for Insurance of Accounts is hereby
amended to read as follows:

(b) Semiannual credits. (1) An in-

sured institution shall not be required
to make any credit to its Federal insur-
ance reserve account under this para-
graph at any time when its adjusted net
worth is at least 10 percent of its speci-
fied assets at the close of the semiannual
period.
l 3. Paragraph (b) of §563.13 of the
Rules and Regulations for Insurance of
Accounts is hereby amended by revoking
subparagraph (5).

4. Paragraph (b) of §563.13 of the
Rules and Regulations for Insurance of
Accounts is hereby amended by adding,
immediately after subparagraph (4), a
new subparagraph, subparagraph (5), to
read as follows:

(5) During the three semiannual pe-
riods commencing on and after July 1,
1966, the 10 percent of net income semi-
annual credit requirement in subpara-
graphs (2) and (3) of this paragraph
shall be 5 percent of net income.

5. Paragraph (c) of §563.13 of the
Rules and Regulations for Insurance of
Accounts is hereby amended to read as
follows:

(¢) Limitations on payment of divi-
dends or interest. Any insured institu-
tion whieh has failed to meet, the require-
ments of this section shall not declare,
pay or advertise dividends or interest for
the semiannual period subsequent to the
immediately succeeding semiannual pe-
riod, in exeess of the amount approved
by the Corporation, unless, in such im-
mediately succeeding semiannual period,
the institution has credited to its Federal
insurance reserve account an amount
equal to the total deficiency in required
credits under paragraph (b) of this sec-
tion plus the required credits thereunder
for such period, and is in conformity with
paragraph (a) of this section require-
ments at the end of such period.

(Secs. 402, 403, 48 Stat. 1256, 1257, as amend-

ed; 12 U.S.C. 1725, 1726. Reorg. Plan No. 3 of
1047, 12 F.R. 4981, 3 CFR, 1947 Supp.)

Resolved further that the Board here-
by finds that it is desirable to have the
effective date coincide with the begin-
ning of the semiannual period utilized
by the majority in number of insured in-
stitutions subject to the regulation and
therefore finds that the regulation shall
become effective as hereinabove noted.

By the Federal Home Loan Bank
Board,

[sEavL] HARRY W. CAULSEN,
Secretary.
[FR. Doc. 66-6958; PFiled, June 23, 1966;

8:51 am.]

[No. FSLIC-2,645]
PART 570—BOARD RULINGS
Cash

JUNE 20, 1966.
Whereas, by Federal Home Loan Bank
Board Resolution No, FSLIC-2,644 this
Board has amended § 561.18 of the Rules
and Regulations for Insurance of Ac-
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counts (12 CFR 561.18) to eliminate time
deposits, other than time deposits in
Federal Home Loan Banks and State
banks performing similar reserve func-
tions, from the definition of cash; and

Whereas said proposed amendment re-
quires the rescission of § 570.1 of the
Rules and Regulations for Insurance of
Accounts (12 CFR 570.1) ;

It is hereby resolved that the Federal
Home Loan Bank Board, upon the basis
of consideration by it of the advisability
of the rescission hereinafter set forth,
and for the purpose of effecting such re-
scission, hereby rescinds § 570.1 of the
Rules and Regulations for Insurance of
Accounts (12 CFR 570.1), effective July
1, 1966,

(Secs. 402, 403, 48 Stat. 1256, 1257, as amend-
ed; 12 U.S.C. 1725, 1726. Reorg. Plan No. 3 of
1947, 12 F.R. 4981, 3 CFR, 1947 Supp.)

By the Federal Home Loan Bank
Board. e

[sEAL] HARRY W. CAULSEN,
Secretary.
|FR. Doc. 66-6959; Filed, June 23, 1966;

8:51 am.)

[No. FSLIC-2,646]

PART 571—STATEMENTS OF
POLICY

Continued Inclusion of Time Deposits
As Cash

June 20, 1966.

Resolved that the Federal Home Loan
Bank Board, upon the basis of consider-
ation by it of the advisability of revising
and codifying its statement of policy re-
lating to the continued inclusion of time
deposits as cash adopted by the Board
on May 16, 1966, and duly published in
the FEDERAL REGISTER on May 20, 1966
(31 F R, 7362), and for the purpose of
effecting such revision and such codifi-
cation, hereby amends Part 571 of the
rules and regulations for the Federal
Savings and Loan Insurance Corporation
(12 CFR Part 571) by adding, immedi-
ately after § 571.1 a new section, § 571.2,
to read as follows:

§ 571.2 Continued inclusion of time de-
posits as cash.

(a) Under § 561.18 of this chapter of
the Rules and Regulations for Insurance
of Accounts, “cash” is defined as cash on
hand, unpledged deposits in a Federal
Home Loan Bank or a State bank per-
forming similar reserve functions, and
unpledged demand deposits in banks not
in the possession of appropriate super-
visory authorities,

(b) Insured institutions had, under a
former ruling of the Board, been per-
mitted to count time deposits open ac-
count and time certificates of deposit
as cash within specified limits.

(¢c) In the circumstances, the Board
has determined, as a matter of policy, to
allow time deposit open account and time
certificates of deposits to be counted as
cash according to the following schedule
and extent:

(1) Time certificates of deposit made
or renewed prior to May 20, 1966, may be
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counted as cash until July 1, 1967, or
their expiration date (or first alterna-
tive maturity after September 30, 1966),
whichever is earlier;

(2) Time certificates of deposit re-
newed between May 20, 1966, and Sep-
tember 30, 1966, for a period not in ex-
cess of ninety days may be counted as
cash until the expiration of such renewal
period;

(3) Time deposits open account sub-
Jject to a notice period of not more than
30 days may be counted as cash until
July 1, 1968; and

(4) No time deposit open account or

deposit evidenced by a certificate of de-
posit shall be considered as cash unless
(i) the association itself made the de-
posit in question, (ii) the deposit, to-
gether with all other time deposits of
the association in the same bank, does
not exceed the greater of one-fourth of
one percent of such bank's total deposits
as of the bank’s last published statement
of condition or $10,000, and (iii) no con-
sideration was received from a third
party in connection with the making of
the deposit.
(Secs. 402, 403, 48 Stat. 1256, 1257, as
amended; 12 U.S.C. 1725, 1726. Reorg. Plan
No. 38, of 1947, 12 FR. 4981, 3 CFR, 1947
Supp.)

By the Federal Home Loan Bank
Board.

[sEAL] Harry W. CAULSEN,
Secretary.
[F.R. Doc. 66-6060; Filed, June 23, 1966:

8:51 aum.]

[No. FSLIC-2647]

PART 571—STATEMENTS OF
POLICY

Procedure and Policy Concerning In-
stitutions Failing To Meet Require-
ments of Insurance Regulation
563.13

JUNE 20, 1966.

Resolved that, the Federal Home Loan
Bank Board, upon the basis of considera-
tion by it of the advisability of revising
and codifying its statement of procedure
and policy concerning institutions failing
to meet requirements of Insurance Reg-
ulation 563.13 adopted by the Board on
February 23, 1966, and duly published in
the FEDERAL REGISTER on March 1, 1966
(31 F.R 3229), and for the purpose of
effecting. such revision and such codifica-
tion, hereby amends Part 571 of the
Rules and Regulations for Insurance of
Accounts (12 CFR Part 571) by adding,
immediately after § 571.2, a new section,
§ 571.3, to read as follows:

§571.3 Procedure and policy concern-
ing institutions failing to meet re-

quirements of Insurance Regulation
563.13.

Insurance Regulation 563.13 provides,
among other things, that when an insured
institution fails to make the required trans-
fers to its reserves, such institution may not
declare, advertise, or pay dividends, in the
semiannual perlod subsequent to the imme-
dlately succeeding semiannual period, in
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excess of an amount approved by the Federal
Savings and Loan Insurance Corporation.
This provision of the regulation requires a
review of those cases involving a fallure to
comply with the requirements of the regula-
tion and a determination as to the course of
action to be followed in each case. This
statement of Board policy establishes the
procedure to be followed in such cases and
states the guidelines to be used in evaluating
such institutions and recommending a spé-
cific course of action in each such case.

1. Procedure. The following procedure
shall apply in all cases In which an institu-
tion has failed to meet the requirements of
Insurance Regulation 563.13 for its most
recent semiannual period. The appropriate
supervisory agent for the Board shall give
the board of directors of the institution
written notice of the determination of a de-
ficiency and the amount thereof withln sixty
(60) days after the institution has filed its
semiannual report for that period. The
written notice shall also contain such super-
visory requests and recommendations for cor-
rective action as may be appropriate to the
situation and shall contain advice that until
such time as the instltution receives written
notice of the Corporation's determination as
to the amount of dividend or interest to be
declared, advertised, or pald, the institution
should not declare, advertise, or pay any
dividends or interest for or during the semi-
annual period in which it may be subject to
limitation by the Corporation.

The institution shall have fifteen (15) days
from the date of the written notice from the
supervisory agent in which to submit evi-
dence of compliance with supervisory re-
quests or recommendations or to submit any
memoranda or other material relevant to the
Board’s determination as to the amount of
dlvidend or interest to be declared, adver-
tised, or paid.

The supervisory agent, after evaluation of
the institution on the basis of the determina-
tive factors set forth in the latter part of
this statement and consideraion of any
corrective action taken and of any material
submitted by the institution, shall make
his recommendation of action to be taken.
This recommendation, together with all
relevant supporting data, shall be trans-
mitted to the appropriate reglonal supervisor
of the Board’s Office of Examinations and
Supervision.

The regional supervisor shall review the
supervisory ageni’s evaluation and recom-
mendation and any material submitted by
the Institution and shall make an independ-
ent evaluation sufficignt to support his own
recommendation of action to be taken. The
evaluation, recommendations, and any sup-
porting data shall be transmitted to the
Director, Office of Examinations and Supervi-
sion, who will submit to the Board a récom-
mendation for appropriate action.

The Board shall reach & decision as to the
apprepriate action to be taken, and written
notice thereof shall be sent to the institu-
tion by the appropriate supervisory agent at
least thirty (30) days before the end of the
current semiannual period. If additional
information is found necessary as to an asso-
ciation's operations or the condlitions on
which approval of a particular rate or amount
of dividends or interest might be warranted,
the assoclation shall be so notified in a
similar manner.

The institution shall have the right to sub-
mit to the Supervisory Agent a written petl-
tion for reconsideration, within fifteen (15)
days from the date of the written notice of
the Board's decision. If the institution de-
cides to petition for reconsideration, it may
submit with the petition additional memo-
randa or other relevant material for con-
sideration by the Board. The Supervisory
Agent shall make his recommendation with
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respect to the matter and transmit it, to-
gether with the petition and any relevant
supporting data, to his Regional Supervisor,
who will make his own recommendation.
The petition, recommendations, and any
relevant supporting data shall be transmitted
to the Director, Office of Examinations and
Supervision, who will submit to the Board his
own recommendation for appropriate action.
The Supervisory Agent shall promptly notify
tHe institution, in writing, of the action taken
by the Board on the petition for recon-
sideration.

In cases where an Institution has com-
pletely cured its deficlency, or where it has
a relatively minor deficiency, scheduled items
of less than 4 percent of specified assets,
moderate expense ratios, and a dividend or
interest rate not above that paid in the two
preceding semiannual periods or not ahove
that pald by a majority (in number) in its
standard metropolitan statistical area (or
community if not in a standard metropolitan
statistical area), and if the Supervisory Agent
has recommended that the dividend or in-
terest rate not be adjusted, the appropriate
Reglonal Supervisor, If he concurs in such
recommendation, has the authority, dele-
gated by the Board, to determine that rate
adjustment is not required.

If the Supervisory Agent so recommends,
and the Regional Supervisor concurs in such
recommendation, the Regional Supervisor is
authorized to determine that rate adjustment
is not required in the case of any institution
which at any semiannual closing on or after
June 30, 1966, fails to meet the semiannual
credit requirements of paragraph (b) of In-
surance Regulation 563.13, if the total credits
made by such institution during that semi-
annual period would have met the credlt re-
quirements of paragraph (b) of Insurance
Regulation 563.13 as amended effective July 1,
1966.

1I. Evaluation—A. Basic policy. In the
evaluation of insured institutions which have
fatled to meet the requirements of Insurance
Regulation 563.13 and in making recom-
mendations for specific courses of action to
be employed, all parties will be guided by the
principle embodied in section 403(b) of Title
IV of the National Housing Act, namely, that
the Federal Savings and Loan Insurance Cor-
poration has the right and the duty to require
insured institutions to establish and main-
tain adequate reserves before paying
dividends.

The fact that an adjustment in dividend
rate might place an institution below the
level paid by others does not, in and of itself,
constitute adequate grounds for not recom-
mending an adjustment.

No dividend, elther cash or stock, on per-
manent reserve or guarantee stock should
be declared by an institution which fails to
meet its reserve requirements.

B. Principal determinative factors. It ls
not possible or feasible to identify or to state
categorically or infiexibly all of the criteria
or considerations which anyone could or
would use in all instances in making a de-
termination as to the need for a speclfic
course of action. Many varied factors must
be considered, separately and in context, and
in the light of operations of each individual
institution. However, the following areas of
operation by an insured institution should
be of paramount concern, and essential facts
and information with respect thereto should
in large measure constitute the basis for
recommending a specific course of action.

1. Minimum adjustment for institution
which could have met requirement. An in-
stitution which, after having been advised
that it could have met the regulatory re-
quirement by transfer from an existing eli-
gible source, fatled to take such action shall
be considered for adjustment of its rate to a

point at least 0.10 percent below the rate
last pald by the institution.

2. Extent of failure. An institution which
failed by only a minor extent to make the
required transfer would obviously be a likely
candidate for more fayorable consideration
However, such a minor fallure may not al-
ways, of itself, establish valid grounds for o
favorable recommendation. In any event, o
major effort should be made to secure cor-
rection of the cause of minor failures, so
as to avoid further deterioration.

3. Soundness of operation. It is the view
of the Board that soundly operated institu-
tions will meet changing demand-supply
conditions hy making timely and necessary
adjustments in operating policies and prac-
tices. An above-average amount of sched-
uled items, in many institutions, is a reflec-
tion of the failure to adjust lending to more
moderate rates of overall growth or demand
for housing. Consequently, scheduled items
are considered to be an. important factor
in evaluating the soundness of operations.

An institution’s ratio of scheduled items to
total assets as compared to national aver-
ages must be an important factor in any
evaluation. The accumulation of an above-
average amount of scheduled items should
raise serious doubt as to the advisability of
permitting unrestricted competition for ad-
ditional funds.

It is recognized that there may be special
situations peculiar to a few areas, and these
should be covered by qualltative comment.
However, weak or deteriorating economic
conditions are not of themselves a valid
reason for recommending against dividend
rate adjustment, since such conditions
strongly suggest that an institution may not
be able to employ funds it recelves in a
sound, economical manner.

4, Economy o) operation. The less eco-
nomical an institution’s operation, the less
able it is to comply with the reserve regula-
tion and the more likely it is to accumulate
scheduled items by the adoption of unsound
policies and practices.

The ratio of expenses 1o average total
assets as compared to a national average,
with allowance for size and age, is an Im-
portant factor in the evaluation of an Institu-
tion's economy of operation.

It Is recognized that during the three-year
period following insurance of accounts an in-
stitution having less than $5 million in sav-
ings may have special problems with respect
to its expense ratio, and these factors should
be covered by qualitative comments.

5. Dividend rate practices. Dividend rate
practices are considered to be & major factor
in an evaluation since a high dividend rate
can preclude adequate reserve allocations,
thus running counter to the basic principle
that an Insured (nstitution has sn obligation
to provide reserves satisfactory to the Insur-
ance Corporation before paying dividends
Furthermore, there ig a close association be-
tween high dividend rates and higher than
average scheduled items,

An institution which falls to make Iis
required reserve allocations in the two semi-
annual periods following an increase in divi-
dend rate will not be awarded any signifl-
cant degree of consideration for rate
continuance, since the increased rate will be
regarded as a substantial contributory factor
in the inability to make the required allo-
cations.

If an institution is paying a dividend 'a!‘
a rate above that pald by a majority in its
standard metropolitan statistical area, or
community (if not in a standard metropol-
{tan statistical area), it is the Board's view
that such institution should be considered
most seriously for rate adjustment.

6. Other considerations. While the con-
dition and operations of an institution as
meastred by the factors set out above would
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generally be determinative for the purposes
of this program, the identification of those
matters should not be construed as exclud-
ing the consideration of other matters, sepa-
rately or in context with one or more of
the factors stated above, which also may be
indicative of the need for limiting an insti-
tution’s pursuit of additional funds.

Among other considerations to which care-
ful attention should be given are heavy
promotional activity, rapid growth, pursuit
of high-yield assets, large ratios of construc-
tion loans accompanied by high foreclosure
rates or scheduled items, and weak or declin-
ing reserve positions.

(Secs, 402, 403, 48 Stat. 1256, 1257, as
amended; 12 U.S.C. 1725, 1726. Reorg, Plan
No. 3 of 1947, 12 F.R. 4981, 3 CFR, 1947 Supp.)

By the Federal Home Loan Bank
Board.

[SEAL] Harry W. CAULSEN,
Secretary.
[FR. Doc. 66-6961; Filed, June 23, 1966;

8:51 aaw. )

Title 18—CONSERVATION OF
POWER AND WATER RESOURCES

Chapter |—Federal Power
Commission

SUBCHAPTER B-—REGULATIONS UNDER THE
FEDERAL POWER ACT

[Docket No. R-303; Order 323}

PART 4—LICENSES, PERMITS, AND
DETERMINATION OF PROJECT
COSTS

Hydroelectric License Applications;
Exhibit Relating to Protection and
Enhancement of Fish and Wildlife
Resources

JUNE 17, 1966.

~ On April 19, 1966, the Commission

issued a notice of proposed rule making

in this proceeding (31 F.R. 6379, Apr. 217,

1966), wherein it proposed to amend

Part 4, Regulations Under the Federal

Power Act (18 CFR 4.41) to provide that

an exhibit setting forth matters related

to the conservation and enhancement of
fish and wildlife resources affected by
the project be filed as part of license ap-
blications for proposed projects of more
than 2,000 horsepower installed capacity,
and constructed projects for which a new
license is sought under section 15 of the
Federal Power Act,.

The exhibit will help expedite the -

Processing of applications by identifying
botential problems with respect to fish
and wildlife resources and suggesting
Possible solutions thereto upon the filing
of an application. It will also facilitate
the Commission’s compliance with the
fequirements of the Fish and Wildlife
Coordination Act (16 U.S.C. secs. 661-
666c) for consultation with the U.S. Fish
and Wildlife Service, Department of the
Interior and appropriate State fish and
Wwildlife agencies on the conservation and
thhancement of fish and wildlife re-
Sources affected by a project,
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We received 32 responses to the notice:
23 of these'® expressed unqualified ap-
proval of the proposed rule, and 1
opposed its adoption as unnecessarily
duplicative of existing requirements.
The balance,” while generally supporting
the rule, expressed certain igsservations
and suggested various modifications
which we shall deal with below.

The Southern California Edison Co., as
well as the Montana Power €o., point to
the possible duplication in Exhibit S of
materials already required in Exhibit R.
Although the subject of recreational
facilities may relate to fish and wildlife,
the problems relating to fish and wildlife
obviously go far beyond those involved in
a recreational plan and should be dealt
with separately. Moreover, the conser-
vation and enhancement of fish and wild-
life is considered separately in legislation
on this subject (16 U.S.C. 661-666¢c). We
shall, however, provide that matters
covered in Exhibit R need only be in-
cluded in Exhibit S by reference.

Colorado Wildlife Federation, Inc., in-
dicated its support for the rule so long
as it is supplemental to the Fish and
Wildlife Coordination Act and not in lieu
of it. In this regard, we wish to make
clear that the requirement for Exhibit S
is not intended to supersede the provi-
sions of the Coordination Act. It will,
however, facilitate the Commission’s
compliance with those provisions. The
‘Colorado Federation also suggested the
addition of language to include areas af-
fected by the project as well as those
within the project boundary, in the prep-
aration of Exhibit S. It is not our in-
tention to exclude from consideration in
the preparation of Exhibit S, fish and
wildlife resources affected by the project
which are outside of the project bound-

' (1) State of New Hampshire, Fish and
Game Department; (2) State of Montana,
Department of Fish and Gamie; (3) State of
Minnesota, Department of Conservation; (4)
State of Idaho, Fish and Game Department;
(6) International Association of Game, Fish
and Conservation Commissioners; (6) Wild-
life Management Institute; (7) Medical Col-
lege of South Carolina; (8) Federated Sports-
men’s Clubs of New Hampshire, Inc¢.; (9) City
of Seattle, Department of Lighting; (10) De-
partment of the Interior; (11) Arizona Game
Protective Assoclation; (12) Oklahoma Re-
sorts, Inc.; (18) Pennsylvania Power & Light
Co.; (14) The High Rock Lake Association;
(15) Sport Fishing Institute; (16) City of
Tacoma, Wash., Department of Public Utili-
ties; (17) Director, Marine Biological Labora-
tory, Woods Hole, Mass; (18) State of
Alabama, Department of Conservation; (19)

Massachusetts Wildlife Federation: (20)
Commonwealth of Pennsylvania, Depart-
ment of Forests and Waters; (21) South

Carolina Wildlife Federation; (22) State of
North Carolina Wildlife Resources Commis-
sion; and (23) The Wilderness Society.

2 The Montana Power Co.

*The Izaak Walton League of America;
(2) Colorado Wildlife Federation, Inc.: (3)
Puget Sound Power & Light Co; (4) State of
California Resources Agency, Department of
Fish and Game; (5) Southern California
Edison Co.; (6) Pacific Power & Light Co.;
(7) Forest Service, U.S. Department of Agri-
culture; and (8) State of Colorado Depart-
ment of Game, Fish and Parks.

ary, e.g. hatecheries and releases for
downstream fish resources. We are
modifying the language of the proposed
amendment to clarify this point.

The Puget Sound Power & Light Co.
objects to the portion of the proposed
rule which would require an applicant
to consider the enhancement of fish and
wildlife resources, in addition to conser-
vation, in the preparation of Exhibit S,
asserting that (1) it is contrary to the
established policy of providing solely for
the conservation of fish and wildlife re-
sources; (2) it shifts the responsibility
for enhancement from the public in gen-
eral to ratepayers of the licensee thereby
imposing on them a financial burden for
a function not properly chargeable to
them; and (3) it would be difficult for a
licensee to determine in advance the ex-
tent to which it would have to pay for
the improvement of fish and wildlife re-
sources. We do not agree that an appli-
cant should limit itself to the considera-
tion of conservation of existing fish and
wildlife resources in the preparation of
Exhibit S. While our prime objective is,
of course, the conservation of fish and
wildlife resources which may be affected
by a hydroelectric project, it would in-
deed be shortsighted to overlook oppor-
tunities which may present themselves
for enhancing such resources or to fail to
require potential licensees to give con-
sideration to these matters in the course
of preparing their applications. In re-
sponse to its second contention, where
the enhancement of fish and wildlife re-
sources is feasible in connection with the
conservation of such resources, the li-
censee may be required to bear necessary
costs therefor as it does all other reason-
able costs associated with the project as
licensed by the Commission under sec-
tion 10(a) of the Federal Power Act, As
for determining in advance the cost for
improving fish and wildlife resources, we
are providing in the rule that Applicants
furnish cost estimates, as part of the ex-
hibit, with respect to all improvements
proposed by the applicant. These es-
timates would not necessarily include
those improvements which may be pre-
scribed during the term of the license.

The State of California-Resources
Agency, Department of Fish and Game
in its comment on the proposed rule has
made several suggestions, one of which
also raises the subject of enhancement
of fish and wildlife resources. Contrary
to the position of Puget Sound Power
& Light Co., it urges that the matter of
enhancement be emphasized. It cites
as an example the Yuba River Project
(FPC Project No. 2246) which incor-
porates features which will rehabilitate a
significant salmon run. We believe that
the language of the rule adopted will
satisfactorily alert applicants to the im-
portance of giving consideration to en-
hancement of fish and wildlife resources
in developing the exhibit. California
makes another suggestion similar to that
made by the Colorado Wildlife Federa-
tion, with respect to the affect of a proj-
ect upon fish and wildlife resources out-
side of the project area. As stated above,
we have adopted this suggestion.
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The California Department in its com-
ments suggests that the potential appli-
cants be required as part of the Exhibit
S report to set forth detailed proposals
considered necessary by the Department
of the ‘Interior-or appropriate state fish
and wildlife agencies as well as by the
applicant itself. We do not believe it
would be appropriate to thus convert the
proposed Exhibit S to a joint proposal by
the potential applicant and the appro-
priate Federal and State agencies or to
require such applicant to include initially
plans to which it does not subseribe. We
have provided that the exhibit is to be
prepared on the basis of studies made by
the applicant after consultation and in
cooperation with the appropriate Fed-
eral and State authorities and that the
report contain a specific statement of
the nature of this econsultation and co-
operation. In addition, the Exhibit S
submitted by the applicant will be re-
ferred to the appropriate Federal and
State agencies for their own comment
pursuant to the provisions of the Fish
and Wildlife Coordination Act and our
rules and regulations (18 CFR 1.37, 4.31)
thereby bringing the views of all con-
cerned before the Commission for con-
slderation. We believe that such a pro-
cedure rather than one requiring the
applicants to speak for the agencies will
provide the most appropriate way for
achieving best results in this difficult
area.

The California Department also con-
tends that the rule as proposed leaves
doubt as to whether the applicant is
fully responsible for the necessary study
costs and suggests a clarifying change of
appropriate language to make clear that
the applicant is responsible for conduct-
ing or having conducted the studies upon
which the exhibit must be based. We
do not believe that any hard and fast
rule should be adopted on this subject.
The rule places an obligation upon the
applicant to insure that the exhibit is
based on adequate studies anc an appli-
cant may make equitable arrangements
with fish and wildlife agencies to pre-
pare appropriate studies for it, if they
are willing to make such studies. In
other cases, however, the applicant may
retain fish and wildlife staff or consul-
tants to help it develop plans for this
aspect of its pofential project and the
fish and wildlife agencies may see fit to
make independent studies. We believe
we would not encourage the most com-
prehensive planning if we attempted to
prescribe a single mode of arrangement
by rule.

In addition, the California Department
urges that the requirement for Exhibit S
be made applicable to minor projects.
We believe that there may be merit to
this suggestion, however, before making
any determination thereon we shall so-
licit additional comments in a supple-
mentary rule making proceeding, while
adopting the rule with respect to major
license projects at this time.

The Forest Service, in addition to sug-
gesting that the rule not be limited in
applicability to the project area, a sug-
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gestion with which we have already indi-
cated our concurrence, recommends that
consultation with the Forest Service be
required where National Forest land is
involved and suggests additional lan-
guage to effect this. We believe that
such consultation would serve a useful
purpose and we shall amend the proposed
rule accordingly.

State of Colorado, Department of
Game, Fish and Parks in its comments
proposes that the rule be made appli-
cable to projects of 1,000 horsepower or
more. As indicated above, we shall gon-
sider this matter in a supplementary rule
making proceeding. The Colorado De-
partment further proposes that an appli-
cant transmit a complete set of plans,
included in the Exhibit S, to the State
Fish and Wildlife agency 1 year prior to
a hearing upon the application. Such a
requirement, in our view, would not be
feasible. The rule as proposed requires
applicant to consult with State agencies
in the preparation of the exhibit. Such
consultation, presumably, would take
place well in advance of the filing of an
application and a considerable period of
time before a hearing, if any, would be
held upon the application. Moreover, it
should be noted that this Commission,
upon the filing of the application would
submit the Exhibit S fo the appropriate
State agencies for recommendations pur-
suant to the Fish and Wildlife Coordina-
tion Act and our rules. We have already
indicated our agreement with another
suggestion by the Colorado Department
with respect to the applicability of Ex-
hibit S outside of project areas.

The Izaak Walton League of America
suggests that the proposed Rule be
broadened to include a requirement for
detailed information about project effects
on outdoor recreation resources in gen-
eral. The impact of a project upon the
general recreation resources of an area
would more appropriately be considered
by an applicant in the preparation of
Exhibit R which deals with the develop-
ment of recreational resources. Exhibit
S is intended to apply solely to fish and
wildlife resources.

In its comment the Pacific Power &
Light Co. recommends that it be made
clear that Exhibit S contain the specific
plan for conservation, including func-
tional designs, if such plan and designs
have been prepared. We believe this is
made clear by the rule. However, Pa-
cific’s primary concern seems to be that
a solution of all of the fish and wildlife
problems may not be available prior to
the filing of an application for license.
The rule confemplates a reasonable at-
tempt to solve such problems prior to the
filing of the application. As for the
company’s suggestion-that, where a pre-
liminary permit has been issued, Exhibit
S include the results of the work required
to be done with regard to conservation
issues by the preliminary permit, we do
not believe that any distinction is re-
quired, with respect to Exhibit S, between
those applicants holding preliminary per-
mits and those who do not. In both in-
stances the Commission would be equally

concerned with the substance of the ex-
hibit prepared in accordance with the
rule.

The Commission finds: The amend-
ment of §§ 4.31, 441, and 4.50 is neces-
sary and appropriate for the purposes of
carrying out the provisions of the Federal
Power Act.

The Commission, acting pursuant to
the provisions of the Federal Power Act,
as amended, particularly sections 4(e),
9, 10(a), 10(1), and 309 thereof (41 Stat.
1065, 1068; 49 Stat. 858; 16 U.S.C. 797(e),
802, 803, 825h) , orders:

(A) Part 4, Subchapter B, Chapter I,
Title 18 of the Code of Federal Regula-
tions is amended as follows:

(1) Section 4.41 is amended by adding
a new Exhibit S to read as follows:

§4.41 Required exhibits,

* - L4 » »

Ezhibit §. A report on the effect, If any,
of the project upon the fish and wildlife re-
sources in the project area or In other areas
affected by the project and proposals for
measures considered necessary to conserve
and, if practicable, to enhance fish and wild-
life resources affected by the project. The
exhibit shall include functional design draw-
ings of any fish ladders proposed to be con-
structed in compliance with section 18 of
the Federal Power Act, such other facilities
or developments as may be necessary for the
protection, conservation, improvement and
mitigation of losses of fish and wildlife re-
sources in accordance with section 10(a) of
the Act, and cost estimates for such facilities
and deyelopments. The Applicant shall pre-
pare this exhibit on the basis of studies made
after consultation and In cooperation with
the U.S. Fish and Wildlife Service, Depart-
ment of the Interior, and appropriate state
fish and wildlife agencies and in the case of
public lands, advise Federal Agencles having
jurisdictional responsibilities therefor of its
proposed plans. The exhibit shall include a
statement on the nature and extent of ap-
plicant’s consultation and cooperation with
the above agencles. To the extent those
aspects of fish and wildlife related to recrea-
tion are covered in Exhibit R, a specific ref-

“erence to Exhibit R will suffice.

(2) Inorder to provide an exception to
the requirement for an Exhibit 8 with
respect to applications for certain con-
structed projects, §4.50 is amended by
adding the following new paragraph:

§ 4.50 Contents.

- - - - -
Ezhibit S. This exhibit shall not be re-
quired for license applications on con-
structed projects, except with respect to ap-
plications for licenses under section 15 of the
Federal Power Act.

(Secs. 4(e), 9, 10(a), 10(i), 41 Stat. 1065,
1068; sec. 309, 49 Stat. 858; 16 U.S.C. 787(e).
802, 803, 825h)

§4.31 [Amended]

(3) ‘In order to conform § 4.31, Accepi-
ance for Filing or Rejection of Applica-
tions, to the amendment of §4.41 pre-
scribed in subparagraph (1), and Order
260-A, 28 F.R. 4092, as amended by Order
292, 30 F.R. 523, the third sentence of
§ 4.31 is amended deleting “and O,” and
inserting in lieu thereof “O, R, and 8,”.

(B) These amendments shall become
effective August 1, 1966,
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(C) The Secretary shall cause prompt
publication of this order to be made in
the FEDERAL REGISTER.

By the Commission.

[SEAL] JosepH H. GUTRIDE,
Secretary.
[F.R. Doc. 66-6908; Filed, June 23, 1966;

8:46 am.]

Title 24—HOUSING AND HOUSING
CREDIT

Subtile A—Office of the Secretary,
Department of Housing and Urban
Development

PART 0—STANDARDS OF CONDUCT

Pursuant to and in accordance with
sections 201 through 209 of Title 18 of
the United States Code, Executive Order
11222 of May 8, 1965 (30 F.R. 6469), and
Title 5, Chapfer I, Part 735 of the Code
of Federal Regulations, Part 0 is added
to Subtitle A of Title 24 of the Code of
Federal Regulations, reading as follows:

Subpart A—General Provisions
Sec.
0.735-101
0.735-102
0.735-103

Purpose.

Definitions,

Interpretation and advisory serv-
ice.

Notification to employees and
special Government employees.

Remedial action.

Interest of employee’s or special
Government employee's rela-
tives.

Subpdrt B—Conduct and Resp
Employees

Basic principle.

Gifts, entertainment, and favors.

Outside activity.

Financial interests.

Personal real estate transactions.

Use of inside information.

Intermediaries and product rec-
ommendations.

Membership in organizations,

Use of Government property.

Indebtedness.

Gambling, betting, and lotteries,

General conduct; and conduct
prejudicial to the Government,

Subpart C—Conduct and R ibilities of
Special Government Employees

0.735-301 Use of Government employment.
0.735-302 Use of inside information.

O.ZH:} 303 Coercion.

0.735-304 Gifts, entertainment, and favors.
0.735-305 Applicability of other provisions.

