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IRS Issues Final Regulations for 
Employee Stock Purchase Plans

Section 423 as “qualified,” and those that 

do not meet the requirements under Sec-

tion 423 as “nonqualified.”

Effective date

The final regulations are immediately effec-

tive and will apply to offerings that have a 

grant date on or after January 1, 2010. In 

some circumstances, the final regulations 

may also be relied upon for offerings com-

mencing prior to January 1, 2010.

Summary of key changes

Liberalized $25,000 limit:XX  Under Sec-

tion 423(b)(8) of the Code, an ESPP 

must provide that no employee may 

be permitted to accrue the right to pur-

chase stock under the ESPP at a rate 

that exceeds $25,000 in fair market 

value of the stock for each calendar year 

(referred to here as the “$25,000 limit”). 

In a welcome reversal of the position 

in the proposed regulations issued in 

July 2008, the final regulations clarify 

that the limit increases by $25,000 for 

each calendar year that the option is 

outstanding, regardless of whether it 

was exercisable in each year. (See Q/A 

1 below.)

“Offering-by-offering” approach:XX  The 

final regulations explicitly adopt an 

“offering-by-offering” approach, where 

the terms of the ESPP and the offer-

ing document together may satisfy the 

requirements of Section 423, but the terms 

of each offering under the ESPP need not 

be identical. (See Q/A 2-3 below.)

Inconsistent option terms:XX  If, contrary 

to the terms of the ESPP and/or offer-

ing, an option is granted to an individual 

who is not eligible to participate in the 

ESPP, that option will not be qualified, 

but it will not disqualify other options 

Overview

An employee stock purchase plan (“ESPP”) 

allows employees of corporations (typically 

publicly traded companies) to purchase 

company stock or stock of an affiliate at a 

discount with the potential for favorable tax 

treatment under Section 423 of the Internal 

Revenue Code (“Section 423”) if certain 

conditions are met. Under an ESPP, eligi-

ble employees receive options to purchase 

company stock (usually at a discount) 

pursuant to an “offering.” Employees typi-

cally participate in an ESPP by authorizing 

voluntary payroll deductions during an 

“offering period.” 

In November 2009, the IRS issued final 

regulations [www.cooley.com/files/​2009-​
27452_ESPPfinalRegs.pdf] under Section 

423. While the final regulations clarify and 

amend certain long-standing ESPP rules 

in a manner that is generally helpful to 

companies sponsoring ESPPs and their 

employees, we anticipate that there will 

be an increased focus on proper admin-

istration of ESPPs. Accordingly, as noted 

below, we recommend that companies with 

existing ESPPs take certain steps to ensure 

continued compliance with Section 423 for 

their ESPPs and also to take advantage of 

the increased flexibility in designing offer-

ings afforded by the final regulations. 

This Alert highlights certain changes in 

the final regulations, provides examples 

of how the final regulations apply in prac-

tice and offers suggested action items. In 

this Alert, we refer to ESPPs, offerings and 

options that meet the requirements under 
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granted to eligible employees in an oth-

erwise qualified offering under the ESPP. 

Note that in the reverse scenario (i.e., 

if an eligible employee is not granted 

an option), all of the options granted 

under the offering would be disqualified. 
Despite requests from commentators, 

the IRS declined to provide relief in the 

final regulations for an unintentional 

omission of an eligible employee from 

an offering. (See Q/A 5-6 below.)

Traps for the unwary:XX  The final regu-

lations point out two traps for the 

unwary:

Grant Date:XX  If an ESPP does not 

include a maximum number of shares 

(or a formula to establish the maxi-

mum number of shares) that an 

employee may purchase in an offer-

ing that is fixed and determinable as 

of the beginning of the offering, then 

the “grant date” for that offering will 

be deemed to be the purchase date. 

The preamble to the final regulations 

clarifies that the $25,000 limit alone 

is not sufficient to establish a grant 

date for an option or an offering. (See 

Q/A 7-9 below.)

