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Changes to Section 162(m) Performance-Based
Compensation Exception.
The IRS has changed the rules for deduction of certain executive bonuses paid by public companies.  As a result, 
public companies need to analyze the terms of their 2010 and later performance bonuses for certain named 
executive officers to make certain that such bonuses continue to qualify for the performance-based compensation 
exemption to the $1 million deduction limitation under Section 162(m) of the Internal Revenue Code.  The IRS 
reversed its position with respect to payment not based on actual performance in the event of the executive’s 
termination without cause or for good reason, or retirement.  Failure to carefully adhere to the new rules could 
mean the loss of some or all of the tax deduction for bonuses paid.

Background
Section 162(m) of the Code limits the amount that a public company may deduct for the compensation paid to 
a “covered employee” for a given year to $1 million.  For purposes of this section, “covered employees” are the 
chief executive officer and the three most highly compensated executives of the company (other than the chief 
financial officer) whose compensation is required to be disclosed in the company’s proxy under SEC rules.

Qualified performance-based compensation is exempt from the Section 162(m) $1 million deduction limit.  
To qualify as performance-based, the compensation must be payable solely upon the attainment of 
pre-established, objective performance goals.  If the compensation could be payable in other circumstances, 
then the compensation does not qualify as exempt performance-based compensation, even if it is paid based 
upon actual performance – the mere possibility of payment without regard to actual performance disqualifies 
the compensation for the exemption.

The determination of whether compensation qualifies as performance-based is made taking into account all plans, 
arrangements and agreements that provide for compensation to the covered employee.  For example, 
a performance-based bonus arrangement for a covered employee may provide for payment only if the specified 
performance goals are met, but if the covered employee has an employment agreement that provides for a 
guaranteed minimum bonus payment amount, then the bonus will not qualify for the exemption to the Section 
162(m) $1 million deduction limit because the bonus is potentially payable even if the specified performance 
goals are not satisfied.

The Treasury regulations under Section 162(m) provide that compensation can still qualify as performance-based 
even if the compensation may be payable without respect to actual performance in the event of the death 
or disability of the employee, or a change in control of the company.  Compensation actually paid on account 
of those events prior to the attainment of the performance goal would not satisfy the performance goal 
requirement, but the mere fact that it could be paid on account of these events will not disqualify compensation 
paid so long as the performance goals are met.

In Private Letter Ruling 199949014, the IRS determined that compensation did not fail to qualify as performance-
based where the compensation was payable without regard to actual performance in the event of the employee’s 
termination without cause or for good reason. The IRS reasoned that termination without cause or for good reason 
were involuntary terminations, similar to death, disability, or change of control, which were expressly exempted by 
the Treasury regulations.  In Private Letter Ruling 200613012, the IRS determined that compensation also did not 
fail to qualify as performance-based where the compensation was payable without regard to actual performance 
in the event of the employee’s retirement.  

Thus, non-binding IRS guidance had expanded the regulations’ “safe harbors” for death, disability, and change 
in control to include termination without cause, for good reason, or upon retirement.  As a result, most executive 
bonus arrangements provide in one or more documents for the receipt of performance-based compensation 
without regard to actual performance upon the occurrence of these events.
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Change of Position
In Private Letter Ruling 200804004, the IRS reversed its prior position and found that where performance-
based compensation could be payable without regard to actual performance in the event of the employee’s 
termination without cause or for good reason, such compensation would not qualify as performance-based 
compensation, and accordingly, if payable to a covered employee, would be subject to the Section 162(m) $1 
million deduction limit.  In short, the mere presence of these rights in an agreement, even if the bonus was 
actually paid for achieving the performance goals, would disqualify the arrangement.

There was significant negative outcry about this apparent about-face given the adverse tax consequences 
to outstanding awards and the potential for a significant negative financial accounting impact to public 
companies from the loss of the tax deduction. 

IRS Response and Limited Relief
In response to the negative outcry, the IRS issued Revenue Ruling 2008-13.  In such ruling, the IRS 
maintained its new position and formally provided that payment without regard to actual performance 
in the event of termination without cause or for good reason, or the executive’s retirement, would disqualify 
such compensation as performance-based and would cause such compensation to be subject to the 
Section 162(m) $1 million deduction limit.  However, the ruling also provided some transitional relief – the 
disqualification of compensation payable without regard to actual performance in the event of termination 
without cause or for good reason, or in the event of the executive’s retirement, would not apply to 
performance-based compensation if either:

 ■ the performance period for the compensation begins on or before January 1, 2009 (the 
     “Transitional Period Exception”);  or

 ■ the compensation is paid pursuant to the terms of an employment contract as in effect on 
     February 21, 2008 (without regard to renewals or extensions after such date) (the “Transitional 
     Employment Agreement Exception”).

Therefore, unless the Transitional Period Exception or the Transitional Employment Agreement Exception 
apply, compensation which is payable without regard to actual performance in the event of termination 
without cause or for good reason, or the executive’s retirement, will no longer qualify as performance-based 
compensation and accordingly, if payable to a covered employee, would be subject to the Section 162(m) 
$1 million deduction limit.

Action Required
As noted above, many agreements now in effect call for payment of performance-based compensation in 
circumstances that the IRS says are now disqualifying.  Public companies should therefore carefully review 
the provisions of their incentive compensation plans, employment agreements, severance agreements, and 
change-in-control agreements that affect covered employees to ensure continued deductibility of their 
compensation.

For performance-based compensation with a performance period commencing after January 1, 2009, that 
is payable to a covered employee and which is intended to qualify for the exception to the Section 162(m) 
$1 million deduction limit, a public company must analyze the terms of the arrangement and other docu-
ments that affect such compensation, such as the covered employee’s employment agreement or the 
company’s severance plan, to make sure that either the Transitional Employment Agreement Exception 
applies or the compensation is payable only if the applicable performance goals are satisfied (other than in 
the event of death, disability, or change in control).

For example, a 2010 bonus provision that states that the covered employee is entitled to a pro rata payment 
of the target amount in the event of the covered employee’s termination without cause or for good reason 
would no longer qualify for the exception to the Section 162(m) $1 million deduction limit.  However, a 
provision that states that the covered employee is entitled to a pro rata bonus of the amount calculated 
based on actual performance for the period could qualify for the exception.

Where the Transitional Employment Agreement Exception applies, be careful to note that the exception will 
no longer apply if the agreement is renewed or extended (including automatic renewals or extensions).  
Accordingly, performance-based compensation for the period in which such renewal or extension occurs 
will have to comply with the new requirements under Revenue Ruling 2008-13.
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Where a severance plan or employment agreement provides for severance pay that is calculated in part 
based on the target amount of outstanding performance-based compensation, there is a possibility 
that the IRS could argue that such arrangement disqualifies the performance-based compensation from 
the exception to the Section 162(m) $1 million deduction limit because the severance pay is a disguised 
payment of the performance-based compensation without regard to actual performance.  If the target amount 
of the performance-based compensation were based on some measure, such as the covered employee’s 
base salary, it would be advisable for the severance pay to be based on the other measure without reference 
to the performance-based compensation. 

If you have questions regarding or need any assistance with Section 162(m) compliance, please feel free 
to contact a member of the Employee Benefits and Executive Compensation Practice Area for assistance. ■
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