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INCENTIVE STOCK OPTION (“ISO”) NONQUALIFIED STOCK OPTION (“NSO”) RESTRICTED STOCK AWARD (RSA) RESTRICTED STOCK UNITS (RSU)

DEFINITION

An incentive stock option gives you the right to acquire a certain number of shares at a 
fixed price (“exercise price”).  

Certain Requirements must be met to qualify as an ISO:
 ■ Must be written and approved by shareholders and can’t exceed 10 years in duration
 ■ Recipient must be a continuous employee from time the option is granted, except 
for a period of up to 3 months immediately following the employee’s termination of 
employment

 ■ Maximum # of shares authorized must be designated, must specify the employees 
eligible to receive ISOs, and the agreement must specify maximum # of shares that 
may be issued, the exercise price, any restrictions on exercise, if any, and the term of 
the option.

 ■ Exercise price can’t be less than the 100% of the FMV of the underlying stock subject 
to the ISO on the date of grant

 ■ Annual limitation of $100,000. Options lose ISO treatment to the extent that aggregate 
FMV of stock with respect to which ISOs are exercisable for the first time by any 
individual during any calendar year exceeds $100,000

Special Rule: If anyone owns more than 10% of the company at grant:
 ■ The exercise price must be at least 110% of the FMV at grant
 ■ The ISO cannot be exercised more than 5 years after grant

A nonqualified stock option is defined as any 
stock option other than an incentive stock 
option. They may be granted to employees, 
independent contractors, and non-employee 
directors.

A restricted stock award is a grant of stock that   
is subject to certain contractual restrictions
on its ownership and has certain vesting 
conditions, usually related to the passage of  
time and continued employment.

A restricted stock unit (or RSU) is a 
right to receive compensation in cash, 
shares of stock, or other property if a 
specific vesting condition is satisfied. 

WILL RECIPIENT 
BE SUBJECT TO 
TAX ON THE DATE 
THE AWARDS ARE 
GRANTED? WHAT 
IS THE TAXABLE 
AMOUNT?

NO. Recipient is not subject to tax upon grant of the Awards.
NO. Recipient not subject to tax upon grant of 
the Awards.

NO. unless an 83(b) election is made within 
30 days of grant date. Under Section 83(b), an 
election can be made to recognize ordinary 
income equal to the value of nonvested stock      
on the date of grant rather than when it vests. 
If the election is made, taxation on any
appreciation in the restricted stock after grant       
date is deferred and ultimately taxed at capital 
gains rates when property sold.

NO. Recipient is not subject to tax upon 
grant of the Award.  There is no transfer 
of the units. 

WILL RECIPIENT 
BE SUBJECT TO 
TAX ON THE DATE 
THE AWARDS 
VEST? WHAT IS THE 
TAXABLE AMOUNT?

NO. Recipient not be subject to tax upon the vest of the Awards.
NO. Recipient not be subject to tax upon the 
vest of the Awards.

YES. Recipient will be subject to tax when the 
stock vests if the stock is transferable and 
not subject to a ‘substantial risk of forfeiture’. 
Recipient will be subject to compensation 
taxation on the difference between the fair 
market value at vesting date(s) less any 
amount paid on grant date.

YES. The value of the shares at vesting 
is taxable as ordinary income.
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WILL RECIPIENT BE 
SUBJECT TO TAX 
ON THE DATE OF 
EXERCISE? WHAT 
IS THE TAXABLE 
AMOUNT?

NO. Recipient will not be subject to tax upon exercise.

NOTE: The exercise of ISOs that is not immediately disposed may influence the 
Alternative Minimum Tax position (“AMT”). The specific effects of the AMT will depend 
on the individual’s tax position.

YES. Recipient will be subject to tax upon 
exercise.

Recipient will be subject to compensation 
taxation on the difference between the fair 
market value on the date of exercise and the 
exercise price (“the spread”). Amount will be 
taxed as ordinary income.

DOES NOT APPLY DOES NOT APPLY

WILL RECIPIENT BE 
SUBJECT TO TAX ON 
THE DATE SHARES 
ARE SOLD? WHAT 
IS THE TAXABLE 
AMOUNT?

YES. Recipient will be subject to tax when shares are sold following exercise.

The amount and type of taxation both depend on when shares are sold.
 ■ If recipient sells the shares within one year from the date of exercise or two years 
from the date of grant, this will be considered a “disqualifying disposition”.

 ■ If recipient sells the shares after this period has passed, this will be considered a 
“qualifying disposition”.

