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The IRS recently released new proposed regulations under Code Section 162(m).
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Comments are due by September 22, 2011. These proposed regulations clarify: 

 What companies must do in order to successfully utilize the performance-based 

compensation exception to the Code Section 162(m) limit; and 

 What compensation can qualify for the IPO compensation relief from Code 

Section 162(m). 

Performance-Based Compensation Exception 

The proposed regulations clarify that the plan under which stock options or a stock right 

is granted must specify the maximum number of shares with respect to which options or 

rights may be granted to any individual employee during a specified period. In effect, 

this means that a plan cannot only have an overall maximum number of shares stated 

and comply with the requirements for the performance-based compensation exception. 

The plan must also have a per-employee limitation set out. 

 

Additionally, the proposed regulations clarify the shareholder approval requirement for 

the performance-based compensation exception. Specifically, the requirement for a 

description of the compensation to be provided to shareholders is satisfied where the 

maximum number of shares for which grants may be made to each individual employee 

during a specified period and the exercise price of those options are disclosed to 

shareholders. 

IPO Compensation Relief 

The proposed regulations indicate that the companies that become publicly held and 

can rely on the IPO relief from Code Section 162(m) can only do so for the types of 

compensation that are specifically listed in the regulations. The regulations specifically 

provide that the IPO compensation relief applies to any compensation received 

pursuant to the exercise of a stock option or stock appreciation right, or the substantial 

vesting of restricted property, granted under a plan or agreement which existed during 

the period when the company was not publicly held if the grant occurs on or before the 

earliest of the expiration of the plan, the material modification of the plan, the issuance 

of all the stock under the plan, or the first shareholder meeting at which directors are 

elected after the close of the third calendar year following the calendar year in which the 

IPO occurs.  
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Only compensation attributable to stock options, stock appreciation rights, and restricted property is 

covered by the IPO compensation relief from Code Section 162(m). Thus, compensation from restricted 

stock units, performance units, and phantom stock cannot qualify for the IPO compensation relief. 

 

Comment: None of the clarifications included in the proposed regulations are that significant given typical 

practice. Most companies already include both an overall maximum and a per-employee limitation for 

equity awards in their plan documents. Additionally, awards of restricted stock units and phantom stock 

ordinarily would not be exempt from the Code Section 162(m) limit unless they qualified under an 

exception, e.g., the performance-based compensation exception, to avoid application of the Code 

Section 162(m) limit to compensation from such awards. 
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