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MARKET TREND: The Treasury Department 

(“Treasury”) and the Internal Revenue Service (“IRS”) 

continue to restrict certain types of compensation 

arrangements.  

 

SYNOPSIS: Treasury and the IRS recently released 

proposed regulations under Internal Revenue Code 

§83 (the “proposed regulations”), supposedly to 

clarify the timing of taxation for transfers of property 

subject to a risk of forfeiture by noting that for 

purposes of Section 83 (i) a substantial risk of 

forfeiture (“SRF”) can only be established through a 

service condition or a condition related to the purpose 

of the property transfer, (ii) both the likelihood that a 

forfeiture will occur and the likelihood that it will be 

enforced must be considered in determining whether a 

SRF exists, and (iii) transfer restrictions other than a 

restriction under section 16(b) of the Securities and 

Exchange Act of 1934 (the “Exchange Act”) do not 

create a SRF.  

 

TAKE AWAYS: Persons paying compensation through 

transfers of property that is subject to forfeiture 

conditions, such as restricted stock, or awards, such 

as certain stock options, stock appreciation rights, or 

restricted stock units, that are settled in stock or other 

property that is subject to a forfeiture condition, need 

to review those arrangements to make sure that the 

transfers of stock or other property, after December 

31, 2012, will not be taxable before the risk of 

forfeiture lapses.  

 

 



 

Overview  

Internal Revenue Code (“Code”) §83 governs the taxation of 

property transferred in connection with the performance of 

services. In general, the excess of the fair market value of the 

transferred property at the first time the property is 

transferable or is no longer subject to a SRF over the amount 

paid for the property, if anything, is included in the gross 

income of the taxpayer. Code §83 provides that a person’s 

rights are subject to a SRF if the rights to full enjoyment of 

the property are conditioned on the performance (or 

refraining from performance) of substantial future services by 

the individual or the occurrence of a condition related to a 

purpose of the transfer, and the possibility of forfeiture is 

substantial if the condition is not satisfied. The legislative 

history indicates that, in all cases other than a condition on 

the performance of substantial future services, the 

determination of whether there is a SRF is to be based on 

facts and circumstances. Treasury and the IRS issued the 

proposed regulations to address confusion that had arisen 

regarding the determination of whether a SRF exists. 

What Arrangements Will be Affected by the 

Proposed Regulations? 

Compensation arrangements that involve the transfer of 

property subject to a risk of forfeiture, such as restricted stock 

and certain stock options, stock appreciation rights, and 

restricted stock units that are settled in stock that is 

thereafter subject to a forfeiture condition, are potentially 

affected by the proposed regulations. The proposed 

regulations would apply to transfers of stock or other 

property on or after January 1, 2013. 

What Changes Are Proposed? 

The proposed regulations seek to provide clarification in the 

following three circumstances: 

1. The proposed regulations would clarify that the only types 

of conditions that can result in a SRF under Section 83 are 

those that are based upon the future performance, or 

refraining from performance, of substantial services, or the 

occurrence of a condition related to a purpose of the transfer 



if the possibility of forfeiture is substantial. Although existing 

regulations indicate that those types of conditions can 

constitute SRFs, the Preamble to the proposed regulations 

indicates that some confusion existed as to whether other 

types of conditions might also constitute SRFs, and that the 

proposed regulations were intended to eliminate that 

confusion. 

Ex. Company X transfers 10 shares of its stock to its employee 

John as compensation for services, and the vesting of those 

shares is conditioned upon the Chicago Cubs winning the 

World Series within 2 years. This condition had no 

relationship to the purpose of the transfer. Although, as 

everyone knows, the likelihood of the Cubs winning the 

World Series within the next 2 years is extremely remote, and 

thus that the risk that the shares will be forfeited is 

substantial, the risk does not relate to the purpose of the 

transfer and thus would not be considered a SRF for purposes 

of Section 83. 

2.  In determining whether a SRF exists based on a condition 

related to the purpose of the transfer, both the likelihood that 

the forfeiture event will occur and the likelihood that the 

forfeiture will be enforced must be considered. The preamble 

of the proposed regulations provides the following example. 

Ex. Assume that stock transferred by an employer is made 

nontransferable and subject to a condition that the stock be 

forfeited if the gross receipts of the employer fall by more 

than 90% over the next three years. The employer, however, 

is a longstanding seller of its product, and there is no 

anticipated fall in product demand or inability of the 

employer to sell the product. Thus, it is extremely unlikely 

that the forfeiture condition will occur. Although, arguably, 

the condition is related to the purpose of the transfer because 

it would, to some degree, incentivize the employee to prevent 

the fall in gross receipts, Treasury and the IRS do not believe 

that such a condition is sufficient to defer the taxation of the 

stock transfer. (emphasis added) 

This example reinforces the fact that the possibility of 

forfeiture must be substantial to constitute a SRF. 

