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SUMMARY

Q. Why must I pay additional income 
tax when I file my annual return?

Q. What portion of my ISO exercise 
is taxable? 

Q.  How does my employer calculate the 
income I earned on my ISO exercise?

Q.        

 Filing Your Tax Forms 
After an Exercise of Incentive
 Stock Options (ISOs)

As someone who has been granted Incentive Stock Options 

(ISOs), you should understand the tax consequences when you 

exercise the option and sell the stock. ISOs receive beneficial tax 

treatment if the timing of the option exercise and subsequent sale 

of the acquired stock meet certain requirements.

A qualifying cashless exercise of an ISO is taxed favorably in 

contrast to a cashless exercise of a non-qualified stock option.  

Upon the exercise of a non-qualified stock option, the participant 

receives ordinary income that must be reported on the individual’s 

tax return. This income is treated as additional compensation, 

and is reported on your Form W-2 (see Exhibit 1). The difference 

between your exercise price and the fair market value of the 

stock at the time a non-qualified option is exercised is the amount 

treated as additional compensation. Morgan Stanley and its 

affiliates do not provide tax or legal advice. You should, therefore, 

seek tax advice based on your particular circumstances from an 

independent tax advisor of your choosing.
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This guide has been prepared to 

assist those of you who have made a 

disqualifying disposition of your ISOs 

during the past calendar year. There is 

no requirement to report ordinary in-

come in a manner similar to the way you 

would if you exercised a non-qualified 

option, unless upon exercise of an ISO 

you sell the stock at the same time. In 

this case, the sale is a disqualifying 

disposition. A disqualifying disposi-

tion requires the spread between the 

exercise price and fair market value at 

the time of the exercise be treated as 

income. However, if you exercise an ISO 

e a e a a s a eme for illustrati  ur os s only

and hold the stock long enough to sat-

isfy a special holding period, your gain 

from the stock sale will be treated as 

capital gain instead of ordinary income.

A further explanation of holding 

period requirements is provided be-

low. Be aware that Same-Day-Sale and 

Sell-to-Cover exercises are generally 

considered disqualifying dispositions.

In addition, the beneficial tax treat-

ment afforded ISOs may be partially 

offset by the alternative minimum tax 

(AMT). Normally, a disqualifying dis-

position does not have an impact on 

AMT within the same calendar year. 

This is a complex calculation that may 

cause you to pay tax at the time you 

exercise an ISO. The exercise of an ISO 

gives rise to an “adjustment” under the 

alternative minimum tax. The adjust-

ment, or what is commonly referred to 

as a preference item, is precisely the 

amount you would have reported as 

compensation income if you exercised a 

non-qualified option instead of an ISO.  

In other words, it is equal to the amount 

by which the fair market value of the 

stock exceeds the amount you paid 

for it, otherwise known as the spread 

or the bargain element. AMT must be 

The example above is hypothetical and does not reflect the results of an actual sale or transaction.
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The example above is hypothetical and does not necessarily reflect the results (including transaction costs) of an actual cashless option exercise and sale.

e e e se m for illustrati  ur os s only
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considered in situations that are not 

disqualifying dispositions. You may 

wish to refer to IRS Form 6251 (Alter-

native Minimum Tax — Individuals). 

Whether you have made a qualifying 

or disqualifying disposition of an ISO, 

or exercised a non-qualified option, it is 

advisable to discuss your potential tax 

liability with your tax advisor.

The information below addresses 
the tax consequences of a 
“cashless exercise” of an ISO
To avoid a disqualifying disposition, you 

must hold the stock you acquired from 

exercising your ISO until the later of:

 One year after the date you exercised 

the ISO, and within

 Two years after the date your em-

ployer granted the ISO to you.

As to shares you sell at the time of 

exercise, the tax consequences are 

essentially the same as for the exer-

cise of a non-qualified option. You 

are required to report compensation 

income (not capital gain) equal to the 

bargain element in the exercise of the 

option. You should not report an AMT 

adjustment for these shares. In addi-

tion, you will report gain or loss, but 

usually an amount close to zero, on 

the sale of the shares.

Gather together the 
following items to prepare 
your tax return
 Form W-2 sent to you by your em-

ployer. This form shows your income 

earned from salary and other com-

pensation, including employee stock 

option exercises.

 For m  10 9 9  s e n t  t o  y o u  b y 

Morgan Stanley. This form shows the 

proceeds from the sale of shares along 

with the Cost Basis (see exhibit 3). 

The example above is hypothetical and does not reflect the results of an actual sale or transaction.
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Morgan Stanley will report the mini-

mum cost basis on the 1099-B, which 

is the purchase/grant price of the ISO. 

 Either your original stock option 

exercise confirmation form sent to you 

by Morgan Stanley OR the Year-End 

Exercise Summary Statement that we 

mailed you for the tax year. Each con-

firmation gives details on an individual 

exercise. The Summary Statement lists 

all your exercise transactions for a 

calendar year.