Shared Plan Reserve:XX  An ESPP does 

not satisfy Section 423 if it does not 

have a separately stated share reserve 

but instead shares a reserve with 

another ESPP. (However, note that 

the result desired by having two plans 

with a common share reserve can 

be achieved in a permissible man-

ner if there is only one ESPP that has 

two separate offerings.) (See Q/A  4 

below.)

Applying the final regulations: 
a hypothetical example

Fact Pattern A: ABC Corp, a 

publicly traded company, adopted a 

Section 423 qualified ESPP effective 

August 1, 2009. The ESPP provides 

for 12-month offering periods (the 

first offering started August 1, 2009) 

with 6-month purchase periods (e.g., 

January 31, 2010 and July 31, 2010). 

Purchases under the ESPP may only 

be made on the last day of each pur-

chase period (a “purchase date”). 

A new offering commences every 6 

months. An employee of ABC Corp is 

eligible to participate in an offering if 

the employee has been employed at 

least 3 months as of the first day of 

the offering, and such employee may 

purchase up to 6,000 shares of stock 

on each purchase date. An eligible 

employee may participate in only one 

offering at a time. The ESPP provides 

that the exercise price on each pur-

chase date is 85% of the lower of 

(x) the value of the ABC Corp common 

stock on the first day of the offering 

(e.g., August 1, 2009) or (y) the value 

of ABC Corp common stock on the 

relevant purchase date. Assume that 

the fair market value (“FMV”) of ABC 

Corp common stock on August 1, 2009 

was $6.00 per share. ABC Corp has no 

subsidiaries or branch offices. 

Annual $25,000 Limitation

Q1. Employee W commenced participation 

in the ABC Corp ESPP on August 1, 2009. 

If Employee  W purchased 4,000 shares 

of ABC Corp common stock on the Janu-

ary 31, 2010 purchase date (worth $24,000 

based on the FMV of ABC Corp common 

stock on August 1, 2009), what is the maxi-

mum number of shares that Employee W 

may buy on the July 31, 2010 purchase 

date? 

A1. As the current offering began in 2009 

and spans two separate calendar years, 

Employee W may purchase on July 31, 2010 

up to an additional 4,333 shares (worth 

$25,998 based on the FMV of ABC Corp 

common stock on August 1, 2009). 

Offering-by-Offering Approach

Q2. How does the offering-by-offering 

approach apply to the ABC Corp ESPP?

A2. Under the ABC Corp ESPP, a new offer-

ing starts every 6 months and lasts for one 

year. For example, the first offering started 

on August 1, 2009 and will end on July 31, 

2010. Another offering will start on Febru-

ary 1, 2010 and end on January 31, 2011. 

As there will be two offerings outstanding 

simultaneously, each offering must comply 

independently with the Section 423 require-

ments. The terms of the August 1, 2009 

offering will not be considered in determin-

ing whether the February 1, 2010 offering is 

qualified, and vice versa; the qualification 

of each offering will be determined on the 

basis of its own terms. 

Fact Pattern B: Assume the same 

facts as in Fact Pattern A and now 

assume that ABC Corp has a wholly-

owned foreign subsidiary (“FS”), and 

provides for a separate offering under 

the ABC Corp ESPP for employees of 

FS (the “FS Offering”). The terms of 

the FS Offering limit the eligibility to 

participate in offerings to manager-

level and above employees of FS, 

which does not comply with the eligi-

bility requirements of Section 423. 

Q3. Does the fact that the FS Offering fails 

to comply with Section 423 taint the quali-

fication of the offering to U.S. employees 

of ABC Corp?

A3. No. Under the offering-by-offering 

approach, a company may establish sepa-

rate offerings under its ESPP with different 

terms where each such offering (taken on 

its own) may be designed to qualify under 

Section 423. A company may also design 

offerings that are not intended to comply 

with Section 423 requirements without 

endangering the status of its qualified offer-

ings. Therefore, the terms and eligibility 

criteria for ABC Corp’s offering for certain 
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employees of FS, even though that offering 

does not qualify under Section 423, do not 

affect qualification under Section 423 of 

ABC Corp’s domestic offering.

