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IRS Issues Final Regulations Governing Options
Granted Under Employee Stock Purchase Plans

December 24, 2009

On November 16, the Internal Revenue Service (IRS) issued final regulations with respect to options 
granted under an employee stock purchase plan (ESPP) under Section 423 of the Internal Revenue Code 
(the Code). The IRS also issued final regulations relating to the reporting requirements with respect to 
incentive stock options and options granted under ESPPs.1 This LawFlash highlights the key provisions 
of the final regulations governing options granted under ESPPs. 

Options granted under an ESPP are afforded special tax treatment if the ESPP meets the regulatory 
requirements under Section 423 of the Code (the Tax Code Requirements), which, for example, place 
limitations on the amount of ESPP benefit that may be granted to a recipient annually. The regulations 
under Section 423 of the Code were last updated in 2004. In July 2008, the IRS issued proposed 
regulations under Section 423 of the Code. The IRS has adopted the proposed regulations with a few 
modifications to reflect comments received with respect to those regulations. The final regulations 
provide a comprehensive set of rules to govern options issued under an ESPP.

The final regulations are effective as of November 17, 2009, and will apply to any options granted under 
an ESPP on or after January 1, 2010. Employers may apply these rules retroactively to options granted 
prior to January 1, 2010. The key provisions added or modified by the final regulations are highlighted 
below.

Offering-by-Offering Basis

 Employers may establish multiple offerings under an ESPP, which may be overlapping or 
consecutive. The terms of each offering may be different and the employer may designate 
which subsidiary corporations of the parent organization may participate in a particular 
offering, as long as the ESPP and the relevant offering together satisfy the Tax Code 
Requirements. 

 Each offering may apply separate rights and privileges applicable to participants of the 
offering, as long as the rights and privileges are applied in an identical manner to all 

                                                
1. For further information regarding that set of final regulations, see our December 21, 2009 LawFlash, “IRS Issues Final 

Regulations on Reporting Requirements for Incentive Stock Options and Employee Stock Purchase Plans,” at 
http://www.morganlewis.com/pubs/EBLF_IRSFinalRegsOnReportingReqsForIncentiveStockOptions_21dec09.pdf.



2

employees of every corporation whose employees are granted options under that specific 
offering.

Inconsistent Terms 

 The Tax Code Requirements may be satisfied either by the terms of an ESPP or an offering 
made under the ESPP. 

 If the terms of an option are inconsistent with the terms of an ESPP or an offering under the 
ESPP, then the option will not be treated as granted under the ESPP or offering. 

 If the terms of an ESPP are inconsistent with the Tax Code Requirements, the option may 
still qualify for special tax treatment if the option is granted under an offering with terms that 
comply with the Tax Code Requirements.

 If an employee is entitled to receive an option under an ESPP or offering, but receives an 
option that is inconsistent with the terms of the ESPP or offering, then none of the options
granted under the ESPP or the offering will qualify for special tax treatment. 

 If an employee who is not entitled to receive an option receives an option with terms that do 
not meet the Tax Code Requirements, the option will not be treated as granted under the 
ESPP or offering. The grant of this option will not disqualify the other options granted under 
the ESPP or offering.

 If an option fails to qualify as an option granted under an ESPP or offering after the date of 
grant, the option will not be treated as granted under the ESPP or offering. This failure will 
not disqualify the other options granted under the ESPP or offering. 

Coverage

 An ESPP or an offering may exclude employees who have completed fewer than two years 
of service and who work fewer than 20 hours per week or fewer than five months per year, as 
long as this exclusion is applied in an identical manner to all employees of every corporation 
whose employees are granted options under the ESPP or that specific offering. 

 An ESPP or an offering may also exclude highly compensated employees as long as this 
exclusion is applied in an identical manner to all highly compensated employees of every 
corporation whose employees are granted options under that specific ESPP or offering. 

 Non-resident aliens may be excluded from participation in an ESPP or an offering if the grant 
of an option under the ESPP or offering is prohibited by the laws of the foreign jurisdiction 
or compliance with the laws of the foreign jurisdiction would cause the ESPP or offering to 
violate the Tax Code Requirements. In order to comply with the laws of a foreign 
jurisdiction, the terms of an option granted to non-resident aliens may be less favorable than 
the terms of options granted to U.S. citizens. 

Grant Date and Option Price

 The date of grant of options under an ESPP is the date the employer completes the corporate 
action constituting an offer of stock for sale under the terms of the ESPP, and will be 
determined without regard to whether the minimum option price is fixed or determinable at 
such time. 
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 The date of grant will be the first day of an offering if the terms of an ESPP or offering either 
designate a maximum number of shares that may be purchased by each employee during the 
offering, or require the application of a formula to establish, on the first day of the offering, 
the maximum number of shares that may be purchased by each employee during the offering. 
The ESPP or offering is not required to designate the maximum number of shares or a 
formula to establish the maximum number of shares. However, if the maximum number of 
shares that can be purchased under an option is not fixed or determinable until the date the 
option is exercised, the date of exercise will be the date of grant of the option. This is 
significant because the special tax treatment afforded to options under an ESPP is based on 
the date of grant of the options. Specifically, the special tax treatment applies only if the 
employee disposes of the shares after two years following the date of grant and one year 
following the date of exercise of the option (the holding period). In order to avoid extending 
the holding period, we recommend that the ESPP or offering designate the maximum number 
of shares that can be purchased by each employee under an option (stated as either a number 
of shares or as a formula). 

