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2005. Reliance on LR–279–81, REG– 
122917–02, or this section must be in its 
entirety, and all statutory options 
granted during the reliance period 
must be treated consistently. 

[T.D. 9144, 69 FR 46417, Aug. 3, 2004; 69 FR 
61310, Oct. 18, 2004; 69 FR 70551, Dec. 7, 2004; 
T.D. 9471, 74 FR 59078, Nov. 17, 2009] 

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

(a) General rule. Subject to the provi-
sions of section 423(c) and § 1.423–2(k), 
the special rules of income tax treat-
ment provided in section 421(a) apply 
with respect to the transfer of a share 
of stock to an individual pursuant to 
the individual’s exercise of an option 
granted under an employee stock pur-
chase plan, as defined in § 1.423–2, if the 
following conditions are satisfied— 

(1) The individual makes no disposi-
tion of such share before the later of 
the expiration of the two-year period 
from the date of the grant of the option 
pursuant to which such share was 
transferred or the expiration of the 
one-year period from the date of trans-
fer of such share to the individual; and 

(2) At all times during the period be-
ginning on the date of the grant of the 
option and ending on the day three 
months before the date of exercise, the 
individual was an employee of the cor-
poration granting the option, a related 
corporation, or a corporation (or a re-
lated corporation) substituting or as-
suming the stock option in a trans-
action to which section 424(a) applies. 

(b) Cross-references. For rules relating 
to the requisite employment relation-
ship, see § 1.421–1(h). For rules relating 
to the effect of a disqualifying disposi-
tion, see section 421(b) and § 1.421–2(b). 
For the definition of the term ‘‘dis-
position,’’ see section 424(c) and § 1.424– 
1(c). For the definition of the term 
‘‘related corporation,’’ see § 1.421–1(i). 

(c) Effective/applicability date. The 
regulations under this section are ef-
fective on November 17, 2009. The regu-
lations under this section apply to op-
tions granted under an employee stock 
purchase plan on or after January 1, 
2010. 

[T.D. 9471, 74 FR 59078, Nov. 17, 2009] 

§ 1.423–2 Employee stock purchase 
plan defined. 

(a) In general—(1) The term ‘‘em-
ployee stock purchase plan’’ means a 
plan that meets the requirements of 
paragraphs (a)(2) and (a)(3) of this sec-
tion. If the terms of the plan do not 
satisfy the requirements of paragraph 
(a)(3) of this section, then such require-
ments may be satisfied by the terms of 
an offering made under the plan. How-
ever, where the requirements of para-
graph (a)(3) of this section are satisfied 
by the terms of an offering, such re-
quirements will be treated as satisfied 
only with respect to options exercised 
under that offering. One or more offer-
ings may be made under an employee 
stock purchase plan. Offerings may be 
consecutive or overlapping, and the 
terms of each offering need not be iden-
tical provided the terms of the plan 
and the offering together satisfy the 
requirements of paragraphs (a)(2) and 
(a)(3) of this section. The plan and the 
terms of an offering must be in writing 
or electronic form, provided that such 
writing or electronic form is adequate 
to establish the terms of the plan or of-
fering, as applicable. 

(2) To satisfy the requirements of 
this paragraph (a)(2) and § 1.423–1, the 
plan must meet both of the following 
requirements— 

(i) The plan must provide that op-
tions can be granted only to employees 
of the employer corporation or of a re-
lated corporation (as defined in para-
graph (i) of § 1.421–1) to purchase stock 
in any such corporation (see paragraph 
(b) of this section); and 

(ii) The plan must be approved by the 
stockholders of the granting corpora-
tion within 12 months before or after 
the date the plan is adopted (see para-
graph (c) of this section). 

(3) To satisfy the requirements of 
this paragraph (a)(3) and § 1.423–1, the 
terms of the plan or offering must meet 
all of the following requirements— 

(i) An employee cannot be granted an 
option if, immediately after the option 
is granted, the employee owns stock 
possessing 5 percent or more of the 
total combined voting power or value 
of all classes of stock of the employer 
corporation or of a related corporation 
(see paragraph (d) of this section); 
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(ii) Options must be granted to all 
employees of any corporation whose 
employees are granted any options by 
reason of their employment by the cor-
poration (see paragraph (e) of this sec-
tion); 

(iii) All employees granted options 
must have the same rights and privi-
leges (see paragraph (f) of this section); 

(iv) The option price cannot be less 
than the lesser of— 

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

(B) An amount not less than 85 per-
cent of the fair market value of the 
stock at the time the option is exer-
cised (see paragraph (g) of this section). 

(v) Options cannot be exercised after 
the expiration of— 

(A) Five years from the date the op-
tion is granted if, under the terms of 
such plan, the option price cannot be 
less than 85 percent of the fair market 
value of the stock at the time the op-
tion is exercised, or 

(B) Twenty-seven months from the 
date the option is granted, if the option 
price is not determined in the manner 
described in paragraph (a)(3)(v)(A) of 
this section (see paragraph (h) of this 
section). 

(vi) No employee may be granted an 
option that permits the employee’s 
rights to purchase stock under all em-
ployee stock purchase plans of the em-
ployer corporation and its related cor-
porations to accrue at a rate that ex-
ceeds $25,000 of fair market value of the 
stock (determined at the time the op-
tion is granted) for each calendar year 
in which the option is outstanding at 
any time (see paragraph (i) of this sec-
tion); and 

(vii) Options are not transferable by 
the optionee other than by will or the 
laws of descent and distribution, and 
are exercisable, during the lifetime of 
the optionee, only by the optionee (see 
paragraph (j) of this section). 

(4) The determination of whether a 
particular option is an option granted 
under an employee stock purchase plan 
is made at the time the option is grant-
ed. If the terms of an option are incon-
sistent with the terms of the employee 
stock purchase plan or the offering 
under the plan pursuant to which the 
option is granted, the option will not 

be treated as granted under an em-
ployee stock purchase plan. If an op-
tion with terms that are inconsistent 
with the terms of the plan or an offer-
ing under the plan is granted to an em-
ployee who is entitled to the grant of 
an option under the terms of the plan 
or offering, and the employee is not 
granted an option under the offering 
that qualifies as an option granted 
under an employee stock purchase 
plan, the offering will not meet the re-
quirements of paragraph (e) of this sec-
tion. Accordingly, none of the options 
granted under the offering will be eligi-
ble for the special tax treatment of sec-
tion 421. However, if an option with 
terms that are inconsistent with the 
terms of the plan or an offering under 
the plan is granted to an individual 
who is not entitled to the grant of an 
option under the terms of the plan or 
offering, the option will not be treated 
as an option granted under an em-
ployee stock purchase plan but the 
grant of the option will not disqualify 
the options granted under the plan or 
offering. If, at the time of grant, an op-
tion qualifies as an option granted 
under an employee stock purchase 
plan, but after the time of grant one or 
more of the requirements of paragraph 
(a)(3) of this section is not satisfied 
with respect to the option, the option 
will not be treated as granted under an 
employee stock purchase plan but this 
failure to comply with the terms of the 
option will not disqualify the other op-
tions granted under the plan or offer-
ing. 

(5) Examples. The following examples 
illustrate the principles of paragraph 
(a): 

Example 1. Corporation A operates an em-
ployee stock purchase plan under which op-
tions for A stock are granted to employees of 
A. The terms of an offering provide that the 
option price will be 90 percent of the fair 
market value of A stock on the date of exer-
cise. A grants an option under the offering to 
Employee Z, an employee of A. The terms of 
the option provide that the option price will 
be 85 percent of the fair market value of A 
stock on the date of exercise. Because the 
terms of Z’s option are inconsistent with the 
terms of the offering, the option granted to 
Z will not be treated as an option granted 
under the employee stock purchase plan. 
Further, unless Z is granted an option under 
the offering that qualifies as an option 
granted under the employee stock purchase 
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plan, the offering will not meet the require-
ments of paragraph (e) of this section and 
none of the options granted under the offer-
ing will be eligible for the special tax treat-
ment of section 421. 

Example 2. Corporation B operates an em-
ployee stock purchase plan that provides 
that options for B stock may only be granted 
to employees of B. Under the terms of the 
plan, options may not be granted to consult-
ants and other non-employees. B grants an 
option to Consultant Y, a consultant of B. 
Because Y is ineligible to receive an option 
under the plan because Y is not an employee, 
the grant of the option to Y is inconsistent 
with the terms of the plan and the option 
granted to Y will not be treated as an option 
granted under the employee stock purchase 
plan. However, the grant of the option to Y 
will not disqualify the options granted under 
the plan or any offering because Y was not 
entitled to the grant of an option under the 
plan. 