 Form 1040 (not Form 1040EZ or 

Form 1040A). This is the IRS form you 

need to use when you need to provide 

details on your income.

 IRS Form 8949: Sales and other 

Dispositions of Capital Assets. This 

form can be downloaded from the IRS 

website www.irs.gov or obtained from 

most US post offices.

 Schedule D of Form 1040. This is the 

IRS form used to calculate any capital 

gains or losses. This form can be down-

loaded from the IRS website www.irs.

gov or at obtained from US post offices.

                         
                         

associated with the transaction.

The example above is hypothetical and does not reflect the results of an actual sale or transaction.

You need to report the 
following information 
regarding a cashless exercise  
of incentive stock options
There are two basic pieces of informa-

tion that are necessary to report on your 

tax return: The amount of compensa-

tion earned by the exercise, if any, and 

(2) any capital gain or loss realized. 
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Capital gains and / or losses 
Calculate your capital gains and/or 

losses using the appropriate IRS forms. 

All capital transactions are reported 

on Form 8949 Sales and Other Dispo-

sitions of Capital Assets (Exhibit 4); 

the subtotals from this form are then 

carried over to Schedule D (Exhibit 

5), where gain or loss is calculated in 

aggregate. Morgan Stanley will report 

the minimum cost basis on Form 1099-

B, which is the purchase/grant price of 

the ISO. Any additional compensation 

as a result of the transaction must be 

reported on Form 8949.

Part I corresponds with Part I of Form 8949. The totals from Form 8949 are to be carried over to Schedule D.

The example above is hypothetical and does not reflect the results of an actual sale or transaction.
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THE MORGAN STANLEY ADVANTAGE

              
           

endowments. Our Financial Advisors work from an extensive knowledge base built 
           

Plan Services unit of Morgan Stanley has over four decades of experience delivering 
advice and transaction support to stock plan administrators and participants. We 
are also a market leader in providing financial solutions to meet the specialized 

       

Q. How do I find my stock 

option exercise income?

A. Compensation income resulting 

from a disqualifying disposition is in-

cluded in Box 1 of your W-2, along with 

your salary and other compensation. 

However, you will need to isolate the 

amount of income derived from your 

ISO exercise from your other earned 

income. Some employers show stock 

option exercise income separately in 

either Box 12 or Box 14. If you cannot 

find it there, you can ask your Payroll 

Department to tell you the amount of 

income they reported for your exercise.

Q. My exercise confirmation shows 

that payroll taxes were withheld from  

the proceeds of my disqualifying 

disposition of stock. Why must I pay 

additional income tax when I file  

my annual return? 

A. Many employers withhold the mini-

mum required withholding percent-

age mandated by the tax law. This 

minimum is really only an estimate of 

your tax due; your actual tax liability 

is determined when your tax return is 

prepared. If too much tax was with-

held from the disposition, then you 

will receive a refund from the IRS. If 

too little tax was withheld, then you 

must pay the balance due when you 

file your tax return. 

Q. What portion of my ISO 

exercise is taxable? 

A. If the stock sale is a disqualifying 

disposition, then compensation income 

equal to the difference between the 

fair market value of the stock and the 

exercise price (the “spread”) is taxed 

at ordinary income rates. On the other 

hand, if the stock sale is a qualified 

disposition, then you generally do 

not need to report any compensation 

income. However, the spread is a tax 

preference item that must be taken 

into account in determining whether 

or not you are subject to the alternative 

minimum tax.

Upon the exercise of the ISO, the 

participant acquires a tax basis in the 

purchased stock equal to the exercise 

price plus any compensation income 

realized on a disqualifying disposition 

of the stock. The capital gain or loss 

realized on the subsequent sale of the 

stock is the difference between the 

actual sale price of the stock, less any 

commissions or fees, and the tax basis. 

The tax basis may exceed the amount 

realized on the stock sale and a capital 

loss results. This may occur in a same-

day sale because the tax basis equals 

the actual sale price but transaction 

fees reduce the gross proceeds from 

the stock sale. The resulting capital 

loss would equal the transaction fees.

Q. How does my employer 

calculate the income I earned  

on my ISO exercise? 

A. Your employer calculates your in-

come earned from the cashless exercise 

by subtracting your option price (the 

price you actually paid for the stock) 

from the fair market value of the stock. 

This amount is then reported on your 

Form W-2. There are several ways to 

determine a stock’s fair market value. 

Your employer’s method is stated in 

your Incentive Stock Option Agree-

ment. Some employers use the actual 

sale price, but others use the closing 

price on the preceding day or on the 

sale date. Some companies even use 

an average price. 

Q. I previously used Form 1040EZ 

or Form 1040A when I filed.  

Why must I use a Form 1040 with  

a Form 8949 and a Schedule D  

attached this year? 

A. If you sold stock you got from exer-

cising an employee stock option, then 

you must use a Form 1040 in order to 

provide the IRS with the detail it re-

quires. The IRS Form 8949 and the 

Schedule D show how you arrived at 

the amount of capital gain or loss that 

you reported on your Form 1040.

Questions & Answers
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