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year-term requirements of paragraph (f)(1) of 
this section. 

Example 3. (i) F is an employee of R Cor-
poration. R has only one class of stock, of 
which 100,000 shares are issued and out-
standing. F owns no stock in R Corporation 
or any related corporation of R Corporation. 
On January 1, 2005, R grants a 10-year incen-
tive stock option to F to purchase 50,000 
shares of R stock at $3 per share, the fair 
market value of R stock on the date of grant 
of the option. On April 1, 2005, F exercises 
half of the January option and receives 25,000 
shares of R stock that previously were not 
outstanding. On July 1, 2005, R grants a sec-
ond 50,000 share option to F which purports 
to be an incentive stock option. The terms of 
the July option are identical to the terms of 
the January option, except that the option 
price is $3.25 per share, which is the fair mar-
ket value of R stock on the date of grant of 
the July option. 

(ii) Because F does not own more than 10% 
of the total combined voting power of all 
classes of stock of R Corporation or any re-
lated corporation on the date of the grant of 
the January option and the pricing require-
ments of paragraph (e) of this section are 
satisfied on the date of grant of such option, 
the unexercised portion of the January op-
tion remains an incentive stock option re-
gardless of the changes in F’s percentage of 
stock ownership in R after the date of grant. 
However, the July option is not an incentive 
stock option because, on the date that it is 
granted, F owns 20 percent (25,000 shares 
owned by F divided by 125,000 shares of R 
stock issued and outstanding) of the total 
combined voting power of all classes of R 
Corporation stock and, thus the pricing re-
quirements of paragraph (f)(1) of this section 
are not met. 

(iii) Assume the same facts as in paragraph 
(i) of this Example 3 except that the partial 
exercise of the January incentive stock op-
tion on April 1, 2003, is for only 10,000 shares. 
Under these circumstances, the July option 
is an incentive stock option, because, on the 
date of grant of the July option, F does not 
own more than 10 percent of the total com-
bined voting power (10,000 shares owned by F 
divided by 110,000 shares of R issued and out-
standing) of all classes of R Corporation 
stock. 

[T.D. 9144, 69 FR 46412, Aug. 3, 2004; T.D. 9471, 
74 FR 59077, Nov. 17, 2009] 

§ 1.422–3 Stockholder approval of in-
centive stock option plans. 

This section addresses the stock-
holder approval of incentive stock op-
tion plans required by section 422(b)(1) 
of the Internal Revenue Code. (Section 
422 was added to the Code as section 
422A by section 251 of the Economic Re-

covery Tax Act of 1981, and was redes-
ignated as section 422 by section 11801 
of the Omnibus Budget Reconciliation 
Act of 1990.) The approval of stock-
holders must comply with all applica-
ble provisions of the corporate charter, 
bylaws, and applicable State law pre-
scribing the method and degree of 
stockholder approval required for the 
issuance of corporate stock or options. 
If the applicable State law does not 
prescribe a method and degree of 
stockholder approval in such cases an 
incentive stock option plan must be ap-
proved: 

(a) By a majority of the votes cast at 
a duly held stockholders’ meeting at 
which a quorum representing a major-
ity of all outstanding voting stock is, 
either in person or by proxy, present 
and voting on the plan; or 

(b) By a method and in a degree that 
would be treated as adequate under ap-
plicable State law in the case of an ac-
tion requiring stockholder approval 
(i.e., an action on which stockholders 
would be entitled to vote if the action 
were taken at a duly held stockholders’ 
meeting). 

[T.D. 8374, 56 FR 61160, Dec. 2, 1991. Redesig-
nated by T.D. 9144, 69 FR 46415, Aug. 3, 2004] 

§ 1.422–4 $100,000 limitation for incen-
tive stock options. 

(a) $100,000 per year limitation—(1) 
General rule. An option that otherwise 
qualifies as an incentive stock option 
nevertheless fails to be an incentive 
stock option to the extent that the 
$100,000 limitation described in para-
graph (a)(2) of this section is exceeded. 

(2) $100,000 per year limitation. To the 
extent that the aggregate fair market 
value of stock with respect to which an 
incentive stock option (determined 
without regard to this section) is exer-
cisable for the first time by any indi-
vidual during any calendar year (under 
all plans of the employer corporation 
and related corporations) exceeds 
$100,000, such option is treated as a 
nonstatutory option. See § 1.83–7 for 
rules applicable to nonstatutory op-
tions. 

(b) Application. To determine whether 
the limitation described in paragraph 
(a)(2) of this section has been exceeded, 
the following rules apply: 
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