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5. 1 WOJCIECH GRABOWSKI, EMPLOYEE STOCK OPTIONS, PAYOUT POLICY, AND STOCK
RETURENS: SHAREHOLDERS AND OPTIONHOLDERS IN LARGE U.S. TECHONOLOGY
CORPORATIONS (POLISH STUDIES IN ECONOMICS) 9 (2012) ( “Among many other phenomena,
over the last three decades we witnessed a broad shift in payout policy towards more repurchases
and in the compensation practice towards more stock-based pay.” ).

6. FLORIAN CORNELIS WOLFF, EMPLOYEE STOCK OPTION COMPENSATION: A BEHAVIORAL
FINANCE APPROACH 2-3 (2004) ( “While the penetration of stock option plans has been
historically high in the US, the last decade has seen the spread of such practices into continental
Europe.” ).

7. Id. at 2 ( “By now, stock option plans have become a standard part of executive compensation
in most Western industrialised countries. In 2001, it is estimated (---) that approximately between
75%~100% of the large publicly traded corporations in the US, UK, France, and Germany had stock
option plans in place.” ).

8. Id. at4 ( “This trend has led many commentators to accuse managers of enriching themselves at
the expense of shareholders as well as employees. Moving from the general to the more specific,
managers have been particularly charged with abusing stock options for their own purposes, by
making use of their lack of transparency, as well as their complexity, which make it harder for
outsiders to fully understand their implications and to control their use.” ).

9. Eric L. Johnson, Waste Not, Want Not: An Analysis of Stock Option Plans, Executive Compensation,
and the Proper Standard of Waste, 26 J. Corp. L. 145, 147 (2000) ( “The incentive stock option
(ISO) is a tax-favored stock option Congress created ‘to provide an important incentive device for
corporations to attract new management and retain the service of executives who might otherwise
leave, by providing an opportunity to acquire an interest in the business.” 7 ).

10. Carol C. Brown, Equity Based Compensation, SF09 ALI-ABA 337, 339 (2000) ( “Typically ISOs are
awarded only to management employees.” ).

1. WBRFTiE25TE » FEAIEEZM:T= - Nancy Williams Bonnett, Nonqualified Arrangements and Equity
Based Compensation, SFA2 ALI-ABA 233, 260 (2001) ( “ISOs must be granted pursuant to a
written plan that includes the aggregate number of shares which may be issued, and the employees
(or class of employees) eligible to receive options.” ).

12. ET AN BRBEEREZLEC 3ERN (FETIRER A ) R ERZRZRE 10 R (UBAEE
B/ ) {T{EZEEERE - 1d. at 260 ( “An optionee also must exercise his option within three months of
termination of employment (except in the case of death or disability, or ten years from the date of
grant, whichever first occurs.” ).

13. FTRB B R ER - RIBTHEERR ZBBER - EMPLOYEE SHARE PLANS: INTERNATIONAL
LEGAL AND TAX ISSUES, SECOND EDITION 341 n.1 (Paul Ellerman ed., 2011) ( “To qualify for
ISO status, which allows the employee to defer award income until the stock purchased with the
option is sold, the option must be granted with an exercise price that at least equals the fair market
value of the stock at the time of grant, and must meet other requirements, including shareholder
approval and limits on the term of the option, exercisability, and grant value; and upon exercise, the
acquired shares are subject to a post-exercise holding period. See 26 USC, §422 (2000).” ).