Subpart D—Miscell Statut

0.735-104

0.735-105
0.735-106

ibilities of

0.735-201
0.735-202
0.735-203
0.735-204
0.735-205
0.735-206
0.735-207

0.735-208

y Provisions
Applicable statutory provisions.

Subpart E—Statements of Employment and
Financial Interests

Submission of statements.

Supplementary statements.

Information not known by em-
ployees.

Information prohibited.

Review of statements.

Confidentiality of statements,

Effect of employee’s statements
on other requirements.

Specific provisions for special
Government employees.

Appendix—List of Positions Subject to
Subpart B,

0.735-401

0.735-501
0.735-502
0.735-503
0.735-504
0.735-505
0.735-506
0.735-507

0.735-508
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AvurHoriTy: The provisions of this Part 0
issued under E.O. 11222 of May 8, 1965, 30
F.R. 6469, 3 CFR, 1965 Supp,; 5 CFR 735.104.

Subpart A—General Provisions
§ 0.735-101 Purpose.

The maintenance of unusually high
standards of honesty, integrity, impar-
tiality, and conduct by Government em-
ployees and special Government em-
ployees is essential to assure the proper
performance of the Government business
and the maintenance of public confi-
dence. The avoidance of misconduct
and conflicts of interest on the part of
Government employees and special Gov-
ernment employees through informed
judgment is indispensable to the main-
tenance of these standards. To accord
with these concepts, this part sets forth
the Department's regulations presecrib-
ing standards of conduct and responsi-
bilities, and governing statements of
employment and financial interests for
employees and special Government
employees.

§ 0.735-102 Definitions.

(a) “Department” means the Depart-
ment of Housing and Urban Develop-
ment,

(b) “Employee” means an officer or
employee of the Department, but does
not include a special Government em-
ployee. .

(¢) “Special Government employee”
means an officer or employee of the De-
partment appointed to serve with or
without compensation, for not more than
130 consecutve days during any period of
365 days, on a full-time, part-time, or
intermittent basis, and who is retained,
designated, appointed, or employed as a
special Government employee under the
provisions of section 202 of Title 18 of
the United States Code.

(d) “Person” means an individual, a
corporation, a company, an association,
a firm, a partnership, a society, a joint
stock company, or any other organiza-
tion or institution.

(e) “Outside employment” means all
gainful employment other than the per-
formance of official duties. It includes,
but is not limited to, working for another
employer, the management or operation
of a private business for profit (includ-
ing personally owned businesses, partner-
ships, corporations, and other business
entities), and other self-employment.

§ 0.735-103 Interpretation and advisory
service,

(a) Department counselor. The Gen-
eral Counsel is designated Counselor for
the Department and shall serve as the
Department'’s designee to the Civil Serv-
ice Commission on matters covered by
this part. He shall be responsible for
coordinating the Department’s counsel-
ing services and for assuring that coun-
seling and interpretations on questions
of conflicts of interest and other matters
covered by this part are available to des-
ignated deputy counselors. He may
form ad hoc committees to evaluate the
effectiveness of the standards, or to con-
sider any new or unusual question aris-
ing from their application.
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(b) Deputy counselors. Such deputy
counselors as may be required shall be
designated to give authoritative advice
and guidance to current and prospective
employees and special Government em-
ployees on questions of conflicts of inter-
est and on other matters covered by this
part.

§0.735-104 Notification to employees
and special Government employees.

The provisions of this part and all re-
visions thereof shall be brought to the
attention of and made available to:

(a) Each employee and special Gov-
ernment employee at the time of issu-
ance and at least annually thereafter;

(b) Each new employee and special
Government employee at the time of em-
ployment.

§ 0.735-105 Remedial action.

A violation of this part by an employee
or special Government employee may be
cause for remedial or disciplinary action.
Such action may include, but is not lim-
ited to:

(a) Changes in assigned duties;

(b) Divestment by the employee or
special Government employee of his con-
flicting interest;

(¢) Diseciplinary action, including
separation, which may be in addition to
any penalty prescribed by law; or

(d) Disqualification for a particular
assignment.

Remedial action, whether disciplinary or
otherwise, shall be effected in accordance
with any applicable laws, Executive or-
ders, and regulations.

§ 0.735-106 Interests of employee’s or
special Covernment employee’s rela-
tives.

For the purposes of this part, the in-
terest of a spouse, minor child, or a blood
relative who is a full-time resident of an
employee’s or special Government em-
ployee’s immediate household is consid-
ered to be an interest of the employee or
special Government employee.

Subpart B—Conduct and Responsibil-
ities of Employees

§ 0.735-201

(a) Each employee must realize that
the Government's basic and controlling
purpose in employing him is the publie
interest, rather than his private or per-
sonal interest, and that he can never
have a right of tenure that transcends
the public good. He can properly be a
Government employee only as long as it
remains in the public interest for him
to be one. Public trust and confidence
in the integrity of the Government are
paramount.

(b) (1) This basic principle applies
with special force and effect in the De-
partment of Housing and Urban Develop-
ment, which deals directly with impor-
tant segments of the public, and whose
success depends upon public trust and
confidence in its actions. The official
actions of the Department often have a
direct bearing upon the financial and
other interests of individuals, firms, and
institutions with which it does business.
Furthermore, the effective accomplish-

Basic principle.
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ment of the Department’s mission is sig-
nificantly dependent upon a public image
that engenders confidence in the Depart-
ment’s integrity. Accordingly, the avoid-
ance of any involvement that tends to
damage that image is a responsibility of
exceptional importance for all employees
who participate in or influence official
operating determinations that affect the
interests of those with whom the Depart-
ment does business.

(2) If there is knowledge of an em-~
ployee’s involvement in or association
with circumstances reasonably construed
to reduce public confidence in the acts
or determinations of the Department,
such knowledge may be sufficient cause
for the initiation of action adverse to
the employee. Employees, therefore, are
alerted to the gravity with which the
Department will view any such involve-
ment, especially if it has to do with con-
flicts of interest or the compromise of
integrity—whether real or only apparent.

§ 0.735-202 Gifts, entertainment, and

favors.

(a) Except as provided in paragraph
(b) of this section, an employee shall not
solicit or accept, directly or indirectly,
any gift, gratuity, favor, entertainment,
loan, or any other thing of monetary
value, from a person who:

(1) Has, or is seeking to obtain, con-
tractual or other business or financial
relations with the Department;

(2) Conducts operations or activities
that are regulated by the Department: or

(3) Has interests that may be substan-
tially affected by the performance or
nonperformance of the employee’s official
duty.

(h) The prohibitions of paragraph (a)
of this section do not apply to:

(1) The acceptance of customary busi-
ness services from banks or other finan-
cial institutions if such services are ob-
tained under terms and conditions avail-
able to the general public;

(2) Obvious family or personal rela-
tionships, such as those between the em-
ployee and his parents, children, or
spouse, when the circumstances make it
clear that it is those relationships rather
than the business of the persons con-
cerned which are the motivating factors;

(3) The acceptance of food and re-
freshments of nominal value on infre-
quent oceasions in the ordinary course of
a luncheon or dinner meeting or other
meeting or on an inspection tour where
an employee may properly be in attend-
ance; .

(4) The acceptance of unsolicited ad-
vertising or promotional material, such
as pens, pencils, note pads, calendars,
and other items of nominal intrinsic
value.

(¢c) An employee shall avoid any
action, whether or not specifically pro-
hibited by the regulations in this part,
which might result in, or create the ap-

pearance of :

(1) Using public office for private
gain;

(2) Giving preferential treatment to
any person;

(3) Impeding Government efficiency
or economy;
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(4) Losing complete independence or
impartiality; or

(5) Making a Government decision
outside official channels.

(d) An employee shall not solicit con-
tributions from another employee for a
gift, or make a donation as a gift, when
such gift is for an employee in a superior
official position. An employee in a su-
perior official position shall not accept
a gift presented as a contribution from
employees receiving less salary than
himself.

(e) An employee shall not accept a
gift, present, decoration, or other thing
from a foreign government unless au-
thorized by law.

§ 0.735-203 Outside activity.

(a) An employee shall not engage in
outside employment or other outside ac-
tivity not compatible with the full and
proper discharge of his duties and re-
sponsibilities as an employee of the De-
partment. Incompatible activities in-
clude but are not limited to:

(1) Acceptance of a fee, compensa-
tion, gift, payment of expense, or any
other thing of monetary value in circum-
stances in which acceptance may result
in, or create the appearance of, a con-
flict of interest;

(2) Employment which tends to im-
pair his mental or physical capacity to
perform his official duties and responsi-
bilities in an acceptable manner;

(3) Activities that may be construed
by the public to be the official acts of the
Department;

(4) Activities that establish relation-
ships or property interests that may re-
sult in a conflict between his private in-
terests and his official duties; and

(5) Employment that may involve the
use of information secured as a result
of employment in the Department to
the detriment of the Department or the
public interest, or that may give prefer-
ential treatment to any person, corpora~-
tion, public agency, or group.

(b) An employee shall not receive any
salary or anything of monetary value
from a private source as compensation
for his services to the Government (18
US.C. 209).

(c) Full-time employees and part-
time employees with a regularly sched-
uled tour of duty must obtain the prior
approval of a designated personnel officer
before engaging in outside employment

“in the following categories:

(1) Employment related to or similar
to the substantive programs conducted
by any part of the Department. This
includes but is not limited to the broad
fields of real estate, mortgage lending,
property insurance, construction, con-
struction financing, and land and real
estate planning.

(2) Employment in the same profes-
sional field as that of the individual’s
official position.

(3) Employment with any person,
firm, or other private organization hav-
ing business either directly or indirectly
with the Department.

(4) Employment by State, local, or
other governmental body.

(d) No full-time employee or part-
time employee with a regularly scheduled
tour of duty shall maintain a publicly
listed place of business without the prior
approval of a designated personnel
officer.

(e) Except for employees subject to
the requirements of Subpart E of this
part, approvals required by paragraphs
(¢) and (d) of this section shall be
requested on Form HUD-843, Request
for Authorization to Engage in Outside
Employment’ and/or Statement of Fi-
nancial Interests. All pertinent facts
regarding the proposed employment,
such as the name of the employer, the
nature of the work to be performed, and
the amount of time involved, shall be
set forth.

(f) (1) Employees are encouraged to
engage in teaching, lecturing, and writ-
ing that is not prohibited by law, Ex-
ecutive order, or this part. However,
an employee shall not, either for or
without compensation, engage in teach-
ing, lecturing, or writing that is depend-
ent on information obtained as a result
of his employment by the Department,
except when that information has been
made available to the general public or
will be made ‘available on request, or
when the Secretary or his designee gives
written authorization for the use of non-
public information on the basis that the
use is in the public interest.

(2) An employee may use his name
and title in connection with articles for
publication which bear upon his work
in the Department only if he obtains
the approval of a designated personnel
officer.

(g) This section does not preclude an
employee from:

(1) Accepting bona fide reimburse-
ment, unless prohibited by law, for
actual expenses for travel and such other
necessary subsistence as is compatible
with this part for which no Government
payment or reimbursement is made.
However, an employee may not be re-
imbursed, and payment may not be made
on his behalf, for excessive personal
living expenses, gifts, entertainment or
other personal benefits.

(2) Participating in the affairs of or
accepting an award for a meritorious
public contribution or achievement given
by a charitable, religious, professional,
social, fraternal, nonprofit educational
and recreational, public service, or civic
organization. s

(3) Participating in the activities of
National or State political parties not
proscribed by law.

§ 0.735-204 Financial interests.

(a) An employee shall not: ‘

(1) Have a direct or indirect financial
interest that conflicts, or appears to
conflict, with his official duties and re-
sponsibilities.

(2) Engage in, directly or indirectly,
a financial transaction as a result of, or
primarily relying on, information ob-
tained through his employment by the
Department.

(3) Acquire securities issued by the
Federal National Mortgage Association.

REGISTER, VOL. 31, NO. 122—FRIDAY, JUNE 24, 1966




(4) Acquire ownership of stock or
other interest in a rental project financed
with an FHA insured mortgage as long
as the insurance is in force.

(5) Aecquire ownership of FHA deben-
tures or certificates of claim.

(6) Acquire interest in a cooperative
or condominium housing project fi-
nanced under the National Housing Act
if the interest is not for obfaining a
home for himself or his family.

(7) Be an officer or director of any
organization which is an FHA approved
mortgagee or lending institution or which
services mortgages or other securities for
the Department. An employee may hold
stock or shares in such organizations
provided his official duties are such that
the holding will not create or tend to
create a confiict of interest. The prohi-
bitions of this paragraph do not apply
to Federal Credit Unions that have been
approved as Title I lending institutions.

(8) Participate directly or indirectly in
any real estate activities for speculative
pwrposes as distinguished from bona fide
investment purposes. <

(b) This section does not preclude an
employee from having a financial inter-
est or engaging in financial transactions
fo the same extent as a private citizen
not employed by the Department so long
as it is not prohibited by law, Executive
Order 11222, or this part.

§0.735-205 Personal real estate trans-
actions.

(a) Because the operations of the De-
partment, are directly related to individ-
ual real estate transactions, all Depart-
men{ employees must exercise the utmost
care in the handling of their personal
real estate activities. Employees must
therefore report to a designated person-
nel officer the following types of personal
real estate transactions (if the transac-
tion involves FHA mortgage insurance,
the report shall be filed at the time the
application for such insurance is filed:
other types of transactions shall be re-
borted at the time of consummation of
the transaction) :

(1) Any purchase or sale of real prop-
erty In which an employee has an
interest;,

(2) Any Title I property improvement
loan obtained by the employee or in
Wwhich he has a financial interest. In
such case the employee must report the
hame of the lending institution and a
description of the improvements being
financed.

(3) Any interest in a cooperative or
condominium housing project financed
under the National Housing Act if it
involves a home for himself or his family.

(b) In addition to the reporting re-
Quirements of paragraph (a) of this sec-
tion, employees shall report all real
estate holdings other than those held as
bersonal residences.

(¢) Except for employees subject to
the requirements of Subpart E of this
Part, reports required by paragraphs
(2) and (b) of this section shall be filed
on Form HUD-843, Request for Authori-
Zation to Engage in Outside Employment
and/or Statement of Financial Interests.
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§ 0.735-206 Use of inside information.

Except as provided in § 0.735-203(1),
no employee shall give or use inside in-
formation acquired by means of his posi-
tion to advance any private interest,
particularly the private interests of him-
self, his family, associates, or friends.
For the purpose of this section “inside
information” means information ob-
tained under Government authority but
which has not become part of the body of
public information.

§ 0.735-207 Intermediaries and product

recommendations,

No employee shall recommend or sug-
gest the use of any particular or identi-
fled nongovernmental intermediary to
deal with the Department nor shall he
recommend any device or product tested
by or for, or used by, the Department,
except as required by his official duties.

§ 0.735-208 Membership in organiza-

tions.

(a) An employee may not,-in his offi-
cial capacity as an officer or employee of
the Department, serve as a member of
a non-Federal or private organization
except where express statutory authority
exists, or statutory language necessarily
implies such authority. However, an
employee may serve in an individual ca-
pacity as a member of a non-Federal or
private organization, provided that:

(1) His membership does not violate
the restrictions noted in § 0.735-203; and

(2) His official title or organization
connection is not shown on any listing
or presented in any activity of the orga-
nization in such a manner as to imply
that he is acting in his official capacity.

(b) An employee may be designated to
serve as a liaison representative of the
Department to a non-Federal or private
organization provided that:

(1) The activity relates to the work of
the Department,

(2) The employee does not participate
by vote in the policy determinations of
the organization.

(3) The Department i{s in no way
bound by any vote or action taken by the
organization;

§ 0.735-209 Use of Coyernment prop-
erty.

An employee shall not directly or in-
directly use, or allow the use of Depart-
ment property of any kind, including
property leased to the Department, for
other than officially approved activities.
An employee has a positive duty to pro-
tect and conserve Government property,
including equipment, supplies, and other
property entrusted or issued to him.

§ 0.735-210 Indebtedness.

An employee shall pay each just finan-
cial obligation in a proper and timely
manner, especially one imposed by law,
such as Federal, State, and local taxes.
For the purpose of this section, “just fi-
nancial obligation” means one acknowl-
edged by the employee or reduced to
judgment by a court, and ‘“in a proper
and timely manner” means in a manner
which the Department determines does
not, under the circumstances, reflect ad-
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versely on the Government as his em-
ployer. In the event of a dispute be-
tween an employee and an alleged credi-
tor, this section does not require the
Department to determine the validity or
the amount of the disputed debt.

§ 0.735-211 Gambling, betting, and lot-

teries.

An employee shall not participate,
while on Government-owned or leased
property or while on duty for the Depart-
ment, in any gambling activity includ-
ing the operation of a gambling device, in
conducting a lottery or pool, in a game
for money or property, or in selling or
purchasing a number slip or ticket.

§ 0.735-212 General conduct; and con-
duet prejudicial to the Government,

(a) Each employee shall conduet him-
self in a manner that facilitates the ef-
fective accomplishment of the work of
the Department, observing at all times
the requirements of courtesy, considera-
tion, and promptness in dealing with the
public and with persons or firms having
business with the Department;

(b) An employee shall not engage in
criminal, infamous, dishonest, immoral,
or notoriously disgraceful conduct, or
other conduct prejudicial to the Govern-
ment.

Subpart C—Conduct and Responsibil-
ities of Special Government Em-
ployees

§0.735-301 Use of Government em-
ployment.

A special Government employee shall
not use his Government employment for
a purpose that is, or gives the appear~
ance of being, motivated by the desire for
private gain for himself or another per-
son, particularly one with whom he has
family, business, or financial ties.

§ 0.735-302 Use of inside information.

(8) A special Government employee
shall not use inside information obtained
as a result of his Government employ-
ment for private gain for himself or
another person either by direct action on
his part or by counsel, recommendation,
or suggestion to another person, particu-
larly one with whom he has family, busi-
ness, or financial ties. For the purpose
of this section, “inside information”
means information obtained under Gov-
ernment authority which has not become
part of the body of public information.

(b) Special Government employees
may teach, lecture, or write in a manner
consistent with the provisions of § 0.735-
203(f).

§ 0.735-303 Coercion.

A special Government employee shall
not use his Government employment to
coerce, or give the appearance of
coercing, a person to provide financial
benefit to himself or another person,
particularly one with whom he has
family, business, or financial ties.

§ 0.735-304 Gifts, entertainment, and
favors.

(a) Except as provided in paragraph
(b) of this section, a special Government
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employee, while so employed or in con-
nection with his employment, shall not
receive or solicit from a person having
business with the Department anything
of monetary value as a gift, gratuity,
loan, entertainment, or favor for himself
or another person, particularly one with
whom he has family, business, or
financial ties.

(b) The exceptions of § 0.735-202(b),
which are applicable to employees, are
also applicable to special Government
employees.

§ 0.735-305 Applicability of other pro-

visions.

(a) Each special Government em-
ploye> is subject to the provisions of
§§ 0.735-201, 0.735-208 through 0.735-212,
and 0.735-508.

(b) Each special Govermment em-
ployee shall acquaint himself with each
statute listed in Subpart D of this part.

Subpart D—Miscellaneous Statutory
Provisions

§ 0.735-401 Applicable statutory provi-
sions,

Each employee shall acquaint himself
with each statute that relates to his
ethical and other conduct as an employee
of the Department and of the Govern-
ment. The attention of each employee
is directed to the following statutory
provisions:

(a) House Concurrent Resolution 175,
85th Congress, 2d Session, 72 Stat. B12,
the “Code of Ethics for Government
Service”.

(b) Chapter 11 of Title 18, United
States Code, relating to bribery, graft,
and conflicts of interest, as appropriate
to the employees concerned.

(¢) The prohibition against lobbying
with appropriated funds (18 U.S.C. 1913).

(d) The prohibitions against disloyal-
ty and striking (5 U.S.C. 118p, 118r).

(e) The prohibition against the em-
ployment of a member of a Communist
organization (50 U.S.C.784).

(f) The prohibitions against (1) the
disclosure of classified information (18
U.S.C. 798, 50 U.S.C. 783); and (2) the
disclosure of confidential information
(18 U.S.C. 1905).

(g) The provision relating to the
habitual use of intoxicants to excess (5
U.S.C 640).

(h) The prohibition against the mis-
use of a Government vehicle (5 U.S.C.
78(c)).

(i) The prohibition against the mis-
use of the franking privilege (18 U.S.C.
1719).

(j) The prohibition against the use of
deceit in an examination or personnel
action in connection with Government
employment (5 U.S.C.637).

(k) The prohibition against fraud or
false statements in a Government matter
(18 U.S.C. 1001).

(1) The prohibition against mutilat-
ing or destroying a public record (18
U.S.C. 2071).

(m) The prohibition against counter-
feiting and forging transportation re-
quests (18 U.S.C. 508).
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(n) The prohibitions against (1) em-
bezzlement of Government money or
property (18 US.C. 641); (2) failing to
account for public money (18 U.S.C.
643); and (3) embezzlement of the
money or property of another person in
the possession of an employee by reason
of his employment (18 U.S.C. 654).

(0) The prohibition against unauthor-
ized use of documents relating to claims
from or by the Government (18 U.S.C.
285).

(p) The prohibition against pro-
scribed political activities—The Hatch
Act (5 U.S.C. 118i), and 18 U.S.C. 602,
603, 607, and 608.

Subpart E—Statements of Employ-
ment and Financial Interests

§ 0.735-501 Submission of statements,

(a) Not later than 90 days after the
effective date of this part, each employee
occupying a position designated in the
Appendix shall submit to the reviewing
official specified in § 0.735-505, Form
HUD-844, Statement of Employment and
Financial Interests.

(b) Each employee who enters on duty
after the effective daté of this part in a
position designated in the Appendix shall
submit to the reviewing official specified
in § 0.735-505 a statement not later than
30 days after his entrance on duty or
90 days after the effective date of this
part, whichever is later.

(c) Additions to, deletions from, and
other amendments of the list of positions
in the Appendix may be made from time
to time as necessary to carry out the
purpose of the law, Executive Order
11222, and Part 735 of the Civil Service
Commission Regulations (5 CFR Part
735). Such amendments are effective
upon actual notification to the incum-
bents. The amended list shall be sub-
mitted at least annually for publication
in the FEDERAL REGISTER.

§ 0.735-502 Supplementary statements. _

(a) Changes in, or additions to, the
information contained in an employee’s
statement shall be reported to the appro-
priate reviewing official in a supplemen-
tary statement at the end of the quarter
in which the change occurs. Interim
memoranda reports shall be filed if re-
quired to meet the prior approval provi-
sions of §0.735-203 (¢) and (d), or the
requirements of § 0.735-205(a) concern-
ing the timely reporting of real estate
transactions. Financial interests or em-
ployment acquired during a quarter, but
disposed of or terminated before the end
of such quarter, shall constitute changes
or additions to be reported at the end
of such quarter. Quarters end March 31,
June 30, September 30, and December 31.
If there are no changes or additions in
a quarter, a negative report is not re-
quired. However, for the purpose of
annual review, a supplementary state-
ment, negative or otherwise, is required
as of June 30 of each year.

(b) A supplementary statement shall
be submitted on Formm HUD-844, and

shall be designated “Supplementary”,
A supplementary statement shall fur-
nish all information required by an initial
statement and by appropriate notation,
shall indicate any changes in, or addi-
tions to the information set out in the
employee's initial statement or last sup-
plementary statement.

§ 0.735-503 Information not known by
employees,

If any information required to be in-
cluded on a statement or supplementary
statement, including holdings placed in
trust, is not known to the employee but
is known to another person, the em-
ployee shall request that other person
to submit information in his behalf.

§ 0.735-504 Information prohibited.

This subpart does not require an em-
ployee to report information relating to
his connection with, or interest in, a
professional society or a charitable, reli-
gious, social, fraternal, recreational, pub-
lic service, civic, or political organization
or a similar organization not conducted
as a business enterprise. For the pur-
pose of this section, educational and
other institutions doing research and de-
velopment or related work involving
grants of money from or contracts with
the Government are deemed “business
enterprises” and are required to be in-
cluded in an employee’s statement.

§ 0.735-505 Review of statements.

(a) Employees reporting directly to
the Secretary shall submit their state-
ments directly to the Secretary for re-
view; employees reporting directly fo
the-Under Secretary shall submit their
statements directly to the Under Secre-
tary for review.

(b) Employees reporting directly to
Assistant ,Secretaries shall submit their
statements directly to the appropriate
Assistant Secretary for review; employees
reporting directly to the General Counsel
shall submit their statements direetly to
the General Counsel for review.

(¢c) Employees not included in para-
graph (a) or (b) of this section shall
submit their statements directly to the
appropriate Deputy Counselor.

(d) When a statement submitted un-
der paragraph (b) or (¢) of this section,
or information from other sources, indi-
cates a conflict between the interest of
an employee and the performance of his
official duties, and when the conflict or
appearance of conflict cannot be resolved
by the reviewing official, he shall report
the information concerning the conflict
or appearance of conflict to the Secre-
tary through the Counselor. The em-
ployee concerned shall be given an op-
portunity to explain the conflict or
appearance of conflict before any re-
quired remedial action is initiated.

§ 0.735-506 Confidentiality of

ments,

After the review process has been com-
pleted, the statements submitted under
§ 0.735-505 shall be promptly forwarded
to the personnel office having custody of
the employee’'s official personnel file.
The statements shall be held in con-

state-
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fidence and retained in limited access
files. Information from a statement
may not be disclosed except as the Secre-
tary or his designee, or the Civil Service
Commission may determine for good
cause shown.

§0.735-507 Effect of employee’s state-
ments on other requirements,

The statements and supplementary
statements required of employees are in
addition to, and not in substitution for,
or in derogation of, any similar require-
ment imposed by law, order, or regula-
tion, The submission of a statement or
supplementary statement by an employee
does not permit him or any other person
to participate in a matter in which his
or the other person’s participation is
prohibited by law, order or regulation.

§ 0.735-508 Specific provisions for spe-
cial Government employees.

(a) Except as provided in paragraph
(c) of this section, each special Govern-
ment employee shall submit to the re-
viewing official specified in § 0.735-505,
Form HUD-844-A, Statement of Employ-
ment and Financial Interests, not later
than the time of his employment. He
shall keep his statement current through-
out his employment with the Department
by the submission of supplementary
statements.

(b) The provisions of §§ 0.735-503,
0.735-504, 0.735-506, and 0.735-507 are
applicable to a special Government em-~
ployee who is required to file a statement.

(¢c) The Secretary or his designee may
waive the provisions of this section in the
case of a special Government employee
who is not a consultant or an expert when
It is determined that the duties of the
position held by the special Government
employee are of a nature and at such
level of responsibility that the submis-
sion of a statement is not necessary to
protect the integrity of the Government.
For the purpose of this paragraph, “con-
sultant” and “expert” have the meanings
given those terms by Chapter 304 of the
Federal Personnel Manual. ‘

This part was approved by the Civil
Service Commission on May 17, 1966.

Effective date. This part shall be
effective as of June 24, 1966.

ROBERT C. WEAVER,
Secretary of Housing and
Urban Development.

APPENDIX—LIST OF POSITIONS SUBJECT TO
SuBpPART E

Omcers and employees in th; following
bositions are subject to the provisions of
Subpart E of this part:

(&) Employees paid at a level of the Federal
Executive Salary Schedule established by the
Federal Executive Salary Act of 1964, as
amended, except the Secretary, who is sub-
Ject to separate reporting requirements under
section 401 of Executive Order 11222;

(b) Employees in grade GS-16 or above of
the General Schedule established by the
Classification Act of 1949, as amended, or in
comparable or higher positions not subject to
that Aect; and

(¢) Employees in the following positions;

OFFICE OF THE SECRETARY

Departmental:
Administrative Assistant to the Secretary.

FEDERAL
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Director, Low-Income Housing Demonstra-
tion Staff, Office of Program Policy.

Director, Division of Research Develop-
ment, Office of Program Policy.

Director, Equal Opportunity Standards and
Regulations Staff.

Deputy Director, Compliance Division.

Fleld Supervisory Investigators, Compliance
Division.

Director, Audit Division, Office of Adminis-
tration.

Deputy Director, Audit Division, Office of
Administration.

Field Supervisory Auditors, Audit Division,
Office of Administration.

Director, Division of Finance and Accounts,
Office of Administration.

Deputy Director, Division of Finance and
Accounts, Office of Administration.

Director, Division of General Services, Office
of Administration,

Director, Property Management and Pro-
curement Branch, Division of General Sery-
ices, Office of Administration.

Fleld:

Deputy Reglonal Administrator.

Reglonal Director of Administration,

Director, Division of Community Facilities.

Deputy Director, Division of Community
Facilities.

Director, Division of Urban Renewal,

Deputy Director, Division of Urban Re-
newal.

Director, Northwest Operations.

Deputy Director, Northwest Operations.

Regional Counsel.

Chief, Real Estate Disposition, Division of
Urban Renewal.

Chief, Real Estate Acquisition, Division of
Urban Renewal.

ASSISTANT SECRETARY FOR MORTGAGE CREDIT
AND FEDERAL HOUSING COMMISSIONER

Federal Housing Administration

Departmental;

Director of Compliance Coordination.

Director of Examination and Audit.

Director, Audit Division.

Director, Division of General Services.

Deputy Director, Division of General
Services. .

Chief, Procurement and Property Section,
Division of General Services.

Director, Community Disposition Staff.

Deputy Director, Community Disposition
Staff,

Field Office Director, Community Disposi-
tion Staff.

Field:

Multifamily Housing Representative.

Director, Insuring Office.

Deputy Director, Insuring Office.

Assistant Director (Chief of Operations).

Chlef Underwriter.

State Director (New York).

Assistant State Director.

Federal National Mortgage Association

Departmental:

Vice President,

Loan Manager.
Secretary-Treasurer,

Controller.

Director of Examination and Audit,
Field:

Agency Manager,

Assistant Agency Manager,

ASSISTANT SECRETARY FOR METROPOLITAN
DEVELOPMENT

Departmental:

Director, Urban Planning Assistance

Branch, Office of Planning Standards and
Coordination,

Director, Division of Academic Facilities,
Office of Technical Services.

Land and Facilities Development Adminis-
tration:
: Director, Division of Senior Citizens Hous-
ng.
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Director, Division of Public Facilities
Grants,
Director, Division of Public Facilities
Loans.
Director, Division of Land Development.

Director, Division of College Housing.
Director, Finance Standards Stafl.
Deputy Director, Finance Standards Staff,
Urban Transportation Administration:
Positions at GS-15.

URBAN RENEWAL ADMINISTRATION
Departmental:
Director, Demonstration Program Branch.
Deputy Assistant Commissioner, Rehabili-

tation and Codes.
PUBLIC HOUSING ADMINISTRATION

Departmental:
Director, Office Services Branch.
Financing Officer.
Fleld:
Regional Director,
[F.R. Doc. 66-6930; Filed, June 23,
8:48 a.m.|

Title 26—INTERNAL REVENUE

Chapter l—Internal Revenue Service,
Department of the Treasury
[T.D. 6887]

SUBCHAPTER A—INCOME TAX

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEM-
BER 31, 1953

SUBCHAPTER F—PROCEDURE AND
ADMINISTRATION

PART 301—PROCEDURE AND
ADMINISTRATION

Treatment of Employee Stock Options
and Purchase Plans

On December 19, 1964, notice of pro-
posed rule making with respect to the
amendment of the Income Tax Regula-
tions (26 CFR Part 1) under sections 402,
421 through 425, 691, 1012, 1014, 6039,
6071, and 6091 of the Internal Revenue
Code of 1954, and the Procedure and
Administration Regulations (26 CFR
Part 301) under sections 6652 and 6678
of the Internal Revenue Code of 1954,
in order to conform to section 221 of the
Revenue Act of 1964 (78 Stat. 63), was
published in the FEDERAL REGISTER (29
F.R. 18063). Paragraphs (e)(l) and
(f) (3) of § 1.423-2, as set forth in para-
graph 7 of the appendix to the notice of
proposed rule making, are hereby with-
drawn. After consideration of all such
relevant matter as was presented by
interested persons regarding the rules
proposed, the amendment of the regula-
tions as proposed (except pars. (e) (1)
and (f)(3) of §1423-2) is hereby
adopted, subject to the changes set forth
below:

PArAGRAPH 1. Section 1.421-1(g) as set
forth in paragraph 5 of the notice of
proposed rule making is revised.

PAR. 2. Section 1.421-7, as set forth in
paragrapl. 7 of the notice of proposed
rule making, is changed by revising para-
graphs (¢) (2), (d), (e) (1), and (h) (2),
(3),and 4).

Par. 3. Section 1.421-8, as set forth in
paragraph 7 of the notice of proposed
rule making, is changed by revising para-

1966;
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graph (b) (1) and by adding new para-
graphs (d) and (e).

PAR. 4. Section 1.422-1 as set forth in
paragraph T of the notice of proposed
rule making, is changed by revising para-
graph (b) (2) and example (2) of para-
graph (b) (3).

Par. 5. Section 1.422-2, as set forth in
paragraph 7 of the notice of proposed
rule making, is changed by revising para-
graphs (a) (1) (i) and di), (b) 1), (2),
and (3), (e)(2)dd), @ (D) (i), and
(f) (3) (i), by adding examples (8) and
(9) to paragraph (f) (4) and by revising
paragraph (h) (1) (i).

PAr, 6. Section 1.423-2, as set forth in
paragraph 7 of the notice of proposed
rule making, is changed by revising para-
graphs (¢) (1), (3), and (4), (e) (1) and
(f) (3).

