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considered to be maintained pursuant
to a collective bargaining agreement
only if the benefits provided through
the fund were the subject of arms-
length negotiations between employee
representatives and one or more em-
ployers, and if such agreement between
employee representatives and one or
more employers satisfies section
7701(a)(46) of the Code. Moreover, the
circumstances surrounding a collective
bargaining agreement must evidence
good faith bargaining between adverse
parties over the welfare benefits to be
provided through the fund. Finally, a
welfare benefit fund is not considered
to be maintained pursuant to a collec-
tive bargaining agreement unless at
least 50 percent of the employees eligi-
ble to receive benefits under the fund
are covered by the collective bar-
gaining agreement.

(3) In the case of a collectively bar-
gained welfare benefit fund, only the
portion of the fund (as determined
under allocation rules to be provided
by the Commissioner) attributable to
employees covered by a collective bar-
gaining agreement, and from which
benefits for such employees are pro-
vided, is considered to be maintained
pursuant to a collective bargaining
agreement.

(4) Notwithstanding the preceding
paragraphs and pending the issuance of
regulations setting account limits for
collectively bargained welfare benefit
funds, a welfare benefit fund will not be
treated as a collectively bargained wel-
fare benefit fund for purposes of Q&A-
1 if and when, after July 1, 1985, the
number of employees who are not cov-
ered by a collective bargaining agree-
ment and are eligible to receive bene-
fits under the fund increases by reason
of an amendment, merger, or other ac-
tion of the employer or the fund. In ad-
dition, pending the issuance of such
regulations, for purposes of applying
the 50 percent test of paragraph (2) to a
welfare benefit fund that is not in ex-
istence on July 1, 1985, ‘90 percent”
shall be substituted for ‘50 percent’’.

[T.D. 8034, 50 FR 27428, July 3, 1985]

§1.421-1

CERTAIN STOCK OPTIONS

§1.421-1 Effective dates and meaning
and use of certain terms.

(a) Option. (1) For the purpose of sec-
tion 421, the term ‘‘option’ includes
the right or privilege of an individual
to purchase stock from a corporation
by virtue of an offer of the corporation
continuing for a stated period of time,
whether or not irrevocable, to sell such
stock at a price determined under para-
graph (d) of this section, such indi-
vidual being under no obligation to
purchase. Such right or privilege, when
granted, must be evidenced in writing.
The individual who has such right or
privilege is referred to as the optionee
and the corporation offering to sell
stock under such an arrangement is re-
ferred to as the optionor. While no par-
ticular form of words is necessary, the
written option should express, among
other things, an offer to sell at the op-
tion price and the period of time during
which the offer shall remain open.

(2) An option may be granted as part
of or in conjunction with an employee
stock purchase plan or subscription
contract.

(3) An arrangement between a cor-
poration and an employee may involve
more than one option. For example, if
a corporation on June 1, 1954, grants to
an employee the right to purchase 1,000
shares of its stock on or after June 1,
1955, another 1,000 shares on or after
June 1, 1956, and a further 1,000 shares
on or after June 1, 1957, all shares to be
purchased before June 1, 1958, provided
the employee at the time of exercise of
any of the purchase rights is employed
by the corporation, such an arrange-
ment will be construed as the grant to
the employee on June 1, 1954, of three
options, each for the purchase of 1,000
shares. Similarly, if a corporation
grants to an employee on January 1,
1955, the right to purchase 1,000 shares
of its stock at $85 per share during 1955,
or at $75 per share during 1956, or at $65
per share during 1957, such an arrange-
ment will be construed as the grant to
the employee on January 1, 1955, of
three alternative options, one option
for the purchase of 1,000 shares at $85
per share during 1955, an alternative
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option for the purchase of 1,000 shares
at $75 per share during 1956, and a third
alternative option for the purchase of
1,000 shares at $65 per share during 1957.

(b) Time and date of granting of option.
(1) For the purpose of section 421, the
words ‘‘the date of the granting of the
option” and ‘‘the time such option is
granted’, and similar phrases refer to
the date or time when the corporation
completes the corporate action consti-
tuting an offer of stock for sale to an
individual under the terms and condi-
tions of a restricted stock option. Ordi-
narily, if the corporate action con-
templates an immediate offer of stock
for sale to an individual or to a class
including such individual, or con-
templates a particular date on which
such offer is to be made, the time or
date of the granting of the option is
the time or date of such corporate ac-
tion if the offer is to be made imme-
diately, or the date contemplated as
the date of the offer, as the case may
be. However, an unreasonable delay in
the giving of notice of such offer to the
individual or to the class will be taken
into account as indicating that the cor-
poration contemplated that the offer
was to be made at the subsequent date
on which such notice is given.

(2) If the corporation imposes condi-
tions on the granting of an option (as
distinguished from conditions gov-
erning the exercise of the option), such
conditions shall be given effect in ac-
cordance with the intent of the cor-
poration. A special rule is provided by
section 421(d)(5) for options subject to
stockholder approval. If the grant of an
option is subject to approval by stock-
holders, the date of grant of the option
shall be determined as if the option had
not been subject to such approval. A
condition which does not require cor-
porate action, such as the approval of
some regulatory or governmental agen-
cy, for example, a stock exchange or
the Securities and Exchange Commis-
sion, is ordinarily considered a condi-
tion upon the exercise of the option un-
less the corporate action clearly indi-
cates that the option is not to be
granted until such condition is satis-
fied. If an option is granted to an indi-
vidual upon the condition that such in-
dividual will become an employee of
the corporation granting the option or
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of its parent or subsidiary corporation,
such option is not granted prior to the
date the individual becomes such an
employee.

