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ACTI ON:  Notice of proposed rul emaking and notice of public
heari ng.

SUMVARY: Thi s docunent contains proposed regul ations providing
gui dance on the application of the rules governing qualified
covered calls. The new rul es address concerns that were created
by the introduction of new financial instruments several years
after the enactnent of the qualified covered call rules. The
proposed regul ati ons woul d provi de gui dance to taxpayers witing
equity call options. This docunent also provides notice of
public hearing on these proposed regul ati ons.

DATES: Witten and el ectronic comments and requests to appear
and outlines of topics to be discussed at the public hearing
schedul ed for May 9, 2001, at 10 a.m, nust be submtted by Apri
18, 2001.

ADDRESSES: Send subm ssions to: CC M&SP: RU (REG 115560-99),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washi ngton, DC 20044. Subm ssions may be hand delivered
between the hours of 8 aam and 5 p.m to: CC M&SP: RU (REG
115560-99), Courier’s Desk, Internal Revenue Service, 1111
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Constitution Avenue NW, Washington, DC. Alternatively,
t axpayers may submt comments electronically via the Internet by
selecting the "Tax Regs" option of the IRS Hone Page, or by
submtting comments directly to the IRS Internet site at
http://ww.irs.gov/tax_regs/regslist.htm. The public hearing
will be held in the IRS Auditorium Internal Revenue Buil ding,
1111 Constitution Avenue, NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
Panel a Lew, (202) 622-3950; concerning subm ssions and the
hearing, Guy Traynor, (202) 622-7180, (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

On June 25, 1998, the IRS published in the Federal Register
proposed regul ati ons (REG 104641-97, 63 FR 34616) addressing
whet her strike prices available for equity options with flexible
ternms affect the definition of a qualified covered call (QCC
under section 1092(c)(4) for equity options with standardi zed
terms. No requests to speak at a public hearing were received,
and no public hearing was held.

The proposed regul ati ons provided that strike prices
avai l abl e for equity options with flexible terns do not affect
t he bench marks used to determ ne whether equity options with
standardi zed terns are eligible for QCC treatnent. That
provi sion was adopted as 81.1092(c)-1 of the final regul ations
(TD 8866), published in the Federal Register for January 25, 2000
(65 FR 3812).
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The regul atory text of REG 104641-97 did not address whet her
an equity option with flexible terns is itself eligible for QCC
treatment. The preanble to the proposed regul ati ons, however,
did request comments about whether equity options with flexible
terns should be eligible for QCC treatnent and, if eligible, what
bench marks should apply. In light of the comments received,
consideration was al so given to the treatnent of over-the-counter
options and standardi zed options with terns of nore than one
year. After consideration of the witten comments, this NPRM
proposes regul ati ons addressing the eligibility for QCC treatnent
of equity options with flexible terns, over-the-counter options
and standardi zed options with terns | onger than one year.

QCC Tr eat nent

Section 1092(c) defines a straddle as offsetting positions
Wi th respect to personal property. Under section
1092(d) (3)(B)(i)(l), stock is personal property if the stock is
part of a straddle that involves an option on that stock or
substantially identical stock or securities. Under section
1092(c)(4), however, witing a QCC option and owning the optioned
stock is not treated as a straddle under section 1092 if certain
conditions are satisfied.

The |l egislative history of section 1092 indicates that QCCs
were excepted fromthe |loss deferral rule for straddl es because
“t hey are undertaken primarily to enhance the taxpayer’s
I nvestnment return on the stock and not to reduce the taxpayer’s

risk of loss on the stock.” H R Rep. No. 432, 98'" Cong., 2d
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Sess. at 1266-68 (1983). To qualify as a QCC, a covered cal
nmust, anong ot her things, be exchange traded and not be deep in
the noney. An option is exchange traded if the option is traded
on a national securities exchange that is registered with the
Securities and Exchange Commi ssion or on sone other market that
the Secretary determ nes has rules adequate to carry out the
pur poses of the QCC provisions. An option is deep in the noney
If the strike price of the option is |ower than the | owest
qual i fied bench mark for the stock at the time the option is
witten.

Section 1092(c)(4)(H grants the Secretary of the Treasury
the authority to prescribe regulations to carry out the purposes
of the QCC exception, including regulations nodifying the
provi sions of the exception as appropriate to take account of
changes in the practices of options exchanges.