3. Transfer restrictions do not create a SRF, including 

transfer restrictions that carry the potential for forfeitures, 



disgorgement, or other penalties if the restriction is violated. 

The one exception to this rule applies to sales that may give 

rise to a law suit under Section 16(b) of the Exchange Act 

(“Section 16(b)”), the six month non-transferability limit.[i] 

This change incorporates the IRS position in Revenue Ruling 

2005-48, which holds that the only provision of the securities 

law that would delay taxation under Code §83 is Section 

16(b), and that other restrictions, such as lock-up agreements 

or restrictions relating to insider trading under Rule 10b-5 of 

the Exchange Act, do not cause property to be substantially 

non-vested under Code §83. 

To implement these clarifications, the proposed regulations 

modify Treas. Reg. §1.83-3(c), regarding the definition of a 

SRF, and amend Treas. Reg. §1.83-3(j)(2) to add a new 

example illustrating the application of an Exchange Act 

Section 16(b) restriction to an option. 

NOTE: Based on the proposed regulations, it would appear 

that compensation claw back provisions required under 

Section 954 of the Dodd-Frank Wall Street Reform and 

Consumer Protection Act[ii] also would not create a SRF 

under Code §83. 

Are There Additional Illustrations in the Proposed 

Regulations? 

The proposed regulations contain three new examples, 

Example 4 regarding Section 16(b), discussed above, and 

Examples 6 and 7, which were included in Treas. Reg. §1.83-

3(c)(4) and illustrate the application of the proposed 

regulations to transfer restrictions. The new examples are as 

follows: 

Section 16(b) Restriction 

Example 4. On January 3, 2013, Y corporation grants to Q, 

an officer of Y, a nonstatutory option to purchase Y common 

stock. Y stock is traded on an established securities market. 

Although the option is immediately exercisable, it has no 

readily ascertainable fair market value when it is granted. 

Under the option, Q has the right to purchase 100 shares of Y 

common stock for $10 per share, which is the fair market 

value of a Y share on the date of grant of the option. The 

grant of the option is not a transaction exempt from section 



16(b) of the Securities Exchange Act of 1934. On August 15, 

2013, Y stock is trading at more than $10 per share. On that 

date, Q fully exercises the option, paying the exercise price in 

cash, and receives 100 Y shares. Q’s rights in the shares 

received as a result of the exercise are not conditioned upon 

the future performance of substantial services. Because no 

exemption from section 16(b) was available for the January 

3, 2013 grant of the option, the section 16(b) liability period 

expires on July 1, 2013. Accordingly, the section 16(b) 

liability period expires before the date that Q exercises the 

option and the Y common stock is transferred to Q. Thus, the 

shares acquired by Q pursuant to the exercise of the option 

are not subject to a substantial risk of forfeiture under 

section 83(c)(3) as a result of section 16(b). As a result, 

section 83(c)(3) does not preclude taxation under section 83 

when the shares acquired pursuant to the August 15, 2013 

exercise of the option are transferred to Q. If, instead, Q 

exercises the nonstatutory option on May 30, 2013 when Y 

stock is trading at more than $10 per share, the shares 

acquired are subject to a substantial risk of forfeiture under 

section 83(c)(3) as a result of section 16(b) through July 1, 

2013. 

Lock-up Period 

Example 6. On January 3, 2013, Y corporation grants to Q, 

an officer of Y, a nonstatutory option to purchase Y common 

stock. Although the option is immediately exercisable, it has 

no readily ascertainable fair market value when it is 

granted. Under the option, Q has the right to purchase 100 

shares of Y common stock for $10 per share, which is the fair 

market value of a Y share on the date of grant of the option. 

On May 1, 2013, Y sells its common stock in an initial public 

offering. Pursuant to an underwriting agreement entered 

into in connection with the initial public offering, Q agrees 

not to sell, otherwise dispose of, or hedge any Y common 

stock from May 1 through November 1 of 2013 (‘‘the lock-up 

period’’). Q exercises the option and Y shares are transferred 

to Q on August 15, 2013, during the lock-up period. The 

underwriting agreement does not impose a substantial risk 

of forfeiture on the Y shares acquired by Q because the 

provisions of the agreement do not condition Q’s rights in 

the shares upon anyone’s future performance (or refraining 

from performance) of substantial services or on the 



occurrence of a condition related to the purpose of the 

transfer of shares to Q. Accordingly, neither section 83(c)(3) 

nor the imposition of the lock-up period by the underwriting 

agreement preclude taxation under section 83 when the 

shares resulting from exercise of the option are transferred 

to Q. 

