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Incentive Stock Options: Tax Benefits, AMT
Risk, and Practical Planning
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Incentive stock options (“ISOs”) can provide a meaningful tax advantage, but only if the statutory
requirements are satisfied and the shares are held for the required periods. In a qualifying
disposition, the holder generally recognizes long-term capital gain on the difference between the
sale price and the exercise price, rather than compensation income at ordinary rates. In addition,
unlike a nonqualified stock option (“NSQ”), an ISO generally does not produce regular taxable
income when exercised.

That regular-tax treatment can be misleading. For alternative minimum tax (“AMT”) purposes,
the excess of the fair market value of the shares at exercise over the exercise price (the “spread”)
generally is included in alternative minimum taxable income (“AMTI”). An employee who
exercises an ISO and continues to hold the shares may therefore owe tax before receiving any
sale proceeds. The practical question is not simply whether an ISO offers favorable tax
treatment, but whether the potential capital gain benefit justifies the associated valuation,
liquidity, and market risk.

This article summarizes the principal federal income tax rules governing ISOs and provides a
practical framework for evaluating when to exercise, whether to hold or sell the acquired shares,
and how to manage potential AMT exposure.

I. Basic ISO Requirements and Tax Treatment

An option receives ISO treatment only if it satisfies the requirements of Section 422 of the
Internal Revenue Code. Among other things, the option must be granted to an employee under a
shareholder-approved written plan, and its terms must comply with the applicable exercise-
price, term, transferability, and annual-limit rules. Selected requirements include:

e Exercise price: The exercise price generally must be at least the fair market value of the
underlying stock on the grant date.

e $100,000 limit: To the extent the aggregate grant-date fair market value of stock underlying
options that first become exercisable in a calendar year exceeds $100,000, the excess options
are treated as NSOs.

e Post-termination exercise period: An option generally must be exercised within three months
after termination of employment to retain ISO treatment, subject to special rules for disability
and death.

e Transferability: An ISO generally may not be transferred during the employee’s lifetime and
may be exercised during that period only by the employee.

Satisfying those requirements determines whether the optionis an ISO. A separate set of
holding-period rules determines the tax treatment when the acquired shares are sold. To obtain
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qualifying-disposition treatment, the employee generally must hold the shares until the later of
two years after the option grant date and one year after the exercise date. A sale before both
periods have expired is a “disqualifying disposition.” The sale remains valid, but some or all of the
gain that otherwise would have been capital gain is treated as ordinary compensation income.

1. ISO-AMT Interaction

As discussed, no income generally is recognized for regular federal income tax purposes upon
the exercise of an ISO. For AMT purposes, however, the spread between the fair market value of
the shares at exercise and the exercise price is included in AMTI. This inclusion applies even
though the shares have not been sold and the holder has received no cash.

The holder may therefore owe AMT on unrealized appreciation at exercise without
corresponding sale proceeds to fund the tax. This cash-flow mismatch is particularly significant
for private and closely held companies, where liquidity may be limited or unavailable, and when a
large spread creates meaningful potential AMT exposure.

AMT attributable to the ISO adjustment generally may generate a minimum tax credit that can
offset regular tax in a later year to the extent regular tax exceeds AMT. The credit carries
forward, but its use may be delayed for years, particularly if the taxpayer remains subject to
AMT. The credit also does not protect against a decline in the stock’s value, so tax may be paid on
appreciation that is never realized.

lllustrative Example 1:

Assume that Company A grants Employee A an incentive stock option covering 10,000 shares.
The exercise price of the option is $2 per share, and at the time Employee A exercises the option,
the fair market value of the underlying shares is $12 per share. Employee A exercises the option
in full during the year but does not sell any of the shares in that year. For purposes of this
example, it is assumed that the option qualifies as an ISO under applicable requirements.

In this scenario, the spread between the fair market value of the shares at exercise and the
exercise price is $10 per share. On an aggregate basis, the total spread is $100,000.

Below are the tax consequences in the year of exercise based on regular tax treatment and AMT
treatment:

Regular Tax

Item Treatment AMT Treatment
Income recognized at $0 $100,000 (spread included in AMTI)
exercise

R . Potential AMT liability based on
Tax liability at exercise None $100,000 inclusion
Cash received None None

The $100,000 spread is included in AMTI for the year of exercise and may cause Employee A to
owe AMT, even though no shares have been sold and no proceeds have been received. The
amount of any resulting AMT liability will depend on Employee A’s filing status, other income
and deductions, available AMT exemption, and regular tax liability for the year.

I1l. Decision Framework - ISO Exercise and AMT Exposure

The decision to exercise ISOs (and whether to hold or sell the underlying shares) requires
balancing the potential for favorable capital gain treatment against the risk of AMT exposure.
These considerations are particularly important where employment has been terminated, as
ISOs are generally subject to a limited post-termination exercise window (typically 90 days) to
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retain their favorable tax status, which can force an accelerated exercise decision without a

corresponding liquidity event. The following considerations provide a practical framework for

evaluating that decision.

Question 1: Will the shares be sold in the same tax year as exercise?

A “disqualifying disposition” occurs when an employee sells ISO shares before satisfying the
required holding periods - generally, more than two years after the option was granted and
more than one year after the option was exercised. Despite the name, the sale is not prohibited
or invalid. It simply means that the sale does not qualify for the ISO tax benefit that otherwise
allows all of the gain to be taxed as long-term capital gain. Instead, some or all of the spread at
exercise generally is taxed as ordinary compensation income. If the shares are sold in an arm’s-
length transaction for less than their fair market value at exercise, however, the ordinary income

generally is limited to the actual gain on the sale. A sale in the same tax year as exercise is a
disqualifying disposition and generally eliminates the AMT adjustment attributable to the
exercise, while giving up the potential for favorable ISO capital gain treatment. If the shares are
not sold in the same year, the holder must consider the resulting AMT implications. The example
below illustrates the tradeoff.

