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CERTAIN STOCK OPTIONS

§ 1.421–1 Effective dates and meaning 
and use of certain terms. 

(a) Option. (1) For the purpose of sec-
tion 421, the term ‘‘option’’ includes 
the right or privilege of an individual 
to purchase stock from a corporation 
by virtue of an offer of the corporation 
continuing for a stated period of time, 
whether or not irrevocable, to sell such 
stock at a price determined under para-
graph (d) of this section, such indi-
vidual being under no obligation to 
purchase. Such right or privilege, when 
granted, must be evidenced in writing. 
The individual who has such right or 
privilege is referred to as the optionee 
and the corporation offering to sell 
stock under such an arrangement is re-
ferred to as the optionor. While no par-
ticular form of words is necessary, the 
written option should express, among 
other things, an offer to sell at the op-
tion price and the period of time during 
which the offer shall remain open. 

(2) An option may be granted as part 
of or in conjunction with an employee 
stock purchase plan or subscription 
contract. 

(3) An arrangement between a cor-
poration and an employee may involve 
more than one option. For example, if 
a corporation on June 1, 1954, grants to 
an employee the right to purchase 1,000 
shares of its stock on or after June 1, 
1955, another 1,000 shares on or after 
June 1, 1956, and a further 1,000 shares 
on or after June 1, 1957, all shares to be 
purchased before June 1, 1958, provided 
the employee at the time of exercise of 
any of the purchase rights is employed 
by the corporation, such an arrange-
ment will be construed as the grant to 
the employee on June 1, 1954, of three 
options, each for the purchase of 1,000 
shares. Similarly, if a corporation 
grants to an employee on January 1, 
1955, the right to purchase 1,000 shares 
of its stock at $85 per share during 1955, 
or at $75 per share during 1956, or at $65 
per share during 1957, such an arrange-
ment will be construed as the grant to 
the employee on January 1, 1955, of 
three alternative options, one option 
for the purchase of 1,000 shares at $85 
per share during 1955, an alternative 
option for the purchase of 1,000 shares 
at $75 per share during 1956, and a third 

alternative option for the purchase of 
1,000 shares at $65 per share during 1957. 

(b) Time and date of granting of option. 
(1) For the purpose of section 421, the 
words ‘‘the date of the granting of the 
option’’ and ‘‘the time such option is 
granted’’, and similar phrases refer to 
the date or time when the corporation 
completes the corporate action consti-
tuting an offer of stock for sale to an 
individual under the terms and condi-
tions of a restricted stock option. Ordi-
narily, if the corporate action con-
templates an immediate offer of stock 
for sale to an individual or to a class 
including such individual, or con-
templates a particular date on which 
such offer is to be made, the time or 
date of the granting of the option is 
the time or date of such corporate ac-
tion if the offer is to be made imme-
diately, or the date contemplated as 
the date of the offer, as the case may 
be. However, an unreasonable delay in 
the giving of notice of such offer to the 
individual or to the class will be taken 
into account as indicating that the cor-
poration contemplated that the offer 
was to be made at the subsequent date 
on which such notice is given. 

(2) If the corporation imposes condi-
tions on the granting of an option (as 
distinguished from conditions gov-
erning the exercise of the option), such 
conditions shall be given effect in ac-
cordance with the intent of the cor-
poration. A special rule is provided by 
section 421(d)(5) for options subject to 
stockholder approval. If the grant of an 
option is subject to approval by stock-
holders, the date of grant of the option 
shall be determined as if the option had 
not been subject to such approval. A 
condition which does not require cor-
porate action, such as the approval of 
some regulatory or governmental agen-
cy, for example, a stock exchange or 
the Securities and Exchange Commis-
sion, is ordinarily considered a condi-
tion upon the exercise of the option un-
less the corporate action clearly indi-
cates that the option is not to be 
granted until such condition is satis-
fied. If an option is granted to an indi-
vidual upon the condition that such in-
dividual will become an employee of 
the corporation granting the option or 
of its parent or subsidiary corporation, 
such option is not granted prior to the 
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date the individual becomes such an 
employee. 

(3) In general, conditions imposed 
upon the exercise of an option will not 
operate to make ineffective the grant-
ing of the option. For example, on June 
1, 1954, the A Corporation grants to X, 
an employee, an option to purchase 
5,000 shares of the corporation stock, 
exercisable by X on or after June 1, 
1955, provided he is employed by the 
corporation on June 1, 1955. Such an 
option is granted to X on June 1, 1954. 

(c) Stock. For the purpose of section 
421, the term ‘‘stock’’ means capital 
stock of any class, including voting or 
nonvoting common or preferred stock. 
The term includes both treasury stock 
and stock of original issue. Special 
classes of stock authorized to be issued 
to and held by employees are within 
the scope of the term ‘‘stock’’ as used 
in section 421, provided such stock oth-
erwise possesses the rights and charac-
teristics of capital stock. 

(d) Option price. (1) For the purpose of 
section 421, the term ‘‘option price’’ or 
‘‘price paid under the option’’ means 
the consideration in money or property 
which, pursuant to the terms of the op-
tion, is the price at which the stock 
subject to the option is purchased. 

(2) (i) With respect to its option 
price, a restricted stock option must, 
when granted, meet either of the fol-
lowing requirements: 

(A) The option price must be fixed or 
determinable at the time the option is 
granted; or 

(B) In the case of an option exercised 
during any taxable year of the optionee 
which begins after December 31, 1953, 
and ends after August 16, 1954, the op-
tion price must be determinable under 
a variable price option as defined in 
subdivision (ii) of this subparagraph. 
An option which does not meet the re-
quirements of either (A) or (B) of this 
subdivision when granted will not be 
treated as a restricted stock option un-
less it is subsequently changed to meet 
such requirements. In case of such a 
change, see paragraph (c)(2) of § 1.421–4. 

(ii)(A) The term ‘‘variable price op-
tion’’ means an option under which the 
option price is determined by a formula 
in which the only variable is the fair 
market value of the stock at any time 
during a period of six consecutive 

months which includes the day on 
which such option is exercised. Except 
as provided in (b) of this subdivision, 
such formula may provide for deter-
mining such price by reference to such 
value on any particular day in such 6-
month period, or by reference to an av-
erage value of the stock over either the 
whole of such 6-month period or over 
any shorter period included in such 6-
month period. Such 6-month period 
may begin with, end with, or in any 
other manner span the day on which 
such option is exercised. Such formula 
may also depend upon factors other 
than such value of the stock, but such 
other factors must not be variable and 
must be fixed in the option when grant-
ed. For example, such formula may 
provide that the option price shall be 
85 percent of the value of the stock on 
the day the option is exercised, but 
such price shall not be less than $85, 
nor more than $110. Another example of 
a formula which meets the require-
ments of this subdivision is a provision 
that the option price shall be 95 per-
cent of the fair market value of the 
stock on the day the option is exer-
cised but not more than $95. However, 
the requirements of this subdivision 
are not met by a formula which pro-
vides that if the profits of the employer 
for the year do not exceed $100,000, the 
option price shall be $15 under the fair 
market value of the stock at the time 
the option is exercised, but if such 
profits exceed $100,000, the option price 
shall be $20 under such value of the 
stock. For an example of how to deter-
mine whether an option which contains 
a formula meeting the requirements of 
this subdivision also meets the require-
ment that the option price must be at 
least 85 percent of the fair market 
value of the stock at the time the op-
tion is granted, see paragraph (a)(1) of 
§ 1.421–2. 

(B) In the case of an option granted 
after September 30, 1958, the term 
‘‘variable price option’’ does not in-
clude any option in which the formula 
provides for determining the option 
price by reference to the fair market 
value of the stock at any time before 
the option is exercised if such value 
may be greater than the average fair 
market value of the stock during the 
calendar month in which the option is 
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exercised. Whether an option meets the 
requirement of this subdivision shall be 
determined solely by reference to the 
terms of the option, and the cir-
cumstances existing at the time the 
option is granted or exercised are im-
material. Thus, an option, granted 
after September 30, 1958, and con-
taining a pricing formula which takes 
into consideration the value of the 
stock at any time before the option is 
exercised, is subject to the new limita-
tion and does not meet the require-
ment of this subdivision, even though 
the option price is not actually based 
upon such prior fair market value ei-
ther at the time the option is exercised 
or at the time the option price is com-
puted as if it were exercised for the 
purpose of applying the 85 percent test 
of section 421(d)(1)(A). For example, a 
formula which provides that the option 
price is to be 45 percent of the fair mar-
ket value of the stock 30 days before 
the date on which the option is exer-
cised, but not more than $85, will not 
qualify under this subdivision since 
under this formula the price may be de-
terminable by reference to a higher 
prior value. On the other hand, a for-
mula which provides that the option 
price is to be 90 percent of the average 
value of the stock during the month 
the option is exercised or the average 
value of the stock during the preceding 
month, whichever is lower, will qual-
ify. In the case of an option granted 
after September 30, 1958, the only way 
that a formula which provides for de-
termining the option price by reference 
to the fair market value of the stock at 
a time before the option is exercised 
can come within the requirement of 
this subdivision is to provide that the 
option price is to be determined by ref-
erence to such fair market value only 
if such fair market value is not greater 
than the average fair market value of 
the stock during the month in which 
the option is exercised. If under the 
terms of an option the price is to be de-
termined by reference to the fair mar-
ket value of the stock at a time before 
the option is exercised, whether such 
value is higher or lower than the aver-
age fair market value of the stock dur-
ing the month the option is exercised, 
such option will not be considered a re-
stricted stock option since the option 

price may be based upon the prior 
value of the stock when such value ex-
ceeds the average fair market value of 
the stock during the month the option 
is exercised. However, if an option pro-
vides for determining the option price 
by reference to a prior fair market 
value of the stock only when such 
value is lower than such average value 
of the stock, such option can qualify as 
a restricted stock option. The average 
fair market value of the stock during 
the month in which the option is exer-
cised means such value during the cal-
endar month the option is exercised 
and not merely during a 30- or 31-day 
period including the time the option is 
exercised. To compute the average fair 
market value of the stock for the 
month, it will be necessary to ascer-
tain the fair market value of the stock 
for each day during the month, includ-
ing those days which are not business 
days. In ascertaining the fair market 
value of the stock for each day, the 
generally accepted principles for 
ascertaining such value will be applied. 

(e) Exercise. For the purpose of sec-
tion 421, the term ‘‘exercise’’, when 
used in reference to an option, means 
the act of acceptance by the optionee 
of the offer to sell contained in the op-
tion. In general, the time of exercise is 
the time when there is a sale or a con-
tract to sell between the corporation 
and the individual. An agreement or 
undertaking by the employee to make 
payments under a stock purchase plan 
does not constitute the exercise of an 
option so long as the payments made 
remain subject to withdrawal by the 
employee. 

(f) Transfer. For the purpose of sec-
tion 421, the term ‘‘transfer’’, when 
used in reference to the transfer to an 
individual of a share of stock pursuant 
to his exercise of a restricted stock op-
tion, means the transfer of ownership 
of such share, or the transfer of sub-
stantially all the rights of ownership. 
Such transfer must, within a reason-
able time, be evidenced on the books of 
the corporation. 

(g) Effective dates. Sections 1.421–1 
through 1.421–5 are applicable only to 
options granted after February 26, 1945, 
and before January 1, 1964, and all ref-
erences therein to sections of the Code 
are to the Internal Revenue Code of 
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1954, before the amendments made by 
section 221 of the Revenue Act of 1964 
(78 Stat. 63). Section 1.421–6 is applica-
ble only to options granted on or after 
February 26, 1945, and all references to 
sections of the Code are to the Internal 
Revenue Code of 1954, as amended. Sec-
tions 1.421–7 and 1.421–8 are applicable 
only to options granted after December 
31, 1963, and all references therein to 
sections of the Code are to the Internal 
Revenue Code of 1954, as amended. 

[T.D. 6500, 25 FR 11692, Nov. 26, 1960, as 
amended by T.D. 6527, 26 FR 410, Jan. 19, 1961, 
T.D. 6887, 31 FR 8786, June 24, 1966]

§ 1.421–2 Restricted stock option. 
(a) In general. (1) A ‘‘restricted stock 

option’’ is an option granted after Feb-
ruary 26, 1945, to an individual, for any 
reason connected with his employment 
by a corporation, if granted by the em-
ployer corporation or its parent or sub-
sidiary corporation, to purchase stock 
of any of such corporations, but, except 
in the case of options described in sub-
paragraph (2) of this paragraph, only 
if— 

(i) At the time such option is granted 
the option price is at least 85 percent of 
the fair market value at such time of 
the stock subject to the option; and 

(ii) Such option by its terms is not 
transferable by such individual other-
wise than by will or by the laws of de-
scent and distribution, and is exer-
cisable, during his lifetime, only by 
him; and 

(iii) 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 either of the employer 
corporation or of its parent or sub-
sidiary corporation; and 

(iv) In the case of options granted 
after June 21, 1954, such option by its 
terms is not exercisable after the expi-
ration of ten years from the date on 
which such option was granted.

For the purpose of applying the rule of 
subdivision (i) of this subparagraph if 
the option price is determined by a for-
mula described in paragraph (d)(2)(ii) of 
§ 1.421–1, the option price shall, not-
withstanding any provision of the op-
tion, be computed as if such option is 
exercised on the day when it is grant-

ed. For example, if on June 15, 1959, an 
option is granted providing that the 
option price shall be $10 under the av-
erage fair market value of the stock 
during the month in which the option 
is exercised or the average fair market 
value of the stock during the preceding 
month, whichever is lower, and if on 
June 15, 1959, the value of the stock 
subject to the option is $100 a share, to 
determine if the option meets the re-
quirement of subdivision (i) of this sub-
paragraph, it is necessary to determine 
the average fair market value of the 
stock during the months of May and 
June 1959. If such lower average fair 
market value is $95 or more, the option 
meets the requirement of subdivision 
(i) of this subparagraph. 

(2) Regardless of the extent to which 
the individual to whom the option is 
granted owns stock of either the em-
ployer corporation, or of its parent or 
subsidiary corporation, an option is a 
restricted stock option if— 

(i) Such option is granted after Feb-
ruary 26, 1945, to such individual, for 
any reason connected with his employ-
ment by a corporation, if granted by 
the employer corporation or its parent 
or subsidiary corporation, to purchase 
stock of any of such corporations; and 

(ii) At the time such option is grant-
ed the option price is at least 110 per-
cent of the fair market value at such 
time of the stock subject to the option; 
and 

(iii) Such option by its terms is not 
transferable by such individual other-
wise than by will or by the laws of de-
scent and distribution, and is exer-
cisable, during his lifetime, only by 
him; and 

(iv) Such option by its terms is not 
exercisable after the expiration of five 
years from the date on which such op-
tion was granted, or such option is ex-
ercised before August 17, 1955. 

(3) At the time the option is granted, 
the relationship between the individual 
to whom an option is granted and the 
corporation granting the option (or a 
corporation which is a parent or sub-
sidiary thereof) must be the legal and 
bona fide relationship of employer and 
employee. For rules applicable to the 
determination whether the employer-
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employee relationship exists, see sec-
tion 3401(c) and the regulations there-
under. An option granted before em-
ployment or after termination of em-
ployment is not a restricted stock op-
tion. As to the granting of an option 
conditioned upon employment, see 
paragraph (b)(2) of § 1.421–1. The option 
must be granted for a reason connected 
with the individual’s employment by 
the corporation or by its parent or sub-
sidiary corporation. 

(4) An option may qualify as a re-
stricted stock option only if, under the 
terms of the option, it is not transfer-
able (other than by will or by the laws 
of descent and distribution) by the in-
dividual to whom it is granted, and is 
exercisable, during the lifetime of such 
individual, only by him. Accordingly, 
an option which is transferable by the 
individual to whom it is granted during 
his lifetime, or is exercisable during 
such individual’s lifetime by another 
person, is not a restricted stock option. 
However, in case the option contains a 
provision permitting the individual to 
whom the option was granted to des-
ignate the person who may exercise the 
option after his death, neither such 
provision, nor a designation pursuant 
to such provision, disqualifies the op-
tion as a restricted stock option. 

(5) Any reasonable valuation methods 
may be used for the purpose of deter-
mining whether at the time the option 
is granted the option price is at least 85 
percent of the fair market value at 
such time of the stock subject to the 
option. Such methods include the valu-
ation methods described in § 20.2031–2 of 
this chapter (Estate Tax Regulations). 

(b) Ownership of 10 percent of stock. In 
determining the amount of stock 
owned by an individual, for the purpose 
of applying the 10 percent test of sec-
tion 421(d)(1)(C), stock of the employer 
corporation or of its parent or sub-
sidiary owned (directly or indirectly) 
by or for such individual’s brothers and 
sisters (whether by the whole or half 
blood), spouse, ancestors, and lineal de-
scendants, shall be considered as owned 
by such individual. Also, for such pur-
pose, if a domestic or foreign corpora-
tion, partnership, estate, or trust owns 
(directly or indirectly) stock of the em-
ployer corporation or of its parent or 
subsidiary, such stock shall be consid-

ered as being owned proportionately by 
or for the shareholders, partners, or 
beneficiaries of the corporation, part-
nership, estate, or trust. 

[T.D. 6500, 25 FR 11693, Nov. 26, 1960, as 
amended by T.D. 6527, 26 FR 411, Jan. 19, 1961]

§ 1.421–3 Exercise of restricted stock 
option. 

(a) The special rules of income tax 
treatment provided in section 421(a) 
and (b) are applicable only if the fol-
lowing conditions exist with respect to 
the transfer of a share of stock to an 
individual: 

(1) The share of stock is transferred 
to the individual pursuant to his exer-
cise after 1949 of a restricted stock op-
tion; and 

(2) At the time the option is exer-
cised by him, the individual is an em-
ployee of the corporation granting such 
option (or parent or subsidiary there-
of), or of a corporation (or parent or 
subsidiary thereof) which issued or as-
sumed the option under section 421(g) 
(see paragraph (d) of § 1.421–4), or was 
an employee of any such corporations 
within three months before the date 
the option is exercised. 

(b)(1) Section 421 is applicable to the 
exercise of a restricted stock option 
only if at the time the individual exer-
cises the option he is a bona fide em-
ployee of the corporation granting the 
option, or of a corporation which is at 
the time the option is exercised a par-
ent or subsidiary of such corporation, 
unless the old option has been assumed 
or a new option has been issued in its 
place under section 421(g). See para-
graph (d) of § 1.421–4. In case of such an 
assumption of the old option or such 
issuance of a new option, the individual 
exercising the option must, at the time 
he exercises the option, be a bona fide 
employee of the corporation so assum-
ing or issuing the option, or a parent or 
subsidiary of such corporation. Section 
421 is also applicable if the individual 
exercising the option was a bona fide 
employee of any of such corporations 
within three months before the exer-
cise of the option. For purposes of de-
termining whether an individual meets 
the requirement of this subparagraph, 
the term ‘‘employer corporation’’, as 
used in section 421(d) (2) and (3), shall 
be read as ‘‘grantor corporation’’ or 
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‘‘corporation issuing or assuming a 
stock option in a transaction to which 
section 421(g) is applicable’’, as the 
case may be. Therefore, for purposes of 
the employment requirement, the de-
termination of whether a corporation 
is a parent corporation or a subsidiary 
corporation is based upon whether the 
corporation is a parent or subsidiary of 
the corporation granting an option or 
of a corporation which issued or as-
sumed an option under section 421(g). 

(2) The application of subparagraph 
(1) of this paragraph may be illustrated 
by the following examples:

Example (1). On June 1, 1954, X Corporation 
granted a restricted stock option to A, an 
employee of X Corporation, to purchase a 
share of X stock. On February 1, 1955, X sold 
the plant where A was employed to M Cor-
poration, an unrelated corporation, and A 
was employed by M. If A exercises this re-
stricted stock option on June 1, 1955, section 
421 is not applicable to such exercise, be-
cause on June 1, 1955, A is not employed by 
the corporation which granted the option or 
by a parent or subsidiary of such corpora-
tion. Nor was he employed by any of such 
corporations within three months before 
June 1, 1955.

Example (2). Assume the facts to be the 
same as in example (1), except that when A 
was employed by M Corporation, the option 
to purchase X stock was terminated, and was 
replaced by an option to buy M stock in such 
circumstances that M Corporation is treated 
as a corporation issuing an option under sec-
tion 421(g). If A exercises the option to pur-
chase the share of M stock on June 1, 1955, 
section 421 is applicable for A is then em-
ployed by a corporation which issued an op-
tion under section 421(g).

Example (3). Assume that P Corporation 
which owns all of the stock of S Corporation 
grants a restricted stock option to E, an em-
ployee of S Corporation. If E exercises the 
option, section 421 is applicable since E is 
employed by a corporation which is a sub-
sidiary of the corporation which granted the 
restricted stock option.

(c)(1) The determination whether an 
option ultimately exercised is a re-
stricted stock option is made as of the 
date such option is granted. An option 
which is a restricted stock option when 
granted does not lose its character as 
such an option by reason of subsequent 
events, and an option which is not a re-
stricted stock option when granted 
does not become such an option by rea-
son of subsequent events. See, however, 

§ 1.421–4, relating to modification, ex-
tension, or renewal of an option. 

(2) The application of subparagraph 
(1) of this paragraph may be illustrated 
by the following examples:

Example (1). S–1 Corporation is a subsidiary 
of S Corporation which, in turn, is a sub-
sidiary of P Corporation. On June 1, 1954, P 
grants to an employee of P a restricted stock 
option to purchase a share of stock of S–1. 
On January 1, 1955, S sells a portion of the S–
1 stock which it owns to an unrelated cor-
poration and, as of that date, S–1 ceases to 
be a subsidiary of S. On May 1, 1955, while 
still employed by P, the employee exercises 
his option to purchase a share of S–1 stock. 
The employee has exercised a restricted 
stock option.

Example (2). Assume P grants an option to 
an employee under the same facts as in ex-
ample (1) above, except that on June 1, 1954, 
S–1 is not a subsidiary of either S or P. Such 
option is not a restricted stock option on 
June 1, 1954. On January 1, 1955, S purchases 
from an unrelated corporation a sufficient 
number of shares of S–1 stock to make S–1, 
as of that date, a subsidiary of S. On May 1, 
1955, while still employed by P, the employee 
exercises his option to purchase a share of S–
1 stock. The employee has not exercised a re-
stricted stock option.

(d) For the rules applicable to an ex-
ercise of a restricted stock option by 
the estate of the individual to whom 
the option was granted, or by a person 
who acquired the option by bequest or 
inheritance or by reason of the death of 
such individual, see paragraph (d) of 
§ 1.421–5. 

[T.D. 6500, 25 FR 11694, Nov. 26, 1960, as 
amended by T.D. 6527, 26 FR 411, Jan. 19, 1961]

§ 1.421–4 Modification, extension, or 
renewal. 

(a) In general. Section 421(e) provides 
the rules for determining whether a 
share of stock transferred to an indi-
vidual upon his exercise of an option, 
after the terms thereof have been 
modified, extended, or renewed, is 
transferred pursuant to the exercise of 
a restricted stock option. Such rules 
and the rules of this section are appli-
cable to modifications, extensions, or 
renewals (or to changes which are not 
treated as modifications) in the case of 
an exercise of an option in any taxable 
year of the optionee which begins after 
December 31, 1953, and ends after Au-
gust 16, 1954. 
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(b) Effect of a modification, extension, 
or renewal. (1) Any modification, exten-
sion, or renewal of the terms of an op-
tion to purchase stock shall be consid-
ered as the granting of a new option. 

(2) Except as otherwise provided in 
subparagraph (3) of this paragraph, in 
case of a modification, extension, or re-
newal of an option, the highest of the 
following values shall be considered to 
be the fair market value of the stock at 
the time of the granting of such option 
for the purpose of applying the rule of 
section 421(d)(1)(A)— 

(i) The fair market value on the date 
of the original granting of the option, 

(ii) The fair market value on the date 
of the making of such modification, ex-
tension, or renewal, or 

(iii) The fair market value at the 
time of the making of any intervening 
modification, extension, or renewal. 

(3)(i) The rules of subparagraph (2) of 
this paragraph do not apply if the ag-
gregate of the monthly average fair 
market values of the stock subject to 
the option for the 12 consecutive cal-
endar months preceding the month in 
which the modification, extension, or 
renewal occurs, divided by 12, is an 
amount less than 80 percent of the fair 
market value of such stock on the date 
of the original granting of the option 
or the date of the making of any inter-
vening modification, extension, or re-
newal, whichever is the highest. In 
such case, any modification, extension, 
or renewal of the option is treated as 
the granting of a new option but only 
the fair market value of the stock sub-
ject to the option at the time of the 
modification, extension, or renewal is 
considered in determining whether the 
option is a restricted stock option. In 
the case of stocks listed on a stock ex-
change, the average fair market value 
of the stock for any month may be de-
termined by adding the highest and 
lowest quoted selling prices during 
such month and dividing the sum by 
two. The method used for determining 
the average fair market value of the 
stock for any month must be used for 
all twelve months, except where it is 
shown that such method cannot be 
used for any month or does not clearly 
reflect the average fair market value of 
the stock for any such month. 