PaR. 7. Section 1.424-2, as set forth in
paragraph 7 of the notice of proposed
rule making, is changed by revising para-
graphs (a) (2) dv), (a)(4), (b) (1) (i),
and paragraph (d) (3) (1) and (iD).

Pag. 8. Section 1.425-1, as set forth in
paragraph T of the notice of proposed
rule making, is changed by revising par-
agraph (¢) (2), by adding a new example
(6) to paragraph (¢) (3) and by revising
paragraphs (e) (5) (iii) and (e) (6).

Par. 9. Section 1.691(c)~1, as sef forth
in paragraph 8 in the notice of proposed
rule making, is changed by revising
paragraph (e) (1).

Par. 10. Section 1.6039-1, as set forth
in paragraph 12 of the notice of proposed
rule making, is changed by revising par-
agraphs (a), (D)), ((b)(2), () GBI,
(¢) (1), and (d).

Par. 11. Section 1.6039-2, as set forth
in paragraph 12 of the notice of proposed
rule making, is changed by revising par-
agraph (a).

Par. 12, Paragraph (¢) of §1.6071-1,
as set forth in paragraph 13 of the no-
tice of proposed rule making, is changed
by adding new subparagraph (14).

Par. 13. Paragraph (b) of § 1.6091-1,
as set forth in paragraph 14 of the notice
of proposed rule making, is changed by
adding new subparagraph (14).

[seaL] SHELDON S. COHEN,
Commissioner of Internal Revenue.

Approved: June 20, 1966.

STANLEY S. SURREY,
Assistant Secretary of
the Treasury.

In order to conform the Income Tax
Regulations (26 CFR Part 1) under sec-
tions 402, 421 through 425, 691, 1012,
1014, 6039, 6071, and 6091 of the Internal
Revenue Code of 1954, and the Procedure
and Administration Regulations (26 CFR
Part 301) under sections 6652, and 6678
of the Internal Revenue Code of 1954, to
section 221 of the Revenue Act of 1964
(78 Stat. 63), such regulations are
amended as follows:

PARAGRAPH 1, Section 1.402(a) is
amended by revising section 402(a) (3)
(B) and by adding a historical note.
These amended and added provisions
read as follows:

RULES AND REGULATIONS

§ 1.402(a) Statutory provisions; taxa-
bility of beneficiary of employees’
trust; exempt trust,

Sec. 402, Tazability of beneficiary of em-
ployees’ trust—(a) Taxability of beneficiary
of exempt trust. * * *

(3) Definitions. * * *

(B) The term “securities of the employer
or subsidiary corporation (as defined in sub-
sections (e) and (f) of section 425) of the
corporation” include securities of a parent
employer corporation.

- - - . L
[Sec. 402(a) as amended by sec. 4(c), Self-
Employed Individuals Tax Retirement, Act
1962 (76 Stat. 825); sec. 221(c) (1), Rev. Act
1964 (78 Stat.75) |

Par. 2. Paragraph (b) (1)) of
§1.402(a)-1 is amended to read as
follows:

8 1.402(a)—-1 Taxability of beneficiary
under a trust which meets the re-
quirements of section 401(a).

» L] - . *

(b) Distributions including securities
of the employer corporation—(1) In gen-
ergl:s% 2%

(i) For purposes of section 402(a) and
of this section, the term “securities”
means only shares of stock and bonds
or debentures issued by a corporation
with interest coupons or in registered
form, and the term “securities of the em-
ployer corporation’ includes securities of
a parent or subsidiary corporation (as
defined in subsections (e) and (f) of sec-
tion 425) of the employer corporation.

- - * - *

Par. 3. The center heading ‘Miscel-
laneous Provisions” which immediately
precedes § 1.421 is revised to read as
follows:

CERTAIN STOCK OPTIONS

Par. 4, Section 1.421 is amended by re-
vising the heading thereof, by revising
section 421 (including the heading), and
by revising the historical note at the
end thereof. These amended provisions
and historiecal note read as follows:

§ 1.421 Swatutory provisions;
es.

general

Sec. 421. General rules—(a) Ejfect of
qualijying transfer. 1f a share of stock Is
transferred to an individual in a transfer in
respect of which the requirements of section
422(a), 423(a), or 424(a) are met—

(1) Except as provided in section 422(c)
(1), no income shall result at the time of the
transfer of such share to the Individual upon
his exercise of the option with respect to such
share;

(2) No deduction under section 162 (relat-
ing to trade or business expenses) shall be
allowable at any time to the employer cor-
poration, a parent or subsidiary corporation
of such corporation, or a corporation issuing
or assuming a stock option in a transaction
to which section 425(a) applies, with respect
to the share so transferred; and

(3) No amount other than the price paid
under the option shall be considered as re-
ceived by any of such corporations for the
share so transferred.

(b) Effect of disqualifying disposition, If
the transfer of a share of stock fo an indi-
vidual pursuant to his exercise of an option
would otherwise meet the requirements of
section 422(a), 423(a), or 424(a) except that
there is a failure to meet any of the holding

period requirements of section 422(a) (1),
423(a) (1), or 424(a) (1), then any increase
in the income of such individual or deduc-
tion from the income of his employer cor-
poration for the taxable year In which
such exercise occurred attributable to such
disposition, shall be treated as an increase
in income or a deduction from income in the
taxable year of such individual or of such
employet corporation in which such disposi-
tion occurred.

(¢) Ezercise by estate—(1) In general.
If an option to which this part applies Is
exercised after the death of the employee by
the estate of the decedent, or by a person
who acquired the right to exercize such op-
tion by bequest or inheritance or by reason
of the death of the decedent, the provisions
of subsection (a) shall apply to the same ex-
tent as if the option had been exercised by
the decedent, except that—

(A) The holding perlod and employment
requirements of sections 422(a), 423(a), and
424 (a) shall not apply, and

(B) Any transfer by the estate of stock
acquired shall be considered a disposition
of such stock for purposes of sections 423(c)
and 424(c) (1).

(2) Deduction for estate taxr. If an
amount Is required to be included under sec-
tion 422(e¢) (1), 423(c), or 424(c) (1) In gross
income of the estate of the deceased em-
ployee or of a person described in paragraph
(1), there shall be allowed to the estate or
such person a deduction with respect to the
estate tax attributable to the inclusion in the
taxable estate of the deceased employee of
the net value for estate tax purposes of the
option. For this purpose, the deduction
shall be determined under section 691(c) as
if the option acquired from the deceased em-
ployee were an item of gross income in re-
spect of the decedent under section 691 and
as if the amount includible in gross income
under section 422(c) (1), 428(c), or 424(c) (1)
were an amount included in gross income
under section 691 in respect of such item of
gross income.

(3) Basis of shares acquired. In the case
of a share of stock acquired by the exercise
of an option to which paragraph (1) applies—

(A) The basis of such share shall Include
50 much of the basis of the option as Is at-
tributable to such share; except that the
basis of such share shall be reduced by the
excess (if any) of (1) 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 on
the date of his death and had held the share
acquired pursuant to such exerclse at the
time of his death, over (il) the amount which
is includible in gross income under such
section; and

(B) The last sentence of sections 422(c)

(1), 423(¢), and 424(c) (1) shall apply only
to the extent that the amount includible in
gross income under such sections exceeds 50
much of the basls of the option as is al
tributable to such share.
[Sec. 421 as amended by sec. 1, Act of Feb-
ruary 11, 1958 (Pub. Law 85-820, 72 Stat. 4);
sections 25 and 26, Technical Amendments
Act 1958 (72 Stat. 1628, 1624): sec. 221(2),
Rev. Act. 1964 (78 Stat. 63) |

PAR. 5. Section 1.421-1"is amended by
revising the heading thereof, and by add-
ing a new paragraph (g) at the end
thereof. These revised and added pro-
visions read as follows:

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

(g) Effective dates. Sections 1.421-1
through 1.421-5 are applicable only 0
options granted after February 26, 1945,
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and before January 1, 1964, and all ref-
erences therein to sections of the Code
are to the Internal Revenue Code of 1954,
before the amendments made by section
221 of the Revenue Act of 1964 (78 Stat.
63). Section 1.421-6 is applicable 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. Sections
1.421-7 and 1.421-8 are applicable only
to options granted after December 31,
1963, and all references therein to sec-
tions of the Code are to the Internal
Revenue Code of 1954, as amended.

Par. 6. Section 1.421-6 is amended by
revising paragraphs (a) (1), (d) (7), and
(f) thereof. These amended provisions
read as follows:

§ 1.421-6 _ Options 10 which section 421
does not apply.

(a) Scope of section. (1) If an em-
ployer or other person grants to an em-
ployee or other person for any reason
connected 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 ap-
ply, 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 pur-
chase plan, or when an option is modi-
fied so that it no longer qualifies as such
an option, or when there is a disqualify-
ing disposition of stock acquired by the
exercise of such an option so that section
421 does not apply. When an option is
granted for any reason 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 stock-
holder of any of such corporations, or
by any other person, and irrespective of
Whether the option is granted to the em-
Ployee, to & member of his family, or to
any other person, and irrespective of
Wwhether the option is to purchase the
Stock of the employer, the stock of the
barent 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
aDpli(;able in determining the time when
Certain other options result in the real-
1zation of income and the amount of such
mcome,

» “ K » -

‘d) Options without a readily ascer-

tainable fair market value. * * *

D Notwithstanding the other provi-
Slons of this paragraph, if this section is
applicable because of a disqualifying dis-
Position o_f stock acquired by the exercise
0{ & qualified or restricted stock option,
ox. acquired by the exercise of an option
Eranted under an employee stock pur-
Chase plan, the taxable year of the em-
Dloype for which he is required to include
I his gross income the compensation re-
sulting from such option is determined
under section 421(b) and paragraph (b)
Of §1.421-8 (or, in the case of taxable
vears ending before January 1, 1964,
under section 421¢f) and paragraph (e)

FEDERAL
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of §1.421-5) and, in the case of a dis-
qualifying disposition of a share of stock
acquired by the exercise of a qualified
stock option, the amount of such com-
pensation shall be subject to the limita-
tion provided by section 422(¢) (4) and
paragraph (b) of § 1.422-1,

* . - * *

(f) Deductions. If the employer
grants an option to which this section
applies, the employer of the employee in
connection with whose employment the
option is granted is considered to have
paid compensation to such employee at
the same fime and in the same amount
as such employee is considered under
paragraph (e¢) or (d) of this section to
have realized compensation. The deduc-
tibility of the amount considered so paid
is deftermined under section 162 or
other provision of the Code which is
applicable 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 be-
cause of a disqualifying disposition of
stock acquired by the exercise of a quali-
fied or restricted stock option, or acquired
by the ‘exercise of an option granted
under an employee stock purchase plan,
the employer's taxable year for which
such compensation is deductible is de-
termined under section 421(b) and para-
graph (b) of § 1.421-8 (or, in the case of
taxable years ending beiore January 1,
1964, under section 421 (f) and paragraph
(e) of § 1.421-5).

PaAr. 7. There are inserted immediately
after §1.421-6 the following new sec-
tions:

§ 1.421-7 Meaning and use of certain
terms.

-(a) Option. (1) For purposes of sec-
tions 421 through 425, the term “option”
includes the right or privilege of an in-
dividual to purchase stock from a corpo-
ration by virtue of an offer of the corpo-
ration continuing for a stated period of
time, whether or not irrevocable, to sell
such stock at a price determined under
paragraph (e) of this section, such in-
dividual 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 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 subsecription con-
tract. 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
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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 arrangement
will be construed as the grant to the
employee on June 1, 1964, of three op-
tions, each for the purchase of 1,000
shares. However, if a corporation grants
to an employee on January 1, 1965, the
right to nurchase 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 arrangement will
be construed as the grant to the em-
ployee 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 effect at the
time of exercise,

(b, Statutory options. (1) The term
“statutory option”, used for purposes of
convenience hereinafter in this section
and in §§ 1.421-8 through 1.425-1, means
a qualified stock option, as defined by
section 422(b) and § 1.422-2; an option
granted under an employee stock pur-
chase plan, as defined by section 423(b)
and § 1.423-2; and a restricted stock op-
tion, 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 whor: it is granted, and
is exereisable, during the lifetime of such
individual, only by him. See sections
422(b) (6), 423(b)(9), and 424(b)(2).
Accordingly, an option which is trans-
ferable by the i.dividual to whom it is
granted during his lifetime, or is exercis-
able during such individual’s lifetime by
another person, is not a statutory op-
tion. However, in case the option or the
plan under which the option was granted
contains a provision permitting the in-
dividual to whom the option was granted
to designate the person who may exer-
cise the option after his death, neither
such provision, nor a designation pur-
suant to such provision, disqualifies the
option as a statutory 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 character 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 reason of sub-
sequent events. See, however, paragraph
(e) of § 1.425-1, relating to modification,
extension, or renewal of an option.

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

Ezample (1). S-1 Corporation is a sub-
sidiary of S Corporation which, in turn, is a
subsidiary of P Corporation. On June 1,
1964, P grants to an employee of P a statu-
tory option 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 unre-
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lated corporation and, as of that date, S-1
ceases to be a subsidiary of 8. On May 1,
1985, while still employed by P, the employee
exercises his option to purchase a share of
S-1 stock. Section 421 applies to such exer-
cise.

Ezample (2). Assume P grants an option
to an employee under the same facts as in
example (1) above, except that on June I,
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, 8 pur-
chases from an unrelated corporation a suf-
ficient 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 &
ghare of S-1 stock. The employee has not
exercised a statutory option.

(e) Time and date of granting option.
(1) For purposes of sections 421 through
495, 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 constitut-
ing an offer of stock for sale to an indi-
vidual under the terms and conditions
of a statutory option. Ordinarily, if the
corporate action contemplates an im-
mediate offer of stock for sale to an in-
dividual or to a class including such in-
dividual, or contemplates 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 cor-
porate action if the offer is to be made
immediately, 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 governing
the exercise of the option), such condi-
tions shall be given effect in accordance
with the intent of the ecorporation.
However, under section 425(1), 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 op-
tion had not been subject to such ap-
proval. A condition which does not
require corporate action, such as the ap-
proval of, or registration with, some reg-
ulatory or governmental agency, for ex-
ample, a stock exchange or the Securities
and Exchange Commission, is ordinarily
considered a condition upon the exercise
of the option unless the corporate action
clearly indicates 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 indi-
vidual will become an employee of the
corporation granting the option or of a
related corperation, such option is not
granted prior to the 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 granting
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, exer-
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cisable by X on or after June 1, 1965,
provided he is employed by the corpora-
tion on June 1, 1865, and provided that
A’s profits during the fiscal year preced-
ing the year of exercise exceed $200,000.
Such an option is granted to X on
June 1, 1964, and will be treated as out-
standing 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 nonvoting
common or preferred stock. Except as
otherwise provided, the term includes
both treasury stock and stock of original
issue. Special classes of stock author-
ized to be issued to and held by employ-
ees are within the scope of the term
“stock” as used in such sections, pro-
vided such stock otherwise possesses the
richts and characteristics of capital
stock. For purposes of determining
what constitutes voting stock in ascer-
taining whether a plan has been approved
by stockholders or whether the limita-
tions pertaining to voting power con-
tained in sections 422(b) (T), 423(b) (3)
and 424 (b) (3) and the regulations there-
under have been met, stock which does
not have voting rights until the happen-
ing of an event, such as the default in
the payment of dividends on preferred
stock, is not voting stock until the hap-
pening of the specified event. Moreover,
stock which does not possess a general
voting power, and may vote only on par-
ticular questions, is not voting stock.
However, 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
“option price” or “price paid under the
option” means the consideration in
money or other property which, pursuant
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 inferest under
section 483 and the regulations there-
under. Thus, for example, section 483
is applicable in determining whether the
pricing requiremenfs of section 422(b)
(4), 423(b) (6), 424(b) (1), or 424(c) are
met and is applicable in determining the
basis of any stock acquired pursuant to
the exercise of a statutory option. How-
ever, with respect to statutory options
granted prior to January 1, 1965, the
determination of whether the applicable
pricing requirements are met shall be
made without regard to section 483, but
section 483 shall be taken into considera-
tion in defermining 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 re-
quirements of section 422(b) (4) (relat-
ing to qualified stock options), section
423(b) (6) (relating to employee stoek
purchase plans), or section 424(b) (1)
(relating to restricted stock options),

whichever is applicable, with respect to
the stock subject to the option. Such
methods include the valuation methods
described in § 20.2031-2 of this chapter
(Estate Tax Regulations).

(f) Exercise. For purposes of sec-
tions 421 through 425, the term “exer-
cise”, when used in reference to an op-
tion, means the act of acceptance by the
optionee of the offer to sell contained in
the option. In general, the time of ex-
ercise is the time when there is a sale or
a contract to sell between the eorporation
and the individual. A promise to pay
the option price does not constitute an
exercise of the option unless the optionee
is subject to personal liability on such
promise. An agreement-or undertaking
by the employee to make payments un-
der an employee stock purchase plan
does not constitute the exercise of an
option so long as the payments made re-
main subject to withdrawal by the
employee.

(g) Transfer. For purposes of sec-
tions 421 through 425, the term “frans-
fer”, when used in reference to the trans-
fer to an individual of a share of stock
pursuant to his exercise of a statutory
option, means the transfer of ownership
of such share, or the transfer of sub-
stantially all the rights of ownership.
Such transfer must, within a reasonable
time, be evidenced on the books of the
corporation.

(h) Employment relationship. (1)
Section 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 granting the
option, or a related corporation of such
corporation, unless the option has been
assumed or a new option has been is-
sued in its place under section 425(a).
In case of such an assumption or issu-
ance, the optionee must, at the time of
such assumption or issuance, be an em-
ployee of the corporation so assuming
or issuing the option, or a related cor-
poration of such corporation. The dq-
termination of whether the opfionee Is
an employee at the time the option Is
granted (or at the time of the assump-
tion or issuance under section 425(a))
will be made in accordance with the
rules contained in section 3401(c) and
the regulations thereunder. As fo the
granting of an option conditioned upon
employment, see paragraph (c)(2) of
this section. A statutory option must
be granted for a reason connected with
the individual’s employment by the cor-
poration or by its related corporation.

(2) In order to qualify for the special
tax treatment of section 421, in addition
to meeting the requirements of subpara-
graph (1) of this paragraph, an individ-
ual 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 end-
ing at the time of such exercise or on the
day 3 months before the date of such
exercise, be an employee of either the
corporation granting such option, a re-
lated corporation of such corporation, 0%
a corporation or a related corporation of
such corporation issuing or assuming &
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stock option in a trahsaction to which
section 425(a) applies. For this pur-
pose, the employment relationship in re-
spect of an option granted in accordance
with the requirements of subparagraph
(1) of this paragraph will be freated as
continuing intact while the individual is
on military or sick leave if the period of
such leave does not exceed 90 days, or,
if longer, so long as the individual’s right
to reemployment with the corporation
granting the option (or a related corpo-
ration of such corporation, or a corpora-
tion or a related corporation of such
corporation issuing or assuming a sfock
option in a transaction to which sec.
425(a) applies) is guaranteed either by
statute or by contract. Where the pe-
riod of military or sick leave exceeds 90
days and where the individual's right
to reemployment is not guaranteed either
by statute or by contract, the employ~
ment relationship will be deemed to have
terminated on the 91st day of such leave.

(3) For purposes of deftermining
whether an individual meets the require-
ments of this paragraph, the term “em-
ployer corporation”, as used in section
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 puiposes of
the employment requirement, a corpo-
ration employing an optionee is con-
sidered a related corporation if it was
a parent or subsidiary of the corpora-
tion granting or assuming the option
during the entire portion of the requisite
period of employment during which it
was the employer of such optionee.

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

Example (1), On June 1, 1964, X Corpora-
tion granted a statutory option to A, an
employee of X Corporation, to purchase a
share of X stock. On February 1, 1965, X
50ld the plant where A was employed to M
Corporation, an unrelated corporation, and
A was employed by M. If A exercises his
statutory option on June 1, 1965, section
421 is not applicable to such exercise, be-
cause on June 1, 1966, A is not employed by
the corporation which granted the option
or by a related corporation of such corpora-
Hon, nor was he employed by any of such
ig;gorauons within 3 months before June 1,

.

Ezample (2). Assume the facts to be the
5dme as in example (1), except that when
A was employed by M Corporation, the op-
ton to purchase X stock was terminated
and was replaced by an option to buy M
Stock In such eircumstances that M Corpora-
l»i(nAn Is treated as a corporation issuing an
option under section 425(a). If A exercises
the option to purchase the share of M stock
on June 1, 1965, section 421 is applicable for
ﬁ 15 then employed by a corporation which
Ssued an option under section 425(a).

Erample (3). ® is an employee of P
Corporation. On June 1, 1964, P grants E
§ statutory option to purchase a share of P
stock. On June 1, 1965, P acquires 100 per-
Cleir‘lt of the stock of S Corporation; on such
(1 .';ff S becomes a subsidiary of P. On July 1,
b;o b-{. E ceases to be employed by P and
1~'§0mes employed by 8. On October 10,
Bt 5, while still employed by S, E exercises
3“5 option to buy P stock. Since E was at
5 E.mes during the requisite period of em-
Ployment an employee of either P, the cor-
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poration granting the option, or S, a sub-
sidiary of the grantor during the period in
which such corporation was E's employer,
section 421 is applicable to the exercise 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 assumed E's option to purchase P stock
under section 425(a). Section 421 is ap-
plicable to E's exercise of his option to buy
P stock.

Ezample (5). M Corporation grants a
qualified stock option to E, an employee of
such corporation. E is an officer in a re-
serve 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 section 3401(c) and the regula-
tions thereunder during such 3-week period,
E's employment relationship with M is
treated as uninterrupted during the period
of E's military leave.

Ezample (6). Assume the same facts as
in example (5) and assume further that E's
active duty status is extended indefinitely,
but that E has an employment contract with
M which provides that upon the termination
of any milltary duty E may be required to
serve, E will be entitled to reemployment
with M or a parent or.subsidiary of M. E
exercises hls M option while on active mili-
tary duty. Irrespective of whether E is an
employee of M within the meaning of sec-
tion 3401(c) and the regulations thereunder
at the time of such exercise or within 3
months before such exercise, section 421 can
apply to such exercise.

Ezample (7). X Corporation grants a
qualified stock option to A, an employee of
X Corporation, whose employment contract
provides that in the event of illness, A's right
to reemployment with X, or a parent or
subsidiary of X, will continue for 1 year after
the time A becomes unable to perform his
duties for X, A falls iil for 90 days. For
purposes of section 422(a)(2), A's employ-
ment relationship with X will be treated as
uninterrupted during the 90-day period.
If A's incapacity extends beyond 90 days,
then, for purposes of section 422(a)(2), A's
employment relationship with X will be
treated as continuing uninterrupted until
A’'s reemployment rights terminate. Under
sectlion 422(a) (2), A has 38 months in which
to exercise his qualified stock option after
his employment relationship with X (and
its parent and subsidiary corporation) is
terminated.

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

§ 1.421-8 General rules.

(a) Effect of qualifying transfer. (1)
If a share of stock is transferred to an
individual pursuant to his exercise of a
statutory option, and if the requirements
of section 422(a) (relating to qualified
stock options), section 423(a) (relating
to employee stock purchase plans), or
section 424(a) (relating to restricted
stock options), whichever is applicable,
are met, then—

(1) Except as provided in section 422
(e) (1) (relating to exercise of option
when price is less than value of stock),
and paragraph (e) (2) of §1.422-2, no
income 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;
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(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 issu-
ing or assuming a stock option in a trans-
action to which section 425(a) and par-
agraph (a) of § 1.425-1 (relating to
corporate reorganizations, liguidations,
ete.) applies, with respect to the share
so transferred; and

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

(2) For the purpose of this paragraph,
each share of stock transferred pursuant
to a statutory option is treated sepa-
rately. ¥or example, if an individual,
while employed by a corporation grant-
ing him a statutory option, exercises the
option with respect to part of the stock
covered by the option, and if such indi-
vidual exercises the balance of the op-
fion more than three months after leav-
ing such employment, the application of
section 421 to the stock obtained 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 de-
termined under section 421,

(b) Effect of disqualifying disposi-
tion. (1) The disposition of a share of
stock, acquired by the exercise of a
statutory option before the expiration of
the applicable holding period as deter-
mined under section 422(a) (1), 423
(a) (1), or 424(a) (1), makes section 421
inapplicable to the transfer of such share.
The income attributable to such trans-
fer shall be treated by the individual as
income received in the taxable year in
which such disposition occurs. Simi-
larly, a deduction under section 162
attributable to the transfer of the share
of stock pursuant to the exercise of the
option shall be allowable for the taxable
year in which such disposition occurs
to the employer corporation, its parent
or subsidiary corporation or a corpora-
tion issuing or assuming a stock option
in a transaction te which section 425(a)
applies. In such cases, no amount shall
be treated as income, and no amount
shall be allowed as a deduction, for any
taxable year other than the taxable year
in which the disposition occurs, If the
stock was transferred pursuant to the
exercise of the option in a taxable year
other than the taxable year of the dis-
position, the amount of the deduction
shall be determined 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 expiration
of the applicable holding period as deter-
mined under section 422(a) (1), 423(a)
(1), or 424(a) (1), if such transfer is not
a disposition of the stock as defined in
section 425(¢) and paragraph (c) of
§ 1.425-1, for example, a transfer from
the decedent to his estate or a transfer
by bequest or inheritance. Similarly, a
disposition by the executor, administra-
tor, heir, or legatee is not a disposition by
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the decedent. In case a statutory option
is exercised by the estate of the individ-
ual 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
(e) 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.

(¢) Ezercise by estate. (1) If a stat-
utory 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 individual,
section 421(a) applies to such exercise in
the same manner as if such option had
been exercised by such deceased indi-
vidual. Consequently, except as pro-
vided by section 422(¢) (1) and para-
graph (e) (2) of § 1.422-2, neither the
estate nor such person is required to in-
clude 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
special 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 ex-
ercise the option within three months
after the death of the individual to whom
the option was granted for section 421
(a) to be applicable. However, the ex-
ercise 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 paragraph (e) of § 1.425-1,
relating to the meodification, extension,
or renewal of the option. Section 421
(a) is applicable even though such ex-
ecutor, administrator, 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 applicable to an exercise of the op-
tion by the estate or by such person, un-
less the individual to whom the option
was granted mef the employment re-
quirements of section 422(a) (2), 423(a)
(2), or 424(a) (2), whichever is applica-
ble, either 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
individual, 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 option
is distributed by the administrator to an
heir as part of the estate, section 421(a)
is applicable to an exercise of the option
by such heir.

(2) Any transfer by the estate,
whether a sale, a distribution of assets,
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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(¢) or
424(c) (1) is applicable in case of an ex-
ercise 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 in-
cluded in the gross income of such per-
son an amount as compensation,” either
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 re-
quired 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 option in the estate
of the individual to whom the option was
granfed, 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 required to
be included in gross income under sec-
tion 422(e) (1), 423(c), or 424(c) (1), 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 422(c) (1), 423(c), or
424(¢) (1). For the rules relating to the
computation of a deduction under sec-
tion 691(c), see § 1.691(¢)-1.

(ii) The application of subdivision (1)
may be illustrated by the following
example:

Ezample. On June 1, 1064, 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 exer-
cised the option, and on March 15, 1966, sold
for $150 the share of stock so acquired. For
its taxable year including March 15, 1966,
the estate is required by sections 421(c)
(1) (B) and 423(c) to include in its gross in-
come as compensation the amount of $15.
During such taxable year, no amounts of in-
come were properly pald, credited, or distrib-
utable to the beneficiaries of the estate.
However, under section 421(c¢) (2), the estate
is entitled to a deduction determined in the
following manner. E's estate includes no
other items of income in respect of a decedent
referred to ir section 691(a), and no deduc-
tions referred to in section 6981(b), so that
the value for estate tax purposes of the op-
tion, 830, 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 13§ of the
estate tax attributable to the inclusion of
the option in the estate is deductible; that
is, 154, of $10, or $5. No deduction under
section 421(c) (2) is allowable with respect
to any capital gain.

(4) (i) In the case of an employee dy-
ing before January 1, 1957, the basis of
any share of stock acquired by the exer-
cise of a restricted stock option under
this paragraph, determined under sec-
tion 1011, shall be increased by an
amount equal to the amounf includible
as compensation in his gross income un-
der section 424(c) (1). The basis of the
share shall not be increased by reason
of the inclusion of the value of the re-
stricted stock option in the estate for
estate tax purposes.

(ii) (@) In the case of an employee dy-
ing after December 31, 1956, the basis of
any share of stock accuired by the exer-
cise of an option under this paragraph,
determined under section 1011, shall be
increased by an amount equal to the por-
tion of the basis of the option attributa-
ble to such share. For example, 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,th of $100,
or $10. The option acquires a basis, de-
termined under section 1014(a), only if
the traasfer of the share pursuant to the
exercise of such option qualifies for the
special tax treatment provided by sec-
tion 421(a), To the extent the option is
50 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 pro-
vided b, (b) and (¢) of this subdivision,
but such adjustments are only applica-
ble in the case of an option which is sub-
ject to section 422(e) (1), 423(¢), or 424
(e)(l).

(b) If the amount which would have
been includible in gross income under
section 422(c) (1), 423(e), 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
income under such section, the basis of
the share, determined under (@) of this
subdivision, shall be reduced by such ex-
cess. For example, if $15 would have
been includible in the gross income of the
employee had he exercised the option
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) t}'.
the basis of the share, determined under
(a) of this subdivision, would be reduced
by $5. For purposes of determining the
amount which would have been includi-
ble in gross income under section 422
(e) (1), 423(e), or 424(c) (1), if the em-
ployee 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 employee died.

(¢) If the amount includible in gross
income under section 422(¢) (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, determined
under (a) of this subdivision, shall be
increased by such excess. Thus, if $15
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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 increased 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 be-
quest or inheritance or by reason of the
death of such individual, the option shall
be considered to be property which con-
stitutes a right to receive an item of in-
come in respect of a decedent to which
the rules of sections 691 and 1014(¢)
apply.

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

Ezample (1). On June-1, 1955, the X Cor-
poration granted to E, an employee, a re-
stricted stock option to purchase a share of
X Corporation’s stock for $85. The fair mar-
ket value of the X Corporation stock on such
date was $100 per share. On June 1, 1956, E
died. The falr market value of 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 8§35,
On August 1, 1964, the estate of E exercised
the option and sold the share of X Corpora-
tion 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 1s $80 (the $85 paid for the stock
plus the 5 includible in gross income as
compensation), and the basis of the share
s not Increased by reason of the inclusion
of the value of the option in the estate of
E (see section 1014(d) (as in effect with re-
spect to taxable years ending before Janu-
ary 1, 1857)). Thus, no gain or loss is real-
ized on the disposition of the share since
thle basls of the share 1s equal to the sale
price,

Examplé (2), On June 1, 1964, the X Cor-
poration granted to E, an employee, an op-
tion under its employee stock purchase
plan to purchase a share of X Corporation
Stock for $85. The falr market value of X
Corporation stock on such date was $100
Per share. On June 1, 1966, E died. The
falr market value of X Corporation stock on
such date exceeded $100 per share and the
falr market value of the option on the ap-
plicable valuation date was $35. On August
1, 1966, the estate of E exercised the option
and sold the share of X Corporation stock
4t a time when the fair market value of the
share was $120, ‘The basis of the share is
#120 (the $85 pald for the stock plus the $35
basis of the option)., When the share is sold
for $120, the estate is required to include
815 in its gross income as compensation.
Since $156 would have heen includible in E's
ET0s5 Income if he had exercised the option
and held such share at the time of his death,
subdivision (1) (b) of this subparagraph does
not apply. Moreover, since the $15 includi-
ble in the gross income of the estate does
not exceed the basis of the option ($35), sub-
division (i1)(c) of this subparagraph does
10t apply. Since the basis of the stock and
the sale price are the same, no gain or loss
15 realized by the estate on the disposition
of the share,

_Ezomple (3). Assume the same facts as in
fxample (2), except that the fair market
E..ulur: of the share of stock at the time of its
'r:‘ie Was §80. The basis of the share, deter~
< L1‘ned under subdivision (ii)(a) of this
S ’iﬁramaph. is $120 (the $85 paid for the
“ff:' Plus the $35 basis of the option).

fen the share s sold for $90, the estate is
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required to include 85 in its gross income
as compensation. If the employee had ex-
ercised the option and held the share at
the time of his death, $15 would have been
includible in gross income as compensation
for the taxable year ending with his death.
Since such amount exceeds by $10 the
amount which the estate is required to in-
clude in its gross income, subdivision (ii) (b)
of this subparagraph applies, and the basis
of the share ($120), determined under sub-
division (ii) (a) of this subparagraph is re-
duced by $10. Accordingly, the basis is
$110, and a capital loss of $20 1s realized
on the disposition of the share.

Ezample (4). Assume the same facts as
in example (2), except that the fair market
value of the option on the applicable valua-
tion date was $5, and that the fair market
value of X Corporation stock on the date the
employee dled did not exceed $100. The
basis of the share, determined under subdi-
vision (i) (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
$120, the estate is required to include 815 in
its gross income as compensation. Since
such amount exceeds by $10 the basis of the
option, subdivision (ii)(¢) of this subpara-
graph applies, and the basis of the share
(890), determined under subdivision (ii) (a)
of this subparagraph, is Increased by $10.
Accordingly, the basis is $100 and a capital
gain of $20 Is realized on the disposition of
the share.

