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Commentary to Model Equity Compensation Plan Exempt From Section 409A

BY STEVEN H. SHOLK, ESQ.

‘‘I n most English words and phrases there lurk un-
certainties.’’ Robinson v. United States, 324 U.S.
282, 286 (1945).

‘‘Condemned to the use of words, we can never ex-
pect mathematical certainty from our language.’’
Grayned v. City of Rockford, 408 U.S. 104, 110 (1972).

‘‘It’s all in the timing.’’ Johnny Carson.
The ABC, Inc. Equity Compensation Plan (the

‘‘Model Plan’’) is designed to satisfy the exemptions
from Section 409A of the Internal Revenue Code of
1986, as amended (the ‘‘code’’)1 for equity compensa-
tion plans under the final Section 409A regulations (the
‘‘Final Regulations’’).2 The Final Regulations provide

exemptions for nonqualified stock options,3 incentive
stock options,4 stock appreciation rights (‘‘SARs’’),5

and restricted stock.6

The Model Plan contains the provisions that satisfy
the requirements of the exemptions for equity compen-
sation plans. It also contains provisions that satisfy the
requirements of the Final Regulations for nonqualified
deferred compensation plans that are subject to Section
409A, but are not otherwise necessary to satisfy the re-
quirements for the exemptions for equity compensation
plans. Service recipients7 may wish to use the provi-
sions that satisfy the requirements for nonqualified de-
ferred compensation plans in their equity compensation
plans so that the equity compensation plans are consis-
tent with the nonqualified deferred compensation plans
that cover the same group of service providers.8 In this

1 Section 409A was added to the code by the American Jobs
Creation Act of 2004, Pub. L. No. 108-375, § 885, 118 Stat.
1418, 1634-41.

2 Department of the Treasury, Internal Revenue Service,
Application of Section 409A to Nonqualified Deferred Com-
pensation Plans, Final Regulations, 72 F.R. 19,234 (April 17,
2007), and Department of the Treasury, Internal Revenue Ser-

vice, Application of Section 409A to Nonqualified Deferred
Compensation Plans, Correction, 72 F.R. 41,620 (July 31,
2007).

3 Treas. Reg. § 1.409A-1(b)(5)(i)(A).
4 Treas. Reg. § 1.409A-1(b)(5)(ii).
5 Treas. Reg. § 1.409A-1(b)(5)(i)(B).
6 Treas. Reg. § 1.409A-1(b)(6).
7 The Final Regulations define service recipient as the per-

son for whom services are performed and with respect to
whom the legally binding right to compensation arises, and all
persons with whom such person would be considered a single
employer under I.R.C. § 414(b)-(c). Treas. Reg. § 1.409A-1(g).
The Final Regulations modify this definition for determining
the service recipient employer on a separation from service.
Treas. Reg. § 1.409A-1(h)(3). See discussion of this modifica-
tion infra notes 143-145 and accompanying text.

8 The Final Regulations define service provider as an indi-
vidual, corporation, subchapter S corporation, partnership,
personal service corporation under I.R.C. § 269A(b)(1), non-
corporate entity that would be a personal service corporation
if it were a corporation, qualified personal service corporation
under I.R.C. § 448(d)(2), and noncorporate entity that would
be a qualified personal service corporation if it were a corpo-
ration, for any taxable year in which such individual, corpora-
tion, subchapter S corporation, partnership, or other entity ac-
counts for gross income from the performance of services un-
der the cash receipts and disbursements method of
accounting. Treas. Reg. § 1.409A-1(f)(1).
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manner, the service recipient can seek to achieve the
elusive goal of having a compensation program that
makes sense.

The Promised Land of Exemption From
Section 409A

In the absence of an exemption from Section 409A,
nonqualified deferred compensation plans can permit
service providers to exercise options and SARs only on
one or more of the following six permissible payment
events and times:9 (1) separation from service;10 (2) dis-
ability;11 (3) death;12 (4) at a specified time or pursuant
to a fixed schedule;13 (5) a change-in-control;14 and (6)
the occurrence of an unforeseeable emergency.15

The provision for payments to be made at a specified
time or pursuant to a fixed schedule limits the service
provider’s flexibility as to when the service provider can
exercise options and SARs. Amounts are payable at a
specified time or pursuant to a fixed schedule if objec-
tively determinable amounts are payable at a date or
dates that are nondiscretionary and objectively deter-
minable at the time the amount is deferred.16 If an
amount is payable in a service provider’s taxable year
(or pursuant to a fixed schedule of the service provid-
er’s taxable years) that is designated at the time that the

amount is deferred and that is objectively determinable,
the amount is treated as payable at a specified time (or
pursuant to a fixed schedule). A specified time or fixed
schedule also includes the designation at the time that
the amount is deferred of a defined period or periods
within the service provider’s taxable year or taxable
years that are objectively determinable.17

Under these rules, a stock right subject to Section
409A can provide the service provider with the right to
exercise the stock right in only one specified taxable
year, or on a permissible payment event, such as sepa-
ration from service or change-in-control.18 Because
most service providers want the flexibility to exercise a
stock right at any time after vesting, complying with
Section 409A’s payment rules deprives the service pro-
vider of much of the flexibility to choose when to exer-
cise the stock right.

Another way to comply with Section 409A’s payment
rules is for the stock right to permit exercise at any time
after vesting, but to provide for payment only at a speci-
fied time, such as the last year of the term of the stock
right, or on a permissible event, such as separation
from service or change-in-control.19 This approach also
deprives the service provider of much of the flexibility
to choose when to exercise a stock right.

Similarly, with respect to a promise to transfer stock
or other property in a future taxable year in which the
stock or property will be substantially vested, unless the
promise satisfies the short-term deferral exception, it is
subject to Section 409A’s payment rules.20 This means
that the service recipient can transfer the stock or prop-
erty to the service provider only on a Section 409A per-
missible payment event or time.

Equity compensation that is exempt from Section
409A preserves the service provider’s flexibility to exer-
cise an option or SAR at any time after vesting. In addi-
tion, the prohibition on the acceleration of the time or

The Final Regulations contain detailed rules for determin-
ing whether an independent contractor is a service provider
subject to I.R.C. § 409A. Treas. Reg. § 1.409A-1(f)(2).

9 Treas. Reg. § 1.409A-3(b) (a plan of nonqualified deferred
compensation may provide for payment upon the earliest or
latest of more than one event or time, provided that each event
or time is listed in Treas. Reg. § 1.409A-3(a)(1)-(6)).

10 I.R.C. § 409A(a)(2)(A)(i) (separation from service as de-
termined by the Secretary is a permissible payment event);
I.R.C. § 409A(a)(2)(B)(i) (required six month delay in payment
to a specified employee on separation from service); Treas.
Reg. § 1.409A-1(h) (definition of separation from service);
Treas. Reg. § 1.409A-3(a)(1) (separation from service is a per-
missible payment event for nonqualified deferred compensa-
tion); Treas. Reg. § 1.409A-3(i)(2) (required six month delay in
payment to a specified employee on separation from service).

11 I.R.C. § 409A(a)(2)(A)(ii) and (C) (disability as defined in
the statute is a permissible payment event); Treas. Reg.
§ 1.409A-3(a)(2) and (i)(4) (disability as defined in the Final
Regulations is a permissible payment event).

12 I.R.C. § 409A(a)(2)(A)(iii) (death is a permissible pay-
ment event); Treas. Reg. § 1.409A-3(a)(3) (same).

13 I.R.C. § 409A(a)(2)(iv) (a specified time (or pursuant to a
fixed schedule) specified under the plan at the date of deferral
of the compensation is a permissible payment date); Treas.
Reg. § 1.409A-3(a)(4) and (i)(1) (a specified time or fixed
schedule, as defined in the Final Regulations, is a permissible
payment date).

14 I.R.C. § 409A(a)(2)(A)(v) (to the extent provided by the
Secretary, a change in the ownership or effective control of a
corporation, or in the ownership of a substantial portion of the
assets of a corporation, is a permissible payment event); Treas.
Reg. § 1.409A-3(a)(5) and (i)(5) (a change in the ownership or
effective control of a corporation, or in the ownership of a sub-
stantial portion of the assets of a corporation, as these terms
are defined in the Final Regulations, is a permissible payment
event).

15 I.R.C. § 409A(a)(2)(A)(vi) (occurrence of an unforesee-
able emergency is a permissible payment event); Treas. Reg.
§ 1.409A-3(a)(6) and (i)(3) (occurrence of an unforeseeable
emergency, as defined in the Final Regulations, is a permis-
sible payment event).

16 Treas. Reg. § 1.409A-3(b) and (i)(1).

17 Id.
18 See Chief Counsel Advice 201521013 (‘‘For a nonstatu-

tory stock option that is treated as a nonqualified deferred
compensation plan subject to section 409A(a), the terms of the
option must accordingly designate in accordance with the ini-
tial deferral election requirements the nondiscretionary and
objectively determinable number of shares that may be pur-
chased through full or partial exercise of the option upon a
permissible payment event (or the earlier or later of certain
permissible payment events) or a permissible period following
the applicable payment event.’’) (‘‘Because the option agree-
ment provides that Option Shares could generally be pur-
chased through exercise of the Option at any time following
vesting and before [redacted data], the terms of the Option do
not designate a permissible payment event or a permissible pe-
riod following such payment event as the only time that a
specified number of Option Shares could be purchased. There-
fore, the Option failed to meet the requirements of section
409A(a) from the grant date, [redacted data] Date.’’).

19 See Benjamin D. Panter, ‘‘‘Options’ for Early Stage Com-
panies: Designing the Right Stock Option Program,’’ 42 BPR
924, 5/19/15 (‘‘[A] 409A option may be structured that it vests
in equal installments over a four-year period, but can only be
exercised upon or within the 30-day period following a Section
409A qualified change in control. Under this construct, even if
the option were granted with an exercise price below fair mar-
ket value at the time of grant, and thus, subject to 409A, the
option would be deemed a nonqualified deferred compensa-
tion arrangement structured in compliance with Section
409A.’’).

20 Treas. Reg. § 1.409A-1(b)(6)(ii).
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schedule of any payment does not apply.21 The service
recipient can freely accelerate the vesting of the service
provider’s right to exercise an option or SAR, or the
vesting of restricted stock.

The right to accelerate is important because equity
compensation plans often grant the service recipient
the discretion to accelerate vesting on a change-in-
control, an involuntary separation from service within
two years after a change-in-control, or a separation
from service for good reason within two years after a
change-in-control. Furthermore, when the plan is ex-
empt from Section 409A, the plan’s definition of
change-in-control does not have to satisfy the definition
of the Final Regulations. Finally, executive employment
agreements often provide for the acceleration of vesting
of all or a portion of equity compensation on a separa-
tion from service without cause or for good reason.

Thus, exemption from Section 409A is truly the
promised land wistfully reminiscent of a prior time
when parties could negotiate the terms of their arrange-
ments free from the shackles of Section 409A.22

Exemption for Nonqualified Stock Options
The Final Regulations provide that a nonqualified

stock option is not a deferral of compensation subject to
Section 409A when the following requirements are sat-
isfied:

(1) the issuer of the stock is an eligible issuer of ser-
vice recipient stock;23

(2) the option is an option to purchase service recipi-
ent stock;24

(3) the exercise price may never be less than the fair
market value of the underlying stock, disregarding
lapse restrictions under Treasury Regulation Section
1.83-3(i), on the date the option is granted, and the
number of shares subject to the option is fixed on this
date;25

(4) the transfer or exercise of the option is subject to
taxation under code Section 83 and Treasury Regula-
tion Section 1.83-7;26

(5) the option does not have any feature for the de-
ferral of compensation other than the deferral of recog-
nition of income until the later of the exercise or dispo-
sition of the option under Treasury Regulation Section
1.83-1, and the time that the stock acquired pursuant to

the option’s exercise first becomes substantially vested
under Treasury Regulation Section 1.83-3(b);27 and

(6) the holder of the option does not have any right,
contingent on the exercise of the option, to receive an
amount equal to all or part of the dividends declared
and paid between the date of grant and the date of ex-
ercise on the number of shares underlying the option.
This amount is an impermissible offset or reduction to
the exercise price.28

21 See discussion of acceleration of vesting infra notes 136-
168 and accompanying text and notes 223-240 and accompa-
nying text.

22 Cf. Carole King, Been to Canaan, on Rhymes & Reasons
(Ode Records 1972) (‘‘Green fields and rolling hills, room
enough to do what we will. Sweet dreams of yestertime are
running through my mind of a place I left behind. Been so
long, I can’t remember when. I’ve been to Canaan and I want
to go back again. Been so long, I’m living till then, ‘cause I’ve
been to Canaan and I won’t rest until I go back again.’’).

See generally Alex B. Long, ‘‘[Insert Song Lyrics Here]:
The Uses and Misuses of Popular Music Lyrics in Legal Writ-
ing,’’ 64 Wash. & Lee L. Rev. 531 (Spring 2007).

23 Treas. Reg. § 1.409A-1(b)(5)(iii)(E)(1).
24 Treas. Reg. § 1.409A-1(b)(5)(iii)(A).
25 Treas. Reg. § 1.409A-1(b)(5)(i)(A)(1).
26 Treas. Reg. § 1.409A-1(b)(5)(i)(A)(2).

27 Treas. Reg. § 1.409A-1(b)(5)(i)(A)(3).
The Final Regulations provide that the following arrange-

ments are not a feature for the deferral of compensation: (1)
the right to receive substantially nonvested stock (as defined in
Treas. Reg. § 1.83-3(b)) on exercise of the option; and (2) the
right to pay the exercise price with previously acquired shares.
Treas. Reg. § 1.409A-1(b)(5)(i)(D). A classic feature for the de-
ferral of compensation is the conversion of the intrinsic value
of an option into an unfunded, unsecured promise to pay fur-
ther in the future.

In addition, the conversion or exchange of an option for a
legally binding right to compensation in a future taxable year,
or the addition of any feature for the deferral of compensation
prohibited by Treas. Reg. § 1.409A-1(b)(5)(i)(A)(3), is an im-
permissible extension of the option. Treas. Reg. § 1.409A-
1(b)(5)(v)(C)(1). An impermissible extension does not occur
when the exercise price equals or exceeds the fair market
value of the service recipient stock subject to the option. Id.
When an impermissible extension occurs, the option is treated
as having had an additional deferral feature from the original
date of grant, with the result that the option is treated as pro-
viding for the deferral of compensation from this date. Treas.
Reg. § 1.409A-1(b)(5)(v)(A). Accordingly, the option is retroac-
tively treated as subject to I.R.C. § 409A as of the date of grant.
When the holder has the discretionary right to exercise a
vested option at any time, rather than on the permissible pay-
ment events and times of I.R.C. § 409A(a)(2) and Treas. Reg.
§ 1.409A-3(a), the option will not satisfy I.R.C. § 409A. Thus, an
impermissible extension results in a retroactive violation of
I.R.C. § 409A as of the date of grant. Under proposed regula-
tions, the tax for violation of I.R.C. § 409A is not imposed until
the option vests. Prop. Treas. Reg. § 1.409A-4(a)(1)(i).

The Final Regulations provide the following rule for rescis-
sion of changes to avoid a modification or extension of a stock
right. A change to the terms of a stock right (or change in the
terms of the plan under which the stock right was granted or
in the terms of any other agreement governing the stock right)
is not a modification or extension to the extent that the change
is rescinded by the earlier of the date that the stock right is ex-
ercised, and the last day of the service provider’s taxable year
in which the change occurred. Treas. Reg. § 1.409A-
1(b)(5)(v)(I).

28 Treas. Reg. § 1.409A-1(b)(5)(i)(E). In addition, a plan
providing a right to dividends or other distributions (other than
stock dividends under Treas. Reg. § 1.409A-1(b)(5)(v)(H)) de-
clared and paid on the number of shares underlying an option,
the payment of which is not contingent on, or otherwise pay-
able on, exercise of the option, may provide for a deferral of
compensation. However, the existence of the right to receive
such an amount will not by itself be treated as a reduction to
the exercise price of the option. Thus, a right to such dividends
or distributions that is not contingent, directly or indirectly,
upon exercise of the option will not cause the option to lose its
exemption from I.R.C. § 409A. Treas. Reg. § 1.409A-
1(b)(5)(i)(E).

Under this rule, service recipients should provide for the
payment of dividend equivalents that accrue over time on vest-
ing of the option. Once vesting of the option and payment of
the dividend equivalents have occurred, the option holder will
no longer be entitled to dividend equivalents. The option
holder will also not be entitled to dividends on the underlying
stock until after the holder exercises the option. This arrange-
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The exemption for incentive stock options does not
contain any requirements in addition to those for incen-
tive stock options under code Section 422.29

Exemption for SARS
The Final Regulations provide that an SAR is not a

deferral of compensation subject to Section 409A when
the following requirements are satisfied:

(1) the issuer of the stock with respect to which the
SAR is granted is an eligible issuer of service recipient
stock;30

(2) the stock with respect to which the SAR is
granted is service recipient stock;31

(3) the compensation payable under the SAR cannot
be greater than the excess of the fair market value of
the stock, disregarding lapse restrictions under Trea-
sury Regulation Section 1.83-3(i), on the date that the
SAR is exercised, over an amount specified on the date
of grant (the SAR exercise price) for a number of shares
fixed on or before the date of grant;32

(4) the SAR’s exercise price may never be less than
the fair market value of the underlying stock, disregard-
ing lapse restrictions under Treasury Regulation Sec-
tion 1.83-3(i), on the date that the SAR is granted;33

(5) the SAR does not have any feature for the defer-
ral of compensation other than the deferral of recogni-
tion of income until the SAR is exercised;34 and

(6) the holder of the SAR does not have any right,
contingent on the exercise of the SAR, to receive an
amount equal to all or part of the dividends declared
and paid between the date of grant and the date of ex-
ercise on the number of shares underlying the SAR.
This amount is an impermissible increase in the amount
payable under the SAR.35

Nonqualified stock options and SARs are called
‘‘stock rights’’ under the Final Regulations.

Exemption for Restricted Stock
The Final Regulations provide that the grant of re-

stricted stock does not result in the deferral of compen-
sation subject to Section 409A when the following re-
quirements are satisfied:

ment encourages the holder to exercise the option early to re-
gain the economic benefit of the dividends.

Similarly, under the I.R.C. § 162(m) regulations for deduct-
ible qualified performance-based compensation, an option is
deemed to satisfy the requirement that compensation be con-
tingent on attainment of one or more permissible performance
goals when the amount that the employee could receive is
based solely on an increase in the value of the stock after the
date of grant. This determination is made without regard to
any dividend equivalent that may be payable provided that
payment of the dividend equivalent is not contingent on the ex-
ercise of the option. Treas. Reg. § 1.162-27(e)(2)(vi)(A).

29 Treas. Reg. § 1.409A-1(b)(5)(ii). The exemption does not
apply to a modification, extension, or renewal of an incentive
stock option that is treated as the grant of a new option that is
not an incentive stock option under Treas. Reg. § 1.424-1(e). In
this situation, the option is treated as if it had been a nonquali-
fied stock option from the date of the original grant. Accord-
ingly, if the modification, extension, or renewal of the option
would have been treated as the grant of a new option, or as
causing the option to have had a deferral feature from the date
of grant under Treas. Reg. § 1.409A-1(b)(5)(v), the modifica-
tion, extension, or renewal is treated as the grant of a new op-
tion or as causing the option to have had a deferral feature
from the date of grant. Treas. Reg. § 1.409A-1(b)(5)(ii).

30 Treas. Reg. § 1.409A-1(b)(5)(iii)(E)(1).
31 Treas. Reg. § 1.409A-1(b)(5)(iii)(A).
32 Treas. Reg. § 1.409A-1(b)(5)(i)(B)(1).
33 Treas. Reg. § 1.409A-1(b)(5)(i)(B)(2).
34 Treas. Reg. § 1.409A-1(b)(5)(i)(B)(3). The Final Regula-

tions provide that the right to receive substantially nonvested
stock (as defined in Treas. Reg. § 1.83-3(b)) on exercise of the
SAR is not a feature for the deferral of compensation. Treas.
Reg. § 1.409A-1(b)(5)(i)(D). A classic feature for the deferral of
compensation is the conversion of the intrinsic value of an
SAR into an unfunded, unsecured promise to pay further in the
future.

In addition, the conversion or exchange of an SAR for a le-
gally binding right to compensation in a future taxable year, or
the addition of any feature for the deferral of compensation
prohibited by Treas. Reg. § 1.409A-1(b)(5)(i)(B)(3), is an im-
permissible extension of the SAR. Treas. Reg. § 1.409A-
1(b)(5)(v)(C)(1). An impermissible extension does not occur if
the exercise price equals or exceeds the fair market value of
the service recipient stock subject to the SAR. Id. When an im-
permissible extension occurs, the SAR is treated as having had
an additional deferral feature from the original date of grant,
with the result that the SAR is treated as providing for the de-
ferral of compensation from that date. Treas. Reg. § 1.409A-
1(b)(5)(v)(A). Accordingly, the SAR is retroactively treated as
subject to I.R.C. § 409A as of the date of grant. When the
holder has the discretionary right to exercise a vested SAR at
any time, rather than on the permissible payment events and
times of I.R.C. § 409A(a)(2) and Treas. Reg. § 1.409A-3(a), the
SAR will not satisfy I.R.C. § 409A. Thus, an impermissible ex-
tension results in a retroactive violation of I.R.C. § 409A as of
the date of grant. Under proposed regulations, the tax for vio-
lation of I.R.C. § 409A is not imposed until the SAR vests. Prop.
Treas. Reg. § 1.409A-4(a)(1)(i).

The Final Regulations provide the following rule for rescis-
sion of changes to avoid a modification or extension of a stock
right. A change to the terms of a stock right (or change in the
terms of the plan under which the stock right was granted or
in the terms of any other agreement governing the stock right)
is not a modification or extension to the extent that the change
is rescinded by the earlier of the date that the stock right is ex-
ercised, and the last day of the service provider’s taxable year
in which the change occurred. Treas. Reg. § 1.409A-
1(b)(5)(v)(I).

35 Treas. Reg. § 1.409A-1(b)(5)(i)(E). In addition, a plan
providing a right to dividends or other distributions (other than
stock dividends under Treas. Reg. § 1.409A-1(b)(5)(v)(H)) de-
clared and paid on the number of shares underlying a SAR, the
payment of which is not contingent on, or otherwise payable
on, exercise of the SAR, may provide for a deferral of compen-
sation. However, the existence of the right to receive such an
amount will not by itself be treated as an increase to the com-
pensation payable under the SAR. Thus, a right to such divi-
dends or distributions that is not contingent, directly or indi-
rectly, upon exercise of an SAR will not cause the SAR to lose
its exemption from I.R.C. § 409A. Treas. Reg. § 1.409A-
1(b)(5)(i)(E).

Under this rule, service recipients should provide for the
payment of dividend equivalent rights that accrue over time on
vesting of the SAR. Once vesting of the SAR and payment of
the dividend equivalents have occurred, the holder of the SAR
will no longer be entitled to dividend equivalents. The holder
of the SAR will also not be entitled to dividends on the under-
lying stock until after the holder exercises the SAR. This ar-
rangement encourages the holder to exercise the SAR early to
regain the economic benefit of the dividends.
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(1) the service provider receives property from the
service recipient, or pursuant to a plan maintained by
the service recipient, that is substantially nonvested (as
defined in Treasury Regulation Section 1.83-3(b)), or is
includible in income solely due to a valid election under
code Section 83(b);36 and

(2) the arrangement is not a plan under which a ser-
vice provider obtains a legally binding right to receive
property in a future year in which the property will be
substantially vested (as defined in Treasury Regulation
Section 1.83-3(b)) at the time of transfer of the prop-
erty.37

Under these rules, the following transfers of re-
stricted stock are exempt from Section 409A: (1) the
transfer of vested stock in the year in which the service
provider has a legally binding right to the stock; (2) the
transfer of unvested stock in the year in which the ser-
vice provider has a legally binding right to the stock
without regard to whether the service provider has
made a Section 83(b) election; and (3) the service pro-
vider has a legally binding right to the transfer of un-
vested stock in a later year, unless the right is offered in
conjunction with another legally binding right that con-
stitutes a deferral of compensation.38

When the service provider has a legally binding right
to the transfer of vested stock in a later year, the ar-
rangement is not exempt from Section 409A as a trans-
fer under Section 83.39 However, depending on the
facts, the arrangement may be exempt from Section
409A as a short-term deferral.40

Thus, whether a transfer occurs on grant of restricted
stock or on a later date is of critical importance to the
operation of these rules.41

Shares Available for Awards

Incentive Stock Options
Under the incentive stock option regulations, the

plan must designate the maximum aggregate number of
shares issuable as incentive stock options.42 Section
2(b) of the Model Plan satisfies this requirement.

The incentive stock option regulations also provide
that when a plan provides for nonqualified options or
other stock-based awards, the plan may separately des-
ignate the terms for each type of option or other stock-
based awards, and designate the maximum number of
shares that may be issued under such option or other
stock-based awards.43 Section 2(b) of the Model Plan
provides for the separate designation of the maximum
number of Shares that the Company may issue through
Incentive Stock Options, and the maximum number of
Shares that the Company may issue through Awards
other than Incentive Stock Options.

36 Treas. Reg. § 1.409A-1(b)(6)(i); see also Rev. Proc. 2012-
29, I.R.B. 2012-28, at 49 (July 9, 2012) (revenue procedure con-
tains sample language that may be used for making a Section
83(b) election, and provides examples of the income tax con-
sequences of making the election).

37 Treas. Reg. § 1.409A-1(b)(6)(ii); Application of Section
409A to Nonqualified Deferred Compensation Plans, Explana-
tion of Provisions and Summary of Comments, § III.E (first
paragraph), 72 F.R. 19,234, 19,243 (April 17, 2007). A legally
binding right to receive property in a future taxable year in
which the property will be substantially nonvested (as defined
in Treas. Reg. § 1.83-3(b)) at the time of the transfer of the
property does not provide for the deferral of compensation. It
will not be a nonqualified deferred compensation plan unless
offered in conjunction with another legally binding right that
is a deferral of compensation. Id.

38 Regina Olshan, ‘‘Coverage,’’ in Section 409A Handbook
11, 26 (Regina Olshan & Erica F. Schohn eds., BNA 2010).

39 Id.
40 See Erica F. Schohn, ‘‘Equity Arrangements,’’ in Section

409A Handbook 419, 453-54 ex. 3 and 4 (Regina Olshan &
Erica F. Schohn eds., BNA 2010) (in hiring an employee, the
service recipient awards the employee a legally binding right
to receive fully vested common stock on the third anniversary
of his date of hire so long as he remains employed through the
grant date. The arrangement to transfer vested common stock
in the future is a deferral of compensation that is not exempt
from I.R.C. 409A by reason of being a transfer of property that
is not vested under I.R.C. § 83, but the arrangement is likely
exempt from I.R.C. 409A as a short-term deferral).

41 See discussion of the criteria under the Section 83 regu-
lations for determining whether a transfer has occurred infra
notes 60-109 and accompanying text.

42 Treas. Reg. § 1.422-2(b)(3)(i). The requirement that the
plan state the maximum number of shares issuable as incen-
tive stock options under the plan is not satisfied if the plan pro-
vides that the number of shares may not exceed a stated per-
centage of the shares outstanding at the time of each offering
or grant. This requirement is satisfied if the plan states the
maximum number of shares issuable as incentive stock op-
tions as a percentage of the authorized, issued, or outstanding
shares when the plan is adopted. In addition, the plan may
specify that the maximum aggregate number of shares avail-
able for grants may increase annually by a specified percent-
age of the authorized, issued, or outstanding shares when the
plan is adopted. Finally, if the plan provides that the maximum
aggregate number of shares issuable as incentive stock options
may change based on other specified circumstances, this pro-
vision is permissible only if the shareholders approve an im-
mediately determinable maximum aggregate number of shares
issuable under the plan in any event. Treas. Reg. § 1.422-
2(b)(3)(ii).

Plans adopted before an initial public offering often con-
tain an evergreen provision that provides for automatic in-
creases to the plan’s share reserve. For example, a plan’s share
reserve increases at the beginning of each fiscal year for up to
ten years by a stated percentage of the total shares outstand-
ing on the last day of the preceding fiscal year, or a lesser num-
ber as determined by the board of directors. The evergreen
provision would run afoul of the requirement that the plan
state the maximum number of shares issuable as incentive
stock options. The classic way to address this situation is for
the plan to have an evergreen provision for equity awards
other than incentive stock options, and a separate limit for in-
centive stock options.

Proxy adviser Institutional Shareholder Services does not
look favorably on evergreen provisions. Under its 2016 U.S.
Equity Plan Scorecard, when Institutional Shareholder Ser-
vices estimates the cost of a plan with an evergreen provision,
it includes a projection of the future share additions based on
the disclosed formula; for example, shares representing 1 per-
cent of outstanding common stock will be added to the plan re-
serve each year. These additions represent future new share
requests that do not require additional shareholder approval
when implemented. In most cases, these projections result in a
very high plan cost estimate. Institutional Shareholder Ser-
vices, 2016 U.S. Equity Plan Scorecard Frequently Asked
Questions, Q&A 23, at 13-14 (Nov. 20, 2015); Institutional
Shareholder Services, U.S. Equity Compensation Plans Fre-
quently Asked Questions, Q&A 8, at 8 (Dec. 18, 2015).

43 Treas. Reg. § 1.422-2(b)(3)(i).

5

ISSN BNA 3-9-16



Deductible Qualified Performance-Based
Compensation under Section 162(m)

Under the code Section 162(m) regulations, for op-
tions and SARs to be deductible qualified performance-
based compensation, the plan must designate ‘‘the
maximum number of shares with respect to which op-
tions or rights may be granted during a specified period
to any individual employee.’’44 A plan may satisfy this
requirement ‘‘if the plan specifies an aggregate maxi-
mum number of shares with respect to which stock op-
tions, stock appreciation rights, restricted stock, re-
stricted stock units and other equity-based awards that
may be granted to any individual employee during a
specified period under a plan approved by shareholders
in accordance with § 1.162-27(e)(4).’’45

Thus, a share reserve of a specified amount, or an ag-
gregate limit on the number of shares subject to the

44 Treas. Reg. § 1.162-27(e)(2)(vi)(A). In addition, one of the
requirements for deductible qualified performance-based com-
pensation for options, SARs, and other equity awards is disclo-
sure to and approval by the shareholders of the material terms
of the performance goal. The disclosure ‘‘must be specific
enough so that shareholders can determine the maximum
amount of compensation that could be paid to any individual
employee during a specified period. If the terms of the perfor-
mance goal do not provide for a maximum dollar amount, the
disclosure must include the formula under which the compen-
sation would be calculated. For example, if compensation at-
tributable to the exercise of stock options is equal to the differ-
ence between the exercise price and the current value of the
stock, disclosure would be required of the maximum number
of shares for which grants may be made to any employee and
the exercise price of those options (e.g., fair market value on
the date of grant). In that case, shareholders could calculate
the maximum amount of compensation that would be attribut-
able to the exercise of options on the basis of their assump-
tions as to the future stock price.’’ Treas. Reg. § 1.162-
27(e)(4)(iv).

45 Treas. Reg. § 1.162-27(e)(2)(vi)(A). If the number of
shares subject to a grant of options or SARs exceeds the maxi-
mum number of shares that may be granted to an individual
employee, the employer can preserve the grant’s status as
qualified performance-based compensation in one of two
ways. First, the employer can obtain shareholder approval of
the grant before payment of the grant. Treas. Reg. § 1.162-
27(e)(4)(i). This is often impractical.

Second, the employer can cancel the options or SARs, and
regrant similar options or SARs under a separate shareholder-
approved plan. For this method to work, the employer must
have a separate shareholder-approved plan, and the regrant
would have to satisfy the limits of that separate plan. In addi-
tion, if the fair market value of the stock has increased from
the original grant date to the date of the regrant, the exercise
price would likely have to be the higher current fair market
value to preserve the exemption from Section 409A. If the ex-
ercise price continues to be the stock’s lower fair market value
from the original grant date, then the option is likely a dis-
counted option subject to Section 409A. Treas. Reg. § 1.409A-
1(b)(5)(v)(B); see also Ellen N. Sueda, ‘‘Know Your Limits!
Avoiding Litigation Over Equity Grants,’’ Law360 Employment
(Portfolio Media Aug. 6, 2015) (available at http://
www.law360.com/articles/687873/know-your-limits-avoiding-
litigation-over-equity-grants).

Cf. Donnawell v. Hamburger, 803 F.3d 912, 914, 2015 BL
344885 (7th Cir. 2015) (Posner, J.) (2005 incentive plan autho-
rized the award of stock options to key employees, and limited
the awards to 150,000 shares per employee per year; company
granted CEO options on 184,100 shares in 2010, 170,200 in
2011, and 255,425 in 2012; later in 2012 the company, discov-
ering its mistake, reduced each grant under the 2005 plan to
150,000 shares, and at the same time allocated the CEO 87,910
additional shares available under the company’s 2003 incen-
tive plan; a shareholder plaintiff claimed that ‘‘it was error
[under Delaware corporate law] to value the additional 2012
shares at their price in August of that year, when the initial
grant (later realized to be forbidden) was made, rather than in
December, the month in which the mistake was corrected by
awarding shares available under the 2003 plan to Hamburger
[the CEO]. But the award of shares in December was just a
way of fulfilling the intention of the board and the Compensa-
tion Committee in making the initial grant to Hamburger in
August, the grant that violated the 2005 plan. This is not a case
in which shares granted at one time are later backdated to take
advantage of market shifts. The board was merely trying to
keep the promise it had made in August by fulfilling it from a
different bank of shares’’) (citation omitted).

If the fair market value of the stock has decreased from the
original grant date to the date of regrant, the prudent approach
is to continue to use the exercise price from the original grant
date for the regranted option. A regrant at the lower exercise
price would likely be a repricing that would require share-
holder approval under an exchange’s listing rules.

Regranting an option under a separate plan also avoids vio-
lation of the requirement of the Section 162(m) regulations
that if an option is cancelled, the cancelled option continues to
be counted against the maximum number of shares for which
options may be granted to an employee under the plan of the
original grant. If, after grant, the exercise price of an option is
reduced, the transaction is treated as a cancellation of the op-
tion and a grant of a new option. In that case, both the option
that is deemed to be cancelled and the option that is deemed to
be granted reduce the maximum number of shares for which
options may be granted to an employee under the plan. This
rule also applies to a stock appreciation right when, after the
award is made, the base amount on which stock appreciation
is calculated is reduced to reflect a reduction in the fair market
value of stock. Treas. Reg. § 1.162-27(e)(2)(vi)(B). Section
2(c)(ii)-(iii) of the Model Plan reflects these rules.

The rule for the counting of shares for cancelled options
means that with respect to options, the employer cannot can-
cel the excess shares under the plan of the original grant and
avoid a violation of the limit on the maximum number of
shares that may be granted to any individual employee. For
other types of grants, such as SARs or restricted stock, the em-
ployer can cancel the excess shares and avoid this violation.

Finally, when the employer wishes to cancel the excess
shares, there is the issue of whether the employer must obtain
the grantee’s consent. The argument for obtaining the grant-
ee’s consent is that the grant of the excess shares is a contrac-
tual obligation, and cancellation of the excess shares would be
an adverse action against the grantee that requires his or her
consent. The argument for not obtaining the grantee’s consent
is that since the grant of the excess shares violates the plan
and the grantee is bound by the terms of the plan, the grant
does not provide the grantee with an enforceable right to the
excess shares.
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plan, does not satisfy this requirement of the code Sec- tion 162(m) regulations. Rather, there are two permis-
sible plan design alternatives. First, the plan can pro-
vide for an individual employee limit for all equity-
based awards. Second, the plan can provide for an
individual employee limit for stock options and SARs,
and a separate individual employee limit for full-value
awards of performance-based restricted stock, perfor-
mance shares, and restricted stock units that are in-
tended to qualify as performance-based compensation.

Under either alternative, the plan does not have to
provide for an individual employee limit for time-based
restricted stock or restricted stock units, which do not
qualify for qualified performance-based compensa-
tion.46 In addition, under either alternative, the plan can
have a separate aggregate or individual limit for equity-
based awards to nonemployee directors.

Section 2(c)(i) of the Model Plan provides for the
maximum aggregate number of Shares with respect to
which the Company may grant Options, SARs, and Re-
stricted Stock under Awards per individual employee
either in a calendar year or the Company’s fiscal year.

Awards to Directors and Sufficiently Defined
Terms of Plan

Under Delaware corporate law, when directors deter-
mine the terms of their own compensation, courts apply
the entire fairness standard in reviewing the compensa-
tion.47 One way to avoid the entire fairness standard,

To avoid this issue, the plan document or grant agreement
should contain a provision that either invalidates an excess
grant, or allows the employer to cancel an excess grant. Sec-
tion 3(b)(ix) of the Model Plan provides the Administrator or
Board with the discretion to cancel any Award for which the
Administrator or Board reasonably determines that the num-
ber of Shares subject to the Award exceeds the limits on: (1)
the maximum aggregate number of Shares that the Company
may issue under the Plan; (2) the maximum aggregate number
of Shares that the Company may issue under Incentive Stock
Options, and the maximum aggregate number of Shares that
the Company may issue under Awards other than Incentive
Stock Options; (3) the maximum number of Shares that the
Company may issue under Options, SARs, and Restricted
Stock per individual Employee in a calendar year or the Com-
pany’s fiscal year; and (4) the maximum number Shares that
the Company may issue under Options, SARs, and Restricted
Stock to Directors.

As to whether a company’s failure to comply with a plan’s
limits on grants to individual participants is a breach of fidu-
ciary duty by the board or its compensation committee, the
courts appear to take two approaches to the issue of whether
the failure is reviewed under the business judgment rule, or
the failure is a breach of contract that constitutes a breach of
fiduciary duty.

For cases applying the business judgment rule, see Don-
nawell v. Hamburger, 803 F.3d 912, 2015 BL 344885 (7th Cir.
2015) (Posner, J.) (2005 incentive plan authorized the award of
stock options to key employees, and limited the awards to
150,000 shares per employee per year; company granted the
CEO options on 184,100 shares in 2010, 170,200 in 2011, and
255,425 in 2012; later in 2012 the company, upon discovering
its mistake, reduced each grant under the 2005 plan to 150,000
shares, and at the same time allocated to the CEO 87,910 addi-
tional shares available under the company’s 2003 incentive
plan; the award of the additional shares was proposed by the
Compensation Committee to the company’s independent di-
rectors, who then approved the award; all the members of the
Compensation Committee, and all but two members of the
board, one of them being the CEO, were independent direc-
tors; plaintiff challenged the award because under the 2003
plan, the Plan Committee, rather than the Compensation Com-
mittee, was authorized to grant stock options; the Plan Com-
mittee did not exist in 2012, and under the 2003 plan was to
consist of board members who were full-time salaried employ-
ees, and the only full-time salaried employee who was also a
member of the board was the CEO; court held that since the
Compensation Committee was made up exclusively of inde-
pendent directors and its decisions were approved by other in-
dependent directors, and the Plan Committee did not exist,
there was no clear or intentional violation of a compensation
plan that ran afoul of the business judgment rule) (Delaware
law); Garnitschnig v. Horovitz, 48 F. Supp. 3d 820, 831, 2014
BL 246867 (D. Md. 2014) (2011 Omnibus Incentive Plan pro-
vided that the maximum number of shares subject to options
or stock appreciation rights that may be granted in a calendar
year to any person was 25,000 shares, and the maximum num-
ber of shares that may be granted in a calendar year to any
person, other than pursuant to options or stock appreciation
rights, was 12,500 shares; shareholders alleged that the com-
pensation committee made awards in excess these limits; court
held that the alleged violation of a clear and unambiguous pro-
vision of the company’s stock incentive plan was sufficient to
allege a knowing and deliberate failure by the board, and raise
a reasonable doubt as to whether the action could have been a
valid exercise of business judgment) (Delaware law); Pfeiffer
v. Leedle, No. 7831–VCP, 2013 BL 310884 (Del. Ch. Nov. 8,
2013) (‘‘The business judgment rule will not be rebutted, and
thus demand will not be excused, when a plaintiff alleges only
that a board of directors failed to follow the terms of a stock
incentive plan. Such allegations pertain to the substance of the
board’s decision and fail to address the critical question of how

the board reached the result that it did.’’) (‘‘[W]hen a plaintiff
presents particularized factual allegations that indicate that
the board clearly violated an unambiguous provision of a stock
plan, it is proper to infer that such violation was committed
knowingly or intentionally and, therefore, demand should be
excused.’’) (footnote omitted).

For cases applying the breach of contract analysis, see Al-
len v. El Paso Pipeline GP Co., 90 A.3d 1097, 1108 n. 6, 2014
BL 138481 (Del. Ch. 2014) (‘‘[W]hen a board violates contrac-
tual limits on its authority, that decision is not a business judg-
ment to which deferential fiduciary duty review applies, ren-
dering demand futile under the second prong of Aronson. In
my view, the same reasoning demonstrates that the claim is
not derivative at all.’’); Ryan v. Gifford, 918 A.2d 341, 354, 40
EBC 2907, 5 EXC 11 (Del. Ch. 2007) (demand was excused be-
cause the board lacked discretion to contravene the terms of
stockholder-approved stock option plans).

See also Friedman v. Khosrowshahi, No. 9161–CB, 2014
BL 197381, 59 EBC 1657 (Del. Ch. March 6, 2015) (en banc)
(Strine, C.J.) (‘‘Analytically, a contract claim under [a stock
and annual incentive] plan could be subject to distinctive treat-
ment for demand excusal purposes as a breach of fiduciary
duty claim, because directors arguably have no discretion to
violate the terms of a stockholder-adopted compensation plan
whose terms cannot be amended without the stockholders’ ap-
proval.’’) (dictum).

For the Delaware corporate law treatment of compensation
that does not satisfy the requirements for deductible qualified
performance-based compensation under code Section 162(m),
see infra notes 191 and 194.

46 Treas. Reg. § 1.162-27(e)(2)(i).
47 Telxon v. Meyerson, 802 A.2d 257, 265 (Del. 2002) (direc-

tor self-compensation decisions are conflicted transactions
that ‘‘lie outside the business judgment rule’s presumptive pro-
tection, so that, where properly challenged, the receipt of self-
determined benefits is subject to an affirmative showing that
the compensation arrangements are fair to the corporation’’);
Valeant Pharm. Int’l v. Jerney, 921 A.2d 732, 745, 5 EXC 17
(Del. Ch. 2007) (‘‘Self-interested compensation decisions made
without independent protections are subject to the same entire
fairness review as any other interested transaction.’’).
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and have the deferential business judgment rule apply,
is for a majority of informed, uncoerced, and disinter-
ested shareholders to vote to approve the compensa-
tion.48 For shareholder approval of an equity compen-
sation plan to have this effect, the plan presented to the
shareholders must have sufficiently defined terms that
establish meaningful limits on the ability of directors to
award themselves equity compensation.49

Under the sufficiently defined terms standard, share-
holders should approve a plan for directors that pro-

See generally Carol Hymowitz & Caleb Melby, ‘‘A Look In-
side the Sweetest Corporate Director Posts in America,’’
Bloomberg Business, Dec. 17, 2015 (‘‘Regeneron Pharmaceuti-
cals Inc.’s eight nonexecutive directors received average an-
nual compensation of $1.9 million in stock and cash last year,
making them the highest-paid board members at businesses in
the Standard & Poor’s 500 Index, according to data compiled
by Bloomberg from company filings. . . . Four of the top 10
highest-paid boards at the 500 businesses Bloomberg surveyed
are at biotechnology companies where stock-option grants
boost director compensation. Among them: Regeneron, Endo
and Vertex Pharmaceuticals Inc., whose directors averaged
$920,509. Options in these companies often are granted at low
strike prices before drugs are developed and approved, then
jump in value after successful trials.’’) (available at
www.bloomberg.com/news/articles/2015-12-17/a-look-inside-
the-sweetest-corporate-director-posts-in-america?
mod=djemRiskCompliance).

48 Calma v. Templeton, 114 A.3d 563, 586-87, 2015 BL
125718 (Del. Ch. 2015); Seinfeld v. Slager, No. 6462-VCG, 2012
BL 165263 (Del. Ch. June 29, 2012); In re 3COM Corp.
S’holders Litig., 1999 Del. Ch. LEXIS 215, at *10-11 (Oct. 25,
1999).

See also Espinoza v. Zuckerberg, 124 A.3d 47, 2015 BL
353714 (Del. Ch. 2015) (ratification by shareholders, including
a single controlling shareholder, of restricted stock units
granted to directors must occur by voting at a shareholder
meeting or acting by written consent in compliance with Sec-
tion 228 of the Delaware General Corporation Law).

49 Calma v. Templeton, 114 A.3d 563, 587-89, 2015 BL
125718 (Del. Ch. 2015) (defense of shareholder ratification of
director compensation was unavailable when equity incentive
plan specified the total shares available, the plan beneficiaries,
and the total number of shares that any beneficiary could re-
ceive in a calendar year, but did not specify the amount or
form of compensation to be issued to nonemployee directors,
or any director-specific ceilings; the only limit on director com-
pensation was the same limit on every other recipient of one
million shares (or equivalent restricted stock units) per calen-
dar year; based on the company’s stock price, one million re-
stricted stock units were worth over $55 million); Cambridge
Ret. Sys. v. Bosnjak, No. 9178-CB, 2014 BL 179277 (Del. Ch.
June 26, 2014) (directors conditioned the grant of their options
under the company’s stock incentive plan on shareholder ap-
proval of the grants, which they obtained; although the plan
did not set forth the specific compensation that directors
would receive, the shareholders voted in favor of specific
awards); Seinfeld v. Slager, No. 6462–VCG, 2012 BL 165263
(Del. Ch. June 29, 2012) (plan covered the company’s direc-
tors, officers, and employees; plan provided that the directors
had the sole discretion, in terms of restrictions and amounts,
over how to compensate themselves; with respect to restricted
stock, the plan’s limits were that the board could award
10,500,000 shares in total, and award an eligible individual
1,250,000 shares annually; plan did not set forth any specific
amounts, or director-specific ceilings, of compensation that

could be awarded to directors; court held that the plan lacked
sufficient definition, and the entire fairness standard applied to
the grants to directors); Sample v. Morgan, 914 A.2d 647, 40
EBC 2389, 5 EXC 14 (Del. Ch. 2007) (Strine, V.C.) (two non-
employee directors on the compensation committee awarded
200,000 shares to the company’s three employee directors un-
der a management stock incentive plan; a disinterested major-
ity of the company’s shareholders previously approved the
plan; the plan authorized up to 200,000 shares, but did not set
forth the specific amounts of stock to be issued to directors,
and the shareholders did not specifically approve any shares
granted to directors; since the shareholders did not vote in fa-
vor of any specific awards under the plan, shareholder ratifica-
tion of the awards did not occur); In re 3COM Corp. S’holders
Litig., 1999 Del. Ch. LEXIS 215, at *10-11 (Oct. 25, 1999) (op-
tion plan for directors set forth specified ceilings on the award-
ing of options each year; ceilings varied based on specific cat-
egories of service, such as service on a committee, position as
a lead director, and chairing the board; by operation of the
plan’s initial shareholder approval and the director specific
ceilings, the shareholders approved the subsequent grants of
options to directors; court applied the business judgment rule
and upheld the grants); Steiner v. Meyerson, No. 13139, 1995
BL 704, 1 EXC 390 (Del. Ch. July 19, 1995) (outside director
stock option plan granted each nonemployee director an op-
tion to purchase 25,000 shares upon election to Telxon board,
and an additional 10,000 shares on the anniversary of the elec-
tion while the director remained on the board; since the plan
set forth the specific awards to be granted to the directors, the
upfront shareholder approval of the plan ratified the subse-
quent awards made under the plan).

See also Institutional Shareholder Services, 2016 U.S. Eq-
uity Plan Scorecard Frequently Asked Questions, Q&A 8, at 7
(Nov. 20, 2015) (the Equity Plan Scorecard is not used for
stand-alone non-employee director plans on the ballot; Institu-
tional Shareholder Services evaluates these plans on a case-
by-case basis, and with a standard cost evaluation for Share-
holder Transfer Value; the positive or negative features of the
plan only impact that plan; when another plan is on the ballot,
the shares available for grant under the non-employee director
plan are incorporated in the Plan Cost evaluation of the Equity
Plan Scorecard policy for the other plan); Institutional Share-
holder Services, U.S. Equity Compensation Plans Frequently
Asked Questions, Q&A 30, at 15 (Dec. 18, 2015) (‘‘Stand-alone
director equity plans are not evaluated under the Equity Plan
Scorecard model. Further, the 3-year average burn rate policy
does not apply to a non-employee director equity plan, unless
the number of equity awards to non-employee directors sur-
passes the number granted to employees. Therefore, a high
three-year average burn rate generally will not result in a vote
AGAINST a non-employee director equity plan. ISS will gener-
ally recommend against a non-employee director equity plan
that does not expressly prohibit repricing if the company has
repriced stock options without shareholder approval in the
past and non-employee directors participated in the repricing
transaction. On occasion, non-employee director equity plans
that set aside a relatively small number of shares exceed ISS’
SVT [Shareholder Value Transfer] benchmark when combined
with employee or executive equity compensation plans. In
such cases, ISS supplements the analysis with a qualitative re-
view of board compensation to determine whether the plan, in
combination with total compensation for outside directors, is
beneficial to shareholders’ interests.’’).
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vides: (1) the total number of shares authorized for is-
suance; (2) ceilings on awards based on categories of
service, such as chairman of the board, lead director,
and member of a committee; and (3) the maximum dol-
lar amount of shares to be awarded to any director an-
nually, or the maximum number of shares to be
awarded to any director annually,50 and in either case
at a specified percentile of the value of the total equity
awards granted to similarly situated directors of compa-
nies in the corporation’s peer group,51 with the peer

group determined by independent directors52 in consul-
tation with an independent compensation consultant.53

Section 2(d) of the Model Plan is intended to satisfy
the sufficiently defined terms test for grants to direc-
tors. Section 2(d)(i) provides for: (1) the maximum ag-
gregate Fair Market Value of Shares that the Company
may issue under Options, SARs, and Restricted Stock to
Directors; (2) the maximum annual Fair Market Value
of Shares that the Company may issue under Options,
SARs, and Restricted Stock to the Board Chair, the
chair of any Board Committee, and any other Director;
and (3) the maximum aggregate Fair Market Value of
Shares that the Company may issue under Options,
SARs, and Restricted Stock to individuals who have
served as the Board Chair, the chair of any Board Com-
mittee, and any other Director for three or more years.

Section 2(d)(ii) provides that the Administrator or
Board shall determine the Fair Market Value of the
Shares subject to grants of Options, SARs, and Re-
stricted Stock as of each Grant Date.

Section 2(d)(iii) provides that the total value of the
Options, SARs, and Restricted Stock granted to any Di-
rector [Alternative 1: in a calendar year] [Alternative 2:
in the Company’s fiscal year] does not exceed the top
twentieth percentile of the value of equity compensa-
tion granted in the same year or immediately preceding
year to directors serving in similar positions in compa-
nies in the Company’s peer group.

Section 2(d)(iv) provides that with respect to the de-
terminations under section 2(d)(iii), the Director and
Officer Committee or Board, in its reasonable discretion
and in consultation with an independent compensation
consultant, shall determine the values, whether to use
the same year or immediately preceding year as the
measurement period, and the Company’s peer group.

Section 2(d)(v) provides that the Director and Officer
Committee or Board in its reasonable discretion shall
select the compensation consultant under Section
2(d)(iv), and determine whether the compensation con-
sultant is independent.

For the position of proxy adviser Glass Lewis & Co. on di-
rector equity compensation plans, see Glass Lewis & Co.,
Proxy Paper Guidelines 2016 Proxy Season United States, at
34-35 (‘‘We will consider recommending supporting compen-
sation plans that include option grants or other equity-based
awards that help align the interests of outside directors with
those of shareholders. However, equity grants to directors
should not be performance-based to ensure directors are not
incentivized in the same manner as executives but rather serve
as a check on imprudent risk-taking in executive compensa-
tion plan design. Glass Lewis uses a proprietary model and
analyst review to evaluate the costs of equity plans compared
to the plans of peer companies with similar market capitaliza-
tions. We use the results of this model to guide our voting rec-
ommendations on stock-based director compensation plans.’’).

50 See Espinoza v. Zuckerberg, C.A. No. 9745-CB, Stipula-
tion of Compromise and Settlement, § 2.1.3, at 15 (Del. Ch.
Jan. 25, 2016) (at the 2016 annual meeting of stockholders,
‘‘Facebook shall propose to the stockholders that they approve
the Annual Compensation Program, which includes a specific
amount for annual equity grants and delineates the annual re-
tainer fees for Non-Employee Directors, for use by the Board
going forward. The Non-Employee Directors shall abstain
from voting in their capacity as stockholders on each of these
proposals’’).

See also Lilia Volynkova, ‘‘Seinfeld v. Slager: The Dela-
ware Chancery Court’s New Legal Standard for Reviewing Di-
rectors’ Decisions About Their Own Pay,’’ 58 N.Y.L Sch. L.
Rev. 741, 762-63 (2013/2014); David A. Katz & Laura A. McIn-
tosh, ‘‘Dealing With Director Compensation,’’ N.Y.L.J., May
21, 2015, at 5 (‘‘It is also becoming standard for companies to
determine their equity grants by reference to a dollar amount
rather than a number of shares. This permits companies to sta-
bilize the value annually by adjusting the number of shares on
the grant date, thus eliminating uncertainty both for the direc-
tors and for the shareholders who may be approving the com-
pensation plans in advance.’’).

51 See Calma v. Templeton, 114 A.3d 563, 589-90, 2015 BL
125718 (Del. Ch. 2015) (court denied directors’ motion to dis-
miss on whether restricted stock units granted to directors sat-
isfied the entire fairness standard; directors claimed that the
corporation’s peer group was the fourteen companies identi-
fied by the corporation as its peers in its filings with the SEC,
and plaintiff claimed that the peer group should be limited to
five of the fourteen companies based on comparable market
capitalization, revenue, and net income metrics).

See also David A. Katz & Laura A. McIntosh, ‘‘Dealing
With Director Compensation,’’ N.Y.L.J., May 21, 2015, at 5, 7
(‘‘Benchmarking compensation practices against peer groups
is a valuable tool, but, as evidenced in the [Calma] case, it is
not without its complications. Boards that intend to rely heav-
ily on the practices of peer companies as a basis for their own
are strongly encouraged to engage a compensation consultant
to help determine the appropriate group and to periodically re-
evaluate the composition of the group.’’) (footnote omitted).

For the criteria used by proxy adviser Institutional Share-
holder Services to determine a company’s peer group, see In-
stitutional Shareholder Services, U.S. Executive Compensa-
tion Policies Frequently Asked Questions, Q&A 40 to 54, at
19-23 (Dec. 18, 2015).

See generally Maxwell Murphy, ‘‘The Big Number,’’ WSJ-
.com, Oct. 26, 2015 (‘‘Call it peer pressure. As of last year,

nearly 96% of S&P companies identified the corporate peers
they used as a benchmark for their executive-pay packages,
according to a recent study by compensation-research firm
Equilar Inc. The proportion has risen steadily since at least
2010, when it was 91%. Companies commonly include indus-
try rivals in their peer group. More than two-thirds judge them-
selves against 11 to 20 other companies. And they tend to
choose peers that put them in the middle of the pack in terms
of compensation and revenue, the study says. In the past, a
company’s executive compensation tended to veer toward the
higher end of the peer spectrum. ‘That has evolved,’ said Jack
Marsteller, a partner at compensation consultant Pay Gover-
nance LLC.’’) (available at www.wsj.com/articles/the-big-
number-1445904434).

52 See discussion of the criteria for director independence
infra note 202.

53 On the use of compensation consultants, see Espinoza v.
Zuckerberg, C.A. No. 9745-CB, Stipulation of Compromise and
Settlement, § 2.1.1, at 14-15 (Del. Ch. Jan. 25, 2016) (‘‘[T]he
Board [of Directors of Facebook, Inc.] shall amend the charter
of the Compensation & Governance Committee to provide that
the Compensation & Governance Committee shall be respon-
sible for: (A) conducting annually a review and assessment of
all compensation, including cash and equity-based compensa-
tion, paid by Facebook to the Non-Employee Directors; (B) en-
gaging an independent compensation consultant to advise the
Compensation & Governance Committee in connection with
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It is important to note that Section 2(d)(iv)-(v) pro-
vides for the determinations to be made using the Di-
rector and Officer Committee’s or Board’s reasonable
discretion, rather than its exclusive discretion. The use
of reasonable discretion is analogous to the objective
approach of the entire fairness standard 54 of the trans-
action being the product of fair dealing and fair price to
the corporation and its shareholders.55 Accordingly, the
use of reasonable discretion is intended to increase the
likelihood of satisfying the sufficiently defined terms
test and a court applying the business judgment rule,
and also to increase the likelihood of the enforceability
of the grants under either the entire fairness standard
or the business judgment rule.

Liberal Share Recycling and Institutional
Shareholder Services

Under the 2016 U.S. Equity Plan Scorecard of proxy
adviser Institutional Shareholder Services, liberal share
recycling does not receive any points, and the absence
of liberal share recycling receives full points.56 Liberal

such annual review and assessment, including with respect to
(x) the amount and type of Non-Employee Director compensa-
tion to be paid for the following year, and (y) comparative data
deemed appropriate by such consultant; and (C) recommend-
ing to the Board, on the basis of such review and assessment,
whether to make, on a prospective basis, any change in the
compensation payable to the Non-Employee Directors.’’); In re
the Walt Disney Co. Derivative Litig., 907 A.2d 693, 769, 35
EBC 1705, 4 EXC 2 (Del. Ch. 2005) (court upheld compensa-
tion committee’s use of compensation consultants), aff’d, 906
A.2d 27, 65, 37 EBC 2756, 4 EXC 55 (Del. 2006) (en banc); Ma-
jority Staff of House Committee on Oversight & Government
Reform, 110th Cong., ‘‘Executive Pay: Conflicts of Interest
Among Compensation Consultants,’’ at 3-9 (Comm. Print
2007) (available at http://oversight.house.gov/images/stories/
documents/20071205100928.pdf); Statement of Houman B.
Shadab, Senior Research Fellow, Mercatus Center at George
Mason University, ‘‘Executive Pay and the Role of Compensa-
tion Consultants: Hearing Before the House Committee on
Oversight & Government Reform,’’ 110th Cong., at 5 (2007)
(available at http://oversight.house.gov/images/stories/
documents/200712051002744.pdf).

See also Glass Lewis & Co., Proxy Paper Guidelines 2016
Proxy Season United States, at 31 (‘‘We believe compensation
consultants are engaged to provide objective, disinterested, ex-
pert advice to the compensation committee. When the consul-
tant or its affiliates receive substantial income from providing
other services to the company, we believe the potential for a
conflict of interest arises and the independence of the consul-
tant may be jeopardized. Therefore, Glass Lewis will, when rel-
evant, note the potential for a conflict of interest when the fees
paid to the advisor or its affiliates for other services exceed
those paid for compensation consulting.’’).

See generally Lucian A. Bebchuk & Jesse M. Fried, ‘‘Pay
Without Performance: Overview of the Issues,’’ 30 J. Corp. L.
647, 657 (2005) (when boards or compensation committees use
outside consultants to gain market knowledge, the practice
leads to above average compensation levels and ‘‘an ever-
increasing average and a continuous escalation of executive
pay’’); Mary Hunter Morris, ‘‘The Price of Advice,’’ 86 U. Det.
Mercy L. Rev. 153 (Winter 2009).

Victor I. Lewkow, ‘‘Compensation Committees and Adviser
Independence Under Dodd-Frank,’’ Harvard Law School Fo-
rum on Corporate Governance and Financial Regulation, July
16, 2012 (available at http://corpgov.law.harvard.edu/2012/07/
16/compensation-committees-and-adviser-independence-
under-dodd-frank/).

Jonathan Macey, ‘‘Washington’s Plans May Result in Even
Higher Executive Pay,’’ Wall St. J., Oct. 24, 2009, at A15 (‘‘A
provision in the 1992 tax law [Code Section 162(m)] required
that executives meet certain ‘objective’ performance measures
in order to qualify for incentive-based (tax deductible) pay. In
the scramble to come up with objective metrics on which to
base executive pay, cottage industry ‘executive compensation
consultants’ emerged as the most important architects of ex-
ecutive compensation plans. . . . The most successful consul-
tants are those who can justify the biggest salary increases for
the top executives of the companies that hired them. Research-
ers at the University of Southern California recently found that
the median CEO compensation is $1.5 million in companies
not using executive compensation consultants, $3 million in
companies that purchase general survey data from such con-
sultants but do not directly retain them, and $4.2 million in
companies that retain consultants. Some companies use mul-
tiple consultants. The USC study found that the more consul-
tants a company hires, the more it pays its top executives.
About one-quarter of Fortune 250 companies hire multiple
compensation consultants.’’); Andrew Ross Sorkin, ‘‘More
Transparency, More Pay for C.E.O.s,’’ N.Y. Times, Nov. 11,
2014, at B1, B7 (‘‘Companies have long tried to ‘benchmark’
the compensation of their executives to that of their peers. But,
as the cottage industry of compensation consultancy has

emerged – along with more detailed information about salaries
and bonuses – the increase in compensation has not slowed. In
fact, quite the opposite has happened. ‘We consistently find
evidence that supports the argument that compensation con-
sultants are hired to justify higher C.E.O. pay to the board,
shareholders, and other stakeholders,’ wrote the study’s au-
thors, Jenny Chu, Jonathan Faasse and P. Raghavendra Rau
[professors at the University of Cambridge]. . . . Companies
that hire compensation consultants for the first time ‘show a
7.5% increase in C.E.O. pay compared to other firms, and such
companies where C.E.O.s get a pay boost are less likely to turn
over consultants the following year.’ . . . Worse, allowing a
chief executive to hire a compensation consultant instead of
leaving the task to the company’s board led to a 13 percent in-
crease in pay, the study’s authors found. Why in the world is a
chief executive in charge of hiring a compensation consultant?
That’s a good question, but it happens more than you would
imagine. . . . Most employers seek to hire people at the lowest
possible cost while still paying them enough to do the best job
possible and keep them from leaving. It’s a delicate balance.
But most companies seek to maximize whatever money they
devote toward compensation. That is rarely how boards think
about it. For them, the best chief executive makes the most
money.’’).

54 In re Cornerstone Therapeutics Inc. Stockholder Litig.,
115 A.3d 1173, 1180, 2015 BL 148672 (Del. 2015) (Strine, C.J.);
In re Trados Inc. S’holder Litig., 73 A.3d 17, 44, 2013 BL
214567 (Del. Ch. 2013) (‘‘Entire fairness, Delaware’s most
onerous standard, applies when the board labors under actual
conflicts of interest. Once entire fairness applies, the defen-
dants must establish to the court’s satisfaction that the trans-
action was the product of both fair dealing and fair price. Not
even an honest belief that the transaction was entirely fair will
be sufficient to establish entire fairness. Rather, the transac-
tion itself must be objectively fair, independent of the board’s
beliefs.’’); Gesoff v. IIC Indus., Inc., 902 A.2d 1130, 1145 (Del.
Ch. 2006).

55 In re the Walt Disney Co. Derivative Litig., 906 A.2d 27,
51-52, 37 EBC 2756, 4 EXC 55 (Del. 2006) (en banc); Emerald
Partners v. Berlin, 787 A.2d 85, 91 (Del. 2001); Cinerama, Inc.
v. Technicolor, Inc., 663 A.2d 1156, 1163 (Del. 1995); Cede &
Co. v. Technicolor, Inc., 634 A.2d 345, 361 (Del. 1993); Calma
v. Templeton, 114 A.3d 563, 577-78, 589-90, 2015 BL 125718
(Del. Ch. 2015).

56 Institutional Shareholder Services, 2016 U.S. Equity Plan
Scorecard Frequently Asked Questions, Q&A 10 and 11, at 8
and 10 (Nov. 20, 2015); Institutional Shareholder Services,
U.S. Equity Compensation Plans Frequently Asked Questions,
Q&A 22-24 and 39, at 12 and 20 (Dec. 18, 2015).
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share recycling includes: (1) the regranting of shares
not issued on restricted stock vesting; (2) the regranting

of shares not issued on option or SAR exercises; (3) the

The Equity Plan Scorecard considers a range of positive
and negative factors, rather than a series of ‘‘pass/fail’’ tests, to
evaluate equity plan proposals. In general, a company’s total
Equity Plan Scorecard score will determine whether Institu-
tional Shareholder Services makes a ‘‘For’’ or ‘‘Against’’ rec-
ommendation. A score of 53 or higher, out of a total of 100 pos-
sible points, generally results in a positive recommendation
absent any egregious characteristics. In addition, when a pro-
posal will not increase plan cost, and positive aspects or
changes being made outweigh any negative amendments, In-
stitutional Shareholder Services may recommend that share-
holders support the plan regardless of the plan’s Equity Plan
Scorecard score. Institutional Shareholder Services, 2016 U.S.
Equity Plan Scorecard Frequently Asked Questions, Q&A 2, 7,
and 11, at 5, 7, and 9 (Nov. 20, 2015); Institutional Shareholder
Services, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 31 and 35, at 16 and 18 (Dec. 18, 2015).

The Equity Plan Scorecard uses three categories of factors
known as pillars: plan cost, plan features, and grant practices.
These factors and their weightings are keyed to five models re-
lated to company size and status: S&P 500; Russell 3000 index
(excluding S&P 500 companies); Non-Russell 3000; and Spe-
cial Cases (recent IPOs or bankruptcy emergent companies, or
any company that does not disclose at least three years of
grant data) for each of two groups: Russell 3000/S&P 500 and
non-Russell companies. Institutional Shareholder Services,
2016 U.S. Equity Plan Scorecard Frequently Asked Questions,
Q&A 5 and 6, at 6-7 (Nov. 20, 2015); Institutional Shareholder
Services, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 33 and 34, at 17-18 (Dec. 18, 2015).

The first pillar is plan cost, which considers the potential
cost of the transfer of equity from shareholders to employees.
This pillar measures this cost by Shareholder Transfer Value,
which represents the estimated cost of shares issued under a
company’s equity incentive plans, differentiating between full-
value shares and stock options. Institutional Shareholder Ser-
vices, 2016 U.S. Equity Plan Scorecard Frequently Asked
Questions, Q&A 10 and 24, at 8 and 14 (Nov. 20, 2015); Insti-
tutional Shareholder Services, U.S. Equity Compensation
Plans Frequently Asked Questions, Q&A 12 and 38, at 9-10 and
18-19 (Dec. 18, 2015).

The second pillar is plan features. The plan features that
can have a negative impact on Equity Plan Scorecard results
are: (1) equity award vesting on a change-in-control, depend-
ing on whether windfall compensation is automatically pro-
vided, and the availability of other options (e.g., conversion or
assumption of existing grants); (2) broad discretionary vesting
authority that may result in ‘‘pay for failure’’ or other scenarios
contrary to a pay-for-performance philosophy; (3) liberal share
recycling on various award types, which obscures transpar-
ency about share usage and total plan cost; and (4) the absence
of a minimum required vesting period of at least one year,
which may result in awards with no retention or performance
incentives. Institutional Shareholder Services, 2016 U.S. Eq-
uity Plan Scorecard Frequently Asked Questions, Q&A 10, at 8
(Nov. 20, 2015); Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 38, at
19 (Dec. 18, 2015).

For the position of Institutional Shareholder Services on
accelerated vesting of equity awards on a change-in-control,
see infra notes 229-235 and accompanying text.

under the Equity Plan Scorecard for a minimum vesting
requirement, the plan should mandate a vesting period of at
least one year that should apply to no less than 95 percent of
the shares authorized for grant. Exceptions beyond this five
percent will prevent a company from receiving credit on this
factor. Institutional Shareholder Services, 2016 U.S. Equity
Plan Scorecard Frequently Asked Questions, Q&A 25, at 14
(Nov. 20, 2015); Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 43, at
22 (Dec. 18, 2015).

See also Glass Lewis & Co., Proxy Paper Guidelines 2016
Proxy Season United States, at 29, 33 (a well-structured long-
term incentive plan should have at least one relative perfor-
mance metric that compares the company’s performance to a
relevant peer group or index, and performance periods of at
least three years; ‘‘Performance measures should be carefully
selected and should relate to the specific business/industry in
which the company operates and, especially, the key value
drivers of the company’s business’’) (it is an overarching prin-
ciple that ‘‘[s]tock grants should be subject to minimum vest-
ing and/or holding periods sufficient to ensure sustainable per-
formance and promote retention’’).

See generally Anders Melin & Caleb Melby, ‘‘Google CEO
Pichai Receives Record $199 Million Stock Grant,’’ Bloomberg
Business, Feb. 8, 2016 (‘‘Google Inc.’s Sundar Pichai is poised
to become one of the highest-paid executives of a publicly
traded company this year after parent Alphabet Inc. awarded
him restricted stock worth about $199 million. Pichai, who is
Google’s chief executive officer, received 273,328 Class C
shares on Feb. 3 that will vest in quarterly increments through
2019 if he remains on the job, according to [an SEC] filing Fri-
day from the Mountain View, California-based company.’’)
(available at www.bloomberg.com/news/articles/2016-02-08/
google-ceo-pichai-receives-record-199-million-stock-grant);
Christina Rexrode & Peter Rudegeair, ‘‘Bank of America CEO
Brian Moynihan Gets $3 Million Pay Raise,’’ WSJ.com, Feb. 12,
2016 (Bank of America Corp.’s Brian Moynihan is set to get his
biggest payday as chairman and chief executive of the firm.
Mr. Moynihan, who took the top job at the nation’s second-
largest bank by assets in 2010, is receiving a pay package
worth $16 million for 2015, most of it in the form of restricted
stock, the firm disclosed in a regulatory filing Friday. That is a
23% increase from the previous year, when he earned $13 mil-
lion. . . . Whether Mr. Moynihan receives the maximum
amount of compensation under the latest pay package depends
on hitting goals for return on assets, a profitability metric, and
growth in adjusted tangible book value. Bank of America
would need to earn an average return on assets of 0.80% over
the next three years for Mr. Moynihan to get the maximum
payout. Last year, the bank’s return on assets was 0.74%. Bank
of America calculates that at its current level of assets, it would
have to earn $50.4 billion over the next three years, an average
of $16.8 billion. In 2015, the bank earned about $16 billion.’’)
(available at www.wsj.com/articles/bank-of-america-ceo-brian-
moynihan-gets-3-million-pay-raise-1455316217).

Section 5(d) of the Model Plan provides that Awards must
use time-based vesting, or performance-based vesting, or a
combination thereof. For Awards that use time-based vesting,
the Grantee must vest in the Award no earlier than in one-third
of the Award after one year of service, an additional one-third
after two years of service, and the final one-third after three
years of service. For Awards that use performance-based vest-
ing, the minimum performance period is one year. For Awards
that use a combination of time-based vesting and
performance-based vesting, the Award must satisfy either the
minimum time-based vesting requirement, or the minimum
performance-period.

The third pillar is grant practices. This pillar considers the
grant practices of the company’s three-year average burn rate
relative to its industry and index peers; vesting schedules un-
der the CEO’s equity grants for the prior three years; the plan’s
estimated duration; the proportion of the CEO’s most recent
equity awards subject to performance conditions; a clawback
policy that covers equity awards; and post-exercise and post-
vesting shareholding requirements. Institutional Shareholder
Services, 2016 U.S. Equity Plan Scorecard Frequently Asked
Questions, Q&A 10, at 8-9 (Nov. 20, 2015); Institutional Share-
holder Services, U.S. Equity Compensation Plans Frequently
Asked Questions, Q&A 38, at 19-20 (Dec. 18, 2015).

Companies that have made an initial public offering or
emerged from bankruptcy within the prior three fiscal years
may be evaluated under an Equity Plan Scorecard model that
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regranting of shares tendered as payment for restricted stock or option exercise price; (4) the regranting of
shares tendered or withheld on option or SAR exercise
for tax withholding; (5) the regranting of shares ten-
dered or withheld on restricted stock vesting or on a
Section 83(b) election; (6) shares added back to the
plan’s share reserve that the company has repurchased
with option exercise proceeds; and (7) for stock-settled
awards, only the shares actually delivered are counted
against the plan reserve, rather than the shares subject
to the original award.57

If a plan allows SARs to be settled in either cash or
stock, Institutional Shareholder Services assumes all
SARs to be stock-settled. If the plan also provides that
only the net shares delivered with respect to an SAR
will be counted against the plan reserve, Institutional
Shareholder Services deems the plan to allow liberal
share recycling.58

In determining whether a plan uses liberal share re-
cycling, the Equity Plan Scorecard treats stock options
and full-value awards separately. If the plan permits
shares tendered to pay option exercise prices to be re-
granted, or counts only the net shares issued under
stock option and SAR awards, the liberal share
recycling-options factor will be triggered. If the plan ad-
ditionally, or alternatively, permits shares tendered or
withheld to pay taxes on the vesting or exercise of an
award, the liberal share recycling-full-value awards fac-
tor will be triggered.59

Alternative 2 of section 2(h) of the Model Plan com-
plies with the guidelines of the 2016 U.S. Equity Plan
Scorecard of Institutional Shareholder Services, and
should avoid not receiving any points under the liberal
share recycling factor.

Treatment of Restricted Stock Under Sections
83 and 409A

An important issue in an award of restricted stock is
its tax treatment under code Sections 83 and 409A. The
threshold question is whether a transfer of stock on the

includes fewer factors. In addition, neither the burn rate nor
duration factors apply for companies that have less than three
years of disclosed grant data. Institutional Shareholder Ser-
vices, 2016 U.S. Equity Plan Scorecard Frequently Asked
Questions, Q&A 9, at 7 (Nov. 20, 2015); Institutional Share-
holder Services, U.S. Equity Compensation Plans Frequently
Asked Questions, Q&A 37, at 18 (Dec. 18, 2015).

The following egregious characteristics will result in an
‘‘Against’’ recommendation regardless of any other factors un-
der the Equity Plan Scorecard: (1) a liberal change-in-control
definition that could result in vesting of awards by any trigger
other than a full double-trigger. Examples of a liberal change-
in-control definition are shareholder approval of a transaction
rather than its consummation; an unapproved change in less
than a majority of the board; an acquisition of a low percent-
age of outstanding common stock, such as less than 20 per-
cent; announcement or commencement of a tender or ex-
change offer; or any other trigger that could result in windfall
compensation without the occurrence of an actual change-in-
control; (2) for underwater options and SARs, the plan does
not require shareholder approval for their repricing, cancella-
tion and regrant, or cancellation for cash, either by expressly
permitting the action without shareholder approval for NYSE
or NASDAQ listed companies, or by not prohibiting the action
without shareholder approval when a nonlisted company has a
history of repricing; (3) the plan is a vehicle for problematic
pay practices or a pay-for-performance disconnect; or (4) if
any other plan features or company practices are detrimental
to shareholder interests; such features may include, on a case-
by-case basis, tax gross-ups related to plan awards or provi-
sion for reload options. Institutional Shareholder Services,
2016 U.S. Equity Plan Scorecard Frequently Asked Questions,
Q&A 12, at 10-11 (Nov. 20, 2015); Institutional Shareholder
Services, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 26 and 40, at 13-14 and 21-22 (Dec. 18, 2015).

For the position of proxy adviser Glass Lewis & Co. on re-
pricing, see Glass Lewis & Co., Proxy Paper Guidelines 2016
Proxy Season United States, at 33 (it is an overarching prin-
ciple that equity plans should not permit repricing of stock op-
tions; ‘‘Glass Lewis views option repricing plans and option ex-
change programs with great skepticism. Shareholders have
substantial risk in owning stock and we believe that the em-
ployees, officers, and directors who receive stock options
should be similarly situated to align their interests with share-
holder interests. We are concerned that option grantees who
believe they will be ‘rescued’ from underwater options will be
more inclined to take unjustifiable risks. Moreover, a predict-
able pattern of repricing or exchanges substantially alters a
stock option’s value because options that will practically never
expire deeply out of the money are worth far more than op-
tions that carry a risk of expiration’’).

For the positions of Institutional Shareholder Services and
Glass Lewis & Co. on proposals for plans that seek approval
for deductibility under Section 162(m), see infra notes 202-204
and accompanying text.

For the role and influence of proxy advisers, see Examin-
ing the Market Power and Impact of Proxy Advisory Firms,
Hearing Before the Subcommittee on Capital Markets and
Government Sponsored Enterprises of the Committee on Fi-
nancial Services, U.S. House of Representatives, 113th Cong.,
1st Sess., June 5, 2013, Serial No. 113-27 (available at https://
www.gpo.gov/fdsys/pkg/CHRG-113hhrg81762/pdf/CHRG-
113hhrg81762.pdf).

Tamara C. Belinfanti, ‘‘The Proxy Advisory and Corporate
Governance Industry: The Case for Increased Oversight and
Control,’’ 14 Stan. J. L. Bus. & Fin. 384 (2009); George W.
Dent, Jr., ‘‘A Defense of Proxy Advisers,’’ Mich. St. L. Rev.
1287 (2014); Asaf Eckstein, ‘‘Great Expectations: The Peril of
an Expectations Gap in Proxy Advisory Firm Regulation,’’ 40
Del. J. Corp. L. 77 (2015); Sagiv Edelman, ‘‘Proxy Advisory
Firms: A Guide for Regulatory Reform,’’ 62 Emory L. J. 1369
(2013).

David A. Katz & Laura A. McIntosh, ‘‘Important Proxy Ad-
viser Developments,’’ N.Y.L.J., Sept. 25, 2014, at 5; Michael J.
Segal, ‘‘Compensation Season 2016,’’ Harvard Law School Fo-
rum on Corporate Governance and Financial Regulation, Jan.
20, 2016 (‘‘Management and compensation committees should
understand the potential consequences of their decisions un-
der applicable ISS policies, but should not waiver in their com-
mitment to create a culture that attracts and retains talented
personnel who will contribute to the long-term success of the
company. The ISS position on a particular issue does not al-
ways serve the best interests of shareholders, and many large
institutional shareholders have disclaimed ISS as a primary
source of influence in favor of their own, internally generated
policies. . . . When seeking shareholder approval of an equity
plan, companies should understand the likely voting recom-
mendations of the proxy advisory firms, and consider whether
additional plan changes or other steps will be required to en-
sure plan approval.’’) (available at http://
corpgov.law.harvard.edu/2016/01/20/compensation-season-
2016/).

57 2016 U.S. Equity Plan Scorecard Frequently Asked Ques-
tions, Q&A 11, at 10 (Nov. 20, 2015); Institutional Shareholder
Services, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 22 and 39, at 12 and 20 (Dec. 18, 2015).

58 Institutional Shareholder Services, U.S. Equity Compen-
sation Plans Frequently Asked Questions, Q&A 23, at 12 (Dec.
18, 2015).

59 Id. at Q&A 24, at 12-13.
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date of grant occurs. If a transfer on the date of grant
occurs, Section 83 governs the tax treatment,60 and the
transfer is exempt from Section 409A.61

If a transfer on the date of grant does not occur, the
issues are: (1) whether a transfer occurs after the date
of grant and whether the transfer occurs before or after
a vesting date; and (2) whether on the service provider’s
separation from service the service recipient has a re-
demption obligation or a discretionary call right, or the
service provider has a discretionary put right.