14. I.LR.C. §422:

(b) Incentive stock option.--For purposes of this part, the term “incentive stock option” means an
option granted to an individual for any reason connected with his employment by a corporation, if
granted by the employer corporation or its parent or subsidiary corporation, to purchase stock of any
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of such corporations, but only if--

(1) the option is granted pursuant to a plan which includes the aggregate number of shares which
may be issued under options and the employees (or class of employees) eligible to receive options,
and which is approved by the stockholders of the granting corporation within 12 months before or
after the date such plan is adopted;
(2) such option is granted within 10 years from the date such plan is adopted, or the date such plan
is approved by the stockholders, whichever is earlier;
(3) such option by its terms is not exercisable after the expiration of 10 years from the date such
option is granted;
(4) the option price is not less than the fair market value of the stock at the time such option is
granted;
(5) such option by its terms is not transferable by such individual otherwise than by will or the laws
of descent and distribution, and is exercisable, during his lifetime, only by him; and
(6) such individual, at the time the option is granted, does not own stock possessing more than 10
percent of the total combined voting power of all classes of stock of the employer corporation or of
its parent or subsidiary corporation.
Such term shall not include any option if (as of the time the option is granted) the terms of such
option provide that it will not be treated as an incentive stock option. Such term shall not include any
option if an election is made under section 83(i) with respect to the stock received in connection with
the exercise of such option.
15. .LR.C. §422:

(c)(4) Permissible provisions.--An option which meets the requirements of subsection (b) shall be
treated as an incentive stock option even if—

(A) the employee may pay for the stock with stock of the corporation granting the option,

(B) the employee has a right to receive property at the time of exercise of the option, or

(C) the option is subject to any condition not inconsistent with the provisions of subsection (b).
Subparagraph (B) shall apply to a transfer of property (other than cash) only if section 83 applies to
the property so transferred.

16. .LR.C. §422:

(c)(7) Fair market value.--For purposes of this section, the fair market value of stock shall be

determined without regard to any restriction other than a restriction which, by its terms, will never
lapse.

17. LR.C. §422:
(c)(1) Good faith efforts to value stock.--If a share of stock is transferred pursuant to the exercise by
an individual of an option which would fail to qualify as an incentive stock option under subsection (b)
because there was a failure in an attempt, made in good faith, to meet the requirement of subsection
(b)(4), the requirement of subsection (b)(4) shall be considered to have been met. To the extent
provided in regulations by the Secretary, a similar rule shall apply for purposes of subsection (d).

18. .LR.C. §422:
(c)(5) 10-percent shareholder rule.--Subsection (b)(6) shall not apply if at the time such option is
granted the option price is at least 110 percent of the fair market value of the stock subject to the
option and such option by its terms is not exercisable after the expiration of 5 years from the date
such option is granted.

19. LR.C. §424:

(d) Attribution of stock ownership.--For purposes of this part, in applying the percentage limitations of



sections 422(b)(6) and 423(b)(3)--
(1) the individual with respect to whom such limitation is being determined shall be considered as
owning the stock owned, directly or indirectly, by or for his brothers and sisters (whether by the
whole or half blood), spouse, ancestors, and lineal descendants; and
(2) stock owned, directly or indirectly, by or for a corporation, partnership, estate, or trust, shall be
considered as being owned proportionately by or for its shareholders, partners, or beneficiaries.
20. I.LR.C. §424(h):
(1) In general.--For purposes of this part, if the terms of any option to purchase stock are modified,
extended, or renewed, such modification, extension, or renewal shall be considered as the granting
of a new option.
21. LLR.C. §424(h):
(3) Definition of modification.--The term “modification” means any change in the terms of the
option which gives the employee additional benefits under the option, but such term shall not include
a change in the terms of the option-----
22. 1.R.C. §422(d):
(1) In general.--To the extent that the aggregate fair market value of stock with respect to which
incentive stock options (determined without regard to this subsection) are exercisable for the 1st time
by any individual during any calendar year (under all plans of the individual’ s employer corporation
and its parent and subsidiary corporations) exceeds $100,000, such options shall be treated as
options which are not incentive stock options.
TEHAR I F BB A RIS - (RIBBEE 2802 - See Bonnett, supra note 11, at 260 ( “ISO is
exercisable (determined as of the date of grant) for the first time by an employee during any calendar
year, to $100,000.00. Amounts in excess of the limit will be treated as non-1SOs.” ).
23. I.LR.C. §422(d):
(3) Determination of fair market value.--For purposes of paragraph (1), the fair market value of any
stock shall be determined as of the time the option with respect to such stock is granted.
24.49 |LR.C. §422:

(a) In general.--Section 421(a) shall apply with respect to the transfer of a share of stock to an
individual pursuant to his exercise of an incentive stock option if--

(1) no disposition of such share is made by him within 2 years from the date of the granting of the
option nor within 1 year after the transfer of such share to him, and

(2) at all times during the period beginning on the date of the granting of the option and ending

on the day 3 months before the date of such exercise, such individual was an employee of either
the corporation granting such option, a parent or subsidiary corporation of such corporation, or a
corporation or a parent or subsidiary corporation of such corporation issuing or assuming a stock
option in a transaction to which section 424(a) [Corporate reorganizations, liquidations, etc.]applies.

25. I.LR.C. §421:
(c) Exercise by estate.--

(1) In general.--If an option to which this part applies is exercised after the death of the employee

by the estate of the decedent, or by a person who acquired the right to exercise such option by

bequest or inheritance or by reason of the death of the decedent, the provisions of subsection (a)

shall apply to the same extent as if the option had been exercised by the decedent, except that--
(A) the holding period and employment requirements of sections 422(a) and 423(a) shall not
apply, and
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26. |.R.C. §421:

(b) Effect of disqualifying disposition.--If the transfer of a share of stock to an individual pursuant to
his exercise of an option would otherwise meet the requirements of section 422(a) or 423(a) except
that there is a failure to meet any of the holding period requirements of section 422(a)(1) or 423(a)
(1), then any increase in the income of such individual or deduction from the income of his employer
corporation for the taxable year in which such exercise occurred attributable to such disposition, shall
be treated as an increase in income or a deduction from income in the taxable year of such individual
or of such employer corporation in which such disposition occurred. No amount shall be required to
be deducted and withheld under chapter 24 with respect to any increase in income attributable to a
disposition described in the preceding sentence.
27. 1.R.C. §424(c):
(1) In general.--Except as provided in paragraphs (2), (3), and (4), for purposes of this part, the term
“disposition” includes a sale, exchange, gift, or a transfer of legal title, but does not include--
(A) a transfer from a decedent to an estate or a transfer by bequest or inheritance;
(B) an exchange to which section 354, 355, 356, or 1036 (or so much of section 1031 as relates to
section 1036) applies; or
(C) a mere pledge or hypothecation.
28. I.LR.C. §424(c):
(2) Joint tenancy.--The acquisition of a share of stock in the name of the employee and another jointly
with the right of survivorship or a subsequent transfer of a share of stock into such joint ownership
shall not be deemed a disposition, but a termination of such joint tenancy (except to the extent such
employee acquires ownership of such stock) shall be treated as a disposition by him occurring at the
time such joint tenancy is terminated.

29, WABEBECHEREITE > NERBHEMETESRE THERBEZ1T/A - LR.C. § 1041 :

(a) General rule.--No gain or loss shall be recognized on a transfer of property from an individual to (or
in trust for the benefit of)--

(1) a spouse, or
(2) a former spouse, but only if the transfer is incident to the divorce.
30. I.LR.C. §424(c):

(4) Transfers between spouses or incident to divorce.--In the case of any transfer described in
subsection (a) of section 1041--

(A) such transfer shall not be treated as a disposition for purposes of this part, and

(B) the same tax treatment under this part with respect to the transferred property shall apply to the
transferee as would have applied to the transferor.

3. ILRERBRCYERETR  NERBMEMHMERETFRERBZTR - LR.C. § 1041:

(a) General rule.--No gain or loss shall be recognized on a transfer of property from an individual to (or
in trust for the benefit of)--

(1) a spouse, or
(2) a former spouse, but only if the transfer is incident to the divorce.
32. I.LR.C. §424(c):

(4) Transfers between spouses or incident to divorce.--In the case of any transfer described in
subsection (a) of section 1041--

(A) such transfer shall not be treated as a disposition for purposes of this part, and

(B) the same tax treatment under this part with respect to the transferred property shall apply to the
transferee as would have applied to the transferor.