Ezample (5). Assume the same facts as
in example (2), except that on June 1, 1966,
the date the employee died, the falr 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 falr market
value of the option was $5. On August 1,
1867, the estate of E exercised the option and
sold the share when its falr market value was
$02. The basis of the share, determined
under subdivision (if)(a) of this subpara-
graph, is 890 (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 in-
clude $7 in its gross income as compensa-
tion. Since $13 would have been includible
in E's gross income if he had exercised the
option and held such share at the time of his
death, subdiviston (it)(b) of this subpara-
graph applies, and the basis of the share
($80), determined under subdivision (1i) (a)
of this subparagraph, is reduced by $8 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
basls of the option, subdivision (il)(¢) of
this subparagraph applies, and the basis of
the share ($84), determined under subdivi-
sion (ii) (@) and (ii)(b) of this subpara-
graph, is increased by 8$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
during lifetime. If a statutory option is
exercised 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 in-
applicable if the executor or administra-
tor of the estate of such individual, or
any person who acquired such sftock by
bequest or inheritance or by reason of
the death of such individual, disposes of
such stock before the expiration of such
applicable holding period. This rule
does not affect the applicability of sec-
tion 1222, relating to what constitutes a
short-term and long-term capital gain
or loss.
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(e) Incorporation by reference. Any
requirement 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 statu-
tory. option plan and is incorporated by
reference by the option. Thus, if a
statutory option plan expressly provides
that no option granted thereunder shall
be exercisable after five years from the
date of grant, and if an option granted
thereunder expressly provides that the
opfion is granted subject 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.

§ 1.422 Statutory provisions; qualified
stock options.

Sec. 422. Qualified stock options—(a) In
general, Subject to the provisions of sub-
section (¢)(1), section 421(a) shall apply
with respect to the transfer of a share of
stock fo an individual pursuant to his ex-
ercise of a qualified stock option if—

(1) No disposition of such share is made
by such individual within the 3-year period
beginning on the day after the day of the
transfer of such share, and

(2) At all times during the perlod be-
ginning with the date of the granting of
the option and ending on the day 3 months
before the date of such exercise, such Indi-
vidual was an employee of either the corpo-
ration granting such option, a parent or
subsidiary corporation of such corporation,
or a corporation or a parent or subsidiary
corporation of such carporation issuing or
assuming a stock option in a transaction to
which section 425(a) applies,

(b) Qualified stock option. For purposes
of this part, the term “qualified stock op-
tlon” means an option granted to an indt-
vidual after December 31, 1963 (other than a
restricted stock option granted pursuant to
a contract described in section 424(c)(3)
(A)), for any reason connected with his
employment by a corporation, if granted by
the employer corporation or’its parent or
subsidiary corporation, to purchase stock of
any of such corporations, but only if—

(1) The option is granted pursuant to a
pian which includes the aggregate number
of shares which may be issued under options,
and the employees (or class of employees)
eligible to receive options, and which is ap-
proved by the stockholders of the granting
corporation within 12 months before or after
the date such plan s adopted;

(2) Such option is granted within 10 years
from the date such plan is adopted, or the
date such plan Is approved by the stockhold-
ers, whichever is earlier;

(3) Such option by its terms is not exer-
cisable after the expiration of 5 years from
the date such option is granted;

(4) Except as provided In subsection (c)
(1), the option price is not less than the
fair market value of the stock at the time
such option Is granted;

(5) Such option by its terms is not exer-
cisable while there is outstanding (within
the meaning of subsection (¢) (2)) any qual-
ified stock option (or restricted stock op-
tion) which was granted, before the granting
of such option, to such individual to pur-
chase stock in his employer corporation or
in a corporatlion which (at the time of the
granting of such option) is a parent or sub-
sidiary corporation of the employer corpo-
ration, or in a predecessor corporation of any
of such corporations;

(8) Such option by its terms is not trans-
ferable by such individual otherwise than
by will or the laws of descent and distribu-
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tion, and is exercisable, during his lifetime,
only by him; and

(7) Such individual, immediately after
such option is granted, does not own stock
possessing more than 5 percent of the total
combined voting power or value of all classes
of stock of the employer corporation or of
its parent or subsidiary corporation; except
that if the equity capital of such corporation
or corporations (determined at the time the
option is granted) is less than $2.000,000,
then, for purposes of applying the limitation
of this paragraph, there shall be added to
such 5 percent the percentage (not higher
then 5 percent) which bears the same ratio
to 5 percent as the difference between such
equity capital and $2,000,000 bears to
$1,000,000.

(¢) Special rules—(1) Ezercise of option
when price is less than value of stock. I a
share of stock is transferred pursuant to the
exercise by an individual of an option which
fails to qualify as a qualified stock option
under subsection (b) because there was a
failure in an attempt, made in good faith,
to meet the requirement of subsection (b)
(4), the requirement of subsection (b) (4)
shall be considered to have been met, but
there shall be included as compensation
(and not as gain upon the sale or exchange
of a capital asset) In his gross income for
the taxable year in which such option is
exercised, an amount equal to the lesser of—

(A) 150 percent of the difference between
the option price and the fair market value of
the share at the time the option was granted,

or

(B) The difference between the option
price and the fair market value of the share
at the time of such exercise.

The basis of the share acquired shall be in-
creased by an amount equal to the amount
included in his gross income under this para-
graph in the taxable year in which the exer-
cise occurred.

(2) Certain options treated as outstanding.
For purposes of subsection (b)(5)—

(A) Any restricted stock option which is
not terminated before January 1, 1965, and

(B) Any qualified stock option granted
after December 31, 1963,

shall be treated as outstanding until such
option is exercised in full or expires by reason
of the lapse of time. For purposes of the
preceding sentence, a restricted stock option
granted before January 1, 1964, shall not be
treated as outstanding for any period before
the first day on which (under the terms of
such option) it may be exercised.

(3) Options granted to certain share-
holders. For purposes of subsection (b) (7)—
(A) The term “equity capital" means—

(1) In the case of one corporation, the
sum of its money and other property (in an
amount equal to the adjusted basis of such
property for determining gain), less the
amount of its indebtedness (other than in-
debtedness to shareholders), and

(ii) In the case of a group of corporations
consisting of a parent and its subsldiary
corporations, the sum of the equity capital
of each of such corporations adjusted, under
regulations prescribed by the Secretary or
his delegate, to eliminate the effect of inter-
corporate ownership and transactions among
such corporations;

(B) The rules of section 425(d) shall apply
in determining the stock ownership of the
individual; and

(©) Stock which the individual may pur-
chase under outstanding options shall be
treated as stock owned by such individual.

If an individual is granted an option which
permits him to purchase stock in excess of
the limitation of subsection (b)(7) (deter-
mined by applying the rules of this para-
graph), such option shall be treated as meet-
ing the requirement of subsection (b) (7) to
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the extent that such individual could, if the
option were fully exercised at the time of
grant, purchase stock under such option
without exceeding such limitation. The por-
tion of such option which is treated as meet-
ing the requirement of subsection (b)(7)
shall be deemed to be that portion of the
option which is first exercised.

(4) Certain  disqualifying dispositions
where amount realized is less than value at
exvercise. If—

(A) An individual who has acquired a
share of stock by the exercise of a qualified
stock option makes a disposition of such
share within the 3-year period described in
subsection (a) (1), and

(B) Such disposition is a sale or exchange
with respect to which a loss (if sustained)
would be recognized to such individual,

then the amount which is includible in the
gross income of such individual, and the
amount which is deductible from the income
of his employer corporation, as compensation
attributable to the exercise of such option
shall not exceed the excess (if any) of the
amount realized on such sale or exchange
over the adjusted basis of such share.

(5) Certain transfers by insolvent indi-
viduals. If an insolvent individual holds a
share of stock acquired pursuant to hils exer-
cise of a qualified stock option, and if such
share is transferred to a trustee, receiver, or
other similar flduclary, in any proceeding
under the Bankruptey Act or any other simi-
lar insolvency proceeding, neither such trans-
fer nor any other transfer of such share for
the benefit of his creditors in such proceed-
ing, shall constitute a “disposition of such
share” for purposes of subsection (a)(1).

(6) Application. of subsection (b)(5)
where options are for stock oj same class in
same corporation. The requirement of sub-
section (b)(5) shall be considered to have
been met in the case of any option (referred
to in this paragraph as “new option”)
granted to an individual if—

(A) The new option and all outstanding
options referred to in subsection (b) (5) are
to purchase stock of the same class in the
same corporation, and

(B) The new option by its terms is not
exercisable while there is outstanding (with-
in the meaning of paragraph (2)) any quali-
fied stock option (or restricted stock option)
which was granted, before the granting of
the new option, to such individual to pur-
chase stock in such corporation at a price
(determined as of the date of grant of the
new option) higher than the option price of
the new option.

[Sec. 422 as added by sec. 221(a), Rev. Act
1964 (78 Stat. 63) ]

§ 1.422-1 Qualified stock options—gen-
eral rules.

(a) Applicability of section 421(a).
(1) (i) Subject to the provisions of sec-
tion 422(e¢) (1), the special rules of in-
come tax treatment provided in section
421(a) are applicable with respect to the
transfer of a share of stock to an indi-
vidual pursuant to his exercise of a quali-
fied stock option provided that the fol-
lowing conditions are satisfied—

(a) The individual must make no dis-
position of such share before the expira-
tion of the 3-year period beginning on
the day after the day of the transfer of
such share, and

(b) At all times during the period be-
ginning with the date of the granting of
the option and ending on the day 3
months before the date of such exercise,
the individual was an employee of either
the corporation granting the option, a

related corporation of such corporation,
or a corporation or a related corporation
of such corporation issuing or assuming
a stock option in a transaction to which
section 425(a) applies.

(ii) For rules relating to the requi-
site employment relationship, see para-
graph (h) of § 1.421-7.

(2) (1) An exception to the holding pe-
riod requirement of section 422(a) (1) is
provided with respect to certain transfers
by insolvent individuals. If an insolvent
individual holds a share of stock ac-
quired pursuant to his exercise of a qual-
ified stock option, and if such share is
transferred to a trustee, receiver, or
other similar fiduciary in any proceed-
ing under the Bankruptey Act or any
other similar insolvency proceeding (such
as an assignment for the benefit of cred-
itors, a composition, etc.), neither such
transfer, nor any other transfer of such
share for the benefit of the insolvent in-
dividual’s creditors in such proceeding
shall constitute a disposition of such
share for the purpose of section 422
(a)(1). For the purpose of this sub-
paragraph, an individual is an insolvent
only if his liabilities exceed his assets,
or if he is unable to satisfy his liabilities
as they become due.

(ii) Notwithstanding that a transfer
by the trustee or other fiduciary is not
treated as a disposition for the purpose
of section 422(a) (1), such transfer may
constitute a sale or exchange for pur-
poses of recognizing capital gain or loss
with respect to the share so transferred.
For example, if the trustee transfers the
share to a creditor in the insolvency pro-
ceeding in complete or partial satisfac-
tion of such creditor’s claim against the
insolvent individual, capital gain or loss
must be recognized by the insolvent in-
dividual to the extent of the difference
between the fair market value of the
share on the date of such transfer and
the adjusted basis of such share. To the
extent any transfer by the trustee or
other fiduciary (other than a transfer
back to the insolvent individual) is not
for the exclusive benefit of the creditors
in such insolvency proceeding, such
transfer will be treated as a disposition
for purposes of section 422(a) (1). Sim-
larly, if the trustee or other fiduciary
transfers the share back to the insol-
vent individual, any subsequent disposi-
tion of the share which is not made in
respect of the insolvency proceeding and
for the exclusive benefit of the creditors
in such proceeding will be treated as 2
disposition for purposes of section 422
(a) (1). ,

(b) Failure to satisfy holding period.
(1) The special tax treatment of section
421(a) is not applicable with respect to
the transfer of a share of stock pursuant
to the exercise of a qualified stock op-
tion if the individual disposes of the
share before the expiration of the 3-year
period beginning on the day after the
day of the transfer of such share to him.
For general rules relating to the effect of
such a disqualifying disposition, see sec-
tion 421(b) and paragraph () of
§ 1.421-8. For definition of the term
“disposition”, see section 425(c) and
paragraph (¢) of § 1.425-1.
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(2) If an individual who has acquired

a share of stock by the exercise of a -

qualified stock option makes a disquali-
fying disposition of such share, and if
such disposition is a sale or exchange
with respect to which a loss (f sus-
tained) would be recognized to the indi-
vidual, then, under section 422(c) (4),
the amount includible in the gross in-
come of such individual, and deductible
from the income of his employer corpo-
ration, its parent or subsidiary corpora-
tion or a corporation issuing on assuming
an option in a transaction to which sec-
tion 425(a) applies, as compensation
attributable to the exercise of such
option, shall not exceed the excess (f
any) of the amount realized on such sale
or exchange over the adjusted basis of
such share. Thus, the limitation does
not apply when the disqualifying disposi-
tion is a sale described in section 1091
(relating to loss from wash sales of stock
or securities), a gift, or a sale described
in section 267(a) (1) (relating to sales
between related persons), since a loss
sustained in any such transaction would
not be recognized. Subject to the limi-
tation provided by section 422(c) (4) and
this subparagraph, the amount of com-
pensation attributable to the exercise of
the option is determined under § 1.421-6
and paragraph (b) of § 1.421-8.

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

Ezample (1). On June 1, 1864, X Cor-
poration grants a qualified stock option to A,
an employee of X Corporation, entitling A
to purchase one share of X Corporation stock,
On June 1, 1965, A exercises his option and
the share of X Corporation stock is trans-
ferred to him on June 10, 1965. In order
to meet the 3-year holding period reguire-
ment of section 422(a) (1), A must not dis-
pose of the share acquired by exercise of his
qualified stock option before June 11, 1968.

Ezample (2). Assume the same facts as
In example (1) and assume further that the
option price was $100, the fair market value
of X Corporation stock on June 1, 1964, and
that the fair market value of X Corporation
stock was $200 on June 1, 1965, the date of
exercise. A makes a disposition by selling
his share on June 1, 1967, for $250. Under
§1421-6 (relating to options to which sec.
421 does not apply) the amount of compen-
sation attributable to A's exercise is $100
(the difference between the fair market
value of the share at the date of exercise,
$200, and the amount paid for the share,
$100). Because the amount realized, $250,
Is greater than the wvalue of the stock at
exercise, section 432(c)(4) does not apply
and thus does not affect the amount in-
Cludible as compensation in A’s gross income
and deductible by X. A must include in
his gross income for the taxable year in
Which the sale occurred $100 as compensa-
tlon and 850 as capital gain (8250, the
amount realized from the sale, less A’s basis
Of 8200, the $100 paid for the share plus
the 8100 increase in basls resulting from
the inclusion of that amount in A’s gross
Income as compensation attributable to the
%ercise of the option). For its taxable year
In which the disquallfying disposition oc-
curs, X Corporation Is allowed a deduction
Of 8100 for compensation attributable to
A’s exercise of the qualified stock option.

Ezample (3). Assume the same facts as in
txample (2), except that A sells the share for
$150. Under section 422(c) (4), A must in-
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clude only $50 (the excess of the amount re-
alized on such sale, $150, over the adjusted
basis of the share, $100) in his gross income
as compensation attributable to the exercise
of his qualified stock option instead of the
$100 which otherwise would have been in-
cludible as compensation under § 1.421-6. A
realizes no capital gein or loss as a result of
the sale, since his basis for the share is $150
(the $100 which he paid for the share, plus
the $50 increase in basis resulting from the
inclusion of that amount in A’s gross income
as compensation attributable to the exercise
of the option). For its taxable year in which
the disqualifying disposition occurs, X Corpo-
ration is allowed a deduction of $50 for com-
pensation attributable to A’s exercise of the
qualified stock option.

Ezample (4). Assume the same facts as in
example (2), except that A sells the share
for $50. The limitation of section 422(c) (4)
applies and A is not required to include any
amount in gross income as compensation at-
tributable to-the exercise of his gualified
stock option. A is allowed & capital loss of
$50 (the difference between the amount real-
ized on the sale, 850, and the adjusted basis
of the share, $100). X Corporation is not al-
lowed any deduction for compensation at-
tributable to A’s exercise of the qualified
stock option and disqualifying disposition.

Ezample (5). Assume the same facts as
in example (3) except that A sells the share
to his son for #150. Under section 267, a
loss sustained in such a sale would not be
recognized. Therefore, the llmitation of sec~
tion 422(c) (4) does not apply. Accordingly,
under § 1.421-6, A must include $100 (the
difference between the fair market value
of the share at the date of exercise, $200,
and the amount pald for the share, $100)
in his gross income as compensation attrib-
utable to the exercise of his qualified stock
option in the taxable year in which the
disqualifying disposition occurred. A will
recognize no capital gain or loss on the
transaction. X Corporation will be allowed
a $100 deduction for compensation paid to
A in its taxable year in which the disquali-
fying disposition occurred.

Example (6) Assume the same facts as
in example (3) except assume that, as a
result of the fallure of a good-faith attempt
to set the option price at the fair market
value of X Corporation stock on the date of
grant, the option price was set at 890 instead
of §100. Under section 422(c) (1), A in-
cludes $15 (the lesser of 150 percent of the
difference between the option price, $90, and
the fair market value of the share at grant,
$100; or the difference between the option
price, $30, and the fair market value of the
share at exercise, $200) in his gross income
as compensation in the year of exercise.
Under section 421(a)(2), X Corporation is
allowed no deduction at such time. Upon
his sale of the share, A will include $45 (the
excess of the amount realized on such sale,
$1560, over the adjusted basis of the share,
81056 (890, the option price, plus $15, the
amount included in A’s gross income as com-
pensation at exercise)) in his gross income
as compensation attributable to his exercise
in the taxable year in which the disqualify-
ing disposition occurs. A will have no capital
gain or loss as a result of such sale. Under
section 422(c¢) (4), X Corporation will be al-
lowed a deduction of $45 as compensation
attributable to A’s exercise, in the taxable
year of A’s disqualifying disposition.

§ 1.422-2 Qualified stock options de-
fined.

(a) Qualified stock option defined.
(1) (i) The term “qualified stock option™
means an option which meets the re-
quirements of section 422(b) (1) through
(7) and this section. Section 422(b) (1)
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requires that a qualified stock option
be granted pursuant to a plan which
meets certain requirements. See para-
graph (b) of this section. However, op-
tions granted after December 31, 1963,
and before January 1, 1965, need not be
granted under an option plan to be qual-
ified stock options. See paragraph (b)
(4) of this section. Section 422(b) (2)
provides that in order for an option to be
a qualified stock option it must be
granted within 10 years of the adoption
of the plan or the date of stockholder
approval, whichever is earlier. In order
to grant qualified stock options after the
expiration of such 10-year period, a new
plan must be adopted and approved.
See paragraph (¢) of this section. A
new plan may retain all of the terms of
the old plan or may include new terms.
Paragraphs (3) through (6) of section
422(b) establish certain requirements
which must be met by the terms of a
qualified stock option. An option which,
when granted, does not by its terms meet
these requirements cannot be a qualified
stock option. See paragraphs (d)
through (g) of this section, However, if
the terms of an option granted after De-
cember 31, 1963, are amended before
January 1, 1965, to permit the option
to satisfy the requirements of section
422(b) (3), (4), or (5), such amendment
will be given retroactive effect. See
paragraphs (d) (2), (e)(3), and (f)(3)
(i) of this section. In addition, if the
terms of an option are amended at any
time to permit such option to meet the
requirement of section 422(b) (6), such
amendment will be given retroactive ef-
fect. See section 425(h){(3)(B) and
paragraph (e)(5) (ii) of § 1.425-1. Sec-
tion 422(b) (7) bars the grant of a qual-
ified stock option to any employee whose
stock ownership exceeds the limits pro-
vided by such section. To the extent
the grant of an option entitles the em-
ployee to purchase stock in excess of such
limitation, the option cannot be a quali-
fled stock option. See paragraph (h) of
this section.

(ii) The determination of whether a
particular option is a ‘qualified stock
option is made at the time such option
is granted. Accordingly, except as is
otherwise specifically provided by sec-
tions 421 through 425 and the regula-
tions thereunder, events subsequent to
the grant of an option cannot affect the
status of the option. For example, an
option which is granted to an employee
whose stock ownership exceeds the lim-
itation provided by section 422(b) (7) is
not a qualified stock option when granted
and can never become a gualified stock
option, irrespective of whether the in-
dividual’s stock ownership is within such
limitation at the time such option is
exercised.

(2) Section 422 and this section do
not apply to an option which is a re-
stricted stock option,

(b) Optionplan. (1) A qualified stock
option granted after December 31, 1964,
must be granted pursuant to a plan
which is approved by the stockholders of
the granting corporation within 12 °
months before or after the date the plan
is adopted. The approval of the stock-
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holders must comply with all applicable
provisions of the corporate charter and
bylaws, and the law of the State of in-
corporation and must represent the ex-
press consent of stockholders holding at
least a majority of the voting stock of
the corporation voting in person or by
proxy at a duly held stockholders’ meet-
ing. Thus, if neither the charter, by-
laws or applicable State law prescribes
the degree of stockholder approval re-
quired for the granting of qualified op-
tions, the approval of stockholders hold-
ing a majority of the voting stock of the
corporation voting at a duly held meet-
ing will suffice. However, if the appli-
cable law requires that stockholders
holding two-thirds of the voting stock
must approve the granting of such op-
tions, such two-thirds requirement must
be met.

(2) The plan required by section 422
must be approved within 12 months be-
fore or after the date the plan is adopted.
Ordinarily, a plan is adopted when ap-
proved by the board of directors and the
date of such board action will’ be the
reference point for determining whether
stockholder approval comes within the
12-month period. However, if the
board’s action is subject to a condition,
such as shareholder approval, or fthe
happening of a particular event, the plan
is adopted on the date the condition is
met or the event occurs, unless the
board’s resolution fixes the date of ap-
proval as the date of the board’s action.

(3) The plan as adopted and approved
must designate the aggregate number of
shares which may be issued under the
plan and the employees or class of em-
ployees eligible to receive options under
the 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 out-
standing at the time of each offering or
grant under the plan will not satisfy the
requirement that the plan state the
aggregate 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 requirement that the plan as
adopted and approved must indicate the
class of employees (or the employees)
eligible to receive options will be con-
sidered satisfied by a general designa-
tion of the class of employees eligible to
receive options under the plan. Thus,
such designations as “key employees of
the grantor corporation”, “all salaried
employees of the grantor corporation
and its subsidiaries, ihcluding subsidi-
aries which become such after adoption
of the plan” or “all employees of the
corporation” will meet this reguirement.
Moreover, this requirement will be con-
sidered satisfied although the board of
directors or another group is given au-
thority to select the particular employees
who are to receive options from a de-
seribed class and to determine the num-
ber of shares to be optioned to each such
employee. The provisions relating to
the aggregate number of shares to be
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issued under the plan and the class of
employees (or the 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 422(b) (1). Any in-
crease in the aggregate number of shares
which may be issued under the plan
(other than an increase merely reflecting
a change in capitalization such as a stock
dividend or stock split-up), or change
in the designation of the employees or
class of employees eligible to receive
options under the plan will be considered
as the adoption of a new plan requiring
stockholder approval within the pre-
scribed 12-month period. Any other
changes in the terms of a qualified stock
option plan may be made without such
changes being considered the adoption
of a new plan. An option intended by
the grantor corporation to be a qualified
option will be treated as having been
issued pursuant to a plan notwithstand-
ing that the terms of the option conflict
with certain terms of the plan unless
such option is issued to an employee not
eligible to receive options under the plan
or options have been issued on stock in
excess of the aggregate number of shares
which may be issued under the plan. A
stock option plan which otherwise meets
the requirements of section 422(b) (1)
and this paragraph may be availed of for
the granting of qualified stock options
although the adoption and approval of
such plan occurred before January 1,
1964.

(4) In the case of an option granted
after December 31, 1963, and before
January 1, 1965, section 422(b) (1) and
(2), and this paragraph do not apply.
Thus, an option granted during the cal-
endar year 1964, which meets the re-
quirements of section 422(b) (3) through
(T, will be a qualified stock option ir-
respective of whether such option is
granted pursuant to a plan; or, if
granted pursuant to a plan, irrespective
of whether such option was granted
within 10 years from the date such plan
was adopted or approved by shareholders,
and irrespective of whether such plan
specifies the employees or class of em-
ployees to whom options may be granted
or the number of shares which may be
granted under options.

(¢) Duratlion of plan. A qualified
stock option must be granted within 10
vears from the date the option plan
(required by section 422(b) (1) and par-
agraph (b) of this section) is adopted,
or the date such plan is approved by the
stockholders, whichever is earlier. Thus,
a plan for the granting of qualified stock
options expires 10 years after the adop-
tion or approval of such plan, whichever
is earlier. This is equally true whether
the adoption or approval occurred before
January 1, 1964 (as in the case of a re-
stricted stock option plan which met
the requirement of section 422(b) (1)
when adopted and approved), or after
such date. For example, a restricted
stock option plan which was adopted
June 1, 1956, and approved August 1,
1956, and which otherwise met the re-
quirements of section 422(b) (1) and par-
agraph (b) of this section may be availed

of for the granting of qualified stock
options only through May 31, 1966, after
which date the plan will expire for
purposes of section 422(b) (1) and (2).

(d) Period for exercising oplions. (1)
A qualified stock option by its terms must
not be exercisable after the expiration of
5 years from the date the option is
granted. Except as provided by subpar-
agraph (2) of this paragraph, an option
which does not contain such a provision
when granted cannot be a qualified stock
option.

(2) An exception to the requirement
of section 422(b) (3) and this paragraph
is provided in the case of options granted
after December 31, 1963, and before
January 1, 1965. If, at the time of grant,
such an option did not contain the pro-
vision required by section 422(b) (3) and
this paragraph, the option may be
amended before January 1, 1965, to add
such a provision and such amendment
will not be freated as a modification
under section 425(h) (1) or § 1.425-1.
Furthermore, the amendment will be
considered as retroactive to the date of
grant of the option and will in no way
affect such grant.

(e) Option price. (1) In general, the
option price of a qualified stock option
must not be less than the fair market
value of the stock subject to the option
at the time the option is granted. For
general rules relating to the option price
see paragraph (e) of § 1.421-7. For rules
relating to the determination of when
an option is granted, see paragraph (c)
of § 1.421-7. The option price may be
determined in any manner so long as
the minimum price possible under the
terms of the option cannot (except as
provided by section 422.¢) (1) and sub-
paragraph (2) of this paragraph) be less
than the fair market value of the stock at
the date of grant. y

(2) (i) Under section 422(c) (1), 1( a
share of stock is transferred to an in-
dividual pursuant to his exercise of an
option which fails to qualify as & quali-
fied stock option because there was a
failure of an attempt, made in good
faith, to meet the requirements of sec-
tion 422(b) (4) and subparagraph (1)
of this paragraph, the requirements of
such section and subparagraph shall
be considered to have been met. How-
ever, in such a case there shall be in-
cluded as compensation (and not as
gain upon the sale or exchange of &
capital asset) in the gross income of
the individual for his taxable year in
which such option is exercised, 20
amount equal to the lesser of—(a) 150
percent of the difference between the op-
tion price and the fair market value of
the stock at the time the option was
granted, or (b) the difference between
the option price and the fair market
value of the stock at the time of such
excrcise. The basis of the stock ac-
quired shall be increased by an amount
equal to the amount included in the
gross income of the individual.

(ii) Whether there was a good-faith
attempt to set the option price at not less
than the fair market value of the stock
subject to the option at the time the
option was granted depends on the facts
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and circumstances surrounding the case.
For example, in the case of a publicly
held stock which was actively traded in
an established market at the time the
option was granted, determining the fair
market value of such stock by any rea-
sonable method using market quotations
would establish that a good-faith at-
tempt to meet the requirements of sec-
tion 422(b) (4) and this paragraph was
made. On the other hand, in the case
of a stock which is not publicly traded,
if it is shown, for example, that the fair
market value of the stock at the date of
grant was based upon an average of the
fair market values as of such date set
forth in the opinions of completely in-
dependent and well-qualified experts,
such a showing will establish that there
was a good-faith attempt to meet the
requirements of section 422(b) (4) and
this paragraph. However, amounts
treated as unstated interest under sec-
tion 483 and the regulations thereunder,
if attributable to the exercise of options
granted after December 31, 1964, and
amounts paid as interest under a de-
ferred payment arrangement are not
includible as part of the “option price”.
See paragraph (e) (1) of §1421-7. In
the case of an option granted after July 1,
1966, an attempt to set the option price
at not less than fair market value will not
be regarded as made in good faith where
an adjustment of the option price to
allow for the application of section 483
results in the option price being lower
than the fair market value on which the
option price was based.

(3) A further exception to the re-
quirement of section 422(b) (4) and sub-
paragraph (1) of this paragraph is pro-
vided in the case of options granted after
December 31, 1963, and before January
1,1965. An amendment to the terms of
such an option made before January 1,
1965, to satisfy the requirements of sec-
tion 422(b) (4) and subparagraph (1)
of this paragraph will not be considered
a modification for purposes of section
425(h) and § 1.425-1. Furthermore, the
amendment will be considered as ret-
roactive to the date of grant of the op-
tion, and will in no way affect such
grant,

(f) Prior outstanding options. (1) (i)
Section 422(b) (5) provides that a quali-
fied stock option must, by its terms,
not be exercisable while there is out-
standing any qualified or restricted stock
option which was granted, before the
Eranting of the new qualified stock op-
tlon: to the individual to purchase stock
in his employer corporation, or in a cor-
boration which, at the time of the grant-
Ing of the new qualified stock option, is a
barent or subsidiary corporation of the
employer corporation, or a predecessor
Corporation of any of such corporations.
Thus, in general, under section 422
(b) (5), a qualified stock option must not
ba exercisable until all qualified and re-
strieted stock options which were pre-
Viously granted to the individual by the
grantor corporation, or by related or
Predecessor corporations, have been ex-
ercised in full or have expired solely by
feason of the lapse of time. The limita-
tion of section 422(b) (5) applies irre-
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spective of whether the transfer of stock
pursuant to such prior outstanding re-
stricted or qualified stock options can
qualify for the special tax treatment of
section 421. The exercisability of a
qualified stock option is not affected by
options which are not qualified or re-
stricted stock options.

(i) If the new qualified stock option
being granted to the individual, and all
the outstanding qualified and restricted
stock options previously granted to the
individual, are to purchase stock of the
same class in the same corporation, sec-
tion 422(c) (6) provides that the require-
ment of section 422(b)(5) will be con-
sidered to have been met if the new
option by its terms is not exercisable
while there is outstanding (within the
meaning of section 422(e) (2)) any such
previously granted option with an option
price (determined as of the date of grant
of the new option) higher than the option
price of the new option. Thus, & quali-
fied stock option to which section 422(c)
(6) applies may be exercisable without
regard to a prior outstanding option to
purchase stock of the same class in the
same corporation, if the option price
payable under such prior outstanding
option is not greater than the price of
the new option.

(iii) The restriction imposed by sec-
tion 422(b) (5) (or sec. 422(c) (6)(B))
must be set forth in the terms of the
option unless the individual in fact has
no prior outstanding qualified or re-
stricted stock options (or restricted stock
options previously granted which will
become outstanding at a future time) to
purchase stock of the grantor corpora-
tion, a related corporation, or a predeces-
sor corporation of any of such corpora-
tions, at the time the new qualified stock
option is granted. An option which in-
corporates by reference the provision of
a plan containing the restrictions re-
quired by section 422(b) (5) (or 422(c)
(6)(B)) will be treated as an option
which by its terms sets forth such re-
strictions. Except as provided by this
subdivision, if an option is granted which
does not contain the restriction imposed
by section 422(b) (5), either expressly or
by incorporation by reference, such op-
tion cannot be a qualified stock option,
irrespective of whether such restriction
is in fact complied with at the time the
option is exercised, and irrespective of
whether the plan under which the option
is granted contains the restriction re-
quired by section 422(b)(5). If the
terms of an option granted after Decem-=-
ber 31, 1963, and before January 1, 1965,
are amended before January 1, 1965, to
satisfy the requirements of this subdivi-
sion, the amendment will not be con-
sidered a modification for purposes of
section 425(h) and § 1.425-1, the amend-
ment will be considered as retroactive to
the date of grant of the option, and the
amended option will be treated as an
outstanding qualified stock option as of
the date of the original grant.

(2) For purposes of section 422(b) (5)
and this paragraph, the term “predeces-
sor corporation” means a corporation
which was a party to a transaction de-
scribed in section 425(a) (irrespective of

8795

whether a substitution or assumption un-
der such section was in fact effected)
with the grantor corporation, or a cor-
poration which, at. the time the new
qualified stock option is granted, is a
related corporation of the granfor cor-
poration, or a predecessor corporation of
any of such corporations.

(3) (1) Except as is otherwise provided
by this subparagraph, for purposes of
section 422(b) (5), a qualified or re-
stricted stock option is treated as out-
standing according to its original terms
until such option is exercised in full or
expires by reason of the lapse of time.
Thus, for example, if an option outstand-
ing according to its terms for 5 years is
revised to shorten to 1 year the period
during which it may be exercised, such
option is treated as outstanding for 5
years from the original date of grant for
purposes of section 422(b) (5), notwith-
standing the revision. If any portion of
such an option is not exercised, such
portion will be treated as outstanding
until the expiration of the maximum
period for which such portion, accord-
ing to the terms of the option when
granted, could have been exercised under
any circumstances. A qualified or re-
stricted stock option previously held by
an individual and replaced in a transac-
tion to which section 425(a) applies will
not thereafter be treated as outstanding.
However, if a qualified or restricted stock
option is modified and under section
425(h) such modification is considered
as the granting of a new option (even
though for other purposes only one op-
tion is regarded as being in existence),
the original qualified or restricted stock
option continues for the purposes of sec-
tion 422(b) (5) to be outstanding, and
may prevent an exercise of the new
qualified or restricted stock option until
the original option has, by its original
terms, expired.

