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AMENDMENT TO REGULATION T 

Exercise of Employee Stock Options

To All Banks, Brokers and Dealers, and Persons Extending 
Securities Credit in the Second Federal Reserve District:

F o llo w in g  is th e  tex t o f  a  s ta tem en t issu ed  by  the  B o a rd  o f  G o v e rn o rs  o f  the  F ed e ra l R ese rv e  
S ystem :

The Federal Reserve Board has announced approval of an amendment to Regulation T to enable 
broker-dealers to help employees exercise stock options awarded in connection with their employment.

The principal effect of the amendment is to provide a simplified method by which brokers and 
dealers can temporarily finance the acquistion of stock under employee stock option programs without 
violating the general principles of Regulation T (credit by brokers and dealers).

In general, the structure of a cash account does not permit a person to pay for the purchase of a 
security with the proceeds of its sale, nor does the structure of a margin account allow a withdrawal of 
cash if the effect is to lower a customer’s equity in the account. The amendment, which is effective 
January 25, will permit a creditor to treat the receipt of an exercise notice as if it were the stock itself if 
certain conditions are met.

E n c lo sed  —  fo r  d e p o sito ry  in s titu tio n s , b ro k e rs  an d  d ea le rs  an d  o th ers  w h o  e x te n d  secu ritie s  
c red it in  th is  D is tr ic t, an d  th o se  w h o  m a in ta in  sets o f  the  B o a rd ’s re g u la tio n s  —  is th e  c o m p le te  
te x t o f  th e  am e n d m e n t to  R eg u la tio n  T , w h ich  has b ee n  re p rin te d  fro m  the  Federal Register o f  D e 
ce m b e r 28 ; co p ies  w ill b e  fu rn ish e d  to  o th e rs  u p o n  re q u es t d irec ted  to  th e  C ircu la rs  D iv is io n  o f  th is  

B an k  (T el. N o . 2 1 2 -7 2 0 -5 2 1 5  o r 5 2 1 6 ).
Q u e stio n s  re g a rd in g  R eg u la tio n  T  m ay  be d ire c te d  to  o u r C o m p lia n c e  E x a m in a tio n s  D e p a r t

m en t (T e l. N o . 2 1 2 -7 2 0 -8 1 3 6 ).

E . G e r a l d  C o r r i g a n ,

President.



Board of Governors of the Federal Reserve System

CREDIT BY BROKERS AND DEALERS

A M E N D M E N T  T O  R E G U L A T IO N  T  

(effective January 25, 1988)

Exercise of Employee Stock Options

FEDERAL RESERVE SYSTEM

12 CFR Part 220

Regulation T

[Docket Wo. 1R-C311]

Credit by Brokers and Dealers 
(Regulation T); Eserds® of Employee 
Stock Options

&<§swevs Board of Governors of the 
Federal Reserve System.
ACTlONt Final Rule.

SUMMARY: The Board is adopting an 
amendment to Regulation T that will 
permit broker-dealers to aid in the 
exerdse of company, stock options 
owned by employees of the company, its 
subsidiaries, or affiliates. In lieu of the 
securities to be received upon exercise, 
the amendment will allow broker- 
dealers to accept a fully-endorsed 
employee stock option and instructions 
to the issuer to deliver the securities to 
the broker-dealer.
EFFECTIVE BATS January 25,1988.
F@K FUmTHIK ©©OTAST?
Laura Homer, Securities Credit Officer, 
or Scott Holz, Attorney, Division of 
Banking Supervision and Regulation, 
(202) 452-2781. For the hearing impaired 
only, Telecommunications Service for 
the Deaf, Eamestine Hill or Dorothea 
Thompson, (202) 452-3544.

SBPF’LE&JiWT&HV IWFORMATIQW: The 
proposal to amend Regulation T was 
published in the Federal Register on 
August 26,1987 (52 FR 32138). Twenty 
comments were received; all but two 
supported the amendment as proposed.

Many of the commenters asked for 
clarification of how the Board envisions 
the mechanics of these transactions. The 
following paragraphs respond to the 
comments.

The amendment will allow the broker- 
dealer to accept a fully-endorsed 
employee stock option with instructions 
signed by the customer instructing the 
issuer to deliver the securities to the 
broker-dealer. The customer is to 
designate the account into which the 
securities should be deposited, i.e. the 
margin account or the cash account. The 
rule does not preclude allowing the 
broker-dealer to advance funds to the 
issuer in cases where the employee has 
given the exercise notice to the issuer 
and not the broker-dealer, as long as the 
broker-dealer haa a copy of the exercise 
notice and delivery instructions and has 
verified that the issuer will deliver the 
securities promptly to the broker-dealer.

