Unlike NQSOs and
RSUs, ISOs, from a tax standpoint, may have no initial cost.
However, there may be a tax generated due to the AMT in
a separate tax calculation. But, there is no Social Security,
Medicare, federal or state income tax withheld. This means
there is no tax due at the point of exercising an ISO (other
than possibly an AMT when filing the federal tax return).
The AMT is calculated by taking the difference between
the exercise price and the strike price times the number of
shares exercised. The AMT calculation may be a problem
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if holding exercised stock for an extended period of time
and the stock drops dramatically in value. It is possible that
upon selling the stock there may be less proceeds than the
federal taxes paid as a result of the AMT generated. There
are many planning scenarios to consider with ISOs.
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RSUs as Deferred Compensation?
As mentioned earlier, stock options and restricted stock are
considered, for planning purposes, either deferred compensation or equity accumulation. RSUs and other restricted stock are effectively deferred compensation. There may
be confusion about this characterization since many times
stock settles in a brokerage account upon vesting. However,
the value of the stock and the taxable basis in the stock just
vested or exercised is identical, meaning virtually no tax
will be due if the vested or exercised stock is immediately
sold. Let that sink in for a little bit.
If RSUs really are considered a form of deferred compensation, taxed upon receipt, then the net cash is the preferred
method of receipt. Therefore, an additional step needs to be
taken to intentionally sell the position to receive the cash.
An obvious question may be, “Why not hold the stock until
some future date?”
There are two reasons to consider not holding the stock.
First, as illustrated in Table A, a large stock position may be
accumulating in company stock. Generally, accumulating
over a 10% position of investable assets in any one publicly traded stock is considered unwarranted due to the individual stock risk. Diversification of large equity positions is
generally considered the more prudent choice.
The second reason is the possible rapidly accumulating
embedded equity in the same held stock, including the unvested, vested, and exercisable options and restricted stock.
The executive in Exhibit A has over $500,000 of vested
and unvested positions in the company stock based on a
current price of $104.67.
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Planning Strategies with RSU Proceeds
When RSUs are viewed as deferred compensation, a clearer picture emerges about the treatment of vested RSUs.
When reviewing investing the cash proceeds there are
other possible strategies to consider. Cash proceeds may be
leveraged into additional tax deductible contributions to a
401(k) plan. They may also go towards maximizing tax deductible contributions to a health savings account (HSA),
flexible savings account (FSA), or other tax advantage vehicle (outside IRA or a 529 plan). There are many other
combinations of excellent planning strategies available to
consider, especially when leveraging the tax deduction and
tax deferred investment strategies available to executives.
The investment of NQSOs upon exercising may consider
these same strategies. NQSOs, once exercised, are virtually
identical to RSUs from a tax, diversification, and strategy
viewpoint.
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Stock Option Exercise Strategies
Intentionally exercising stock options involves two very
important considerations. The first is to exercise the option
at a high price, one of the most basic principles of when to
sell stock. The second is to be aware of the leverage afforded in an option versus an RSU when it comes to building
equity.
There’s no leverage with restricted stock or openly held
stock. With options, there is the possibility of having a
very large potential equity position that may be completely
wiped out by a large downward price move in the stock.
Remember 2001-2002 and 2007-2009? During those years
many stocks retreated over 50% from their highs, virtually
eliminating all the equity built up by many executives in
their options, especially if their options expired in the 2003
or 2009 timeframe.
Table B illustrates a comparison of the percentage gain and
loss of holding a stock or holding a stock option moving up
and down from various stock prices. The table illustrates
holding a stock position at a beginning value of $30 versus
being awarded a stock option at a $30 strike price.
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Notice how a $5 increase in the stock from $35 to $40 results in a 14.3% increase in value of the stock. The stock option has a 100% increase in value ($30 to $35 is a $5 value)
because the equity value doubles from $5 to $10 ($40 - $30
= $10). This is a phenomenal amount of leverage!
However, a drop of the stock from $40 to $35 is a minus
12.5% loss for holding the stock, but a minus 50% loss for an
unexercised stock option. Even when the stock continues
to move up in value, the leverage continues to be greater when comparing returns from holding the stock versus
the unexercised options’ embedded equity value.
