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corporations within three months before
June 1, 1955.

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

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

(©)(1) The determination whether an
option ultimately exercised is a re-
stricted stock option is made as of the
date such option is granted. An option
which is a restricted stock option when
granted does not lose its character as
such an option by reason of subsequent
events, and an option which is not a re-
stricted stock option when granted
does not become such an option by rea-
son of subsequent events. See, however,
§1.421-4, relating to modification, ex-
tension, or renewal of an option.

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

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

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

§1.421-4

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

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

§1.421-4 Modification, extension, or
renewal.

(a) In general. Section 421(e) provides
the rules for determining whether a
share of stock transferred to an indi-
vidual upon his exercise of an option,
after the terms thereof have been
modified, extended, or renewed, Iis
transferred pursuant to the exercise of
a restricted stock option. Such rules
and the rules of this section are appli-
cable to modifications, extensions, or
renewals (or to changes which are not
treated as modifications) in the case of
an exercise of an option in any taxable
year of the optionee which begins after
December 31, 1953, and ends after Au-
gust 16, 1954.

(b) Effect of a modification, extension,
or renewal. (1) Any modification, exten-
sion, or renewal of the terms of an op-
tion to purchase stock shall be consid-
ered as the granting of a new option.

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

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

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

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

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

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

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

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

1955
January ............. 90
February .. . . 80
March . 70
April . 60
May 60

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

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

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

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

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

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

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

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

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

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

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

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

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

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

26 CFR Ch. | (4-1-04 Edition)

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

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

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

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

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

Example (1). On June 1, 1954, the X Corpora-
tion grants to an employee an option to pur-
chase 100 shares of the stock of X Corpora-
tion at $90 per share, such option to be exer-
cised on or before June 1, 1956. At the time
the option is granted, the fair market value
of the X Corporation stock is $100 per share.
On February 1, 1955, before the employee ex-
ercises the option, X Corporation modifies
the option to provide that the price at which
the employee may purchase the stock shall

§1.421-4

be $80 per share. On February 1, 1955, the fair
market value of the X Corporation stock is
$90 per share. Under section 421(e), the X Cor-
poration is deemed to have granted an option
to the employee on February 1, 1955. Unless
the value of the stock has substantially de-
clined making paragraph (b)(3) of this sec-
tion applicable, such option shall be treated
as an option to purchase at $80 per share 100
shares of stock having a fair market value of
$100 per share, that is, the higher of the fair
market value of the stock on June 1, 1954,
and on February 1, 1955. The exercise of such
option by the employee after February 1,
1955, is not the exercise of a restricted stock
option.

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

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

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

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

§1.421-5 Operation of section 421.

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

(i) No income shall result at the time
of the transfer of such share to the in-
dividual upon his exercise of the option
with respect to such share;

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

(iii) No amount other than the option

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

26 CFR Ch. | (4-1-04 Edition)

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

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

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

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

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

(ii) If an individual exercises a re-
stricted stock option, a share of stock
acquired pursuant to such exercise is
not considered disposed of by the indi-
vidual if such share is taken in the
name of the individual and another
person jointly with right of survivor-
ship, or is subsequently transferred

900



		Superintendent of Documents
	2014-11-19T08:36:49-0500
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