If the customer wishes to immediately 
sell the stock to be received upon 
exercise in order to profit from the 
difference between the exercise price of 
the option and the current value of the 
resulting stock, the cash account would 
be the appropriate account. A customer 
who avails himself of the amendment

using the cash account will be deemed 
to own the security for purposes of 
§ 220.8(a)(2)(ii). The 90 day freeze 
provision (§ 220.8(c)) would therefore 
not apply to the transaction.

If the customer wishes to keep the 
stock he would most likely elect to use a 
margin account, assuming the stock to 
be received upon exercise is a margin 
security as defined in |  220.2(o). If the 
exercise price is greater than 50% of the 
current market price of the margin 
security, the broker-dealer should treat 
the transaction as creating a margin 
deficiency in the account. The broker- 
dealer would then issue a margin call for 
the additional funds, due within seven 
business days from the date the exercise 
notice is received by the broker-dealer.

In response to a request for 
clarification by the New York Stock 
Exchange, the Board indicated that the 
transactions will not be deemed a 
violation of the arranging provision of 
Regulation T (§ 220.13). Another 
commenter pointed out that many plans 
prohibit assignment of options. The 
Board stated that, in its view, delivery of 
the endorsed notice of exercise does not 
constitute an assignment of the option to 
the broker-dealer as the broker-dealer is 
receiving the stock on behalf of the 
customer. In response to another 
comment, the Board reiterated that 
Regulation T only applies to the amount 
of credit that is extended and does not 
regulate interest charges or other fees.
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For this Regulation to be complete, retain:
1) Pamphlet dated December 1983, entitled “Securities Credit Transac

tions.”
2) Various amendments (in c lu d e d  in s lip  s h e e t d a te d  S e p te m b e r  1 9 8 7 ).
3) This slip sheet.
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One commenter requested that the 
Board allow independent contractors 
who receive stock options as 
compensation to use the amendment. 
The Board has in the past created 
special exceptions in its margin 
regulations to aid the exercise of 
employee stock options (e.g., 12 CFR 
207.5). This was in part due to the 
Board’s perception, that the favorable 
tax treatment given employee stock 
options reflected a Congressional intent 
to aid employee stock ownership. Since 
it is not clear that an independent 
contractor would be an "employee” 
entitled to favorable tax treatment for 
the exercise of an employee stock 
option, the Board is not prepared to 
enlarge the scope of this amendment at 
this time. The Board has changed the 
wording in the amendment, as requested 
by the sam '•ommenter, so that the 
creditor is rei uired to verify that the 
“issuer” (rather than "the employer") of 
the option will make prompt delivery. 
This change recognizes that options are 
sometimes issued by an employer’s 
holding company or affiliate and is 
consistent with the plan lender 
provisions of Regulation G. Retired 
employees are also covered.

Some commenters suggested allowing 
similar treatment for other financial

instruments representing employee 
benefits issued by a company to its 
employees, such as warrants. Others 
suggested waiving the current margin of 
50% equity in favor of good faith margin 
for the stock received upon exercise.
The Board declines to adopt either 
suggestion at this time, as they would 
unduly complicate the rule.
Regulatory Flexibility Act

The Board certifies that the 
amendment will have no significant 
economic impact on a substantial 
number of small business entities within 
the meaning of the Regulatory Flexibility 
Act (5 U.S.C. 601).
Paperwork Reduction Act

No additional reporting requirements 
or modification to existing reporting 
requirements are proposed.
List of Subjects in 12 CFR Part 220

Banks, Banking, Brokers, Credit, 
Margin, Margin requirements, 
Investments, Reporting and 
recordkeeping requirements, Securities.

For the reasons set out in this notice, 
and pursuant to the Board’s authority 
under sections 3,7, 8,17, and 23 of the 
Securities Exchange Act of 1934, as 
amended, (15 U.S.C. 78c, 78g, 78h, 78q

PART 220—€^EDST BY iFlOKE^S 
A m  DEALERS

1. The authority citation for Part 220 
continues to read as follows:

Authority: 15 U.S.C. 78c, 78g, 78h, 78q, and 
78w.

2. Section 220.S is amended by adding 
a new paragraph (e)(4) to read:

§ 220.3 General Provisions
* * a a

(e) Receipt of funds or securities.® 4 4
(4) A creditor may accept, in lieu of 

securities, a properly executed exercise 
notice for a stock option issued by the 
customer’s employer and instructions to 
the issuer to deliver the resulting stock 
to the creditor. Prior to acceptance, the 
creditor must verify that the issuer will 
deliver the securities promptly and the 
customer must designate the account 
into which the securities are to be 
deposited.

By order of the Board of Governors of the 
Federal Reserve System, December 18,1987. 
William W. Wiles,
Secretary of the Board.
(FR Doc. 87-29464 Filed 12-24-87; 8:45am]
SILLING CODE 6210-01-M

and 78w), 12 CFR Part 220 is amended
as follows:




