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57 ABSTRACT

The present disclosure creates an efficient process, from both
a regulatory and tax perspective, for individuals to hedge
employee stock options. First, the present disclosure pro-
vides that no margin is required for a listed call option
written on an equity security when the account holds a
“long” position in a vested employee stock option which can
be immediately exercised without restriction (not including
the payment of money) to purchase an equal or greater
quantity of the security underlying the listed option provided
that the vested employee stock option does not expire before
the short listed call option, and provided that the amount (if
any) by which the exercise price of the vested employee
stock option exceeds the exercise price of the short listed call
option is held in or deposited to the account. Second, the
present disclosure makes it possible to treat the return on a
listed option or over-the-counter option hedge of vested or
unvested employee stock options as ordinary instead of
capital, thus avoiding the mismatch with the employee stock
options’ ordinary return and the potential capital loss on the
listed option or over-the-counter option hedge. This disclo-
sure treats any losses arising on a closing transaction with
respect to the short listed call option as ordinary losses,
provided the optionee makes a valid hedging election pur-
suant to Internal Revenue Code Section 1221(a)(7).
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HEDGING EMPLOYEE STOCK OPTIONS

RELATED APPLICATIONS

[0001] This application claims priority to and the benefit
of U.S. Provisional Patent Application No. 60/285,660 filed
on Apr. 20, 2001.

BACKGROUND OF THE INVENTION

[0002] Individuals may have a substantial portion of their
net worth concentrated in their company’s stock, either
through direct common stock holdings or derivatives such as
employee stock options. Tax and regulatory restrictions have
generally left few economically efficient alternatives for
holders of these equity positions to diversify their risk.
These restrictions are most onerous for holders of employee
stock options seeking to generate additional income and/or
manage the risk associated with the issuer/employer’s com-
mon stock.

[0003] Presently, unlike freely tradable shares of stock,
employee stock options are generally not transferable and
most significantly do not have margin value. Therefore,
investors hedging employee stock options by selling listed
equity options, such as call options, are required to post
other acceptable collateral to meet margin requirements
(discussed in further detail below).

[0004] In addition, US tax law generally prevents indi-
viduals from hedging their employee stock options. Specifi-
cally, if the stock underlying an employee stock option
appreciates after an individual hedges, employee stock
option gains are ordinary in character and corresponding
hedging losses are generally capital. Because capital losses
cannot offset the tax on ordinary income, the losses are
deferred unless the individual has capital gains from other
investments.

[0005] The present disclosure creates an efficient process,
from both a regulatory and tax perspective, for individuals
to hedge employee stock options. First, the present disclo-
sure provides that no margin is required for a listed call
option written on an equity security when the account holds
a “long” position in a vested employee stock option which
can be immediately exercised without restriction (not
including the payment of money) to purchase an equal or
greater quantity of the security underlying the listed option
provided that the vested employee stock option does not
expire before the short listed call option, and provided that
the amount (if any) by which the exercise price of the vested
employee stock option exceeds the exercise price of the
short listed call option is held in or deposited to the account.

[0006] Second, the present disclosure makes it possible to
treat the return on a listed option or over-the-counter option
hedge of vested or unvested employee stock options as
ordinary instead of capital, thus avoiding the mismatch with
the employee stock options’ ordinary return and the poten-
tial capital loss on the listed option or over-the-counter
option hedge. This disclosure treats any losses arising on a
closing transaction with respect to the short call option as
ordinary losses, provided the optionee makes a valid hedg-
ing election pursuant to Internal Revenue Code Section 1221

@)
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DETAILED DESCRIPTION
[0007] Option Fundamentals

Derivative Security Utilized to Hedge

[0008] A derivative security (e.g., a future, option, for-
ward, or swap) is a security whose value depends on the
value of an underlying asset or variable (e.g., the value of a
stock option is based in the valuation of the underlying stock
to which it refers). Derivative securities, such as futures and
options, are now actively traded on many different organized
exchanges (e.g., the Chicago Board Options Exchange, the
Chicago Board of Trade, the International Securities
Exchange, and the American Stock Exchange), while other
derivative securities, such as forwards and swaps, are regu-
larly traded outside of exchanges by financial institutions
and their corporate clients in what are referred to as over-
the-counter markets.

[0009] Financial institutions, as well as individual inves-
tors, dealing with options or other derivative securities are
primarily concerned with hedging the risk of adverse price
and market fluctuations, which may affect their potential
returns and/or positions in the underlying asset. Specifically,
many financial institutions and individuals utilize listed
option and/or over-the-counter option hedging strategies for
the following reasons:

[0010] Liquidity—to generate additional income
from an existing equity position and create a measure
of downside protection.

