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by reference to a higher prior value. On 
the other hand, a formula which pro-
vides that the option price is to be 90 
percent of the average value of the 
stock during the month the option is 
exercised or the average value of the 
stock during the preceding month, 
whichever is lower, will qualify. In the 
case of an option granted after Sep-
tember 30, 1958, the only way that a 
formula which provides for deter-
mining the option price by reference to 
the fair market value of the stock at a 
time before the option is exercised can 
come within the requirement of this 
subdivision is to provide that the op-
tion price is to be determined by ref-
erence to such fair market value only 
if such fair market value is not greater 
than the average fair market value of 
the stock during the month in which 
the option is exercised. If under the 
terms of an option the price is to be de-
termined by reference to the fair mar-
ket value of the stock at a time before 
the option is exercised, whether such 
value is higher or lower than the aver-
age fair market value of the stock dur-
ing the month the option is exercised, 
such option will not be considered a re-
stricted stock option since the option 
price may be based upon the prior 
value of the stock when such value ex-
ceeds the average fair market value of 
the stock during the month the option 
is exercised. However, if an option pro-
vides for determining the option price 
by reference to a prior fair market 
value of the stock only when such 
value is lower than such average value 
of the stock, such option can qualify as 
a restricted stock option. The average 
fair market value of the stock during 
the month in which the option is exer-
cised means such value during the cal-
endar month the option is exercised 
and not merely during a 30- or 31-day 
period including the time the option is 
exercised. To compute the average fair 
market value of the stock for the 
month, it will be necessary to ascer-
tain the fair market value of the stock 
for each day during the month, includ-
ing those days which are not business 
days. In ascertaining the fair market 
value of the stock for each day, the 
generally accepted principles for 
ascertaining such value will be applied. 

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

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

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

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

§ 1.421–2 Restricted stock option. 

(a) In general. (1) A ‘‘restricted stock 
option’’ is an option granted after Feb-
ruary 26, 1945, to an individual, for any 
reason connected with his employment 
by a corporation, if granted by the em-
ployer corporation or its parent or sub-
sidiary corporation, to purchase stock 
of any of such corporations, but, except 
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in the case of options described in sub-
paragraph (2) of this paragraph, only 
if— 

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

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

(iii) Such individual, at the time the 
option is granted, does not own stock 
possessing more than 10 percent of the 
total combined voting power of all 
classes of stock either of the employer 
corporation or of its parent or sub-
sidiary corporation; and 

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

For the purpose of applying the rule of 
subdivision (i) of this subparagraph if 
the option price is determined by a for-
mula described in paragraph (d)(2)(ii) of 
§ 1.421–1, the option price shall, not-
withstanding any provision of the op-
tion, be computed as if such option is 
exercised on the day when it is grant-
ed. For example, if on June 15, 1959, an 
option is granted providing that the 
option price shall be $10 under the av-
erage fair market value of the stock 
during the month in which the option 
is exercised or the average fair market 
value of the stock during the preceding 
month, whichever is lower, and if on 
June 15, 1959, the value of the stock 
subject to the option is $100 a share, to 
determine if the option meets the re-
quirement of subdivision (i) of this sub-
paragraph, it is necessary to determine 
the average fair market value of the 
stock during the months of May and 
June 1959. If such lower average fair 
market value is $95 or more, the option 
meets the requirement of subdivision 
(i) of this subparagraph. 

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

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

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

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

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

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

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

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

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

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

§ 1.421–3 Exercise of restricted stock 
option. 

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

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

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

an employee of any such corporations 
within three months before the date 
the option is exercised. 

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

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

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