Example 3. Corporation C operates an em-
ployee stock purchase plan under which op-
tions for C stock are granted to employees of 
C. C grants an option pursuant to an offering 
under the plan to Employee X, an employee 
of C who is a highly compensated employee. 
The terms of the employee stock purchase 
plan exclude highly compensated employees 
from participation in the plan. Because X is 
ineligible to receive an option under the plan 
by reason of X’s exclusion from participation 
in the plan, the option granted to X will not 
be treated as an option granted under the 
employee stock purchase plan. However, the 
grant of the option to X will not disqualify 
the options granted under the plan or offer-
ing because X was not entitled to the grant 
of an option under the plan. 

Example 4. Corporation D operates an em-
ployee stock purchase plan under which op-
tions for D stock are granted to employees of 
D. D grants an option pursuant to an offering 
under the plan to Employee W, an employee 
of D. The terms of the option provide that 
the option price will be 90 percent of the fair 
market value of D stock on the date of exer-
cise. On the date of exercise, W pays only 85 
percent of the fair market value of D stock. 
Because the terms of W’s option are not sat-
isfied, the option granted to W will not be 
treated as an option granted under the em-
ployee stock purchase plan. However, the 
failure to comply with the terms of the op-
tion granted to W will not disqualify the op-
tions granted under the plan or offering. 

(b) Options restricted to employees. An 
employee stock purchase plan must 
provide that options can be granted 
only to employees of the employer cor-
poration (or employees of its related 
corporations) to purchase stock in the 
employer corporation (or one of its re-

lated corporations). If such a provision 
is not included in the terms of the 
plan, the plan will not be an employee 
stock purchase plan and options grant-
ed under the plan will not qualify for 
the special tax treatment of section 
421. For rules relating to the employ-
ment requirement, see § 1.421–1(h). 

(c) Stockholder approval—(1) An em-
ployee stock purchase plan must be ap-
proved by the stockholders of the 
granting corporation within 12 months 
before or after the date such plan is 
adopted. The approval of the stock-
holders must comply with all applica-
ble provisions of the corporate charter 
and bylaws and of applicable State law 
prescribing the method and degree of 
stockholder approval required for the 
issuance of corporate stock or options. 
If the applicable State law does not 
prescribe a method and degree of 
stockholder approval, then an em-
ployee stock purchase plan must be ap-
proved— 

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

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

(2) For purposes of the stockholder 
approval required by this paragraph 
(c), ordinarily, a plan is adopted when 
it is approved by the granting corpora-
tion’s board of directors, and the date 
of the board’s action is the reference 
point for determining whether stock-
holder approval occurs within the ap-
plicable 24-month period. However, if 
the board’s action is subject to a condi-
tion (such as stockholder approval) or 
the happening of a particular event, 
the plan is adopted on the date the con-
dition is met or the event occurs, un-
less the board’s resolution fixes the 
date of adoption as the date of the 
board’s action. 

(3) An employee stock purchase plan, 
as adopted and approved, must des-
ignate the maximum aggregate number 
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of shares that may be issued under the 
plan, and the corporations or class of 
corporations whose employees may be 
offered options under the plan. A plan 
that merely provides that the number 
of shares that may be issued under the 
plan may not exceed a stated percent-
age of the shares outstanding at the 
time of each offering or grant under 
the plan does not satisfy the require-
ments of this paragraph (c)(3). How-
ever, the maximum aggregate number 
of shares that may be issued under the 
plan may be stated in terms of a per-
centage of the authorized, issued, or 
outstanding shares on the date of the 
adoption of the plan. The plan may 
specify that the maximum aggregate 
number of shares available for grants 
under the plan may increase annually 
by a specified percentage of the author-
ized, issued, or outstanding shares on 
the date of the adoption of the plan. A 
plan that provides that the maximum 
aggregate number of shares that may 
be issued as options under the plan 
may change based on any other specific 
circumstances satisfies the require-
ments of this paragraph only if the 
stockholders approve an immediately 
determinable maximum number of 
shares that may be issued under the 
plan in any event. If there is more than 
one employee stock purchase plan 
under which options may be granted 
and stockholders of the granting cor-
poration merely approve a maximum 
aggregate number of shares that are 
available for issuance under the plans, 
the stockholder approval requirements 
described in paragraph (c)(1) of this 
section are not satisfied. A separate 
maximum aggregate number of shares 
available for issuance pursuant to op-
tions must be specified and approved 
for each plan. 

(4) Once an employee stock purchase 
plan is approved by the stockholders of 
the granting corporation, the plan need 
not be reapproved by the stockholders 
of the granting corporation unless the 
plan is amended or changed in a man-
ner that is considered the adoption of a 
new plan, in which case the plan must 
be reapproved within the prescribed 24- 
month period. Any increase in the ag-
gregate number of shares that may be 
issued under the plan (other than an 
increase merely reflecting a change in 

the number of outstanding shares, such 
as a stock dividend or stock split) will 
be considered the adoption of a new 
plan requiring stockholder approval 
within the prescribed 24-month period. 
Similarly, a change in the designation 
of corporations whose employees may 
be offered options under the plan will 
be considered the adoption of a new 
plan requiring stockholder approval 
within the prescribed 24-month period 
unless the plan provides that designa-
tions of participating corporations may 
be made from time to time from among 
a group consisting of the granting cor-
poration and its related corporations. 
The group from among which such 
changes and designations are permitted 
without additional stockholder ap-
proval may include corporations hav-
ing become parents or subsidiaries of 
the granting corporation after the 
adoption and approval of the plan. In 
addition, a change in the granting cor-
poration or the stock available for pur-
chase under the plan will be considered 
the adoption of a new plan requiring 
stockholder approval within the pre-
scribed 24-month period. Any other 
changes in the terms of an employee 
stock purchase plan are not considered 
the adoption of a new plan and, thus, 
do not require stockholder approval. 

(5) Examples. The following examples 
illustrate the principles of this para-
graph (c): 

Example 1. (i) Corporation E is a subsidiary 
of Corporation F, a publicly traded corpora-
tion. On January 1, 2010, E adopts an em-
ployee stock purchase plan under which op-
tions for E stock are granted to E employees. 

(ii) To meet the requirements of paragraph 
(c)(1) of this section, the plan must be ap-
proved by the stockholders of E (in this case, 
F) within 12 months before or after January 
1, 2010. 

(iii) Assume the same facts as in paragraph 
(i) of this Example 1, except that the plan was 
approved by the stockholders of E (in this 
case, F) on March 1, 2010. On January 1, 2012, 
E changes the plan to provide that options 
for F stock will be granted to E employees 
under the plan. Because there is a change in 
the stock available for grant under the plan, 
under paragraph (c)(4) of this section, the 
change is considered the adoption of a new 
plan that must be approved by the stock-
holders of E (in this case, F) within 12 
months before or after January 1, 2012. 

Example 2. (i) Assume the same facts as in 
paragraph (i) of Example 1, except that on 
March 15, 2011, F completely disposes of its 
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interest in E. Thereafter, E continues to 
grant options for E stock to E employees 
under the plan. 

(ii) The new E options are granted under a 
plan that meets the stockholder approval re-
quirements of paragraph (c)(1) of this section 
without regard to whether E seeks approval 
of the plan from the stockholders of E after 
F disposes of its interest in E. 

(iii) Assume the same facts as in paragraph 
(i) of this Example 2, except that under the 
plan as adopted on January 1, 2010, only op-
tions for F stock are granted to E employees. 
Assume further that, after F disposes of its 
interest in E, E changes the plan to provide 
for the grant of options for E stock to E em-
ployees. Because there is a change in the 
stock available for purchase or grant under 
the plan, under paragraph (c)(4) of this sec-
tion, the stockholders of E must approve the 
plan within 12 months before or after the 
change to the plan to meet the stockholder 
approval requirements of paragraph (c) of 
this section. 

Example 3. (i) Corporation G maintains an 
employee stock purchase plan providing op-
tions for G stock. Corporation H does not 
maintain an employee stock purchase plan. 
On May 15, 2010, G and H consolidate under 
State law to form one corporation. The new 
corporation is named Corporation H. The 
consolidation agreement describes the G 
plan, including the maximum aggregate 
number of shares available for issuance 
under the plan after the consolidation. Addi-
tionally, the consolidation agreement states 
that the plan will be continued by H after 
the consolidation. The consolidation agree-
ment is approved by the stockholders of G 
and H on May 1, 2010. H assumes the plan for-
merly maintained by G and continues to 
grant options under the plan to all eligible 
employees, but the options are for H stock. 

(ii) Because there is a change in the grant-
ing corporation (from G to H) and the stock 
available for purchase, under paragraph 
(c)(4) of this section, H is considered to have 
adopted a new plan. Because the plan is fully 
described in the consolidation agreement, in-
cluding the maximum aggregate number of 
shares available for issuance under the plan, 
the approval of the consolidation agreement 
by the stockholders constitutes approval of 
the plan. Thus, the stockholder approval of 
the consolidation agreement satisfies the 
stockholder approval requirements of para-
graph (c)(1) of this section, and the plan is 
considered to be adopted by H and approved 
by its stockholders on May 1, 2010. 