[0011] Risk Reduction—to reduce or eliminate expo-
sure to underlying stock depreciation and protect the
value of the equity position.

[0012] Diversification—to reduce the risk of a con-
centrated equity position by investing in a more
balanced, diversified portfolio.

[0013] Monetization—to increase liquidity by bor-
rowing money using a protected equity position as
collateral.

[0014] Tax Deferral—to avoid triggering a taxable
sale of the underlying position; therefore, the capital
gains tax associated with an outright sale of the
securities is deferred.

Over-the-Counter Options Versus Listed Options

[0015] In general, an option is a contract giving the holder
the right, but not the obligation to buy (call) or sell (put) a
specified underlying asset at a prearranged price at either a
fixed point in the future (European style) or at any time up
to maturity (American style). Options are sold both over-
the-counter (“OTC”) and on organized exchanges. OTC
options are privately negotiated contracts executed outside
of the regulated exchange environment. Additionally, there
is no central marketplace or clearing house for OTC options.
Market-makers, primarily large investment banks and com-
mercial banks, create OTC options for use by a wide range
of corporate, individual, and institutional end-users. In con-
trast, listed equity options trade on organized exchanges.
Listed options typically have standardized strike (exercise)
prices, maturities and exercise and settlement features.
Unless otherwise specified, the options discussed herein are
listed options to purchase or sell stock, rather than other
options, such as OTC options, index options, foreign cur-
rency options, or interest rate options.
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[0016] Listed options are issued, guaranteed and cleared
by the Options Clearing Corporation (“OCC”). The OCC is
regulated by the Securities and Exchange Commission and
has received a “AAA” credit rating from Standard & Poor’s
Corporation. The “AAA” credit rating corresponds to the
OCC’s ability to fulfill its obligations as counter-party for all
listed options trades. The OCC is owned proportionately by
the exchanges where listed options trade. The OCC acts as
the third party in all listed option transactions and buyers and
sellers deal directly with the OCC rather than with each
other. The OCC is obligated to the buyer of a listed option
contract to ensure that the seller performs in accordance with
the terms of the contract and will, in turn, hold the seller’s
broker-dealer liable for performance on the contract. Listed
option contracts are considered to be new issues of securities
and are subject to the prospectus requirements of the Secu-
rities Act of 1933.

Option Basics

[0017] There are two basic types of options, call options
and put options. A call option gives the holder the right to
buy 100 shares of the underlying stock from the seller by a
certain date for a certain price. If the holder exercises this
right, the seller of the call option is obligated to deliver the
stock at the predetermined price per share. A put option
gives the holder the right to sell 100 shares of the underlying
stock to the seller by a certain date for a certain price. If the
holder exercises this right, the seller of the listed put option
is obligated to buy the stock at the predetermined price per
share. The exercise price, also called the strike price, is the
price at which the buyer may buy stock from the seller (in
the case of a call option) or sell stock to the seller (in the case
of a put option).

Components of Listed Equity Options

[0018] Alisted option contract is described by the name of
the underlying security, the expiration month, the exercise
price, and the type of option. The premium represents the
market price of the listed option.

[0019] Forexample, a listed call option on IBM stock with
an exercise price of $50, a October expiration, and a $4
premium would appear as follows:

Underlying Expiration Type of
Security Month Exercise Price  Option Premium
IBM October 50 Call 4

Underlying Security

[0020] Each listed equity option represents 100 shares of
the underlying stock. In the example above, there are 100
shares of IBM stock underlying the listed option contract.

Expiration of Listed Options

[0021] In accordance with the standardized terms of their
contracts, all listed equity options expire on a certain date,
called the “expiration date.” The holder of the listed option
has the right to buy or sell the underlying stock at any time
until the expiration date. If the listed option has not been
exercised prior to expiration, it will cease to exist. In the
example above, the buyer may purchase 100 shares of IBM
stock from the seller until the expiration date in October.
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[0022] All listed equity options expire at 11:59 pm EST,
on the Saturday following the third Friday of the expiration
month. Although the listed equity option does not actually
expire until Saturday, customers must initiate their right to
buy (in the case of listed call options) or sell (in the case of
listed put options) the underlying stock by 5:30 pm EST, on
the third Friday of the expiration month. An expiring listed
option will cease trading at 4:02 pm EST on the day prior to
expiration. A listed equity option that has not been exercised
by 11:59 pm EST on the Saturday following the third Friday
of the expiration month will expire and become worthless.
In order to prevent inadvertent expiration of in-the-money
options, the OCC will automatically exercise an option for
a customer if the option is in-the-money by % point or more
and for a member firm if the option is in-the-money by %
point or more.

