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Can performance restricted stock units
deliver a better payday for executives?

By Seymour Burchman, Semler Brossy
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Performance Restricted
Stock Units vs. Options

R

ecent trends in the choice of long-term
incentive vehicles have driven companies
away from options to performance
restricted stock units (PRSUs). This partly stems
from ongoing pressure from proxy advisers
and some institutional investors. In one study
of S&P 1500 companies, the use of options in
all companies declined from 77.2 percent in
2009 to 63.9 percent in 2013, while the use of
performance-based equity rose from 45.5 percent
in 2009 to 68.9 percent in 2013. A leading
cause of this shift is that many organizations,
including Institutional Shareholder Services (ISS)
and Glass, Lewis & Co. LLC, consider PRSUs
performance-based, unlike options.
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... if PRSUs are paid out at target levels — which is a goal of most companies —

THEY ARE GENERALLY A BETTER AFTER-DEAL
FOR PARTICIPANTS THAN OPTIONS.

Although this is arguable, an important
question is this: Assuming an equal level of
company performance, are options or PRSUs a
better deal for executives? Recent research by
Semler Brossy Consulting Group for one of its
clients has shown that if PRSUs are paid out
at target levels — which is the goal of most
companies — they are generally a better aftertax deal for participants than options.
The analysis assumed the company’s performance and participants’ exercise patterns

Table 1

were similar to historical levels and practices.
To ensure an apples-to-apples comparison,
we also made the following assumptions:
❙❙ Once PRSUs were earned and vested at target
after a three-year performance period, after-tax
gains (paid at ordinary income tax rates along
with employment taxes — (Table 1) were reinvested in additional shares of company stock and
then sold at capital gains rates after seven years.
Any after-tax dividends earned after shares vested
were likewise reinvested in additional shares.

After-Tax Value of PRSUs vs. Options

PRSUs

OPTIONS

Grant value

$1,000,000

Grant value

$1,000,000

# Of PRSUs1

66,667

# Of options1

141,270

Gross value of shares
earned in year 3 2,3

$1,242,297

Gross value of options in year 72

$1,396,556

After-tax value of shares in year 3 4

$668,356

Value of shares in year 7 before capital
gains tax and reinvested dividends 2

$892,568

After-tax value of shares in year 7
before reinvested dividends 5

$829,677

After-tax value of reinvested dividends 6

$58,917

After-tax value of shares
and reinvested dividends

$888,594

After-tax value of options in year 74

$751,347

1
2
3
4

 ssumes the stock price on day of grant is $15. For options, also assumes a Black Scholes value of approximately 47 percent.
A
A ssumes a stock price growth rate of 7.5 percent.
A ssumes 100 percent of PRSUs are earned in a 3-year performance period.
A ssumes the following income and employment taxes: ordinary income federal tax rate of 39.6 percent, state tax rate of 4.25 percent,
Medicare tax rate of 1.45 percent (i.e., employee portion of Medicare tax on wages), and wage surtax (i.e., additional Medicare tax on
wages) of 0.9 percent.
5 A ssumes the following long-term capital gains taxes: capital gains tax rate of 20 percent, state tax rate of 4.25percent and investment
surtax (as levied in the 2010 healthcare reform act) of 3.8 percent.
6 A ssumes quarterly dividend of $0.125; dividend taxes that include dividend tax rate of 20 percent, state tax rate of 4.25 percent and
investment surtax of 3.8 percent; long-term capital gains taxes as described in footnote 5; and short-term capital gains taxes that
include short-term capital gains tax rate of 39.6 percent, state tax rate of 4.25 percent, and investment surtax of 3.8 percent.
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❙❙ Options were also exercised after seven
years, at which time gains were taxed
as ordinary income along with employment taxes and then sold immediately.
❙❙ The number of options and PRSUs
granted was based on grant date fair
value — a Black-Scholes value for
options of 47 percent, the Black-Scholes
value at the time of the analysis, which
is in line with its five-year average of
approximately 50 percent (also similar
to other large industrial companies)
and grant date price for PRSUs.
Under these assumptions, after-tax gains
to participants at the company’s historical
7.5 percent per-year stock-price growth and
seven-year exercise periods (not unreasonable for many other large U.S. industrials),
were 18 percent more for target PRSU
payouts than the gains would have been for
options. (See Figure 1.)
Further analysis revealed that if historical
holding patterns of seven years for options
were maintained, stock price growth rates
would need to be almost 25 percent higher
than historical growth rates (9.2 percent vs.
7.5 percent growth) for option gains to reach
those of PRSUs. Alternatively, if historical
stock price growth rates were maintained,
then options would have to be held almost
30 percent longer (closer to nine years
versus seven) for option gains to attain
those of PRSUs. (See Figure 2.)

We also stress-tested our
results as follows:

Figure 1
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Figure 2

After-Tax Value of PRSUs vs. Options by Assumed Option Life
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❙❙ black- scholes value: We assessed
the results if Black-Scholes values were
higher (e.g., if volatility increased or
risk-free rates were higher) so that fewer
options were granted. (See Table 2 on
page 46.) If the Black-Scholes value was
raised to 60 percent, decreasing the
number of options granted by about
30 percent, PRSUs became even more
attractive, with options needing a breakeven stock price growth rate of close to
13 percent, much higher than historical
levels. Conversely, if Black-Scholes
values dropped to 40 percent, then
PRSUs delivered about the same value
as options at 7.5 percent growth rate.
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Table 2

| 
A fter-Tax Value of PRSUs vs. Options by Varying Black-Scholes Values
OPTIONS

PRSUs

# Shares/Options

40% Black Scholes

47% Black Scholes

60% Black Scholes

166,667

141,270

111,111

$590,947

66,667

After-Tax Value in Year 7
7.5% Stock Price Growth Rate

$888,594

$886,421

$751,347

9.2% Stock Price Growth Rate

$973,417

$1,145,467

$970,919

$763,645

12.7% Stock Price Growth Rate

$1,172,725

$1,760,916

$1,492,586

$1,173,944

Table 3

| 
A fter Tax Value of PRSUs vs. Options by Varying Option Term

Stock Price
Growth Rate

7 Year Term

10 Year Term

PRSUs

OPTIONS

PRSUs

OPTIONS

7.0%

$865,016

$690,620

$1,059,947

$1,102,599

7.5%

$888,594

$751,347

$1,100,207

$1,209,626

8.0%

$912,783

$813,794

$1,142,073

$1,321,230

❙❙ option term: We also analyzed option
and PRSU gains if the time period used was
10 years (Table 3), the full option term (holding
options to term is rare). In this case, options
would in fact be as attractive or more attractive, providing similar gains to PRSUs if stock
price growth was around 7 percent, and greater
gains if stock price growth was higher.
❙❙ tax rates: Realistic changes in both
ordinary and capital gains rates had
only modest impacts on results.
So what do we learn from the analysis?
Although PRSUs are touted as more responsive
to performance than options, PRSUs likely represent a much better payday for executives than
options under most realistic scenarios, assuming
stock prices continue to perform at levels similar
to historical trends. Companies also should take
care in setting performance targets for PRSU
plans to ensure they reward stretch performance.
Finally, if PRSUs have generous upside leverage,
which is also common, then the scale is tilted
even more in favor of PRSUs versus options and
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therefore leverage curves should be carefully
tested. While there are thus sound reasons for
granting PRSUs instead of options, participants
generally get a better deal with the PRSUs.
Seymour Burchman is managing director at Semler
Brossy in Princeton, N.J. He can be contacted
at sburchman@semlerbrossy.com.
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