Thus, the definition of transfer is at the heart of the
analysis. The Final Regulations rely on the definition of
transfer under Section 83.62 The regulations under Sec-
tion 83 provide that a ‘‘transfer of property occurs when
a person acquires a beneficial ownership interest in
such property (disregarding any lapse restriction, as de-
fined in § 1.83-3(i)).’’63 The grant of an option to pur-
chase property is not a transfer of the property.64

In determining whether a person acquires a benefi-
cial ownership interest, the regulations under Section
83 apply two broad criteria. The first criterion is the ex-
tent to which the terms of an arrangement are similar
to an option.65 The second criterion is whether the ar-
rangement contains terms that require the return of
property upon the happening of an event that is certain
to occur, such as the service provider’s separation from
service.66

With respect to the criterion of similarity to an op-
tion, the regulations under Section 83 provide that if the
amount paid for the property is nonrecourse debt se-
cured by the transferred property on which there is no
personal liability to pay all or a substantial part of the
indebtedness, the economic substance of the transac-
tion may be the same as the grant of an option.67 The
determination of a transaction’s substance will be based
on all the facts and circumstances. The factors to be
taken into account include: (1) the type of property in-
volved; (2) the extent to which the risk that the property
will decline in value has been transferred; and (3) the
likelihood that the purchase price will in fact be paid.68

One commentator provides the following thoughtful
analysis of how the purchase of property with nonre-
course debt is similar to an option. The option holder’s
decision of whether to exercise the option turns on
whether the underlying property’s value is greater or
less than the exercise price. If the value of the property
is greater than the exercise price, the option holder can
exercise the option for its exercise price and realize the
appreciation in the value of the property over the exer-
cise price without additional cost. If the value of the
property is less than the exercise price, the option
holder will not exercise the option and will walk away
from the transaction.69

Similarly, when a person purchases property with
nonrecourse debt, the purchaser’s decision of whether
to pay the debt turns on the property’s value. When the
property’s value is equal to or greater than the principal
amount of the nonrecourse note, the purchaser will pay
the debt and realize the appreciation in value over the
note’s principal amount without additional cost. When
the property’s value is less than the note’s principal
amount, the purchaser will not pay the debt and will
walk away from the transaction. The purchaser’s posi-
tion is similar to that of an option holder, with the prin-
cipal amount of the nonrecourse note analogous to the
option’s exercise price. In other words, if the property
declines in value neither the purchaser of property with
nonrecourse debt nor the option holder bears the risk of
loss.70

The factor of the extent to which the risk that the
property will decline in value has been transferred usu-
ally turns on whether the purchaser has any capital at

60 See Department of the Treasury, Internal Revenue Ser-
vice, Property Transferred in Connection With the Perfor-
mance of Services Under Section 83, Summary of Comments,
79 F.R. 10,663, 10,663 (Feb. 26, 2014) (‘‘While a service provid-
er’s right to receive property (or an amount in cash) in the fu-
ture upon the service provider’s involuntary separation from
service without cause may be subject to a substantial risk of
forfeiture for purposes of section 409A if the possibility of for-
feiture is substantial, a substantial risk of forfeiture under sec-
tion 83 can exist only when property is actually transferred in
connection with the performance of services. A right to receive
property in the future is generally not property for purposes of
section 83. See § 1.83-3(e). Accordingly, an involuntary sepa-
ration from service without cause cannot qualify as a substan-
tial risk of forfeiture under section 83 if property is not trans-
ferred until after the separation from service occurs. When a
transfer of property does occur, a substantial risk of forfeiture
may be established through a substantial services condition or
a condition related to the purpose of the transfer if the possi-
bility of forfeiture is substantial.’’).

61 See discussion of the requirements for exemption from
Section 409A supra notes 36-41 and accompanying text.

62 Treas. Reg. § 1.409A-1(b)(6)(i); Application of Section
409A to Nonqualified Deferred Compensation Plans, Explana-
tion of Provisions and Summary of Comments, § III.E (first
paragraph), 72 F.R. 19,234, 19,243 (April 17, 2007); see also
Regina Olshan, ‘‘Coverage,’’ in Section 409A Handbook 11,
25-27 (Regina Olshan & Erica F. Schohn eds., BNA 2010);
Erica F. Schohn, ‘‘Equity Arrangements,’’ in Section 409A
Handbook419, 452-54 (Regina Olshan & Erica F. Schohn eds.,
BNA 2010).

63 Treas. Reg. § 1.83-3(a)(1). Similarly, the Final Regula-
tions define the transfer of a share of stock under the exemp-
tions for nonqualified stock options and stock-settled SARs as
‘‘the transfer of ownership of such share, or the transfer of
substantially all the rights of ownership. Such transfer must,
within a reasonable time, be evidenced on the books of the cor-
poration. A transfer may occur even if a share of stock is sub-
ject to a substantial risk of forfeiture or is not otherwise trans-
ferable immediately after the date of exercise. A transfer does
not fail to occur merely because, under the terms of the ar-
rangement, the individual may not dispose of the share for a
specified period of time, or the share is subject to a right of
first refusal, or a right to acquire the share at the share’s fair
market value at the time of the sale.’’ Treas. Reg. § 1.409A-
1(b)(5)(vi)(F).

See also PLR 200820010 (transfer of stock did not occur
and Section 83(b) election was invalid when employer granted
employee stock under a restricted stock agreement, but subse-
quently informed the employee that the employer did not have
authorized employer stock available for grant); PLR 8028048
(transfer of stock to employees occurred when employer deliv-

ered shares to escrow agent to hold while restrictions on the
stock continued in effect).

Section 5(i) of the Model Plan contains the provisions for
implementing a grant of Restricted Stock so that a transfer on
grant occurs.

64 Treas. Reg. § 1.83-3(a)(2).
65 Treas. Reg. § 1.83-3(a)(2) and (4).
66 Treas. Reg. § 1.83-3(a)(3).
67 Treas. Reg. § 1.83-3(a)(2).
68 Id.
69 Eickman, 384-5th T.M., Restricted Property – Section 83,

at 10.
70 Id.
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risk. A purchaser who uses nonrecourse debt does not
have any risk that the property will decline in value un-
til the purchaser invests his or her capital into the trans-
action. Once the purchaser has sufficient capital at risk,
a transfer of the property occurs because the purchaser
will pay the debt to avoid losing the capital he or she
has invested if the lender were to foreclose on the prop-
erty that secures the debt on the purchaser’s default. In
this situation, even if the property declines in value, the
purchaser will pay the debt. As the purchaser pays the
debt, the risk of the decline in value of the property
shifts to the purchaser, and a transfer occurs once the
purchaser becomes the beneficial owner of the prop-
erty. The practical difficulty is determining how much
of the debt that the purchaser needs to pay before a
transfer occurs.71

The Section 83 regulations provide the following ex-
ample of how the use of nonrecourse debt affects the
determination of whether a transfer has occurred:

Example (2). On November 17, 1972, W sells to E 100
shares of stock in W corporation with a fair market value of
$10,000 in exchange for a $10,000 note without personal li-
ability. The note requires E to make yearly payments of
$2,000 commencing in 1973. E collects the dividends, votes
the stock and pays the interest on the notes. However, he
makes no payments towards the face amount of the note.
Because E has no personal liability on the note, and since E
is making no payments towards the face amount of the
note, the likelihood of E paying the full purchase price is in
substantial doubt. As a result, E has not incurred the risks
of a beneficial owner that the value of the stock will decline.
Therefore, no transfer of the stock has occurred on Novem-
ber 17, 1972, but an option to purchase the stock has been
granted to E.72

With respect to the criterion of the return of property
upon the happening of an event that is certain to occur,
its application depends on all the facts and circum-
stances.73 Factors that indicate the absence of a trans-
fer are: (1) the extent to which the conditions relating
to the transfer are similar to an option;74 (2) the extent
to which the amount to be paid to the grantee on sur-
render of the property does not approach fair market
value at the time of surrender;75 and (3) the extent to
which the grantee does not incur the risk of loss that a
beneficial owner has that the value of the property at
the time of transfer will decline substantially.76

Risk of loss is not limited to the risk that any amount
paid for the property may be lost.77 One commentator
points out that this factor means that if there is a bar-
gain element in the property at the time of grant that
the service provider can lose due to a decline in the
property’s value, the service provider has the risk of

loss of a beneficial owner.78 This risk of loss is illus-
trated by the following example:

In 2011, P grants F 1,000 shares of its common stock for $5
per share. The stock is subject to the restriction that it must
be returned to P on F’s separation from service. On separa-
tion from service, F is entitled to the greater of $5 per share,
and the fair market value of the stock at that time. The
value of the P stock in 2011 is $10 per share. Even though
F must return the stock on separation from service (the
condition is certain to occur), the IRS is likely to find a
transfer because the amount that F will receive for the P
stock approaches its fair market value. F has a risk of loss
because F can lose the bargain element at the time of grant
in 2011 of $5 per share. F cannot lose the amount paid, but
the risk of loss is broader than that in the Section 83 regu-
lations.79

The factor of payment of fair market value on surren-
der of the property is especially important in the equity
compensation arrangements of privately-held compa-
nies. These arrangements often provide that on a ser-
vice provider’s separation from service, the service re-
cipient has the obligation to redeem the stock. Alterna-
tively, these arrangements grant the service recipient a
discretionary call right to redeem the stock, or the ser-
vice provider a discretionary put right for the service re-
cipient to redeem the stock.

In determining fair market value, the nonlapse re-
striction rules under Treasury Regulation Section
§ 1.83-5(a)(1) apply.80 A nonlapse restriction not only
affects the determination of fair market value,81 it also
is a factor in showing the absence of a transfer.82

71 Id. at 11.
72 Treas. Reg. § 1.83-3(a)(7), ex. 2.
73 Treas. Reg. § 1.83-3(a)(3).
74 Treas. Reg. § 1.83-3(a)(4).
75 Treas. Reg. § 1.83-3(a)(5). For purposes of the transfer

determination, fair market value includes fair market value as
determined under the rules of Treas. Reg. § 1.83-5(a)(1) relat-
ing to the valuation of property subject to nonlapse restric-
tions. Therefore, the existence of a nonlapse restriction under
Treas. Reg. § 1.83-5(a)(1) is not a factor indicating that no
transfer has occurred. Treas. Reg. § 1.83-3(a)(5).

76 Treas. Reg. § 1.83-3(a)(6).
77 Id.

78 Eickman, 384-5th T.M., Restricted Property – Section 83,
at 12.

79 Id.
80 Treas. Reg. § 1.83-3(a)(5).
81 A nonlapse restriction is a permanent limitation on the

transferability of property that will require the transferee to
sell, or offer to sell, the property at a price determined under a
formula, and that will continue to apply to and be enforced
against the transferee or any subsequent holder (other than
the transferor). A limitation subjecting the property to a per-
manent right of first refusal in a particular person at a price
determined under a formula is a permanent nonlapse restric-
tion. Limitations imposed by registration requirements of state
or federal securities laws or similar laws imposed with respect
to sales or other dispositions of stock or securities are not non-
lapse restrictions. An obligation to resell or offer to sell prop-
erty transferred in connection with the performance of ser-
vices to a specific person or persons at its fair market value at
the time of the sale is not a nonlapse restriction. Treas. Reg.
§ 1.83-3(h). For example, an investment letter restriction is not
a nonlapse restriction, and is disregarded in determining a
share’s fair market value. Treas. Reg. § 1.83-5(c), ex. 3.

In the case of property subject to a nonlapse restriction, the
price determined under the formula price will be considered to
be the fair market value of the property unless established to
the contrary by the Commissioner, and burden of proof shall
be on the Commissioner. If stock in a corporation is subject to
a nonlapse restriction that requires the transferee to sell the
stock only at a formula price based on book value, a reason-
able multiple of earnings, or a reasonable combination thereof,
the price so determined will ordinarily be regarded as determi-
native of fair market value. However, in certain circumstances
the formula price will not be considered to be the fair market
value of the property subject to the formula price restriction,
even though the formula price restriction is a substantial fac-
tor in determining the value. For example, when the formula
price is the current book value of the stock, the book value at
some time in the future may be a more accurate measure of the
value of the stock than the current book value for purposes of
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The Section 83 regulations provide the following ex-
amples of how the service recipient’s obligation to re-
purchase stock from the service provider affects the
transfer determination:

Example (1). On January 3, 1971, X corporation sells for
$500 to S, a salesman of X, 10 shares of stock in X corpora-
tion with a fair market value of $1,000. The stock is non-
transferable and subject to return to the corporation (for
$500) if S’s sales do not reach a certain level by December
31, 1971. Disregarding the restriction concerning S’s sales
(since the restriction is a lapse restriction), S’s interest in
the stock is that of a beneficial owner and therefore a trans-
fer occurs on January 3, 1971.83

Example (3). On January 3, 1971, X corporation purports
to transfer to E, an employee, 100 shares of stock of X cor-
poration. The X stock is subject to the sole restriction that
E must sell such stock to X on termination of employment
for any reason for an amount which is equal to the excess
(if any) of the book value of the X stock at termination of
employment over book value on January 3, 1971. The stock
is not transferable by E and the restrictions on transfer are
stamped on the certificate. Under these facts and circum-
stances, there is no transfer of the X stock within the mean-
ing of section 83.84

Example (4). Assume the same facts as in example (3) ex-
cept that E paid $3,000 for the stock and that the restriction
required E upon termination of employment to sell the
stock to M for the total amount of dividends that have been
declared on the stock since September 2, 1971, or $3,000,
whichever is higher. Again, under the facts and circum-
stances, no transfer of the X stock has occurred.85

Example (5). On July 4, 1971, X corporation purports to
transfer to G, an employee, 100 shares of X stock. The stock
is subject to the sole restriction that upon termination of
employment G must sell the stock to X for the greater of its
fair market value at such time or $100, the amount G paid
for the stock. On July 4, 1971 the X stock has a fair market
value of $100. Therefore, G does not incur the risk of a ben-
eficial owner that the value of the stock at the time of trans-

fer ($100) will decline substantially. Under these facts and
circumstances, no transfer has occurred.86

Under Section 83, the tax stakes of whether a trans-
fer occurs are that a transfer enables the service pro-
vider to close the compensation element of an award of
restricted stock on a Section 83(b) election, or in the ab-
sence of a Section 83(b) election, on vesting. The clos-
ing of the compensation element results in ordinary
compensation income to the service provider,87 and a
deduction to the service recipient.88

Once the compensation element is closed and the ser-
vice provider subsequently realizes any appreciation in
the stock’s fair market value on a redemption or sale,
the amount of the appreciation realized is treated as
capital gain. Once the service provider satisfies any
holding period requirement, the gain will be long-term
capital gain taxed at favorable rates.

An important element of the Section 83 regime is the
Section 83(b) election by which service providers close
the compensation element of an award of unvested re-
stricted stock as of the date of transfer.89 In the absence
of a transfer, the Section 83(b) election is ineffective.90

When a transfer does not occur on grant but occurs
later, then as the stock vests at the time of transfer or
thereafter, the service provider recognizes ordinary
compensation income.91 As a result, any increase in fair
market value between the date of the grant and the date
of vesting will result in ordinary compensation income,
rather than capital gain.

The application of these rules is illustrated by the fol-
lowing four scenarios. Assume that a privately-held ser-
vice recipient grants restricted stock to a service pro-
vider. The service provider vests in one-third of the
stock on each anniversary of the grant. On the service
provider’s separation from service, the service recipient
must redeem the vested stock for its then fair market
value. The fair market value of the stock on grant is
$1,000, and on the first anniversary of the grant the
value of the stock is $1,100, on the second anniversary
the value is $1,200, and on the third anniversary the
value is $1,300.

Under Section 83, a transfer occurs on grant. The tax
consequences to the service provider under Section 83
are that the service provider does not recognize any in-
come on grant, recognizes ordinary compensation in-
come of $366.30 on the first anniversary of the grant,92

$555.24 of ordinary compensation income on the sec-
ond anniversary,93 and $377.86 of ordinary compensa-
tion income on the third anniversary.94

determining the fair market value of the stock at the time that
the stock becomes substantially vested. Treas. Reg. § 1.83-5(a).

82 See Riverton Inv. Corp. v. United States, 170 F. Supp. 2d
608, 1 EXC 374 (W.D. Va. 2001) (no transfer of stock occurred
on grant to employees because of a nonlapse restriction that
prevented employees from selling the stock for more than 60
percent of book value, and prohibited a sale to anyone other
than the employer).

83 Treas. Reg. § 1.83-3(a)(7), ex. 1.
84 Treas. Reg. § 1.83-3(a)(7), ex. 3. One commentator points

out that the restricted stock arrangement in this example is
similar to a performance share or phantom stock arrangement.
Both a performance share or phantom stock arrangement, and
a restricted stock arrangement, pay the service provider an in-
crease in the value of the service recipient’s stock. With a per-
formance share or phantom stock arrangement, no stock is is-
sued and the payment of the increase in value is always ordi-
nary compensation income. With a restricted stock
arrangement, beneficial ownership of stock is transferred, and
the service provider can make a Section 83(b) election to con-
vert the increase in value from ordinary compensation income
to capital gain. The criteria for determining whether a transfer
occurs seek to prevent a service provider from using a re-
stricted stock arrangement that does not transfer beneficial
ownership of the stock to convert the ordinary compensation
income in a performance share or phantom stock arrangement
to capital gain. Eickman, 384-5th T.M., Restricted Property –
Section 83, at 11 n. 76.

85 Treas. Reg. § 1.83-3(a)(7), ex. 4.

86 Treas. Reg. § 1.83-3(a)(7), ex. 5.
87 I.R.C. § 83(a); Treas. Reg. §§ 1.83-1(a)(1) and 1.83-

3(c)(4), ex. 3 and 4.
88 I.R.C. § 83(h); Treas. Reg. § 1.83-6(a)(1)-(4).
89 I.R.C. § 83(b); Treas. Reg. § 1.83-2; see also Rev. Proc.

2012-29, I.R.B. 2012-28, at 49 (July 9, 2012) (revenue proce-
dure contains sample language that may be used for making a
Section 83(b) election, and provides examples of the income
tax consequences of making the election).

90 Treas. Reg. § 1.83-2(a).
91 I.R.C. § 83(a); Treas. Reg. §§ 1.83-1(a)(1) and 1.83-

3(c)(4), ex. 3 and 4.
92 The amount of income is equal to the product of $1,100

(the fair market value of the stock on the first vesting date)
multiplied by .333 (the vesting percentage on the first vesting
date), which is $366.30.

93 The amount of income is equal to the product of the dif-
ference between $1,200 minus $366.30 (the fair market value
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If the service provider has a separation from service
on the seventh anniversary of the grant when the stock
has a fair market value of $2,000, on the mandatory re-
demption for $2,000 the service provider recognizes
long-term capital gain of $700.95

Since a transfer occurs on grant, all the transactions
are exempt from Section 409A.

If the service provider makes a Section 83(b) election
on grant, he or she would recognize the fair market
value of the stock on grant, $1,000, as ordinary compen-
sation income. The service provider would not recog-
nize any income on any of the vesting dates.96

If the service provider has a separation from service
on the seventh anniversary of the grant when the stock
has a fair market value of $2,000, on the mandatory re-
demption for $2,000 the service provider recognizes
long-term capital gain of $1,000.97 Thus, an additional
$300 in appreciation in value after the date of grant is
taxed as long-term capital gain rather than as ordinary
compensation income.

For a second scenario, assume that a privately-held
service recipient grants restricted stock to a service pro-
vider. The service provider vests in one-third of the
stock on each anniversary of the grant. On the service
provider’s separation from service, the service recipient
must redeem the vested stock for an amount equal to
the excess (if any) of the book value of the stock at
separation from service over the book value on the date
of grant. The fair market value of the stock on grant is
$1,000, and on the first anniversary of the grant the
value of the stock is $1,100, on the second anniversary
the value is $1,200, and on the third anniversary the
value is $1,300. The book value on grant is $500.

Under Section 83, no transfer occurs on grant or at
any time thereafter. Therefore, there is an unfunded
promise to pay the redemption price on separation from
service.98 Accordingly, the service provider does not

recognize any income on grant or on any vesting date.
In addition, the absence of a transfer means that the ex-
emption from Section 409A does not apply, and the ar-
rangement is subject to Section 409A.

If the service provider has a separation from service
on the seventh anniversary of the grant when the stock
has a fair market value of $2,000 and a book value of
$800, the service provider recognizes ordinary compen-
sation income of $300.99 Since separation from service
is a permissible payment event under Section 409A,100

as long as the arrangement satisfies the timing rule for
designation of permissible payment events,101 and the
timing rule for payments on separation from service,102

the arrangement satisfies Section 409A. If the arrange-
ment does not satisfy these rules, it runs afoul of Sec-
tion 409A.

Since a transfer does not occur on grant or at any
time thereafter, the service provider cannot make a Sec-
tion 83(b) election.

Alternatively, if the service recipient does not have a
redemption obligation on the service provider’s separa-
tion from service, but has a discretionary call right on
separation from service or at any time thereafter, or
during a specified window period after separation from
service, the arrangement does not satisfy the timing
rule for designation of permissible payment events, or
the timing rule for payments on separation from ser-

of the stock of $1,200 on the second vesting date minus the
amount of income previously recognized) multiplied by .666
(the vesting percentage on the second vesting date). The differ-
ence is $833.70, and the product of $833.70 multiplied by .666
is $555.24.

94 The amount of income is equal to the product of the dif-
ference between $1,300 minus $366.30 minus $555.24 (the fair
market value of $1,300 on the third vesting date minus the
amount of income previously recognized) multiplied by 1.00
(the vesting percentage on the third vesting date). The differ-
ence is $377.86, and the product of $377.86 multiplied by 1.00
is $377.86.

95 The amount of gain is equal to the difference between
$2,000 (the fair market value redemption price) and $1,300
(the sum of the amounts of income previously recognized on
the vesting dates).

96 I.R.C. § 83(b)(1); Treas. Reg. § 1.83-2(a).
97 The amount of gain is equal to the difference between

$2,000 (the fair market value redemption price) and $1,000
(the amount of income previously recognized on the Section
83(b) election).

98 Treas. Reg. § 1.451-2(a) (‘‘Income although not actually
reduced to a taxpayer’s possession is constructively received
by him in the taxable year in which it is credited to his account;
set apart for him, or otherwise made available so that he may
draw upon it at any time, or so that he could have drawn upon
it during the taxable year if notice of intention to withdraw had
been given. However, income is not constructively received if
the taxpayer’s control of its receipt is subject to substantial
limitations or restrictions. Thus, if a corporation credits its em-
ployees with bonus stock, but the stock is not available to such
employees until some future date, the mere crediting on the

books of the corporation does not constitute receipt.’’); Rev.
Rul. 60-31, 1960-1 C.B. 174 (the mere promise to pay that is not
represented by notes or secured in any way does not result in
the receipt of income by a cash method taxpayer), modified by
Rev. Rul. 70-435, 1970-2 C.B. 100.

99 The amount of the income is equal to the difference be-
tween $800 (the book value on separation from service) minus
$500 (the book value on grant).

100 I.R.C. § 409A(a)(2)(A)(i); Treas. Reg. § 1.409A-1(h)
(definition of separation from service); Treas. Reg. § 1.409A-
3(a)(1) (separation from service is a permissible payment
event for nonqualified deferred compensation).

101 A nonqualified plan of deferred compensation that does
not provide the service provider with an opportunity to elect
the time or form of payment must designate the time and form
of payment by no later than the later of the time that the ser-
vice provider first has a legally binding right to the compensa-
tion, or if later, the time that the service provider would be re-
quired under Treas. Reg. § 1.409A-2 to make such an election
if the service provider were provided with such an election.
Treas. Reg. § 1.409A-2(a)(2).

102 A plan provides for payment on separation from service
if it provides that the date of separation from service is the pay-
ment date, or specifies another payment date that is objectively
determinable and nondiscretionary at the time the event oc-
curs. A plan may also provide that a payment on separation
from service is to be made in accordance with a schedule that
is objectively determinable and nondiscretionary based on the
date that the event occurs and that would qualify as a fixed
schedule under Treas. Reg. § 1.409A-3(i)(1) if separation from
service were instead a fixed date, provided that the schedule
must be fixed at the time that the permissible payment event
of separation from service is designated. In addition, a plan
may provide that a payment, including a payment that is part
of a schedule, is to be made during a designated period objec-
tively determinable and nondiscretionary at the time the pay-
ment event occurs, but only if the designated period both be-
gins and ends within one taxable year of the service provider,
or the designated period is not more than 90 days and the ser-
vice provider does not have a right to designate the taxable
year of payment (other than an election that complies with the
subsequent deferral election rules of Treas. Reg. § 1.409A-
2(b)). Treas. Reg. § 1.409A-3(b).
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vice. As a result, the arrangement runs afoul of Section
409A. Similarly, if the service recipient does not have a
redemption obligation on the service provider’s separa-
tion from service, but the service provider has a discre-
tionary put right on separation from service or at any
time thereafter, or during a specified window period af-
ter separation from service, the arrangement does not
satisfy these rules, and runs afoul of Section 409A.

For a third scenario, assume that a privately-held ser-
vice recipient sells restricted stock with a fair market
value of $1,000 to a service provider for a $1,000 nonre-
course note. The note requires the service provider to
make annual principal payments of $200 commencing
one year after the grant. The service provider votes the
stock and pays interest on the note, but does not make
any payments of principal. The service provider vests in
one-third of the stock on each anniversary of the grant.
On the service provider’s separation from service, the
service recipient must redeem the vested stock for its
then fair market value. The fair market value of the
stock on grant is $1,000, and on the first anniversary of
the grant the value of the stock is $1,100, on the second
anniversary the value is $1,200, and on the third anni-
versary the value is $1,300.

Under Section 83, no transfer occurs on grant or at
any time thereafter. As a result, the arrangement is an
unfunded promise to pay the redemption price on sepa-
ration from service. Accordingly, the service provider
does not recognize income on grant or on any vesting
date, but on the date of receipt of payment of the re-
demption price. In addition, the absence of a transfer
means that the exemption from Section 409A does not
apply, and the arrangement is subject to Section 409A.

If the service provider has a separation from service
on the seventh anniversary of the grant when the stock
has a fair market value of $2,000, the service provider
recognizes ordinary compensation income of $2,000.
Since separation from service is a permissible payment
event under Section 409A, as long as the arrangement
satisfies the timing rule for designation of permissible
payment events, and the timing rule for payments on
separation from service, it satisfies Section 409A. If the
arrangement does not satisfy these rules, it runs afoul
of Section 409A.

Since a transfer does not occur on grant or at any
time thereafter, the service provider cannot make a Sec-
tion 83(b) election.

Alternatively, if the service recipient does not have a
redemption obligation on the service provider’s separa-
tion from service, but has a discretionary call right on
separation from service or at any time thereafter, or
during a specified window period after separation from
service, the arrangement does not satisfy the timing
rule for designation of permissible payment events, or
the timing rule for payments on separation from ser-
vice. As a result, the arrangement runs afoul of Section
409A. Similarly, if the service recipient does not have a
redemption obligation on the service provider’s separa-
tion from service, but the service provider has a discre-
tionary put right on separation from service or at any
time thereafter, or during a specified window period af-
ter separation from service, the arrangement does not
satisfy these rules, and runs afoul of Section 409A.

For the final scenario, assume that a privately-held
service recipient sells restricted stock with a fair market
value of $1,000 to a service provider for a $1,000 nonre-
course note. The note requires the service provider to

make a principal payment of $500 on the fifth anniver-
sary of the grant, and $500 on the tenth anniversary of
the grant. On the service provider’s separation from
service, the payments of principal are accelerated pro-
rata based on the service provider’s then vested per-
centage. The service provider votes the stock and
makes annual payments of interest, and timely makes
the $500 principal payment on the fifth anniversary. On
the service provider’s separation from service, the ser-
vice recipient must redeem the vested stock for its then
fair market value.

The service provider vests in one-third of the stock on
each anniversary of the grant. The fair market value of
the stock on grant is $1,000, and on the first anniversary
of the grant the value of the stock is $1,100, on the sec-
ond anniversary the value is $1,200, and on the third an-
niversary the value is $1,300. The fair market value on
the fifth anniversary is $1,700.

The IRS can take the position that under Section 83
no transfer occurs on grant, and a transfer occurs on
the fifth anniversary of the grant when the service pro-
vider makes the $500 principal payment. Since the
transfer occurs after vesting, the service provider recog-
nizes ordinary compensation income of $1,700 on the
fifth anniversary. If the service provider has a separa-
tion from service on the seventh anniversary of the
grant when the stock has a fair market value of $2,000,
on the mandatory redemption for $2,000 the service
provider recognizes long-term capital gain of $300.103

On separation from service the service provider also
has the obligation to make the remaining principal pay-
ment of $500.

Under Section 409A, the IRS can take the position
that the arrangement is a promise to transfer vested
stock. Although the arrangement is not exempt from
Section 409A as a transfer of property, the parties can
take the position that the arrangement is exempt from
Section 409A as a short-term deferral.104 The short-
term deferral exemption should apply because the ser-
vice provider recognizes income on the transfer of the
vested stock.105

When the arrangement is exempt from Section 409A,
if the service recipient has a discretionary call right on
separation from service or at any time thereafter, or
during a specified window period after separation from
service, there should not be any violation of Section
409A. Similarly, if the service provider has a discretion-
ary put right on separation from service or at any time
thereafter, or during a specified window period after
separation from service, there should not be any viola-
tion of Section 409A.

Alternatively, the arrangement provides for 100 per-
cent cliff vesting on the eighth anniversary of the grant
when the stock has a fair market value of $2,100. The
service provider has a separation from service on the
tenth anniversary of the grant when the stock has a fair
market value of $2,500. Again, the IRS can take the po-

103 The amount of gain is equal to the difference between
$2,000 (the fair market value redemption price) and $1,700
(the amount of income previously recognized on the transfer
of the vested stock).

104 See Erica F. Schohn, ‘‘Equity Arrangements,’’ in Section
409A Handbook 419, 454 (Regina Olshan & Erica F. Schohn
eds., BNA 2010).

105 See discussion of the short-term deferral exemption in-
fra notes 243-257 and accompanying text.
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sition that under Section 83 no transfer occurs on grant,
and a transfer occurs on the fifth anniversary of the
grant when the service provider makes the $500 princi-
pal payment. Since the stock is unvested on transfer,
the service provider does not recognize any income at
that time. On vesting on the eighth anniversary of the
grant, the service provider recognizes ordinary com-
pensation income of $2,100. On the mandatory redemp-
tion for $2,500 on separation from service, the service
provider recognizes capital gain of $400.106 On separa-
tion from service the service provider also has the obli-
gation to make the remaining principal payment of
$500.

If the service provider makes a Section 83(b) election
when the transfer occurs on the fifth anniversary, the
service provider recognizes ordinary compensation in-
come of $1,700. The service provider does not recognize
any income on vesting on the eighth anniversary of the
grant. On the mandatory redemption for $2,500 on
separation from service, the service provider recognizes
capital gain of $800.107 Thus, an additional $400 in ap-
preciation in value after the date of transfer is taxed as
long-term capital gain rather than ordinary compensa-
tion income.

Under Section 409A, the IRS can take the position
that the arrangement is a promise to transfer unvested
stock. The parties can take the position that the ar-
rangement is exempt from Section 409A as a transfer of
property, and also as a short-term deferral.108 The
short-term deferral exemption should apply because
the service provider recognizes income on vesting of
the previously transferred stock.109

When the arrangement is exempt from Section 409A,
if the service recipient has a discretionary call right on
separation from service or at any time thereafter, or
during a specified window period after separation from
service, there should not be any violation of Section
409A. Similarly, if the service provider has a discretion-
ary put right on separation from service or at any time
thereafter, or during a specified window period after
separation from service, there should not be any viola-
tion of Section 409A.

Eligible Issuer of Service Recipient Stock
‘‘Eligible issuer of service recipient stock’’ means the

corporation to which the service provider provides ser-
vices on the date of grant, or a parent corporation of
that corporation.110 Section 4(a) of the Model Plan sat-

isfies this requirement by providing for the grant of
nonqualified stock options and SARs for the Company’s
common stock to service providers to the Company or a
Related Entity (as defined in section 25(nn) of the
Model Plan) on the Grant Date.

Since the date for determining the status of an eli-
gible issuer of service recipient stock is the date of
grant, the definition of the date of grant is important.
The Final Regulations define the date of grant as the
date on which the granting corporation completes the
corporate action necessary to create the legally binding
right constituting the stock right.111 This action is not
considered complete until the date on which the maxi-
mum number of shares that can be purchased under the
stock right and the minimum exercise price are fixed or
determinable, and the class of underlying stock and the
identity of the service provider are designated.112 Sec-

106 The amount of gain is equal to the difference between
$2,500 (the fair market value redemption price) and $2,100
(the amount of income previously recognized on vesting).

107 The amount of gain is equal to the difference between
$2,500 (the fair market value redemption price) and $1,700
(the amount of income previously recognized on the Section
83(b) election).

108 See Erica F. Schohn, ‘‘Equity Arrangements,’’ in Section
409A Handbook 419, 453-54 (Regina Olshan & Erica F. Schohn
eds., BNA 2010).

109 See discussion of the short-term deferral exemption in-
fra notes 243-257 and accompanying text.

110 Treas. Reg. § 1.409A-1(b)(5)(iii)(E)(1). A parent means a
member in a single chain of corporations that owns at least 50
percent of the voting power or value of all classes of stock of
another member in the chain. In addition, when there are le-
gitimate business criteria, a 20 to 50 percent ownership test is
permissible. Whether there are legitimate business criteria is

based on the facts and circumstances, focusing primarily on
whether there is a sufficient nexus between the service pro-
vider and the issuer of the stock right so that the grant serves
a legitimate nontax business purpose other than simply pro-
viding compensation to the service provider that is exempt
from I.R.C. § 409A. Id.

The requirement that the issuer of the stock right be the
corporation to which the grantee provides services on the date
of grant or a parent of this corporation does not prevent sub-
sequent transfers of the stock right by the grantee. The Final
Regulations provide that when the grantor corporation exer-
cises discretion specifically reserved to it under a stock right
with respect to the stock right’s transferability, a modification
of the stock right does not occur. Treas. Reg. § 1.409A-
1(b)(5)(v)(B). A modification results in the grant of a new
stock right that must satisfy the requirements for exemption
anew. Treas. Reg. § 1.409A-1(b)(5)(v)(A). See definition of
modification infra note 124.

Section 5(h)(iii) of the Model Plan grants the Administra-
tor the discretion to permit transfers of Nonqualified Stock Op-
tions, SARs, and Restricted Stock by lifetime gift to members
of the Grantee’s Immediate Family, or by domestic relations
order to members of the Grantee’s Immediate Family.

Under the incentive stock option rules, transfers are not
permitted other than by will or the laws of descent and distri-
bution. I.R.C. § 422(b)(5); Treas. Reg. §§ 1.421-1(b)(2) and
1.422-2(a)(2)(v). Section 5(h)(i)-(ii) and (iv)-(v) of the Model
Plan satisfies this requirement.

The incentive stock option regulations also permit a pledge
of the stock purchasable under an option as security for a loan
that is used to pay the option price. Treas. Reg. § 1.421-1(b)(2).
In addition, the transfer of an option to a trust is permissible if,
under I.R.C. § 671 and applicable state law, the transferor is
considered the sole beneficial owner of the option while held
in the trust. Id. Finally, if an option is transferred incident to
divorce (within the meaning of I.R.C. § 1041), or pursuant to a
domestic relations order, the option no longer qualifies as an
incentive stock option as of the date of the transfer. Id.

111 Treas. Reg. § 1.409A-1(b)(5)(vi)(B)(1) and (H).
112 Id. The regulation also states that if the corporate action

provides for an immediate offer to sell stock to a service pro-
vider, or specifies a date on which the offer is to be made, the
date of grant is the date of the corporate action (in the case of
an immediate offer), or the date specified for the offer. An un-
reasonable delay in notifying the service provider of the offer
will be considered as indicating that the corporation made the
offer on the subsequent date it gave notice. Id. If the fair mar-
ket value of the underlying stock increases between the date of
the corporate action and the date of the notice, and the stock
right uses the fair market value on the date of the corporate
action as the exercise price, a violation of I.R.C. § 409A would
occur. Accordingly, when a service recipient grants a stock
right, it should promptly notify the grantee. See Chief Counsel
Advice 201521013 (when an option agreement and the parent
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tion 25(x) of the Model Plan uses this definition to de-
fine Grant Date.

Under the definition of eligible issuer of service re-
cipient stock, nonqualified stock options for subsidiary
stock cannot be granted to the service providers of a
parent. Under the incentive stock option rules, incen-
tive stock options for subsidiary stock can be granted to
employees of a parent.113 Accordingly, section 4(b) of
the Model Plan provides for grants of Incentive Stock
Options for subsidiary stock to a Parent’s employees (as
defined in section 25(kk)). If an incentive stock option
held by an employee of a Parent no longer qualifies as
an incentive stock option and becomes a nonqualified
stock option, that option is not granted by an eligible is-
suer of service recipient stock, and the IRS can take the
position that a violation of Section 409A has occurred.

The $100,000 per year first exercisable limitation for
incentive stock options114 can cause the loss of qualifi-
cation as an eligible issuer of service recipient stock.
Under this limitation, options are not treated as incen-
tive stock options to the extent that the aggregate fair
market value of stock with respect to which incentive
stock options are exercisable for the first time during
any calendar year exceeds $100,000. Fair market value
is determined as of the date of grant of the incentive
stock option.115 When the grantee holds more than one
incentive stock option, the options are taken into ac-
count in the order granted, with the options granted
first accorded incentive stock option status.116

corporation’s approval of the plan and option provided for the
grant of the option to be made on a particular date, the option
did not provide for an immediate grant, but a grant on the date
provided in the option agreement).

See also In re Lehman Bros. Inc., 541 B.R. 45, 93, 2015 BL
332751 (Bankr. S.D.N.Y. 2015) (compensation payable in
RSU’s was subject to subordination under Section 510(b) of
the Bankruptcy Code; ‘‘[A]s the LBHI Compensation Commit-
tee’s July 1, 2008 and September 3, 2008 resolutions make
clear, as of the Filing Date [September 19, 2008], no Lehman
employee had any legal right to receive RSUs. Rather, the
Claimants were eligible to receive a number of RSUs deter-
mined by dividing the percentage of 2008 total compensation
that the LBHI Compensation Committee, in its discretion, de-
termined would be payable in RSUs by the closing price of
LBHI common stock on the Year-end Grant Date to be selected
by the LBHI Compensation Committee. Until the LBHI Com-
pensation Committee selected a Year-end Grant Date, thereby
converting a percentage of 2008 compensation into an entitle-
ment to a fixed number of RSUs, the reward of an increase in
LBHI’s stock price would not accrue to Claimants as it would
to an LBHI shareholder. Instead, an increase in LBHI’s stock
price simply meant that, when the LBHI Compensation Com-
mittee did select a Year-end Grant Date, the grant price would
be higher and the Claimant would therefore receive fewer
RSUs.’’) (footnote omitted).

If the corporation imposes a condition on granting a stock
right (as distinguished from a condition governing the exercise
of the stock right), that condition will generally be given effect.
However, if the grant of a stock right is subject to approval by
shareholders, the date of grant will be determined as if the
stock right had not been subject to this approval. A condition
that does not require corporate action, such as approval of, or
registration with, a regulatory or government agency (for ex-
ample, a stock exchange or the SEC), is usually considered a
condition on the exercise of the stock right unless the corpo-
rate action clearly indicates that the stock right is not to be
granted until that condition has been satisfied. Treas. Reg.
§ 1.409A-1(b)(5)(vi)(B)(2) and (H). In general, a condition im-
posed on the exercise of a stock right will not operate to make
the grant of that stock right ineffective. Treas. Reg. § 1.409A-
1(b)(5)(vi)(B)(3) and (H).

The incentive stock option regulations contain a similar
definition of the date of grant. Treas. Reg. § 1.421-1(c).

Stock rights intended to be exempt from I.R.C. § 409A are
eligible for correction of the operational failure of an exercise
price erroneously established at less than the fair market value
of the underlying stock on the date of grant. Notice 2008-113,
2008-2 C.B. 1305, §§ IV.D and V.E. Before the stock right is ex-
ercised and not later than the last day of the service provider’s
taxable year in which the service recipient granted the stock
right, the exercise price may be corrected by resetting it to an
amount not less than the fair market value of the underlying
stock on the date of grant. 2008-2 C.B. 1305, § IV.D. In addi-
tion, for service providers who are not insiders during the ser-
vice provider’s taxable year of the date of grant or during the
immediately following taxable year, the exercise price may be
corrected as follows. Before the stock right is exercised and
not later than the last day of the service provider’s taxable year
immediately following the service provider’s taxable year in
which the service recipient granted the stock right, the exer-
cise price is reset to equal or exceed the fair market value of
the underlying stock on the date of grant, and at all times be-
fore the increase in the exercise price the stock right otherwise
would not have provided for a deferral of compensation. Id. at
§ V.E. An ‘‘insider’’ means: (1) a director or officer of the ser-
vice recipient; or (2) the direct or indirect beneficial owner of
more than 10 percent of any class of equity security of the ser-
vice recipient. These determinations are to be made in accor-
dance with the rules of the SEC under Section 16 the Securi-
ties Exchange Act of 1934, as amended, 15 U.S.C. § 78p (the
‘‘Act’’), without regard to whether the service recipient has any

class of equity securities registered under Section 12 of the
Act. See 17 C.F.R. § 240.16a-1(a) and 17 C.F.R. § 240.16a-1(f)
(definition of beneficial owner and officer). In the case of a ser-
vice recipient that is not a corporation, these rules are applied
by analogy. Notice 2008-113, 2008-2 C.B. 1305, § III.G.

The relief under Notice 2008-113 applies only to opera-
tional failures that are inadvertent and unintentional. Id. at
§ III.D. The Notice elliptically defines an inadvertent and unin-
tentional operational failure as a failure to comply with plan
provisions that satisfy the requirements of I.R.C. § 409A(a), or
an inadvertent unintentional failure to follow the requirements
of I.R.C. § 409A(a) in practice, due to one or more inadvertent
and unintentional errors in the operation of the plan. Id.

In addition, the service recipient must take commercially
reasonable steps to avoid having the operational failure recur.
If the same or a substantially similar operational failure has oc-
curred previously, the relief will be unavailable for any taxable
year of the service provider beginning after Dec. 31, 2009, un-
less the service recipient or service provider demonstrates that
the service recipient had established practices and procedures
reasonably designed to ensure that such an operational failure
would not recur and had taken commercially reasonable steps
to avoid having the operational failure recur, and the opera-
tional failure occurred despite the service recipient’s diligent
efforts. Id. at § III.B.

The relief under Notice 2008-113 is unavailable if a federal
income tax return of the service provider at issue for the ser-
vice provider’s taxable year in which the operational failure oc-
curred is under examination with respect to the plan. An indi-
vidual service provider is treated as under examination with
respect to the plan if the individual is under examination with
respect to the individual’s federal income tax return (for ex-
ample, Form 1040) for the taxable year. Id. at § III.C.

Finally, Notice 2008-113 contains information and report-
ing requirements. Id. at § IX.

113 I.R.C. § 422(a)(2).
114 I.R.C. § 422(d); Treas. Reg. § 1.422-4(a).
115 I.R.C. § 422(d)(3); Treas. Reg. § 1.422-4(b)(2).
116 I.R.C. § 422(d)(2).
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For example, on July 1, 2012, ABC grants an em-
ployee of a parent an incentive stock option for 1,000
shares of ABC common stock with a fair market value
of $90 per share. Half of the shares vest on July 1, 2013,
and the remainder vests on July 1, 2014. The shares that
vest on July 1, 2013 are valued at $45,000, and they all
qualify as an incentive stock option. On July 1, 2013,
ABC grants that parent employee an option for an addi-
tional 1,000 shares of ABC common stock with a fair
market value of $100 per share; those shares vest on
July 1, 2014. The remaining 500 shares from the July 1,
2012 grant that vest on July 1, 2014 are valued at
$45,000, and they all qualify as an incentive stock op-
tion. But only the portion of the shares from the July 1,
2013 grant that vest on July 1, 2014 with a value of
$55,000 qualifies as an incentive stock option. The re-
maining shares, with a value of $45,000, do not qualify
and become a nonqualified stock option. Since the
stock is subsidiary stock, the IRS can take the position
that a violation of Section 409A has occurred.

In addition, the service recipient and service provider
will not always know on the date of grant whether an
option runs afoul of the $100,000 limitation. If the ser-
vice recipient accelerates vesting of the option after the
date of grant, the option can lose its status as an incen-
tive stock option on the date of acceleration. For ex-
ample, assume that in the previous example the second
grant provides for vesting on July 1, 2015. If on June 1,
2014 the service recipient accelerates vesting from July
1, 2015 to July 1, 2014, the same result as in the previ-
ous example occurs.117

If vesting is accelerated, the parties can take the po-
sition that since the eligible issuer of service recipient
stock is determined on the date of grant, and on that
date the exemption for incentive stock options applied,
no violation occurred. But this is uncharted territory, so
relying on this position is risky business.

Moreover, the IRS has two anti-abuse rules in its ar-
senal. First, the Final Regulations contain an anti-abuse
rule for an eligible issuer of service recipient stock. An
eligible issuer of service recipient stock does not in-
clude any corporation within a group of entities treated
as a single service recipient if a purpose of that owner-
ship structure, or a purpose of a significant transaction
between two or more entities comprising that single
service recipient, was to provide deferred compensation
that was not subject to Section 409A.118

Second, the Final Regulations contain a general anti-
abuse rule. If a principal purpose of a plan is to achieve
a result with respect to the deferral of compensation
that is inconsistent with the purposes of Section 409A,
the Commissioner may treat the plan as a nonqualified
deferred compensation plan under Section 409A and
the Final Regulations.119

Section 20(e)(iii) of the Model Plan addresses these
scenarios by providing that if as a result of the conver-
sion of an Incentive Stock Option to a Nonqualified
Stock Option, the Option would no longer satisfy the re-
quirements of Section 409A or any exemption thereto,
the Incentive Stock Option will terminate on the date
that it no longer qualifies as an Incentive Stock Option.

‘‘Service recipient stock’’ means a class of stock that,
as of the date of grant, is common stock of an eligible
issuer under code Section 305.120 Service recipient
stock does not include a class of stock that has any pref-
erence as to distributions other than distributions on
liquidation.121 Section 25(yy) of the Model Plan defines
‘‘Share’’ as a share of common stock.

In addition, service recipient stock acquired on exer-
cise of the stock right does not include stock that is sub-
ject to a mandatory repurchase obligation (other than a
right of first refusal), or that is subject to a put or call
right that is not a lapse restriction under Treasury
Regulation Section 1.83-3(i), when the purchase price
under the right or obligation is based on a measure
other than fair market value determined by disregard-
ing lapse restrictions under Treasury Regulation Sec-
tion 1.83-3(i).122 Section 5(c) of the Model Plan satisfies
this requirement.

117 If an incentive stock option is not immediately exercis-
able in full, changing its terms to accelerate the exercise date
for all or any portion of the option would not be a modification
treated as the grant of a new option that must satisfy the re-
quirements for an incentive stock option anew. In addition, a
modification does not occur if a provision accelerating the ex-
ercise date is removed before the year when it would otherwise
have been triggered. For example, if an acceleration provision
is timely removed to avoid exceeding the $100,000 limitation,
a modification does not occur. Treas. Reg. § 1.424-1(e)(2) and
(4)(ii).

118 Treas. Reg. § 1.409A-1(b)(5)(iii)(E)(3).
119 Treas. Reg. § 1.409A-1(a)(1).

120 Treas. Reg. § 1.409A-1(b)(5)(iii)(A). The incentive stock
option rules permit common stock and preferred stock. I.R.C.
§ 422(b). Thus, if an incentive stock option for preferred stock
loses its status as an incentive stock option, such as by running
afoul of the $100,000 per year first exercisable limitation, the
IRS can take the position that a violation of I.R.C. § 409A has
occurred.

121 Treas. Reg. § 1.409A-1(b)(5)(iii)(A).
122 Id. The Final Regulations do not require that an award

of restricted stock be subject to a mandatory repurchase obli-
gation, or put or call right, at a price equal to fair market value.
Treas. Reg. § 1.409A-1(b)(6). However, the IRS did not provide
service recipients and service providers with a pass on this is-
sue. The use of a repurchase price of other than fair market
value raises the issue under the Section 83 regulations of
whether a transfer of stock from the service recipient to the
service provider has occurred. See discussion of the transfer
issue supra notes 60-109 and accompanying text.

For the Delaware common law of contracts governing the
exercise of a put or call right, see Nemec v. Shrader, 991 A.2d
1120, 1127, 2010 BL 79114, 8 EXC 10 (Del. 2010) (en banc)
(pursuant to the redemption right granted to Booz Allen in the
Officers Stock Rights Plan, Booz Allen redeemed the shares of
retired shareholders in April 2008 for book value of $162.46
per share; sale of Booz Allen’s government consulting business
to The Carlyle Group for over $700 per share closed on July 31,
2008; redemption for book value added nearly $60 million to
the sale proceeds received by the current working sharehold-
ers; since redemption was made pursuant to a contractual
right, Booz Allen did not breach any implied covenant of good
faith and fair dealing; contractually negotiated put and call
rights are intended to be exercised at the time that is most ad-
vantageous to the party invoking the right; ‘‘The fact that some
directors were in the group of working stockholders who re-
ceived a pro rata share of the $60 million did not make it an
interested transaction because those director stockholders re-
ceived the same pro rata benefit as all other stockholders simi-
larly situated. The directors made a rational business judgment
to exercise the Company’s contractual right for the $60 million
benefit to all working stockholders rather than to take no ac-
tion and be accused of favoritism to the retired stockholders.’’)
(footnote omitted).

PECO Logistics, LLC v. Walnut Inv. Partners, L.P., No.
9978–CB, 2015 BL 430372 (Del. Ch. Dec. 30, 2015) (LLC Agree-
ment provided that upon exercise of a put right by holders of
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preferred units, the company had to select a nationally recog-
nized valuation firm to determine the fair market value of their
units in accordance with the valuation methodology set forth
in the LLC Agreement; LLC Agreement also provided that the
company and holders were bound by the determination of the
valuation firm; when holders of preferred units exercised their
put, they reserved all rights with respect to the determination
of fair market value, the right to participate in the determina-
tion, the right to provide information to and confer with the
valuation firm, and the right to object to the valuation firm’s
determination; court held that under the LLC Agreement, the
holders of the preferred units did not have these rights; court
also held that an enforceable modification of the LLC Agree-
ment that granted the holders with these new rights did not oc-
cur upon exercise of the put because of the lack of consider-
ation for any modification; all the holders did was reserve pre-
existing rights they purported to but did not have with respect
to the determination of value without giving up anything in re-
turn; in addition, there was no new benefit given to the com-
pany); Clean Harbors, Inc. v. Safety-Kleen, Inc., No. 6117-
VCP, 2011 BL 313566 (Del. Ch. Dec. 9, 2011) (option agree-
ment between company [Safety-Kleen, a thinly-traded, private
company] and former senior employees gave the company a
call right to repurchase shares acquired on exercise of the op-
tion at a purchase price per share equal to the ‘‘Fair Market
Value of such Share;’’ equity compensation plan defined Fair
Market Value as ‘‘the fair market value of a Share as deter-
mined by the Committee in its good faith discretion, taking
into account such factors as it deems appropriate;’’ former em-
ployees had twelve months after termination of employment to
exercise their options, but lacked the funds necessary to pay
the exercise price; shortly before the options expired, the em-
ployees sold their option shares to a potential acquiror [Clean
Harbors, a competitor of Safety-Kleen] of the company for
$7.50 per share; company immediately exercised its call right
for $7.50 per share, and potential acquiror sued the company
and its board alleging that the board’s determination of $7.50
per share as the fair market value was not made in good faith,
and that the shares had a substantially higher value; court
found that the use of the language ‘‘such Share’’ in the option
agreement ‘‘could be read to mean that the share being valued
is the actual share being called, which in this case arguably in-
volves the valuation of shares with embedded call rights;’’ in
addition, because the company would be exercising the call
right, any share it called would be held free and clear of any
future call rights; accordingly, it was conceivable that the po-
tential acquiror could prove that the parties intended to re-
quire the company to determine fair market value without re-
gard to any call right; however, under the option agreement,
the company had the right to restrict the former employees’
sale of shares to a third-party by requiring that the purchaser
acquire the shares subject to the same call rights attached to
the shares in the hands of the former employees; it was also
reasonable to infer that the potential acquiror took the call
rights into consideration in agreeing to pay a price of $7.50 per
share, because under the option agreement the stock it was
purchasing would be so encumbered; ‘‘In contrast, once
Safety-Kleen acquired the Shares, the call rights would be im-
material to the Shares’ value because only Safety-Kleen could
exercise those rights. By invoking its call rights, therefore,
Safety-Kleen expected to receive shares with a value to Safety-
Kleen equivalent to unrestricted shares of its own common
stock. In those circumstances, it is at least conceivable that the
parties intended to require Safety-Kleen to determine the fair
market value of such unencumbered shares, and not shares
burdened by call rights;’’ since the option agreement and plan
were ambiguous as to the purchase price under the call right,
the court had to consider extrinsic evidence).

See also Aviva F. Diamant, Christopher Ewan, Steven J.
Steinman & Gail Weinstein, ‘‘PECO v. Walnut: Firm Valua-
tion,’’ Harvard Law School Forum on Corporate Governance

and Financial Regulation, Jan. 19, 2016 (‘‘A company, if it re-
ceives a put exercise notice that includes conditions that are
not provided for in the underlying agreement (or includes
other terms that do no track the agreement) should consider
rejecting the put exercise as ineffective. The issues in PECO
would have been avoided had the agreement been explicit that
the Investors could not invoke conditions to the exercise of the
put and that exercise of the put would be irrevocable. A put
holder should seek to include in the underlying agreement the
rights (if any) that will apply to the put (including, for example,
knowing the valuation before having to decide whether to ex-
ercise the put).’’) (available at http://corpgov.law.harvard.edu/
2016/01/19/peco-v-walnut-firm-valuation/).

Cf. Blaustein v. Lord Baltimore Capital Corp., 84 A.3d 954,
2014 BL 32671 (Del. 2014) (en banc) (shareholder agreement
for closely-held corporation provided that ‘‘the Company may
repurchase Shares upon terms and conditions agreeable to the
Company and the Shareholder who owns the Shares to be re-
purchased,’’ and that any repurchase had to be approved by a
majority of the directors or 70% of the shareholders; since the
parties considered whether, and on what terms, minority
shareholders would be able to have their stock repurchased,
and the shareholder agreement did not contain any promise of
a ‘‘full value’’ price, the implied covenant of good faith and fair
dealing did not apply to require good faith negotiation of
shareholder redemption proposals).

See generally Mohsen Manesh, ‘‘Express Contract Terms
and the Implied Contractual Covenant of Delaware Law,’’ 38
Del. J. Corp. L. 1, 45-46, 48-49 (2013) (‘‘[E]very contract right,
in a sense, creates for the rightholder a discretionary power.
But the focus on discretion is misleading. It suggests that dis-
cretionary power, or the vulnerability created by mere discre-
tion, justifies the application of the Implied Covenant [the im-
plied covenant of good faith and fair dealing]. The Implied
Covenant does not apply to discretionary power per se. Rather,
whether it is the broad discretion to control significant aspects
of a contractual relationship, or the discretion to exercise an
expressly specified right, if the Implied Covenant applies, it is
because there is a gap in the contract as to the parties’ expec-
tation – that is, no express term defining the scope of that dis-
cretion. . . . [A]s with all judicially inferred expectations, the
construed obligation of good faith may be displaced by the par-
ties’ express agreement. Thus, motives become irrelevant
when parties fill the gap of their contract by articulating the
scope of the express right in question. In such cases, the
court’s equitable intuitions succumb to the parties’ bargained-
for expectations. The Implied Covenant, after all, protects each
party’s reasonable expectations; it does not require good faith
intentions.’’) (footnotes omitted).

Although the court in Clean Harbors did not address any
issues under I.R.C. § 409A, the facts of Clean Harbors raise
these issues. For stock not readily tradable on an established
securities market, the I.R.C. § 409A exemption for nonquali-
fied stock options requires that the stock be valued by the
‘‘reasonable application of a reasonable valuation method.’’
Treas. Reg. § 1.409A-1(b)(5)(iv)(B). This is a higher standard
than good faith. Application of Section 409A to Nonqualified
Deferred Compensation Plans, Explanation of Provisions and
Summary of Comments, § III.D.4.a, 72 F.R. 19,234, 19,240
(April 17, 2007). Since the plan in Clean Harbors used a good
faith standard, the IRS could take the position that the plan did
not satisfy the I.R.C. § 409A exemption.

In addition, since the purchase price under the call right in
Clean Harbors was not based on a formula, it was a lapse re-
striction. I.R.C. § 83(d)(1); Treas. Reg. §§ 1.83-3(h)-(i) and 1.83-
5(a) and (c), ex. 3 (employee’s agreement to hold shares solely
for investment purposes and not for resale was a lapse restric-
tion). Accordingly, to satisfy the I.R.C. § 409A exemption, the
shares underlying the option were not subject to the rule that
when shares are subject to a call right that is a nonlapse re-
striction under Treas. Reg. § 1.83-3(i), the purchase price must
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Section 6(b)-(c) of the Model Plan satisfies the re-
quirement that the exercise price of an option or SAR
be the fair market value of the underlying stock on the
Grant Date. The Final Regulations provide rules for de-
termining the fair market value of stock readily tradable
on an established securities market,123 and stock that is

be the fair market value determined by disregarding lapse re-
strictions. Treas. Reg. § 1.409A-1(b)(5)(iii)(A). Once this rule
does not apply, the Final Regulations provide that in determin-
ing the fair market value of stock not readily tradeable on an
established securities market, control premiums and discounts
for lack of marketability are factors to be considered under a
reasonable valuation method. Treas. Reg. § 1.409A-
1(b)(5)(iv)(B)(1).

See discussion of the standard of the reasonable applica-
tion of a reasonable valuation method for privately-held com-
panies infra note 124.

123 Treas. Reg. § 1.409A-1(b)(5)(iv)(A); Treas. Reg.
§ 1.409A-1(b)(5)(vi)(G). An ‘‘established securities market’’
means an established securities market under Treas. Reg.
§ 1.897-1(m). Treas. Reg. § 1.409A-1(k). Under Treas. Reg.
§ 1.897-1(m), an established securities market means: (1) a na-
tional securities exchange that is registered under section 6 of
the Securities Exchange Act of 1934, as amended, 15 U.S.C.
78f; (2) a foreign national securities exchange that is officially
recognized, sanctioned, or supervised by government author-
ity; or (3) any over-the-counter market. An over-the-counter
market is any market that uses an interdealer quotation sys-
tem. An ‘‘interdealer quotation system’’ is any system of gen-
eral circulation to brokers and dealers that regularly dissemi-
nates quotations of stocks and securities by identified brokers
or dealers, other than by quotation sheets that are prepared
and distributed by a broker or dealer in the regular course of
business and that contain only quotations of that broker or
dealer. The definition of Securities Market in section 25(ww)
of the Model Plan is consistent with the regulatory definition.

See also Chief Counsel Advice 201603025 (under Treas.
Reg. § 1.409A-1(b)(5)(vi)(G), stock is treated as readily trade-
able if it is regularly quoted by brokers or dealers making a
market in the stock; therefore, stock is readily tradeable if bro-
kers or dealers make the stock available to trade by listing it
on an established securities market; the readily tradeable stan-
dard requires only the ability to buy and sell through a third-
party; under Treas. Reg. § 1.409A-1(b)(5)(iv)(A), it is not nec-
essary that stock actually exchange hands on the trading date,
but rather only that there are actual transactions in the stock
on the trading date; even assuming that only contracts to pur-
chase the stock were actually purchased on the grant date, the
contracts provided for the transfer of stock; the buyers were

contractually obligated to complete their when-issued pur-
chases of stock if the [redacted data] occurred, and the
[redacted data] had already occurred on the grant date before
the over-the-counter market opened for that trading date; the
buyers were contractually obligated to pay the auction price
that applied at the time that they purchased the stock on the
grant date regardless of the auction prices of the stock on the
settlement date); Chief Counsel Advice 201521013 (nonstatu-
tory stock option was a nonqualified deferred compensation
plan subject to I.R.C. § 409A when the option’s exercise price
was less than the fair market value of common stock that was
traded on a when-issued basis on an over-the-counter market
on the grant date; a when-issued trade is made between a
seller and a buyer contingent on the stock’s actual issuance;
under Treas. Reg. § 1.409A-1(b)(5)(iv)(A), when the stock is
readily tradeable on an established securities market, the fair
market value must be determined based on a reasonable
method using actual transactions in the stock as reported by
the when-issued, over-the-counter market; the over-the-
counter market was an established securities market when the
stock was traded on an interdealer quotation system in which
the stock was regularly quoted by brokers or dealers making a
market in the stock; the fact that the stock was traded on an
established securities market in anticipation of, and contingent
on, the actual issuance of the stock did not negate that the
when-issued public trading reflected the stock’s fair market
value on the applicable trading date; in addition, the when-
issued trading volumes were among the highest recorded for
the stock over [redacted data]; the plan document provided
that for stock traded on an over-the-counter market, the
stock’s fair market value on any valuation date was the value
reported by an over-the-counter bulletin board, but this
method did not comply with the regulations; since the value
under the plan document was less than the lowest, when-
issued over-the-counter trading price, the option’s exercise
price was less than the stock’s fair market value, and the op-
tion was not exempt from I.R.C. § 409A).

The lesson of Chief Counsel Advice 201603025 and Chief
Counsel Advice 201521013 is that for options to have an exer-
cise price equal to the price on the pricing date of an initial
public offering and retain their exemption from I.R.C. § 409A,
the service recipient must grant the options on the IPO pricing
date or the following day, and the grants cannot be contingent
on the IPO’s closing. The closing date of the IPO usually occurs
three days after the pricing date. If the service recipient wants
the grants to be contingent on the IPO’s closing and the op-
tions to retain their exemption from I.R.C. § 409A, then the ex-
ercise price must be at least equal to the fair market value of
the stock on the IPO closing date. The value on the closing date
may be higher than the price on the IPO pricing date.
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not so tradable.124 The Model Plan’s definitions of Fair

124 Treas. Reg. § 1.409A-1(b)(5)(iv)(B). For service recipient
stock that is not readily tradable on an established securities
market, the fair market value of the stock means a value deter-
mined by the reasonable application of a reasonable valuation
method. Treas. Reg. § 1.409A-1(b)(5)(iv)(B)(1); Chief Counsel
Advice 201603025 (a valuation method is not reasonably ap-
plied if it is not updated to take into account information that
becomes available after the valuation is made that may mate-
rially affect the corporation’s value; since recent arm’s length
transactions involving the sale or transfer of the stock must be
considered under a reasonable valuation method, those trans-
actions must also be taken into account after a valuation is
made; this principle is further reflected in Treas. Reg.
§ 1.409A-1(b)(5)(iv)(B)(3), which provides that a reasonable
method using actual transactions in the stock as reported by
the established securities market must be used once a stock
becomes readily tradeable on an established securities mar-
ket).

The methods often used in valuing privately-held company
stock are discounted cash flow; a multiple of earnings or
EBITDA; and comparability with publicly traded companies.

The Final Regulations provide for a presumption of a rea-
sonable valuation to determine fair market value for valuations
that satisfy certain requirements. Treas. Reg. § 1.409A-
1(b)(5)(iv)(B)(2). One of the valuations to which the presump-
tion applies is a valuation of illiquid stock of a start-up corpo-
ration that satisfies the requirements of Treas. Reg. § 1.409A-
1(b)(5)(iv)(B)(2)(iii). However, the presumption does not apply
if the service recipient or service provider may reasonably an-
ticipate, as of the time the valuation is applied, that the service
recipient will undergo a change-in-control event under Treas.
Reg. § 1.409A-3(i)(5)(v) (a change in stock ownership) or (vii)
(a change in the ownership of a substantial portion of a corpo-
ration’s assets) within the 90 days following the action to
which the valuation is applied (e.g., the date of grant of a stock
option), or make a public offering of securities within the 180
days following the action to which the valuation is applied.
Treas. Reg. § 1.409A-1(b)(5)(iv)(B)(2)(iii).

Another one of the valuations to which the presumption of
a reasonable valuation applies is a valuation of a class of stock
determined by an independent appraisal that satisfies the re-
quirements of code section 401(a)(28)(C) and the regulations
thereunder as of a date that is no more than twelve months be-
fore the relevant transaction to which the valuation is applied.
Treas. Reg. § 1.409A-1(b)(5)(iv)(B)(2)(i).

The valuation method is not reasonable if it does not take
into consideration in applying its methodology all available in-
formation material to the value of the corporation. Treas. Reg.
§ 1.409A-1(b)(5)(iv)(B)(1). Under this rule, a valuation should
take into account an anticipated initial public offering. This
rule appears to apply in addition to the limitation on the pre-
sumption of a reasonable valuation of illiquid stock of a
start-up corporation with respect to an initial public offering.

The Commissioner of Internal Revenue can rebut the pre-
sumption of a reasonable valuation upon a showing that either
the valuation method, or the application of the method, was
grossly unreasonable. Treas. Reg. § 1.409A-1(b)(5)(iv)(B)(2).

When a valuation is incorrect, an undervaluation or an
overvaluation occurs. An undervaluation means that the exer-
cise price is below the fair market value of the underlying
stock on the date of grant; in other words the option or SAR is
a discounted option or SAR. A discounted option or SAR re-
sults in the loss of exemption from I.R.C. § 409A, and is sub-
ject to I.R.C. § 409A. See discussion of the tax treatment of dis-
counted options or SARs supra notes 9-21 and accompanying
text and infra notes 127-135 and accompanying text.

An overvaluation means that the exercise price is greater
than the fair market value of the underlying stock on the date
of grant; in other words the option or SAR is underwater. It is
important to note that an overvaluation does not cause a loss
of exemption from I.R.C. § 409A. Treas. Reg. § 1.409A-

1(b)(5)(i)(A)(1) (exercise price for nonqualified option cannot
be less than the fair market value of the underlying stock on
grant date); Treas. Reg. § 1.409A-1(b)(5)(i)(B)(2) (exercise
price for SAR cannot be less than the fair market value of the
underlying stock on grant date). Similar rules apply to incen-
tive stock options. I.R.C. § 422(b)(4) (for incentive stock op-
tions, exercise price cannot be less than the fair market value
of the underlying stock on grant date); Treas. Reg. § 1.422-
2(e)(2) (for incentive stock options, good faith standard ap-
plies for the determination of fair market value of the underly-
ing stock on grant date).

When a privately-held corporation anticipates an initial
public offering, grants of options and SARs made before the
offering can have the risk of an undervaluation. To avoid the
issues of undervaluation and loss of exemption from I.R.C.
§ 409A, a conservative approach is for the corporation to stop
granting options and SARs from six months to one year before
an anticipated IPO. The corporation can then resume making
grants after the IPO. See discussion of the exercise price issues
for grants made before or as part of an IPO under Chief Coun-
sel Advice 201603025 and Chief Counsel Advice 201521013 su-
pra note 123.

Alternatively, the privately-held corporation can grant full-
value awards, such as restricted stock and restricted stock
units.

See also Gregg D. Polsky & Brant J. Hellwig, ‘‘Examining
the Tax Advantage of Founders’ Stock,’’ 97 Iowa L. Rev. 1085
(May 2012); Latham & Watkins LLP, US IPO Guide 27-28
(2015 ed. Nov. 15, 2015) (‘‘When a company makes pre-IPO
equity awards at valuations substantially lower than the IPO
price, questions arise under accounting and tax rules that ap-
ply to equity awards. Under these rules, the value of an equity
award on the grant date is considered compensation expense
on the company’s income statement for purposes of US GAAP
and may constitute taxable income to the employee for US in-
come tax purposes. This collection of issues is known as the
‘cheap stock’ problem. In the review of a company’s IPO regis-
tration statement, the SEC Staff will focus on the valuation
methodology employed by the company in connection with its
equity award process, the compensation expense associated
with those awards and the related disclosure. The best way to
avoid trouble with cheap stock issues is to avoid equity awards
entirely during the 12-month period before the filing of your
IPO. That is not a realistic possibility for many pre-IPO compa-
nies, though, and the second-best solution is to plan ahead: s
Obtain contemporaneous independent valuations that follow
the valuation guidance in the AICPA’s VPES Practice Aid
[Valuation of Privately-Held-Company Equity Securities
(VPES) Issued as Compensation] with respect to all equity
awards made during at least the 12-month period before you
begin the SEC registration process. s Keep the valuation firm
updated on your progress with the SEC during the registration
process. s Be ready to provide the SEC Staff with a detailed
analysis regarding the process and substance behind your
valuation determinations. If you obtained contemporaneous
independent valuations on each of the targeted grant dates,
you will be well armed to discuss key drivers in those earlier
valuation determinations. s In some cases, it will be advisable
to prepare for the SEC Staff’s review of your equity award
valuations by drafting a detailed narrative to share supplemen-
tally with the Staff, upon their request, in which you describe
the process and substance underlying the valuation of your eq-
uity awards. s As you get closer to completing your IPO, con-
sider granting options with a strike price equal to the IPO pub-
lic offer price and subject to the IPO closing successfully.’’)
(footnote omitted).

When an overvaluation occurs, the options or SARs be-
come underwater. Under the Final Regulations, when the ex-
ercise price of a stock right equals or exceeds the fair market
value of the underlying stock on the original date of grant, an
extension of the stock right does not result in the stock right
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as having had an additional deferral feature from the original
date of grant. Treas. Reg. § 1.409A-1(b)(5)(v)(C)(1). An exten-
sion means an additional period of time in which to exercise
the stock right beyond the time originally prescribed under the
stock right; the conversion or exchange of a stock right for a
legally binding right to compensation in a future taxable year;
or the addition of any feature for the deferral of compensation
not permitted under Treas. Reg. § 1.409A-1(b)(5)(i)(A)(3) and
(B)(3). If the exercise period is extended when the exercise
price of a stock right equals or exceeds the fair market value
of the service recipient stock, the original stock right is treated
as modified rather than extended, and a new stock right is
treated as having been granted. Treas. Reg. § 1.409A-
1(b)(5)(v)(C)(1).

A modification means any change in the terms of the stock
right (or change in the terms of the plan pursuant to which the
stock right was granted or in the terms of any other agreement
governing the stock right) that may provide the holder with a
direct or indirect reduction in the exercise price of the stock
right regardless of whether the holder in fact benefits from the
change in terms. Treas. Reg. § 1.409A-1(b)(5)(v)(B). A modifi-
cation is treated as the grant of a new stock right. The new
stock right may or may not constitute a deferral of compensa-
tion subject to I.R.C. § 409A, determined as of the date of grant
of the new stock right. Treas. Reg. § 1.409A-1(b)(5)(v)(A).

Therefore, under the Final Regulations, on a repricing of
an underwater option or SAR to reduce the exercise price to
reflect the stock’s post-grant lower fair market value and an
extension of the exercise period, the exemption from I.R.C.
§ 409A remains intact.

When a plan does not require shareholder approval for re-
pricing, cancellation and regrant, or cancellation for cash, ei-
ther by expressly permitting the action without shareholder
approval for NYSE or NASDAQ listed companies, or by not
prohibiting the action without shareholder approval when a
nonlisted company has a history of repricing, Institutional
Shareholder Service considers the provision egregious. Institu-
tional Shareholder Services recommends ‘‘Against’’ the plan
regardless of any other factors under its Equity Plan Score-
card. Institutional Shareholder Services, 2016 U.S. Equity Plan
Scorecard Frequently Asked Questions, Q&A 12, at 10-11
(Nov. 20, 2015); Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 40, at
21 (Dec. 18, 2015).

Section 13(f) of the Model Plan provides for shareholder
approval in these situations.

For the position of proxy adviser Glass Lewis & Co. on re-
pricing, see Glass Lewis & Co., Proxy Paper Guidelines 2016
Proxy Season United States, at 33 (it is an overarching prin-
ciple that equity plans should not permit repricing of stock op-
tions; ‘‘Glass Lewis views option repricing plans and option ex-
change programs with great skepticism. Shareholders have
substantial risk in owning stock and we believe that the em-
ployees, officers, and directors who receive stock options
should be similarly situated to align their interests with share-
holder interests. We are concerned that option grantees who
believe they will be ‘rescued’ from underwater options will be
more inclined to take unjustifiable risks. Moreover, a predict-
able pattern of repricing or exchanges substantially alters a
stock option’s value because options that will practically never
expire deeply out of the money are worth far more than op-
tions that carry a risk of expiration’’).

See generally Scott Austin & Rolfe Winkler, ‘‘Square Pays
$93 Million Penalty to Some Investors in IPO,’’ WSJ.com, Nov.
18, 2015 (‘‘Square Inc. will have to give some investors addi-
tional shares valued at $93 million after its initial public offer-
ing priced well below a promised threshold. The payments
company’s IPO priced at $9, below an expected range of $11 to
$13 and well under the $15.46 that investors including Rizvi
Traverse and J.P. Morgan & Co. paid last fall. That $150 mil-
lion funding round came with what’s called a ‘ratchet,’ mean-

ing the investors were guaranteed additional shares if the IPO
price didn’t reach a certain level. In this case, investors sought
a 20% return on their investment, setting the IPO price in the
ratchet at $18.56. Square missed that price by more than half,
so it has to give the investors 10.3 million shares. Square is
among several companies, including Box Inc. and Kayak Soft-
ware Corp., that accepted ratchets in private funding rounds.
Law firm Fenwick & West LLP found in March that 30% of pri-
vate companies valued at $1 billion or more had agreed to give
investors some form of a ratchet. . . . Saar Gur, a general part-
ner at venture-capital firm Charles River Ventures, said ratch-
ets protect late-stage investors, but they come at the expense
of employees and earlier investors who see their stakes diluted
by the additional shares. This can reduce the momentum nec-
essary to keep talented workers from jumping ship, he said.
Wesley Chan, a managing director of Felicis Ventures, says he
counsels company founders to avoid accepting ratchets. ‘The
only folks that win on this are the later stage investors who get
the benefit of the ratchet and they do so at the expense of
many of the employees and early investors who helped to build
the company, who get diluted, often significantly, when the
ratchet triggers,’ Mr. Chan said.’’) (available at blogs.wsj.com/
digits/2015/11/18/square-pays-93-million-penalty-to-some-
investors-in-ipo/); Sarah Frier & Adam Satariano, ‘‘Big IPO,
Tiny Payout for Many Startup Workers,’’ Bloomberg Business-
week, Dec. 17, 2015 (‘‘In an era when multibillion-dollar pri-
vate valuations have almost become the norm in tech, em-
ployee stock options may appear more valuable than ever.
That, however, presumes a business’s public valuation keeps
pace with the often too optimistic internal one. Square, the mo-
bile payment company, maintained a website with an internal
stock ticker before its IPO, showing the estimated price
steadily rising with each new private investment. Yet when the
company went public in November, it priced its shares at $9,
well below the expected range. One former employee says the
internal ticker sat at $16 when she got her options last year,
and her boss told her to expect a post-IPO jump to $50. As of
Dec. 16, Square was trading at about $12. Whatever happens
with an IPO, executives tend to hang on to enough equity to
guarantee huge payouts when they sell their shares. Most early
investors get a chance to sell options on secondary markets be-
fore a company’s IPO. Later investors increasingly demand
preferential treatment, including agreements that if an IPO un-
derperforms the terms of their investment, they’ll be made
whole with an equivalent amount of additional shares. Late-
stage investors in both Box and Square had such so-called
ratchet agreements in place, further devaluing locked-up em-
ployee equity. When those kinds of deals are in place, employ-
ees often find their payouts disappointing because they’re so
diluted, says Clara Sieg, a partner at Revolution Ventures. Box
and Square declined to comment for this story.’’) (available at
www.bloomberg.com/news/articles/2015-12-17/big-ipo-tiny-
payout-for-many-startup-workers).

Leslie Hook, ‘‘Unicorns Face End of the ‘Steroid Era,’ ’’
The Financial Times, Nov. 10, 2015 (‘‘As recently as Septem-
ber, the company [Square, the mobile-payments service]
handed out stock options to staff – one of the main perks of
jobs in the Valley [Silicon Valley] – valuing it at $15.39 a share,
or more than 50 per cent above what the shares were deemed
worth only six months earlier. But less than two months later,
a more sombre picture is sinking in. Square’s assessment of
what its shares are now worth [as it prepares to list on public
markets] is closer to $12 each. . . . Sitting behind the valuations
is often a complex structure of investor guarantees and mul-
tiple share classes that disguises the real value of common
shares. Headline valuations – widely reported by the media –
often have little relationship to actual enterprise value. ‘Valua-
tion setting in private markets is such a challenging process
that we don’t really believe whatever number is set,’ says Eric
Goldman, assistant law professor at Santa Clara University.
‘There’s no real discipline to it.’. . . Bankers are eyeing a string
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of tech companies that are likely to go public within the next
two years. But many expect their valuations to fall when that
happens. ‘I think a lot of these companies in the $1bn-$5bn
valuation range are going to have trouble meeting their valua-
tions when they go public,’ says one senior banker. . . . ‘The
main people that lose out are the entrepreneurs, the early em-
ployees,’ says Olav Sorenson, a management professor at Yale
School of Management who studies employee compensation at
start-ups. ‘The level at which employees are getting diluted is
much higher than it has been in the past. In the short term
there is a real risk that employees just don’t understand how
little their shares are going to be worth by the time an exit
event occurs.’ ’’) (available at http:www.ft.com/cms/s/0/
6ad992e6-8792-11e5-9f8c-a8d619fa707c.html); Mike Isaac &
Katie Benner, ‘‘Jawbone Raises $165 Million at Half Its Last
Valuation,’’ NYTimes.com, Jan. 15, 2016 (‘‘Jawbone, the once-
hot wearable technology start-up, said on Friday that it had
raised $165 million in funding at a valuation of $1.5 billion, or
roughly half the amount that the company was valued at as re-
cently as 2014, continuing a burgeoning trend of start-ups rais-
ing money at lower values than before. . . . When private com-
panies raise money at a lower value than they had previously,
the event is known as a ‘down round.’ On Thursday, Four-
square announced it had raised a $45 million round of venture
capital – which people familiar with the terms have said was
also a down round, with Foursquare valued at $250 million,
less than half of the $650 million it was valued at during its last
round in 2013. . . . Down rounds, like the ones that Jawbone
and Foursquare have raised, tend to destroy value for all of the
pre-existing shareholders, including employees who own the
company’s private stock. Jawbone is trying to retain employ-
ees by making sure they don’t lose money as part of this latest
financing deal. In order to do this, Jawbone said it would issue
more shares to workers to make up for the reduced value of
each share. This also increases their ownership stakes in the
company by at least 25 percent, the spokeswoman said. Em-
ployees at Jawbone, as at most start-ups, have to work at a
company for a certain period of time before they have the right
to own their stock, a process known as vesting. Jawbone said
the new stock it will issue to employees who have already
earned the rights to their old stock will be fully vested, mean-
ing they don’t have to stay at the company for an even longer
period before they can own the new stock.’’) (available at
mobile.nytimes.com/blogs/bits/2016/01/15/jawbone-raises-165-
million-at-half-its-last-valuation/).