(ii) The application of subdivision (i) 
of this subparagraph may be illustrated 
by the following example:

Example. On June 1, 1954, a restricted stock 
option was granted to purchase before July 
1, 1955, a share of stock for $85. The fair mar-
ket value of such stock on June 1, 1954, was 
$100. On June 15, 1955, when the fair market 
value of the stock is $60, such option is ex-
tended so that it is exercisable at any time 
before July 1, 1956, at $55 a share. The aver-
age fair market value of the stock subject to 
the option for each of the 12 calendar months 
preceding June 1955, is as follows:

1954
June ........................................................................... $100 
July ............................................................................. 90 
August ........................................................................ 80 
September ................................................................. 70 
October ...................................................................... 80 
November .................................................................. 80 
December .................................................................. 90

1955

January ...................................................................... 90 
February ..................................................................... 80 
March ......................................................................... 70 
April ............................................................................ 60 
May ............................................................................ 60

The aggregate of such values is $950. When 
this sum is divided by 12, the result is $79.17, 
which is an amount less than 80 percent of 
the fair market value of the stock ($100) 
when the option was granted. Accordingly, 
when the option is extended on June 15, 1955, 
the option price could have been reduced as 
low as $51 (85 percent of the fair market 
value of the stock on such day) without dis-
qualifying the option as a restricted stock 
option. If the aggregate fair market values of 
the stock so ascertained had amounted to 
$960 or more, the rules of subparagraph (2) of 
this paragraph would have been applicable 
with the result that any reduction in the op-
tion price would have disqualified the option 
as a restricted stock option.

(c) Definition of modification, exten-
sion, or renewal. (1) The time or date 
when an option is modified, extended, 
or renewed shall be determined, insofar 
as applicable, in accordance with the 
rules governing determination of the 
time or date of granting an option pro-
vided in paragraph (b) of § 1.421–1. For 
the purpose of section 421, the term 
‘‘modification’’ means any change in 
the terms of the option which gives the 
optionee additional benefits under the 
option. For example, a change in the 
terms of the option, which shortens the 
period during which the option is exer-
cisable, is not a modification. However, 
a change, which accelerates the time 
when the option is first exercisable, or 
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which provides more favorable terms 
for the payment for the stock pur-
chased under the option, is a modifica-
tion. A mere change in the terms of the 
option, with respect to the number or 
price of the shares of stock subject to 
the option, to reflect a stock dividend 
or stock split-up is not a modification 
of the option. In case there is an as-
sumption or substitution of the option 
by reason of certain corporate trans-
actions, see paragraph (d) of this sec-
tion. Where an option is amended sole-
ly to increase the number of shares 
subject to the option, such increase 
shall not be considered as a modifica-
tion of the option, but shall be treated 
as the grant of a new option for the ad-
ditional shares. 

(2) Any change in the terms of an op-
tion for the purpose of qualifying the 
option as a restricted stock option 
grants additional benefits and, there-
fore, is a modification. For example, if 
an option was granted to purchase for 
$80 a share of stock, the fair market 
value of which was $100 at such time, 
and if later the option price is in-
creased to $85 in order to meet the re-
quirement of section 421(d)(1)(A), such 
change is a modification of the option, 
although the price is increased. Ac-
cordingly, the option, despite the 
change, is not a restricted stock option 
if the fair market value of the share is 
more than $100 when the price is in-
creased. However, if the terms of an op-
tion are changed to provide that the 
optionee cannot transfer the option ex-
cept by will or by the laws of descent 
and distribution, such change is not a 
modification, provided the option is at 
the same time changed so that it is not 
exercisable after the expiration of ten 
years from the date the option was 
granted. 

(3) An extension of an option refers 
to the granting by the corporation to 
the optionee of an additional period of 
time within which to exercise the op-
tion beyond the time originally pre-
scribed. A renewal of an option is the 
granting by the corporation of the 
same rights or privileges contained in 
the original option on the same terms 
and conditions. The rules of this para-
graph apply as well to successive modi-
fications, extensions, and renewals. 

(d) Assumption or substitution of re-
stricted stock options in connection with 
certain corporate transactions. (1) Where, 
by reason of a corporate transaction, 
as defined in this paragraph, an em-
ployer corporation, or its parent or 
subsidiary corporation, assumes an ex-
isting option, or issues a new option in 
place of the old option, such assump-
tion or issuance is not a modification, 
if— 

(i) The excess of the aggregate fair 
market value of the stock subject to 
the option immediately after such as-
sumption or issuance over the aggre-
gate option price is not more than the 
excess of the aggregate fair market 
value of the stock subject to the option 
immediately before such assumption or 
issuance over the aggregate option 
price, and 

(ii) Such assumption of the old op-
tion, or issuance of the new option, 
does not give the optionee additional 
benefits under the option. 

For the purpose of this paragraph, the 
term ‘‘corporate transaction’’ means a 
corporate merger, consolidation, pur-
chase or acquisition of property or 
stock, separation, reorganization, or 
liquidation. Thus, for this purpose, a 
‘‘corporate transaction’’ includes a tax-
able transaction (such as, a purchase of 
stock or property for cash) and any 
corporate reorganization (whether or 
not it comes within the definition of 
such term in section 368) and any cor-
porate liquidation (whether or not sec-
tion 332 is applicable). 

(2)(i) Section 421(g) provides rules 
under which a new employer, or parent 
or subsidiary of a new employer, may 
by reason of a corporate transaction 
assume a restricted stock option grant-
ed by the former employer or parent or 
subsidiary thereof, or issue a new re-
stricted stock option in place of the op-
tion granted by the former employer or 
parent or subsidiary thereof, without 
having such assumption or substi-
tution considered a modification of the 
option. For example, section 421(g) may 
apply where there is a merger of X Cor-
poration into Y Corporation and Y Cor-
poration wishes to employ the employ-
ees of X Corporation and to assume re-
stricted stock options which had been 
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granted to them by their former em-
ployer, X Corporation. Another exam-
ple is where X Corporation forms a new 
subsidiary, Y Corporation, and trans-
fers to it certain assets and employees, 
and where Y Corporation wishes to 
grant to such employees a restricted 
stock option to purchase its stock in 
place of the restricted stock option 
which they had to purchase stock of X 
Corporation. 

(ii) Section 421(g) also provides rules 
under which a new parent or subsidiary 
corporation of the employer corpora-
tion may by reason of a corporate 
transaction assume a restricted stock 
option granted by the employer or par-
ent or subsidiary thereof, or issue a 
new restricted stock option in place of 
the option granted by the employer or 
parent or subsidiary thereof, without 
having such assumption or substi-
tution considered a modification of the 
option. Section 421(g) may apply, for 
example, where X Corporation acquires 
a new subsidiary, Y Corporation, by 
purchase of stock and desires to grant 
to the employees of Y Corporation a re-
stricted stock option to buy stock of X 
Corporation in place of the restricted 
stock option which they have to pur-
chase the stock of Y Corporation. 

(iii) Section 421(g) applies only when 
the assumption or substitution occurs 
by reason of a corporate -transaction 
as defined in this paragraph. Thus, sec-
tion 421(g) may apply where as a result 
of a corporate transaction a restricted 
stock option can no longer be exer-
cised, or if exercised, section 421 would 
not apply (see the first example in sub-
division (i) of this subparagraph). 
Moreover, section 421(g) may apply in 
any case where the reason for the as-
sumption or substitution grows out of 
a corporate transaction even though 
there could have been a valid exercise 
under section 421 of the original option 
(see the second example in subdivision 
(i) of this subparagraph and the exam-
ple in subdivision (ii) of this subpara-
graph). However, a corporation which 
has issued an option may not sub-
stitute a new option for such option 
under section 421(g). 

(3) For section 421(g) to apply, it is 
not necessary to show that the cor-
poration assuming or substituting the 
option is under any obligation to do so. 

In fact, section 421(g) may apply where 
the option which is being assumed or 
replaced expressly provides that it will 
terminate upon the occurrence of cer-
tain corporate transactions. However, 
section 421(g) cannot be applied to re-
vive a restricted stock option which, 
for reasons not related to the corporate 
transaction, expires before it can prop-
erly be assumed or replaced under sec-
tion 421(g). For section 421(g) to apply, 
the assumed or substituted option 
must qualify as a restricted stock op-
tion. 

(4) Section 421(g) does not apply if 
the terms of the assumed or sub-
stituted option confer on the employee 
more favorable benefits than he had 
under the old option. Thus, section 
421(g) would not apply if the old option 
had just two years to run but the new 
option has more than two years to run. 

(5) For the purpose of applying sec-
tion 421(g), the assumption or substi-
tution shall be considered to occur at 
the time that the optionee would, ex-
cept for section 421(g), be considered to 
have been granted the option which the 
employer corporation, or parent or sub-
sidiary thereof, is issuing or assuming. 
An assumption or substitution which 
occurs by reason of a corporate trans-
action may occur before or after the 
corporate transaction. 

(6) In order to have a substitution of 
an option under section 421(g) the 
optionee must, in connection with the 
corporate transaction, lose his rights 
under the old option. There cannot be a 
substitution of a new option for an old 
option within the meaning of section 
421(g) if it is contemplated that the 
optionee may exercise both the old op-
tion and the new option. It is not nec-
essary, however, to have a complete 
substitution of a new option for the old 
option. For example, assume that X 
Corporation forms a new corporation, 
Y Corporation, by a transfer of certain 
assets and distributes the stock of Y 
Corporation to the shareholders of X 
Corporation. Assume further that E, an 
employee of X Corporation, is there-
after an employee of both X Corpora-
tion and Y Corporation. Y Corporation 
wishes to substitute an option to pur-
chase some of its stock for the re-
stricted stock option which employee E 
has entitling him to purchase 100 
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shares of the stock of X Corporation. 
The option to purchase the stock of X 
Corporation, at $42.50 a share, was 
granted when the stock had a fair mar-
ket value of $50 a share, and the stock 
was worth $100 a share just before the 
distribution of the new corporation’s 
stock to the shareholders of X Corpora-
tion. The stock of X Corporation and of 
Y Corporation is worth $50 a share just 
after such distribution, which also is 
the time of the substitution. On these 
facts an option to purchase 200 shares 
of stock of Y Corporation at $21.25 a 
share could be given to the employee in 
complete substitution for the old op-
tion. It would also be permissible to 
give the employee an option to pur-
chase 100 shares of stock of Y Corpora-
tion at $21.25 a share in substitution for 
his right to purchase 50 of the shares 
covered by the old option. 

(7) Any reasonable methods may be 
used to determine the fair market 
value of the stock subject to the option 
immediately before the assumption or 
substitution and the fair market value 
of the stock subject to the option im-
mediately after the assumption or sub-
stitution. Such methods include the 
valuation methods described in 
§ 20.2031–2 of this chapter (the Estate 
Tax Regulations). In the case of stock 
listed on a stock exchange, the fair 
market value may be based on the last 
sale before and the first sale after the 
assumption or substitution if such 
sales clearly reflect the fair market 
value of the stock, or may be based 
upon an average selling price during a 
longer period, such as the day or week 
before, and the day or week after, the 
assumption or substitution. If the 
stocks are not listed, or if they are 
newly issued, it will be reasonable to 
base the determination on experience 
over even longer periods. In the case of 
a merger, consolidation, or other reor-
ganization which is arrived at by arm’s 
length negotiations, the fair market 
value of the stocks subject to the op-
tion before and after the assumption or 
substitution may be based upon the 
values assigned to the stock for pur-
poses of the reorganization. For exam-
ple, if in the case of a merger the par-
ties treat each share of the merged 
company as being equal in value to a 
share of the surviving company, it will 

be reasonable to assume that the 
stocks are of equal value so that the 
substituted option may permit the em-
ployee to purchase at the same price 
one share of the surviving company for 
each share he could have purchased of 
the merged company. 

(8) For the purpose of applying sec-
tion 421(g), the determination of 
whether the parent-subsidiary relation-
ship exists shall be based upon cir-
cumstances existing immediately after 
the corporate transaction. 

(e) Effect on qualification. A restricted 
stock option may, as a result of a 
modification, extension, or renewal, 
thereafter cease to be a restricted 
stock option, or any option may, by 
modification, extension, or renewal, 
thereafter become a restricted stock 
option. 

(f) Examples. The rule stated in sec-
tion 421(e) may be illustrated by the 
following examples:

Example (1). On June 1, 1954, the X Corpora-
tion grants to an employee an option to pur-
chase 100 shares of the stock of X Corpora-
tion at $90 per share, such option to be exer-
cised on or before June 1, 1956. At the time 
the option is granted, the fair market value 
of the X Corporation stock is $100 per share. 
On February 1, 1955, before the employee ex-
ercises the option, X Corporation modifies 
the option to provide that the price at which 
the employee may purchase the stock shall 
be $80 per share. On February 1, 1955, the fair 
market value of the X Corporation stock is 
$90 per share. Under section 421(e), the X Cor-
poration is deemed to have granted an option 
to the employee on February 1, 1955. Unless 
the value of the stock has substantially de-
clined making paragraph (b)(3) of this sec-
tion applicable, such option shall be treated 
as an option to purchase at $80 per share 100 
shares of stock having a fair market value of 
$100 per share, that is, the higher of the fair 
market value of the stock on June 1, 1954, 
and on February 1, 1955. The exercise of such 
option by the employee after February 1, 
1955, is not the exercise of a restricted stock 
option.

Example (2). On June 1, 1954, the X Corpora-
tion grants to an employee a restricted stock 
option to purchase 100 shares of X Corpora-
tion stock at $90 per share, exercisable after 
December 31, 1955, and on or before June 1, 
1956. On June 1, 1954, the fair market value of 
X Corporation’s stock is $100 per share. On 
February 1, 1955, X Corporation modifies the 
option to provide that the option shall be ex-
ercisable on or after February 1, 1955, and on 
or before June 1, 1956. On February 1, 1955, 
the fair market value of X Corporation stock 
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is $110 per share. Under section 421(e), X Cor-
poration is deemed to have granted an option 
to the employee on February 1, 1955, to pur-
chase at $90 per share 100 shares of stock 
having a fair market value of $110 per share, 
that is, the higher of the fair market value 
of the stock on June 1, 1954, and on February 
1, 1955. The exercise of such option by the 
employee is not the exercise of a restricted 
stock option.

Example (3). The facts are the same as in 
example (1), except that the employee exer-
cised the option to the extent of 50 shares on 
January 15, 1955, before the date of the modi-
fication of the option. Any exercise of the 
option after February 1, 1955, the date of the 
modification, is not the exercise of a re-
stricted stock option. See example (1) in this 
paragraph. The exercise of the option on 
January 15, 1955, pursuant to which 50 shares 
were acquired, is the exercise of a restricted 
stock option.

Example (4). On June 1, 1954, the X Corpora-
tion grants to an employee an option to pur-
chase 100 shares of the stock of X Corpora-
tion at $80 per share, such option to be exer-
cised on or before June 1, 1956. At the time 
the option is granted, the fair market value 
of the X Corporation stock is $100 per share. 
On February 1, 1955, before the employee ex-
ercises the option, the X Corporation modi-
fies the option to provide that the number of 
shares of stock which the employee may pur-
chase at $80 per share will be 250. On Feb-
ruary 1, 1955, the fair market value of the X 
Corporation stock is $90 per share. Under 
these facts, the X Corporation has granted 
two options, one option (not a restricted 
stock option) with respect to 100 shares hav-
ing been granted on June 1, 1954, and the 
other option (a restricted stock option) with 
respect to the additional 150 shares having 
been granted on February 1, 1955. In the ab-
sence of facts identifying which option is ex-
ercised first, the employee will be deemed to 
have exercised the options in the order in 
which they were granted.

[T.D. 6500, 25 FR 11694, Nov. 26, 1960]

§ 1.421–5 Operation of section 421. 
(a) Rules applicable to all restricted 

stock options—(1) In general. If a share 
of stock is transferred to an individual 
pursuant to his timely exercise of a re-
stricted stock option and is not dis-
posed of by him within two years from 
the date of the granting of the option 
nor within 1 year (6 months for taxable 
years before 1977; 9 months for taxable 
years beginning in 1977) after the trans-
fer of such share to him, then, under 
section 421(a)— 

(i) No income shall result at the time 
of the transfer of such share to the in-

dividual upon his exercise of the option 
with respect to such share; 

(ii) No deduction under section 162 
shall be allowable at any time to the 
employer corporation of such indi-
vidual or its parent or subsidiary cor-
poration, or to a corporation which as-
sumed or issued the option under sec-
tion 421(g), with respect to the share so 
transferred; and 

(iii) No amount other than the option 
price shall be considered as received by 
any of such corporations for the share 
so transferred. 

For the purpose of subdivisions (i), (ii), 
and (iii) of this subparagraph, each 
share of stock transferred pursuant to 
a restricted stock option is treated sep-
arately. For example, if an individual, 
while employed by a corporation grant-
ing him a restricted stock option, exer-
cises the option with respect to part of 
the stock covered by the option, and if 
such individual exercises the balance of 
the option more than three months 
after leaving such employment, the ap-
plication of section 421 to the stock ob-
tained upon the earlier exercise of the 
option is not affected by the fact that 
the income taxes of the employer and 
the individual with respect to the 
stock obtained upon the later exercise 
of the option are not determined under 
section 421. 

(2) Holding period. The special rules 
provided in section 421(a) are not appli-
cable if the individual disposes of the 
share of stock within two years from 
the date the option is granted or with-
in six months after the transfer of such 
share to him. Section 421 is not made 
inapplicable by a transfer within the 2-
year or 1-year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977) pe-
riod if such transfer is not a disposition 
of the stock as defined in subparagraph 
(3) of this paragraph, for example, a 
transfer from the decedent to his es-
tate or a transfer by bequest or inherit-
ance. Similarly, a disposition by the 
executor, administrator, heir, or leg-
atee is not a disposition by the dece-
dent. In case a restricted stock option 
is exercised by the estate of the indi-
vidual to whom the option was grant-
ed, or by a person who acquired the op-
tion by bequest or inheritance or by 
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reason of the death of such individual, 
see paragraph (d) of this section. 

(3) Disposition of stock. (i) For the pur-
pose of section 421, the term ‘‘disposi-
tion’’ includes a sale, exchange, gift, or 
any transfer of legal title, but does not 
include— 

(a) A transfer from a decedent to his 
estate or a transfer by bequest or in-
heritance; or 

(b) An exchange which occurs in a 
taxable year of the optionee beginning 
after December 31, 1953, and ending 
after August 16, 1954, and to which is 
applicable section 354, 355, 356, or 1036 
(or so much of section 1031 as relates to 
section 1036) or a corresponding provi-
sion of the Internal Revenue Code of 
1939; or 

(c) A mere pledge or hypothecation. 
However, a disposition of the stock 
pursuant to a pledge or hypothecation 
is a disposition by the individual, even 
though the making of the pledge or 
hypothecation is not such a disposi-
tion. 

(ii) If an individual exercises a re-
stricted stock option, a share of stock 
acquired pursuant to such exercise is 
not considered disposed of by the indi-
vidual if such share is taken in the 
name of the individual and another 
person jointly with right of survivor-
ship, or is subsequently transferred 
into such joint ownership, or is re-
transferred from such joint ownership 
to the sole ownership of the individual. 
However, any termination of such joint 
ownership is a disposition of such 
share, except to the extent that the in-
dividual reacquires ownership of the 
share. For example, if such individual 
and his joint owner transfer such share 
to another person, the individual has 
made a disposition of such share. Like-
wise, if a share of stock held in the 
joint names of such individual and an-
other person is transferred to the name 
of such other person, there is a disposi-
tion of such share by the individual. If 
an individual exercises a restricted 
stock option and a share of stock is 
transferred to another or is transferred 
to such individual in his name as trust-
ee for another, the individual has made 
a disposition of such share. 

(4) Examples. The rules of section 
421(a) may be illustrated by the fol-
lowing examples:

Example (1). On June 1, 1954, the X Corpora-
tion grants to E, an employee, a restricted 
stock option to purchase 100 shares of X Cor-
poration stock at $95 per share. On that date, 
the fair market value of X Corporation stock 
is $100 per share. On June 1, 1955, while em-
ployed by X Corporation, E exercises the op-
tion in full and pays X Corporation $9,500, 
and on that day X Corporation transfers to E 
100 shares of its stock having a fair market 
value of $12,000. Before June 1, 1956, E makes 
no disposition of the 100 shares so purchased. 
E realizes no income on June 1, 1955, with re-
spect to the transfer to him of the 100 shares 
of X Corporation stock. X Corporation is not 
entitled to any deduction at any time with 
respect to its transfer to E of the stock. E’s 
basis for such 100 shares is $9,500.

Example (2). Assume, in example (1), that 
on August 1, 1956, two years and two months 
after the granting of the option and one year 
and two months after the transfer of the 
shares to him, E sells the 100 shares of X Cor-
poration stock for $13,000, which is the fair 
market value of the stock on that date. For 
the taxable year in which the sale occurs, E 
realizes a gain of $3,500 ($13,000 minus E’s 
basis of $9,500), which is treated as long-term 
capital gain.

Example (3). Assume, in example (2), that 
on August 1, 1956, E makes a gift of the 100 
shares of X Corporation stock to his son. 
Such disposition results in no realization of 
gain to E either for the taxable year in 
which the option is exercised or the taxable 
year in which the gift is made. E’s basis of 
$9,500 becomes the donee’s basis for deter-
mining gain or loss.

Example (4). Assume, in example (1), that 
on May 1, 1956, one year and 11 months after 
the granting of the option and 11 months 
after the transfer of the shares to him, E 
sells the 100 shares of X Corporation stock 
for $13,000. The special rules of section 421(a) 
are not applicable to the transfer of the 
stock by X Corporation to E, because dis-
position of the stock was made by E within 
two years from the date the option was 
granted. See paragraph (e) of this section for 
the effect of a disqualifying disposition. 

Example (5). Assume, in example (1), that E 
dies on September 1, 1955, owning the 100 
shares of X Corporation stock acquired by 
him pursuant to his exercise on June 1, 1955, 
of the restricted stock option. On the date of 
death, the fair market value of the stock is 
$12,500. No income is realized by E by reason 
of the transfer of the 100 shares to his estate. 
If the stock is valued as of the date of E’s 
death for estate tax purposes, the basis of 
the 100 shares in the hands of the executor is 
$12,500.

(b) Additional rules applicable where 
the option price is between 85 percent and 
95 percent of the value of the stock—(1) In 
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general. (i) If all the conditions nec-
essary for the application of section 
421(a) exist, section 421(b) provides ad-
ditional rules which are applicable in 
cases where, at the time the restricted 
stock option is granted, the option 
price per share is less than 95 percent 
(but not less than 85 percent) of the 
fair market value of such share. In 
such case, upon the disposition of such 
share by the individual after the expi-
ration of the 2-year and 1-year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977) periods, or upon his 
death while owning such share (wheth-
er occurring before or after the expira-
tion of such periods), there shall be in-
cluded in the individual’s gross income 
as compensation (and not as gain upon 
the sale or exchange of a capital asset) 
an amount determined in the following 
manner. If the option qualified under 
section 421(d)(1)(A)(i) (see paragraph 
(d)(2)(i)(a) of § 1.421–1), such amount 
shall be the amount, if any, by which 
the option price is exceeded by the less-
er of the fair market value of the share 
at the time the option was granted or 
the fair market value of the share at 
the time of such disposition or death. 
However, if the option qualified under 
section 421(d)(1)(A)(ii) (see paragraph 
(d)(2)(i)(b) of § 1.421–1), such amount 
shall be whichever of the following 
amounts is lesser: 

(a) The excess of the fair market 
value of the share at the time of such 
disposition or death over the price paid 
under the option, or 

(b) The excess of the fair market 
value of the share at the time the op-
tion was granted over the option price, 
computed as if the option had been ex-
ercised at such time.

The amount of such compensation 
shall be included in the individual’s 
gross income for the taxable year in 
which the disposition occurs or for the 
taxable year closing with his death, 
whichever event results in the applica-
tion of section 421(b). 

(ii) The application of the special 
rules provided in section 421(b) shall 
not affect the rules provided in section 
421(a) with respect to the individual ex-
ercising the option, the employer cor-
poration, or its parent or subsidiary 
corporation. Thus, notwithstanding the 

inclusion of an amount as compensa-
tion in the gross income of an indi-
vidual, as provided in section 421(b), no 
income results to the individual at the 
time the stock is transferred to him, 
and no deduction under section 162 is 
allowable at any time to the employer 
corporation or its parent or subsidiary 
with respect to such amount. 

(iii) If the individual exercises a re-
stricted stock option during his life-
time and dies before the stock is trans-
ferred to him pursuant to his exercise 
of the option, the transfer of such 
stock to the individual’s executor, ad-
ministrator, heir, or legatee is deemed, 
for the purpose of section 421, to be a 
transfer of the stock to the individual 
exercising the option and a further 
transfer by reason of death from such 
individual to his executor, adminis-
trator, heir, or legatee. 

(2) Basis. If the special rules provided 
in section 421(b) are applicable to the 
disposition of a share of stock by an in-
dividual, the basis of such share in the 
individual’s hands at the time of such 
disposition, determined under section 
1011, shall be increased by an amount 
equal to the amount includible as com-
pensation in his gross income under 
section 421(b). However, in the case of a 
share of stock acquired by the exercise 
of a restricted stock option after the 
death of the employee to whom the op-
tion was granted, the basis of such 
share shall be determined in accord-
ance with the rules of paragraph (d)(4) 
of this section. If the special rules pro-
vided in section 421(b) are applicable to 
a share of stock upon the death of an 
individual, the basis of such share in 
the hands of the estate or the person 
receiving the stock by bequest or in-
heritance shall be determined under 
section 1014, and shall not be increased 
by reason of the inclusion upon the de-
cedent’s death of any amount in his 
gross income under section 421(b). See 
example (9) of this paragraph with re-
spect to the determination of basis of 
the share in the hands of a surviving 
joint owner. 

