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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 162.—Trade or Business
Expenses

26 CFR 1.162–27: Certain employee
remuneration in excess of $1,000,000.

T.D. 8650

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Disallowance of Deductions for
Employee Remuneration in Excess of
$1,000,000

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations relating to the dis-
allowance of deductions for employee
remuneration in excess of $1,000,000.
The regulations provide guidance to
taxpayers that are subject to section
162(m), which was added to the Code
by the Omnibus Budget Reconciliation
Act of 1993.

DATES: January 1, 1994.
For dates of applicability, see

§1.162–27(j).

FOR FURTHER INFORMATION
CONTACT: Robert Misner or Charles
T. Deliee at (202) 622-6060 (not a toll
free number). 

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information con-
tained in these final regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
tion Act (44 U.S.C. 3507) under
control number 1545–1466. Responses
to these collections of information are
required to obtain a tax deduction for
performance-based compensation in ex-
cess of $1 million.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information

unless the collection of information
displays a valid control number.

The estimated average annual burden
per respondent is 50 hours.

Comments concerning the accuracy
of this burden estimate and suggestions
for reducing this burden should be sent
to the Internal Revenue Service, Attn:
IRS Reports Clearance Officer, T:FP,
Washington, DC 20224, and to the
Office of Management and Budget,
Attn: Desk Officer for the Department
of the Treasury, Office of Information
and Regulatory Affairs, Washington,
DC 20503.

Books or records relating to this
collection of information must be re-
tained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.S.C. 6103.

Background 

Under section 162(m) of the Internal
Revenue Code, a publicly held corpora-
tion is denied a deduction for compen-
sation paid to its ‘‘covered employees’’
to the extent the compensation exceeds
$1,000,000 if the compensation would
otherwise be deductible in a taxable
year beginning on or after January 1,
1994. 

On December 20, 1993, proposed
regulations under section 162(m) (the
1993 proposed regulations) were pub-
lished in the Federal Register (58 FR
66310 [EE–61–93, 1994–1 C.B. 775]).
Amendments to the proposed regula-
tions (the 1994 amendments) were
published in the Federal Register on
December 2, 1994 (59 FR 61844 [EE–
61–93, 1994–2 C.B. 853]). Public
hearings were held on May 9, 1994,
and August 11, 1995. After considera-
tion of the comments that were re-
ceived in response to the notices of
proposed rulemaking and at the hear-
ings, the IRS and Treasury adopt the
proposed regulations as amended and
revised by this Treasury decision. 

Explanation of Provisions

A. Overview of Provisions 

As noted above, section 162(m) pro-
vides that a publicly held corporation is

denied a deduction for compensation
paid to a ‘‘covered employee’’ to the
extent the compensation exceeds
$1,000,000. A ‘‘covered employee’’
includes the chief executive officer
(CEO), as well as any other individual
whose compensation is required to be
reported to the Securities and Exchange
Commission by reason of that individ-
ual being among the four highest
compensated officers for the taxable
year (other than the CEO), as of the
end of the corporation’s taxable year. 

‘‘Performance-based compensation’’
and certain other compensation is not
subject to the deduction limitation of
section 162(m). Performance-based
compensation is remuneration payable
solely on account of the attainment of
one or more performance goals, but
only if: (1) the goals are determined by
a compensation committee of the board
of directors consisting solely of two or
more outside directors; (2) the material
terms under which the compensation is
to be paid are disclosed to the share-
holders and approved by a majority in
a separate vote before payment is
made; and (3) before any payment is
made, the compensation committee cer-
tifies that the performance goals and
any other material terms have been
satisfied.

Compensation is also excluded from
the deduction limitation of section
162(m) if it is paid under a binding
written contract that was in existence
on February 17, 1993. In addition, in
accordance with the legislative history,
the proposed regulations exempt from
the limitation compensation that is paid
under an arrangement that existed be-
fore the corporation became publicly
held, to the extent that the arrangement
is disclosed in the initial public
offering.