33. I.LR.C. §421:

(a) Effect of qualifying transfer.--If a share of stock is transferred to an individual in a transfer in
respect of which the requirements of section 422(a) or 423(a) are met--

(1) no income shall result at the time of the transfer of such share to the individual upon his
exercise of the option with respect to such share;

(2) no deduction under section 162 (relating to trade or business expenses) shall be allowable at
any time to the employer corporation, a parent or subsidiary corporation of such corporation, or a
corporation issuing or assuming a stock option in a transaction to which section 424(a) applies,
with respect to the share so transferred; and

(3) no amount other than the price paid under the option shall be considered as received by any of
such corporations for the share so transferred.

34. supra note 13, at 341 n.1 ( “To qualify for ISO status, which allows the employee to defer award
income until the stock purchased with the option is sold,:-” ).

35. Bonnett, supra note 11, at 260-261 ( “As in the case of a NSO, an ISO optionee is not subject to
federal income taxation at the time of grant. Unlike a NSO, the ISO optionee is also not subject to
federal income taxation at the time of exercise. |.R.C. § 421(a). However, the difference between
the option price and the fair market value of the stock on the date the option is exercised (although
not taxable upon exercise) is an item of tax preference to the optionee, and may result in alternative
minimum tax liability. If all applicable requirements of the IRC are met, the optionee will be taxed
at the time of the sale of the stock at capital gains rates on the difference between the option price
and the amount realized upon such sale. If the holding requirements (no disposition by the optionee
within two years from the date of grant, and one year from the date of transfer) are not satisfied at
the time of disposition of the stock, the optionee will be subject to ordinary income tax in the year
of this disqualifying disposition. In such situation the optionee is taxed on the difference between
the fair market value of the stock at the time of exercise and the option price. I.R.C. § 421(b). Any
appreciation realized on the sale of the stock measured from the date of exercise is taxed at long or
short term capital gains rates, to the extent applicable. .R.C. § 83(a).” ).

36. Calvin H. Johnson, Taxing the Consumption of Capital Gains, 28 Va. Tax Rev. 477, 478 (2009) ( “The
tax law gives a lower tax rate to capital gains, under the unstated assumption that capital gains will
be reinvested. Capital gains are the gains from sale of investment property held for the required
amount of time. When first adopted in 1921, the lower capital gain rate was 12% at a time when
ordinary income was taxed at up to a 54% rate. Under current law, capital gains are taxed at most at
15%, whereas ordinary income is taxed at up to a 35% tax rate.” ).

37. Bonnett, supra note 11, at 261 ( “As contrasted with NSOs, the corporation is not entitled to any
deduction from gross income if all applicable requirements of the IRC are met with respect to the
sale of an ISO. IRC Section 421(b). The corporation also realizes no gain or loss upon issuance of
its stock under the ISO plan for the performance of services. However, in the event that the optionee
makes a disqualifying disposition, the corporation for whom the optionee is employed is entitled to
a deduction for compensation expense equal to the amount of ordinary income recognized by the
optionee. I.R.C. § 421(b); Prop. Treas. Reg. § 1.422A-I(b)(1).” ).

38. Id. at 261 ( “c. ISOs have the advantage of not requiring recognition of income on the part of the
optionee, as a result of exercise, unless a disqualifying disposition occurs. However, the alternative
minimum tax may be applicable, which may be effectively raised as the effective tax liability on the
ISO as contrasted with an equivalent NSO. Taxes in the year of sale are at capital gains rates.” ).

39. Matthew C. Ryan & Michal J. Halloran, Venture Capital & Public Offering Negotiation, Chapter 15:
Tax Implications of Equity-Based Compensation Programs of Portfolio Companies § 5. Options, §
B. NONQUALIFIED STOCK OPTIONS, VCPON CH 15 § 5 B (Aspen Publishers | 3rd Edition 2017
Supplement). ( “A nonqualified stock option (sometimes referred to as a nonstatutory stock option)
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40.

41.

42.

43.

44.

45.

46.