(3) Examples. The operation of section 
421(b) may be illustrated by the fol-
lowing examples:

Example (1). On June 1, 1954, the X Corpora-
tion grants to E, an employee, a restricted 
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stock option to purchase a share of X Cor-
poration’s stock for $85. The fair market 
value of the X Corporation stock on such 
date is $100 per share. On June 1, 1955, E exer-
cises the restricted stock option and on that 
date the X Corporation transfers the share of 
stock to E. On January 1, 1957, E sells the 
share for $150, its fair market value on that 
date. E makes his income tax return on the 
basis of the calendar year. The income tax 
consequences to E and X Corporation are as 
follows: (i) Compensation in the amount of 
$15 is includible in E’s gross income for 1957, 
the year of the disposition of the share. The 
$15 represents the difference between the op-
tion price ($85) and the fair market value of 
the share on the date the option was granted 
($100), since such value is less than the fair 
market value of the share on the date of dis-
position ($150). For the purpose of computing 
E’s gain or loss on the sale of the share, E’s 
cost basis of $85 is increased by $15, the 
amount includible in E’s gross income as 
compensation. Thus, E’s basis for the share 
is $100. Since the share was sold for $150, E 
realizes a gain of $50, which is treated as 
long-term capital gain; (ii) The X Corpora-
tion is entitled to no deduction under section 
162 at any time with respect to the share 
transferred to E.

Example (2). Assume, in example (1), that E 
sells the share of X Corporation stock on 
January 1, 1958, for $75, its fair market value 
on that date. Since $75 is less than the option 
price ($85), no amount in respect of the sale 
is includible as compensation in E’s gross in-
come for 1958. E’s basis for determining gain 
or loss on the sale is $85. Since E sold the 
share for $75, E realized a loss of $10 on the 
sale, which loss is treated as a long-term 
capital loss.

Example (3). Assume, in example (1), that 
the option provides that the option price 
shall be 90 percent of the fair market value 
of a share of the stock on the day the option 
is exercised. On June 1, 1955, when the option 
is exercised, the fair market value of the 
stock is $120 per share so that E pays $108 for 
the share of stock. Compensation in the 
amount of $10 is includible in E’s gross in-
come for 1957, the year of the disposition of 
the share. This is determined in the fol-
lowing manner. The excess of the fair mar-
ket value of the stock at the time of the dis-
position ($150) over the price paid for the 
share ($108) is $42; and the excess of the fair 
market value of the stock at the time the 
option was granted ($100) over the option 
price, computed as if the option had been ex-
ercised at such time ($90), is $10. Accord-
ingly, $10 the lesser, is includible in gross in-
come. In this situation, E’s cost basis of $108 
is increased by $10, the amount includible in 
E’s gross income as compensation. Thus, E’s 
basis for the share is $118. Since the share 
was sold for $150, E realizes a gain of $32, 
which is treated as long-term capital gain.

Example (4). Assume, in example (1), that 
instead of selling the share on January 1, 
1957, E makes a gift of the share on that day. 
In such case, $15 is includible as compensa-
tion in E’s gross income for 1957. E’s cost 
basis of $85 is increased by $15, the amount 
includible in E’s gross income as compensa-
tion. Thus, E’s basis for the share is $100, 
which becomes the donee’s basis, as of the 
time of the gift, for determining gain or loss.

Example (5). Assume, in example (2), that 
instead of selling the share on January 1, 
1958, E makes a gift of the share on that 
date. Since the fair market value of the 
share on that day ($75) is less than the option 
price ($85), no amount in respect of the dis-
position by way of gift is includible as com-
pensation in E’s gross income for 1958. E’s 
basis for the share is $85, which becomes the 
donee’s basis, as of the time of the gift, for 
the purpose of determining gain. The donee’s 
basis for the purpose of determining loss, de-
termined under section 1015(a), is $75 (fair 
market value of the share at the date of 
gift).

Example (6). Assume, in example (1), that 
after acquiring the share of stock on June 1, 
1955, E dies on August 1, 1956, at which time 
the share has a fair market value of $150. 
Compensation in the amount of $15 is includ-
ible in E’s gross income for the taxable year 
closing with his death, such $15 being the dif-
ference between the option price ($85) and 
the fair market value of the share when the 
option was granted ($100), since such value is 
less than the fair market value at date of 
death ($150). The basis of the share in the 
hands of E’s estate is determined under sec-
tion 1014 without regard to the $15 includible 
in the decedent’s gross income.

Example (7). Assume, in example (6), that E 
dies on August 1, 1955, at which time the 
share has a fair market value of $150. Al-
though E’s death occurred within two years 
from the date of the granting of the option 
and within six months after the transfer of 
the share to him, the income tax con-
sequences are the same as in example (6).

Example (8). Assume the same facts as in 
example (1), except that the share of stock 
was issued in the names of E and his wife 
jointly with right of survivorship, and except 
that E and his wife sold the share on June 15, 
1956, for $150, its fair market value on that 
date. Compensation in the amount of $15 is 
includible in E’s gross income for 1956, the 
year of the disposition of the share. The 
basis of the share in the hands of E and his 
wife for the purpose of determining gain or 
loss on the sale is $100, that is, the cost of $85 
increased by the amount of $15 includible as 
compensation in E’s gross income. The gain 
of $50 on the sale is treated as long-term cap-
ital gain, and is divided equally between E 
and his wife.

Example (9). Assume the same facts as in 
example (1), except that the share of stock 
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was issued in the names of E and his wife 
jointly with right of survivorship, and except 
that E predeceased his wife on August 1, 1956, 
at which time the share had a fair market 
value of $150. Compensation in the amount of 
$15 is includible in E’s gross income for the 
taxable year closing with his death. See ex-
ample (6). The basis of the share in the hands 
of E’s wife as survivor is determined under 
section 1014 without regard to the $15 includ-
ible in the decedent’s gross income.

Example (10). Assume, in example (9), that 
E’s wife predeceased him on July 1, 1956. Sec-
tion 421(b) does not apply in respect of her 
death. Upon the subsequent death of E on 
August 1, 1956, the income tax consequences 
in respect of E’s taxable year closing with 
the date of his death, and in respect of the 
basis of the share in the hands of his estate, 
are the same as in example (6). If E had sold 
the share on July 15, 1956 (after the death of 
his wife), for $150, its fair market value at 
that time, the income tax consequences 
would be the same as in example (1).

(c) Acquisition of other stock. (1) Sec-
tion 421(c) provides that the special 
rules stated in section 421 (a) and (b), if 
applicable with respect to stock trans-
ferred to an individual upon his exer-
cise of an option, shall likewise be ap-
plicable with respect to stock acquired 
by a distribution or an exchange to 
which is applicable section 305, 354, 355, 
356, or 1036 (or so much of section 1031 
as relates to section 1036) or a cor-
responding provision of the Internal 
Revenue Code of 1939. Stock so ac-
quired shall, for the purpose of section 
421, be considered as having been trans-
ferred to the individual upon his exer-
cise of the option. A similar rule shall 
be applied in the case of a series of 
such acquisitions. With respect to such 
acquisitions, section 421(c) does not 
make inapplicable any of the provi-
sions of section 305, 354, 355, 356, or 1036 
(or so much of section 1031 as relates to 
section 1036). Section 421(c) is applica-
ble only with respect to such acquisi-
tions which occur in any taxable year 
of the shareholder which begins after 
December 31, 1953, and ends after Au-
gust 16, 1954. As to acquisitions occur-
ring in earlier taxable years, see sec-
tion 130A(c) of the Internal Revenue 
Code of 1939. 

(2) The application of subparagraph 
(1) of this paragraph may be illustrated 
by the following example:

Example. If, with respect to stock trans-
ferred pursuant to the timely exercise of a 

restricted stock option, there is a distribu-
tion of new stock to which section 305(a) is 
applicable, and if there is a disposition of 
such new stock within two years after the 
option was granted, such disposition makes 
section 421 inapplicable to the transfer of the 
original stock pursuant to the exercise of the 
option to the extent that the disposition ef-
fects a reduction of the individual’s total in-
terest in the old and new stock. However, if 
the new stock, as well as the old stock, is not 
disposed of within two years after the option 
was granted, nor within 1 year (6 months for 
taxable years beginning before 1977; 9 months 
for taxable years beginning in 1977) after the 
transfer of the old stock pursuant to the ex-
ercise of the option, section 421 is applicable.

(d) Exercise after death. (1) If a re-
stricted stock option is exercised by 
the estate of the individual to whom 
the option was granted, or by any per-
son who acquired such option by be-
quest or inheritance or by reason of the 
death of such individual, and if such 
exercise occurs in a taxable year of the 
estate or of such person beginning after 
December 31, 1953, and ending after Au-
gust 16, 1954, section 421 applies to such 
exercise in the same manner as if such 
option had been exercised by such de-
ceased individual. Consequently, nei-
ther the estate nor such person is re-
quired to include any amount in gross 
income as a result of a transfer of 
stock pursuant to such exercise of the 
option. Nor does section 421 become in-
applicable if such executor, adminis-
trator, or person disposes of the stock 
so acquired within two years after the 
granting of such option or within 1 
year (6 months for taxable years begin-
ning before 1977; 9 months for taxable 
years beginning in 1977) after the trans-
fer of the stock pursuant to the exer-
cise of such option. This exception as 
to the applicability of section 421 does 
not affect the applicability of section 
1222, relating to what constitutes a 
short-term and long-term capital gain 
or loss. The executor, administrator, or 
such person need not exercise the op-
tion within three months after the 
death of the individual to whom the op-
tion was granted for section 421 to be 
applicable. However, the exercise of the 
option must be pursuant to the terms 
of the option, and any change in the 
terms of the option is subject to the 
rules of § 1.421–4, relating to the modi-
fication, extension, or renewal of the 
option. Section 421 is applicable even 
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though such executor, administrator, 
or person is not employed by the cor-
poration granting the option, or a par-
ent or subsidiary thereof, either when 
the option is exercised or at any time. 
However, section 421 is not applicable 
to an exercise of the option by the es-
tate or by such person, unless the indi-
vidual to whom the option was granted 
met the requirements of paragraph (b) 
of § 1.421–3, relating to the employment 
of such individual, either at the time of 
his death or within three months be-
fore such time. If the option is exer-
cised by a person other than the execu-
tor or administrator, or other than a 
person who acquired the option by be-
quest or inheritance or by reason of the 
death of such deceased individual, sec-
tion 421 is not applicable to the exer-
cise. For example, if the option is sold 
by the estate, section 421 does not 
apply to an exercise of the option by 
such buyer; but if the option is distrib-
uted by the administrator to an heir as 
part of the estate, section 421 is appli-
cable to an exercise of the option by 
such heir. 

(2) Any transfer by the estate, wheth-
er a sale, a distribution of assets, or 
otherwise, of the stock acquired by its 
exercise of the option under this para-
graph is a disposition of the stock. 
Therefore, if section 421(b) is applica-
ble, the estate must include an amount 
as compensation in its gross income. 
Similarly, if section 421(b) is applicable 
in case of an exercise of the option 
under this paragraph by a person who 
acquired the option by bequest or in-
heritance or by reason of the death of 
the individual to whom the option was 
granted, there must be included in the 
gross income of such person an amount 
as compensation, either when such per-
son disposes of the stock, or when he 
dies owning the stock. 

(3)(i) If under section 421(b) an 
amount is required to be included in 
the gross income of the estate or of 
such person, the estate or such person 
shall be allowed a deduction as a result 
of the inclusion of the value of the re-
stricted stock option in the estate of 
the individual to whom the option was 
granted. Such deduction shall be com-
puted under section 691(c) by treating 
the restricted stock option as an item 
of gross income in respect of a decedent 

under section 691 and by treating the 
amount required to be included in 
gross income under section 421(b) as an 
amount included in gross income under 
section 691 in respect of such item of 
gross income. No such deduction shall 
be allowable with respect to any 
amount other than an amount includ-
ible under section 421(b). For the rules 
relating to the computation of a deduc-
tion under section 691(c), see § 1.691(c)–
1. 

(ii) The application of subdivision (i) 
may be illustrated by the following ex-
ample:

Example. On June 1, 1953, E was granted a 
restricted stock option to purchase for $85 
one share of the stock of his employer. On 
such day, the fair market value of such stock 
was $100 a share. E died on February 1, 1954, 
without having exercised such option. The 
option was, however, exercisable by his es-
tate, and for purposes of the estate tax was 
valued at $30. On March 1, 1955, the estate ex-
ercised the option, and on March 15, 1955, 
sold for $150 the share of stock so acquired. 
For its taxable year including March 15, 1955, 
the estate is required by section 421(b) to in-
clude in its gross income as compensation 
the amount of $15. During such taxable year, 
no amounts of income were properly paid, 
credited, or distributable to the beneficiaries 
of the estate. However, under section 
421(d)(6)(B), the estate is entitled to a deduc-
tion determined in the following manner. E’s 
estate includes no other items of income in 
respect of a decedent referred to in section 
691(a), and no deductions referred to in sec-
tion 691(b), so that the value for estate tax 
purposes of the restricted stock option, $30, 
is also the net value of all items of income in 
respect of the decedent. The estate tax at-
tributable to the inclusion of the restricted 
stock option in the estate of E is $10. Since 
$15, the amount includible in gross income 
by reason of section 421(b), is less than the 
value for estate tax purposes of the option, 
only 15⁄30 of the estate tax attributable to the 
inclusion of the option in the estate is de-
ductible; that is, 15⁄30 of $10, or $5. No deduc-
tion under section 421(d)(6)(B) is allowable 
with respect to any capital gain.

(4)(i) In the case of an employee 
dying before January 1, 1957, the basis 
of any share of stock acquired by the 
exercise of the option under this para-
graph, determined under section 1011, 
shall be increased by an amount equal 
to the amount includible as compensa-
tion in his gross income under section 
421(b). The basis of the share shall not 
be increased by reason of the inclusion 
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of the value of the restricted stock op-
tion in the estate for estate tax pur-
poses. 

(ii)(A) In the case of an employee 
dying after December 31, 1956, the basis 
of any share of stock acquired by the 
exercise of the option under this para-
graph, determined under section 1011, 
shall be increased by an amount equal 
to the portion of the basis of the option 
attributable to such share. For exam-
ple, if a restricted stock option to ac-
quire 10 shares of stock has a basis of 
$100, the basis of one share acquired by 
a partial exercise of the option, deter-
mined under section 1011, would be in-
creased by 1⁄10 of $100, or $10. The option 
acquires a basis, determined under sec-
tion 1014(a), only if it is exercised in ac-
cordance with section 421. Therefore, to 
the extent the option is so exercised, in 
whole or in part, it will acquire a basis 
equal to its fair market value at the 
date of the employee’s death or, if an 
election is made under section 2032, its 
value at its applicable valuation date. 
In certain cases, the basis of the share 
is subject to the adjustments provided 
by (B) and (C) of this subdivision, but 
such adjustments are only applicable 
in the case of an option which is sub-
ject to section 421(b). 

(B) If the amount which would have 
been includible in gross income under 
section 421(b) had the employee exer-
cised the option and held the share at 
the time of his death exceeds the 
amount which is includible in gross in-
come under section 421(b), the basis of 
the share, determined under (A) of this 
subdivision, shall be reduced by such 
excess. For example, if $15 would have 
been includible in the gross income of 
the employee had he exercised the op-
tion and held such share at the time of 
his death, and only $10 is includible 
under section 421(b), the basis of the 
share, determined under (A) of this sub-
division, would be reduced by $5. For 
purposes of determining the amount 
which would have been includible in 
gross income under section 421(b) if the 
employee had exercised the option and 
held such share at the time of his 
death, the amount which would have 
been paid for the share shall be com-
puted as if the option had been exer-
cised on the date the employee died. 

(C) If the amount includible in gross 
income under section 421(b) exceeds the 
portion of the basis of the option at-
tributable to the share, the basis of the 
share, determined under (A) of this sub-
division, shall be increased by such ex-
cess. Thus, if $15 is includible in gross 
income under section 421(b), and the 
basis of the option with respect to the 
share is $10, the basis of the share, de-
termined under (A) of this subdivision, 
will be increased by $5. 

(iii) If a restricted stock option is not 
exercised by the estate of the indi-
vidual to whom the option was grant-
ed, or by the person who acquired such 
option by bequest or inheritance or by 
reason of the death of such individual, 
the option shall be considered to be 
property which constitutes a right to 
receive an item of income in respect of 
a decedent to which the rules of sec-
tions 691 and 1014(c) apply. 

(iv) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). On June 1, 1954, the X Corpora-
tion granted to E, an employee, a restricted 
stock option to purchase a share of X Cor-
poration’s stock for $85. The fair market 
value of the X Corporation stock on such 
date was $100 per share. On June 1, 1955, E 
died. The fair market value of X Corporation 
stock on such date exceeded $100 per share 
and the fair market value of the option on 
the applicable valuation date was $35. On Au-
gust 1, 1956, the estate of E exercised the op-
tion and sold the share of X Corporation 
stock at a time when the fair market value 
of the share was $90. The estate is required 
by section 421(b) to include $5 in its gross in-
come as compensation. Since E died before 
January 1, 1957, the basis of the share is $90 
(the $85 paid for the stock plus the $5 includ-
ible in gross income as compensation), and 
the basis of the share is not increased by rea-
son of the inclusion of the value of the op-
tion in the estate of E (see section 1014(d)). 
Thus, no gain or loss is realized on the dis-
position of the share since the basis of the 
share is equal to the sale price.

Example (2). On June 1, 1956, the X Corpora-
tion granted to E, an employee, a restricted 
stock option to purchase a share of X Cor-
poration stock for $85. The fair market value 
of X Corporation stock on such date was $100 
per share. On June 1, 1957, E died. The fair 
market value of X Corporation stock on such 
date exceeded $100 per share and the fair 
market value of the option on the applicable 
valuation date was $35. On August 1, 1958, the 
estate of E exercised the option and sold the 
share of X Corporation stock at a time when 
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the fair market value of the share was $120. 
The basis of the share is $120 (the $85 paid for 
the stock plus the $35 basis of the option). 
When the share is sold for $120, the estate is 
required to include $15 in its gross income as 
compensation. Since $15 would have been in-
cludible in E’s gross income if he had exer-
cised the option and held such share at the 
time of his death, subdivision (ii)(B) of this 
subparagraph does not apply. Moreover, 
since the $15 includible in the gross income 
of the estate does not exceed the basis of the 
option ($35), subdivision (ii)(C) of this sub-
paragraph does not apply. Since the basis of 
the stock and the sale price are the same, no 
gain or loss is realized by the estate on the 
disposition of the share.

Example (3). Assume the same facts as in 
example (2), except that the fair market 
value of the share of stock at the time if its 
sale was $90. The basis of the share, deter-
mined under subdivision (ii)(A) of this sub-
paragraph, is $120 (the $85 paid for the stock 
plus the $35 basis of the option). When the 
share is sold for $90, the estate is required to 
include $5 in its gross income as compensa-
tion. If the employee had exercised the op-
tion and held the share at the time of this 
death, $15 would have been includible in 
gross income as compensation for the tax-
able year ending with his death. Since such 
amount exceeds by $10 the amount which the 
estate is required to include in its gross in-
come, subdivision (ii)(B) of this subpara-
graph applies, and the basis of the share 
($120), determined under subdivision (ii)(A) of 
this subparagraph is reduced by $10. Accord-
ingly, the basis is $110, and a capital loss of 
$20 is realized on the disposition of the share.

Example (4). Assume the same facts as in 
example (2), except that the fair market 
value of the option on the applicable valu-
ation date was $5, and that the fair market 
value of X Corporation stock on the date the 
employee died did not exceed $100. The basis 
of the share, determined under subdivision 
(ii)(A) of this subparagraph, is $90 (the $85 
paid for the stock plus the $5 basis of the op-
tion). When the share is sold for $120, the es-
tate is required to include $15 in its gross in-
come as compensation. Since such amount 
exceeds by $10 the basis of the option, sub-
division (ii)(C) of this subparagraph applies, 
and the basis of the share ($90), determined 
under subdivision (ii)(A) of this subpara-
graph, is increased by $10. Accordingly, the 
basis is $100 and a capital gain of $20 is real-
ized on the disposition of the share.

Example (5). Assume the same facts as in 
example (2), except that on June 1, 1957, the 
date the employee died, the fair market 
value of X Corporation stock was $98, and 
that on June 1, 1958, the alternate valuation 
date, the fair market value of the stock had 
declined substantially, and the fair market 
value of the option was $5. On August 1, 1958, 
the estate of E exercised the option and sold 

the share when its fair market value was $92. 
The basis of the share, determined under 
subdivision (ii)(A) of this subparagraph, is 
$90 (the $85) paid for the stock plus the $5 
basis of the option). When the share is sold 
for $92, the estate is required to include $7 in 
its gross income as compensation. Since $13 
would have been includible in E’s gross in-
come if he had exercised the option and held 
such share at the time of his death, subdivi-
sion (ii)(B) of this subparagraph applies, and 
the basis of the share ($90), determined under 
subdivision (ii)(A) of this subparagraph, is re-
duced by $6 to $84. Furthermore, since the $7 
that the estate is required to include in its 
gross income when the share is sold for $92 
exceeds by $2 the basis of the option, subdivi-
sion (ii)(C) of this subparagraph applies, and 
the basis of the share ($84), determined under 
subdivision (ii)(A) and (ii)(B) of this subpara-
graph, is increased by $2. Accordingly, the 
basis is $86 and a capital gain of $6 is realized 
on the disposition of the share.

(e) Disqualifying disposition. The dis-
position of a share of stock, acquired 
by the exercise of a restricted stock op-
tion, within two years after the grant-
ing of the option or within 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977) after the transfer of 
the share pursuant to such exercise 
makes section 421 inapplicable to such 
transfer of the share. If such disquali-
fying disposition occurs in a taxable 
year of the individual which begins 
after December 31, 1953, and ends after 
August 16, 1954, the income attrib-
utable to such transfer shall be treated 
by the individual as income received in 
the taxable year in which such disposi-
tion occurs. Similarly, if such disposi-
tion occurs in a taxable year of the em-
ployer which begins after December 31, 
1953, and ends after August 16, 1954, the 
deduction attributable to the transfer 
of the share of stock pursuant to the 
exercise of the option shall be allow-
able for the taxable year in which such 
disposition occurs. In such cases, no 
amount shall be treated as income, and 
no amount shall be allowed as a deduc-
tion, for any taxable year other than 
the taxable year in which occurs the 
disposition. However, if the stock was 
transferred pursuant to the exercise of 
the option in a taxable year other than 
the taxable year of the disposition, the 
amount of the deduction shall be 
determinded as if the employee had 
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been paid compensation at the time 
provided in paragraph (d) of § 1.421–6. 

[T.D. 6500, 25 FR 11696, Nov. 26, 1960, as 
amended by T.D. 6527, 26 FR 411, Jan. 19, 1961; 
T.D. 7728, 45 FR 72650, Nov. 3, 1980]

§ 1.421–6 Options to which section 421 
does not apply. 

(a) Scope of section. (1) If an employer 
or other person grants to an employee 
or other person for any reason con-
nected with the employment of such 
employee an option to purchase stock 
of the employer or other property, and 
if section 421 is not applicable, then 
this section shall apply. This section 
will apply, for example, when an option 
is not a qualified or restricted stock 
option at the time it is granted or an 
option granted under an employee 
stock purchase plan, or when an option 
is modified so that it no longer quali-
fies as such an option, or when there is 
a disqualifying disposition of stock ac-
quired by the exercise of such an op-
tion so that section 421 does not apply. 
When an option is granted for any rea-
son connected with the employment of 
an employee, this section applies, if 
section 421 does not apply, irrespective 
of whether the option is granted by the 
employer, by a parent or subsidiary of 
the employer, by a stockholder of any 
of such corporations, or by any other 
person, and irrespective of whether the 
option is granted to the employee, to a 
member of his family, or to any other 
person, and irrespective of whether the 
option is to purchase the stock of the 
employer, the stock of the parent or 
subsidiary of the employer, the stock 
of any other corporation, or to pur-
chase any other property. In addition, 
§ 1.61–15 makes the rules of this section 
applicable in determining the time 
when certain other options result in 
the realization of income and the 
amount of such income. 

(2) This section is applicable to op-
tions granted on or after February 26, 
1945, and before July 1, 1969 (and there-
after, to the extent that § 1.83–8(b) ap-
plies). For rules relating to options 
granted after June 30, 1969, see § 1.83–7. 
This section, however, is not applicable 
to— 

(i) Property transferred pursuant to 
an option exercised before September 
25, 1959, if the property is transferred 

subject to a restriction which has a sig-
nificant effect on its value, or 

(ii) Property transferred pursuant to 
an option granted before September 25, 
1959, and exercised on or after such 
date, if, under the terms of the con-
tract granting such option, the prop-
erty to be transferred upon the exercise 
of the option is to be subject to a re-
striction which has a significant effect 
on its value and if such property is ac-
tually transferred subject to such re-
striction. However, if an option grant-
ed before September 25, 1959, and on or 
after February 26, 1945, is sold or other-
wise disposed of before exercise, the 
provisions of this section shall be fully 
applicable to such disposition. 

(3) If an option to which this section 
applies has a readily ascertainable fair 
market value when granted, no amount 
is includible in gross income under this 
section as compensation by reason of 
the transfer or exercise of such option, 
irrespective of whether such value was 
included in income for the taxable year 
in which the option was granted, and 
any deduction which is allowable as a 
result of the granting of such option is 
allowable only for the taxable year in 
which the option is granted. Thus, if an 
option having a readily ascertainable 
fair market value to which this section 
applies was granted in a taxable year 
for which an assessment of deficiency 
was barred at the time of the adoption 
of paragraph (c) of this section as a 
Treasury decision, no amount is in-
cludible in gross income under this sec-
tion as compensation by reason of the 
transfer or exercise of such option. 
However, if there is a determination to 
which the rules of sections 1311–1314 
apply, there may be an adjustment for 
the taxable year in which the option 
was granted. 