[0023] Tt is important to note that the stock may trade
above the listed call option’s strike price at any time during
the life of the listed call option and the listed call option is
not automatically exercised. Likewise, the stock may trade
below the listed put option’s strike price at any time during
the life of the listed put option and the listed put option is not
automatically exercised.

[0024] On occasion buyers do exercise listed equity
options before the expiration date, usually only to capture a
large dividend on the underlying stock. It is primarily at the
expiration of an in-the-money listed equity option that the
seller of a listed equity option needs to be concerned about
being assigned.

Exercise Price

[0025] The exercise price, also called the strike price, is
the price at which the buyer may buy stock from the seller
(in the case of a listed call option) or sell stock to the seller
(in the case of a listed put option). In the example above, the
buyer is guaranteed a purchase price of $50 per share for
IBM stock, regardless of how high the price of IBM may
rise. The aggregate exercise price may be found by multi-
plying the exercise price by the contract size. The IBM
October 50 call has an aggregate exercise price of $5000
(100 shares*$50).

In, At, and Out-of-the-Money

[0026] The relationship between the strike price of a listed
option and the current market price of the underlying
security has a great influence upon the value of a listed
option contract.

[0027] A listed call option is in-the-money if the market
price of the stock is higher than the exercise price of the
listed call option.

[0028] A listed call option is at-the-money if the market
price of the stock is the same as the exercise price of the
listed call option.

[0029] A listed call option is out-of-the-money if the
market price of the stock is lower than the exercise price of
the listed call option.

[0030] A listed put option is in-the-money if the market
price of the stock is lower than the exercise price of the listed
put option.



US 2002/0194136 Al

[0031] A listed put option is at-the-money if the market
price is the same as the exercise price of the listed put option.

[0032] A listed put option is out-of-the-money if the
market price of the stock is higher than the exercise price of
the listed put option.

Premium

[0033] The premium is the market price of a listed option
at a particular time. It is paid by the buyer to the seller for
the rights conveyed by the contract. The potential loss to the
buyer of a listed option can be no greater than the initial
premium paid for the contract, regardless of the performance
of the underlying stock. This allows the investor to control
the amount of risk assumed. On the contrary, the seller of a
listed option, in return for the premium received from the
buyer, assumes the risk of being assigned if the contract is
exercised.

[0034] The premium is the only component of the listed
option that is not standardized. It is determined on the floor
of the exchange between buyers and sellers.

Margin Requirements

[0035] Customers purchasing securities may pay for them
in full or borrow a portion of the purchase price from the
broker-dealer. The amount borrowed from the brokerage
firm represents the customer’s debit balance. The amount the
customer is required to deposit is known as margin. Pur-
chasing securities on margin allows investors to leverage
their investments. Leverage involves the ability to increase
return with increasing investment.

[0036] The extension of credit by a broker-dealer to a
customer is regulated by the Federal Reserve Board under
Regulation T of the Securities Exchange Act of 1934.
Accordingly, option contracts are subject to the margin
requirements set forth by the Federal Reserve Board under
Regulation T. Regulation T mandates that margin require-
ments for options are specified by the rules of the registered
national securities exchange authorized to trade the option,
provided that all such rules have been approved or amended
by the Securities and Exchange Commission. Option con-
tracts are also subject to the maintenance requirements of the
organized exchanges and each brokerage firm.

[0037] 1t is important to note that under Regulation T,
option contracts have no loan value and cannot be purchased
on margin. Accordingly, buyers of options must deposit the
full purchase price, whether an option is bought in a cash
account or a margin account.

Covered Versus Uncovered Call Writing

[0038] The writer or seller of call options may be classi-
fied as being either covered or uncovered (also referred to as
“naked” call writing). The covered call writer owns the stock
underlying the option (or a security convertible into the
underlying stock, an escrow receipt, or a long warrant) and
is not required to make a margin deposit (e.g., the stock,
escrow receipt, convertible security or warrant is considered
cover in lieu of the margin otherwise required on a short
listed call option position). In addition, covered writing may
be done in a margin account or a cash account. The uncov-
ered writer does not own the underlying stock and must meet
the short listed call option margin requirement. The basic
margin requirement for an uncovered call or put option is the
current premium plus 20% of the current market value of the
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underlying stock minus any amount that the contract is
out-of-the-money. Uncovered writing transactions must be
done in a margin account.

