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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.
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(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
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into such joint ownership, or is re-
transferred from such joint ownership
to the sole ownership of the individual.
However, any termination of such joint
ownership is a disposition of such
share, except to the extent that the in-
dividual reacquires ownership of the
share. For example, if such individual
and his joint owner transfer such share
to another person, the individual has
made a disposition of such share. Like-
wise, if a share of stock held in the
joint names of such individual and an-
other person is transferred to the name
of such other person, there is a disposi-
tion of such share by the individual. If
an individual exercises a restricted
stock option and a share of stock is
transferred to another or is transferred
to such individual in his name as trust-
ee for another, the individual has made
a disposition of such share.

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

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

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

Example (3). Assume, in example (2), that
on August 1, 1956, E makes a gift of the 100
shares of X Corporation stock to his son.
Such disposition results in no realization of
gain to E either for the taxable year in
which the option is exercised or the taxable
year in which the gift is made. E’s basis of
$9,500 becomes the donee’s basis for deter-
mining gain or loss.
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Example (4). Assume, in example (1), that
on May 1, 1956, one year and 11 months after
the granting of the option and 11 months
after the transfer of the shares to him, E
sells the 100 shares of X Corporation stock
for $13,000. The special rules of section 421(a)
are not applicable to the transfer of the
stock by X Corporation to E, because dis-
position of the stock was made by E within
two years from the date the option was
granted. See paragraph (e) of this section for
the effect of a disqualifying disposition.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

@3)(i) If under section 421(b) an
amount is required to be included in
the gross income of the estate or of
such person, the estate or such person
shall be allowed a deduction as a result
of the inclusion of the value of the re-
stricted stock option in the estate of
the individual to whom the option was
granted. Such deduction shall be com-
puted under section 691(c) by treating
the restricted stock option as an item
of gross income in respect of a decedent
under section 691 and by treating the
amount required to be included in
gross income under section 421(b) as an
amount included in gross income under
section 691 in respect of such item of
gross income. No such deduction shall
be allowable with respect to any
amount other than an amount includ-
ible under section 421(b). For the rules
relating to the computation of a deduc-
tion under section 691(c), see §1.691(c)-
1.

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

Example. On June 1, 1953, E was granted a
restricted stock option to purchase for $85
one share of the stock of his employer. On
such day, the fair market value of such stock
was $100 a share. E died on February 1, 1954,
without having exercised such option. The
option was, however, exercisable by his es-
tate, and for purposes of the estate tax was
valued at $30. On March 1, 1955, the estate ex-
ercised the option, and on March 15, 1955,
sold for $150 the share of stock so acquired.
For its taxable year including March 15, 1955,
the estate is required by section 421(b) to in-
clude in its gross income as compensation
the amount of $15. During such taxable year,
no amounts of income were properly paid,
credited, or distributable to the beneficiaries
of the estate. However, under section
421(d)(6)(B), the estate is entitled to a deduc-
tion determined in the following manner. E’s

§1.421-5

estate includes no other items of income in
respect of a decedent referred to in section
691(a), and no deductions referred to in sec-
tion 691(b), so that the value for estate tax
purposes of the restricted stock option, $30,
is also the net value of all items of income in
respect of the decedent. The estate tax at-
tributable to the inclusion of the restricted
stock option in the estate of E is $10. Since
$15, the amount includible in gross income
by reason of section 421(b), is less than the
value for estate tax purposes of the option,
only %0 of the estate tax attributable to the
inclusion of the option in the estate is de-
ductible; that is, %0 of $10, or $5. No deduc-
tion under section 421(d)(6)(B) is allowable
with respect to any capital gain.

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

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

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

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

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

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

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

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

Example (3). Assume the same facts as in
example (2), except that the fair market
value of the share of stock at the time if its
sale was $90. The basis of the share, deter-
mined under subdivision (ii)(A) of this sub-
paragraph, is $120 (the $85 paid for the stock
plus the $35 basis of the option). When the
share is sold for $90, the estate is required to
include $5 in its gross income as compensa-
tion. If the employee had exercised the op-
tion and held the share at the time of this
death, $15 would have been includible in
gross income as compensation for the tax-
able year ending with his death. Since such
amount exceeds by $10 the amount which the
estate is required to include in its gross in-
come, subdivision (ii)(B) of this subpara-
graph applies, and the basis of the share
($120), determined under subdivision (ii)(A) of
this subparagraph is reduced by $10. Accord-
ingly, the basis is $110, and a capital loss of
$20 is realized on the disposition of the share.
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Example (4). Assume the same facts as in
example (2), except that the fair market
value of the option on the applicable valu-
ation date was $5, and that the fair market
value of X Corporation stock on the date the
employee died did not exceed $100. The basis
of the share, determined under subdivision
(ii)(A) of this subparagraph, is $90 (the $85
paid for the stock plus the $5 basis of the op-
tion). When the share is sold for $120, the es-
tate is required to include $15 in its gross in-
come as compensation. Since such amount
exceeds by $10 the basis of the option, sub-
division (ii)(C) of this subparagraph applies,
and the basis of the share ($90), determined
under subdivision (ii)(A) of this subpara-
graph, is increased by $10. Accordingly, the
basis is $100 and a capital gain of $20 is real-
ized on the disposition of the share.

Example (5). Assume the same facts as in
example (2), except that on June 1, 1957, the
date the employee died, the fair market
value of X Corporation stock was $98, and
that on June 1, 1958, the alternate valuation
date, the fair market value of the stock had
declined substantially, and the fair market
value of the option was $5. On August 1, 1958,
the estate of E exercised the option and sold
the share when its fair market value was $92.
The basis of the share, determined under
subdivision (ii)(A) of this subparagraph, is
$90 (the $85) paid for the stock plus the $5
basis of the option). When the share is sold
for $92, the estate is required to include $7 in
its gross income as compensation. Since $13
would have been includible in E’s gross in-
come if he had exercised the option and held
such share at the time of his death, subdivi-
sion (ii)(B) of this subparagraph applies, and
the basis of the share ($90), determined under
subdivision (ii)(A) of this subparagraph, is re-
duced by $6 to $84. Furthermore, since the $7
that the estate is required to include in its
gross income when the share is sold for $92
exceeds by $2 the basis of the option, subdivi-
sion (ii)(C) of this subparagraph applies, and
the basis of the share ($84), determined under
subdivision (ii)(A) and (ii)(B) of this subpara-
graph, is increased by $2. Accordingly, the
basis is $86 and a capital gain of $6 is realized
on the disposition of the share.

(e) Disqualifying disposition. The dis-
position of a share of stock, acquired
by the exercise of a restricted stock op-
tion, within two years after the grant-
ing of the option or within 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977) after the transfer of
the share pursuant to such exercise
makes section 421 inapplicable to such
transfer of the share. If such disquali-
fying disposition occurs in a taxable
year of the individual which begins

§1.421-6

after December 31, 1953, and ends after
August 16, 1954, the income attrib-
utable to such transfer shall be treated
by the individual as income received in
the taxable year in which such disposi-
tion occurs. Similarly, if such disposi-
tion occurs in a taxable year of the em-
ployer which begins after December 31,
1953, and ends after August 16, 1954, the
deduction attributable to the transfer
of the share of stock pursuant to the
exercise of the option shall be allow-
able for the taxable year in which such
disposition occurs. In such cases, no
amount shall be treated as income, and
no amount shall be allowed as a deduc-
tion, for any taxable year other than
the taxable year in which occurs the
disposition. However, if the stock was
transferred pursuant to the exercise of
the option in a taxable year other than
the taxable year of the disposition, the
amount of the deduction shall be
determinded as if the employee had
been paid compensation at the time
provided in paragraph (d) of §1.421-6.

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

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

(a) Scope of section. (1) If an employer
or other person grants to an employee
or other person for any reason con-
nected with the employment of such
employee an option to purchase stock
of the employer or other property, and
if section 421 is not applicable, then
this section shall apply. This section
will apply, for example, when an option
is not a qualified or restricted stock
option at the time it is granted or an
option granted under an employee
stock purchase plan, or when an option
is modified so that it no longer quali-
fies as such an option, or when there is
a disqualifying disposition of stock ac-
quired by the exercise of such an op-
tion so that section 421 does not apply.
When an option is granted for any rea-
son connected with the employment of
an employee, this section applies, if
section 421 does not apply, irrespective
of whether the option is granted by the
employer, by a parent or subsidiary of
the employer, by a stockholder of any
of such corporations, or by any other
person, and irrespective of whether the
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