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The Internal Revenue Service (the “IRS”) has proposed regulations regarding three elements of 
its existing regulations under Section 162(m) of the Internal Revenue Code of 1986, as amended 
(the “Code”) with respect to stock-based compensation.  Generally, Section 162(m) of the Code 
imposes a corporate deduction limit of $1 million annually on certain compensation paid to 
certain employees of public companies (generally the named executive officers of the company 
listed in the proxy, other than the principal financial officer).  Section 162(m) of the Code 
features a number of widely used exemptions to this deduction limit, including (1) with respect 
to non-public entities which become public entities, equity compensation granted during a 
limited transition period pursuant to a plan or agreement in place prior to a company becoming 
publicly held (whether through an initial public offering of its equity securities or otherwise) 
and (2) compensation that meets the criteria of “qualified performance based compensation.”  
The proposed regulations clarify the application of these two exemptions as described more 
fully below. 

LIMITATION ON AVAILABILITY OF TRANSITION RELIEF FOR RESTRICTED STOCK 
UNITS AND PHANTOM STOCK  

When a company becomes publicly held, the current regulations under Section 162(m) of the 
Code provide relief from compliance with the regulations during a limited transition period 
after the company becomes publicly held.  During this transition period, subject to meeting 
certain disclosure requirements if the company became public in an initial public offering, 
compensation paid and equity awards granted pursuant to a plan or agreement that existed 
when the company was privately held will not be subject to the deduction limit.  The transition 
period lasts until the earliest to occur of: (i) the expiration of the plan or agreement, (ii) a 
material modification to the plan or agreement, (iii) the issuance of all employer stock and other 
compensation allocated under the plan, or (iv) the first shareholders’ meeting to elect directors 
that occurs after the end of the third calendar year following the year of the initial public 
offering of the company’s equity securities, or if there was no initial public offering, the first 
calendar year following the year the company became publicly held.  The current regulations 
specify that the transition relief will apply to stock options, stock appreciation rights and 
restricted property granted during this transition period, even if such awards are exercised or 
become vested after the transition period ends.  This common sense approach is designed to 
ensure that options and stock appreciation rights can be held and exercised beyond the 
transition period (and restricted property (e.g., restricted stock) can vest after the transition 
period), without any loss of deductibility by the company.   

In private letter rulings (e.g., PLR 200406026 and PLR 200449012) the IRS has previously 
acknowledged that this same approach should apply to restricted stock units that provide for a 
delayed delivery or vesting date after the transition period.  Thus, for example, under such 
prior rulings, restricted stock units that were “granted” during the transition period but which 
settled and were “paid” after the end of the transition period would be exempt.  Unfortunately, 
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the IRS’s “clarifying” proposed rule takes a contrary view.  Under the proposed rule, 
compensation derived from restricted stock units and phantom shares will not qualify for 
transition relief if the settlement or payment date of such awards occurs after the end of the 
transition period (although it would apply to the extent the awards are settled or paid prior to 
the end of the transition period). 

This is a significant change that could result in a loss of deduction for many restricted stock unit 
and phantom equity programs for companies that have already gone public.  Moreover, 
companies that relied on the private letter rulings in structuring restricted stock unit or 
phantom share grants that defer settlement or payment beyond the year in which vesting occurs 
may not be able to modify these grants to provide for settlement or payment during the 
transition period because the terms of these types of deferred compensation arrangements (such 
as the timing of settlement) generally cannot be modified without incurring additional taxes 
under Section 409A of the Code.   

MAXIMUM SHARE LIMITATION AND SHAREHOLDER APPROVAL REQUIREMENT 
CLARIFICATION 

The proposed regulations clarify that stock option and stock appreciation rights plans must 
specify a maximum number of shares or rights that can be granted to any individual employee 
during a given period in order to satisfy the qualified performance-based compensation 
exemption.  This is not a meaningful change for most companies, as practitioners generally 
understood this to be the case.  Accordingly, a plan that merely contains an aggregate 
maximum number of shares that may be granted under the plan (which is generally included 
for reasons in addition to Section 162(m) of the Code), but does not contain a per-employee 
limitation with respect to stock options and stock appreciation rights, will not qualify as a plan 
providing for qualified performance-based compensation.  In addition, the proposed 
regulations clarify that, in the case of stock options and stock appreciation rights, the disclosure 
that is required to be provided to the company’s shareholders in order to use the qualified 
performance-based compensation exemption must include (i) the maximum number of shares 
for which grants of stock option and stock appreciation rights may be made to each individual 
employee during a specified period and (ii) the exercise price of such awards (e.g., fair market 
value on the date of grant).  