Matt Levine, ‘‘Square Turns the IPO Corner,’’ Bloomberg
View, Nov. 19, 2015 (‘‘Last night’s IPO [of Square] priced be-
low the Series D round, leaving the Series D investors with a
paper loss. It priced even further below the Series E round, but
the Series E investors had negotiated for themselves a
‘ratchet,’ in which Square essentially guaranteed them a 20
percent return in the IPO. Their shares were worth only about
$87 million at the IPO price, so Square had to give them an-
other 10.3 million shares – worth another $93 million – to make
up for it. . . . By my math, the ratchet cost investors in the Se-
ries A through D rounds about $55 million, a rounding error on
their $1.3 billion of gains. It cost other pre-IPO shareholders –
founders and employees and such – another $68 million. With-
out the ratchet, the Series E would be in the red, even after this
morning’s IPO pop. And who wants that? The goal of an IPO is
for everyone to make money. Everyone made money. The
ratchet worked perfectly. . . . Still, if this IPO proves anything,
it’s that valuing companies is hard. For all the talk about how

private-market valuations are disconnected to reality, it’s
worth noticing that Square’s $9 a share IPO price, and its
$15.46 a share nominal valuation when it did its Series E
round, were both pretty far off from where Square is trading
now. Pricing a private fundraising round is a mystery, but pric-
ing a public offering is also a mystery. Observing a public trad-
ing price isn’t mysterious at all, but on the other hand it isn’t
proof of a correct valuation either. It’s just another price that
investors put on Square. After all the other prices they’ve put
on Square, though, you could reasonably be suspicious about
whether this one is right too.’’) (available at
www.bloombergview.com/articles/2015-11-19/square-turns-
the-corner-after-a-pretty-shaky-ipo); Steven Davidoff Solo-
mon, ‘‘Expect Some Unicorns to Lose Their Horns, and It
Won’t Be Pretty,’’ NYTimes.com, Jan. 19, 2016 (‘‘The unicorn
wars are coming, as the downturn in the market will force
these onetime highfliers to seek money at valuations below
their earlier billion-dollar-plus levels, known as ‘down-rounds.’
. . . Employees and founders often hold common shares that sit
below preferred shares held by the venture capitalists. The
preferred shares typically have liquidation preferences and
rights against being diluted, while the common shareholders
have no such protections. The preferred shares are convertible
into common shares at a price per share that reflects the valu-
ation of the company at the time of the investment. Liquidation
preferences provide that the preferred shareholders receive a
minimum payment if the company is sold. They can even be
set off in an initial public offering, as was the case in the
Square I.P.O. Anti-dilution rights provide that when the new
money comes in at the lower valuation, investors from prior
rounds get compensated. The compensation is that the conver-
sion price for their preferred shares into common is reset at
the lower value. These two rights will pack a punch to the com-
mon shareholders. If the valuation goes down below the liqui-
dation preference, the common shareholders will have their
entire investments wiped out. Even if this does not happen, the
anti-dilution rights will come out of the hide of the common
shareholders. A down round hits employees and founders
hard, evaporating the worth of their hard-won shares. . . . In a
famous Delaware court decision [In re Trados Inc. S’holder
Litig., 73 A.3d 17, 2013 BL 214567 (Del. Ch. 2013)], J. Travis
Laster, the vice chancellor, ruled that when a company is sold,
the board has to consider the interests of both the preferred
and common shareholders. You can’t just wipe out the com-
mon stock without seeing if there is worth there. So, expect
boards to tread carefully when considering down rounds. The
board will try to paper over the problems by allowing all of the
shareholders, including employees, to invest in the down
round. . . . [O]ne of the thorniest issues in dealing with down
rounds is how a former unicorn keeps its employees after de-
stroying the value of their shares. In some cases, the employ-
ees will be out of luck and left with nothing. This is more likely
to happen if the company is sold at a lower valuation than if it
raises money in a down round. But even if the common stock
has some value, it is likely to be worth much less and certainly
not a billion dollars. Jawbone, for example, recently did a
down round at roughly half of its previous $3 billion financing,
carving out additional shares for employees to make up for
their loss.’’) (available at mobile.nytimes.com/2016/01/20/
business/dealbook/expect-some-unicorns-to-lose-their-horns-
and-it-wont-be-pretty.html?_r=0).
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Market Value in section 25(t) and Securities Market in
section 25(ww) comply with these rules.125

Finally, Section 7(a)(i)-(ii) of the Model Plan satisfies
the requirement for exemption that the holder of the
option or SAR not have the right contingent on the ex-
ercise of the option or SAR to receive dividends paid on

the stock between the dates of grant and exercise.126

This section provides that the Grantee is not entitled to
any dividends declared and paid on Shares between the
dates of grant and exercise.

Section 409A Treatment of Discounted
Nonqualified Stock Options Subject to

Section 409A
In Sutardja v. United States,127 the United States

Court of Claims addressed the Section 409A treatment
of discounted nonqualified stock options, which are op-
tions granted with an exercise price of less than the fair
market value of the stock on the date of grant.128 Under
the Final Regulations, discounted stock options are in-
eligible for the exemption for nonqualified options, and
are subject to Section 409A.

Under general tax principles, when an option is
granted with an exercise price equal to or greater than
the fair market value of the stock, there is no taxable
event. The taxable event occurs when the grantee exer-
cises the option, rather than the date of grant or vest-
ing.129 The IRS continued this tax treatment under Sec-
tion 409A for options with an exercise price equal to or
greater than the fair market value of the stock on the
date of grant. However, the IRS did not provide for this
treatment under Section 409A for discounted op-
tions.130 Rather, discounted options are treated as a de-
ferral of compensation and included in income in the
taxable year to the extent that they are not subject to a
substantial risk of forfeiture.

The Court of Claims held that Section 409A is trig-
gered when a legally binding right to compensation is
created. In determining whether a legally binding right
is created, courts initially look to state law to determine
the rights and interests of the taxpayer in the property
that the government seeks to reach.131 Once this deter-
mination is made, the federal tax laws determine which
rights or interests are subject to tax.132

Under California law, vested options gave the op-
tionee the legally binding right to purchase shares at a
designated price.133 The next inquiry is whether this

125 Sections 3(b)(iii) and 25(t) of the Model Plan grant the
Administrator or Board the exclusive authority and discretion
to reasonably determine the Fair Market Value of Shares sub-
ject to Awards. In addition, Section 3(a)(v) provides that the
actions of the Administrator and Board will be final, conclu-
sive, and binding on all Persons. Under these provisions, a
Grantee should be bound by the Administrator’s or Board’s
reasonable determination of Fair Market Value. See PECO Lo-
gistics, LLC v. Walnut Inv. Partners, L.P., No. 9978–CB, 2015
BL 430372 (Del. Ch. Dec. 30, 2015) (LLC Agreement provided
the valuation methodology for determination of put price for
holders of preferred units; LLC Agreement also provided that
the company and holders of preferred units were bound by the
determination of a nationally recognized valuation firm, and
did not provide any mechanism for judicial, arbitral, or any
other form of review of that determination; when parties are
bound by a contractually established valuation methodology, a
court will respect their right to order their affairs as they wish
and refrain from second-guessing the substantive determina-
tion of value; LLC Agreement granted the valuation firm, Duff
& Phelps, the sole authority to make certain judgment calls in
its application of the prescribed methodology, and the court
would not disturb judgment calls that were admittedly reason-
able; ‘‘Even when parties to a contract agree to preclude judi-
cial review of the substance of an appraiser’s determination,
they have a legitimate contractual expectation that the apprais-
er’s determination was the product of a good faith, indepen-
dent judgment. Thus, the Court may protect against conduct
undertaken by a contractual party to taint or corrupt the con-
tractually prescribed appraisal process. This form of review in-
volves determining whether a party breached the implied cov-
enant of good faith and fair dealing inherent in every contract
governed by Delaware law’’); JPMorgan Chase & Co. v. Am.
Century Cos., Inc., No. 6875-VCN, 2012 BL 107619 (Del. Ch.
April 26, 2012) (option agreement for the purchase by J.P.
Morgan of Class A Common Stock of American Century set
the per share purchase price as the fair market value reflected
in the report of an independent financial advisor most recently
provided prior to the date of the option exercise notice to the
Retirement Committee of the American Century Profit Sharing
and 401(k) Savings Plan dated as of a date no more than 40
days prior to the date of the option exercise notice; option
agreement also provided that financial advisor’s valuation was
final, conclusive, and binding of the parties, and prohibited
any party from asserting or pursuing any claim against the fi-
nancial advisor; court held that the only reasonable interpreta-
tion of the option agreement was that the per share purchase
price was the price that the financial advisor, Duff & Phelps,
LLC, determined was the fair market value, and that the option
agreement did not impose any express obligation on American
Century as to the amounts or categories of information it had
to provide to the financial advisor; court also held that J.P.
Morgan’s allegations that American Century failed to provide
the financial advisor with information on the status of arbitra-
tion claims between J.P. Morgan and American Century that
the financial advisor needed to value the shares accurately
were sufficient to state a claim for breach of the implied cov-
enant of good faith and fair dealing).

See generally Aviva F. Diamant, Christopher Ewan, Steven
J. Steinman & Gail Weinstein, ‘‘PECO v. Walnut: Firm Valua-
tion,’’ Harvard Law School Forum on Corporate Governance
and Financial Regulation, Jan. 19, 2016 (available at http://
corpgov.law.harvard.edu/2016/01/19/peco-v-walnut-firm-
valuation/).

126 Treas. Reg. § 1.409A-1(b)(5)(i)(E). See discussion of this
regulation supra notes 28 and 35.

127 109 Fed. Cl. 358, 2013 BL 55025 (2013).
128 See generally David I. Walker, ‘‘The Non-Option: Un-

derstanding the Dearth of Discounted Employee Stock Op-
tions,’’ 89 B.U. L. Rev. 1505 (2009).

129 Commissioner v. LoBue, 351 U.S. 243, 1 EXC 156
(1956); Commissioner v. Smith, 324 U.S. 177, 1 EXC 159
(1945).

130 Treas. Reg. § 1.409A-1(b)(5)(i)(A)(1); IRS Notice 2005-1,
2005-1 C.B. 274.

131 Drye v. United States, 528 U.S. 49, 51 (1999); Applica-
tion of Section 409A to Nonqualified Deferred Compensation
Plans, Explanation of Provisions and Summary of Comments,
§ III.B (first paragraph), 72 F.R. 19,234, 19,236 (April 17, 2007).

132 Morgan v. Commissioner, 309 U.S. 78, 80 (1940).
133 The Final Regulations do not require vesting for the cre-

ation of a legally binding right to compensation. Furthermore,
a legally binding right to compensation includes a contractual
right, even if the right is conditional or contingent, that is en-
forceable under the law governing the contract. It also includes
an enforceable right created by the governing law, such as a
statute. For example, an agreement to pay an employee a bo-
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right is a legally binding right to compensation under
federal tax law. Under general tax principles, the grant
of the option is a legally binding right to compensation
without regard to when the grantee realizes compensa-
tion from the option for tax purposes. The realization
event generally occurs on the date of exercise.134

Finally, the Court of Claims held that when an option
agreement permits exercise of vested options beyond
the fifteenth day of the third month of the taxable year
after the taxable year in which the option vests, the
short-term deferral exemption does not apply without
regard to whether the grantee exercises the option be-
fore this date.135 In addition, the thirty-day period pro-
vided to an employee to exercise the option after the
date of termination of employment did not create a roll-
ing thirty day short-term deferral period.

Acceleration of Vesting and Extension of
Exercise Period on Separation From Service

A major benefit of exemption from Section 409A is
escaping from the unforgiving clutches of its prohibi-
tion on the acceleration of the time or schedule of any
payment.136 If an option or SAR is subject to Section

409A, acceleration of vesting of the service provider’s
right to exercise the option or SAR would run afoul of
this prohibition.137 Similarly, if restricted stock is sub-
ject to Section 409A, acceleration of the vesting and
transfer date would run afoul of this prohibition.

The Final Regulations permit accelerated vesting for
nonqualified stock options and SARs that satisfy the re-
quirements for exemption from Section 409A.138 Since
incentive stock options are exempt from Section 409A,
accelerated vesting of these options is also permis-
sible.139 When restricted stock is exempt from Section
409A, whether as a transfer under Section 83 or as a
short-term deferral, accelerated vesting is also permis-
sible.140

The primary events for which equity compensation
plans, employment agreements, severance plans and
agreements, and change-in-control plans and agree-
ments provide for accelerated vesting are: (1) involun-
tary separation from service without cause; (2) separa-
tion from service for good reason; (3) separation from
service on death or disability; (4) the single-trigger
event of a change-in-control; and (5) the double-trigger
events of a change-in-control followed within a speci-
fied period after the change-in-control by an involun-
tary separation from service without cause or a separa-
tion from service for good reason.

For plans of deferred compensation subject to Sec-
tion 409A, separation from service is a permissible pay-
ment event.141 It is important to note that the reference
group for determination of an eligible issuer of service
recipient stock is not as broad as the reference group
for determination of separation from service from the
service recipient employer. The reference group for an
eligible issuer of service recipient stock is a single
parent-subsidiary chain of corporations or other entities

nus equal to a percentage of the amount that the employer re-
ceives on sale of a property is a legally binding right to com-
pensation. The requirement that the property be sold is a con-
dition to the right to the payment, but the right to payment is a
legally binding right created when the parties enter into the
agreement. Application of Section 409A to Nonqualified De-
ferred Compensation Plans, Explanation of Provisions and
Summary of Comments, § III.B (first and second paragraphs),
72 F.R. 19,234, 19,236 (April 17, 2007).

134 Commissioner v. LoBue, 351 U.S. 243, 1 EXC 156
(1956); Commissioner v. Smith, 324 U.S. 177, 1 EXC 159
(1945); Racine v. Commissioner, T.C. Memo. 2006-162 (2006).

135 Treas. Reg. § 1.409A-1(b)(4)(i)(D); IRS Notice 2005-1,
2005-1 C.B. at 280.

136 I.R.C. § 409A(a)(3); Treas. Reg. § 1.409A-3(j)(1). Except
as provided in Treas. Reg. § 1.409A-3(j)(4), a nonqualified de-
ferred compensation plan may not permit the acceleration of
the time or schedule of any payment or amount scheduled to
be paid pursuant to the plan’s terms. An impermissible accel-
eration does not occur if payment is made in accordance with
plan provisions or an election as to the time and form of pay-
ment in effect at the time of initial deferral (or added in accor-
dance with the rules for subsequent deferral elections under
Treas. Reg. § 1.409A-2(b)) pursuant to which payment is re-
quired to be made on an accelerated schedule as a result of an
intervening permissible payment event of separation from ser-
vice, disability, death, change-in-control, and the occurrence of
an unforeseeable emergency. Treas. Reg. § 1.409A-3(j)(1).

For plans of deferred compensation subject to I.R.C.
§ 409A, whether acceleration of vesting triggers income recog-
nition turns on whether the acceleration of vesting results in
the acceleration of the date of payment when the payment is
originally scheduled to be paid on a fixed date. It is not an ac-
celeration of the time or schedule of payment of a deferral of
compensation if a service recipient waives or accelerates the
satisfaction of a condition constituting a substantial risk of for-
feiture, provided that the requirements of I.R.C. § 409A (in-
cluding the requirement that the payment be made upon a per-
missible payment event) are otherwise satisfied. For example,
if a nonqualified deferred compensation plan provides for a
lump sum payment of the vested benefit on separation from
service, and the benefit vests under the plan only after 10 years
of service, it is not a violation of I.R.C. § 409A if the service re-
cipient reduces the vesting requirement to five years of service,
even if a service provider becomes vested as a result and re-

ceives a payment on a separation from service before the ser-
vice provider would have completed 10 years of service. How-
ever, if the plan had provided for a payment on a fixed date,
rather than on separation from service, the date of payment
could not be accelerated due to the accelerated vesting. Treas.
Reg. § 1.409A-3(j)(1).

137 The payment with respect to a nonqualified stock option
or SAR generally occurs upon exercise of the stock right.
When a nonqualified stock option or SAR designates a fixed
exercise date, the stock right will be deemed to have been paid
at such date if the exercise and payment occur on such date or
a later date within the same taxable year of the service pro-
vider, or if later, by the 15th day of the third calendar month
following the exercise date specified under the plan. Treas.
Reg. §§ 1.409A-1(l) and 1.409A–3(d).

138 Treas. Reg. § 1.409A-1(b)(5)(v)(E).
139 The incentive stock option regulations permit acceler-

ated vesting. Treas. Reg. § 1.424-1(e)(4)(ii).
140 Under I.R.C. § 83 and its regulations, accelerated vesting

of restricted stock is permissible. I.R.C. § 83(a)(1) and (c)(1);
Treas. Reg. §§ 1.83-1(a)(1) and 1.83-3(c). Since a short-term
deferral is exempt from I.R.C. § 409A, accelerated vesting of a
short-term deferral is permissible. Treas. Reg. § 1.409A-
1(b)(4)(i).

141 I.R.C. § 409A(a)(2)(A)(i) (separation from service as de-
termined by the Secretary is a permissible payment event);
I.R.C. § 409A(a)(2)(B)(i) (required six month delay in payment
to a specified employee on separation from service); Treas.
Reg. § 1.409A-1(h) (definition of separation from service);
§ 1.409A-3(a)(1) (separation from service is a permissible pay-
ment event); Treas. Reg. § 1.409A-3(i)(2) (required six month
delay in payment to a specified employee on separation from
service).
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based on 50 percent ownership of voting power or the
value of all classes of stock.142

There are two reference groups for separation from
service from the service recipient employer.143 The first
reference group is all parent-subsidiary chains of corpo-
rations and other entities with a common parent based
on 50 percent ownership of voting power or the value of
all classes of stock.144 The second reference group is a
group of trades or businesses under common control, or
a combined group of trades or businesses under com-
mon control, each one based on 50 percent ownership
of voting power or the value of all classes of stock.145

Under section 25(g) of the Model Plan, a Broader Re-
lated Entity is defined by reference to both groups. Un-
der section 25(xx) of the Model Plan, Separation From
Service is defined by reference to termination of em-
ployment with all Broader Related Entities.

Section 7(d) of the Model Plan accelerates vesting for
Awards, and establishes the exercise periods for Op-
tions and SARs on: (1) Separation From Service for
Good Reason; (2) Involuntary Separation From Service

Without Cause; (3) Separation From Service due to Dis-
ability; and (4) death.146

Section 7(d)(ii)-(iv) of the Model Plan provides for ac-
celerated vesting on Separation From Service for Good
Reason,147 Involuntary Separation From Service With-

142 Treas. Reg. § 1.409A-1(b)(5)(iii)(E)(1). In addition, when
there are legitimate business criteria, a 20 to 50 percent own-
ership test is permissible. Whether there are legitimate busi-
ness criteria is based on the facts and circumstances, focusing
primarily on whether there is a sufficient nexus between the
service provider and the issuer of the stock right so that the
grant serves a legitimate nontax business purpose other than
simply providing the service provider with compensation that
is exempt from I.R.C. § 409A. Id.

143 Treas. Reg. § 1.409A-1(g) and § 1.409A-1(h)(3). In addi-
tion, the service provider generally must terminate service
both as an employee and independent contractor for a separa-
tion from service to occur. Treas. Reg. § 1.409A-1(h)(5). In con-
trast, under the incentive stock option regulations, a change in
status from employee to independent contractor is a termina-
tion of employment. Treas. Reg. § 1.421-1(h)(2).

144 Treas. Reg. §§ 1.409A-1(g) and (h)(3), and 1.414(b)-1(a).
In determining the parent-subsidiary chains of ownership, a
plan may also use a greater than 50 percent but not greater
than 80 percent ownership test. In addition, when there are le-
gitimate business criteria, a 20 to 50 percent ownership test is
permissible. When a percentage other than 50 percent is used,
the plan must designate in writing the alternate definition no
later than the last date at which the time and form of payment
of the amount deferred must be elected under Treas. Reg.
§ 1.409A-2(a). Any change in the definition for the amounts de-
ferred will be a change in the time and form of payment sub-
ject to the rules for subsequent deferral elections under Treas.
Reg. § 1.409A-2(b), and the acceleration of payments under
Treas. Reg. § 1.409A-3(j). Treas. Reg. § 1.409A-1(h)(3).

145 Treas. Reg. § 1.409A-1(g) and (h)(3). A group of trades
or businesses under common control can be a parent-
subsidiary group as defined under Treas. Reg. § 1.414(c)-2(b),
a brother-sister group as defined under Treas. Reg. § 1.414(c)-
2(c), and a combined group of trades or businesses under com-
mon control as defined under Treas. Reg. § 1.414(c)-2(d). Id.
The rules discussed supra note 144 for adjusting the owner-
ship percentages also apply in determining the controlled
group under Treas. Reg. § 1.414(c)-2. Id.

146 In addition, the Section 5(e)(i)-(v) of the Model Plan
grants the Administrator or Board the discretion to: (1) accel-
erate the vesting of Options, SARs, and Restricted Stock; (2)
extend the exercise dates of Options and SARs; (3) waive the
establishment or attainment of performance goals; (4) waive
clawback and forfeiture provisions, or any other restrictions;
and (5) adjust any performance goal, vesting requirement,
clawback and forfeiture provision, and any other restriction
due to any unusual or nonrecurring event, corporate reorgani-
zation, changes in Law, or change in financial accounting stan-
dards. Section 5(e)(vi) provides that these provisions will not
apply on an Involuntary Separation From Service for Cause, or
a voluntary Separation From Service Without Good Reason.
Finally, Section 5(e)(vii) provides that these provisions will not
apply solely on consummation of a Change-in-Control; rather
the provisions of section 8 will exclusively apply.

Under the 2016 U.S. Equity Plan Scorecard of proxy ad-
viser Institutional Shareholder Services, a plan administrator’s
full discretion to accelerate the vesting of an award unrelated
to a change-in-control, death, or disability is a factor in scoring
an equity compensation plan. The grant of this discretion does
not receive any points, and the absence of this discretion re-
ceives full points. Institutional Shareholder Services, 2016 U.S.
Equity Plan Scorecard Frequently Asked Questions, Q&A 10
and 11, at 8, 10 (Nov. 20, 2015); Institutional Shareholder Ser-
vices, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 38 and 39, at 19 and 21 (Dec. 18, 2015).

See discussion of the 2016 U.S. Equity Plan Scorecard
point system supra note 56.

147 As to whether the implied covenant of good faith and
fair dealing can provide an at-will employee with a claim for
breach of the good reason provisions of an employment agree-
ment by the employer, compare Smith v. Zipcar, Inc., No. 1:13-
cv-11430–PBS, 2015 BL 277852, 60 EBC 2434 (D. Mass. Aug.
27, 2015) (employment agreement of an at-will employee pro-
vided that if the employee resigned for Good Reason or was
terminated without cause before a Change of Control, he
would receive six months salary, and if he resigned or was ter-
minated without cause after a Change of Control, he would re-
ceive one year’s salary plus his targeted bonus of fifty percent
of salary; Good Reason included ‘‘a material adverse change in
your office, duties, salary, benefits or responsibilities made
without your prior written consent,’’ and employee was re-
quired to ‘‘set forth in specific detail the facts supporting’’ his
Good Reason; if the employer, Zipcar, Inc., a Boston-based car
sharing company, adequately cured the facts supporting Good
Reason, the employee would be deemed to have resigned with-
out Good Reason; on January 1, 2013, the employer’s CEO ad-
vised the employee that the employer and Avis signed a
merger agreement, and assured the employee that although
the merger would result in the loss of the value of his options
for employer stock, Avis would craft an alternative, compa-
rable long-term incentive package (‘‘LTIP’’); the employer and
employee also had failed negotiations on enhanced severance
on a Change of Control; on March 5, 2013, the employee gave
notice of his intent to terminate his employment for Good Rea-
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out Cause,148 Separation From Service due to Disabil-
ity, and death. These provisions also contain the intro-

ductory proviso, ‘‘Except as otherwise provided in an
Award or Award Agreement.’’ Accordingly, the service
recipient can use an Award or Award Agreement to
limit a service provider’s right to accelerated vesting
otherwise provided under the Model Plan.149

son; other than an e-mail from the employee to the CEO in
which the employee expressed his hope that the LTIP issue
would be resolved, the employee did not provide any facts in
support of his Good Reason; on March 8, 2013, less than a
week before the closing of the merger, the employer termi-
nated the employee without cause; the employer argued that
since it had the right to terminate an at-will employee at any
time, it did not have any obligation to wait for the 30-day cure
period to run its course; court held that although the employer
did not have a contractual obligation to wait 30 days to termi-
nate the employee, under the implied covenant of good faith
and fair dealing of Massachusetts law, it was under a duty not
to terminate him in bad faith; court denied employer’s motion
for summary judgment because there were sufficient factual
issues as to whether the employer acted in good faith by termi-
nating the employee precipitously rather than giving him the
promised LTIP or allowing the Change of Control provisions of
his employment agreement to kick in, and whether the em-
ployee intended to continue working during the cure period;
court also held that the employee’s breach of his obligation to
provide the facts supporting his Good Reason was immaterial)
with Guz v. Bechtel Nat’l, Inc., 8 P.3d 1089, 1 EXC 377 (Cal.
2000) (implied covenant of good faith and fair dealing does not
apply to employer’s termination of an at-will employee) and
Merrill v. Crothall-American, Inc., 606 A.2d 96, 101 (Del. 1992)
(breach of the implied covenant of good faith and fair dealing
in the employment context requires ‘‘an aspect of fraud, deceit
or misrepresentation;’’ a breach occurs when the employer
‘‘induces another to enter into an employment contract
through actions, words, or the withholding of information,
which is intentionally deceptive in some way material to the
contract;’’ terminated at-will employee pleaded a valid claim
by alleging that employer induced him to enter into the em-
ployment contract by concealing from him its intention to em-
ploy him only temporarily while allowing him to proceed un-
der the belief that his employment was indefinite).

Rather than holding that an employer cannot terminate an
at-will employee in bad faith, a more narrow holding in Zipcar
that would have achieved the same result would have been that
under the principle of contractual construction of reading con-
tractual provisions in pari materia, once the employee gave
notice of the occurrence of a good reason event, the employ-
er’s right to terminate the employee without cause was tolled
until the end of the employer’s cure period, and that under the
facts the employer had constructive notice of the good reason
event.

See generally James J. Brudney, ‘‘Reluctance and Re-
morse: The Covenant of Good Faith and Fair Dealing in Ameri-
can Employment Law,’’ 32 Comp. Lab. L. & Pol’y J. 773
(Spring 2011); Susan Dana, ‘‘The Covenant of Good Faith and
Fair Dealing: A Concentrated Effort to Clarify the Imprecision
of Its Applicability in Employment Law,’’ 5 Transactions 291
(Spring 2004); Jyotin Hamid, ‘‘But You Promised Me a Promo-
tion,’’ NYSBA Journal 11 (Oct. 2008).

For cases holding that an employee’s failure to give notice
of a good reason event precludes the employee from claiming
that the employee resigned for good reason, see infra note 157.

148 Section 7(d)(ii) of the Model Plan provides seven alter-
natives for vesting of Awards on an Involuntary Separation
From Service Without Cause and Separation From Service for
Good Reason.

In the absence of a provision in a plan for accelerated vest-
ing on separation from service without cause or for good rea-
son, an at-will employee does not vest in unvested equity
awards on these separations. See Timian v. Johnson & John-
son, No. 6:15-cv-06125 (MAT), 2015 BL 351488 (W.D.N.Y. Oct.
26, 2015) (Long-Term Incentive Plan provided that restricted
stock units had a vesting period of three years, and required
the employee to be employed on the three-year vesting date;
on June 29, 2014, the employer [Johnson & Johnson] sold its

subsidiary [Ortho-Clinical Diagnostics, Inc.] to The Carlyle
Group, and terminated plaintiff’s employment as an in-house
patent attorney who had supported the subsidiary; plaintiff
then became an employee of Ortho-Clinical Diagnostics; on
sale of the subsidiary, employer terminated the RSUs granted
to plaintiff in 2012, 2013, and 2014 on the basis that plaintiff’s
employment ended before the three-year vesting period; court
upheld the employer’s actions since the certificate governing
each of the RSUs awarded provided that if prior to the vesting
date the plaintiff ceases to be employed by the Company for
any reason, the RSUs shall become null and void on the date
of termination; plan’s silence on how the RSUs should be
treated on a sale of the business did not render the plan’s lan-
guage of ceases to be employed for any reason ambiguous;
court also rejected the argument that the employer breached
the implied covenant of good faith and fair dealing since the
plan set forth the parties’ contractual rights and liabilities,
which may not be varied or ignored simply on a claim that one
party has exercised a contractual right but has failed to do so
in good faith) (New York law); Smith v. Zipcar, Inc., No. 1:13-
cv-11430-PBS, 2015 BL 277852, 60 EBC 2434 (D. Mass. Aug.
27, 2015) (court granted the employer’s motion for summary
judgment on the employee’s claim for damages for unvested
stock options; many courts have concluded that assigning a
value to unvested stock options is an exercise in uncertainty,
and the employee did not provide any expert evidence to sup-
port his claim for damages based on the value of unvested
stock options); Leahy v. Computer Sciences Corp., No. 1:14-
cv-665 (JCC/TRJ), 2015 BL 36986 (E.D. Va. Feb. 12, 2015)
(‘‘Even assuming, arguendo, that Defendant’s termination on
February 4, 2014 was the result of illegal discrimination, there
is no guarantee that Plaintiff would have still been employed
at CSC on the dates the stock options and RSUs were to vest.
Plaintiff does not dispute that employment at CSC is at-will,
and Defendant would have been well within its rights to termi-
nate Plaintiff with or without cause had he remained at CSC
after Feb. 4, 2014.’’); Kinsey v. Cendant Corp., 521 F. Supp. 2d
292, 307-308, 2007 BL 147105, 42 EBC 2917,6 EXC 1, 6 EXC 37
(S.D.N.Y. 2007) (‘‘In the absence of evidence constituting re-
taliation, Kinsey’s resignation to take a higher paying job as
one of the top four executives at a competitor does not support
a [compensable] loss of the unvested 2001 Options and the ‘un-
derwater’ 2002 Options. Even if there had never been any dis-
pute concerning the Awarded Options – and Kinsey had not
elected to terminate his employment with Fairfield when he
did – Kinsey [as an at-will employee] could have been termi-
nated at any time. Accordingly, there simply can be no cer-
tainty as to whether Kinsey would have remained employed by
Fairfield long enough for the 2001 Options to vest pursuant to
their vesting schedule and/or for the 2002 Options to be ‘in the
money’ such that Kinsey could have exercised them at a
profit.’’) (citations omitted).

See also Manuel v. Aventine Renewable Energy Holdings,
Inc., No. 8:15CV188, 2016 BL 1357 (D. Neb. Jan. 4, 2016) (mu-
tual release on termination of employment of CEO provided
for full vesting and exercisability of all equity awards; once
CEO released his rights, he could no longer accrue claims un-
der ERISA, and limited his claims to breach of the release;
post-release structure of equity awards did not require any ad-
ministration or discretion by the employer, and therefore could
not be considered an ERISA plan; distribution of equity awards
in accordance with Section 409A did not constitute an admin-
istrative scheme or a type of discretion that created an ERISA
plan).

149 See Green v. Delphi Fin. Grp., Inc., 2014 BL 197813, 58
EBC 2984 (E.D. Pa. July 16, 2014) (equity compensation plan
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When a nonqualified plan of deferred compensation
is otherwise subject to Section 409A, payments on an
involuntary separation from service or a separation
from service for good reason can qualify for the excep-
tions to Section 409A for short-term deferrals150 and in-
voluntary separation agreements.151 These exceptions
permit acceleration of benefits on these separations152

and enable specified employees of publicly-traded cor-
porations to escape the six month delay requirement for
payments on separation from service.153

The definition of ‘‘Involuntary’’ in section 25(dd) of
the Model Plan satisfies the definition in the Final Regu-
lations.154

The definition of ‘‘Good Reason’’ in Alternative 1 of
section 25(v) of the Model Plan is intended to satisfy the
safe harbor definition of good reason in the Final Regu-
lations.155 The definition of ‘‘Good Reason’’ in Alterna-
tive 2 of section 25(v) of the Model Plan is intended to
satisfy the general definition of good reason in the Final
Regulations.156

Both Alternatives of section 25(v)(ii) require the
Grantee to provide written notice to the Board or the
board of directors or other governing body of the
Broader Related Entity to which the Grantee primarily
provides services of the Good Reason event within 90
days after its occurrence, and the opportunity to cure
within 30 days after receipt of the notice.157 Under the

safe harbor definition of good reason, the notice and
opportunity to cure are mandatory.158 Under the gen-
eral definition of good reason, whether a service pro-
vider must provide the notice and opportunity to cure is
a factor in determining whether a separation from ser-
vice for good reason effectively constitutes an involun-
tary separation from service.159

For the prongs of the definition of Good Reason in Al-
ternative 2 of section 25(v) dealing with a Material dimi-
nution of the Grantee’s authority, duties, or responsi-
bilities,160 and a Material diminution of the authority,

provided that unless otherwise provided by the Compensation
Committee at the time an award was granted, a participant’s
awards vested on a Change of Ownership; court found that the
Compensation Committee provided otherwise in a partici-
pant’s award agreement, which stated that if the participant
terminated employment during the performance period other
than for good reason, death, or disability, the participant for-
feited the award; subsequent merger agreement in a Change of
Ownership provided for the deemed satisfaction of
performance-based vesting conditions, but maintained the re-
quirement of continued employment; since the participant re-
signed before the end of the performance period, he was not
entitled to accelerated vesting).

150 Treas. Reg. § 1.409A-1(b)(4).
151 Treas. Reg. § 1.409A-1(b)(9)(iii).
152 Treas. Reg. § 1.409A-3(j)(1).
153 I.R.C. § 409A(a)(2)(B)(i); Treas. Reg. §§ 1.409A-

1(c)(3)(v), (i) and (k), and 1.409A-3(a)(1) and (i)(2).
154 Treas. Reg. § 1.409A-1(n)(1).
155 Treas. Reg. § 1.409A-1(n)(2)(ii).
156 Treas. Reg. § 1.409A-1(n)(2)(i).
157 When an employment agreement or plan document re-

quires an employee to give an employer written notice of the
occurrence of a good reason event and the opportunity to cure,
the employee’s failure to provide the notice generally pre-
cludes the employee from claiming that the employee resigned
for good reason. See, e.g., Wall v. Alcon Labs. Inc., 551 F.
App’x 794, 2014 BL 7599, 2014 EXC 1007, 58 EBC 1873 (5th
Cir. 2014) (award agreement for restricted stock units pro-
vided that if participant resigned for good reason six months
preceding or two years following a change-in-control he was
entitled to accelerated vesting; participant had to give written
notice to the company of the existence of a good reason condi-
tion within 90 days after its existence, and the company had at
least 30 days following its receipt of the notice to remedy the
condition and eliminate the good reason; participant’s failure
to give notice precluded accelerated vesting; in addition, even
if participant’s December 1 letter had given the notice, he
would not have stayed with the company had it remedied the
good reason condition; his communications made clear that
December 17 was going to be his last day and that he had no
intention of returning to the company after December 17; one
month earlier he had accepted a competitor’s offer), cert. de-

nied, 134 S. Ct. 2889, 2014 BL 180915 (2014); Kvinlaug v.
Claire’s Stores, Inc., No. 09 C3511, 2013 BL 76042, 55 EBC
1189 (N.D. Ill. March 22, 2013) (Termination Protection Agree-
ment required employee to give employer written notice of ter-
mination for Good Reason that set forth the specific provision
of the agreement relied upon, the relevant facts and circum-
stances, and the termination date; employee’s failure to give
written notice that she had Good Reason to resign because her
new position was not substantially similar to her prior position
precluded her from receiving Good Reason benefits on that
ground); USI Ins. Servs. LLC v. Miner, 801 F. Supp. 2d 175,
181-82 (S.D.N.Y. 2011) (when a party does not give notice as
required under an employment agreement, there can be no
breach of the agreement by the other party because the other
party was not given the opportunity to cure); Needham v. Can-
die’s, Inc., No. 01 Civ. 7184 (LTS)(FM), 2002 BL 1582, 2 EXC
64 (S.D.N.Y. Aug. 16, 2002) (employment contract required
prior written notice of the basis for the proposed termination
and a reasonable opportunity to cure as a condition precedent
for termination for Good Reason), aff’d, 65 F. App’x 339, 2
EXC 63, 30 EBC 2657 (2d Cir. 2003).

For the failure to provide notice of the facts supporting the
occurrence of the good reason event as a nonmaterial breach
of an employment agreement, see Smith v. Zipcar, Inc., No.
1:13-cv-11430–PBS,2015 BL 277852, 60 EBC 2434 (D. Mass.
Aug. 27, 2015), supra note 147.

For the effect of an employer’s failure to provide an em-
ployee with notice of the employee’s conduct or other event
that permits termination for cause and gives the employee the
opportunity to cure as required under an employment agree-
ment or plan document, see infra note 178.

158 Treas. Reg. § 1.409A-1(n)(2)(ii)(C).
159 Treas. Reg. § 1.409A-1(n)(2)(i).
160 See Shaev v. Adkerson, No. 10436-VCN, 2015 BL

330187 (Del. Ch. Oct. 5, 2015) (as part of the acquisition by
Freeport-McMoran Copper & Gold Inc. (‘‘Freeport’’) of Plains
Exploration & Production Co. (‘‘PXP’’), the Freeport board
limited Richard Adkerson’s authority as CEO of Freeport to the
mining business conducted by Freeport prior to the PXP acqui-
sition, and amended Freeport’s bylaws to subject Adkerson’s
authority to the board chairman; Adkerson’s Employment
Agreement allowed him to terminate his employment for Good
Reason and receive a $46 million severance package; the Em-
ployment Agreement defined Good Reason to include any ac-
tion that resulted in a diminution in Adkerson’s position, au-
thority, duties or responsibilities, and provided that any deter-
mination of Good Reason made by Adkerson in good faith and
based upon his reasonable belief and understanding was con-
clusive; after consulting with an outside compensation expert,
the board granted Adkerson one million restricted stock units
that had a grant date fair value of $35.19 million to resolve Ad-
kerson’s Good Reason claim and retain him as CEO; court up-
held the grant of the RSU’s under Delaware’s business judg-
ment rule; the board was entitled to the protection of the busi-
ness judgment rule because Adkerson had an arguable claim
for Good Reason termination; the board retained an outside
compensation expert and met multiple times to consider the
potential Good Reason claim; and the board reached an agree-
ment that resolved the Good Reason claim, reduced Freeport’s
potential obligation to Adkerson from $46 million to $35.19

30

3-9-16 COPYRIGHT � 2016 BY THE BUREAU OF NATIONAL AFFAIRS, INC. ISSN



duties, or responsibilities of the person to whom the
Grantee reports, Alternative 2 of section 25(v)(i)(B) and
(C) contains three alternatives.

Alternative A provides that the Material diminution
can occur by reason of a transaction or other event that
results in a change in any business, status, or structure
of the Company or a Broader Related Entity. For ex-
ample, a CEO of a public company that goes private can
use this provision to claim that the transaction caused a
Material diminution in his or her authority, duties, or
responsibilities.161

Alternative B provides that upon consummation of a
Reorganization of Sale, the Material diminution deter-
mination will be made by reference to the combined
group of the Surviving Entity and its Broader Related
Entities.

Alternative C provides that upon consummation of a
Reorganization or Sale in which more than 50 percent
of the voting securities entitled to elect directors of the
Surviving Entity is owned by a Parent Entity, the Mate-
rial diminution determination will be made by reference
to the Parent Entity. In this manner, the Company can-
not prevent a Grantee from having a Separation From
Service for Good Reason by manipulating the Compa-
ny’s corporate structure.

Counsel should be wary of the risk that when speci-
fying the events that constitute a Material diminution,
or the reference group used to determine a Material
diminution, a court may apply the principle of contract
construction of ejusdem generis to limit the events that
constitute a Material diminution.162 The reason for

million, and deferred Freeport’s cash outlay until six months
after Adkerson’s retirement).

The provision of Adkerson’s Employment Agreement that
any determination of Good Reason made by Adkerson in good
faith and based upon his reasonable belief and understanding
was conclusive raises the issue of whether this provision runs
afoul of either the safe harbor or general definition of good
reason in the Final Regulations.

The safe harbor definition states that when a plan provides
that a voluntary separation from service for good reason will
be treated as involuntary if the separation occurs under certain
express conditions, a separation satisfying the conditions set
forth in the plan will be treated as involuntary if the necessary
conditions require a material diminution in the service provid-
er’s authority, duties, or responsibilities. Treas. Reg. § 1.409A-
1(n)(2)(ii)(A)(2). Thus, the safe harbor appears to use an ob-
jective determination of the occurrence of material diminution
in authority, duties, or responsibilities.

The general definition states that the plan must define
good reason to require actions taken by the service recipient
resulting in a material negative change to the service provider
in the service relationship, such as the duties to be performed,
or the conditions under which such duties are to be performed.
Treas. Reg. § 1.409A-1(n)(2)(i). Thus, the general definition
also appears to use an objective determination of material
negative change to the service provider in the service relation-
ship.

If the Final Regulations require an objective determination
of the occurrence of the events that constitute good reason, the
IRS can take the position that the provision in Adkerson’s Em-
ployment Agreement that any determination of Good Reason
made by Adkerson in good faith and based upon his reason-
able belief and understanding was conclusive runs afoul the
objective determination requirement. As a result, a termination
for Good Reason would not be involuntary. For equity compen-
sation arrangements subject to Section 409A, the absence of
an involuntary separation from service means that the ar-
rangement cannot use the short-term deferral and involuntary
separation agreement exceptions to escape the requirement of
a six month delay for payments on a separation from service
of a specified employee. I.R.C. § 409A(a)(2)(B)(i); Treas. Reg.
§§ 1.409A-1(c)(2)(v) and 1.409A-3(i)(2). For equity compensa-
tion arrangements that are exempt from Section 409A, the ab-
sence of an involuntary separation from service does not make
a difference. It is important to note that Freeport did not make
payments under Adkerson’s restricted stock units until six
months after his retirement.

161 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 114 (PLI 2015) (the standard list of
good reason events includes a ‘‘diminution in responsibilities,
title, duties, and reporting lines compared to those existing im-
mediately prior to the change-of-control. In the case of the
most senior executives, this may effectively create a single-
trigger agreement because it is highly unlikely that the chief
executive officer of a target will be the chief executive officer
of the merged company reporting only to its board of direc-
tors. . . . Companies may wish to consider addressing whether
a change in an executive’s job that results solely from the com-
pany ceasing to be a publicly traded entity, or from the com-

pany becoming a wholly owned subsidiary, constitutes
grounds for a good reason resignation’’).

162 See VFC Partners 26, LLC v. Cadlerocks Centennial
Drive, LLC, 735 F.3d 25, 31, 2013 BL 312398 (1st Cir. 2013) (a
subsequent specification impliedly limits the meaning of terms
in preceding general language) (Massachusetts law); Aspen
Advisors LLC v. United Artists Theater Co., 861 A.2d 1251,
1265 (Del. 2004) (under the principle of ejusdem generis, when
an agreement contains a general provision and specific items
that result from the application of the general provision, the
scope of the general provision is limited to items or events
similar to the specific items); Seibold v. Camulos Partners LP,
No. 5176-CS, 2012 BL 239546 (Del. Ch. Sept. 17, 2012) (attor-
ney’s fees clause in subscription agreement applied to cov-
enants or agreements in subscription agreement or in any
other document provided by the subscriber to the fund; court
held that the term ‘‘other document’’ is general language that
must be interpreted in accordance with the specific references
in the subscription agreement; since the ‘‘other document’’
must be related in some way to the subscription agreement,
the term ‘‘other document’’ did not cover a confidentiality
agreement; confidentiality agreement was likely signed by em-
ployees of fund’s investment manager who did not necessarily
subscribe to the fund, and subscription agreement was signed
by subscribers to the fund who were not employees of the in-
vestment manager); In re IAC/Interactive Corp., 948 A.2d 471,
482 n. 16, 494-96, 2008 BL 67887 (Del. Ch. 2008) (corporate
governance agreement required corporation’s consent to any
transaction ‘‘that will impose material additional restrictions
or limitations on such Person’s [the corporation or Barry
Diller, the corporation’s Chairman and CEO] full rights of
ownership (including, without limitation, voting);’’ under the
principle of ejusdem generis, this provision was limited to
regulatory matters similar to those described in prior clauses).

Kel Kim Corp. v. Cent. Mkts, Inc., 524 N.Y.S.2d 384 (1987)
(catchall language at the end of a force majeure clause of
‘‘other similar causes beyond the control of such party’’ was
limited to events of the same kind or nature as the events listed
before the catchall language); Camperlino v. Bargabos, 946
N.Y.S.2d 814, 816, 2012 BL 147117 (App. Div. 2012) (when a
release contains specific recitals as to the claims being re-
leased, and concludes with an omnibus clause that the relea-
sor releases all claims that he or she may have against the re-
leasee, under the principle of ejusdem generis the general
words of the release are limited by the recital of a particular
claim); Volpe v. The Interpublic Grp. of Cos., No. 652308/2012,
2013 BL 208943 (Sup. Ct. Aug. 2, 2013) (one section of Article
VI of employment agreement provided that employee was ‘‘eli-
gible to participate in such other employee benefits as are
available from time to time;’’ court rejected employee’s claim
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specifying the events and reference group is to provide greater protection to the Grantee’s ability to Separate

that this provision covered an alleged oral agreement for the
employee’s sharing of $380 million in profits on the employer’s
sale of Facebook stock; under principle of ejusdem generis, a
series of specific things or concepts is used to interpret a ge-
neric one in the same series; the other sections of Article VI all
related to relatively modest benefits, such as a general allow-
ance of $72,000, an automobile stipend of $12,000, and a finan-
cial planning allowance of $2,500; court used the other ben-
efits in Article VI as a reference, and held that the generic term
‘‘other employee benefits’’ was meant to refer to benefits of a
similar scale to the general allowance or automobile allow-
ance, and not to the profits of the magnitude on the sale of the
Facebook stock), aff’d, 987 N.Y.S.2d 137, 2014 BL 160294
(App. Div. 2014), leave to appeal denied, 995 N.Y.S.2d 714,
2014 BL 260400 (2014).

In Yates v. United States, 135 S. Ct. 1074, 2015 BL 48342
(2015), the United States Supreme Court issued three opinions
that applied the canons of statutory construction of ejusdem
generis and noscitur a sociis in construing the scope of a fed-
eral criminal statute. The opinions reached different conclu-
sions. Yates v. United States, 135 S. Ct. 1074, 2015 BL 48342
(2015) (plurality opinion) (Ginsburg, J.) (defendant commer-
cial fisherman caught undersized red grouper, and ordered a
crew member to toss the suspect catch into the sea to prevent
federal authorities from confirming that he had harvested un-
dersized fish; defendant was charged with violating 18 U.S.C.
§ 1519, which provides that ‘‘whoever knowingly alters, de-
stroys, mutilates, conceals, covers up, falsifies, or makes a
false entry in any record, document, or tangible object with the
intent to impede, obstruct, or influence the investigation or
proper administration of any matter within the jurisdiction of
any department or agency of the United States’’ is subject to
fine, imprisonment, or both; court held that a ‘‘tangible object’’
must be one used to record or preserve information; therefore,
defendant’s conduct did not come within the statute; this con-
struction was supported by the canon of noscitur a sociis, the
meaning of an unclear word or phrase, especially one in a list,
should be determined by the words immediately surrounding
it, and the canon of ejusdem generis, when general words fol-
low specific words in a statutory enumeration, the general
words are usually construed to cover only objects similar in na-
ture to those objects enumerated by the preceding specific
words; under noscitur a sociis, ‘‘tangible object’’ was the last
in a list of terms that begins ‘‘any record [or] document;’’
therefore, the term is appropriately read to refer, not to any
tangible object, but specifically to the subset of tangible objects
involving records and documents, i.e., objects used to record
or preserve information; in addition, the statute applies to any-
one who ‘‘alters, destroys, mutilates, conceals, covers up, falsi-
fies, or makes a false entry in any record, document, or tan-
gible object’’ with the requisite obstructive intent; the last two
verbs, ‘‘falsif[y]’’ and ‘‘mak[e] a false entry in,’’ typically take
as grammatical objects records, documents, or things used to
record or preserve information, such as logbooks or hard
drives; for example, it would be unnatural to describe a killer’s
act of wiping his fingerprints from a gun as falsifying a hard
drive; under ejusdem generis, had Congress intended ‘‘tan-
gible object’’ to be interpreted so generically as to capture
physical objects as dissimilar as documents and fish, Congress
would have no reason to refer specifically to ‘‘record’’ or
‘‘document’’).

Yates v. United States, 135 S. Ct. 1074, 2015 BL 48342
(2015) (Alito, J., concurring) (applying the canons of noscitur
a sociis and ejusdem generis, ‘‘the term ‘tangible object’
should refer to something similar to records or documents. A
fish does not spring to mind–nor does an antelope, a colonial
farmhouse, a hydrofoil, or an oil derrick. All are ‘objects’ that
are ‘tangible.’ But who wouldn’t raise an eyebrow if a neigh-
bor, when asked to identify something similar to a ‘record’ or
‘document,’ said ‘crocodile’? This reading, of course, has short-
comings. For instance, this is an imperfect ejusdem generis
case because ‘record’ and ‘document’ are themselves quite

general. And there is a risk that ‘tangible object’ may be made
superfluous–what is similar to a ‘record’ or ‘document’ but yet
is not one? An e-mail, however, could be such a thing. An
e-mail, after all, might not be a ‘document’ if, as was ‘tradition-
ally’ so, a document was a ‘piece of paper with information on
it,’ not ‘information stored on a computer, electronic storage
device, or any other medium.’ Black’s Law Dictionary 587-588
(10th ed. 2014). E-mails might also not be ‘records’ if records
are limited to ‘minutes’ or other formal writings ‘designed to
memorialize [past] events.’ Id. at 1465. A hard drive, however,
is tangible and can contain files that are precisely akin to even
these narrow definitions. Both ‘record’ and ‘document’ can be
read more expansively, but adding ‘tangible object’ to § 1519
would ensure beyond question that electronic files are in-
cluded. To be sure, ‘tangible object’ presumably can capture
more than just e-mails; Congress enacts ‘catchall[s]’ for
‘known unknowns.’ But where noscitur a sociis and ejusdem
generis apply, ‘known unknowns’ should be similar to known
knowns, i.e., here, records and documents. This is especially
true because reading ‘tangible object’ too broadly could render
‘record’ and document’ superfluous. Next, consider § 1519’s
list of verbs: ‘alters, destroys, mutilates, conceals, covers up,
falsifies, or makes a false entry in.’ Although many of those
verbs could apply to nouns as far-flung as salamanders, satel-
lites, or sand dunes, the last phrase in the list–’makes a false
entry in’–makes no sense outside of filekeeping. How does one
make a false entry in a fish? ‘Alters’ and especially ‘falsifies’
are also clearly associated with filekeeping. Not one of the
verbs, moreover, cannot be applied to filekeeping–certainly
not in the way that ‘makes a false entry in’ is always inconsis-
tent with the aquatic. . . . One can imagine Congress trying to
write a law so broadly that not every verb lines up with every
noun. But failure to ‘line up’ may suggest that something has
gone awry in one’s interpretation of a text. Where, as here,
each of a statute’s verbs applies to a certain category of nouns,
there is some reason to think that Congress had that category
in mind. Categories, of course, are often underinclusive or
overinclusive–§ 1519, for instance, applies to a bomb-
threatening letter but not a bomb. But this does not mean that
categories are not useful or that Congress does not enact them.
Here, focusing on the verbs, the category of nouns appears to
be filekeeping. This observation is not dispositive, but neither
is it nothing. The Government also contends that § 1519’s
verbs cut both ways because it is unnatural to apply ‘falsifies’
to tangible objects, and that is certainly true. One does not fal-
sify the outside casing of a hard drive, but one could falsify or
alter data physically recorded on that hard drive.’’) (some cita-
tions omitted).

Yates v. United States, 135 S. Ct. 1074, 2015 BL 48342
(2015) (Kagan, J., dissenting) (‘‘When Congress has not sup-
plied a definition, we generally give a statutory term its ordi-
nary meaning. As the plurality must acknowledge, the ordi-
nary meaning of ‘tangible object’ is a ‘discrete thing that pos-
sesses physical form.’ A fish is, of course, a discrete thing that
possesses physical form. See generally Dr. Seuss, One Fish
Two Fish Red Fish Blue Fish (1960). So the ordinary meaning
of the term ‘tangible object’ in § 1519, as no one here disputes,
covers fish (including too-small red grouper). . . . Begin with
the way the surrounding words in § 1519 reinforce the breadth
of the term at issue. Section 1519 refers to ‘any’ tangible ob-
ject, thus indicating (in line with that word’s plain meaning) a
tangible object ‘of whatever kind.’ Webster’s Third New Inter-
national Dictionary 97 (2002). This Court has time and again
recognized that ‘any’ has ‘an expansive meaning,’ bringing
within a statute’s reach all types of the item (here, ‘tangible ob-
ject’) to which the law refers. And the adjacent laundry list of
verbs in § 1519 (‘alters, destroys, mutilates, conceals, covers
up, falsifies, or makes a false entry’) further shows that Con-
gress wrote a statute with wide scope. Those words are sup-
posed to ensure–just as ‘tangible object’ is meant to–that
§ 1519 covers the whole world of evidence-tampering, in all its
prodigious variety. Still more, ‘tangible object’ appears as part
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From Service for Good Reason, and that protection
would be at risk were a court to apply the principle of
ejusdem generis.

To address this risk, the Model Plan uses two draft-
ing conventions. First, each alternative in Alternative 2
of section 25(v)(i)(B) and (C) provides that the specifi-
cation is in furtherance of, and not in limitation of, the

of a three-noun phrase (including also ‘records’ and ‘docu-
ments’) common to evidence-tampering laws and always un-
derstood to embrace things of all kinds. As Congress recog-
nized in using a broad term, giving immunity to those who de-
stroy non-documentary evidence has no sensible basis in penal
policy. A person who hides a murder victim’s body is no less
culpable than one who burns the victim’s diary. A fisherman,
like John Yates, who dumps undersized fish to avoid a fine is
no less blameworthy than one who shreds his vessel’s catch
log for the same reason. It understood, in enacting § 1519, that
destroying evidence is destroying evidence, whether or not
that evidence takes documentary form. . . . [T]his Court uses
noscitur a sociis and ejusdem generis to resolve ambiguity, not
create it. Those principles are ‘useful rule[s] of construction
where words are of obscure or doubtful meaning.’ But when
words have a clear definition, and all other contextual clues
support that meaning, the canons cannot properly defeat Con-
gress’s decision to draft broad legislation. Anyway, assigning
‘tangible object’ its ordinary meaning comports with noscitur
a sociis and ejusdem generis when applied, as they should be,
with attention to § 1519’s subject and purpose. Those canons
require identifying a common trait that links all the words in a
statutory phrase. In responding to that demand, the plurality
characterizes records and documents as things that preserve
information–and so they are. But just as much, they are things
that provide information, and thus potentially serve as evi-
dence relevant to matters under review. And in a statute per-
taining to obstruction of federal investigations, that evidentiary
function comes to the fore. The destruction of records and
documents prevents law enforcement agents from gathering
facts relevant to official inquiries. And so too does the destruc-
tion of tangible objects–of whatever kind. Whether the item is
a fisherman’s ledger or an undersized fish, throwing it over-
board has the identical effect on the administration of justice.
For purposes of § 1519, records, documents, and (all) tangible
objects are therefore alike. . . . The plurality observes that
§ 1519 prohibits ‘falsif[ying]’ or ‘mak[ing] a false entry in’ a
tangible object, and no one can do those things to, say, a mur-
der weapon (or a fish). But of course someone can alter, de-
stroy, mutilate, conceal, or cover up such a tangible object, and
§ 1519 prohibits those actions too. The Court has never before
suggested that all the verbs in a statute need to match up with
all the nouns. . . . It is exactly when Congress sets out to draft
a statute broadly–to include every imaginable variation on a
theme–that such mismatches will arise. To respond by narrow-
ing the law, as the plurality does, is thus to flout both what
Congress wrote and what Congress wanted. . . . No one read-
ing § 1519 needs to fill in a blank after the words ‘records’ and
‘documents.’ That is because Congress, quite helpfully, already
did so–adding the term ‘tangible object.’ The issue in this case
is what that term means. So if the concurrence wishes to ask
its neighbor a question, I’d recommend a more pertinent one:
Do you think a fish (or, if the concurrence prefers, a crocodile)
is a ‘tangible object’? As to that query, ‘who wouldn’t raise an
eyebrow’ if the neighbor said ‘no.’? In insisting on its different
question, the concurrence neglects the proper function of
catchall phrases like ‘or tangible object.’ The reason Congress
uses such terms is precisely to reach things that, in the concur-
rence’s words, ‘do[ ] not spring to mind’–to my mind, to my
neighbor’s, or (most important) to Congress’s. As this Court
recently explained: ‘[T]he whole value of a generally phrased
residual [term] is that it serves as a catchall for matters not
specifically contemplated–known unknowns. Congress real-
izes that in a game of free association with ‘record’ and ‘docu-
ment,’ it will never think of all the other things–including
crocodiles and fish–whose destruction or alteration can (less
frequently but just as effectively) thwart law enforcement. And
so Congress adds the general term ‘or tangible object’–again,
exactly because such things ‘do[ ] not spring to mind.’ The
concurrence suggests that the term ‘tangible object’ serves not
as a catchall for physical evidence but to ‘ensure beyond ques-
tion’ that e-mails and other electronic files fall within § 1519’s

compass. But that claim is eyebrow-raising in its own right.
Would a Congress wishing to make certain that § 1519 applies
to e-mails add the phrase ‘tangible object’ (as opposed, say, to
‘electronic communications’)? Would a judge or jury member
predictably find that ‘tangible object’ encompasses something
as virtual as e-mail (as compared, say, with something as real
as a fish)? If not (and the answer is not), then that term cannot
function as a failsafe for e-mails.’’) (footnotes and some cita-
tions omitted).

See generally Brent McIntosh, ‘‘‘An Emblem of a Deeper
Pathology in the Criminal Code:’ Thoughts on the Supreme
Court’s Ruling that, Sometimes, Fish Aren’t Tangible Objects,’’
Law.com, March 4, 2015 (‘‘Canons such as [noscitur a sociis
and ejusdem generis] are usually pressed into service when
one cannot determine the proper meaning of words read in
isolation–as when one wonders whether a statute’s use of the
term ‘records’ means Ford’s bylaws, U2’s vinyl disks, or Usain
Bolt’s speediest sprints. But there is little such ambiguity in the
capacious phrase ‘tangible object.’ As Justice Kagan points
out, breadth is not the same as ambiguity, and there is a com-
pelling argument that the plurality employs these canons not
to resolve ambiguity but to create it.’’) (available at http://
law.com/sites/brentmcintosh/2015/03/04/fish_are_not_
tangible_objects/).

For another decision in which the court applied the canon
of statutory construction of ejusdem generis to construe a fed-
eral criminal statute not to apply to the defendants, see United
States v. Kaluza, 780 F.3d 647, 662, 2015 BL 65703 (5th Cir.
2015) (court dismissed eleven counts of seaman’s manslaugh-
ter against two well site leaders on the Deepwater Horizon
drilling rig when a blowout of oil, natural gas, and mud oc-
curred during deepwater drilling operations at the Macondo
well on the Outer Continental Shelf; eleven men died from the
resulting explosions and fires on the Deepwater Horizon, and
the blowout resulted in the discharge of millions of barrels of
oil into the Gulf of Mexico; under 18 U.S.C. § 1115, ‘‘Every cap-
tain, engineer, pilot or other person employed on any steam-
boat or vessel, by whose misconduct, negligence, or inatten-
tion to his duties on such vessel the life of any person is de-
stroyed, and every owner, charterer, inspector, or other public
officer, through whose fraud, neglect, connivance, misconduct,
or violation of law the life of any person is destroyed, shall be
fined under this title or imprisoned for not more than ten
years, or both;’’ court held that the statutory language of
‘‘[e]very . . . other person employed on any . . . vessel’’ was am-
biguous because it could be read to include everyone employed
on the vessel; since this reading would render the terms cap-
tain, engineer, and pilot superfluous, the language could also
be read to include a smaller group of those employed on the
vessel; court applied the canon of ejusdem generis to resolve
the ambiguity and held that the statute did not apply to the
well site leaders; the terms captain, engineer, and pilot defined
a class of persons involved in marine operations, maintenance,
or navigation of the vessel; ‘‘In other words, all three are per-
sons in positions of authority responsible for the success of a
vessel qua vessel, i.e., in its function as something used or ca-
pable of being used as a means of transportation on water;’’
therefore, the language of every other person employed on the
vessel applied only to those persons responsible for marine op-
erations, maintenance, or navigation of the vessel; the well site
leaders were responsible for the execution of drilling and well
operations, rather than these functions).

33

ISSN BNA 3-9-16

http://law.com/sites/brentmcintosh/2015/03/04/fish_are_not_tangible_objects/
http://law.com/sites/brentmcintosh/2015/03/04/fish_are_not_tangible_objects/
http://law.com/sites/brentmcintosh/2015/03/04/fish_are_not_tangible_objects/


Material diminution determination.163 Second, each al-
ternative also provides for the following rule of con-
struction: ‘‘The principle of ejusdem generis will not ap-
ply in determining whether an event is a Material dimi-
nution.’’164

In addition, in other provisions the Model Plan uses
the drafting convention of ‘‘including without limita-
tion.’’ To address the risk of a court applying the prin-
ciple of ejusdem generis to undermine the parties’ in-
tent with respect to this drafting convention, section 24
of the Model Plan provides for the following rule of con-
struction:

The Administrator and Board shall not construe or interpret
the terms ‘‘includes,’’ ‘‘including,’’ ‘‘includes without limita-
tion,’’ and ‘‘including without limitation’’ to limit any provi-
sion or item that precedes or follows these terms to the spe-
cific or similar provisions or items that follow these terms.
The principle of ejusdem generis will not apply when any of
these terms are used.165

With respect to accelerated vesting and the exercise
period on Separation From Service due to Disability or

163 See Nancy M. Persechino, ‘‘Force Majeure,’’ in Negoti-
ating and Drafting Contract Boilerplate 319, 332-33 (Tina L.
Stark ed., ALM 2003).

164 See Marvin Garfinkel, Real World Document Drafting
¶ 4.17 (2d ed. ALI-ABA 2010) (to avoid application of ejusdem
generis, the document can contain a general provision that the
rule of ejusdem generis does not apply in the interpretation of
any provision); Tina L. Stark, Drafting Contracts ¶ 23.6 (2d ed.
Wolters Kluwer 2014) (‘‘Parties can attempt to overcome the
application of ejusdem generis by stating that it does not ap-
ply.’’); Nancy M. Persechino, ‘‘Force Majeure,’’ in Negotiating
and Drafting Contract Boilerplate 319, 332-33 (Tina L. Stark
ed., ALM 2003).

Cf. Senior Hous. Capital, LLC v. SHP Senior Hous. Fund,
LLC, No. 4586–CS, 2013 BL 129569 (Del. Ch. May 13, 2013)
(court enforced provision in operating agreement that waived
the doctrine of contractual construction that an ambiguous
provision is construed against the drafter); Hexion Specialty
Chem., Inc. v. Huntsman Corp., 965 A.2d 715, 739, 2008 BL
266455 (Del. Ch. 2008) (parties can allocate by contract which
party bears the burden of proof to show the occurrence of a
material adverse effect; in absence of clear language in the
contract to the contrary, the burden of proof rests on the party
seeking to excuse its performance under the contract).

165 See Marvin Garfinkel, Real World Document Drafting
¶ 4.17 (2d ed. ALI-ABA 2010); Ross Guberman & Gary Karl,
Deal Struck: The World’s Best Drafting Tips, at 71 (2014) (In
everyday communication, includes and including mean that
the list that follows is partial and illustrative, also known as
‘nonexhaustive.’ ‘The places I’d like to visit include France and
Germany’ suggest that you’d like to visit other places, too. But
include can also reflect a complete or ‘exhaustive list’ (‘His
name includes two words derived from Spanish’), and it can
signify that one element is simply a component of another
(‘The device includes a lever’). Some courts have construed in-
cludes and including in this way. s Many drafters thus add
‘without limitation’ or ‘but not limited to’ after includes and in-
cluding. s Make sure to insert commas around ‘without limi-
tation’ and around ‘but not limited to.’ Also consider simply de-
fining includes and including to mean ‘includes (or including)
without limitation’ to avoid having to repeat this cumbersome
construction.’’); Tina L. Stark, Drafting Contracts ¶ 23.5.5 (2d
ed. Wolters Kluwer 2014).

Cf. Kenneth A. Adams, A Manual of Style for Contract
Drafting ¶ 13.281 (3d ed. ABA 2013) (‘‘[I]f you’re relying on the
general word to convey its everyday meaning, use includes or
including only to make it clear that the preceding noun in fact
includes something that otherwise might not fall within its
scope–fruit, including tomatoes. (Are tomatoes a fruit or a
vegetable? Your answer might depend on whether you’re a
botanist or a cook.) Doing so leaves little possibility for
mischief–given that tomatoes is lurking on the edge of fruit, a
court couldn’t reasonably conclude that fruit in fact means
only tomatoes or tomato-like produce.’’).

For example, the alternatives in the definition of Cause in
section 25(h)(i) of the Model Plan often require that the Grant-
ee’s conduct cause or threaten to cause a Material or Signifi-
cant loss to any business of the Company or a Broader Related
Entity. Section 25(h)(i)(W) provides that a Material or Signifi-
cant loss includes without limitation the Company’s or any
Broader Related Entity’s restatement of one or more of its fi-
nancial statements for a completed fiscal period after the state-
ment or statements were filed with the SEC. Without this pro-
vision, the restatement of financial statements may not other-
wise be a Material or Significant loss.

Mr. Adams also takes the position that when a drafter de-
termines that a nonexclusive list of examples is appropriate,
the drafter should not use the drafting convention of ‘‘includ-
ing without limitation.’’ Instead, the drafter should place the
general term last as a means to prevent the list from imposing
a restrictive meaning on the general term: ‘‘oranges, lemons,
grapefruit, and other fruit, whether or not citrus.’’ Kenneth A.
Adams, ‘‘The First Circuit on ‘Including,’ ’’ Adams on Contract
Drafting, Jan. 3, 2014 (available at http://
www.adamsdrafting.com/the-first-circuit-on-including/).

But cf. VFC Partners 26, LLC v. Cadlerocks Centennial
Drive, LLC, 735 F.3d 25, 31, 2013 BL 312398 (1st Cir. 2013) (in-
demnity agreement provided that borrower would indemnify
lender against all costs, demands, and other liabilities sought
or asserted against lender in connection with the presence,
suspected presence, release, suspected release, or threat or re-
lease of any hazardous materials; agreement also specified cat-
egories of liability, one of which was the cost required to take
necessary precautions to protect against the release of any
hazardous materials; court held that specification of liabilities
imposed reasonable limitations on the preceding sentence, and
did not provide nonexclusive examples of liabilities covered;
since environmental test results did not show that a hazardous
level of PCE was likely to be released into the air, there was
never a point at which the servicer of the loan or the receiver
of the property took steps to prevent a release; accordingly, the
tests were not necessary precautions to protect against the re-
lease of hazardous materials; court relied on the principle of
contract construction that a subsequent specification impliedly
limits the meaning of terms in preceding general language;
court also noted that the specification of categories of liability
did not use the typical language parties often use to introduce
a list of nonexclusive examples, such as include but not limited
to, or without limiting the foregoing the term includes; ‘‘Al-
though such language is of course not obligatory, its absence
does weigh against reading the second sentence as a list of
nonexclusive examples.’’) (Massachusetts law); In re Estate of
Meyer, 668 N.E.2d 263, 265 (Ind. Ct. App. 1996) (‘‘If he had in-
tended to use the word ‘including’ as a term of enlargement
rather than a term of limitation, [the testator] could have modi-

34

3-9-16 COPYRIGHT � 2016 BY THE BUREAU OF NATIONAL AFFAIRS, INC. ISSN

http://www.adamsdrafting.com/the-first-circuit-on-including/
http://www.adamsdrafting.com/the-first-circuit-on-including/


death, section 7(d)(iii)-(iv) of the Model Plan provides
for full vesting and an exercise period of one year after
the date of Separation From Service. Section 25(p) of
the Model Plan provides three alternative definitions of
‘‘Disability.’’ Each of the definitions in Alternatives 1
and 2 is one of the permissible definitions under the Fi-
nal Regulations that a nonqualified deferred compensa-
tion plan subject to Section 409A can use when disabil-
ity is a payment event.166 The definition in Alternative 3
is the definition that the Final Regulations use to deter-
mine an employee’s date of separation from service
when the employee has a disability and is on a bona fide
leave of absence in which the employee does not per-
form services.167

The service recipient is free for two reasons to use
any of the definitions of Disability in Alternatives 1, 2,
or 3, or any other definition. First, the Model Plan is ex-
empt from Section 409A. Second, the vesting and pay-
ment event is Separation From Service due to Disabil-
ity, rather than the Disability itself.168

An incentive stock option retains its status as an in-
centive stock option when the plan or award agreement
provides that the grantee may exercise the option
within three months after termination of employ-
ment.169 When the plan or award agreement allows the
option to be exercised beyond this period, the option
loses its status as an incentive stock option and be-
comes a nonqualified stock option.170 When termina-
tion of employment is due to disability, the plan or
award agreement can provide that an incentive stock
option can be exercised for up to one year after termi-
nation of employment and maintain its status as an in-
centive stock option.171

Under the incentive stock option regulations, termi-
nation of employment due to disability is determined by
reference to the definition under code Section
22(e)(3).172 This definition is also one of the permissible
definitions of disability under code Section
409A(a)(2)(C)(i) and Treasury Regulation Section
1.409A-3(i)(4)(i)(A) as a permissible payment event. Al-
ternative 1 of section 25(p) of the Model Plan uses this
definition. In addition, for purposes of determining the
term of an incentive stock option, Alternatives 2 and 3
of section 25(p) define Disability as provided under
code Section 22(e)(3).

When the service recipient wishes to coordinate the
vesting of equity awards on separation from service due
to disability with the payments under its nonqualified
deferred compensation plans subject to Section 409A
on separation from service due to disability, the service
recipient should use the definition of disability in the
nonqualified deferred compensation plans in the equity
compensation plan.

In addition, when an employee dies while employed
or within the three months after termination of employ-
ment, an incentive stock option can be exercised for the

fied ‘including’ with the phrase ‘but not in limitation of the
foregoing.’ ’’).

See generally Auer v. Commonwealth, 621 S.E.2d 140,
144-45 (Va. Ct. App. 2005) (‘‘Generally speaking, the word ‘in-
clude’ implies that the provided list of parts or components is
not exhaustive and, thus, not exclusive. . . . However, the word
‘include’ is also commonly used in a restrictive, limiting
sense. . . . Used in this limiting sense, the term typically intro-
duces an exhaustive list of all the components or members that
make up the whole. . . . Thus, when a statute uses the word ‘in-
clude’ in this restrictive, limiting sense to define a term, it sets
forth the entire definition, and no other elements or items are
includable. . . . Because the word ‘include’ is susceptible to
more than one meaning and because it is not immediately
clear from the word’s context which meaning is meant to ap-
ply . . . we conclude that the statute’s provision . . . is ambigu-
ous.’’).

166 I.R.C. § 409A(a)(2)(A)(ii) and (C); Treas. Reg. § 1.409A-
3(a)(2) and (i)(4)(i)(A) and (B). Under the Final Regulations, a
plan subject to I.R.C. § 409A may also provide that a service
provider will be deemed disabled if determined: (1) to be to-
tally disabled by the Social Security Administration or Rail-
road Retirement Board; or (2) to be disabled in accordance
with a disability insurance program as long as the definition of
disability under the program satisfies Treas. Reg. § 1.409A-
3(i)(4). Treas. Reg. § 1.409A-3(i)(4)(iii).

In addition, a plan subject to I.R.C. § 409A may provide for
payment on disability under one definition, and need not pro-
vide for payment on disability under all definitions, as long as
the definition of disability on which a payment is made satis-
fies the requirements of Treas. Reg. § 1.409A-3(i)(4). Treas.
Reg. § 1.409A-3(i)(4)(ii).

167 Treas. Reg. § 1.409A-1(h)(1)(i). Under the Final Regula-
tions, the employment relationship is treated as continuing in-
tact while the employee is on military leave, sick leave, or
other bona fide leave of absence if the period of leave does not
exceed six months, or if longer, so long as the employee re-
tains a right to reemployment with the service recipient under
statute or contract. A leave of absence is bona fide only if there
is a reasonable expectation that the employee will return to
perform services for the employer. If the period of leave ex-
ceeds six months and the employee does not retain a right to
reemployment under statute or contract, the employment rela-
tionship is deemed to terminate on the first date immediately
following the six month period. When the leave of absence is
due to any medically determinable physical or mental impair-
ment that can be expected to result in death or can be expected
to last for a continuous period of not less than six months, and
the impairment causes the employee to be unable to perform
the duties of the employee’s position of employment or any
substantially similar position of employment, a 29 month pe-
riod may be substituted for the six month period. Id.

Under the incentive stock option regulations, the employ-
ment relationship is treated as continuing intact while the em-
ployee is on military leave, sick leave, or other bona fide leave
of absence if the period of leave does not exceed three months,
or, if longer, so long as the employee’s right to reemployment

with the corporation granting the option (or a related corpora-
tion of such corporation), or a corporation (or a corporation re-
lated to such corporation) substituting or assuming a stock op-
tion in a transaction to which Treas. Reg. § 1.424-1(a) applies,
is provided by statute or contract. If the period of leave ex-
ceeds three months and the employee’s right to reemployment
is not provided by statute or contract, the employment rela-
tionship is deemed to terminate on the first date immediately
following the three month period. Treas. Reg. § 1.421-1(h)(2)
and (h)(4), ex. 7. Thus, the rule for determination of the date
of termination of employment under the incentive stock option
regulations is different from the rule for determination of the
date of separation from service under the Final Regulations.

168 See Randy L. Gegelman, ‘‘Disability,’’ in Section 409A
Handbook 395, 412 (Regina Olshan & Erica F. Schohn eds.,
BNA 2010).

169 I.R.C. § 422(a)(2); Treas. Reg. § 1.422-1(a)(1)(i)(B). The
reference group for determination of termination of employ-
ment under the incentive stock option regulations is the grant-
ing corporation and the parents and subsidiaries of the grant-
ing corporation. Treas. Reg. § 1.421-1(h). See discussion of
when termination of employment occurs under the incentive
stock option regulations supra note 167.

170 Treas. Reg. § 1.421-1(h)(2).
171 Treas. Reg. § 1.422-1(a)(3).
172 Treas. Reg. § 1.422-1(a)(3).
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period provided by the plan or award agreement by the
employee’s estate, any person who acquires the option
by bequest or inheritance, or by reason of the employ-
ee’s death, such as a beneficiary designated by the em-
ployee under the plan.173

The Final Regulations provide that an impermissible
extension of a stock right does not occur if the expira-
tion date of the exercise period is tolled when exercise
would violate federal, state, local, or foreign law, or
would jeopardize the service recipient’s ability to con-
tinue as a going concern.174 Once exercise would no
longer violate applicable law or jeopardize the ability of
the service recipient to continue as a going concern, the
exercise period is extended for thirty days.175 Sections
7(d)(vii) and 9(d) of the Model Plan reflect these rules.

It is unclear whether the provision for the tolling of
the exercise expiration date applies in two situations.
First, the service recipient does not have a valid Form
S-8 registration statement in effect, but exercise in the
absence of a Form S-8 would not violate the securities
laws, and another registration statement is filed or an-
other exemption from registration is available.176 Sec-
ond, the service provider cannot exercise the stock right
because the service provider is subject to a blackout pe-
riod on the sale of stock.177

With respect to termination and forfeiture of Awards
on an Involuntary Separation From Service for Cause,
section 7(d)(i) of the Model Plan provides two alterna-
tives. Alternative 1 provides for termination of Options
and SARs, whether vested or unvested, and forfeiture of
unvested Restricted Stock. Alternative 2 provides for
termination of unvested Options and SARs, and forfei-
ture of unvested Restricted Stock.

Section 25(h) of the Model Plan defines ‘‘Cause,’’ and
contains an extensive list of the events that constitute
Cause.178 Counsel should review the list to determine

which events are appropriate for the service recipient’s
business needs. The definition of Cause is important be-
cause equity compensation plans and employment
agreements rarely provide for accelerated vesting of eq-
uity awards or other separation benefits on a separation
from service for cause.179

173 Treas. Reg. § 1.421-2(c)(1). Section 5(h)(iv)-(v) of the
Model Plan contains the designation of beneficiary provisions.

174 Treas. Reg. § 1.409A-1(b)(5)(v)(C)(1). A provision of for-
eign law applies only to foreign earned income (as defined un-
der I.R.C. § 911(b)(1) without regard to I.R.C.
§ 911(b)(1)(B)(iv) and without regard to the requirement that
the income be attributable to services performed during the
period set forth in I.R.C. § 911(d)(1)(A) or (B)) from sources
within the foreign country that promulgated such law. Id.

175 Treas. Reg. § 1.409A-1(b)(5)(v)(C)(1). The Final Regula-
tions also provide that an impermissible extension of a stock
right’s exercise period does not occur when the exercise pe-
riod is extended to a date no later than the earlier of: (1) the
latest date on which the stock right could have expired by its
original terms under any circumstances; and (2) the tenth an-
niversary of the stock right’s original date of grant. Id. An im-
permissible extension of the exercise period also does not oc-
cur if it is extended when the stock right’s exercise price
equals or exceeds the fair market value of the service recipient
stock that could be purchased (in the case of an option), or the
fair market value of the service recipient stock used to deter-
mine the payment to the service provider (in the case of an
SAR). Id.

See discussion of the consequences of an impermissible
extension of a stock right supra notes 27 and 34.

176 Erica F. Schohn, ‘‘Equity Arrangements,’’ in Section
409A Handbook 419, 445 (Regina Olshan & Erica F. Schohn
eds., BNA 2010).

177 Id.
178 Section 25(h)(ii) of the Model Plan provides that if the

Board, or board of directors or other governing body of the
Broader Related Entity to which the Grantee primarily pro-
vides services determines that Cause exists due to the occur-

rence of an event under section 25(h)(i)(F), (H), or (J), the
Board, or board of directors or other governing body, must
give the Grantee written notice specifying in reasonable detail
the acts or omissions that constitute Cause, and an opportunity
to cure.

When an employment agreement or plan document re-
quires an employer to provide an employee with written notice
of the employee’s conduct or other event that permits termina-
tion for cause and gives the employee the opportunity to cure,
but the employer terminates the employee without providing
the notice, the employer’s termination of the employee is a ter-
mination without cause that entitles the employee to the ben-
efits provided under the employment agreement or plan docu-
ment for a termination without cause. See, e.g., Grippa v. St.
Elizabeth Med. Ctr., Inc.,, 10–64-DLB, 2012 BL 23869 (E.D. Ky.
Feb. 2, 2012) (when employment agreement specifically and
narrowly defined termination for cause and required employer
to give written notice on termination for cause, employee’s
breach of employment agreement did not excuse employer’s
obligation to give written notice); Rebh v. Lake George Ven-
tures, Inc., 636 N.Y.S.2d 504 (App. Div. 1996) (employment
agreement required employer to give employees a 30-day no-
tice and cure period if employer in its sole discretion found em-
ployees’ performance to be substandard); Hanson v. Capital
Dist. Sports, Inc., 630 N.Y.S.2d 429, 431 (App. Div. 1995) (em-
ployer failed to comply with the requirement of the employ-
ment contract that employee not be discharged without cause,
or discharged for cause without advance written notice of the
details and events constituting cause and a seven-day period
within which to cure or commence to cure such cause); O’Neil
v. Clinically Home, LLC, M2013-01789-COA-R3-CV, 2014 BL
202860, 59 EBC 1820 (Tenn. Ct. App. July 16, 2014) (CEO’s
employment agreement provided, ‘‘In the event of a termina-
tion for Cause or Good Reason, written notice shall specify the
circumstances relied on to support the decision to terminate;’’
when employer’s notice of termination did not specify any cir-
cumstances supporting its decision to terminate the CEO, em-
ployer terminated the CEO Without Cause; CEO was entitled
to separation benefits under the employment agreement for
Termination Without Cause), appeal denied, M2013-01789-
SC-R11-CV, 2014 BL 344041 (Tenn. Nov. 19, 2014).

For an example of an employment agreement with a com-
prehensive definition of cause and procedures to determine
whether cause exists, see Employment Agreement Effective as
of December 4, 2012 between the Board of Trustees of the Uni-
versity of Arkansas and Bret Bielema as Head Football Coach,
Section 13 and Exhibit G (available at http://
www.arkansasbusiness.com/public/ab-Bret-Bielema-
Contract.PDF).

For the effect of an employee’s failure to give an employer
notice of the occurrence of a good reason event and the oppor-
tunity to cure as required under an employment agreement or
plan document, see supra note 157.