B. Discussion of Comments

Comments that relate to the applica-
tion of the proposed regulations and the
responses to the comments, including
an explanation of the revisions re-
flected in the final regulations, are
summarized below.

Dividend Equivalents Paid on Stock
Options

Under the proposed regulations, the
performance-based exception to the
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deduction limitation generally is
applied on a grant-by-grant basis. If the
facts and circumstances indicate,
however, that the employee would
receive all or part of the compensation
regardless of whether the performance
goal is attained, the compensation is
not performance based. For example,
where payment under a nonperform-
ance based bonus is contingent upon
the failure to attain the performance
goals under an otherwise performance-
based bonus, neither bonus arrangement
will be considered performance based.
The proposed regulations provide that
whether dividends (which generally are
not performance based) on restricted
stock are payable before attainment of
the performance goal, will not affect
the determination of whether the
restricted stock is performance based.
The proposed regulations also provide,
however, that if the amount of any
compensation the employee will
receive under a stock option is not
based solely on an increase in the value
of the stock after the date of grant (for
example, an option 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 will be
performance based.

Commentators raised the question of
whether nonperformance-based divi-
dend equivalents that are paid with
respect to a granted but unexercised
stock option irrespective of whether the
option is exercised will cause the
compensation paid upon the exercise of
the option to be nonperformance based.
Section 1.162–27(e)(2)(vi) of the final
regulations provides that such dividend
equivalents will not cause the com-
pensation paid upon the exercise of the
option to be nonperformance based,
provided that the payment of the
dividend equivalents is not conditioned
upon the employee exercising the
option. If the payment of the dividend
equivalent is conditioned upon the
employee exercising the option, the
dividend effectively reduces the
exercise price of the option, thereby
causing the option to be nonperform-
ance based upon its exercise.

Bonus Pools 

Section 1.162–27(e)(2)(ii) of the
proposed regulations provides that a
preestablished performance goal must
state, in terms of an objective formula
or standard, the method for computing

the amount of compensation payable to
the employee if the goal is attained. A
formula or standard is objective if a
third party having knowledge of the
relevant performance results could
calculate the amount to be paid to the
employee.

Section 1.162–27(e)(2)(iii) prohibits
discretion to increase the amount of
compensation to be paid under the
preestablished performance goal, but
permits the compensation committee to
reduce or eliminate the compensation
that is due upon attainment of the goal.

Examples 7 and 8 under §1.162–27-
(e)(2)(vii) of the proposed regulations
illustrated the application of these rules
to bonus pools. In Example 7, the
amount of the bonus pool was deter-
mined under an objective formula.
However, because the compensation
committee retained the discretion to
determine the fraction of the bonus
pool that each covered employee would
receive, the compensation that any
individual could receive was not
determined under an objective formula
and, therefore, the bonus plan did not
satisfy the requirements of paragraph
(e)(2). In Example 8, the compensation
for any individual was determined
under an objective formula because
each employee’s share of the bonus
pool was specified and because,
notwithstanding the compensation
committee’s ability to reduce the
compensation payable to each in-
dividual employee, a reduction in one
employee’s bonus would not result in
an increase in the amount of any other
employee’s bonus.

Several commentators have indicated
that, in some cases where compensation
committees have stated the amount
payable to each individual under a
bonus pool plan as a percentage of the
bonus pool, the total of these
percentages has exceeded 100 percent
of the pool. The use of such over-
lapping percentages is inconsistent with
§1.162–27(e)(2), as illustrated by both
Example 7 and Example 8. As noted,
Example 8 states that negative dis-
cretion will not cause the bonus plan to
fail to satisfy the requirements of
paragraph (e)(2), ‘‘provided that a
reduction in the amount of one em-
ployee’s bonus does not result in an
increase in the amount of any other
employee’s bonus.’’ Where the total of
the percentages payable under a bonus
pool plan exceeds 100 percent, it is
impossible to award each individual the
stated percentage, and this necessary

exercise of negative discretion with
respect to one or more employees
means that it is impossible for a third
party, with knowledge of the relevant
performance results, to calculate the
amount to be paid to each employee.
Further, a reduction in at least some
employees’ bonuses will result in an
increase in the amount available to pay
other employees’ bonuses.