Insider Trading 

Example 7. Assume the same facts as in Example 6, except 

that on May 1, 2013, Y also adopts an insider trading 

compliance program, under which, as applied to 2013, 

insiders (such as Q) may trade Y shares only between 

November 5 and November 30 of that year (‘‘the trading 

window’’). Under the program, if Q trades Y shares outside 

the trading window without Y’s permission, Y has the right 

to terminate Q’s employment. However, the exercise of the 

nonstatutory options outside the trading window for the Y 

shares is not prohibited under the insider trading 

compliance program. As of August 15, 2013 (the date Q fully 

exercises the option), Q is in possession of material 

nonpublic information concerning Y that would subject him 

to liability under Rule10b–5 under the Securities Exchange 

Act of 1934 if Q sold the Y shares while in possession of such 

information. Neither the insider trading compliance 

program nor the potential liability under Rule 10b–5 impose 

a substantial risk of forfeiture on the Y shares acquired by Q, 

because the provisions of the program and Rule 10b–5 do 

not condition Q’s rights in the shares upon anyone’s future 

performance (or refraining from performance) of 

substantial services or on the occurrence of a condition 

related to the purpose of the transfer of shares to Q. 

Accordingly, none of section 83(c)(3), the imposition of the 

trading window by the insider trading compliance program 

and the potential liability under Rule 10b–5 preclude 

taxation under section 83 when the shares resulting from 

exercise of the option are transferred to Q. 

How Does the Definition of a SRF under Code §83 

Compare to the One under Code §409A? 

Treasury Regulations issued under Code Section 409A create 

an exception to the application of Section 409A (known as the 

“short-term deferral exception”) for compensation paid no 



later than 2 ½ months after the end of the year in which the 

compensation is no longer subject to a “substantial risk of 

forfeiture”. 

Some of the clarifications made in the proposed regulations 

under Section 83 are consistent with the manner in which a 

SRF is defined for purposes of Code Section 409A. For 

example, it is clear under the Section 409A regulations that 

the only types of conditions that can qualify as SRF’s 

thereunder are those relating to the performance of future 

services or the occurrence of a condition related to a purpose 

of the compensation, and the possibility of forfeiture is 

substantial. 

There is, however, a significant difference between the two 

sets of regulations. That is, under the Section 83 regulations, 

an enforceable requirement that the property be returned to 

the employer if the employee accepts a job with a competing 

firm will not ordinarily result in a SRF unless the facts and 

circumstances indicate to the contrary. Relevant facts include 

the availability of alternative employment opportunities, the 

likelihood of the employee obtaining other employment, the 

degree of skill possessed by the employee, and the likelihood 

that the employer will enforce the covenants. Thus it is 

possible under appropriate circumstances, for an employee’s 

agreement to restrictive covenants to constitute a SRF and 

result in a deferral of taxation under Section 83 until the 

restriction lapses. That same agreement, however, would not 

establish a SRF under Code §409A, which specifically 

provides that an amount is not subject to a SRF merely 

because the right to the amount is conditioned, directly or 

indirectly, upon the refraining from the performance of 

services. 

Although the proposed regulations under Section 83 do not 

eliminate the possibility of establishing a SRF under a non-

compete condition, they reinforce the fact that in determining 

whether such a restriction constitutes a SRF, the significance 

of the restriction under the particular facts and 

circumstances, likelihood that the forfeiture will occur (i.e., 

the agreement will be breached), and the likelihood it will be 

enforced, must be analyzed. 

Conclusion 



The Treasury and IRS continue to tighten the rules relating to 

the taxation of property transferred in connection with the 

performance of services by clarifying conditions that will 

defer taxation under Code §83. In addition, the proposed 

regulations clarify what a SRF is under Code §83 to bring the 

definition of a SRF under Code §83 more in line with the 

definition of a SRF under Code §409A. 

Next Steps 

Comments on the proposed regulations have been requested 

and are due by August 28, 2012. If finalized, the proposed 

regulations will be effective for property transfers made after 

December 31, 2012, but may be relied upon for property 

transfers made after May 30, 2012. Therefore, it appears that 

existing plans and programs are not “grandfathered” for 

property transfers occurring after December 31, 2012. 

Because the proposed regulations are likely to be finalized in 

substantially the same form, employers, compensation 

committees, consultants and advisors should begin 

considering these changes when awarding and designing 

executive compensation packages. 

[i] Treas. Reg. §1.83-3(j)(2) provides that, for purposes of Code §83 and the taxation of 

property transferred in connection with the performance of services, if the sale of property at 

a profit within six months after the purchase of the property could subject the person to a 

lawsuit under Section 16(b), the person’s rights in the property are treated as subject to a 

SRF and as not transferable until the earlier of (i) the expiration of the six month period, or 

(ii) the first day on which the sale of such property at a profit will not subject the person to a 

lawsuit under Section 16(b).  

  

[ii] This section adds section 10D to the Exchange Act and requires public companies to adopt 

a policy that (i) is triggered by a required financial restatement due to “material 

noncompliance” with any financial reporting requirements under the securities laws; and (ii) 

requires recovery from any current or former executive officer of any incentive-based 

compensation awarded during the three-year period preceding the date that the company is 

required to prepare the restatement that is in excess of what the executive would have 

received absent the reporting error. 
 

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. 

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.   
   

  
 