(b) Meaning and use of certain terms. 
(1) For the purpose of this section, the 
term ‘‘option’’ includes the right or 
privilege of a person to purchase prop-
erty from any person by virtue of an 
offer continuing for a stated period of 
time, whether or not irrevocable, to 
sell such property at a stated price, 
such person being under no obligation 
to purchase. 

(2) As used in this section, the terms 
‘‘employee’’, ‘‘employment’’, and ‘‘em-
ployer’’ have reference to the legal and 
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bona fide relationship of employer and 
employee. For rules applicable to the 
determination whether the employer 
employee relationship exists, see sec-
tion 3401(c) and the regulations there-
under. 

(3) For purposes of applying the rules 
of this section to the options which are 
made subject to such rules by § 1.61–15— 

(i) The term ‘‘employee’’ includes the 
person who provided the consideration 
resulting in the grant of the option, 
the term ‘‘employer’’ includes the per-
son to whom, or for whom, such consid-
eration was provided, and the term 
‘‘employment’’ includes the providing 
of such consideration; 

(ii) Where a stock option is granted 
to an underwriter prior to a public of-
fering and such grant is expressly or 
impliedly conditional upon the success-
ful completion of the underwriting, the 
date on which the option shall be con-
sidered ‘‘granted’’ shall be the date of 
the successful completion of the under-
writing. 

(c) Options with a readily ascertainable 
fair market value. (1) If there is granted 
an option to which this section applies 
and which has a readily ascertainable 
fair market value (determined in ac-
cordance with subparagraphs (2) and (3) 
of this paragraph) at the time the op-
tion is granted, the employee in con-
nection with whose employment such 
option is granted realizes compensa-
tion at such time in an amount equal 
to the excess, if any, of such fair mar-
ket value over any amount paid for the 
option. If an option to which this sec-
tion applies does not have a readily as-
certainable fair market value at the 
time the option is granted, the time 
when the compensation is realized and 
the amount of such compensation shall 
be determined under paragraph (d) of 
this section. 

(2) Although options may have a 
value at the time they are granted, 
that value is ordinarily not readily as-
certainable unless the option is ac-
tively traded on an established market. 
If an option is actively traded on an es-
tablished market, the fair market 
value of such option is readily ascer-
tainable for purposes of this section by 
applying the rules of valuation set 
forth in § 20.2031–2 of this chapter (the 
Estate Tax Regulations). 

(3)(i) When an option is not actively 
traded on an established market, the 
fair market value of the option is not 
readily ascertainable unless the fair 
market value of the option can be 
measured with reasonable accuracy. 
For purposes of this section, if an op-
tion is not actively traded on an estab-
lished market, the option does not 
have a readily ascertainable fair mar-
ket value when granted unless the tax-
payer can show that all of the fol-
lowing conditions exist: 

(a) The option is freely transferable 
by the optionee; 

(b) The option is exercisable imme-
diately in full by the optionee; 

(c) The option or the property subject 
to the option is not subject to any re-
striction or condition (other than a 
lien or other condition to secure the 
payment of the purchase price) which 
has a significant effect upon the fair 
market value of the option or such 
property; and 

(d) The fair market value of the op-
tion privilege is readily ascertainable 
in accordance with subdivision (ii) of 
this subparagraph. 

(ii) The option privilege in the case 
of an option to buy is the opportunity 
to benefit during the option’s exercise 
period from any increase in the value 
of property subject to the option dur-
ing such period, without risking any 
capital. Similarly, the option privilege 
in the case of an option to sell is the 
opportunity to benefit during the exer-
cise period from a decrease in the value 
of the property subject to the option, 
for example, if at some time during the 
exercise period of an option to buy, the 
fair market value of the property sub-
ject to the option is greater than the 
option’s exercise price, a profit may be 
realized by exercising the option and 
immediately selling the property so ac-
quired for its higher fair market value. 
Irrespective of whether any such gain 
may be realized immediately at the 
time an option is granted, the fair mar-
ket value of an option includes the 
value of the right to benefit from any 
future increase in the value of the 
property subject to the option (relative 
to the option exercise period), without 
risking any capital. Therefore, the fair 
market value of an option is not mere-
ly the difference that may exist at a 
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particular time between the option’s 
exercise price and the value of the 
property subject to the option, but also 
includes the value of the option privi-
lege for the remainder of the exercise 
period. Accordingly, for purposes of 
this section, in determining whether 
the fair market value of an option is 
readily ascertainable, it is necessary to 
consider whether the value of the en-
tire option privilege can be measured 
with reasonable accuracy. In deter-
mining whether the value of the option 
privilege is readily ascertainable, and 
in determining the amount of such 
value when such value is readily ascer-
tainable, it is necessary to consider— 

(a) Whether the value of the property 
subject to the option can be 
ascertained; and 

(b) The probability of any ascertain-
able value of such property increasing 
or decreasing; and (c) The length of the 
period during which the option can be 
exercised. 

(d) Options without a readily ascertain-
able fair market value. If there is grant-
ed an option to which this section ap-
plies, and if the option does not have a 
readily ascertainable fair market value 
at the time it is granted, the employee 
in connection with whose employment 
the option is granted is considered to 
realize compensation includible in 
gross income under section 61 at the 
time and in the amount determined in 
accordance with the following rules of 
this paragraph: 

(1) Except as provided in subpara-
graph (2) of this paragraph, if the op-
tion is exercised by the person to whom 
it was granted, the employee realizes 
compensation at the time an uncondi-
tional right to receive the property 
subject to the option is acquired by 
such person, and the amount of such 
compensation is the difference between 
the amount payable for the property 
and the fair market value of the prop-
erty at the time an unconditional right 
to receive the property is acquired. An 
individual has an unconditional right 
to receive the property subject to the 
option when his right to receive such 
property is not subject to any condi-
tions, other than conditions that may 
be performed by him at any time. 
Thus, if an individual who has exer-
cised an option has a right to make 

payment for the property at any time 
and to receive the property imme-
diately after making such payment, 
such individual realizes compensation 
at the time he exercises the option. 
However, if an individual who has exer-
cised an opinion is prevented by the 
terms of the option contract from mak-
ing payment immediately of from re-
ceiving an immediate transfer of the 
property after making payment, such 
individual does not realize compensa-
tion at the time he exercises the op-
tion. Such individual will not realize 
compensation until he does acquire the 
right to make payment immediately 
and to receive an immediate transfer of 
the property. For purposes of this para-
graph, an unconditional right to re-
ceive the property subject to the op-
tion shall not be considered to have 
been acquired before the date on which 
the option is exercised. 

(2)(i) If the option is exercised by the 
person to whom it was granted but, at 
the time an unconditional right to re-
ceive the property subject to the op-
tion is acquired by such person, such 
property is subject to a restriction 
which has a significant effect on its 
value, the employee realizes compensa-
tion at the time such restriction lapses 
or at the time the property is sold or 
exchanged, in an arm’s length trans-
action, whichever occurs earlier, and 
the amount of such compensation is 
the lesser of— 

(a) The difference between the 
amount paid for the property and the 
fair market value of the property (de-
termined without regard to the restric-
tion) at the time of its acquisition, or 

(b) The difference between the 
amount paid for the property and ei-
ther its fair market value at the time 
the restriction lapses or the consider-
ation received upon the sale or ex-
change, whichever is applicable. 

If the property is sold or exchanged in 
a transaction which is not at arm’s 
length before the time the employee 
realizes compensation in accordance 
with this subdivision, any amount of 
gain which the employee realizes as a 
result of such sale or exchange is in-
cludible in gross income at the time of 
such sale or exchange, but the amount 
includible in gross income under this 

VerDate Apr<18>2002 06:16 Apr 20, 2002 Jkt 197084 PO 00000 Frm 00820 Fmt 8010 Sfmt 8010 Y:\SGML\197084T.XXX pfrm12 PsN: 197084T



821

Internal Revenue Service, Treasury § 1.421–6

subdivision at the time of the expira-
tion of the restriction or the sale or ex-
change at arm’s length shall be reduced 
by the amount of gain includible in 
gross income as a result of the sale or 
exchange not at arm’s length. 

(ii) The provisions of subdivision (i) 
of this subparagraph may be illustrated 
by the following examples:

Example (1). On November 1, 1959, X Cor-
poration grants to E, an employee, an option 
to purchase 100 shares of X Corporation 
stock at $10 per share. Under the terms of 
the option, E will be subject to a binding 
commitment to resell the stock to X Cor-
poration at the price he paid for it in the 
event that his employment terminates with-
in 2 years after he acquires the stock, for 
any reason except his death. Evidence of this 
commitment will be stamped on the face of 
E’s stock certificate. E exercises the option 
and acquires the stock at a time when the 
stock, determined without regard to the re-
striction, has a fair market value of $18 per 
share. Two years after he acquires the stock, 
at which time the stock has a fair market 
value of $30 per share, E is still employed by 
X Corporation. E realizes compensation upon 
the expiration of the 2-year restriction and 
the amount of the compensation is $800. The 
$800 represents the difference between the 
amount paid for the stock ($1,000) and the 
fair market value of the stock (determined 
without regard to the restriction) at the 
time of its acquisition ($1,800), since such 
value is less than the fair market value of 
the stock at the time the restriction lapsed 
($3,000).

Example (2). Assume, in example (1), that E 
dies one year after he acquires the stock, at 
which time the stock has a fair market value 
of $25 per share. Since the restriction lapses 
upon E’s death, he realizes compensation of 
$800 ($1,800 less $1,000) and this amount is in-
cludible in E’s gross income for the taxable 
year closing with his death.

Example (3). Assume that, pursuant to the 
exercise of an option not having a readily as-
certainable fair market value to which this 
section applies, an employee acquires stock 
subject to the sole condition that, if he de-
sires to dispose of such stock during the pe-
riod of his employment, he is obligated to 
offer to sell the stock to his employer at its 
fair market value at the time of such sale. 
Since this condition is not a restriction 
which has a significant effect on value, the 
employee realizes compensation upon acqui-
sition of the stock.

Example (4). Assume, in example (3), that 
the employee is obligated to offer to sell the 
stock to his employer at its book value rath-
er than at its fair market value. Since this 
condition amounts to a restriction which has 
a significant effect on value, the employee 

does not realize compensation upon acquisi-
tion of the stock, but he does realize such 
compensation upon the lapse of the restric-
tion, such as, for example, his death or the 
termination of his employment.

(3) If the option is not exercised by 
the person to whom it was granted, but 
is transferred in an arm’s length trans-
action, the employee realizes com-
pensation in the amount of the gain re-
sulting from such transfer of the op-
tion, and such compensation is includ-
ible in his gross income in accordance 
with his method of accounting. 

(4) If the option is not exercised by 
the person to whom it was granted, but 
is transferred in a transaction which is 
not at arm’s length, the employee real-
izes compensation in the amount of the 
gain resulting from such transfer of the 
option, and such compensation is in-
cludible in his gross income in accord-
ance with his method of accounting. 
Moreover, the employee realizes addi-
tional compensation at the time and in 
the amount determined under subpara-
graph (1), (2), or (3) of this paragraph, 
except that the amount of compensa-
tion determined under subparagraph 
(1), (2), or (3) of this paragraph shall be 
reduced by any amount previously in-
cludible in gross income as a result of 
such transfer of the option. For exam-
ple, if in 1960 an employee is granted an 
option not having a readily ascertain-
able fair market value to buy a share 
of stock for $50 at a time when the 
stock has a fair market value of $100, 
and later in 1960 the employee trans-
fers, in a transaction not at arm’s 
length, the option to his wife for $10, 
the employee realizes compensation of 
$10 in 1960. If in 1961 the wife exercises 
the option at a time when the stock 
has a fair market value of $120, the em-
ployee realizes additional compensa-
tion in 1961 in the amount of $60 (the 
$70 bargain spread less the $10 taxed as 
compensation in 1960). For the purpose 
of this subparagraph if a person other 
than the employee dies holding an 
unexercised option at a time when the 
employee is still living, the transfer 
which results by reason of the death of 
such person is a transfer in a trans-
action which is not at arm’s length. 
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(5) If there is granted an option to 
which this section applies, and the em-
ployee dies before realizing the com-
pensation in accordance with the rules 
of this paragraph, income having the 
character of compensation is realized 
at the time and in the amount deter-
mined under this paragraph by the per-
son who transfers or exercises the op-
tion, or the person who receives the 
property subject to a restriction which 
has a significant effect on its value. 
For example, this subparagraph is ap-
plicable: 

(i) When an option not having a read-
ily ascertainable fair market value is 
granted to an employee, and he dies be-
fore transferring or exercising the op-
tion, 

(ii) When an option not having a 
readily ascertainable fair market value 
is granted to the employee, and he dies 
after the transfer of the option in a 
transaction which is not at arm’s 
length, but before the option is exer-
cised, or 

(iii) When an option not having a 
readily ascertainable fair market value 
is granted to another person, and the 
employee dies before realizing all of 
the compensation which would result 
from any transfer or exercise of the op-
tion. If the option is one which was 
granted to the employee and he dies be-
fore transferring or exercising the op-
tion, the option shall be considered a 
right to receive income in respect of a 
decedent to which the rules of section 
691 apply. In any such case, if the op-
tion is transferred, section 691 provides 
that the amount received for such 
transfer or the fair market value of the 
property transferred at the time of 
transfer, whichever is greater, is in-
come realized at the time of such 
transfer. Moreover, if a transfer is sub-
ject to this rule, it will be treated as a 
transfer in an arm’s length transaction 
for the purpose of this paragraph. 

(6) If an option to which this section 
applies is exercised in part and trans-
ferred in part, the rules of this para-
graph shall be applied as if there were 
two options—one exercised and one 
transferred. 

(7) Notwithstanding the other provi-
sions of this paragraph, if this section 
is applicable because of a disqualifying 
disposition of stock acquired by the ex-

ercise of a qualified or restricted stock 
option, or acquired by the exercise of 
an option granted under an employee 
stock purchase plan, the taxable year 
of the employee for which he is re-
quired to include in his gross income 
the compensation resulting from such 
option is determined under section 
421(b) and paragraph (b) of § 1.421–8 (or, 
in the case of taxable years ending be-
fore January 1, 1964, under section 
421(f) and paragraph (e) of § 1.421–5) and, 
in the case of a disqualifying disposi-
tion of a share of stock acquired by the 
exercise of a qualified stock option, the 
amount of such compensation shall be 
subject to the limitation provided by 
section 422(c)(4) and paragraph (b) of 
§ 1.422–1. 

(e) Basis. (1) If an option to which 
this section applies is exercised by the 
person to whom it was granted, such 
person’s basis for the property so ac-
quired shall be increased by any 
amount that is includible in the gross 
income of the employee under para-
graph (d) of this section. If such person 
transfers such property to a person 
whose basis is the same as the trans-
feror’s basis, such transferee’s basis 
shall also reflect the adjustment made 
by this paragraph. However, if such 
property is transferred by either of 
such persons at death so that its basis 
is determined under section 1014, the 
basis so determined shall not be in-
creased by reason of this paragraph. 

(2) If an option to which this section 
applies is transferred in a transaction 
which is not at arm’s length, the trans-
feree who exercises the option shall in-
crease his basis for the property so ac-
quired by any amount that is includ-
ible in the gross income of the em-
ployee at the time such transferee ac-
quires the property. 

(3) If an option to which this section 
applies is transferred in a transaction 
which is at arm’s length, the basis of 
the property acquired by an exercise of 
the option shall not be increased by 
reason of any amount that is includible 
in this gross income of the employee 
under this section. 

(4) If an option to which this section 
applies has a readily ascertainable fair 
market value at the time it is granted, 
the basis of such option includes any 
amount includible in gross income of 
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the employee under paragraph (c) of 
this section. 

(f) Deductions. If the employer grants 
an option to which this section applies, 
the employer of the employee in con-
nection with whose employment the 
option is granted is considered to have 
paid compensation to such employee at 
the same time and in the same amount 
as such employee is considered under 
paragraph (c) or (d) of this section to 
have realized compensation. The de-
ductibility of the amount considered so 
paid is determined under section 162 or 
other provision of the Code which is ap-
plicable to such a payment. Whether 
such amount may be deducted in the 
taxable year considered so paid, or 
whether such amount is a capital ex-
penditure which is not deductible or 
which may be amortized, depends upon 
the nature of the transaction involved 
and the facts and circumstances of 
each case. If this section is applicable 
because of a disqualifying disposition 
of stock acquired by the exercise of a 
qualified or restricted stock option, or 
acquired by the exercise of an option 
granted under an employee stock pur-
chase plan, the employer’s taxable year 
for which such compensation is deduct-
ible is determined under section 421(b) 
and paragraph (b) of § 1.421–8 (or, in the 
case of taxable years ending before 
January 1, 1964, under section 421(f) and 
paragraph (e) of § 1.421–5). 

(Secs. 83 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 6540, 26 FR 512, Jan. 20, 1961, as amend-
ed by T.D. 6696, 28 FR 13451, Dec. 12, 1963; 
T.D. 6887, 31 FR 8787, June 24, 1966; T.D. 7554, 
43 FR 31926, July 24, 1978]

§ 1.421–7 Meaning and use of certain 
terms. 

(a) Option. (1) For purposes of sec-
tions 421 through 425, the term ‘‘op-
tion’’ includes the right or privilege of 
an individual to purchase stock from a 
corporation by virtue of an offer of the 
corporation continuing for a stated pe-
riod of time, whether or not irrev-
ocable, to sell such stock at a price de-
termined under paragraph (e) of this 
section, such individual being under no 
obligation to purchase. Such right or 
privilege, when granted, must be evi-
denced in writing. The individual who 

has such right or privilege is referred 
to as the optionee and the corporation 
offering to sell stock under such an ar-
rangement is referred to as the 
optionor. While no particular form of 
words is necessary, the written option 
should express, among other things, an 
offer to sell at the option price and the 
period of time during which the offer 
shall remain open. 

(2) An option may be granted as part 
of or in conjunction with an employee 
stock purchase plan or subscription 
contract. See section 423. 

(3) An arrangement between a cor-
poration and an employee may involve 
more than one option. For example, if 
a corporation on June 1, 1964, grants to 
an employee the right to purchase 1,000 
shares of its stock on or after June 1, 
1965, another 1,000 shares on or after 
June 1, 1966, and a further 1,000 shares 
on or after June 1, 1967, all shares to be 
purchased before June 1, 1968, provided 
the employee at the time of exercise of 
any of the purchase rights is employed 
by the corporation, such an arrange-
ment will be construed as the grant to 
the employee on June 1, 1964, of three 
options, each for the purchase of 1,000 
shares. However, if a corporation 
grants to an employee on January 1, 
1965, the right to purchase 1,000 shares 
of its stock at $65 per share during 1965, 
or at $75 per share during 1966, or at $85 
per share during 1967, such an arrange-
ment will be construed as the grant to 
the employee on January 1, 1965, of but 
one option for the purchase of 1,000 
shares, which ceases to be outstanding 
when fully exercised at the price in ef-
fect at the time of exercise. 

(b) Statutory options. (1) The term 
‘‘statutory option’’, used for purposes 
of convenience hereinafter in this sec-
tion and in §§ 1.421–8 through 1.425–1, 
means a qualified stock option, as de-
fined by section 422(b) and § 1.422–2; an 
option granted under an employee 
stock purchase plan, as defined by sec-
tion 423(b) and § 1.423–2; and a restricted 
stock option, as defined in section 
424(b) and § 1.424–2. 

(2) An option may qualify as a statu-
tory option only if the option is not 
transferable (other than by will or by 
the laws of descent and distribution) by 
the individual to whom it is granted, 
and is exercisable, during the lifetime 
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of such individual, only by him. See 
sections 422(b)(6), 423(b)(9), and 
424(b)(2). Accordingly, an option which 
is transferable by the individual to 
whom it is granted during his lifetime, 
or is exercisable during such individ-
ual’s lifetime by another person, is not 
a statutory option. However, in case 
the option or the plan under which the 
option was granted contains a provi-
sion permitting the individual to whom 
the option was granted to designate 
the person who may exercise the option 
after his death, neither such provision, 
nor a designation pursuant to such pro-
vision, disqualifies the option as a stat-
utory option. 

(3)(i) The determination of whether 
an option is a statutory option is made 
as of the date such option is granted. 
An option which is a statutory option 
when granted does not lose its char-
acter as such an option by reason of 
subsequent events, and an option which 
is not a statutory option when granted 
does not become such an option by rea-
son of subsequent events. See, however, 
paragraph (e) of § 1.425–1, relating to 
modification, extension, or renewal of 
an option. For rules concerning options 
that are not statutory options, see 
§ 1.83–7. 

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). S–1 Corporation is a subsidiary 
of S Corporation which, in turn, is a sub-
sidiary of P Corporation. On June 1, 1964, P 
grants to an employee of P a statutory op-
tion to purchase a share of stock of S–1. On 
January 1, 1965, S sells a portion of the S–1 
stock which it owns to an unrelated corpora-
tion and, as of that date, S–1 ceases to be a 
subsidiary of S. On May 1, 1965, while still 
employed by P, the employee exercises his 
option to purchase a share of S–1 stock. Sec-
tion 421 applies to such exercise.

Example (2). Assume P grants an option to 
an employee under the same facts as in ex-
ample (1) above, except that on June 1, 1964, 
S–1 is not a subsidiary of either S or P. Such 
option is not a statutory option on June 1, 
1964. On January 1, 1965, S purchases from an 
unrelated corporation a sufficient number of 
shares of S–1 stock to make S–1, as of that 
date, a subsidiary of S. On May 1, 1965, while 
still employed by P, the employee exercises 
his option to purchase a share of S–1 stock. 
The employee has not exercised a statutory 
option.

(c) Time and date of granting option. 
(1) For purposes of sections 421 through 
425, the words ‘‘the date of the granting 
of the option’’ and ‘‘the time such op-
tion is granted’’, and similar phrases 
refer to the date or time when the cor-
poration completes the corporate ac-
tion constituting an offer of stock for 
sale to an individual under the terms 
and conditions of a statutory option. 
Ordinarily, if the corporate action con-
templates an immediate offer of stock 
for sale to an individual or to a class 
including such individual, or con-
templates a particular date on which 
such offer is to be made, the time or 
date of the granting of the option is 
the time or date of such corporate ac-
tion if the offer is to be made imme-
diately, or the date contemplated as 
the date of the offer, as the case may 
be. However, an unreasonable delay in 
the giving of notice of such offer to the 
individual or to the class will be taken 
into account as indicating that the cor-
poration contemplated that the offer 
was to be made at the subsequent date 
on which such notice is given. 

(2) If the corporation imposes condi-
tions on the granting of an option (as 
distinguished from conditions gov-
erning the exercise of the option), such 
conditions shall be given effect in ac-
cordance with the intent of the cor-
poration. However, under section 425(i), 
if the grant of an option is subject to 
approval by stockholders, the date of 
grant of the option shall be determined 
as if the option had not been subject to 
such approval. A condition which does 
not require corporate action, such as 
the approval of, or registration with, 
some regulatory or governmental agen-
cy, for example, a stock exchange or 
the Securities and Exchange Commis-
sion, is ordinarily considered a condi-
tion upon the exercise of the option un-
less the corporate action clearly indi-
cates that the option is not to be 
granted until such condition is satis-
fied. If an option is granted to an indi-
vidual upon the condition that such in-
dividual will become an employee of 
the corporation granting the option or 
of a related corporation, such option is 
not granted prior to the date the indi-
vidual becomes such an employee. 

(3) In general, conditions imposed 
upon the exercise of an option will not 
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operate to make ineffective the grant-
ing of the option. For example, on June 
1, 1964, the A Corporation grants to X, 
an employee, an option to purchase 
5,000 shares of the corporation’s stock, 
exercisable by X on or after June 1, 
1965, provided he is employed by the 
corporation on June 1, 1965, and pro-
vided that A’s profits during the fiscal 
year preceding the year of exercise ex-
ceed $200,000. Such an option is granted 
to X on June 1, 1964, and will be treated 
as outstanding as of such date. 

(d) Stock and voting stock. For pur-
poses of sections 421 through 425, the 
term ‘‘stock’’ means capital stock of 
any class, including voting or non-
voting common or preferred stock. Ex-
cept as otherwise provided, the term 
includes both treasury stock and stock 
of original issue. Special classes of 
stock authorized to be issued to and 
held by employees are within the scope 
of the term ‘‘stock’’ as used in such 
sections, provided such stock otherwise 
possesses the rights and characteristics 
of capital stock. For purposes of deter-
mining what constitutes voting stock 
in ascertaining whether a plan has 
been approved by stockholders or 
whether the limitations pertaining to 
voting power contained in sections 
422(b)(7), 423(b)(3) and 424(b)(3) and the 
regulations thereunder have been met, 
stock which does not have voting 
rights until the happening of an event, 
such as the default in the payment of 
dividends on preferred stock, is not 
voting stock until the happening of the 
specified event. Moreover, stock which 
does not possess a general voting 
power, and may vote only on particular 
questions, is not voting stock. How-
ever, if such stock is entitled to vote 
on whether a stock option plan is to be 
adopted, it is voting stock for the pur-
pose of ascertaining whether the plan 
has been approved by the shareholders. 

(e) Option price. (1) For purposes of 
sections 421 through 425, the term ‘‘op-
tion price’’ or ‘‘price paid under the op-
tion’’ means the consideration in 
money or other property which, pursu-
ant to the terms of the option, is the 
price at which the stock subject to the 
option is purchased. The term ‘‘option 
price’’ does not include amounts paid 
as interest under a deferred payment 
arrangement or treated as unstated in-

terest under section 483 and the regula-
tions thereunder. Thus, for example, 
section 483 is applicable in determining 
whether the pricing requirements of 
section 422(b)(4), 423(b)(6), 424(b)(1), or 
424(c) are met and is applicable in de-
termining the basis of any stock ac-
quired pursuant to the exercise of a 
statutory option. However, with re-
spect to statutory options granted 
prior to January 1, 1965, the determina-
tion of whether the applicable pricing 
requirements are met shall be made 
without regard to section 483, but sec-
tion 483 shall be taken into consider-
ation in determining basis for purposes 
of determining gain or loss. 