[0039] Covered call writing is less risky than uncovered
call writing because if the option is exercised, the investor
does not have to go into the market and purchase the
underlying stock. The covered writer will simply deliver the
shares already owned. The disadvantage to this strategy is
that by agreeing to sell the stock owned at the option strike
price, the covered call writer forfeits the opportunity to make
an unlimited profit if the stock’s price advances. Also, the
writer of a covered call is still exposed to loss if the market
price of the underlying stock declines. In contrast, uncov-
ered call writing is considered to be the riskiest option
strategy because an uncovered call writer is exposed to
unlimited risk. If the buyer exercises the call, the writer is
obligated to deliver the underlying stock. Since the uncov-
ered writer does not own the stock, the investor must first
purchase it in the marketplace at the current market price.
There is no limit as to how high the price may rise.

Market-Makers

[0040] Most option exchanges use a market maker system
to facilitate trading. A market maker for a certain option is
an entity (person or computer program) who will quote both
a bid and an ask price on the option when requested to do so
by a broker. The bid is the price at which the market maker
is prepared to buy and the ask is the price at which the
market maker is prepared to sell. The ask is higher than the
bid and the amount by which the ask exceeds the bid is
referred to as the bid-ask spread. The exchange sets limits
for the width of the bid-ask spread. Market makers provide
liquidity so buy and sell orders may usually be executed at
some price without any significant delays. The market
makers themselves make their profits from the bid-ask
spread.

Regulatory Disclosure—Employee Stock Options
and Margin

[0041] Under current margin regulations and practice,
employee stock options are not considered cover in lieu of
the margin required for a short-listed call option position.
However, requiring no margin on the writing of listed calls
against vested employee stock options dovetails with current
margin practice in respect of writing call options versus long
warrants and escrow agreements (e.g., long warrants and
escrow agreements may be utilized as cover in lieu of
margin for purposes of establishing a short call option
position).

[0042] For example, margin is not required for a listed call
option written on an equity security when the account holds
a net long position in a warrant which can be immediately
exercised without restriction to purchase an equal or greater
quantity of the security underlying the option provided that
the warrant does not expire before the short call and pro-
vided that the amount (if any) by which the exercise price of
the warrant exceeds the exercise price of the short call is
held in or deposited in the account.

[0043] A warrant is an instrument issued by a corporation
giving to the holder the right to purchase the capital stock of
the corporation at a stated price either prior to a stipulated
date or at any future time. Warrants are similar to employee
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stock options in that they are both instruments that give their
holders the right to buy a specified amount of stock at a
specified time for a specified price. Further, warrants are
oftentimes granted in a compensatory context in which they
are not traded and are limited in transferability, thus
employee stock options are essentially the equivalent of
warrants.

[0044] Presently, unlike freely tradable shares of stock,
employee stock options are generally not transferable and
most significantly, do not have margin value. Unvested
employee stock options are not marginable for the following
reasons. If the employee stock options are not exercisable
due to vesting (i.e., unvested), the investor has unlimited risk
if the stock increases above the strike price of the listed call
option. If the listed call options are exercised (assigned), the
seller will be obligated to deliver the shares underlying the
transaction. If the investor does not own the underlying
stock or cannot exercise employee stock options to acquire
the stock, the investor will need other assets to settle the
obligations. The investor’s exposure will increase as the
stock price appreciates.

[0045] This risk can be reduced if the employee owns
vested employee stock options that are currently exercisable.
For margin purposes, a holder of vested employee stock
options that can be exercised into freely tradable stock,
should be treated as if he or she is “long” the underlying
stock. Therefore, investors hedging employee stock options
by selling listed equity options, such as call options, are
required to post other acceptable collateral to meet the
margin requirements, generally cash. The margin require-
ment is based on the value of the underlying stock and the
strike price of the option. In the case of a call option, the
investor is required to post additional margin if the under-
lying stock price rises. Accordingly, while posting the mar-
gin necessary to engage in these transactions is not an
obstacle for high-net-worth individuals, it is a very large
barrier for those deemed “paper rich, cash poor,” as these
individuals usually do not have the cash necessary to meet
margin requirements. Below is an example of the way in
which these transactions are effected today.