 For purposes of establishing the option price, employers may determine the fair market value 
of the relevant stock pursuant to any reasonable valuation method, including those permitted 
under the estate tax regulations.

$25,000 Annual Limit

 An employee may not purchase more than $25,000 worth of stock under all ESPPs 
maintained by his or her employer and its related corporations for each calendar year the 
option is outstanding. The annual limit is based on the fair market value of the stock on the 
date of grant and increases by $25,000 for each calendar year that the option is outstanding. 
While it is necessary to state this limit explicitly in the ESPP document, doing so is not 
sufficient to meet the requirement of a statement of the maximum number of shares that can 
be purchased under an option by an employee.

Stockholder Approval 

 A change in the granting corporation or the stock available for purchase under an ESPP is 
considered the adoption of a new plan, and new stockholder approval must be obtained 
within 12 months before or after the date the plan is adopted. Stockholders of a subsidiary 
corporation will include the parent corporation and any other stockholder of the subsidiary. 

Employers planning on offering shares under an ESPP in 2010 should take note of the above, 
particularly the practical requirement that the ESPP document state the number of shares that can be 
purchased by each employee during the offering. In our experience, a number of ESPP documents omit 
this provision. As noted above, omission of that provision is not violative of the Tax Code Requirements 
but will typically have the disadvantageous effect of deferring the commencement of the holding period 
until the purchase date.

As a general matter, we believe that amendments to an ESPP to comply with the above should not 
require shareholder approval, and instead can be adopted by a compensation committee or by a full 
board of directors. However, it is important to review that issue in light of the company’s specific 
corporate governance documents (charter, bylaws, etc.). In addition, it is advisable to review any 
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contemplated ESPP revisions with the company’s financial accounting advisors to ensure that the 
financial accounting effects, if any, are understood.

Please contact any one of the following Morgan Lewis attorneys for more information about the issues 
discussed in this Morgan Lewis LawFlash:

Chicago
Brian D. Hector 312.324.1160 bhector@morganlewis.com
Louis L. Joseph 312.324.1726 louis.joseph@morganlewis.com

Dallas
Riva T. Johnson 214.466.4107 riva.johnson@morganlewis.com
Erin Turley 214.466.4108 eturley@morganlewis.com

New York
Craig A. Bitman 212.309.7190 cbitman@morganlewis.com
Gary S. Rothstein 212.309.6360 grothstein@morganlewis.com

Palo Alto
S. James DiBernardo 650.843.7560 jdibernardo@morganlewis.com
Zaitun Poonja 650.843.7540 zpoonja@morganlewis.com

Philadelphia
Robert L. Abramowitz 215.963.4811 rabramowitz@morganlewis.com
I. Lee Falk 215.963.5616 ilfalk@morganlewis.com
Amy Pocino Kelly 215.963.5042 akelly@morganlewis.com
Robert J. Lichtenstein 215.963.5726 rlichtenstein@morganlewis.com
Vivian S. McCardell 215.963.5810 vmccardell@morganlewis.com
Joseph E. Ronan 215.963.5793 jronan@morganlewis.com
Steven D. Spencer 215.963.5714 sspencer@morganlewis.com
Mims Maynard Zabriskie 215.963.5036 mzabriskie@morganlewis.com
David B. Zelikoff 215.963.5360 dzelikoff@morganlewis.com

Pittsburgh
Lisa H. Barton 412.560.3375 lbarton@morganlewis.com
John G. Ferreira 412.560.3350 jferreira@morganlewis.com
R. Randall Tracht 412.560.3352 rtracht@morganlewis.com

Washington, D.C.
Althea R. Day 202.739.5366 aday@morganlewis.com
Benjamin I. Delancy 202.739.5608 bdelancy@morganlewis.com
David R. Fuller 202.739.5990 dfuller@morganlewis.com
Mary B. (Handy) Hevener 202.739.5982 mhevener@morganlewis.com
Daniel L. Hogans 202.739.5510 dhogans@morganlewis.com
Gregory L. Needles 202.739.5448 gneedles@morganlewis.com

About Morgan, Lewis & Bockius LLP

With 22 offices in the United States, Europe, and Asia, Morgan Lewis provides comprehensive 
transactional, litigation, labor and employment, and intellectual property legal services to clients of all 
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sizes—from global Fortune 100 companies to just-conceived startups—across all major industries. Our 
international team of attorneys, patent agents, employee benefits advisors, regulatory scientists, and 
other specialists—more than 3,000 professionals total—serves clients from locations in Beijing, Boston, 
Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles, Miami, 
Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco, Tokyo, 
and Washington, D.C. For more information about Morgan Lewis or its practices, please visit us online 
at www.morganlewis.com.

IRS Circular 230 Disclosure
To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax 
advice contained in this communication (including any attachments) is not intended or written to be 
used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or 
(ii) promoting, marketing or recommending to another party any transaction or matter addressed herein. 
For information about why we are required to include this legend, please see 
http://www.morganlewis.com/circular230.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any 
specific matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states. 

Please note that the prior results discussed in the material do not guarantee similar outcomes. 
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