PRACTICAL CONSIDERATIONS 

As a result of the proposed regulations, companies should reexamine their equity plans to 
ensure compliance with these proposals.  Companies considering an initial public offering may 
wish to impose earlier settlement/payment dates for restricted stock unit and phantom share 
programs or use restricted stock, stock options or stock appreciation rights in lieu of restricted 
stock units and phantom shares.  Public companies that relied on the transition relief exemption 
for restricted stock unit or phantom share grants should consider whether their plans can be 
modified to comply with these proposed regulations (or should analyze whether certain 
payments may not be deductible if these regulations become effective).  In addition, all public 
companies should confirm that their equity incentive plans contain a separate limit on the 
number of shares that may be granted to an individual as stock options or stock appreciation 
rights during a given period (and, if not, such plans should be amended) and that any 
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shareholder disclosure made for purposes of Section 162(m) that relates to stock options or 
stock appreciation rights includes the exercise price determination for such types of awards. 

EFFECTIVE DATE 

Following the public comment period ending on September 22, 2011, the new rules regarding 
transition relief for restricted stock units and phantom stock will become effective for taxable 
years ending on or after the date the Treasury Department adopts these proposals as final 
regulations.  As a result, there appears to be no transition relief available for companies that 
previously relied on the private letter rulings referenced above. The “clarifying” regulations 
regarding maximum share limits and related disclosure requirements for awards of options and 
stock appreciation rights became effective as of June 24, 2011. 

* * * 
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This memorandum is for general informational purposes and should not be regarded as legal advice.  Furthermore, the 
information contained in this memorandum does not represent, and should not be regarded as, the view of any particular client of 
Simpson Thacher & Bartlett LLP.  Please contact your relationship partner if we can be of assistance regarding these important 
developments.  The names and office locations of all of our partners, as well as additional memoranda, can be obtained from our 
website, www.simpsonthacher.com. 

 
 The contents of this publication are for informational purposes only.  Neither this publication nor the lawyers who authored it are 

rendering legal or other professional advice or opinions on specific facts or matters, nor does the distribution of this publication to any 

person constitute the establishment of an attorney-client relationship.  Simpson Thacher & Bartlett LLP assumes no liability in connection 

with the use of this publication. 



   

    

 Memorandum – July 14, 2011

www.simpsonthacher.com 

UNITED STATES 

New York 
425 Lexington Avenue 
New York, NY 10017-3954 
+1-212-455-2000 
 

Houston 
2 Houston Center – Suite 1475 
Houston, TX 77010 
+1-713-821-5650 
 

Los Angeles 
1999 Avenue of the Stars 
Los Angeles, CA 90067 
+1-310-407-7500 
 

Palo Alto 
2550 Hanover Street 
Palo Alto, CA 94304 
+1-650-251-5000 
 

Washington, D.C. 
1155 F Street, N.W. 
Washington, D.C. 20004 
+1-202-636-5500 
 

EUROPE 

London 
CityPoint 
One Ropemaker Street 
London EC2Y 9HU 
England 
+44-(0)20-7275-6500

ASIA 

Beijing 
3919 China World Tower 
1 Jian Guo Men Wai Avenue 
Beijing 100004 
China 
+86-10-5965-2999 
 

Hong Kong 
ICBC Tower 
3 Garden Road, Central 
Hong Kong 
+852-2514-7600 
 

Tokyo 
Ark Mori Building 
12-32, Akasaka 1-Chome 
Minato-Ku, Tokyo 107-6037 
Japan 
+81-3-5562-6200 
 

SOUTH AMERICA 

São Paulo 
Av. Presidente Juscelino Kubitschek, 1455 
12th Floor, Suite 121 
São Paulo, SP 04543-011 
Brazil 
+55-11-3546-1000

 
 