[0046] For example, in September 2000, Employee holds
10,000 fully vested employee stock options with an exercise
price of $50 per share and the Issuer/Employer’s stock is
currently trading at $100 per share.

[0047] In September, Employee, utilizing only 1000 of his
or her fully vested employee stock options, sells (writes) 10
November calls with a strike price of $120 for $5 each,
thereby allowing employee to collect $5000 in premium
from the sale of the 10 listed call options. Prior to entering
into this transaction, Employee deposits into his or her
brokerage account the margin necessary to enter into the
transaction. Minimum margin requirements are currently
imposed by the Board of Governors of the Federal Reserve
System, the options markets and other self-regulatory orga-
nizations. Higher margin requirements may be imposed
either generally or in individual cases by the various bro-
kerage firms. To enter into the above transaction, Employee
must deposit approximately $25,000 ($25,000=20% of cur-
rent value of underlying stock (1000 shares *$100)=$20,
000+premium ($5000)) of margin into his or her brokerage
account. Further, if the underlying stock price rises, the
Employee may have to post additional margin.
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[0048] Once the transaction is executed, Employee col-
lects $5000 in premium from the sale of the 10 listed call
options.

[0049] TIf, at the listed option expiration on the third Friday
in November, the stock is trading above $120, the 10 listed
call options are assigned and Employee immediately sub-
mits “cashless exercise” instructions to his or her broker to
exercise 1000 of his or her employee stock options into 1000
shares of Issuer/Employer’s stock.

[0050] Accordingly, 1000 of Employee’s employee stock
options are exercised at a price of $120 on a “cashless
exercise” basis pursuant to the Employee’s instructions. The
broker-dealer delivers to the Issuer/Employer the amount of
money necessary to fund the employee stock option exer-
cise. Once the broker-dealer has received the proceeds of the
sale on settlement date, a portion of the proceeds from the
sale of the stock is used to pay back both the monies
advanced by the broker-dealer to the Employee to effect the
exercise of the employee stock options as well as the
brokerage commission due. The remainder of the proceeds
are paid to the Employee.

[0051] Alternatively, if at the listed option expiration on
the third Friday in November, the stock is trading below
$120, the listed options expire worthless, the Employee
retains his or her employee stock options, keeps the $5000
collected in premium and the transaction closes.

Regulatory Disclosure—Vested Employee Stock
Options as Margin

[0052] According to an illustrative embodiment of the
invention, no margin is required for a call option written on
an equity security when the account holds a “long™ position
in a vested employee stock option that can be immediately
exercised without restriction (not including the payment of
money) to purchase an equal or greater quantity of the
security underlying the listed call option provided that the
vested employee stock option does not expire before the
short listed call option, and provided that the amount (if any)
by which the exercise price of the vested employee stock
option exceeds the exercise price of the short listed call
option is held in or deposited to the account.

[0053] In accordance with an embodiment of the inven-
tion, customers are permitted to sell listed call options on the
same underlying security as their vested employee stock
options without the requirement of margin. To engage in
these transactions, however, certain documents by and
between the broker-dealer, the customer, and the issuer/
employer must be in place. Collectively, these documents
guarantee that the broker-dealer has control over the vested
employee stock options, and thus the delivery of the corre-
sponding stock, if and when exercise of the employee stock
options is deemed necessary. In addition, issues such as
forfeiture, pledging and transfer restrictions and non-stan-
dardization of employee stock option plans are mitigated
through representations made by the issuer/employer and
customer in these documents.

[0054] In one embodiment of the invention, prior to the
sale of any listed call options in the customer’s brokerage
account, the following documents will be in place. In one
document, the broker-dealer obtains a properly executed
exercise notice from the customer. This notice contains
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instructions to the issuer/employer to deliver the stock in
good deliverable form to the broker-dealer or its agent no
later than three (3) business days after receipt of the
employee stock option exercise notification. Through this
document, the customer instructs the broker-dealer to submit
the notice to the issuer/employer, on the customer’s behalf,
if and only when the listed call options are assigned. In
another document, the broker-dealer has an agreement in
place with the issuer/employer, wherein the issuer/employer
agrees to accept the employee’s (e.g., the customer) properly
executed exercise notice from the broker-dealer and deliver
the corresponding stock in good deliverable form to the
broker-dealer no later than three (3) business days after
proper exercise notification.

