
retirement plans and for participants and
when these optional forms of benefit are
of de minimis value to a participant.
Comments are also requested on which
optional forms of benefit should remain
protected. Final ly, comments are
requested on any other issues relating to
the treatment of optional forms of benefit
under defined benefit plans under § 411
(d)(6) on which guidance is needed.

The authority to provide exceptions to
the restrictions of § 411(d)(6) does not
apply to other requirements of the Inter-
nal Revenue Code. Thus, for example, the
upcoming regulations will not permit a
defined benefit plan to be amended to
eliminate a distribution form required by
§§ 401(a)(11) and 417 and will not affect
the requirements of § 401(a)(31) (relating
to direct rollovers).

Comments should be submitted by
September 30, 2002, in writing, and
should reference Notice 2002–46.

Comments may be submitted to CC:
ITA:RU (Notice 2002–46), room 5226,
Internal Revenue Service, POB 7604 Ben
Franklin Station, Washington, DC 20044.
Comments may be hand delivered
between the hours of 8 a.m. and 5 p.m.,
Monday through Friday to: CC:ITA:RU
(Notice 2002–46), Courier’s Desk, Inter-
nal Revenue Service, 1111 Constitution
Avenue NW, Washington, D.C. Alterna-
tively, comments may be submitted via
the Internet at Notice.Comments@
irscounsel.treas.gov. All comments will
be available for public inspection and
copying.

DRAFTING INFORMATION

The principal authors of this notice are
Linda Marshall of the Office of the Asso-
ciate Chief Counsel (Tax Exempt and
Government Entities) and Andrew Zuck-
erman of the Employee Plans, Tax
Exempt and Government Entities Divi-
sion. For further information regarding
this notice, contact the Employee Plans
taxpayer assistance telephone service
between the hours of 8:00 a.m. and 6:30
p.m. Eastern Time, Monday through Fri-
day by calling 1–877–829–5500 (a toll-
free number). Ms. Marshall can be
reached at (202) 622–6090 and Mr. Zuck-
erman can be reached at (202) 283–9655
(not toll-free numbers).

Application of Employment
Taxes to Statutory Stock
Options

Notice 2002–47

I. Purpose and Overview

This notice provides that until Trea-
sury and the Service issue further guid-
ance, in the case of a statutory stock
option, i.e., an incentive stock option
(ISO) described in section 422(b) of the
Internal Revenue Code (Code) or an
option granted under an employee stock
purchase plan (ESPP) described in sec-
tion 423(b), the Service will not assess
the Federal Insurance Contributions Act
(FICA) tax or Federal Unemployment
Tax Act (FUTA) tax, or apply federal
income tax withholding obligations, upon
either the exercise of the option or the
disposition of the stock acquired by an
employee pursuant to the exercise of the
option. This notice further announces that
Treasury and the Service anticipate that
any final guidance that would apply
employment taxes to statutory stock
options will not apply to any exercise of
a statutory stock option that occurs before
the January 1 of the year that follows the
second anniversary of the publication of
the final guidance. This notice does not
relieve individual taxpayers of the obliga-
tion to include compensation in income
upon a disposition of stock acquired pur-
suant to the exercise of a statutory stock
option and does not relieve employers of
any of their reporting obligations.

II. Background

A. Notice 2001–14

On January 18, 2001, the Internal Rev-
enue Service (Service) issued Notice
2001–14, 2001–1 C.B. 516, addressing
the application of employment taxes to
statutory stock options. Notice 2001–14
provides that, in the case of a statutory
stock option exercised before January 1,
2003, the Service will not assess FICA or
FUTA taxes upon the exercise of the
option, and will not treat the disposition
of stock acquired by an employee pursu-
ant to the exercise of the option as subject
to federal income tax withholding. The
notice further provides that information

reporting requirements continue to be
applicable. The notice also announced the
intention to issue administrative guidance
clarifying the application of employment
taxes to statutory stock options.

B. Proposed Regulations and Related
Guidance

On November 13, 2001, the Service
and the Treasury Department issued pro-
posed regulations addressing the applica-
tion of employment taxes to statutory
stock options (66 Fed. Reg. 57023 (Nov.
14, 2001)). The proposed regulations pro-
vide that FICA and FUTA taxes apply
when an individual exercises a statutory
stock option and that federal income tax
withholding does not apply when an indi-
vidual exercises a statutory stock option.
As proposed, the regulations would have
been effective for exercises of statutory
stock options occurring on or after Janu-
ary 1, 2003.

On November 13, 2001, the Service
also issued two related notices containing
proposed guidance: Notice 2001–72,
2001–49 I.R.B. 548, and Notice 2001–73,
2001–49 I.R.B. 549. In Notice 2001–72,
the Service provides proposed rules
regarding an employer’s federal income
tax withholding and reporting obligations
upon the disposition of stock acquired by
an individual pursuant to the exercise of a
statutory stock option. The rules would
exempt the employer from any federal
income tax withholding in such cases.
However, under the proposed rules, an
employer generally would still be
required to make reasonable efforts to
report any income on an employee’s or
former employee’s Form W–2.