Example 4. Corporation I adopts an em-
ployee stock purchase plan on November 1, 
2010. On that date, there are two million 
shares of I stock outstanding. The plan pro-
vides that the maximum aggregate number 
of shares that may be issued under the plan 
may not exceed 15 percent of the number of 
shares of I stock outstanding on November 1, 

2010. Because the maximum aggregate num-
ber of shares that may be issued under the 
plan is designated in the plan, the require-
ments of paragraph (c)(3) of this section are 
met. 

Example 5. (i) Corporation J adopts an em-
ployee stock purchase plan on March 15, 2010. 
The plan provides that the maximum aggre-
gate number of shares of J stock available 
for issuance under the plan is 50,000, in-
creased on each anniversary date of the 
adoption of the plan by 5 percent of the then 
outstanding shares. Because the maximum 
aggregate number of shares is not designated 
under the plan, the requirements of para-
graph (c)(3) of this section are not met. 

(ii) Assume the same facts as in paragraph 
(i) of this Example 5, except that the plan 
provides that the maximum aggregate num-
ber of shares available under the plan is the 
lesser of (a) 50,000 shares, increased each an-
niversary date of the adoption of the plan by 
5 percent of the then-outstanding shares, or 
(b) 200,000 shares. Because the maximum ag-
gregate number of shares that may be issued 
under the plan is designated as the lesser of 
two numbers, one of which provides an im-
mediately determinable maximum aggregate 
number of shares that may be issued under 
the plan in any event, the requirements of 
paragraph (c)(3) of this section are met. 

(d) Options granted to certain share-
holders—(1) An employee stock pur-
chase plan or offering must, by its 
terms, provide that an employee can-
not be granted an option if the em-
ployee, immediately after the option is 
granted, owns stock possessing 5 per-
cent or more of the total combined vot-
ing power or value of all classes of 
stock of the employer corporation or a 
related corporation. In determining 
whether the stock ownership of an em-
ployee equals or exceeds this 5 percent 
limit, the rules of section 424(d) (relat-
ing to attribution of stock ownership) 
shall apply, and stock that the em-
ployee may purchase under out-
standing options (whether or not the 
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 this paragraph (d) although 
under its terms it may be exercised 
only in installments or after the expi-
ration of a fixed period of time. If an 
option is granted to an employee whose 
stock ownership (as determined under 
this paragraph (d)) exceeds the limita-
tion set forth in this paragraph (d), no 
portion of the option will be treated as 
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having 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 the 
employer corporation (or a related cor-
poration) that is owned by the em-
ployee is made by comparing the vot-
ing power or value of the shares owned 
(or treated as owned) by the employee 
to the aggregate voting power or value 
of all shares actually issued and out-
standing immediately after the grant 
of the option to the employee. The ag-
gregate voting power or value of all 
shares actually issued and outstanding 
immediately after the grant of the op-
tion does not include the voting power 
or value of treasury shares or shares 
authorized for issue under outstanding 
options held by the employee or any 
other person. 

(3) Examples. The following examples 
illustrate the principles of this para-
graph (d): 

Example 1. Employee V, an employee of 
Corporation K, owns 6,000 shares of K com-
mon stock, the only class of K stock out-
standing. K has 100,000 shares of its common 
stock outstanding. Because V owns 6 percent 
of the combined voting power or value of all 
classes of K stock, K cannot grant an option 
to V under K’s employee stock purchase 
plan. If V’s father and brother each owned 
3,000 shares of K stock and V did not own any 
K stock, then the result would be the same 
because, under section 424(d), an individual is 
treated as owning stock held by the person’s 
father and brother. Similarly, the result 
would be the same if, instead of actually 
owning 6,000 shares, V merely held an option 
on 6,000 shares of K stock, irrespective of 
whether the transfer of stock under the op-
tion could qualify for the special tax treat-
ment of section 421, because this paragraph 
(d) provides that stock the employee may 
purchase under outstanding options is treat-
ed as stock owned by such employee. 

Example 2. Assume the same facts as in Ex-
ample 1, except that K is a 50 percent sub-
sidiary corporation of Corporation L. Irre-
spective of whether V owns any L stock, V 
cannot receive an option from L under L’s 
employee stock purchase plan because he 
owns 5 percent of the total combined voting 
power of all classes of stock of a subsidiary 
of L, in this example, K. An employee who 
owns (or is treated as owning) stock in ex-
cess of the limitation of this paragraph (d), 
in any corporation in a group of related cor-
porations, consisting of a parent and its sub-
sidiary corporations, cannot receive an op-

tion under an employee stock purchase plan 
from any corporation in the group. 

Example 3. Employee U is an employee of 
Corporation M. M has only one class of 
stock, of which 100,000 shares are issued and 
outstanding. Assuming U does not own (and 
is not treated as owning) any stock in M or 
in any related corporation of M, M may 
grant an option to U under its employee 
stock purchase plan for 4,999 shares, because 
immediately after the grant of the option, U 
would not own 5 percent or more of the com-
bined voting power or value of all classes of 
M stock actually issued and outstanding at 
such time. The 4,999 shares that U would be 
treated as owning under this paragraph (d) 
would not be added to the 100,000 shares actu-
ally issued and outstanding immediately 
after the grant for purposes of determining 
whether U’s stock ownership exceeds the 
limitation of this paragraph (d). 

Example 4. Assume the same facts as in Ex-
ample 3 but instead of an option for 4,999 
shares, M grants U an option, purportedly 
under its employee stock purchase plan, for 
5,000 shares. No portion of this option will be 
treated as granted under an employee stock 
purchase plan because U’s stock ownership 
exceeds the limitation of this paragraph (d). 

(e) Employees covered by plan—(1) Sub-
ject to the provisions of this paragraph 
(e) and the limitations of paragraphs 
(d), (f) and (i) of this section, an em-
ployee stock purchase plan or offering 
must, by its terms, provide that op-
tions are to be granted to all employ-
ees of any corporation whose employ-
ees are granted any of such options by 
reason of their employment by that 
corporation, except that one or more of 
the following categories of employees 
may be excluded from the coverage of 
the plan or offering— 

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

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

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

(iv) Highly compensated employees 
(within the meaning of section 414(q)). 

(2) A plan or offering does not fail to 
satisfy the coverage provision of para-
graph (e)(1) of this section in the fol-
lowing circumstances— 

(i) The plan or offering excludes em-
ployees who have completed a shorter 
period of service or whose customary 
employment is for fewer hours per 
week or fewer months in a calendar 
year than is specified in paragraphs 
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(e)(1)(i), (ii) and (iii) of this section, 
provided the exclusion is applied in an 
identical manner to all employees of 
every corporation whose employees are 
granted options under the plan or offer-
ing. 

(ii) The plan or offering excludes 
highly compensated employees (within 
the meaning of section 414(q)) with 
compensation above a certain level or 
who are officers or subject to the dis-
closure requirements of section 16(a) of 
the Securities Exchange Act of 1934, 
provided the exclusion is applied in an 
identical manner to all highly com-
pensated employees of every corpora-
tion whose employees are granted op-
tions under the plan or offering. 

(3) Notwithstanding paragraph (e)(1) 
of this section, employees who are citi-
zens or residents of a foreign jurisdic-
tion (without regard to whether they 
are also citizens of the United States 
or resident aliens (within the meaning 
of section 7701(b)(1)(A))) may be ex-
cluded from the coverage of an em-
ployee stock purchase plan or offering 
under the following circumstances— 

(i) The grant of an option under the 
plan or offering to a citizen or resident 
of the foreign jurisdiction is prohibited 
under the laws of such jurisdiction; or 

(ii) Compliance with the laws of the 
foreign jurisdiction would cause the 
plan or offering to violate the require-
ments of section 423. 

(4) No option granted under a plan or 
offering that excludes from participa-
tion any employees, other than those 
who may be excluded under this para-
graph (e), and those barred from par-
ticipation by reason of paragraphs (d), 
(f) and (i) of this section, can be re-
garded as having been granted under an 
employee stock purchase plan. If an op-
tion is not granted to any employee 
who is entitled to the grant of an op-
tion under the terms of the plan or of-
fering, none of the options granted 
under such offering will be treated as 
having been granted under an employee 
stock purchase plan. However, a plan 
that, by its terms, permits all eligible 
employees to elect to participate in an 
offering will not violate the require-
ments of this paragraph solely because 
eligible employees who elect not to 
participate in the offering are not 

granted options pursuant to such offer-
ing. 