Shared Plan Reserve

Fact Pattern C: Assume the same 

facts as in Fact Pattern B except that 

instead of separate offerings for FS 

employees under the ABC Corp ESPP, 

ABC Corp ESPP has adopted a sepa-

rate subplan (the “FS Subplan”) under 

which it provides for separate offer-

ings to FS employees. The language 

of the FS Subplan is not clear as to 

whether it merely provides for differ-

ent terms governing separate foreign 

offerings under the ABC Corp ESPP, 

or whether it is a separate stand-alone 

plan that shares a stock reserve with 

the main ABC Corp ESPP.

Q4. Is there a problem if the FS Subplan 

is a separate plan rather than a separate 

offering?

A4. Potentially. From the facts presented, it 

is not clear how the IRS would treat the FS 

Subplan. If the IRS treats the FS Subplan as 

a separate plan, then under the final regu-

lations the ABC Corp shareholders would 

need to have approved a separate share 

reserve for each of the ABC Corp ESPP 

and the FS Subplan. Without such separate 

share reserves, options under the ABC Corp 

ESPP could be disqualified. Therefore, it is 

recommended that ABC Corp amend its 

ESPP and the FS Subplan prior to the com-

mencement of its next offering on February 

1, 2010 to make clear that the FS Subplan is 

merely a separate offering under the ESPP 

and is not a separate plan. 

Inconsistent Option Terms

Q5. ABC Corp accidentally issued an option 

in the current offering under its domestic 

offering to an employee of FS (employees 

of FS are not eligible to participate in the 

domestic offering). Does this error disqual-

ify all options granted to eligible employees 

under the domestic offering?

A5. No, it does not. If, contrary to the terms 

of the ESPP or offering, an option is granted 

to an ineligible individual, that option will 

be treated as if it had not been issued under 

the ESPP and thus it will not be eligible for 

favorable tax treatment, but other options 

granted to eligible employees pursuant to 

the terms of the otherwise qualified offer-

ing will not be disqualified. 

Fact Pattern D: ABC Corp recently 

acquired in an M&A deal that closed 

on October 1, 2009 all of the interest 

of an entity that operates in Country X 

(the “Country X Entity”). The Country 

X Entity is treated like a corporation 

for Country X tax purposes but is a 

disregarded entity for US income tax 

purposes. Accordingly, the Country X 

Entity is treated essentially as a branch 

office of ABC Corp. 

Q6. ABC Corp would like to exclude 

employees of the Country X Entity from 

participation in the next offering under its 

ESPP beginning on February 1, 2010. Is 

this OK? 

A6. Because the Country X Entity is a dis-

regarded entity, its employees are treated 

as if they are employees of the parent ABC 

Corp for U.S. tax purposes. (See, for exam-

ple, PLR 200046013.) As a result, ABC Corp 

must include the Country X Entity employ-

ees that meet the eligibility criteria in the 

next offering under its ESPP on February 

1, 2010 in order for such offering to qualify 

for favorable tax treatment under Section 

423. If ABC Corp excludes these employ-

ees, all options issued in such offering to 

ABC Corp’s eligible U.S. employees will be 

disqualified. 

Grant Date Issues

Fact Pattern E: Assume the same 

facts as Fact Pattern A, except that 

the ABC Corp ESPP does not limit the 

purchase of shares by an employee to 

6,000 shares on any purchase date or 

otherwise specify a maximum num-

ber of shares that may be purchased 

by any employee in any offering other 

than the limitation contained in Sec-

tion 423(b)(8) (i.e., the “$25,000 limit” 

discussed above).

Q7. Why is it important that the grant date 

of an option under the ABC Corp ESPP be 

the first day of the offering and not the pur-

chase date?

A7. Under the current offering for the ABC 

Corp ESPP, the purchase price is 85% of the 

lower of the fair market value of the stock 

on August 1, 2009 (the first day of the offer-

ing) or the purchase date. If January 31, 

2010 is the grant date for the current offer-

ing (not August 1, 2009), then the offering 

will likely fail the requirement found in 

Section 423(b)(6) that the purchase price 

be not less than 85% of the lesser of the 

FMV of the stock on the grant date or the 

purchase date, because by the terms of the 

ABC Corp ESPP the purchase price would 

be set at $5.10 (85% of the FMV on August 

1, 2009) which is lower than what would 

be the minimum allowable price under Sec-

tion 423. 