[0055] According to a further embodiment, if and when
exercise of the vested employee stock options is required,
the customer does not have to render the funds to pay the
exercise price, rather the broker-dealer offers a traditional
“cashless exercise” of the employee stock options and
advances the exercise price of the options to the issuer/
employer, thus ensuring prompt delivery of the underlying
stock by the issuer/employer. Because the broker-dealer has
the necessary control to exercise the employee stock options
and is assured that the security will be promptly delivered by
the issuer/employer, this transaction carries no more risk
than if the customer actually held the stock in an account.

[0056] Described below is one example of how listed
options to hedge vested employee stock options can work
when following the illustrative hedging method of the
invention.

[0057] For example, in September 2000, Employee holds
10,000 fully vested employee stock options with an exercise
price of $50 per share and the Issuer/Employer’s stock is
currently trading at $100 per share.

[0058] For example, in September, Employee, utilizing
only 1000 of his or her fully vested employee stock options,
sells (writes) 10 November calls with a strike price of $120
for $5 each, thereby allowing Employee to collect $5000 in
premium from the sale of the 10 listed call options. Unlike
the prior example, Employee is not required to deposit
margin into his or her brokerage account. Specifically,
Employee does not have to deposit $25,000 of margin into
the account. Instead, prior to entering into this transaction,
Employee delivers the above mentioned documents to the
broker-dealer carrying the Employee’s account.

[0059] If the stock is trading above $120 on the listed
option expiration on the third Friday in November, the 10
listed call options are assigned and 1000 of Employee’s
employee stock options are exercised at a price of $120 on
a “cashless exercise” basis pursuant to the documents.
Similar to a traditional “cashless exercise,” the broker-dealer
delivers to the Issuer/Employer the amount of money nec-
essary to fund the employee stock option exercise. Once the
broker-dealer has received the proceeds of the sale on
settlement date, a portion of the proceeds from the sale of the
stock is used to pay back both the monies advanced by the
broker-dealer to the Employee to effect the exercise of the
employee stock options as well as the brokerage commission
due. The remainder of the proceeds will be paid to the
Employee.
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[0060] Alternatively, if at the listed option expiration on
the third Friday in November, the stock is trading below
$120, the listed call options expire worthless, the Employee
retains his or her employee stock options, keeps the $5000
collected in premium and the transaction closes.

[0061] The illustrative embodiment of the hedging tech-
nique of the invention enables holders of vested employee
stock options to realize multiple benefits. One benefit is that
those individuals typically deemed “paper rich, cash poor”
are now able to generate liquidity and protect their vested
employee stock options without being required to meet
substantial margin requirements. Specifically, in accordance
with the above example, Employee is not required to deposit
$25,000 in cash to engage in this transaction. Another
benefit is that, in contrast to conventional approaches, indi-
viduals who enter into the transactions of the above
example, using the methodology of the invention, are not
required to meet calls for substantial additional margin in the
event of adverse market movements. Without the method-
ology of the invention, these transactions are viewed as
uncovered or “naked” options positions. Under such a
paradigm, a customer is required to deposit and maintain
sufficient margin with his or her broker to assure that the
stock can be purchased for delivery if and when the listed
call option is assigned. Thus, individuals who enter into
these transactions are deemed uncovered or “naked” option
writers and may have to meet calls for substantial additional
margin in the event of adverse market movements. The
illustrative hedging technique of the invention eliminates
these types of margin calls.

Tax Disclosure—Character Mismatch

[0062] The tax considerations that arise from hedging
vested or unvested employee stock options are complex.
One primary difficulty encountered in hedging employee
stock options from a tax perspective is that all gains from the
underlying employee stock option are typically taxed as
ordinary income. By contrast, gains or losses from any
non-employee (exchange-traded or OTC) stock option
hedges are treated as capital gains or losses.

[0063] 1If the stock underlying the employee stock option
appreciates after the individual hedges, employee stock
option gains are ordinary and corresponding hedging losses
generally are capital. Because capital losses cannot offset
more than $3000 of ordinary income, the bulk of the capital
losses will be deferred until the individual has capital gains
from other investments.

[0064] For example, assume an individual has employee
stock options to buy 10,000 shares of company stock at $10,
and the stock is currently trading at $100. The individual
enters into a “collar” that leaves him or her exposed to price
fluctuations between $90 and $110. The collar is formed
when the individual buys a listed or OTC put option at $90
and sells a listed or OTC call option at $110 ($100,000 to
exercise ($10 *10,000). As a result of the put option, the,
individual may sell the stock at $90 (regardless of how far
stock price falls). Therefore, the individual is assured pre-tax
profits of $800,000 (900,000-100,000=800,000)). The col-
lar both protects the individual from his or her risk of loss
by allowing him or her to sell the underlying stock for $90,
and limits his or her opportunity for gain by obligating him
or her to sell for $110. Thus, the individual’s pre-tax profit
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is guaranteed to be at least $800,000 and could be as much
as $1 million. Yet, as the table below shows, individuals who
cannot use their capital losses find this pretax gain eroded—
indeed, it can turn into a loss—as the underlying stock
appreciates.

