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Incentive Stock Options

An option is a contract that provides its holder the right to purchase a certain amount of equity or common stock of a company at a fixed price called the strike price. An option contract does not grant the holder with any statutory or non-statutory rights until it is exercised and the option holder becomes an equity or stock holder. Unless the company’s stock price appreciates to a level that exceeds the option contract’s strike price before expiration of the contract the holder will have no immediate financial incentive to exercise the option and as such some options may never be exercised.

If the employee receives options, the employee generally will not realize an immediate income tax liability as of the date of grant provided that the strike price of the option is at or above fair market value as of that date. Once the employee exercises the option, however, the employee will likely realize ordinary income equal to the value of the exercised options.  The difference between the strike price of the option and the fair market value of the stock as of the date of exercise would be recognized as capital gains (or loss) when the stock is sold. If the option is exercised and the stock is held over to a future tax year the employee may be subject to Alternative Minimum Tax (AMT) on the difference between the option strike price and the fair market value of the stock. If the equity received upon exercise of the option is subject to a substantial risk of forfeiture though, the employee is not required to recognize any taxable income until the equity is vested. 
The employer can subject the options grant to a “substantial risk of forfeiture.” This means that options contract will be forfeited in the event that the employee’s employment ends prior to the end of the vesting period (typically two to four years). Vesting provisions are usually prorated over time. Vesting schedules entice employees to continue their employment with the employer. The employer can use a vesting schedule to condition vesting upon on any number of factors, including certain performance criteria or simply the continued employment with the employer. If the employee fails to meet the specified performance criteria or terminates his or her employment, the employee’s “non-vested” options will be forfeited. 
Equity incentive plans and buy/sell agreements can be structured in any number of ways in order to achieve the employer’s and the employee’s objectives. Careful planning must be undertaken in order to avoid adverse tax consequences and to ensure that any favorable tax treatment that is available is achieved, while simultaneously using these plans to attract, retain and motivate the best and brightest. 
The biggest surprise for me regarding incentive stock options is the Alternative Minimum Tax (AMT) obligation associated with options that were exercised (converted to stock) when the underlining stock was not sold in the same tax year that the option was exercised. The lesson I learned was that if you hold the stock until a future tax year the AMT liability associated with exercising options and not selling the stock in the same tax year can be onerous.
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