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Petitioner, Pohatcong Investors, Inc., 4 Harriet Lane, Plainview, New York 11803, filed an 

exception to the determination of the Administrative Law Judge issued on September 24, 1987 with 

respect to its petition for redetermination of a deficiency or for refund of corporation franchise tax 

under Article 9-A of the Tax Law for the fiscal year ending February 28, 1981 (File No. 801262). 

Petitioner appeared by McCarthy, Fingar, Donovan, Drazen & Smith (Martin Drazen, Esq., of 

counsel). The Division of Taxation appeared by William F. Collins, Esq. (Anne W. Murphy, Esq., of 

counsel). 

The petitioner submitted a brief on exception. The Division submitted a letter in opposition. 

Oral argument at the request of the petitioner was heard on June 7, 1988. 

After reviewing the entire record in this matter, the Tax Appeals Tribunal renders the 

following decision. 

ISSUE 

Whether the gain realized by petitioner from trading in covered call options may properly be 

characterized as income from investment capital within the meaning and intent of section 208.5 of 

the Tax Law. 

FINDINGS OF FACT 

We find the facts as stated in the Administrative Law Judge's determination and such facts are 

incorporated herein by this reference. These facts may be summarized as follows. 
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Petitioner, Pohatcong Investors, Inc. (Pohatcong) is a New York corporation which operates 

as an investment company. Pohatcong computed its franchise tax reports for the fiscal year March 

1, 1980 through February 28, 1981 on the basis of an allocation of its business and investment 

income as follows: 

Investment income for allocation $625,348.52 
Allocation percentage  4.665% 
Allocated investment income  $ 29,172.51 
Business income  -0-

On April 19, 1984, the Division issued to Pohatcong a Statement of Audit Adjustment and a 

Notice of Deficiency for the period ending February 28, 1981 in the base tax amount of $22,733.67 

plus interest. The basis asserted by the Division for the notice was that Pohatcong's reported net 

gain from trading in stock options, amounting to $233,090.35, should have been allocated at the 

business allocation percentage of 100 percent. Specifically, the Division contends that stock options 

are not investment capital within the meaning and intent of Tax Law section 208(5). 

A stock option is a contract between two parties by which one party obtains the right to either 

buy or sell shares of identified stock from the other party at a fixed or determinable price within a 

specified time. Call options give the holder the right to "call," or buy, the stock, while put options 

give the holder the right to "put," or sell, the stock. All options, both calls and puts, have a buyer 

and a "writer" or seller. 

All of Pohatcong's gains and losses from trading in stock options in the tax year at issue were 

incurred as a result of the sale of calls written on stock held in its portfolio. Such options are termed 

"covered call" options. The price of a covered call option is normally determined by the length of the 

option period and the relationship between the exercise price and the market price of the underlying 

stock on the date the call is written. In general, the buyer of a call option anticipates a rise in the 

price of the underlying stock, while the writer of the option does not expect the price of the 

underlying stock to rise above the exercise price. A major objective in writing covered call options is 

to earn a greater return via premium income than would be earned on the stock investment alone. 
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The writer also has the ability to minimize its losses, by earning a return by way of premium income, 

if the price of the underlying stock declines. 

For franchise tax purposes, Pohatcong treated the covered call options which it wrote as 

securities. As a result, Pohatcong treated the income it received from the sale of the options as 

investment income, including it in the base against which the investment allocation percentage was 

applied. All of the stock options that Pohatcong dealt with were listed options purchased and sold 

through Pohatcong's stockbrokers. As a whole, stock options are widely traded through 

stockbrokers across the country. Option prices are listed daily in The New York Times and The 

Wall Street Journal and the options are publicly traded in the open market or on a recognized 

exchange.  Further stock options are recognized as securities by the United States Securities Act of 

1933 and the Securities Exchange Act of 1934. 