(5) For purposes of this paragraph (e), 
the existence of the employment rela-
tionship between an individual and the 
corporation participating under the 
plan will be determined under § 1.421– 
1(h). 

(6) Examples. The following examples 
illustrate the principles of this para-
graph (e): 

Example 1. Corporation N has a stock pur-
chase plan that meets all the requirements 
of paragraphs (a)(2) and (a)(3) of this section 
except that options are not required to be 
granted to employees whose weekly rate of 
pay is less than $1,000. As a matter of cor-
porate practice, however, N grants options 
under its plan to all employees, irrespective 
of their weekly rate of pay. Even though N’s 
plan is operated in compliance with the re-
quirements of this paragraph (e), N’s plan is 
not an employee stock purchase plan because 
the terms of the plan exclude a category of 
employees that is not permitted under this 
paragraph (e). 

Example 2. Assume the same facts as in Ex-
ample 1, except that the first offering under 
N’s plan provides that options will be grant-
ed to all employees of N. The terms of the 
first offering will be treated as part of the 
terms of N’s plan, but only for purposes of 
the first offering. Because the terms of the 
first offering satisfy the requirements of this 
paragraph (e), stock transferred pursuant to 
options exercised under the first offering will 
be treated as stock transferred pursuant to 
the exercise of options granted under an em-
ployee stock purchase plan for purposes of 
section 421. 

Example 3. Corporation O has a stock pur-
chase plan that excludes from participation 
all employees who have been employed less 
than one year. Assuming all other require-
ments of paragraphs (a)(2) and (a)(3) of this 
section are satisfied, O’s plan qualifies as an 
employee stock purchase plan under section 
423. 

Example 4. Corporation P has a stock pur-
chase plan that excludes from participation 
clerical employees who have been employed 
less than two years. However, non-clerical 
employees with less than two years of serv-
ice are permitted to participate in the plan. 
P’s plan is not an employee stock purchase 
plan because the exclusion of employees who 
have been employed less than two years ap-
plies only to certain employees of P and is 
not applied in an identical manner to all em-
ployees of P. If, instead, P’s plan excludes 
from participation all employees (both cler-
ical and non-clerical) who have been em-
ployed less than two years, then P’s plan 
would qualify as an employee stock purchase 
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plan under section 423 assuming all other re-
quirements of paragraphs (a)(2) and (a)(3) of 
this section are satisfied. 

Example 5. Corporation Q has a stock pur-
chase plan that excludes from participation 
all officers who are highly compensated em-
ployees (within the meaning of section 
414(q)). Assuming all other requirements of 
paragraphs (a)(2) and (a)(3) of this section are 
satisfied, Q’s plan qualifies as an employee 
stock purchase plan under section 423. 

Example 6. Corporation R maintains an em-
ployee stock purchase plan that excludes 
from participation all highly compensated 
employees (within the meaning of section 
414(q)), except highly compensated employ-
ees who are officers of R. R’s plan is not an 
employee stock purchase plan because the 
exclusion of all highly compensated employ-
ees except highly compensated employees 
who are officers of R is not a permissible ex-
clusion under paragraph (e)(2)(ii) of this sec-
tion. 

Example 7. Corporation S is the parent cor-
poration of Subsidiary YY and Subsidiary 
ZZ. S maintains an employee stock purchase 
plan with both YY and ZZ participating in 
the same offering under the plan. Under the 
terms of the offering under the plan, all em-
ployees of YY and ZZ are permitted to par-
ticipate in the plan with the exception of 
ZZ’s highly compensated employees with an-
nual compensation greater than $300,000. 
None of the options granted under the offer-
ing will be considered granted under an em-
ployee stock purchase plan because the ex-
clusion of highly compensated employees 
with annual compensation greater than 
$300,000 is not applied in an identical manner 
to all employees of YY and ZZ granted op-
tions in the same offering. 

Example 8. Assume the same facts as in Ex-
ample 7, except that Corporation S estab-
lishes separate offerings under the plan for 
YY and ZZ. Under the terms of the separate 
offering for YY, all employees of YY are per-
mitted to participate in the plan. Under the 
terms of the separate offering established for 
ZZ, all employees of ZZ are permitted to par-
ticipate in the plan with the exception of 
ZZ’s highly compensated employees with an-
nual compensation greater than $300,000. The 
options granted under the separate offering 
for YY will be considered granted under an 
employee stock purchase plan. Further, the 
options granted under the separate offering 
for ZZ will be considered granted under an 
employee stock purchase plan because the 
exclusion of highly compensated employees 
with annual compensation greater than 
$300,000 is applied in an identical manner to 
all employees of ZZ granted options in the 
same offering. 

Example 9. The laws of Country A require 
that options granted to residents of Country 
A be transferable during the lifetime of the 
option recipient. Corporation T has a stock 

purchase plan that excludes residents of 
Country A from participation in the plan. 
Because compliance with the laws of Coun-
try A would cause options granted to resi-
dents of Country A to violate paragraph (j) 
of this section, T may exclude residents of 
Country A from participation in the plan. 
Assuming all other requirements of para-
graph (a)(2) of this section are satisfied, T’s 
plan qualifies as an employee stock purchase 
plan under section 423. 

(f) Equal rights and privileges—(1) Ex-
cept as otherwise provided in para-
graphs (f)(2) through (f)(6) of this sec-
tion, an employee stock purchase plan 
or offering must, by its terms, provide 
that all employees granted options 
under the plan or offering shall have 
the same rights and privileges. Thus, 
the provisions applying to one option 
under an offering (such as the provi-
sions relating to the method of pay-
ment for the stock and the determina-
tion of the purchase price per share) 
must apply to all other options under 
the offering in the same manner. If all 
the options granted under a plan or of-
fering do not, by their terms, give the 
respective optionees the same rights 
and privileges, none of the options will 
be treated as having been granted 
under an employee stock purchase plan 
for purposes of section 421. 

(2) The requirements of this para-
graph (f) do not prevent the maximum 
amount of stock that an employee may 
purchase from being determined on the 
basis of a uniform relationship to the 
total compensation, or the basic or reg-
ular rate of compensation, of all em-
ployees. 

(3) A plan or offering will not fail to 
satisfy the requirements of this para-
graph (f) because the plan or offering 
provides that no employee may pur-
chase more than a maximum amount 
of stock fixed under the plan or offer-
ing. 

(4) A plan or offering will not fail to 
satisfy the requirements of this para-
graph (f) if, in order to comply with the 
laws of a foreign jurisdiction, the 
terms of an option granted under a 
plan or offering to citizens or residents 
of such foreign jurisdiction (without 
regard to whether they are also citi-
zens of the United States or resident 
aliens (within the meaning of section 
7701(b)(1)(A))) are less favorable than 
the terms of options granted under the 
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same plan or offering to employees 
resident in the United States. 

(5)(i) Except as provided in this para-
graph and paragraph (f)(5)(ii) of this 
section, a plan or offering permitting 
one or more employees to carry for-
ward amounts that were withheld but 
not applied toward the purchase of 
stock under an earlier plan or offering 
and apply the amounts towards the 
purchase of additional stock under a 
subsequent plan or offering will be a 
violation of the equal rights and privi-
leges under paragraph (f)(1) of this sec-
tion. However, the carry forward of 
amounts withheld but not applied to-
ward the purchase of stock under an 
earlier plan or offering will not violate 
the equal rights and privileges require-
ment of paragraph (f)(1) of this section, 
if all other employees participating in 
the current plan or offering are per-
mitted to make direct payments to-
ward the purchase of shares under a 
subsequent plan or offering in an 
amount equal to the excess of the 
greatest amount which any employee 
is allowed to carry forward from an 
earlier plan or offering over the 
amount, if any, the employee will 
carry forward from an earlier plan or 
offering. 

(ii) A plan or offering will not fail to 
satisfy the requirements of this section 
merely because employees are per-
mitted to carry forward amounts rep-
resenting a fractional share, that were 
withheld but not applied toward the 
purchase of stock under an earlier plan 
or offering and apply the amounts to-
ward the purchase of additional stock 
under a subsequent plan or offering. 

(6) Paragraph (f) does not prohibit 
the delaying of the grant of an option 
to any employee who is barred from 
being granted an option solely by rea-
son of the employee’s failing to meet a 
minimum service requirement set forth 
in paragraph (e)(1) of this section until 
the employee meets such requirement. 

(7) Examples. The following examples 
illustrate the principles of this para-
graph (f): 

Example 1. Corporation U has an employee 
stock purchase plan that provides that the 
maximum amount of stock that each em-
ployee may purchase under the offering is 
one share for each $100 of annual gross pay. 

The plan meets the requirements of this 
paragraph (f). 