Illustrative Example 2:

Assume the same facts as in lllustrative Example 1: Employee A exercises an ISO for 10,000
shares at $2 per share when the shares are worth $12 per share, creating a $100,000 spread. In
both scenarios, Employee A later sells the shares for $20 per share.

The 37% ordinary income tax rate and 20% long-term capital gain rate used below are solely
illustrative. The examples do not account for the 3.8% net investment income tax, state or local
taxes, or other taxpayer-specific circumstances.

Scenario 1: Employee A exercises the ISOs and sells all shares in the same year.

Item

Shares

Exercise Price

FMV at Exercise

Sale Price

Spread at Exercise
Additional Gain
Ordinary Income Tax
Capital Gain Tax
Total Federal Tax

AMT Impact

Liquidity

Amount / Treatment

10,000

$2 per share

$12 per share

$20 per share

$100,000 (taxed as ordinary income)
$80,000 (taxed as short-term capital gain)
$100,000 x 37% = $37,000

$80,000 x 37% = $29,600

~$66,600

Generally no exercise-related AMT adjustment because the shares
are sold in the same tax year

Yes (shares sold)

Because Employee A sells the shares in the year of exercise, the sale is a disqualifying disposition.
The $100,000 spread is ordinary compensation income, while the remaining $80,000 of gain is
short-term capital gain because the shares were held for one year or less. Both amounts are
taxed at ordinary income tax rates; at an assumed 37% federal rate, the total tax is
approximately $66,600. The same-year sale generally eliminates the exercise-related AMT
adjustment and provides cash to pay the tax.

Scenario 2: Employee A exercises the ISOs and holds the shares through the required holding
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periods before selling.

Item Amount / Treatment

Shares 10,000

Exercise Price $2 per share

FMV at Exercise $12 per share

Sale Price $20 per share

Total Gain (upon sale) $180,000 (taxed as long-term capital gain)
Ordinary Income Tax 0

Capital Gain Tax $180,000 x 20% = $36,000

Federal Capital Gain Tax Upon Sale  $36,000

$100,000 included in AMTI; any resulting AMT

AMT Impact depends on Employee A’s broader tax profile

$36,000 capital gain tax upon sale, plus any AMT
Overall Federal Tax Consequences attributable to the ISO adjustment in the exercise year,
which may generate a minimum tax credit

Liquidity None at exercise (tax due before sale)

Because Employee A satisfies the ISO holding periods, the entire $180,000 gain is long-term
capital gain. At an assumed 20% federal rate, the tax upon sale is approximately $36,000. The
tradeoff is that the $100,000 spread is included in AMTI in the year of exercise and may produce
AMT before Employee A receives any sale proceeds. The amount of AMT, if any, depends on
Employee A’s overall tax profile.

AMT attributable to the ISO adjustment generally may generate a minimum tax credit that can
offset regular tax in a later year. The AMT may therefore operate primarily as a timing cost, but
use of the credit can be delayed, and the upfront liquidity burden remains.

On these assumptions, satisfying the ISO holding periods reduces the illustrated regular federal
income tax attributable to the disposition from approximately $66,600 to $36,000 - a potential
difference of $30,600 before considering AMT, the minimum tax credit, the net investment
income tax, or state and local taxes. That potential benefit must be weighed against any AMT
payable in the year of exercise, the possible delay in using the credit, and the risk that the shares
decline in value or remainilliquid before sale.

Question 2: How large is the spread at exercise?

The spread at exercise determines the amount included in AMTI, but the resulting AMT liability
depends on the holder’s overall tax profile. A relatively modest spread may produce limited or no
AMT, making it more practical to hold the shares through the applicable holding periods and
pursue long-term capital gain treatment. As the spread increases, however, so does the potential
AMT and the associated liquidity risk. A larger spread may therefore weigh in favor of a same-
year sale, a partial exercise, or staging exercises over multiple tax years.

Question 3: Can the holder fund the potential AMT liability?

Because an ISO exercise may generate AMT before the holder receives any sale proceeds, the
holder should determine whether sufficient cash is available to pay both the exercise price and
any resulting tax. The analysis should also account for the possibility that the shares may decline
invalue or remain illiquid after the tax has been paid. If that cash commitment is too high, the
holder may exercise fewer options, stage exercises over multiple tax years, or sell enough shares
inthe year of exercise to reduce or eliminate the exercise-related AMT adjustment. These
tradeoffs ultimately require balancing the potential tax benefit against the holder’s liquidity and
investment risk.
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IV. Conclusion

The potential tax advantage of an ISO is only one part of the exercise decision. A holder must
also consider the size of the spread, the resulting AMT exposure, available cash, and the risk of
holding aniilliquid or declining investment.

Liquidity planning is therefore critical. Before exercising, a holder should consider the cash
required to pay both the exercise price and any resulting AMT, the expected timing of a liquidity
event, and whether a staged exercise could spread the potential AMT exposure across multiple
tax years. The appropriate strategy will depend on the holder’s tax profile, liquidity, risk
tolerance, and expected exit timeline. In some cases, a same-year sale or other disqualifying
disposition may be preferable despite the loss of favorable ISO treatment.

For more information, please contact Joe Hunt.
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