179 See, e.g., Gilman v. Marsh & McLennan Cos., Inc., 85 F.
Supp. 3d 757, 767, 2015 BL 17281, 60 EBC 1488 (S.D.N.Y.
2015) (New York Attorney General investigated contingent
commission practices of employer, a global insurance broker;
employer also conducted an internal investigation, and re-
quested employees to submit to interviews with employer’s at-
torneys; after employees refused, employer terminated their
employment and denied their stock bonus units and deferred
stock units; contracts governing the grants of these units en-
titled employees to keep their equity if they were terminated
without cause; contracts defined cause as willful misconduct in
the performance of the employee’s duties, refusal to perform
the employee’s duties, violation of an important policy of the
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In addition, the definition of Cause uses the term ‘‘in-
tentional,’’ rather than ‘‘willful,’’ for a number of the
events, such as the Grantee’s intentional interference
with the business of the Company or any Broader Re-
lated Entity. The term ‘‘willful’’ can mean intentional, or
malicious.180 To avoid this ambiguity, the Model Plan
uses ‘‘intentional.’’

company, or any activity that would bring substantial discredit
to the company; employer acknowledged that under each defi-
nition, the employer’s request that the employees submit to in-
terviews had to be reasonable; court held that the employer’s
request was reasonable and granted the employer summary
judgment on the employee’s forfeiture of the units; ‘‘When a
corporation is under investigation, it is standard operating pro-
cedure for the corporation at least to ask that its employees
who might have information about the wrongdoing submit to
interviews with company lawyers. Indeed, even if Marsh asked
McNenney to submit to interviews with the NYAG’s office – a
fact that the parties dispute – that request was reasonable as a
matter of law. To assure that the corporation cooperated,
Marsh needed to assure that its employees cooperated as
well.’’).

See also Craig Bonnist, ‘‘The Objectives of Employment
Agreements and the Inclusion and Drafting of Effective Provi-
sions to Fulfill Those Objectives,’’ in Negotiating and Drafting
Employment Agreements 21, 25-26 (Aspatore 2015-2016 ed.)
(‘‘[A]n effective employment agreement enables the employer
to terminate an employee’s employment, regardless of the
term of the employment, for cause at any time. Termination by
the employer of the employee’s employment for cause typi-
cally results in the employer avoiding employing a less-than-
satisfactory employee for the full term of the agreement and
further relieves the employer from paying the employee any
further obligations (e.g., severance or other termination pay)
other than accrued and vested compensation and benefits.
Typically, restrictive covenants are also more likely to be en-
forced when an employee has been terminated for cause by an
employer (or, . . . as a result of the employee’s voluntary resig-
nation). Of course, an employment agreement often involves
heavy negotiation concerning the definition of cause. An em-
ployee only wants cause to exist under very specific objective
circumstances and only if those circumstances exist after the
employer provides the employee with proper notice and a pe-
riod in which to cure the deficiency. On the other hand, the
employer wants to retain the discretion to determine whether
the employee is effective and is fulfilling his or her obligations
and wants to be able to make that decision subjectively with no
or limited opportunity for the employee to cure the deficien-
cies.’’).

Jeannemarie O’Brien, ‘‘The Continuing Relevance of
Change-of-Control Arrangements,’’ in Hot Issues in Executive
Compensation, at 103, 115 (PLI 2015) (‘‘Under a change-of-
control employment agreement, an executive will generally be
denied severance benefits if the termination is by the company
for ‘cause.’ As a result, the definition of ‘cause’ is of primary
importance. In a typical change-of-control severance [sic]
[employment] agreement, the definition of ‘cause’ is narrowly
drafted to include only objective and demonstrable acts such
as failure to perform duties after warning, conviction of a
felony, or the commission of willful misconduct that is materi-
ally and demonstrably injurious to the company, and contains
a due process provision often permitting the executive to be
heard before the board and requiring a super-majority vote of
the board. Cause definitions are designed to be narrow to re-
duce the risk that an ‘unfriendly’ acquiror will take advantage
of a broad definition of cause by terminating an executive’s
employment and contending that the termination is for cause,
when no such event has occurred.’’).

See generally Joann S. Lublin, ‘‘Failure Parachutes Falling
Out of Favor,’’ Wall St. J., Aug. 12, 2015, at B1, B7 (‘‘Employ-
ment contracts typically bar exit payments for executives fired
‘for cause,’ such as gross misconduct. Firing a leader for cause
can be such a legal hassle that boards rarely try, management
lawyers and pay advisers say. Termination ‘without cause’ is
the simplest – albeit often costly – route. That is what Mattel
directors realized before they forced out Chief Executive
Bryan Stockton this year, someone familiar with the toy maker
recalled. ‘It would be virtually impossible to prove cause,’ the
knowledgeable person said. Mr. Stockton left in late January,

after a weak holiday season that caused a 59% drop in fourth-
quarter profit. ‘Our results were not meeting our expectations
and the board felt that a leadership change was in order,’ Mat-
tel spokesman Alex Clark said at the time. Terminated without
cause, Mr. Stockton received a $9.7 million package that in-
cluded nearly $3 million in accelerated vesting of his equity
awards.’’); Joann S. Lublin, ‘‘High Costs When Fired CEOs
Fight,’’ Wall St. J., June 28-29, 2014, at B1, B4 (‘‘About 84% of
the heads of companies in the S&P 500 stock index have em-
ployment contracts, according to GMI Ratings, a governance
research firm. The accords typically allow boards to fire a chief
for cause due to deliberate neglect of duties, gross misconduct,
a felony conviction or company-related fraud. When fired for
such actions, executives are usually denied severance or other
exit payments. Some boards have expanded their list of mis-
deeds beyond the usual. For instance, Walt Disney Co.’s con-
tract with CEO Robert Iger states Mr. Iger can be terminated if
he refuses to provide testimony or cooperate with an investiga-
tion ‘into his or the company’s business practices.’ In Mr.
Charney’s 2012 contract [with American Apparel Inc.], chronic
alcoholism or drug abuse are listed among reasons directors
can fire him for cause. Neither of those things were cited as
reasons for his firing. The legal battles in such disputes have
mixed results because contractual definitions often are vague,
leaving much to the interpretation of arbitrators, judges, and
juries.’’); Joann S. Lublin & Erik Holm, ‘‘Contract Doesn’t Let
Board Fire Mann CEO for Jail Term,’’ WSJ.com, Sept. 15, 2010
(‘‘Under the terms of the employment agreement for Louis
Lower, the jailed chief executive of Horace Mann Educators
Corp., serving a 60-day sentence on a drunken-driving charge
isn’t grounds for firing–or for losing any pay. . . . Mr. Lower’s
contract, signed when he became CEO in February 2000, al-
lows the board to dismiss him for cause if he is convicted of a
felony crime, commits an act of fraud or fails to perform his
duties. However, Mr. Lower’s drunken-driving conviction is a
misdemeanor offense.’’) (available at http://online.wsj.com/
article/
SB10001424052748703743504575494190327216712.html).

180 See Spies v. United States, 317 U.S. 492, 497 (1943)
(‘‘[W]illful . . . is a word of many meanings, its construction of-
ten being influenced by its context.’’); Johnson & Johnson v.
Guidant Corp., No. 06–CV-7685 (RJS), 2014 BL 399040
(S.D.N.Y. July 22, 2014) (Sullivan, J.) (merger agreement pro-
vided for payment of a $705 million termination fee as the ex-
clusive remedy for the agreement’s termination except that
termination would not relieve any party ‘‘from any liability or
damages resulting from the wilful and material breach by a
party of any of its representations, warranties, covenants or
agreements set forth in this Agreement; in determining that
‘‘wilful’’ was ambiguous, court looked to Webster’s Third New
International Dictionary 2617 (2002) and Black’s Law Diction-
ary 1630 (8th ed. 2004); Webster’s Dictionary defined willful as
‘‘done deliberately[;] not accidental or without purpose;’’
Black’s Law Dictionary defined willful as ‘‘[v]oluntary and in-
tentional, but not necessarily malicious,’’ and cited an excerpt
from a treatise on criminal law, which noted that the two defi-
nitions of willful, one meaning intentional, and the other re-
quiring ‘‘bad purpose or evil intent,’’ are advocated with
‘‘equal repetition and insistence;’’ court resolved the ambigu-
ity by looking to another provision in the merger agreement
that used the term ‘‘wilful’’ and over which the parties negoti-
ated; the provision provided each party with the right to termi-
nate the agreement if the merger was not consummated by a
date certain, but this right was unavailable to ‘‘any party
whose wilful breach of a representation or warranty in this
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For many of the events in the definition of Cause, the
definition offers the alternatives that the event causes
or threatens to cause a Material loss, or a Significant
loss, to any business of the Company or any Broader
Related Entity. Section 25(gg) of the Model Plan defines
‘‘Material’’ as a level of importance that would have af-
fected a reasonable person’s decision.181 Section 25(zz)
of the Model Plan defines ‘‘Significant’’ as important
enough to merit the attention of a reasonable person.
Thus, Material has a higher level of importance than
Significant, and also includes Significant.182

On a Separation From Service other than an Involun-
tary Separation From Service for Cause, departing em-
ployees often seek an extension of the period in which
to exercise vested options and SARs. The Final Regula-
tions permit an extension of the exercise period to a
date no later than the earlier of the latest date on which
the stock right could have expired by its original terms
under any circumstances, and the tenth anniversary of
the original date of grant.183

Agreement or whose other action or failure to act has been a
principal cause of or resulted in the failure of the Merger to be
consummated on or before such date;’’ court considered the
extrinsic evidence of the negotiations between counsel and
found that the parties intended wilful ‘‘to require acting with
knowledge that a breach would ensue, as opposed to mere in-
tentionality;’’ under the general rule of contract construction
that words have the same meaning throughout the contract,
court applied this definition to the use of wilful in the termina-
tion fee provision); Johnson & Johnson v. Guidant Corp., 525
F. Supp. 2d 336, 349-50, 2007 BL 100624 (S.D.N.Y. 2007)
(Lynch, J.) (merger agreement provided for payment of a $705
million termination fee as the exclusive remedy for the agree-
ment’s termination except that termination would not relieve
any party ‘‘from any liability or damages resulting from the
wilful and material breach by a party of any of its representa-
tions, warranties, covenants or agreements set forth in this
Agreement;’’ on buyer’s motion to dismiss on the ground that
it did not act with malice or in bad faith, court held, ‘‘ ‘Willful’
is a notoriously ambiguous word, which can indicate any of a
number of mental states;’’ in determining that ‘‘willful’’ was
ambiguous, court looked to the two definitions provided by
Black’s Law Dictionary 1599 (6th ed. 1990); the first definition
was: ‘‘Proceeding from a conscious motion of the will; volun-
tary; knowingly; deliberate. Intending the result which actually
comes to pass; designed; intentional; purposeful; not acciden-
tal or involuntary;’’ the second definition was: ‘‘Premeditated;
malicious; done with evil intent, or with a bad motive or pur-
pose, or with indifference to the natural consequences; unlaw-
ful; without legal justification’’) (footnotes omitted).

See also Age Discrimination in Employment Act, 29 U.S.C.
§ 626(b) (employee can recover liquidated damages in an
amount equal to the unpaid wages awarded if employer is
found to have committed a willful violation of the Act); Trans
World Airlines, Inc. v. Thurston, 469 U.S. 111, 126 (1985) (a
violation of the ADEA is willful ‘‘if the employer knew or
showed reckless disregard for the matter of whether its con-
duct was prohibited by the ADEA.’’).

See generally Kenneth A. Adams, A Manual of Style for
Contract Drafting ¶¶ 13.761-62 (3d ed. ABA 2013) (when draft-
ers use willful, they usually don’t make it clear whether the fo-
cus is on the party’s action or on the consequences of the par-
ty’s action; one can act intentionally without intending to cause
damages; instead of willful, drafters should use intentional and
specify that the party’s intent pertains to the consequences of
its action, unless given the context it makes more sense to have
the party’s intent pertain to its taking that action); Marvin Gar-
finkel, Real World Document Drafting ¶ 5.6 (2d ed. ALI-ABA
2010) (‘‘It is often not clear whether to be ‘willful,’ there must
be a specific intent to injure or a venial [sic] [venal] motive.’’).

For the definition of intentional, see Lazard Tech. Part-
ners, LLC v. Qinetiq N.A. Operations LLC, 114 A.3d 193, 195,
2015 BL 117565 (Del. 2015) (en banc) (Strine, C.J.) (Section
5.4 of merger agreement prohibited the buyer from ‘‘tak[ing]
any action to divert or defer [revenue] with the intent of reduc-
ing or limiting the Earn-Out Payment;’’ Delaware Supreme
Court upheld Court of Chancery’s finding that the seller had
not proven that any business decision of the buyer was moti-
vated by a desire to avoid an earn-out payment; ‘‘The Court of
Chancery acted properly in giving Section 5.4 its plain mean-
ing. By its unambiguous terms, that term only limited the
buyer from taking action intended to reduce or limit an earn-
out payment. Intent is a well-understood concept that the
Court of Chancery properly applied. The seller seeks to avoid
its own contractual bargain by claiming that Section 5.4 used
a knowledge standard, preventing the buyer from taking ac-
tions simply because it knew those actions would reduce the
likelihood that an earn-out would be due. As Section 5.4 is
written, it only barred the buyer from taking action specifically
motivated by a desire to avoid the earn-out. Contrary to the
seller’s argument, the Court of Chancery never said that avoid-
ing the earn-out had to be the buyer’s sole intent, but properly

held that the buyer’s action had to be motivated at least in part
by that intention.’’) (footnotes omitted); Coverdale v. State,
531 A.2d 1235 (Del. 1987) (Table) (‘‘Intent is a design, resolve
or determination with which persons act. Intent in the legal
sense is purpose to use particular means to effect a certain re-
sult.’’); Black’s Law Dictionary, sense 1, at 930 (10th ed. 2014)
(‘‘[I]ntent is the mental resolution or determination to do [an
act.]’’).

181 See also Johnson & Johnson v. Guidant Corp., 525 F.
Supp. 2d 336, 354, 2007 BL 100624 (S.D.N.Y. 2007) (a material
breach is one that goes to the very heart of the contract) (Indi-
ana law).

182 The drafting convention of Material and Significant is
discussed in detail in Kenneth A. Adams, A Manual of Style for
Contract Drafting ¶¶ 9.1-32 (3d ed. ABA 2013).

183 Treas. Reg. § 1.409A-1(b)(5)(v)(C)(1). See generally
John Demeter, ‘‘The Gift Startups Should Definitely Not Give
Their Employees,’’ WSJ.com, Nov. 24, 2015 (‘‘[I]’m seeing
more and more ex-employees asking for extensions to exercise
their vested options beyond the standard 90 days. And I’ve
heard from an increasing number of company executives who
are stretching these windows to 180 days, two years and even
five years. It’s not yet the norm, but such extensions are more
common than ever before. . . . [C]ompanies are waiting longer
than ever before to go public and rebuffing offers to be ac-
quired, and all the while, their valuations keep climbing. That’s
not an issue for their current employees. They can wait to ex-
ercise their options until the ultimate liquidity event. But ex-
employees face a predicament. They forfeit their right to hard-
earned vested equity if they don’t exercise their vested options
within 90 days of leaving the company – but exercising those
options might cost them five or six figures if their company has
a significant valuation. The result is that the very people who
helped the company achieve a level of success may not be able
to afford the price of admission to benefit from it. I can under-
stand why sympathetic founders would want to be gracious to
departing workers who helped the company grow. But what
appears to be an act of generosity can sabotage recruiting ef-
forts. After the 90-day period to exercise expires, unexercised
shares typically go back into the employee equity pool to be
dangled before promising recruits or reward hardworking em-
ployees, but once you extend the period to exercise, these
shares are in limbo. That leaves you with a smaller pool of
available options in a competitive market with high turnover,
and that can affect your ability to hire and retain new talent. . .
. There may be another unintended consequence of extending
the exercise deadline: It could prompt your current employees
to leave the company prematurely. Because they can benefit
from the value of their stock options whether they remain with
the company or not, you’re sending a message that they might
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Qualified Performance-Based Compensation
Under Section 162(m)

Under code Section 162(m), the deductibility of op-
tions, SARs, and restricted stock turns on satisfying the
requirements for qualified performance-based compen-
sation.184 For restricted stock, one of the requirements
is that the compensation is paid solely on account of the
attainment of one or more preestablished, objective per-
formance goals.185 Options and SARs can satisfy the re-
quirements for qualified performance-based compensa-
tion without regard to the performance goal require-
ment.186

For any Award, Alternatives 5, 6, and 7 of section
7(d)(ii) of the Model Plan provide for accelerated vest-
ing on a Separation From Service for Good Reason or
an Involuntary Separation From Service Without
Cause.187 For Restricted Stock, these alternatives raise
the issue of whether they satisfy the requirements for
attainment of permissible performance goals.

Alternative 5 provides that the Grantee will be
deemed to satisfy any service-based vesting require-
ments. For vesting that uses attainment of performance
goals without regard to the Grantee’s continued service,
the performance goals will be deemed to be attained at
100% of target levels.

Alternative 6 provides that the Grantee will be
deemed to satisfy any service-based vesting require-
ments. For vesting that uses attainment of performance
goals without regard to the Grantee’s continued service,
the performance goals previously set for the one year
after the date of Separation From Service will continue
in effect.

Alternative 7 provides that satisfaction of vesting that
uses service-based requirements will be determined as
of the date of Separation From Service. For vesting that
uses attainment of performance goals without regard to
the Grantee’s continued service, satisfaction of the per-
formance goals will also be determined as of the date of
Separation From Service.188

as well move on. So don’t bend the rules. This advice may not
be popular, but it does protect you and your business. Your ex-
employees were excellent workers, but they’ve moved on. Of
all the people connected with your startup – your current team,
your investors, your co-founders – your former employees are
the least engaged in its future. Why put your company’s fate
on the line for people who are no longer invested in it?’’)
(available at http://blogs.wsj.com/experts/2015/11/24/the-gift-
startups-should-definitely-not-give-their-employees/).

184 Treas. Reg. § 1.162-27(e)(2)-(5).
185 Treas. Reg. § 1.162-27(e)(2)(i). Whether a grant of stock-

based compensation satisfies the requirements of qualified
performance-based compensation is determined without re-
gard to whether dividends, dividend equivalents, or other simi-
lar distributions on stock-based compensation are payable
prior to the attainment of the performance goal. Dividends,
dividend equivalents, or other similar distributions with re-
spect to stock that are treated as separate grants are not
performance-based compensation unless they separately sat-
isfy the requirements for performance-based compensation.
Treas. Reg. § 1.162-27(e)(2)(iv).

In Revenue Ruling 2012-19, 2012-2 C.B. 16, the IRS ruled
that dividends and dividend equivalents were qualified
performance-based compensation in the following situation.
Under a corporation’s plan, restricted stock vested on the at-
tainment of preestablished, objective performance goals and
otherwise met the requirements of Treas. Reg. § 1.162-27(e).
The plan provided that dividends and dividend equivalents
otherwise payable to an employee during the period from
grant through vesting with respect to performance-based re-
stricted stock were accumulated and became vested and pay-
able only if the related performance goals for the underlying
restricted stock were satisfied. The IRS ruled that since the
dividends and dividend equivalents vested and became pay-
able only if the same performance goals for the underlying re-
stricted stock were satisfied, the dividends and dividend
equivalents were qualified performance-based compensation.

The IRS also ruled that dividends and dividend equivalents
were not qualified performance-based compensation in the fol-
lowing situation. Under a corporation’s plan, restricted stock
vested on the attainment of preestablished, objective perfor-
mance goals and otherwise met the requirements of Treas.
Reg. § 1.162-27(e). The plan provided for payment to an em-
ployee during the period from grant to vesting of dividends
and dividend equivalents with respect to performance-based
restricted stock at the same time dividends were paid on the
corporation’s common stock, and regardless of whether the
performance goals for the underlying restricted stock were sat-
isfied. The IRS ruled that since the dividends and dividend
equivalents did not vest and become payable solely on account
of the attainment of preestablished performance goals, the
dividends and dividend equivalents were not qualified
performance-based compensation. Id.

186 The performance goal requirement does not apply when
options or SARs satisfy the following requirements. First, the
grant or award is made by a compensation committee of out-
side directors that satisfies the requirements of Treasury Regu-
lation Section 1.162-27(c)(4) and (e)(3). Second, the plan un-

der which the option or SAR is granted states the maximum
number of shares with respect to which options or SARs may
be granted during a specified period to any employee. Third,
under the terms of the option or SAR, the amount of compen-
sation that the employee can receive is based solely on an in-
crease in the value of the stock after the date of the grant or
award. Conversely, if the amount of compensation that the em-
ployee can receive is not based solely on an increase in the
value of the stock after the date of grant (e.g., in the case of re-
stricted stock, or an option that is granted with an exercise
price that is less than the fair market value of the stock as of
the date of grant), none of the compensation attributable to the
grant or award is qualified performance-based compensation.
Whether a stock option grant is based solely on an increase in
the value of the stock after the date of grant is determined
without regard to any dividend equivalent amount that may be
payable, provided that payment of the dividend equivalent is
not made contingent on the option’s exercise. The rule that the
compensation attributable to a stock option or stock apprecia-
tion right must be based solely an increase in the value of the
stock after the date of grant or award does not apply if the
grant or award is made on account of, or if the vesting or ex-
erciseability of the grant or award is contingent on, the attain-
ment of a performance goal that satisfies the requirements of
Treas. Reg. § 1.162-27(e)(2). Treas. Reg. § 1.162-
27(e)(2)(vi)(A).

187 I.R.C. § 162(m)(4)(C); Treas. Reg. § 1.162-27(e)(2)(v);
Rev. Rul. 2008-13, 2008-1 C.B. 518.

188 See generally Ryan Dezember, ‘‘Ousted Cheniere En-
ergy CEO in Line for Big Payout,’’ WSJ.com, Dec. 15, 2015
(‘‘Charif Souki, who was ousted over the weekend as chairman
and chief executive of the national-gas-export venture he co-
founded, won’t be around to see the facility ship the first-ever
cargo of liquefied natural gas from mainland U.S. next month.
But he’s not leaving Cheniere Energy Inc. empty handed. Mr.
Souki’s termination triggered payments of stock and other
compensation that are currently worth about $165 million . . . .
He’s receiving about half of that compensation now and will
receive the remainder – 2.1 million Cheniere shares – should
the company meet milestones tied to construction of later
phases of its export terminal at Sabine Pass, La. Mr. Souki’s
immediate payout consists of $4.2 million in cash, 875,000
Cheniere shares that vested upon his termination and 1.1 mil-
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For Restricted Stock, the issue under Alternatives 5,
6, and 7 of section 7(d)(ii) is whether these Alternatives
satisfy the requirements for the attainment of permis-
sible performance goals.

The mere continued employment of the covered em-
ployee189 is not a permissible performance goal.190

Thus, when full or partial vesting of Awards under the
Model Plan is based on continued service for a specified
period, the Award does not qualify as deductible quali-
fied performance-based compensation. Accordingly, to

the extent that an Award of Restricted Stock vests on
satisfaction of service-based requirements, Alternatives
5, 6, and 7 of section 7(d)(ii) do not satisfy the require-
ments for deductible qualified performance-based com-
pensation.

The code Section 162(m) regulations provide that
compensation is not deductible qualified performance-
based compensation if the covered employee would re-
ceive all or part of the compensation without regard to
the attainment of a permissible performance goal.191

lion phantom shares, a performance-based payment that’s tied
to the company’s stock price. Cheniere shares recently traded
at $39.50. . . . While Mr. Souki is departing with an unusually
valuable package for a company that’s yet to produce a profit,
Cheniere created significant shareholder value during his ten-
ure, said Russell Miller, CEO and founder of ClearBridge Com-
pensation Group. Cheniere’s stock has risen 376% since its
stock market debut and last year climbed $80 a share. Along
the way, the company rewarded Mr. Souki with hefty stock
awards, some of which were made when shares were much
less valuable. Mr. Souki’s rich departure is ‘a combination of
large stock grants and the stock price appreciation over the
longer term despite the more recent volatility,’ Mr. Miller
said.’’) (available at http://www.wsj.com/articles/BL-MBB-
44439); Joann S. Lublin, ‘‘Failure Parachutes Falling Out of Fa-
vor,’’ Wall St. J., Aug. 12, 2015, at B1, B7 (‘‘Employment con-
tracts typically bar exit payments for executives fired ‘for
cause,’ such as gross misconduct. Firing a leader for cause can
be such a legal hassle that boards rarely try, management law-
yers and pay advisers say. Termination ‘without cause’ is the
simplest – albeit often costly – route. That is what Mattel direc-
tors realized before they forced out Chief Executive Bryan
Stockton this year, someone familiar with the toy maker re-
called. ‘It would be virtually impossible to prove cause,’ the
knowledgeable person said. Mr. Stockton left in late January,
after a weak holiday season that caused a 59% drop in fourth-
quarter profit. ‘Our results were not meeting our expectations
and the board felt that a leadership change was in order,’ Mat-
tel spokesman Alex Clark said at the time. Terminated without
cause, Mr. Stockton received a $9.7 million package that in-
cluded nearly $3 million in accelerated vesting of his equity
awards. . . . At Symantec, a $24.3 million exit package for fired
chief Stephen M. Bennett last year triggered an investor out-
cry. The computer-security company synonymous with ‘antivi-
rus’ fired Mr. Bennett amid sagging revenue and a 12-month
stock price slump. His severance included accelerated vesting
for a chunk of shares tied to corporate performance, even
though the company failed to achieve the shares’ targets dur-
ing his tenure. Mr. Bennett’s payout ‘goes against the compa-
ny’s own best practices,’ argued Institutional Shareholder Ser-
vices, a big proxy-advisory firm, in a report urging sharehold-
ers to oppose Symantec’s executive-compensation practices at
its annual meeting last fall. Nearly 23% of votes cast did so, a
sign of discontent. . . . Stung by the ISS report, Symantec di-
rectors devised a different severance pact for current chief Mi-
chael A. Brown. Most of his performance-based shares won’t
vest early following termination without cause unless he has
met targets for earnings and shareholder return, the spokes-
man added. . . . When negotiating a CEO contract, directors
should consider whether the worst-case scenario ‘would be
embarrassing to the board or unfair to shareholders,’ sug-
gested Linda Fayne Levinson, chairman of Hertz and its board
compensation committee. Hertz negotiated a relatively modest
exit package for John P. Tague, hired last November to run the
auto-rental concern. He would collect salary and bonus earned
through his termination and get accelerated vesting of his eq-
uity if he reached their performance targets.’’).

189 For the definition of a covered employee subject to
I.R.C. § 162(m), see I.R.C. § 162(m)(3); Treas. Reg. § 1.162-
27(c)(2)(ii); IRS Notice 2007-49, 2007-1 C.B. 1429; Chief Coun-
sel Advice 201543003; PLR 200836010.

190 Treas. Reg. § 1.162-27(e)(2)(i).

191 Treas. Reg. § 1.162-27(e)(2)(v). On the issue of a com-
pensation committee’s grant of an award with multiple perfor-
mance goals and the committee’s exercise of discretion to des-
ignate which performance goal satisfies the requirements for
qualified performance-based compensation, see Friedman v.
Khosrowshahi, No. 9161-CB, 2014 BL 197381, 59 EBC 1657
(Del. Ch. July 16, 2014) (stock and annual incentive plan pro-
vided for performance goals for Qualified Performance-Based
Awards intended to qualify as deductible performance-based
compensation under I.R.C. § 162(m)(4)(C), and prohibited any
amendment of a Qualified Performance-Based Award or exer-
cise of discretion by the Compensation Committee that would
cause loss of the exemption from I.R.C. 162(m); in addition to
the authority to establish performance goals that satisfied the
exemption, the plan granted the Committee the discretion to
require satisfaction of any other conditions, such as continued
employment, as the Committee determines appropriate; plan
also granted the Committee the authority to interpret the plan
and any award; Committee awarded restricted stock units that
contained performance goals relating to the company’s EBITA
or stock price, and an additional goal of a target operating in-
come before amortization; Committee later accelerated vesting
of the award before attainment of the target operating income
before amortization goal; court rejected a challenge to the ac-
celeration of vesting as a violation of the plan’s prohibition on
the exercise of discretion that would cause loss of the exemp-
tion from I.R.C. § 162(m); Committee reasonably exercised its
discretion and interpreted the award agreement to make the
EBITA or stock price goal as the performance goal necessary
to satisfy the exemption under I.R.C. § 162(m)(4)(C), and the
operating income before amortization as a separate, additional
vesting condition of the award), aff’d, No. 442, 2015 BL 61667
(Del. March 6, 2015) (en banc) (Strine, C.J.) (‘‘In a well-
reasoned opinion, the Court of Chancery properly found that
the complaint failed to allege any violation of the Plan, because
the board of directors acted on a reasonable interpretation of
its written terms.’’) (footnote omitted).

In Freedman v. Adams, No. 4199-VCN, 2012 BL 80278
(Del. Ch. March 30, 2012), the court held that the board’s deci-
sion to adopt a cash bonus plan that did not satisfy the require-
ments for deductible performance-based compensation under
I.R.C. § 162(m) satisfied the business judgment rule, and did
not constitute waste of corporate assets. The board made its
decision because it believed that it needed to retain the flexibil-
ity to pay the executives whatever reasonable amount was re-
quired to retain their services. The lost tax deductions were
just another component of compensation expense. Further-
more, the board believed that it received consideration for for-
going the tax deduction in the form of the flexibility to set ex-
ecutive compensation without the constraints of I.R.C.
§ 162(m). The Delaware Supreme Court affirmed the Chancery
Court’s decision. Freedman v. Adams, 58 A.3d 414, 417, 2013
BL 13108 (Del. 2013) (en banc) (Supreme Court affirmed
Chancery Court’s decision on two grounds; first, the complaint
did not allege that any of the bonuses would have been tax de-
ductible under a Section 162(m) plan; second, the board ‘‘be-
lieved that a Section 162(m) plan would constrain the compen-
sation committee in its determination of appropriate bonuses.
The decision to sacrifice some tax savings in order to retain
flexibility in compensation decisions is a classic exercise of
business judgment. Even if the decision was a poor one for the
reasons alleged by Freedman, it was not unconscionable or ir-
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However, compensation that is otherwise qualified
performance-based compensation retains this status
when the compensation is also payable on the events of
death, disability, or change-in-control without regard to
the attainment of a permissible performance goal.192

However, the compensation actually paid on these
events and before the attainment of the permissible per-
formance goal is not deductible qualified performance-
based compensation.193

In Revenue Ruling 2008-13,194 the IRS ruled that the
compensation payable on an involuntary termination
without cause, termination for good reason, and retire-
ment is not deductible qualified performance-based
compensation. Thus, the compensation paid on attain-
ment of the performance goal is not deductible qualified
performance-based compensation when it is also pay-
able on involuntary termination without cause, termina-
tion for good reason, and retirement. The compensation
actually paid on these events is also not deductible
qualified performance-based compensation.

Under Revenue Ruling 2008-13, there are three ways
for compensation based on attainment of permissible
performance goals to maintain its status as qualified

performance-based compensation.195 First, the ar-
rangement does not provide for payment of compensa-
tion on involuntary termination without cause, termina-
tion for good reason, and retirement that is otherwise
payable on the attainment of a performance goal. In-
stead, on these events the employer can pay compensa-
tion that does not have a nexus with the compensation
payable on the attainment of the performance goal. For
example, the employer can pay separation benefits
equal to the average base salary for the three years be-
fore the year in which termination occurs. For equity
compensation, the employer can accelerate vesting of
awards equal to the average vesting that occurred in
these years.

Second, the arrangement waits until the end of the
performance period to see whether the performance
goal has been attained. Alternatives 6 and 7 of section
7(d)(ii) use this approach. Employers that use this ap-
proach should consider whether to require that the cov-
ered employee work a minimum portion of the perfor-
mance period to receive the compensation or vesting.

Third, the arrangement measures the amount of com-
pensation based on the covered employee’s actual per-
formance through the date of termination of employ-
ment against the attainment of the performance goal.196

Alternative 7 of section 7(d)(ii) uses this approach. Em-
ployers that use this approach must make sure that the
that the compensation committee establishes the per-
formance goal within 90 days after the commencement
of the service period to which the performance goal re-
lates, and not later than after 25 percent of the service
period has elapsed.197

Finally, the qualified performance-based compensa-
tion regulations permit the compensation committee to
reduce or eliminate the compensation or other eco-
nomic benefit that is due on attainment of the perfor-
mance goal.198 Section 5(b)(vii) of the Model Plan
grants the Director and Officer Committee the discre-
tion to reduce or eliminate any Award.

Another one of the requirements for deductible quali-
fied performance-based compensation is that the mate-
rial terms of the performance goals under which the
compensation is paid must be disclosed to and ap-
proved by the shareholders.199 For options and stock
appreciation rights for which the amount of compensa-
tion is based solely on an increase in the value of the
stock after the date of the award, the shareholders must
approve: (1) the plan’s terms; (2) the class of employees
to which the plan applies; (3) the exercise price or for-

rational’’); accord, Freedman v. Redstone, 753 F.3d 416, 428,
2014 BL 151326 (3d Cir. 2014) (in awarding executive compen-
sation a board of directors does not have any obligation to pre-
serve tax deductibility under I.R.C. § 162(m)) (Delaware law).

See also New York Stock Exchange Listed Company
Manual, Commentary to Section 303A.05(b) (compensation
committee is not precluded from approving awards, with or
without ratification by the full board of directors, as may be re-
quired to comply with applicable tax laws, i.e., I.R.C.
§ 162(m)).

See generally Staff of Joint Committee on Taxation, 108th
Cong., Report of Investigation of Enron Corporation and Re-
lated Entities Regarding Federal Tax and Compensation Is-
sues, and Policy Recommendations 42-43 (Comm. Print 2003)
(11 percent of compensation for Enron executives was nonde-
ductible under code Section 162(m) because it exceeded the $1
million annual cap; Joint Committee found that cap did not ac-
complish its goal and recommended repeal of I.R.C. § 162(m),
and that Congress use nontax laws to regulate executive com-
pensation) (available at www.gpo.gov/fdsys/pkg/GPO-CPRT-
JCS-3-03/pdf/GPO-CPRT-JCS-3-03-1-1.pdf); Andrew C.W.
Lund, ‘‘Tax’s Triviality as a Pay-Reforming Device,’’ 57 Vill. L.
Rev. 571, 583 (2012) (‘‘[A] large number of firms simply forgo
deductions because of Section 162(m) rather than limit an ex-
ecutive’s salary to $1 million. Steven Balsam and Jennifer Yin
studied a number of ‘firm years’ between 1994 and 1998 and
found that in almost 38 percent of them the firm forfeited de-
ductions by failing to comply with Section 162(m). That per-
centage consisted of one or more firm years at almost exactly
half of the sample firms. About a third of the forfeiting firms
qualified their short-term bonus plans as performance-based.
Firms consistently opted for compensation flexibility over tax
savings.’’) (footnotes omitted).

For the positions of proxy advisers Institutional Share-
holder Services and Glass Lewis & Co. on proposals for plans
that seek approval for deductibility under Section 162(m), see
infra notes 202-204 and accompanying text.

192 Treas. Reg. § 1.162-27(e)(2)(v).
193 Id.
194 2008-1 C.B. 518; see also Seinfeld v. Slager, No. 6462-

VCG, 2012 BL 165263 (Del. Ch. June 29, 2012) (decision of an
independent board of directors to rely on an IRS revenue rul-
ing comes within the board’s business judgment; court upheld
board’s reliance on Revenue Ruling 2008-13 in structuring bo-
nuses to satisfy requirements of I.R.C. § 162(m) for deductible
performance-based compensation).

195 Sean M. Donahue, ‘‘Section 162(m): Executive Compen-
sation and the Implications of Revenue Ruling 2008-13,’’ 8 Ap-
palachian J. L. 89, 98-99 (Winter 2008).

196 See Seinfeld v. O’Connor, 774 F. Supp. 2d 660, 669-70
(D. Del. 2011) (Executive Incentive Plan provided that the
award of a retired executive would not be earned or distributed
until after the end of the performance period; the award would
be calculated based on the performance goals for the entire
performance period; and the retiring executive would receive
the award to which the executive was entitled on a pro-rata ba-
sis determined by the amount of time the executive completed
in the performance period; court held that compensation
would be awarded solely on account of the attainment of one
or more performance goals and was qualified performance-
based compensation).

197 Treas. Reg. § 1.162-27(e)(2)(i).
198 Treas. Reg. § 1.162-27(e)(2)(iii)(A) and (vii), ex. 6 and 8.
199 I.R.C. § 162(m)(4)(C)(ii); Treas. Reg. § 1.162-27(e)(4)(i).
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mula under which the exercise price is determined, e.g.,
fair market value on the grant date; and (4) the maxi-
mum number of shares per individual employee for
which grants of options, stock appreciation rights, and
restricted stock may be made during a specified pe-
riod.200

Section 13(e)(i) of the Model Plan satisfies these re-
quirements for Options and SARs.

For restricted stock, the shareholders must approve:
(1) the plan’s terms; (2) the class of employees to which
the plan applies; (3) the material terms of the perfor-
mance goal or goals under which the restricted stock
vests, and the business criteria used to set the perfor-
mance goal or goals; (4) any formula used to calculate
the amount of the restricted stock awarded to an em-
ployee that vests if the performance goal or goals are at-
tained; and (5) the maximum number of shares per in-
dividual employee for which grants of options, stock ap-
preciation rights, and restricted stock may be made
during a specified period.201

Section 13(e)(ii) of the Model Plan satisfies these re-
quirements for Restricted Stock.

Under the 2016 U.S. Equity Plan Scorecard of proxy
adviser Institutional Shareholder Services, equity com-
pensation plan proposals submitted to shareholders
that solely seek approval to ensure the tax deductibility
of awards under Section 162(m), and that do not seek
additional shares for grants or another change that in-
creases the plan’s potential cost (e.g., extension of the
plan term), will generally receive a favorable recom-
mendation regardless of the other Equity Plan Score-
card factors (‘‘positive override’’). Institutional Share-
holder Services will make the favorable recommenda-
tion only as long as the board’s compensation
committee or other administering committee is 100 per-
cent independent according to its standards.202

Proposals for Section 162(m) approval that represent
the first time public shareholders have an opportunity

200 Treas. Reg. § 1.162-27(e)(2)(vi)(A) and (e)(4)(i)-(v); H.R.
Rep. No. 213, 103d Cong., 1st Sess. 585, 587-88 (1993), re-
printed in 1993-1 C.B. 1.

201 Id.
202 Institutional Shareholder Services, 2016 U.S. Equity

Plan Scorecard Frequently Asked Questions, Q&A 13 and 22,
at 11, 13 (Nov. 20, 2015); Institutional Shareholder Services,
U.S. Equity Compensation Plans Frequently Asked Questions,
Q&A 28, at 14 (Dec. 18, 2015).

For the position of proxy adviser Glass Lewis & Co. on ap-
proval of Section 162(m) plans, see Glass Lewis & Co., Proxy
Paper Guidelines 2016 Proxy Season United States, at 35 (‘‘We
typically recommend voting against a 162(m) proposal where:
(i) a company fails to provide at least a list of performance tar-
gets; (ii) a company fails to provide one of either a total maxi-
mum or an individual maximum; or (iii) the proposed plan or
individual maximum award limit is excessive when compared
with the plans of the company’s peers. . . . Overall, we recog-
nize that it is generally not in the shareholders’ best interests
to vote against such a plan and forgo the potential tax benefit
since shareholder rejection of such plans will not curtail the
awards; it will only prevent the tax deduction associated with
them.’’).

For the director independence standards of Institutional
Shareholder Services, see Institutional Shareholder Services,

U.S. Proxy Voting Policies and Procedures (Excluding
Compensation-Related) Frequently Asked Questions, Q&A 41-
51, at 23-26 (Dec. 18, 2015) (an independent director must sat-
isfy the independence criteria of listing requirements, and not
have any material financial, personal, business, or other rela-
tionship that a reasonable person could conclude could poten-
tially influence boardroom objectivity; the failure of the board
to identify a director as independent will generally be con-
strued to mean that the board does not consider such director
to be independent).

See also Del. Cty. Emps. Ret. Fund v. Sanchez, 124 A.3d
1017, 1024 n. 27, 2015 BL 323593 (Del. 2015) (en banc) (Strine,
C.J.) (shareholder plaintiffs adequately pleaded facts to infer
that Alan Jackson, a director of Sanchez Energy Corporation,
a NYSE-listed company, was not independent from A.R. San-
chez, Jr., the Chairman of Sanchez Energy and an interested
director; Mr. Jackson and Mr. Sanchez had been close friends
for over 50 years, and Mr. Jackson contributed $12,500 to Mr.
Sanchez’s Texas gubernatorial campaign in 2012; Mr. Jackson
and his brother were employed full-time by IBC Insurance
Agency, Ltd., which provided insurance brokerage services to
Sanchez Energy and other Sanchez affiliates; IBC Insurance
was a wholly-owned subsidiary of International Bancshares
Corporation (‘‘IBC’’), a company of which A.R. Sanchez was
the largest shareholder and a director whom IBC determined
was not independent under the NASDAQ Marketplace Rules;
Mr. Jackson and his brother serviced the work that IBC Insur-
ance did for Sanchez Energy and its affiliates; Mr. Jackson
earned approximately $165,000 as a director of Sanchez En-
ergy, which was 30% to 40% of his total income for 2012; since
Sanchez Energy was required under NYSE Corporate Gover-
nance Rule 303A.02(a)(ii) to annually determine who was an
independent director, ‘‘it would be good governance practice
for the board and its counsel to have had a process whereby
annual disclosures and discussions bearing on qualification as
an independent director were had’’).

See generally Usha Rodrigues, ‘‘The Fetishization of Inde-
pendence,’’ 33 Iowa J. Corp. L. 447 (Winter 2008); David A.
Katz & Laura A. McIntosh, ‘‘So You’re Thinking of Joining a
Public Company Board,’’ Harvard Law School Forum on Cor-
porate Governance and Financial Regulation, Feb. 1, 2016 (‘‘If
the candidate will be an independent director on the board, the
candidate should review all relevant biographical information
with company counsel to ensure that independence criteria
and any other requirements are met. Under NYSE rules, a
board is required to make an affirmative determination of in-
dependence in order for a director to be deemed independent.
In addition to the required elements of independence, the can-
didate and the board should consider any aspects of the candi-
date’s professional or personal associations that, though they
may not actually compromise independence, may give the ap-
pearance of doing so. The appearance of close ties can, in
some instances, result in negative publicity that could be em-
barrassing or even detrimental to a director’s effectiveness as
a board member. While the possible perception of a conflict
should not disqualify an otherwise qualified independent di-
rector, boards and candidates should discuss the issue ahead
of the candidate’s election. If the candidate is to be an audit
committee member, additional NYSE (or NASDAQ) and SEC
requirements for independence and qualification also apply.’’)
(footnotes omitted) (available at http://
corpgov.law.harvard.edu/2016/02/01/so-youre-thinking-of-
joining-a-public-company-board/).
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to weigh in on a plan after a company’s initial public of-
fering are ineligible for the positive override.203

Finally, plans being amended for Section 162(m) ap-
proval without a request for additional shares or an-
other change that increases the plan’s potential cost
(e.g., extension of the plan term) may receive a recom-
mendation based on the overall impact of the amend-
ments regardless of the plan’s score under the Equity
Plan Scorecard. Institutional Shareholder Services de-
termines whether the amendments are, on balance,
beneficial or detrimental to shareholders’ interests.204

Interplay Between Sections 162(m) and 280G

It is important to note that under the golden para-
chute rules of code Sections 280G and 4999, when an
acceleration of vesting occurs on a change-in-
control,205 the acceleration is treated as an acceleration

of payment and an acceleration of vesting.206 Both
forms of acceleration are treated as payments contin-
gent on a change-in-control in the calculation of para-
chute payments and excess parachute payments. Ex-
cess parachute payments have the adverse tax conse-
quences of a 20 percent excise tax on the disqualified
individual,207 and disallowance of a compensation de-
duction to the employer.208

Thus, the critical issue is the determination of the
amount of the payment contingent on a change-in-
control. It is in this determination that the code extracts
its price for the use of performance goals for the vest-
ing of restricted stock to satisfy the performance goal
requirement prong of deductible qualified
performance-based compensation under code Section
162(m).209 The same performance goals that satisfy the
requirements for the deduction under code Section
162(m) prevent a substantial reduction in the amount of
the payment contingent on a change-in-control under
code Sections 280G and 4999.210

The determination of the amount of the payment con-
tingent on a change-in-control has three components:
(1) determination of the value of the restricted stock or
option; (2) determination of the portion of the value that
is attributable to the acceleration of payment; and (3)
determination of the portion of the value that is attrib-
utable to the acceleration of vesting.

The value of restricted stock is the excess of its fair
market value on the date of vesting over the purchase
price, if any, for the restricted stock.211 The definition
of fair market value under the Final Regulations pro-
vides useful guidance for determining the fair market
value of restricted stock.212

The value of an option is based on all the facts and
circumstances, including: (1) the difference between
the exercise price and the stock on the date of vesting;
(2) the probability of the value of the stock increasing
or decreasing; and (3) the length of the period in which
the option can be exercised.213 Under Revenue Proce-
dure 2003-68,214 the use of any valuation method con-
sistent with generally accepted accounting principles is
permissible, such as Financial Accounting Standards
Board Accounting Standards Codification Topic 718,
‘‘Stock Compensation.’’ Black-Scholes and binomial
models are also permissible. In addition, the Revenue
Procedure contains a safe-harbor based on the Black-
Scholes method.

Once the value of the restricted stock or option is de-
termined, the amount of the payment contingent on a

Matthew C. Ryan, Susan P. Serota & Brian M. Wong, ‘‘SEC
Approves NYSE and Nasdaq Independence Standards for
Compensation Committees and Advisers,’’ Bus. L. Today, Feb.
2013 (available at http://apps.americanbar.org/buslaw/blt/
content/2013/02/keepingcurrent.shtml); Theo Francis & Joann
S. Lublin, ‘‘Close Ties in the Boardroom,’’ Wall St. J., Jan. 20,
2016, at A1, A10.

203 Institutional Shareholder Services, 2016 U.S. Equity
Plan Scorecard Frequently Asked Questions, Q&A 22, at 13
(Nov. 20, 2015); Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 29, at
14-15 (Dec. 18, 2015) (‘‘[A]ll equity plans put up for share-
holder approval, for any reason, for the first time following a
company’s IPO will receive a standard analysis, including Plan
Cost, Plan Features, and Grant Practices under the Equity Plan
Scorecard policy. This is to ensure that public shareholders
voting on the plan for the first time are not disadvantaged due
to adverse provisions that could have a more detrimental im-
pact than a potential loss of tax deductions related to named
executive officer grants. The standard analysis will include, as
applicable, Equity Plan Scorecard evaluation and consider-
ation of problematic pay provisions, such as repricing without
specific shareholder approval.’’).

See discussion of the Equity Plan Scorecard point system
supra note 56.

204 Institutional Shareholder Services, 2016 U.S. Equity
Plan Scorecard Frequently Asked Questions, Q&A 13 and 22,
at 11, 13 (Nov. 20, 2015); Institutional Shareholder Services,
U.S. Equity Compensation Plans Frequently Asked Questions,
Q&A 28, at 14 (Dec. 18, 2015).

205 The definition of change-in-control under I.R.C. §§ 280G
and 4999 is found in Treas. Reg. § 1.280G-1, Q&A-27, 28, and
29. The change-in-ownership or control rules treat all mem-
bers of the affiliated group as one corporation. I.R.C.
§ 280G(d)(5); Treas. Reg. § 1.280G-1, Q&A-46. Accordingly,
the sale of stock or assets of a subsidiary, or the sale of all or
substantially all of the assets of a trade or business, will not be
a change-in-ownership or control when the value of the stock
or assets sold is not a large enough portion of the affiliated
group’s business.

In comparison, the definition of change-in-control under
the Final Regulations focuses on the corporation for which the
service provider performs services at the time of the change-
in-control, the corporation that is liable for the payment of the
deferred compensation, or the corporation that is the majority
shareholder of one of these corporations. Treas. Reg. § 1.409A-
3(i)(5)(ii). Accordingly, under the Final Regulations, the sale of
stock or assets of a subsidiary for which the service provider
performs services, or the sale of all or substantially all of the
assets of a trade or business for which the service provider per-
forms services, will be a change-in-control.

206 Treas. Reg. § 1.280G-1, Q&A-24(c)(2).
207 I.R.C. § 4999(a).
208 I.R.C. § 280G(a).
209 I.R.C. § 162(m)(4)(C); Treas. Reg. § 1.162-27(e)(2). Em-

ployers can structure options and SARs to be deductible quali-
fied performance-based compensation without the use of per-
formance goals. Treas. Reg. § 1.162-27(e)(2)(vi)(A). See re-
quirements of this regulation supra note 186.

210 Section 5(b)(i)-(viii) of the Model Plan grants the Ad-
ministrator or Board the discretion to use performance goals
for Awards.

211 Treas. Reg. § 1.280G-1, Q&A-12(a) (regulation incorpo-
rates the income recognition rules of I.R.C. § 83(a)).

212 Treas. Reg. § 1.409A-1(b)(5)(iv)(A)-(B); Jeffrey A. Mar-
tin, ‘‘Golden Parachute Payments: How Stock Options and Re-
stricted Stock Can Be Costly,’’ J. Tax’n, at 29, 36 (July 2011).

213 Treas. Reg. § 1.280G-1, Q&A-13(a).
214 2003-2 C.B. 398.
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change-in-control is then determined. If the require-
ments for the reduction in the amount of the payment
contingent on a change-in-control are not satisfied, the
amount of the payment contingent on a change-in-
control is the value of the restricted stock or option on
the date of acceleration.215 If the requirements for the
reduction in the amount of the payment contingent on a
change-in-control are satisfied, the amount of the pay-
ment contingent on a change-in-control is equal to the
sum of the designated value assigned to the accelerated
timing of payment component, and the designated
value assigned to the accelerated vesting component.

The designated value of the accelerated timing com-
ponent is the amount by which the value of the re-
stricted stock or option on the accelerated vesting date
exceeds the present value of the amount absent the ac-
celerated vesting.216 The designated value of the accel-
erated vesting component is the product of one percent
of the value of the restricted stock or option on the date
of acceleration multiplied by the number of full months
between the accelerated vesting date and the date that
the stock or option would have vested in the absence of
the change-in-control.217

There are three requirements for the reduction in the
amount of the payment contingent on a change-in-
control. First, the grant of the restricted stock or option
must not be contingent on the change-in-control.218

There is a presumption that the grant of restricted stock
or an option is contingent on a change-in-control if the
grant occurs within one year before the change-in-
control.219 Second, the vesting of the restricted stock or
option must be attributable, at least in part, to the per-
formance of services before the date that the payment
is made or becomes certain to be made.220 Third, the
payment is otherwise contingent solely on the contin-
ued performance of services for a specified period with-
out regard to the accelerated vesting on a change-in-
control.221 Restricted stock or an option does not satisfy
the third requirement if vesting is based on the occur-
rence of an event, such as attainment of a performance
goal, and the event has not occurred before consumma-
tion of the change-in-control.222

For example, on January 1, 2012, ABC grants a dis-
qualified individual 1,000 shares of ABC common stock.
If the disqualified individual continues employment
through January 1, 2015, the disqualified individual will
become fully vested in the shares on January 1, 2015. A
change-in-control under Section 280G occurs on July 1,
2013, and full vesting is accelerated on that date. The
fair market value of the stock on July 1, 2013 is
$1,000,000.

Assuming that the discount rate is .5 percent, the
present value of the stock is $992,537. The value of the
accelerated timing component is the difference between
$1,000,000 and $992,537, which is equal to $7,463. The
value of the accelerated vesting component is equal to
the product of one percent of $1,000,000 multiplied by
18 (the number of full months between the date of ac-
celeration and the date that the stock would have vested
in the absence of the change-in-control). This amount is
equal to $180,000. The amount of the payment contin-
gent on a change-in-control is the sum of $7,463 and
$180,000, which is equal to $187,463.

If vesting was based on attainment of a performance
goal, such as attainment of an EBITDA amount, and
this goal had not been attained on the date of consum-
mation of the change-in-control, the amount of the pay-
ment contingent on a change-in-control is $1,000,000.
The use of performance goals results in an additional
payment contingent on a change-in-control of $812,537.

Acceleration of Vesting on Change-in-Control
When a service recipient wants to provide for accel-

erated vesting of equity awards on a change-in-control
or a separation from service that occurs within a certain
time after a change-in-control, the definition of change-
in-control is of critical importance. Since the Model
Plan is intended to be exempt from Section 409A, the
service recipient does not have to use a definition of
change-in-control that the Final Regulations would oth-
erwise require when a change-in-control is a payment
event for nonqualified deferred compensation plans
subject to Section 409A.223 When a service recipient
wants to coordinate the definition of change-in-control
in its nonqualified deferred compensation plans subject
to Section 409A with the definition in its equity com-
pensation plans, the service recipient can use the defi-
nition in the nonqualified deferred compensation plans
in its equity compensation plans.224

215 Treas. Reg. § 1.280G-1, Q&A-12 and 13.
216 Treas. Reg. § 1.280G-1, Q&A-24(b) and (e). Present

value is determined using a discount rate of 120 percent of the
applicable federal rate compounded semiannually under I.R.C.
§ 1274(d) in effect on the date of the accelerated vesting. Treas.
Reg. § 1.280G-1, Q&A-31(a) and 32. Whether the short-term,
mid-term, or long-term applicable federal rate is used is deter-
mined by the length of the remaining vesting period on the
date of acceleration. Treas. Reg. § 1.280G-1, Q&A-32.

217 Treas. Reg. § 1.280G-1, Q&A-24(c).
218 Treas. Reg. § 1.280G-1, Q&A-24(a)(1) and 25.
219 Treas. Reg. § 1.280G-1, Q&A-25. The taxpayer can rebut

the presumption with clear and convincing evidence that the
payment is not contingent on the change-in-control. Factors in
this determination include, without limitation, the content of
the agreement and the circumstances surrounding its execu-
tion, such as whether it was entered into when a takeover at-
tempt had commenced and the degree of likelihood that a
change-in-control would actually occur. Even if the presump-
tion is rebutted, under Treas. Reg. § 1.280G-1, Q&A-22 some or
all of the payments may still be contingent on the change-in-
control. Treas. Reg. § 1.280G-1, Q&A-26.

220 Treas. Reg. § 1.280G-1, Q&A-24(a)(1) and (c)(1)(ii).
221 Treas. Reg. § 1.280G-1, Q&A-24(a)(1) and (c)(1)(i).
222 Treas. Reg. § 1.280G-1, Q&A-24(d)(3).

223 I.R.C. § 409A(a)(2)(A)(v); Treas. Reg. § 1.409A-3(a)(5)
and (i)(5).

224 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 110 & n. 3 (PLI 2015) (‘‘Change-of-
control definitions should generally be the same for all com-
pensation arrangements of the same company. This will en-
sure that all relevant protections are triggered upon the same
transactions.’’) (‘‘An exception to this general rule may be
made for those arrangements that require a change-of-control
definition that meets the definition of a ‘change-in-control
event’ for purposes of Section 409A of the Code. In such in-
stances, rather than simply using the definition of change-in-
control event from Section 409A, a company should use a defi-
nition that it believes indicates a true transfer of control of the
company and, to the extent required by Section 409A, provide
that the definition will be triggered only if such event also con-
stitutes a ‘change-in-control event’ within the meaning of Sec-
tion 409A.’’).
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For an example of an equity compensation plan that uses
the approach recommended by this commentator, see Textron
Inc. Definitive Proxy Statement for 2015 Annual Meeting of
Shareholders, Appendix A, Textron Inc. 2015 Long-Term In-
centive Plan, Section 2(a), Definition of Change of Control, at
A-2 (‘‘If an Award is subject to Section 409A of the Code, the
payment or settlement of the Award shall accelerate upon a
Change of Control only if the event also constitutes a ‘change
in ownership,’ ‘change in effective control,’ or ‘change in the
ownership of a substantial portion of the Company’s assets’ as
defined under Section 409A of the Code. Any adjustment to the
Award that does not affect the Award’s status under Section
409A (including accelerated vesting or adjustment of the
amount of the Award) may occur upon a Change of Control as
defined in the Plan, regardless of whether the event also con-
stitutes a change in control under Section 409A.’’) (available at
http://s1.q4cdn.com/798535726/files/doc_downloads/2015/
proxy_2015.pdf).

For an example of an executive employment agreement
that uses the approach recommended by this commentator,
see Keryx Biopharmaceuticals, Inc. Form 10-Q for the Period
Ended Sept. 30, 2015, Exhibit 10.1, Employment Agreement
Between Keryx Biopharmaceuticals, Inc. and Gregory P. Madi-
son as President and Chief Executive Officer, March 10, 2015,
Section 17(b) (‘‘Notwithstanding anything in this Agreement
to the contrary, to the extent that any amount or benefit that
would constitute non-exempt ‘deferred compensation’ for pur-
poses of Section 409A of the Code would otherwise be payable
or distributable hereunder, or a different form of payment
would be effected, by reason of a Change in Control or Execu-
tive’s Disability or termination of employment, such amount or
benefit shall not be payable or distributable to Executive,
and/or such different form of payment shall not be effected, by
reason of such circumstance unless (i) the circumstances giv-
ing rise to such Change in Control, Disability or termination of
employment, as the case may be, meet any description or defi-
nition of ‘change in control event,’ ‘disability’ or ‘separation
from service,’ as the case may be, in Section 409A of the Code
and applicable regulations (without giving effect to any elec-
tive provisions that may be available under such definition), or
(ii) the payment or distribution of such amount or benefit
would be exempt from the application of Section 409A of the
Code by reason of the short-term deferral exemption or other-
wise. This provision does not prohibit the vesting of any
amount upon a Change in Control, Disability or termination of
employment, however defined. If this provision prevents the
payment or distribution of any amount or benefit, such pay-
ment or distribution shall be made on the date, if any, on which
an event occurs that constitutes a Section 409A-compliant
‘change in control event,’ ‘disability’ or ‘separation from ser-
vice,’ as the case may be, or such later date as may be required
by subsection (c) below [dealing with the six month delay in
payment on separation from service for specified employees].
If this provision prevents the application of a different form of
payment of any amount or benefit, such payment shall be
made in the same form as would have applied absent such des-
ignated event or circumstance.’’) (available at http://sec.gov/
Archives/edgar/data/1114220/000119312515169127/
d896097dex101.htm).

In drafting equity compensation plans, the service recipi-
ent should not only address whether it must use a definition of
change-in-control that satisfies I.R.C. § 409A, but also ensure
that the definition is free from ambiguity. See, e.g., Cassoli v.
Am. Med. & Life Ins. Co., No. 14-cv-9379 (SHS), 2015 BL
172906 (S.D.N.Y. June 2, 2015) (Retention Agreement pro-
vided that if there is a change-in-control or the Company ter-
minates the Employee without cause, the Company shall pro-
vide the Employee with severance pay equal to nine months at
his annual base salary rate; agreement did not define change-
in-control; the Employee claimed that when the Company en-
tered into a voluntary agreement with the New York State De-

partment of Financial Services to cease its operations and be-
gin running off its existing business, a change-in-control
occurred; court held that this event was not consistent with
any reasonable and ordinary meaning of change-in-control,
and granted the Company’s motion to dismiss; court held that
a change-in-control at a minimum contemplates ‘‘a change in
the ownership or management of a corporation such that a
new entity has the ability to direct the management and poli-
cies of the corporation;’’ since plaintiff did not allege that the
Department of Financial Services acquired the ability to direct
or govern the management or policies of the Company through
a change in the controlling ownership or management of the
Company, no change-in-control occurred; in determining the
meaning of change-in-control, court looked to the definition of
corporate control in Black’s Law Dictionary (10th ed. 2014),
the definition of control under New York Insurance Law and
New York Business Corporation Law, the definition of change-
in-control under the regulations under Sections 280G and
409A of the Internal Revenue Code, and case law construing
change-in-control); Caffrey v. Four Oaks Bank & Trust Co.,
No. 5:10–CV-341-FL, 2011 BL 171565, 52 EBC 1298, 9 EXC 25
(E.D.N.C. June 29, 2011) (employment agreement provided for
‘‘a change of control payment equal to 299% of your base sal-
ary following a change of control and a material adverse effect
on your duties or benefits with the bank;’’ the agreement did
not define change of control, and the court held that a change
of control ‘‘contemplates a substitution or replacement of the
regulating or governing body. In the context of a corporate
merger, a change of control occurs upon the merger itself, as
the merging corporation will cease to exist and the surviving
corporation becomes vested with all of the rights which each
party to the merger could exercise;’’ employee was terminated
on Nov. 20, 2009, and the merger was consummated on Dec.
31, 2009; since the employee was terminated before consum-
mation of the change of control, and the employment agree-
ment provided for the payment only after consummation of the
change of control, the employee was not entitled to the pay-
ment).

Wilmington Sav. Fund Soc’y, FSB v. Foresight Energy LLC,
No. 11059–VCL, 2015 BL 400111 (Del. Ch. Dec. 4, 2015) (par-
ent limited partnership, Foresight Energy, L.P., caused a sub-
sidiary limited liability company, Foresight Energy, LLC, and a
subsidiary corporation, Foresight Energy Finance Corpora-
tion, to issue $600 million 7.875% Senior Notes Due 2021; the
redemption clause of the note indenture provided, ‘‘Not later
than 30 days following a Change of Control, the Issuers shall
make an Offer to Purchase for all outstanding Notes at a pur-
chase price equal to 101% of the principal amount of the Notes
plus accrued and unpaid interest to (but excluding) the date of
purchase;’’ note indenture defined Change of Control as ‘‘the
consummation of any transaction (including, without limita-
tion, any merger or consolidation), in one or a series of related
transactions, the result of which is that any ‘person’ (as that
term is used in Section 13(d)(3) of the [Securities Exchange
Act of 1934]), excluding [Cline and his affiliates; Cline owned
100% of Foresight Reserves, which owned 99% of the member-
ship interests of the General Partner of the parent limited part-
nership, Foresight Energy GP, LLC], becomes the Beneficial
Owner, directly or indirectly, of more than 35% of the Voting
Stock of [the General Partner], measured by voting power
rather than number of shares, units or the like;’’ note inden-
ture defined Voting Stock as securities that have the power to
‘‘vote for the election of directors or managers’’ of the General
Partner, ‘‘to control the election of directors or managers’’ of
the General Partner, or simply the power to ‘‘control’’ the Gen-
eral Partner; note indenture defined Beneficial Owner as hav-
ing ‘‘the meaning assigned to such term in Rule 13d-3’’ of the
Securities Exchange Act of 1934; under a Purchase and Sale
Agreement, Murray Energy Corporation paid $1.37 billion and
received a 34% voting interest in the General Partner, a 77.5%
economic interest in the General Partner, and a combination of
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common units and subordinated units in the parent limited
partnership representing, in the aggregate, not more than a
51% limited partnership interest in the parent; in addition,
Murray Energy received an option to acquire an additional
46% voting interest in the General Partner for $25 million ex-
ercisable at any point during a five year period; under the new
partnership agreement of the General Partner, Foresight Re-
serves could not transfer any of its Voting Units in the General
Partner to a third-party without Murray Energy’s consent; un-
der Rule 13d-3(a)(2), a beneficial owner of a security includes
a person who directly or indirectly through any contract shares
investment power, which includes the power to dispose or di-
rect the disposition of the security; ‘‘Imported to the invest-
ment power clause, the power to veto a transfer of shares is a
shared power to transfer. The person who makes the initial de-
cision to transfer and the person who can exercise a veto over
that decision share the power to transfer, so both beneficially
own the shares;’’ ‘‘[M]urray Energy’s veto right over Foresight
Reserve’s ability to transfer its Voting Units makes Murray En-
ergy the Beneficial Owner of the Voting Units owned by Fore-
sight Reserves. Murray Energy, therefore, is the Beneficial
Owner of both the 34% voting interest represented by its Vot-
ing Units and the 66% voting interest held by Foresight Re-
serves;’’ the purpose of the definition of Change of Control was
for the noteholders to be assured that Cline was basically in
charge, and by any reasonable reading of the new partnership
agreement of the General Partner, Murray Energy was basi-
cally in charge; in addition, under Rule 13d-3(b), any person
who directly or indirectly creates or uses a contract with the
purpose or effect of divesting such person of beneficial owner-
ship of a security or preventing the vesting of such beneficial
ownership shall be deemed to be the beneficial owner of the
security; under the new partnership agreement of the General
Partner, Murray Energy obtained the ability to veto and hence
control the fate of transactions falling outside the ordinary
business of either the General Partner or the parent limited
partnership, and under a management services agreement,
Murray Energy obtained day-to-day operational control over
the General Partner and the parent limited partnership; these
agreements were sufficient to trigger the anti-evasion aspect of
Rule 13d-3(b); although the note indenture provided that Mur-
ray Energy had to give Foresight Reserves 61 days notice be-
fore it exercised its option to acquire the additional 46% voting
interest when Rule 13d-3(d)(1)(i) used a 60 day requirement,
and also required that before Murray Energy could exercise its
option the parent must have refinanced the notes and its out-
standing credit on terms reasonably acceptable to Foresight
Reserves so that Murray Energy’s exercise of the option would
not trigger a Change of Control, the indenture’s incorporation
of all the provisions of Rule 13d-3 meant that once the perti-
nent provisions of Rule 13d-3 were satisfied, a Change of Con-
trol occurred; ‘‘In an ever-evolving contractual arms race, so-
phisticated parties can anticipate efforts to evade the terms of
an agreement. One means of responding is by expanding the
literal terms. Another is through provisions triggered by efforts
to evade the literal terms’’) (New York law).

Veloric v. J.G. Wentworth, Inc., No. 9051–CB, 2014 BL
260186 (Del. Ch. Sept. 18, 2014) (tax receivable agreement
provided for acceleration of the payment of approximately $35
million on a change of control; the agreement provided in
Paragraph 3(x) that a change of control occurred if ‘‘there is
consummated a merger or consolidation of [Wentworth] or
any direct or indirect subsidiary of [Wentworth] (including
[Holdco]) with any other corporation or other entity, and, im-
mediately after the consummation of such merger or consoli-
dation, . . . (x) the board of directors of [Wentworth] immedi-
ately prior to the merger or consolidation does not constitute
at least a majority of the board of directors of the company sur-
viving the merger or, if the surviving company is a subsidiary,
the ultimate parent thereof;’’ the agreement also provided in
Paragraph 4 that a change of control occurred if ‘‘there is con-

summated an agreement or series of related agreements for
the sale or other disposition, directly, or indirectly, by
[Wentworth] of all or substantially all of [Wentworth’s] assets,
other than such sale or other disposition by [Wentworth] of all
or substantially all of [Wentworth’s] assets to an entity, at least
fifty percent (50%) of the combined voting power of the voting
securities of which are owned by shareholders of [Wentworth]
in substantially the same proportion as their ownership of
[Wentworth] immediately prior to such sale;’’ court held that
the terms ‘‘subsidiary,’’ ‘‘ultimate parent,’’ ‘‘majority of the
board of directors,’’ and ‘‘all or substantially all of
[Wentworth’s] assets’’ were unambiguous under the plain
meaning rule; the court rejected the argument that because
Wentworth owned less than 1% of Holdco, Holdco was not a
subsidiary of Wentworth; since Paragraph 3(x) expressly iden-
tified Holdco as a subsidiary when Wentworth held a 13.9% in-
terest in Holdco when the agreement was signed, it was not
reasonable to interpret ‘‘subsidiary’’ to require a majority or
controlling interest; Holdco could only have been identified as
Wentworth’s subsidiary because as Holdco’s sole managing
member, Wentworth controlled Holdco; accordingly, when the
agreement used ‘‘subsidiary,’’ it meant an entity under Went-
worth’s control; ultimate parent meant the last or final entity
at the top of a corporate chain of control, and when one entity
controlled another, even without a majority or controlling
ownership interest, they were in a parent-subsidiary relation-
ship; the court also rejected the argument that since only one
director of the Wentworth board, and not all four directors of
the Wentworth board, managed the ultimate parent limited li-
ability company after a merger, the four directors did not con-
stitute a majority of the managers of the ultimate parent; the
sole manager of the ultimate parent constituted a majority of
one, and that the other Wentworth directors were absent was
irrelevant; ‘‘By analogy to say that the Philadelphia Phillies
baseball team (consisting of twenty-five players) constitutes a
majority of the starters on the National League All-Star team
(consisting of nine players) is not to say that every Phillie has
the privilege of being a starter in the All-Star Game. Plaintiffs’
interpretation would be reasonable if Paragraph 3(x) included
a qualifier to specify that all members of the board of directors
of Wentworth must constitute a majority of the board of the ul-
timate parent. But, that or similar language is absent from
Paragraph 3(x);’’ furthermore, since in another prong of the
definition of change of control the agreement used the phrase
‘‘majority of the number of directors of Wentworth,’’ the use of
different language showed that the parties knew how to cover
an issue more broadly when that was their intent; finally, the
court rejected the argument that Paragraph 4 applied not only
to a disposition of the assets of Wentworth, but also to a dispo-
sition of the assets of Wentworth’s subsidiaries; under the
plain meaning of ‘‘Wentworth’s assets,’’ the term meant the as-
sets owned by Wentworth; the reference to Wentworth’s sub-
sidiaries in Paragraph 3(x) showed that when the parties in-
tended to include subsidiaries, they did so expressly; further-
more, even if a reasonable construction of Paragraph 4 was
that a merger of subsidiaries was a disposition by Wentworth
of its assets, it would be far from all or substantially all of its
assets; under Delaware law a decrease in Wentworth’s subsid-
iary’s Holdco’s ownership of a subsidiary from 70% to 45.7%
would not satisfy the quantitative and qualitative test of sub-
stantially all assets).

Sasson v. TLG Acquisition LLC, 127 A.D.3d 480, 481, 482-
84, 9 N.Y.S.3d 2, 2015 BL 100832 (App. Div. 2015) (notes and
credit agreement provided that a change of control of the bor-
rower would trigger acceleration of the debt, and that a trans-
action by Permitted Investors would not be a change of con-
trol; Permitted Investors was defined as ‘‘OTK Associates, Da-
vid T. Hamamoto and Yucaipa;’’ ‘‘The definition was in the
conjunctive, unambiguous, and not subject to any rule of con-
struction in the relevant documents or to any special commer-
cially reasonable interpretation. It plainly required all three of
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The definition of ‘‘Change-in-Control’’ in Alternative
1 of section 25(i) of the Model Plan uses the definition

in the Final Regulations.225 The definition of ‘‘Change-
in-Control’’ in Alternative 2 is a classic definition that

those investors to take over the borrower’s board for there to
be no ‘Change of Control.’ Therefore, the successful insur-
gency by OTK Associates alone was a ‘Change of Control’
within the meaning of the notes. . . . The definition of ‘Permit-
ted Investors’ as ‘OTK and [two others],’ using the conjunctive
‘and’ and not the disjunctive ‘or,’ is plainly interpreted in the
plural, because otherwise it would have stated ‘a Permitted In-
vestor’ not ‘the Permitted Investors’ ’’) (citation omitted) (in a
concurring opinion, Justice Saxe found the language ambigu-
ous; change of control was defined in relevant part as ‘‘the oc-
cupation of a majority of the seats (other than vacant seats) on
the board of directors of MHGC [Morgans Hotel Group Co.] by
individuals who were neither (i) nominated by the board of di-
rectors of MHGC or the Permitted Investors nor (ii) appointed
by directors so nominated;’’ the majority’s ‘‘interpretation ig-
nores the notes’ two provisions specifying that the plural form
shall include the singular, and the additional directive that any
capitalized term shall be equally applicable to both the singu-
lar and plural forms of the terms defined. Applying those con-
tract provisions, the reference to ‘the Permitted Investors’
should be interpreted to refer equally to a single Permitted In-
vestor. Viewed this way, the language of the notes enables any
of the three ‘Permitted Investors’ to nominate a new board
without triggering the Change of Control provision. Further-
more, I agree with the motion court’s observation that given
the improbability of three unrelated ‘Permitted Investors’ act-
ing collectively to nominate board members, common sense
informs us that any intended requirement that they act collec-
tively would be specifically and clearly stated’’).

For a nonqualified deferred compensation plan that must
use a definition of change-in-control that complies with the
definition under I.R.C. § 409A, the failure to define change-in-
control, or any ambiguity in the definition actually used, is not
necessarily a fatal Section 409A document failure. For ex-
ample, in Section IV.B.1 of IRS Notice 2010-6, 2010-1 C.B. 275,
the IRS acknowledges that when a plan uses the term ‘‘acqui-
sition’’ of the service recipient as a payment event, ‘‘acquisi-
tion’’ could be interpreted to mean a permissible change-in-
control event under Treas. Reg. § 1.409A-3(a)(5) and (i)(5), or
to include events that do not constitute a change-in-control
event under these regulations.

Under Section IV.B.1 of Notice 2010-6, if the plan also con-
tains a provision that the term be interpreted to comply with
the requirements of I.R.C. § 409A, or a provision with the same
effect, the term is not ambiguous and complies with I.R.C.
§ 409A and Treas. Reg. § 1.409A-3(a). Section 20(e)(i) of the
Model Plan contains the following Section 409A interpretive
clause: ‘‘The Administrator and Board shall administer, con-
strue, and interpret the Plan, and exercise each one’s authority
and discretion, to satisfy the requirements of Code Section
409A or any exemption thereto.’’

If the definition of the payment event explicitly includes
events that would not constitute a permissible payment event,
or explicitly excludes events that are required for the payment
event to be treated as a permissible payment event, then relief
under Section IV.B of Notice 2010-6 is unavailable. In addition,
an interpretive clause will not cure an ambiguous term when
the service recipient has a pattern or practice on or after Janu-
ary 1, 2009 of applying a specific interpretation that does not
comply with Section 409A. This rule applies to the plans to
which the service recipient has applied the interpretation, and
any other plan with substantially similar language regardless
of whether the plans provide deferred compensation to the
same service provider or providers.

Finally, when a court with jurisdiction over enforcement of
the contract has interpreted the plan term, an interpretive
clause will not cure an ambiguous term for the plan subject to
the court’s decision, or for any other plan of the service recipi-
ent with substantially similar language over which the same
court has jurisdiction. This rule applies regardless of whether

the plans provide deferred compensation to the same service
provider or providers.

Under Section IV.B.2 of Notice 2010-6, if the plan is am-
biguous, and an amount is paid pursuant to a plan provision
that does not comply with I.R.C. § 409A(a), or if pursuant to
the plan provision the plan fails to make a payment of an
amount required to be paid under I.R.C. § 409A(a), that pay-
ment or failure to make a payment may be treated as an opera-
tional failure eligible for relief under IRS Notice 2008-113,
2008-2 C.B. 1305.

In addition, the plan must be amended before the end of
the service provider’s taxable year in which the operational
failure is corrected under Notice 2008-113. If the facts and cir-
cumstances indicate that the service recipient has intentionally
used an ambiguous term for a payment event, the plan and any
other plan of the service recipient with the same or substan-
tially similar language, regardless of whether the plans include
any of the same service providers, will be ineligible for relief
under Section IV.B 2 of Notice 2010-6.

The amendment must add language that: (1) requires that
the terms of the plan be interpreted as necessary to comply
with the requirements of I.R.C. § 409A(a); or (2) sets forth ex-
plicit definitions of the terms of the plan that comply with the
requirements of I.R.C. § 409A(a), including by cross-reference
to the relevant regulations under I.R.C. § 409A(a). In either
case, except as necessary to satisfy to satisfy the requirements
of Treas. Reg. § 1.409A-3(a), the amendment cannot have the
effect of either expanding the definition to include as a pay-
ment event any event that was not a payment event under the
plan before the amendment, or narrowing the definition to
eliminate as a payment event any event that was a payment
event under the plan before the amendment. It is assumed that
no permissible alternative definitions were designated under
the plan other than those designations timely made and explic-
itly provided in the plan before the correcting amendment.
Section IV.B.2 of IRS Notice 2010-6.

Finally, Sections III and XII of IRS Notice 2010-6 contain
eligibility and reporting requirements for obtaining relief un-
der the Notice.

225 Treas. Reg. § 1.409A-3(i)(5)(i), (iii), and (v)-(vii); see
also Zwick v. Inteliquent, Inc., 83 F. Supp. 3d 804, 808, 2015 BL
75863 (N.D. Ill. 2015) (stock grant agreements provided that
50% of CFO’s unvested stock grants vested immediately on a
change of control, and stock option agreements provided that
50% of CFO’s unvested stock options vested immediately on a
change of control; CFO’s employment agreement defined
change of control in relevant part as any transaction in which
any one person, or more than one person acting as a group,
acquires assets from Inteliquent that have a total gross fair
market value equal to or more than 40% of the total gross fair
market value of Inteliquent’s assets immediately before the ac-
quisition; employment agreement also provided that this defi-
nition was intended to comply with the definition under the
regulations under Section 409A(a)(2)(A)(v); CFO and Inteli-
quent disputed whether an asset sale resulted in the sale of
40% or more of the gross fair market value of Inteliquent’s as-
sets; in ruling on Inteliquent’s motion to dismiss, the court re-
jected Inteliquent’s position that the asset values reported on
the balance sheet in its 10-Q SEC filing were conclusive on the
issue of fair market value; a balance sheet generally reflected
the value of assets as their cost less depreciation, and not nec-
essarily their fair market value; ‘‘Although Inteliquent states
[in its SEC filing] that it ‘considered market value comparisons
to determine fair value,’ it also states that it only undertakes
this valuation process ‘whenever events or changes in circum-
stances indicate’ that it is appropriate to do so. This statement
implies that not all the asset values in the balance sheet are
‘fair market values.’ Moreover, Inteliquent does not simply say
its balance sheet reflects ‘fair market value.’ Instead, Inteli-
quent’s SEC filings described a sophisticated valuation pro-
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was often found in equity compensation plans before is-
suance of the Final Regulations, and that is often found
after their issuance.226

Alternatives 1 and 2 of section 8(a)-(f) of the Model
Plan grant the Administrator or Board the discretion to
accelerate full or partial vesting on the single-trigger
event of a Change-in-Control. Under section 8(a)-(c),
the entity undergoing the change-in-control is either the
entity for which the service provider primarily provides
services, or the majority owner of this entity. These pro-
visions satisfy the requirements of the Final Regula-
tions for the identity of the corporation undergoing the
change-in-control for a payment on a change-in-control
as defined in the Final Regulations.227

Under section 8(d)-(f) of the Model Plan, for Incen-
tive Stock Options, the entity undergoing the change-in-
control is the Company, a Parent, or a Subsidiary. Sec-
tion 25(kk) defines ‘‘Parent,’’ and section 25(aaa) de-
fines ‘‘Subsidiary.’’ These provisions satisfy the
requirements of the incentive stock option rules.228

With respect to accelerated vesting on a change-in-
control, the 2016 U.S. Equity Plan Scorecard of proxy
adviser Institutional Shareholder Services assigns
points as follows.229 A plan receives full points if it con-
tains the following provisions: (1) for time-based
awards, the plan does not provide for any acceleration,
or provides for acceleration if the awards are not as-
sumed or converted; and (2) for performance-based
awards, the plan provides for forfeiture or termination
of the awards. Alternatively, the plan provides for vest-
ing and payment pro-rata based on the time elapsed in
the performance period as of the date of consummation
of the change-in-control, or vesting and payment based
on actual performance as of the date of consummation
of the change-in-control.230

A plan does not receive any points for automatic ac-
celeration of time-based awards, or above-target vest-
ing of performance-based awards. A plan receives half
of full points for other provisions.231

cess. Inteliquent has not cited any authority indicating that In-
teliquent’s valuation process comports with the ‘total gross fair
market value’ contemplated by the operative definition of
change of control.’’) (citations to the record omitted).

226 Since both definitions require the consummation of a
transaction, they should not constitute a liberal change-in-
control definition under the guidelines of proxy adviser Insti-
tutional Shareholder Services. Examples of a liberal change-
in-control definition are shareholder approval of a transaction
rather than its consummation; an unapproved change in less
than a majority of the board; an acquisition of a low percent-
age of outstanding common stock, such as less than 20 per-
cent; announcement or commencement of a tender or ex-
change offer; or any other trigger that could result in windfall
compensation without the occurrence of an actual change-in-
control. Institutional Shareholder Services, U.S. Equity Com-
pensation Plans Frequently Asked Questions, Q&A 26, at
13-14 (Dec. 18, 2015).