Q8. What is the grant date for purposes of 

the ABC Corp offering that commenced on 

August 1, 2009?

A8. The final regulations apply to offer-

ings that commence (or that have a grant 

date) on or after January 1, 2010. Based on 

informal guidance from IRS officials, we 

believe that the “grant date” for purposes of 

the offering that commenced on August 1, 

2009 will be deemed to be August 1, 2009. 

Accordingly, the current offering will not be 

disqualified. 
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Q9. What is the grant date for purposes of 

the ABC Corp offering commencing on Feb-

ruary 1, 2010?

A9. The ABC Corp ESPP does not con-

tain a maximum number of shares that 

may be purchased by an employee other 

than the $25,000 limit and the total share 

reserve. Unless ABC amends its ESPP or 

offering document prior to February 1, 

2010 to provide for a fixed and determin-

able maximum number of shares that may 

be purchased by any employee in the ABC 

Corp offering commencing on February 1, 

2010 (and any future ABC Corp offering), 

the grant date for such offering will not 

be February 1, 2010 but instead will be the 

relevant purchase date. As noted in Q&A7, 

such offering will likely not be a quali-

fied offering. However, if ABC Corp timely 

amends its ESPP or offering document to 

specify such a maximum purchase limit, 

then the grant date for purposes of the 

offering commencing on February 1, 2010 

will be deemed to be February 1, 2010.

Action items

Check whether your ESPP includes a XX

limit on the total number of shares that 

may be purchased by an employee in 

any offering period, either through a 

fixed number or a formula that results 

in a fixed number as of the first day of 

the offering. Note that such a limit could 

include a formula based on the fair mar-

ket value of the stock on the first day of 

the offering. For example, an acceptable 

limit would be a number of shares hav-

ing a value based on the closing price 

on the first day of an offering equal to 

$25,000. 

Clarify in your ESPP that any sub-plans XX

are intended to be separate offerings 

under an ESPP, rather than separate 

plans sharing the same share reserve. 

Verify that any subsidiaries for which XX

you either provide for separate offerings 

or exclude from participation in offerings 

are not treated as a “disregarded entity” 

for tax purposes.

This may also be a convenient time to 

review your current internal procedures for 

operating your ESPP and revisit plan struc-

ture to take advantage of the additional 

flexibility afforded by the final regulations. 

Some things to consider:

Revisit your internal process for iden-XX

tifying eligible employees prior to the 

beginning of an offering period. Omitting 

an eligible employee from an offering 

results in severe tax consequences—

namely, the loss of qualified status of an 

offering. Common problems we see in 

this area include:

Lack of documentation required by XX

the ESPP to include or exclude (as 

appropriate) corporate subsidiaries 

from participating in the plan.

Failing to timely provide offering XX

materials and election forms to all eli-

gible employees, or failing to timely 

process completed election forms.

Excluding the employees of a branch XX

office (that is not structured as a 

separate subsidiary that is treated as 

a corporation for tax purposes) from 

an offering. 

Consider amending your ESPP to allow XX

for offerings with different terms, as well 

as potential nonqualified offerings.

If you allow participation in your ESPP XX

by employees who primarily work out-

side of the United States, work with local 

counsel to determine how best to com-

ply with local laws while still achieving 

the desired business goals and tax treat-

ment for U.S.-based employees. 

If you have questions regarding this Alert, 

please contact any of the attorneys listed 

above. n

Circular 230 disclosure

The following disclosure is provided in 

accordance with the Internal Revenue 

Service’s Circular 230 (31 CFR Part 10). 

This Alert is not intended to constitute tax 

advice to any specific taxpayer or for any 

specific situation. Any tax advice contained 

in this Alert is intended to be preliminary, 

for discussion purposes only, and not final. 

Any such advice is not intended to be used 

for marketing, promoting or recommending 

any transaction or for the use of any per-

son in connection with the preparation of 

any tax return. Accordingly, this advice is 

not intended or written to be used, and it 

cannot be used, by any person for the pur-

pose of avoiding tax penalties that may be 

imposed on such person.