47.

48.

49.

is an option which does not satisfy the federal tax law requirements for treatment as an incentive
stock option.” )

Joseph W. Bartlett, Equity Finance: Venture Capital, Buyouts, Restructurings and Reorganizations,
Part |: Early Stage Investing, Chapter 11: Executive Compensation and Incentives, § 11.4
--NONQUALIFIED STOCK OPTIONS, EQFIN § 11.4 (Aspen Publishers | 2nd Edition 2018
Cumulative Supplement) ( “Nonqualified stock options (NSOs) are “nonqualified” in the sense
that they do not meet the requirements of § 422”7 ).

Tax and Accounting Deductions, Chapter 10: Compensation, Key Issue 10G: Compensating
Employees with Nonqualified Stock Options., 1120 Deskbook Key Iss 10G (Twenty-seventh Edition
(October 2017)) ( “Stock options fit into two broad categories—statutory or qualified stock options
and nonstatutory or nonqualified stock options (NQSOs). Qualified stock options, also known as
incentive stock options (ISOs), must meet certain statutory requirements outlined in IRC Sec.
422(b). (See Key Issue 10H for further discussion of ISOs.) Nonqualified stock options include all
other stock options not meeting the statutory requirements.” ).

Jeffrey D. Mamorsky, Employee Benefits Handbook, Part VI. Specialized Plans, Chapter 56. Stock
Acquisition Plans for Executives, Il. Plan Alternatives, § 56:12.Nonqualified stock options—

In general, 2 Employee Benefits Handbook § 56:12 (Employee Benefits Handbook | June 2018
Update) ( “A nonqualified stock option ( “NSO” ) is a compensatory stock option that does not
meet the requirements of Code Section 422.” ).

Bonnett, supra note 11, at 258 ( “NSOs may be issued pursuant to a plan, or individually, as
approved by the corporation’ s board of directors.” ).

Id. at 260 ( “The primary disadvantage to the optionee is that he has no benefit upon the grant of
the NSO, and may never have the opportunity to exercise his option if his employment is terminated
prior to the vesting date. The ultimate value of the option to the optionee is entirely dependent upon
the market.” ).

Brown, supra note 10, at 339 ( “NSOs are not subject to the same restrictions as ISOs, so they
offer greater flexibility.” ).

Johnson, supra note 9, at 147-148 ( “A nonqualified stock option (NQSO) is the more flexible type
of stock option. A NQSO does not have to comply with the requirements that are demanded of an
ISO. Basically, the company has total discretion as to what the exercise price will be, how long

an employee must wait to exercise it, the employee’ s work status, and various other matters. ---
It should also be noted that a company, although not required, may place restrictions on an NQSO
that make it resemble an 1SO.” ).

Mamorsky, supra note 42 ( “ISOs and NSOs are governed by different tax rules. The key differences
between them are: 1) the exercise of an ISO will never be a taxable event, whereas the exercise of
an NSO will be a taxable event; and 2) if the holding period requirements are all met, all of the gain
on an ISO will be capital gain, whereas only the gain occurring after the recognition of the NSO gain
will qualify for capital gain tax treatment. Unlike ISOs, NSOs can be granted to individuals other than
employees of the company such as consultants and non-employee directors With a NSO, the option
holder is taxed when the shares are exercised. There is no deferral of tax as with an ISO.” ).

Ryan & Halloran, supra note 39 ( “Generally, an optionee does not recognize any income at the
time a nonqualified option is granted.” ).

Jere D. McGaffey, McGaffey Legal Forms with Tax Analysis, Chapter 7. Stock Options, Analysis,

§ 7:7. Nonqualified stock option tax treatment, 1A McGaffey Leg. Fms. With Tax Analysis § 7:7
(Westlaw 2018) ( “In the case of an option that is not taxed as an incentive stock option, the
employee is not taxed upon the grant of the option unless there is a readily ascertainable market
value for the option. However, normally such options are nontransferable, so there can be no readily
ascertainable market value; and, even if they are transferable, the Service will take the position that
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60.

the market value of such option cannot be determined.” ).