In Notice 2001–73, the Service pro-
vides proposed rules of administrative
convenience intended to lessen the
administrative burdens related to the
application of FICA and FUTA taxes at
the time of exercise of a statutory stock
option. The rules would allow employers
to deem the wages paid due to the exer-
cise of a statutory stock option as being
paid at any subsequent date or dates dur-
ing the calendar year of the date of exer-
cise. In addition, under the proposed
rules, an employer would be allowed to
spread the deemed wage payments over a
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period of dates. Notice 2001–73 also pro-
poses other rules of administrative conve-
nience that are intended to assist employ-
ers and employees in meeting their
employment tax obligations.

III. Comments Received

The Service requested comments as to
the proposed regulations and the pro-
posed rules in the accompanying notices.
Comments were submitted on a wide
variety of issues raised by the application
of employment taxes to statutory stock
options, including whether imposition of
the FICA and FUTA taxes upon an exer-
cise of a statutory stock option was the
correct interpretation of the law, and the
extent of the administrative burdens upon
employers and employees in administer-
ing the payments of the taxes. Recogniz-
ing the complexity of the issues raised by
the proposed guidance and comments,
Treasury and the Service have determined
that an extension of the moratorium is
needed to provide adequate time to con-
sider those issues.

IV. Interim Guidance

The Service and Treasury will con-
tinue to consider all of the comments
received on the proposed regulations.
However, until that review is completed
and further guidance is issued, the Ser-
vice (1) will not assess FICA or FUTA
taxes upon the exercise of a statutory
stock option or the disposition of stock
acquired by an employee pursuant to the
exercise of a statutory stock option, and
(2) will not treat the exercise of a statu-
tory stock option, or the disposition of
stock acquired by an employee pursuant
to the exercise of a statutory stock option,
as subject to federal income tax withhold-
ing.

This Part IV does not relieve indi-
vidual taxpayers of the obligation to
include any compensation in income
upon a disposition of stock acquired pur-
suant to the exercise of a statutory stock
option and does not relieve employers of
any of their reporting obligations.
Regarding the reporting obligations,
§ 1.6041–2(a)(1) of the Income Tax
Regulations requires that, under certain
circumstances, a payment made by an
employer to an employee be reported on
Form W–2 even if the payment is not

subject to income tax withholding. Spe-
cifically, § 1.6041–2(a)(1) generally
requires reporting of a payment on the
Form W–2 if the total amount of the pay-
ment, and any other payment of remu-
neration (including wages, if any) made
to the employee (or former employee)
that are required to be reported on Form
W–2, aggregate at least $600 in a calen-
dar year. Therefore, a disqualifying dispo-
sition of stock acquired pursuant to the
exercise of a statutory stock option which
results in ordinary income generally will
result in a reporting obligation on the
Form W–2.

V. Effect on Other Documents

In recognition of the need of employ-
ers and statutory stock option plan admin-
istrators for adequate time to implement
any guidance that may be forthcoming,
the Service and Treasury anticipate that
any final guidance that would apply
employment taxes to statutory stock
options will not apply to exercises of
statutory stock options that occur before
the January 1 of the year that follows the
second anniversary of the publication of
the final guidance.

VI. Drafting Information

The principal author of this notice is
Stephen Tackney of the Office of Divi-
sion Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities).
For further information regarding this
notice, contact Stephen Tackney at (202)
622–6040 (not a toll-free call).

ties that may arise from participating in
these transactions.

FACTS

This transaction involves partnerships
manipulated through a series of steps car-
ried out in the following order. No § 754
election is in effect at any relevant time.
Step 1: Corporation acquires a majority
interest in an upper tier partnership (UTP)
at fair market value. Step 2: UTP acquires
a majority interest in a lower tier partner-
ship (LTP) at fair market value. Step 3:
LTP enters into straddles on foreign cur-
rencies and may acquire other assets. Step
4: LTP terminates the gain leg of a for-
eign currency straddle. LTP allocates a
pro rata share of the gain to UTP, which
in turn allocates a pro rata share of the
gain to Corporation. This gain increases
the basis of each partnership interest. Step
5: Corporation sells its interest in UTP to
Taxpayer at fair market value. This results
in a loss to Corporation sufficient to off-
set the gain that was allocated to Corpo-
ration. Step 6: Taxpayer purchases UTP’s
interest in LTP at fair market value. UTP
realizes a loss on this sale, but the loss is
disallowed under § 707(b)(1)(A) because
Taxpayer owns more than 50% of UTP.
Step 7: LTP engages in a transaction that
is intended to increase Taxpayer’s basis in
the LTP interest. For example, LTP may
incur a liability that Taxpayer guarantees.
LTP then terminates the loss leg of the
foreign currency straddle and allocates a
pro rata share of the loss to Taxpayer.
Step 8: Taxpayer sells the interest in LTP
at its fair market value and realizes gain
(for example, from the relief of liability).
Taxpayer then claims that this gain is off-
set under § 267(d) by the amount of the
loss that was disallowed to UTP under
§ 707(b)(1)(A).

ANALYSIS

The transaction described in this notice
has been designed to use a straddle, a
tiered partnership structure, a transitory
partner, and the absence of a § 754 elec-
tion to allow Taxpayer to claim a perma-
nent non-economic loss. The Service
intends to challenge the purported tax
benefits from this transaction on a num-
ber of grounds. First, the Service expects
that the partnership anti-abuse rule con-
tained in § 1.701–2(b) of the Income Tax
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