Under the 2016 U.S. Equity Plan Scorecard, a liberal
change-in-control definition that could result in vesting of
awards by any trigger other than a full double-trigger is an
egregious feature that results in an ‘‘Against’’ recommendation
regardless of the other Equity Plan Scorecard factors. Institu-
tional Shareholder Services, 2016 U.S. Equity Plan Scorecard
Frequently Asked Questions, Q&A 12, at 10-11 (Nov. 20, 2015);
Institutional Shareholder Services, U.S. Equity Compensation
Plans Frequently Asked Questions, Q&A 26, at 13-14 (Dec. 18,
2015). See discussion of the 2016 U.S. Equity Plan Scorecard
point system supra note 56.

A company may qualify a problematic liberal change-in-
control definition to be preconditioned on determinate events
that effectively constitute a change-in-control event, such as
‘‘consummation of a transaction,’’ or ‘‘constructive loss of em-
ployment (double-triggered CIC).’’ For an existing plan that is
being amended, it is acceptable to specify that the nonliberal
definition is effective for grants made after the plan amend-
ment date. Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 27, at
14 (Dec. 18, 2015).

See discussion of the treatment of accelerated vesting on a
change-in-control under the 2016 U.S. Equity Plan Scorecard
point system infra notes 229-235 and accompanying text.

See also Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 109, 111 (PLI 2015) (‘‘Getting the
definition right is critical to the practical operation of change-
of-control provisions. Take, for example, the proposed merger
between US Airways and UAL, in which US Airways share-
holder approval was obtained, but the deal was never consum-
mated. However, because the US Airways plans defined
change of control as shareholder approval of the merger rather
than consummation of the merger, the stock awards for many
executives of US Airways accelerated or became payable, even
though the deal was never actually consummated. A similar
event occurred at Sprint when shareholder approval of an ac-
quisition by Worldcom was obtained, but regulatory approval
was not, and the transaction was never consummated. While
these proposed deals may seem like the exception to the rule,
it is not as uncommon as one would think for the default-
trigger event to be an event prior to closing of the deal, such as
the signing, public announcement, or shareholder approval of
a merger agreement. These provisions not only create risks if
a deal is not consummated, but they do not fulfill their in-
tended purpose: retaining employees through the closing of a
transaction.’’) (most stock accumulation triggers for a change-
of-control exclude acquisitions of stock directly from the com-
pany; ‘‘In today’s environment, the exclusion for acquisitions
‘directly from the company’ has proven particularly important
because companies that do not have this exclusion have found

that certain capital-raising transactions such as ‘rights offer-
ings’ may inadvertently trigger change-of-control protections
for employees’’).

227 Treas. Reg. § 1.409A-3(a)(5) and (i)(5)(ii)(A)-(B).
228 I.R.C. §§ 422(a)(2); 424(e)-(f) and (h)(3)(C); Treas. Reg.

§§ 1.421-1(h) and (i)(2); 1.424-1(e)(4)(ii) and (f)(i)-(ii).
229 Institutional Shareholder Services, 2016 U.S. Equity

Plan Scorecard Frequently Asked Questions, Q&A 3, 10, and
11, at 5 and 8-10 (Nov. 20, 2015). See discussion of the Equity
Plan Scorecard point system supra note 56.

230 Institutional Shareholder Services, 2016 U.S. Equity
Plan Scorecard Frequently Asked Questions, Q&A 3, 10, and
11, at 5, 8-10 (Nov. 20, 2015); Institutional Shareholder Ser-
vices, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 25, 38, and 39, at 13, 19, and 20 (Dec. 18,
2015).

231 Institutional Shareholder Services, 2016 U.S. Equity
Plan Scorecard Frequently Asked Questions, Q&A 3, 10, and
11, at 5, 8-10 (Nov. 20, 2015); Institutional Shareholder Ser-
vices, U.S. Equity Compensation Plans Frequently Asked
Questions, Q&A 25, 38, and 39, at 13, 19, and 20 (Dec. 18,
2015).

Seealso Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 25, at
13 (Dec. 18, 2015) (‘‘Investors increasingly view full accelera-
tion of equity awards without an accompanying termination of
employment to be problematic, as it may result in a windfall to
the executive, i.e., the executive automatically receives the full
economic value of awards that were otherwise intended to be
earned over a multi-year period. Potentially lucrative payouts
could provide a perverse incentive for the executive to pursue
certain transactions without consideration of shareholders’
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Institutional Shareholder Services treats
performance-based awards as being subject to auto-
matic accelerated vesting on a change-in-control un-
less: (1) the amount considered vested or payable is
linked to the degree of performance attainment as of
the date of consummation of the change-in-control; or
(2) the amount to be vested or paid is pro-rated based
on the time elapsed in the performance period as of the
date of consummation of the change-in-control.232

Alternatives 3 and 4 of section 8(a)-(f) of the Model
Plan are intended to receive full points under the 2016
U.S. Equity Plan Scorecard of Institutional Shareholder
Services. These Alternatives grant the Administrator or
Board the discretion to accelerate vesting on the single-
trigger event of a Change-in-Control, but only to the fol-
lowing extent. For vesting that uses service-based re-
quirements, the Administrator or Board may provide
for full or partial vesting of Nonqualified Stock Options
and SARs if an assumption or substitution under sec-
tion 8(h) does not occur, for full or partial vesting of In-
centive Stock Options if an assumption or substitution
under section 8(i) does not occur, and for full or partial
vesting of Restricted Stock if an assumption, conver-
sion, exchange, or substitution under section 8(n) does
not occur. For vesting that uses attainment of perfor-
mance goals without regard to the Grantee’s continued
service, the Administrator or Board shall determine at-
tainment of performance goals as of the date of con-
summation of the Change-in-Control.

If the service recipient wishes to accelerate vesting on
the double-trigger events of a Change-in-Control fol-
lowed by a Separation From Service for Good Rea-
son233 or Involuntary Separation From Service Without

Cause within a certain time after consummation of the
Change-in-Control, the service recipient would not use
section 8(a)-(f). Rather, the service recipient would use
the accelerated vesting provisions of section 7(d)(ii).234

best interests. The acceleration of performance-based awards
is even more problematic, since it effectively waives both time
and performance requirements, further divorcing pay from ac-
tual performance.’’) (‘‘Best practice for unvested performance-
based equity awards is pro-rata vesting, adjusted for actual
performance and the fractional performance period, if appli-
cable, which would appropriately reward for performance ac-
tually achieved. The compensation committee can adjust per-
formance goals in good faith to account for the shortened per-
formance period. Once this adjustment is taken into account,
an equivalent cash conversion can be made.’’).

232 Institutional Shareholder Services, 2016 U.S. Equity
Plan Scorecard Frequently Asked Questions, Q&A 3, 10, 11,
and 26, at 5, 8-10, and 14 (Nov. 20, 2015); Institutional Share-
holder Services, U.S. Equity Compensation Plans Frequently
Asked Questions, Q&A 44, at 22-23 (Dec. 18, 2015).

233 When an equity compensation plan is exempt from Sec-
tion 409A, it does not have to use a definition of good reason
that satisfies Section 409A. See Jeannemarie O’Brien, ‘‘The
Continuing Relevance of Change-of-Control Arrangements,’’
in Hot Issues in Executive Compensation, at 103, 114 (PLI
2015) (the standard list of good reason events includes a
‘‘diminution in responsibilities, title, duties, and reporting lines
compared to those existing immediately prior to the change-of-
control. In the case of the most senior executives, this may ef-
fectively create a single-trigger agreement because it is highly
unlikely that the chief executive officer of a target will be the
chief executive officer of the merged company reporting only
to its board of directors’’) (absent Section 409A concerns, ‘‘to
avoid disputes and ensure that change-of-control agreements
fulfill their intended purposes, appropriately crafted good rea-
son definitions that apply to senior executives in the change-
of-control context should not be qualified with subjective
phrases that would necessitate a showing of ‘meaningful,’ ‘ma-

terial’ or ‘substantial’ changes in employment. Companies may
wish to consider addressing whether a change in an execu-
tive’s job that results solely from the company ceasing to be a
publicly traded entity, or from the company becoming a wholly
owned subsidiary, constitutes grounds for a good reason resig-
nation’’).

234 See also Gorog v. Best Buy Co., Inc., 760 F.3d 787, 2014
BL 204251 (8th Cir. 2014) (award agreement between Nap-
ster’s CEO and Napster, a wholly-owned subsidiary of Best
Buy, provided that CEO had the right to earn a performance-
based award consisting of a series of interim payments with a
target value of $2,925,000 at four specific performance target
dates; award agreement required that CEO remain employed
and Napster achieve certain performance criteria measured on
the performance target dates; award agreement also contained
the following forfeiture and acceleration clauses: (a) if CEO’s
employment is terminated due to death or disability, he will be
entitled to an award equal to 100 percent of the target value;
(b) if CEO’s employment is terminated without cause or for
good reason, he will be entitled to an award equal to a pro-rata
portion based on the number of whole months served during
the performance period; (c) if majority ownership of Napster
is sold by Best Buy or spun-off to its shareholders, of if the ven-
ture ceases operations, he will be entitled to an award equal to
100 percent of the target value; and (d) if CEO’s employment
is terminated for any other reason, his rights to an award will
be immediately and irrevocably forfeited; in 2009 CEO re-
signed and in 2011 Best Buy sold Napster to Rhapsody, which
ceased operating Napster and transferred Napster’s subscrib-
ers to Rhapsody’s platform; court rejected CEO’s claim that
since clause (c) did not refer to a termination of employment,
the clause did not require a termination of employment for
payment of an award; court held that forfeiture and accelera-
tion clauses were mutually exclusive for four reasons; first,
since clause (d) referred to a termination for any other reason,
this language implied that the clauses preceding it described
the circumstances in which CEO’s termination would give rise
to an award; second, even without the word ‘‘terminated,’’
clause (c) described a method by which CEO’s employment re-
lationship with Best Buy could end since on the sale of Nap-
ster, CEO’s employment relationship with Best Buy would ter-
minate because Best Buy would no longer own Napster, the
CEO’s employer; third, construing clause (c) not to require a
termination of employment would create a conflict with the
other clauses; for example, if CEO had been terminated for
cause before the sale of Napster, then clause (c) would entitle
CEO to an award of 100 percent and clause (d) would forfeit
CEO’s right to an award; as another example, if CEO had been
terminated without cause before the sale of Napster and Nap-
ster later achieved the performance criteria, then clause (c)
would entitle CEO to an award of 100 percent and clause (b)
would entitle CEO to a pro-rata award; in these examples, both
sections cannot apply, for one necessarily renders the other
null; and fourth, since the award agreement provided for a
single award, if the forfeiture and acceleration clauses were
not read as mutually exclusive, they would provide for two
awards if CEO’s employment had been terminated due to
death or disability or without cause, and the majority owner-
ship of Napster had been sold; this interpretation would con-
flict with the language of the award agreement that provided
for a single award); Adams v. Anheuser-Busch Cos. Pen. Pl.,
758 F.3d 743, 2014 BL 192601 (6th Cir. 2014) (ERISA-
governed, tax-qualified defined benefit plan of Anheuser-
Busch provided for enhanced benefits for participants ‘‘whose
employment with the Controlled Group is involuntarily termi-
nated within three (3) years after the Change-in-Control;’’ en-
hanced benefits consisted of an additional five years of Cred-
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Institutional Shareholder Services encourages and
considers it a best practice to have double-trigger vest-
ing of equity compensation after a change-in-control. In
the absence of double-trigger vesting, the preferred
practice is for the board to have flexibility to determine
the best outcome for shareholders, such as to arrange
for outstanding grants to be assumed, converted, or
substituted, rather than the plan providing for auto-
matic accelerated vesting on a change-in-control.235

The argument in favor of single-trigger vesting on a
change-in-control is that it aligns the interests of the ex-
ecutives with the interests of the shareholders.236 Since
a major purpose of an equity compensation plan is to
align the interests of management with the interests of
the shareholders,237 this alignment should continue on
a change-in-control, rather than be broken. By allowing
the executives to share in the value created for share-
holders in closing the transaction, single-trigger vesting
rewards the executives for delivering the deal to the
shareholders.

In contrast, double-trigger vesting rewards only those
executives who separate from service, and delays vest-
ing for the executives who stay to integrate the com-
bined companies until separation from service. As a re-
sult, double-trigger vesting encourages executives to
separate from service so that they can receive the value

ited Service and an additional five years of age; InBev, the suc-
cessor to Anheuser-Busch in a Change-in-Control, spun-off
four Metal Container plants in a sale to Ball Corporation, and
participants became employees of Ball and ceased to be par-
ticipants in the Anheuser-Busch plan; court held that the plan’s
language was unambiguous and required only that the indi-
vidual’s employment with the Controlled Group be involun-
tarily terminated, not that the individual experience a job loss
or some otherwise undefined period of unemployment; partici-
pants’ employment with the Controlled Group was involun-
tarily terminated when InBev sold Metal Container to Ball and
the participants became Ball employees; plan’s provision for
enhanced benefits was not designed to ameliorate the loss of
pay if a participant became unemployed, but to provide a sub-
stitute for the lost opportunity to earn service and age credit
toward retirement under the plan), petition for rehearing en
banc denied, 2014 U.S. App. LEXIS 18025 (6th Cir. Sept. 16,
2014).

In re Freeport-McMoran Copper & Gold Inc. Derivative
Litig., C.A. No. 8145-VCN, Stipulation and Agreement of
Settlement, Compromise and Release, Exhibit A, Corporate
Governance Enhancements, § V.A-B (Del. Ch. Jan. 12, 2015)
(‘‘A. Any future grant of equity-based compensation made by
the Board of Directors or a committee thereof to the Compa-
ny’s executive officers or directors will provide that any un-
vested performance-based equity compensation will not auto-
matically vest upon a change of control. Instead, vesting of
such awards may be accelerated in connection with or follow-
ing a change of control only upon a termination of employ-
ment or service, as applicable. B. Further, any such accelerated
vesting in accordance with Section V(A) above will not pre-
sume maximum achievement of any applicable performance
goals, but instead will be based on one or more of the follow-
ing: 1. the target level of the award, 2. a pro-rata portion of the
award based on the recipient’s time of service, or 3. the actual
level of achievement of the applicable goal as of the date of the
change of control or the date of termination.’’) (available at
http://www/dandodiary.com/2015/01/articles/shareholders-
derivative-litigation/parties-finalize-massive-and-unusual-
freeport-mcmoran-derivative-lawsuit-settlement/).

See also Daniel N. Janich, ‘‘It’s A Trap!: Poorly Worded
Pension Plans Cost Employers,’’ Law360 (Portfolio Media Aug.
6, 2014) (the plan sponsor in Anheuser-Busch would have pre-
vailed had the plan required that the participant’s employment
with the Controlled Group is involuntarily terminated within
three years after a Change-in-Control, and the participant is in-
eligible to participate in any qualified retirement plan for a
specified period after involuntary termination of employment)
(available at http://www.law360.com/employment/articles/
562957/it-s-a-trap-poorly-worded-pension-plans-cost-
employers).

235 Institutional Shareholder Services, U.S. Executive Com-
pensation Policies Frequently Asked Questions, Q&A 58, at 25
(Dec. 18, 2015); see also Institutional Shareholder Services,
U.S. Equity Compensation Plans Frequently Asked Questions,
Q&A 25, at 13 (Dec. 18, 2015) (‘‘There are alternatives to
single-trigger full acceleration that can retain the original
awards’ retentive value and continue to serve pay for perfor-
mance objectives, including the assumption or conversion to
equivalent awards of the acquiror’s equity. Even in an all-cash
transaction, an alternative is for unvested time-based equity
awards to retain their original vesting schedules, post-
conversion to the cash consideration, so that the converted

cash awards remain subject to the executive’s continued ser-
vice (and only accelerate if there is an employment termina-
tion in connection with the CIC.’’); Cody Nelson, Willis Towers
Watson, ‘‘The Changing Landscape of Golden Parachutes in a
Say-on-Pay World,’’ May 28, 2015, at 6-7 (‘‘Among 88 Fortune
500 companies that had either adopted a new plan or amended
an existing long-term incentive plan since 2013, the most com-
mon type of trigger is a so-called ‘responsive single.’ A respon-
sive single trigger allows the acquiring company an option to
assume the outstanding awards. If the awards are not as-
sumed, then they immediately vest upon the CIC event. If the
awards are assumed, then they vest according to the provi-
sions established as part of the acquisition. . . . Awards with a
responsive single or double trigger have a protection period.
Three-quarters of all responsive single and double triggers
have a two-year protection period.’’) (available at
www.towerswatson.com/en-US/Insights/Newsletters/Global/
executive-pay-matters).

236 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 127 (PLI 2015) (‘‘Shareholders are
generally free to sell their shares immediately following con-
summation of a stock-for-stock transaction and realize the eco-
nomic benefits of a well-managed target, and employees
should not be in a position where they are unable to realize im-
mediately the benefit of their successful management prior to
closing, as there have been situations in which former target
company employees held unexercisable options that were ‘in-
the-money’ prior to consummation of the transaction that be-
came ‘underwater’ after consummation of the transaction due
to poor management at the acquiror level.’’); Michael J. Segal,
‘‘Compensation Season 2016,’’ Harvard Law School Forum on
Corporate Governance and Financial Regulation, Jan. 20,
2016 (‘‘Companies should ensure that they understand how
their change in control protections function if an activist ob-
tains a significant stake in the company or control of the
board. Appropriate protections ensure that management will
remain focused on shareholder interests during a period of sig-
nificant disruption; inadequate protections can result in man-
agement departures at a time when stability is crucial. The best
time to review protections and ensure their adequacy is before
an activist surfaces.’’) (available at http://
corpgov.law.harvard.edu/2016/01/20/compensation-season-
2016/).

237 Section 1(b) of the Model Plan provides that one of the
Plan’s purposes is to ‘‘align the interests of Employees, Direc-
tors, and Contractors with the Company’s shareholders by pro-
viding incentives to Employees, Directors, and Contractors to
contribute to the long-term growth and profitability of the
Company and its Broader Related Entities, and thereby in-
crease shareholder value.’’
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of their equity awards on consummation of the change-
in-control.238

The argument in favor of double-trigger vesting on a
change-in-control is that it encourages executives to
stay for a transition period after consummation of the
change-in-control. In this manner, the acquiror can
maintain a sufficient degree of continuity of manage-
ment, and provides the executives with an incentive to
maximize the long-term deal value. Double-trigger vest-
ing also provides the executives with protection from an
involuntary separation from service or separation from
service for good reason.239

In contrast, single-trigger vesting does not provide
any incentive for executives to stay after the change-in-
control. Executives can cash-out and leave immediately
after consummation of the change-in-control, leaving
the acquiror without experienced management. More-
over, single-trigger vesting often limits the acquiror’s
ability to roll equity awards into its stock.

Finally, in addition to single-trigger or double-trigger
vesting, equity compensation plans often provide for an
extended period after separation from service, such as
three years, to exercise options and SARs when an in-

voluntary separation from service without cause or a
separation from service for good reason occurs within
one to two years after consummation of the change-in-
control.240 Alternative E of Alternative 3 of section
7(d)(ii) of the Model Plan, and Alternative 4 of section
7(d)(ii), provide for a three year exercise period on a
Separation From Service for Good Reason or an Invol-
untary Separation From Service Without Cause within
one to two years after a Change-in-Control.

Use of Definition of Change-in-Control Under
Section 409A and Other than Under Section

409A
The definition of change-in-control in a nonqualified

deferred compensation plan otherwise subject to Sec-
tion 409A does not have to satisfy the definition under
the Final Regulations in three scenarios. The service re-
cipient will often want to use a different definition than
the definition under the Final Regulations when the ser-
vice recipient provides benefits on an event with lesser
degree of change than that provided under the Final
Regulations, such as a spin-off or sale of a business, or
on an event that is not usually a change-in-control un-
der the Final Regulations, such as an initial public offer-
ing.241

238 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 127-28 (PLI 2015). Since equity
awards are often granted to a broad group of service provid-
ers, post-change-in-control disputes often occur over whether
a separation from service is for good reason, especially when
the definition of good reason uses subjective factors, such as a
materiality qualification. Furthermore, double-trigger vesting
requires the good reason determination to be made post-
change-in-control when the target’s pre-change-in-control
management will likely no longer be making this determina-
tion. Id.

239 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 126-27 (PLI 2015) (‘‘There is a
growing trend for public company equity plans to provide for
double-trigger vesting of awards, unless the awards are not as-
sumed by the purchaser in the transaction (in which case,
single-trigger vesting applies). . . . Single-trigger vesting of
stock-based incentives has been for many years the practice
for the vast majority of public companies. If a target company
does not have single-trigger equity vesting as the default pro-
vision in its plans, it is common for the target company to ne-
gotiate accelerated vesting on the change-of-control in the con-
text of a transaction, which, in all cash deals and ongoing pri-
vate transactions, is often the most practical alternative.’’).

Liz Hoffman, ‘‘Investors Close Golden Parachutes,’’ Wall
St. J., June 6, 2014, at B1, B4 (‘‘Shareholders now appear to be
ratcheting up the pressure against a perk that persists [in
change-in-control transactions]: stock awards. Companies of-
ten grant top executives shares that vest, or become available,
at a future date, and often only if the company hits certain per-
formance goals. But in an M&A deal, these shares can vest au-
tomatically when a deal closes, even if the executive keeps his
or her job. That is the case at 44 percent of Russell 3000 com-
panies, according to proxy adviser Institutional Shareholder
Services Inc. For example, Matthew Shattock, CEO of liquor
producer Beam Inc., received about $20.9 million from previ-
ously unvested stock options and awards in the company’s sale
to Suntory Holdings Ltd., according to a regulatory filing. Mr.
Shattock remains CEO of Beam, which was renamed Beam
Suntory Inc. after the sale to Japan’s Suntory closed in April.
C. Larry Pope, CEO of Smithfield Foods Inc., received about
$18 million from similar perks that were cashed out when the
pork producer was sold to a Chinese company last year. Mr.
Pope is still the CEO of Smithfield, now a subsidiary of WH
Group Ltd. Beam and WH Group declined to comment.’’).

240 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 128 (PLI 2015) (‘‘In addition to
change-of-control accelerated vesting of equity awards, many
stock plans contain special provisions that permit option hold-
ers to exercise their options for an extended period following
termination of employment in connection with a change-of-
control. If stock options are underwater, change-of-control
vesting may not be sufficient to ensure that an employee can
benefit from an option if his or her employment is terminated
after a change-of-control and the option is forfeited within a
short period of time. Employees understand that 90 days, six
months or even a year may not be a sufficient period of time
for them to receive value from the exercise of their options. As
a result, companies often mitigate this concern by providing
option holders whose employment is terminated following a
change-of-control or during a specified period thereafter (e.g.,
two years) with an extended period to exercise their options
(e.g., at least three years, but in no event beyond the originally
scheduled term.’’).

241 See Jeannemarie O’Brien, ‘‘The Continuing Relevance
of Change-of-Control Arrangements,’’ in Hot Issues in Execu-
tive Compensation, at 103, 109-10 (PLI 2015) (‘‘The change-of-
control definition must not be triggered so early in the process
that management is given economic incentives to terminate
employment during the pendency of a takeover battle, or so
late in the process that protection of management proves nu-
gatory. Accordingly, the onset of a tender offer or proxy fight
should not constitute a trigger, but successful consummation
of a tender offer or proxy fight usually should. Most impor-
tantly, a change-of-control should be objectively defined.
Change-of-control definitions that give a board of directors the
ability to determine when an event does not constitute a
change-of-control, while seemingly preserving flexibility, are
likely to place the board in an untenable position both legally
and practically. Deactivation provisions could also result in
conflicts between the board and management at a particularly
awkward and critical time. Similarly, attempts to separate
‘hostile’ transactions from ‘friendly’ ones and limit the avail-
ability of the deactivation provision to ‘friendly’ deals are ill-
advised. Many purportedly consensual deals in fact involve a
considerable amount of private coercion (e.g., threats to pro-
ceed with a hostile bid) – which may be more effective from the
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The first scenario is continued employment until the
date of consummation of the change-in-control, and
payment of benefits within the short-term deferral pe-
riod after the change-in-control.242 This scenario quali-
fies for the short-term deferral exemption from Section
409A. The continued employment until the date of con-
summation of the change-in-control is a vesting event,
which means that the right to payment is no longer sub-
ject to a substantial risk of forfeiture.243

The short-term deferral period is the applicable 21⁄2
month period. The applicable 21⁄2 month period is the
period ending on the later of: (1) the fifteenth day of the
third month following the end of the service provider’s
first taxable year in which the right to the payment is no
longer subject to a substantial risk of forfeiture; and (2)
the fifteenth day of the third month following the end of
the service recipient’s first taxable year in which the
right to the payment is no longer subject to a substan-
tial risk of forfeiture.244

A payment is defined as each separately identified
amount to which a service provider is entitled to pay-

ment on a determinable date, and includes amounts ap-
plied for the benefit of the service provider.245 An
amount is separately identified only if the amount may
be objectively determined under a nondiscretionary for-
mula.246 The entitlement to a series of installment pay-
ments that is not a life annuity is treated as the entitle-
ment to a single payment, unless the plan provides at all
times with respect to the amount deferred that the right
to the series of installment payments is to be treated as
a right to a series of separate payments.247 Accordingly,
to qualify the portion of installment payments paid
within the applicable 21⁄2 month period for the short-
term deferral exemption, the plan must provide that the
right to a series of installment payments is to be treated
as a right to a series of separate payments.248

For example, an employment agreement provides
that on separation from service without cause, the ser-
vice recipient shall pay the service provider separation
benefits in an amount equal to the product of two mul-
tiplied by the service provider’s base salary for the cal-
endar year before the year of separation. The service re-
cipient shall pay the separation benefits in equal install-
ments on the regular payroll dates under the service
recipient’s payroll practices that apply to the service
provider on the date of separation from service. The
service recipient shall pay the installments for two
years commencing on the first payroll period after the
thirtieth day after the date of separation from service.
The employment agreement provides that the right to
the series of installment payments is to be treated as a
right to a series of separate payments. The service pro-
vider is not a specified employee. An involuntary sepa-
ration from service occurs on July 1, 2012, and the ser-
vice recipient commences payment of the installments
on August 15, 2012. The installments paid from August
15, 2012 until March 15, 2013 satisfy the short-term de-
ferral exemption. The installments paid after March 15,
2013 must satisfy either the involuntary separation
agreement exemption,249 or the requirements for pay-
ments made at a specified time or pursuant to a fixed
schedule for payments subject to Section 409A.250

The second scenario is the double-trigger events of a
change-in-control followed by one or more permissible
vesting events, and payment of benefits within the ap-
plicable 21⁄2 month period after the vesting event.251

The permissible vesting events are separation from ser-
vice due to involuntary termination as defined in the Fi-
nal Regulations,252 separation from service for good

potential acquiror’s standpoint than making a hostile tender
offer and forcing the target company to conduct an auction. In
addition, from the perspective of management, the protections
of change-of-control arrangements will be necessary whether
or not the change-of-control is approved by a board of direc-
tors, particularly given the financial market’s intense focus on
synergies and cost savings in business combinations and the
awareness by senior executives of the jeopardy their jobs face
in such transactions.’’).

242 Treas. Reg. § 1.409A-1(b)(4)(i)(A).
243 Treas. Reg. § 1.409A-1(d)(1). Under this regulation,

compensation is subject to a substantial risk of forfeiture if en-
titlement to the amount is conditioned on the performance of
substantial future services by any person, or the occurrence of
a condition related to a purpose of the compensation, and the
possibility of forfeiture is substantial. A condition related to a
purpose of the compensation must relate to the service provid-
er’s performance for the service recipient, or the service recipi-
ent’s business activities or organizational goals (for example,
the attainment of a prescribed level of earnings or equity value,
or completion of an initial public offering).

244 Treas. Reg. § 1.409A-1(b)(4)(i)(A). The Final Regula-
tions permit delayed payments made after the applicable 21⁄2
month period in three situations. First, the taxpayer estab-
lishes that it was administratively impracticable to make the
payment by the end by the end of the applicable 21⁄2 month pe-
riod, and as of the date on which the legally binding right to
the compensation arose, such impracticability was unforesee-
able. An action or failure to act of the service provider or a per-
son under the service provider’s control, such as a failure to
provide necessary information or documentation, is not an un-
foreseeable event. In addition, the payment is made as soon as
administratively practicable. Second, the taxpayer establishes
that making the payment by the end of the applicable 21⁄2
month period would have jeopardized the service recipient’s
ability to continue as a going concern. In addition, the payment
is made as soon as the payment would no longer have this ef-
fect. Third, the taxpayer establishes that the service recipient’s
deduction with respect to the payment otherwise would not be
permitted under I.R.C. § 162(m), and as of the date that the le-
gally binding right to the payment arose, a reasonable person
would not have anticipated the application of I.R.C. § 162(m)
at the time of payment. In addition, the payment is made as
soon reasonably practicable following the first date on which
the service recipient anticipates or reasonably should antici-
pate that, if the payment were made on such date, the service
recipient’s deduction with respect to such payment would no
longer be restricted under I.R.C. § 162(m). Treas. Reg.
§ 1.409A-1(b)(4)(ii).

245 Treas. Reg. §§ 1.409A-1(b)(4)(i)(F) and 1.409A-
2(b)(2)(i).

246 Treas. Reg. § 1.409A-2(b)(2)(i).
247 Treas. Reg. § 1.409A-2(b)(2)(iii).
248 Another arrangement that is exempt from I.R.C. § 409A

is an involuntary separation agreement that satisfies the re-
quirements of Treas. Reg. § 1.409A-1(b)(9)(iii). This exemption
applies ‘‘to the extent that the separation pay, or portion of the
separation pay, provided under the plan’’ satisfies the exemp-
tion’s requirements. Thus, for the exemption to apply to the
portion of the separation pay that satisfies the exemption’s re-
quirements, it does not appear that the plan must provide that
the series of installment payments of separation pay is a series
of separate payments.

249 Treas. Reg. § 1.409A-1(b)(9)(iii).
250 Treas. Reg. § 1.409A-3(a)(1) and (b) and (i)(1).
251 Treas. Reg. § 1.409A-1(b)(4)(i).
252 Treas. Reg. § 1.409A-1(d)(1) (if a service provider’s en-

titlement to an amount is conditioned on the occurrence of the
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reason as defined in the Final Regulations,253 or any
other event that is a permissible vesting event under the
Final Regulations.254 Like the first scenario, this sce-
nario relies on the short-term deferral exemption to free
itself from the requirement that the definition of
change-in-control satisfy the definition under the Final
Regulations.

The second scenario raises the issue of whether a ser-
vice provider’s right to separation benefits under a
walk-away right during a thirty day window period fol-
lowing the one year anniversary of a change-in-control,
otherwise known as a modified single-trigger, can sat-
isfy the short-term deferral exemption.255 When separa-
tion from service is a within a service provider’s control,
such as a voluntary separation other than for good rea-

son, the service provider’s right to the benefits on sepa-
ration from service is not subject to a substantial risk of
forfeiture. The service provider vests in the right to the
benefit when he or she obtains a legal right to the ben-
efits, which occurs when there is a binding contract for
the benefits.

For a walk-away right to satisfy the short-term defer-
ral exemption, the arrangement must satisfy the follow-
ing requirements: (1) the separation benefits are sub-
ject to a substantial risk of forfeiture until the window
period opens. Continued employment can serve as the
substantial risk of forfeiture. In this situation, the ser-
vice provider vests in the separation benefits on the
date that the window period opens; (2) the payment of
separation benefits occurs no later than seventy-four
days after the window period opens; and (3) the right to
separation benefits ends when the window period
closes.256

Since the first and second scenarios rely on the short-
term deferral exemption, payment of benefits from the
service recipient’s nonqualified deferred compensation
plans subject to Section 409A in these scenarios is not
subject to the six month delay requirement for pay-
ments to specified employees of publicly-traded corpo-
rations on separation from service.257

The third scenario in which the definition of change-
in-control does not have to satisfy the definition under
the Final Regulations is the double-trigger events of a
change-in-control followed within a certain time by
separation from service. The service recipient pays the
benefits on separation from service in the same time
and form of payment as on all other separations from
service that do not follow a change-in-control. In this
scenario, the payment event is the separation from ser-
vice, rather than the change-in-control.258

Under the Final Regulations, the general rule is that
payments of nonqualified deferred compensation on
each permissible payment event must have the same
time and form of payment.259 An exception to this rule
permits different times and forms of payment on the
following separations from service: (1) a separation that
occurs within two years after a change-in-control. In
this situation, the definition of change-in-control must
satisfy the Final Regulations;260 (2) a separation that
occurs: (a) before or after a specified date (for example,
the attainment of a specified age); or (b) before or after

service provider’s involuntary separation from service without
cause, the right is subject to a substantial risk of forfeiture if
the possibility of forfeiture is substantial); Treas. Reg.
§ 1.409A-1(n)(1) (definition of involuntary separation from ser-
vice).

253 Treas. Reg. § 1.409A-1(n)(2) (a service provider’s volun-
tary separation from service for good reason is treated as an
involuntary separation from service when requirements for a
good reason separation under the Final Regulations are satis-
fied). One commentator takes the position that regardless of
whether the separation from service satisfies the requirements
for a good reason separation under the Final Regulations, as
long as the good reason event otherwise creates a substantial
risk of forfeiture and the payment of separation benefits oc-
curs within the applicable 21⁄2 month period after the good rea-
son event, the short-term deferral exemption is satisfied. Erica
F. Schohn, ‘‘Short-Term Deferrals,’’ in Section 409A Hand-
book 149, 172-73 (Regina Olshan & Erica F. Schohn eds., BNA
2010).

254 Treas. Reg. § 1.409A-1(d)(1).
255 See generally Joseph A. Hearn & Marc R. Trevino,

‘‘Compensating and Protecting Executives in a Change-in-
Control Context,’’ in Hot Issues in Executive Compensation, at
73, 79 (PLI 2013) (‘‘One advantage to the modified single-
trigger approach is the elimination of the incentive for the ex-
ecutive to search out and keep a ‘black book’ of potential good
reasons following a change-in-control. The result is a height-
ened likelihood that the seller is able to deliver an intact man-
agement team that will be focused on transition issues for one
year. The executive’s negotiating position with the buyer is
also enhanced. Notwithstanding the potential benefits of a
modified single-trigger approach, in many recent instances the
provision has not served its purpose and modified single-
trigger arrangements have fallen out of favor as a result of
shareholder criticism.’’); Jeannemarie O’Brien, ‘‘The Continu-
ing Relevance of Change-of-Control Arrangements,’’ in Hot Is-
sues in Executive Compensation, at 103, 115 (PLI 2015) (‘‘Un-
der the so-called ‘30-day window provision,’ a covered em-
ployee can receive severance benefits not only under the
circumstances set forth in a traditional double-trigger contract,
but also after a voluntary termination of employment following
a change-of-control whether or not for good reason, provided
that such termination of employment occurs during a 30-day
window period one year after the change of control. The ratio-
nale for the 30-day window is that the covered employee will
both render impartial advice and services during the pendency
of a takeover proposal and be available and render services
during the crucial one year transition period following a
change-of-control. ISS considers severance arrangements that
provide benefits without requiring a substantial diminution in
duties or other meaningful change in terms and conditions of
employment a problematic pay practice. Due to ISS and also
tax considerations under Section 409A of the Code, the 30-day
window provision is no longer a common feature in new agree-
ments and has been amended out of many legacy agree-
ments.’’).

256 See Erica F. Schohn, ‘‘Short-Term Deferrals,’’ in Section
409A Handbook 149, 175-76 ex. 3 (Regina Olshan & Erica F.
Schohn eds., BNA 2010); Jeannemarie O’Brien, ‘‘Change-of-
Control Protections in a Changing Environment,’’ in Hot Issues
in Executive Compensation at 741, 755 & n. 2 (PLI 2011).

257 I.R.C. § 409A(a)(2)(B)(i); Treas. Reg. §§ 1.409A-
1(c)(3)(v), (i), and (k), and 1.409A-3(a)(1) and (i)(2).

258 I.R.C. § 409A(a)(2)(A)(i); Treas. Reg. § 1.409A-3(a)(1).
Alternatively, the change-in-control is a vesting event, and the
payment event is the service provider’s separation from ser-
vice. In this situation, the definition of change-in-control does
not have to satisfy the definition under the Final Regulations.
See Jeannemarie O’Brien, ‘‘The Continuing Relevance of
Change-of-Control Arrangements,’’ in Hot Issues in Executive
Compensation, at 103, 123 (PLI 2015) (‘‘If the effect of a
change-of-control definition in a change-of-control employ-
ment agreement is simply to activate the protection period un-
der which ‘double-trigger’ severance rights are in effect, com-
pliance with the Section 409A definition is generally not re-
quired.’’).

259 Treas. Reg. § 1.409A-3(c).
260 Treas. Reg. § 1.409A-3(c)(1).
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a combination of a specified date, such as attaining a
specified age, and a specified period of service deter-
mined under a predetermined, nondiscretionary, objec-
tive formula, or pursuant to the method for crediting
service under a qualified plan sponsored by the service
recipient;261 and (3) a separation not described in
clauses (1) and (2).262

Service recipients often use this exception to pay a
single lump sum payment on a separation from service
within two years after a change-in-control, and install-
ment payments on other separations from service. Ser-
vice recipients often bargain for the clawback of the in-
stallments already paid and forfeiture of the remaining
installments to be paid if the former service provider
violates post-separation covenants. Common covenants
are covenants to assign intellectual property, covenants
not-to-compete, covenants not to solicit customers and
employees, covenants not to disclose confidential infor-
mation, and covenants against disparagement.

The second and third scenarios can be combined with
each other. In this situation the critical issue is which
payments qualify for the short-term deferral exemption,
and which payments do not. Under the short-term de-
ferral exemption, when two amounts are the same pay-
ment, each amount must be paid on a permissible vest-
ing event, and within the applicable 21⁄2 month period
after the vesting event.263 Thus, the critical issue is the
determination of whether two amounts are the same
payment, or separate payments.

One commentator recommends that the test for
whether two amounts are the same payment ‘‘is
whether any circumstance exists under which both
amounts will be paid. If there is no circumstance under
which both amounts will be paid, the amounts, to the
extent they overlap, may be treated as the same pay-
ment under 409A. On the other hand, any additional
amount payable under only one circumstance should be
treated as a separate payment.’’264

For example, an employment agreement provides
that a service provider is entitled to a separation benefit
of one year’s base salary on an involuntary separation
from service. The service recipient will pay the benefit
in a single lump sum within sixty days after the date of
separation from service. The service provider also par-
ticipates in a bonus deferral plan, and has elected to
have benefits paid in equal installments over 10 years
on any separation from service. Since the service pro-
vider is entitled to both benefits on an involuntary ter-
mination, the amounts paid for each benefit are sepa-
rate payments. Accordingly, the separation benefit paid
on an involuntary termination qualifies for the short-
term deferral exemption.265

As another example, an employment agreement pro-
vides that a service provider with a base salary of
$500,000 is entitled to a separation benefit on an invol-
untary separation from service. The employment agree-

ment also provides the service provider with a separa-
tion benefit if the service provider has a separation from
service for any reason within two years after a change-
in-control. The separation benefit before a change-in-
control is a lump sum of three times base salary paid
within thirty days after the date of separation from ser-
vice. The separation benefit after a change-in-control is
a lump sum of two times base salary paid within thirty
days after the date of separation from service.266

The amount equal to two times base salary, which is
equal to $1,000,000, represents the same payment be-
cause it is payable both before and after a change-in-
control. This amount is not a short-term deferral be-
cause the separation benefits are payable after the ap-
plicable 21⁄2 month period. Since the right to the
separation benefits vests on the change-in-control, and
the service provider can separate from service for up to
two years after the change-in-control, the separation
benefits will not be paid within the applicable 21⁄2
month period. The remaining one times base salary,
which is equal to $500,000, is a separate payment. This
separate payment qualifies as a short-term deferral be-
cause it is paid only on an involuntary separation from
service before a change-in-control and within the appli-
cable 21⁄2 month period after separation from service.267

When a plan must use the definition of change-in-
control under the Final Regulations, the change-in-
control must relate to one of the following corporations:
(1) the corporation to which a service provider per-
forms services at the time of the change-in-control;268

(2) the corporation that is liable for the payment of the
deferred compensation or all corporations liable for the
payment if more than one corporation is liable;269 or (3)
a corporation that is a majority shareholder of a corpo-
ration described in clause (1) or (2).270 The change-in-
control can also relate to any corporation in a chain of
corporations in which each corporation is a majority
shareholder of another corporation in the chain, ending
with the corporation described in clause (1) or (2).271

For the discretionary acceleration of vesting on a
Change-in-Control under Section 8(a)-(c) of the Model
Plan, the corporation undergoing the Change-in-
Control is the corporation for which the Grantee pri-

261 Treas. Reg. § 1.409A-3(c)(2).
262 Treas. Reg. § 1.409A-3(c)(3). Another exception to the

same time and form of payment rule is for separation benefits
that satisfy the involuntary separation agreement exemption of
Treas. Reg. § 1.409A-1(b)(9)(iii).

263 Treas. Reg. §§ 1.409A-1(b)(4)(i) and 1.409A-2(b)(2).
264 Erica F. Schohn, ‘‘Short-Term Deferrals,’’ in Section

409A Handbook 149, 174 (Regina Olshan & Erica F. Schohn
eds., BNA 2010).

265 Id. at 174-75 ex. 1.

266 It is unusual for a separation benefit on a separation
from service after a change-in-control to be less than the sepa-
ration benefit for other separations from service. This situation
can occur when the service provider also receives other ben-
efits on a change-in-control that are exempt from I.R.C.
§ 409A, such as accelerated vesting of options and SARs, or a
retention bonus that satisfies the short-term deferral exemp-
tion. Erica F. Schohn, ‘‘Short-Term Deferrals,’’ in Section 409A
Handbook 149, 175 ex. 2 (Regina Olshan & Erica F. Schohn
eds., BNA 2010).

267 Id.
268 Treas. Reg. § 1.409A-3(i)(5)(ii)(A)(1).
269 Treas. Reg. § 1.409A-3(i)(5)(ii)(A)(2). In addition, the de-

ferred compensation must be attributable to the performance
of services by the service provider for the corporation or cor-
porations liable for the payment, or there is a bona fide busi-
ness purpose for such corporation or corporations to be liable
for the payment. In either case, no significant purpose of mak-
ing such corporation or corporations liable for the payment
can be the avoidance of federal income tax. Id.

270 Treas. Reg. § 1.409A-3(i)(5)(ii)(A)(3). A majority share-
holder is a shareholder owning more than 50 percent of the to-
tal fair market value and total voting power of the corporation.
Treas. Reg. § 1.409A-3(i)(5)(ii)(B).

271 Treas. Reg. § 1.409A-3(i)(5)(ii)(A)(3).
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marily provides services on the date of consummation
of the Change-in-Control, or a Related Parent of this
corporation. Section 25(oo) defines ‘‘Related Parent’’ as
a majority shareholder. Accordingly, the Model Plan
satisfies the Final Regulations as to the corporation that
must undergo the change-in-control.

For the discretionary acceleration of vesting on a
Change-in-Control under Section 8(d)-(f) of the Model
Plan, for Incentive Stock Options, the corporation un-
dergoing the change-in-control is the Company, a Par-
ent, or a Subsidiary. Section 25(kk) defines ‘‘Parent,’’
and Section 25(aaa) defines ‘‘Subsidiary.’’ These provi-
sions satisfy the requirements of the incentive stock op-
tion regulations.272

Treatment of Stock Rights on a
Change-in-Control and Section 424 Corporate

Transactions
In a change-in-control, acquirors and targets often

wish to cash-out holders of the target’s options and
SARs. Alternatives 1 and 2 of section 8(g) of the Model
Plan grant the Administrator or Board the discretion to
cancel vested Options and SARs without regard to
whether the Options and SARs vested before the
Change-in-Control or as part of the Change-in-Control,
and to pay the in-the-money value of the cancelled Op-
tions and SARs. The Preamble to the Proposed Section
409A regulations provided that the cancellation and
payment is not a modification of the option or SAR.273

A modification results in the grant of a new stock right
that must satisfy the requirements for exemption
anew.274

Alternatives 3 and 4 of section 8(g) of the Model Plan
grant the Administrator or Board the discretion to cash-
out the Options and SARs that vested before the
Change-in-Control. For the unvested Options and
SARs, the acquiror will pay an amount equal to the in-
the-money value of the Option or SAR determined as of
the date of consummation of the Change-in-Control as
follows. The acquiror will pay this amount if the vesting
requirements that apply after the Change-in-Control
are satisfied, and on the same schedule as the vesting
schedule established on the Option’s or SAR’s Grant
Date. Acquirors often wish to use this structure because
it locks-in the value of the stock right on the change-in-

control, and preserves the retention value of the un-
vested stock rights by requiring the service providers to
continue employment with the acquiror in order to re-
ceive the cash-out amount for the stock right.275

Alternatives 3 and 4 of section 8(g) of the Model Plan
raise the issue of whether payment of the in-the-money
value in accordance with the vesting schedule is an im-
permissible feature for the deferral of compensation
that runs afoul of the requirements for exemption. An
exempt option cannot have any feature for the deferral
of compensation other than the deferral of recognition
of income until the later of the exercise or disposition
of the option under Treasury Regulation Section 1.83-7,
and the time that the stock acquired on the option’s ex-
ercise first becomes substantially vested under Trea-
sury Regulation Section 1.83-3(b).276 An exempt SAR
cannot have any feature for the deferral of compensa-
tion other than the deferral of recognition of income un-
til exercise of the SAR.277

The Final Regulations define a feature for the defer-
ral of compensation as a right other than the right to re-
ceive cash or stock on the date of exercise, and such ad-
ditional right would otherwise allow compensation to
be deferred beyond the date of exercise.278 The right to
receive substantially nonvested stock (as defined in
Treasury Regulation Section 1.83-3(b)) is not a feature
for the deferral of compensation.279 In addition, the
definition of an impermissible extension of a stock right
includes the conversion or exchange of a stock right for
a legally binding right to compensation in a future tax-
able year, or the addition of any feature for the deferral
of compensation.280

272 I.R.C. §§ 422(a)(2) and 424(e)-(f) and (h)(3)(C); Treas.
Reg. §§ 1.421-1(h) and (i)(2) and 1.424-1(e)(4)(ii) and (f)(i)-(ii).

273 Department of the Treasury, Internal Revenue Service,
Application of Section 409A to Nonqualified Deferred Com-
pensation Plans, Notice of Proposed Rulemaking, Preamble
§ II(C), 70 F.R. 57,930, 57,935 (Oct. 4, 2005). A cash-out of an
incentive stock option results in ordinary income to the em-
ployee, and a deduction to the employer. Bagley v. Commis-
sioner, 85 T.C. 663 (1985), aff’d, 806 F.2d 169, 1 EXC 5 (8th
Cir. 1986); Rev. Rul. 67-366, 1967-2 C.B. 165.

274 Treas. Reg. § 1.409A-1(b)(5)(v)(A) (a modification ‘‘is
considered to be the grant of a new stock right;’’ new stock
right may or may not be a deferral of compensation as deter-
mined on the date of grant of the new stock right); Treas. Reg.
§ 1.409A-1(b)(5)(v)(B) (a modification means any change in
the terms of the stock right (or change in the terms of the plan
under which the stock right was granted or in the terms of any
other agreement governing the stock right) that may provide
the holder with a direct or indirect reduction in the stock
right’s exercise price regardless of whether the holder in fact
benefits from the change in terms).

275 See also Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 25, at
13 (Dec. 18, 2015) (‘‘There are alternatives to single-trigger full
acceleration that can retain the original awards’ retentive
value and continue to serve pay for performance objectives, in-
cluding the assumption or conversion to equivalent awards of
the acquiror’s equity. Even in an all-cash transaction, an alter-
native is for unvested time-based equity awards to retain their
original vesting schedules, post-conversion to the cash consid-
eration, so that the converted cash awards remain subject to
the executive’s continued service (and only accelerate if there
is an employment termination in connection with the CIC.’’);
Institutional Shareholder Services, U.S. Executive Compensa-
tion Policies, Q&A 58, at 29 (Dec. 18, 2015) (‘‘With regard to
equity-based compensation, ISS policy encourages ‘double
trigger’ vesting of awards after a CIC (considered a best prac-
tice), although recommendations are determined case-by-case,
considering all aspects of company programs. In the absence
of double-triggered vesting, the preferred practice is for the
board to have flexibility to determine the best outcome for
shareholders (e.g., to arrange for outstanding grants to be as-
sumed, converted, or substituted), rather than the plan provid-
ing for automatic accelerated vesting upon a CIC.’’).

276 Treas. Reg. § 1.409A-1(b)(5)(i)(A)(3).
277 Treas. Reg. § 1.409A-1(b)(5)(i)(B)(3).
278 Treas. Reg. § 1.409A-1(b)(5)(i)(D). Under this rule the

IRS can take the position that for vested stock rights, the pay-
ment of the in-the-money value other than as an immediate
cash-out runs afoul of I.R.C. § 409A.

279 Id.
280 Treas. Reg. § 1.409A-1(b)(5)(v)(C)(1). An impermissible

extension results in the stock right being treated as having had
an additional deferral feature from the original date of grant,
with the result that the stock right is treated as providing for
the deferral of compensation from this date. Treas. Reg.
§ 1.409A-1(b)(5)(v)(A). Accordingly, the stock is retroactively
treated as subject to I.R.C. § 409A as of the date of grant. When
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The answer to the question of whether the payment
of the in-the-money value on the same schedule as the
vesting schedule established on the date of grant is an
impermissible feature for the deferral of compensation
should be no for four reasons.281 First, there is no de-
ferral of the recognition of income beyond the stock
right’s date of exercise. Moreover, for options, the Final
Regulations permit the deferral of recognition of in-
come beyond the date of exercise until the date the
stock received on exercise vests. Thus, the Final Regu-
lations countenance the recognition of income beyond
the date of exercise without the creation of an imper-
missible feature for the deferral of compensation. A
grantee can exercise an option for unvested shares, and
receive cash or otherwise recognize income on subse-
quent vesting without running afoul of the exemption
from Section 409A. The payment of the in-the-money
value of the stock right on the same schedule as the
original vesting schedule is economically substantially
similar to the deferral of income recognition until the
receipt of cash or vested shares.

Second, the Final Regulations are aimed at prevent-
ing the abuse of grantees who before they exercise an
option elect to defer the receipt of vested shares on ex-
ercise. This abuse is not at issue when the acquiror pays
the in-the-money value on the same schedule as the
original vesting schedule. Indeed, the recognition of in-
come occurs on the original vesting schedule without
any deferral or extension of the vesting schedule. Thus,
there is no extension that constitutes the conversion or
exchange of a stock right for a legally binding right to
compensation in a future taxable year.

Third, the Final Regulations permit a change in the
vesting schedule on a change-in-control for any stock
right or plan of deferred compensation that would oth-
erwise vest on the change-in-control without treatment
as an impermissible subsequent deferral election or ac-
celeration of payments.282 Since the creation of a new
vesting schedule on a change-in-control does not run
afoul of Section 409A, neither should continuation of
the same vesting schedule on a change-in-control.

Fourth, the cash-out of stock rights on the same
schedule as the original vesting schedule is analogous
to an election as to the medium of payment of either in
stock or cash. The Final Regulations provide that Sec-
tion 409A does not apply to an election as to the me-
dium of payment, such as an election between a pay-
ment of cash or a payment of property.283 Rather, Sec-
tion 409A applies to the elections as to the timing of the

payment, and the form of payment as a lump sum, in-
stallments, or an annuity.

For example, a service recipient establishes a stock
bonus plan, and grants unvested shares to service pro-
viders on January 1, 2013. If a service provider contin-
ues to be employed through December 31, 2014, the
service provider vests in the shares. The plan qualifies
for the short-term deferral exemption. On December
31, 2013, the service recipient and service provider
agree to convert the shares to cash in an amount equal
to the average market price for the preceding thirty
days. The service recipient will pay the cash on Decem-
ber 31, 2014. Since the payment and vesting dates re-
main the same, the change in the medium of payment
from shares to cash does not cause the loss of the short-
term deferral exemption.

Similarly, when the vesting and payment dates re-
main the same for the cash-out of unvested stock rights,
the change in the medium of payment from shares to
cash should not run afoul of the Final Regulations.
Moreover, the abuses with which Section 409A is con-
cerned, changes to the timing and form of payment, are
not at issue.

Finally, acquirors and targets often wish to cancel un-
exercised options and SARs. Alternative 1 of section
8(k) of the Model Plan provides that in a Section 424
Corporate Transaction, the Administrator or Board
may: (1) contingent on consummation of the Section
424 Corporate Transaction, fully vest all or any portion
of unvested Options and SARs at least fifteen days be-
fore the reasonably anticipated date of consummation;
(2) require the Grantees to exercise their vested Op-
tions and SARs before consummation of the Section
424 Corporate Transaction; and (3) cancel the vested
Options and SARs that are not exercised.

Alternative 2 of section 8(k) of the Model Plan pro-
vides that in a Section 424 Corporate Transaction, the
Administrator or Board may: (1) contingent on consum-
mation of the Section 424 Corporate Transaction that is
also a Change-in-Control, vest all or a portion of un-
vested Options and SARs at least fifteen days before the
reasonably anticipated date of consummation of the
Section 424 Corporate Transaction, but only to the fol-
lowing extent. For vesting that uses service-based re-
quirements, satisfaction of the service-based require-
ments will be determined as of the date of consumma-
tion of the Change-in-Control. For vesting that uses
attainment of performance goals without regard to the
Grantee’s continued service, satisfaction of the perfor-
mance goals will be determined as of the date of con-
summation of the Change-in-Control; (2) require the
Grantees to exercise their vested Options and SARs be-
fore consummation of the Section 424 Corporate Trans-
action; and (3) cancel the vested Options and SARs that
were not exercised.

The Final Regulations and incentive stock option
regulations provide that a change to the terms of a
stock right that shortens the exercise period is not a
modification.284

Alternative 2 of section 8(k) of the Model Plan is in-
tended to satisfy the vesting guidelines on a change-in-
control of Institutional Shareholder Services.285

the holder has the discretionary right to exercise a vested op-
tion or SAR at any time, rather than on the permissible pay-
ment events and times of I.R.C. § 409A(a)(2) and Treas. Reg.
§ 1.409A-3(a), the stock right will not satisfy I.R.C. § 409A.
Thus, an impermissible extension results in a retroactive viola-
tion of I.R.C. § 409A as of the date of grant. Under proposed
regulations, the tax for violation of I.R.C. § 409A is not im-
posed until the option vests. Prop. Treas. Reg. § 1.409A-
4(a)(1)(i).

281 See Daniel L. Hogans, ‘‘Mergers and Other Corporate
Transactions,’’ in Section 409A Handbook 561, 583-86 (Regina
Olshan & Erica F. Schohn eds., BNA 2010); Sharon J. Hen-
dricks, ‘‘Cash-Out/Liquidation of Options in Connection With
Mergers and Acquisitions,’’ Executive Compensation: Strat-
egy, Design, and Implementation 29 (ALI-ABA June 2010).

282 Treas. Reg. § 1.409A-3(i)(5)(iv)(B).
283 Treas. Reg. § 1.409A-2(a)(1).

284 Treas. Reg. §§ 1.409A-1(b)(5)(v)(B) and 1.424-1(e)(4)(i).
285 See discussion of these guidelines supra notes 229-235

and accompanying text.
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In Fox v. CDx Holdings, Inc.,286 on a change-in-
control the plan sponsor, Caris Life Sciences, Inc.,
cashed-out the options held by employees. As part of
the cash-out, the plan sponsor had to determine the fair
market value of the stock underlying the options. The
court addressed whether the plan sponsor’s determina-
tion of fair market value satisfied the standard of good
faith for valuation of the stock under the plan document
and Delaware law.

Section 2.25 of the 2007 Stock Incentive Plan (the
‘‘Plan’’) defined Fair Market Value to mean ‘‘as of any
date, the value of the Common Stock as determined in
good faith by the Administrator.’’ Section 3.4 of the
Plan provided that ‘‘[a]ll decisions made by the Admin-
istrator pursuant to the provisions of the Plan shall be
final and binding on the Company and the Participants,
unless such decisions are determined to be arbitrary
and capricious.’’

Section 12.3 of the Plan granted the Administrator
the discretion to cancel outstanding Awards on a
change-in-control ‘‘in consideration for a payment
equal in value to the Fair Market Value of vested
Awards, or in the case of an Option, the difference be-
tween the Fair Market Value and the exercise price for
all shares of Common Stock subject to exercise (i.e., to
the extent vested) under any outstanding Option.’’

Section 12.1 of the Plan provided that if any change
is made in the Common Stock of the Company without
the Company’s receipt of consideration, then ‘‘the exer-
cise price of any Option in effect prior to such change
shall be proportionately adjusted by the Administrator
to reflect any increase or decrease in the number of is-
sued shares of Common Stock or change in the Fair
Market Value of such Common Stock resulting from
such transaction.’’

Caris Life Sciences, Inc. (‘‘Caris’’) was a privately-
held Delaware corporation with three subsidiaries: (1)
Caris Diagnostics, which was engaged in the anatomic
pathology business, and was consistently profitable; (2)
TargetNow, which was engaged in profiling genetic and
molecular changes to a cancer patient’s tumor, and gen-
erated revenue but not profits; and (3) Carisome, which
was engaged in the development of blood tests to detect
cancers and other complex diseases, and was in the de-
velopmental stage.

To achieve the goals of securing financing for Tar-
getNow and Carisome and generating a return for its
stockholders, Caris transferred ownership of Tar-
getNow and Carisome to a new subsidiary, and spun-off
the subsidiary to its shareholders (the transfer and spin-
off, the ‘‘Spinoff,’’ and the spun-off entity, ‘‘SpinCo’’).

Caris, now owning only Caris Diagnostics, then
merged in the fall of 2011 with a wholly-owned subsid-
iary of Miraca Holdings, Inc. (the ‘‘Merger’’). Miraca
was Japan’s largest clinical diagnostics and laboratory
testing company. In the Merger, Miraca paid $725 mil-
lion for what was left of Caris after the Spinoff (‘‘Re-
mainCo’’). Each share of RemainCo stock was con-
verted into the right to receive $4.46 in cash. David Hal-
bert, who owned 70.4% of Caris’ stock, and JH Whitney
VI, L.P., a private equity firm that owned 26.7% of Caris’
stock, received total proceeds of $560 million from the
Merger, and financed SpinCo by reinvesting $100 mil-
lion.

The remaining 2.9% of Caris’ stock was held by em-
ployees through options. The employees had their op-
tions cancelled as part of the Merger, and received
$4.46 for RemainCo. Under the capitalization adjust-
ment provision of Section 12.1, the employees received
$0.61 for SpinCo. Thus, the employees received $4.46
per share of RemainCo, and $0.61 per share for SpinCo,
for a total consideration of $5.07 per share of Caris. Of
this amount, 8% went into an escrow account estab-
lished under the Merger agreement. The employees had
the right to receive as additional consideration for can-
cellation of their options a portion of the escrow upon
the release from escrow of any remaining amounts af-
ter all claims against the escrow had been released or
satisfied.

SpinCo was valued at $65 million, or $0.61 per share;
of this amount, TargetNow was valued at $47.23 mil-
lion, and Carisome was valued at $17.79 million. Under
this valuation, SpinCo would not recognize a corporate-
level tax on the Spinoff. Accordingly, neither Halbert
nor Whitney Fund VI would bear the economic cost of
the tax liability. However, Caris could not undervalue
SpinCo for tax purposes while valuing it fairly for the
option holders. In performing the valuation of SpinCo,
Halbert and Whitney Fund VI faced the choice between
a zero-tax valuation that would generate an unrealisti-
cally low payout for the options, and a realistic valua-
tion that would result in Halbert and Whitney Fund VI
paying tax on 97% of the equity.

The court held that the valuation of SpinCo was not
made in good faith, and was arbitrary and capricious.
The $65 million valuation was generated by Caris’ tax
advisor, PricewaterhouseCoopers (the ‘‘Tax Advisor’’),
which used an intercompany transfer tax valuation of
intellectual property to determine the fair market value
of SpinCo’s businesses. Critically, the transfer tax valu-
ation excluded goodwill as an asset.

Caris’ CFO told the Tax Advisor where to come out,
and supplied the Tax Advisor reduced projections to
support the valuation he wanted. The Tax Advisor’s
valuation conflicted with the CFO’s subjective belief
from earlier in the year that TargetNow was worth be-
tween $150 and $300 million. It also conflicted with the
views held by Halbert, Whitney Fund VI, and Caris’ fi-
nancial advisor, Citigroup Global Markets. Further-
more, it conflicted with higher values that a different
accounting firm, Grant Thornton LLP (the ‘‘Second Ad-
visor’’), generated for the same businesses in valuation
reports prepared in 2011.

Miraca questioned the Tax Advisor’s valuation, and
insisted on a second opinion from the Second Advisor.
The CFO and Tax Advisor met with the Second Advisor
before it started work. Two days later, the CFO sent an
email to Halbert that precisely anticipated the range of
consideration per share that the two reports would sup-
port. The Second Advisor then proceeded to prepare a
valuation that abandoned the methodologies it had used
for its prior valuation reports, and largely copied the
Tax Advisor’s analysis.

For example, in 2008, Caris paid $40 million for Tar-
getNow when it was generating $1 million in annual
revenue. At the time of the Merger, its revenue had in-
creased by 5,000% to approximately $50 million, but the
Second Advisor’s valuation reflected an increase in
value of only 17%. Furthermore, the Second Advisor’s
ordinary course asset impairment analyses valued Tar-286 No. 8031–VCL, 2015 BL 239916 (Del. Ch. July 28, 2015).
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getNow’s trade name and clinical database at $104 mil-
lion excluding debt.

In addition, JH Whitney had made a presentation to
its advisory board that valued its 26.7% interest in Tar-
getNow at $41 million, which reflected a $153 million
valuation for TargetNow.

With respect to Carisome, Halbert’s and Whitney
Fund VI’s decision to reinvest $100 million in Carisome
showed confidence in its prospects. Moreover, the Sec-
ond Advisor’s prior valuation reports for the stock op-
tions valued Carisome at between $116 and $199 mil-
lion. However, the Second Advisor reached the same
valuation for Carisome as the Tax Advisor even though
the Second Advisor used materially different inputs in
its analysis.

The court found that the fair market value of SpinCo
was $305.03 million, or $2.11 per share. Accordingly,
the option holders were entitled to receive the sum of
$4.46 and $2.11 for a total of $6.57 for each share of
Caris represented by an option, rather than $5.07 for
each share.

The court also held that Caris breached its payment
obligation under the Plan on cancellation of the options
by the holdback for the escrow:

The Plan could have been drafted differently, such as by
providing that holders of options cancelled in connection
with the merger would receive the same consideration of
holders of stock, less the exercise price. The Plan did not
say that. The Plan said that holders of cancelled options
would receive the difference between the Fair Market Value
of the underlying shares and the exercise price for their op-
tions.

Caris breached the Plan by deducting the escrow amount
from the consideration it paid to holders of cancelled op-
tions. The Plan obligated Caris to pay them the full amount
of the difference between Fair Market Value and the exer-
cise price.287

Although the court did not rule on the tax treatment
of the option holders, the opinion raises a number of is-
sues under Section 409A. Since the court cited code
Section 422(b)(4) for the rule that the exercise price for
the options cannot be less than the fair market value of
the underlying stock at the date of grant, the options ap-
parently were incentive stock options. Since the incen-
tive stock option regulations use good faith as the stan-

dard for determining fair market value of stock at the
date of grant,288 the Plan’s use of good faith as the stan-
dard was in documentary compliance with the Section
409A exemption for incentive stock options.289

With respect to nonqualified stock options for stock
not readily tradable on an established securities mar-
ket, the Section 409A exemption requires that the stock
underlying the option be valued by the ‘‘reasonable ap-
plication of a reasonable valuation method.’’290 This is
a higher standard than good faith.291 If a plan were to
use a good faith standard, the IRS can take the position
that the plan is not in documentary compliance with the
Section 409A exemption.

Furthermore, the escrow holdback on cash-out of the
option raises the issue of whether it runs afoul of the
Section 409A exemption for nonqualified stock options.
One of the exemption’s requirements is that the option
not include any feature for the deferral of compensation
other than the deferral of recognition of income until
the later of: (1) the exercise or disposition of the option
under Treasury Regulation Section 1.83-7; and (2) the
time the stock acquired pursuant to the exercise of the
option first becomes substantially vested (as defined in
Treasury Regulation Section 1.83-3(b).292

In the absence of an exception for payments on a
change-in-control, payment of the holdback amount af-
ter cancellation of the option would likely constitute a
feature for the deferral of compensation. In addition,
the IRS can take the position that adoption of the es-
crow holdback arrangement after the grant of a non-
qualified option is an impermissible extension of a
stock right. An impermissible extension includes the
conversion or exchange of a stock right for a legally
binding right to compensation in a future taxable year,
or the addition of any feature for the deferral of com-
pensation.293

When an impermissible extension occurs, the option
is treated as having had an additional deferral feature
from the original date of grant, with the result that the
option is treated as providing for the deferral of com-
pensation from this date.294 Accordingly, the option is
retroactively treated as subject to Section 409A as of the
date of grant. When the holder has the discretionary
right to exercise a vested option at any time, rather than
on the permissible payment events and times of code
Section 409A(a)(2) and Treasury Regulation Section
1.409A-3(a), the option will not satisfy Section 409A.
Thus, an impermissible extension results in a retroac-
tive violation of Section 409A as of the date of grant.

Fortunately, the Final Regulations provide an excep-
tion for payments on certain changes-in-control that al-
low for cash-outs of options without violating the ex-
emption for nonqualified stock options.295 The Final
Regulations permit deferred payments of compensation
related to a change-in-ownership of a corporation (as
defined in Treasury Regulation Section 1.409A-

287 No. 10183–VCN, 2015 BL 239916; see also Hilton Hotels
Corp. v. Dunnet, 275 F. Supp. 2d 954 (W.D. Tenn. 2002) (op-
tion agreement prevented any nonconsensual amendment
from ‘‘impair[ing] any rights or obligations under any Op-
tions;’’ option holders’ interpretation that this provision pre-
vented options from being cashed out was the more reasonable
one).

The court in CDx also pointed out that Section 251(b)(5) of
the Delaware General Corporation Law permitted the conver-
sion of shares into cash under escrow and indemnification ar-
rangements in mergers and consolidations. However, Section
251(b)(5) applied only to shares of the constituent corpora-
tions, and not to options. Rather, Section 157 of the Delaware
General Corporation Law applied to options, and Section
157(b) required that the terms of the options be set forth or in-
corporated by reference in the instrument or instruments evi-
dencing the options. This requirement applied to the consider-
ation, including any formula by which consideration may be
determined, for which any shares may be acquired from the
corporation on exercise of the options. Accordingly, the treat-
ment of options in a change-in-control transaction was gov-
erned by the governing instruments of the plan document and
award agreement. No. 8031–VCL, 2015 BL 239916.

288 Treas. Reg. § 1.422-2(e)(2).
289 Treas. Reg. § 1.409A-1(b)(5)(ii).
290 Treas. Reg. § 1.409A-1(b)(5)(iv)(B)(3).
291 Application of Section 409A to Nonqualified Deferred

Compensation Plans, Explanation of Provisions and Summary
of Comments, § III.D.4.a, 72 F.R. 19,234, 19,240 (April 17,
2007).

292 Treas. Reg. § 1.409A-1(b)(5)(i)(A)(1).
293 Treas. Reg. § 1.409A-1(b)(5)(v)(C)(1).
294 Treas. Reg. § 1.409A-1(b)(5)(v)(A).
295 Treas. Reg. § 1.409A-3(i)(5)(iv)(A).
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3(i)(5)(v)), or change in the ownership of a substantial
portion of a corporation’s assets (as defined in Treasury
Regulation Section 1.409A-3(i)(5)(vi)), that occur be-
cause a service recipient purchases its stock held by the
service provider, the service recipient or a third-party
purchases a stock right held by a service provider, or
the payments are calculated by reference to the value of
the service recipient’s stock (collectively, ‘‘transaction-
based compensation’’).

The transaction-based compensation must satisfy the
following requirements: (1) the transaction-based com-
pensation is paid on the same schedule and under the
same terms and conditions as apply to payments to
shareholders generally with respect to the service re-
cipient’s stock; and (2) the transaction-based compen-
sation is paid not later than five years after one of the
foregoing change-in-control events.

Upon satisfaction of these requirements, the
transaction-based compensation is treated as paid at a
designated date or pursuant to a payment schedule that
complies with the Final Regulations, and the payment
of the transaction-based compensation does not violate
the initial or subsequent deferral election rules of Trea-
sury Regulation Section 1.409A-2(a)-(b).296

To prevent the situation that occurred in CDx Hold-
ings, Alternatives 2 and 4 of section 8(g) of the Model
Plan grant the Administrator or Board the discretion on
a Change-in-Control as provided in the Final Regula-
tions to cash-out vested options in full within thirty days
after the consummation of the Change-in-Control, or to
pay the cash-out amount as adjusted after the Change-
in-Control on the same schedule and under the same
terms and conditions that apply to payments to share-
holders for up to five years.

In Lillis v. AT&T Corp.,297 the court addressed
whether the treatment of employee stock options in a
merger agreement between AT&T Wireless Services,
Inc. and Cingular violated the adjustment clause in the
original plan document for preservation of the eco-
nomic value of options in a capital transaction. The
1994 stock option plan of MediaOne Corp. contained
the following adjustment clause:

In the event there is any change in the Common Stock by
reason of any consolidation, combination, liquidation, reor-
ganization, recapitalization, stock dividend, stock split,
split-up, split-off, spin-off, combination of shares, exchange
of shares or other like change in capital structure of the
Company, the number or kinds of shares or interests sub-

ject to an Award and the per share price or value thereof
shall be appropriately adjusted by the Committee at the
time of such event, provided that each Participant’s eco-
nomic position with respect to the Award shall not, as a re-
sult of such adjustment, be worse than it had been immedi-
ately prior to such event.

MediaOne and AT&T Corp. signed a merger agree-
ment on May 6, 1999, and the merger closed in 2000. As
part of the merger, the 1994 MediaOne option plan was
amended to provide that the options would remain fully
vested and exercisable for their full grant terms. When
the merger closed, the MediaOne options were con-
verted into AT&T options. The conversion was made by
reference to the intrinsic value of the options being con-
verted without regard to differences in volatility be-
tween the two underlying securities. This process in ef-
fect preserved both the intrinsic value and the time
value of the MediaOne options. The intrinsic value was
the difference between the exercise price and the cur-
rent market price. The time value was the chance that
the underlying stock would appreciate before the op-
tion’s expiration so that the market price would be
higher than the exercise price.

In 2001, AT&T split-off AT&T Wireless Services, Inc.
As part of the split-off, the AT&T options were con-
verted into adjusted AT&T options and new Wireless
options pursuant to a formula that preserved both the
positive and negative intrinsic value of each option as
well as the remaining exercise period and other charac-
teristics.

In 2004, Wireless merged with Cingular, a privately-
held limited liability company. Cingular purchased all
of Wireless’s outstanding shares in a cash merger at $15
per share. Under the merger agreement, all employee
stock options were adjusted into the right on exercise of
the option to receive the difference between the $15 per
share cash merger price and the option’s exercise price
regardless of the remaining exercise period. Therefore,
out-of-the money options having a remaining exercise
period of years but with an exercise price equal to or
greater than the merger price were rendered worthless.
Similarly, in-the-money options with a remaining exer-
cise period of years were stripped of any fair value in
excess of their intrinsic value, i.e., the difference be-
tween the $15 per share cash merger price and the ex-
ercise price. Furthermore, holders of both out-of-the
money options and in-the-money options lost the op-
tions’ time value.

The court found that the 1994 MediaOne option plan
document’s use of the term ‘‘economic position’’ was
ambiguous as to whether it included the options’ time
value. Therefore, resort to extrinsic evidence was nec-
essary. The court looked to how other adjustments were
made in prior transactions, and found that in these
transactions the options were converted into new op-
tions with an equivalent or higher full economic value:

The first such adjustment was made in connection with the
AT&T-MediaOne merger itself, when AT&T exchanged the
MediaOne options for new options in AT&T. When the
split-off occurred in 2001, the plaintiffs [former officers and
directors of MediaOne] received both new AT&T options
and Wireless options. On another occasion, when AT&T
sold cable assets to Comcast, the plaintiffs received ad-
justed Comcast options. Eventually, when AT&T was ac-
quired by SBC, the plaintiffs’ AT&T options were adjusted
into SBC options. All of these adjustments were made in the
same way: the existing options were replaced with options
in the new entity based on the positive or negative intrinsic

296 Id.; see also Daniel L. Hogans, ‘‘Mergers and Other Cor-
porate Transactions,’’ in Section 409A Handbook 561, 575 (Re-
gina Olshan & Erica F. Schohn eds., BNA 2010) (‘‘Example.
Company A purchases all the stock of Company B for cash.
The value paid for each share in the transaction is $10, but 20%
is held back in escrow to satisfy certain contingent liabilities
accrued in the transaction. The escrowed amounts are to be re-
leased on certain dates if the related contingent liabilities did
not occur or were satisfied over a period of three years. Com-
pany B employees have Company B options. They also have
deferred compensation determined in Company B stock,
which is payable on a change-in-control. The options may be
cashed out, and the deferred compensation may be paid, based
on the stock price excluding escrowed amounts. Additional
payments may then be made to these individuals as the es-
crowed amounts are released to the other shareholders with-
out violating 409A.’’).

297 No. 717-VCL, 2007 BL 61562 (Del. Ch. July 20, 2007),
aff’d, 970 A.2d 166, 2009 BL 50410,46 EBC 1377, 7 EXC 5 (Del.
2009) (en banc).
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value of the old options and new options. The only changes
were to strike price and the number of options to account
for the differences in price between the old and new stock.
In this process, even out-of-the-money options, with nega-
tive intrinsic value, were replaced with new out-of-the-
money options having equivalent negative intrinsic value,
thus maintaining the time value of those options and, there-
fore, the plaintiffs’ economic position.

The defendants argue that this process maintained only
the intrinsic value of the options and not the full economic
value. This argument misses the point of the adjustment
into new options. While the adjustments did not take into
account differences in volatility between the old shares and
the new shares, they did preserve both the time value and
intrinsic value of the options because the new options had
both components of value. Moreover, testimony at trial
demonstrated that the volatility of the replacement options
was substantially the same as the original options in all
these adjustments. Therefore, the full economic value of the
options was maintained in all these adjustments. In con-
trast, an adjustment into cash (such as in the Cingular-
Wireless merger) measured by the intrinsic value of the in-
the-money options fails to maintain the options’ full eco-
nomic value.298

The court also relied on the following evidence in de-
termining that ‘‘economic position’’ covered both time
value and intrinsic value. First, the stock options repre-
sented a material portion of compensation for all em-
ployees of MediaOne, and a very large portion of com-
pensation for its executives. These facts made it more
likely that the options were designed to be more than
usually protective of the economic interests of the op-
tion holders. Second, the executives who drafted and
implemented the plan, and MediaOne’s in-house attor-
ney, testified that the plan would preserve the full value
of the options until they expired. Third, AT&T, in a let-
ter from its counsel at the time of the Cingular merger
and in its answer to the complaint that was later with-
drawn, agreed with the plaintiffs’ position of full eco-
nomic value. Finally, the parties were unable to identify
another employee option plan that used the term ‘‘eco-
nomic position.’’ Therefore, the use of this distinctive
term implied that the drafters of the plan intended it to
have an unusual meaning–one broader than intrinsic
value.

The lesson of Lillis is that the plan document should
specify the terms of any value protection. The Model
Plan addresses this issue in the provisions for Awards
to Directors in section 2(d), the cash-out of stock rights
in section 8(g), and the adjustments on equity restruc-
turing events in section 10(a)-(e).

Section 2(d)(iii) provides that the value of the Shares
that the Company may issue under Awards to any Di-
rector [Alternative 1: in a calendar year] [Alternative 2:
in the Company’s fiscal year] cannot exceed the top
twentieth percentile of the value of equity compensa-
tion granted in the same year or immediately preceding
year to directors serving in similar positions in compa-
nies in the Company’s peer group.

Section 2(d)(iv) provides that the Director and Offi-
cer Committee or Board, in its reasonable discretion
and in consultation with an independent compensation
consultant, shall determine the values, whether the
measurement year is the same year or immediately pre-
ceding year, and the Company’s peer group.

Section 2(d)(v) provides that the Director and Officer
Committee or Board in its reasonable discretion shall

select the compensation consultant and determine
whether the compensation consultant is independent.

Section 8(g) of the Model Plan provides for the cash-
out of in-the-money stock rights determined by the ex-
cess of the Change-in-Control Price over the exercise
price of the stock rights. Change-in-Control Price
means the price per Share paid in the Change-in-
Control in cash or property. Section 8(g) also provides
for the cancellation of underwater stock rights when
the Change-in-Control Price does not exceed the exer-
cise price.

Section 10(b) of the Model Plan provides for two al-
ternatives in applying the adjustment clause for the eq-
uity restructuring events of section 10(a). Alternative 1
provides that with respect to Options and SARs, and
subject to section 8, the Administrator or Board shall
determine whether dilution or enlargement of Grant-
ees’ rights will occur by using the values required by fi-
nancial accounting standards to avoid a charge to earn-
ings. Alternative 2 provides that with respect to Options
and SARs, and subject to section 8, the Administrator or
Board in its exclusive discretion shall determine
whether dilution or enlargement of Grantees’ rights will
occur by using intrinsic values, fair values, time values,
or any combination thereof.

Assumption and Substitution of Stock Rights
in Section 424 Corporate Transactions

The Final Regulations provide rules for when an as-
sumption or substitution of a nonqualified stock option
or SAR in a corporate transaction299 does not cause a
modification to the stock right, and does not result in
the loss of the stock right’s status as service recipient
stock.300 The Model Plan satisfies these rules in the

298 No. 717–N, 2007 BL 61562 (footnote omitted).

299 A ‘‘corporate transaction’’ means: (1) an acquisition of
property or stock, consolidation, liquidation, merger, reorgani-
zation, or separation; (2) a distribution (excluding an ordinary
dividend or a stock split or stock dividend) or change in the
terms or number of outstanding shares of the corporation; or
(3) such other corporate events as may be prescribed by the
IRS in published guidance. Treas. Reg. §§ 1.409A-1(b)(5)(v)(D)
and 1.424-1(a)(3).

300 Treas. Reg. § 1.409A-1(b)(5)(iii)(E)(4) (upon compliance
with Treas. Reg. § 1.409A-1(b)(5)(v)(D) in an assumption or
substitution, the stock underlying the stock right that replaced
the substituted or assumed stock right will be treated as ser-
vice recipient stock); Treas. Reg. § 1.409A-1(b)(5)(v)(D) (upon
compliance with the regulation’s requirements, the assump-
tion or substitution will not be treated as the grant of a new
stock right or a change in the form of payment).

See also Institutional Shareholder Services, U.S. Equity
Compensation Plans Frequently Asked Questions, Q&A 25, at
13 (Dec. 18, 2015) (‘‘There are alternatives to single-trigger full
acceleration that can retain the original awards’ retentive
value and continue to serve pay for performance objectives, in-
cluding the assumption or conversion to equivalent awards of
the acquiror’s equity. Even in an all-cash transaction, an alter-
native is for unvested time-based equity awards to retain their
original vesting schedules, post-conversion to the cash consid-
eration, so that the converted cash awards remain subject to
the executive’s continued service (and only accelerate if there
is an employment termination in connection with the CIC.’’);
Institutional Shareholder Services, U.S. Executive Compensa-
tion Policies, Q&A 58, at 29 (Dec. 18, 2015) (‘‘With regard to
equity-based compensation, ISS policy encourages ‘double
trigger’ vesting of awards after a CIC (considered a best prac-
tice), although recommendations are determined case-by-case,
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Section 424 Corporate Transaction provisions in sec-
tion 8(h), and in the definition of ‘‘Section 424 Corpo-
rate Transaction’’ in section 25(uu).