Accordingly, §1.162–27(e)(2)(iii) is
amended to state more clearly that,
when the compensation to be paid to
each employee is stated in terms of a
percentage of a bonus pool, the sum of
the individual percentages for all
participants in the pool cannot exceed
100 percent. In addition, the principle
stated in Example 8, that the exercise
of negative discretion with respect to
one employee cannot increase the
amount payable to another employee, is
incorporated in paragraph (e)(2)(iii).
Example 8 is also revised to more
clearly illustrate this rule.

Although the IRS and Treasury be-
lieve that the changes made merely
clarify the proposed regulations, it is
recognized that others have interpreted
the language of the proposed regula-
tions differently. Therefore, under
§1.162–27(j)(2)(iv), this clarified rule
will not be applied to any compensa-
tion paid before January 1, 2001, under
a bonus pool based on performance in
any period that began before December
20, 1995.

Outside Directors 

Section 1.162–27(e)(3)(vi) provides
that a director is not precluded from
being an outside director solely because
he or she is a former officer of a
corporation that previously was an
affiliated corporation of the publicly
held corporation. The regulation is
revised to clarify that a former officer
of either a spun off or liquidated
corporation, that formerly was a
member of the affiliated group, is not
precluded from serving on the com-
pensation committee of the publicly
held member of the affiliated group.

Companies that Become Publicly
Held Without an Initial Public
Offering

Under §1.162–27(f), the $1 million
deduction limit does not apply to any
compensation plan or agreement that
existed before the corporation became
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publicly held to the extent that the plan
or agreement was disclosed in the
prospectus accompanying the initial
public offering (IPO). This exception
may be relied on until the earliest of:
(1) the expiration of the plan or
agreement, (2) the material modifi-
cation of the plan or agreement, (3) the
issuance of all stock and other compen-
sation that has been allocated under the
plan, or (4) the first shareholder meet-
ing at which directors will be elected
that occurs after the close of the third
calendar year following the calendar
year in which the IPO occurs. 

Commentators have asked whether
this rule applies to corporations that
become publicly held without an IPO.

As indicated in the legislative history
accompanying Code section 162(m),
the prospectus that accompanies the
IPO provides an opportunity to disclose
the terms of the plan or agreement to
the potential shareholders, and the
subsequent purchase of the stock with
that knowledge may be viewed as tant-
amount to a favorable vote on the
compensation arrangement. When a
corporation becomes publicly held
without an IPO, there is no comparable
alternative means of satisfying the
requirements of section 162(m)(4)(C)-
(ii). On the other hand, because there is
no requirement for privately held cor-
porations to comply with section
162(m), the IRS and Treasury recog-
nize the need for a transition rule for
plans and agreements that are in
existence when a privately held corpo-
ration becomes publicly held without
an IPO.

Accordingly, §1.162–27(f)(1) is re-
vised to provide relief for privately
held corporations that become publicly
held without an IPO. Under the transi-
tion rule for these corporations, the
reliance period in §1.162–27(f)(2)
lapses upon the first meeting of share-
holders at which directors are to be
elected that occurs after the close of
the first calendar year following the
calendar year in which the corporation
becomes publicly held.

Written Binding Contracts 

Section 1.162–27(h)(1) provides the
transition rules for compensation pay-
able under a written binding contract
that was in effect on February 17,
1993. Under those rules, a written
binding contract that is terminable or
cancelable by the corporation after

February 17, 1993, without the
employee’s consent is treated as a new
contract as of the date that any such
termination or cancelation, if made,
would be effective. The proposed reg-
ulations further provide that, if the
terms of a contract provide that the
contract will be terminated or canceled
as of a certain date unless either the
corporation or the employee elects to
renew within 30 days of that date, the
contract is treated as renewed by the
corporation as of that date.