The introduction of exchange-traded equity options with
flexible terms is one such change. Unlike equity options with
standardi zed terns, equity options with flexible terns can have
strike prices at other than fixed intervals and have ot her than
standardi zed expiration dates. Options exchanges have al so
I ntroduced standardi zed options with | onger terns.

In response to the request for comments, two comments were
received. One commentator argued that equity options with
flexible ternms should not be eligible for QCC treatnent. This
commentator noted that in 1984, when section 1092(c)(4) was

enacted, only equity options with standardi zed terns were traded
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on the national exchanges and that it is |likely that Congress did
not intend to include custom zable options wthin the definition
of a QCC. This commentator al so pointed out that equity options
with flexible ternms were devel oped to conpete with over-the-
counter (OTC) options, which are not eligible for QCC treatnent.
The conment at or suggested that excluding equity options with
flexible terms from QCC treatnment would avoid a conpetitive
I nbal ance fromdifferent tax treatnent for conpeting products.

The second comrentator stated that, as a matter of statutory
analysis, equity options with flexible terns are already eligible
for QCC treatnent. This commentator argued that QCC treatnment is
appropriate if the taxpayer is using the option to increase the
yield on its stock investnment and not to reduce the risk of |oss
on its stock. In support of this point, the conmentator noted
that nothing in the applicable legislative history suggests that
Congress intended to limt the QCC option exception to
standardi zed options. Alternatively, this conmentator argued
that because equity options with flexible ternms were designed to
conpete with OTC options, regul ations should be pronul gated
allowing OTC options to qualify for QCC treatnent on the sane
ternms as exchange-traded equity options with flexible terns.
Expl anati on of Provisions

Equity Options with Flexible Terns and Qualifying OIC Options

After consideration of the comments received, the proposed
regul ati ons provide that equity options with flexible terns may

be QCC options as long as they satisfy the general rules for QCC
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treatment described in section 1092(c)(4), are not for a term of
| onger than one year, and neet other specified requirenents. 1In
addition, an equity option with standardi zed ternms nust be
outstanding for the underlying equity. For purposes of applying
t he general rules, the bench marks will be the sane as those for
an equity option with standardi zed terns on the sane stock having
the sane applicable stock price.

The proposed regul ations al so provide that certain OTC
options may be QCC options so that OIC options that are
economcally simlar to equity options with flexible terns may
enjoy the sane tax benefits as equity options with flexible
terms. Specifically, the proposed regul ations provide that an
OTC option is eligible for QCCtreatnent if it is entered into
With a person registered with the Securities and Exchange
Conmi ssion as a broker-dealer or alternative trading system and
meets the sane requirenments for QCC treatnent that apply to
equity options with flexible terns.

QCC Status for Equity Options with Standardi zed Terns

In the process of considering the proper treatnent for
equity options with flexible terns, the IRS exam ned QCC st at us
in general. At the tinme that Congress enacted section
1092(c)(4), options available on the national securities
exchanges had a termof nine nonths or |ess. Congress did not
include in the legislative history any gui dance on the effect of

the tine value of noney upon the strike price.
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Subsequent to the enactnent of section 1092(c)(4), the
national securities exchanges began offering certain standardized
options with expiration dates that are 12 or nore nonths after
the date entered into. The |longer termof these options may
reduce the taxpayer’'s risk of loss on its stock position because
of the time period involved.

I ncreased risk reduction through the use of long term
options applies equally to equity options with flexible terns,
OTC options, and equity options with standardi zed terns. The
proposed regul ations therefore provide that a one-year termlimt
al so applies to equity options with standardi zed terns. Comments
are requested on this issue, including a discussion of tine
limtations in general, as well as the appropriateness of a one-
year cutoff.

If QCC treatnment should apply to longer-termoptions, it may
be appropriate to change the deep-in-the-noney standard to
prevent the increase in risk reduction. A comment recomending a
time limtation greater than one year or recommendi ng that there
be no time |imtation should al so provide detail ed, conprehensive
descriptions of possible solutions to the problem of increased
ri sk reduction. Comments should al so address the
adm nistrability of any proposed sol utions.

Proposed Effective Date
These regul ati ons woul d apply to options entered into on or

after 30 days after the date that the Treasury deci sion adopting
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these rules as final regulations is published in the Federal
Regi ster.

