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Dodd-Frank Reform Brings Flexibility For Stock Compensation 
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(July 23, 2018, 5:55 PM EDT) 

Recently, the president signed into law the Economic Growth, Regulatory Relief, and 
Consumer Protection Act, a bill aiming to reform certain aspects of the Dodd-Frank 
financial regulatory regime. The act also provides relief for issuers of stock-based 
compensation from certain disclosure burdens of the federal securities laws. In particular, 
the act increases the threshold that triggers heightened disclosure requirements in the 
context of Rule 701 exempted securities issuances from $5 million to $10 million, with 
additional inflation adjustments to occur every five years.[1] 
 
Rule 701 under the Securities Act of 1933, as amended, provides an exemption from 
registration for issuances by companies that are not subject to the reporting 
requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, 
and are neither registered nor required to be registered under the Investment Company 
Act of 1940, as amended, to current employees and certain consultants and advisers.[2] 
The exemption is available so long as the company issues the securities pursuant to a 
written compensatory benefits plan, and the total sales value of all such issuances in any 
12-month period does not exceed the greatest of (1) $1 million, (2) 15 percent of the 
company’s total assets or (3) 15 percent of all outstanding securities of the class being 
offered. 
 
For this purpose, a written compensatory benefits plan would include, for instance, a 
stock option plan or omnibus equity incentive plan, an employee stock purchase plan or a 
written stand-alone award agreement for equity compensation, such as for individual 
restricted stock or restricted stock unit awards. The total “sales” value considers the 
aggregate “sales” price and is calculated differently for different forms of equity awards, 
as follows: (a) for restricted stock, the “sales” price should be calculated as the value of a 
share of the company’s stock at the time of grant of the award; (b) for stock options, the 
sales price is determined with reference to the option’s exercise price on the date of 
grant (and not considered at the time of vesting or exercise); and (c) for restricted stock 
units, if a company is using Rule 701 for purposes of a registration exemption, current 
guidance states that the “sale” is deemed to be at the time of grant and, therefore, the 
sales value would also be made based on the value of a share as of the date of grant (as 
opposed to the time of vesting or settlement). 
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To rely on Rule 701, the company must also provide all participants in the offering, or applicable grant 
program, with a copy of the plan document and/or award agreement. For stock options, the option 
holders must receive the plan and award information prior to the time of exercise, while for restricted 
stock or restricted stock units, the information should be provided prior to the time of grant. 
 
Rule 701 as currently in effect further requires that if the “sales” value of securities issued pursuant to 
the exemption exceeds $5 million in any consecutive 12-month period, the issuer must provide 
additional disclosure to offerees that includes (1) the material terms of the compensatory benefits plan 
pursuant to which the securities are to be issued, as well as the summary plan description required by 
the Employee Retirement Income Security Act for plans subject to ERISA; (2) risk factors associated with 
an investment in the subject securities; and (3) financial statements prepared in accordance with U.S. 
generally accepted accounting principles, with limited exceptions for non-U.S. issuers.[3] 
 
The determination of the “sales” value for this purpose is determined on the same basis as for the 
calculation of the Rule 701 eligibility limits, as described above, on a rolling 12-month basis (or fixed 12-
month basis if elected by the company and used consistently). If the additional disclosure thresholds are 
met, the requirement to provide the additional information applies retroactively to all “sales” made in 
the applicable 12-month period. If the information is not provided prior to the time of the “sale” event, 
Rule 701 would not be available to the company as a means to comply with the securities law 
registration requirements for those “sales.” This retroactive effect can be particularly burdensome in the 
case of restricted stock or restricted stock units that are intended to be covered by Rule 701. Since for 
these types of grants, the “sale” date is deemed to be the date of grant, if all of the additional 
information materials were not provided to all participants “a reasonable time” prior to the date of 
grant, the deficiency can’t be cured later when the threshold that triggers the need for those disclosures 
is subsequently reached. In that case, the ability to rely on Rule 701 would retroactively be lost for the 
“sales” that don’t satisfy the disclosure rules (although a different registration exemption could be relied 
on, if applicable). 
 
The act increases the threshold at which this heightened disclosure is triggered from $5 million to $10 
million, providing additional latitude for private companies to issue incentive compensation in the form 
of awards such as stock options and restricted stock units without the need to comply with burdensome 
financial disclosure requirements and lessening the risk that the company would inadvertently cross the 
thresholds, which would cause a retroactive loss of Rule 701 exemption protection. 
 
The change to Rule 701 pursuant to the act remains subject to implementation via the U.S. Securities 
and Exchange Commissionrulemaking process. Until a final rule has been adopted by the SEC, companies 
that intend to issue securities pursuant to Rule 701 remain subject to the heightened disclosure 
requirements triggered by the current $5 million threshold, but may expect transition guidance from the 
SEC in the coming months. 
 
The requirement to prepare public company-style disclosure, possibly coupled with the risk that 
sensitive financial information may become widely disseminated in the event of a broad-based exempt 
offering to employees that requires an offering document as specified by Rule 701(e), may have the 
unintended consequence of accelerating a company’s initial public offering timetable or limiting its 
ability to provide appropriate compensation to employees. For private companies that may be 
constrained in their ability to offer cash compensation, the additional flexibility afforded by the revisions 
to Rule 701 can provide a longer time horizon before going public. Foreign private issuers may also 
benefit from the additional capacity to offer equity-based compensation to U.S. employees without 



 

 

incurring the administrative burden and expense of preparing U.S. GAAP or GAAP-reconciled financial 
statements. 
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The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
 
[1] Economic Growth, Regulatory Relief, and Consumer Protection Act, S. 2155, 115th Cong. § 507. 
 
[2] 17 C.F.R. 230.701 
 
[3] Rule 701(e)(4) requires financial statements to be furnished as required by Part F/S of Form 1-A. Part 
F/S of Form 1-A requires that financial statements be prepared in accordance with U.S. GAAP unless the 
issuer is a Canadian company, in which case the financials may be prepared in accordance with 
International Financial Reporting Standards, or IFRS. For foreign private issuers, Rule 701(e)(4) requires a 
reconciliation to U.S. GAAP of any financial statements that are not prepared in accordance with U.S. 
GAAP or with IFRS, as issued by the International Accounting Standards Board. 
 

 

 

 

 


