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section 1092(c)(4)(D), the lowest qualified
bench mark can be no lower than 85% of the
applicable stock price, which for Corporation
Y stock is $12.61 (85% of the adjusted applica-
ble stock price of $14.84). Thus, because the
highest available strike price less than the
adjusted applicable stock price for an equity
option with standardized terms is lower than
the lowest qualified bench mark under sec-
tion 1092(c)(4)(D), the lowest strike price at
which a qualified covered call option can be
written is the next higher strike price, or
$15.00. Therefore, a 21-month equity call op-
tion with standardized terms on Corporation
Y stock will not be deep in the money if the
strike price is not less than $15.

(c) Effective date. This section applies
to qualified covered call options en-
tered into on or after July 29, 2002.

[67 FR 20899, Apr. 29, 2002]

§1.1092(c)-2 Equity options with flexi-
ble terms.

(a) In general. Section 1092(c)(4) pro-
vides an exception to the general rule
that a straddle exists if a taxpayer
holds stock and writes a call option on
that stock. Under section 1092(c)(4), the
ownership of stock and the issuance of
a call option meeting certain require-
ments result in a qualified covered
call, which is exempted from the gen-
eral straddle rules of section 1092. This
section addresses the consequences of
the availability of equity options with
flexible terms under the qualified cov-
ered call rules.

(b) No effect on lowest qualified bench
mark for standardized options. The avail-
ability of strike prices for equity op-
tions with flexible terms does not af-
fect the determination of the lowest
qualified bench mark, as defined in sec-
tion 1092(c)(4)(D), for an equity option
with standardized terms.

(c) Qualified covered call option sta-
tus—(1) Requirements. An equity option
with flexible terms is a qualified cov-
ered call option only if—

(i) The option meets the require-
ments of section 1092(c)(4)(B) and
§1.1092(c)-1 (taking into account para-
graph (c)(2) of this section);

(if) The only payments permitted
with respect to the option are a single
fixed premium paid not later than 5
business days after the day on which
the option is granted, and a single fixed
strike price, as defined in §1.1092(c)-

§1.1092(c)-2

4(d), that is payable entirely at (or
within 5 business days of) exercise;

(iii) An equity option with standard-
ized terms is outstanding for the un-
derlying equity; and

(iv) The underlying security is stock
in a single corporation.

(2) Lowest qualified bench mark—(i) In
general. For purposes of determining
whether an equity option with flexible
terms is deep in the money within the
meaning of section 1092(c)(4)(C), the
lowest qualified bench mark under sec-
tion 1092(c)(4)(D) is the same for an eq-
uity option with flexible terms as the
lowest qualified bench mark for an eqg-
uity option with standardized terms on
the same stock having the same appli-
cable stock price.

(ii) Examples. The following examples
illustrate the rules set out in para-
graph (c)(2)(i) of this section:

Example 1. Taxpayer owns stock in Cor-
poration X. Taxpayer writes an equity call
option with flexible terms on Corporation X
stock through a national securities exchange
for a term of not more than 12 months. The
applicable stock price for Corporation X
stock is $73.75. Using the bench marks for an
equity option with standardized terms with
an applicable stock price of $73.75, the high-
est available strike price less than the appli-
cable stock price is $70, and the second high-
est strike price less than the applicable
stock price is $65. Therefore, an equity call
option with flexible terms on Corporation X
stock with a term of 90 days or less will not
be deep in the money if the strike price is
not less than $70. If the term is greater than
90 days, an equity call option with flexible
terms on Corporation X will not be deep in
the money if the strike price is not less than
$65.

Example 2. Taxpayer owns stock in Cor-
poration Y. Taxpayer writes a 9-month eg-
uity call option with flexible terms on Cor-
poration Y stock through a national securi-
ties exchange. The applicable stock price for
Corporation Y stock is $14.75. Using the
bench marks for an equity option with
standardized terms with an applicable stock
price of $14.75, the highest available strike
price less than the applicable stock price is
$12.50. However, under section 1092(c)(4)(D),
the lowest qualified bench mark can be no
lower than 85% of the applicable stock price,
which for Corporation Y stock is $12.54.
Thus, because the highest available strike
price less than the applicable stock price for
an equity option with standardized terms is
lower than the lowest qualified bench mark
under section 1092(c)(4)(D), the lowest strike
price at which a qualified covered call option
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can be written is the next higher strike
price, or $15.00. This $15.00 strike price re-
quirement for a qualified covered call option
applies to equity options with flexible terms,
equity options with standardized terms, and
qualifying over-the-counter options.