Bonnett, supra note 11, at 258 ( “a. An employee will not be taxed upon the grant or vesting of a
NSO if (i) the option does not have a readily ascertainable fair market value, and (ii) the grant of the
option does not constitute a transfer of the underlying stock. I.R.C. § 83(e)(3)-(4). Even if an option
has a readily ascertainable fair market value and, thus, would constitute “property” under IRC
Section 83, the optionee will not recognize income upon the grant of the option unless the option is
presently transferable or is not subject to a substantial risk or forfeiture. Typically, NSOs are both
non-transferable and contingent upon the performance of future services.” ).

Ryan & Halloran, supra note 39 ( “The bargain element or difference ( “spread” ) between the
fair market value of the company stock on the date of exercise and the exercise price of the option,
however, is taxed as compensation income to the optionee at the time of exercise.” ).

. L.LR.C. §83:

(a) General rule.--If, in connection with the performance of services, property is transferred to any
person other than the person for whom such services are performed,---shall be included in the gross
income of the person who performed such services in the first taxable year in which the rights of

the person having the beneficial interest in such property are transferable or are not subject to a
substantial risk of forfeiture, whichever is applicable. The preceding sentence shall not apply if such
person sells or otherwise disposes of such property in an arm’ s length transaction before his rights
in such property become transferable or not subject to a substantial risk of forfeiture.

. Bartlett, supra note 40 ( “Unlike incentive stock options, the holder will realize ordinary income

upon exercise equal to the excess of the fair market value of the stock received (as of the date such
stock is free of substantial risk of forfeiture or becomes transferable, according to § 83 of the Code)
over the value of the consideration paid---. The holder’ s compensation is not a tax preference item
for purposes of the alternative minimum tax.” ).

McGaffey, supra note 49 ( “The employee is taxed at the time of exercise at ordinary rates to the
extent the fair market value of the shares at such date exceeded the option price.” ).

Id. ( “Furthermore, the income generated upon exercise of such options is subject to withholding
tax.” ).

Id. ( “Withholding may be accomplished by withholding the number of shares to be issued. Under
the SEC rules, it appears possible to amend a plan to provide for such a feature without stockholder
approval. The election to withhold shares must be made under SEC rules during the quarterly ten-
day window period or six months prior to the date the option becomes taxable.” ).

Ryan & Halloran, supra note 39 ( “In the case of a nonqualified option on stock which has
appreciated substantially in value since the date the option was granted, the amount of taxable
income to the optionee--and, in the case of an employee, the amount of tax required to be withheld
on exercise of the option--may be significant.” ).

McGaffey, supra note 49 ( “Unfortunately, however, the tax incidence occurs upon exercise of a
nonqualified option even though the employee does not have cash with which to pay for the shares
at such time.).

Id. ( “The tax imposed may necessitate the employee’ s selling some or all of the employee’ s
shares shortly after exercise. The employee has had the cash outlay of both exercising the option
and the tax expense thereon.” ).

Bonnett, supra note 11, at 258-259 ( “An NSO optionee whose stock is subject to a substantial risk
of forfeiture may elect to be taxed at the time of exercise, as if the stock received were not subject
to the substantial risk of forfeiture, by filing an “83(b) election” with the Internal Revenue Service
within 30 days of acquiring the stock upon exercise of the option. [Thus the optionee may establish
the amount of ordinary income tax liability, with any appreciation of the stock value subsequent to
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the exercise date taxed as. Filing an 83(b) election gives an insider the flexibility to determine the
timing and amount of his tax liability prior to the lapse of actual restrictions, and deferring taxation
on appreciation prior to the lapse of restrictions. If an 83(b) election is not filed, an insider will
effectively be taxed on any appreciation of the stock from the time the NSO was granted to the date
when all restrictions on the stock received lapse.]” ).

61. Id. at 258 ( “Upon the sale of stock by the optionee, the difference between the amount realized
on the sale and the fair market value of the stock on the day the option was exercised is taxable as
capital gain.” ).