Commentators have suggested that
these regulations clarify the outcome
where a corporation will remain bound
by the terms of a contract beyond a
certain date at the sole discretion of the
employee. For example, if a contract
that is in effect on February 17, 1993,
provides that the employee has the sole
discretion to extend or renew the terms
beyond its stated expiration, without
the consent of the corporation, a
question arises whether the contract
will be considered a pre-February 17,
1993 written binding contract after the
employee chooses to extend.

Generally, the question of whether
the terms of a contract are binding is
determined under state law. The IRS
and Treasury believe that the rules for
determining whether a contract is bind-
ing should be applied based on whether
the corporation is bound by the terms
of the contract. Thus, if a contract
provides the employee with the right to
extend or renew its terms without the
consent of the corporation, and the
corporation is legally obligated to pay
the agreed-upon compensation to the
employee if the employee chooses to
extend or renew the contract, the
contract will be considered binding on
the corporation. Accordingly, a new
sentence has been added to §1.162–
27(h)(1)(i) to clarify that, if the corpo-
ration will remain legally obligated by
the terms of a contract beyond a certain
date at the sole discretion of the em-
ployee, the contract will not be treated
as a new contract as of that date if the
employee exercises the discretion.

Awards Based on a Percentage of
Salary 

The 1994 amendments modified
§1.162–27(e)(2)(iii) to provide that, if
the terms of an objective formula or
standard fail to preclude discretion
merely because the amount of compen-
sation to be paid upon attainment of

the performance goal is based, in whole
or in part, on a percentage of salary or
base pay, the objective formula or
standard will not be considered discre-
tionary (and thus §1.162–27(e)(2)(iii)
will not be violated) if the maximum
dollar amount to be paid is fixed at the
time the performance goal is estab-
lished. The final regulations clarify that
a maximum dollar amount need not be
specified under this provision if, at the
time the performance goal is estab-
lished, the dollar amount of salary or
base pay is fixed. In such a case, the
use of salary or base pay does not
cause the formula to fail to preclude
discretion to increase compensation.

The 1994 amendments made a cor-
responding amendment with respect to
salary-based formulas to the share-
holder disclosure rules in §1.162–
27(e)(4)(i). However, the shareholder
disclosure amendment was not ex-
plicitly limited to formulas that would
otherwise be discretionary. The final
regulations clarify that the shareholder
disclosure rule relating to salary-based
formulas applies only to those formulas
that would otherwise be discretionary.

In addition, the final regulations
provide transition relief with respect to
the 1994 amendment of the shareholder
disclosure requirement relating to
salary-based formulas. New §1.162–27-
(j)(2)(v) provides that this disclosure
requirement applies only to plans ap-
proved by shareholders after April 30,
1995.

In the case of a preestablished
performance goal that was established
prior to the publication of the 1994
amendments, a corporation could, of
course, rely upon a reasonable good
faith interpretation of the statutory
provisions to determine that the per-
formance goal was stated in terms of
an objective formula, to the extent the
issue to which the interpretation relates
was not covered by the 1993 regula-
tions. An award made pursuant to such
a performance goal would not fail to be
performance based merely because the
award was made after the publication
of the 1994 amendments.

Stock-Based Compensation

The 1993 proposed regulations pro-
vided transition relief for previously
approved plans and agreements that did
not satisfy the written binding contract
requirement as of February 17, 1993,
but that were approved by shareholders
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before December 20, 1993. See
§1.162–27(h)(3)(iii). The transition re-
lief applied to compensation paid prior
to the expiration of a reliance period.
In response to comments on the 1993
proposed regulations, the 1994 amend-
ments expanded this relief to encom-
pass compensation paid after the re-
liance period with respect to the
exercise of stock options and stock
appreciation rights, and the substantial
vesting of restricted property, provided
that the stock option, stock appreciation
right, or restricted property was granted
during the reliance period. Similar
relief provisions were also included in
new transition rules added by the 1994
amendments. (See §§1.162–27(f)(3),
(f)(4), (j)(2)(ii), and (j)(2)(iii) of the
final regulations.)