DISQUALIFYING DISPOSITION
If shares are sold in a disqualifying disposition, recipient will be subject to compensation 
taxation on the lesser of a) the difference between the fair market value on the date 
of exercise and the exercise price (“the spread”) or b) the difference between the sale 
amount and the exercise price. This amount would be subject to compensation
taxation, similar to your salary and other compensation payments, taxable at your 
applicable marginal tax rate. The highest ordinary income rate in the US is 37%.

If the shares are held between exercise and sale, any additional sale proceeds would 
be taxable as capital gains and will depend on whether the shares have been held for a 
year following exercise. Short-term capital gains are generally taxed at marginal income 
tax rates (up to 37%). Long-term capital gains are taxed up to 20%.

QUALIFYING DISPOSITION
If the necessary holding period requirements for a qualifying disposition are met, the 
entire gain from the sale (i.e., sale proceeds minus the exercise price) would be subject 
to taxation at that time. This amount will generally be subject to long-term capital gains 
taxation, which is taxed at up to 20%. No amount would be subject to ordinary income 
taxation.

YES. The entire gain (sales proceeds less 
adjusted basis in stock) from the sale will be 
subject to taxation at that time. The amount 
will subject to capital gains taxation. Short-
term capital gains are generally taxed at 
marginal income tax rates (up to 37%). Long-
term capital gains are taxed up to 20%. No 
amount would be subject to ordinary income 
taxation. This amount must be reported on 
Schedule D of your tax return.

YES. The entire gain (sales proceeds less 
adjusted basis in stock) from the sale will be 
subject to taxation at that time. The amount 
will subject to capital gains taxation. Short-
term capital gains are generally taxed at 
marginal income tax rates (up to 37%). Long-
term capital gains are taxed up to 20%. No 
amount would be subject to ordinary income 
taxation. This amount must be reported on 
Schedule D of your tax return.

YES. The entire gain (sales proceeds 
less adjusted basis in stock) from the 
sale will be subject to taxation at that 
time. The amount will subject to capital 
gains taxation. Short-term capital gains 
are generally taxed at marginal income 
tax rates (up to 37%). Long-term capital 
gains are taxed up to 20%. No amount 
would be subject to ordinary income 
taxation. This amount must be reported 
on Schedule D of your tax return.
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IS RECIPIENT 
LIABLE TO PAY 
ANY SOCIAL TAXES 
ON THE TAXABLE 
AMOUNT?

NO. Recipient will not be subject to FICA (Social Security or Medicare) taxes on exercise 
of options or sale of shares. This would be the case even if the shares are subject to 
compensation taxation upon a disqualifying disposition.

YES. Employers are required to deduct 
and withhold income and FICA taxes from 
employees’ wages on the exercise of an NSO.

**For amounts characterized as capital gains 
(e.g., upon a qualifying disposition), the Net 
Investment Income Tax of 3.8% may apply if 
annual gross income is in excess of $200,000 
for single taxpayer or $250,000 for married 
filing jointly taxpayer.

YES. The recipient is liable to pay FICA tax on 
the taxable amount.

YES. The recipient is liable to pay FICA 
tax on the taxable amount. This is paid 
at the vesting period.

IS THE COMPANY 
REQUIRED TO 
WITHHOLD INCOME 
OR SOCIAL TAXES 
FROM THE TAXABLE 
AMOUNT?

NO. The Company will not be required to withhold income taxes on any exercise or 
sale of shares, even if an amount is considered compensation upon a disqualifying 
disposition.

YES. The Company is obligated to withhold 
income and FICA taxes on the difference 
between the FMV of the stock exercised and 
the exercise price of the stock.

YES. The Company is required to withhold 
income and FICA taxes from the taxable 
amount.

YES. The Company is required to 
withhold income and FICA taxes from 
the taxable amount.

IS THE COMPANY 
REQUIRED TO 
REPORT THE 
TAXABLE INCOME 
AND/OR THE TAX 
PAID TO THE TAX 
AUTHORITIES?

YES. The Company is required to report the exercise of ISOs on Form 3921 (regardless 
if the shares are sold or held). Upon a disqualifying disposition, the Company will 
report the spread on exercise in your Form W-2 as additional wages. Because no taxes 
were withheld on this amount, additional taxes may be required for the recipient. 
The Company will generally not provide additional reporting related to capital gains. 
In a qualifying disposition, the full gain would generally constitute capital gains. In a 
disqualifying disposition, only the gain between exercise and sale would constitute 
capital gains.

YES. The Company is required to report 
the exercise of NSOs as compensation on 
Forms W-2 (box 1, 3, 5 and 12), and 1099 as 
applicable. 

