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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

On June 24, 2011, amendments to Treasury Regulations (Prop. Regs.      

§1.162-27; 75 Fed. Reg. 37,034) were proposed to clarify the annual $1,000,000 

compensation deduction limitation requirements for the performance-based exception 

relating to the grant of stock options or rights.  Additionally, the proposed amendments 

address the Revenue Code § 162(m) treatment of restricted stock unit ("RSU") 

arrangements and phantom stock arrangements during the transition period for 

companies that become publicly-held.  The amendments are proposed to be effective 

for the taxable years ending on or after the date the proposed regulations are finalized. 

 

Generally under §162(m), compensation in excess of $1 million paid to certain employees of 

publicly-held companies is not deductible.  (See our Bulletins Nos. 09-68, 09-71, 08-18, 08-16 and         

07-59 for background material on §162(m).)Performance-based compensation, however, is not subject to 

this limitation, provided, among other things, certain disclosures are made and shareholder approval is 

obtained. 

 

Treas. Reg. § 1.162-27(e)(2) sets forth the rules regarding the type of compensation that will be 

considered performance-based for purposes of the 162(m) exception.  Under these rules, stock rights and 
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stock appreciation rights will be considered performance-based if: (i) the grant or award is made 

by a compensation committee comprised solely of two or more outside directors; (ii) the plan under which 

the option or right is granted states the maximum number of shares that may be granted under the plan to 

any employee during a specified period; and (iii) under the terms of the option or right, the amount of 

compensation that can be received by an employee is based solely on an increase in the value of the stock 

after the date of the grant or award.  The proposed amendments will further require that the plan under 

which the option or right is granted specify the maximum number of shares that may be granted to any 

individual employee during a specified period.  A plan will be treated as satisfying this new requirement if 

it specifies that an individual may be granted options or rights to receive the maximum number of shares 

authorized under the plan during a specified period. 

 

Additionally, this requirement is incorporated into the shareholder approval rule for performance-

based compensation.  The description of compensation required to be made to shareholders as part of the 

shareholder approval requirement is satisfied if 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 the shareholders. 

 

Treas. Reg. § 1.162-27 provides a transition period for the applicability of § 162(m) to companies 

that become publicly-held.  Compensation received under stock options and/or stock appreciation rights 

granted during the transition period after the company becomes publicly-held, pursuant to a plan or 

agreement, will not count towards the $1 million limitation, regardless of when the compensation is paid.  

The transition period ends upon the earliest of: (i) the expiration of the plan or agreement; (ii) a material 

modification of the plan or agreement; (iii) the issuance of all employer stock and other compensation that 

has been allocated under the plan; or (iv) the first meeting of the shareholders at which directors are elected 

that occurs after the close of the third calendar year following the calendar year in which the initial public 

offering ("IPO") occurs or, if no IPO is held, the first calendar year following the calendar year in which 

the company becomes publicly held.  There had been questions regarding whether RSU arrangements and 

phantom stock arrangements also qualified for this exception. 

 

Under the proposed regulations, such arrangements will not qualify for this exception.  

Consequently, in order for compensation payable under a RSU arrangement or phantom stock arrangement 

to be excluded from the $1 million determination, such compensation must be paid by the end of the 

transition period, even if the right was granted while the company was privately-held.  Unless another 

exception applies, such compensation paid after the end of the transition period will be counted toward the 

$1 million limitation. 

 

Although these proposed regulations will have prospective application, when finalized, the 

regulations will apply to current plans and arrangements.  Consequently, it is advisable that all 162(m) 

arrangements be reviewed to determine whether amendments are necessary to comply with the regulations. 

 

Any AALU member who wishes to obtain a copy of 75 Fed. Reg. 37,034 may do so through the 

following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at 

www.aalu.org and enter the Member Portal with your last name and birth date and select Current Washington 

Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and include a 

reference to this Washington Report. 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

http://www.aalu.org/
mailto:raglani@aalu.org
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In the event that this Washington Report is also considered to be a “marketed opinion” within the 

meaning of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 

MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 

ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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