(2) In the case of a statutory option, 
any reasonable valuation method may 
be used for the purpose of determining 
whether at the time the option is 
granted the option price satisfies the 
pricing requirements of section 
442(b)(4) (relating to qualified stock op-
tions), section 423(b)(6) (relating to em-
ployee stock purchase plans), or sec-
tion 424(b)(1) (relating to restricted 
stock options), whichever is applicable, 
with respect to the stock subject to the 
option. Such methods include the valu-
ation methods described in § 20.2031–2 of 
this chapter (Estate Tax Regulations). 

(f) Exercise. For purposes of sections 
421 through 425, the term ‘‘exercise’’, 
when used in reference to an option, 
means the act of acceptance by the 
optionee of the offer to sell contained 
in the option. In general, the time of 
exercise is the time when there is a 
sale or a contract to sell between the 
corporation and the individual. A 
promise to pay the option price does 
not constitute an exercise of the option 
unless the optionee is subject to per-
sonal liability on such promise. An 
agreement or undertaking by the em-
ployee to make payments under an em-
ployee stock purchase plan does not 
constitute the exercise of an option so 
long as the payments made remain sub-
ject to withdrawal by the employee. 

(g) Transfer. For purposes of sections 
421 through 425, the term ‘‘transfer’’, 
when used in reference to the transfer 
to an individual of a share of stock pur-
suant to his exercise of a statutory op-
tion, means the transfer of ownership 
of such share, or the transfer of sub-
stantially all the rights of ownership. 

VerDate Apr<18>2002 06:16 Apr 20, 2002 Jkt 197084 PO 00000 Frm 00825 Fmt 8010 Sfmt 8010 Y:\SGML\197084T.XXX pfrm12 PsN: 197084T



826

26 CFR Ch. I (4–1–02 Edition)§ 1.421–7

Such transfer must, within a reason-
able time, be evidenced on the books of 
the corporation. 

(h) Employment relationship. (1) Sec-
tion 421 is applicable to the exercise of 
a statutory option only if at the time 
the option is granted, the optionee is 
an employee of the corporation grant-
ing the option, or a related corporation 
of such corporation, unless the option 
has been assumed or a new option has 
been issued in its place under section 
425(a). In case of such an assumption or 
issuance, the optionee must, at the 
time of such assumption or issuance, 
be an employee of the corporation so 
assuming or issuing the option, or a re-
lated corporation of such corporation. 
The determination of whether the 
optionee is an employee at the time 
the option is granted (or at the time of 
the assumption or issuance under sec-
tion 425(a)) will be made in accordance 
with the rules contained in section 
3401(c) and the regulations thereunder. 
As to the granting of an option condi-
tioned upon employment, see para-
graph (c)(2) of this section. A statutory 
option must be granted for a reason 
connected with the individual’s em-
ployment by the corporation or by its 
related corporation. 

(2) In order to qualify for the special 
tax treatment of section 421, in addi-
tion to meeting the requirements of 
subparagraph (1) of this paragraph, an 
individual exercising a qualified stock 
option or an option granted under an 
employee stock purchase plan must, at 
all times during the period beginning 
with the date of the granting of such 
option and ending at the time of such 
exercise or on the day 3 months before 
the date of such exercise, be an em-
ployee of either the corporation grant-
ing such option, a related corporation 
of such corporation, or a corporation or 
a related corporation of such corpora-
tion issuing or assuming a stock option 
in a transaction to which section 425(a) 
applies. For this purpose, the employ-
ment relationship in respect of an op-
tion granted in accordance with the re-
quirements of subparagraph (1) of this 
paragraph will be treated as continuing 
intact while the individual is on mili-
tary, sick leave or other bona fide 
leave of absence (such as temporary 
employment by the Government) if the 

period of such leave does not exceed 90 
days, or, if longer, so long as the indi-
vidual’s right to reemployment with 
the corporation granting the option (or 
a related corporation of such corpora-
tion, or a corporation, or a related cor-
poration of such corporation issuing or 
assuming a stock option in a trans-
action to which section 425(a) applies) 
is guaranteed either by statute or by 
contract. Where the period of leave ex-
ceeds 90 days and where the individ-
ual’s right to reemployment is not 
guaranteed either by statute or by con-
tract, the employment relationship 
will be deemed to have terminated on 
the 91st day of such leave. 

(3) For purposes of determining 
whether an individual meets the re-
quirements of this paragraph, the term 
‘‘employer corporation’’, as used in sec-
tion 425 (e) and (f), shall be read as 
‘‘grantor corporation’’ or ‘‘corporation 
issuing or assuming a stock option in a 
transaction to which section 425(a) is 
applicable’’, as the case may be. For 
purposes of the employment require-
ment, a corporation employing an 
optionee is considered a related cor-
poration if it was a parent or sub-
sidiary of the corporation granting or 
assuming the option during the entire 
portion of the requisite period of em-
ployment during which it was the em-
ployer of such optionee. 

(4) The application of this paragraph 
may be illustrated by the following 
examples:

Example (1). On June 1, 1964, X Corporation 
granted a statutory option to A, an em-
ployee of X Corporation, to purchase a share 
of X stock. On February 1, 1965, X sold the 
plant where A was employed to M Corpora-
tion, an unrelated corporation, and A was 
employed by M. If A exercises his statutory 
option on June 1, 1965, section 421 is not ap-
plicable to such exercise, because on June 1, 
1965, A is not employed by the corporation 
which granted the option or by a related cor-
poration of such corporation, nor was he em-
ployed by any of such corporations within 3 
months before June 1, 1965.

Example (2). Assume the facts to be the 
same as in example (1), except that when A 
was employed by M Corporation, the option 
to purchase X stock was terminated and was 
replaced by an option to buy M stock in such 
circumstances that M Corporation is treated 
as a corporation issuing an option under sec-
tion 425(a). If A exercises the option to pur-
chase the share of M stock on June 1, 1965, 
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section 421 is applicable for A is then em-
ployed by a corporation which issued an op-
tion under section 425(a).

Example (3). E is an employee of P Corpora-
tion. On June 1, 1964, P grants E a statutory 
option to purchase a share of P stock. On 
June 1, 1965, P acquires 100 percent of the 
stock of S Corporation; on such date S be-
comes a subsidiary of P. On July 1, 1965, E 
ceases to be employed by P and becomes em-
ployed by S. On October 10, 1965, while still 
employed by S, E exercises his option to buy 
P stock. Since E was at all times during the 
requisite period of employment an employee 
of either P, the corporation granting the op-
tion, or S, a subsidiary of the grantor during 
the period in which such corporation was E’s 
employer, section 421 is applicable to the ex-
ercise of the option.

Example (4). Assume the same facts as in 
example (3) except assume that at the time E 
became an employee of S Corporation, S as-
sumed E’s option to purchase P stock under 
section 425(a). Section 421 is applicable to E’s 
exercise of his option to buy P stock.

Example (5). M Corporation grants a quali-
fied stock option to E, an employee of such 
corporation. E is an officer in a reserve Air 
Force unit. E goes on military leave with his 
unit for 3 weeks. Regardless of whether E is 
an employee of M within the meaning of sec-
tion 3401(c) and the regulations thereunder 
during such 3-week period, E’s employment 
relationship with M is treated as uninter-
rupted during the period of E’s military 
leave.

Example (6). Assume the same facts as in 
example (5) and assume further that E’s ac-
tive duty status is extended indefinitely, but 
that E has an employment contract with M 
which provides that upon the termination of 
any military duty E may be required to 
serve, E will be entitled to reemployment 
with M or a parent or subsidiary of M. E ex-
ercises his M option while on active military 
duty. Irrespective of whether E is an em-
ployee of M within the meaning of section 
3401(c) and the regulations thereunder at the 
time of such exercise or within 3 months be-
fore such exercise, section 421 can apply to 
such exercise.

Example (7). X Corporation grants a quali-
fied stock option to A, an employee of X Cor-
poration, whose employment contract pro-
vides that in the event of illness, A’s right to 
reemployment with X, or a parent or sub-
sidiary of X, will continue for 1 year after 
the time A becomes unable to perform his 
duties for X. A falls ill for 90 days. For pur-
poses of section 422(a)(2), A’s employment re-
lationship with X will be treated as uninter-
rupted during the 90-day period. If A’s inca-
pacity extends beyond 90 days, then, for pur-
poses of section 422(a)(2), A’s employment re-
lationship with X will be treated as con-
tinuing uninterrupted until A’s reemploy-
ment rights terminate. Under section 

422(a)(2), A has 3 months in which to exercise 
his qualified stock option after his employ-
ment relationship with X (and its parent and 
subsidiary corporation) is terminated.

(i) Related corporation. The term ‘‘re-
lated corporation’’, used for purposes of 
convenience in this section and §§ 1.421–
8 through 1.425–1, means a corporation 
which is a parent or subsidiary cor-
poration (as defined by section 425 (e) 
and (f) and the regulations thereunder). 

(Secs. 83 and 7805 of the Internal Rvenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 6887, 31 FR 8787, June 24, 1966, as 
amended by T.D. 6975, 33 FR 14779, Oct. 3, 
1968; T.D. 7554, 43 FR 31927, July 24, 1978]

§ 1.421–8 General rules. 
(a) Effect of qualifying transfer. (1) If a 

share of stock is transferred to an indi-
vidual pursuant to his exercise of a 
statutory option, and if the require-
ments of section 422(a) (relating to 
qualified stock options), section 423(a) 
(relating to employee stock purchase 
plans), or section 424(a) (relating to re-
stricted stock option), whichever is ap-
plicable, are met, then— 

(i) Except as provided in section 
422(c)(1) (relating to exercise of option 
when price is less than value of stock), 
and paragraph (e)(2) of § 1.422–2, no in-
come shall result at the time of the 
transfer of such share to the individual 
upon his exercise of the option with re-
spect to such share; 

(ii) No deduction under section 162 or 
the regulations thereunder (relating to 
trade or business expenses) shall be al-
lowable at any time to the employer 
corporation, a related corporation of 
such corporation, or a corporation 
issuing or assuming a stock option in a 
transaction to which section 425(a) and 
paragraph (a) of § 1.425–1 (relating to 
corporate reorganizations, liquida-
tions, etc.) applies, with respect to the 
share so transferred; and 

(iii) No amount other than the price 
paid under the option shall be consid-
ered as received by any of such cor-
porations for the share so transferred. 

(2) For the purpose of this paragraph, 
each share of stock transferred pursu-
ant to a statutory option is treated 
separately. For example, if an indi-
vidual, while employed by a corpora-
tion granting him a statutory option, 
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exercises the option with respect to 
part of the stock covered by the option, 
and if such individual exercises the bal-
ance of the option more than three 
months after leaving such employ-
ment, the application of section 421 to 
the stock obtained upon the earlier ex-
ercise of the option is not affected by 
the fact that the income taxes of the 
employer and the individual with re-
spect to the stock obtained upon the 
later exercise of the option are not de-
termined under section 421. 

(b) Effect of disqualifying disposition. 
(1) The disposition of a share of stock, 
acquired by the exercise of a statutory 
option before the expiration of the ap-
plicable holding period as determined 
under section 422(a)(1), 423(a)(1), or 
424(a)(1), makes section 421 inappli-
cable to the transfer of such share. The 
income attributable to such transfer 
shall be treated by the individual as in-
come received in the taxable year in 
which such disposition occurs. Simi-
larly, a deduction under section 162 at-
tributable to the transfer of the share 
of stock pursuant to the exercise of the 
option shall be allowable for the tax-
able year in which such disposition oc-
curs to the employer corporation, its 
parent or subsidiary corporation or a 
corporation issuing or assuming a 
stock option in a transaction to which 
section 425(a) applies. In such cases, no 
amount shall be treated as income, and 
no amount shall be allowed as a deduc-
tion, for any taxable year other than 
the taxable year in which the disposi-
tion occurs. If the stock was trans-
ferred pursuant to the exercise of the 
option in a taxable year other than the 
taxable year of the disposition, the 
amount of the deduction shall be deter-
mined as if the employee had been paid 
compensation at the time provided in 
paragraph (d) of § 1.421–6. 

(2) Section 421 is not made inappli-
cable by a transfer before the expira-
tion of the applicable holding period as 
determined under section 422(a)(1), 
423(a)(1), or 424(a)(1), if such transfer is 
not a disposition of the stock as de-
fined in section 425(c) and paragraph (c) 
of § 1.425–1, for example, a transfer from 
the decendent to his estate or a trans-
fer by bequest or inheritance. Simi-
larly, a disposition by the executor, ad-
ministrator, heir, or legatee is not a 

disposition by the decedent. In case a 
statutory option is exercised by the es-
tate of the individual to whom the op-
tion was granted, or by a person who 
acquired the option by bequest or in-
heritance or by reason of the death of 
such individual, see paragraph (c) of 
this section. 

(3) For special rules relating to a dis-
qualifying disposition of a share of 
stock acquired by the exercise of a 
qualified stock option, see paragraph 
(b) of § 1.422–1. 

(c) Exercise by estate. (1) If a statutory 
option is exercised by the estate of the 
individual to whom the option was 
granted, or by any person who acquired 
such option by bequest or inheritance 
or by reason of the death of such indi-
vidual, section 421(a) applies to such 
exercise in the same manner as if such 
option had been exercised by such de-
ceased individual. Consequently, ex-
cept as provided by section 422(c)(1) and 
paragraph (e)(2) of § 1.422–2, neither the 
estate nor such person is required to 
include any amount in gross income as 
a result of a transfer of stock pursuant 
to such exercise of the option. Nor does 
section 421(a) become inapplicable if 
such executor, administrator, or person 
disposes of the stock so acquired before 
the expiration of the applicable holding 
period as determined under section 
422(a)(1), 423(a)(1), or 424(a)(1). This spe-
cial rule does not affect the applica-
bility of section 1222, relating to what 
constitutes a short-term and long-term 
capital gain or loss. The executor, ad-
ministrator, or such person need not 
exercise the option within three 
months after the death of the indi-
vidual to whom the option was granted 
for section 421(a) to be applicable. How-
ever, the exercise of the option must be 
pursuant to the terms of the option, 
and any change in the terms of the op-
tion is subject to the rules of para-
graph (e) of § 1.425–1, relating to the 
modification, extension, or renewal of 
the option. Section 421(a) is applicable 
even though such executor, adminis-
trator, or person is not employed by 
the corporation granting the option, or 
a related corporation, either when the 
option is exercised or at any time. 
However, section 421(a) is not applica-
ble to an exercise of the option by the 
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estate or by such person, unless the in-
dividual to whom the option was grant-
ed met the employment requirements 
of section 422(a)(2), 423(a)(2), or 
424(a)(2), whichever is applicable, ei-
ther at the time of his death or within 
three months before such time. If the 
option is exercised by a person other 
than the executor or administrator, or 
other than a person who acquired the 
option by bequest or inheritance or by 
reason of the death of such deceased in-
dividual, section 421(a) is not applica-
ble to the exercise. For example, if the 
option is sold by the estate, section 
421(a) does not apply to an exercise of 
the option by such buyer; but if the op-
tion is distributed by the adminis-
trator to an heir as part of the estate, 
section 421(a) is applicable to an exer-
cise of the option by such heir. 

(2) Any transfer by the estate, wheth-
er a sale, a distribution of assets, or 
otherwise, of the stock acquired by its 
exercise of the option under this para-
graph is a disposition of the stock. 
Therefore, if section 423(c), or 424(c)(1) 
is applicable, the estate must include 
an amount as compensation in its gross 
income. Similarly, if section 423(c) or 
424(c)(1) is applicable in case of an exer-
cise of the option under this paragraph 
by a person who acquired the option by 
bequest or inheritance or by reason of 
the death of the individual to whom 
the option was granted, there must be 
included in the gross income of such 
person an amount as compensation, ei-
ther when such person disposes of the 
stock, or when he dies owning the 
stock. 

(3)(i) If, under section 422(c)(1), 423(c), 
or 424(c)(1), an amount is required to be 
included in the gross income of the es-
tate or of such person, the estate or 
such person shall be allowed a deduc-
tion as a result of the inclusion of the 
value of the option in the estate of the 
individual to whom the option was 
granted. Such deduction shall be com-
puted under section 691(c) by treating 
the option as an item of gross income 
in respect of a decedent under section 
691 and by treating the amount re-
quired to be included in gross income 
under section 422(c)(1), 423(c), or 
424(c)(1), as an amount included in 
gross income under section 691 in re-
spect of such item of gross income. No 

such deduction shall be allowable with 
respect to any amount other than an 
amount includible under section 
422(c)(1), 423(c), or 424(c)(1). For the 
rules relating to the computation of a 
deduction under section 691(c), see 
§ 1.691(c)–1. 

(ii) The application of subdivision (i) 
may be illustrated by the following ex-
ample:

Example. On June 1, 1964, E was granted an 
option under an employee stock purchase 
plan to purchase for $85 one share of the 
stock of his employer. On such day, the fair 
market value of such stock was $100 per 
share. E died on February 1, 1966, without 
having exercised such option. The option 
was, however, exercisable by his estate, and 
for purposes of the estate tax was valued at 
$30. On March 1, 1966, the estate exercised the 
option, and on March 15, 1966, sold for $150 
the share of stock so acquired. For its tax-
able year including March 15, 1966, the estate 
is required by sections 421(c)(1)(B) and 423(c) 
to include in its gross income as compensa-
tion the amount of $15. During such taxable 
year, no amounts of income were properly 
paid, credited, or distributable to the bene-
ficiaries of the estate. However, under sec-
tion 421(c)(2), the estate is entitled to a de-
duction determined in the following manner. 
E’s estate includes no other items of income 
in respect of a decedent referred to in section 
691(a), and no deductions referred to in sec-
tion 691(b), so that the value for estate tax 
purposes of the option, $30, is also the net 
value of all items of income in respect of the 
decedent. The estate tax attributable to the 
inclusion of the option in the estate of E is 
$10. Since $15, the amount includible in gross 
income by reason of sections 421(c)(1)(B) and 
423(c), is less than the value for estate tax 
purposes of the option, only 15⁄30 of the estate 
tax attributable to the inclusion of the op-
tion in the estate is deductible; that is, 15⁄30 
of $10, or $5. No deduction under section 
421(c)(2) is allowable with respect to any cap-
ital gain.

(4)(i) In the case of an employee 
dying before January 1, 1957, the basis 
of any share of stock acquired by the 
exercise of a restricted stock option 
under this paragraph, determined 
under section 1011, shall be increased 
by an amount equal to the amount in-
cludible as compensation in his gross 
income under section 424(c)(1). The 
basis of the share shall not be in-
creased by reason of the inclusion of 
the value of the restricted stock option 
in the estate for estate tax purposes. 
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(ii)(a) In the case of an employee 
dying after December 31, 1956, the basis 
of any share of stock acquired by the 
exercise of an option under this para-
graph, determined under section 1011, 
shall be increased by an amount equal 
to the portion of the basis of the option 
attributable to such share. For exam-
ple, if a statutory option to acquire 10 
shares of stock has a basis of $100, the 
basis of one share acquired by a partial 
exercise of the option, determined 
under section 1011, would be increased 
by 1/10th of $100, or $10. The option ac-
quires a basis, determined under sec-
tion 1014(a), only if the transfer of the 
share pursuant to the exercise of such 
option qualifies for the special tax 
treatment provided by section 421(a). 
To the extent the option is so exer-
cised, in whole or in part, it will ac-
quire a basis equal to its fair market 
value at the date of the employee’s 
death or, if an election is made under 
section 2032, its value at its applicable 
valuation date. In certain cases, the 
basis of the share is subject to the ad-
justments provided by (b) and (c) of 
this subdivision, but such adjustments 
are only applicable in the case of an op-
tion which is subject to section 
422(c)(1), 423(c), or 424 (c)(1). 

(b) If the amount which would have 
been includible in gross income under 
section 422(c)(1), 423(c), or 424(c)(1) had 
the employee exercised the option on 
the date of his death and held the share 
at the time of his death exceeds the 
amount which is includible in gross in-
come under such section, the basis of 
the share, determined under (a) of this 
subdivision, shall be reduced by such 
excess. For example, if $15 would have 
been includible in the gross income of 
the employee had he exercised the op-
tion and held such share at the time of 
his death, and only $10 is includible 
under section 422(c)(1), 423(c), or 
424(c)(1), the basis of the share, deter-
mined under (a) of this subdivision, 
would be reduced by $5. For purposes of 
determining the amount which would 
have been includible in gross income 
under section 422 (c)(1), 423(c), or 
424(c)(1), if the employee had exercised 
the option and held such share at the 
time of his death, the amount which 
would have been paid for the share 
shall be computed as if the option had 

been exercised on the date the em-
ployee died. 

(c) If the amount includible in gross 
income under section 422(c)(1), 423(c), 
or 424(c)(1), exceeds the portion of the 
basis of the option attributable to the 
share, the basis of the share, deter-
mined under (a) of this subdivision, 
shall be increased by such excess. Thus, 
if $15 is includible in gross income 
under such section, and the basis of the 
option with respect to the share is $10, 
the basis of the share, determined 
under (a) of this subdivision, will be in-
creased by $5. 

(iii) If a statutory option is not exer-
cised by the estate of the individual to 
whom the option was granted, or by 
the person who acquired such option by 
bequest or inheritance or by reason of 
the death of such individual, the option 
shall be considered to be property 
which constitutes a right to receive an 
item of income in respect of a decedent 
to which the rules of sections 691 and 
1014(c) apply. 

(iv) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). On June 1, 1955, the X Corpora-
tion granted to E, an employee, a restricted 
stock option to purchase a share of X Cor-
poration’s stock for $85. The fair market 
value of the X Corporation stock on such 
date was $100 per share. On June 1, 1956, E 
died. The fair market value of the X Corpora-
tion stock on such date exceeded $100 per 
share and the fair market value of the option 
on the applicable valuation date was $35. On 
August 1, 1964, the estate of E exercised the 
option and sold the share of X Corporation 
stock at a time when the fair market value 
of the share was $90. The estate is required 
by section 424(c)(1) to include $5 in its gross 
income as compensation. Since E died before 
January 1, 1957, the basis of the share is $90 
(the $85 paid for the stock plus the $5 includ-
ible in gross income as compensation), and 
the basis of the share is not increased by rea-
son of the inclusion of the value of the op-
tion in the estate of E (see section 1014(d) (as 
in effect with respect to taxable years ending 
before January 1, 1957)). Thus, no gain or loss 
is realized on the disposition of the share 
since the basis of the share is equal to the 
sale price.

Example (2). On June 1, 1964, the X Corpora-
tion granted to E, an employee, an option 
under its employee stock purchase plan to 
purchase a share of X Corporation stock for 
$85. The fair market value of X Corporation 
stock on such date was $100 per share. On 
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June 1, 1966, E died. The fair market value of 
X Corporation stock on such date exceeded 
$100 per share and the fair market value of 
the option on the applicable valuation date 
was $35. On August 1, 1966, the estate of E ex-
ercised the option and sold the share of X 
Corporation stock at a time when the fair 
market value of the share was $120. The basis 
of the share is $120 (the $85 paid for the stock 
plus the $35 basis of the option). When the 
share is sold for $120, the estate is required 
to include $15 in its gross income as com-
pensation. Since $15 would have been includ-
ible in E’s gross income if he had exercised 
the option and held such share at the time of 
his death, subdivision (ii)(b) of this subpara-
graph does not apply. Moreover, since the $15 
includible in the gross income of the estate 
does not exceed the basis of the option ($35), 
subdivision (ii)(c) of this subparagraph does 
not apply. Since the basis of the stock and 
the sale price are the same, no gain or loss 
is realized by the estate on the disposition of 
the share.

Example (3). Assume the same facts as in 
example (2), except that the fair market 
value of the share of stock at the time of its 
sale was $90. The basis of the share, deter-
mined under subdivision (ii)(a) of this sub-
paragraph, is $120 (the $85 paid for the stock 
plus the $35 basis of the option). When the 
share is sold for $90, the estate is required to 
include $5 in its gross income as compensa-
tion. If the employee had exercised the op-
tion and held the share at the time of his 
death, $15 would have been includible in 
gross income as compensation for the tax-
able year ending with his death. Since such 
amount exceeds by $10 the amount which the 
estate is required to include in its gross in-
come, subdivision (ii)(b) of this subparagraph 
applies, and the basis of the share ($120), de-
termined under subdivision (ii)(a) of this 
subparagraph is reduced by $10. Accordingly, 
the basis is $110, and a capital loss of $20 is 
realized on the disposition of the share.

Example (4). Assume the same facts as in 
example (2), except that the fair market 
value of the option on the applicable valu-
ation date was $5, and that the fair market 
value of X Corporation stock on the date the 
employee died did not exceed $100. The basis 
of the share, determined under subdivision 
(ii)(a) of this subparagraph, is $90 (the $85 
paid for the stock plus the $5 basis of the op-
tion). When the share is sold for $120, the es-
tate is required to include $15 in its gross in-
come as compensation. Since such amount 
exceeds by $10 the basis of the option, sub-
division (ii)(c) of this subparagraph applies, 
and the basis of the share ($90), determined 
under subdivision (ii)(a) of this subpara-
graph, is increased by $10. Accordingly, the 
basis is $100 and a capital gain of $20 is real-
ized on the disposition of the share.