[0065] For example, if the stock price rises to $200, the
individual nets a $1 million pre-tax profit. In addition, the
option has an extra $900,000 of ordinary income on the
employee stock option and a corresponding $900,000 capital
loss on the hedge. However, the individual cannot use this
loss to avoid tax on the ordinary income. Assuming the
individual does not have capital gains from another invest-
ment, his or her tax bill rises by $356,400 (i.e., 39.6%*900,
000), making his or her total current tax bill ($752,400) more
than 75% of his or her economic profit. Moreover, the table
shows that if the price increases to $300, the individual’s
$1.14 million current tax bill exceeds his or her $1 million
economic profit.

[0066] Tax Environment Without the Illustrative Method-
ology of the Invention—90-110 Collar on Employee Stock
Option with $10 Grant (Exercise) Price

Stock Price at Maturity 200

Stock Price at Time of 100

Hedge

Economic Gain 1 million

Taxable Income from 1.9 million (2 million -
Employee Stock Option 100,000)

Deferred Capital Loss 900,000 (1.1 million—2
from Hedge million)

Current Tax Bill
After-tax Cash

752,400 (39.6 * 1.9 million)
247,600 (1 million —
752,400)

[0067] Because capital loss on the hedge is potentially
unlimited, since it grows with the company’s stock price, not
all individuals will be sure, ex ante, of having enough capital
gains to use all their capital losses. The individual thus bears
a risk without any offsetting reward, because having capital
gains allows him or her, at most to break even. Moreover,
even individuals who expect to have capital gains, could be
forced to recognize it prematurely.

Tax Disclosure—Elimination of Character
Mismatch when Utilizing Options to Hedge
Employee Stock Options

[0068] According to a further embodiment, the method-
ology of the invention makes it possible to treat the return on
the hedge as ordinary instead of capital, thus avoiding the
mismatch with the employee stock options’ ordinary return
and the potential capital loss on the hedge. The illustrative
methodology of the invention treats any losses arising on a
closing transaction with respect to the short call as ordinary
losses. In one embodiment, the individual achieves ordinary
loss treatment by making a hedging election pursuant to
Internal Revenue Code Section 1221 (a)(7), which is nor-
mally used only for “non-employee” stock options. The
unique application of the hedging election to employee stock
options enables the individual to character match the gains/
losses encountered when hedging employee stock options
and thereby potentially provides the individual with a
reduced tax burden.
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[0069] In the absence of the illustrative methodology of
the invention, losses with respect to written calls are gen-
erally treated as short-term capital losses in the case of a
non-dealer employee. The illustrative methodology of the
invention recognizes that when an individual hedges an
employee stock option by selling a short call, the hedge can
be characterized as a hedging transaction as defined in
Section 1221(a)(7) of the Internal Revenue Code and Trea-
sury Regulation Section 1.1234-4, which thereby entitles the
employee stock option hedge to treatment as an exception to
capital loss treatment in the case of written call options that
are part of a hedging transaction. One advantage of using the
methodology of the invention is that any losses arising on a
closing transaction with respect to the short call is treated as
ordinary losses for tax purposes, provided the individual
makes the hedging election discussed above.

[0070] Tax Environment Using the Illustrative Methodol-
ogy of the Invention:—90-110 Collar on Employee Stock
Option with $10 Grant (Exercise) Price

Tax Environment Tax Environment With

Without Illustrative lustrative
Methodology Methodology
Stock Price at Maturity 200 200
Stock Price at Time of 100 100
Hedge
Economic Gain 1 million 1 million

Taxable Income from
Employee Stock Option
Deferred Capital Loss
from Hedge

1.9 million (2 1.9 million (2

million — 100,000) million — 100,000)
900,000 (1.1 million—2 0 (entire 900,000
million) loss is treated as an
ordinary loss and
therefore not deferred)
396,000 (39.6 *

Current Tax Bill 752,400 (39.6 *

1.9 million) 1 million)
After-tax Cash 247,600 (1 million - 604,000 (1 million —
752,400) 396,000)