Example 2. Corporation V has an employee 
stock purchase plan that provides that the 
maximum amount of stock that each em-
ployee may purchase under the offering is 
one share for each $100 of annual gross pay 
up to and including $10,000, and two shares 
for each $100 of annual gross pay in excess of 
$10,000. The plan will not meet the require-
ments of this paragraph (f) because the 
amount of stock that may be purchased 
under the plan is not based on a uniform re-
lationship to the total compensation of all 
employees. 

Example 3. Corporation W has an employee 
stock purchase plan that provides that op-
tions to purchase stock in an amount equal 
to ten percent of an employee’s annual sal-
ary at a price equal to 85 percent of the fair 
market value on the first day of the offering 
will be granted to all employees other than 
those who have been employed less than 18 
months. In addition, the plan provides that 
employees who have not yet met the min-
imum service requirements on the first day 
of the offering will be granted similar op-
tions on the date the 18 month service re-
quirement has been attained. The plan meets 
the requirements of this paragraph (f). 

Example 4. Corporation X is the parent cor-
poration of Subsidiary AA, Subsidiary BB 
and Subsidiary CC. X maintains an employee 
stock purchase plan with AA, BB and CC par-
ticipating in the same offering under the 
plan. Under the terms of the offering under 
the plan, options to purchase stock at a price 
equal to 90 percent of the fair market value 
at the time the option is exercised will be 
granted to all employees. Certain employees 
of AA are residents of Country B. The laws of 
Country B provide that options granted to 
employees who are residents of Country B 
must have a purchase price not less than 95 
percent of the fair market value at the time 
the option is exercised. The plan will not fail 
to satisfy the requirements of this paragraph 
(f) merely because the residents of Country B 
are granted options under the plan to pur-
chase stock at a price equal to 95 percent of 
the fair market value at the time the option 
is exercised. 

Example 5. Assume the same facts as in Ex-
ample 4, except that Corporation X estab-
lishes two separate offerings under the plan: 
A separate offering for the employees of AA 
and a separate offering for the employees of 
BB and CC. Under the separate offering for 
the employees of BB and CC, options are 
granted to all employees with an exercise 
price equal to 90 percent of the fair market 
value at the time the option is exercised. 
Under the separate offering for the employ-
ees of AA, options are granted to all employ-
ees with an exercise price equal to 95 percent 
of the fair market value at the time the op-
tion is exercised. The plan does not violate 
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the equal rights and privileges requirement 
of this paragraph (f) merely because the ex-
ercise price of options granted under one of-
fering is less than the exercise price of op-
tions granted under a separate offering. 

Example 6. Corporation Y maintains an em-
ployee stock purchase plan. Employee T is 
employed by Y. T is granted an option under 
the current offering to purchase a maximum 
of 100 shares of Y stock at an option price 
equal to 85 percent of the fair market value 
of the stock at exercise. The plan permits 
the carry forward of withheld but unused 
amounts from an earlier offering. Prior to 
the exercise date, $2000 of T’s salary has been 
withheld and is available to be applied to-
ward the purchase of Y stock. On the exer-
cise date, the fair market value of Y stock is 
$20 per share. T is able to purchase 100 shares 
of Y stock at $17 per share for an aggregate 
purchase price of $1700. T can carry forward 
$300 to the subsequent offering. Each em-
ployee in the subsequent offering other than 
T will be permitted to make direct payments 
toward the purchase of shares under the sub-
sequent offering in a maximum amount of 
$300 less any amount the employee has car-
ried forward from an earlier offering. The 
plan does not violate the equal rights and 
privileges requirement of this paragraph (f). 

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

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

(ii) An amount that under the terms 
of the option may not be less than 85 
percent of the fair market value of the 
stock at the time the option is exer-
cised. 

(2) For purposes of determining the 
option price, the fair market value of 
the stock may be determined in any 
reasonable manner, including the valu-
ation methods permitted under 
§ 20.2031–2. However, the option price 
must meet the minimum pricing re-
quirements of this paragraph (g). For 
general rules relating to the option 
price, see § 1.421–1(e). For rules relating 
to the determination of when an option 
is granted, see §§ 1.421–1(c) and 1.423– 
2(h)(2). Any option that does not meet 
the minimum pricing requirements of 
this paragraph (g) will not be treated 
as an option granted under an em-
ployee stock purchase plan irrespective 
of whether the plan or offering satisfies 
those requirements. If an option that 

does not meet the minimum pricing re-
quirements is granted to an employee 
who is entitled to the grant of an op-
tion under the terms of the plan or of-
fering, and the employee is not granted 
an option under such offering that 
qualifies as an option granted under an 
employee stock purchase plan, the of-
fering will not meet the requirements 
of paragraph (e) of this section. Accord-
ingly, none of the options granted 
under the offering will be eligible for 
the special tax treatment of section 
421. 

(3) The option price may be stated ei-
ther as a percentage or as a dollar 
amount. If the option price is stated as 
a dollar amount, then the requirement 
of this paragraph (g) can only be met 
by a plan or offering in which the price 
is fixed at not less than 85 percent of 
the fair market value of the stock at 
the time the option is granted. If the 
fixed price is less than 85 percent of the 
fair market value of the stock at grant, 
then the option cannot meet the re-
quirement of this paragraph (g) even if 
a decline in the fair market value of 
the stock results in such fixed price 
being not less than 85 percent of the 
fair market value of the stock at the 
time the option is exercised, because 
that result was not certain to occur 
under the terms of the option. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (g): 

Example 1. Corporation Z has an employee 
stock purchase plan that provides that the 
option price will be 85 percent of the fair 
market value of the stock on the first day of 
the offering (which is the date of grant in 
this case), or 85 percent of the fair market 
value of the stock at exercise, whichever 
amount is the lesser. Upon the exercise of an 
option issued under Z’s plan, Z agrees to ac-
cept an option price that 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 sat-
isfy the requirement of this paragraph (g) 
and cannot qualify for the special tax treat-
ment of section 421. 

Example 2. Corporation AA has an em-
ployee stock purchase plan that provides 
that the option price is set at 85 percent of 
the fair market value of AA stock at exer-
cise, but not less than $80 per share. On the 
first day of the offering (which is the date of 
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grant in this case), the fair market value of 
AA stock is $100 per share. The option satis-
fies the requirement of this paragraph (g), 
and can qualify for the special tax treatment 
of section 421. 

Example 3. Assume the same facts as in Ex-
ample 2, except that the option price is set at 
85 percent of the fair market value of AA 
stock at exercise, but not more than $80 per 
share. This option cannot satisfy the re-
quirement of this paragraph (g) irrespective 
of whether, at the time the option is exer-
cised, 85 percent of the fair market value of 
AA stock is $80 or less. 

(h) Option period—(1) An employee 
stock purchase plan or offering must, 
by its terms, provide that options 
granted under the plan cannot be exer-
cised after the expiration of 27 months 
from the date of grant unless, under 
the terms of the plan or offering, the 
option price is 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 not less than 85 
percent of the fair market value of the 
stock at the time the option is exer-
cised, then the option period provided 
under the plan must not exceed five 
years from the date of grant. If the re-
quirements of this paragraph (h) are 
not met by the terms of the plan or of-
fering, then options issued under such 
plan or offering will not be treated as 
options granted under an employee 
stock purchase plan irrespective of 
whether the options, by their terms, 
are exercisable beyond the period al-
lowable under this paragraph (h). An 
option that provides that the option 
price is not less than 85 percent of the 
fair market value of the stock at exer-
cise 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 the stock at grant. However, if the 
option provides that the option price is 
85 percent of the fair market value of 
the stock at exercise, but not more 
than some other fixed amount deter-
mined in accordance with the provi-
sions of paragraph (g) of this section, 
then irrespective of the price paid on 
exercise, the option period must not be 
more than 27 months. 

(2) Section 1.421–1(c) provides that, 
for purposes of §§ 1.421–1 through 1.424– 
1, the language ‘‘the date of the grant-
ing of the option’’ and the ‘‘time such 

option is granted,’’ and similar phrases 
refer to the date or time when the 
granting corporation completes the 
corporate action constituting an offer 
of stock for sale to an individual under 
the terms and conditions of a statutory 
option. With respect to options granted 
under an employee stock purchase 
plan, the principles of § 1.421–1(c) shall 
be applied without regard to the re-
quirement that the minimum option 
price must be fixed or determinable in 
order for the corporate action consti-
tuting an offer of stock to be consid-
ered complete. 