Example (5). Assume the same facts as in 
example (2), except that on June 1, 1966, the 

date the employee died, the fair market 
value of X Corporation stock was $98, and 
that on June 1, 1967, the alternate valuation 
date, the fair market value of the stock had 
declined substantially, and the fair market 
value of the option was $5. On August 1, 1967, 
the estate of E exercised the option and sold 
the share when its fair market value was $92. 
The basis of the share, determined under 
subdivision (ii)(a) of this subparagraph, is $90 
(the $85 paid for the stock plus the $5 basis of 
the option). When the share is sold for $92, 
the estate is required to include $7 in its 
gross income as compensation. Since $13 
would have been includible in E’s gross in-
come if he had exercised the option and held 
such share at the time of his death, subdivi-
sion (ii)(b) of this subparagraph applies, and 
the basis of the share ($90), determined under 
subdivision (ii)(a) of this subparagraph, is re-
duced by $6 to $84. Furthermore, since the $7 
that the estate is required to include in its 
gross income when the share is sold for $92 
exceeds by $2 the basis of the option, subdivi-
sion (ii)(c) of this subparagraph applies, and 
the basis of the share ($84), determined under 
subdivision (ii)(a) and (ii)(b) of this subpara-
graph, is increased by $2. Accordingly, the 
basis is $86 and a capital gain of $6 is realized 
on the disposition of the share.

(d) Exercise by deceased employee dur-
ing lifetime. If a statutory option is ex-
ercised by an individual to whom the 
option was granted and the individual 
dies before the expiration of the appli-
cable holding period as determined 
under section 422(a)(1), 423(a)(1), or 
424(a)(1), section 421(a) does not become 
inapplicable if the executor or adminis-
trator of the estate of such individual, 
or any person who acquired such stock 
by bequest or inheritance or by reason 
of the death of such individual, dis-
poses of such stock before the expira-
tion of such applicable holding period. 
This rule does not affect the applica-
bility of section 1222, relating to what 
constitutes a short-term and long-term 
capital gain or loss. 

(e) Incorporation by reference. Any re-
quirement that an option expressly 
contain or state a prescribed limitation 
or term will be considered met if such 
limitation or term is set forth in a 
statutory option plan and is incor-
porated by reference by the option. 
Thus, if a statutory option plan ex-
pressly provides that no option granted 
thereunder shall be exercisable after 
five years from the date of grant, and if 
an option granted thereunder expressly 
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provides that the option is granted sub-
ject to the terms and limitations of 
such plan, the option will be regarded 
as being, by its terms, not exercisable 
after the expiration of 5 years from the 
date such option is granted. 

[T.D. 6887, 31 FR 8789, June 24, 1966]

§ 1.422–4 Qualified stock options (prior 
law). 

Section 422 of the Code, pertaining to 
qualified stock options, was repealed 
by section 11801(a)(20) of the Omnibus 
Budget Reconciliation Act of 1990. In 
view of the savings provision of section 
11821(b) of that act, the regulations 
under the repealed section 422, which 
were removed from the Code of Federal 
Regulations, may be of continuing in-
terest to the public. Those regulations 
were set forth in 26 CFR 1.422–1 and 
1.422–2 as contained in 26 CFR edition 
revised as of April 1, 1991. 

[T.D. 8374, 56 FR 61160, Dec. 2, 1991]

§ 1.422–5 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]

§ 1.423–1 Applicability of section 
421(a). 

(a) General rule. Subject to the provi-
sions of section 423(c) and paragraph 
(k) of this section, the special rules of 
income tax treatment provided in sec-
tion 421(a) apply with respect to the 
transfer of a share of stock to an indi-
vidual pursuant to his exercise of an 
option granted after December 31, 1963, 
under an employee stock purchase plan 
provided that the following conditions 
are satisfied— 

(1) The individual must make no dis-
position of such share within 2 years 
from the date of the granting of the op-
tion, nor within 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977) after the transfer of such share to 
him; and 

(2) At all times during the period be-
ginning with the date of the granting 
of the option and ending on the day 
three months before the date of such 
exercise, the individual must be an em-
ployee of either the corporation grant-
ing the option, a related corporation of 
such corporation, or a corporation or a 
related corporation of such corporation 
issuing or assuming a stock option in a 
transaction to which section 425(a) ap-
plies. 

(b) Cross-references. For rules relating 
to the employment relationship, see 
paragraph (h) of § 1.421–7. For rules re-
lating to the effect of a disqualifying 
disposition, see section 421(b) and para-
graph (b) of § 1.421–8. For definition of 
the term ‘‘disposition’’, see section 
425(c) and paragraph (c) of § 1.425–1. 

[T.D. 6887, 31 FR 8798, June 24, 1966, as 
amended by T.D. 7728, 45 FR 72650, Nov. 3, 
1980]

§ 1.423–2 Employee stock purchase 
plan defined. 

(a) In general. (1) The term ‘‘employee 
stock purchase plan’’ means a plan 
which meets the requirements of para-
graphs (1) through (9) of section 423(b). 
If the terms of the plan do not satisfy 
the requirements of paragraphs (3) 
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through (9) of section 423(b), such re-
quirements may be satisfied by the 
terms of an offering made under such 
plan. However, in such a case, such re-
quirements will be treated as satisfied 
only with respect to options exercised 
under such offering. 

(2) The determination of whether a 
particular option is an option granted 
under an employee stock purchase plan 
is made at the time such option is 
granted. If the terms of an option are 
inconsistent with the terms of the em-
ployee stock purchase plan or an offer-
ing under such a plan, the option will 
not be treated as granted under an em-
ployee stock purchase plan. If such an 
option is granted to an employee who 
is entitled to the grant of an option 
under the terms of the plan or offering, 
and such employee is not granted an 
option under such offering which quali-
fies as an option granted under an em-
ployee stock purchase plan, such offer-
ing will not meet the requirements of 
section 423(b)(4). Accordingly, none of 
the options granted under such offering 
will be eligible for the special tax 
treatment of section 423(b)(4). If such 
an option is granted to an individual 
who is not entitled to the grant of an 
option under the terms of the plan or 
offering, such option will not be treat-
ed as an option granted under an em-
ployee stock purchase plan, and the 
grant of the option will not disqualify 
the plan or the options granted under 
such plan or offering. For example, an 
option granted to an individual who is 
ineligible to receive an option under an 
employee stock purchase plan by rea-
son of his ownership of 5 percent or 
more of the voting power or value of 
the stock of the grantor corporation 
(or a related corporation of such cor-
poration), will not be treated as an op-
tion granted under an employee stock 
purchase plan, and the grant of such an 
option will not disqualify options 
granted under such plan from the spe-
cial tax treatment of section 421. If all 
the options granted under an offering 
do not give the respective optionees 
the same rights and privileges, none of 
the options granted under such offering 
will be treated as having been granted 
under an employee stock purchase 
plan. If, at the time an option is grant-
ed, it qualifies as an option granted 

under an employee stock purchase 
plan, but the terms of the option are 
not in fact met, the option will not 
qualify for the special tax treatment of 
section 421. However, the failure of 
such an option to qualify for the spe-
cial tax treatment of section 421, will 
not disqualify other options granted 
under the plan. 

(b) Options restricted to employees. An 
employee stock purchase plan must 
provide that options are to be granted 
only to employees of the employer cor-
poration or of its related corporations 
to purchase stock in any such corpora-
tion. If such a provision is not included 
in the terms of the plan, the plan will 
not be an employee stock purchase 
plan and options granted under such 
plan will not qualify for the special tax 
treatment of section 421. For rules re-
lating to the employment requirement, 
see paragraph (h) of § 1.421–7. 

(c) Stockholder approval. (1) An em-
ployee stock purchase plan must be ap-
proved by the stockholders of the 
granting corporation within 12 months 
before or after the date such plan is 
adopted. The approval of the 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 
employee stock purchase plan must be 
approved— 

(i) By a majority of the votes cast at 
a duly held stockholder’s 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 

(ii) 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). 

(2) The plan required by section 423 
must be approved within 12 months be-
fore or after the date the plan is adopt-
ed. Ordinarily, a plan is adopted when 
approved by the board of directors and 
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the date of such board action will be 
the reference point for determining 
whether stockholder approval comes 
within the 12-month period. 

(3) The plan as adopted and approved 
must designate the aggregate number 
of shares which may be issued under 
the plan, and the corporations or class 
of corporations whose employees will 
be offered options under such plan. A 
plan which merely provides that the 
number of shares which may be issued 
under options shall not exceed a stated 
percentage of the shares outstanding at 
the time of each offering or grant 
under the plan will not satisfy the re-
quirement that the plan state the ag-
gregate number of shares which may be 
issued under options. However, the 
maximum number of shares which may 
be issued under the plan may be stated 
in terms of a percentage of either the 
authorized, issued or outstanding 
shares at the date of the adoption of 
the plan. The provisions relating to the 
aggregate number of shares to be 
issued under the plan and the employ-
ees (or class of employees) eligible to 
receive options under the plan, are the 
only provisions of a stock option plan 
which require stockholder approval for 
purposes of section 423(b)(1). 

(4) Any increase in the aggregate 
number of shares which may be issued 
under the plan (other than an increase 
merely reflecting a change in capital-
ization such as a stock dividend or 
stock split-up) will be treated as the 
adoption of a new plan requiring ap-
proval of the stockholders within 12 
months of such adoption. Similarly, a 
change in the designation of corpora-
tions whose employees may be offered 
options under the plan will be treated 
as the adoption of a new plan requiring 
stockholder approval unless the plan 
provides that designations of partici-
pating corporations may be made from 
time to time from among a group con-
sisting of the grantor corporation and 
its parent or subsidiary corporations. 
The group from among which such 
changes and designations are permitted 
without additional stockholder ap-
proval may include corporations hav-
ing become parents or subsidiaries of 
the grantor after the adoption and ap-
proval of the plan. Any other changes 
in the terms of an employee stock pur-

chase plan may be made without such 
changes being considered the adoption 
of a new plan. 

(5) A plan which otherwise meets the 
requirements of section 423(b) and this 
section may be used as an employee 
stock purchase plan although the adop-
tion and approval of such plan occurred 
before January 1, 1964. 

(d) Options granted to certain share-
holders. (1) An employee stock purchase 
plan must by its terms provide that no 
employee can be granted an option if 
such employee, immediately after the 
option is granted, owns stock pos-
sessing 5 percent or more of the total 
combined voting power or value of all 
classes of stock of the employer cor-
poration or its parent or subsidiary 
corporation. In determining whether 
the stock ownership of an employee 
equals or exceeds this 5 percent limit, 
the rules of section 425(d) (relating to 
attribution of stock ownership) shall 
apply, and stock which the employee 
may purchase under outstanding op-
tions (whether or not such options 
qualify for the special tax treatment 
afforded by section 421(a)) shall be 
treated as stock owned by the em-
ployee. An option is outstanding for 
purposes of section 423(b)(3) although 
under its terms it may be exercised 
only in installments or after the expi-
ration of a fixed period of time. If an 
option is granted to an individual 
whose stock ownership (as determined 
under this paragraph for purposes of 
section 423(b)(3)) exceeds the limitation 
of section 423(b)(3), no portion of such 
option will be treated as having been 
granted under an employee stock pur-
chase plan. 

(2) The determination of the percent-
age of the total combined voting power 
or value of all classes of stock of his 
employer corporation (or a related cor-
poration of such corporation) that is 
owned by the individual is made by 
comparing the voting power or value of 
the shares owned (or treated as owned) 
by the individual to the aggregate vot-
ing power or value of all shares actu-
ally issued and outstanding imme-
diately after the grant of the option to 
such individual. The aggregate voting 
power or value of all shares actually 
issued and outstanding immediately 
after the grant of the option does not 
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include the voting power or value of 
treasury shares or shares authorized 
for issue under outstanding options 
held by the individual or any other per-
son. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). E, an employee of M Corpora-
tion, owns 6,000 shares of the common stock 
of M Corporation, the only class of M stock 
outstanding. M has 100,000 shares of its com-
mon stock outstanding. Since E owns 6 per-
cent of the combined voting power or value 
of all classes of M Corporation stock, M can-
not grant an option to E under M’s employee 
stock purchase plan. If E’s father and broth-
er each owned 3,000 shares of M stock and E 
owned no M stock in his own name, the re-
sult in this case would be the same, since 
under section 425(d) a person is treated as 
owning stock held by his father and his 
brother. Similarly, the result would be the 
same if, instead of actually owning 6,000 
shares, E merely held an option on 6,000 
shares of M stock, irrespective of whether 
the transfer of stock under such option could 
qualify for the special tax treatment of sec-
tion 421, since section 423(b)(3) provides that 
stock which the employee may purchase 
under outstanding options shall be treated as 
stock owned by such employee.

Example (2). Assume the same facts as in 
example (1) and assume further that M is a 
subsidiary corporation of P Corporation. Ir-
respective of whether E owns any P stock, E 
cannot receive an option from P under P’s 
employee stock purchase plan since he owns 
5 percent of the total combined voting power 
of all classes of stock of a subsidiary of P 
Corporation, i.e., M Corporation. Thus, an 
individual who owns (or is treated as owning) 
stock in excess of the limitation of section 
423(b)(3), in any corporation in a group of 
corporations, consisting of a parent and its 
subsidiary corporations, cannot receive an 
option under an employee stock purchase 
plan from any corporation in the group.

Example (3). F is an employee of R Corpora-
tion. R has only one class of stock, of which 
100,000 shares are issued and outstanding. As-
suming F owns no stock in R or in any par-
ent or subsidiary of R for purposes of section 
423(b)(3), R can grant an option to F under 
its employee stock purchase plan for 4,999 
shares, since immediately after the grant of 
the option, F would not own 5 percent or 
more of the combined voting power or value 
of all classes of R stock actually issued and 
outstanding at such time. The 4,999 shares 
which F would be treated as owning under 
section 423(b)(3) would not be added to the 
100,000 shares actually issued and out-
standing immediately after the grant for 
purposes of determining whether F’s stock 

ownership exceeds the limitation of section 
423(b)(3).

Example (4). Assume the same facts as in 
example (3) and assume further that on June 
1, 1965, R grants F an option, purportedly 
under its employee stock purchase plan, for 
5,000 shares. No portion of this option will be 
treated as granted under an employee stock 
purchase plan.

(e) Employees covered by plan. (1) Sub-
ject to the limitations of section 423(b) 
(3), (5) and (8), an employee stock pur-
chase plan must, by its terms, provide 
that options are to be granted to all 
employees of any corporation which 
grants options to any of its employees 
by reason of their employment by such 
corporation except that one or more of 
the following categories of employees 
may be excluded from the coverage of 
the plan: 

(i) Employees who have been em-
ployed less than 2 years; 

(ii) Employees whose customary em-
ployment is 20 hours or less per week; 

(iii) Employees whose customary em-
ployment is for not more than 5 
months in any calendar year; 

(iv) Officers; 
(v) Persons whose principal duties 

consist of supervising the work of 
other employees; and 

(vi) Highly compensated employees. 
No option granted under a plan or of-
fering which excludes from participa-
tion any employees, other than those 
who may be excluded under section 
423(b)(4) and this paragraph, and those 
barred from participation by reason of 
section 423(b) (3), (5), and (8) and para-
graphs (d), (f) and (i) of this section, 
can be regarded as having been granted 
under an employee stock purchase 
plan. If an option is not granted to any 
employee who is entitled to the grant 
of an option under the terms of the 
plan or offering, none of the options 
granted under such offering will be 
treated as having been granted under 
an employee stock purchase plan. Fur-
thermore, no option will be considered 
as having been granted under an em-
ployee stock purchase plan if the op-
tion was granted in connection with an 
offering made after September 28, 1979 
with respect to which employees, oth-
erwise eligible, are denied participa-
tion to any extent because of their con-
tinuing participation or eligibility for 
participation in a prior plan or offering 
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(including a prior plan or offering of a 
related corporation). However, a plan 
which, by its terms, permits all eligible 
employees to elect to participate in an 
offering will not violate the require-
ments of this paragraph solely because 
eligible employees who elect not to 
participate in the offering are not 
granted options pursuant to such offer-
ing. 

(2) For purposes of section 423(b)(3) 
the existence of the employment rela-
tionship between an individual and the 
corporation participating under the 
plan will be determined under para-
graph (h) of § 1.421–7 (relating to em-
ployment relationship). 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). M Corporation has a stock pur-
chase plan which meets all the requirements 
of section 423(b) except that by its terms, op-
tions are not required to be granted to em-
ployees whose weekly rate of pay is less than 
$100. As a matter of corporate practice, M 
grants options under its plan to all employ-
ees, irrespective of their weekly rate of pay. 
M’s plan is not an employee stock purchase 
plan.

Example (2). Assume the same facts as in 
example (1) and assume further that the first 
offering under M’s plan provides by its terms 
that options will be granted to all employees 
of M Corporation. With respect to options ex-
ercised under such offering the terms of such 
offering will be treated as part of the terms 
of M’s plan. Accordingly, stock transferred 
pursuant to options exercised under such of-
fering will be treated as stock transferred 
pursuant to the exercise of options granted 
under an employee stock purchase plan for 
purposes of section 421.

(f) Equal rights and privileges. (1) An 
employee stock purchase plan must, by 
its terms, provide that all employees 
granted options under such plan shall 
have the same rights and privileges; 
however, a plan will not fail to satisfy 
this requirement merely because the 
amount of stock which may be pur-
chased by any employee under such 
plan is determined on the basis of a 
uniform relationship to the total com-
pensation, or the basic or regular rate 
of compensation of employees, or be-
cause the plan provides that no em-
ployee may purchase more than a max-
imum amount of stock fixed under the 
plan. Thus, the provisions applying to 
one option under an offering (such as 

the provisions relating to the method 
of payment for the stock and the deter-
mination of the purchase price per 
share) must apply to all other options 
under such offering in the same man-
ner. If all the options granted under a 
plan or offering do not, by their terms, 
give the respective optionees the same 
rights and privileges, none of such op-
tions shall be treated as having been 
granted under an employee stock pur-
chase plan for purposes of section 421. 

(2) The requirements of section 
423(b)(5) and this paragraph do not pre-
vent the maximum amount of stock 
which an employee may purchase from 
being determined on the basis of a uni-
form relationship to the total com-
pensation, or the basic or regular rate 
of compensation, of all employees. For 
example, if an employee stock pur-
chase plan provides that the maximum 
amount of stock which each employee 
may purchase under the offering is one 
share for each $100 of annual gross pay, 
options granted under such offering 
will be treated as meeting the require-
ment of section 423(b)(5). However, such 
a provision must not exclude employ-
ees from participation under the plan 
or offering. For example, a plan which 
provides for the grant of options based 
on one share for each $100 of annual 
gross pay in excess of $10,000 will not 
meet the requirements of section 
423(b)(5). 

(3)(i) Except as provided in paragraph 
(f)(3)(ii) of this section, a plan permit-
ting one or more employees to apply 
sums which were withheld under an 
earlier plan or offering towards the 
purchase of additional stock under the 
current plan or offering will be a viola-
tion of equal rights and privileges un-
less all employees in the current plan 
or offering are permitted to make pay-
ments in an amount not less than that 
which any employee is allowed to carry 
over, to be applied to the purchase of 
shares under the current plan or offer-
ing. 

(ii) A plan will not fail to satisfy the 
requirements of this section merely be-
cause one or more employees are per-
mitted to apply sums, in an amount 
representing a fractional share, which 
were withheld under an earlier plan or 
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offering toward the purchase of addi-
tional stock under the current plan or 
offering. 

(4)(i) Section 423(b)(5) does not pro-
hibit the delaying of the grant of an 
option to any employee who is barred 
from being granted an option solely by 
reason of such employee’s failing to 
meet a minimum service requirement 
until such employee meets such re-
quirement. 

(ii) The provision of this paragraph 
(4) may be illustrated by the following 
example:

Example. N Corporation has an employee 
stock purchase plan which provides that op-
tions to purchase stock in an amount equal 
to ten percent of an employee’s annual sal-
ary at a price equal to 85 percent of the fair 
market value at the time the option is 
granted will be granted to all employees 
other than those who have been employed 
less than 18 months. In addition, the plan 
provides that employees who have not yet 
met the minimum service requirements on 
the date the options are initially granted 
will be granted similar options on the date 
such employment has been attained. Such 
plan meets the requirements of section 
423(b)(5).

(g) Option price. (1) An employee 
stock purchase plan must, by its terms, 
provide that the option price will not 
be less than the lesser of— 

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

(ii) 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 op-
tion is exercised. 
For definition of the term ‘‘option 
price’’, and general rules relating to 
such term, see paragraph (e) of § 1.421–
7. For rules relating to the determina-
tion of when an option is granted, see 
paragraph (c) of § 1.421–7. Any option 
which does not meet the minimum 
pricing requirements of section 
423(b)(6) and this paragraph will not be 
treated as granted under an employee 
stock purchase plan irrespective of 
whether the plan itself or the offering 
satisfies such requirements. If such an 
option is granted to an employee who 
is entitled to the grant of an option 
under the terms of the plan or offering, 
and such employee is not granted an 
option under such offering which quali-

fies as an option granted under an em-
ployee stock purchase plan, such offer-
ing will not meet the requirements of 
section 423(b)(4). Accordingly, none of 
the options granted under such offering 
will be eligible for the special tax 
treatment of section 423(b)(4). 

(2) The option price may be stated ei-
ther as a percentage or as a dollar 
amount. If the option price is stated as 
a dollar amount, the requirement of 
section 423(b)(6) and this paragraph can 
only be met by a plan or offering in 
which the price is fixed at not less than 
85 percent of the fair market value of 
the stock at the time the option is 
granted. If the fixed price is less than 
85 percent of the fair market value of 
the stock at grant, the option cannot 
meet the requirement of section 
423(b)(6) even if a decline in the fair 
market value of the stock results in 
such fixed price being not less than 85 
percent of the fair market value of the 
stock at the time the option is exer-
cised, since such a result was not cer-
tain to occur under the terms of the 
option. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). M Corporation has an em-
ployee stock purchase plan which provides 
that the option price will be 85 percent of the 
fair market value of the stock at grant, or 85 
percent of the stock at exercise, whichever 
amount is the lesser. Upon the exercise of an 
option issued under M’s plan, M agrees to ac-
cept an amount which is less than the min-
imum amount allowable under the terms of 
such plan. Notwithstanding that the option 
was issued under an employee stock pur-
chase plan, the transfer of stock pursuant to 
the exercise of such option does not satisfy 
the requirement of section 423(b)(6) and can-
not qualify for the special tax treatment of 
section 421.

Example (2). Assume the same facts as in 
example (1) and assume further that at the 
time of grant, the fair market value of M 
Corporation stock is $100 per share and that 
the option price is set at 85 percent of the 
fair market value of M stock at exercise, but 
not less than $80 per share. The option satis-
fies the requirement of section 422(b)(6), and 
can qualify for the special tax treatment of 
section 421.

Example (3). Assume the same facts as in 
example (2), except assume that the option 
price is set at 85 percent of the fair market 
value of M stock at exercise, but not more 
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than $80 per share. This option cannot sat-
isfy the requirement of section 423(b)(6) irre-
spective of whether, at the time the option is 
exercised, 85 percent of the fair market value 
of M stock is $80 or less.

(h) Option period. An employee stock 
purchase plan must, by its terms, pro-
vide that options granted under such 
plan cannot be exercised after the expi-
ration of 27 months from the date of 
grant unless, under the terms of such 
plan, the option price is to be not less 
than 85 percent of the fair market 
value of the stock at the time of the 
exercise of the option. If the option 
price is to be not less than 85 percent of 
the fair market value of the stock at 
the time the option is exercised, then 
the option period provided under the 
plan must not exceed 5 years from the 
date of grant. If the requirement of sec-
tion 423(b)(7) is not met by the terms of 
the plan or offering, options issued 
under such plan or offering will not be 
treated as options granted under an 
employee stock purchase plan irrespec-
tive of whether such options, by their 
terms, are exercisable beyond the pe-
riod allowable under section 423(b)(7) 
and this paragraph. An option which 
provides that the option price is to be 
not less than 85 percent of the fair mar-
ket value of the stock at exercise may 
have an option period of 5 years irre-
spective of whether the fair market 
value of the stock at exercise is more 
or less than the fair market value of 
such stock at grant. However, if the op-
tion provides that the option price is to 
be 85 percent of the fair market value 
of the stock at exercise, but not more 
than some other fixed amount, then ir-
respective of the price paid on exercise, 
the option period must not be more 
than 27 months. 

(i) Restriction on amount of optioned 
stock. (1) Under section 423(b)(8), an em-
ployee stock purchase plan must, by its 
terms, provide that no employee may 
be permitted to purchase stock under 
all the employee stock purchase plans 
of his employer corporation and its re-
lated corporations at a rate which ex-
ceeds $25,000 in fair market value of 
such stock (determined at the time the 
option is granted) for each calendar 
year in which any such option granted 
to such individual is outstanding at 

any time. In applying the limitation of 
section 423(b)(8)— 

(i) The right to purchase stock under 
an option is deemed to accrue when the 
option (or any portion thereof) first be-
comes exercisable during the calendar 
year; 

(ii) 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 cal-
endar year; and 

(iii) A right to purchase stock which 
has accrued under one option granted 
pursuant to the plan may not be car-
ried over to any other option. 

If an option is granted under an em-
ployee stock purchase plan which satis-
fies the requirement of section 
423(b)(8), but such option gives the 
optionee the right to buy stock in ex-
cess of the maximum rate allowable 
under such section and this paragraph, 
no portion of such option will be treat-
ed as having been granted under an em-
ployee stock purchase plan. Further-
more, if the option was granted to an 
employee entitled to the grant of an 
option under the terms of the plan or 
offering, and such employee is not 
granted an option under such offering 
which qualifies as an option granted 
under an employee stock purchase 
plan, such offering will not meet the 
requirements of section 423(b)(4). Ac-
cordingly, none of the options granted 
under such offering will be eligible for 
the special tax treatment of section 
421. 