OPINION 

In the determination below the Administrative Law Judge denied Pohatcong's petition 

concluding that Tax Law section 208(5) did not encompass the call options issued by petitioner in 

the definition of "investment capital". It was determined that the call options lacked certain essential 

attributes of a security. Specifically, it was found that the call options were not issued for the 

purpose of financing corporate enterprises, did not provide a distribution of rights in and obligations 

of such enterprises and were not designed as a means of investment pursuant to 20 NYCRR 3

4.2(c). 

On exception petitioner argues that the call options do in fact meet the definition of 

"investment capital" as defined in Tax Law section 208(5) and 20 NYCRR 3-4.2(c). Specifically, 

petitioner asserts first that the options are sold on the open market or a recognized exchange as 

illustrated by their daily quotations in The Wall Street Journal and The New York Times.  Second, 

petitioner argues that the options are designed as a means of investment. Petitioner supports this by 

reference to the increase in its immediate income from the sale of the options accompanied by a 

reduction in its risk that the stock value will decline by the same amount. As a result, petitioner 

concludes, the writing of the options is simply a method of increasing the return and reducing the 
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risks of ownership on the underlying stock. Third, petitioner contends that the purchasers of the 

options acquire rights similar to those of an owner of stock. Specifically petitioner claims that the 

holder of an option has the right to appreciation in the value of the stock that the option is based 

upon in a similar manner to the way that an owner of stock has the right to appreciation in the stock 

that he owns. Lastly, petitioner argues that the options are issued for the purpose of financing a 

corporate enterprise in the same manner that stock is issued for the purpose of financing a corporate 

enterprise.  Here petitioner argues that in each case it is really only the initial issuance that directly 

finances the corporate enterprise while once the options or stock are traded on the secondary market 

they only indirectly finance the corporate enterprise. 

We affirm the determination of the Administrative Law Judge. 

Tax Law section 208(5) provides: 

"The term 'investment capital' means investments in stocks, bonds and 
other securities, corporate and governmental, not held for sale to 
customers in the regular course of business, exclusive of subsidiary capital
and stock issued by the taxpayer . . . ." (Emphasis added.) 

The term "other securities" is limited in the regulations to: 

"[s]ecurities issued by governmental bodies and securities issued by a
corporation of a like nature as stocks and bonds, which are customarily
sold in the open market or on a recognized exchange, designed as a means
of investment, and issued for the purpose of financing corporate enterprises
and providing a distribution of right in, or obligations of, such enterprise."
(20 NYCRR 3-4.2[c].) 

It is essential for an item, that is not a stock or a bond, to be an investment that falls within the 

definition of other securities if it is to be considered as investment capital. In making such a 

determination it is proper to look at the function of the instrument, to search for substance over 

form with emphasis on economic reality (United Housing Foundation v. Forman, 421 US 837; see 

also,  Matter of Avon Products, Inc., 90 AD2d 393). Thus, an application of the covered call 

options at issue to the elements required of an "other security" by 20 NYCRR 3-4.2(c) is 

appropriate here. Petitioner has not challenged the application of this regulation, but instead argues 

that the call options at issue satisfy the conditions of the regulation. 
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There is no dispute that the options are sold in the open market or on a recognized exchange. 

This is illustrated by the daily quotations of the options as printed in The New York Times and The 

Wall Street Journal. The remainder of the elements, however, are disputed. 

Petitioner contends that the options are issued for the purpose of financing a corporate 

enterprise. We agree with petitioner that the options have as one of their purposes the financing of a 

corporate enterprise. Upon their initial issuance the corporation writing the options receives cash in 

exchange for the option. This cash works to finance the issuing corporation. Once the options have 

been issued and they are traded on the open market, it is true that the cash, or other consideration, 

exchanged for the option does not go to finance the issuing corporation. However, this is also true 

for the issuance and subsequent trading of stocks and bonds. Thus, applying a functional analysis, 

options work to finance their issuing corporation in the same manner that stocks and bonds finance 

their issuing corporation. 