(3) The date of grant will be the first 
day of an offering if the terms of an 
employee stock purchase plan or offer-
ing designate a maximum number of 
shares that may be purchased by each 
employee during the offering. Simi-
larly, the date of grant will be the first 
day of an offering if the terms of the 
plan or offering require the application 
of a formula to establish, on the first 
day of the offering, the maximum num-
ber of shares that may be purchased by 
each employee during the offering. It is 
not required that an employee stock 
purchase plan or offering designate a 
maximum number of shares that may 
be purchased by each employee during 
the offering or incorporate a formula 
to establish a maximum number of 
shares that may be purchased by each 
employee during the offering. If the 
maximum number of shares that can be 
purchased under an option is not fixed 
or determinable until the date the op-
tion is exercised, then the date of exer-
cise will be the date of grant of the op-
tion. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (h): 

Example 1. (i) Corporation BB has an em-
ployee stock purchase plan that provides 
that the option price will be the lesser of 85 
percent of the fair market value of the stock 
on the first day of an offering or 85 percent 
of the fair market value of the stock on the 
last day of the offering. Options are exer-
cised on the last day of the offering. One mil-
lion shares of BB stock are reserved for 
issuance under the plan. The plan provides 
that no employee may be permitted to pur-
chase stock under the plan at a rate that ex-
ceeds $25,000 in fair market value of the BB 
stock (determined on the date of grant) for 
each calendar year during which an option 
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granted to the employee is outstanding. The 
terms of each option granted under an offer-
ing provide that a maximum of 500 shares 
may be purchased by the option recipient 
during the offering. Because the maximum 
number of shares that can be purchased 
under the option is fixed and determinable 
on the first day of the offering, the date of 
grant for the option is the first day of the of-
fering. 

(ii) Assume the same facts as in paragraph 
(i) of Example 1, except that BB’s plan ex-
cludes all employees who have been em-
ployed less than 18 months. The plan pro-
vides that employees who have not yet met 
the minimum service requirements on the 
first day of an offering will be granted an op-
tion on the date the 18-month service re-
quirement has been attained. With respect to 
those employees who have been employed 
less than 18 months on the first day of an of-
fering, the date of grant for the option is the 
date the 18-month service requirement has 
been attained. 

Example 2. Assume the same facts as in 
paragraph (i) of Example 1, except that the 
terms of each option granted do not provide 
that a maximum of 500 shares may be pur-
chased by the option recipient during the of-
fering. Notwithstanding the fixed number of 
shares reserved for issuance under the plan 
and the $25,000 limitation set forth in the 
plan, the maximum number of shares that 
can be purchased under the option is not 
fixed or determinable until the last day of 
the offering when the option is exercised. 
Therefore the date of grant for the option is 
the last day of the offering when the option 
is exercised. 

Example 3. Corporation CC has an employee 
stock purchase plan that provides that the 
option price will be 85 percent of the fair 
market value of the stock on the last day of 
the offering. Options are exercised on the 
last day of the offering. Each offering under 
the plan begins on January 1 and ends on De-
cember 31 of the same calendar year. The 
terms of each option granted under an offer-
ing provide that the maximum number of 
shares that may be purchased by any em-
ployee during the offering equals $25,000 di-
vided by the fair market value of the stock 
on the first day of the offering. The max-
imum number of shares that can be pur-
chased under the option is fixed and deter-
minable on the first day of the offering and 
therefore the date of grant for the option is 
the first day of the offering. 

Example 4. Assume the same facts as in Ex-
ample 3 except that the terms of each option 
granted under an offering provide that the 
maximum number of shares that may be pur-
chased by any employee during the offering 
equals 10 percent of the employee’s annual 
salary (determined as of January 1 of the 
year in which the offering commences) di-
vided by the fair market value of the stock 

on the first day of the offering. The max-
imum number of shares that can be pur-
chased under the option is fixed and deter-
minable on the first day of the offering and 
therefore the date of grant for the option is 
the first day of the offering. 

(i) Annual $25,000 limitation—(1) An 
employee stock purchase plan or offer-
ing must, by its terms, provide that no 
employee may be permitted to pur-
chase stock under all the employee 
stock purchase plans of the employer 
corporation and its related corpora-
tions at a rate that exceeds $25,000 in 
fair market value of the stock (deter-
mined at the time the option is grant-
ed) for each calendar year in which any 
option granted to the employee is out-
standing at any time. In applying the 
foregoing limitation— 

(i) The right to purchase stock under 
an option accrues when the option (or 
any portion thereof) first becomes ex-
ercisable during the calendar year; 

(ii) The right to purchase stock under 
an option accrues at the rate provided 
in the option, but in no case may such 
rate exceed $25,000 of fair market value 
of such stock (determined at the time 
such option is granted) for any one cal-
endar year; and 

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

(2) If an option is granted under an 
employee stock purchase plan that sat-
isfies the requirement of this para-
graph (i), but the option gives the 
optionee the right to buy stock in ex-
cess of the maximum rate allowable 
under this paragraph (i), then no por-
tion of the option will be treated as 
having been granted under an employee 
stock purchase 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 
the employee is not granted an option 
under the offering that qualifies as an 
option granted under an employee 
stock purchase plan, then the offering 
will not meet the requirements of para-
graph (e) of this section. Accordingly, 
none of the options granted under the 
offering will be eligible for the special 
tax treatment of section 421. 

(3) The limitation of this paragraph 
(i) applies only to options granted 
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under employee stock purchase plans 
and does not limit the amount of stock 
that an employee may purchase under 
incentive stock options (as defined in 
section 422(b)) or any other stock op-
tions except those to which section 423 
applies. Stock purchased under options 
to which section 423 does not apply will 
not limit the amount that an employee 
may purchase under an employee stock 
purchase plan, except for purposes of 
the 5-percent stock ownership provi-
sion of paragraph (d) of this section. 

(4) Under the limitation of this para-
graph (i), an employee may purchase 
up to $25,000 of stock (based on the fair 
market value of the stock at the time 
the option was granted) in each cal-
endar year during which an option 
granted to the employee under an em-
ployee stock purchase plan is out-
standing. Alternatively, an employee 
may purchase more than $25,000 of 
stock (based on the fair market value 
of such stock at the time the option 
was granted) in a calendar year, so 
long as the total amount of stock that 
the employee purchases does not ex-
ceed $25,000 in fair market value of the 
stock (determined at the time the op-
tion was granted) for each calendar 
year in which any option was out-
standing. If, in any calendar year, the 
employee holds two or more out-
standing options granted under em-
ployee stock purchase plans of the em-
ployer corporation, or a related cor-
poration, then the employee’s pur-
chases of stock attributable to that 
year under all options granted under 
employee stock purchase plans must 
not exceed $25,000 in fair market value 
of the stock (determined at the time 
the options were granted). Under an 
employee stock purchase plan, an em-
ployee may not purchase stock in an-
ticipation that the option will be out-
standing in some future year. Thus, the 
employee may purchase only the 
amount of stock that does not exceed 
the limitation of this paragraph (i) for 
the year of the purchase and for pre-
ceding years during which the option 
was outstanding. Thus, the amount of 
stock that may be purchased under an 
option depends on the number of years 
in which the option is actually out-
standing. The amount of stock that 
may be purchased under an employee 

stock purchase plan may not be in-
creased by reason of the failure to 
grant an option in an earlier year 
under such plan, or by reason of the 
failure to exercise an earlier option. 
For example, if an option is granted to 
an individual and expires without hav-
ing been exercised at all, then the fail-
ure to exercise the option does not in-
crease the amount of stock which such 
individual may be permitted to pur-
chase under an option granted in a 
year following the year of such expira-
tion. If an option granted under an em-
ployee stock purchase plan is out-
standing in more than one calendar 
year, then stock purchased pursuant to 
the exercise of such an option will be 
applied first, to the extent allowable 
under this paragraph (i), against the 
$25,000 limitation for the earliest year 
in which the option was outstanding, 
then, against the $25,000 limitation for 
each succeeding year, in order. 

(5) Examples. The following examples 
illustrate the principles of this para-
graph (i): 

Example 1. Assume that Corporation DD 
maintains an employee stock purchase plan 
and that Employee S is employed by DD. On 
June 1, 2010, DD grants S an option under the 
plan to purchase a total of 750 shares of DD 
stock at $85 per share. On that date, the fair 
market value of DD stock is $100 per share. 
The option provides that it may be exercised 
at any time but cannot be exercised after 
May 31, 2012. Under this paragraph (i), the 
option must not permit S to purchase more 
than 250 shares of DD stock during the cal-
endar year 2010, because 250 shares are equal 
to $25,000 in fair market value of DD stock 
determined at the time of grant. During the 
calendar year 2011, S may purchase under the 
option an amount of DD stock equal to the 
difference between $50,000 in fair market 
value of DD stock (determined at the time 
the option was granted) and the fair market 
value of DD stock (determined at the time of 
grant of the option) purchased during the 
year 2010. During the calendar year 2012, S 
may purchase an amount of DD stock equal 
to the difference between $75,000 in fair mar-
ket value of the stock (determined at the 
time of grant of the option) and the total 
amount of the fair market value of the stock 
(determined at the time of grant of the op-
tion) purchased under the option during the 
calendar years 2010 and 2011. S may purchase 
$25,000 of stock for the year 2010, and $25,000 
of stock for the year 2012, although the op-
tion was outstanding for only a part of each 
of such years. However, S may not be grant-
ed another option under an employee stock 
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purchase plan of DD or a related corporation 
to purchase stock of DD or a related corpora-
tion during the calendar years 2010, 2011, and 
2012, so long as the option granted June 1, 
2010, is outstanding. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the option granted to S 
in 2010 is terminated in 2011 without any part 
of the option having been exercised, and that 
subsequent to the termination and during 
2011, S is granted another option under DD’s 
employee stock purchase plan. Under that 
option, S may be permitted to purchase 
$25,000 of stock for 2011. The failure of S to 
exercise the option granted to S in 2010, does 
not increase the amount of stock that S may 
be permitted to purchase under the option 
granted to S in 2011. 

