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Reg. Section 1.422-1(b)(3), Example 3 
Incentive stock options; general rules 

(a) Applicability of section 421(a).
(1) 

(i) Section 1.421-2(a) applies to the transfer of a share of stock to an individual
pursuant to the individual's exercise of an incentive stock option if the following
conditions are satisfied-

(A) The individual makes no disposition of such share before the later of
the expiration of the 2-year period from the date of grant of the option
pursuant to which such share was transferred, or the expiration of the 1-
year period from the date of transfer of such share to the individual; and

(B) At all times during the period beginning on the date of grant of the
option and ending on the day 3 months before the date of exercise, the
individual was an employee of either the corporation granting the option, a
related corporation of such corporation, or a corporation (or a related
corporation of such corporation) substituting or assuming a stock option in
a transaction to which §1.424-1(a) applies.

(ii) For rules relating to the disposition of shares of stock acquired pursuant to the
exercise of a statutory option, see § 1.424-1(c). For rules relating to the requisite
employment relationship, see §1.421-1(h).

(2) 
(i) The holding period requirement of section 422(a)(1), described in paragraph
(a)(1)(i)(A) of this section, does not apply to the transfer of shares by an insolvent
individual described in this paragraph (a)(2). If an insolvent individual holds a
share of stock acquired pursuant to the individual's exercise of an incentive stock
option, and if such share is transferred to a trustee, receiver, or other similar
fiduciary in any proceeding under the Bankruptcy Act or any other similar
insolvency proceeding, neither such transfer, nor any other transfer of such share
for the benefit of the individual's creditors in such proceeding is a disposition of
such share for purposes of this paragraph (a). For purposes of this paragraph
(a)(2), an individual is insolvent only if the individual's liabilities exceed the
individual's assets or the individual is unable to satisfy the individual's liabilities
as they become due. See section 422(c)(3).

(ii) A transfer by the trustee or other fiduciary that is not treated as a disposition
for purposes of this paragraph (a) may be a sale or exchange for purposes of
recognizing capital gain or loss with respect to the share transferred. For example,
if the trustee transfers the share to a creditor in an insolvency proceeding, capital
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gain or loss must be recognized by the insolvent individual to the extent of the 
difference between the amount realized from such transfer and the adjusted basis 
of such share. 

(iii) If any transfer by the trustee or other fiduciary (other than a transfer back to
the insolvent individual) is not for the exclusive benefit of the creditors in an
insolvency proceeding, then whether such transfer is a disposition of the share by
the individual for purposes of this paragraph (a) is determined under §1.424-1(c).
Similarly, if the trustee or other fiduciary transfers the share back to the insolvent
individual, any subsequent transfer of the share by such individual which is not
made in respect of the insolvency proceeding may be a disposition of the share for
purposes of this paragraph (a).

(3) If the employee exercising an option ceased employment because of permanent and
total disability, within the meaning of section 22(e)(3), 1 year is used instead of 3 months
in the employment period requirement of paragraph (a)(1)(i)(B) of this section.

(b) Failure to satisfy holding period requirements.
(1) General rule. For general rules concerning a disqualifying disposition of a share of
stock acquired pursuant to the exercise of an incentive stock option, see §1.421-2(b)(1).

(2) 
(i) Special rule. If an individual makes a disqualifying disposition of a share of
stock acquired by the exercise of an incentive stock option, and if such disposition
is a sale or exchange with respect to which a loss (if sustained) would be
recognized to the individual, then, under this paragraph (b)(2)(i), the amount
includible (determined without reduction for brokerage fees or other costs paid in
connection with the disposition) in the gross income of such individual, and
deductible from the income of the employer corporation (or a related corporation
of such corporation, or of a corporation substituting or assuming the option in a
transaction to which § 1.424-1(a) applies) as compensation attributable to the
exercise of such option, shall not exceed the excess (if any) of the amount realized
on such sale or exchange over the adjusted basis of such share. Subject to the
special rule provided by this paragraph (b)(2)(i), the amount of compensation
attributable to the exercise of the option is determined under section 83(a); see
§1.421-2(b)(1)(i).

(ii) Limitation to special rule. The special rule described in paragraph (b)(2)(i) of
this section does not apply if the disposition is a sale or exchange with respect to
which a loss (if sustained) would not be recognized by the individual. Thus, for
example, if a disqualifying disposition is a sale described in section 1091 (relating
to loss from wash sales of stock or securities), a gift (or any other transaction
which is not at arm's length), or a sale described in section 267(a)(1) (relating to
sales between related persons), the special rule described in paragraph (b)(2)(i) of
this section does not apply because a loss sustained in any such transaction would
not be recognized.