(ii) A restricted stock option granted
before January 1, 1964, will not be treated
as outstanding for any period before the
first day on which (under the terms of
such option) it may be exercised. If
such an option is exercisable in install-
ments, each installment will be treated
as a separate option for purposes of this
rule, with each installment becoming out-
standing as of the first day it becomes
exercisable under the terms of the option.
However, this special rule does not af-
fect the date on which the option is
treated as granted. Thus, such a re-
stricted stock option affects the exercise
of a qualified stock option granted sub-
sequent to the grant of such a restricted
stock option to the extent the qualified
stock option is not exercised before the
restricted stock option becomes out-
standing. See example (7) under sub-
paragraph (4) of this paragraph,

(ili) A restricted stock option termi-
nated before January 1, 1965, will not
be treated as outstanding irrespective of
the reason for which such option was
terminated. If, under this subdivision,
the number of shares subject to a re-
stricted stock option is reduced, such op-
tion will be treated as outstanding for
purposes of section 422(b) (5) only with
respect to such reduced number of shares.
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(4) The application of this paragraph
may be illustrated by the following
examples:

Ezample (1). 8 Corporation is a subsidiary
of P Corporation. In 1963 E was an employee
of S Corporation and was granted a restricted
stock option by S to buy S stock. In June
of 1964 E left S and became an employee of
X Corporation, where he was granted a qual-
ified stock option to purchase X stock. X
Corporation is neither a related nor pred-
ecessor corporation of P or 8. On June 1,
1965, B leaves X to become an employee of P
Corporation, and on such date E s granted
a gualified stock option by P to purchase P
stock. E's restricted stock option to buy 8
stock was not cancelled during 1964, and both
his restricted stock option on S stock and
his gualified stock option on X stock are
outstanding on June 1, 1965, when E is
granted a qualified stock option to purchase
P stock. In order to meet the requirement
of section 422(b) (5), E's qualified stock op-
tion on P stock must, by its terms, not be
exercisable until E's restricted stock option
on S stock is exercised in full or expires
solely by reason of the lapse of time.

Ezample (2). E is an employee of P Cor-
poration. E holds a restricted stock option
granted June 1, 1963, and a qualified stock
option granted June 1, 1965. Both options
were granted to him by P to purchase P
stock. E has been granted no other quali-
fied or restricted stock options by P, a re-
lated corporation, or & predecessor corpora-
tion of any of such corporations. The price
payable under E's restricted stock option as
of June 1, 1965, is $100; the option price of
E's qualified stock option is $90. On June 1,
1066, P grants another qualified stock option
to E to purchase P stock at $95. Under sec-
tion 422(b)(5) and (c)(6), neither of E's
qualified stock options may be exercisable
until B’'s restricted stock option is exercised
in full or expires solely by reason of the lapse
of time. Assuming the restricted stock op-
tion is fully exercised on June 1, 1867, E
will be free to exercise either his 1965 or
1966 gualified stock option.

Ezample (3). Assume the same facts as in
example (2)., On November 80, 1964, P can-
cels E's restricted stock option and in ex-
change therefor issues a qualified stock op-
tion to E in place of the cancelled restricted
stock option. For purposes of section 422
(b) (5), E's restricted stock option is treated
as terminated and no longer outstanding as
of such date, and will not affect the exer-
cise of E's 1964, 1965, or 1966 qualified stock
options. The qualified stock option issued
in place of E’s restricted stock option will
be treated as outstanding for purposes of
scction 422(b)(5) as of November 80, 1964.

Exzample (4). Assume the same facts as in
example (3) except assume that the cancel-
lation of the restricted stock optlon takes
place on November 30, 1965, and that the
new option is a qualified stock option as of
such date. Assume further that the option
prices are as follows:

Restricted stock option. oo $100
Qualified stock option (granted June
AN O Y e e = e Sl S 90
Qualified stock option (granted No-
vember 30, 1965, upon cancellation
of restricted stock option) o2 85
Qualified stock option (granted June
A OB ) e e e e v o mm——— 95

and that each qualified stock option runs 5
years from grant, and that the restricted
stock option, according to its terms when
granted, would have expired solely by reason
of the lapse of time at the close of business
on May 31, 18656, Under section 422 (b) (6),
and (c)(2) and (8), E's restricted stock op-
tion is treated as outstanding according to
its original terms when granted, and E can-
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not exerclse any of his qualified stock options
until June 1, 1969 (the first day after the
expiration of the original period for which
E's restricted stock option was granted), On
June 1, 1969, E's June 1, 1965, qualified stock
option will be fully exercisable, E's Novem-
ber 30, 1965, qualified stock option will not
be exercisable untll after the full exercise
or expiration of E’'s June 1, 1965, qualified
stock option. The exercise of E’s June 1,
1966, qualified stock option is barred only
by E's restricted stock option. Thus, upon
the expiration of E’s restricted stock option,
E is free to exercise either his June 1965
qualified stock option, or his June 1966 qual-
ified stock option, while the exercise of his
November 1985 qualified stock option must
await the full exercise or expiration of his
June 1965 qualified stock option.

Ezample (5). Assume the same facts as In
example (4), On June 1, 1968, P Corporation
sells all of its assets to M Corporation, and
on such date E becomes an employee of M
Corporation, Assume further that M Corpo-
ration substitutes new options to purchase
M stock for the P options held by E, in a
transaction to which section 425(a) applies.
For purposes of section 422(b)(5), each M
Corporation option received by E in substi-
tution of a P Corporation option will be
treated as outstanding to the same extent
and In the same manner as the P option
which it replaces. Thus, none of the M
options recefved by E in substitution for his
qualified stock options on P stock may be
exercisable before June 1, 1969, and the M
option issued in substitution for E's Novem-
ber 1965, qualified stock option may be
exercisable only after the full exerclse or
expiration of the M option issued in substi-
tution for E's June 1, 1965, option on P
stock. If, in 1969, E is granted another
qualified stock option by M Corporation,
such qualified stock option will be subject to
the qualified stock options granted by M to
E in 1968 in substltution for E’'s gualified
stock options to purchase P stock. The
gualified stock options o purchase P stock
which were replaced by M in the transaction
to which section 425(a) applied will not be
treated as outstanding for any purpose un-
der section 422(b) (5).

Example (6). Assume the same facts as
in example (5) except assume that M does
not effect a substitution or assumption of
E's P Corporation qualified stock options
under section 425(a). Although P is neither
a parent nor s’ibsidiary of M, for purposes
of section 422(b) (8), P Is a predecessor cor-
poration of M Corporation, Accordingly, any
qualified stock options granted to E by M
(or its parent or subsidiary corporations, or
a predecessor corporation of any of such
corporations) must, by their terms, not be
exercisable until the expiration of the option
periods for all Af E's qualified and restricted
stock options granted to E by P Corporation.
Section 422(c)(6) cannot apply to permit
E to exercise his M options before the expira-
tion of the option periods of his P options
because not all of B's qualified and restricted
stock optlons which are outstanding (within
the meaning of sectlon 422(c)(2)) are to
purchase stock of the same class in the same
corporation.

Ezample (7). F is an employee of N Cor-
poration. Prior to January 1, 1964, N granted
a restricted stock option to F to purchase 100
shares of N Corporation stock at a price of
$100 per share. The option is exercisable in
installments as follows: 20 shares on or after
June 1, 1965; another 49 shares on or after
June 1, 1967; and the last 40 shares on or
after June 1, 1969. Under section 422(c)(2),
each Installment of F's restricted stock
option will be treated as becoming outstand-

ing as of the first day on which such install-
ment may be exercised. Thus, under the
facts given, any qualified stock options

granted to F by N Corporation to purchase
N stock at less than $100 per share will be
affected by F's restricted stock option as
follows: Before June 1, 1965, F may exercise
such gualified stock options without regard
to his restricted stock option; between Muy
31, 1965, and June 1, 1967, F may exercise
such qualified stock options only after the
full exercise of the first Installment of his
restricted stock option; between May 31,
1967, and June 1, 1869, F may exercise such
qualified stock options only after the full
exercise of the first and second Installments
of his restricted stock option; after May 31,
1969, ¥ may exercise such qualified stock
options only after the full exercise or expira-
tion of all Installments of his restricted stock
option.

Example (8). F is an employee of N Cor-
poration, On January 1, 1966, N grants F a
qualified option to purchase 100 shares of
N Corporation stock at a price of 8100 a
share at any time prior to January 1, 1971.
The stock is then selling at $100 a share.
On January 1, 1967, when the stock was sell-
ing at $95 a share, N modified the option to
permit F to exercise the option at any time
prior to January 1, 1972. Under section
425(h) N's modification is treated as the
granting of a new option to F. Although
for other purposes F, after the mogdification,
has one option to purchase 100 shares of N
Corporation stock at a price of $100 a share
at any time prior to January 1, 1972, for pur-
poses of section 422(b) (5), F Is regarded as
having two options, an “original” option to
purchase 100 shares at $100 a share prior to
January 1, 1971, and a modified option to
purchase 100 shares at $100 a share prior to
January 1, 1972. If the terms of the modi-
fied option include the language of sectlon
422(c) (6) (B), =0 that sectlon 422(b) (5) does
not apply, the modified option will be exer-
cisable Immediately as there is no prior out-
standing option to purchase stock at a higher
price.

Example (9), F is an employee of N Cor-
poration. On January 1, 1966, N grants F
a qualified option to purchase 100 shares of
N Corporation stoek at a price of $100 a share
at any time prior to Janusry 1, 1971. The
stock is then selling at $100 a share. On
January 1, 1967, when the stock was selling
at $95 a share, N modified the option to per-
mit I to purchase 100 shares of N Corpora-
tion stock at a price of $95 a share and to
exercise the option at any time prior to Jan-
uary 1, 1972. Under section 425(h) N's mod-
ification is treated as the granting of a new
option to F. Although for other purposes
F, after the modification, has one option to
purchase 100 shares of N Corporation at &
price of $95 a share at any fime prior to
January 1, 1972, for purposes of section
422(b) (5), F is regarded as having two ob-
tions. Thus, F may not exercise the modi-
fled option until January 1, 1971, as until
that date, the original option is regarded as
outstanding. If the option period had not
been extended, F would never have been able
to exercise the modified option because of the
limitation of section 422(b) (5) and the ex-
istence, for the purposes of that section, oi
a prior outstanding option having the same
expiration date as the new option.

(g) Restriction-on transferability. A
qualified stock option must, by its terms,
not be transferable by the individual to
whom it is granted otherwise than by will
or the laws of descent and distribution,
and must be exercisable, during the li.fn-
time of such individual, only by him.
For general rules relating to the restric-
tion on transferability required by sec-
tion 422(b) (6), see paragraph (b) (2) of
§ 1.421-7. For a limited exception to the
requirement of section 422(b)(6), sce
section 425(h) (3).
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(h) Options granted to certain share-
holders. (1) (i) In general, an option is
not a qualified stock option to the extent
that, immediately after such option is
‘granted, the optionee owns stock possess-
ing more than 5 percent of the total
combined voting power or value of all
classes of stock of the employer corpora-
tion, or a related corporation of such
corporation. Section 422(e) (3) provides
that, in applying the limitation of sec-
tion 422(b)(7), the rules of section
425(d) (relating to attribution of stock
ownership) shall apply in determining
the stock ownership of the individual,
and stock which the individual may pur-
chase under outstanding options
(whether or not such options qualify for
the special tax treatment afforded by
section 421(a)) shall be treated as stock
owned by the individual. An option is
outstanding for purposes of sections 422
(b) (7) and 422(e) (3) although under its
terms it may be exercised only in install-
ments or after the expiration of a fixed
period of time. The rules of section 422
(¢) (2) which are applied in determining
whether an option is outstanding for
purposes of section 422(b)(5) do not
apply with respect to section 422(b)(7)
and paragraph (e¢) (3).

(il) The determination of the per-
centage of the total combined voting
power or value of all classes of stock of
his employer corporation (or a related
corporation 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 voting
power or value of all shares actually is-
sued and outstanding immediately after
the grant of the option to such individ-
ual. The agegregate voting power or
value of all shares actually issued and
outstanding immediately after the grant
of the option does not include the vot-
ing power or value of treasury shares or
shares authorized for issue under out-
standing options held by the individual
or any other person.

_(2) If an indiyidual is granted an op-
tion which permits him to purchase stock
in excess of the limitation of section 422
(b) (7) (determined by applying the rules
of section 422(e)(3) and this para-
g€raph), such option shall be treated as
meeting the requirement of section 422
(b) () to the extent that such individ-
ual could, if the option were exercised
in full at the time of grant, purchase
stock under such option without exceed-
Ing such limitation. If shares in excess
of the number allowable under section
422(b) () are transferred to the individ-
ual under an option, such shares will not
be treated as transferred pursuant to the
Exercise of a gualified stock option, ir-
'esbective of whether the stock owner-
ship of the individual at the time of such
lrgnsfer exceeds the limitation of section
422(b) (7). The shares purchased under
an option deseribed in this subparagraph
Which will be treated as shares trans-
ferred pursuant to the exercise of a
guahﬁed stock option will be the first
shares acquired under the option. If
More shares are acquired in any one ex-
ereise of the option than can qualify as
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being transferred pursuant to the exer-
cise of a qualified stock option under the
rules of section 422(b) (7) and this para-
graph, the individual must designate
which shares are to be treated as having
been transferred pursuant to the exer-
cise of a qualified stock option.

(3) (1) If at the time the option is
granted the combined equity capital of
the employer corporation and its related
corporations does not exceed $2,000,000,
the 5-percent limitation of section 422
(b) (7) is increased by adding to such 5
percent the percentage (not higher than
5 percent) which bears the same ratio to
5 percent as the difference between such
combined equity capital and $2,000,000
bears to $1,000,000. Thus, if the em-
ployer corporation and its related cor-
porations have combined equity capital
of $1,000,000 or less, an employee may be
granted a qualified stock option so long
as the value or voting power of the stock
owned (or treated as owned) by such
employee does not exceed 10 percent of
the total combined voting power or value
of all classes of stock of any of such
corporations.

(ii) (@) Section 422(c)(3) provides
that the term “equity capital” means, in
the case of one corporation, the sum of
its money and other property (in an
amount equal to the adjusted basis of
such property for determining gain), less
the amount of its indebtedness (other
than indebtedness to shareholders). In
the case of a group of corporations con-
sisting of a parent and its subsidiary
corporations, the term “equity capital”
means the sum of the equity capital of
each of such corporations adjusted in
the manner provided by (b) of this sub-
division.

(b) In determining the equity capital
of a corporation which is a member of a
group of corporations consisting of a par-
ent and its subsidiary corporations, the
following adjustments shall be made:

(i) The sum of the money and other
property (in an amount equal to the ad-
justed basis of such property for deter-
mining gain) of such corporation shall
be reduced by the amount included in
the equity capital of such corporation in
respect of : stock owned by such corpora-
tion in any other corporation in the
group; cash, property, or services due
such corporation by any other corpora-
tion in the group; inventory owned by
such corporation, to the extent the ad-
justed basis (for determining gain) of
such inventory includes profits realized
by any other corporation in the group;
and fixed assets owned by such corpora-
tion, to the extent the adjusted basis (for
determining gain) of such fixed assets
includes profits realized by any other
corporation in the group; and

(ii) The total indebtedness of such
corporation which is taken into account
in determining its equity capital shall be
reduced by the amount of such indebted-
ness which is owed to any other cor-
poration in the group.

In making the reductions required by
this subdivision, no adjustments shall be
made to reflect any minority interest in
intercompany profits, indebtedness, or
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stock ownership; and no reduction is re-
quired to be made in respect of amounts
representing profits in the inventory or
fixed assets of a corporation arising from
intercompany transactions which oc-
curred before such corporation became
a member of the greup.

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

Example (1). E, an employee of M Cor-
poration, 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 common stock outstanding. M's equity
capital (as defined by section 422(c) (3) and
this paragraph) exceeds $2,000,000. Since
E owns 6 percent of the combined voting
power or value of all classes of M Corporation
stock, M cannot grant a qualified stock op-
tion to E. Any option granted to E which
purports to be a qualified stock option will
be treated as a compensatory option, and as
such, subject to the rules of § 1.421-6 of the
regulations. If E's father and brother each
owned 3,000 shares of M stock, and E owned
no M stock in his own name, the result 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. Simi-
larly, the result would be the same if, in-
stead 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 section 421,
since section 422(c)(3)(C) provides that
stock which the individual may purchase
under outstanding options shall be treated
as stock owned by such individual.

Example (2). Assume the same facts as
in example (1) and assume further that M
is a subsidiary corporation of P Corporation.
Irrespective of whether E owns any P stock,
and irrespective of the amount of P's equity
capital or number of P shares outstanding,
E cannot receive a qualified stock option from
P. This results from E’s ownership of more
than 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 422(b)(7), In any corporation in a
group of corporations, consisting of a parent
and its subsidiary corporations, cannot re-
celve a qualified stock option from any cor-
poration in the group.

Ezample (3). P is an employee of R Cor-
poration. R’s equity capital is in excess of
$2,000,000. R has only one class of stock, of
which 100,000 shares are issued and out-
standing. Assuming F owns no stock in R
or in any parent or subsidiary of R for pur-
poses of section 422(b)(7), R can grant a
qualified stock option to F for 5,000 shares,
since immediately after the grant of the
option F will ‘be treated as owning 5,000
shares of a total of 100,000 shares actually
issued and outstanding at such time. The
5,000 shares which F will be treated as own-
ing by reason of section 422(c)(3)(C) will
not be added to the 100,000 shares actually
issued and outstanding immediately after
the grant for purposes of determining
whether F's stock ownership exceeds the
limitation of section 422(b) (7).

Ezample (4). Assume the same facts as in
example (3) and assume further that on
June 1, 1965, R grants F an option, purport-
ing to be a qualified stock option, for 5,200
shares at an option price of $£100 per share,
the falr market value of R stock on such date.
This option will only be a qualified stock
option to the extent of 5,000 shares. Assume
R transfers 5,000 shares to F pursuant to F's
partial exercise of the option. Such transfer
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can qualify for the special tax treatment of
section 421. However, no further transfer of
shares pursuant to an exercise of this option
can qualify for the special tax treatment of
section 421, since the option was not a quali-
fied stock option when granted to the extent
it covered more than 5,000 shares. This is
true although F's stock ownership immedi-
ately after the transfer of the 5,000 shares to
him does not exceed the 5-percent limitation
of section 422(b) (7)., since F owns only 5,200
shares (5,000 shares outright, plus 200 shares
by reason of section 422(¢) (3) (C)) of a total
105,000 shares actually issued and outstand-
ing (the 100,000 shares issued and outstand-
ing when the option was granted to P, plus
an additional 5,000 shares issued and out-
standing as a result of F's exercise) .,

Ezample (5). E is an employee of P Cor-
poration. P owns 60 percent in value of the
stock of S Corporation, and P and S have
combined equity capital (as defined by sec-
tion 422(¢) (3) (A) (1i) and subparagraph (3)
of this paragraph) of $1,600,000. Since the
combined equity capital of P and S is less
than $2,000,000, there may be added to the
H-percent limitation of section 422(b) (7) the
additional percentage which bears the same
proportion to 5 percent as the difference be-
tween the combined equity capital of P and
S and $2,000,000 ($2,000,000 minus $1,600,000,
or $400,000) bears to $1,000,000, Accordingly,
there may be added to the 5-percent limita-
tion of section 422(b)(7) an additional 2
percent ($400,000 is to $1,000,000, as 2 percent
is to 5 percent), resulting in a limitation of
7 percent (5 percent plus 2 percent) for pur-
poses of section 422(b) (7). Thus, an option
which otherwise meets the requirements of
section 422(b) and which is granted to E by
P or S to purchase the stock of either of such
corporations will meet the requirement of
section 422(b) (7) to the extent that, imme-~
diately after such option is granted, E will
not own (or be treated as owning) stock in
either P or S possessing more than 7 percent
of the totdal combined voting power or value
of all classes of the stock of either of such
corporations which is actually issued and
outstanding at such time. If, at the time the
option is granted, E owns stock possessing
more than 7 percent of the total combined
voting power or value of the stock of either
P or S, the option could not qualify as a
qualified stock option, irrespective of which
corporation’s stock was the subject of the
option.

§ 1.423 Statutory provisions; employee
stock purchase plans.

Sec. 423. Employee stock purchase plans—
(a) General rule. Section 421(a) shall ap-
ply with respect to the transfer of a share of
stock to an individual pursuant to his exer-
cise of an option granted after December 31,
1963 (other than a restricted stock option
granted pursuant to a plan described in sec-
tion 424 (c) (3) (B) ), under an employee stock
purchase plan (as defined in subsection (b))
if—

(1) No disposition of such share is made by
him within 2 years after the date of the
granting of the option nor within 6 months
after the transfer of such share to him; and

(2) At all times during the period begin-
ning with the date of the granting of the
option and ending on the day 3 months be-
fore the date of such exercise, he Is an em-
ployee of the corporation granting such op-
tion, a parent or subsidiary corporation of
such corporation, or & corporation or a parent
or subsidiary corporation of such corporation
issuing or assuming a stock option in & trans-
action to which section 425(a) applies.

(b) Employee stock purchase plan. For
purposes of this part, the term "employee
stock purchase plan” means & plan which
meets the following requirements:
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(1) The plan provides that options are to
be granted only to employees of the em-
ployer corporation or of its parent or sub-
sldiary corporation to purchase stock in any
such corporation;

(2) Such plan is approved by the stock-
holders of the granting corporation within
12 months before or after the date such plan
is adopted;

(3) Under the terms of the plan, no em-
ployee can be granted an option if such em-
ployee, immediately after the option is grant-
ed, owns stock possessing 5 percent or more
of the total combined voting power or value
of all classes of stock of the employer cor-
poration or of its parent or subsidiary cor-
poration. For purposes of this paragraph,
the rules of section 425(d) shall apply in de-
termining the stock ownership of an Indi-
vidual, and stock which the employee may
purchase under outstanding options shall be
treated as stock owned by the employee;

(4) Under the terms of the plan, optlons
are to be granted to all employees of any
corporation whose employees are granted any
of such options by reason of their employ-
ment by such corporation, except that there
may be excluded—

(A) Employees who have been employed
less than 2 years,

{B) Employees whose customary employ-
ment is 20 hours or less per week,

(C) Employees whose customary employ-
ment is for not more than 5 months in any
calendar year, and

(D) Officers, persons whose principal du-
ties consist of supervising the work of other
employees, or highly compensated employees;

(5) Under the terms of the plan, all em-
ployees granted such options shall have the
same rights and privileges, except that the
amount of stock which may be purchased by
any employee under such option may bear a
uniform relationship to the total compen-
sation, or the basic or regular rate of com-
pensation, of employees, and the plan may
provide that no employee may purchase more
than & maximum amount of stock fixed un-
der the plan;

(6) Under the terms of the plan, the op-
tion price is not less than the lesser of—

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

(B) An amount which under thé terms of
the option may not be less than 85 percent of
the fair market value of the stock at the
fime such option is exercised;

(7) Under the terms of the plan, such op-
tion cannot be exercised after the expiration
of—

(A) Five years from the date such option
is granted if, under the ferms of such plan,
the option price is to be not less than 85 per-
cent of the fair market value of such stock
at the time of the exercise of the option, or

(B) 27 months from the date such option
is granted, if the option price is not determi-
nable in the manner described in subpara-
graph (A);

(8) Under the terms of the plan, no em-
ployee may be granted an option which per-
mits his rights to purchase stock under all
such plans of his employer corporation and
its parent and subsidiary corporations to ac-
crue at a rate which exceeds $25,000 of fair
market value of such stock (determined at
the time such option is granted). for each
calendar year in which such option is out-
standing at any time. For purposes of this
paragraph—

(A) The right to purchase stock under
an option accrués when the option (or any
portion thereof) first becomes exercisable
during the calendar year;

(B) 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 falr market value of such stock

(determined at the time such option s
granted) for any one calendar year; and

(C) A right to purchase stock which has
accrued under one option granted pursuant
to the plan may not be carried over to any
other option; and

(9) Under the terms of the plan, such op-
tion is not transferable by such individual
otherwlse than by will or the laws of descent
and distribution, and is exercisable, during
his lifetime, only by him.

For purposes of paragraphs (3) to (9), in-
clusive, where additional terms are contained
in an offering made under a plan, such addi-
tional terms shall, with respect to options
exercised under such offering, be treated as a
part of the terms of such plan.

(¢) Special rule where option price is be-
tween 85 percent and 100 percent of value
of stock. If the option price of a share of
stock acquired by an individual pursuant to
a transfer to which subsection (a) applies
was less than 100 percent of the fair market
value of such share at the time such option
was granted, then, in the event of any dispo-
sition of such share by him which meets
the holding period requirements of subsec-
tion (a), or in the event of his death (when-
ever occurring) while owning such share,
there shall bé included as compensation (and
not as gain upon the sale or exchange of a
capital asset) In his gross Income, for the
taxable year in which falls the date of such
disposition or for the taxable year closing
with his death, whichever applies, an
amount equal to the lesser of—

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

(2) The excess of the fair market value
of the share at the time the option was
granted over the option price.

If the option price is not fixed or deter-
minable at the time the option is granted,
then for purposes of this subsection, the
option price shall be determined as if the
option were exercised at such time. In the
case of the disposition of such share by the
individual, the basis of the share in his
hands at the time of such disposition shall
be increased by an amount equal to the
amount so includible in his gross Income
[Sec. 423 as added by sec. 221(a), Rev. Act
1964 (78 Stat. 63) |

§ 1.423-1 Applicability of section 121
(a).

(a) General rule. Subject to the pro-
visions of section 423(¢) and paragraph
(k) of this section, the special rules of
income tax treatment provided in section
421(a) apply with respect to the trans-
fer of a share of stock to an mdivxdgal
pursuant to his exercise of an option
granted after December 31, 1963, under
an employee stock purchase plan pro-
vided that the following conditions are
satisfied— _

(1) The individual must make no dis-
position of such share within 2 yeals
from the date of the granting of the op-
tion, nor within 6 months after the
transfer of such share to him; and

(2) At all times during the periqd be-
ginning with the date of the granting o1
the option and ending on the day three
months before the date of such exercise,
the individual must be an employee Of
either the corporation granting the op-
tion, a related corporation of such cor-
poration, or a corporation or a relaped
corporation of such corporation issuing
or assuming a stock option in a trans-
action to which section 425(a) applies.
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(b) Cross-references. For rules re-
lating to the employment relationship,
see paragraph (h) of § 1.421-7. For rules
relating 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(¢)
and paragraph (¢) of § 1.425-1,

§1.423-2 Employee
plan defined.

(a) In general. (1) The term “‘em-
ployee 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)
throngh (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 require-
ments 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 fo 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 quaiifies as an
option granted under an employee stock
purchase plan, such offering will not
meet the requirements of section 423(b)
(4). Accordingly, none of the options
granted under such offering will be eligi-
ble for the special tax freatment of sec-
tion 423(b)(4). If such an option is
granted to an individual who is not en-
titled to the grant of an option under
the terms of the plan or offering, such
option will not be treated as an option
granfed under an employee stock pur-
chase plan, and the grant of the option
will not disqualify the plan or the op-
tions granted under such plan or offer-
Ing. For example, an option granted to
an individual who is ineligible to receive
an option under an employee stock pur-
cthase plan by reason of his ownership of
5 percent or more of the voting power
or value of the stock of the grantor cor-
boration (or a related corporation of such
Corporation), will not be treated as an
Obtion granted under an employee stock
Purchase plan, and the grant of such an
obtion will not disqualify options granted
inder such plan from the special tax
reatment of section 421. If all the op-
tons granted under an offering do not
2lve the respective optionees the same
richts and privileges, none of the options
granted under such offering will be
treated as having been granted under an
émployee stock purchase plan. If, at the
Ume an option is granted, it qualifies as
an obtion granted under an employee
Stock purchase plan, but the terms of the
Op_tlon are not in fact met, the option
Will not qualify for the special tax treat-

stock purchase
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ment of section 421, However, the fail-
ure of such an option fo qualify for the
special tax treatment of section 421, will
not disqualify other options granted un-
der 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-
tiont If such a provision is not in-
cluded 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) Anem-
ployee stock purchase plan must be ap-
proved by the stockholders of the grant-
ing corporation within 12 months before
or after the date such plan is adopted.
The approval of the stockholders must
comply with all applicable provisions of
the corporate charter and bylaws, and
the law of the State of incorporation and
must represent the express consent of
stockholders holding at least a majority
of the voting stock of the corporation
voting in person or by proxy at a duly
held stockholders’ meeting. - Thus, if
neither the charter, bylaws or applicable
State law prescribes the degree of stock-
holder approval required for the granting
of qualified options, the approval of

.stockholders holding a majority of the

voting stock of the corporation voting at
a duly held meeting will suffice. How-
ever, if the applicable State law requires
that stockholders holding two-thirds of
the voting stock must approve the grant-
ing of such options, suc¢h two-thirds
requirement must be met.

(2) The plan required by section 423
must be approved within 12 months be-
fore or after the date the plan is adopted.
Ordinarily, a plan is adopted when ap-
proved by the board of directors and
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 adopfed 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 n.erely provides that the number
of shares which may be issued under
options shall not exceed a stated per-
centage of the shares oufstanding at the
time of each offering or grant under the
plan will not satisfy the requirement that
the plan state the aggregate number of
shares which may be issued under op-
tions. However, the maximum number
of shares which may be issued under the
plan may be stated in terms of a per-
centage 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 employees (or class of employees)
eligible to receive options under the plan,

8799

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 capitaliza-
tion such as a stock dividend or steck
split-up) will be treated as the adoption
of a new plan requiring approval of the
stockholders within 12 months of such
adoption. Similarly, a change in the
designation of corporations whose em-
ployees 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 designa-
tions of participating corporations may
be made from time to time from among
a group consisting of the grantor cor-
poration and its parent or subsidiary cor-
porations. The group from among
which such changes and designations are
permitted without additional stockholder
approval 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 adoption
and approval of such plan occurred be-
fore January 1, 1964.

(d) Options granted to certain share-
holders. (1) An employee stock pur-
chase plan must by its terms provide
that no employee can be granted an op-
tion if such employee, imediately 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 cor-
poration. In determining whether the
stock ownership of an employee equals
or exceeds this 5 percent limit, the rules
of section 425(d) (relating to attribu-
tion of stock ownership) shall apply,
and stock which the employee may
purchase under outstanding options
(whether or not such options qualify for
the special tax treatment afforded by
section 421(a)) shall be treated as stock
owned by the employee, 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 expiration of a fixed period of
time. If an option is granted to an in-
dividual whose stock ownership (as de-
termined under this paragraph for pur-
poses of section 423(h) (3)) exceeds the
limitation of section 423(bh) (3), no por-
tion of such option will be treated as hav-
ing been granted under an employee
stock purchase 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 re-
lated corporation of such corporation)
that is owned by the individual is made

by comparing the voting power or value
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of the shares owned (or f{reated as
owned) by the individual to the ag-
gregate voting power or value of all
shares actually issued and outstanding
immediately after the grant of the op-
tion to such individual. The aggregate
voting power or value of all shares actu-
ally issued and outstanding immediately
after the grant of the option does not in-
clude the voting power or value of treas-
ury shares or shares authorized for
issue under outstanding options held by
the individual or any other person.

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

Ezample (1). E, an employee of M Cor-
poration, 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 common stock outstanding. Since E
owns 6 percent of the combined voting power
or value of all classes of M Corporation stock,
M cannot grant an option to E under M's em-
ployee stock purchase plan. If E’'s father and
brother each owned 3,000 shares of M stock
and E owned no M stock in his own name,
the result 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
section 421, since section 423(b)(3) pro-
vides that stock which the employee may
purchase under outstanding options shall
be treated as stock owned by such employee.

Ezxample (2).  Assume the same facts as
in example (1) and assume further that M
is a subsidiary corporation of P Corporation.
Irrespective 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, l.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 par-
ent and its subsidiary corporations, cannot
receive an option under an employee stock
purchase plan from any corporation in the
group.

Ezample (3). F is an employee of R Cor-
poration, R has only one class of stock, of
which 100,000 shares are issued and out-
standing. Assuming F owns no stock in R
or in any parent or subsidiary of R for pur-
poses of section 423(b) (3), R can grant an
option to F under its employee stock pur-
chase plan for 4,999 shares, since immedi-
ately after the grant of the option, F would
not own § 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 outstanding immedi-
ately after the grant for purposes of deter-
mining whether F's stock ownership exceeds
the Iimitation of section 423(b)(3).

Ezample (4). Assume the same facts as in
example (3) and assume further than on
June 1, 1965, R grants F an option, purport-
edly 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.
[Reserved]

(1)
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(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 paragraph (h)
of §1.421-7 (relating to employment
relationship) .

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

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

Ezample (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 exercised 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 offering 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 righils 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 purchased
by any employee under such plan is
determined on the basis of a uniform
relationship to the total compensation,
or the basic or regular rate of compen-
sation of employees, or because the plan
provides that no employee may purchase
more than a maximum amount of stock
fixed under the plan. Thus, the provi-
sions applying to one option under an
offering (such as the provisions relating
to the method of payment for the stock
and the determination of the purchase
price per share) must apply to all other
options under such offering in the same
manner. 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
options 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 compensa-
tion, or the basic or regular rate of
compensation, of all employees. For ex-
ample, if an employee stock purchase
plan provides that the maximum amount
of stock which each employee may pur-
chase under the offering is one share for
each $100 of annual gross pay, options
granted under such offering will be
treated as meeting the requirement of
section 423(b) (5). However, such a pro-
vision must not exclude employees 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 re-
quirements of section 423(b) (5).