Example 3. Assume the same facts as in Ex-
ample 1, except that, on May 31, 2012, S exer-
cised the option granted to S in 2010, and 
purchased 600 shares of DD stock. Five hun-
dred shares, the maximum amount of stock 
that could have been purchased in 2011, 
under the option, are treated as having been 
purchased for the years 2010 and 2011. Only 
100 shares of the stock are treated as having 
been purchased for 2012. After S’s exercise of 
the option on May 31, 2012, S is granted an-
other option under DD’s employee stock pur-
chase plan. S may be permitted under the 
new option to purchase for 2012 stock having 
a fair market value of no more than $15,000 
at the time the new option is granted. 

Example 4. Corporation EE maintains an 
employee stock purchase plan and Employee 
R is employed by EE. On August 1, 2010, EE 
grants R an option under the plan to pur-
chase 150 shares of EE stock at $85 per share 
during each of the calendar years 2010, 2011, 
and 2012. On that date, the fair market value 
of EE stock is $100 per share. The option pro-
vides that it may be exercised at any time 
during years 2010, 2011, and 2012. Because this 
option permits R to purchase only $15,000 of 
EE’s stock for each year the option is out-
standing, R could be granted another option 
by EE, or by a related corporation, in year 
2010, permitting R to purchase an additional 
$10,000 of stock during each of the calendar 
years 2010, 2011, and 2012. 

Example 5. Corporation FF maintains an 
employee stock purchase plan and Employee 
Q is employed by FF. On September 1, 2010, 
FF grants Q an option under the plan that 
will be automatically exercised on August 31, 
2011, and August 31, 2012. The terms of the 
option provide that no more than 150 shares 
may be purchased on each date that the op-
tion is automatically exercised. On August 
31, 2011, Q may purchase under the option an 
amount of FF stock equal to $50,000 in fair 
market value of FF stock (determined at the 
time the option was granted). On August 31, 
2012, Q may purchase under the option an 
amount of FF stock equal to the difference 
between $75,000 in fair market value of FF 

stock (determined at the time the option was 
granted) and the fair market value of FF 
stock (determined at the time of grant of the 
option) purchased during year 2011. 

(j) Restriction on transferability. An 
employee stock purchase plan or offer-
ing must, by its terms, provide that op-
tions granted under the plan are not 
transferable by the optionee other than 
by will or the laws of descent and dis-
tribution, and must be exercisable, dur-
ing the optionee’s lifetime, only by the 
optionee. For general rules relating to 
the restriction on transferability re-
quired by this paragraph (j), see § 1.421– 
1(b)(2). For a limited exception to the 
requirement of this paragraph (j), see 
section 424(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, this paragraph (k) 
provides additional rules that are ap-
plicable in cases where, at the time the 
option is granted, the option price per 
share is less than 100 percent (but not 
less than 85 percent) of the fair market 
value of the share. In that case, upon 
the disposition of the share by the em-
ployee after the expiration of the two- 
year and the one-year holding periods, 
or upon the employee’s death while 
owning the share (whether occurring 
before or after the expiration of such 
periods), there shall be included in the 
employee’s gross income as compensa-
tion (and not as gain upon the sale or 
exchange of a capital asset) the lesser 
of— 

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

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

(ii) For purposes of applying the rules 
of this paragraph (k), 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 this paragraph 
(k) shall be included in the employee’s 
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gross income for the taxable year in 
which the disposition occurs, or for the 
taxable year closing with the employ-
ee’s death, whichever event results in 
the application of this paragraph (k). 

(iii) The application of the special 
rules provided in this paragraph (k) 
shall not affect the rules provided in 
section 421(a) with respect to the em-
ployee exercising the option, the em-
ployer corporation, or a related cor-
poration. Thus, notwithstanding the 
inclusion of an amount as compensa-
tion in the gross income of an em-
ployee, as provided in this paragraph 
(k), no income results to the employee 
at the time the stock is transferred to 
the employee, and no deduction under 
section 162 is allowable at any time to 
the employer corporation or a related 
corporation with respect to such 
amount. 

(iv) If, during the employee’s life-
time, the employee exercises an option 
granted under an employee stock pur-
chase plan, but the employee dies be-
fore the stock is transferred to the em-
ployee pursuant to the exercise of the 
option, then for the purpose of sections 
421 and 423, on the employee’s death, 
the stock is deemed to be transferred 
immediately to the employee, and im-
mediately thereafter, the employee is 
deemed to have transferred the stock 
to the employee’s executor, adminis-
trator, trustee, beneficiary by oper-
ation of law, heir, or legatee, as the 
case may be. 

(2) If the special rules provided in 
this paragraph (k) are applicable to the 
disposition of a share of stock by an 
employee, then the basis of the share 
in the employee’s hands at the time of 
the disposition, determined under sec-
tion 1011, shall be increased by an 
amount equal to the amount includible 
as compensation in the employee’s 
gross income under this paragraph (k). 
However, the basis of a share of stock 
acquired after the death of an em-
ployee by the exercise of an option 
granted to the employee under an em-
ployee stock purchase plan shall be de-
termined in accordance with the rules 
of section 421(c) and § 1.421–2(c). If the 
special rules provided in this paragraph 
(k) are applicable to a share of stock 
upon the death of an employee, then 
the basis of the share in the hands of 

the estate or the person receiving the 
stock by bequest or inheritance shall 
be determined under section 1014 or 
under section 1022, if applicable, and 
shall not be increased by reason of the 
inclusion upon the decedent’s death of 
any amount in the decedent’s gross in-
come under this paragraph (k). See Ex-
ample (9) of this paragraph (k) with re-
spect to the determination of basis of 
the share in the hands of a surviving 
joint owner. 

(3) Examples. The following examples 
illustrate the principles of this para-
graph (k): 

Example 1. On June 1, 2010, Corporation GG 
grants to Employee P, an employee of GG, 
an option under GG’s employee stock pur-
chase plan to purchase a share of GG stock 
for $85. The fair market value of GG stock on 
such date is $100 per share. On June 1, 2011, 
P exercises the option and on that date GG 
transfers the share of stock to P. On January 
1, 2013, P sells the share for $150, its fair mar-
ket value on that date. P’s income tax re-
turn is filed on the basis of the calendar 
year. The income tax consequences to P and 
GG are as follows— 

(i) Compensation in the amount of $15 is 
includible in P’s gross income for the year 
2013, 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), because the value is less than 
the fair market value of the share on the 
date of disposition ($150). For the purpose of 
computing P’s gain or loss on the sale of the 
share, P’s cost basis of $85 is increased by 
$15, the amount includible in P’s gross in-
come as compensation. Thus, P’s basis for 
the share is $100. Because the share was sold 
for $150, P realizes a gain of $50, which is 
treated as long-term capital gain; and 

(ii) GG is not entitled to any deduction 
under section 162 at any time with respect to 
the share transferred to P. 

Example 2. Assume the same facts as in Ex-
ample 1, except that P sells the share of GG 
stock on January 1, 2014, for $75, its fair mar-
ket value on that date. Because $75 is less 
than the option price ($85), no amount in re-
spect of the sale is includible as compensa-
tion in P’s gross income for the year 2014. P’s 
basis for determining gain or loss on the sale 
is $85. Because P sold the share for $75, P re-
alized a loss of $10 on the sale that is treated 
as a long-term capital loss. 

Example 3. Assume the same facts as in Ex-
ample 1, except 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, 2011, when the 
option is exercised, the fair market value of 
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the stock is $120 per share so that P pays $108 
for the share of the stock. Compensation in 
the amount of $10 is includible in P’s gross 
income for the year 2013, the year of the dis-
position of the share. This is determined in 
the following manner: The excess of the fair 
market value of the stock at the time of the 
disposition ($150) over the price paid for the 
share ($108) is $42; and the excess of the fair 
market value of the stock at the time the 
option was granted ($100) over the option 
price, computed as if the option had been ex-
ercised at such time ($90), is $10. Accord-
ingly, $10, the lesser, is includible in gross 
income. In this situation, P’s cost basis of 
$108 is increased by $10, the amount includ-
ible in P’s gross income as compensation. 
Thus, P’s basis for the share is $118. Because 
the share was sold for $150, P realizes a gain 
of $32 that is treated as long-term capital 
gain. 