Example 3. Taxpayer owns stock in Cor-
poration Z. On May 8, 2003, Taxpayer writes
a 21-month equity call option with flexible
terms on Corporation Z stock through a na-
tional securities exchange. The applicable
stock price for Corporation Z stock is $100.
The bench marks for a 21-month equity op-
tion with standardized terms with an appli-
cable stock price of $100 will be based upon
the adjusted applicable stock price. Using
the table at §1.1092(c)-4(e), the applicable
stock price of $100 is multiplied by the ad-
justment factor 1.12, resulting in an adjusted
applicable stock price of $112. The highest
available strike price less than the adjusted
applicable stock price is $110, and the second
highest strike price less than the adjusted
applicable stock price is $105. Therefore, a 21-
month equity call option with flexible terms
on Corporation Z stock will not be deep in
the money if the strike price is not less than
$105.

(d) Effective date—(1) In general. Ex-
cept as provided in paragraph (d)(2) of
this section, this section applies to eg-
uity options with flexible terms en-
tered into on or after January 25, 2000.

(2) Effective date for paragraphs (b)
and (c) of this section. Paragraphs (b)
and (c) of this section apply to equity
options with flexible terms entered
into on or after July 29, 2002.

[T.D. 8866, 65 FR 3813, Jan. 25, 2000; Redesig-
nated at 67 FR 20899, Apr. 29, 2002]

§1.1092(c)-3 Qualifying over-the-
counter options.
(@ In general. Under section

1092(c)(4)(B)(i), an equity option is not
a qualified covered call option unless it
is traded on a national securities ex-
change that is registered with the Se-
curities and Exchange Commission or
other market that the Secretary deter-
mines has rules adequate to carry out
the purposes of section 1092(c)(4). In ac-
cordance with section 1092(c)(4)(H), this
requirement is modified as provided in
paragraph (b) of this section.

(b) Qualified covered call option status.
A qualifying over-the-counter option,
as defined in §1.1092(c)-4(c), is a quali-
fied covered call option if it meets the
requirements of 8§§1.1092(c)-1 and
1.1092(c)-2(c) after using the language
‘‘qualifying over-the-counter option”
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in place of ‘“‘equity option with flexible
terms’’. For purposes of this paragraph
(b), a qualifying over-the-counter op-
tion is deemed to satisfy the require-
ments of section 1092(c)(4)(B)(i).

(c) Effective date. This section applies
to qualifying over-the-counter options
entered into on or after July 29, 2002.

[67 FR 20900, Apr. 29, 2002]

§1.1092(c)-4 Definitions.

The following definitions apply for
purposes of §§1.1092(c)-1 through
1.1092(c)-3:

(a) Equity option with flexible terms
means an equity option—

(1) That is described in any of the fol-
lowing Securities Exchange Act Re-
leases—

(i) Self-Regulatory Organizations;
Order  Approving Proposed Rule
Changes and Notice of Filing and Order
Granting Accelerated Approval of
Amendments by the Chicago Board Op-
tions Exchange, Inc. and the Pacific
Stock Exchange, Inc., Relating to the
Listing of Flexible Equity Options on
Specified Equity Securities, Securities
Exchange Act Release No. 34-36841
(Feb. 21, 1996); or

(ii) Self-Regulatory Organizations;
Order  Approving Proposed Rule
Changes and Notice of Filing and Order
Granting Accelerated Approval of
Amendment Nos. 2 and 3 to the Pro-
posed Rule Change by the American
Stock Exchange, Inc., Relating to the
Listing of Flexible Equity Options on
Specified Equity Securities, Securities
Exchange Act Release No. 34-37336
(June 27, 1996); or

(iii) Self-Regulatory Organizations;
Order Approving Proposed Rule Change
and Notice of Filing and Order Grant-
ing Accelerated Approval of Amend-
ment Nos. 2, 4 and 5 to the Proposed
Rule Change by the Philadelphia Stock
Exchange, Inc., Relating to the Listing
of Flexible Exchange Traded Equity
and Index Options, Securities Exchange
Act Release No. 34-39549 (Jan. 23, 1998);
or

(iv) Any changes to the Security Ex-
change Act Releases described in para-
graphs (a)(1)(i) through (iii) of this sec-
tion that are approved by the Securi-
ties and Exchange Commission; or

(2) That is traded on any national se-
curities exchange that is registered
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