What becomes very apparent with this illustration is how
the taxation of the stock option is not nearly as important
as exercising the option at a good price. Not an excellent
price, but a good price. That statement leads into the other
most important decision: when to exercise an option.
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Exercising Stock Options
To help understand the considerations for exercising a
stock option, consider the actual price action of these three
North Shore Chicago healthcare companies in Table C,
during the period 2014 through 2018. Notice how each
company’s stock does not consistently track another company’s stock. Also, each individual stock doesn’t necessarily
track the domestic stock market illustrated by the S&P 500.
Table C is covering a traditional bull stock market, generally considered the best conditions for stock appreciation.

There is much greater volatility of these three individual
stocks versus the diversified S&P 500 index. This “price action” helps illustrate why timing the exercise of the stock
option is very important. As Table B illustrated, much may
be gained or lost.
One of the most important factors in the accumulation of
wealth is addressing our behavior in the context of decision making. The social and psychological scientists call
this behavioral finance. Bad decision making comes in to
play when a variety of biases surface during the decision
making process. In order to make smart money decisions
we must first be aware of, and address, these biases before
they occur.
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As may be inferred, we need some sort of unbiased,
non-emotional indicator(s) or signal(s) to allow us to make
a good decision on exercising stock options. Without going
into too much detail, consider using many of the quantitative stock indicators available to establish triggers to exercise a stock option at a relatively high price.
We have natural biases toward the stock of the company
we work for that may delay our decision making (e.g., new
products, services, reports, etc.). We also succumb to mindsets like FOMO (fear of missing out), or “leaving too much
on the table,” or reaching for an even greater reward, or
exercising too early for fear of losing an equity position.
We may compartmentalize the results with an associated
investment or expense and many, many other cognitive
biases.
Generally (very generally) options are typically held toward
the end of their ten-year holding period. We’ve watched
many executives not exercise an option in years four, five,
and six just to watch the option become worthless by the
end of the tenth year.
As illustrated by the three stocks in Table C, there were
different times, in hindsight, to consider exercising stock
in each of these companies based on the price action that
occurred over five years of this bull market. If we assume
stock options expired by the end of 2018 for executives
working for these companies, the strategy of waiting until
the options expired worked for Stock B and Stock C, but not
for Stock A. The most important takeaway is to have a strategy for exercising options at good prices starting at least
four, five, or six years before options expire. Otherwise, a
Stock A situation may occur, resulting in a major embedded
equity reduction toward the end of the option expiration.
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Planning For a Stock Option Exercise
There are many strategies to consider in the timing and
exercising of stock options. The most important considerations are the personal, unique circumstances of the executive’s cash flow, taxes, and balance sheet, along with the
particular phase in wealth building or other mitigating and
important personal risks, goals, and objectives.
Planning is paramount. It drives the appropriate decision making with the relevant and factual circumstances.
When planning is introduced contextually with the relevant stock options and restricted stock, the appropriate
triggers, both objective and subjective, are agreed upon
and waited to be executed.
The process of planning, then analyzing, then selecting
triggers, limits the number of possible decisions and allows
for a good stock option exercise. There are many other
aspects of stock options and restricted stock not covered
in this guide. There are many resources available from
healthcare companies and through researching a variety
of internet and other available resources.
Awareness and intentional action are the most important considerations when addressing the complex world of
stock options and restricted stock.
Understanding how to think about addressing these valuable benefits is critical. Finally, planning how to take advantage of these benefits using both price appreciation and
tax advantage leverage may build wealth more quickly by
making smart, educated decisions.
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What to Do Next
You probably know the stock options provided by your
company are a valuable part of your overall package. The
hard part is knowing the right decisions to make and how
to avoid costly mistakes.
That’s where we come in. We help you navigate the complicated choices to make the most of your options.
Whenever you’re ready, here are two ways we can help you:
• Join us for our Stock Options Webinar... each month
we get together on a call to talk about the choices you
have, and the impact each could make.
• Take a look at our Stock Options Scorecard... to score
yourself on your stock options knowledge.
Most people know the decisions they make can result in
thousands of dollars difference. Now you have the help
you need to confidently tame your stock option choices.
To get started, email me at gklaben@coylefinancial.com, or
call me at (847) 441 - 5644 and we’ll take it from there.
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