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Please Note:  Correct answers for each question are indicated in bold type.  After each question, the number of the page containing information relevant to answering the question is given.  When a calculation is necessary or the reasoning behind a given answer may be unclear, a brief rationale for the correct answer is also given.

Part B:  Employee Benefit Planning

Equity Options

Chapter 36:  Incentive Stock Option (ISO)

True/False

36.1
The Incentive Stock Option (ISO) provides greater deferral of taxes to the executive than a nonstatutory stock option.

36.2
The corporation granting an Incentive Stock Option (ISO) receives a tax deduction when the employee exercises the option.

36.3
To enjoy favorable tax treatment with an Incentive Stock Option (ISO), the exercise price of the option must be at least equal to the fair market value of the stock on the date the option is granted.

Answers:

36.1
True [p. 291]

36.2
False [p. 291] 

36.3
True [p. 292]

Multiple Choice

36.4
The disadvantages of an incentive stock option (ISO) include all but which of the following:

a.
recipient must pay tax when the ISO is issued

b.
the recipient must have sufficient cash to exercise the ISO

c.
the granting corporation does not receive a tax deduction at any time

d.
the plan must meet complex Internal Revenue Code rulings

e.
exercise price of an ISO must at least equal the fair market value of the stock when the option is granted

Answer: A [p. 291]

36.5
Advantages of an incentive stock option (ISO) include which of the following:

a.
ISOs do not require much, if any, outlay of cash

b.
income from the sale of stock obtained through exercise of an ISO may be eligible for capital gain treatment

c.
ISOs generate greater deferral of taxes to an executive than nonstatutory stock options

d.
all of the above

e.
only a and b

Answer: D [p. 291]

36.6
Incentive stock options are used mostly by

a.
large C corporations with public stock

b.
S corporations

c.
closely held businesses

d.
only a and b

e.
only b and c

Answer: A [p. 291]

Application

36.7
Megan Farley received $150,000 worth of Incentive Stock Option (ISO) stock in November of last year that is exercisable for the first time during the next calendar year.  Which of the following best describes the tax consequences that Megan faces as a result of the ISO?

a.
Megan is subject to federal income tax on the ISO when it is granted

b.
Megan is subject to federal income tax on the ISO when she exercises her option

c.
$50,000 of Megan’s ISO stock is treated as a non-statutory stock option

d.
a and c

e.
a and d

Answer: C [p. 291-92]

36.8
Valquez Alura, an executive with Harbor Millwork is covered under her company’s incentive stock option (ISO) plan.  Under the plan, Valquez is granted an option in 2008 to purchase company stock for $50 per share.  In April of 2009, Valquez exercises this option and purchases 100 shares for $5,000.  The fair market value of the shares when she exercised the option was $7,500.  In November of 2010, she sold the 100 shares for $10,000.  What is Valquez’s compensation income from this transaction?

a.
$0

b.
$2,500

c.
$5,000

d.
$7,500

e.
$10,000

Answer: B [p. 292]

36.9  
Hedgepeth Insdustries granted an Incentive Stock Option to executive Jason Meric.  Hedgepeth can take a tax deduction when the ISO is granted.

a.
True

b.
False
Answer: B [p. 292]

36.10
Executive Michael Waldron has company stock obtained through an Incentive Stock Option plan.  Waldron has held the stock three years after the option was granted and two years after exercise of the option.  Michael sold the stock last month.  Tax consequences for Michael include

a.
gain on sale is taxed as long term capital gain rates

b.
gain on sale is taxed as short term capital gain rates

c.
gain on sale is taxed as ordinary income

d.
difference between option price and fair market value is taxed as ordinary income

e.
difference between option price and fair market value is taxed as short term capital gains

Answer: A [p. 292]