The rules on assumption and substitution under the
Final Regulations301 are largely borrowed from Trea-
sury Regulation Section 1.424-1 of the incentive stock
option regulations. These rules prevent any improve-
ment in the holder’s economic position free of tax con-
sequence, and allow the amount of the exercise price
and number of shares to be adjusted when the stock
rights are converted from the target’s stock to the ac-
quiror’s stock.

The Final Regulations do not adopt the requirement
of the incentive stock option regulations that an eligible
corporation assume or grant the substituted option. An
eligible corporation is the employer of the optionee or a
related corporation of the employer corporation deter-
mined immediately after the corporate transaction.302

Under the Final Regulations, this requirement does not
apply.303

Under the incentive stock option regulations, the con-
version must satisfy a spread test and ratio test. Under
the spread test, the new right’s aggregate spread of the
excess of the fair market value of the shares over the
exercise price must not exceed the old right’s aggregate
spread at the time of conversion.304

Under the ratio test, on a per share basis, the ratio of
the exercise price to the fair market value of the shares
must not be more favorable for the new right than it
was for the old right at the time of conversion.305 Thus,
the ratio for the new right can only be the same or
greater than the ratio for the old right. As long as the
aggregate spread is maintained, each new right can be
less in-the-money than the old right.

The Final Regulations adopt the spread test, and fa-
vorably modify the ratio test. The ratio test will be
deemed satisfied if, on a per share basis, the ratio of the
exercise price to the fair market value of the shares sub-
ject to the stock right immediately after the conversion
is not greater than the ratio of the exercise price to the
fair market value of the shares immediately before the
conversion.306 Thus, the ratio for the new right can be
less than the ratio for the old right. As long as the ag-
gregate spread is maintained, each new right can be
more in-the-money than the old right. This modification
allows an acquiror to limit dilution by issuing options
covering fewer shares than under the incentive stock
option regulations, and is useful in leveraged transac-
tions.

These rules raise the issue of whether the ratio test
under the Final Regulations replaces the ratio test un-
der the incentive stock option regulations, or is an alter-
native test to the test under the incentive stock option

regulations. In other words, if an assumption or substi-
tution satisfies either test, will the transaction avoid a
modification and preserve service recipient stock
status?

Counsel can reasonably take the position that satis-
faction of either test is permissible. First, the language
of the Final Regulations states that the ratio test of
Treasury Regulation Section 1.424-1(a)(5)(iii) ‘‘will be
deemed to be satisfied’’ if the test under the Final Regu-
lations is satisfied. The use of this language is not lan-
guage of replacement. Second, use of the alternative
tests is not inconsistent with any policy of the Final
Regulations.307 Accordingly, section 8(h)(ii) of the
Model Plan uses the alternative tests.

The remaining requirements for an assumption or
substitution are that: (1) the assumed or new stock right
must contain all the terms of the old stock right except
to the extent that the corporate transaction renders
these terms inoperative;308 and (2) the assumed or new
stock right must not give the holder additional benefits
that the holder did not have under the old stock
right.309

For example, an employee holds an option for 100
shares of the common stock of Oldco. Before Oldco’s
acquisition by Newco, the option has an exercise price
of $25, and the stock has a fair market value of $40. The
aggregate spread is $1,500, and the ratio of the exercise
price to fair market value is 25/40, which is equal to
.625. After the acquisition, a Newco option is substi-
tuted for the Oldco option. The Newco option is for
sixty shares of the common stock of Newco, has an ex-
ercise price of $25, and the stock has a fair market value
of $50. The aggregate spread is $1,500, and the ratio of
the exercise price to fair market value is 25/50, which is
equal to .5. The ratio after the acquisition is not greater
than the ratio before the acquisition, and is more favor-
able to the employee. The ratio test of the Final Regula-
tions is satisfied, but the ratio test of the incentive stock
option regulations is not satisfied. The substitution does
not result in a modification of the Oldco option.

As another example, the facts are the same as in the
first example for the Oldco option. After the acquisition,
a Newco option is substituted for the Oldco option. The
Newco option is for 100 shares of the common stock of
Newco, has an exercise price of $35, and the stock has
a fair market value of $50. The aggregate spread is
$1,500, and the ratio of the exercise price to fair market
value is 35/50, which is equal to .7. The ratio after the
acquisition is greater than the ratio before the acquisi-
tion, and is not more favorable to the employee. The ra-
tio test of the Final Regulations is not satisfied, but the
ratio test of the incentive stock option regulations is sat-
isfied. Under the position that the ratio tests of the Fi-
nal Regulations and incentive stock option regulations
are alternative tests, the substitution does not result in
a modification of the Oldco option.

Adjustments on Equity Restructuring Events
The Final Regulations and incentive stock option

regulations permit an adjustment of the exercise price

considering all aspects of company programs. In the absence
of double-triggered vesting, the preferred practice is for the
board to have flexibility to determine the best outcome for
shareholders (e.g., to arrange for outstanding grants to be as-
sumed, converted, or substituted), rather than the plan provid-
ing for automatic accelerated vesting upon a CIC.’’).

301 Treas. Reg. § 1.409A-1(b)(5)(v)(D).
302 Treas. Reg. § 1.424-1(a). A ‘‘related corporation’’ means

a parent or subsidiary as defined in I.R.C. § 424(e)-(f). Treas.
Reg. § 1.421-1(i)(2).

303 Treas. Reg. § 1.409A-1(b)(5)(v)(D).
304 Treas. Reg. § 1.424-1(a)(5)(ii).
305 Treas. Reg. § 1.424-1(a)(5)(iii).
306 Treas. Reg. § 1.409A-1(b)(5)(v)(D).

307 See Erica F. Schohn, ‘‘Equity Arrangements,’’ in Section
409A Handbook 419, 449 (Regina Olshan & Erica F. Schohn
eds., BNA 2010).

308 Treas. Reg. § 1.424-1(a)(5)(iv).
309 Treas. Reg. § 1.424-1(a)(5)(v).
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and number of shares subject to options and SARs for
stock splits (including reverse stock splits) and stock
dividends.310 Section 10(c) of the Model Plan provides
for this adjustment. Alternative 1 provides that the Ad-
ministrator or Board in its exclusive discretion may
make the adjustment. Alternative 2 provides that the
Administrator or Board must make the adjustment.

Section 10(a) of the Model Plan provides for adjust-
ments of Awards on the occurrence of an equity re-
structuring event, and the adjustment is necessary or
appropriate to prevent dilution or enlargement of
Grantees’ rights. Alternative 1 provides that the Admin-
istrator or Board in its exclusive discretion may adjust
all or any portion of the number of shares available for
Awards, and the exercise or purchase price. Alternative
2 provides that the Administrator or Board must make
the adjustments, but has the discretion to determine
which adjustments to make.

When an adjustment is made on the occurrence of an
equity restructuring event, whether a plan uses a fully
discretionary adjustment provision, or a mandatory ad-
justment provision, affects the accounting treatment of
an equity compensation award. Under Accounting
Standards Codification Topic 718, on the grant date a
company recognizes a compensation expense equal to
the fair market value of the award. On an adjustment
under a fully discretionary provision, the company re-
cords an additional compensation expense equal to the
excess of the fair market value of the award immedi-
ately after the adjustment over the fair market value of
the award immediately before the adjustment. On an
adjustment under a mandatory provision, the company
does not record any additional compensation ex-
pense.311

Indemnification, Advancement, and Fees for
Fees

The Final Regulations contain an exemption from
Section 409A for the service recipient’s indemnification
of the service provider to the extent permissible under
applicable law against all or part of the expenses in-
curred, or damages paid or payable by the service pro-
vider, for a bona fide claim against the service provider
or service recipient.312 The indemnified expenses in-
clude amounts paid or payable by the service provider
in settlement when the claim is based on the service
provider’s acts or failures to act in his or her capacity as

a service provider to the service recipient.313 The in-
demnification provisions of section 18(a) and (c)-(e) of
the Model Plan are intended to satisfy this exemption.

Under corporate law principles, the right to indemni-
fication and the right to advancement of attorney’s fees
and litigation expenses are separate rights.314 Accord-
ingly, section 18(b) of the Model Plan provides for ad-
vancement.315 The Final Regulations do not address ad-

310 Treas. Reg. §§ 1.409A-1(b)(5)(v)(H) and 1.424-
1(e)(4)(v).

311 See Pricewaterhouse Coopers LLP, ‘‘Modifications in an
Equity Restructuring,’’ in Stock-based Compensation A Multi-
disciplinary Approach, § 1.13.6, at 1-85 to 1-91 & § 1.13.6.2, at
1-88 (2d ed. July 2015) (‘‘To avoid treatment as a discretionary
provision, we believe it is not necessary for an antidilution pro-
vision to specify how the awards will be adjusted; however, the
provision should state that an ‘equitable’ or ‘proportionate’ ad-
justment is required. When assessing whether an antidilution
provision is discretionary, consideration should be given to
whether the employees could require the company to make
‘equitable’ adjustments to an award’s terms if an equity re-
structuring event occurs. This may be a determination that ne-
cessitates the opinion of legal counsel.’’).

312 Treas. Reg. § 1.409A-1(b)(10). The exemption also ap-
plies to the purchase of an insurance policy providing for pay-
ments of the items listed in the text. Id.

313 Id.
314 Aleynikov v. The Goldman Sachs Grp., Inc., 765 F.3d

350, 358-59, 2014 BL 243511 (3d Cir. 2014) (‘‘Indemnification
and advancement are related but distinct avenues by which a
business entity pays for an individual’s legal expenses. In both,
the corporation pays the legal expenses of the officer, director,
or other employee when that individual is accused of wrong-
doing in the course of performing duties for the corporation.
For indemnification, the corporation reimburses the individual
for his or her legal expenses once he or she has been success-
ful in the underlying proceeding on the merits or otherwise.
For advancement, on the other hand, the corporation pays le-
gal expenses on an ongoing basis in advance of the final dispo-
sition of the lawsuit, provided that the individual must repay
the amount advanced if it turns out he or she is not entitled to
be indemnified – i.e., he or she is not successful on the merits
or otherwise in the underlying lawsuit.’’) (citations omitted)
(Delaware law); United States v. Stein, 452 F. Supp. 2d 230,
272 (S.D.N.Y. 2006) (under Delaware corporation statutes, ‘‘a
company that undertakes to advance defense costs may not
avoid that obligation by claiming that the litigation against its
former employee for which the employee seeks advancement
of defense costs accuses the employee of conduct that, if
proved, would foreclose indemnification or establish a breach
of the employment contract or of a fiduciary or other duty
owed to the company’’); Booth Oil Site Admin. Grp. v. Safety-
Kleen Corp., 137 F. Supp. 2d 228, 236 (W.D.N.Y. 2000) (under
sections 721 to 725 of the New York Business Corporation Law
and the Not-For-Profit Corporation Law, advancement of fees
and indemnification are two distinct corporate obligations; ad-
vancement concerns interim relief during the pendency of an
action, and indemnification is available only after resolution of
the action and only if the defendant is found not liable for the
claim alleged).

Homestore, Inc. v. Tafeen, 888 A.2d 204, 212-13, 7 EXC 25
(Del. 2005) (‘‘Although the right to indemnification and ad-
vancement are correlative, they are separate and distinct legal
actions. The right to advancement is not dependent on the
right to indemnification. The right to indemnification requires
‘success on the merits or otherwise’ in defending proceedings
brought under section 145(a) or (b) [of the Delaware General
Corporation Law]. Section 145(e), however, expressly contem-
plates that corporations may confer a right to advancement
that is greater than the right to indemnification and recognizes
that advances must be repaid if it is ultimately determined that
the corporate official is not entitled to be indemnified.’’) (foot-
notes omitted); Miller v. Miller, 973 N.E.2d 228 (Ohio 2012)
(under Ohio corporation statutes, advancement of litigation
expenses for directors and officers is a remedy distinct from
indemnification).

315 See generally William D. Johnston, ‘‘Flexibility Under
Delaware Law in Drafting Advancement Provisions on a ‘Clear
Day,’ and Potential Surprises For Those Who Do Not Take Ad-
vantage of That Flexibility,’’ 13 Del. L. Rev. 21 (2011); Carina
M. Meleca, ‘‘An ‘Officer’ and a Goldman: The Third Circuit
Finds Ambiguous Corporate Titles Jeopardize Right to Ad-
vancement Under Delaware Law in Aleynikov v. Goldman
Sachs Group, Inc.,’’ 60 Vill. L. Rev. 781 (2015); Steven A. Ra-
din, ‘‘‘Sinners Who Found Religion:’ Advancement of Litiga-
tion Expenses to Corporate Officials Accused of Wrongdoing,’’
25 Rev. Litig. 251 (2006); Richard A. Rossman, Matthew J.
Lund & Kathy K. Lochmann, ‘‘A Primer on Advancement of
Defense Costs: The Rights and Duties of Officers and Corpora-
tions,’’ 85 U. Det. Mercy L. Rev. 29 (Fall 2007).

62

3-9-16 COPYRIGHT � 2016 BY THE BUREAU OF NATIONAL AFFAIRS, INC. ISSN



vancement. Counsel can reasonably take the position
that since the purpose of advancement is to cover the
expenses that come within the exemption for indemni-
fication, the exemption should also apply to advance-
ment.

To rely on the short-term deferral exemption for ad-
vancement is problematic for two reasons. First, the
right to advancement may not be subject to a substan-
tial risk of forfeiture.316 Under the Final Regulations,
compensation is subject to a substantial risk of forfei-
ture if entitlement to the compensation is conditioned
on the occurrence of a condition related to a purpose of
the compensation, and the possibility of forfeiture is
substantial. A condition related to a purpose of the com-
pensation must relate to the service provider’s perfor-
mance for the service recipient, or the service recipi-
ent’s business activities or organizational goals (for ex-
ample, the attainment of a prescribed level of earnings
or equity value, or completion of an initial public offer-
ing).317

Under this rule, the IRS can take the position that the
indemnitee vests in the right to advancement when the
indemnitee obtains the contractual right to advance-
ment, and not when a claim is asserted that triggers the
service recipient’s obligation to advance the indemni-
fied expenses. In other words, the assertion of a claim
is not a condition that relates to the service provider’s
performance for the service recipient, or the service re-
cipient’s business activities or organizational goals. The
IRS can also take the position that regardless of
whether the assertion of a claim is a condition related
to the service provider’s performance or the service re-
cipient’s business activities, the possibility of forfeiture
is not substantial.

Second, once a claim is asserted that triggers the ser-
vice recipient’s advancement obligation, it is unlikely
that the advancement of expenses through the final
resolution of the claim will be completed within the
short-term deferral period.318

In addition, under corporate law principles the right
to indemnification or advancement does not necessarily
apply to the attorney’s fees and litigation expenses that
a service provider incurs in bringing a claim against the
service recipient to recover on the service recipient’s in-
demnification or advancement obligation (‘‘Fees for
Fees’’).319 When the right to indemnification does not

Michael C. Rakower & Melissa Yang, ‘‘Statutory Indemni-
fication of Officers and Directors,’’ N.Y.L.J., Oct. 26, 2015, at 4,
8 (‘‘The provisions providing for court-ordered advancement
of fees or indemnification under [sections 721 to 725 of the
New York Business Corporation Law and the Not-For-Profit
Corporation Law] operate on a separate track from any indem-
nification rights a for-profit or a not-for-profit entity may wish
to bestow upon its directors and officers. If an entity wishes to
limit the authority of a court to compel it to pay a particular
type of indemnification to an officer or director (e.g., advance-
ment of legal fees), then it must expressly limit its exposure to
court-ordered indemnification by amendment to its certificate
of incorporation [or] bylaws, through corporate resolution, or
via contract with its directors and officers before the right to
indemnification has accrued. Conversely, prudent directors
and officers should obtain contractual protection expressly af-
fording them statutory indemnification notwithstanding any-
thing stated to the contrary in the company’s bylaws or else-
where. Of course, any for-profit or not-for-profit entity may of-
fer broader indemnification than that provided by statute so
long as the directors are not found to have acted in bad faith or
with active or deliberate dishonesty or to have personally
gained a financial profit or advantage to which they were not
entitled.’’) (footnote omitted).

316 Treas. Reg. § 1.409A-1(b)(4)(i)(A) and (C) and (d)(1).
317 Treas. Reg. § 1.409A-1(d)(1).
318 See discussion of the short-term deferral period supra

note 244 and accompanying text.

319 See Random Ventures, Inc. v. Advanced Armament
Corp., LLC, No. 12 Civ. 6792 (KBF), 2014 BL 439258 (S.D.N.Y.
May 2, 2014) (provision for indemnification of attorney’s fees
in asset purchase agreement applied to intra-party litigation;
agreement provided for buyer to indemnify seller for losses in-
curred by seller arising from any breach by buyer of its obliga-
tions under the agreement; only person with standing to sue
under this provision was the seller since the purchase price
and EBITDA payment were due only to the seller and not any
third-party; agreement also contained separate notice provi-
sions for intra-party claims and third-party claims), aff’d with
respect to this ground, 614 F. App’x 523, 526, 2015 BL 184061
(2d Cir. 2015); Islip U-Slip LLC v. Gander Mountain Co., 2 F.
Supp. 3d 296, 308-09, 2014 BL 53475 (S.D.N.Y. 2014) (‘‘Courts
in the Second Circuit have employed the following principles
of construction to determine whether indemnification provi-
sions are intended to include attorneys’ fees in suits between
parties to the contract: (1) the analysis begins with the pre-
sumption that the agreement does not cover attorneys’ fees in
an action between the parties; (2) a provision containing only
broad language that does not unequivocally indicate that the
parties intended to indemnify attorneys’ fees will not support
such a claim; (3) if it is apparent that no third-party claims
were contemplated between the parties, the agreement should
be construed to provide indemnity for claims between the par-
ties; (4) likewise, if future third-party claims were possible at
the time of the contract, there should be no indemnification for
suits between the parties; and (5) indemnification provisions
that specifically distinguish third-party claims from interparty
claims indicate an intent to cover claims between the parties.’’)
(citation omitted), aff’d, 561 F. App’x 48, 2014 BL 89700 (2d
Cir. 2014); Berkley Reg’l Ins. Co. v. Weir Bros., Inc., No. 13 Civ.
3227(CM)(FM), 2013 BL 417599 (S.D.N.Y. Nov. 6, 2013) (in-
demnity agreement provided for indemnification of attorney’s
fees and costs for enforcement of agreement; this language
was unmistakably clear that it covered claims between the par-
ties to the agreement).

Flaherty & Collins, Inc. v. BBR-Vision, L.L.P., 990 N.E.2d
958, 968, 2013 BL 151348 (Ind. Ct. App. 2013) (Section 12(a) of
management agreement for a low-income apartment complex
provided, ‘‘Manager shall indemnify and defend Owner
against and hold Owner harmless from any and all losses,
costs, damages, liabilities and expenses, including, without
limitation, loss or recapture of tax credits and reasonable
[attorney] fees arising directly or indirectly out of (i) any inten-
tional or material breach by Manager of this Agreement . . .;’’
‘‘The ‘without limitation’ and ‘arising directly or indirectly out
of [breach of contract]’ language appears to be an attempt to
ensure that all types of third-party damages be paid by F&C
upon its breach of the management agreement. The agreement
does not state the intent to indemnify against first-party ac-
tions in clear and unequivocal terms. Indeed, the agreement
does not explicitly or implicitly refer to such actions. In short,
the language of Section 12(a) of the management agreement
does not create an exception to the general rule that an indem-
nity clause creates liability to pay only for third-party ac-
tions.’’), transfer denied, 996 N.E.2d 1278 (Ind. 2013); Kessler
v. Gleich, 13 A.3d 109, 2010 BL 267308 (N.H. 2010) (partner-
ship agreement required general partner to indemnify the part-
nership, limited partners, and the other general partners ‘‘from
and against any claim, loss, expense, liability, action or dam-
age, including, without limitation, reasonable costs and ex-
penses of litigation and appeal (and the reasonable fees and
expenses of counsel) arising out his fraud, bad faith, gross
negligence, or his willful failure to comply with any represen-
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apply to Fees for Fees, a separate provision for the pay- ment of Fees for Fees is necessary. Section 18(f)-(o) of
the Model Plan contains a separate provision for the
payment of Fees for Fees.

Under the Final Regulations, the exemption for in-
demnification does not apply to Fees for Fees. Instead,
Fees for Fees are governed by either the short-term de-
ferral exemption,320 or a separate rule for the reim-
bursement of expenses or provision of in-kind ben-
efits.321 The separate rule is a method to satisfy the per-
missible payment time of a specified time or fixed
schedule.322 The requirements of the separate rule are:

(1) the plan provides an objectively determinable,
nondiscretionary definition of the expenses eligible for
reimbursement or the in-kind benefits to be provided;

tation, condition, or other agreement herein contained;’’ these
claims could be brought by the limited partners or by third-
parties; had the parties wished to demonstrate their clear in-
tent to require the general partner to indemnify the limited
partners for attorney’s fees and costs incurred in an action be-
tween them, they could have used language that referred spe-
cifically to an action between them; because the intention to
require indemnity in an action between the parties is not un-
mistakably clear from the language of the parties, the court
will not infer such an intention).

Baker v. Health Mgmt. Sys., Inc., 745 N.Y.S.2d 741, 743,
746 (2002) (Section 722(a) of New York Business Corporation
Law permitted corporation to indemnify directors and officers
made or threatened to be made a party to an action or proceed-
ing for ‘‘attorneys’ fees actually and necessarily incurred as a
result of such action or proceeding;’’ statute did not permit re-
covery of attorneys’ fees incurred in action to recovery on cor-
poration’s indemnification obligation; ‘‘[W]e observe that our
holding does not leave corporate officers and directors remedi-
less; Business Corporation Law § 721 expressly provides that
article 7 is not an exclusive remedy and, thus, corporations re-
main free to provide indemnification of fees on fees in bylaws,
employment contracts or through insurance.’’); Hooper As-
socs., Ltd. v. AGS Computers, Inc., 549 N.Y.S.2d 365, 367
(1989) (‘‘Inasmuch as a promise by one party to a contract to
indemnify the other for attorney’s fees incurred in litigation
between them is contrary to the well-understood rule that par-
ties are responsible for their own attorney’s fees, the court
should not infer a party’s intention to waive the benefit of the
rule unless the intention to do so is unmistakably clear from
the language of the promise.’’); 546-552 W. 146th St. LLC v.
Arfa, 950 N.Y.S.2d 24, 2012 BL 198147 (App. Div. 2012) (oper-
ating agreement provided that company shall indemnify man-
ager ‘‘from and against all claims and demands to the maxi-
mum extent permitted under the Act [New York Limited Li-
ability Company Law § 420];’’ Section 420 permits company to
indemnify members and managers from and against any and
all claims and demands; since Section 420 does not explicitly
provide for an award of fees on fees, and the operating agree-
ment did not contain unambiguous language providing for the
recovery of fees on fees, managers who successfully sued for
indemnification were not entitled to fees on fees).

See generally George Bundy Smith & Thomas J. Hall, ‘‘Ex-
tending Indemnification Clauses To Claims Between Contract-
ing Parties,’’ N.Y.L.J., Aug. 20, 2010, at 3.

But cf. Wal-Mart Stores, Inc. v. Qore, Inc., 647 F.3d 237,
2011 BL 187873 (5th Cir. 2011) (indemnification provision in a
contract for testing and inspection services during construc-
tion of a building provided, ‘‘The Testing and Inspection Firm
further agrees to indemnify and hold Wal-Mart free and harm-
less from any claim, demand, loss, damage, or injury (includ-
ing Attorney’s fees) caused by any negligent act or omission by
the Testing and Inspection Firm, its agents, servants, or em-
ployees;’’ under Mississippi law the contract’s plain language
allowed for the recovery of attorney’s fees in a first-party dis-
pute between Wal-Mart, the building owner, and Qore, the
testing and inspection firm); Zalkind v. Ceradyne, Inc., 124
Cal. Rptr. 3d 105, 2011 BL 113436 (Ct. App. 2011) (seller’s
claim against buyer for breach of asset purchase agreement
came within agreement’s indemnification provisions; agree-
ment provided for indemnification against ‘‘any and all Dam-
ages that arise from or are in connection with . . . (b) Any
breach or default by the Buyer of its covenants or agreements
contained in this Agreement;’’ agreement defined Damages as
‘‘(i) demands, claims, actions, suits, investigations and legal or
other proceedings brought against any indemnified party or
parties, and any judgments or assessments, fines or penalties
rendered therein or any settlements thereof, and (ii) all liabili-
ties, damages, losses, Taxes, assessments, costs and expenses
(including, without limitation, reasonable attorneys’ and ac-
countants’ fees and expenses) incurred by any indemnified
party or parties, to the extent not reimbursed or paid for by in-

surance, whether or not they have arisen from or were in-
curred in or as a result of any demand, claim, action, suit, as-
sessment or other proceeding or any settlement or judgment;’’
use of broad language of ‘‘any and all Damages’’ that applied
to the buyer’s breach, and of ‘‘all liabilities, damages, losses’’
in the definition of Damages showed that indemnification cov-
ered claims between the parties to the agreement; in addition,
the damages in clause (i) correlated to third-party claims, and
the damages in clause (ii) correlated to claims between the
parties to the agreement; indemnification means a shifting of
losses, rather than any requirement that third-party losses be
involved; if a party wishes to narrow an indemnification clause
to third-party claims, it must expressly limit the scope of the
clause, and absent such express limitation, the clause may ap-
ply to claims between the parties to the contract).

Stifel Fin. Corp. v. Cochran, 809 A.2d 555, 561-62 (Del.
2002) (corporate bylaws provided for indemnification ‘‘to the
full extent authorized by law;’’ ‘‘We hold that indemnification
expenses incurred in successfully prosecuting an indemnifica-
tion suit are permissible under § 145(a) [of Delaware General
Corporation Law], and therefore ‘authorized by law.’ Allowing
indemnification for the expenses incurred by a director in pur-
suing his indemnification rights gives recognition to the reality
that the corporation itself is responsible for putting the direc-
tor through the process of litigation. Further, giving full effect
to § 145 prevents a corporation from using its ‘deep pockets’ to
wear down a former director, with a valid claim to indemnifi-
cation, through expensive litigation. Finally, corporations will
not be unduly punished by this result. They remain free to tai-
lor their indemnification bylaws to exclude ‘fees on fees,’ if
that is a desirable goal.’’); Blankenship v. Alpha Appalachia
Holdings, Inc., No. 10610-CB, 2015 BL 167203 (Del. Ch. May
28, 2015) (‘‘Massey’s Charter provides that a claimant who
seeks advancement and is ‘successful in whole or in part . . .
shall be entitled to be paid also the expense of prosecuting
such claim.’ Under the Delaware Supreme Court’s decision in
Stifel Fin. Corp. v. Cochran and its progeny, a person who suc-
cessfully prosecutes a claim under 8 Del. C. § 145 is typically
entitled to recover the reasonable expenses incurred in con-
nection therewith unless the corporation precludes such recov-
ery upfront in the governing document or contract providing
for indemnification. Section 5.05(a) of the Merger Agreement
provides that Massey’s indemnification obligations survive the
merger, and Section 5.05(b) provides that Alpha must indem-
nify Blankenship ‘to the fullest extent [Massey] would have
been permitted to do so under applicable Law;’ ’’ Donald L.
Blankenship was the former CEO and Chairman of Massey En-
ergy Company, now known as Alpha Appalachia Holdings,
Inc., and held those positions when there was an explosion at
a Massey subsidiary’s coal mine in West Virginia in April 2010,
killing 29 miners) (footnotes and citations omitted).

320 Treas. Reg. § 1.409A-1(b)(4)(i).
321 Treas. Reg. § 1.409A-3(i)(l)(iv)(A).
322 I.R.C. § 409A(a)(2)(A)(iv); Treas. Reg. § 1.409A-3(a)(4)

and (i)(1)(iv)(A).
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(2) the plan provides for the reimbursement of ex-
penses incurred or the provision of the in-kind benefits
during an objectively and specifically prescribed period
(including the lifetime of the service provider);

(3) the plan provides that the amount of expenses eli-
gible for reimbursement, or in-kind benefits to be pro-
vided, during a service provider’s taxable year may not
affect the expenses eligible for reimbursement, or in-
kind benefits to be provided, in any other taxable year;

(4) the reimbursement of an eligible expense is
made on or before the last day of the service provider’s
taxable year following the taxable year in which the ex-
pense was incurred; and

(5) the right to reimbursement or in-kind benefits is
not subject to liquidation or exchange for another ben-
efit.323

Section 18(f) provides for the indemnification for the
reasonable accountant’s, actuary’s, and attorney’s fees
and disbursements incurred in bringing the claims for
indemnification and advancement on which the Indem-
nitee substantially prevails. These fees and disburse-
ments must satisfy the first requirement of an objec-
tively determinable, nondiscretionary definition of the
expenses eligible for reimbursement or in-kind benefits
to be provided.

Since the Final Regulations do not define either ‘‘ob-
jectively determinable’’ or ‘‘nondiscretionary,’’324 and

these terms are otherwise vague,325 section 18(f)-(h) of
the Model Plan takes a conservative approach in satis-
fying the first requirement. Section 18(f) caps the in-
demnification of the fees and disbursements incurred to
the Maximum Fees and Maximum Disbursements. Sec-
tion 18(g) defines ‘‘Maximum Fees’’ by reference to the
average hourly rates of different groups of personnel in
the 10 largest accounting firms, actuarial firms, and law
firms in the United States. Section 18(h) provides a
similar definition of ‘‘Maximum Disbursements.’’

Section 18(o) provides that the indemnification and
advancement obligations will apply from the date that
an Indemnitee first has the right to act in the Plan’s ad-
ministration until the expiration of the statute of limita-
tions as it may be tolled or extended for each claim to
which the Indemnitee is entitled to indemnification (the
‘‘Claim Period’’). If a claim is made during the Claim
Period, the indemnification obligation will continue be-
yond the Claim Period until the final and nonappealable
resolution of the claim. These provisions satisfy the sec-
ond requirement.

Section 18(l) satisfies the third requirement.
Section 18(i) provides for payment of the Fees for

Fees within sixty days after: (1) entry of a final and non-
appealable judgment for an award of Fees for Fees; or
(2) execution of a final and nonappealable settlement

323 Treas. Reg. § 1.409A-3(i)(l)(iv)(A).
324 Under the qualified performance-based compensation

regulations of I.R.C. § 162(m), a ‘‘performance goal is objective
if a third-party having knowledge of the relevant facts could
determine whether the goal is met.’’ Treas. Reg. § 1.162-
27(e)(2)(i). The regulations provide the following example.
Corporation U establishes a bonus plan under which a speci-
fied class of employees will participate in a bonus pool if cer-
tain preestablished performance goals are attained. The
amount of the bonus pool is determined under an objective for-
mula. Under the terms of the bonus plan, the compensation
committee retains the discretion to determine the fraction of
the bonus pool that each employee may receive. Although the
aggregate amount of the bonus pool is determined under an
objective formula, a third-party could not determine the
amount that any individual could receive under the plan.
Treas. Reg. § 1.162-27(e)(2)(vii), ex. 7. Under this example, is
there a difference between objective and nondiscretionary?

The Shorter Oxford English Dictionary defines ‘‘objective’’
as ‘‘[d]ealing with or laying stress on what is external to the
mind; concerned with outward things or events; presenting
facts uncoloured by feelings, opinions, or personal bias; disin-
terested.’’ 2 Shorter Oxford English Dictionary, ‘‘Objective,’’
sense 9, subsense a, at 1969 (6th ed. Oxford University Press
2007). In the arm’s length relationship between service recipi-
ent and service provider, most expenses subject to negotiation
over reimbursement should satisfy this definition. In addition,
in the arm’s length relationship between the service provider
(e.g., the employee) and the third-party provider of services to
the employee, most expenses for the services that are subject
to negotiation between the employee and third-party service
provider should also satisfy this definition.

The Shorter Oxford English Dictionary defines ‘‘discre-
tion’’ as the ‘‘[f]reedom to decide or act as one thinks fit, abso-
lutely or within limits; having one’s own judgment as sole ar-
biter.’’ 1 Shorter Oxford English Dictionary, ‘‘Discretion,’’
sense 4, subsense a, at 701 (6th ed. Oxford University Press
2007). Does this definition mean that if the third-party service
provider, such as an accounting firm or law firm, retains the
discretion to increase its fees at periodic intervals, the fees are
discretionary? Does this definition also mean that if the ex-

penses eligible for reimbursement are subject to negotiation
between the employee and third-party service provider, or re-
negotiation after expiration of a contract’s term, the expenses
are discretionary? Finally, does this definition mean that once
negotiations with a third-party service provider are concluded,
the expenses are no longer discretionary?

325 See Kenneth A. Adams, A Manual of Style for Contract
Drafting ¶ 7.34 (3d ed. ABA 2013) (‘‘Drafters invoke vagueness
whenever lack of control (over the future, over someone else’s
conduct) renders precise standards unworkable. For example,
if a provision requiring reimbursement of attorneys’ fees and
expenses would likely cover a broad range of litigation, it prob-
ably wouldn’t make sense to cap fees and expenses at a stated
amount. A drafter might instead make use of vagueness by
having the provision refer to reimbursement of reasonable at-
torneys’ fees and expenses.’’); Tina L. Stark, Drafting Con-
tracts ¶¶ 21.2.2 and 25.5 (2d ed. Wolters Kluwer 2014)
(‘‘Vagueness is neither inherently good nor bad. It depends on
what concept best expresses the parties’ agreement and on
what best protects your client or advances his interests. As-
sume that you represent a senior executive in the negotiation
of his employment agreement with a large, privately held com-
pany. The company’s first draft of the employment agreement
states that it will lend the executive ‘$500,000 at 3.5% per year
for the purchase of a house in Manhattan.’ House is problem-
atic. It is too specific. Manhattan has very few houses. It has
cooperatives, condominiums, townhouses, and lofts. While
house might be perfectly appropriate in most parts of the coun-
try, in Manhattan, a more vague, more inclusive term such as
residence or home is more appropriate.’’) (footnote omitted)
(‘‘While vagueness may invite a dispute over a standard, some-
times it is the only way to bridge disparate positions or to pro-
vide a party with flexibility. Vagueness is the drafter’s equiva-
lent of the reasonable person standard. Parties use it to estab-
lish a facts and circumstances test. For example, if a force
majeure event occurs, how quickly must the nonperforming
party tell the other party of the occurrence? Immediately?
Within 24 hours? What if the nonperforming party is cut off
from all communication because of the force majeure event?
Under those circumstances, the 24-hour cutoff is unreason-
able. More equitable would be as soon as feasible.’’).

See generally Albert Choi & George Triantis, ‘‘Strategic
Vagueness in Contract Design: The Case of Corporate Acquisi-
tions,’’ 119 Yale L.J. 848 (2010).
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agreement for payment of Fees for Fees. In a protracted
litigation this provision is unlikely to satisfy the fourth
requirement of payment by the end of the taxable year
following the taxable year in which the expense was in-
curred. One approach is to provide for advancement
with a clawback right in the service recipient for the
claims on which the Grantee does not substantially pre-
vail.326 Since the relationship between service recipient
and service provider is driven by market forces that
usually do not allow for this approach, this approach is
unrealistic.

Rather than seek to satisfy the requirements of the
separate rule for reimbursements or provision of in-
kind benefits, counsel can take the position that until
there is a final judgment or settlement agreement, the
right to payment of Fees for Fees is subject to a substan-
tial risk of forfeiture.327 Once this risk lapses and the
Indemnitee becomes vested in the right to the payment
of Fees for Fees, and the service recipient pays the Fees
for Fees within the applicable 21⁄2 month period,328 the
short-term deferral exemption is satisfied.329 Once the
short-term deferral exemption is satisfied, the plan does
not have to satisfy the separate rule for reimbursement
of expenses or provision of in-kind benefits.330

Section 18(m) satisfies the fifth requirement.

Finally, when a plan document does not satisfy the
separate rule for reimbursements and is otherwise re-
quired to satisfy this rule, the plan is eligible for the IRS
correction program for document failures.331

Section 18(j) of the Model Plan provides for the six
month delay for specified employees of publicly-traded
corporations when the obligation to pay Fees for Fees is
triggered on a Separation From Service. If counsel
seeks to satisfy the separate rule for reimbursements or
provision of in-kind benefits, the plan must provide for
the six month delay in the payment of Fees for Fees to
specified employees of publicly-traded corporations.332

A plan document that does not satisfy the requirements
for the six month delay is eligible for the IRS correction
program for document failures.333

If counsel takes the position that the short-term de-
ferral exemption applies, the reimbursements are ex-
empt from the six month delay requirement. Section
18(j) provides that the six month delay requirement ap-
plies to the extent that the Fees for Fees are nonquali-
fied deferred compensation subject to Section 409A.
Accordingly, the Model Plan does not impose the six
month delay requirement when it is not otherwise nec-
essary.

Section 409A Interpretive Clause
Section 20(e)(i) of the Model Plan contains the fol-

lowing Section 409A interpretive clause: ‘‘The Adminis-
trator and Board shall administer, construe, and inter-
pret the Plan, and exercise each one’s authority and dis-
cretion, to satisfy the requirements of Code Section
409A or any exemption thereto.’’

The Final Regulations provide that general provisions
in a plan that purport to nullify noncompliant plan
terms, or to supply any specific plan terms required by
Treasury Regulation Sections 1.409A-1, 1.409A-2, or
1.409A-3, are disregarded.334

In IRS Notice 2010-6,335 the IRS loosened the poten-
tial chokehold of this provision of the Final Regulations
on a plan’s ability to avoid documentary noncompliance
with Section 409A. Under the Notice, when a plan sub-
ject to Section 409A designates a payment event but
does not define the payment event, or has an ambigu-
ous definition of the payment event, the plan does not
have a document failure when the plan also contains a
Section 409A interpretive clause requiring that the term
be interpreted to comply with Section 409A.336

For example, the use of the term ‘‘termination of em-
ployment’’ as a payment event could be interpreted to
mean only events that are a separation from service un-
der Treasury Regulation Section 1.409A-1(h), or also to
include events that are not a separation from service
under this regulation, and to exclude events that must
be included in the definition of separation from ser-
vice.337 Similarly, the use of the term ‘‘acquisition’’ of

326 See Mark L. Stember & Lois Wagman Colbert, ‘‘Reim-
bursement Arrangements,’’ in Section 409A Handbook 539,
559 (Regina Olshan & Erica F. Schohn eds., BNA 2010).

327 Treas. Reg. § 1.409A-1(d)(1).
328 Treas. Reg. § 1.400A-1(b)(4)(i)(A).
329 See Mark L. Stember & Lois Wagman Colbert, ‘‘Reim-

bursement Arrangements,’’ in Section 409A Handbook 539,
558 (Regina Olshan & Erica F. Schohn eds., BNA 2010).

330 The Final Regulations also contain an exemption from
I.R.C. § 409A for the following reimbursements. To the extent
that a separation pay plan (including a plan providing pay-
ments upon a voluntary separation from service) entitles a ser-
vice provider to payments by the service recipient of reim-
bursements that are not otherwise excludible from gross in-
come for expenses that the service provider could otherwise
deduct under I.R.C. §§ 162 or 167 as business expenses in-
curred in connection with the performance of services (ignor-
ing any applicable limitation based on adjusted gross income),
or of reasonable outplacement expenses and reasonable mov-
ing expenses actually incurred by the service provider and di-
rectly related to the termination of services for the service re-
cipient, the plan does not provide for a deferral of compensa-
tion to the extent the rights apply during a limited period of
time (regardless of whether the rights extend beyond the lim-
ited period of time). Treas. Reg. § 1.409A-1(b)(9)(v)(A). The re-
imbursement of reasonable moving expenses includes the re-
imbursement of all or part of any loss that the service provider
actually incurs on the sale of a primary residence in connec-
tion with a separation from service. Id.

A limited period of time means the period until the last day
of the service provider’s second taxable year following the ser-
vice provider’s taxable year in which the separation from ser-
vice occurred. The period in which the reimbursements must
be paid cannot extend beyond the service provider’s third tax-
able year following the service provider’s taxable year in
which the separation from service occurred. Treas. Reg.
§ 1.409A-1(b)(9)(v)(E).

Payment by the service recipient directly to the person pro-
viding the goods or services to the service provider is not
treated as providing for a deferral of compensation if the right
to reimbursement would not be treated as a deferral of com-
pensation. Treas. Reg. § 1.409A-1(b)(9)(v)(C).

Reimbursements that satisfy this exemption do not have to
satisfy the separate rule for satisfaction of payment of deferred
compensation on a specified date or fixed schedule for reim-

bursements of expenses or provision of in-kind benefits under
Treas. Reg. § 1.409A-3(i)(l)(iv)(A).

331 IRS Notice 2010-6, 2010-1 C.B. 275, § VII.F.
332 I.R.C. § 409A(a)(2)(B)(i); Treas. Reg. §§ 1.409A-

1(c)(3)(v), (i), and (k), and 1.409A-3(a)(1) and (i)(2).
333 IRS Notice 2010-6, 2010-1 C.B. 275, § VIII.
334 Treas. Reg. § 1.409A-1(c)(1).
335 2010-1 C.B. 275.
336 Id. at § IV.B.1.
337 Id.
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the service recipient as a payment event could be inter-
preted to mean only events that are a change-in-control
under Treasury Regulation Section 1.409A-3(a)(5), or
also to include events that are not a change-in-control
under this regulation.338

When the plan contains a Section 409A interpretive
clause requiring that a term be interpreted to comply
with the requirements of Section 409A, or another
clause to the same effect, the term is not ambiguous and
complies with the requirements of Section 409A and
Treasury Regulation Section 1.409A-3(a).339

Notice 2010-6 also provides that an interpretive
clause will not cure a payment term that explicitly in-
cludes Section 409A noncompliant payment events, or
explicitly excludes required payment events. In addi-
tion, an interpretive clause will not cure an ambiguous
term when the service recipient has a pattern or prac-
tice on or after January 1, 2009 of applying a specific in-
terpretation that does not comply with Section 409A.
This rule applies to the plans to which the service re-
cipient has applied the interpretation, and any other
plan with substantially similar language regardless of
whether the plans provide deferred compensation to
the same service provider or providers.340

Finally, when a court with jurisdiction over enforce-
ment of the contract has interpreted the plan term, an
interpretive clause will not cure an ambiguous term for
the plan subject to the court’s decision, or for any other
plan of the service recipient with substantially similar
language over which the same court has jurisdiction.
This rule applies regardless of whether the plans pro-
vide deferred compensation to the same service pro-
vider or providers.341

Although Notice 2010-6 addresses payment events in
plans subject to Section 409A, counsel can reasonably
take the position that when a Section 409A interpretive
clause seeks compliance with Section 409A or an ex-
emption thereto, the clause applies to any ambiguous
term or provision.342

Electronic Delivery of Awards of Equity
Compensation

Employers often use electronic delivery systems to
make awards of equity compensation.343 Section 21 of
the Model Plan provides for the use of electronic deliv-
ery and signatures.

To ensure that the employer obtains an enforceable
consent from the employee to the plan and award docu-
ments, the employer should implement an electronic
contracting process that uses a clickwrap344 or scroll-
wrap agreement,345rather than a browsewrap346 or

338 Id. See discussion of case law involving plans that do not
define change-in-control, or have an ambiguous definition of
change-in-control, and the availability of remedial relief under
IRS Notices 2008-113 and 2010-6 supra note 224.

339 2010-1 C.B. 275, § IV.B.1.
340 Id.
341 Id.
342 See Rosina B. Barker & Kevin P. O’Brien, ‘‘Correcting

Document Errors,’’ in Section 409A Handbook 889, 902, 920
(Regina Olshan & Erica F. Schohn eds., BNA 2010) (‘‘While
Notice 2010-6 does not so state, it presumably covers ambigu-
ous terms that are amended by being clarified in a manner that
takes the payments out of the ambit of 409A altogether, for ex-
ample, by being made short-term deferrals. Accordingly, the
rule regarding ambiguous payment terms may be among the
most valuable correction tools of Notice 2010-6.’’) (when a
plan contains a savings clause that the plan’s terms are to be
interpreted to comply with I.R.C. § 409A, the clause applies to
all ambiguous terms in the plan document, and is not limited
to the payment terms specifically addressed by § IV.B.1 of No-
tice 2010-6).

It is important to note that stock rights intended to be ex-
empt from I.R.C. § 409A are generally ineligible for correction
of document failures under IRS Notices 2010-6 and 2010-80,
2010-2 C.B. 853, § III.A. The only stock rights eligible for cor-
rection of document failures are those for which at the time of
grant the holder has the right to exercise only on a fixed date
or a period beginning and ending within one taxable year, or a
permissible payment event under Treas. Reg. § 1.409A-3(a)

(including any period following a payment event permitted un-
der Treas. Reg. § 1.409A-3(b)). IRS Notice 2010-80, 2010-2 C.B.
853, § III.A.

Stock rights intended to be exempt from I.R.C. § 409A are
eligible for correction of the operational failure of an exercise
price erroneously established at less than the fair market value
of the stock on the date of grant. Notice 2008-113, 2008-2 C.B.
1305, §§ IV.D and V.E. See discussion of the requirements for
correction under Notice 2008-113 supra note 112.

343 For an example of an executive employment agreement
with detailed electronic contracting provisions for awards of
equity compensation, see Martha Stewart Living Omnimedia,
Inc. Form 10-K for the Period Ended Dec. 31, 2014, Exhibit
10.30, Employment Agreement Between Martha Stewart Liv-
ing Omnimedia, Inc. and Allison C. Hoffman as Executive Vice
President, General Counsel and Corporate Secretary dated as
of October 16, 2014 (available at http://www.sec.gov/Archives/
edgar/data/1091801/000109180115000002/mso-
12312014ex1030.htm).

344 A clickwrap agreement means website users must click
an ‘‘agree or accept’’ radio button or checkbox after presented
with an agreement. A clickwrap agreement is enforceable
when users have reasonable notice of the agreement’s provi-
sions, and manifest consent by clicking on a radio button or
checkbox next to a statement instructing users that their click
constitutes consent to the agreement. See Nguyen v. Barnes &
Noble, Inc., 763 F.3d 1171, 1175-76, 2014 BL 228791 (9th Cir.
2014); Specht v. Netscape Commc’ns Corp., 306 F.3d 17, 28-30
(2d Cir. 2002) (Sotomayor, J.); Whitt v. Prosper Funding LLC,
No. 1:15-cv-136 (GHW), 2015 BL 224554 (S.D.N.Y. July 14,
2015) (in order to complete a loan application, Whitt was re-
quired to click a box adjacent to the to the bolded text ‘‘Click-
ing the box below constitutes your acceptance of . . . the bor-
rower registration agreement,’’ where the term ‘‘borrower reg-
istration agreement’’ was conspicuously rendered as a
hyperlink to the agreement itself; Whitt thereby indicated that
he had at least constructive knowledge of the terms of the
agreement and that he assented to those terms); Sgouros v.
TransUnion Corp., No. 14 C 1850, 2015 BL 29750 (N.D. Ill. Feb.
5, 2015) (court declined to enforce clickwrap agreement when
there was no text instructing users to read the terms carefully
or stating that their click constitutes consent to the terms set
forth in a scrollable text window; in addition, the placement of
a paragraph instructing that users clicking the button agreed
to authorize defendants to obtain their personal information
made it confusing enough to mislead users to assume that they
were agreeing to this authorization, and not to the terms in the
window); Centrifugal Force, Inc. v. Softnet Commc’n, Inc., No.
1:08–cv-05463 (CM)(GWG), 2011 BL 333812 (S.D.N.Y. March
1, 2011) (court enforced clickwrap software license agree-
ment); Recursion Software, Inc. v. Interactive Intelligence,
Inc., 425 F. Supp. 2d 756, 782-84 (N.D. Tex. 2006) (court en-
forced clickwrap agreement); i.Lan Sys., Inc. v. Netscout Serv.
Level Corp., 183 F. Supp. 2d 328, 338-39 (D. Mass. 2002) (en-
forceable contract was formed when buyer clicked on a box
stating ‘‘I Accept’’ regardless of buyer’s attempt to bargain for
other terms).

345 A scrollwrap agreement provides the user with a realis-
tic opportunity to review and scroll through the agreement.
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See Starkey v. G Adventures, Inc., 796 F.3d 193, 197, 2015 BL
254016 (2d Cir. 2015) (participant in vacation tour of Galápa-
gos Islands received three separate e-mails stating that all G
Adventures passengers must agree to the Booking Terms and
Conditions; a capitalized, bolded heading ‘‘TERMS AND CON-
DITIONS’’ heralded one of these statements, with the state-
ment followed by a hyperlink with an underlined URL; two of
the e-mails advised the participant that she could access the
Booking Terms and Conditions by clicking on the hyperlink;
the third e-mail implicitly provided the same advice by intro-
ducing the hyperlink as the ‘‘following terms and conditions,’’
and underlining the URL in a manner distinctive to hyperlinks;
‘‘G Adventures’ emails thus sufficiently directed Starkey’s at-
tention to the Booking Terms and Conditions by means of a
hyperlink and language advising Starkey to click on the hyper-
link. This method serves the same function as the method of
cross-referencing language in a printed promotional brochure
and sufficient to direct Starkey’s attention to the Booking
Terms and Conditions. Both methods may be used to reason-
ably communicate a forum selection clause’’); Hancock v. Am.
Tel. & Tel. Co., Inc., 701 F.3d 1248, 1256, 2012 BL 323461 (10th
Cir. 2012) (court enforced agreement when the website dis-
played its terms in a scrollable text box, and below the box
were three buttons labeled, ‘‘Exit Registration,’’ ‘‘I Reject,’’ and
‘‘I Agree;’’ users had to click on the ‘‘I Agree’’ button to pro-
ceed to the next registration page), cert. denied, 133 S. Ct.
2009, 2013 BL 106207 (2013); Nicosia v. Amazon.com, 84 F.
Supp. 3d 142 (E.D.N.Y. 2015) (court held that on-line pur-
chaser was bound by Amazon’s 2012 Conditions of Use agree-
ment; each time a purchaser using Amazon’s website placed
his or her order, the purchaser viewed a conspicuous hyper-
link on the checkout page to the current Conditions of Use,
and the statement that by placing the order, the purchaser
agreed to make his or her purchase subject to those condi-
tions; in addition, a purchaser could not make purchases on
Amazon.com without first signing-up for an account, and in
that process expressly assenting to be bound (in a clickwrap
agreement) to the Conditions of Use that were subject to
change) (Washington law); Zaltz v. JDATE, 952 F. Supp. 2d
439, 452-54, 2013 BL 194262 (E.D.N.Y. 2013) (website user as-
sented to Terms and Conditions of Service during registration
when she viewed a page that contained a prominent hyperlink
to the Terms and Conditions of Service and clicked a button
stating that she agreed to those terms); Feldman v. Google,
Inc., 513 F. Supp. 2d 229, 236-38 (E.D. Pa. 2007) (court en-
forced agreement when users did not have to scroll down to a
submerged screen to see its terms; the agreement’s text was
immediately visible to users in a scrollable window when there
was a prominent admonition in boldface to carefully read the
terms and conditions; webpage instructed users to give con-
sent if they agree to the terms, and at the bottom of the
webpage was a box and statement, ‘‘Yes, I agree to the above
terms and conditions;’’ users could progress only after clicking
on this box); Bar-Ayal v. Time Warner Cable Inc., No. 03 CV
9905 (KMW), 2006 BL 110429 (S.D.N.Y. Oct. 16, 2006) (court
enforced agreement when users had to scroll through 38
screens of text to review the agreement); Moore v. Microsoft
Corp., 741 N.Y.S.2d 91 (App. Div. 2002) (court enforced agree-
ment when its terms were prominently displayed on the user’s
screen before software could be installed, and the user was re-
quired to consent to the agreement by clicking on the ‘‘I agree’’
icon before proceeding with the download).

346 A browsewrap agreement means website users are pre-
sented with the agreement via a hyperlink at the bottom of the
screen. A browsewrap agreement is enforceable only when the
user has actual or constructive knowledge of the agreement.
For cases finding that the user had actual knowledge of the
agreement, see Register.com, Inc. v. Verio, Inc., 356 F.3d 393,
403 (2d Cir. 2004) (user admitted that it was fully aware of the
terms of the offer); Sw. Airlines Co. v. BoardFirst, LLC, No.
3:06-CV-0891-B, 2007 BL 114340 (N.D. Tex. Sept. 12, 2007)

(user continued its breach of the agreement after being noti-
fied of the agreement in a cease and desist letter); Ticketmas-
ter Corp. v. Tickets.com, Inc., No. CV99–7654–HLH(VBKx),
2003 BL 2425 (C.D. Cal. March 7, 2003) (users continued
breaching agreement after their receipt of a letter containing
the agreement’s terms).

When the user does not have actual knowledge of the
agreement, its enforceability turns on whether the website pro-
vides a reasonably prudent user with inquiry notice of the
agreement. In determining whether there is inquiry notice,
courts consider the clarity, conspicuousness, and placement of
the terms of use hyperlink, other notices given to users of the
terms of use, and the website’s design. The current trend is for
courts to require a conspicuous hyperlink or a display of a por-
tion of the agreement’s text, and an explicit text referring to
the agreement or instructing the user that he or she is consent-
ing to the agreement. See Nguyen v. Barnes & Noble, Inc., 763
F.3d 1171, 1178-79, 2014 BL 228791 (9th Cir. 2014) (whether a
website puts a reasonably prudent user on inquiry notice of the
terms of a contract turns on the design and content of the web-
site and the contract’s webpage; the conspicuousness and
placement of the terms of use hyperlink, other notices given to
users of the terms of use, and the website’s general design all
contribute to whether a reasonably prudent user would have
inquiry notice; ‘‘[W]here a website makes its terms of use
available via a conspicuous hyperlink on every page of the
website but otherwise provides no notice to users nor prompts
them to take any affirmative action to demonstrate assent,
even close proximity of the hyperlink to relevant buttons users
must click on–without more–is insufficient to give rise to con-
structive notice’’); Specht v. Netscape Commc’ns Corp., 306
F.3d 17, 30-32, 35 (2d Cir. 2002) (Sotomayor, J.) (court de-
clined to enforce an arbitration clause in a website’s licensing
terms when the hyperlink to the terms was located at the bot-
tom of the page and was hidden below the ‘‘Download’’ button
that users had to click on to initiate the software download;
‘‘[A] reference to the existence of license terms on a sub-
merged screen is not sufficient to place consumers on inquiry
or constructive notice of those terms’’) (‘‘Reasonably conspicu-
ous notice of the existence of contract terms and unambiguous
manifestation of assent to those terms by consumers are essen-
tial if electronic bargaining is to have integrity and credibil-
ity.’’) (California law); Small Justice LLC v. Xcentric Ventures
LLC, 99 F. Supp. 3d 190, 2015 BL 86866 (D. Mass. 2015) (court
enforced a browsewrap agreement that granted Xcentric an ir-
revocable, perpetual, fully-paid worldwide exclusive license to
use, copy, perform, display and distribute the user’s report; the
screen at which users submitted their reports prominently fea-
tured a portion of the terms in the center of the screen, above
the ‘‘continue’’ button that users clicked to conclude the post-
ing process; that screen, along with at least two of the other
screens used in the posting process, also contained blue links
to the terms of service at the bottom of the page that were con-
spicuously visible without scrolling beyond the ‘‘continue’’ but-
ton used to progress to the subsequent screen; conspicuous-
ness of the terms was further supported by the contrasting
color of the link to them coupled with the placement of the
terms on the final screen prior to submission; in addition, the
beginning of the list of terms was visible above the ‘‘continue’’
button on the final submission screen; a review of those terms,
by means of the scroll bar, would have revealed the terms re-
quiring users to transfer an exclusive license to Xcentric; fi-
nally, even if a reasonably prudent user could be deemed to be
unfamiliar with a scroll bar, the user was also required to
check a box below the terms and conditions stating that he
granted an irrevocable right to Xcentric to post his report on
the website); Sgouros v. TransUnion Corp., No. 14 C 1850,
2015 BL 29750 (N.D. Ill. Feb. 5, 2015) (court declined to en-
force browsewrap agreement when there was no explicit refer-
ence stating that users should read the terms in a scrollable
text window); In re Zappos.com, Inc. Customer Data Sec.
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sign-in-wrap347 agreement. The process should provide
the employee with a realistic opportunity to review the

plan and award documents, require the employee to ac-
knowledge his or her receipt and review of the docu-
ments, and obtain the employee’s consent to or accep-
tance of the documents.348

For the employer to obtain an additional layer of pro-
tection, the process should require the employee to
scroll through the plan and award documents before
the employee can click on ‘‘accept’’ to complete the
transaction. In addition, the process should provide a
table of contents for each document with hyperlinks to
each section of the document. There should be separate
sections for the vesting provisions, any restrictive cov-
enants, forfeiture provisions, and clawbacks.

In Cameron Int’l Corp. v. Guillory,349 the court en-
forced a restricted stock unit agreement that the em-
ployer sent via e-mail to the employee. The e-mail in-
structed the employee that ‘‘[t]he Notice of Grant of
Award and RSU Agreement . . . should be accepted on-
line at www.etrade.com as soon as possible.’’ The in-
structions provided for the following steps:

To accept your new award, click on Requires Acceptance
under the Status column.

a. You are required to open and review each document
before you can accept the award. You will not be able to ac-
cept the award without opening each document.

b. To accept your award, enter your Login Password and
click on the Accept button. A confirmation of Acceptance
message will appear.

c. Copies of the award documents and Confirmation of
Acceptance page may then be printed for your file.

The website activity history showed that the em-
ployee opened the RSU agreement and answered a
prompt stating that he read and understood the agree-
ment. An archived screenshot of the page containing
the Accept button showed:

s a notice above the button entitled ‘‘Message From
Your Company,’’ explaining: ‘‘By acceptance of this Award
you agree to be bound by the terms and conditions of the
[RSU] Agreement.’’

s A direction to review certain grant documents, and

s Appearing immediately above the Accept button, a
statement declaring ‘‘I acknowledge that I have reviewed
and understood the following grant document(s), fol-
lowed by a list of download links for each document.

The RSU agreement also contained a Delaware
choice-of-law clause, and the following provision en-
titled, ‘‘Electronic Delivery/Acceptance:’’

Breach Litig., 893 F. Supp. 2d 1058, 1064, 2012 BL 254163 (D.
Nev. 2012) (‘‘The Terms of Use is inconspicuous, buried in the
middle to bottom of every Zappos.com webpage among many
other links, and the website never directs the user to the Terms
of Use.’’); Van Tassell v. United Mktg. Grp., LLC, 795 F. Supp.
2d 770, 793, 2011 BL 331000 (N.D. Ill. 2011) (court declined to
enforce an arbitration clause in a browsewrap agreement
when the webpage did not refer to the terms of use and re-
quired a multistep process of clicking through nonobvious
links); Hines v. Overstock.com, 668 F. Supp. 2d 362, 2009 BL
192868 (E.D.N.Y. 2009) (court declined to enforce a browse-
wrap agreement when the statement, ‘‘Entering this Site will
constitute your acceptance of these Terms and Conditions,’’
was located within the terms and conditions themselves, and
not in a prominent place that a user would naturally come
across; website did not prompt user to review the Terms and
Conditions, and the link to the Terms and Conditions was not
prominently displayed to provide reasonable notice of the
Terms and Conditions), aff’d, 380 F. App’x 22, 2010 BL 125120
(2d Cir. 2010); Cairo, Inc. v. Crossmedia Servs., Inc., No. C 04–
04825 JW, 2005 BL 9669 (N.D. Cal. April 1, 2005) (court en-
forced forum selection clause in website’s terms of use when
every page on the website contained the textual notice, ‘‘By
continuing past this page and/or using this site, you agree to
abide by the Terms of Use for this site, which prohibit com-
mercial use of any information on this site.’’).

See generally Michelle Garcia, ‘‘Browsewrap: A Unique
Solution to the Slippery Slope of the Clickwrap Conundrum,’’
36 Campbell L. Rev. 31 (2013); Woodrow Hartzog, ‘‘Website
Design as Contract,’’ 60 Am. U. L. Rev. 1635 (2011); Mark A.
Lemley, ‘‘Terms of Use,’’ 91 Minn. L. Rev. 459 (2006); Juliet M.
Moringiello & William L. Reynolds, ‘‘From Lord Coke to Inter-
net Privacy: The Past, Present, and Future of the Law of Elec-
tronic Contracting,’’ 72 Md. L. Rev. 452 (2013).

347 A sign-in-wrap agreement means that the website noti-
fies the user of the website’s terms of use as the user proceeds
through the website’s sign-in or login process. See Berkson v.
Gogo LLC, 97 F. Supp. 3d 359, 400-01, 2015 BL 102014
(E.D.N.Y. 2015) (Weinstein, J.) (courts will enforce sign-in-
wrap agreements when the website provides conspicuous no-
tice and an effective opportunity to access the terms of use in
three situations; first, the hyperlinked terms of use is next to
the only button that allows the user to continue use of the web-
site; second, the user signs up to the website with a clickwrap
agreement, and is presented with hyperlinks to the terms of
use on subsequent visits; third, the website provides notice of
the hyperlinked terms of use on multiple successive webpages
of the site; court declined to enforce a sign-in-wrap agreement
when the website’s design and content did not make terms of
use readily and obviously available to the user; the hyperlink
to the terms of use was not in large font, all caps, or both, and
was not accessible from multiple locations on the homepage;
by contrast, the ‘‘Sign in’’ button was very user-friendly and
obvious, appearing in all caps and in a clearly delineated box
in both the upper right hand and lower left hand corners of the
homepage; once the user clicked on the ‘‘Sign in’’ button, the
terms of use did not appear in a new screen or in a pop-up win-
dow on the same screen; user was not required to scroll
through the contract in order to click on ‘‘accept’’ or ‘‘I
agree’’); Crawford v. Beachbody, LLC, No. 14cv1583-GPC
(KSC), 2014 BL 312867 (S.D. Cal. Nov. 5, 2014) (court en-
forced forum selection clause in sign-on-wrap agreement
when user clicked on a button marked ‘‘Place Order,’’ and
above the button was a statement informing the user that by
clicking the button the user was subject to the website’s terms
and conditions; terms and conditions were available on the
same screen via hyperlink); Major v. McCallister, 302 S.W.3d
227, 2009 BL 277582 (Mo. Ct. App. 2009) (court enforced fo-
rum selection clause in sign-on-wrap agreement when the
website presented the hyperlink to the Terms of Use on mul-
tiple successive webpages, and the final step in the website’s

signup process was to click on a button next to the statement,
‘‘By submitting you agree to the Terms of Use’’).

348 Berkson v. Gogo LLC, 97 F. Supp. 3d 359, 384, 386-87,
401-03, 2015 BL 102014 (E.D.N.Y. 2015) (Weinstein, J.);
American Bar Association Joint Working Group on Electronic
Contracting Practices, ‘‘Browse-Wrap Agreements: Validity of
Implied Consent in Electronic Form Agreements,’’ 59 Bus.
Law. 279, 281 (Nov. 2003) (a user should be bound by an elec-
tronic agreement only if: ‘‘(1) The user is provided with ad-
equate notice of the existence of the proposed terms. (2) The
user has a meaningful opportunity to review the terms. (3) The
user is provided with adequate notice that taking a specified
action manifests assent to the terms. (4) The user takes the ac-
tion specified in the latter notice.’’).

349 445 S.W.3d 840, 2014 BL 266129 (Tex. Ct. App. 2014),
rehearing denied, No. 01–14–00452–CV, 2014 BL 347214 (Tex.
App. Oct. 23, 2014).
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The Company may, in its sole discretion, decide to deliver
any documents related to the RSUs by electronic means.
The Participant hereby consents to receive such documents
by electronic delivery and agrees to participate in the Plan
through an on-line or electronic system established and
maintained by the Company or a third party designated by
the Company.

The court upheld the Delaware choice-of-law clause.
Under Delaware law, the employee’s electronic accep-
tance of the RSU agreement created a binding contract.
Delaware adopted the Uniform Electronic Transactions
Act, which provides that as long as the parties have
agreed to conduct a transaction by electronic means, a
‘‘record or signature may not be denied legal effect or
enforceability solely because it is in electronic form,’’ or
‘‘because an electronic record was used in its forma-
tion.’’350

Furthermore, under Delaware law, the employee’s
failure to carefully read the agreement before electroni-
cally accepting it did not render the agreement unen-
forceable.351

In determining that the clickwrap agreement was en-
forceable, the court relied on Newell Rubbermaid, Inc.
v. Storm.352 In Newell, the employer awarded restricted
stock units in 2011, 2012, and 2013. The 2013 award
agreement contained confidentiality and nonsolicita-
tion covenants, but the 2011 and 2012 award agree-
ments did not.

The employer made the awards, and the employee
accepted them, through the following online procedure.
The employee went to a website operated by Fidelity In-
vestments, which maintained the investment and retire-
ment accounts of the employer’s employees. Once at
the website, the employee first had to select that he or
she will accept the grant from a list of ‘‘Unaccepted
Grants.’’ The employee would then navigate to a page
that explained more fully how to accept the award.
Therein, a box entitled, ‘‘Grant Terms and Agreement,’’
stated that ‘‘[y]ou must read your Grant Agreement and
review the terms to continue.’’

Below that was a hyperlink to a ‘‘Grant Agreement
(PDF),’’ which the user could click to review the agree-
ment. Upon clicking on the hyperlink, the Grant Agree-
ment appeared as a lengthy scrolling pop-up.

Underneath the hyperlink, a checkbox was accompa-
nied by text that read: ‘‘I have read and agree to the
terms of the Grant Agreement.’’ Below that, bold text
provided: ‘‘To complete your Grant Agreement online,

you must read and accept the terms outlined in the
document posted above. . . . Your grant acceptance will
be final once you click Accept. To cancel the transac-
tion, click the Cancel link.’’ ‘‘Previous’’ and ‘‘Accept’’
buttons appeared below as did a link allowing the user
to ‘‘Cancel.’’ Text under the ‘‘Accept’’ button read
‘‘Submit Grant Acceptance.’’

The court held that under this procedure, the em-
ployee had reasonable notice, whether actual or con-
structive, of the terms of the 2013 award agreement,
and that the employee consented to those terms. The
confidentiality and nonsolicitation covenants were in
normal-sized font, preceded by clear titles, and were
easily ascertainable had the employee read the 2013
award agreement. Accordingly, the employer did not
have any obligation to advise the employee on the Fidel-
ity website that the 2013 award agreement contained
these provisions.

The court also held that it was not determinative that
the 2013 award agreement was part of a lengthy scroll-
ing pop-up. The employee’s failure to fully review the
terms (on a 10-page readily accessible agreement) to
which she assented did not invalidate her consent. A
party may consent to an agreement on the Internet
without reading its terms and still be bound by it when
the party is on notice that she is modifying her legal
rights, just as with a physical contract.353

Finally, the court held that there was nothing inher-
ently improper about conditioning the grant of the
RSUs on restrictive covenants. The plan on which the
employee’s prior award agreements were based was ex-
plicitly referenced in the agreements, and provided that
the employer might condition future awards on restric-
tive covenants. Thus, to the extent that the employee ar-
gued that she read the earlier award agreements, but
not the 2013 award agreement, she was on notice that
the employer could make the change in a later agree-
ment.

350 Del. Code Ann. Tit. 6, subtit. II, §§ 12A-107(a), B, 12A-
108.

351 Scion Breckenridge Managing Member, LLC v. ASB Al-
legiance Real Estate Fund, 68 A.3d 665, 677, 2013 BL 126416
(Del. 2013); Pellaton v. Bank of New York, 592 A.2d 473, 477
(Del. 1991); Newell Rubbermaid, Inc. v. Storm, No. 9398-VCN,
2014 BL 86472 (March 27, 2014).

352 No. 9398-VCN, 2014 BL 86472 (Del. Ch. March 27,
2014).

353 See also Specht v. Netscape Commc’ns Corp., 306 F.3d
17, 30 (2d Cir. 2002) (Sotomayor, J.) (although generally a
party cannot avoid the terms of a contract on the ground that
he or she failed to read it before signing, an exception exists
when the writing does not appear to be a contract and the
terms are not called to the recipient’s attention; in the latter
case no contract is formed with respect to the undisclosed
term); Centrifugal Force, Inc. v. Softnet Commc’n, Inc., No.
1:08-cv-05463-CM-GWG, 2011 BL 333812 (S.D.N.Y. March 1,
2011) (failure to read a clickwrap license agreement before
agreeing to its terms does not relieve a party of its obligations
under the agreement); Bar-Ayal v. Time Warner Cable Inc.,
No. 03 CV 9905 (KMW), 2006 BL 110429 (S.D.N.Y. Oct. 16,
2006); Gillman v. Chase Manhattan Bank, 537 N.Y.S.2d 787
(1988) (failure to read a contract before agreeing to its terms
does not relieve a party of its obligations under the contract);
Nat’l Bank v. Equity Investors, 506 P.2d 20 (Wash. 1973) (in
the absence of fraud or coercion, a party who voluntarily signs
but does not read a contract is bound by it).
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ABC, Inc. Equity Compensation Model Plan

The ABC, Inc. Equity Compensation Model Plan was prepared by Steven H. Sholk, Gibbons P.C. (ssholk@
gibbonslaw.com).

1. Purposes. The purposes of the ABC, Inc. Equity Compensation Plan are to: (a) attract, reward, and retain the
best available Employees, Directors, and Contractors; and (b) align the interests of Employees, Directors, and Con-
tractors with the Company’s shareholders by providing incentives to Employees, Directors, and Contractors to con-
tribute to the long-term growth and profitability of the Company and its Broader Related Entities, and thereby in-
crease shareholder value.

2. Shares Available for Awards.

(a) The maximum aggregate number of Shares that the Company may issue under Awards is _________ Shares.

(b) The maximum aggregate number of Shares that the Company may issue under Incentive Stock Options is
_________ Shares, and the maximum aggregate number of Shares that the Company may issue under Awards other
than Incentive Stock Options is _________ Shares.

(c) Upon the Company becoming subject to Code Section 162(m), the following provisions will apply:
(i) The maximum number of Shares that the Company may issue under Options, SARs, and Restricted Stock

per individual Employee [Alternative 1: in a calendar year] [Alternative 2: in the Company’s fiscal year] is
_________ Shares.

(ii) If any Option or SAR expires unexercised in whole or in part, or if any Option or SAR is cancelled, forfeited,
surrendered, or terminated in whole or in part, the Shares that were originally subject to the Option or SAR will
be counted in the number of Shares issued to the individual Employee.

(iii) If the exercise price of an Option is reduced after the Grant Date, the reduction will be treated as a cancel-
lation of the Option and the grant of a new Option. Both the cancelled Option and the newly granted Option will
be counted in the number of Shares issued to the individual Employee. This section 2(c)(iii) also applies if the ex-
ercise price of an SAR is reduced after the Grant Date to reflect a reduction in the Fair Market Value of Shares.

(d) The Company may grant Awards to Directors that satisfy the following requirements:
(i) The Awards are subject to the following limits: (A) the maximum aggregate Fair Market Value of Shares that

the Company may issue under Awards to Directors is $_________; (B) the maximum Fair Market Value of Shares
that the Company may issue under Awards is $ _________ [Alternative 1: in a calendar year] [Alternative 2: in the
Company’s fiscal year] to an individual who serves as Board Chair or board or other governing body chair of a
Related Entity in that year; (C) the maximum aggregate Fair Market Value of Shares that the Company may issue
under Awards is $_________ to an individual who has served as Board Chair, or board or other governing body
chair of a Related Entity, for three or more years; (D) the maximum Fair Market Value of Shares that the Com-
pany may issue under Awards is $_________ [Alternative 1: in a calendar year] [Alternative 2: in the Company’s
fiscal year] to an individual who serves as the chair of any Board committee, or chair of any board or other gov-
erning body committee of a Related Entity, in that year; (E) the maximum aggregate Fair Market Value of Shares
that the Company may issue under Awards is $_________ to an individual who has served as the chair of any Board
committee, or chair of any board or other governing body committee of a Related Entity, for three or more years;
(F) the maximum Fair Market Value of Shares that the Company may issue under Awards is $_________
[Alternative 1: in a calendar year] [Alternative 2: in the Company’s fiscal year] to any other individual who serves
as a Director on the Board, or a member of the board or other governing body of a Related Entity, in that year;
and (G) the maximum aggregate Fair Market Value of Shares that the Company may issue under Awards is
$_________ to any other individual who has served as a Director on the Board, or a member of the board or other
governing body of a Related Entity, for three or more years.

(ii) The Administrator or Board shall determine the Fair Market Value of the Shares under Awards as of each
Grant Date.

(iii) The value of Shares that the Company may issue under Awards to any Director [Alternative 1: in a calen-
dar year] [Alternative 2: in the Company’s fiscal year] does not exceed the top twentieth percentile of the value of
equity compensation granted in the same year or immediately preceding year to directors serving in similar posi-
tions in companies in the Company’s peer group.

(iv) The Director and Officer Committee or Board, in its reasonable discretion and in consultation with an inde-
pendent compensation consultant, shall make the following determinations under section 2(d)(iii): (A) the values
of the Shares to be issued under Awards and equity compensation; (B) whether to use the same year or immedi-
ately preceding year as the measurement period; and (C) the Company’s peer group.

(v) The Director and Officer Committee or Board in its reasonable discretion shall select the compensation con-
sultant under section 2(d)(iv), and determine whether the compensation consultant is independent.

(e) Subject to Applicable Requirements, the Company in its exclusive discretion may use the following Shares to
satisfy its obligations under the Plan: (i) authorized and unissued Shares; (ii) treasury Shares; (iii) Shares acquired
by purchase in the open market or by private transaction; (iv) Shares granted or purchased under the Plan and for-
feited back to the Plan; (v) Shares tendered or retained in payment of an Option’s exercise price or Restricted Stock’s
purchase price; (vi) Shares tendered or retained in satisfaction of Tax withholding obligations; (vii) Shares subject to
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Awards that have expired unexercised; (viii) Shares subject to Awards that have been cancelled, forfeited, surren-
dered, or terminated in whole or in part; and (ix) Shares subject to Awards that have been settled in cash.

(f) [Alternative 1: Each Share subject to an Award will count against Share limits as one Share.] [Alternative 2:
Each Share subject to an Award that is not a Full-Value Award will count against Share limits as one Share. Each
Share subject to an Award that is a Full-Value Award will count against Share limits as two Shares. For purposes of
this section 2, ‘‘Full-Value Award’’ means an Award of Restricted Stock with a purchase price of less than the Fair
Market Value per Share on the Grant Date.]

(g) Any Shares underlying Substitute Awards will not count against the Shares available for Awards, and will not
be subject to the Share limits of section 2(a)-(d).

(h) [Alternative 1: Subject to Applicable Requirements, the following Shares will be added to the remaining Shares
available for Awards: (i) Shares subject to an Award that expires unexercised in whole or in part; (ii) Shares subject
to an Award that is cancelled, forfeited, surrendered, or terminated in whole or in part; (iii) Shares tendered or re-
tained in payment of an Option’s exercise price or Restricted Stock’s purchase price; (iv) Shares tendered or retained
in satisfaction of Tax withholding obligations; (v) Shares that the Company has repurchased with funds that a
Grantee used to pay an Option’s exercise price; and (vi) for SARs settled in cash or a combination of Shares and
cash, the Shares that represent the difference between the Shares originally subject to the Award of the SARs and
the Shares issued on exercise of the SARs. [Alternative A: To the extent that a Share is added to the Shares available
for Awards, the remaining Shares available for Awards will be credited with one Share.] [Alternative B: To the ex-
tent that a Share counted as one Share is added to the Shares available for Awards, the remaining Shares available
for Awards will be credited with one Share. To the extent that a Share counted as two Shares is added to the Shares
available for Awards, the remaining Shares available for Awards will be credited with two Shares.]] [Alternative 2:
Subject to Applicable Requirements, the Administrator or Board shall determine the Shares available for Awards as
follows: (i) the following Shares will be added to the remaining Shares available for Awards: (A) Shares subject to
an Award with respect to the portion of the Award that expires unexercised; and (B) Shares subject to an Award that
is cancelled, forfeited, surrendered, or terminated in whole or in part; and (ii) the following Shares will not again be
available for Awards: (A) Shares tendered or retained in payment of an Option’s exercise price or Restricted Stock’s
purchase price; (B) Shares tendered or retained in satisfaction of Tax withholding obligations; (C) Shares that the
Company has repurchased with funds that a Grantee used to pay an Option’s exercise price; (D) Shares not issued
on the vesting of Restricted Stock; and (E) Shares subject to Options or SARs that have been exercised without re-
gard to whether the Options or SARs are settled in Shares, cash, or any combination thereof. [Alternative A: To the
extent that a Share is added to the Shares available for Awards, the remaining Shares available for Awards will be
credited with one Share.] [Alternative B: To the extent that a Share counted as one Share is added to the Shares
available for Awards, the remaining Shares available for Awards will be credited with one Share. To the extent that
a Share counted as two Shares is added to the Shares available for Awards, the remaining Shares available for
Awards will be credited with two Shares.]]

(i) The Administrator or Board shall not grant any Award if the number of Shares subject to the Award, when
added to the sum of the number of Shares previously issued or otherwise counted against the Shares available for
Awards, and the number of Shares subject to outstanding Awards, exceeds the remaining Shares available for
Awards.

(j) The Share limits under this section 2 are subject to adjustment under section 10.

3. Plan Administration.

(a) Administrator.
(i) Director and Officer Committee. For Awards granted to Insiders when any class of equity security of the

Company is registered under Section 12 of the Exchange Act or any similar state, local, or foreign law, and sub-
ject to section 3(e), the Plan will be administered by: (A) the Board; or (B) a committee appointed by the Board
consisting of two or more members of the Board, each of whom is a nonemployee director under Rule 16b-3, an
independent director under the listing requirements of a Securities Market, and an outside director under Code
Section 162(m)(4) and Treasury Regulation Section 1.162-27(e)(3) (the committee so appointed, the ‘‘Director and
Officer Committee’’) (a member of the Board who is eligible to be appointed to the Director and Officer Commit-
tee, a ‘‘Nonemployee Independent Director’’). The Board in its exclusive discretion may establish guidelines for
the exercise of the Director and Officer Committee’s authority and discretion, and may rescind all or any portion
of the Director and Officer Committee’s authority and discretion. Once appointed, each member of the Director
and Officer Committee will continue to serve until the member resigns, or the Board in its exclusive discretion re-
scinds the member’s appointment or otherwise removes the member from the Director and Officer Committee.
The Board in its exclusive discretion may increase or decrease the size of the Director and Officer Committee, ap-
point new members, fill vacancies, and terminate the Director and Officer Committee.

(ii) Regular Committee. For Awards granted to Employees who are not Insiders or to Contractors when any
class of equity security of the Company is registered under Section 12 of the Exchange Act or any similar state,
local, or foreign law, and for Awards granted when no class of equity security of the Company is registered under
Section 12 of the Exchange Act or any similar state, local, or foreign law, the Plan will be administered by: (A) the
Board; or (B) a committee appointed by the Board (the ‘‘Regular Committee’’). The Board in its exclusive discre-
tion may establish guidelines for the exercise of the Regular Committee’s authority and discretion, and may re-
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scind all or any portion of the Regular Committee’s authority and discretion. Once appointed, each member of the
Regular Committee will continue to serve until the member resigns, or the Board in its exclusive discretion re-
scinds the member’s appointment or otherwise removes the member from the Regular Committee. The Board in
its exclusive discretion may increase or decrease the size of the Regular Committee, appoint new members, fill
vacancies, and terminate the Regular Committee.

(iii) Grant of Authority and Discretion to Officers. Subject to Applicable Requirements, the Board in its exclu-
sive discretion may grant to one or more Officers the authority and discretion to grant Awards to Employees who
are not Insiders. The Board shall specify the number of Shares subject to the Awards that the Officer may grant.
The Officer shall not grant Awards to himself or herself, a member of the Officer’s Immediate Family, or a Family
Entity. The Board in its exclusive discretion may establish guidelines for the exercise of each Officer’s authority
and discretion, and may rescind all or any portion of each Officer’s authority and discretion. Once appointed, each
Officer will continue to serve until the Officer resigns, or the Board in its exclusive discretion rescinds the Officer’s
authority and discretion.