(3) [Reserved]

(g) Option price. (1) An employee
stock purchase plan musf, 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 option 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 determination of
when an option is granted, see paragraph
(c) of § 1.421-7. Any option which does
not meet the minimum pricing require-
ments 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 require-
ments. 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 qualifies as an option granted
under an employee stock purchase plan,
such offering will not meet the require-
ments of section 423(b)(4). Accord-
ingly, none of the options granted under
such offering will be eligible for the spe-
cial tax treatment of section 423(b) (4).

(2) The option price may be stated
either 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 al
grant, the option cannot meet the re-
quirement 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 mar-
ket value of the stock at the time the
option is exercised, since such a result
was nof certain to occur under the terms
of the option.

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

Ezample (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, oF
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 accept an amount which is less than the
minimum amount allowable under the terms
of such plan. Notwithstanding that the op-
tion was issued under an employee stock
purchase plan, the transfer of stock pursuant
to the exercise of such option does not satisfy
the requirement of section 423(b)(6) and
cannot qualify for the special tax treatment
of section 421.
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grample (2). Assume the same facts as
in example (1) and assume further that at
the time of grant, the falr market value of
3 Corporation stock 1s $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
satisfies the requirement of section 422(b)
{6), and can qualify for the special tax treat-
ment of section 421,

Ezample (3). Assume the same facts as
in example (2), except assume that the op-
tion price is set at 85 percent of the fair
market value of M stock at exercise, but not
more than $80 per share. This option can-
not satisfy the requirement of section 423
(b)(6) irrespective 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. Anemployee stock
purchase plan must, by its terms, pro-
vide that options granted under such
plan cannot be exercised after the ex-
piration 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 pe-
riod provided under the plan must not
exceed 5 years from the date of grant.
If the requirement of section 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 pur-
chase plan irrespective of whether such
options, by their terms, are exercisable
beyond the period allowable under sec-
tion 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 market value of the stock at
exercise may have an option period of 5
years irrespective 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
option 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
iirespective 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
employee 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 related cor-
borations at a rate which exceeds $25,000
In fair market value of such stock (deter-
mined at the time the option is granted)
for each calendar year in which any such
option granted to such individual is out-
]S‘anding at any time. In applying the
iﬂmation of section 423 (b) (8) —

(1) The right to purchase stock under
an option is deemed to accrue when the
obtion (or any portion thereof) first be-
;gmgs exercisable during the calendar
an‘“’ The right to purchase stock under
th option accrues at the rate provided in

© option, but in no case may such rate
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exceed $25,000 of fair market value of
such stock (determined at the time such
option is granted) for any one calendar
year; and

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

If an option is granted under an employee
stock purchase plan which satisfies the
requirement of section 423(b)(8), but
such option gives the optionee the right
to buy stock in excess of the maximum
rate allowable under such section and
this paragraph, no portion of such op-
tion will be treated as having been
granted under an employee stock pur-
chase plan. Furthermore, 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 em-
ployee is not granfed an option under
such offering which qualifies as an op-
tion granted under an employee stock
purchase plan, such offering will not
meet the requirements of section 423(b)
(4). Accordingly, none of the options
granted under such offering will be eligi-
ble for the special tax treatment of sec-
tion 421.

(2) The limitation of section 423(b)
(8) and this paragraph applies only to
options granted under employee stock
purchase plans and does not limit the
amount of stock which an employee may
purchase under qualified stock options
(as defined in section 422(b)), restricted
stock options (as defined in section 424
(b)), or any other stock options (except
those to which section 423 applies).
Stock purchased under options to which
section 423 does not apply will not limit
the amount which an employee may
purchase under an employee stock pur-
chase plan, except for purposes of the
5-percent stock ownership provision of
section 423(b) (3).

(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 calendar
year during which an option granted to
such individual under an employee stock
purchase plan is outstanding. Alter-
natively, 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 calen-
dar 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 option
was granted) for each calendar year in
which the option was outstanding. If
in any calendar year the individual holds
two or more outstanding options granted
under employee stock purchase plans of
his employer corporation, or a related
corporation 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 individual may
not purchase stock in anticipation that
the option will be outstanding for some
future year. Thus, the individual may
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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 preceding 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 having been exer-
cised at all, the failure to exercise the
option does not increase the amount of
stock which such individual may be per-
mitted to purchase under an option
granted in a year following the year
of such expiration. If an option granted
under an employee stock purchase plan
is outstanding in more than one calen-
dar 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 para-
graph, against the $25,000 limitation for
the earliest year in which such option
was outstanding, then, against the
$25,000 limitation for each succeeding
year, in order. For example, if an indi-
vidual 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 cor-
poration, and if such option was out-
standing in 3 calendar years, then
$25,000 in fair market value of such stock
(determined at the time the option was
granted) will be attributed to the first
calendar year in which such option was
outstanding, another $25,000 in fair mar-
ket value of such stock will be attributed
to the second calendar year in which
such option was outstanding, 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 pur-
chase plan (or under an employee stock
purchase plan of a parent or subsldiary
corporation of his employer corporation)
entitling him to purchase another
$15,000 in fair market value of such
stock (determined as of the dafe such
option is granted) for such last calendar
year.

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

Ezample (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
purchase 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 op-
tion provides that it cannot be exercised after
May 31, 1966. Under section 423(b) (8), the
option must not permit E to purchase more
than 250 shares of P stock during the calen-
dar year 1964, since 250 shares are equal to
$25,000 in fair market value of P stock de-
termined at the time of grant. During the
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calendar year 1965, E may purchase under
such option an amount of P stock equal to
the difference between $50,000 in falr market
value of P stock (determined at the time the
option 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 pur-
chase an amount of P stock equal to the dif-
Terence between $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 market value of such stock (deter-
mined at the time of grant of the option)
purchased under such option during the cal-
endar years 1864 and 1965. E may purchase
825,000 of stock for the year 1964 and $25,000
of stock for the year 1966, although the op-
tion was cutstanding 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 related corpo-
ration to purchase stock of any of such cor-
porations 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, permitting
him to purchase an additional $10,000 of
stock for each year it is outstanding.

Ezample (2). Assume the same facts as in
example (1), and assume further that the
option 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
another option under P's employee stock
purchase plan. Under such option, E may
be permitted 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 maximum 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
purchased 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 transferability re-
quired by section 423(b) (9), see para-
graph (b) (2) of § 1.421-7. For a limited
exception to the requirement of section
423(b) (9), see seetion 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 condi-
tions. necessary for the application of
section 421(a) exist, section 423(¢c) pro-
vides additional rules which are applica-
ble in casés 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 sharé by the individual
after the expiration of the 2-year and
the 6-month 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 individual’s gross income as com-
pensation (and not as gain upon the

RULES AND REGULATIONS

sale or exchange of a capital asset) the
lesser of—

(@) The amount, if any, by which the
price paid under the option was exceeded
by the fair market value of the share at
the time the option was granted, or

(b) The amount, if any, by which the
price paid under the option was exceeded
by the fair market value of the share at
the time of such disposition or death.

For purposes of applying the rules of sec-
tion 423¢(c) and this paragraph, if the
option price is not fixed or determinable
at the time the option is granted, the op-
tion price will be computed as if the
option had been exercised at such time.
The amount of compensation resulting
from the application of section 423(c)
and this paragraph shall be inciuded in
the individual’s gross income for the tax-
able year in which the disposition oc-
curs, or for the taxable year closing with
his death, whichever event results in the
application 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 exercising
the option, the employer corporation, or
its parent or subsidiary corporation.
Thus, notwithstanding the inclusion of
an amount as compensation in the gross
income of an individual, as provided in
section 423(¢), no income results to the
individual at the time the stock is trans-
ferred 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.

(ifi) 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 pursuant to his ex-
ercise of the option, the transfer of such
stock to the individual’s executor, admin-
istrator, heir, or legatee is deemed, for
the purpose of sections 421 and 423, to
be a transfer of the stock to the indi-
vidual exercising the option and a fur-
ther transfer by reason of death from
such individual to his executor, adminis-
trator, 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 sec-
tion 423(c). However, the basis of a
share of stock acquired after the death
of an employee by the exercise of an op-
tion granted to such employee under an
employee stock purchase plan shall be
determined in accordance with the rules
of section 421(c) and paragraph (¢) 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 decedent's

“income as compensation.

death of any amount in his gross income
under section 423(c). See example (9)
of this paragraph with respect to the
determination of basis of the share in
the hands of a surviving jeoint owner.

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

Example (1), On June. 1, 1964, the X Cor-
poration 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 failr market value of the X
Corporation stock on such date Is $100 per
share, On June 1, 1965, E exercises the op-
tion and on that date the X Corporation
transfers the share of stock to E. On Janu-
ary 1, 1967, E sells the share for $150, iis
fair market value on that date. E makes his
income tax return on the basis of the calen-
dar year. The income tax consequences to
E and X Corporations are as follows: (i)
compensation in the amount of $15 is in-
cludible in E's gross income for 1967, 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 (8$100), since such value is less than
the fair market value of the share on the
date of disposition ($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
Thus, E's basis
for the share fs $100. Since the share was
sold for $150, E realizes a gain of $50, which
is treated as long-term capital gain; (il) the
X Corporation is entitled to no deduction
under section 162 at any time with respect
to the share fransferred to E.

Ezample (2). Assume the same facts as
in example (1), except assume that E sells
the share of X Corporation stock on Janu-
ary 1, 1968, for 8§75, its fair market value on
that date, Since $75 is less than the optlon
price (885), no amount In respect of the sale
is includible as compensation in E’s gross
income 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 losg of $10 on
the sale, which loss is treated as a long-term
capital loss.

Ezample (3). Assume the same facts as 1
example (1), except assume that the option
provides that the option price shall be 90
percent 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 includible in E’'s gross income for
1967, the year of the disposition of the slmre'.
This is determined In the following manner:
The excess of the falr market value of the
stock at the time of the disposition ($150)
over the price paid for the share ($108) s
$42; and the excess of the fair market value
of the stock at the time the option was
granted ($100) over the option price, com-
puted as if the option had been exercised ab
such time ($90), is $10. Accordingly, §10,
the lesser, is includible in gross Income. Iff
this situation, E's cost basis of $108 s
increased by $10, the amount Includible in
E's gross income as compensation. Thus,
E's basis for the share is $118. Since H‘le
share was sold for $150, E realizes a gﬂf‘
of $33, which 1s treated as long-term capital
gain,

Ezample (4). Assume the same facts as h}
example (1), except assume that lnstead'ﬂs
selling the share on January 1, 1967, E m“*“‘h
a gift of the share on that day. In SuC’
case, 815 is includible as compensation -
E's gross income for 1967. E's cost baslsdcl)_
$85 is increased by $15, the amount inclu
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ble in E’s gross income as compensation.
Thus, E’s basis for the share is $100, which
hecomes 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 pur-
pose of determining gain, The donee's basis
for the purpose of determining loss, deter-
mined 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 ac-
quiring the share of stock on June 1, 1965,
E dies on August 1, 1966, at which time the
share has a falr market value of $150, Com-
pensation 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 s less than the falr 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.
Ezample (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
transfer of the share to him, the Income tax
i:x)xsequences are the same as in example

Ezample (8). Assume the same facts as in
example (1), except assume that the share
of stock was fssued 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, 1968, 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 basls of the share in the hands of E
and his wife for the purpose of determining
€ain or loss on the sale is $100, that is, the
Cost of $85 Increased by the amount of 815
Includible as compensation in E’s gross in-
come. The gain of $50 on the sale is treated
4 long-term capital gain, and is divided
£qually between E and his wife.

Ezample (9), Assume the same facts as
In exampie (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 mar-
ket value of $150. Compensation in the
amount of 815 is includible in E's gross in-
tome for the taxable year closing with his
death. See example (8). The basis of the
share in the hands of E's wife as survivor is
determined under section 1014 without re-
gard to the 815 Includible in the decedent’s
Bross income.,

; Ezample (10). Assume the same facts as
T example (9), except assume that E's wife
Predeceased him on July 1, 1966. Section
%23( ¢) does not apply in respect of her death.,
lgpon the subsequent death of E on August 1,

66, the Income tax consequences in re-
zrr)ect of E's taxable year closing with the date
o his death, and in respect of the basis of
‘-he s‘hare In the hands of his estate, are
mi Sime as in example (6). If E had sold
A S{xare on July 15, 1966 (after the death of
it Wife), for $150, its fair market value at

: 8t time, the income tax consequences
Would be the same as in example (1),
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§ 1.424 Statutory provisions; restricted
stock options.

Sec. 424. Restricted stock options—(a) In
general. Section 421(a) shall apply with
respect to the transfer of a share of stock
to an individual pursuant to his exercise
after 1949 of a restricted stock option, if—

(1) No disposition of such share is made
by him within 2 years from the date of the
granting of the option nor within 6 months
after the transfer of such share to him, and

(2) At the time he exerclses such op-
tlon—

(A) He is an employee of either the cor-
poration granting such option, a parent or
subsidiary corporation of such corporation,
or a corporation or a parent or subsidiary
corporation of such corporation issuing or
assuming a stock option in a transaction to
which section 425(a) applies, or

(B) He ceased to be an employee of such
corporations within the 3-month period pre-
ceding the time of exercise.

(b) Restricted stock option. For purposes
of this part, the term “restricted stock op-
tion™ means an option granted after Febru-
ary 26, 1945, and before January 1, 1964 (or,
if it meets the requirements of subsection
(c).(3), an option granted after December 31,
1963), to an individual, for any reason con-
nected with his employment by a corpora-
tion, if granted by the employer corporation
or its parent or subsidiary corporation, to
purchase stock of any of such corporations,
but only if—

(1) At the time such option is granted—

(A) The option price is at least 85 percent
of the falr market value at such time of the
stock subject to the option, or

(B) In the case of a variable price option,
the option price (computed as if the option
had been exercised when granted) is at least
85 percent of the fair market value of the
stock at the time such option is granted;

(2) Such option by its terms is not trans-
ferable by such individual otherwise than by
will or the laws of descent and distribution,
and is exercisable, during his lifetime, only
by him;

(3) 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 of the
employer corporation or of its parent or sub-
sldiary corporation. This paragraph shall
not apply if at the time such option is
granted the option price 1s at least 110 per-
cent of the fair market value of the stock
subject to the option, and such option either
by its terms is not exercisable after the ex-
piration of 5 years from the date such option
is granted or is exercised within one year
after August 16, 1954. For purposes of this
paragraph, the provisions of section 425(d)
shall apply in determining the stock owner-
ship of an individual; and

(4) Such option by its terms is not exer-
cisable after the expiration of 10 years from
the date such option is granted, if such
option has been granted on or after June 22,
1954.

(¢) Special rules—(1) Options wunder
which option price is between 85 percent and
95 percent of value of stock. If no disposi-
tion of a share of stock acquired by an indi-
vidual on his exercise after 1949 of a re-
stricted stock option is made by him within
2 years from the date of the granting of the
option nor within 6 months after the trans-
fer of such share to him, but, at the time the
restricted stock option was granted, the
option price (computed under subsection
(b) (1)) was less than 95 percent of the fair
market value at such time of such share,
then, in the event of any disposition of such
share by him, or in the event of his death
(whenever occurring) while owning such
share, there shall be included as compensa-
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tion (and not as gain upon the sale or ex-
change of & capital asset) In his gross income,
for the taxable year in which falls the date
of such disposition or for the taxable year
closing with his death, whichever applies—

(A) In the case of a share of stock
acquired under an option qualifying under
subsection (b)(1)(A), an amount equal to
the amount (if any) by which the option
price is exceeded by the lesser of—

(1) The fair market value of the share at
the time of such disposition or death, or

(i) The fair market value of the share at
the time the option was granted; or

(B) In the case of stock acquired under an
option qualifying under subsection (b)(1)
(B), an amount equal to the lesser of—

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

(il) The excess of the fair market value of
the share at the time the option was granted
over the option .price (computed as if the
option had been exercised at such time).

In the case of a disposition of such share by
the Individual, the basis of the share in his
hands at the time of such disposition shall
be increased by an amount equal to the
amount so includible in his gross income.

(2) Variable price option. For purposes
of subsection (b)(1l), the term ‘“variable
price option" means an option under which
the purchase price of the stock is fixed or
determinable under a formula in which the
only variable is the fair market value of the
stock at any time during a period of 6 months
which includes the time the option is exer-
cised; except that in the case of options
granted after September 80, 1958, such term
does not include any such option in which
such formula provides for determining such
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 falr market value of the
stock during the calendar month in which
the option Is exerclsed.

(8) Certain options granted after Decem-
ber 31, 1963. For purposes of subsection (b),
an option granted after December 31, 1963,
meets the requirements of this paragraph if
granted pursuant to—

(A) A binding written contract entered
into before January 1, 1964, or

(B) A written plan adopted and approved
before January 1, 1964, which (as of Janu-
ary 1, 1964, and as of the date of the granting
of the option)—

(1) Met the requirements of paragraphs
(4) and (5) of section 423(b), or

(ii) Was being administered in a way
which did not discriminate in favor of offi-
cers, persons whose principal dutlies consist
of supervising the work of other employees,
or highly compensated employees.

[Sec. 424 as added by sec. 221(a), Rev. Act
1964 (78 Stat. 63) ]

§ 1.424-1 Applicability of section 421

(a).

(a) In general. (1) Subject to the
provisions of section 424(c), the special
rules of income tax treatment provided
in section 421(a) apply with respect to
the transfer of a share of stock to an
individual pursuant to his exercise after
1949 of a restricted stock option provided
that—

(1) The individual makes no disposi-
tion of such share within 2 years from
the date of the granting of the option,
nor within 6 months after the transfer
of such share to him; and

(1i) At the time he exercised such
option—
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(a) The individual is an employee of
either the corporation granting the op-
tion, a related corporation of such cor-
poration, or a corporation or a related
corporation of such corporation issuing
or assuming a stock option in a trans-
action to which section 425(a) applies,
or

(b) The individual ceased to be an
employee of such corporations within the
3-month period preceding the time of
such exercise.

(2) For general rules relating to the
employment relationship, see paragraph
(h) of § 1.421-7. For rules relating to
the employment relationship when there
has been a transaction described in sec-
tion 425(a) (relating to corporate re-
organizations, liquidations, ete.) see
§ 1.425-1. For rulesrelating to the effect
of a disqualifying disposition, see sec-
tion 421(b) and paragraph (b) of
§ 1.421-8. For definition of the term
‘‘disposition”, see section 425(¢c) and
paragraph (c) of § 1.425-1.

(b) Examples. The application of
this section may be illustrated by the
following examples:

Ezample (1). On June 1, 1958, X Corpora-
tion grants a restricted stock option to A,
an employee of X Corporation, to purchase
a share of X stock. A continues to be em-
ployed by X Corporation until February 1,
1964, when X sells the plant where A is em-
ployed to M Corporation, an unrelated cor-
poration. On such date, A becomes em-
ployed by M. A continues to be employed
by M Corporation until June 1, 1964, when
A exercises his option on X Corporation.
Section 421 is not applicable to this exercise,
because on June 1, 1964, A was not employed
by the corporation which granted the option
or by a related corporation of such corpora-
tion, nor was he employed by any of such
corporations within three months before
June 1, 1964.

Ezample (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
section 425(a). If A exercises the option to
purchase the share of M stock on June 1,
1964, section 421 is applicable, for A is then
employed by a corporation which issued an
option under section 425(a).

Ezample (3). Assume that P Corporation
owns all of the stock of S Corporation and
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.

§ 1.424-2 Restricted stock option.

(a) Restricted stock option defined.
(1) A ‘“restricted stock option” is an
option granted after February 26, 1945,
and before January 1, 1964 (or, if it
meets the requirements of section
424(c) (3), an option granted after De-
cember 31, 1963), to an individual, for
any reason connected with his employ-
ment by a corporation, if granted by the
employer corporation or a related cor-
poration, to purchase stock of any such
corporations, but, except in the case of
options described in subparagraph (2)
of this paragraph, only if—
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(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;

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

(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 subsidiary
corporation; and

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

For purposes of applying the rule of sub-
division (i) of this subparagraph to a
variable price option (as defined by sec-
tion 424(c) (2) and paragraph (c) of
this section) under which the option
price is determined by a formula de-
sceribed in paragraph (e) of this section,
the option price shall, notwithstanding
any provision of the option, be computed
as if such option is exercised on the day
when it iIs granted. For example, if on
June 15, 1959, an option is granted pro-
viding that the option price shall be $10
under the average fair market value of
the stock during the month in which the
option iIs exercised or the average fair
market value of the stock during the pre-
ceding 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 (1)
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 a related cor-
poration, an option is a restricted stock
option if—

(1) 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 a related cor-
poration, to purchase.sfock of any of
such corporations;

(ii) At the time such option is granted
the option price is at least 110 percent
of the fair market value at such time of
the stock subject to the option;

(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 exercisable,
during his lifetime, only by him; and

(iv) Such option by its terms is not
exercisable after the expiration of 5
yvears from the date on which such option
was granted or is exercised within 1 year
after August 16, 1954,

(3) In determining the amount of
stock owned by an individual for the pur-
pose of applying the 10 percent test of
section 424(b) (3), the rules of section
425(d) (relating to attribution of stock
ownership) shall apply. See § 1.425-1,

(4) For general rules relating to the
employment relationship, see paragraph
(h) of §1.421-7. For general rules re-
lating to the restriction on transferabil-
ity required by section 424(h)(2) and
this paragraph, see paragraph (b) (2) of
§ 1.421-7. For modification of certain
options so as to conform to the require-
ment of section 424(b) (2), see section
425(h) (3).

(b) Special rule where option price is
between 85 percent and 95 percent of
value of stock. (1) (i) If all the condi-
tions necessary for the application of
section 421(a) exist, section 424(c) (1)
provides additional rules which are ap-
plicable 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
expiration of the 2-year and the 6-month
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
individual’s gross income as compensa-
tion (and not as gain upon the sale or
exchange of a capital asset) an amount
determined in the following manner. If,
at the time the option was granted, the
option price was fixed or determinable,
and was at least 85 percent of the fair
market value of the stock subject to such
option, such amount shall be the amount,
if any, by which the option price is
exceeded by the lesser of the fair market
value of the share at the time the option
was granted or the fair markef value of
the share at the time of such disposition
or death. However, in the case of 2
variable price option (as defined by sec-
tion 424(c)(2) and paragraph (c) of
this section) under which the option
price (computed as if the option had
been exercised when granted) at the
time the option was granted was at least
85 percent of the fair market value of
the stock subject to such option, such
amount shall be whichever of the fol-
lowing amounts is the lesser:

(@) 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 option
was granted over “he option price, com-
puted ag if the option had been exercised
at such time.

The amount of such compensation shall
be included in the individual’s gross in-
come for the taxable year in which the
disposition occurs or for the taxable
year closing with his death, whichevel
event results in the application of sec-
tion 424(c) (1) and this paragraph.
(ii) The application of the special
rules provided in section 424(c) shall
not affect the rules provided in section
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421(a) with respect to the individual
exercising the option, the employer cor-
poration, or a related corporation. Thus,
notwithstanding the inclusion of an
amount as compensation in the gross
income of an individual, as provided in
section 424(e¢) (1), no income resulfs 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 a
related corporation with respect to such
amount,

(iii) If the individual exercises a re-
stricted stock option during his lifetime
and dies before the stock is transferred to
him pursuant to his exercise of the op-
tion, the transfer of such stock to the
individual’'s executor, administrator,
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, administrator, heir, or legatee.

(2) If the specia] rules provided in
section 424(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 424(e) (1). However, in the case
of a share of stock acquired by the ex-
ercise of a restricted stock option after
the death of the employee to whom the
option was granted, the basis of such
share shall be determined in accordance
with the rules of section 421(¢) and par-
agraph (e) of § 1.421-8. If the special
rules provided in section 424(c) (1) 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
inheritance 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 424(c) (1). See ex-
ample (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
maylbe illustrated by the following ex-
amples:

Ezample (1). On June 1, 1959, the X Cor-
Poratlon grants to E, an employee, a re-
stricted stock option to purchase a share of
X Corporation’s stock for $85. The fair mar-
ket value of the X Corporation stock on such
date is $100 per share. On June 1, 1965, E
fXercises the option and on that date the
X Corporation transfers the share of stock
o 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 income tax con-
Sequences to E and X Corporation are as fol-
lows: (i) Compensation in the amount of
§15 1s Includible in E’s gross income 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 option
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 10ss on the
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sale of the share, E's cost basis of 885 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
which is treated as long-term capital gain;
was sold for $150, E realizes a gain of $50,
(ii) the X Corporation is entitled to no de-
duction under section 162 at any time with
respect to the share transferred to E.

Ezxample (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 875, its falr market value on that
date. Since 875 1s less than the option price
($85), no amount in respect of the sale is
includible 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.

Ezample (3). Assume the same facts as in
example (1), except assume that the option
provides that the option price shall be 90
percent 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 stock.
Compensation in the amount of $10 is in-
cludible in E's gross income for 1967, the year
of the disposition of the share. This isde-
termined in the following manner. The ex-
cess 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 falr market value of the
stock at the time the option was granted
(8100) over the option price, computed as if
the option had been exercised at such time
(890), is 810. Accordingly, $10, the lesser, is
includible in gross income. In this situa-
tion, 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 1s treated as
long-term capital gain.

Ezample (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, $15 is Includible as compensation in
E’s gross income for 1967. E’s cost basis of
$85 is Increased by $15, the amount Includi-
ble 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.

Ezample (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
(875) 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 basls for the
share is $85, which becomes the donee's
basis, as of the time of the gift, for the pur-
pose of determining gain. The donee’s basls
for the purpose of determining loss, deter-
mined under section 1015(a), is 875 (fair
market value of the share at the date of gift).
- Ezample (6). Assume the same facts as
in example (1), except assume that after
acquiring the share of stock on June 1, 1965,
E dies on August 1, 1966, at which time the
share has a fair market yalue of $150, Com-
pensation in the amount of $15 is includible
in E’s gross income for the taxable year clos-
ing with his death, such $15 being the differ-
ence 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 (8150). The basis of the share in the
hands of E's estate is determined under sec-
tion 1014 without regard to the $15 Includi-
ble in the decedent's gross income.
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Example (7). Assume the same facts as
in example (6), except assume that E dles
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 transfer of the share to him, the income
tax consequences are the same as in ex-
ample (6).

Ezample (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 sur-
vivorship, 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 dis-
position of the share. The basis of the share
in the hands of E and his wife for the pur-
pose of determining gain or loss on the sale
is $100, that is, the cost of $85 increased by
the amount of 815 includible as compensa-
tion In E's gross income. The gain of $50
on the sale is treated as long-term capital
gain, and is divided equally between E and
his wife,

Ezample (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 sur-
vivorship, and that E predeceased his wife
on August 1, 1966, at which time the share
had a fair market value of $150. Compensa-
tion In the amount of $15 is includible in
E's gross income for the taxable year clos-
ing with his death. See example (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 includible in the
decedent’s gross income.

Ezample (10). Assume the same facts as
in example (9), except assume that E's wife
predeceased him on July 1, 1966. Section
424 (c) does not apply in respect of her death.
Upon the subsequent death of E on Au-
gust 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 income tax conse-
quences would be the same as in example
(1).

(e) Variable price option defined. (1)
For purposes of section 424 and this sec-
tion, the term “variable price option”
means an option under which the option
price is determined by a formula in
which the only variable is the fair mar-
ket value of the stock at any time during
a period of six consecutive months which _
includes the day on whith such option
is exercised. Except as provided in sub-
paragraph (2) of this paragraph, such
formula may provide for determining
such price by reference to such value on
any particular day in such 6-month pe-
riod, or by reference to an average 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 exer-
cised. - Sych 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 granted. 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 ex-

‘ercised, but such price shall not be less

than $85, nor more than $110, Another
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example of a formula which meets the
requirements of this paragraph is a
provision that the option price shall be
95 percent of the fair market value of
the stock on the day the option is ex-
ercised but not more than $95. However,
the requirements of this paragraph
are not met by a formula which provides
that if the profits of the employer for
the year do not exceed $100,000, the op-
tion price shall be $15 under the fair
market value of the stock the option is
exercised, but if such profits exceed
$100,000, the option price shall be $20 un-
der such value of the stock. For an
example of how to determine whether an
option which contains a formula meeting
the requirements of this paragraph also
meets the requirement that the option
price must be at least 85 percent of the
fair market value of the stock at the
time the option is granted, see paragraph
(a) (1) of § 1.424-2,

(2) In the case of an option granted
after September 30, 1958, the term “vari-
able price option” does not include 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 exercised. Whether an option
meets the requirement of this paragraph
shall be determined solely by reference
to the terms of the option, and the cir-
cumstances existing at the time the op-
tion is granted or exercised are imma-
terial. Thus, an option, granted after
September 30, 1958, and containing a
pricing formula which takes into con-
sideration the value of the stock at any
time before the option is exercised, is
subject to the new limitation and does
not meet the requirement of this para-
grapn, even though the option price is
not actually based upon such prior fair
market value either at the time the op-
tion is exercised or at the time the op-
tion price is computed as if it were
exercised for the purpose of applying the
85 percent test of section 424(b) (1). For
example, a formula which provides that
tha option price is to be 45 percent of
the fair market value of the stock 30
days before the date on which the option
is exercised, but not more than $85, will
not qualify under this paragraph since
under this formula the price may be
determinable 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 qualify. In the
case of an option granted after Septem-
ber 30, 1958, the only way that a formula
which provides for determining the op-
tion price by reference to thé fair mar-
ket value of the stock at a time before
the option is exercised can come within
the requirement of this paragraph is to
provide that the option price is to be de-
termined by reference to such fair mar-
ket value only if such fair market value
is not greater than the average fair mar-
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ket value of the stock during the month
in which the option is exercised. If un-
der the terms of an option the price is
to be determined by reference to the fair
market value of the stock at a time be-
fore the option is exercised, whether such
value is higher or lower than the aver-
age fair market value of the stock during
the month the option is exercised, such
option will not be considered a restricted
stock option since the option price may
be based upon the prior value of the
stock when such value exceeds the aver-
age fair market value of the stock during
the month the option is exercised. How-
ever, if an option provides for determin-
ing the option price by reference to a
prior fair market value of the stock only
when such value is lower than such aver-
age 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
exercised means such value during the
calendar 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 ascertain the fair
market value of the stock for each day
during the month, including those days
which are not business days. In ascer-
taining the fair market value of the stock
for each day, the generally accepted
principles for ascertaining such value will
be applied.

(d) Certain options granted after De-
cember 31, 1963. (1) In general, the
term ‘‘restricted stock option” means
only a stock option which is grantfed
affer February 26, 1945, and before Janu-
ary 1, 1964, and which meets the require-
ments of section 424(b) and paragraph
(a) of this section. However, section 424
(c) (3) provides that if an option is
granted after December 31, 1963, and
such option meets the requirements of
section 424(b) and this section, the op-
tion will be treated as a restricted stock
option, provided such option is granted
pursuant to—

(i) A binding written contract entered
into before January 1, 1964, or

(ii) A written plan adopted and ap-
proved before January 1, 1964, which (as
of January 1, 1964, and as of the date of
the granting of the option) —

(a) Met the requirements of section
423(b) (4) and (5) and paragraphs (e)
and (f) of § 1.423-2 (relating to employ-
ees covered by the plan, and equal rights
and privileges, respectively), or

(b) Was being administered in a way
which did not discriminate in favor of
officers, persons whose principal duties
consist of supervising the work of other
employees, or highly compensated em-
ployees. ;

In determining whether an option is
granted pursuant to a plan described in
subdivision (ii) of this subparagraph,
the terms of any written offering that
was made on or before January 1, 1964,
will be treated as a part of the terms of
the plan.

(2) For purposes of section 424(c) (3)
(A) and this paragraph, a binding writ-

ten contract means only a written con-
tract under which the employee has an
enforceable right to compel the grant or
modification (as defined by section 425
(h) and paragraph (e) of § 1.425-1) of
a restricted stock option, or to obtain
damages upon the breach of such con-
tract. A contract which provides that
the individual’s right to a restricted stock
option is contingent upon the happening
of an event (including the passage of
time) may satisfy the requirements of
section 424(c) (3) (A). However, if the
event itself, or the determination of
whether the event has occurred, rests
with the board of directors or any other
individual or group (other than an ar-
bitrator), the contract will not be treated
as giving the employee an enforceable
right for purposes of section 424(c) (3)
(A) or this paragraph.

(3) (i) For purposes of applying sec-
tion 424(c) (3) (B) with respect to op-
tions granted after December 31, 1963,
and before October 1, 1967, the adoption
and approval of a plan required by such
section and this paragraph will be
deemed to have occurred if the plan was
adopted and approved on or before De-
cember 31, 1963, in the manner required
by the applicable law of the State of
incorporation. Thus, an option granted
within such period pursuant to a re-
stricted stock option plan which was not
approved by the stockholders of the
grantor corporation, but which was
adopted by an authorized executive com-
mittee and approved by the board of
directors of the grantor corporation be-
fore January 1, 1964, will meet the re-
quirements of section 424(c)(3) (B) re-
lating to adoption and approval, provided
that the granting of options pursuant
to such a plan is not contrary to the
applicable State law. However, Wwith
respect to options granted on or after
October 1, 1967, the approval required'by
section 424(c) (3) (B) must comply with
all applicable provisions of the corporate
charter and bylaws and the law of the
State of incorporation and must repre-
sent the express consent of stockholders
holding at least a majority of the vot-
ing stock of the corporation voting in
person or by proxy at a duly held stock-
holders’ meeting. The plan as adopted
and approved must designate the ag-
gregate number of shares which may be
issued under the plan, and the corpora-
tions or class of corporations whose em-
ployees may be offered options under
such plan. A plan which merely pro-
vides 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 requirement that the plan state the
aggregate 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.
Any increase in the aggregate number of
shares which may be issued under the
plan (other than an increase merely re-
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flecting & change in capitalization such
as a stock dividend or stock split-up)
will be treated as the adoption of a new
plan requiring stockholder approval.
Similarly, a change in the designation of
corporations 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
participating corporations may be made
from time to time from among a group
consisting of the grantor corporation and
its parent or subsidiary corporations.
The group from among which such
changes and designations are permitted
without additional stockholder approval
may include corporations having become
parents or subsidiaries of the grantor
after the adoption and approval of the
plan. Any other changes in the terms
of a restricted stock option plan may be
made without such changes being con-
sidered the adoption of a new plan.

