Tax Tip – Stock Options

1. What is a stock option? – A stock option is the right to purchase the company’s stock in the future at a specified price called the exercise price or the strike price.  The exercise price is the fair market value of the stock on the date the option is granted.
2. What is the option agreement? – The option agreement specifies the terms of the option.  This would include the amount of options, the type of options, the exercise price, the vesting schedule and how you exercise the options.
3. What is vesting? – Vesting is the period between the date the options are granted and the date you are allowed to exercise a certain amount of options.  Vesting schedules are designed to encourage continued employment with the company.  A typical vesting schedule would allow an employee to exercise 20% of the options granted after one year of employment, and 20% after each of the next four years of employment. 
4. How do you exercise the options? – Once your options have vested, you would exercise the options by purchasing the stock from your employer.  You can purchase the shares with cash.  Another method is to arrange for a cashless exercise.  The employer usually has an arrangement with a brokerage firm that would execute a simultaneous purchase and sale of your shares.  You receive the proceeds of the sale less the exercise price and any withholding taxes and commissions.
5. Can you use stock you already own to exercise options? – Some plans allow you to swap stock you already own to exercise options.  For example, you would swap 100 shares of stock you already own with a value of $10 per share for 1000 options with an exercise price of $1.  This swap would be tax-free however, the basis of the new shares you receive can be a complex issue to resolve.
6. What types of stock options are available? – There are nonqualified stock options (NSOs) and incentive stock options (ISOs).  They are similar in the methods to exercise the options.  However, they have very different tax issues to deal with.
See next month for a discussion of nonqualified stock options.

We have experience guiding clients through the maze of stock option decisions.  For more information contact Nick Puniello at nick@cpapd.com. 