(3) Examples. The following examples illustrate the principles of this paragraph (b):



Example (1). Disqualifying disposition of vested stock. On June 1, 2006, X Corporation 
grants an incentive stock option to A, an employee of X Corporation, entitling A to 
purchase one share of X Corporation stock. On August 1, 2006, A exercises the option, 
and the share of X Corporation stock is transferred to A on that date. The option price is 
$100 (the fair market value of a share of X Corporation stock on June 1, 2006), and the 
fair market value of a share of X Corporation stock on August 1, 2006 (the date of 
transfer) is $200. The share transferred to A is transferable and not subject to a substantial 
risk of forfeiture. A makes a disqualifying disposition by selling the share on June 1, 
2007, for $250. The amount of compensation attributable to A's exercise is $100 (the 
difference between the fair market value of the share at the date of transfer, $200, and the 
amount paid for the share, $100). Because the amount realized ($250) is greater than the 
value of the share at transfer ($200), paragraph (b)(2)(i) of this section does not apply and 
thus does not affect the amount includible as compensation in A's gross income and 
deductible by X. A must include in gross income for the taxable year in which the sale 
occurred $100 as compensation and $50 as capital gain ($250, the amount realized from 
the sale, less A's basis of $200 (the $100 paid for the share plus the $100 increase in basis 
resulting from the inclusion of that amount in A's gross income as compensation 
attributable to the exercise of the option)). If the requirements of section 83(h) and §1.83-
6(a) are satisfied and the deduction is otherwise allowable under section 162, for its 
taxable year in which the disqualifying disposition occurs, X Corporation is allowed a 
deduction of $100 for compensation attributable to A's exercise of the incentive stock 
option. 

Example (2). Disqualifying disposition of unvested stock. Assume the same facts as in 
Example 1, except that the share of X Corporation stock received by A is subject to a 
substantial risk of forfeiture and not transferable for a period of six months after such 
exercise. Assume further that the fair market value of X Corporation stock is $225 on 
February 1, 2007, the date on which the six-month restriction lapses. Because section 83 
does not apply for ordinary income tax purposes on the date of exercise, A cannot make 
an effective section 83(b) election at that time (although such an election is permissible 
for alternative minimum tax purposes). Additionally, at the time of the disposition, 
section 422 and Sec. 1.422-1a) no longer apply, and thus, section 83(a) is used to 
measure the consequences of the disposition and the holding period for capital gain 
purposes begin on the vesting date, six months after exercise. The amount of 
compensation attributable to A's exercise of the option and disqualifying disposition of 
the share is $125 (the difference between the fair market value of the share on the date 
that the restriction lapsed, $225, and the amount paid for the share, $100). Because the 
amount realized ($225) is greater than the value of the share at transfer ($200), paragraph 
(b)(2)(i) of this section does not apply and thus does not affect the amount includible as 
compensation in A's gross income and deductible by X. A must include $125 of 
compensation income and $25 of capital gain in gross income for the taxable year in 
which the disposition occurs ($250, the amount realized from the sale, less A's basis of 
$225 (the $100 paid for the share plus the $125 increase in basis resulting from the 
inclusion of that amount of compensation in A's gross income)). If the requirements of 
section 83(h) and §1.83-6(a) are satisfied and the deduction is otherwise allowable under 
section 162, for its taxable year in which the disqualifying disposition occurs, X 
Corporation is allowed a deduction of $125 for the compensation attributable to A's 
exercise of the option. 



Example (3). 
(i) Disqualifying disposition and application of special rule. Assume the same
facts as in Example 1, except that A sells the share for $150 to M.

(ii) If the sale to M is a disposition that meets the requirements of paragraph
(b)(2)(i) of this section, instead of $100 which otherwise would have been
includible as compensation under §1.83-7, under paragraph (b)(2)(i) of this
section, A must include only $50 (the excess of the amount realized on such sale,
$150, over the adjusted basis of the share, $100) in gross income as compensation
attributable to the exercise of the incentive stock option. Because A's basis for the
share is $150 (the $100 which A paid for the share, plus the $50 increase in basis
resulting from the inclusion of that amount in A's gross income as compensation
attributable to the exercise of the option), A realizes no capital gain or loss as a
result of the sale. If the requirements of section 83(h) and §1.83-6(a) are satisfied
and the deduction is otherwise allowable under section 162, for its taxable year in
which the disqualifying disposition occurs, X Corporation is allowed a deduction
of $50 for the compensation attributable to A's exercise of the option and
disqualifying disposition of the share.

(iii) Assume the same facts as in paragraph (i) of this Example 3, except that 10
days after the sale to M, A purchases substantially identical stock. Because under
section 1091(a) a loss (if it were sustained on the sale) would not be recognized
on the sale, under paragraph (b)(2)(ii) of this section, the special rule described in
paragraph (b)(2)(i) of this section does not apply. A must include $100 (the
difference between the fair market value of the share on the date of transfer, $200,
and the amount paid for the share, $100) in gross income as compensation
attributable to the exercise of the option for the taxable year in which the
disqualifying disposition occurred. A recognizes no capital gain or loss on the
transaction. If the requirements of section 83(h) and §1.83-6(a) are satisfied and
the deduction is otherwise allowable under section 162, for its taxable year in
which the disqualifying disposition occurs X Corporation is allowed a $100
deduction for compensation attributable to A's exercise of the option and
disqualifying disposition of the share.

(iv) Assume the same facts as in paragraph (ii) of this Example 3, except that A
sells the share for $50. Under paragraph (b)(2)(i) of this section, A is not required
to include any amount in gross income as compensation attributable to the
exercise of the option. A is allowed a capital loss of $50 (the difference between
the amount realized on the sale, $50, and the adjusted basis of the share, $100). X
Corporation is not allowed any deduction attributable to A's exercise of the option
and disqualifying disposition of the share.

(c) Failure to satisfy employment requirement. Section 1.421-2(a) does not apply to the transfer
of a share of stock pursuant to the exercise of an incentive stock option if the employment
requirement, as determined under paragraph (a)(1)(i)(B) of this section, is not met at the time of
the exercise of such option. Consequently, the effects of such a transfer are determined under the
rules of §1.83-7. For rules relating to the employment relationship, see §1.421-1(h).