Regul ati ons concerning tinme limtations for equity options
W th standardi zed ternms woul d be prospective in nature and woul d
apply to transactions entered into on or after 90 days fromthe
date of publication of the final regulation pronul gating such
rul es.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent is not
required. It is hereby certified that these regulations will not
have a significant econom c inpact on a substantial nunber of
small entities. This certification is based upon the fact that
t hese regul ati ons do not inpose any recordkeeping or reporting
requi renents and therefore inpose mnimal conpliance costs, if
any, upon any small entities that may be affected. Because
equity options with standardi zed terns will not be eligible for
QCC treatnment if such options have a duration of nore than 1
year, sone taxpayers may | ose substantive tax benefits. This
certification is further based upon the understanding that such
taxpayers will not include a substantial nunber of snall
entities. Coments are specifically requested on the question of
whet her a substantial nunber of small entities (as opposed to
| arge entities or individual investors) wll suffer a significant

econom c inpact under these regulations. Therefore, a Regul atory
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Flexibility Analysis under the Regulatory Flexibility Act (5
U S. C chapter 6) is not required. Pursuant to section 7805(f)
of the Internal Revenue Code, this notice of proposed rul emaking
will be submtted to the Chief Counsel for Advocacy of the Snal
Busi ness Admi nistration for cooment on its inpact on small
busi ness.
Conmment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten or
el ectronic conmments (a signed original and eight (8) copies, if
witten) that are submtted tinmely (in the manner described in
t he ADDRESSES portion of this preanble) to the IRS. The IRS and
Treasury request conmments on the clarity of the proposed
regul ati ons and how they may be nmade easier to understand. Al
comments will be available for public inspection and copyi ng.

A public hearing has been scheduled for May 9, 2001, at
10 a.m, in the IRS Auditorium Internal Revenue Building, 1111
Constitution Avenue NW, Washington DC. Due to building security
procedures, visitors nust enter at the 10th Street entrance
| ocat ed between Constitution and Pennsyl vania Avenues, NW In
addition, all visitors nust present photo identifications to
enter the building. Because of access restrictions, visitors
will not be admtted beyond the i nmedi ate entrance area nore than
15 m nutes before the hearing starts. For information about

havi ng your nane placed on the building access list to attend the
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heari ng, see the "FOR FURTHER | NFORMATI ON CONTACT" section of
this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral comments at the hearing nust
submt witten coments and an outline of the topics to be
di scussed and the tinme to be devoted to each topic (signed
original and eight (8) copies) by April 18, 2001. A period of 10
mnutes wll be allotted to each person for nmaking comments. An
agenda showi ng the scheduling of the speakers will be prepared
after the deadline for receiving outlines has passed. Copies of
the agenda will be available free of charge at the hearing.
Drafting Information

The principal author of these regulations is Panela Lew,

O fice of Associate Chief Counsel (Financial Institutions and
Products). However, other personnel fromthe IRS and Treasury
Departnment participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding entries in nunerical order to read as foll ows:

Authority: 26 U.S.C. 7805 * * *

Section 1.1092(c)-2 also issued under 26 U. S.C. 1092(c)(4)(H).
Section 1.1092(c)-3 also issued under 26 U S. C



1092(c) (4)(H) .* * *

Par. 2. Section 1.1092(c)-1 is anended as foll ows:

1. Paragraphs (b) and (d)(1)(ii) introductory text are
revised.

2. Paragraphs (c) and (d)(3) are added.

3. Paragraph (e) is revised.

The revisions and addition read as foll ows:

81.1092(c)-1 Equity options with flexible terns.

* * % * *

(b) No effect on lowest qualified bench mark for

standardi zed options. The availability of strike prices for

equity options with flexible terns does not affect the
determ nation of the |owest qualified bench mark, as defined in
section 1092(c)(4)(D), for an equity option with standardized

terns.

(c) Qualified covered call option status--(1) Requirenents.
An equity option with flexible terns is a qualified covered cal
option only if--

(i) The option neets the requirenments of section
1092(c)(4)(B) (taking into account paragraph (c)(2) of this
section);

(ii) The only paynents permtted with respect to the option
are a single fixed premumpaid not |ater than 5 busi ness days
after the day on which the option is granted, and a single fixed
strike price stated as a dollar anmount that is payable entirely

at (or within 5 business days of) exercise;



- 12 -
(i) The option is granted not nore than 1 year before
t he day on which the option expires; and
(iv) An equity option with standardized terns is
outstanding for the underlying equity.