The next element in dispute is whether petitioner, as writer of the call options, provides the 

purchasers of the options with a distribution of rights in or obligations of the petitioner corporation. 

Applying a functional analysis, petitioner as the writer of the options should be compared to a 

corporation issuing shares of stock or bonds. As a corporation that issues shares of stock or bonds 

provides its purchasers with rights in or obligations of its enterprise, so should the writer of a call 

option provide the purchasers of the options with rights in or obligations of its enterprise if it is to 

pass a functional analysis. We find that petitioner does not provide the purchasers of its options 

with rights in or obligations of its enterprise of a like nature to those provided by a corporation 

issuing shares of stock or bonds. Petitioner provides its purchasers with the potential to exercise an 

option, which only upon exercise allows for the option to be converted into direct ownership of the 

stock called for. Such a relationship does not exhibit the essential characteristics of bonds or the 

proprietary rights in corporate enterprises which are the essential characteristics of stock. The 

covered call options are only executory contracts which bind petitioner to sell certain underlying 

stock at a specific price within a specific time if the purchaser chooses to exercise the option (see, 

Carret & Company, Inc. v. State Tax Commn., Supreme Court, Albany County, Special Term, 
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November 20, 1987, Bradley, J.). The issuer of stock or bonds, however, distributes rights or 

obligations to its purchasers which require no further action on the part of the purchasers for the 

essential attributes of ownership to become fixed. The issuer of an option, such as petitioner, parts 

with no like immediate, fixed rights or obligations in its enterprise as it sells a call option to a 

purchaser. Rather, the purchaser must choose to act by exercising his option to purchase in order to 

require the writer of the option to sell the stock that is the subject of the call. Therefore, we find 

that the writer of call options does not provide purchasers of the options with a distribution of rights 

in or obligations of its corporate enterprise of a like nature as those provided to purchasers of stocks 

or bonds. 

The last element in dispute is whether the call options are designed as a means of investment 

for the writer of the options. While the Division concedes that in general options are designed as a 

means of investment, the Administrative Law Judge found to the contrary on the facts presented 

here. Investment income is income that comes from investment capital (Tax Law { 208[6]). 

Investment capital is "investments in stocks, bonds and other securities . . ." (Tax Law { 208[5]). 

Clearly the income that petitioner receives in exchange for the issuance of a call option is not from 

an investment by petitioner. Petitioner creates the call options and receives income from their sales. 

The income petitioner receives comes only as a result of the creation of the option, not from the 

ownership of the stock upon which the option is based. This is illustrated by the fact that call 

options may be created when the issuer does not own the stock upon which the option is based. In 

both instances the income that the writer receives from the sale of the option comes from his 

creation of the option. By owning the underlying stock in the covered call options at issue here, 

petitioner need not acquire the stock called for, however, this fact appears to be only an incidental 

characteristic of the options at issue and does not appear to effect their essential nature. The income 

from both covered and uncovered call options has its origin in the creation of the option not in the 

ownership of the stock upon which the option is written. Thus, we find that call options are not 

designed as a means of investment for the writers of the options. 
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As a result of petitioner's failure to meet his burden of proving that options provide a 

distribution of rights in or obligations of the issuing enterprise and that options are designed as a 

means of investment, we conclude that petitioner's premium income received from the sale of 

options that it has written is to be treated as business income rather than as investment income since 

the options written by petitioner are not investment capital for petitioner. 

Accordingly, it is ORDERED, ADJUDGED, and DECREED that: 

1. The exception of petitioner, Pohatcong Investors, Inc. is denied; 

2. The determination of the Administrative Law Judge is affirmed; and 

3.  The petition of Pohatcong Investors, Inc. is denied and the Notice of Deficiency issued on 

April 19, 1984, as modified by finding of fact "5" of the Administrative Law Judge's determination, 

is sustained. 

Dated: 	Albany, New York
December 1, 1988 

/s/John P. Dugan
John P. Dugan
President 

/s/Francis R. Koenig
Francis R. Koenig
Commissioner 