Example 4. Assume the same facts as in Ex-
ample 1, except that the option provides that 
the option price shall be the lesser of 95 per-
cent of the fair market value of the stock on 
the first day of the offering period and 95 
percent of the fair market value of the stock 
on the day the option is exercised. On June 
1, 2011, when the option is exercised, the fair 
market value of the stock is $120 per share. 
P pays $95 for the share of the stock. Com-
pensation in the amount of $5 is includible in 
P’s gross income for the year 2013, the year 
of the disposition of the share. This is deter-
mined in the following manner: The excess of 
the fair market value of the stock at the 
time of the disposition ($150) over the price 
paid for the share ($95) is $55; and the excess 
of the fair market value of the stock at the 
time the option was granted ($100) over the 
option price, computed as if the option had 
been exercised at such time ($95), is $5. Ac-
cordingly, $5, the lesser, is includible in 
gross income. In this situation, P’s cost basis 
of $95 is increased by $5, the amount includ-
ible in P’s gross income as compensation. 
Thus, P’s basis for the share is $100. Because 
the share was sold for $150, P realizes a gain 
of $50 that is treated as long-term capital 
gain. 

Example 5. Assume the same facts as in Ex-
ample 1, except that instead of selling the 
share on January 1, 2013, P makes a gift of 
the share on that day. In that case $15 is in-
cludible as compensation in P’s gross income 
for 2013. P’s cost basis of $85 is increased by 
$15, the amount includible in P’s gross in-
come as compensation. Thus, P’s basis for 
the share is $100, which becomes the donee’s 
basis, as of the time of the gift, for deter-
mining gain or loss. 

Example 6. Assume the same facts as in Ex-
ample 2, except that instead of selling the 
share on January 1, 2014, P makes a gift of 
the share on that date. Because the fair mar-
ket 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 in-
cludible as compensation in P’s gross income 
for 2014. P’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 deter-
mining loss, determined under section 
1015(a), is $75 (fair market value of the share 
at the date of gift). 

Example 7. Assume the same facts as in Ex-
ample 1, except that after acquiring the share 
of stock on June 1, 2011, P dies on August 1, 
2012, at which time the share has a fair mar-
ket value of $150. Compensation in the 
amount of $15 is includible in P’s gross in-
come for the taxable year closing with P’s 
death, $15 being the difference between the 
option price ($85) and the fair market value 
of the share when the option was granted 
($100), because such value is less than the 
fair market value at date of death ($150). The 
basis of the share in the hands of P’s estate 
is determined under section 1014 without re-
gard to the $15 includible in the decedent’s 
gross income. 

Example 8. Assume the same facts as in Ex-
ample 7, except that P dies on August 1, 2011, 
at which time the share has a fair market 
value of $150. Although P’s death occurred 
within one year after the transfer of the 
share to P, the income tax consequences are 
the same as in Example 7. 

Example 9. Assume the same facts as in Ex-
ample 1, except that the share of stock was 
issued in the names of P and P’s spouse 
jointly with right of survivorship, and that P 
and P’s spouse sold the share on June 15, 
2012, for $150, its fair market value on that 
date. Compensation in the amount of $15 is 
includible in P’s gross income for the year 
2012, the year of the disposition of the share. 
The basis of the share in the hands of P and 
P’s spouse 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 in-
cludible as compensation in P’s gross in-
come. The gain of $50 on the sale is treated 
as long-term capital gain, and is divided 
equally between P and P’s spouse. 

Example 10. Assume the same facts as in 
Example 1, except that the share of stock was 
issued in the names of P and P’s spouse 
jointly with right of survivorship, and that P 
predeceased P’s spouse on August 1, 2012, at 
which time the share had a fair market value 
of $150. Compensation in the amount of $15 is 
includible in P’s gross income for the taxable 
year closing with his death. See Example 7. 
The basis of the share in the hands of P’s 
spouse as survivor is determined under sec-
tion 1014 without regard to the $15 includible 
in the decedent’s gross income. 

Example 11. Assume the same facts as in 
Example 10, except that P’s spouse pre-
deceased P on July 1, 2012. Section 423(c) 
does not apply in respect of the death of P’s 
spouse. Upon the subsequent death of P on 
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August 1, 2012, the income tax consequences 
in respect of P’s taxable year closing with 
the date of P’s death, and in respect of the 
basis of the share in the hands of P’s estate, 
are the same as in Example 7. If P had sold 
the share on July 15, 2012 (after the death of 
P’s spouse), for $150, its fair market value at 
that time, the income tax consequences 
would be the same as in Example 1. 

(l) Effective/applicability date. The reg-
ulations under this section are effec-
tive on November 17, 2009. The regula-
tions under this section apply to op-
tions granted under an employee stock 
purchase plan on or after January 1, 
2010. The provisions of this section re-
lating to section 1022 are effective on 
and after January 19, 2017. 

[T.D. 9471, 74 FR 59078, Nov. 17, 2009; 74 FR 
67973, Dec. 22, 2009; T.D. 9811, 82 FR 6238, Jan. 
19, 2017] 

§ 1.424–1 Definitions and special rules 
applicable to statutory options. 

(a) Substitutions and assumptions of 
options—(1) In general. (i) This para-
graph (a) provides rules under which an 
eligible corporation (as defined in para-
graph (a)(2) of this section) may, by 
reason of a corporate transaction (as de-
fined in paragraph (a)(3) of this sec-
tion), substitute a new statutory op-
tion (new option) for an outstanding 
statutory option (old option) or assume 
an old option without such substi-
tution or assumption being considered 
a modification of the old option. For 
the definition of modification, see para-
graph (e) of this section. 

(ii) For purposes of §§ 1.421–1 through 
1.424–1, the phrase ‘‘substituting or as-
suming a stock option in a transaction 
to which section 424 applies,’’ ‘‘sub-
stituting or assuming a stock option in 
a transaction to which § 1.424–1(a) ap-
plies,’’ and similar phrases means a 
substitution of a new option for an old 
option or an assumption of an old op-
tion that meets the requirements of 
this paragraph (a). For a substitution 
or assumption to qualify under this 
paragraph (a), the substitution or as-
sumption must meet all of the require-
ments described in paragraphs (a)(4) 
and (a)(5) of this section. 

(2) Eligible corporation. For purposes 
of this paragraph (a), the term eligible 
corporation means a corporation that is 
the employer of the optionee or a re-
lated corporation of such corporation. 

For purposes of this paragraph (a), the 
determination of whether a corpora-
tion is the employer of the optionee or 
a related corporation of such corpora-
tion is based upon all of the relevant 
facts and circumstances existing im-
mediately after the corporate trans-
action. See § 1.421–1(h) for rules con-
cerning the employment relationship. 

(3) Corporate transaction. For purposes 
of this paragraph (a), the term cor-
porate transaction includes— 

(i) A corporate merger, consolidation, 
acquisition of property or stock, sepa-
ration, reorganization, or liquidation; 

(ii) A distribution (excluding an ordi-
nary dividend or a stock split or stock 
dividend described in § 1.424–1(e)(4)(v)) 
or change in the terms or number of 
outstanding shares of such corporation; 
and 

(iii) Such other corporate events pre-
scribed by the Commissioner in pub-
lished guidance. 

(4) By reason of. (i) For a change in an 
option or issuance of a new option to 
qualify as a substitution or assumption 
under this paragraph (a), the change 
must be made by an eligible corporation 
(as defined in paragraph (a)(2) of this 
section) and occur by reason of a cor-
porate transaction (as defined in para-
graph (a)(3) of this section). 

(ii) Generally, a change in an option 
or issuance of a new option is consid-
ered to be by reason of a corporate 
transaction, unless the relevant facts 
and circumstances demonstrate that 
such change or issuance is made for 
reasons unrelated to such corporate 
transaction. For example, a change in 
an option or issuance of a new option 
will be considered to be made for rea-
sons unrelated to a corporate trans-
action if there is an unreasonable delay 
between the corporate transaction and 
such change in the option or issuance 
of a new option, or if the corporate 
transaction serves no substantial cor-
porate business purpose independent of 
the change in options. Similarly, a 
change in the number or price of shares 
purchasable under an option merely to 
reflect market fluctuations in the price 
of the stock purchasable under an op-
tion is not by reason of a corporate 
transaction. 

(iii) A change in an option or 
issuance of a new option is by reason of 
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