(iv) Committee Action. A majority of the members of the Director and Officer Committee or the Regular Com-
mittee in attendance at a meeting for that Committee at which a quorum is present may take action for that Com-
mittee. Any written determination signed by all the members of the Committee will be as effective as if it had been
adopted at a duly held meeting. In the case of a Committee of only two members, the Committee may act by the
unanimous consent of both members without regard to whether both members are present at a meeting.

(v) Finality. The actions of the Administrator and Board will be final, conclusive, and binding on all Persons.
(vi) Limitation on Personal Liability.

(A) Any member of the Board or a Committee, and any Director, Officer, and Employee acting on behalf of
the Board or a Committee, will not be personally liable for any act or omission in the Plan’s administration,
other than an act or omission due to that person’s gross negligence or intentional misconduct.

(B) Any member of the Board or a Committee will not be personally liable for any act or omission of any
other member of the Board or Committee.

(C) Each member of the Board or a Committee, and each Director, Officer, and Employee acting on behalf
of the Board or a Committee, may rely upon information or advice provided by the Company’s Officers, accoun-
tants, actuaries, compensation consultants, counsel, and employees. Any member of the Board or a Committee,
and any Director, Officer, and Employee acting on behalf of the Board or a Committee, will not be personally
liable for any act or omission taken in [Alternative 1: reasonable] [Alternative 2: good faith] reliance on the in-
formation or advice.

(b) Administrator’s and Board’s Authority and Discretion. Subject to Applicable Requirements and the Plan, and
in addition to the other grants of authority and discretion under the Plan, the Administrator and Board will have the
exclusive authority and discretion to:

(i) select the Employees, Directors, and Contractors eligible for Awards;
(ii) determine whether, when, and to whom to grant Awards;
(iii) reasonably determine the Fair Market Value of Shares subject to Awards;
(iv) determine the number of Shares subject to each Award and Award Agreement;
(v) determine whether an SAR will be settled in Shares or cash;
(vi) determine any holding period requirement for Shares issued under Awards;
(vii) determine the provisions of each Award and Award Agreement;
(viii) [Alternative 1: amend any Award or Award Agreement. If the amendment will have a [Alternative A: Ma-

terial] [Alternative B: Significant] adverse effect on a Grantee’s rights, or result in a [Alternative A: Material]
[Alternative B: Significant] increase in a Grantee’s obligations or federal income tax liabilities, the Administrator
or Board must obtain the Grantee’s written consent to the amendment;] [Alternative 2: amend any Award or
Award Agreement. If the amendment will have a [Alternative A: Material] [Alternative B: Significant] adverse ef-
fect on a Grantee’s rights, or result in a [Alternative A: Material] [Alternative B: Significant] increase in a Grant-
ee’s obligations or federal income tax liabilities, the Administrator or Board must obtain the Grantee’s written con-
sent to the amendment. Notwithstanding the prior sentence, the Administrator or Board may amend any Award
or Award Agreement without the Grantee’s written consent to: (A) maintain an Option’s status as an Incentive
Stock Option; (B) satisfy the requirements of Code Section 409A or an exemption thereto; (C) protect against the
loss of deductibility under Code Section 162(m) for Awards intended to qualify as deductible performance-based
compensation; or (D) comply with any Applicable Requirement or financial accounting standard;] [Alternative 3:
amend any Award or Award Agreement. If the amendment will have a [Alternative A: Material] [Alternative B:
Significant] adverse effect on a Grantee’s rights, or result in a [Alternative A: Material] [Alternative B: Significant]
increase in a Grantee’s obligations or federal income tax liabilities, the Administrator or Board must obtain the
Grantee’s written consent to the amendment. Notwithstanding the prior sentence, the Administrator or Board may
amend any Award or Award Agreement without the Grantee’s written consent to: (A) maintain an Option’s status
as an Incentive Stock Option; (B) satisfy the requirements of Code Section 409A or an exemption thereto; (C) pro-
tect against the loss of deductibility under Code Section 162(m) for Awards intended to qualify as deductible
performance-based compensation; (D) comply with any Applicable Requirement or financial accounting standard;
(E) take into account unusual or nonrecurring events or market conditions; (F) take into account any of the events
set forth in section 10(a); or (G) take into account [Alternative A: Material] [Alternative B: Significant] acquisi-
tions or dispositions by the Company;]

(ix) cancel any Award for which the Administrator or Board reasonably determines that the number of Shares
subject to the Award exceeds any of the limits of section 2(a), (b), (c), or (d);
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(x) construe and interpret the provisions of the Plan, Awards, and Award Agreements;
(xi) reconcile any inconsistency, correct any defect, and supply any omission in the Plan, or in any Award or

Award Agreement;
(xii) make all factual and legal determinations under Plan, Awards, and Award Agreements;
(xiii) add or vary the provisions of Awards to accommodate the laws of foreign jurisdictions, and provide Grant-

ees subject to these laws with favorable treatment. In furtherance of this section 3(b)(xiii) and not in limitation
thereof, the Administrator or Board in its exclusive discretion may establish one or more subplans for one or more
classes of eligible Grantees subject to these laws;

(xiv) adopt, amend, and rescind rules and procedures; and
(xv) take all other actions necessary or appropriate in the Plan’s administration.

(c) Nonuniform Determinations. The Administrator or Board in its exclusive discretion may make nonuniform
and selective determinations among Employees, Directors, and Contractors without regard to whether they are simi-
larly situated. In furtherance of this section 3(c) and not in limitation thereof, the Administrator or Board in its ex-
clusive discretion may grant nonuniform and selective Awards, and enter into nonuniform and selective Award
Agreements. The Administrator or Board does not have any obligation to grant any Employee, Director, or Contrac-
tor any Award because that Person has been selected to be eligible for Awards, or has previously received one or
more Awards.

(d) Freedom of Action.
(i) Nothing in the Plan or any Award or Award Agreement restricts or prevents the Company and any other

member of the Broader Group from taking any action that the member in its exclusive discretion determines is
appropriate, and regardless of any adverse effect that the action has on any Award or Award Agreement.

(ii) Subject to any antidilution provisions of the Company’s certificate of incorporation or by-laws, any Award
or Award Agreement, or any Applicable Requirement, the Company may issue additional Shares of Common
Stock and shares of other classes of stock on the terms that the Board in its exclusive discretion determines ap-
propriate.

(iii) Nothing in the Plan or any Award or Award Agreement restricts or prevents the Company or its sharehold-
ers to authorize or make: (A) any adjustment, recapitalization, or reorganization of the Company or any other
member of the Broader Group; (B) any other change in the capital structure of the Company or any other mem-
ber of the Broader Group; (C) any change in the business of the Company or any other member of the Broader
Group; (D) any merger or consolidation of the Company or any other member of the Broader Group; (E) any is-
sue of stock, or options, warrants, or rights to purchase stock; (F) any issue of bonds or debentures; (G) any issue
of preferred or prior preference stock whose rights are superior to or affect the Shares, or that are convertible into
or exchangeable for Shares; (H) the dissolution or liquidation of the Company or any other member of the Broader
Group; (I) any sale or transfer of all or any portion of the assets or business of the Company or any other member
of the Broader Group; or (J) any other corporate action or proceeding of a similar or different character.

(iv) Any Person that has been selected to be eligible for Awards and any Grantee will not have any right or claim
arising from or related to any: (A) action under section 3(d)(i) to (iii); or (B) any decrease or fluctuation in the
value of any Award or Shares issued under any Award due to the actions of the Board, the board of directors or
other governing body of any member of the Broader Group, a Committee, or the Company’s Officers.

(e) Determination of Cause for a Director. A majority of the Nonemployee Independent Directors in its exclusive
discretion shall determine whether any event has occurred with respect to a Director that constitutes Cause.

4. Eligibility for Awards.

(a) The following Persons are eligible for Awards of Nonqualified Stock Options and SARs: (i) Employees, Direc-
tors, and Contractors of the Company or a Related Entity if the Employee, Director, or Contractor primarily provides
services to the Company or Related Entity on the Grant Date; and (ii) prospective Employees subject to their becom-
ing Employees of the Company or a Related Entity.

(b) The following Persons are eligible for Awards of Incentive Stock Options: (i) Employees of the Company if the
Employee primarily provides services to the Company on the Grant Date; (ii) Employees of an Employer Corporation
if the Employee primarily provides services to the Employer Corporation on the Grant Date; and (iii) prospective Em-
ployees subject to their becoming Employees of the Company or an Employer Corporation.

(c) The following Persons are eligible for Awards of Restricted Stock: (i) Employees, Directors, and Contractors
of a member of the Broader Group if the Employee, Director, or Contractor primarily provides services to that mem-
ber on the Grant Date; and (ii) prospective Employees subject to their becoming Employees of a member of the
Broader Group.

(d) Before an Employee, Director, or Contractor can receive an Award, the board of directors or other governing
body of the member of the Broader Group to which the Employee, Director, or Contractor primarily provides ser-
vices on the Grant Date must have adopted the Plan.

(e) Before a prospective Employee can receive an Award, the board of directors or other governing body of the
member of the Broader Group to which the prospective Employee will primarily provide services must have adopted
the Plan.
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(f) On the Grant Date of the first Award made to a Grantee, and on the Grant Date of the first Award made to a
Grantee after the Plan has been amended, the Administrator shall provide the Grantee with a copy of the Plan.

5. Provisions of Awards.

(a) Designation as Incentive Stock Option or Nonqualified Stock Option. The Administrator shall designate each
Option as an Incentive Stock Option or a Nonqualified Stock Option in the Award Agreement.

(i) To the extent that the aggregate Fair Market Value of Shares subject to Incentive Stock Options that become
exercisable by a Grantee for the first time during a calendar year under all plans of the Company, an Employer
Corporation, or a Parent or Subsidiary of the Company or an Employer Corporation, exceeds $100,000, these In-
centive Stock Options will become Nonqualified Stock Options to the extent of the Shares that exceed this amount.
The Administrator shall take the Incentive Stock Options into account in the order granted, and shall use the Fair
Market Value of the Shares on the Grant Date of each Incentive Stock Option. If an Option is treated as an Incen-
tive Stock Option in part and a Nonqualified Stock Option in part because of the limit under this section 5(a)(i),
the Grantee may designate which portion of the Option that the Grantee is exercising. In the absence of the Grant-
ee’s designation, the Grantee will be deemed to exercise the Incentive Stock Option portion first.

(ii) If within two years after an Incentive Stock Option’s Grant Date, or within one year after the issuance of the
Shares on exercise of an Incentive Stock Option, the Grantee makes a Disposition of Shares acquired on the ex-
ercise of an Incentive Stock Option, the Grantee shall notify the Administrator of the Disposition and the amount
realized on the Disposition. The Grantee shall notify the Administrator in writing within thirty days after the Dis-
position. For purposes of this section 5(a)(ii), ‘‘Disposition’’ means a disposition under Code Section 424(c) and
Treasury Regulation Section 1.424-1(c).

(b) Administrator’s and Board’s Actions. Subject to Applicable Requirements and the Plan, the Administrator or
Board in its exclusive discretion shall determine the provisions of each Award and Award Agreement.

(i) In furtherance of this section 5(b) and not in limitation thereof, and subject to Applicable Requirements and
the Plan, the Administrator or Board in its exclusive discretion may provide for one or more of the following in an
Award or Award Agreement:

(A) antidilution provisions;
(B) assignments of intellectual property;
(C) clawbacks and forfeitures of: (I) Awards; and (II) the income and gain realized or recognized on the vest-

ing or exercise of Awards, and on the disposition of the Shares issued under Awards;
(D) effect of consummation of a Change-in-Control or Section 424 Corporate Transaction;
(E) effect of a Grantee’s Separation From Service;
(F) holding period requirements for Shares issued under Awards;
(G) method of payment of the exercise or purchase price;
(H) method of payment of any Tax obligation triggered on the grant, vesting, or exercise of any Award, or

on a Code Section 83(b) election;
(I) noncompetition, nondisclosure, nonsolicitation, and other restrictive covenants;
(J) performance goals for the vesting and exercise of Awards;
(K) repurchase rights and obligations;
(L) rights of first refusal;
(M) Transfer restrictions; and
(N) vesting requirements.

(ii) In furtherance of section 5(b)(i)(J), the criteria for performance goals are the attainment of specific levels
of performance with respect to:

(A) budgets;
(B) cash efficiency;
(C) cash flow, cash flow return on capital, free cash flow, and operating cash flow;
(D) completion of acquisitions or business expansion;
(E) earnings before interest and taxes;
(F) earnings before interest, taxes, depreciation, and amortization;
(G) earnings per Share;
(H) expenses;
(I) gross margins;
(J) gross profit or gross profit growth;
(K) gross revenue;
(L) inventory turns;
(M) market share;
(N) net cost reductions;
(O) net earnings or net income before or after taxes;
(P) net revenue or net revenue growth;
(Q) operating income;
(R) operating margins;
(S) price of Shares, growth measures in the price of Shares, or total shareholder return;
(T) productivity ratios;
(U) profit margins of the Company or any other member of the Broader Group, identifiable products, busi-

ness segments, or business units;
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(V) ratio of earnings to assets or equity;
(W) ratio of income to fixed charges;
(X) return on assets, equity, invested capital, or sales;
(Y) safety record;
(Z) weighted average cost of capital; and
(AA) working capital targets.

(iii) For the performance goals, the Administrator or Board in its exclusive discretion may:
(A) set performance goals for an individual Grantee; the Company or any other member of the Broader

Group; a business segment or unit of the Company or any other member of the Broader Group; or any combi-
nation thereof;

(B) use the performance criteria under section 5(b)(ii) to set performance goals based on a comparison to
the performance of one or more peer groups, or to any market, published, or special index;

(C) use the performance criteria under section 5(b)(ii)(S) to set performance goals based on a comparison to
stock market indices;

(D) use the performance criteria under section 5(b)(ii) to set performance goals measured on an absolute or
cumulative basis, or by a percentage of improvement over time;

(E) use the performance criteria under section 5(b)(ii) to set performance goals measured in terms of perfor-
mance of the Company; any other member of the Broader Group; a business segment or unit of the Company
or any other member of the Broader Group; or any combination thereof; and

(F) establish vesting schedules corresponding to different levels of attainment of performance goals.
(iv) For Awards subject to Code Section 162(m), the Director and Officer Committee in its exclusive discretion

may make Awards intended to satisfy the requirements for deductible performance-based compensation. If the Di-
rector and Officer Committee decides to make Awards intended to satisfy these requirements, then within the first
ninety days of the performance period, or if longer or shorter within the maximum period allowed under Code
Section 162(m), the Director and Officer Committee shall make one or more Awards subject to the attainment of
one or more preestablished, objective performance goals under section 5(b)(ii)-(iii) for the performance period. If
the Director and Officer Committee decides not to make Awards intended to satisfy these requirements, the Direc-
tor and Officer Committee in its exclusive discretion may use other performance goals in addition to the ones un-
der section 5(b)(ii)-(iii). For Awards not subject to Code Section 162(m), the Administrator or Board in its exclu-
sive discretion may use other performance goals in addition to the ones under section 5(b)(ii)-(iii).

(v) If the requirements for deductible performance-based compensation change to allow the Director and Offi-
cer Committee to exercise its discretion to change the performance goals without shareholder approval, the Direc-
tor and Officer Committee in its exclusive discretion may do so.

(vi) To the extent permitted under Code Section 162(m) for deductible performance-based compensation, the
Director and Officer Committee in its exclusive discretion may adjust the performance goals under section 5(b)(ii)-
(v) to prevent the dilution or enlargement of Grantees’ rights on one or more of the following events:

(A) acquisitions or divestitures;
(B) asset write-downs;
(C) changes in Applicable Requirements or financial accounting standards that affect reported results;
(D) changes in the Company’s fiscal year;
(E) consummation of a Change-in-Control or Section 424 Corporate Transaction;
(F) extraordinary items;
(G) unusual events;
(H) events infrequent of occurrence;
(I) foreign exchange gains and losses;
(J) impact of natural disasters;
(K) income from discontinued operations;
(L) judgments and settlements of litigation and other resolution of claims; and
(M) reorganization or restructuring programs.

(vii) To the extent permitted under Code Section 162(m) for deductible performance-based compensation, the
Director and Officer Committee may reduce or eliminate any Award for any performance period. For Awards in-
tended to be deductible performance-based compensation, the Director and Officer Committee shall not vest any
Award if the performance goals for the performance period have not been attained, and shall not increase any
Award beyond the Award’s maximum amount as established on the Grant Date.

(viii) For Awards intended to be deductible performance-based compensation, after the completion of the per-
formance period the Director and Officer Committee shall determine and certify in writing: (A) the extent to which
the performance goals have been attained; and (B) the extent of the vesting of the Awards subject to the perfor-
mance goals.

(ix) The Administrator or Board shall not grant any Option that on its exercise entitles the Grantee to the auto-
matic grant of additional Options without additional consideration of more than the exercise price of the original
Option.

(x) If the Administrator or Board determines Fair Market Value of Shares for a Grantee’s Award by an Ap-
praisal, upon the Grantee’s written request the Administrator or Board shall provide the Grantee with a copy of
the Appraisal. The Administrator or Board in its exclusive discretion may require that the Grantee enter into a
confidentiality agreement with respect to the Appraisal satisfactory to the Administrator or Board in its exclusive
discretion before the Administrator or Board provides the Grantee with a copy of the Appraisal.
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(c) Repurchase of Shares. For each Award of Nonqualified Stock Options or SARs that contains a repurchase ob-
ligation for Shares (other than a right of first refusal), or contains a put or call right that is not a lapse restriction un-
der Treasury Regulation Section 1.83-3(i), the purchase price will be the Fair Market Value of the Shares on the date
of repurchase (determined without regard to lapse restrictions under Treasury Regulation Section 1.83-3(i)).

(d) Minimum Vesting Requirements. Each Award must use time-based vesting, performance-based vesting, or a
combination thereof. For Awards that use time-based vesting, the Grantee can vest in the Award no earlier than in
one-third of the Award after one year of service, an additional one-third after two years of service, and the final one-
third after three years of service. For Awards that use performance-based vesting, the minimum performance period
is one year. For Awards that use a combination of time-based vesting and performance-based vesting, the Award
must satisfy either the minimum time-based vesting requirement, or the minimum performance-period. An Award
will not be deemed to be in noncompliance with this section 5(d) if it vests before the end of its regular vesting pe-
riod on a Grantee’s death, Disability, Involuntary Separation From Service Without Cause, Separation From Service
for Good Reason, or on consummation of a Change-in-Control or within two years after consummation of a Change-
in-Control.

(e) Acceleration of Exercise and Vesting Dates. Subject to Applicable Requirements and the Plan, the Adminis-
trator or Board in its exclusive discretion may:

(i) accelerate the exercise date of a portion of or an entire Award of Options or SARs, and the vesting date of a
portion of or an entire Award of Restricted Stock;

(ii) extend the exercise date of a portion of or an entire Award of Options or SARs, and the vesting date of a
portion of or an entire Award of Restricted Stock;

(iii) waive the establishment or attainment of any performance goal for any Award;
(iv) waive any clawback or forfeiture provision, or any other restriction or requirement for any Award; and
(v) adjust any performance goal, vesting requirement, clawback or forfeiture provision, and any other restric-

tion or requirement in any Award due to any unusual or nonrecurring event, corporate reorganization, change in
Law, or change in financial accounting standards.

(vi) The provisions of section 5(e)(i)-(v) will not apply on an Involuntary Separation From Service for Cause, or
a voluntary Separation From Service Without Good Reason.

(vii) The provisions of section 5(e)(i)-(v) will not apply solely on consummation of a Change-in-Control; rather
the provisions of section 8 will exclusively apply.

(f) Clawbacks and Forfeitures. Notwithstanding any other provision of the Plan or an Award or Award Agree-
ment, all Awards, the Shares issued on the exercise or vesting of Awards, and the income and gain realized or rec-
ognized on the disposition of the Shares issued on the exercise or vesting of Awards, will be subject to the require-
ments for clawbacks and forfeitures under Applicable Requirements and the policies adopted by the Administrator
or Board to satisfy these requirements.

(g) Term. Except as otherwise provided in this section 5(g), the term of each Award will be the term provided in
the Award Agreement. The term of any Option and any SAR settled in Shares cannot exceed ten years from the Grant
Date. For an Incentive Stock Option granted to a Grantee who on the Grant Date owns stock with more than ten per-
cent of the voting power of all classes of stock of the Company, an Employer Corporation, or a Parent or Subsidiary
of the Company or an Employer Corporation, the term will not exceed five years from the Grant Date.

(h) Transferability.
(i) Only the Grantee may exercise Incentive Stock Options during the Grantee’s lifetime.
(ii) Except as otherwise provided in this section 5(h)(ii) or section 5(h)(iv)-(v), a Grantee shall not Transfer In-

centive Stock Options. A Grantee may Transfer Incentive Stock Options by domestic relations order, and upon
Transfer the Incentive Stock Option will automatically convert to a Nonqualified Stock Option.

(iii) Except as otherwise provided in this section 5(h)(iii) or section 5(h)(iv)-(v), a Grantee shall not Transfer
Nonqualified Stock Options, SARs, and Restricted Stock. The Administrator in its exclusive discretion may permit
a Grantee to Transfer any of these Awards without consideration by: (A) lifetime gift to members of the Grantee’s
Immediate Family; or (B) domestic relations order to members of the Grantee’s Immediate Family (a ‘‘Permitted
Transferee’’). Any Award Transferred to a Permitted Transferee will be further Transferable only for no consider-
ation to another Permitted Transferee of the Grantee, or by last will and testament or the laws of descent and dis-
tribution to another Permitted Transferee of the Grantee.

(iv) A Grantee may designate one or more beneficiaries on the Grantee’s death to whom the Grantee’s Awards
will be Transferred, or by whom any right will be exercised after the Grantee’s death. Each designation of benefi-
ciary or beneficiaries must be in a written form prescribed by the Administrator, and will be effective only when
the Administrator receives the completed and signed prescribed form. A Grantee may designate beneficiaries con-
tingently or successively. Each designation of beneficiary or beneficiaries will revoke any prior designation or de-
fault designation.

(v) In the absence of an effective designation of beneficiary or beneficiaries under section 5(h)(iv), the Grant-
ee’s beneficiary will be the Grantee’s beneficiary under the group life insurance plan of the Company or a Broader
Related Entity, or if none, the Grantee’s estate.

(vi) If a beneficiary under section 5(h)(iv) or (v) does not survive the Grantee, or that beneficiary is legally im-
paired or prohibited from receiving the benefits under an Award, the Administrator shall determine the Grantee’s
beneficiary as if the deceased or disqualified beneficiary had not been designated.
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(vii) At a reasonable time before the completion of a Transfer, the Transferor shall provide the Administrator
with written notice of the Transferor’s intent to transfer the Award. The Transferor shall also provide a written
statement in reasonable detail that enables the Administrator to determine whether the Transfer is permissible,
and for any Transfer that requires the Administrator’s permission, whether the Administrator will permit the
Transfer.

(viii) Before completion of the Transfer of any Award, the Transferee must agree in writing to be bound by the
Plan, and the Award and Award Agreement governing the Award. In addition, the Administrator in its exclusive
discretion may require that the Transferor and Transferee provide other written documents and opinions of coun-
sel that the Administrator determines are necessary or appropriate for completion of the Transfer.

(ix) Any attempt to Transfer an Award in violation of this section 5(h) will be void and unenforceable. The Com-
pany, Administrator, and Board shall not recognize, record, or otherwise give effect to the Transfer.

(x) A Grantee’s rights under an Award, Award Agreement, and the Plan will not be subject to the claims of the
Grantee’s or beneficiary’s creditors, or attachment, execution or garnishment by the Grantee’s or beneficiary’s
creditors.

(i) Stock Certificates for Restricted Stock.
(i) Upon an Award of Restricted Stock, the Company shall issue stock certificates for the Shares registered in

the Grantee’s name (the ‘‘Stock Certificates’’). The Company shall affix to the Stock Certificates any legend that
the Administrator or Board in its exclusive discretion determines necessary or appropriate to reflect the restric-
tions under the Award or Award Agreement, Law, and any Securities Market. The Administrator or Board in its
exclusive discretion may direct the transfer agent to place one or more stop orders against legended Stock Certifi-
cates.

(ii) On the Grantee’s receipt of the Stock Certificates, the Grantee shall immediately deliver to the Company’s
Secretary or the Secretary’s designee: (A) the Stock Certificates; (B) an assignment endorsed in blank separate
from the Stock Certificates; and (C) an escrow agreement satisfactory to the Administrator or Board in its exclu-
sive discretion. The Company’s Secretary or the Secretary’s designee shall hold the Stock Certificates and the as-
signment under the escrow agreement until the Grantee vests in the Restricted Stock.

(iii) To the extent that Restricted Stock is forfeited or repurchased, the Company’s Secretary or the Secretary’s
designee shall return the Stock Certificates to the Company for cancellation, and the Grantee will no longer have
any rights to the Restricted Stock.

(iv) Once Restricted Stock vests, the Company shall issue new Stock Certificates for the vested Shares. The
Company’s Secretary or the Secretary’s designee shall tender to the Company the Stock Certificates for the un-
vested Shares.

(v) The Company shall affix to the new Stock Certificates for the vested Shares any legend that the Adminis-
trator or Board in its exclusive discretion determines necessary or appropriate to reflect restrictions on the Shares
under Law and any Securities Market, clawback and forfeiture rights and obligations, repurchase rights and obli-
gations, and Transfer restrictions. The Administrator or Board in its exclusive discretion may direct the transfer
agent to place one or more stop orders against legended Stock Certificates.

6. Exercise or Purchase Price.

The provisions of this section 6 govern the determination of an Award’s exercise or purchase price.

(a) For an Incentive Stock Option:
(i) granted to an Employee who on the Grant Date owns stock with more than ten percent of the voting power

of all classes of stock of the Company, an Employer Corporation, or a Parent or Subsidiary of the Company or an
Employer Corporation, the per Share exercise price will not be less than 110% of the Fair Market Value per Share
on the Grant Date; and

(ii) granted to an Employee other than an Employee described in section 6(a)(i), the per Share exercise price
will not be less than 100% of the Fair Market Value per Share on the Grant Date.

(iii) Notwithstanding the provisions of section 6(a)(i)-(ii), the per Share exercise price of an Incentive Stock Op-
tion that is a Substitute Award may be less than the Fair Market Value per Share on the Grant Date as long as the
assumption or substitution satisfies the Plan and Applicable Requirements.

(b) For a Nonqualified Stock Option, the per Share exercise price will not be less than 100% of the Fair Market
Value per Share on the Grant Date. Notwithstanding the prior sentence, the per Share exercise price of a Nonquali-
fied Stock Option that is a Substitute Award may be less than the Fair Market Value per Share on the Grant Date as
long as the assumption or substitution satisfies the Plan and Applicable Requirements.

(c) For an SAR, the per Share exercise price will not be less than 100% of the Fair Market Value per Share on the
Grant Date. Notwithstanding the prior sentence, the per Share exercise price of an SAR that is a Substitute Award
may be less than the Fair Market Value per Share on the Grant Date as long as the assumption or substitution satis-
fies the Plan and Applicable Requirements.

(d) For Restricted Stock, the Administrator shall set forth any per Share purchase price in the Award Agreement.

7. Exercise of Awards; Method of Payment; Withholding; Separation From Service.

(a) Procedure for Exercise; Rights as a Shareholder.
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(i) Upon vesting in an Option, a Grantee may exercise the Option by providing written notice of exercise to the
Administrator and paying the exercise price. The Company shall issue Stock Certificates for the Shares within
thirty days after exercise. The Company shall issue separate Stock Certificates for the Shares acquired on the ex-
ercise of Incentive Stock Options, and for the Shares acquired on the exercise of Nonqualified Stock Options. Un-
til an Option’s exercise, the Grantee will not have any right to vote, any right to ordinary and extraordinary divi-
dends and other distributions, and any other rights as a shareholder.

(ii) Upon vesting in an SAR, a Grantee may exercise the SAR by providing written notice of exercise to the Ad-
ministrator. If the Grantee is entitled to cash, the Company shall pay the cash within thirty days after exercise. If
the Grantee is entitled to Shares, the Company shall issue Stock Certificates for the Shares within thirty days af-
ter exercise. Until an SAR’s exercise, the Grantee will not have any right to vote, any right to ordinary and extraor-
dinary dividends and other distributions, and any other rights as a shareholder.

(iii) Upon vesting in Restricted Stock, the Grantee shall pay any unpaid purchase price, and the procedures un-
der section 5(i)(iii)-(iv) for the issuance of Stock Certificates will apply. Until the vesting of the Restricted Stock,
the Grantee will have the right to vote, but will not have any right to ordinary and extraordinary dividends and
other distributions, and any other rights as a shareholder.

(iv) The Company shall not issue fractional Shares, and shall pay cash in lieu of fractional Shares in an amount
equal to the Fair Market Value of the fractional Shares on the date of payment.

(v) The Company shall affix to Stock Certificates any legend that the Administrator or Board in its exclusive
discretion determines necessary or appropriate to reflect restrictions on the Shares under Law and any Securities
Market, clawback and forfeiture rights and obligations, repurchase rights and obligations, and Transfer restric-
tions. The Administrator or Board in its exclusive discretion may direct the transfer agent to place one or more
stop orders against legended Stock Certificates.

(b) Method of Payment of Exercise or Purchase Price. The Administrator shall accept a wire transfer, bank ca-
shier’s check, or certified check in payment for the Shares to be issued on an Option’s exercise, or the grant or vest-
ing of Restricted Stock. In addition, subject to Applicable Requirements and the provisions of any Award or Award
Agreement, the Administrator in its exclusive discretion may accept one or more of the following methods of pay-
ment:

(i) if the Shares are registered under the Exchange Act, the Grantee’s tender of previously acquired Shares, the
Grantee’s attestation to ownership of previously acquired Shares that the Grantee identifies for tender, or the
Company’s retention of Shares otherwise to be delivered on the exercise of an Option, or the grant or vesting of
Restricted Stock. The Shares must have a Fair Market Value on the date of tender, attestation, or retention equal
to the aggregate exercise price of the Shares for which the Option is exercised, or the aggregate purchase price of
the Restricted Stock purchased. If the Grantee uses previously acquired Shares, the Administrator in its exclusive
discretion may require the Grantee to have held the Shares for the length of time necessary to satisfy Applicable
Requirements, and the requirements of financial accounting standards to avoid a charge to earnings. The Shares
tendered, attested to, or retained must be freely transferable, and not be subject to any claim or encumbrance, or
any clawback, forfeiture, repurchase, unfulfilled vesting, or similar provisions;

(ii) if the Shares are registered under the Exchange Act, payment of the exercise price of an Option through a
broker-dealer sale and remittance procedure by which the Grantee: (A) provides irrevocable written instructions
to a Company-designated brokerage firm to sell a sufficient number of the purchased Shares and remit to the Ad-
ministrator from the sale proceeds available on the settlement date sufficient funds to pay the aggregate exercise
price for the purchased Shares and any Tax withholding; (B) provides irrevocable written instructions to the Ad-
ministrator to deliver the Stock Certificates for the purchased Shares directly to the brokerage firm; and (C) bears
the brokerage and other costs of this procedure (a ‘‘Cashless Exercise’’); or

(iii) any combination of wire transfer, bank cashier’s check, certified check, and the methods under section
7(b)(i)-(ii).

(iv) Notwithstanding section 7(b)(i)-(iii), if the Shares are traded on a Securities Market and the Administrator
or Board in its exclusive discretion determines that an Insider’s method of payment may involve an extension of
credit in violation of Section 402(a) of the Sarbanes-Oxley Act of 2002, the Administrator shall not allow the In-
sider to use that method.

(v) For Incentive Stock Options, the Administrator shall set forth the method of payment in the Award Agree-
ment on the Grant Date.

(c) Tax Withholding. Subject to Applicable Requirements, the following provisions govern the Company’s Tax
withholding obligations:

(i) The Company in its exclusive discretion may deduct from any cash payment made to a Grantee under the
Plan an amount that satisfies all or any portion of the Company’s Tax withholding obligations.

(ii) The Company in its exclusive discretion may require the Grantee to satisfy all or any portion of the Compa-
ny’s Tax withholding obligations through payroll withholding, cash payment by the Grantee to the Company, or
any combination of payroll withholding and cash payment by the Grantee to the Company.

(iii) The Company in its exclusive discretion may retain from the Shares to be issued to a Grantee a number of
whole Shares with a Fair Market Value that satisfies all or any portion of the Company’s Tax withholding obliga-
tions. In addition, if necessary to avoid classification of an Award as a liability or charge to earnings under finan-
cial accounting standards, the Fair Market Value of any Shares retained must not exceed the Company’s mini-
mum Tax withholding obligations in the United States, or other maximum amount under financial accounting
standards. The Shares retained must be freely transferable, and not be subject to any claim or encumbrance, or
any clawback, forfeiture, repurchase, unfulfilled vesting, or similar provisions.
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(iv) The Company in its exclusive discretion may accept the Grantee’s tender of a number of whole Shares with
a Fair Market Value that satisfies all or any portion of the Company’s Tax withholding obligations. In addition, if
necessary to avoid classification of an Award as a liability or charge to earnings under financial accounting stan-
dards, the Fair Market Value of any Shares tendered must not exceed the Company’s minimum Tax withholding
obligations in the United States, or other maximum amount under financial accounting standards. The Grantee
must also have held the Shares for the length of time necessary to satisfy Applicable Requirements, and the re-
quirements of financial accounting standards to avoid classification of an Award as a liability or charge to earn-
ings. The Shares tendered must be freely transferable, and not be subject to any claim or encumbrance, or any
clawback, forfeiture, repurchase, unfulfilled vesting, or similar provisions.

(v) The Company shall satisfy its Tax withholding obligations through one or more of the methods under sec-
tion 7(c)(i)-(iv) as it determines in its exclusive discretion.

(vi) The Company shall not issue Shares or pay cash to any Grantee until the Company’s Tax withholding ob-
ligations are satisfied.

(vii) The provisions of this section 7(c) will apply on the exercise of an Option or SAR, the grant or vesting of
Restricted Stock, a Grantee’s Code Section 83(b) election, and the sale or other disposition of Shares received un-
der an Award.

(viii) The provisions of this section 7(c) also apply to the Tax withholding obligations of any Broader Related
Entity on the exercise of an Option or SAR, the grant or vesting of Restricted Stock, a Grantee’s Code Section 83(b)
election, and the sale or other disposition of Shares received under an Award.

(d) Treatment of Awards on Separation From Service.
(i) [Alternative 1: Upon a Grantee’s Involuntary Separation From Service for Cause, all the Grantee’s unexer-

cised Options and SARs, whether unvested or vested, will terminate, and all the Grantee’s unvested Restricted
Stock will be forfeited.] [Alternative 2: Upon a Grantee’s Involuntary Separation From Service for Cause, all the
Grantee’s unvested Options and SARs will terminate, and all the Grantee’s unvested Restricted Stock will be for-
feited. A Grantee may exercise vested Options and SARs for three months after the date of Separation From Ser-
vice.]

(ii) [Alternative 1: Except as otherwise provided in an Award or Award Agreement, upon a Grantee’s Separa-
tion From Service for Good Reason or Involuntary Separation From Service Without Cause, the Grantee will fully
vest in all Awards, and may exercise vested Options and SARs for one year after the date of Separation From Ser-
vice.] [Alternative 2: Except as otherwise provided in an Award or Award Agreement, upon a Grantee’s Separa-
tion From Service for Good Reason or Involuntary Separation From Service Without Cause, the Grantee will vest
in all Awards to the extent that the Grantee would have vested in the Awards had the Grantee’s service continued
for six months after the date of Separation From Service. The Grantee may exercise vested Options and SARs for
one year after the date of Separation From Service.] [Alternative 3: Except as otherwise provided in an Award or
Award Agreement, upon a Grantee’s Separation From Service for Good Reason or Involuntary Separation From
Service Without Cause within [Alternative A: one year] [Alternative B: eighteen months] [Alternative C: two years]
after consummation of a Change-in-Control, the Grantee will fully vest in all Awards, and may exercise vested Op-
tions and SARs for [Alternative D: one year] [Alternative E: three years] after the date of Separation From Ser-
vice.] [Alternative 4: Except as otherwise provided in an Award or Award Agreement, upon a Grantee’s Separa-
tion From Service for Good Reason or Involuntary Separation From Service Without Cause (a ‘‘GRWC Separa-
tion’’), the Grantee will fully vest in all Awards. On a GRWC Separation within [Alternative A: one year]
[Alternative B: eighteen months] [Alternative C: two years] after consummation of a Change-in-Control, the
Grantee may exercise vested Options and SARs for three years after the date of Separation From Service. On all
other GRWC Separations, the Grantee may exercise vested Options and SARs for one year after the date of Sepa-
ration From Service.] [Alternative 5: Except as otherwise provided in an Award or Award Agreement, upon a
Grantee’s Separation From Service for Good Reason or Involuntary Separation From Service Without Cause, for
all Awards that have not fully vested, the Grantee will be deemed to satisfy any service-based vesting require-
ments. For vesting that uses attainment of performance goals without regard to the Grantee’s continued service,
the performance goals will be deemed to be attained at 100% of target levels. The Grantee may exercise vested
Options and SARs for one year after the date of Separation From Service.] [Alternative 6: Except as otherwise pro-
vided in an Award or Award Agreement, upon a Grantee’s Separation From Service for Good Reason or Involun-
tary Separation From Service Without Cause, for all Awards that have not fully vested, the Grantee will be deemed
to satisfy any service-based vesting requirements. For vesting that uses attainment of performance goals without
regard to the Grantee’s continued service, the performance goals previously set for the one year after the date of
Separation From Service will continue in effect. The Grantee may exercise vested Options and SARs for two years
after the date of Separation From Service.] [Alternative 7: Except as otherwise provided in an Award or Award
Agreement, upon a Grantee’s Separation From Service for Good Reason or Involuntary Separation From Service
Without Cause, for all Awards that have not fully vested, satisfaction of any service-based vesting requirements
will be determined as of the date of Separation From Service. For vesting that uses attainment of performance
goals without regard to the Grantee’s continued service, attainment of the performance goals will be determined
as of the date of Separation From Service. The Grantee may exercise vested Options and SARs for one year after
the date of Separation From Service.]]

(iii) Except as otherwise provided in an Award or Award Agreement, upon a Grantee’s Separation From Ser-
vice due to Disability, the Grantee will fully vest in all Awards. The Grantee, or in the case of a Nonqualified Stock
Option or SAR, the Grantee’s guardian or legal representative, may exercise vested Options and SARs for one year
after the date of Separation From Service.
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(iv) Except as otherwise provided in an Award or Award Agreement, upon a Grantee’s Separation From Service
due to death, the Grantee will fully vest in all Awards. The Grantee’s beneficiary or beneficiaries, or the Grantee’s
estate, may exercise vested Options and SARs for one year after the date of Separation From Service.

(v) Except as otherwise provided in an Award, Award Agreement, or section 7(d)(i)-(iv), a Grantee may exer-
cise vested Options and SARs for three months after the date of Separation From Service.

(vi) Except as otherwise provided in an Award, Award Agreement, or section 7(d)(i)-(v): (A) all unvested
Awards will terminate on the date of a Grantee’s Separation From Service; and (B) acceleration of vesting of any
Award under section 8 will not occur on a Change-in-Control or Section 424 Corporate Transaction consummated
after the date of a Grantee’s Separation From Service.

(vii) The provisions of section 7(d)(i)-(v) are subject to section 9(d).
(viii) Notwithstanding the provisions of section 7(d)(i)-(v), when the Plan, an Award, or Award Agreement per-

mits a Grantee to exercise an Option or SAR for a specified period after the Grantee’s Separation From Service,
the Option or SAR will terminate on the earlier of the last day of: (A) the specified period as extended under sec-
tion 9(d); and (B) the Option’s or SAR’s original term without any extensions.

(ix) To the extent that Incentive Stock Options are not exercised as Incentive Stock Options within the time
prescribed by the Code after the Grantee’s termination of employment from the Company and an Employer Cor-
poration, the Incentive Stock Options will automatically convert to Nonqualified Stock Options. The Grantee may
thereafter exercise the Nonqualified Stock Options as provided in the Plan and an Award or Award Agreement.
For purposes of an Incentive Stock Option, a Grantee’s employment continues while the Grantee is on military
leave, sick leave, or other bona fide leave of absence if the period of leave does not exceed three months, or if lon-
ger as long as the Grantee’s right to reemployment is provided by statute or contract. If the period of leave ex-
ceeds three months, and the Grantee’s right to reemployment is not provided by statute or contract, termination
of employment will be deemed to occur on the first day immediately after the three month period.

(e) Awards of Nonexempt Employees.
(i) A nonexempt Employee under the Fair Labor Standards Act of 1938, as amended (the ‘‘FLSA’’) will not vest

in and exercise in any Option, or SAR, and will not vest in any Restricted Stock, until at least six months after the
Grant Date.

(ii) Notwithstanding section 7(e)(i), a nonexempt Employee may vest in and exercise any Option or SAR, or vest
in any Restricted Stock, before six months after the Grant Date upon: (A) the nonexempt Employee’s death or
Disability; (B) a Change-in-Control; (C) a Section 424 Corporate Transaction in which the Option or SAR is not
assumed or substituted; or (D) the nonexempt Employee’s Retirement. For purposes of this section 7(e)(ii), ‘‘Re-
tirement’’ means retirement as defined in a then-effective agreement between the nonexempt Employee and the
Company or a Broader Related Entity, or in a then-effective written policy of the Company or a Broader Related
Entity that is binding on the nonexempt Employee.

(iii) The provisions of this section 7(e) are intended to exclude the income and gain realized or recognized on
the vesting or exercise of any Award from the nonexempt Employee’s regular rate of pay under the FLSA and
Worker Economic Opportunity Act.

(f) No Notice Obligation. Subject to Applicable Requirements, the Administrator, Board, the Company, and the
other members of the Broader Group will not have any obligation to notify any Grantee of: (i) the time or manner of
exercising any Option or SAR; (ii) any expiration or termination of any Option, SAR, or Restricted Stock; or (iii) the
Tax treatment of the grant and exercise of any Option or SAR, and the grant and vesting of any Restricted Stock.

8. Change-in-Control and Section 424 Corporate Transactions.

(a) Vesting on Change-in-Control of Company or Related Parent. [Alternative 1: On a Change-in-Control of the
Company or a Related Parent of the Company, the Administrator or Board in its exclusive discretion may provide for
one or more Grantees who provide services primarily to the Company on the date of consummation of the Change-
in-Control: (i) to become fully or partially vested in the Grantee’s unvested Nonqualified Stock Options, SARs, and
Restricted Stock; (ii) the release from all or a portion of repurchase rights and obligations and Transfer restrictions
with respect to these stock rights; or (iii) any combination of the actions under clauses (i) and (ii).] [Alternative 2: On
a Change-in-Control of the Company or a Related Parent of the Company, the Administrator or Board in its exclu-
sive discretion may provide for one or more Grantees who provide services primarily to the Company on the date of
consummation of the Change-in-Control to become fully or partially vested in the Grantee’s unvested Nonqualified
Stock Options, SARs, and Restricted Stock.][Alternative 3: On a Change-in-Control of the Company or a Related Par-
ent of the Company, to the extent provided in the following provisions of this section 8(a), the Administrator or Board
in its exclusive discretion may provide for one or more Grantees who provide services primarily to the Company on
the date of consummation of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s unvested
Nonqualified Stock Options, SARs, and Restricted Stock; (ii) the release from all or a portion of repurchase rights
and obligations and Transfer restrictions with respect to these stock rights; or (iii) any combination of the actions
under clauses (i) and (ii). For vesting that uses service-based requirements, the Administrator or Board may provide
for full or partial vesting of Nonqualified Stock Options and SARs if an assumption or substitution under section 8(h)
does not occur, and for full or partial vesting of Restricted Stock if an assumption, conversion, exchange, or substi-
tution under section 8(n) does not occur. For vesting that uses attainment of performance goals without regard to the
Grantee’s continued service, the Administrator or Board shall determine attainment of the performance goals as of
the date of consummation of the Change-in-Control.] [Alternative 4: On a Change-in-Control of the Company or a
Related Parent of the Company, to the extent provided for in the following provisions of this section 8(a), the Admin-
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istrator or Board in its exclusive discretion may provide for one or more Grantees who provide services primarily to
the Company on the date of consummation of the Change-in-Control to become fully or partially vested in the Grant-
ee’s unvested Nonqualified Stock Options, SARs, and Restricted Stock. For vesting that uses service-based require-
ments, the Administrator or Board may provide for full or partial vesting of Nonqualified Stock Options and SARs if
an assumption or substitution under section 8(h) does not occur, and for full or partial vesting of Restricted Stock if
an assumption, conversion, exchange, or substitution under section 8(n) does not occur. For vesting that uses attain-
ment of performance goals without regard to the Grantee’s continued service, the Administrator or Board shall de-
termine attainment of the performance goals as of the date of consummation of the Change-in-Control.]

(b) Vesting on Change-in-Control of Related Entity or Related Parent. [Alternative 1: On a Change-in-Control of
a Related Entity or a Related Parent of the Related Entity, the Administrator or Board in its exclusive discretion may
provide for one or more Grantees who provide services primarily to the Related Entity on the date of consummation
of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s unvested Nonqualified Stock Op-
tions, SARs, and Restricted Stock; (ii) the release from all or a portion of repurchase rights and obligations and Trans-
fer restrictions with respect to these stock rights; or (iii) any combination of the actions under clauses (i) and (ii).]
[Alternative 2: On a Change-in-Control of a Related Entity or a Related Parent of the Related Entity, the Administra-
tor or Board in its exclusive discretion may provide for one or more Grantees who provide services primarily to the
Related Entity on the date of consummation of the Change-in-Control to become fully or partially vested in the Grant-
ee’s unvested Nonqualified Stock Options, SARs, and Restricted Stock.][Alternative 3: On a Change-in-Control of a
Related Entity or a Related Parent of the Related Entity, to the extent provided in the following provisions of this
section 8(b), the Administrator or Board in its exclusive discretion may provide for one or more Grantees who pro-
vide services primarily to the Related Entity on the date of consummation of the Change-in-Control: (i) to become
fully or partially vested in the Grantee’s unvested Nonqualified Stock Options, SARs, and Restricted Stock; (ii) the
release from all or a portion of repurchase rights and obligations and Transfer restrictions with respect to these stock
rights; or (iii) any combination of the actions under clauses (i) and (ii). For vesting that uses service-based require-
ments, the Administrator or Board may provide for full or partial vesting of Nonqualified Stock Options and SARs if
an assumption or substitution under section 8(h) does not occur, and for full or partial vesting of Restricted Stock if
an assumption, conversion, exchange, or substitution under section 8(n) does not occur. For vesting that uses attain-
ment of performance goals without regard to the Grantee’s continued service, the Administrator or Board shall de-
termine attainment of the performance goals as of the date of consummation of the Change-in-Control.] [Alternative
4: On a Change-in-Control of a Related Entity or a Related Parent of the Related Entity, to the extent provided in the
following provisions of this section 8(b), the Administrator or Board in its exclusive discretion may provide for one
or more Grantees who provide services primarily to the Related Entity on the date of consummation of the Change-
in-Control to become fully or partially vested in the Grantee’s unvested Nonqualified Stock Options, SARs, and Re-
stricted Stock. For vesting that uses service-based requirements, the Administrator or Board may provide for full or
partial vesting of Nonqualified Stock Options and SARs if an assumption or substitution under section 8(h) does not
occur, and for full or partial vesting of Restricted Stock if an assumption, conversion, exchange, or substitution un-
der section 8(n) does not occur. For vesting that uses attainment of performance goals without regard to the Grant-
ee’s continued service, the Administrator or Board shall determine attainment of the performance goals as of the date
of consummation of the Change-in-Control.]

(c) Vesting on Change-in-Control of Broader Related Entity or Related Parent. [Alternative 1: On a Change-in-
Control of a Broader Related Entity or a Related Parent of the Broader Related Entity, the Administrator or Board in
its exclusive discretion may provide for one or more Grantees who provide services primarily to the Broader Related
Entity on the date of consummation of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s
unvested Nonqualified Stock Options, SARs, and Restricted Stock; (ii) the release from all or a portion of: repurchase
rights and obligations and Transfer restrictions with respect to these stock rights; or (iii) any combination of the ac-
tions under clauses (i) and (ii).] [Alternative 2: On a Change-in-Control of a Broader Related Entity or a Related Par-
ent of the Broader Related Entity, the Administrator or Board in its exclusive discretion may provide for one or more
Grantees who provide services primarily to the Broader Related Entity on the date of consummation of the Change-
in-Control to become fully or partially vested in the Grantee’s unvested Nonqualified Stock Options, SARs, and Re-
stricted Stock.][Alternative 3: On a Change-in-Control of a Broader Related Entity or a Related Parent of the Broader
Related Entity, to the extent provided in the following provisions of this section 8(c), the Administrator or Board in
its exclusive discretion may provide for one or more Grantees who provide services primarily to the Broader Related
Entity on the date of consummation of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s
unvested Nonqualified Stock Options, SARs, and Restricted Stock; (ii) the release from all or a portion of repurchase
rights and obligations and Transfer restrictions with respect to these stock rights; or (iii) any combination of the ac-
tions under clauses (i) and (ii). For vesting that uses service-based requirements, the Administrator or Board may
provide for full or partial vesting of Nonqualified Stock Options and SARs if an assumption or substitution under
section 8(h) does not occur, and for full or partial vesting of Restricted Stock if an assumption, conversion, exchange,
or substitution under section 8(n) does not occur. For vesting that uses attainment of performance goals without re-
gard to the Grantee’s continued service, the Administrator or Board shall determine attainment of the performance
goals as of the date consummation of the Change-in-Control.] [Alternative 4: On a Change-in-Control of a Broader
Related Entity or a Related Parent of the Broader Related Entity, to the extent provided in the following provisions of
this section 8(c), the Administrator or Board in its exclusive discretion may provide for one or more Grantees who
provide services primarily to the Broader Related Entity on the date of consummation of the Change-in-Control to
become fully or partially vested in the Grantee’s unvested Nonqualified Stock Options, SARs, and Restricted Stock.
For vesting that uses service-based requirements, the Administrator or Board may provide for full or partial vesting
of Nonqualified Stock Options and SARs if an assumption or substitution under section 8(h) does not occur, and for
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full or partial vesting of Restricted Stock if an assumption, conversion, exchange, or substitution under section 8(n)
does not occur. For vesting that uses attainment of performance goals without regard to the Grantee’s continued ser-
vice, the Administrator or Board shall determine attainment of the performance goals as of the date of consumma-
tion of the Change-in-Control.]

(d) Vesting on Change-in-Control of Company for Incentive Stock Options. [Alternative 1: On a Change-in-
Control of the Company, the Administrator or Board in its exclusive discretion may provide for one or more Grant-
ees who provide services primarily to the Company on the date of consummation of the Change-in-Control: (i) to be-
come fully or partially vested in the Grantee’s unvested Incentive Stock Options; (ii) the release from all or a portion
of repurchase rights and obligations with respect to the Grantee’s Incentive Stock Options; or (iii) any combination
of the actions under clauses (i) and (ii).] [Alternative 2: On a Change-in-Control of the Company, the Administrator
or Board in its exclusive discretion may provide for one or more Grantees who provide services primarily to the Com-
pany on the date of consummation of the Change-in-Control to become fully or partially vested in the Grantee’s un-
vested Incentive Stock Options.][Alternative 3: On a Change-in-Control of the Company, to the extent provided in the
following provisions of this section 8(d), the Administrator or Board in its exclusive discretion may provide for one
or more Grantees who provide services primarily to the Company on the date of consummation of the Change-in-
Control: (i) to become fully or partially vested in the Grantee’s unvested Incentive Stock Options; (ii) the release from
all or a portion of repurchase rights and obligations with respect to the Grantee’s Incentive Stock Options; or (iii) any
combination of the actions under clauses (i) and (ii). For vesting that uses service-based requirements, the Adminis-
trator or Board may provide for full or partial vesting of Incentive Stock Options if an assumption or substitution un-
der section 8(i) does not occur. For vesting that uses attainment of performance goals without regard to the Grant-
ee’s continued service, the Administrator or Board shall determine attainment of the performance goals as of the date
of consummation of the Change-in-Control.] [Alternative 4: On a Change-in-Control of the Company, to the extent
provided in the following provisions of this section 8(d), the Administrator or Board in its exclusive discretion may
provide for one or more Grantees who provide services primarily to the Company on the date of consummation of
the Change-in-Control to become fully or partially vested in the Grantee’s unvested Incentive Stock Options. For vest-
ing that uses on service-based requirements, the Administrator or Board may provide for full or partial vesting of In-
centive Stock Options if an assumption or substitution under section 8(i) does not occur. For vesting that uses attain-
ment of performance goals without regard to the Grantee’s continued service, the Administrator or Board shall de-
termine attainment of the performance goals as of the date of consummation of the Change-in-Control.]

(e) Vesting on Change of Control of Employer Corporation for Incentive Stock Options. [Alternative 1: On a
Change-in-Control of an Employer Corporation, the Administrator or Board in its exclusive discretion may provide
for one or more Grantees who provide services primarily to the Employer Corporation on the date of consummation
of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s unvested Incentive Stock Options;
(ii) the release from all or a portion of repurchase rights and obligations with respect to the Grantee’s Incentive Stock
Options; or (iii) any combination of the actions under clauses (i) and (ii).] [Alternative 2: On a Change-in-Control of
an Employer Corporation, the Administrator or Board in its exclusive discretion may provide for one or more Grant-
ees who provide services primarily to the Employer Corporation to become fully or partially vested in the Grantee’s
unvested Incentive Stock Options.][Alternative 3: On a Change-in-Control of an Employer Corporation, to the extent
provided in the following provisions of this section 8(e), the Administrator or Board in its exclusive discretion may
provide for one or more Grantees who provide services primarily to the Employer Corporation on the date of con-
summation of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s unvested Incentive Stock
Options; (ii) the release from all or a portion of repurchase rights and obligations with respect to the Grantee’s In-
centive Stock Options; or (iii) any combination of the actions under clauses (i) and (ii). For vesting that uses service-
based requirements, the Administrator or Board may provide for full or partial vesting of Incentive Stock Options if
an assumption or substitution under section 8(i) does not occur. For vesting that uses attainment of performance
goals without regard to the Grantee’s continued service, the Administrator or Board shall determine attainment of
the performance goals as of the date of consummation of the Change-in-Control.] [Alternative 4: On a Change-in-
Control of an Employer Corporation, to the extent provided in the following provisions of this section 8(e), the Ad-
ministrator or Board in its exclusive discretion may provide for one or more Grantees who provide services primar-
ily to the Employer Corporation on the date of consummation of the Change-in-Control to become fully or partially
vested in the Grantee’s unvested Incentive Stock Options. For vesting that uses service-based requirements, the Ad-
ministrator or Board may provide for full or partial vesting of Incentive Stock Options if an assumption or substitu-
tion under section 8(i) does not occur. For vesting that uses attainment of performance goals without regard to the
Grantee’s continued service, the Administrator or Board shall determine attainment of the performance goals as of
the date of consummation of the Change-in-Control.]

(f) Vesting on Change-in-Control of Parent or Subsidiary for Incentive Stock Options. [Alternative 1: On a
Change-in-Control of a Parent or Subsidiary of the Company or Employer Corporation, the Administrator or Board
in its exclusive discretion may provide for one or more Grantees who provide services primarily to the Company or
an Employer Corporation on the date of consummation of the Change-in-Control: (i) to become fully or partially
vested in the Grantee’s unvested Incentive Stock Options; (ii) the release from all or a portion of repurchase rights
and obligations with respect to the Grantee’s Incentive Stock Options; or (iii) any combination of the actions under
clauses (i) and (ii).] [Alternative 2: On a Change-in-Control of a Parent or Subsidiary of the Company or an Employer
Corporation, the Administrator or Board in its exclusive discretion may provide for one or more Grantees who pro-
vide services primarily to the Company or an Employer Corporation on the date of consummation of the Change-in-
Control to become fully or partially vested in the Grantee’s unvested Incentive Stock Options.][Alternative 3: On a
Change-in-Control of a Parent or Subsidiary of the Company or Employer Corporation, to the extent provided in the
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following provisions of this section 8(f), the Administrator or Board in its exclusive discretion may provide for one or
more Grantees who provide services primarily to the Company or an Employer Corporation on the date of consum-
mation of the Change-in-Control: (i) to become fully or partially vested in the Grantee’s unvested Incentive Stock Op-
tions; (ii) the release from all or a portion of repurchase rights and obligations with respect to the Grantee’s Incen-
tive Stock Options; or (iii) any combination of the actions under clauses (i) and (iii). For vesting that uses service-
based requirements, the Administrator or Board may provide for full or partial vesting of Incentive Stock Options if
an assumption or substitution under section 8(i) does not occur. For vesting that uses attainment of performance
goals without regard to the Grantee’s continued service, the Administrator or Board shall determine attainment of
the performance goals as of the date of consummation of the Change-in-Control.] [Alternative 4: On a Change-in-
Control of a Parent or Subsidiary of the Company or Employer Corporation, to the extent provided in the following
provisions of this section 8(f), the Administrator or Board in its exclusive discretion may provide for one or more
Grantees who provide services primarily to the Company or an Employer Corporation on the date of consummation
of the Change-in-Control to become fully or partially vested in the Grantee’s unvested Incentive Stock Options. For
vesting that use service-based requirements, the Administrator or Board may provide for full or partial vesting of In-
centive Stock Options if an assumption or substitution under section 8(i) does not occur. For vesting that uses attain-
ment of performance goals without regard to the Grantee’s continued service, the Administrator or Board shall de-
termine attainment of the performance goals as of the date of consummation of the Change-in-Control.]

(g) Cash-Out of Stock Rights. [Alternative 1: For any Change-in-Control under section 8(a)-(f), the Administrator
or Board in its exclusive discretion may cancel all or any portion of the vested Options and SARs without regard to
whether the Options or SARs vested before, or as part of consummation of the Change-in-Control (the cancelled Op-
tions and SARs, the ‘‘Cash-Out Stock Rights’’) (the cancellation and payment under this section 8(g), the ‘‘Cash-
Out’’). In exchange for the cancellation, the Company shall pay each holder of Cash-Out Stock Rights cash or prop-
erty, or any combination thereof, in an amount equal to the excess, if any, of the Change-in-Control Price over the
exercise price of the Cash-Out Stock Rights (the ‘‘Cash-Out Amount’’). The Company shall pay the Cash-Out Amount
within thirty days after consummation of the Change-in-Control. For purposes of this section 8(g), ‘‘Change-in-
Control Price’’ means the price per Share paid in the Change-in-Control in cash or property. The Administrator or
Board in its reasonable discretion shall determine the fair market value of the property used to pay the Change-in-
Control Price and the portion of the Change-in-Control Price payable in property. If the Change-in-Control Price does
not exceed the exercise price of the Cash-Out Stock Rights, on consummation of the Change-in-Control the Com-
pany shall cancel the Cash-Out Stock Rights without the payment of any further consideration.] [Alternative 2: For
any Change-in-Control under section 8(a)-(f), the Administrator or Board in its exclusive discretion may cancel all or
any portion of the vested Options and SARs without regard to whether the Options or SARs vested before, or as part
of consummation of the Change-in-Control (the cancelled Options and SARs, the ‘‘Cash-Out Stock Rights’’) (the can-
cellation and payment under this section 8(g), the ‘‘Cash-Out’’). In exchange for the cancellation, the Company shall
pay each holder of Cash-Out Stock Rights cash or property, or any combination thereof, in an amount equal to the
excess, if any, of the Change-in-Control Price over the exercise price of the Cash-Out Stock Rights, as this amount
may be adjusted under this section 8(g) (the ‘‘Cash-Out Amount’’). For a Change-in-Control that is not a change in
the ownership of the Company under Treasury Regulation Section 1.409A-3(i)(5)(v) or a change in the ownership of
a substantial portion of the Company’s assets under Treasury Regulation Section 1.409A-3(i)(5)(vii), the Company
shall pay the Cash-Out Amount within thirty days after consummation of the Change-in-Control. For a Change-in-
Control that is a change in the ownership of the Company under Treasury Regulation Section 1.409A-3(i)(5)(v) or a
change in the ownership of a substantial portion of the Company’s assets under Treasury Regulation Section 1.409A-
3(i)(5)(vii), the Administrator or Board in its exclusive discretion shall determine whether the Company shall pay: (i)
the Cash-Out Amount within thirty days after consummation of the Change-in-Control; or (ii) the Cash-Out Amount
as adjusted after consummation of the Change-in-Control, and on the same schedule and under the same terms and
conditions that apply to the payments to shareholders generally for the stock of the Company, and to the extent that
the Cash-Out Amount is paid not later than five years after consummation of the Change-in-Control. For purposes of
this section 8(g), ‘‘Change-in-Control Price’’ means the price per Share paid in the Change-in-Control in cash or
property. The Administrator or Board in its reasonable discretion shall determine the fair market value of the prop-
erty used to pay the Change-in-Control Price and the portion of the Change-in-Control Price payable in property. If
the Change-in-Control Price on consummation of the Change-in-Control before any adjustment of the Cash-Out
Amount does not exceed the exercise price of the Cash-Out Stock Rights, on consummation of the Change-in-Control
the Company shall cancel the Cash-Out Stock Rights without the payment of any further consideration.] [Alternative
3: For any Change-in-Control under section 8(a)-(f), the Administrator or Board in its exclusive discretion may can-
cel all or any portion of the Options and SARs that vested before consummation of the Change-in-Control (the can-
celled vested Options and SARs, the ‘‘Vested Cash-Out Stock Rights’’) (the cancellation and payment under this sec-
tion 8(g), the ‘‘Cash-Out’’). In exchange for the cancellation, the Company shall pay each holder of Vested Cash-Out
Stock Rights cash or property, or any combination thereof, in an amount equal to the excess, if any, of the Change-
in-Control Price over the exercise price of the Vested Cash-Out Stock Rights (the ‘‘CIC Cash-Out Amount’’). The
Company shall pay the CIC Cash-Out Amount within thirty days after consummation of the Change-in-Control. For
purposes of this section 8(g), ‘‘Change-in-Control Price’’ means the price per Share paid in the Change-in-Control
in cash or property. The Administrator or Board in its reasonable discretion shall determine the fair market value of
the property used to pay the Change-in-Control Price and the portion of the Change-in-Control Price payable in prop-
erty. If the Change-in-Control Price does not exceed the exercise price of the Vested Cash-Out Stock Rights, on con-
summation of the Change-in-Control the Company shall cancel the Vested Cash-Out Stock Rights without the pay-
ment of any further consideration. For the Options and SARs that were unvested on consummation of the Change-
in-Control (the ‘‘Unvested Cash-Out Stock Rights’’), on consummation of the Change-in-Control the Administrator
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or Board in its exclusive discretion may take one or both of the following actions: (i) cancel all or any portion of the
Unvested Cash-Out Stock Rights without the payment of any further consideration; or (ii) allow the holders of Un-
vested Cash-Out Stock Rights to continue to hold all or any portion of the Unvested Cash-Out Stock Rights pending
satisfaction of the vesting requirements and payment of the Post-CIC Cash-Out Amount. If the Administrator or
Board elects the second alternative, the acquiror shall pay each holder of Unvested Cash-Out Stock Rights the allo-
cable portion of the Post-CIC Cash-Out Amount in accordance with the same vesting requirements and schedule set
on the Grant Date of the Unvested Cash-Out Stock Rights. The acquiror shall pay the applicable portion of the Post-
CIC Cash-Out Amount within thirty days after each vesting date, and shall cancel the portion of the Unvested Stock
Right that vested. For purposes of this section 8(g), ‘‘Post-CIC Cash-Out Amount’’ means an amount equal to the ex-
cess, if any, of the Change-in-Control Price over the exercise price of the Unvested Cash-Out Stock Rights. If the
Change-in-Control Price does not exceed the exercise price of the Unvested Cash-Out Stock Rights, on consumma-
tion of the Change-in-Control the Company shall cancel the Unvested Cash-Out Stock Rights without the payment of
any further consideration.] [Alternative 4: For any Change-in-Control under section 8(a)-(f), the Administrator or
Board in its exclusive discretion may cancel all or any portion of the Options and SARs that vested before consum-
mation of the Change-in-Control (the cancelled vested Options and SARs, the ‘‘Vested Cash-Out Stock Rights’’) (the
cancellation and payment under this section 8(g), the ‘‘Cash-Out’’). In exchange for the cancellation, the Company
shall pay each holder of Vested Cash-Out Stock Rights cash or property, or any combination thereof, in an amount
equal to the excess, if any, of the Change-in-Control Price over the exercise price of the Vested Cash-Out Stock
Rights, as this amount may be adjusted under this section 8(g) (the ‘‘CIC Cash-Out Amount’’). For a Change-in-
Control that is not a change in the ownership of the Company under Treasury Regulation Section 1.409A-3(i)(5)(v)
or a change in the ownership of a substantial portion of the Company’s assets under Treasury Regulation Section
1.409A-3(i)(5)(vii), the Company shall pay the CIC Cash-Out Amount within thirty days after consummation of the
Change-in-Control. For a Change-in-Control that is a change in the ownership of the Company under Treasury Regu-
lation Section 1.409A-3(i)(5)(v) or a change in the ownership of a substantial portion of the Company’s assets under
Treasury Regulation Section 1.409A-3(i)(5)(vii), the Administrator or Board in its exclusive discretion shall determine
whether the Company shall pay: (i) the CIC Cash-Out Amount within thirty days after consummation of the Change-
in-Control; or (ii) the CIC Cash-Out Amount as adjusted after consummation of the Change-in-Control, and on the
same schedule and under the same terms and conditions that apply to the payments to shareholders generally for the
stock of the Company, and to the extent that the CIC Cash-Out Amount is paid not later than five years after consum-
mation of the Change-in-Control. For purposes of this section 8(g), ‘‘Change-in-Control Price’’ means the price per
Share paid in the Change-in-Control in cash or property. The Administrator or Board in its reasonable discretion shall
determine the fair market value of the property used the pay the Change-in-Control Price and the portion of the
Change-in-Control Price payable in property. If the Change-in-Control Price on consummation of the Change-in-
Control before any adjustment of the Cash-Out Amount does not exceed the exercise price of the Vested Cash-Out
Stock Rights, on consummation of the Change-in-Control the Company shall cancel the Vested Cash-Out Stock
Rights without the payment of any further consideration. For the Options and SARs that were unvested on consum-
mation of the Change-in-Control (the ‘‘Unvested Cash-Out Stock Rights’’), on consummation of the Change-in-
Control the Administrator or Board in its exclusive discretion may take one or both of the following actions: (i) can-
cel all or any portion of the Unvested Cash-Out Stock Rights without the payment of any further consideration; or (ii)
allow the holders of Unvested Cash-Out Stock Rights to continue to hold all or any portion of the Unvested Cash-Out
Stock Rights pending satisfaction of the vesting requirements and payment of the Post-CIC Cash-Out Amount. If the
Administrator or Board elects the second alternative, the acquiror shall pay each holder of Unvested Cash-Out Stock
Rights the allocable portion of the Post-CIC Cash-Out Amount in accordance with the same vesting requirements and
schedule set on the Grant Date of the Unvested Cash-Out Stock Rights. The acquiror shall pay the allocable portion
of the Post-CIC Cash-Out Amount within thirty days after each vesting date, and shall cancel the portion of the Un-
vested Stock Right that vested. For purposes of this section 8(g), ‘‘Post-CIC Cash-Out Amount’’ means an amount
equal to the excess, if any, of the Change-in-Control Price over the exercise price of the Unvested Cash-Out Stock
Rights. If the Change-in-Control Price does not exceed the exercise price of the Unvested Cash-Out Stock Rights, on
consummation of the Change-in-Control the Company shall cancel the Unvested Cash-Out Stock Rights without the
payment of any further consideration.]

(h) Assumption or Substitution of Stock Rights in Section 424 Corporate Transaction. The Administrator or
Board in its exclusive discretion may provide in an Award, Award Agreement, or Section 424 Corporate Transaction
that the Administrator or Board in its exclusive discretion may take one or more of the following actions in a Section
424 Corporate Transaction: (i) all or any portion of a Nonqualified Stock Option or SAR will be assumed in accor-
dance with the requirements of Treasury Regulation Section 1.424-1 (without regard to the requirement of Treasury
Regulation Section 1.424-1(a)(2) that an eligible corporation be the holder’s employer); or (ii) for all or any portion
of a Nonqualified Stock Option or SAR, an equivalent Nonqualified Stock Option or SAR will be substituted in ac-
cordance with the requirements of Treasury Regulation Section 1.424-1 (without regard to the requirement of Trea-
sury Regulation Section 1.424-1(a)(2) that an eligible corporation be the holder’s employer).

(i) Except as otherwise provided in this section 8(h), the requirements of Treasury Regulation Section 1.424-1
will apply as if the Nonqualified Stock Option or SAR were an Incentive Stock Option.

(ii) With respect to Treasury Regulation Section 1.424-1(a)(5)(iii), the Administrator or Board may satisfy its
requirements, or in lieu thereof will be deemed to satisfy its requirements, if the ratio of the exercise price to the
Fair Market Value of the underlying shares immediately after the assumption or substitution is not greater than
the ratio of the exercise price to the Fair Market Value of the underlying Shares immediately before the assump-
tion or substitution.
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(iii) For a transaction set forth in Code Section 355 in which the stock of the distributing corporation and the
stock distributed in the transaction are both readily tradable on a Securities Market immediately after the trans-
action, the requirements of Treasury Regulation Section 1.424-1(a)(5) related to the fair market value of the stock
may be satisfied by:

(A) using the last sale before or the first sale after the specified date as of which the valuation is being made,
the closing price on the last trading day before or the trading day of a specified date, the arithmetic mean of the
high and low prices on the last trading day before or the trading day of a specified date, or any other reason-
able method using actual transactions in the stock as reported by the market on a specified date, for the stock
of the distributing corporation and the stock distributed in the transaction, provided that the specified date is
designated before its occurrence, and the specified date is not more than sixty days after the transaction;

(B) using the arithmetic mean of the market prices in section 8(h)(iii)(A) on trading days during a specified
period designated before the beginning of the specified period, and the specified period is not longer than thirty
days and ends within sixty days after the transaction; or

(C) using an average of the prices in section 8(h)(iii)(A)-(B) during the prespecified period weighted based
on the volume of trading of the stock on each trading day during the prespecified period.

(i) Assumption or Substitution of Incentive Stock Options in Section 424 Corporate Transaction. The Adminis-
trator or Board in its exclusive discretion may provide in an Award, Award Agreement, or Section 424 Corporate
Transaction that the Administrator or Board in its exclusive discretion may take one or more of the following actions
in a Section 424 Corporate Transaction in accordance with the requirements of Code Section 424: (i) the assumption
of all or any portion of an Incentive Stock Option by the successor corporation, or a parent or subsidiary of the suc-
cessor corporation; or (ii) the substitution of all or any portion of an Incentive Stock Option with an equivalent in-
centive stock option by the successor corporation, or a parent or subsidiary of the successor corporation.

(j) Assumption or Substitution in Section 424 Corporate Transaction and Change-in-Control. Section 8(h)-(i)
will apply to a Section 424 Corporate Transaction without regard to whether the Section 424 Corporate Transaction
is also a Change-in-Control. Section 8(h)-(i) will not apply to a Cash-Out in a Section 424 Corporate Transaction or
Change-in-Control.

(k) Vesting, Exercise, and Cancellation of Stock Rights in Section 424 Corporate Transaction. [Alternative 1:
Subject to section 8(l), the Administrator or Board in its exclusive discretion may provide in an Award, Award Agree-
ment, or Section 424 Corporate Transaction that the Administrator or Board in its exclusive discretion may take the
following actions in a Section 424 Corporate Transaction: (i) contingent on consummation of the Section 424 Corpo-
rate Transaction, fully vest all or a portion of unvested Options and SARs at least fifteen days before the reasonably
anticipated date of consummation of the Section 424 Corporate Transaction (the Options and SARS that vested be-
fore, or as part of consummation of the Section 424 Corporate Transaction under clause (i), the ‘‘Section 424 Vested
Stock Rights’’); (ii) require the Grantees who hold the Section 424 Vested Stock Rights to exercise them before con-
summation of the Section 424 Corporate Transaction; and (iii) immediately before consummation of the Section 424
Corporate Transaction, cancel without the payment of any further consideration the Section 424 Vested Stock Rights
that have not been exercised. This section 8(k) will apply to a Section 424 Corporate Transaction without regard to
whether the Section 424 Corporate Transaction is also Change-in-Control. In addition, for a Section 424 Corporate
Transaction that is also a Change-in-Control in which the Administrator or Board exercises its discretion under sec-
tion 8(k), section 8(a)-(f) will not apply to the Section 424 Vested Stock Rights.] [Alternative 2: Subject to section 8(l),
to the extent provided for in the following provisions of this section 8(k), the Administrator or Board in its exclusive
discretion may provide in an Award, Award Agreement, or Section 424 Corporate Transaction that the Administra-
tor or Board in its exclusive discretion may take the following actions in a Section 424 Corporate Transaction that is
also a Change-in-Control: (i) contingent on consummation of the Section 424 Corporate Transaction, vest all or a
portion of unvested Options and SARs at least fifteen days before the reasonably anticipated date of consummation
of the Section 424 Corporate Transaction (the Options and SARs that vested before, or as part of consummation of
the Section 424 Corporate Transaction under clause (i), the ‘‘Section 424 Vested Stock Rights’’). For vesting that
uses service-based requirements, satisfaction of the service-based requirements will be determined as of the date of
consummation of the Section 424 Corporate Transaction. For vesting that uses attainment of performance goals with-
out regard to the Grantee’s continued service, attainment of the performance goals will be determined as of the date
of consummation of the Section 424 Corporate Transaction; (ii) require the Grantees who hold the Section 424 Vested
Stock Rights to exercise them before consummation of the Section 424 Corporate Transaction; and (iii) immediately
before consummation of the Section 424 Corporate Transaction, cancel without the payment of any further consid-
eration the Section 424 Vested Stock Rights that have not been exercised. In a Section 424 Corporate Transaction
that is also a Change-in-Control in which the Administrator or Board exercises its discretion under this section 8(k),
section 8(a)-(f) will not apply to the Section 424 Vested Stock Rights.]

(l) Vesting, Exercise, and Cancellation of Stock Rights in Initial Public Offering. Except as otherwise provided
in an Award or Award Agreement, Section 8(k) will not apply to a Section 424 Corporate Transaction that is also an
Initial Public Offering. In any Initial Public Offering, Grantees may exercise vested Options and SARs payable in
Shares immediately before an Initial Public Offering, and will be treated as holders of the Shares being acquired on
exercise immediately on exercise. Grantees may exercise their Options in a Cashless Exercise and receive the num-
ber of Shares equal to the difference between: (i) the number of Shares as to which the vested Options are being ex-
ercised; minus (ii) the number of Shares with a Fair Market Value as of the date of exercise equal to the product of
the exercise price of the vested Options multiplied by the number of Shares as to which the vested Options are being
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exercised. For purposes of this section 8(l), Fair Market Value will be the price of the Shares in the Initial Public Of-
fering.

(m) Treatment of Restricted Stock in Section 424 Corporate Transaction. Except as otherwise provided in an
Award, Award Agreement, or Section 424 Corporate Transaction, on a Section 424 Corporate Transaction that is not
a Change-in-Control, the Company’s repurchase rights and obligations for the Restricted Stock, all the Company’s
other rights to the Restricted Stock, and the Transfer restrictions on the Restricted Stock, will: (i) become the rights
and obligations of any successor to the Company; (ii) become Transfer restrictions for the benefit of any successor
to the Company; and (iii) also apply to any cash, securities, or other property to which the Shares were converted
into or exchanged for in the Section 424 Corporate Transaction in the same manner and to the same extent as they
applied to the Restricted Stock.

(n) Administrator or Board Discretion. Except as otherwise provided in an Award or Award Agreement, and sub-
ject to Applicable Requirements and the Plan, the Administrator or Board: (i) in its exclusive discretion shall deter-
mine the treatment, disposition, and terms of Options, SARs, and Restricted Stock in a Change-in-Control or Section
424 Corporate Transaction; and (ii) does not have any obligation to take the same action or actions for all or any
portion of the Options, SARs, and Restricted Stock.

(o) Restrictions on Amendment and Termination of Section 8. Except as otherwise provided in an Award or
Award Agreement, and notwithstanding any other provision of the Plan, the Board shall not amend or terminate this
section 8 on or after consummation of a Change-in-Control without a Grantee’s written consent in a manner that
would have a [Alternative A: Material] [Alternative B: Significant] adverse effect on the Grantee’s rights, or result in
a [Alternative A: Material] [Alternative B: Significant] increase in the Grantee’s obligations or federal income tax li-
abilities. Subject to Applicable Requirements and section 12 of the Plan, the Board may amend this section 8 one or
more times, and terminate this section 8 at any time, before the earlier of: (i) approval by the Company’s sharehold-
ers of a transaction that would result in a Change-in-Control; and (ii) consummation of a Change-in-Control.

9. Conditions on the Issuance of Shares.

(a) Unless the grant of Awards or issuance of Shares satisfies Applicable Requirements, the Company shall not
grant Awards, or issue Shares on the exercise of an Option or SAR and on the grant or vesting of Restricted Stock.

(b) The Company shall use reasonable efforts to obtain the approval of any Government Body or Securities Mar-
ket for which the Company’s counsel delivers a written opinion addressed to the Board that it is more likely than not
that the approval is necessary for the grant of Awards or issuance of Shares. If, after reasonable efforts the Company
does not obtain any necessary approval, the Company will not have any liability for not obtaining the approval, or the
inability to grant Awards or issue Shares. Notwithstanding the foregoing provisions of this section 9(b), the Company
will not have any obligation to take any action that would require registration under the Exchange Act or Securities
Act of the Plan, any Award, any Shares subject to an Award, or any Shares issued under an Award.

(c) The Company in its exclusive discretion may postpone the grant of Awards or issuance of Shares until the re-
quirements of a Government Body or Securities Market have been satisfied, or the requirements of registration have
been satisfied.

(d) If the exercise period of an Option or SAR, other than its original term, would expire when the Grantee’s ex-
ercise would violate federal, state, local, or foreign law, or would jeopardize the Company’s ability to continue as a
going concern, the Administrator or Board shall extend the exercise period until thirty days after the first date that
the exercise would no longer violate applicable law, or jeopardize the Company’s ability to continue as a going con-
cern. A provision of foreign law applies only to foreign earned income from sources within the foreign country that
promulgated the law. Foreign earned income means income as defined under Code Section 911(b)(1) without regard
to Code Section 911(b)(1)(B)(iv), and without regard to the requirement that the income be attributable to services
performed during the period set forth in Code Section 911(d)(1)(A) or (B).

(e) Except as otherwise provided in section 9(g), as a condition to the exercise of an Option or SAR, or the grant
or vesting of Restricted Stock, the Administrator or Board in its exclusive discretion may require a Grantee to do one
or more of the following: (i) represent that the Shares are being acquired only for investment for the Grantee’s ac-
count and without any present intention to sell or distribute the Shares; (ii) covenant that the Grantee shall not make
any short sale, grant any option for the purchase, loan, pledge, or otherwise encumber or dispose of Shares for a
specified time period; or (iii) indemnify the Indemnified Persons against all assessments, claims, costs, damages, ex-
penses, fines, judgments, liabilities, losses, penalties, and reasonable accountants’, actuaries’, and attorneys’ and
paralegals’ fees and disbursements arising from or related to the inaccuracy of the representation in clause (i) or the
breach of the covenant in clause (ii).