YES. The Company is required to report the 
taxable income on Form W-2, and 1099 as 
applicable.

YES. The Company is required to report 
the taxable income on Form W-2, and 
1099 as applicable.

WILL RECIPIENT 
BE REQUIRED 
TO REPORT THE 
TAXABLE AMOUNT?

YES. Recipient will be required to report income from the sale of shares on the annual 
tax filing for the year. For qualifying dispositions, the amount would generally be 
reported as capital gains on schedule D. For disqualifying dispositions, the spread on 
exercise amount will show up on Form W-2 as additional wages, as noted above. If the 
shares have increased in value between exercise and sale, any capital gains would be 
separately reported on Schedule D.

YES. Recipient will be required to report the 
exercise of shares on the annual tax filing for 
the year as ordinary income. The sale of shares 
is reported as capital gains on Schedule D. 
 

YES. Recipient will be required to report the 
taxable amount from vesting on the annual tax 
filing for the year.

YES. Recipient will be required to 
report the taxable amount from vesting 
on the annual tax filing for the year.

DOES THE COMPANY 
RECEIVE A TAX 
DEDUCTION? IF SO, 
WHEN?

In a qualifying disposition, the Company does not receive a tax deduction when the stock 
is sold. In a disqualifying disposition, the Company takes a tax deduction in the year of 
the disposition equal to the ordinary income recognized by the employee.

YES. The Company takes a tax deduction in 
the year of the exercise equal to the income 
recognized by the employee.   
   

YES. The Company takes a tax deduction in the 
year the income is recognized by the employee.

YES. The Company takes a tax 
deduction in the year the income is 
recognized by the employee.
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SUMMARY OF ASC-
740 TREATMENT 
(AMOUNT EXPENSED 
ON THE BOOK 
INCOME STATEMENT 
LESS AMOUNT 
ALLOWED TO BE 
DEDUCTED FOR TAX 
PURPOSES)

PERMANENT DIFFERENCE

Book Treatment — Generally, when ISOs are granted, compensation expense is booked in an 
amount equal to the fair value of the option on date of grant times the number of vested options 
granted (nonvested options will book as compensation as they vest, or performance occurs). At the 
date of exercise, common stock and APIC are credited.

Tax Treatment — No employer deduction is allowed for ISOs unless there is a disqualifying disposi-
tion of the ISO. If a disqualifying disposition occurs, the employee recognizes ordinary income in an 
amount equal to the fair market value of the stock on the date of exercise minus the exercise price. 
The employer would be allowed a deduction for the same amount at that time.

TEMPORARY DIFFERENCE

Book Treatment — Generally, when NSOs are grant-
ed, compensation expense is booked in an amount 
equal to the fair value of the option on date of grant 
times the number of vested options granted (non-
vested options will book as compensation as they 
vest, or performance occurs). At the date of exercise, 
common stock and APIC are credited.

Tax Treatment — NSOs are generally taxed to the 
employee upon exercise. The amount of income is 
the difference between the fair market value of the 
stock and the exercise price the employee paid for it. 
The Company would get a corresponding compensa-
tion deduction.

TEMPORARY DIFFERENCE

Book Treatment — Restricted stock is expensed as 
compensation for the fair value of the stock as it 
vests (or is earned through service).

Tax Treatment — As long as the restricted stock is 
nontransferable and subject to a ‘substantial risk 
of forfeiture’, an employee won’t recognize income 
until the risk lapses. If the vesting of the stock is 
conditioned on the performance of future services, 
a substantial risk exists. Thus, in the case of stock 
vesting incrementally over time and the performance 
of services, the em-ployee will
recognize income at each such increment when the 
stock becomes fully owned. The amount of in-come 
(which is subject to withholding in a method speci-
fied in the stock agreement) equals the
fair market value of the stock at the time it vests 
times the number of shares vested during that 
particular increment of time. The Company will be 
allowed a corresponding compensation deduc-tion 
at the same time the income is recognized by the 
employee.

* If an 83(b) election is made, the tax deduction is 
rec-ognized on the date the awards were granted.

TEMPORARY DIFFERENCE

Book Treatment — Restricted stock is 
expensed as compensation for the fair value 
of the stock as it vests (or is earned through 
service).

Tax Treatment — RSUs are generally taxed 
to the employee upon vest. The amount of 
income equals the fair market value of the 
stock at the time it vests times the number 
of shares vested during that increment of 
time. The Company would get a correspond-
ing compensation deduction.

* If an 83(b) election is made, the tax deduc-
tion is recognized on the date the awards 
were granted
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