(2) The limitation of section 423(b)(8) 
and this paragraph applies only to op-
tions granted under employee stock 
purchase plans and does not limit the 
amount of stock which an employee 
may purchase under qualified stock op-
tions (as defined in section 422(b)), re-
stricted stock options (as defined in 
section 424(b)), or any other stock op-
tions (except those to which section 423 
applies). Stock purchased under op-
tions to which section 423 does not 
apply will not limit the amount which 
an employee may purchase under an 
employee stock purchase plan, except 
for purposes of the 5-percent stock 
ownership provision of section 423(b)(3). 
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(3) Under the limitation of section 
423(b)(8), an individual may purchase 
up to $25,000 of stock (based on the fair 
market value of such stock at the time 
the option was granted) in each cal-
endar year during which an option 
granted to such individual under an 
employee stock purchase plan is out-
standing. Alternatively, an individual 
may purchase more than $25,000 of 
stock (based on the fair market value 
of such stock at the time the option 
was granted) in a calendar year, so 
long as the total amount of stock 
which he purchases does not exceed 
$25,000 in fair market value of such 
stock (determined at the time the op-
tion was granted) for each calendar 
year in which the option was out-
standing. If in any calendar year the 
individual holds two or more out-
standing options granted under em-
ployee stock purchase plans of his em-
ployer corporation, or a related cor-
poration of such corporation, his pur-
chases of stock attributable to such 
year under all such options must not 
exceed $25,000 in fair market value of 
such stock (determined at the time 
such options were granted). Under an 
employee stock purchase plan, an indi-
vidual may not purchase stock in an-
ticipation that the option will be out-
standing for some future year. Thus, 
the individual may purchase only the 
amount of stock which does not exceed 
the limitation of section 423(b)(8) for 
the year of the purchase and for pre-
ceding years during which the option 
was outstanding. Thus, the amount of 
stock which may be purchased under 
an option depends on the number of 
years in which the option is actually 
outstanding. The amount of stock 
which may be purchased under an em-
ployee stock purchase plan may not be 
increased by reason of the failure to 
grant an option in an earlier year 
under such plan, or by reason of the 
failure to exercise an earlier option. 
For example, if an option is granted to 
an individual and expires without hav-
ing been exercised at all, the failure to 
exercise the option does not increase 
the amount of stock which such indi-
vidual may be permitted to purchase 
under an option granted in a year fol-
lowing the year of such expiration. If 
an option granted under an employee 

stock purchase plan is outstanding in 
more than one calendar year, stock 
purchased pursuant to the exercise of 
such an option will be applied first, to 
the extent allowable under section 
423(b)(8) and this paragraph, against 
the $25,000 limitation for the earliest 
year in which such option was out-
standing, then, against the $25,000 limi-
tation for each succeeding year, in 
order. For example, if an individual 
purchases $60,000 in fair market value 
of stock (determined at the time the 
option was granted) by the exercise of 
an option granted under an employee 
stock purchase plan of his employer 
corporation, and if such option was 
outstanding in 3 calendar years, then 
$25,000 in fair market value of such 
stock (determined at the time the op-
tion was granted) will be attributed to 
the first calendar year in which such 
option was outstanding, another $25,000 
in fair market value of such stock will 
be attributed to the second calendar 
year in which such option was out-
standing, and the remaining $10,000 in 
fair market value of such stock will be 
attributed to the last calendar year in 
which such option was outstanding. 
Thus, the individual may receive a 
right under another option granted 
under such employee stock purchase 
plan (or under an employee stock pur-
chase plan of a parent or subsidiary 
corporation of his employer corpora-
tion) entitling him to purchase another 
$15,000 in fair market value of such 
stock (determined as of the date such 
option is granted) for such last cal-
endar year. 

(4) The application of section 423(b)(8) 
and this paragraph may be illustrated 
by the following examples:

Example (1). Assume that P Corporation 
maintains an employee stock purchase plan 
and that E is employed by P. On June 1, 1964, 
P grants E an option under the plan to pur-
chase a total of 750 shares of P stock at $85 
per share. On such date, the fair market 
value of P stock is $100 per share. The option 
provides that it cannot be exercised after 
May 31, 1966. Under section 423(b)(8), the op-
tion must not permit E to purchase more 
than 250 shares of P stock during the cal-
endar year 1964, since 250 shares are equal to 
$25,000 in fair market value of P stock deter-
mined at the time of grant. During the cal-
endar year 1965, E may purchase under such 
option an amount of P stock equal to the dif-
ference between $50,000 in fair market value 
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of P stock (determined at the time the op-
tion was granted) and the fair market value 
of P stock (determined at the time of grant 
of the option) purchased during 1964. During 
the calendar year 1966, E may purchase an 
amount of P stock equal to the difference be-
tween $75,000 in fair market value of such 
stock (determined at the time of grant of the 
option) and the total amount of the fair mar-
ket value of such stock (determined at the 
time of grant of the option) purchased under 
such option during the calendar years 1964 
and 1965. E may purchase $25,000 of stock for 
the year 1964 and $25,000 of stock for the year 
1966, although the option was outstanding for 
only a part of each of such years. However, E 
may not be granted another option under an 
employee stock purchase plan of P or a re-
lated corporation to purchase stock of any of 
such corporations during the calendar years 
1964, 1965, and 1966, so long as the option 
granted June 1, 1964, is outstanding. If this 
option permitted E to purchase only $15,000 
of P’s stock for each year it is outstanding, 
then E could be granted another option by P, 
or by a related corporation, in 1964, permit-
ting him to purchase an additional $10,000 of 
stock for each year it is outstanding.

Example (2). Assume the same facts as in 
example (1), and assume further that the op-
tion granted to E in 1964 is terminated in 
1965 without any part of such option having 
been exercised, and that subsequent to such 
termination and during 1965, E is granted an-
other option under P’s employee stock pur-
chase plan. Under such option, E may be per-
mitted to purchase $25,000 of stock for 1965. 
On the other hand, if, in 1966, E exercised the 
option granted to him in 1964 and purchased 
600 shares of P stock, 500 shares, the max-
imum amount of stock which could have 
been purchased in 1965 under the option, is 
treated as having been purchased for the 
years 1964 and 1965. Thus, only 100 shares of 
the stock are treated as having been pur-
chased for 1966, and E may be permitted 
under the new option to purchase for 1966 
stock having a fair market value of $15,000 at 
the time the new option is granted.

(j) Restriction on transferability. An 
employee stock purchase plan must, by 
its terms, provide that options granted 
under such plan are not transferable by 
the optionee otherwise than by will or 
the laws of descent and distribution, 
and must be exercisable, during his 
lifetime, only by him. For general rules 
relating to the restriction on transfer-
ability required by section 423(b)(9), see 
paragraph (b)(2) of § 1.421–7. For a lim-
ited exception to the requirement of 
section 423(b)(9), see section 425(h)(3). 

(k) Special rule where option price is 
between 85 percent and 100 percent of 

value of stock. (1)(i) If all the conditions 
necessary for the application of section 
421(a) exist, section 423(c) provides ad-
ditional rules which are applicable in 
cases where, at the time the option is 
granted, the option price per share is 
less than 100 percent (but not less than 
85 percent) of the fair market value of 
such share. In such case, upon the dis-
position of such share by the individual 
after the expiration of the 2-year and 
the 1 year (6 months for taxable years 
beginning before 1977; 9 months for tax-
able years beginning in 1977) holding 
periods, or upon his death while owning 
such share (whether occurring before 
or after the expiration of such periods), 
there shall be included in the individ-
ual’s gross income as compensation 
(and not as gain upon the sale or ex-
change of a capital asset) the lesser 
of— 

(a) The amount, if any, by which the 
price paid under the option was exceed-
ed by the fair market value of the 
share at the time the option was grant-
ed, or 

(b) The amount, if any, by which the 
price paid under the option was exceed-
ed by the fair market value of the 
share at the time of such disposition or 
death. 
For purposes of applying the rules of 
section 423(c) and this paragraph, if the 
option price is not fixed or deter-
minable at the time the option is 
granted, the option price will be com-
puted as if the option had been exer-
cised at such time. The amount of com-
pensation resulting from the applica-
tion of section 423(c) and this para-
graph shall be included in the individ-
ual’s gross income for the taxable year 
in which the disposition occurs, or for 
the taxable year closing with his death, 
whichever event results in the applica-
tion of section 423(c). 

(ii) The application of the special 
rules provided in section 423(c) shall 
not affect the rules provided in section 
421(a) with respect to the individual ex-
ercising the option, the employer cor-
poration, or its parent or subsidiary 
corporation. Thus, notwithstanding the 
inclusion of an amount as compensa-
tion in the gross income of an indi-
vidual, as provided in section 423(c), no 
income results to the individual at the 
time the stock is transferred to him, 
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and no deduction under section 162 is 
allowable at any time to the employer 
corporation or its parent or subsidiary 
with respect to such amount. 

(iii) If, during his lifetime, the indi-
vidual exercises an option granted 
under an employee stock purchase 
plan, but such individual dies before 
the stock is transferred to him pursu-
ant to his exercise of the option, the 
transfer of such stock to the individ-
ual’s executor, administrator, heir, or 
legatee is deemed, for the purpose of 
sections 421 and 423, to be a transfer of 
the stock to the individual exercising 
the option and a further transfer by 
reason of death from such individual to 
his executor, administrator, heir, or 
legatee. 

(2) If the special rules provided in 
section 423(c) are applicable to the dis-
position of a share of stock by an indi-
vidual, the basis of such share in the 
individual’s hands at the time of such 
disposition, determined under section 
1011, shall be increased by an amount 
equal to the amount includible as com-
pensation in his gross income under 
section 423(c). However, the basis of a 
share of stock acquired after the death 
of an employee by the exercise of an 
option granted to such employee under 
an employee stock purchase plan shall 
be determined in accordance with the 
rules of section 421(c) and paragraph (c) 
of § 1.421–8. If the special rules provided 
in section 423(c) are applicable to a 
share of stock upon the death of an in-
dividual, the basis of such share in the 
hands of the estate or the person re-
ceiving the stock by bequest or inherit-
ance shall be determined under section 
1014, and shall not be increased by rea-
son of the inclusion upon the dece-
dent’s death of any amount in his gross 
income under section 423(c). See exam-
ple (9) of this paragraph with respect to 
the determination of basis of the share 
in the hands of a surviving joint owner. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). On June 1, 1964, the X Corpora-
tion grants to E, an employee, an option 
under X’s employee stock purchase plan to 
purchase a share of X Corporation’s stock for 
$85. The fair market value of the X Corpora-
tion stock on such date is $100 per share. On 
June 1, 1965, E exercises the option and on 
that date the X Corporation transfers the 

share of stock to E. On January 1, 1967, E 
sells the share for $150, its fair market value 
on that date. E makes his income tax return 
on the basis of the calendar year. The in-
come tax consequences to E and X Corpora-
tions are as follows: (i) compensation in the 
amount of $15 is includible in E’s gross in-
come for 1967, the year of the disposition of 
the share. The $15 represents the difference 
between the option price ($85) and the fair 
market value of the share on the date the op-
tion was granted ($100), since such value is 
less than the fair market value of the share 
on the date of disposition ($150). For the pur-
pose of computing E’s gain or loss on the 
sale of the share, E’s cost basis of $85 is in-
creased by $15, the amount includible in E’s 
gross income as compensation. Thus, E’s 
basis for the share is $100. Since the share 
was sold for $150, E realizes a gain of $50, 
which is treated as long-term capital gain; 
(ii) the X Corporation is entitled to no de-
duction under section 162 at any time with 
respect to the share transferred to E.

Example (2). Assume the same facts as in 
example (1), except assume that E sells the 
share of X Corporation stock on January 1, 
1968, for $75, its fair market value on that 
date. Since $75 is less than the option price 
($85), no amount in respect of the sale is in-
cludable as compensation in E’s gross in-
come for 1968. E’s basis for determining gain 
or loss on the sale is $85. Since E sold the 
share for $75, E realized a loss of $10 on the 
sale, which loss is treated as a long-term 
capital loss.

Example (3). Assume the same facts as in 
example (1), except assume that the option 
provides that the option price shall be 90 per-
cent of the fair market value of the stock on 
the day the option is exercised. On June 1, 
1965, when the option is exercised, the fair 
market value of the stock is $120 per share so 
that E pays $108 for the share of the stock. 
Compensation in the amount of $10 is includ-
ible in E’s gross income for 1967, the year of 
the disposition of the share. This is deter-
mined in the following manner: The excess of 
the fair market value of the stock at the 
time of the disposition ($150) over the price 
paid for the share ($108) is $42; and the excess 
of the fair market value of the stock at the 
time the option was granted ($100) over the 
option price, computed as if the option had 
been exercised at such time ($90), is $10. Ac-
cordingly, $10, the lesser, is includible in 
gross income. In this situation, E’s cost basis 
of $108 is increased by $10, the amount in-
cludible in E’s gross income as compensa-
tion. Thus, E’s basis for the share is $118. 
Since the share was sold for $150, E realizes 
a gain of $32, which is treated as long-term 
capital gain.

Example (4). Assume the same facts as in 
example (1), except assume that instead of 
selling the share on January 1, 1967, E makes 
a gift of the share on that day. In such case 
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$15 is includible as compensation in E’s gross 
income for 1967. E’s cost basis of $85 is in-
creased by $15, the amount includible in E’s 
gross income as compensation. Thus, E’s 
basis for the share is $100, which becomes the 
donee’s basis, as of the time of the gift, for 
determining gain or loss.

Example (5). Assume the same facts as in 
example (2) except assume that instead of 
selling the share on January 1, 1968, E makes 
a gift of the share on that date. Since the 
fair market value of the share on that day 
($75) is less than the option price ($85), no 
amount in respect of the disposition by way 
of gift is includible as compensation in E’s 
gross income for 1968. E’s basis for the share 
is $85, which becomes the donee’s basis, as of 
the time of the gift, for the purpose of deter-
mining gain. The donee’s basis for the pur-
pose of determining loss, determined under 
section 1015(a), is $75 (fair market value of 
the share at the date of gift).

Example (6). Assume the same facts as in 
example (1), except assume that after acquir-
ing the share of stock on June 1, 1965, E dies 
on August 1, 1966, at which time the share 
has a fair market value of $150. Compensa-
tion in the amount of $15 is includible in E’s 
gross income for the taxable year closing 
with his death, such $15 being the difference 
between the option price ($85) and the fair 
market value of the share when the option 
was granted ($100), since such value is less 
than the fair market value at date of death 
($150). The basis of the share in the hands of 
E’s estate is determined under section 1014 
without regard to the $15 includible in the 
decedent’s gross income.

Example (7). Assume the same facts as in 
example (6), except assume that E dies on 
August 1, 1965, at which time the share has a 
fair market value of $150. Although E’s death 
occurred within six months after the trans-
fer of the share to him, the income tax con-
sequences are the same as in example (6).

Example (8). Assume the same facts as in 
example (1), except assume that the share of 
stock was issued in the names of E and his 
wife jointly with right of survivorship, and 
that E and his wife sold the share on June 15, 
1966, for $150, its fair market value on that 
date. Compensation in the amount of $15 is 
includible in E’s gross income for 1966, the 
year of the disposition of the share. The 
basis of the share in the hands of E and his 
wife for the purpose of determining gain or 
loss on the sale is $100, that is, the cost of $85 
increased by the amount of $15 includible as 
compensation in E’s gross income. The gain 
of $50 on the sale is treated as long-term cap-
ital gain, and is divided equally between E 
and his wife.

Example (9). Assume the same facts as in 
example (1), except assume that the share of 
stock was issued in the names of E and his 
wife jointly with right of survivorship, and 
that E predeceased his wife on August 1, 1966, 

at which time the share had a fair market 
value of $150. Compensation in the amount of 
$15 is includible in E’s gross income for the 
taxable year closing with his death. See ex-
ample (6). The basis of the share in the hands 
of E’s wife as survivor is determined under 
section 1014 without regard to the $15 includ-
ible in the decedent’s gross income.

Example (10). Assume the same facts as in 
example (9), except assume that E’s wife pre-
deceased him on July 1, 1966. Section 423(c) 
does not apply in respect of her death. Upon 
the subsequent death of E on August 1, 1966, 
the income tax consequences in respect of 
E’s taxable year closing with the date of his 
death, and in respect of the basis of the share 
in the hands of his estate, are the same as in 
example (6). If E had sold the share on July 
15, 1966 (after the death of his wife), for $150, 
its fair market value at that time, the in-
come tax consequences would be the same as 
in example (1).

[T.D. 6887, 31 FR 8799, June 24, 1966 as amend-
ed by T.D. 7645, 44 FR 55836, Sept. 28, 1979; 
T.D 7728, 45 FR 72650, Nov. 3, 1980; T.D. 8235, 
53 FR 48641, Dec. 2, 1988]

§ 1.425–1 Definitions and special rules 
applicable to statutory options. 

(a) Corporate reorganizations, liquida-
tions, etc. (1)(i) The term ‘‘issuing or as-
suming a stock option in a transaction 
to which section 425(a) applies’’ means, 
for purposes of sections 421 through 425, 
a substitution of a new option for an 
old option, or an assumption of such 
old option, by an employer corpora-
tion, or a related corporation of such 
corporation, by reason of a corporate 
transaction (as defined by subdivision 
(ii) of this subparagraph), if— 

(a) The excess of the aggregate fair 
market value of the shares subject to 
the option immediately after the sub-
stitution or assumption over the aggre-
gate option price of such shares is not 
more than the excess of the aggregate 
fair market value of all shares subject 
to the option immediately before such 
substitution or assumption over the 
aggregate option price of such shares, 
and 

(b) The new option or the assumption 
of the old option does not give the em-
ployee additional benefits which he did 
not have under the old option. 

(ii) For purposes of this section, the 
term ‘‘corporate transaction’’ means 
any merger of a corporation into an-
other corporation, any consolidation of 
two or more corporations into another 
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corporation, any purchase or acquisi-
tion of property or stock by any cor-
poration, any separation of a corpora-
tion (including a spin-off or other dis-
tribution of stock or property by a cor-
poration), any reorganization of a cor-
poration (whether or not such reorga-
nization comes within the definition of 
such term in section 368), or any par-
tial or complete liquidation by a cor-
poration, if such action by such cor-
poration results in a significant num-
ber of employees being transferred to a 
new employer or discharged, or in the 
creation or severance of a parent-sub-
sidiary relationship. 

(2)(i) A change in the terms of an op-
tion attributable to the issuance or as-
sumption of an option by reason of a 
corporate transaction (as defined under 
section 425(a) and subparagraph (1)(ii) 
of this paragraph) is not a modification 
of such option. See section 425(h)(3) and 
paragraph (e) of this section. Thus, sec-
tion 425(a), in effect, provides rules 
under which a new employer, or a par-
ent or subsidiary of a new employer, 
may by reason of a corporate trans-
action assume a statutory option 
granted by the former employer or par-
ent or subsidiary thereof, or issue a 
new statutory option in place of the 
option granted by the former employer 
or parent or subsidiary thereof, with-
out having such assumption or substi-
tution being considered as a modifica-
tion of the option. For example, sec-
tion 425(a) may apply where there is a 
merger of X Corporation into Y Cor-
poration and Y Corporation wishes to 
employ the employees of X Corporation 
and to assume statutory options which 
had been granted to them by their 
former employer, X Corporation. An-
other example is where X Corporation 
forms a new subsidiary, Y Corporation, 
and transfers to it certain assets and 
employees, and where Y Corporation 
wishes to grant to such employees a 
statutory option to purchase its stock 
in place of the statutory option which 
they had to purchase stock of X Cor-
poration. 

(ii) Section 425(a) also provides rules 
under which a new parent or subsidiary 
corporation of the employer corpora-
tion may by reason of a corporate 
transaction assume a statutory option 
granted by the employer or parent or 

subsidiary thereof, or issue a new stat-
utory option in place of the option 
granted by the employer or parent or 
subsidiary thereof, without having 
such assumption or substitution con-
sidered a modification of the option. 
Section 425(a) may apply, for example, 
where X Corporation acquires a new 
subsidiary, Y Corporation, by purchase 
of stock and desires to grant to the em-
ployees of Y Corporation a statutory 
option to buy stock of X Corporation in 
place of a statutory option which they 
have to purchase the stock of Y Cor-
poration. 

(iii) Section 425(a) applies only when 
the assumption or substitution occurs 
by reason of a corporate transaction as 
defined in this paragraph. Thus, sec-
tion 425(a) may apply where as a result 
of a corporate transaction a statutory 
option can no longer be exercised, or if 
exercised, section 421 would not apply 
(see the first example in subdivision (i) 
of this subparagraph). Moreover, sec-
tion 425(a) may apply in any case where 
the reason for the assumption or sub-
stitution grows out of a corporate 
transaction even though there could 
have been a valid exercise under sec-
tion 421 of the original option (see the 
second example in subdivision (i) of 
this subparagraph and the example in 
subdivision (ii) of this subparagraph). 
However, a corporation which has 
issued an option may not substitute a 
new option for such option under sec-
tion 425(a). See, however, paragraph (e) 
of this section. 

(3) For section 425(a) to apply, it is 
not necessary to show that the cor-
poration assuming or substituting the 
option is under any obligation to do so. 
In fact, section 425(a) may apply where 
the option which is being assumed or 
replaced expressly provides that it will 
terminate upon the occurrence of cer-
tain corporate transactions. However, 
section 425(a) cannot be applied to re-
vive a statutory option which, for rea-
sons not related to the corporate trans-
action, expires before it can properly 
be assumed or replaced under section 
425(a). For section 425(a) to apply, the 
assumed or substituted option must 
qualify as a statutory option. 

(4)(i) Section 425(a) does not apply if 
the terms of the assumed or sub-
stituted option confer on the employee 
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more favorable benefits than he had 
under the old option. Section 425(a) can 
apply to a corporate transaction only 
if, on a share by share comparison, the 
ratio of the option price to the fair 
market value of the stock subject to 
the option immediately after the sub-
stitution or assumption is no more fa-
vorable to the optionee than the ratio 
of the option price to the fair market 
value of the stock subject to the old 
option immediately before such substi-
tution or assumption. The number of 
shares subject to an option issued or 
assumed may be adjusted to com-
pensate for any change in the aggre-
gate spread between the aggregate op-
tion price and the aggregate fair mar-
ket value of the stock subject to the 
option immediately after the substi-
tution or assumption as compared to 
the aggregate spread between the op-
tion price and the aggregate fair mar-
ket value of the stock subject to the 
option immediately before such substi-
tution or assumption. Such an adjust-
ment will not prevent section 425(a) 
from applying to such substitution or 
assumption. 

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). On June 1, 1965, P Corporation 
acquires 100 percent of the stock of S Cor-
poration and on such date S becomes a sub-
sidiary of P Corporation. Also on such date, 
P Corporation substitutes a qualified stock 
option to purchase P stock for a qualified 
stock option to purchase S stock held by E, 
an employee of S. Assume that E’s S option 
had 3 years to run on the date of the substi-
tution. If the P option granted to E in substi-
tution for his S option runs for more than 3 
years from the date of the substitution, sec-
tion 425(a) cannot apply, since the effect of 
such an option would be to give E an addi-
tional benefit which he did not enjoy under 
his S option.

Example (2). E is an employee of S Corpora-
tion. E holds a qualified stock option which 
was granted to him by S to purchase 60 
shares of S stock at $12 per share. On June 1, 
1967, S Corporation is merged into P Cor-
poration, and on such date P substitutes a 
qualified stock option to purchase P stock 
for E’s qualified stock option to purchase S 
stock. Immediately before the substitution, 
the fair market value of S stock was $32 per 
share; immediately after the substitution, 
the fair market value of P stock is $24 per 
share. The new option entitles E to buy P 
stock at $9 per share. Since on a share by 

share comparison the ratio of the new option 
price ($9 per share) to the fair market value 
of P stock immediately after the substi-
tution ($24 per share) is not more favorable 
to E than the ratio of the old option price 
($12 per share) to the fair market value of S 
stock immediately before the substitution 
($32 per share) (9⁄24 = 12⁄32) the requirement of 
subparagraph (4)(i) of this paragraph is met. 
The number of shares subject to E’s option 
to purchase P stock is set at 80. Since the ex-
cess of the aggregate fair market value over 
the aggregate option price of the stock sub-
ject to E’s new option to purchase P stock, 
$1,200 (80×$24 minus 80×$9), is not greater 
than the excess of the aggregate fair market 
value over the aggregate option price of the 
stock subject to E’s old option to purchase S 
stock, $1,200 (60×$32 minus 60×$12), the re-
quirement of subparagraph (1)(i)(a) of this 
paragraph is met. Thus, section 425(a) may 
apply to the substitution.

Example (3). Assume the same facts as in 
example (2), except assume that the fair mar-
ket value of S stock immediately before the 
substitution was $8 per share and that the 
option price was $10 per share, and that the 
fair market value of P stock immediately 
after the substitution is $12 per share. P sets 
the new option price at $15 per share. Since 
on a share by share comparison the ratio of 
the new option price ($15 per share) to the 
fair market value of P stock immediately 
after the substitution ($12 per share) is not 
more favorable to E than the ratio of the old 
option price ($10 per share) to the fair mar-
ket value of S stock immediately before the 
substitution ($8 per share) (15⁄12 = 10⁄8), the re-
quirement of subparagraph (4)(i) of this para-
graph is met. Assume further that the num-
ber of shares subject to E’s P option is set at 
20 as compared to 60 shares under E’s old op-
tion to buy S stock. Immediately after the 
substitution, 2 shares of P stock are worth 
$24, which is what 3 shares of S stock were 
worth immediately before the substitution 
(2×$12=3×$8). Thus, to completely replace E’s 
S option, E should have received an option to 
purchase 40 shares of P stock, i.e., 2 shares of 
P for each 3 shares of S which E could have 
purchased under his old option (2⁄3 = 40⁄60). 
Since E’s new option covers 20 shares of P 
stock, it is clear that P has replaced only 1⁄2 
of E’s stock option. The portion of E’s stock 
option which was not replaced by P is an 
outstanding stock option to purchase stock 
of a predecessor corporation of P Corpora-
tion for purposes of section 422(b)(5) and 
(c)(2).