(3) In general, conditions imposed
upon the exercise of an option will not
operate to make ineffective the grant-
ing of the option. For example, on June
1, 1954, the A Corporation grants to X,
an employee, an option to purchase
5,000 shares of the corporation stock,
exercisable by X on or after June 1,
1955, provided he is employed by the
corporation on June 1, 1955. Such an
option is granted to X on June 1, 1954.

(c) Stock. For the purpose of section
421, the term ‘‘stock’” means capital
stock of any class, including voting or
nonvoting common or preferred stock.
The term includes both treasury stock
and stock of original issue. Special
classes of stock authorized to be issued
to and held by employees are within
the scope of the term ‘‘stock’ as used
in section 421, provided such stock oth-
erwise possesses the rights and charac-
teristics of capital stock.

(d) Option price. (1) For the purpose of
section 421, the term ‘‘option price’ or
“price paid under the option’” means
the consideration in money or property
which, pursuant to the terms of the op-
tion, is the price at which the stock
subject to the option is purchased.

(2) (i) With respect to its option
price, a restricted stock option must,
when granted, meet either of the fol-
lowing requirements:

(A) The option price must be fixed or
determinable at the time the option is
granted; or

(B) In the case of an option exercised
during any taxable year of the optionee
which begins after December 31, 1953,
and ends after August 16, 1954, the op-
tion price must be determinable under
a variable price option as defined in
subdivision (ii) of this subparagraph.
An option which does not meet the re-
quirements of either (A) or (B) of this
subdivision when granted will not be
treated as a restricted stock option un-
less it is subsequently changed to meet
such requirements. In case of such a
change, see paragraph (c)(2) of §1.421-4.

(ii)(A) The term ‘‘variable price op-
tion”” means an option under which the
option price is determined by a formula
in which the only variable is the fair

790



Internal Revenue Service, Treasury

market value of the stock at any time
during a period of six consecutive
months which includes the day on
which such option is exercised. Except
as provided in (b) of this subdivision,
such formula may provide for deter-
mining such price by reference to such
value on any particular day in such 6-
month period, or by reference to an av-
erage value of the stock over either the
whole of such 6-month period or over
any shorter period included in such 6-
month period. Such 6-month period
may begin with, end with, or in any
other manner span the day on which
such option is exercised. Such formula
may also depend upon factors other
than such value of the stock, but such
other factors must not be variable and
must be fixed in the option when grant-
ed. For example, such formula may
provide that the option price shall be
85 percent of the value of the stock on
the day the option is exercised, but
such price shall not be less than $85,
nor more than $110. Another example of
a formula which meets the require-
ments of this subdivision is a provision
that the option price shall be 95 per-
cent of the fair market value of the
stock on the day the option is exer-
cised but not more than $95. However,
the requirements of this subdivision
are not met by a formula which pro-
vides that if the profits of the employer
for the year do not exceed $100,000, the
option price shall be $15 under the fair
market value of the stock at the time
the option is exercised, but if such
profits exceed $100,000, the option price
shall be $20 under such value of the
stock. For an example of how to deter-
mine whether an option which contains
a formula meeting the requirements of
this subdivision also meets the require-
ment that the option price must be at
least 85 percent of the fair market
value of the stock at the time the op-
tion is granted, see paragraph (a)(1) of
§1.421-2.

(B) In the case of an option granted
after September 30, 1958, the term
“‘variable price option” does not in-
clude any option in which the formula
provides for determining the option
price by reference to the fair market
value of the stock at any time before
the option is exercised if such value
may be greater than the average fair

§1.421-1

market value of the stock during the
calendar month in which the option is
exercised. Whether an option meets the
requirement of this subdivision shall be
determined solely by reference to the
terms of the option, and the cir-
cumstances existing at the time the
option is granted or exercised are im-
material. Thus, an option, granted
after September 30, 1958, and con-
taining a pricing formula which takes
into consideration the value of the
stock at any time before the option is
exercised, is subject to the new limita-
tion and does not meet the require-
ment of this subdivision, even though
the option price is not actually based
upon such prior fair market value ei-
ther at the time the option is exercised
or at the time the option price is com-
puted as if it were exercised for the
purpose of applying the 85 percent test
of section 421(d)(1)(A). For example, a
formula which provides that the option
price is to be 45 percent of the fair mar-
ket value of the stock 30 days before
the date on which the option is exer-
cised, but not more than $85, will not
qualify under this subdivision since
under this formula the price may be de-
terminable by reference to a higher
prior value. On the other hand, a for-
mula which provides 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 qual-
ify. In the case of an option granted
after September 30, 1958, the only way
that a formula which provides for de-
termining 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
option 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,
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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) Ezercise. 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
individual 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-
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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, 26 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
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
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