62. McGaffey, supra note 49 ( “The employee does receive a tax basis in the shares equal to the fair
market value at the time of exercise upon which the employee has paid tax, and any subsequent
appreciation will be taxed at capital gain rates.”

63. Bonnett, supra note 11, at 259-260 ( “NSOs ---Additionally, while the optionee will recognize no
income at the time of grant, the corporation (a) incurs no cash expense, (b) receives a tax reduction
upon the exercise of the option, and (c) (if granted at fair market value) there is no corresponding
charge to earnings.” ).

64. McGaffey, supra note 49 ( “However, it seems likely that an option can be issued at less than fair
market value as long as the option price is at least 25% of value. Much larger discounts have been
treated as options.” ).

65. Bartlett, supra note 40 ( “Without incurring cash expense, the employer will be entitled to a
business expense deduction equal to the amount of compensation taxable to the employee.” ). I.R.C.
§ 83:

(h) Deduction by employer.--In the case of a transfer of property to which this section applies or a
cancellation of a restriction described in subsection (d), there shall be allowed as a deduction under
section 162, to the person for whom were performed the services in connection with which such
property was transferred, an amount equal to the amount included under subsection (a), (b), or (d)(2)
in the gross income of the person who performed such services. Such deduction shall be allowed for
the taxable year of such person in which or with which ends the taxable year in which such amount is
included in the gross income of the person who performed such services.

66. McGaffey, supra note 49 ( “In a situation in which the employee is an employee of a subsidiary
and the parent stock is issued, presumably the subsidiary receives the deduction as the Service
has ruled that when a parent or shareholder of a parent transfers parent stock to an employee of a
subsidiary, the subsidiary is entitled to deduction for compensation under Section 83.” ).

67. 1d. ( “In addition to the possible advantages to an employee of a nonqualified option, a corporation
receives a deduction for the amount which the employee must include in income. It has been held
that the spread on nonqualified options constitutes wages for claiming research credit under Section
41. Thus, the benefits to the corporation are substantially greater than under a qualified option.
Therefore, the employer may provide additional benefits to the employee to provide cash to reduce
the employee’ s tax burden upon exercise.” ).

68. Id. ( “In the case of a holder who is subject to Section 16(b) of the Securities and Exchange Act of
1934 because of being an officer or director, it will be deemed that it is subject to a risk of forfeiture
until the period of time of 16(b), namely six months, has expired and thus the income will be
measured on the value six months after the date of exercise compared to the option price unless the
employee elects to disregard the restriction and treat it as received at the time of exercise. However,
the vesting is not delayed by reason of the holder having inside information and being the subject of
Rule 10b-5 limitation on sale.” ).

69. .LR.C. §423:
(b) Employee stock purchase plan.--For purposes of this part, the term “employee stock purchase



plan” means a plan which meets the following requirements:

(1) the plan provides that options are to be granted only to employees of the employer corporation or
of its parent or subsidiary corporation to purchase stock in any such corporation;

(2) such plan is approved by the stockholders of the granting corporation within 12 months before or
after the date such plan is adopted;

(3) under the terms of the plan, no employee can be granted an option if such employee, immediately
after the option is granted, owns stock possessing 5 percent or more of the total combined voting
power or value of all classes of stock of the employer corporation or of its parent or subsidiary
corporation. For purposes of this paragraph, the rules of section 424(d) shall apply in determining
the stock ownership of an individual, and stock which the employee may purchase under outstanding
options shall be treated as stock owned by the employee;

(4) under the terms of the plan, options are to be granted to all employees of any corporation whose
employees are granted any of such options by reason of their employment by such corporation,
except that there may be excluded--

(A) employees who have been employed less than 2 years,
(B) employees whose customary employment is 20 hours or less per week,

(C) employees whose customary employment is for not more than 5 months in any calendar year,
and

(D) highly compensated employees (within the meaning of section 414(q));