(5) For the purpose of applying sec-
tion 425(a), the assumption or substi-
tution shall be considered to occur at 
the time that the optionee would, ex-
cept for section 425(a), be considered to 
have been granted the option which the 
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employer corporation, or parent or sub-
sidiary thereof, is issuing or assuming. 
An assumption or substitution which 
occurs by reason of a corporate trans-
action may occur before or after the 
corporate transaction. 

(6) In order to have a substitution of 
an option under section 425(a) the 
optionee must, in connection with the 
corporate transaction, lose his rights 
under the old option. There cannot be a 
substitution of a new option for an old 
option within the meaning of section 
425(a) if it is contemplated that the 
optionee may exercise both the old op-
tion and the new option. It is not nec-
essary, however, to have a complete 
substitution of a new option for the old 
option. However, if the old option was 
a qualified or restricted stock option, 
any portion of such option which is not 
substituted or assumed in a trans-
action to which section 425(a) applies 
will be treated as an outstanding op-
tion to purchase stock of a predecessor 
corporation of the new employer or 
grantor corporation. See section 422 
(b)(5) and (c)(2) and paragraph (f) of 
§ 1.422–2. For example, assume that X 
Corporation forms a new corporation, 
Y Corporation, by a transfer of certain 
assets and distributes the stock of Y 
Corporation to the shareholders of X 
Corporation. Assume further that E, an 
employee of X Corporation, is there-
after an employee of both X Corpora-
tion and Y Corporation. Y Corporation 
wishes to substitute an option to pur-
chase some of its stock for the statu-
tory option which E has, entitling him 
to purchase 100 shares of the stock of X 
Corporation. The option to purchase 
the stock of X Corporation, at $50 a 
share, was granted when the stock had 
a fair market value of $50 a share, and 
the stock was worth $100 a share just 
before the distribution of the new cor-
poration’s stock to the shareholders of 
X Corporation. The stock of X Corpora-
tion and of Y Corporation is worth $50 
a share just after such distribution, 
which also is the time of the substi-
tution. On these facts an option to pur-
chase 200 shares of stock of Y Corpora-
tion at $25 a share could be given to the 
employee in complete substitution for 
the old option. It would also be permis-
sible to give the employee an option to 
purchase 100 shares of stock of Y Cor-

poration at $25 a share in substitution 
for his right to purchase 50 of the 
shares covered by the old option. How-
ever, if the option to purchase X stock 
was a qualified or restricted stock op-
tion, then to the extent the old option 
is not assumed or a new option issued 
in substitution therefor in a trans-
action to which section 425(a) applies, 
such old option will be treated as an 
outstanding option under section 
422(c)(2) for purposes of section 
422(b)(5). See paragraph (f) of § 1.422–2. 

(7) Any reasonable methods may be 
used to determine the fair market 
value of the stock subject to the option 
immediately before the assumption or 
substitution and the fair market value 
of the stock subject to the option im-
mediately after the assumption or sub-
stitution. Such methods include the 
valuation methods described in 
§ 20.2031–2 of this chapter (the Estate 
Tax Regulations). In the case of stock 
listed on a stock exchange, the fair 
market value may be based on the last 
sale before and the first sale after the 
assumption or substitution if such 
sales clearly reflect the fair market 
value of the stock, or may be based 
upon an average selling price during a 
longer period, such as the day or week 
before, and the day or week after, the 
assumption or substitution. If the 
stocks are not listed, or if they are 
newly issued, it will be reasonable to 
base the determination on experience 
over even longer periods. In the case of 
a merger, consolidation, or other reor-
ganization which is arrived at by 
arm’s-length negotiations, the fair 
market value of the stocks subject to 
the option before and after the assump-
tion or substitution may be based upon 
the values assigned to the stock for 
purposes of the reorganization. For ex-
ample, if in the case of a merger the 
parties treat each share of the merged 
company as being equal in value to a 
share of the surviving company, it will 
be reasonable to assume that the 
stocks are of equal value so that the 
substituted option may permit the em-
ployee to purchase at the same price 
one share of the surviving company for 
each share he could have purchased of 
the merged company. 
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(8) For the purpose of applying sec-
tion 425(a) and this paragraph, the de-
termination of whether the parent-sub-
sidiary relationship exists shall be 
based upon circumstances existing im-
mediately after the corporate trans-
action. 

(b) Acquisition of new stock. (1) Sec-
tion 425(b) provides that the rules pro-
vided by sections 421 through 425 which 
are applicable with respect to stock 
transferred to an individual upon his 
exercise of an option, shall likewise be 
applicable with respect to stock ac-
quired by a distribution or an exchange 
to which section 305, 354, 355, 356, or 
1036 (or so much of section 1031 as re-
lates to section 1036) applies. Stock so 
acquired shall, for purposes of sections 
421 through 425, be considered as hav-
ing been transferred to the individual 
upon his exercise of the option. A simi-
lar rule shall be applied in the case of 
a series of such acquisitions. With re-
spect to such acquisitions, section 
425(b) does not make inapplicable any 
of the provisions of section 305, 354, 355, 
356, or 1036 (or so much of section 1031 
as relates to section 1036). 

(2) The application of this paragraph 
may be illustrated by the following ex-
ample:

Example. If, with respect to stock trans-
ferred pursuant to the timely exercise of a 
statutory option, there is a distribution of 
new stock to which section 305(a) is applica-
ble, and if there is a disposition of such new 
stock before the expiration of the applicable 
holding period required with respect to the 
stock originally acquired pursuant to the ex-
ercise of such option, such disposition makes 
section 421 inapplicable to the transfer of the 
original stock pursuant to the exercise of the 
option to the extent that the disposition ef-
fects a reduction of the individual’s total in-
terest in the old and new stock. However, if 
the new stock, as well as the old stock, is not 
disposed of before the expiration of the hold-
ing period required with respect to the origi-
nal stock acquired pursuant to the exercise 
of the option, the special tax treatment pro-
vided by section 421 is applicable to both the 
original shares and the shares acquired by 
virtue of the distribution to which section 
305(a) applies.

(c) Disposition of stock. (1) For pur-
poses of sections 421 through 425, the 
term ‘‘disposition’’ includes a sale, ex-
change, gift, or any transfer of legal 
title, but does not include— 

(i) A transfer from a decedent to his 
estate or a transfer by bequest or in-
heritance; or 

(ii) An exchange to which is applica-
ble section 354, 355, 356, or 1036 (or so 
much of section 1031 as relates to sec-
tion 1036); or 

(iii) A mere pledge or hypothecation. 
However, a disposition of the stock 
pursuant to a pledge or hypothecation 
is a disposition by the individual, even 
though the making of the pledge or 
hypothecation is not such a disposi-
tion. 

(2) A share of stock acquired by an 
individual pursuant to the exercise of a 
statutory option is not considered dis-
posed of by the individual if such share 
is taken in the name of the individual 
and another person jointly with right 
of survivorship, or is subsequently 
transferred into such joint ownership, 
or is retransferred from such joint own-
ership to the sole ownership of the in-
dividual. However, any termination of 
such joint ownership (other than a ter-
mination effected by the death of a 
joint owner) is a disposition of such 
share, except to the extent the indi-
vidual reacquires ownership of the 
share. For example, if such individual 
and his joint owner transfer such share 
to another person, the individual has 
made a disposition of such share. Like-
wise, if a share of stock held in the 
joint names of such individual and an-
other person is transferred to the name 
of such other person, there is a disposi-
tion of such share by the individual. If 
an individual exercises a statutory op-
tion and a share of stock is transferred 
to another or is transferred to such in-
dividual in his name as trustee for an-
other, the individual has made a dis-
position of such share. However, a ter-
mination of joint ownership resulting 
from the death of one of the owners is 
not a disposition of such share. For de-
termination of basis in the hands of the 
survivor where joint ownership is ter-
minated by the death of one of the 
owners, see section 1014. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). On June 1, 1964, the X Corpora-
tion grants to E, an employee, a qualified 
stock option to purchase 100 shares of X Cor-
poration stock at $100 per share, the fair 
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market value of X Corporation stock on that 
date. On June 1, 1965, while employed by X 
Corporation, E exercises the option in full 
and pays X Corporation $10,000, and on that 
day X Corporation transfers to E 100 shares 
of its stock having a fair market value of 
$12,000. Before June 1, 1968, E makes no dis-
position of the 100 shares so purchased. E re-
alizes no income on June 1, 1965, with respect 
to the transfer to him of the 100 shares of X 
Corporation stock. X Corporation is not enti-
tled to any deduction at any time with re-
spect to its transfer to E of the stock. E’s 
basis for such 100 shares is $10,000.

Example (2). Assume the same facts as in 
example (1), except assume that on August 1, 
1968, three years and two months after the 
transfer of the shares to him, E sells the 100 
shares of X Corporation stock for $13,000 
which is the fair market value of the stock 
on that date. For the taxable year in which 
the sale occurs, E realizes a gain of $3,000 
($13,000 minus E’s basis of $10,000), which is 
treated as long-term capital gain.

Example (3). Assume the same facts as in 
example (2), except assume that on August 1, 
1968, E makes a gift of the 100 shares of Y 
Corporation stock to his son. Such disposi-
tion results in no realization of gain to E ei-
ther for the taxable year in which the option 
is exercised or the taxable year in which the 
gift is made. E’s basis of $10,000 becomes the 
donee’s basis for determining gain or loss.

Example (4). Assume the same facts as in 
example (1), except assume that on May 1, 
1968, two years and 11 months after the 
transfer of the shares to him, E sells the 100 
shares of X Corporation stock for $13,000. The 
special rules of section 421(a) are not applica-
ble to the transfer of the stock by X Corpora-
tion to E, because disposition of the stock 
was made by E within three years from the 
date the shares were transferred to him.

Example (5). Assume the same facts as in 
example (1), except assume that E dies on 
September 1, 1965, owning the 100 shares of X 
Corporation stock acquired by him pursuant 
to his exercise on June 1, 1965, of the quali-
fied stock option. On the date of death, the 
fair market value of the stock is $12,500. No 
income is realized by E by reason of the 
transfer of the 100 shares to his estate. If the 
stock is valued as of the date of E’s death for 
estate tax purposes, the basis of the 100 
shares in the hands of the executor is $12,500.

Example (6). Assume the same facts as in 
example (1), except assume that on June 1, 
1965, when the option is exercised by E the 
100 shares are transferred by X to E and his 
wife W, as joint owners with right of survi-
vorship, and that E dies on July 1, 1965. Nei-
ther the transfer into joint ownership nor 
the termination of such joint ownership by 
E’s death is a disposition. Because E has 
made no disqualifying disposition of the 
shares, section 421(a) is applicable and E re-
alizes no income at death with respect to the 

shares even though he held the stock less 
than 3 years after the transfer of the shares 
to him pursuant to his exercise of a qualified 
stock option. See paragraph (b)(2) of § 1.421–8.

(d) Attribution of stock ownership. Sec-
tion 425(d) provides that in determining 
the amount of stock owned by an indi-
vidual for purposes of applying the per-
centage limitations of section 422(b)(7), 
423(b)(3), and 424(b)(3), stock of the em-
ployer corporation or of a related cor-
poration which is owned (directly or in-
directly) by or for such individual’s 
brothers and sisters (whether by the 
whole or half blood), spouse, ancestors, 
and lineal descendants, shall be consid-
ered as owned by such individual. Also, 
for such purpose, if a domestic or for-
eign corporation, partnership, estate, 
or trust owns (directly or indirectly) 
stock of the employer corporation or of 
its parent or subsidiary, such stock 
shall be considered as being owned pro-
portionately by or for the shareholders, 
partners, or beneficiaries of the cor-
poration, partnership, estate, or trust. 

(e) Modification, extension, or renewal 
of option. (1) Section 425(h) provides the 
rules for determining whether a share 
of stock transferred to an individual 
upon his exercise of an option, after 
the terms thereof have been modified, 
extended, or renewed, is transferred 
pursuant to the exercise of a statutory 
option. Such rules and the rules of this 
section are applicable to modifications, 
extensions, or renewals (or to changes 
which are not treated as modifications) 
of an option in any taxable year of the 
optionee which begins after December 
31, 1963, except that section 425(h)(1) 
and this paragraph shall not apply to 
any change made before January 1, 
1965, in the terms of an option granted 
after December 31, 1963, to permit such 
option to meet the requirements of sec-
tion 422(b) (3), (4), or (5), and the regu-
lations thereunder. See paragraphs (d), 
(e), and (f), of § 1.422–2, relating to pe-
riod for exercising options, option 
price, and prior outstanding options, 
respectively, in the case of qualified 
stock options. 

(2) Any modification, extension, or 
renewal of the terms of an option to 
purchase stock shall be considered as 
the granting of a new option. 

(3) Except as otherwise provided in 
subparagraph (4) of this paragraph, in 
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case of a modification, extension, or re-
newal of an option, the highest of the 
following values shall be considered to 
be the fair market value of the stock at 
the time of the granting of such option 
for purposes of applying the rules of 
sections 423(b)(6), and 424(b)(1)— 

(i) The fair market value on the date 
of the original granting of the option, 

(ii) The fair market value on the date 
of the making of such modification, ex-
tension, or renewal, or 

(iii) The fair market value at the 
time of the making of any intervening 
modification, extension, or renewal. 

(4)(i) In the case of a modification, 
extension, or renewal of a restricted 
stock option before January 1, 1964 (or 
after December 31, 1963, if made pursu-
ant to a binding written contract en-
tered into before January 1, 1964), the 
rules of subparagraph (3) of this para-
graph do not apply if the aggregate of 
the monthly average fair market val-
ues of the stock subject to the option 
for the 12 consecutive calendar months 
preceding the month in which the 
modification, extension, or renewal oc-
curs, divided by 12, is an amount less 
than 80 percent of the fair market 
value of such stock on the date of the 
original granting of the option or the 
date of the making of any intervening 
modification, extension, or renewal, 
whichever is the highest. In such case, 
any modification, extension, or re-
newal of the option is treated as the 
granting of a new option but only the 
fair market value of the stock subject 
to the option at the time of the modi-
fication, extension, or renewal is con-
sidered in determining whether the op-
tion is a restricted stock option. In the 
case of stocks listed on a stock ex-
change, the average fair market value 
of the stock for any month may be de-
termined by adding the highest and 
lowest quoted selling prices during 
such month and dividing the sum by 
two. The method used for determining 
the average fair market value of the 
stock for any month must be used for 
all twelve months, except where it is 
shown that such method cannot be 
used for any month or does not clearly 
reflect the average fair market value of 
the stock for any such month. 

(ii) The application of subdivision (i) 
of this subparagraph may be illustrated 
by the following example:

Example. On June 1, 1962, a restricted stock 
option was granted to purchase before July 
1, 1965, a share of stock for $85. The fair mar-
ket value of such stock on June 1, 1962, was 
$100. On June 15, 1963, when the fair market 
value of the stock is $60, such option is ex-
tended so that it is exercisable at any time 
before July 1, 1966, at $55 a share. The aver-
age fair market value of the stock subject to 
the option for each of the 12 calendar months 
preceding June 1963, is as follows:

1962
June ........................................................................... $100 
July ............................................................................. 90 
August ........................................................................ 80 
September ................................................................. 70 
October ...................................................................... $80 
November .................................................................. 80 
December .................................................................. 90

1963

January ...................................................................... 90 
February ..................................................................... 80 
March ......................................................................... 70 
April ............................................................................ 60 
May ............................................................................ 60

The aggregate of such values is $950. When 
this sum is divided by 12, the result is $79.17, 
which is an amount less than 80 percent of 
the fair market value of the stock ($100) 
when the option was granted. Accordingly, 
when the option is extended on June 15, 1963, 
the option price could have been reduced as 
low as $51 (85 percent of the fair market 
value of the stock on such day) without dis-
qualifying the option as a restricted stock 
option. If the aggregate fair market values of 
the stock so ascertained had amounted to 
$960 or more, the rules of subparagraph (3) of 
this paragraph would have been applicable 
with the result that any reduction in the op-
tion price would have disqualified the option 
as a restricted stock option.

(5)(i) The time or date when an op-
tion is modified, extended, or renewed 
shall be determined, insofar as applica-
ble, in accordance with the rules gov-
erning determination of the time or 
date of granting an option provided in 
paragraph (c) of § 1.421–7. For purposes 
of sections 421 through 425, the term 
‘‘modification’’ means any change in 
the terms of the option which gives the 
optionee additional benefits under the 
option. For example, a change in the 
terms of the option, which shortens the 
period during which the option is exer-
cisable, is not a modification. However, 
a change which provides more favor-
able terms for the payment for the 
stock purchased under the option, is a 
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modification. Where an option is 
amended solely to increase the number 
of shares subject to the option, such in-
crease shall not be considered as a 
modification of the option, but shall be 
treated as the grant of a new option for 
the additional shares. 

(ii)(a) A change in the number or 
price of the shares of stock subject to 
an option merely to reflect a stock div-
idend, or stock split-up, is not a modi-
fication of the option. 

(b) A change in the number or price 
of the shares of stock subject to an op-
tion to reflect a corporate transaction 
(as defined by paragraph (a)(1) (ii) of 
this section) is not a modification of 
the option provided that the excess of 
the aggregate fair market value (deter-
mined immediately after such cor-
porate transaction) of the shares sub-
ject to the option immediately after 
such change over the aggregate new op-
tion price of such shares is not more 
than the excess of the aggregate fair 
market value of the shares subject to 
the option immediately before the 
transaction over the aggregate former 
option price of such shares, and pro-
vided that the option after such change 
does not give the employee additional 
benefits which he did not have before 
such change. The ratio of the option 
price immediately after the change to 
the fair market value of the stock sub-
ject to the option immediately after 
the corporate transaction must not be 
more favorable to the optionee on a 
share by share comparison than the 
ratio of the old option price to the fair 
market value of the stock subject to 
the option immediately before such a 
transaction. A reduction in the option 
price of an option, other than as spe-
cifically provided for in this section, is 
a modification of such option. 

(c) The application of (b) of this sub-
division may be illustrated by the fol-
lowing example:

Example. E, an employee of P Corporation, 
holds a qualified stock option granted to him 
by P to buy 90 shares of P stock at $36 per 
share. P Corporation is a party to a cor-
porate transaction (as defined by paragraph 
(a)(1)(ii) of this section) which results in a 
decline in the fair market value of P stock. 
Immediately before such transaction the fair 
market value of P stock was $64 per share. 
Immediately after such transaction, the fair 
market value of P stock is $48 per share. Two 

weeks after such transaction, P proposes to 
amend E’s option in order to reflect the de-
cline in the fair market value of P stock at-
tributable to the transaction. At such time, 
the fair market value of P stock is $50 per 
share. However, since the change was not 
made at the time of the transaction, the fair 
market value of P stock at the time of the 
change is irrelevant for purposes of deter-
mining whether the change comes under the 
rule of (b) of this subdivision. P changes the 
terms of E’s option to lower the option price 
to $27 per share and to increase the number 
of shares subject to the option to 120. No 
other terms of the option are changed. The 
aggregate fair market value (determined im-
mediately after the corporate transaction) of 
the shares subject to the option immediately 
after the change is $5,760 ($48 × 120). The ag-
gregate option price of the shares subject to 
the option immediately after the change is 
$3,240 ($27 × 120). Thus, the excess of such fair 
market value over such option price is $2,520 
($5,760¥$3,240). The aggregate fair market 
value of the stock subject to the option im-
mediately before the corporate transaction 
is $5,760 ($64 × 90). The aggregate option price 
for the stock subject to the option imme-
diately before the change is $3,240 ($36 × 90). 
Thus, the excess of such fair market value 
over such option price is $2,520 
($5,760¥$3,240). Accordingly, the excess after 
the change does not exceed the excess before 
the corporate transaction. Moreover, the 
ratio of the option price immediately after 
the change ($27 per share) to the fair market 
value of P stock immediately after the 
transaction ($48 per share) is not more favor-
able to E on a share by share comparison 
than the ratio of the old option price ($36 per 
share) to the fair market value of P stock 
immediately before the transaction ($64) (27⁄48 
= 36⁄64). For purposes of section 425(h), the 
changes made do not confer additional bene-
fits on E which he did not have before the 
change. Accordingly, the changes do not con-
stitute a modification of E’s option.

(iii) Any change in the terms of an 
option for the purpose of qualifying the 
option as a statutory option grants ad-
ditional benefits and, therefore, is a 
modification. However, if the terms of 
an option are changed to provide that 
the optionee cannot transfer the option 
except by will or by the laws of descent 
and distribution in order to meet the 
requirements of section 422(b)(6), 
423(b)(9), or 424(b)(2), such change is not 
a modification, provided that in any 
case where the purpose of the change is 
to meet the requirements of section 
424(b)(2) the option is at the same time 
changed so that it is not exercisable 
after the expiration of ten years from 
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the date the option was granted. Where 
an option is not immediately exer-
cisable in full, a change in the terms of 
such option to accelerate the time at 
which the option (or any portion there-
of) may be exercised is not a modifica-
tion for purposes of section 425(h) and 
this section. A modification results 
where an option is revised to insert the 
language required by section 
422(c)(6)(B). 

(iv) An extension of an option refers 
to the granting by the corporation to 
the optionee of an additional period of 
time within which to exercise the op-
tion beyond the time originally pre-
scribed. A renewal of an option is the 
granting by the corporation of the 
same rights or privileges contained in 
the original option on the same terms 
and conditions. The rules of this para-
graph apply as well to successive modi-
fications, extensions, and renewals. 

(6) A statutory option may, as a re-
sult of a modification, extension, or re-
newal, thereafter cease to be a statu-
tory option, or any option may, by 
modification, extension, or renewal, 
thereafter become a statutory option. 
Moreover, a qualified option after a 
modification may not be exercisable in 
accordance with its terms because of 
the requirements of section 422(b)(5) 
and section 422(c)(6). See paragraph 
(f)(3)(i) of § 1.422–2 and examples (8) and 
(9) of paragraph (f)(4) of § 1.422–2. 

(7) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). On June 1, 1964, the X Corpora-
tion grants to an employee an option under 
X’s employee stock purchase plan to pur-
chase 100 shares of the stock of X Corpora-
tion at $90 per share, such option to be exer-
cised on or before June 1, 1966. At the time 
the option is granted, the fair market value 
of the X Corporation stock is $100 per share. 
On February 1, 1965, before the employee ex-
ercises the option, X Corporation modifies 
the option to provide that the price at which 
the employee may purchase the stock shall 
be $80 per share. On February 1, 1965, the fair 
market value of the X Corporation stock is 
$90 per share. Under section 425(h), the X 
Corporation is deemed to have granted an 
option to the employee on February 1, 1965. 
Such option shall be treated as an option to 
purchase at $80 per share 100 shares of stock 
having a fair market value of $100 per share, 
that is, the higher of the fair market value 
of the stock on June 1, 1964, or on February 

1, 1965. The exercise of such option by the 
employee after February 1, 1965, is not the 
exercise of a statutory option.

Example (2). On June 1, 1964, the X Corpora-
tion grants to an employee an option under 
X’s employee stock purchase plan to pur-
chase 100 shares of X Corporation stock at 
$90 per share, exercisable after December 31, 
1965, and on or before June 1, 1966. On June 
1, 1964, the fair market value of X Corpora-
tion’s stock is $100 per share. On February 1, 
1965, X Corporation modifies the option to 
provide that the option shall be exercisable 
on or before September 1, 1966. On February 
1, 1965, the fair market value of X Corpora-
tion stock is $110 per share. Under section 
425(h), X Corporation is deemed to have 
granted an option to the employee on Feb-
ruary 1, 1965, to purchase at $90 per share 100 
shares of stock having a fair market value of 
$110 per share, that is, the higher of the fair 
market value of the stock on June 1, 1964, or 
on February 1, 1965. The exercise of such op-
tion by the employee is not the exercise of a 
statutory option.

Example (3). The facts are the same as in 
example (1), except that the employee exer-
cised the option to the extent of 50 shares on 
January 15, 1965, before the date of the modi-
fication of the option. Any exercise of the 
option after February 1, 1965, the date of the 
modification, is not the exercise of a statu-
tory option. See example (1) in this subpara-
graph. The exercise of the option on January 
15, 1965, pursuant to which 50 shares were ac-
quired, is the exercise of a statutory option.

Example (4). On June 1, 1964, the X Corpora-
tion grants to an employee an option to pur-
chase 100 shares of the stock of X Corpora-
tion at $80 per share, such option to be exer-
cised on or before June 1, 1966. At the time 
the option is granted, the fair market value 
of the X Corporation stock is $100 per share. 
On February 1, 1965, before the employee ex-
ercises the option, the X Corporation modi-
fies the option to provide that the number of 
shares of stock which the employee may pur-
chase at $80 per share will be 250. On Feb-
ruary 1, 1965, the fair market value of X Cor-
poration stock is $80 per share. Under these 
facts, the X Corporation has granted two op-
tions, one option (not a statutory option) 
with respect to 100 shares having been grant-
ed on June 1, 1964, and the other option (a 
qualified stock option) with respect to the 
additional 150 shares having been granted on 
February 1, 1965. In the absence of facts iden-
tifying which option is exercised first, the 
employee will be deemed to have exercised 
the options in the order in which they were 
granted.

[T.D. 6887, 31 FR 8808, June 24, 1966]
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