(ii) A plan may qualify under section
424(c) (3) (B) (il) and paragraph (1) (ii)
(b) of this paragraph even though cover-
age thereunder is limited to employees
who have either reached a designated
age or haye been employed for a desig-
nated number of years, or who are em-
ployed in certain designated departments
or are in other classifications, provided
that the effect of coverage of such em-
ployees does not disecriminate in favor of
officers, persons whose principal duties
consist of supervising the work of other
employees, or highly compensated em-
ployees. Furthermore, a plan (which is
not otherwise discriminatory) will not be
considered discriminatory merely be-
cause options are granted only to full-
time employees (rather than employees
working 20 hours per week or more), or
because employees with less than 6
months employment per taxable year are
omitted (rather than employees whose
annual employment is for not more than
5 months per taxable year).

(4) An option issued or assumed in a
trf}nsaction to which section 425(a) ap-
Dhqs is treated as a continuation of the
option previously held by such individual.
Accordingly, if the option previously held
by the individual was a restricted stock
option (whether or not such restricted
stock option was granted before, on, or
after December 31, 1963), the option re-
celved in the transaction to which sec-
tion 425(a) applies will be treated as
a restricted stock option irrespective of
Whether such option meets the require-
ments of section 424 (c) (3).

§ 1425  Statutory provisions; definitions
and special rules.

Sec, 425. Definitions and special rules—
(1) Corporate reorganizations, liquidations,
src. For purposes of this part, the term
issuing or assuming a stock option in a
transaction to which section 425(a) applies"
means a substitution of a new option for the
old option, or an assumption of the old
O{nmn, by an employer corporation, or a
D«frfm or subsidiary of such corporation, by
feason of a corporate merger, consolidation,
:Cqmsnwn of property or stock, separation,
€organization, or liguidation, if—
ke(t 1) The excess of the aggregate falr mar-
: value of the shares subject to the option
mmediately after the substitution or as-
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sumption over the aggregate option price
of such shares {8 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

(2) The new option or the assumption of
the old option does not give the employee
additional benefits which he did not have
under the old option.

For purposes of this subsection, the parent-
subsidiary relationship shall be determined
at the time of any such transaction under
this subsection.

(b) Acquisition of mew stock. For pur-
poses of this part, if stock is received by an
individual in a distribution to which section
305, 354, 355, 356, or 1036 (or so much of
section 1031 as relates to section 1036)
applies, and such distribution was made
with respect to stock transferred to him
upon his exercise of the option, such stock
shall be considered as having been transferred
to him on his exercise of such option. A
similar rule shall be applied In the case of &
series of such distributions.

(¢) Disposition—(1) In general. Except
as provided in paragraph (2), for purposes
of this part, the term “disposition™ includes
a sale, exchange, gift, or a transfer of legal
title, but does not include—

(A) A transfer from a decedent to an
estate or a transfer by bequest or inherit-
ance;

(B) An exchange to which section 354,
355, 356, or 1036 (or so much of section 1031
as relates to section 1036) applies; or

(C) A mere pledge or hypothecation.

(2) Joint tenancy. The acquistion of a
share of stock in the name of the employee
and another jointly with the right of sur-
vivorship or a subsequent transfer of a share
of stock into such joint ownership shall not
be deemed a disposition, but a termination
of such joint tenancy (except to the extent
such employee acquires ownership of such
stock) shall be treated as a disposition by
him occurring at the time such joint tenancy
1s terminated.

(d) Atiribution of stock ownership. For
purposes of this part, in applying the per-
centage limitations of sections 422(b)(7),
423(b) (3), and 424(b) (8)—

(1) The individual with respect to whom
such Iimitation is being determined shall be
considered as owning the stock owned,
directly or indirectly, by or for his brothers
and sisters (whether by the whole or half
blood) , spouse, ancestors, and lineal descend-
ants; and

(2) Stock owned, directly or indirectly,
by or for a corporation, partnership, estate,
or trust, shall be considered as being owned
proportionately by or for its shareholders,
partners, or beneficlaries,

(e) Parent corporation. For purposes of
this part, the term “parent corporation”
means any corporation (other than the em-
ployer corporation) in an unbroken chain of
corporations ending with the employer cor-
poration if, at the time of the granting of the
option, each of the corporations other than
the employer corporation owns stock possess-
ing 50 percent or more of the total combined
voting power of all classes of stock In one of
the other corporations in such chain,

(f) Subsidiary corporation. For purposes
of this part, the term "“subsidiary corpora-
tion" means any corporation (other than the
employer corporation) in an unbroken chain
of corporations beginning with the employer
corporation if, at the time of the granting of
the option, each of the corporations other
than the last corporation in the unbroken
chaln owns stock possessing 50 percent or
more of the total combined voting power of
all classes of stock In one of the other cor-
porations in such chain.
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(g) Special rule for applying subdsections
(e) and (f). In applying subsections (e)
and (f) for purposes of section 422(a)(2),
423(a) (2), and 424(a) (2), there shall be sub-
stituted for the term “employer corporation'
wherever it appears in subsections (e) and
(f) the term “grantor corporation”, or the
term ‘“‘corporation issuing or assuming a
stock option in a transaction to which sec-
tion 425(a) applies”, as the case may be.

(h) Modification, extension, or renewal of
option—(1) In general. For purposes of this
part, if the terms of any option to purchase
stock are modified, extended, or renewed,
such modification, extension, or renewal shall
be considered as the granting of a new option.

(2) Special rules for sections 423 and 424
options. (A) In the case of the transfer of
stock pursuant to the exercise of an option
to which section 423 or 424 applies and which
has been so modified, extended, or renewed,
then, except as provided in subparagraph
(B), the fair market value of such stock at
the time of the granting of such option shall
be considered as whichever of the following
is the highest:

(1) The fair market value of such stock on
the date of the original granting of the
option,

(i1) The fair market value of such stock on
the date of the making of such modification,
extension, or renewal, or

(ii1) The falr market value of such stock
at the time of the making of any intervening
modification, extension, or renewal.

(B) Subparagraph (A) shall not apply
with respect to a modification, extension, or
renewal of a restricted stock option before
January 1, 1964 (or after December 31, 1963,
if made pursuant to a binding written con-
tract entered into before January 1, 1964), if
the aggregate of the monthly average fair
market values of the stock subject to the
option for the 12 consecutive calendar
months before the date of the modification,
extension, or renewal, divided by 12, is an
amount less than 80 percent of the fair mar-
ket 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 1is the
highest.

(3) Definition of modification. The term
“modification” means any change in the
terms of the option which gives the employee
additional benefits under the option, but
such term shall not include a change in the
terms of the option—

(A) Attributable to the Issuance or as-
sumption of an option under subsection (a);

(B) To permit the option to qualify
under sections 422.b)(6), 423(b)(9), and
424(b) (2); or

(C) In the case of an option not immedi-
ately exercisable in full, to accelerate the
time at which the option may be exercised.

If a restricted stock option is exercisable
after the expiration of 10 years from the date
such option is granted, subparagraph (B)
shall not apply unless the terms of the
option are also changed to make it not exer-
cisable after the expiration of such period.

(1) Stockholder approval. For purposes of
this part, if the grant of an option s 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,

(j) Cross references. For provisions re-
quiring the reporting of certain acts with
respect to a qualified stock option, options
granted under employer stock purchase
plans, or a restricted stock option, see sec-
tion 6039,

[Sec, 425 as added by sec, 221(a), Rev. Act
1964 (78 Stat. 63)]
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§ 1.425-1 Definitions and special rules
applicable to statutory options.

(a) Corporate reorganizations, liquida-
tions, etec. (1) (i) The term "issuing or
assuming 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 corporation, or
a related corporation of such corpora-
tion, by reason of a corporate transac-
tion (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 substi-
tution or assumption over the aggregate
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 substi-
tution 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 another
corporation, any consolidation of two or
more corporations into another corpora-
tion, any purchase or acquisition of
property or stock by any corporation,
any separation of a corporation (includ-
ing a spin-off or other distribution of
stock or property by a corporation), any
reorganization of a corporation (whether
or not such reorganization comes within
the definition of such term in section
368), or any partial or complete liquida-
tion by a corporation, if such action by
such corporation results in a significant
number of employees being transferred
to a new employer or discharged, or in
the creation or severance of a parent-
subsidiary relationship.

(2) ) A change in the terms of an
option attributable to the issuance or
assumption 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,
section 425(a), in effect, provides rules
under which a new employer, or a parent
or subsidiary of a new employer, may by
reason of a corporate transaction assume
a statutory option granted by the former
employer or parent or subsidiary thereof,
or issue a new statutory option in place
of the option granted by the former em-
ployer or parent or subsidiary thereof,
without having such assumption or sub-
stitution being considered as a modifica-
tion of the option. For example, section
425(a) may apply where there is a merger
of X Corporation into ¥ Corporation and
Y Corporation wishes to employ the em-
ployees of X Corporation and to assume
statutory options which had been granted
to them by their former employer, X
Corporation. Another example is where
X Corporation forms a new subsidiary,
Y Corporation, and transfers to it certain

assets and employees, and where Y Cor-
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poration wishes to grant to such em-
ployees a statutory option to purchase its
stock in place of the statutory option
which they had to purchase stock of
X Corporation.

(ii) Section 425(a) also provides rules
under which a new parent or subsidiary
corporation of the employer corporation
may by reason of a corporate transaction
assume a statutory option granted by the
employer or parent or subsidiary thereof,
or issue a new statutory option in place
of the option granted by the employer or
parent or subsidiary thereof, -without
having such assumption or substitution
considered a modification of the option.
Section 425(a) may apply, for example,
where X Corporation acquires a new
subsidiary, ¥ 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 ¥ Cor-
poration,

(iii) Section 425(a) applies only when
the assumption or substitution occurs by
reason of a corporate transaction as de-
fined in this paragraph. Thus, section
425(a) may apply where as a result of a
corporate transaction a statutory option
can no longer be exercised, or if exer-
cised, section 421 would not apply (see
the first example in subdivision (i) of
this subparagraph). Moreover, section
425(a) may apply in any case where the
reason for the assumption 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 sub-
division (i) of this subparagraph and
the example in subdivision (ii) of this
subparagraph). However, a corporation
which has issued an option may not sub-
stitute a mew option for such option
under section 425(a). See, however,
paragraph (e) of this section.

(3) For section 425(a) to apply, it is
not necessary to show that the corpora-
tion assuming or substituting the option
is under any obligation to do so. In fact,
section 425(a) may apply where the op-
tion which is being assumed or replaced
expressly provides that it will terminate
upon the occurrence of certain corporate
transactions. However, section 425(a)
cannot be applied to revive a statutory
option which, for reasons not related to
the corporate transaction, 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 substituted
option confer on the employee more fa~
vorable 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 subjeet to the option im-
mediately after the substitution or as-
sumption is no more favorable to the op-
tionee than the ratio of the option price
to the fair market value of the stock sub-
ject to the old option immediately before
such substitution or assumption. The

number of shares subject to an option is-
sued or assumed may be adjusted to com-
pensate for any change in the aggregate
spread between the aggregate option
price and the aggregate fair market value
of the stock subject to the option imme-
diately after the substitution or assump-
tion as compared to the aggregate spread
between the option price and the aggre-
gate fair market value of the stock sub-
ject to the option immediately before
such substitution or assumption. Such
an adjustment 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 following
examples:

Ezample (1). On June 1, 1965, P Corpora-
tion acquires 100 percent of the stock of 8
Corporation and on such date S becomes a
subsidiary of P Corporation., Also on such
date, P Corporation substitutes a qualified
stock option to purchase P stock for a quali-
fied stock option to purchase S stock held
by E, an employee of 8. Assume that E's 8
option had 3 years to run on the date of the
substitution. If the P option granted to E
in substitution for his S option runs for more
than 3 years from the date of the substitu-
tion, section 425(a) cannot apply, since the
effect of such an option would be to glve E
an additional benefit which he did not enjoy
under his S option.

Ezample (2). E is an employee of S Cor-
poration. E holds a qualified stock option
which was granted to him by S to purchase
60 shares of S stock at 812 per share. On
June 1, 1967, S Corporation is merged into
P Corporation, and on such date P substi-
tutes a qualified stock option to purchase P
stock for E's qualified stock option to pur-
chase S stock. Immediately before the sub-
stitution, the fair market value of 8 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 (89 per share) to the fair
market value of P stock immediately after
the substitution (§24 per share) Is not more
favorable to E than the ratio of the old
option price ($12 per share) to the fair mar-
ket value of § stock immedlately before the
substitution ($32 per share) (9/24=12/32)
the requirement of subparagraph (4) (1) of
this paragraph is met. The number of
ghares subject to E’'s option to purchase P
stock is set at 80. Since the excess of the
aggregate fair market value over the aggre-
gate option price of the stock subject to E's
new option to purchase P stock, $1,200 (80
X $24 minus 80 x $9), is not greater than the
excess of the aggregate fair market value over
the aggregate option price of the stock sub-
ject to E's old option to purchase S stock,
$1,200 (60% 832 minus 60 $12), the require-
ment of subparagraph (1)(i)(a) of this
paragraph is met. Thus, section 426(a) may
apply to the substitution.

Example (3). Assume the same facts as in
example (2), except assume that the fair
marke$ value of S stock Immediately before
the substitution was $8 per share and ma:
the option price was $10 per share, and tha
the fair market value of P stock unmedlntelg
after the substitution is $123 per share.
sets the new option price at $156 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 immedi~
ately after the substitution ($12 per :;lmre)r
is not more favorable to E than the ratio 1(1)0
the old option price (810 per share) to '~l
fair market value of S stock immediately
before the substitution ($8 per share)
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(152=10%), the requirement of subparagraph
(4) (1) of this paragraph is met. Assume
further that the number of shares subject
to E's P option is set at 20 as compared to 60
shares nnder E's old option 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 be-
fore the substitution (2X8$12=38x$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 pur-
chased under his old option (35=1%%).
Since E'c new option covers 20 shares of P
stock, it is clear that P has replaced only
1, 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 & predecessor corporation of P Cor~
poration for purposes of section 422(b)(5)
and (¢)(2).

(5) For the purpose of applying sec-
tion 425(a), the assumption or substitu~
tion shall be considered to occur at the
time that the optionee would, except for
section 425(a), be considered to have
been granted the option which the em-
ployer corporation, or parent or subsid-
lary thereof, is issuing or assuming. An
assumption or substitution which occurs
by reason of a corporate transaction may
occur before or after the corporate
fransaction.

(6) In order to have a substitution of
an option under section 425(a) the op-
tionee must, in connection with the cor-
porate transaetion, lose his rights under
the old option. There cannot be a sub-
stitution of a new option for an old op-
tion within the meaning of section 425
(a) if it is contemplated that the optionee
may exercise both the old option and the
new option. It is not necessary, however,
to have a complete substitution of a new
option for the old option. However, if
the old option was a qualified or re-
stricted stock option, any portion of such
option which is not substituted or as-
sumed in a transaction to which section
425(a) applies will be treated as an out-
standing option to purchase stock of a
bredecessor corporation of the new em-
ployer or grantor corporation. See sec-
tion 422 (b) (5) and (c¢)(2) and para-
graph (f) of §1.422-2. For example,
assume that X Corporation forms a new
corporation, ¥ Corporation, by a trans-
fer of certain assets and distributes the
stock of ¥ Corporation to the share-
holders of X Corporation. Assume fur-
ther that E, an employee of X Corpora-
tion, is thereafter an employee of both
X Corporation and Y Corporation. Y
Corporation wishes to substitute an
option to purchase some of its stock for
the statutory option which E has, en-
titling him to purchase 100 shares of the
stock of X Corporation. The option to
burchase 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 corporation’s stock to the share-
holders of X Corporation. The stock
of X Corporation and of Y Cor-
boration is worth $50 a share just after
such distribution, which also is the time

of the substitution. On these facts an
obtion to purchase 200 shares of stock of
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Y Corporation at $25 a share could be
given to the employee in complete sub-
stitution for the old option. It would
also be permissible to give the employee
an option to purchase 100 shares of stock
of ¥ Corporation at $25 a share in sub-
stitution Zor his right to purchase 50
of the shares covered by the old option.
However, if the option to purchase X
stock was a qualified or restricted stock
option, then to the extent the old option
is not assumed or a new option issued in
substitution therefor in a transaction to
which section 425(a) applies, such old
option will be treated as an outstanding
option under section 422(c) (2) for pur-
poses of section 422(b) (5). See para-
graph (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 imme-
diately before the assumption or substi-
tution and the fair market value of the
stock subject to the option immediately
after the assumption or substitution.
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 ex-
change, 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 refiect the fair mar-
ket 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 determi-
nation on experience over even longer
periods. In the case of a merger, consol-
idation, or other reorganization which
is arrived at by arm’s-length negotia-
tions, the fair market value of the stocks
subject to the option before and after
the assumption or substitution may be
based upon the values assigned to the
stock for purposes of the reorganization.
For example, 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 employee to pur-
chase 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 425(a) and this paragraph, the de-
termination of whether the parent-sub-
sidiary relationship exists shall be based
upon circumstances existing immediately
after the corporate transaction.

(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 fto stock
transferred to an individual upon his ex-
ercise of an option, shall likewise be
applicable with respect to stock acquired
by a distribution or an exchange to
which section 305, 354, 355, 356, or 1036
(or so much of section 1031 as relates to
section 1036) applies. Stock so acquired
shall, for purposes of sections 421
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through 425, be considered as having
been transferred to the individual upon
his exercise of the option. A similar rule
shall be applied in the case of a series of
such acquisitions. With respect fo 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 sec-
tion 1036).

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

Ezample. 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 ap-
plicable, and if there is a disposition of such
new stock before the expiration of the ap-
plicable holding period required with respect
to the stock originally acquired pursuant to
the exercise of such option, such disposition
makes section 421 inapplicable to the trans-
fer of the original stock pursuant to the
exercise of the option to the extent that the
disposition effects a reduction of the in-
dividual’s total interest 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 holding period required
with respect to the original stock acquired
pursuant to the exercise of the option, the
special tax treatment provided 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.

(¢) Disposition of stock. (1) For
purposes of sections 421 through 425,
the term *‘disposition” includes a sale,
exchange, gift, or any transfer of legal
title, but does not include—

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

(ii) An exchange to which is appli-
cable 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 hy-
pothecation is not such a disposition.

(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 trans-
ferred into such joint ownership, or is
retransferred from such joint ownership
to the sole ownership of the individual.
However, any terminafion of such joint
ownership (other than a termination
effected by the death of a joint owner) is
a disposition of such share, except to
the extent the individual 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. Likewise, if a share of stock
held in the joint names of such individual
and another person is transferred to the
name of such other person, there is a
disposition of such share by the indivi-
dual. If an individual exercises a statu-

tory option and a share of stock is trans-

FEDERAL REGISTER, VOL. 31, NO. 122—FRIDAY, JUNE 24, 1966




8810

ferred to another or is transferred to
such individual in his name as trustee for
another, 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
determination of basis in the hands of
the survivor where joint ownership is
terminated by the death of one of the
owners, see section 1014.

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

Example (1). On June 1, 1964, the X
Corporation grants to E, an employee, a qual-
ified stock option to purchase 100 shares of
X Corporation stock at $100 per share, the
fair market value of X Corporation stock on
that date. On June 1, 1965, while employed
by X Corporation, E exerclses 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 disposition of the 100 shares so pur-
chased. E realizes 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 entitled to any deduc-
tion at any time with respect to its transfer
to E of the stock. E’'s basis for such 100
shares is $10,000.

Ezample (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 1s treated as long-term capital gain,

Ezampie (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 disposition results in no realization of
gain to E either for the taxable year in which
the optlon 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
galn or loss.

Ezample (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
applicable to the transfer of the stock by
X Corporation to E, because disposition of
the stock was made by E within three years
from the date the shares were transferred to
him.

Ezample (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 pur-
suant to his exercise on June 1, 1965, of the
qualified stock option. On the date of death,
the fair market value of the stock is $12,600.
No income is reallzed 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.

Ezample (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 survivorship, and that E dies on
July 1, 1965. Nelther the transfer into joint
ownership nor the termination of such joint
ownership by E's death is a disposition. Be-

cause E has made no disqualifying disposi-
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tion of the shares, section 421(a) is applicable
and E realizes no income at death with re-
spect to the shares even though he held the
stock less than 3 years alter 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) Aitribution of stock ownership.
Section 425(d) provides that in deter-
mining the amount of stock owned by an
individual for purposes of applying the
percentage limitations of section 422(b)
(7), 423(b) (3), and 424(b) (3), stock of
the employer corporation or of a related
corporation which is owned (directly or
indirectly) 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 foreign
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 proportionately by or for
the shareholders, partners, or benefici-
aries of the corporation, partnership,
estate, or trust.

(e) 'Modification, extension, or re-
newal of oplion. (1) Section 425(h) pro-
vides 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 modi-
fied, 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 affer 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 section
422(b) (3), (4), or (5), and the regula~
tions thereunder. See paragraphs (d),
(e), and (f), of §1.422-2, relating to
period for exercising options, option
price, and prior outstanding options,
respectively, in the case of qualified
stock options.

(2) Any modification, extension, or re-
newal of the terms of an option to pur-
chase stock shall be considered as the
granting of & new option.

(3) Except as otherwise provided in
subparagraph (4) of this paragraph, in
case of a modification, extension, or
renewal 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 modi-
fication, 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 pur-
suant to a binding written contract
entered 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 values
of the stock subject to the option for the
12 consecutive calendar months preced-
ing 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 op-
tion or the date of the making of any
intervening modification, extension, or
renewal, 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 subject
to the option at the time of the modifi-
cation, extension, or renewal is con-
sidered 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 deter-
mined by adding the highest and lowest
quoted selling prices during such month
and dividing the sum by two. The
method used for determining the aver-
age 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 market value of such stock on June 1,
1062, was $100. On June 15, 1963, when the
fair market value of the stock is $60, such
option is extended so that it is exercisable
at any time before July 1, 1966, at $55 a
share, The average fair market value of the
stock subject to the option for each of the
12 calendar months preceding June 1963, is
as follows:

1962 1963

JUNE e $100 January -—------ $90
Ity ot 90 February ..---- 80
August: -~ 80 March —-e-oo--n 70
September ... 70 April - - 60
October — ... 80, May —._ciii-e- 80
November ... 80

December ... 90

The aggregate of such values is $950, When
this sum is divided by 12, the result is 879.17,
which s an amount less than 80 percent of
the falr market value of the stock ($100)
when the option was granted. Accordingly,
when the option is extended on June 16,
1963, the option price could have been re-
duced as low as $561 (85 percent of the fair
market value of the stock on such day)
without disqualifylng the option as a re-
stricted 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 option 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
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shall be determined, insofar as appli-
cable, in accordance with the rules gov-
erning determination of the time or date
of granting an option provided in para-
graph (c) of § 1.421-7. For purposes of
sections 421 through 425, the term “mod-
ification” 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 exercisable,
is not a modification. However, a change
which provides more favorable terms
for the payment for the stock pur-
chased under the option, is a modifi-
cation. Where an option is amended
solely to increase the number of shares
subject to fthe 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.

(ii) (@) A change in the number or
price of the shares of stock subject to an
option merely to refiect a stock dividend,
or stock split-up, is not a modification
of the option.

(b) A change in the number or price
of the shares of stock subject to an option
to reflect a corporate transaction (as de-
fined by paragraph (a) (1) (i) of this
section) is not a modification of the op-
tion provided that the excess of the ag-
gregate fair market value (determined
immediately after such corporate trans-
action) of the shares subject to the op-
tion immediately after such change over
the aggregate new option 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
brovided that the option after such
change does not give the employee ad-
ditional 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 subject 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 transaction. A
reduction in the option price of an op-
tion, other than as specifically provided
for in this section, is a modification of
sich option.

(¢) The application of (b) of this sub-
division may be Mustrated by the follow-
Ing example:

Ezample. E, an employee of P Corpora-
Hon, holds a qualified stock option granted
!0 him by P to buy 90 shares of P stock at
836 per share. P Corporation is a party to
& corporate transaction (as defined by para-
Eraph (a) (1) (i) of this section) which re-
Sults In a decline in the fair market value of
P stock, Immediately before such transac-
tlon the fafr market value of P stock was $64
Per share, Immediately after such trans-
iction, the fajr market value of P stock is
gg?l Per share. Two weeks after such trans-
o d:’r“- P proposes to amend E's option in
Valug L(; reflect the decline in the fair market
Ho of P stock attributable to the transac-

N. At such time, the fair market value
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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 determining whether the change
comes under the rule of (b) of this subdivi-
sion. 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
markef, value (determined immediately after
the corporate transaction) of the shares sub-
ject to the option immediately after the
change is $5,760 (848 x 120). The aggregate
option price of the shares subject to the op-
tion immediately after the change is $3,240
(827 x 120)+ Thus, the excess of such fair
market value over such option price is $2,520
(#5,760—83,240), The aggregate fair market
value of the stock subject to the option im-
mediately before the corporate transaction is
$5,760 (864 x 90). The aggregate option
price for the stock subject to the option im-
mediately before the change is $3,240 ($36
X 90). Thus, the excess of such fair market
value over such option price is 82,520
(85,760—83,240). 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
favorable to E on a share by share compari-
son than the ratio of the old option price
(836 per share) to the fair market value of P
stock immediately before the transaction
(864) (27/48=36/64). For purposes of sec-
tion 425(h), the changes made do not confer
additional benefits on E which he did not
have before the change. Accordingly, the
changes do not constitute 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 addi-
tional benefits and, therefore, is a modi-
fication. However, if the terms of an
option are changed to provide that the
optionee cannot transfer the option ex-
cept by will or by the laws of descent
and distribution in order to meet the
requirements of section 422(b) (), 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 the date
the option was granted. Where an op-
tion is not immediately exercisable in
full, a change in the terms of such option
to accelerate the time at which the op-
tion (or any portion thereof) may be
exercised is not a modification for pur-
poses of section 425(h) and this section.
A modification results where an option is
revised to insert the language required
by section 422(¢) (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 option
beyond the time originally presecribed.
A renewal of an option is the granting
by the corporation of the same rights or
privileges contained in the original op-
tion on the same terms and conditions.
The rules of this paragraph apply as well
to successive modifications, extensions,
and renewals.
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(6) A statufory option may, as a re-
sult of a modification, extension, or re-
newal, thereafter cease to be a statutory
option, or any option may, by modifica-
tion, 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) (8).
See paragraph (£)(3)() 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:

Ezample (1). On June 1, 1964, the X Cor~
poration grants to an employee an option
under X’s employee stock purchase plan to
purchase 100 shares of the stock of X Cor-
poration at $90 per share, such option to be
exercised 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 em-
ployee exercises 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 Cor-
poration stock is 890 per share, Under sec-
tion 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,

Ezample (2). On June 1, 1964, the X Cor-
poration grants to an employee an option
under X’s employee stock purchase plan to
purchase 100 shares of X Corporation stock
at $90 per share, exercisable after December
31, 1965, and on or before June 1, 1968. On
June 1, 1964, the fair market value of X Cor-
poration’s stock is $100 per share. On Feb-
ruary 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 Corporation stock is $110 per share,
Under section 425(h), X Corporation is
deemed to have granted an option to the
employee on February 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, 1865.
The exercise of such option by the employee
is not the exercise of a statutory option.

Ezample (3). The facts are the same as
in example (1), except that the employee
exercised the option to the extent of 50
shares on January 15, 1965, before the date
of the modification of the option. Any ex-
ercise of the option after February 1, 1965,
the date of the modification, is not the exer-
cise of a statutory option. See example (1)
in this subparagraph. The exercise of the
option on January 15, 1965, pursuant to
which 50 shares were acquired, is the exer-
cise of a statutory option.

Ezample (4). On June 1, 1964, the X Cor-
poration grants to an employee an option to
purchase 100 shares of the stock of X Cor-
poration at $80 per share, such option to be
exercised 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 em-
ployee exercises the optlon, the X Corpora~
tion modifies the option to provide that the
number of shares of stock which the em-
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ployee may purchase at $80 per share will
be 250. On February 1, 1965, the fair market
value of X Corporation stock Iis $80 per
share. Under these facts, the X Corporation
has granted two options, one option (not a
statutory option) with respect to 100 shares
having been granted 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 identifying which
option is exercised first, the employee will
be deemed to have exercised the options in
the order in which they were granted.

Par. 8. Section 1.691(c) is amended
by revising section 691(c¢)(2)(B) and
by adding a historical note. These
amended and added provisions read as
follows:

§ 1.691(¢c) Statutory provisions; re-
cipients of income in respect of dece-
dents; deduction for estate tax,

Sec. 691. Recipienits of income in respect
of decedents. * * *

(c) Deduction for estate tax. * * *

(2) Method of computing deduction. * * *

(B) The net value for estate tax purposes
of all the items described in subsection (a)
(1) shall be the excess of the value for es-
tate tax purposes of all the items described
in subsection (a)(1l) over the deductions
from the gross estate In respect of claims
which represent the deductions and credit
described in subsection (b). Such net value
shall be determined with respect to the pro-
visions of section 421(c)(2), relating to the
deduction for estate tax with respect to stock
options to which part II of subchapter D
applies.

- - . - -

[Sec. 691(c) as amended by sec. 221(c)(2).
Rev. Act 1964 (78 Stat. 75) |

PaAr. 9. Paragraph (¢) (1) and exam-
ple (1) of paragraph (d) of § 1.691(c)-1
are amended to read as follows:

§ 1.691(c)-1 Deduction for estate tax
attributable to income in respect of
a decedent.

- * * = -

(¢) Amounts deemed to be income in
respect of a decedent. * * *

(1) The value for estate tax purposes
of stock options in respect of which
amounts are includible in gross income
under section 421(b) (prior to amend-
ment by section 221(a) of the Revenue
Act of 1964), in the case of taxable years
ending before January 1, 1964, or under
section 422(c) (1), 423(e), or 424(c) (1),
whichever is applicable, in the case of
taxable years ending after December 31,
1963. See section 421(d) (6) (prior to
amendment by sec. 221(a) of the
Revenue Act of 1964), in the case of tax-
able years ending before January 1, 1964,
and section 421(¢)(2), in the case of
taxable years ending after December 31,
1963.

(d) Examples. * * *

Ezample (1), X, an attorney who kept his
books by use of the cash receipts and dis~
bursements method, was entitled at the date
of his death to a fee for services rendered in
a case not completed at the time of his
death, which fee was valued In his estate
at $1,000, and to accrued bond interest, which
was valued in hils estate at 8500. In all,
$1,500 was included in his gross estate in
respect of incomeo described in section 691(a)
(1). There were deducted as claims against
his estate 8150 for business expenses for
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which his estate was liable and $50 for taxes
accrued on certain property which he owned.
In all, $200 was deducted for claims which
represent amounts described in section 691
(b) which are allowable as deductions to
his estate or to the beneflciaries of his es-
tate. His gross estate was $185,000 and, con-
sidering deductions of 815000 and an
exemption of $60,000, his taxable estate
amounted to $110,000. The estate tax on
this amount is $23,700 from which Is sub-
tracted a 875 credit for State death taxes
leaving an estate tax liability of $23,625. In
the year following the closing of X’s estate,
the fee in the amount of $1,200 was collected
by X's son, who was the sole bexfeficiary of
the estate. This amount was included under
section 691(a) (1) (C) in the son’s gross in-
come. The son may deduct, in computing
his taxable income for such year, $260 on
account of the estate tax attributable to
such income, computed as follows:

(1) (1) Value of income described in
section 691(a) (1) included in com-
puting gross estate .o __

(ii) Deductions in computing gross
estate for claims representing de-
ductions described in section
(3R ) R eo ot S AT S o s 200

(1il) Net value of items described in
section 691(8) (1) ccccccaaancaao 1,300
23, 625

(ii) Less: Estate tax computed with-
out Including $1,300 (item (1) (ii1))
in gross estate

(2) (1) Estate tax_ . . ___

.................. 23, 235
(ili) Portion of estate tax attributable
to net value of items described in
section 691(a) (1) cccooccomomaas 390
(3) (1) Value in gross estate of items
described in section 691(a)(1) re-
received in taxable year (fee)_-__
(i1) Value In gross estate of all in-
come items described in section
691(a) (1) (item (1) (1)) - e
(ii1) Part of estate tax deductible on
account of receipt of $1,200 fee
(1,000/1,500 of $390) - - cceeae 260

Although $1,200 was later collected as the
fee, only the $1,000 actually included in the
gross estate is used in the above computa-
tions. However, to avold distortion, section
691(c) provides that if the value included
in the gross estate is greater than the amount
finally collected, only the amount collected
shall be used in the above computations.
Thus, if the amount collected as the fee
were only $500, the estate tax deductible
on the receipt of such amount would be
500/1,600 of $390, or $130. With respect to
taxable years ending before January 1, 1964,
see paragraph (d)(3) of § 1.421-5 for a sim-
ilar example involving a restricted stock op-
tion. With respect to taxable years ending
after December 31, 1963, see paragraph (¢)
(3) of § 1.421-8 for a similar example involv-
ing a stock option subject to the provisions
of part II of subchapter D.