(5) under the terms of the plan, all employees granted such options shall have the same rights
and privileges, except that the amount of stock which may be purchased by any employee under
such option may bear a uniform relationship to the total compensation, or the basic or regular
rate of compensation, of employees, the plan may provide that no employee may purchase more
than a maximum amount of stock fixed under the plan, and the rules of section 83(i) shall apply in
determining which employees have a right to make an election under such section;

(6) under the terms of the plan, the option price is not less than the lesser of--

(A) an amount equal to 85 percent of the fair market value of the stock at the time such option is
granted, or

(B) an amount which under the terms of the option may not be less than 85 percent of the fair
market value of the stock at the time such option is exercised;

(7) under the terms of the plan, such option cannot be exercised after the expiration of--

(A) 5 years from the date such option is granted if, under the terms of such plan, the option price is
to be not less than 85 percent of the fair market value of such stock at the time of the exercise of
the option, or

(B) 27 months from the date such option is granted, if the option price is not determinable in the
manner described in subparagraph (A);

(8) under the terms of the plan, no employee may be granted an option which permits his rights

to purchase stock under all such plans of his employer corporation and its parent and subsidiary
corporations to accrue at a rate which exceeds $25,000 of fair market value of such stock (determined
at the time such option is granted) for each calendar year in which such option is outstanding at any
time. For purposes of this paragraph--

(A) the right to purchase stock under an option accrues when the option (or any portion thereof)
first becomes exercisable during the calendar year;

(B) the right to purchase stock under an option accrues at the rate provided in the option, but in no
case may such rate exceed $25,000 of fair market value of such stock (determined at the time such
option is granted) for any one calendar year; and



(C) aright to purchase stock which has accrued under one option granted pursuant to the plan may
not be carried over to any other option; and
(9) under the terms of the plan, such option is not transferable by such individual otherwise than by
will or the laws of descent and distribution, and is exercisable, during his lifetime, only by him.
For purposes of paragraphs (3) to (9), inclusive, where additional terms are contained in an offering
made under a plan, such additional terms shall, with respect to options exercised under such
offering, be treated as a part of the terms of such plan.
70. I.LR.C. §423:
(d) Coordination with qualified equity grants.--An option for which an election is made under section
83(i) with respect to the stock received in connection with its exercise shall not be considered as
granted pursuant an employee stock purchase plan.
71. I.LR.C. §83:
(i) Qualified Equity Grants.--
(1) In general.--For purposes of this subtitle—
(A) Timing of inclusion.--If qualified stock is transferred to a qualified employee who makes an
election with respect to such stock under this subsection, subsection (a) shall be applied by including
the amount determined under such subsection with respect to such stock in income of the employee

in the taxable year determined under subparagraph (B) in lieu of the taxable year described in
subsection (a)[ such property are transferable or are not subject to a substantial risk of forfeiture].

72. Michael B. Snyder, HR Series | July 2018 Update, Part VI. Pensions and Qualified Plans, Chapter
35. Nondiscrimination Testing, |. Overview of Nondiscrimination Testing Rules, F. Ratio Percentage
Coverage Test, Compensation and Benefits, § 35:20.Excluded employees, 3 Compensation and
Benefits § 35:20 ( “Although different Internal Revenue Code provisions apply for purposes of
determining the excluded employees for the coverage requirements and the minimum participation
requirements, the excluded employees generally will be the same under both tests. The excluded
employees generally are:

» employees not meeting the age and service requirements of the plan,
* unionized air pilots,
* employees covered by a collective bargaining agreement, and
- certain nonresident aliens.” )
73. I.LR.C. §83:
(i) Qualified Equity Grants.--
(1) In general.--For purposes of this subtitle—

(B) Taxable year determined.--The taxable year determined under this subparagraph is the taxable
year of the employee which includes the earliest of--

(i) the first date such qualified stock becomes transferable (including, solely for purposes of this
clause, becoming transferable to the employer),

(ii) the date the employee first becomes an excluded employee,

(iii) the first date on which any stock of the corporation which issued the qualified stock becomes
readily tradable on an 