(2) Lowest qualified bench mark--(i) In general. For

pur poses of determ ning whether an equity option with flexible
terms is deep in the noney within the nmeaning of section
1092(c)(4) (O, the lowest qualified bench mark under section
1092(c)(4)(D) is the sane for an equity option with flexible
terns as the | owest qualified bench mark for an equity option
W th standardi zed terns on the sane stock having the sane
appl i cabl e stock price.

(ii) Exanple. The follow ng exanple illustrates the rules
set out in paragraph (c)(2)(i) of this section:

Exanpl e. Taxpayer owns stock in Corporation X. Taxpayer
wites an equity call option with flexible terns on Corporation X
stock through a national securities exchange. The applicable
stock price for Corporation X stock is $ 73.75. Using the bench
marks for an equity option with standardi zed terns with an
appl i cabl e stock price of $73.75, the highest avail able bench
mark | ess than the applicable stock price is $70, and the second
hi ghest bench mark is $65. Therefore, an equity call option wth
flexible ternms on Corporation X with a termof 90 days or |ess
will not be deep in the noney if the strike price is not |ess
than $70. |If the termis greater than 90 days, an equity cal
option with flexible ternms on Corporation X will not be deep in
the noney if the strike price is not |ess than $65.

(d)***

(1)***

(i1) That is traded on any national securities exchange

which is registered with the Securities and Exchange Conmm ssion
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(other than those described in the SEC Rel eases set forth in
paragraph (d)(1)(i) of this section) and is--

* * % * *

(3) Equity option with standardi zed terns neans an equity

option that is traded on a national securities exchange
registered with the Securities and Exchange Conmmi ssion and t hat
Is not an equity option with flexible terns.

(e) Effective date--(1) In general. Except as provided in

par agraph (e)(2) of this section, this section applies to equity
options with flexible terns entered into on or after January 25,
2000.

(2) Special effective date for paragraph (c). Paragraph (c)

of this section applies to equity options with flexible terns
entered into on or after 30 days after the date that the Treasury
deci si on adopting these regulations is published in the Federal
Regi ster.

Par. 3. Section 1.1092(c)-2 is added to read as fol |l ows:

81.1092(c)-2 Equity options with standardi zed terns.

(a) One-year limtation. An equity option with standardi zed

terms (as defined in 81.1092(c)-1(d)(3)) is a qualified covered
call only if--

(1) The option neets the requirenents of section
1092(c)(4)(B); and

(2) The option is granted not nore than 1 year before the

day on which the option expires.
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(b) Effective date. This section applies to equity options

W th standardi zed ternms entered into on or after 90 days after
the date that the Treasury decision adopting these regulations is
publ i shed in the Federal Register

Par. 4. Section 1.1092(c)-3 is added.

81.1092(c)-3 Qualifying over-the-counter options.

(a) 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 exchange which is registered with the
Securities and Exchange Conmmi ssion or other market which the
Secretary determ nes has rul es adequate to carry out the purposes
of section 1092(c)(4). In accordance with section 1092(c)(4)(H),
this requirenent is nodified as provided in paragraph (b) of this
section.

(b) Qualified covered call option status. A qualifying

over-the-counter option is a qualified covered call option if it
neets the requirenments of 81.1092(c)-1(c) after substituting
“qual i fyi ng over-the-counter option” for “equity option with
flexible terms”. For the purposes of this paragraph (b), a
qual i fying over the counter option is deened to satisfy the
requi renents of section 1092(c)(4)(B)(i).

(c) Qalifying over-the-counter option. For the purposes of

this section, qualifying over-the-counter option nmeans an equity

option that--
(1) I's not traded on a national securities exchange

registered with the Securities and Exchange Comm ssion; and
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(2) Is entered into with a person registered wth the
Securities and Exchange Comm ssion as--
(i) A broker-deal er under section 15 of the Securities Act
of 1934 and the regul ati ons thereunder; or
(ii) An alternative trading systemunder 17 CFR 242. 300 et

seq.
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(d) Effective date. This section applies to qualifying

over-the-counter options entered into on or after 30 days after
the date that the Treasury decision adopting these regulations is

published in the Federal Register.

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue.