- » . > -

PaRr. 10. Paragraph (d) of § 1.1012-1 is
amended to read as follows:

§1.1012-1 Basis. of property—cost.

K L - * -

(d) Special rules. For special rules
for determining the basis for gain or loss
in the case of vessels acquired through
the Maritime Commission (or its succes-
sor) , see sections 510 and 511 of the Mer-
chant Marine Act of 1936 (46 U.S.C. 1160,
1161). For special rules for determining
the unadjusted bhasis of property re-
covered in respect of war losses, see sec-

1, 000

1,500

tion 1336. For special rules with respect
to taxable years beginning before Janu-
ary 1, 1964, for determining the basis for
gain or loss in the case of a disposition of
a share of stock acquired pursuant to the
timely exercise of a restricted stock op-
tion where the option price was between
85 percent and 95 percent of the fair mar-
ket value of the stock at the time the op-
tion was granted, see paragraph (b) of
§ 1.421-5. See sections 423(c) (1) or 424
(c) (1), whichever is applicable, for spe-
cial rules with respect to taxable years
ending after December 31, 1963 for de-
termining the basis for gain or loss in the
case of the disposition of a share of stock
acquired pursuant to the timely exercise '
of a stock option described in such sec-
tions. See section 422(¢) (1) for special
rule with respect to taxable years ending
after December 31, 1963, for determining
the basis for gain or loss in the case of an
exercise of a qualified stock option.

Par. 11. Paragraph (c) of § 1.1014-1 is
amended to read as follows:

§ 1.1014-1 Basis of property acquired
from a decedent.

- * y L * .

(¢) Property to which section 1014
does not apply. Section 1014 shall have
no application to the following classes of
propeujy:

(1) Property which constitutes a right
to receive an item of income in respect
of a decedent under section 691; and

(2) Restricted stock options described
in section 421 which the employee has not
exercised at death if the employee died
before January 1, 1957. In the case of
employees dying after December 31, 1956,
see paragraph (d)(4) of §1.421-5. In
the case of employees dying in a taxable
year ending after December 31, 1963, see
paragraph (c)(4) of §1.421-8 with re-
spect to an option described in part IT of
subchapter D.

PaR. 12. There are inserted immedi-
ately after § 1.6038-2 the following new
sections:

§ 1.6039 Statutory provisions; returns
required in connection with certain
stock options.

Sec. 6039. Information required in connec-
tion with certain options—(a) Requirement
of reporting. Every corporation—

(1) Which in any calendar year transfers
a share of stock to any person pursuant to
such person's exercise of a qualified stock
option or a restricted stock option, or

(2) Which in any calendar year records (or
bhas by its agent recorded) a transfer of the
legal title of a share of stock—

(A) Acquired by the transferor pursuant
to his exercise of an option described in sec-
tion 423(c) (relating to special rule where
option price is between 85 percent and 100
percent of value of stock), or

(B) Acquired by the transferor pursuant
to his exercise of a restricted stock option
described in section 424(c)(1) (relating to
options under which option price is between
85 percent and 95 percent of value of stock).

shall, for such calendar year, make a return
at such time and In such manner, and setting
forth such information, as the Secretary or
his delegate may by regulations prescribe.
For purposes of the preceding sentence, any
option which a corporation treats as a quali-
fied stock option, a restricted stock option, or
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an option granted under an employee stock
purchase plan, shall be deemed to be such an
option, A return is required by reason of a
transfer described in paragraph (2) of a
share only with respect to the first transfer
of such share by the person who exercised
the option,

(b) Statements to be furnished to persons
with respect to whom information is fur-
nished. Every corporation making a return
under subsection (a) shall furnish to each
person whose name is set forth in such re-
turn a written statement setting forth such
information as the Secretary or his delegate
may by regulations prescribe. The written
statement required under the preceding sen-
tence shall be furnished to the person on or
before January 81 of the year following the
calendar year for which the return under
subsection (a) was made.

(c) Identification of stock. Any corpora-
tion which transfers any share of stock pur-
suant to the exercise of an option described
in subsection (&) (2) shall identify such stock
in a manner adequate to carry out the pur-
poses of this gection.

(d) Cross references. For definition of—

(1) The term “qualified stock option”, see
section 422(h).

(2) The term “employee stock purchase
plan”, see section 423(b).

(3) The term “restricted stock option”, see
section 424(b).

[Sec. 6039 as added by sec. 221(b) (1), Rev.
Act 1964 (78 Stat. 73) ]

§1.6039-1 Information returns re-
quired of corporations with respect
to certain stock option transactions
‘l)(‘;c“"ing on or after January 1,

64.

(a) Requirement of return wunder
section 6039(a) (1). Every corporation
which transfers stock to any person pur-
suant fo suech person’s exercise on or
after January 1, 1964, of a qualified stock
option deseribed in section 422(b), or a
restricted stock option described in sec-
tion 424(b), shall make, for each calen-
dar year in which such a transfer occurs,
an information return on Form 3921 with
respect to each transfer made during
such year. The return shall include the
following information:

(1) The name, address and employer
identification number of the corpora-
tion transferring the stock;

(2) The name, address, and identify-
ing number of the person to whom the
share or shares of stock were transferred;

(3) The name and address of the cor-
poration the stock of which is the subject
of the option (if other than the corpora-
tion transferring the stock) ;

(4) The date the option was granted;

(5) The date the shares were trans-
ferred to the person exercising the
option;

(6) The fair market value of the stock
al the time the option was exercised;

(7) The number of shares of stock
transferred pursuant to the option;

(8) The type of option under which
;hc; transferred shares were acquired;

$¢1

(9) Such other information as may
be required by the return or by the in-
structions issued with respect thereto.

_(b) Requirement of return under sec-
tion 6039(a) (2). (1) Every corporation
Which records, or has by its agent re-
Corded, a transfer of the title to stock
acquired by the transferor pursuant to
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his exercise on or after January 1, 1964,
of—

(i) An option granted under an em-
ployee stock purchase plan which meets
the requirements of section 423(b), and
with respect to which the special rule of
section 423(c¢) applied, or

(ii) A restricted stock option which
meets the requirements of section 424(b),
and with respect to which the special
rule of section 424(c) (1) applies,

shall make, for each calendar year in
which such a recorded transfer of title
to such stock occurs, an information
return on Form 3922 with respect to each
transfer containing the information re-
quired by subparagraph (2) of this
paragraph.

(2) The return required by subpara-
graph (1) of this paragraph shall con-
tain the following information:

(1) The name and address of the
corporation whose stock is being
transferred;

(ii) The name, address, and identify-
ing number of the transferor;

(iii) The date such stock was trans-
ferred to the transferor;

(iv) The number of shares to which
title is being transferred; and

(v) The type of option under which
the transferred shares were acquired.

(3) If the return required by this para-
graph is made by the authorized “trans-
fer agent” of the corporation, it shall
be deemed to have been made by the cor-
poration. The term “transfer agent”,
as used in this paragraph, means any
designee authorized to keep the stock
ownership records of a corporation and
to record a transfer of title of the stock
of such corporation on behalf of such
corporation.

(4) Where a corporation is required
by this paragraph fo make an informa-
tion return for the calendar year, such
return will only have to supply infor-
mation relating to the first recorded
transfer of title to the share or shares
of stock. Thus, for example, if the
owner has record title to a share or
shares of stock transferred to a recog-
nized broker or financial institution and
the stock is subsequently sold by such
broker or institution (on behalf of the
owner) the corporation is only required
to report information relating to the
transfer of record title to the broker or
financial institution. Similarly, a re-
turn is required when a share of stock
is transferred by the optionee to himself
and another person (or persons) as joint
tenants, tenants by the entireties or ten-
ants in common. However, when stock
is originally issued to the optionee and
another person (or persons) as joint ten-
ants, or as tenants by the entirety, and
a stock certificate was not previously
actually issued to the optionee as a sole
owner, the return required by this para-
graph shall be made (at such time and
in such manner as is provided by this
section with respect to a transfer by the
optionee) in respect of the first trans-
fer of the title to such stock by the
optionee.

(5) Every corporation which transfers
any share of stock pursuant to the exer-
cise of an option described in this para-
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graph shall identify such stock in a man-
ner sufficient to enable the accurate re-
porting of the transfer of record title
to such shares. Such identification may
be accomplished by assigning to the cer-
tificates of stock issued pursuant to the
exercise of such options a special serial
number, or color.

(c) Time, place, and manner of filing.
(1) The returns on Forms 3921 and 3922
required by section 6039(a) (1) and (2)
and paragraphs (a) and (b) of this sec-
tion shall be filed as attachments to a
summary report on Form 4067 which
must be signed by the person required
to file the returns or its duly authorized
agent. With respect to returns on Form
3921, the summary report on Form 4067
shall indicate the number of returns filed,
the number of shares transferred pur-
suant to exercise of options, the dates
on which the options exercised were
offered or granted, the fair market value
of shares subject fo option on such dates,
the -method by which such value was
determined, the type of options under
which the transferred shares were ac-
quired, and such other information as
may be required by the form or by the in-
structions issued with respect thereto.
With respect to returns on Form 3922, the
summary report on Form 4067 shall in-
dicate the number of returns filed, the
number of shares transferred, the type
of options under which the transferred
shares were acquired and such other in-
formation as may be required by the form
or by the instructions issued with respect
thereto. The summary report on Form
4067 and the attached returns on Forms
3921 and 3922 required for any calendar
year shall be filed on or before February
28 of the following year with any of the
Internal Revenue Service Centers.

(2) If areturn is made by the author-
ized “transfer agent” of the corporation,
as described in paragraph (b) (3) of this
section, it shall be filed with the district
director for the district where the in-
come tax return of the principal corpora-
tion is filed after the close of the calendar
year for which the return is required, but
on or before February 28th of the fol-
lowing calendar year.

(3) For provisions relating to the ex-
tension of time for filing the returns re-
quired by this section, see § 1,6081-1.

(4) For provisions relating to the time
for performance of an act when the last
day prescribed for performance falls on
Saturday, Sunday, or a legal holiday, see
§ 301.7503-1 of this chapter (Regulations
on Procedure and Administration).

(d) Stock to which this section applies.
The rules of this section shall apply to
any full share of stock acquired pursuant
to the exercise of any qualified or re-
stricted stock option, or any option
granted under an employee stock pur-
chase plan, irrespective of whether the
transfer of stock pursuant to such ex-
ercise qualified for the special tax treat-
ment of section 421 and the regulations
thereunder, In addition, the rules of
paragraph (b) of this section shall apply
to any full shares of stock received in
respect of stock which was originally ac-
quired pursuant to the exercise of an
option deseribed in the preceding sen-
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tence. See section 425(b). For defini-
tions of the terms “exercise’’ and “trans-
fer” see paragraphs (f) and (g) of
§ 1.421-7. A return is required under
paragraph (b) of this section irrespec-
tive of whether the transfer of title con-
stitutes a disposition of such stock as
defined by section 425(c).

§ 1.6039-2 Statements to persons with
respect to whom information is fur-
nished.

(a) Requirement and form of stale-
ment. Every corporation required to
make a return on Form 3921 or 3922
under section 6039(a) and §1.6039-1
shall furnish to each person whose iden-
tifying number is (or should be) shown
on such return a written statement con-
taining the information required to be
shown on such return. This requirement
may be met by furnishing a copy of the
appropriate return to such person. A
statement shall be considered to be fur-
nished to a person within the meaning
of this section if it is mailed to such
person at his last known address.

(b) Time for jurnishing statements—
(1) In general. Each statement re-
quired by this section to be furnished
to any person for a calendar year shall
be furnished to such person on or before
January 31 of the year following the year
for which the statement is required.

(2) Extension of time. For good cause
shown upon written application of the
corporation required to furnish state-
ments under this section, the district
director may grant an extension of time
not exceeding 30 days in which to fur-
nish such statements. The application
shall be addressed to the district direc-
tor with whom the income tax returns of
the applicant-corporation are filed and
shall contain a full recital of the reasons
for requesting the extension to aid the
district director in determining the pe-
riod of the extension, if any, which will
be granted. Such a request in the form
of a letter to the district director signed
by the applicant (or its agent) will suf-
fice as an application. The application
shall be filed on or before the date pre-
seribed in subparagraph (1) of this para-
graph for furnishing the statements re-
quired by this section.

(3) Last day for furnishing statement,
For provisions relating to the time for
performance of an act when the last day
prescribed for performance falls on Sat-
urday, Sunday, or a legal holiday, see
§ 301.7503-1 of this chapter (Regulations
on Procedure and Administration).

(¢) Penalty. For provisions relating
to the penalty provided for failure to fur-
nish a statement under this section, see
§ 301.6678-1 of this chapter (Regulations
on Procedure and Administration).

Par. 13. Paragraph (¢) of § 1.6071-1
is amended to read as follows:

§ 1.6071-1 Time for filing returns and
other documents,

. * - * -

(¢c) Time for filing certain informa-
tion returns. (1) For provisions relating
to the time for filing returns of partner-
ship income, see paragraph (e)(2) of
§ 1.6031-1.
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(2) For provisions relating to the time
for filing information returns by banks
with respect to common trust funds,
see § 1.6032-1.

(3) For provisions relating to the time
for filing information returns by certain
organizations exempt from taxation un-
der section 501(a), see paragraph (e) of
§ 1.6033-1.

(4) For provisions relating to the time
for filing returns by trusts claiming
charitable deductions under section 642
(¢), see paragraph (c¢) of §1.6034-1.

(5) For provisions relating to the time
for filing information returns by officers,
directors, and shareholders of foreign
personal holding companies, see §§ 1.-
6035-1 and 1.6035-2.

(6) For provisions relating to the time
for filing information returns with re-
spect to certain stock option transactions,
see paragraph (¢) of § 1.6039-1.

(7) For provisions relating to the time
for filing information returns by persons
making certain payments, see § 1.6041-6.

(8) For provisions relating to the time
for filing information returns regarding
payments of dividends, see paragraph
(d) of § 1.6042-1, and paragraph (c) of
§ 1.6042-2 (relating to returns for calen-
dar years after 1962).

(9) For provisions relating to the time

for filing information returns by corpo-
rations with respect to contemplated
dissolution or liguidations, see para-
graph (a) of § 1.6043-1,
_(10) For provisions relating to the
time for filing information returns by
corporations with respect to distribu-
tions in liquidation, see paragraph (a)
of §1.6043-2.

(11) For provisions relating to the
time for filing information returns with
respect to payments of patronage divi-
dends, see paragraph (b) of § 1.6044-1,
and paragraph (d) of § 1.6044-2 (relat-
ing to returns for calendar years after
1962).

(12) For provisions relating to the
time for filing information returns with
respect to formation or reorganization
of foreign corporations, see § 1.6046-1.

(13) For provisions relating to the
time for filing information returns re-
garding certain payments of interest,
see paragraph (¢) of § 1.6049-1,

(14) For provisions irelating to the
time for filing information returns with
respect to payment of wages in the form
of group-term life insurance, see para-
graph (b) of § 1.6052-1.

Par. 14. Paragraph (b) of § 1.6091-1
is amended to read as follows:

§ 1.6091-1 Place for filing returns or
other documents,
= - Ed . -

(b) Place for filing certain informa-
tion returns. (1) For the place for filing
returns of partnership income, see para-
graph (e) (1) of § 1.6031-1.

(2) For the place for filing informa-
tion returns by banks with respect to
common trust funds, see § 1.6032-1.

(3) For the place for filing informa-
tion returns by certain organizations
exempt from taxation under section
501(a), see paragraph (e) of § 1.6033-1.

(4) For the place for filing informa-
tion returns by trusts claiming chari-
table deductions under section 642(c),
see paragraph (c¢) of §1.6034-1.

(5) For the place for filing informa-
tion returns by officers, directors, and
shareholders of foreign personal hold-
ing companies, see paragraph (d) of
§1.6035-1 and paragraph (d) of
§ 1.6035-2.

(6) For the place for filing informa-
tion returns relating to certain stock op-
tion transactions, see paragraph (c¢) of
§ 1.6039-1.

(7) For the place for filing returns of
information reporting certain payments
on Forms 1099 and 1096, see § 1.6041-6.

(8) For the place for filing returns of
information regarding payments of divi-
dends, see paragraph (d) of § 1.6042-1
and paragraph (e¢) of § 1.6042-2 (relat-
ing to returns for calendar years after
1962).

(9) For the place for filing informa-
tion returns by corporations relating to
contemplated dissolution or liquidation,
see paragraph (a) of § 1.6043-1.

(10) For the place for filing informa-
tion returns by corporations relating to
distributions in lquidation, see para-
graph (a) of § 1.6043-2.

(11) For the place for filing returns of
information regarding payments of pa-
tronage dividends, see paragraph (b) of
§ 1.6044-1, and paragraph (d) of
§ 1.6044-2 (relating to returns for calen-
dar years after 1962).

(12) For the place for filing informa-
tion returns relating to formation or
reorganization of foreign corporations,
see paragraph (e) of § 1.6046-1.

(13) For the place for filing informa-
tion returns regarding certain payments
of interest, see paragraph (c) of
§ 1.6049-1.

(14) For the place for filing informa-
tion returns with respect to payment of
wages in the form of group-term life in-
surance, see paragraph (b) of § 1.6052-1.

Par. 15. Section 301.6652 is amended
by revising section 6652(a), and by add-
ing a historical note. These amended
and added provisions read as follows:

§ 301.6652 Statutory provisions; failure
to file certain information returns.

Sec. 66562. Failure to file certain injorma-
tion returns—(a) Returns relating to pay-
ments of dividends, etc., and certain trans-
fers of stock. In the case of each failure—

(1) To file a statement of the aggregatd
amount of payments to another person re-
quired by section 6042(a) (1) (relating to pay-
ments of dividends aggregating $10 or more),
section 8044(a) (1) (relating to payments of
patronage dividends aggregating $10 or
more), or section 6049(2) (1) (relating to
payments of interest aggregating $10 or
more),

(2) To make a return required by section
6039(a) (relating to reporting information in
connection with certain options) with respect
to n transfer of stock or a transfer of legal
title to stock, or

(3) To make a return required by section
6062(a) (relating to reporting payment of
wages in the form of group-term life in-
surance) with respect to group-term life in-
surance on the life of an employee, on the
date prescribed therefor (determined with
regard to any extension of time for filing),
unless it is shown that such failure is due
to reasonable cause and not to willful ne~
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glect, there shall be paid (upon notice and
demand by the Secretary or his delegate and
in the same manner as tax), by the person
falling to file a statement referred to in para-
graph (1) or failing to make a return re-
ferred to in paragraph (2) or (3), 810 for
each such fallure, but the total amount im-
posed on the delinquent person for all such
fatlures during any calendar year shall not
exceed $25,000,

. A - . »
[Sec. 6652 as amended by sec. 85, Technical
Amendments Act 1958 (72 Stat. 1664); sec.
19(d), Rev. Act 1962 (76 Stat. 1057); sec.
221(b) (2), Rev. Act 1964 (78 Stat. 74) ]

Par. 16. The last sentence of para-
graph (&) (1) of § 301.6652-1 is revised,
and paragraphs (¢), (d) and (e) of
§ 301.6652-1 are deleted, and new para-
graphs (e¢), (d), (e), (f) and (g) are
added thereto. These revised and added
provisions read as follows:

§301.6652-1 Failure to file certain in-
formation returns.

(a) Returns with respect to payments
made in calendar years after 1962—(1)
Payments of dividends, interest, or pa-
tronage dividends aggregating $10 or
more. In the case of each failure to file
a statement required by—

(1) Section 6042(a) (1), relating to in-
formation returns with respect to pay-
ments of dividends aggregating $10 or
more in a calendar year, in effect with
respect to payments made after Decem-
ber 31, 1962,

(ii) Section 6044(a) (1), relating fo
information returns with respect to cer-
tain payments by cooperatives aggre-
gating $10 or more in a calendar year,
in effect with respect to payments made
on or after the first day of the first taxa-
ble year of the cooperative beginning
after December 31, 1962, with respect to
patronage occurring on or after such
first day, or

(iii) Section 6049(a) (1), relating to
information returns with respect to pay-
ments of interest aggregating $10 or
more in a calendar year, in effect with
respect to payments made after Decem-
ber 31, 1962, and the regulations under
such section, within the time preseribed
for filing such statement (determined
with regard to any extension of time for
filing), there shall be paid by the person
failing to so file the statement $10 for
each such statement not so filed. How-
ever, the total amount imposed on the
delinquent person for all such failures
under section 6652(a) and this section
during any calendar year shall not ex-
ceed $25,000,

. > 3 L L

(¢) Returns with respect to reporting
payments of wages in the form of group-
term life insurance provided in a calen-
dar year after December 31, 1963. In
the case of each failure to file a return
required by section 6052(a), relating to
reporting payment of wages in the form
of group-term life insurance provided
for any employee on his life in a calen-
dar year after December 31, 1963, and
the regulations under such section,
within the time preseribed for filing
such return (determined with regard to
any extension of time for filing), there
shall be paid by the person failing to
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so file such return $10 for each such re-
turn not so filed. However, the total
amount imposed on the delinquent per-
son for all such failures under section
6652(a) and this section during any cal-
endar year shall not exceed $25,000.

(d) Returns with respect to itransfer
of stock or record title thereto pursuant
io options exercised on or after January
1, 1964. In the case of each failure to
file a statement of the transfer of stock
or of record title thereto as required by
section 6039(a) and the regulations un-
der such section within the time pre-
seribed for filing such statement (deter-
mined with regard to any extension of
time for filing), there shall be paid by
the corporation failing to so file such
statement, $10 for each such statement
not so filed. However, the total amount
imposed on the delinquent corporation
for all such failures under section 6652
(a) and this section during any calendar
year shall not exceed $25,000.

(e) Manner of payment. The pen-
alty imposed under section 6652 and this
section on any person shall be paid in the
same manner as tax upon the issuance of
a notice and demand therefor.

(f) Showing of reasonable cause, The
penalty imposed by section 6652 shall not
apply with respect to a failure to file a
statement within the time prescribed if
it is established to the satisfaction of the
district director or the director of the
regional service center that such failure
was due to reasonable cause and not to
willful neglect. An affirmative showing
of reasonable cause must be made in the
form of a written statement, containing
a declaration that it is made under the
penalties of perjury, setting forth all the
facts alleged as a reasonable cause.

(g) Alcohol and tobacco taxes. For
penalties for failure to file certain infor-
mation returns with respect to alcohol
and tobacco taxes, see, generally, sub-
title E of the Code.

Par. 17. Section 301.6678 is amended
by revising section 6678 and by adding
a historical note. These amended and
added provisions read as follows:

§ 301.6678 Statutory provisions; fail-
ure to furnish certain statements.

Sec. 6678. Failure to jurnish certain state-

ments. In the case of each fallure to furnish
a statement under section 6039(b), 6042(c),
6044(e), 6049(c) and 6052(b) on the date
prescribed therefor to a person with respect
to whom a return has been made under sec-
tion 6039(a), 6042(a)(1), 6044(a) (1), 6049
(a) (1), or 6052(a), respectively, unless it is
shown that such failure is due to reason-
able cause and not to willful neglect, there
shall be pald (upon notice and demand by
the Secretary or his delegate and in the same
manner as tax), by the person falling to so
furnish the statement, $10 for each such
statement not so furnished, but the total
amount imposed on the delinquent person
for all such faflures during any calendar
year shall not exceed $25,000.
[Sec, 6678 as added by sec. 19(e), Rev. Act
1962 (76 Stat. 1058) and as amended by secs.
204(c) (2), 221(b) (3), Rev. Act 1964 (78 Stat.
317, 75) ]

Par. 18. Paragraph (a) of § 301.6678-1
is amended by adding thereto new sub-

paragraphs (4) and (5). These added
provisions read as follows:
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§ 301.6678-1 Failure to furnish state-

ments,

(a) In general. * * *

(4) Under section 6039(b) and
§ 1.6039-2 to a person with respect to
whom a return has been made under sec-
tion 6039(a), relating to information re-
turns with respect to certain stock op-
tion transactions oceurring in a calendar
year, or

(6) Under section 6052(b) and
§ 1.6052-2 to a person with respect to
whom a return has been made under
section 6052(a), relating to information
returns with respect to payment of wages
in the form of group-term life insurance
provided for an employee on his life,

L] - o el A
(Sec. 7805, Internal Revenue Code of 1954;
68A Stat. 917; 26 U.S.C. 7805)

[F.R. Doc. 66-6923; Filed, June 23, 1966;
8:47 am.]

Title 46—SHIPPING

Chapter IV—Federal Maritime
Commission

SUBCHAPTER B—REGULATIONS AFFECTING MAR-
ITIME CARRIERS AND RELATED ACTIVITIES

[General Order 15; Amdt, I]

PART 533—FILING OF TARIFFS BY
TERMINAL OPERATORS

Compliance

On October 5, 1965, the Federal Mari-
time Commission published in the Fep-
ERAL REGISTER final rules governing the
filing of tariffs by terminal operators
(30 FR. 12681). The rules provided that
terminal operators were required to
comply with the rules within 180 days
from the effective date of the rules.
Thereafter, certain railroads which op-
erate terminal facilities petitioned the
U.S. Court of Appeals for the District of
Columbia Circuit to review the rules,
alleging inter alia that the rules were
invalid because the Commission was at-
tempting to exercise jurisdiction com-
mitted by Congress to the Interstate
Commerce Commission. The railroads
apparently construed the Commission’s
notice promulgating the rules as evi-
dence of an intent by the Commission to
regulate the regulations and practices
of terminal facilities insofar as cargo
carried to or from piers by railroads is
concerned, and since the Interstate Com-
merce Commission regulates the rates,
regulations and practices of terminal
facilities utilized by and for rail traffic,
the railroads anticipated the exercise of
concurrent jurisdiction by the two agen-
cies, something they assert is prohibited
by section 33 of the Shipping Act, 1933.

Following the filing of the petition to
review in the court of appeals, we post-
poned the effective date of the rules
until the court disposed of the review
suit (31 F.R. 2429). On March 9, 1966,
the railroads, the Federal Maritime
Commission, and the United States
moved the court of appeals to stay all
proceedings in the case until May 16,
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1966, in order to allow the Interstate
Commerce Commission opportunity to
consider the problems raised by the case
and determine whether or not it should
intervene. On March 18, 1966, the court
granted the motion to stay. Subse-
quently, we proposed certain changes in
the rules and in our opinion promulgat-
ing the rules to the Interstate Commerce
Commission in order to satisfy the objec-
tion of that Commission. The Inter-
state Commerce Commission agreed that
the changes satisfied their objection, and,
accordingly, we moved the court of ap-
peals on May 18, 1966, for leave to
amend the rules. On June 13, 1966 the
court granted the motion—

conditioned upon (1) the Commission’s
issuance of the amended order within
15 days from the date of this order and
(2) the Commission's agreement to stay
the effectiveness of its order pending
final disposition of this case in this
court. . % %

We accept those conditions.

In promulgating the rules in question,
the Federal Maritime Commission did
not intend to decide the question of
whether it has jurisdiction over regula-
tions and practices of railroad-operated
terminals insofar as cargo carried to or
from the piers by railroads is concerned.
In promulegating the rules, the Federal
Maritime ‘Commission is simply requir-
ing that railroad-operated terminals
which handle cargo delivered by modes
of transportation other than rail, file
with this Commission all separately
stated terminal rates and rules and reg-
ulations affecting those rates.

A reading of our opinion promulgat-
ing the rules under review indicates to us
that it is susceptible of an interpreta-
tion that we asserted jurisdiction to reg-
ulate regulations and practices relating
to rail traffic.

The following portion of our opinion
provides the basis for that inter-
pretation:

Specific charges for marine terminal serv-
ices performed in connection with cargo
moving on common carriers by water, how-
ever, are subject to Federal Maritime Com-
mission jurisdiction. If the function is of
a marine terminal nature, no matter what
the identity of the person performing such
function, it is subject to Federal Maritime
Commission jurisdiction. If the Commission
were to regulate only the services performed
by railroad marine terminals In connection
with truck traffic, and not regulate identical
services performed for rail trafllo, the door
would be open to discrimination by rallroads
against truck cargo in favor of their own
rail cargo.

We hereby strike the foregoing quotation
from our previous opinion.
Additionally, we think that any burden
on the railroads resulting from duplica-
tion of tariff filings will be greatly mini-
mized by the following change. We are
allowing terminal operators who file
tariffs with the Interstate Commerce
Commission to file with us copies of
those tariffs rather than requiring them
to prepare new tariffs for filing only
with us. Many of the railroads have
been following this procedure in the past
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even though there have not been any
formal requirements relating to tariff
filings with this Commission,

Therefore, pursuant to section 4 of the
Administrative Procedure Act (5 U.S.C.
1003) and sections 17, 21, and 43 of the
Shipping Act, 1916 (46 U.S.C. 816, 820,
and 841a), §533.5 of Title 46, CFR, is
hereby amended by the addition of the
following sentence:

§ 533.5 Compliance with this part and
other terminal tariff filing require-
ments. ’

¢ * * Terminal Operators who file
tariffs with the Interstate Commerce
Commission pursuant to statute or rule
of that Commission may satisfy the re-
quirements of this part by filing with the
Federal Maritime Commission a copy of
any such tariff filed with the Interstate
Commerce Commission.

The Commission is of the opinion that
the notice and public procedure afforded
by section 4(a) of the Administrative
Procedure Act (5 U.S.C. 1003) are un-
necessary in this instance, as this amend-
ment clarifies the intent of the original
order and relieves restrictions imposed
by the rules as originally issued. In ac-
cordance with our notice issued pre-
viously and as recited above, the effec-
tive date of these rules is postponed
pending disposition by the Court of Ap~
peals of the review suit now pending.

By the Commission.

[sEAL] THoMAS Lisr,
Secretary.
[F.R. Doc. 66-6929; Filed, June 23, 1966;
8:48 a.m.]

Title 49—TRANSPORTATION

Chapter I—interstate Commerce
Commission

SUBCHAPTER A-—GENERAL RULES AND
REGULATIONS

[S.0. 983-A]
PART 95—CAR SERVICE
Distribution of Boxcars

At a session of the Interstate Com-
merce Commission, Railroad Safety and
Service Board, held in Washington, D.C.,
on the 20th day of June A.D. 1966.

Upon further consideration of Service
Order No. 983 (31 F.R. 6060, 7469) and
good cause appearing therefor:

It is ordered, That:

Section 95.983 Distribution of Bozcars,

pbe and it is ordered vacated and set
aside.
(Secs. 1, 12, 15, 24 Stat. 379, 383, 384, as
amended; 49 U.S.C. 1, 12, 15, 17(2). Inter-
prets or applies sets. 1(10-17), 15(4), 40 Stat.
101, as amended 54 Stat, 911; 49 U.S.C. 1(10-
17),156(4), 17(2))

It is further ordered, That this order
shall become effective at 11:59 p.m.,
June 21, 1966; that copies of this order
and direction shall be served upon the
Association of American Railroads, Car
Service Division, as agent of the rail-
roads subscribing to the car service and

per diem agreement under the terms of
that agreement; and that notice of the
order shall be given to the general public
by depositing a copy in the office of the
Secretary of the Commission at Wash-
ington, D.C., and by filing it with the
Director, Office of the Federal Register.

By the Commission, Railroad Safety
and Service Board.

[SEAL] H. NEmL GARSON,
Secretary.
[FR. Doc. 66-6932; Filed, June 23, 1966;

8:48 am.]

[Rev. 8.0. 985-A]
PART 95—CAR SERVICE
Distribution of Boxcars

At a session of the Interstate Com-
merce Commission, Railroad Safety and
Service Board, held in Washington, D.C.,
on the 20th day of June A.D. 1966.

Upon further consideration of Revised
Service Order No. 985 (31 F.R. T468,
8064) and good cause appearing
therefor:

It is ordered, That:

Section 95.985 Distribution of boxcars,

be and it is ordered vacated and set
aside.
(Secs. 1, 12, 15, 24 Stat. 379, 383, 384, as
amended; 49 U.S.C. 1, 12, 15, 17(2). Inter-
prets or applies secs. 1(10-17), 16(4), 40 Stat.
101, as amended 54 Stat. 911; 49 U.S.C. 1(10-
17), 15(4), 17(2))

It is further ordered, That this order
shall become effective at 11:59 p.m.,
June 21, 1966; that copies of this order
and direction shall be served upon the
Association of American Railroads, Car
Service Division, as agent of the rail-
roads subscribing to the car service and
per diem agreement under the terms of
that agreement; and that notice of the
order shall be given to the general public
by depositing a copy in the office of the
Secretary of the Commission at Wash-
ington, D.C., and by filing it with the
Director, Office of the Federal Register.

By the Commission, Railroad Safety
and Service Board.

[SEAL] H. NemL GARSON,
Secretary.
[F.R. Doc. 66-6933; Filed, June 28, 1968;
8:48 am.]
[8.0.986]

PART 95—CAR SERVICE
Distribution of Boxcars

At a session of the Interstate Com-
merce Commission, Railroad Safety and
Service Board, held in Washington, D.C.,
on the 21st day of June A D., 1966.

It appearing, that there is presently &
shortage of boxcars to meet current re-
quirements on the railroads named in
paragraph (a) herein; that forthcoming
grain harvests will further greatly de-'
plete an inadequate supply of boxcars;
that prompt and uninterrupted move-
ment of grains from farms to terminals is
essential to prevent spoilage and con-
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