[0071] Inone illustrative embodiment, the employee stock
option hedging methodology of the invention is performed
by a computer program in support of trading transactions
requested by brokers who are authorized to operate in an
exchange that allows trading in such employee stock
options. The computer program can, for example, be hosted
on a computer system that is accessible by the broker and
which is coupled to a market maker via a communications
network (e.g., LAN, MAN, WAN). The computer program
receives trading request inputs from a broker or investor,
processes the inputs, provides a transaction request to the
market maker, and receives confirmation from the market
maker that the employee stock option hedge has been
implemented according to a particular bid-ask spread. The
program can also display details of the transaction and
transaction request to the broker or investor, send an elec-
tronic confirmation of the transaction to the broker, investor,
or other predetermined party (e.g., the other party to the
hedging transaction and/or to representatives of the
exchange, SEC, or tax authority), and cause a transaction
report to be prepared. The program can also be configured to
terminate the employee stock option hedge by sending
instructions to the market maker to exercise the employee
stock option. In an alternative embodiment, the illustrative
employee stock option hedging methodology is performed
by a computer program that also performs the market
making activities of the exchange.



US 2002/0194136 Al

[0072] In another illustrative embodiment, the employee
stock option hedging methodology is incorporated within a
computer program that provides an investment advisor or
investor with the expected financial outcomes (including tax
consequences) of the employee stock option hedge. In this
illustrative embodiment, the computer program can receive
a proposed transaction request, process the proposed trans-
action using real or simulated information (i.e., parameters
specified by the investment advisor or investor), determine
the financial and tax outcome of the transaction given
current market conditions or in view of simulated market
conditions, and display the financial results to the invest-
ment advisor or investor.

[0073] In one embodiment, the computer program can be
a standalone program that is not coupled to external data
feeds (e.g., financial information service providers) or com-
munication networks. In another embodiment, the computer
program is coupled to external data feeds and or local data
sources (e.g., financial data on a CD-ROM), but not to
brokers or other entities capable of executing the proposed
hedging transaction. In yet another embodiment, the com-
puter program is coupled to external data feeds and/or local
data sources as well as to brokers and/or market makers so
that if the investor agrees to the proposed transaction, a
corresponding transaction request can be generated to estab-
lish the employee stock option hedge as described above. In
one particularly advantageous embodiment, the employee
stock option hedging transaction is performed by a computer
program operating on a web server that is accessible via the
Internet.

[0074] The computer program can also be adapted to
allow multi-user access at the same time so that an invest-
ment advisor and investor can “share” the program and
thereby view and interact with the same output data during
the employee stock option hedge decision/evaluation pro-
cess. The computer program can also be adapted to aggre-
gate employee stock option hedge transaction requests from
a plurality of users and to present a corresponding single
transaction request to a broker or market maker. In this
manner, the program can leverage the smaller individual
transaction requests into a larger single transaction that may
result in reduced brokerage fees or in a narrower bid-ask
spread.
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What is claimed is:

1. A method for hedging a particular asset by which
certain persons may hedge the risk associated with said
asset.

2. The method of claim 1, further includes hedging an
employee stock option by selling listed equity options, using
said employee stock options as collateral.

3. The method of claim 1, further includes hedging
employee stock options by selling listed equity options
without the requirement of margin.

4. The method of claim 1, further includes hedging
employee stock options by selling listed equity options
without the requirement of margin, wherein said employee
stock options can be immediately exercised without restric-
tion (not including the payment of money) to purchase an
equal or greater quantity of the security underlying the listed
equity option provided that the employee stock option does
not expire before the listed call option, and provided that the
amount (if any) by which the exercise price of the employee
stock option exceeds the exercise price of the listed call
option is held in or deposited into an account.

5. The method of claim 1, further includes the tax treat-
ment of the return on a listed equity option or over-the-
counter option hedge of a particular asset as ordinary instead
of capital.

6. The method of claim 2, further includes the tax treat-
ment of the return on a listed equity option or over-the-
counter option hedge of an employee stock option as ordi-
nary instead of capital.

7. The method of claim 1, further includes the tax treat-
ment of any losses on the call option sold as ordinary losses,
provided certain persons make a valid hedging election
pursuant to certain sections of the Internal Revenue Code.

8. The method of claim 2, further includes the tax treat-
ment of any losses on the call option sold as ordinary losses,
provided certain persons make a valid hedging election
pursuant to certain sections of the Internal Revenue Code.