(f) For purposes of section 9(e), ‘‘Indemnified Persons’’ means: (i) the Company and the other members of the
Broader Group; (ii) the Board; (iii) the board of directors or other governing body of any member of the Broader
Group; (iv) each Committee; (v) each Director, Officer, and Employee who is a member of the Board, the board of
directors or other governing body of any member of the Broader Group, or any Committee; and (vi) each Director,
Officer, and Employee who acts on behalf of the Board, the board of directors or other governing body of any mem-
ber of the Broader Group, or any Committee.

(g) The provisions of section 9(e) will not apply if: (i) the Shares have already been registered under a then-
effective registration statement under the Exchange Act; or (ii) the Company’s counsel delivers a written opinion ad-
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dressed to the Board that it is more likely than not that the issuance of Shares is exempt from the registration re-
quirements of the Exchange Act, or that any action in section 9(e)(i)-(ii) does not have to be taken under Applicable
Requirements.

10. Adjustments of Awards on Equity Restructuring Events.

(a) The provisions of section 10(a)-(e) will apply upon the occurrence of one or more of the following equity re-
structuring events with respect to the Company: (i) combination; (ii) consolidation; (iii) dissolution; (iv) exchange of
Shares; (v) merger; (vi) partial or complete liquidation; (vii) recapitalization: (viii) reclassification; (ix) reorganiza-
tion; (x) repurchase or exchange of stock; (xi) separation; (xii) spin-off; (xiii) split-off; (xiv) split-up; (xv) stock divi-
dend; (xvi) stock split; (xvii) reverse stock split; (xviii) special and nonrecurring dividend or distribution, whether in
cash, securities, or other property; (xix) warrants or rights offering to purchase Shares at a price substantially below
Fair Market Value; or (xx) other corporate event, distribution, or equity restructuring event. If the occurrence of one
or more of the foregoing events affects the Common Stock so that an adjustment is necessary or appropriate to pre-
vent the dilution or enlargement of Grantees’ rights, then subject to Applicable Requirements the Administrator or
Board [Alternative 1: in its exclusive discretion may adjust all or any portion of one or more of the following:]
[Alternative 2: shall adjust all or any portion of one or more of the following as determined by the Administrator or
Board in its exclusive discretion:]

(i) the number of shares and classes of stock available thereafter for Awards in the aggregate to all Grantees
and individually to any Grantee;

(ii) the number of shares and classes of stock available thereafter for Incentive Stock Options in the aggregate
to all Grantees and individually to any Grantee;

(iii) the number of shares and classes of stock available thereafter for Awards under section 2(c)(i) per indi-
vidual Employee;

(iv) the number and value of shares and classes of stock available thereafter for Awards under section 2(d) to
all Directors and individually to any Director;

(v) the number of shares and classes of stock to be issued for outstanding Awards; and
(vi) the exercise price of any Option, SAR, and the purchase price of Restricted Stock.

(b) [Alternative 1: For Options and SARs, and subject to section 8, the Administrator or Board shall determine
whether the dilution or enlargement of Grantees’ rights will occur by using the values required by financial account-
ing standards to avoid a charge to earnings.] [Alternative 2: For Options and SARs, and subject to section 8, the Ad-
ministrator or Board in its exclusive discretion shall determine whether the dilution or enlargement of Grantees’
rights will occur by using intrinsic values, fair values, time values, or any combination thereof.]

(c) On a stock split (including a reverse stock split) or stock dividend the only effect of which is to increase or de-
crease on a pro-rata basis the number of Shares subject to Options or SARs, the Administrator or Board [Alternative
1: in its exclusive discretion may] [Alternative 2: shall] proportionally adjust the exercise price and number of Shares
subject to the Options or SARs and maintain the aggregate exercise price after the adjustment at not less than the
aggregate exercise price before the stock split or dividend.

(d) The Administrator or Board shall not make any adjustment:
(i) to the exercise price of an Option or SAR that causes the exercise price to be less than the Fair Market Value

of the underlying Shares on the Grant Date, and results in the loss of exemption from Code Section 409A;
(ii) to the exercise price of an Option or SAR that causes the exercise price to be less than the Fair Market Value

of the underlying Shares on the date of a modification to the Option or SAR under Code Section 409A, and results
in the loss of exemption from Code Section 409A;

(iii) to an Incentive Stock Option that constitutes an extension, modification, or renewal thereof, and results in
the loss of Incentive Stock Option status;

(iv) that causes the loss of deductibility under Code Section 162(m) for Awards intended to qualify as
performance-based compensation under Code Section 162(m); or

(v) that adversely affects the exemption under Rule 16b-3 of the Exchange Act.

(e) When the Administrator or Board makes an adjustment under this section 10 that affects the number of Shares
subject to an Award, the number of Shares will be rounded down to the next whole number.

11. Effective Date and Term.

(a) Subject to Applicable Requirements and the shareholder approval requirements of section 13, the Plan will be
effective on the earlier of: (i) its adoption by the Board; and (ii) its approval by Company’s shareholders within the
time period set forth in this section 11(a) (the ‘‘Effective Date’’). Before the Company obtains shareholder approval,
the Administrator or Board may grant Awards subject to shareholder approval, but the Company shall not issue
Shares until shareholder approval occurs. If the Company does not obtain shareholder approval at or before the first
annual meeting of shareholders to occur after the Board’s adoption of the Plan, the Plan and any Awards will termi-
nate effective retroactive to the Grant Date of the first Award.

(b) The grant of Incentive Stock Options is subject to approval of the Plan by the Company’s shareholders no more
than twelve months before, or no later than twelve months after, the Board’s adoption of the Plan. Until the Company
obtains shareholder approval, a Grantee shall not exercise any Incentive Stock Options. If the Company does not
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timely obtain shareholder approval, any previously granted Incentive Stock Options will terminate effective retroac-
tive to the Grant Date.

(c) The Plan will terminate on the earliest of: (i) ten years after the Effective Date; (ii) all Shares available for is-
suance under the Plan have been issued and all restrictions on the Shares have lapsed; and (iii) its termination under
section 12(a).

12. Plan Amendment, Suspension, and Termination.

(a) The Board in its exclusive discretion may amend or suspend the Plan one or more times, and terminate the
Plan at any time. To the extent required by Applicable Requirements or the Plan, the Company shall obtain share-
holder approval of any amendment, suspension, or termination.

(b) The Administrator and Board shall not grant Awards during any suspension of the Plan, and after its termina-
tion.

(c) Any suspension or termination of the Plan will not affect the term of Awards then outstanding.

(d) [Alternative 1: Any amendment, suspension, or termination of the Plan (a ‘‘Change’’) must not have a
[Alternative A: Material] [Alternative B: Significant] adverse effect on: (i) outstanding Awards granted before the
Change without the Grantee’s written consent, or outstanding Award Agreements signed before the Change without
the Grantee’s written consent; (ii) the Grantee’s indemnification obligations under section 9(e) for representations
and covenants made before the Change; (iii) the Company’s indemnification obligations under section 18 for acts and
omissions that occurred before the Change; and (iv) the Company’s obligations under section 18 to pay Fees for Fees
for indemnification obligations that accrued before the Change.] [Use Alternative 1 with Alternative 1 of section
3(b)(viii)] [Alternative 2: The following provisions govern the effect of any amendment, suspension, or termination
of the Plan. (i) Any amendment, suspension, or termination of the Plan (a ‘‘Change’’) must not have a [Alternative A:
Material] [Alternative B: Significant] adverse effect on: (A) outstanding Awards granted before the Change without
the Grantee’s written consent, or outstanding Award Agreements signed before the Change without the Grantee’s
written consent; (B) the Grantee’s indemnification obligations under section 9(e) for representations and covenants
made before the Change; (C) the Company’s indemnification obligations under section 18 for acts and omissions that
occurred before the Change; or (D) the Company’s obligations under section 18 to pay Fees for Fees for indemnifi-
cation obligations that accrued before the Change. (ii) Notwithstanding section 12(d)(i)(A), regardless of an amend-
ment’s effect on any Award or Award Agreement, the Board may amend the Plan to: (A) maintain an Option’s status
as an Incentive Stock Option; (B) satisfy the requirements of Code Section 409A or an exemption thereto; (C) pro-
tect against the loss of deductibility under Code Section 162(m) for Awards intended to qualify as deductible
performance-based compensation; or (D) comply with any Applicable Requirement or financial accounting stan-
dard.] [Use Alternative 2 with Alternative 2 of section 3(b)(viii)] [Alternative 3: The following provisions govern the
effect of any amendment, suspension, or termination of the Plan. (i) Any amendment, suspension, or termination of
the Plan (a ‘‘Change’’) must not have a [Alternative A: Material] [Alternative B: Significant] adverse effect on: (A)
outstanding Awards granted before the Change without the Grantee’s written consent, or outstanding Award Agree-
ments signed before the Change without the Grantee’s written consent; (B) the Grantee’s indemnification obligations
under section 9(e) for representations and covenants made before the Change; (C) the Company’s indemnification
obligations under section 18 for acts and omissions that occurred before the Change; or (D) the Company’s obliga-
tions under section 18 to pay Fees for Fees for indemnification obligations that accrued before the Change. (ii) Not-
withstanding section 12(d)(i)(A), regardless of an amendment’s effect on any Award or Award Agreement, the Board
may amend the Plan to: (A) maintain an Option’s status as an Incentive Stock Option; (B) satisfy the requirements of
Code Section 409A or an exemption thereto; (C) protect against the loss of deductibility under Code Section 162(m)
for Awards intended to qualify as deductible performance-based compensation; (D) comply with any Applicable Re-
quirement or financial accounting standard; (E) take into account unusual or nonrecurring events or market condi-
tions; (F) take into account any of the events listed in section 10(a); or (G) take into account [Alternative A: Mate-
rial] [Alternative B: Significant] acquisitions or dispositions by the Company.] [use Alternative 3 with Alternative 3
of section 3(b)(viii)]

13. Shareholder Approval.

(a) If the listing requirements of a Securities Market require shareholder approval of the Plan before the Plan be-
comes effective, the Plan will not be effective until the Company obtains shareholder approval in accordance with
these requirements.

(b) If the listing requirements of a Securities Market require shareholder approval of any material amendment to
the Plan, the amendment will not be effective until the Company obtains shareholder approval in accordance with
these requirements. For purposes of this section 13(b), the rules of the Securities Market will determine whether an
amendment is material.

(c) The Company shall obtain shareholder approval of any amendment to the Plan that: (i) increases the maxi-
mum number of Shares that may be issued under Incentive Stock Options (other than an increase that reflects a
change in the number of outstanding Shares, e.g., a stock dividend or stock split); (ii) changes the designation of
Employees or class or classes of Employees eligible to receive Incentive Stock Options; or (iii) changes the granting
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corporation or the stock available for purchase or award. The Company shall obtain shareholder approval no more
than twelve months before or no later than twelve months after the date of the Board’s adoption of the amendment.

(d) The shareholder approval under section 13(c) must comply with the Company’s charter and by-laws, and Dela-
ware Law prescribing the method and degree of shareholder approval required for the issuance of corporate stock
or options.

(e) The Company in its exclusive discretion may obtain shareholder approval to the extent necessary to qualify an
Award as deductible qualified performance-based compensation under Code Section 162(m) in accordance with the
following requirements:

(i) For Awards of Options and SARs, the shareholders must approve: (A) the Plan; (B) the class of Employees
to whom the Plan applies; (C) the exercise price or formula or method by which the exercise price is determined
(e.g., Fair Market Value on the Grant Date); and (D) the maximum number of Shares that the Company may is-
sue under Options, SARs, and Restricted Stock per individual Employee [Alternative 1: in a calendar year]
[Alternative 2: in the Company’s fiscal year].

(ii) For Awards of Restricted Stock for which vesting is subject to the attainment of one or more performance
goals, the shareholders must approve: (A) the Plan; (B) the class of Employees to whom the Plan applies; (C) the
material terms of the performance goal or goals under which the Restricted Stock vests, and the business criteria
used to set the performance goal or goals; (D) any formula or method used to calculate the amount of the Re-
stricted Stock awarded to an Employee that vests if the performance goal or goals are attained; and (E) the maxi-
mum number of Shares that the Company may issue under Options, SARs, and Restricted Stock per individual
Employee [Alternative 1: in a calendar year] [Alternative 2: in the Company’s fiscal year].

(iii) The shareholders must approve any increase in the maximum number of Shares that the Company may is-
sue under Options, SARs, and Restricted Stock per individual Employee [Alternative 1: in a calendar year]
[Alternative 2: in the Company’s fiscal year].

(iv) If the Company wishes to retain its discretion to grant Awards that qualify as deductible performance-based
compensation, the Company must again obtain shareholder approval at the first shareholder meeting that occurs
in the fifth year after the year in which the shareholders last provided their approval, or at any earlier meeting
designated by the Board.

(v) Shareholder approval must occur in a separate vote in which a majority of the votes cast on the issue (in-
cluding abstentions to the extent abstentions are counted as voting under Delaware Law) are cast in favor of ap-
proval.

(f) Except as otherwise provided in section 8 or 10, in the absence of shareholder approval the Administrator or
Board shall not: (i) change the terms of outstanding Options or SARs to reduce the exercise price; (ii) cancel any
outstanding Options or SARs in exchange for Options or SARs with a lower exercise price than the exercise price of
the original Options or SARs; (iii) cancel outstanding Options or SARs with an exercise price greater than the cur-
rent Fair Market Value of Shares in exchange for cash or other securities; or (iv) if the Shares are traded on a Secu-
rities Market, take any action that is a repricing under the shareholder approval rules of the Securities Market.

14. Unfunded Status. The obligations of the Company and the other members of the Broader Group under the Plan
and any Award or Award Agreement are unfunded and unsecured. Grantees will not have any interest in the assets
of the Company and the other members of the Broader Group. The Company and the other members of the Broader
Group will not have any obligation to segregate its assets for the benefit of any Grantee. Each Grantee will have only
a contractual right to the benefits under the Plan and any Award or Award Agreement, and will be a general unse-
cured creditor of the Company and the other members of the Broader Group.

15. No Effect on Service Relationship. The Plan and any Award or Award Agreement do not: (a) give any Grantee
any right regarding the Grantee’s service with the Company or any other member of the Broader Group; (b) limit any
Grantee’s right, or the right of the Company or any other member of the Broader Group, to terminate the Grantee’s
service; or (c) limit the right of the Company and any other member of the Broader Group to change the terms of the
Grantee’s service.

16. No Effect on Compensation Plans. Except as otherwise provided in a governing document of a Compensation
Plan, the income and gain that a Grantee realizes or recognizes under any Award are not compensation for determin-
ing the contributions and benefits under any other Compensation Plan. For purposes of this section 16, ‘‘Compensa-
tion Plan’’ means, with respect to the Company and the other members of the Broader Group, any bonus plan,
change-in-control plan, deferred compensation plan, disability plan, equity compensation plan, incentive plan, life in-
surance plan, retirement plan, severance plan, or any other welfare benefit plan.

17. Payment of Expenses. The Company shall pay the reasonable expenses of the Plan’s administration incurred
by the Board, each Committee, and each Director, Officer, and Employee who is a member of the Board or a Com-
mittee or who acts on behalf of the Board or a Committee.

18. Indemnification and Advancement.

(a) The Company shall indemnify the Board, each Committee, and each Director, Officer, and Employee who is a
member of the Board or a Committee or who acts on behalf of the Board or a Committee (each, an ‘‘Indemnitee’’)
against all assessments, claims, costs, damages, expenses, fines, judgments, liabilities, losses, penalties, and reason-
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able accountants’, actuaries’, and attorneys’ and paralegals’ fees and disbursements arising from or related to any act
or omission in the Plan’s administration, other than an act or omission due to the Indemnitee’s gross negligence or
intentional misconduct (the ‘‘Indemnified Amounts’’).

(b) (i) The Company shall pay the Indemnified Amounts incurred by the Indemnitee in defending any administra-
tive, civil, or criminal action, audit, investigation, proceeding, or suit (an ‘‘Indemnified Proceeding’’) in advance of
its final disposition (the ‘‘Advanced Amounts’’). The Company’s obligation to pay the Advanced Amounts applies to
pending, ongoing, and threatened Indemnified Proceedings.

(ii) Before the Company pays the first Advanced Amounts to an Indemnitee for any Indemnified Proceeding,
the Indemnitee shall provide the Company with a written undertaking to repay the Advanced Amounts and inter-
est thereon if a Juridical Body determines in a final and nonappealable judgment that the Indemnitee is not en-
titled to indemnification. The Indemnitee shall pay interest on the repayment at the rate under Code Section
7872(f)(2)(A) from the date that the Company paid the Advanced Amounts to the date of repayment.

(iii) The Company shall pay the Advanced Amounts regardless of the Indemnitee’s financial ability to make re-
payment, and without regard to whether the Company ultimately has an indemnification obligation.

(iv) The Company shall pay the Advanced Amounts within thirty days after its receipt of each statement from
the Indemnitee describing the Advanced Amounts in reasonable detail and requesting payment thereof.

(v) Without diminution of the Indemnitee’s rights under this section 18, the Company shall provide indemnifi-
cation and advancement to the Indemnitee before and after Separation From Service at least to the same extent
that the Company provides indemnification and advancement to its then-active senior executive officers.

(c) The Indemnitee shall provide the Company with written notice of any claim made against the Indemnitee aris-
ing from or related to any act or omission in the Plan’s administration. The Indemnitee shall provide the written no-
tice within ten days after learning of the claim. If both the Indemnitee and the Administrator, Board, or Company are
named parties to the claim, the Indemnitee’s failure to timely provide the written notice will not relieve the Company
of its obligations under this section 18, nor create any liability from the Indemnitee to the Administrator, Board, or
Company. If the Indemnitee does not timely provide the written notice in any other situation, this failure will not re-
lieve the Company of its obligations under this section 18 except to the extent that the failure has Materially preju-
diced the Administrator’s, Board’s, or Company’s rights.

(d) The Company in its exclusive discretion may assume the defense of any Indemnified Proceeding, and the In-
demnitee shall reasonably cooperate with the Company in conducting the defense. If the Indemnitee [Alternative 1:
reasonably determines] [Alternative 2: determines in good faith] that there is an actual or potential conflict of inter-
est between the Administrator, Board, the Company, any other member of the Broader Group, and the Indemnitee in
the defense of an Indemnified Proceeding, the Indemnitee shall provide the Company with written notice of the ac-
tual or potential conflict of interest. After providing the written notice, the Indemnitee shall obtain separate represen-
tation at the Company’s expense by counsel selected by the Indemnitee. To the extent consistent with the Indemni-
tee’s separate defense and representation, the Indemnitee’s counsel shall cooperate and coordinate with the Admin-
istrator, Board, the Company and any other member of the Broader Group, and the Administrator’s counsel, the
Board’s counsel, the Company’s counsel, and any other member of the Broader Group’s counsel in conducting a joint
defense and in minimizing the expense of separate representation.

(e) The Company will not have any obligations under this section 18 for any settlement of an Indemnified Pro-
ceeding entered into by any Indemnitee without the Company’s written consent.

(f) If an Indemnitee brings an action to recover on claims for any indemnification or advancement obligation of
the Company under this section 18, the Company shall also indemnify the Indemnitee against all reasonable accoun-
tants’, actuaries’, and attorneys’ and paralegals’ fees and disbursements incurred by the Indemnitee in bringing the
claims for indemnification and advancement on which the Indemnitee substantially prevails (‘‘Fees for Fees’’). The
amount indemnified for the reasonable fees component of Fees for Fees cannot exceed the Maximum Fees, and the
amount indemnified for the reasonable disbursements component of Fees for Fees cannot exceed the Maximum Dis-
bursements. The Company shall indemnify the reasonable disbursements component without regard to whether the
Indemnitee pays the disbursements directly, or the Firms pay the disbursements.

(g) For purposes of section 18(f), ‘‘Maximum Fees’’ means the product of the average hourly rate for each group
of personnel based in the United States (‘‘Personnel’’) in each group of Firms multiplied by the number of hours
billed to the Indemnitee by the firm retained by the Indemnitee. The average hourly rate for each group of Personnel
will be the average hourly rate for that group in: (i) the ten largest accounting firms with one or more offices in the
United States as determined by the annual gross revenues of the office or offices in the United States; (ii) the ten
largest actuarial firms (including without limitation the actuarial departments of accounting and consulting firms)
with one or more offices in the United States as determined by the annual gross revenues of the office or offices in
the United States; and (iii) the ten largest law firms with one or more offices in the United States as determined by
the annual gross revenues of the office or offices in the United States (the ‘‘Firms’’). The classification of each group
of Personnel will be by the following years of experience in the group’s area of expertise: one or more, five or more,
ten or more, fifteen or more, twenty or more, twenty-five or more, and thirty or more.

(h) For purposes of section 18(f), ‘‘Maximum Disbursements’’ means the reasonable costs and expenses custom-
arily billed by each group of Firms to their clients in addition to the hourly rates of Personnel, including without limi-
tation reasonable charges for court reporters, stenographers, and transcribers, electronic research services, expert
witnesses, faxes, filing fees, investigators, lodging, meals, messengers, overnight delivery, overtime for support staff,
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photocopying, postage, preparation of exhibits, telephone calls, transcripts in any medium, translators, and transpor-
tation.

(i) The Company shall pay the Fees for Fees within sixty days after: (i) entry of a final and nonappealable judg-
ment for an award of Fees for Fees; or (ii) the signing of a final and nonappealable settlement agreement for pay-
ment of Fees for Fees.

(j) If the Company’s obligation to pay Fees for Fees is triggered on an Indemnitee’s Separation From Service, and
if the Indemnitee is a specified employee under Code Section 409A(a)(2)(B)(i) on the date of Separation From Ser-
vice, then the Company shall take the following actions. To the extent that the Fees for Fees are nonqualified de-
ferred compensation under Code Section 409A, the Company shall withhold the payments to which the Indemnitee
would be entitled from the date of Separation From Service through the end of the sixth month after the date of
Separation From Service (the time period, the ‘‘Indemnitee’s Fees for Fees Holdback Period’’) (the withheld
amounts, the ‘‘Indemnitee’s Fees for Fees Holdback Amounts’’). The Company shall pay the Indemnitee’s Fees for
Fees Holdback Amounts in a single lump sum on the first business day of the seventh month after the date of Sepa-
ration From Service, or if earlier, within thirty days after the date of the Indemnitee’s death after the date of Separa-
tion From Service (the ‘‘Indemnitee’s Fees for Fees Delayed Payment Date’’). If the Company withholds the Indem-
nitee’s Fees for Fees Holdback Amounts during the Indemnitee’s Fees for Fees Holdback Period, the Indemnitee may
pay any indemnified amount during the Indemnitee’s Fees for Fees Holdback Period, and receive reimbursement on
the Indemnitee’s Fees for Fees Delayed Payment Date.

(k) The Company shall also pay interest on each Indemnitee’s Fees for Fees Holdback Amount from the last day
that each Indemnitee’s Fees for Fees Holdback Amount would have been paid during the Indemnitee’s Fees for Fees
Holdback Period to the Indemnitee’s Fees for Fees Delayed Payment Date. The interest rate will be the rate under
Code Section 7872(f)(2)(A) as of the sixtieth day after the Indemnitee’s date of Separation From Service. The Com-
pany shall pay the accrued interest on the Indemnitee’s Fees for Fees Delayed Payment Date.

(l) The Company’s payment of Fees for Fees during an Indemnitee’s taxable year will not affect any other expenses
eligible for reimbursement or in-kind benefits to be provided in any other taxable year.

(m) An Indemnitee’s right to payment of Fees for Fees will not be subject to liquidation or exchange for another
benefit.

(n) To the extent that any Fees for Fees are nonqualified deferred compensation under Code Section 409A: (i) each
separately identified amount will be treated as a separate payment; and (ii) any series of installment payments will
be treated as a right to a series of separate payments, and not one of a series of payments treated as a single pay-
ment.

(o) The Company’s obligation to pay Fees for Fees will apply from the date that an Indemnitee first has the right
to act in the Plan’s administration until expiration of the applicable statute of limitations as it may be tolled or ex-
tended for each claim to which the Indemnitee is entitled to indemnification, advancement, or the payment of inter-
est (the ‘‘Claim Period’’). If a claim is made within the Claim Period, the obligation to pay Fees for Fees will continue
beyond the Claim Period until the final and nonappealable resolution of the claim.

19. Governing Law. Except as to matters of federal law, the provisions and administration of the Plan are governed
by the Laws of the State of Delaware regardless of the Laws that otherwise apply under principles of conflict of laws.

20. Compliance With Applicable Requirements and Laws.

(a) The Administrator and Board shall administer, construe, and interpret the Plan and each Award and Award
Agreement, and exercise its authority and discretion, to satisfy Applicable Requirements.

(b) For Awards granted to Insiders when any class of equity security of the Company is registered under Section
12 of the Exchange Act, or any similar state, local, or foreign law:

(i) the Plan is intended to satisfy Rule 16b-3;
(ii) all transactions involving Grantees who are covered by Section 16(b) of the Exchange Act are subject to the

provisions of Rule 16b-3 without regard to whether these provisions are set forth in the Plan; and
(iii) any provision of the Plan that conflicts with Rule 16b-3 does not apply to the extent of the conflict.

(c) If any provision of the Plan, or an Award or Award Agreement, conflicts with the requirements of Code Sec-
tion 162(m) for Awards intended to satisfy the requirements for deductible performance-based compensation, that
provision does not apply to the extent of the conflict.

(d) If any provision of the Plan, or an Award or Award Agreement, conflicts with the requirements of Code Sec-
tion 422 for Awards intended to be Incentive Stock Options, and the Plan does not otherwise provide for or recog-
nize the loss of Incentive Stock Option status, that provision does not apply to the extent of the conflict.

(e) The following provisions govern the application of Code Section 409A:
(i) The Administrator and Board shall administer, construe, and interpret the Plan, and exercise each one’s au-

thority and discretion, to satisfy the requirements of Code Section 409A or an exemption thereto.
(ii) Notwithstanding any other provision of the Plan, or an Award or Award Agreement, the Company, the other

members of the Broader Group, the Administrator, and the Board do not make any representation or warranty
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that the provisions and administration of the Plan satisfy the requirements of Code Section 409A or any exemp-
tion thereto.

(iii) Notwithstanding any other provision of the Plan, or an Award or Award Agreement, if as a result of the
conversion of an Incentive Stock Option to a Nonqualified Stock Option, the Option would no longer satisfy the
requirements of Code Section 409A or any exemption thereto, the Incentive Stock Option will terminate on the
date that it no longer qualifies as an Incentive Stock Option.

(f) If there is any conflict between the Plan and an Award or Award Agreement, the Plan will control. The Admin-
istrator and Board shall administer, construe, and interpret the provisions of the Award and Award Agreement to
minimize or eliminate any conflict.

(g) Any reference to a statute includes the rules and regulations promulgated thereunder.

(h) Any reference to a statutory or regulatory provision includes the provision as amended, supplemented, or re-
placed.

(i) The Administrator and Board shall administer, construe, and interpret the provisions of the Plan and each
Award and Award Agreement to be enforceable under Law.

(i) If a Juridical Body with competent jurisdiction to determine the enforceability of a provision determines that
the provision is unenforceable, then to the extent permitted by Law the Juridical Body is to revise the provision to
the minimum extent necessary to make it enforceable, or disregard the provision to the extent that revision is not
permitted by Law.

(ii) Regardless of whether a Juridical Body revises or disregards an unenforceable provision, the Juridical
Body’s action will not affect the enforceability of any other provision of the Plan. In addition, the unenforceable
provision will remain as written in all circumstances other than the ones in which the Juridical Body determines it
to be unenforceable.

21. Electronic Delivery and Signatures.

(a) The Company or Administrator in its exclusive discretion may deliver any documents related to an Award,
Award Agreement, or the Plan through an on-line or electronic system maintained by the Company or other member
of the Broader Group, or by a third-party designated by the Company or Administrator.

(b) If requested by the Company or Administrator, a Grantee shall: (i) accept delivery of any documents related to
an Award, Award Agreement, or the Plan through an on-line or electronic system maintained by the Company or
other member of the Broader Group, or by a third-party designated by the Company or Administrator; and (ii) par-
ticipate in the Plan through an on-line or electronic system maintained by the Company or other member of the
Broader Group, or by a third-party designated by the Company or Administrator.

(c) Any reference in an Award, Award Agreement, or the Plan to a written document includes without limitation
any document: (i) delivered electronically; or (ii) posted on an on-line or electronic system maintained by the Com-
pany or other member of the Broader Group, or by a third-party designated by the Company or Administrator.

(d) The Company, Administrator, and any Grantee may use facsimile and PDF signatures in signing any docu-
ments related to an Award, Award Agreement, or the Plan. The Company, other members of the Broader Group, Ad-
ministrator, Board, and each Grantee are bound by facsimile and PDF signatures, and acknowledge that the other
party or parties rely on facsimile and PDF signatures.

22. Headings and Captions. The headings and captions in the Plan are used only for convenience, and do not con-
strue, define, expand, interpret, or limit any provision of the Plan.

23. Gender and Number. Whenever the context may require, any pronoun includes the corresponding masculine,
feminine, or neuter form, and the singular includes the plural and vice versa.

24. Construction. The Administrator and Board shall not construe or interpret the terms ‘‘includes,’’ ‘‘including,’’
‘‘includes without limitation,’’ and ‘‘including without limitation’’ to limit any provision or item that precedes or fol-
lows these terms to the specific or similar provisions or items that follow these terms. The principle of ejusdem ge-
neris will not apply when any of these terms are used.

25. Definitions. The following terms have the following definitions:

(a) ‘‘Administrator’’ means one or more of the Board, the Director and Officer Committee, and the Regular Com-
mittee.

(b) ‘‘Applicable Requirements’’ means the requirements for equity compensation plans or any Award or Award
Agreement under: (i) federal corporate, employee benefits, employment, executive compensation, and securities
Laws; (ii) the Code; (iii) state corporate, employee benefits, employment, executive compensation, securities, and Tax
Laws; (iv) the rules of any Securities Market on which the Shares are traded; and (v) the laws of any foreign jurisdic-
tion.
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(c) ‘‘Award’’ means the Options, SARs, or Restricted Stock actually granted under the Plan, or the determination
to make one or more grants of Options, SARs, or Restricted Stock under the Plan.

(d) ‘‘Award Agreement’’ means the written agreement for an Award signed by the Grantee, the Company, and any
other member of the Broader Group to which the Grantee primarily provides services on the Grant Date. An Award
Agreement includes any amendments thereto.

(e) ‘‘Board’’ means the Company’s board of directors.

(f) ‘‘Broader Group’’ means the Company and each Broader Related Entity, Employer Corporation, Parent of the
Company or an Employer Corporation, Related Entity, Related Parent, and Subsidiary of the Company or an Em-
ployer Corporation.

(g) ‘‘Broader Related Entity’’ means: (i) a corporation that is a member of the same controlled group of corpora-
tions as the Company under Code Section 414(b). In applying Code Section 1563(a)(1)-(3), the language ‘‘at least 50
percent’’ is to be used instead of ‘‘at least 80 percent’’ each place it appears in Code Section 1563(a)(1)-(3); and (ii) a
Person that is a member of the same group of trades or businesses under common control as the Company under
Code Section 414(c). In applying Treasury Regulation Section 1.414(c)-2, the language ‘‘at least 50 percent’’ is to be
used instead of ‘‘at least 80 percent’’ each place it appears in Treasury Regulation Section 1.414(c)-2. Whenever the
Plan refers to a Broader Related Entity by reference to a Person other than the Company, that Person is to be substi-
tuted for the term ‘‘Company’’ in this section 25(g).

(h) ‘‘Cause’’ means a Grantee’s Involuntary Separation From Service for cause as defined in a then-effective writ-
ten agreement between the Company or a Broader Related Entity and the Grantee, or as defined in a then-effective
written policy of the Company or a Broader Related Entity that is binding on the Grantee. In the absence of a then-
effective agreement or policy that defines cause, and except as otherwise provided in an Award or Award Agreement,
Cause means an Involuntary Separation From Service when the following requirements are satisfied:

(i) The Company or Broader Related Entity to which the Grantee primarily provides services terminates the
Grantee’s service within two years after the occurrence of any of the following events:

(A) [Alternative 1: the entry by a trial court of a final judgment of conviction of the Grantee of a felony as
defined under the laws of the United States or in the jurisdiction in which the crime was committed.]
[Alternative 2: the entry by a trial court of a final judgment of conviction of the Grantee of a felony as defined
under the laws of the United States or in the jurisdiction of the Company’s principal place of business.] The en-
try of the final judgment may occur after trial or as a result of a guilty plea. Cause will exist without regard to
whether the Grantee appeals the judgment;

(B) [Alternative 1: the Grantee’s entry of a plea of nolo contendere to a felony as defined under the laws of
the United States or in the jurisdiction in which the alleged crime was committed, and without regard to
whether the Grantee appeals the judgment;] [Alternative 2: the Grantee’s entry of a plea of nolo contendere to
a felony as defined under the laws of the United States or in the jurisdiction of the Company’s principal place
of business, and without regard to whether the Grantee appeals the judgment;]

(C) the issuance of a final award, judgment, or order by a Juridical Body that disqualifies or bars the Grantee
from satisfying any [Alternative 1: Material] [Alternative 2: Significant] obligation to the Company or Broader
Related Entity for more than sixty consecutive days, or sixty days in a 120 consecutive day period, without re-
gard to whether the Grantee appeals the award, judgment, or order;

(D) the issuance of a final determination by a Juridical Body that the Grantee violated one or more securi-
ties Laws, without regard to whether the determination was made after a hearing or trial, or on consent with-
out admitting or denying any allegation of wrongdoing, and without regard to whether the Grantee appeals the
determination;

(E) the Grantee’s intentional violation of any Law that causes or threatens to cause a [Alternative 1: Mate-
rial] [Alternative 2: Significant] loss to any business of the Company or any Broader Related Entity. This provi-
sion does not apply to a violation subject only to a monetary fine not to exceed $5,000;

(F) the Grantee’s violation of any Law governing any business of the Company or Broader Related Entity.
This section 25(h)(i)(F) does not apply if the Grantee acted: (I) in accordance with the written direction or policy
of the Board or governing body of the Broader Related Entity; or (II) in reliance on the written advice of the
Company’s or Broader Related Entity’s counsel as requested by the Board or governing body of the Broader
Related Entity;

(G) [Alternative 1: the Grantee is arrested or charged with a felony as defined in the jurisdiction in which the
alleged crime was committed, and the arrest or charge results in substantial adverse publicity to the Company
or any Broader Related Entity;] [Alternative 2: the Grantee is arrested or charged with a felony as defined in the
jurisdiction in which the alleged crime was committed;]

(H) the Grantee’s failure to obtain or maintain the professional qualifications necessary to perform the
Grantee’s service as a reasonable person in the Company’s or Broader Related Entity’s position would deter-
mine, including without limitation the licenses and registrations required by Government Bodies and self-
regulatory organizations;

(I) the Grantee’s failure, other than due to Disability, to perform satisfactorily any [Alternative 1: Material]
[Alternative 2: Significant] duty on a regular basis. This provision does not apply solely to the Grantee’s failure
to attain one or more performance goals, or solely to the Company’s or Broader Related Entity’s economic per-
formance;
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(J) the Grantee’s failure, other than due to Disability, to carry out the Board’s or a Broader Related Entity’s
governing body’s reasonable and achievable business directions that are consistent with the Grantee’s position
and Law;

(K) the Grantee’s [Alternative 1: Material] [Alternative 2: Significant] violation of any policy, including with-
out limitation the Company’s or Broader Related Entity’s code of conduct, that generally applies to the Compa-
ny’s or Broader Related Entity’s employees, or to a group of employees that includes the Grantee, and the vio-
lation causes or threatens to cause a [Alternative 1: Material] [Alternative 2: Significant] loss to any business of
the Company or any Broader Related Entity. This section 25(h)(i)(K) applies only if the Company or Broader
Related Entity provided the Grantee with written notice of the policy before the violation occurred;

(L) the Grantee’s violation of any statutory or common law duty of loyalty to the Company or Broader Re-
lated Entity, and the violation causes or threatens to cause a [Alternative 1: Material] [Alternative 2: Signifi-
cant] loss to any business of the Company or any Broader Related Entity;

(M) the Grantee’s receipt of written notice from the Board or governing body of the Broader Related Entity
requesting the Grantee’s cooperation in any internal investigation, or investigation by any Government Body,
into the business practices of the Grantee, Company, or any Broader Related Entity (an ‘‘Investigation’’), and
the Grantee’s failure to cooperate. Failure to cooperate includes without limitation the Grantee’s refusal to be
deposed or testify at a hearing or trial. Notwithstanding the foregoing provisions of this section 25(h)(i)(M), the
Grantee does not have any obligation to waive the attorney-client privilege for communications between the
Grantee and the Grantee’s counsel, or the Grantee’s constitutional privilege against self-incrimination;

(N) the Grantee’s intentional destruction, or intentional failure to preserve documents or other material
known by the Grantee to be relevant to any Investigation;

(O) the Grantee’s inducement or encouragement of any Person not to cooperate in any Investigation or pro-
duce documents or other material in any Investigation;

(P) any act or omission by the Grantee that results in any stock of the Company or any Broader Related En-
tity being delisted for trading on a Securities Market;

(Q) (I) any act or omission by the Grantee that the Grantee intends to cause or threaten to cause a
[Alternative 1: Material] [Alternative 2: Significant] loss to any business of the Company or any Broader Re-
lated Entity; (II) any act or omission by the Grantee that constitutes gross negligence and causes or threatens
to cause a [Alternative 1: Material] [Alternative 2: Significant] loss to any business of the Company or any
Broader Related Entity; or (III) multiple acts or omissions by the Grantee that constitute negligence and cause
or threaten to cause a [Alternative 1: Material] [Alternative 2: Significant] loss to any business of the Company
or any Broader Related Entity;

(R) the Grantee’s appropriation of any business opportunity of the Company or any Broader Related Entity
for the Grantee’s personal benefit, the benefit of a member of the Grantee’s Immediate Family, or the benefit
of a Family Entity;

(S) the Grantee’s intentional interference with any business of the Company or any Broader Related Entity,
and the interference causes or threatens to cause a [Alternative 1: Material] [Alternative 2: Significant] loss to
that business;

(T) (I) the Grantee intentionally falsifies any information given to a Director or Officer of the Company, or a
member of the governing body or Officer of any Broader Related Entity; (II) the Grantee intentionally misleads
a Director or Officer of the Company, or a member of the other governing body or Officer of any Broader Re-
lated Entity, regarding any [Alternative 1: Material] [Alternative 2: Significant] matter; or (III) the Grantee in-
tentionally provides a false certification to the Company or any Broader Related Entity pertaining to its finan-
cial statements;

(U) any act by the Grantee directed against the Company or any Broader Related Entity of bribery, embezzle-
ment, fraud, misappropriation of assets, or receipt of kickbacks. This section 25(h)(i)(U) will not apply to any
good faith dispute involving the Grantee’s claim for reimbursement of business expenses; or

(V) to the extent not covered by the prior provisions of this section 25(h)(i), the Grantee has made a misrep-
resentation inducing the Grantee’s appointment as a Director, or has failed to attend meetings of the Directors
on a regular basis after receipt of proper notice of the meetings in advance.

(W) In furtherance and not in limitation of this section 25(h)(i), a [Alternative 1: Material] [Alternative 2:
Significant] loss includes without limitation the Company’s or any Broader Related Entity’s restatement of one
or more of its financial statements for a completed fiscal period after the statement or statements were filed
with the SEC.

(X) For purposes of this section 25(h), an act or omission is not intentional if: (I) the Grantee [Alternative 1:
reasonably believed] [Alternative 2: believed in good faith] that the Grantee’s conduct was in the best interest
of the Company, or the Broader Related Entity to which the Grantee primarily provided services; (II) the
Grantee acted in accordance with a resolution of the Board, or the board of directors or other governing body
of the Broader Related Entity to which the Grantee primarily provided services; (III) the Grantee acted in ac-
cordance with the instructions of the CEO of the Company or other Officer senior to the Grantee of the Com-
pany or the Broader Related Entity to which the Grantee primarily provided services; or (IV) the Grantee acted
on the advice of counsel to the Company, or counsel to the Broader Related Entity to which the Grantee primar-
ily provided services; and
(ii) [Alternative 1: If the Board, or board of directors or other governing body of the Broader Related Entity to

which the Grantee primarily provides services, determines that Cause exists under section 25(h)(i)(F), (H), or (J),
the Board, or board of directors or other governing body, shall provide the Grantee with written notice specifying
in reasonable detail the acts or omissions that constitute Cause, and requesting the Grantee to cure the acts or
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omissions. If within thirty days after receipt of the written notice the Grantee cures the acts or omissions, Cause
will no longer exist. During the cure period the Grantee will not vest in or exercise Options or SARs, vest in Re-
stricted Stock, or purchase Restricted Stock.] [Alternative 2: If the Board, or board or directors or other governing
body of the Broader Related Entity to which the Grantee primarily provides services determines that Cause exists
under section 25(h)(i)(F), (H), or (J), the Board, or board of directors or other governing body, shall provide the
Grantee with written notice specifying in reasonable detail the acts or omissions that constitute Cause, and re-
questing the Grantee to cure the acts or omissions. If within thirty days after receipt of the written notice the
Grantee cures the acts or omissions, Cause will no longer exist. If a reasonable person in the Grantee’s position
would determine that more than thirty days is necessary to cure the acts or omissions, and the Grantee commences
performance of a cure within thirty days and thereafter uses reasonable diligence to complete the cure, Cause will
no longer exist. During the cure period the Grantee will not vest in or exercise Options or SARs, vest in Restricted
Stock, or purchase Restricted Stock.]

[Alternative 1: (i) ‘‘Change-in-Control’’ means a change in ownership or control of the Company consummated
through one of the following:

(i) one Person, or more than one Person acting as a group as determined under Treasury Regulation Section
1.409A-3(i)(5)(v)(B), acquires ownership of stock of the Company that, together with stock previously held by the
acquiror, constitutes more than fifty percent of the total fair market value or total voting power of the Company’s
stock. If one Person, or more than one Person acting as a group, is considered to own more than fifty percent of
the total fair market value or total voting power of the Company’s stock, the acquisition of additional stock by the
same Person or Persons acting as a group does not cause a change in ownership. An increase in the percentage of
stock owned by one Person, or Persons acting as a group, as a result of a transaction in which the Company ac-
quires its stock in exchange for property, will be treated as an acquisition of stock;

(ii) one Person, or more than one Person acting as a group as determined under Treasury Regulation Section
1.409A-3(i)(5)(v)(B) and (i)(5)(vi)(D), acquires or has acquired during the twelve months ending on the date of the
most recent acquisition, ownership of stock of the Company that, together with stock previously held by the ac-
quiror, possesses thirty percent or more of the total voting power of the Company’s stock. If one Person, or more
than one Person acting as a group, is considered to own more than thirty percent of the total voting power of the
Company’s stock, the acquisition of additional stock by the same Person or Persons acting as a group does not
cause a change in effective control. An increase in the percentage of stock owned by one Person, or Persons act-
ing as a group, as a result of a transaction in which the Company acquires its stock in exchange for property, will
be treated as an acquisition of stock;

(iii) a majority of the members of the Board is replaced during a twelve month period by directors whose ap-
pointment or election was not endorsed by a majority of the members of the Board before the date of appointment
or election; or

(iv) one Person, or more than one Person acting as a group as determined under Treasury Regulation Section
1.409A-3(i)(5)(v)(B) and (i)(5)(vii)(C), acquires or has acquired during the twelve month period ending on the date
of the most recent acquisition, assets from the Company that have a total gross fair market value equal to at least
forty percent of the total gross fair market value of the Company’s assets immediately before the acquisition or
acquisitions. Gross fair market value means the fair market value of the Company’s assets, or the fair market value
of the assets being disposed of, without regard to any liabilities associated with these assets. Notwithstanding the
prior provisions of this section 25(i)(iv), acquisitions of the Company’s assets by the following Persons will not be
treated as a change in the ownership of the assets: (A) a shareholder of the Company immediately before the ac-
quisition in exchange for or with respect to the Company’s stock; (B) a Person of which the Company owns stock
with fifty percent or more of the total fair market value or total voting power of that Person’s stock; (C) a Person,
or more than one Person acting as a group, that owns fifty percent or more of the total fair market value or voting
power of the Company’s stock; or (D) a Person at least fifty percent of the total fair market value or voting power
of which is owned by a Person or more than one Person acting as a group set forth in clause (C). Except as other-
wise provided in the prior provisions of this section 25(i)(iv), a Person’s status will be determined immediately af-
ter the asset transfer.

(v) In determining whether a Change-in-Control has occurred, the attribution rules of Code Section 318 will ap-
ply to determine stock ownership. The stock subject to a vested option will be treated as owned by the individual
who holds the vested option, and the stock subject to an unvested option will not be treated as owned by the indi-
vidual who holds the unvested option. If a vested option is exercisable for stock that is not substantially vested
under Treasury Regulation Section 1.83-3(b) and (j), the stock subject to the option will not be treated as owned
by the individual who holds the option.

(vi) Whenever the Plan refers to the Change-in-Control of a Person other than the Company, that Person is to
be substituted for the term ‘‘Company’’ in this section 25(i), and that Person’s board of directors or other govern-
ing body is to be substituted for the term ‘‘Board’’ in this section 25(i).

(vii) Similar rules apply to determine whether a Change-in-Control of a noncorporate entity has occurred.]

[Alternative 2: (i) ‘‘Change-in-Control’’ means a change in ownership or control of the Company consummated
through one of the following:

(i) a Person or group of Persons, as defined in Section 13(d)(3) or 14(d)(2) of the Exchange Act, acquires or
otherwise obtains beneficial ownership, as defined in Rule 13d-3 under the Exchange Act, on a fully diluted basis
of [Alternative A: thirty percent or more] [Alternative B: fifty percent or more] of either the then-outstanding
Shares of Common Stock, or the then-outstanding combined voting power of the Company’s stock entitled to vote
generally in the election of directors (the ‘‘Company Voting Stock’’). In determining the then outstanding Shares
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of Common Stock, the Shares issuable on the exercise of options and warrants, the conversion of convertible stock
or debt, and the exercise of any similar right to acquire Shares, will be taken into account. Notwithstanding the
prior provisions of this section 25(i)(i), the following acquisitions will not be taken into account in the Change-in-
Control determination: (A) any acquisition from the Company; (B) any acquisition by the [Alternative A: Com-
pany] [Alternative B: Company and its Broader Related Entities]; (C) any acquisition by any employee benefit plan
or related trust maintained by the [Alternative A: Company] [Alternative B: Company and its Broader Related En-
tities]; (D) an acquisition by any individual who on the Effective Date was a director or officer of the [Alternative
A: Company] [Alternative B: the Company and its Broader Related Entities;] (E) any acquisition by a Person in a
transaction set forth in section 25(i)(iii)(A)-(C); (F) a reduction in the number of shares of Common Stock or Com-
pany Voting Stock in a transaction or series of transactions that is approved by a majority of the Board; or (G)
with respect to any Award of a Grantee, any acquisition by the Grantee, a member of the Grantee’s Immediate
Family, a Family Entity, any Person controlled by the Grantee, or any Person controlled by a group of Persons of
which the Grantee is a member. If a Person’s beneficial ownership of the Common Stock or Company Voting Stock
reaches or exceeds thirty percent as a result of a transaction set forth under clauses (A), (B), or (F), and that Per-
son subsequently acquires beneficial ownership of additional Common Stock or Company Voting Stock represent-
ing one percent or more of the Common Stock or Company Voting Stock, the subsequent acquisition will be
treated as an acquisition that causes that Person to own thirty percent or more of the Common Stock or Company
Voting Stock;

(ii) [Alternative A: the individuals who are members of the Board as of the Effective Date (the ‘‘Incumbent
Board’’) cease to be a majority of the Board. An individual who becomes a director after the Effective Date whose
election, or nomination for election by the Company’s shareholders, was approved by a vote of [Alternative I: a
majority] [Alternative II: two-thirds] of the directors then members of the Incumbent Board will be treated as a
member of the Incumbent Board. Approval can occur by a Board vote that specifically approves the election or
nomination, or by Board approval of the Company’s proxy statement in which the individual is named as a nomi-
nee for director without any objection. Notwithstanding the prior provisions of this section 25(i)(ii), an individual
will not be treated as a member of the Incumbent Board if: (A) a Person that has taken steps reasonably calculated
to consummate a transaction set forth in this section 25(i) designates that individual as a director; or (B) an indi-
vidual initially becomes a director or nominee for director as a result of an actual or threatened election contest
for the election or removal of directors, or other actual or threatened solicitation of proxies or consents by or on
behalf of a Person other than the Board (an ‘‘Election or Proxy Contest’’), including without limitation because of
any agreement to avoid or settle an Election or Proxy Contest;] [Alternative B: during any period of two consecu-
tive years, the individuals who at the beginning of the period constitute the Board (the ‘‘Incumbent Board’’) cease
to be a majority of the Board. An individual who becomes a director after the beginning of the two-year period
whose election, or nomination for election by the Company’s shareholders, was approved by a vote of [Alternative
I: a majority] [Alternative II: two-thirds] of the directors then members of the Incumbent Board will be treated as
a member of the Incumbent Board. Approval can occur by a Board vote that specifically approves the election or
nomination, or by Board approval of the Company’s proxy statement in which the individual is named as a nomi-
nee for director without any objection. Notwithstanding the prior provisions of this section 25(i)(ii), an individual
will not be treated as a member of the Incumbent Board if: (A) a Person that has taken steps reasonably calculated
to consummate a transaction set forth in this section 25(i) designates that individual as a director; or (B) an indi-
vidual initially becomes a director or nominee for director as a result of an actual or threatened election contest
for the election or removal of directors, or other actual or threatened solicitation of proxies or consents by or on
behalf of a Person other than the Board (an ‘‘Election or Proxy Contest’’), including without limitation because of
any agreement to avoid or settle an Election or Proxy Contest;]

(iii) a consolidation, merger, reorganization, statutory share exchange, or similar transaction involving the
Company or any of its Subsidiaries, a sale or other disposition of all or substantially all of the Company’s assets,
or the acquisition of assets or securities of another Person by the Company or any of its Subsidiaries (each, a
‘‘Business Combination’’). A Change-in-Control will not result from a Business Combination in which immedi-
ately after the Business Combination:

(A) all or substantially all of the Persons that were the beneficial owners of the outstanding Common Stock
and outstanding Company Voting Stock immediately before the Business Combination beneficially own: (I)
more than [Alternative A: fifty percent] [Alternative B: fifty-five percent] of the then outstanding shares of com-
mon equity securities (or for a noncorporate entity, the equivalent securities), and the combined voting power
of the then-outstanding voting securities entitled to vote generally in the election of directors (or for a noncor-
porate entity, the equivalent governing body) of the Person resulting from the Business Combination, including
without limitation a Person that as a result of the transaction owns the Company or all or substantially all of the
Company’s assets directly or through one or more subsidiaries; and (II) the securities in clause (I) in substan-
tially the same proportions as their ownership immediately before the Business Combination of the then-
outstanding Common Stock and the then-outstanding Company Voting Stock;

(B) no Person (other than a Person resulting from the Business Combination, and other than any employee
benefit plan or a related trust of the [Alternative A: Company] [Alternative B: Company and its Broader Related
Entities] or the Person resulting from the Business Combination), beneficially owns [Alternative A: thirty per-
cent] [Alternative B: fifty percent] or more of the then-outstanding shares of common equity securities (or for a
noncorporate entity, the equivalent securities) of the Person resulting from the Business Combination, or the
combined voting power of the then-outstanding voting securities entitled to vote generally in the election of di-
rectors (or for a noncorporate entity, the equivalent governing body) of the Person resulting from the Business
Combination, except to the extent that this Person owned this percentage before the Business Combination; or
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(C) at least a majority of the members of the board of directors (or for a noncorporate entity, the equivalent
governing body) of the Person resulting from the Business Combination were members of the Incumbent Board
at the time of signing the initial agreement or Board action approving the Business Combination; or
(iv) [Alternative A: consummation of the complete liquidation or dissolution of the Company.] [Alternative B:

the shareholders of the Company approve a plan of complete liquidation or dissolution of the Company, and the
Company commences the complete liquidation or dissolution.]

(v) Whenever the Plan refers to the Change-in-Control of a Person other than the Company, that Person is to
be substituted for the term ‘‘Company’’ in this section 25(i), and that Person’s board of directors or other govern-
ing body is to be substituted for the term ‘‘Board’’ in this section 25(i).

(vi) Similar rules apply to determine whether a Change-in-Control of a noncorporate entity has occurred.]

(j) ‘‘Code’’ means the Internal Revenue Code of 1986, as amended, the final and temporary regulations promul-
gated thereunder, and the authorities that constitute substantial authority under Code Section 6662.

(k) ‘‘Committee’’ means the Director and Officer Committee or the Regular Committee.

(l) ‘‘Common Stock’’ means the Company’s common stock with a par value of $0.01 per Share, or other successor
class of stock under section 10.

(m) ‘‘Company’’ means ABC, Inc., a Delaware corporation.

(n) ‘‘Contractor’’ means any Person, other than an Employee or Director, that performs services as an indepen-
dent contractor.

(o) ‘‘Director’’ means a member of the Board, or the board of directors or other governing body of any member of
the Broader Group.

(p) ‘‘Disability’’ [Alternative 1: means, except as otherwise provided in an Award or Award Agreement, that a
Grantee is unable to engage in any substantial gainful activity by reason of any medically determinable physical or
mental impairment that can be expected to result in death, or that has lasted or can be expected to last for a continu-
ous period of at least twelve months.] [Alternative 2: means, except as otherwise provided in an Award or Award
Agreement, that a Grantee is: (i) unable to engage in any substantial gainful activity by reason of any medically de-
terminable physical or mental impairment that can be expected to result in death or last for a continuous period of at
least twelve months; or (ii) by reason of any medically determinable physical or mental impairment that can be ex-
pected to result in death or last for a continuous period of at least twelve months, receiving income replacement ben-
efits for at least three months under an accident and health plan covering the Company’s or a Broader Related Enti-
ty’s employees. For purposes of determining the term of an Incentive Stock Option under section 7(d)(iii) and (ix),
Disability means that a Grantee is unable to engage in any substantial gainful activity by reason of any medically de-
terminable physical or mental impairment that can be expected to result in death, or that has lasted or can be ex-
pected to last for a continuous period of at least twelve months.] [Alternative 3: means, except as otherwise provided
in an Award of Award Agreement, that a Grantee is unable to perform the duties of the Grantee’s position of employ-
ment or any substantially similar position of employment due to any medically determinable physical or mental im-
pairment that can be expected to result in death or can be expected to last for a continuous period of not less than
six months. For purposes of determining the term of an Incentive Stock Option under section 7(d)(iii) and (ix), Dis-
ability means that a Grantee is unable to engage in any substantial gainful activity by reason of any medically deter-
minable physical or mental impairment that can be expected to result in death, or that has lasted or can be expected
to last for a continuous period of at least twelve months.] [Use Alternative 3 with Alternative 2 of section 25(xx)(i) in
the definition of Separation From Service.]

(q) ‘‘Employee’’ means a common law employee of the Company or any other member of the Broader Group. An
Employee does not include any person who is: (i) classified by the Company or any other member of the Broader
Group as working on discrete projects; (ii) classified by the Company or any other member of the Broader Group as
an independent contractor, as evidenced by its action in not withholding taxes from his or her compensation, with-
out regard to whether the individual is a common law employee; (iii) working for an organization that provides goods
or services (including without limitation temporary employee services) to the Company or any other member of the
Broader Group and whom the Company or member does not regard to be its common law employee, as evidenced
by its action in not withholding taxes from his or her compensation, without regard to whether the individual is a
common law employee; (iv) a leased employee under Code Section 414(n) of the Company or any other member of
the Broader Group; or (v) included in a unit of employees covered by a collective bargaining agreement (as so deter-
mined by the Secretary of Labor) between employee representatives and the Company or any other member of the
Broader Group.

(r) ‘‘Employer Corporation’’ means a corporation, other than the Company, to which an Employee primarily pro-
vides services. The Employer Corporation must have a Parent or Subsidiary, and the Company can be a Parent or
Subsidiary.

(s) ‘‘Exchange Act’’ means the Securities Exchange Act of 1934, as amended.

(t) ‘‘Fair Market Value’’ means, as of any date, the fair market value of a Share determined as follows:
(i) If the Shares are readily tradable on a Securities Market, by the closing price of a Share on the date of de-

termination as reported on the composite tape for securities traded on the Securities Market. If a closing price was
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not reported on that date, then the arithmetic mean of the high and low prices at the close of the market on that
date, and if these prices were not reported on that date, then the closing price on the last trading day on which a
closing price was reported; or

(ii) If the Administrator or Board in its reasonable discretion determines that the Shares are not readily trad-
able on a Securities Market, by one of the following methods that the Administrator or Board in its exclusive dis-
cretion determines is appropriate:

(A) an independent written appraisal that satisfies the requirements of Code Section 401(a)(28)(C) as of a
date within twelve months before the date of the action for which the appraisal is used (e.g., the Grant Date of
an Award) (the ‘‘Appraisal’’). If the Administrator or Board in its reasonable discretion determines that the Ap-
praisal does not reflect information available after the date of the Appraisal that may Materially affect the Com-
pany’s value, then the Administrator or Board shall determine Fair Market Value by a new Appraisal; or

(B) the reasonable application of a reasonable valuation method that takes into consideration in applying its
methodology all available information Material to the Company’s value.
(iii) The Administrator or Board in its exclusive discretion may use a different valuation method for each sepa-

rate action for which a valuation is relevant as long as a single valuation method is used for each separate action.
Once an exercise price or amount to be paid has been established, the Administrator and Board shall not change
the exercise price or amount to be paid through the retroactive use of another valuation method. Notwithstanding
the foregoing provisions of this section 25(t)(iii), when after the Grant Date, but before the date of exercise of the
Option or SAR, the Shares become readily tradable on a Securities Market, the Administrator and Board shall use
the valuation method in section 25(t)(i) to determine the amount of the payment on the date of exercise or pur-
chase of the Shares.

(iv) Shares are treated as readily tradable on a Securities Market if they are regularly quoted by brokers or
dealers making a market in the Shares.

(u) ‘‘Family Entity’’ means any Person in which: (i) the Grantee or Officer, (ii) one or more members of the Grant-
ee’s or Officer’s Immediate Family; or (iii) any combination of the Persons under clauses (i) and (ii), owns an equity
interest with at least five percent of the total combined voting power of the equity interests entitled to vote, or at least
five percent of the total value of all classes of equity. In determining ownership, the rules of Treasury Regulation Sec-
tions 1.414(c)-3 and 1.414(c)-4 apply.

[Alternative 1: (v) ‘‘Good Reason’’ means a Grantee’s voluntary Separation From Service when the following re-
quirements are satisfied with respect to the Company or Broader Related Entity to which the Grantee primarily pro-
vides services:

(i) The effective date of Separation From Service occurs no later than two years after the occurrence of one of
the following events, and the event occurs without the Grantee’s consent:

(A) a Material diminution in the Grantee’s base salary;
(B) a Material diminution in the Grantee’s authority, duties, or responsibilities;
(C) a Material diminution in the authority, duties, or responsibilities of the supervisor to whom the Grantee

is required to report, including a requirement that the Grantee report to a corporate officer or employee instead
of reporting directly to the Board, or board of directors or other governing body of the Broader Related Entity;

(D) a Material diminution in the budget over which the Grantee retains authority;
(E) a Material change in the geographic location at which the Grantee performs services; or
(F) any other act or omission that constitutes a Material breach by the Company or Broader Related Entity

of the agreement under which the Grantee provides services; and
(ii) The Grantee provides the Board, or the board of directors or other governing body of the Broader Related

Entity, with written notice of the event set forth in section 25(v)(i)(A)-(F) no later than ninety days after its initial
occurrence. Upon receipt of the written notice, the Company or Broader Related Entity does not cure the event
within thirty days.]

[Alternative 2: (v) ‘‘Good Reason’’ means a Grantee’s voluntary Separation From Service for good reason as de-
fined in a then-effective written agreement between the Company or a Broader Related Entity and the Grantee, or as
defined in a then-effective written policy of the Company or a Broader Related Entity that is binding on the Grantee.
In the absence of a then-effective agreement or policy that defines good reason, and except as otherwise provided in
an Award or Award Agreement, Good Reason means the Grantee’s voluntary Separation From Service when the fol-
lowing requirements are satisfied with respect to the Company or Broader Related Entity to which the Grantee pri-
marily provides services:

(i) The effective date of Separation From Service occurs within two years after the occurrence of one of the fol-
lowing events, and the event occurs without the Grantee’s consent:

(A) [Alternative A: a Material diminution in the Grantee’s base salary;] [Alternative B: a Material diminution
in the Grantee’s base salary other than as part of an across-the-board reduction in base salaries that applies in
the same manner to the same group of Employees as the Grantee;]

(B) [Alternative A: a Material diminution in the Grantee’s authority, duties, or responsibilities. In furtherance
of this section 25(v)(i)(B) and not in limitation thereof, if a transaction or other event results in a change in any
business, status, or structure of the Company or a Broader Related Entity, and this change causes a Material
diminution, the Material diminution comes within this section 25(v)(i)(B). The principle of ejusdem generis will
not apply in determining whether any event is a Material diminution under this section 25(v)(i)(B);] [Alternative
B: a Material diminution in the Grantee’s authority, duties, or responsibilities. In furtherance of this section
25(v)(i)(B) and not in limitation thereof, upon consummation of a Reorganization or Sale, whether a material
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diminution occurs will be determined by reference to the combined group of the Surviving Entity and its
Broader Related Entities. The principle of ejusdem generis will not apply in determining whether any event is a
Material diminution under this section 25(v)(i)(B);] [Alternative C: a Material diminution in the Grantee’s au-
thority, duties, or responsibilities. In furtherance of this section 25(v)(i)(B) and not in limitation thereof, upon
consummation of a Reorganization or Sale in which more than fifty percent of the voting securities entitled to
elect directors of the Surviving Entity is beneficially owned by a second entity (the ‘‘Parent Entity’’), whether a
Material diminution occurs will be determined by reference to the Parent Entity. The principle of ejusdem ge-
neris will not apply in determining whether any event is a Material diminution under this section 25(v)(i)(B).]

(C) [Alternative A: [Alternative I: a Material diminution in the authority, duties, or responsibilities of the per-
son to whom the Grantee reports.] [Alternative II: a requirement that the Grantee report to an Officer of the
Company or Broader Related Entity other than the CEO or President of the Company or Broader Related En-
tity.] [Alternative III: a requirement that the Grantee report to an Officer or employee instead of to the Board,
or board of directors or other governing body of a Broader Related Entity.] In furtherance of this section
25(v)(i)(C) and not in limitation thereof, if a transaction or other event results in a change in any business, sta-
tus, or structure of the Company or a Broader Related Entity, and this change causes a Material diminution, the
Material diminution comes within this section 25(v)(i)(C). The principle of ejusdem generis will not apply in
determining whether any event is a Material diminution under this section 25(v)(i)(C);] [Alternative B:
[Alternative I: a Material diminution in the authority, duties, or responsibilities of the person to whom the
Grantee reports.] [Alternative II: a requirement that the Grantee report to an Officer of the Company or Broader
Related Entity other than the CEO or President of the Company or Broader Related Entity.] [Alternative III: a
requirement that the Grantee report to an Officer or employee instead of to the Board, or board of directors or
other governing body of a Broader Related Entity.] In furtherance of this section 25(v)(i)(C) and not in limita-
tion thereof, upon consummation of a Reorganization or Sale, whether a Material diminution occurs will be de-
termined by reference to the combined group of the Surviving Entity and its Broader Related Entities. The prin-
ciple of ejusdem generis will not apply in determining whether any event is a Material diminution under this
section 25(v)(i)(C);] [Alternative C: [Alternative I: a Material diminution in the authority, duties, or responsibili-
ties of the person to whom the Grantee reports.] [Alternative II: a requirement that the Grantee report to an Of-
ficer of the Company or Broader Related Entity other than the CEO or President of the Company or Broader
Related Entity.] [Alternative III: a requirement that the Grantee report to an Officer or employee instead of to
the Board, or the board of directors or other governing body of a Broader Related Entity.] In furtherance of this
section 25(v)(i)(C) and not in limitation thereof, upon consummation of a Reorganization or Sale that results in
a Parent Entity, whether a Material diminution occurs will be determined by reference to the Parent Entity. The
principle of ejusdem generis will not apply in determining whether any event is a Material diminution under
this section 25(v)(i)(C);]

(D) a Material reduction in the budget over which the Grantee has authority;
(E) the relocation of the Grantee’s principal office to a location more than [Alternative A: thirty-five geo-

graphic (not road)] [Alternative B: fifty geographic (not road)] miles from the location of this office on the Grant
Date of the Grantee’s first Award, and more than [Alternative A: thirty-five geographic (not road)] [Alternative
B: fifty geographic (not road) miles from the Grantee’s then-current principal residence];

(F) the Company’s or Broader Related Entity’s failure to provide an annual bonus opportunity equal to the
average of the Grantee’s annual bonuses for the three calendar years immediately before the then current cal-
endar year. In determining the average of the Grantee’s annual bonuses, the average includes a zero for any
calendar year for which the Grantee was not entitled to an annual bonus. This section 25(v)(i)(F) will not apply
to any clawback or forfeiture of an annual bonus resulting from the Grantee’s violation of any agreement with
the Company or a Broader Related Entity, any plan, program, or policy of the Company or a Broader Related
Entity, or Law;

(G) the Company’s or Broader Related Entity’s assignment of travel obligations in a calendar year that are
Materially more time-consuming than the Grantee’s travel obligations in the prior calendar year;

(H) an amendment of the Company’s or Broader Related Entity’s corporate governance documents that has
a Material adverse effect on the Grantee’s rights to indemnification and advancement; or

(I) any other act or omission that constitutes a Material breach by the Company or Broader Related Entity of
the agreement under which the Grantee provides services; and
(ii) [Alternative A: The Grantee provides written notice to the Board, or board of directors or other governing

body of the Broader Related Entity, specifying in reasonable detail the event set forth in section 25(v)(i) within
ninety days after its initial occurrence. Upon receipt of the written notice, the Company or Broader Related Entity
does not cure the event within thirty days.] [Alternative B: The Grantee provides written notice to the Board, or
board of directors or other governing body of the Broader Related Entity of the event set forth in section 25(v)(i)
within ninety days after its initial occurrence, or, if later, within ninety days after the Grantee becomes aware of
the event, or with reasonable diligence should have become aware of the event. Upon receipt of the written notice,
the Company or Broader Related Entity does not cure the event within thirty days, or if a reasonable person in the
Company’s or Broader Related Entity’s position would determine that more than thirty days is necessary to cure
the event, the Company or the Broader Related Entity does not commence performance of a cure within thirty
days, or does not thereafter use reasonable diligence to complete the cure.]

(w) ‘‘Government Body’’ means: (i) the government of any country, or the government of any political subdivision
of any country (a ‘‘Government’’); (ii) any instrumentality of a Government; (iii) any other Person authorized by Law
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to perform any administrative, executive, judicial, legislative, military, police, or regulatory functions of a Govern-
ment; (iv) any intergovernmental organization; and (v) any successor to the entities listed under clauses (i) to (iv).

(x) ‘‘Grant Date’’ means the date on which the granting corporation or corporations complete the corporate action
necessary to create the legally binding right in the Grantee to the Award. A corporate action is not complete until the
date on which the maximum number of Shares that can be purchased or received under the Award is fixed or deter-
minable, the minimum exercise or purchase price is fixed or determinable, and the class of stock subject to the Award
and the Grantee’s identity are designated.

(y) ‘‘Grantee’’ means an Employee, Director, or Contractor of the Company or any other member of the Broader
Group who receives an Award, or any Person who holds an outstanding Award.

(z) ‘‘Immediate Family’’ means a: (i) child; (ii) stepchild; (iii) grandchild; (iv) parent; (v) stepparent; (vi) grand-
parent; (vii) spouse; (viii) former spouse; (ix) domestic partner; (x) former domestic partner; (xi) sibling; (xii) niece;
(xiii) nephew; (xiv) mother-in-law; (xv) father-in-law; (xvi) son-in-law; (xvii) daughter-in-law; (xviii) brother-in-law;
(xix) sister-in-law (the individuals listed in clauses (i) to (xix), the ‘‘Family Individuals’’); (xx) person sharing the
Grantee’s or Officer’s household, other than a tenant or an employee; (xxi) trust in which one or more Family Indi-
viduals, whether separately or together with the Grantee or Officer, own more than fifty percent of the beneficial in-
terests; (xxii) foundation for which one or more Family Individuals, whether separately or together with the Grantee
or Officer, control the management of its assets; and (xxiii) any other Person in which one or more Family Individu-
als, whether separately or together with the Grantee or Officer, own more than fifty percent of the total voting power
or the total equity interests by value. Family Individuals are those individuals who have a relationship set forth in this
section 25(z)(i)-(xix) by birth, adoption, or marriage.

(aa) ‘‘Incentive Stock Option’’ means an Option intended to qualify as an incentive stock option under Code Sec-
tion 422, and that the Administrator designates as an incentive stock option under Code Section 422 on the Grant
Date.

(bb) ‘‘Initial Public Offering’’ means the first underwritten offering or listing of Shares of the Company or any
successor to the Company when the Shares are offered pursuant to an effective registration statement under the Ex-
change Act.

(cc) ‘‘Insider’’ means an Officer, member of the Board, or any other Person whose transactions in Shares are sub-
ject to Section 16 of the Exchange Act or any similar state, local, or foreign law.

(dd) ‘‘Involuntary’’ means a Grantee’s involuntary Separation From Service as defined in a then-effective written
agreement between the Company or a Broader Related Entity and the Grantee, or in a then-effective written policy
of the Company or a Broader Related Entity that is binding on the Grantee. In the absence of a then-effective agree-
ment or policy that defines involuntary, and except as otherwise provided in an Award or Award Agreement, Invol-
untary means a Separation From Service due to the independent exercise of the unilateral authority of the Company
or Broader Related Entity to which the Grantee primarily provides services to terminate the Grantee’s service when
the Grantee is willing and able to continue performing services. A Separation From Service is also Involuntary when
the Company or Broader Related Entity does not renew a contract when the contract expires, and the Grantee is will-
ing and able to sign a new contract that provides terms and conditions substantially similar to those in the expiring
contract, and to continue to perform services. A Separation From Service is not Involuntary when it is due to the
Grantee’s implicit or explicit request.

(ee) ‘‘Juridical Body’’ means: (i) a court; (ii) a single arbitrator or panel of arbitrators; (iii) a Government Body;
or (iv) a self-regulatory organization.

(ff) ‘‘Law’’ means: (i) an administrative decision on which Persons other than those to whom the decision was is-
sued can rely; (ii) a judicial decision on which Persons other than those to whom the decision was issued can rely;
(iii) an ordinance or statute; (iv) a regulation or rule; or (v) any combination of the items under clauses (i) to (iv).

(gg) ‘‘Material’’ means a level of importance that would have affected the decision of a reasonable person in the
position of the Person subject to the provision of the Plan requiring that the act, omission, or event be Material. An
act, omission, or event that is Material is also Significant.

(hh) ‘‘Nonqualified Stock Option’’ means: (i) an Option not intended to qualify as an Incentive Stock Option, and
that the Administrator designates as a nonqualified stock option on the Grant Date; or (ii) an Incentive Stock Option
that no longer satisfies the requirements of Code Section 422 after the Grant Date.

(ii) ‘‘Officer’’ means any individual who is an officer of the Company or any other member of the Broader Group
under Rule 16a-1(f) promulgated under Section 16 of the Exchange Act.

(jj) ‘‘Option’’ means an Incentive Stock Option or Nonqualified Stock Option to purchase a specified number of
Shares under an Award.

(kk) ‘‘Parent’’ means any corporation, other than the Employer Corporation, in an unbroken chain of corporations
of which the Company is a part and ending with the Employer Corporation, if on the Grant Date each of the corpo-
rations, other than the Employer Corporation, owns stock with at least fifty percent of the total combined voting
power of all classes of stock in one of the other corporations in the chain. The Company can be a Parent of the Em-
ployer Corporation.
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(ll) ‘‘Person’’ means a business trust, corporation, estate, general partnership, individual, limited liability com-
pany, limited liability partnership, limited partnership, sole proprietor, trust, or other entity.

(mm) ‘‘Plan’’ means the ABC, Inc. Equity Compensation Plan as it may be amended.

(nn) ‘‘Related Entity’’ means any corporation or other entity, other than the Company, in an unbroken chain of
corporations or other entities beginning with the Company in which each corporation or other entity has a control-
ling interest in another corporation or other entity in the chain, and ending with the corporation or other entity to
which the Grantee primarily provides services on the Grant Date. For a corporation, a controlling interest means
ownership of stock with at least fifty percent of total combined voting power of all classes of stock, or at least fifty
percent of the total value of all classes of stock. For a partnership or limited liability company, a controlling interest
means ownership of at least fifty percent of the profits interest or capital interest of the entity. In determining own-
ership, the rules of Treasury Regulation Sections 1.414(c)-3 and 1.414(c)-4 apply.

(oo) ‘‘Related Parent’’ means any corporation or other entity in an unbroken chain of corporations or other enti-
ties of which the Company is a part, in which each corporation or other entity owns more than fifty percent of the
total fair market value and total voting power in one of the other corporations or entities in the chain, and ending
with the entity to which the Grantee primarily provides services.

(pp) ‘‘Reorganization’’ means a consolidation, merger, exchange offer combined with a consolidation or merger,
statutory share exchange, or similar transaction.

(qq) ‘‘Restricted Stock’’ means Shares issued or to be issued under an Award for a specified purchase price, if
any, and subject to the repurchase rights and obligations, rights of first refusal, Transfer restrictions, vesting require-
ments and schedules, and other provisions that the Administrator or Board in its exclusive discretion determines ap-
propriate.

(rr) ‘‘Rule 16b-3’’ means Rule 16b-3 promulgated under the Exchange Act.

(ss) ‘‘Sale’’ means a lease, sale, or other disposition of all or substantially all of the Company’s or Broader Related
Entity’s consolidated assets, including without limitation by a series of transactions, or by a consolidation, merger,
stock sale, or similar transaction.

(tt) ‘‘SAR’’ means a stock appreciation right under an Award that entitles the Grantee to receive on exercise
Shares or cash, or any combination thereof, with a value equal to the product of the number of Shares subject to the
stock appreciation right being exercised multiplied by the excess of the Fair Market Value of a Share on the exercise
date over the exercise price.

(uu) ‘‘Section 424 Corporate Transaction’’ means the occurrence, in a single transaction or a series of related
transactions, of one the following: (i) a sale or other disposition of all or substantially all of the consolidated assets
of the Company and its Subsidiaries; (ii) a sale or other disposition of more than fifty percent of the outstanding stock
of the Company; (iii) consummation of a consolidation, merger, or similar transaction after which the Company is
not the surviving corporation; (iv) consummation of a consolidation, merger, or similar transaction after which the
Company is the surviving corporation but the Shares outstanding immediately preceding the consolidation, merger,
or similar transaction are converted or exchanged by reason of the transaction into other securities, property, or cash;
or (v) a distribution by the Company (other than an ordinary dividend or a stock split or stock dividend under Trea-
sury Regulation Section 1.424-1(e)(4)(v)).

(vv) ‘‘Securities Act’’ means the Securities Act of 1933, as amended.

(ww) ‘‘Securities Market’’ means: (i) a national securities exchange that is registered under Section 6 of the Ex-
change Act; (ii) a foreign national securities exchange that is officially recognized, sanctioned, or supervised by a
Government Body; or (iii) any over-the-counter market that uses an interdealer quotation system. An interdealer quo-
tation system is any system of general circulation to brokers and dealers that regularly disseminates quotations of
stocks and securities by identified brokers or dealers, other than by quotation sheets that are prepared and distrib-
uted by a broker or dealer in the regular course of business and that contain only quotations of that broker or dealer.

(xx) ‘‘Separation From Service’’ means the Grantee’s separation from service as an Employee, Director, and Con-
tractor of the Company and its Broader Related Entities when the Grantee dies, retires, or otherwise terminates ser-
vice as follows:

(i) Employment will be treated as continuing while the Grantee is on military leave, sick leave, or other bona
fide leave of absence, as long as the period of leave does not exceed six months, or if longer, as long as the Grant-
ee’s right to reemployment with the Company or a Broader Related Entity is provided by contract or statute.
[Alternative 1: A leave of absence will be bona fide only if the Company or Broader Related Entity and Grantee
reasonably expect that the Grantee will return to perform services for the Company or a Broader Related Entity.
When the period of leave exceeds six months and the Grantee’s right to reemployment is not provided by contract
or statute, the Grantee’s employment will be deemed to terminate on the first business day immediately after the
six month period;] [Alternative 2: A leave of absence will be bona fide only if the Company or Broader Related
Entity and Grantee reasonably expect that the Grantee will return to perform services for the Company or a
Broader Related Entity. When the period of leave is not due to Disability and exceeds six months, and the Grant-
ee’s right to reemployment is not provided by contract or statute, the Grantee’s employment will be deemed to
terminate on the first business day immediately after the six month period. When the period of leave is due to
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Disability and exceeds twenty-nine months, and the Grantee’s right to reemployment is not provided by contract
or statute, the Grantee’s employment will be deemed to terminate on the first business day immediately after the
twenty-nine month period;] [Use Alternative 2 with Alternative 3 of section 25(p) in the definition of Disability.]

(ii) A Director or Contractor will have a Separation From Service upon the expiration of the contract, and if
there is more than one contract, all contracts, under which he or she performs services as long as the expiration is
a good faith and complete termination of the contractual relationship; and

(iii) If the Grantee performs services in more than one capacity, the Grantee will have a Separation From Ser-
vice when the Grantee separates from service in all capacities as an Employee, Director, and Contractor. Notwith-
standing the prior sentence, if the Grantee provides services both as an Employee and a Director, the services pro-
vided as a Director will not be taken into account in determining whether the Grantee has a Separation From Ser-
vice as an Employee under a nonqualified deferred compensation plan in which the Grantee participates as an
Employee and that is not aggregated under Code Section 409A with any plan in which the Grantee participates as
a Director. In addition, if the Grantee provides services both as an Employee and a Director, the services provided
as an Employee will not be taken into account in determining whether the Grantee has a Separation From Service
as a Director under a nonqualified deferred compensation plan in which the Grantee participates as a Director
and that is not aggregated under Code Section 409A with any plan in which the Grantee participates as an Em-
ployee.

(iv) Whenever the Plan refers to the Separation From Service of an Indemnitee, the term ‘‘Indemnitee’’ is to be
substituted for the term ‘‘Grantee’’ in this section 25(xx).

(yy) ‘‘Share’’ means a share of Common Stock.

(zz) ‘‘Significant’’ means important enough to merit the attention of a reasonable person in the position of the
Person subject to the provision of the Plan requiring that the act, omission, or event be Significant. Significant has a
lesser level of importance than Material.

(aaa) ‘‘Subsidiary’’ means any corporation, other than the Employer Corporation, in an unbroken chain of corpo-
rations of which the Company is a part and beginning with the Employer Corporation, if on the Grant Date each of
the corporations, other than the last corporation in the chain, owns stock with at least fifty percent of the total com-
bined voting power of all classes of stock in one of the other corporations in the chain. The Company can be a Sub-
sidiary of the Employer Corporation.

(bbb) ‘‘Substitute Award’’ means any Award granted upon assumption of, or in substitution or exchange for, out-
standing employee equity awards previously granted by a Person acquired by the Company, or with which the Com-
pany combines under the provisions of an equity compensation plan that was approved by the shareholders of that
Person.

(ccc) ‘‘Surviving Entity’’ means, in a Reorganization, the entity resulting from the Reorganization, and in a Sale,
the entity that acquires all or substantially all of the Company’s or a Broader Related Entity’s assets.

(ddd) ‘‘Tax’’ or ‘‘Taxes’’ means one or more of federal, state, local, and foreign employment, excise, income, and
payroll taxes.

(eee) ‘‘Transfer’’ means, whether involuntarily by operation of law or voluntarily, to assign, encumber, exchange,
pledge, sell, transfer, or otherwise dispose of.
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