Commentators have asked that the
relief provided in the 1994 amendments
for stock options, stock appreciation
rights, and restricted property be ex-
tended even further to cover other
stock-based compensation and deferred
compensation in general. After careful
consideration of the comments re-
ceived, the IRS and Treasury have
concluded that there is not adequate
justification for a further expansion of
the 1994 expansion of the prior regula-
tory transition relief for previously
approved plans and agreements, or the
other similar relief provisions added in
1994. 

Subsidiaries That Become Separate
Publicly Held Corporations

Section 1.162–27(f)(4) of the pro-
posed regulations contains special rules
for subsidiaries that become separate
publicly held corporations. A transition
rule set forth in §1.162–27(i)(2)(iii) of
the proposed regulations specified de-
layed effective dates for these special
rules. However, commentators indi-
cated that the regulation were not
explicit as to which rules applied prior
to the delayed effective dates.

The final regulations clarify that
compensation paid prior to the delayed
effective dates by a subsidiary that
becomes a separate publicly held cor-
poration will not be subject to the $1
million deduction limit if the conditions
of the transition rule are satisfied. (This
transition rule and all other effective
date provisions have been moved from
paragraph (i) to paragraph (j) of the
final regulations. Paragraph (i) is
reserved.)

Special Analysis

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It also has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Internal Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Small Business Administra-
tion for comment on its impact on
small business.

Drafting Information

The principal authors of these reg-
ulations are Charles T. Deliee and
Robert Misner, Office of the Associate
Chief Counsel (Employee Benefits and
Exempt Organizations), Internal Reve-
nue Service. However, other personnel
from IRS and the Treasury Department
participated in their development.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and
602 are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority for part 1
continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.162–27 is added to

read as follows:

§1.162–27 Certain employee
remuneration in excess of $1,000,000

(a) Scope. This section provides
rules for the application of the $1
million deduction limit under section
162(m) of the Internal Revenue Code.
Paragraph (b) of this section provides
the general rule limiting deductions
under section 162(m). Paragraph (c) of
this section provides definitions of
generally applicable terms. Paragraph
(d) of this section provides an excep-
tion from the deduction limit for
compensation payable on a commission

basis. Paragraph (e) of this section
provides an exception for qualified
performance-based compensation. Para-
graphs (f) and (g) of this section
provide special rules for corporations
that become publicly held corporations
and payments that are subject to
section 280G, respectively. Paragraph
(h) of this section provides transition
rules, including the rules for contracts
that are grandfathered and not subject
to section 162(m). Paragraph (j) of this
section contains the effective date pro-
visions. For rules concerning the de-
ductibility of compensation for services
that are not covered by section 162(m)
and this section, see section 162(a)(1)
and §1.162–7. This section is not
determinative as to whether compensa-
tion meets the requirements of section
162(a)(1).

(b) Limitation on deduction. Section
162(m) precludes a deduction under
chapter 1 of the Internal Revenue Code
by any publicly held corporation for
compensation paid to any covered
employee to the extent that the com-
pensation for the taxable year exceeds
$1,000,000.

(c) Definitions—(1) Publicly held
corporation—(i) General rule. A pub-
licly held corporation means any cor-
poration issuing any class of common
equity securities required to be regis-
tered under section 12 of the Exchange
Act. A corporation is not considered
publicly held if the registration of its
equity securities is voluntary. For pur-
poses of this section, whether a corpo-
ration is publicly held is determined
based solely on whether, as of the last
day of its taxable year, the corporation
is subject to the reporting obligations
of section 12 of the Exchange Act.

(ii) Affiliated groups. A publicly
held corporation includes an affiliated
group of corporations, as defined in
section 1504 (determined without re-
gard to section 1504(b)). For purposes
of this section, however, an affiliated
group of corporations does not include
any subsidiary that is itself a publicly
held corporation. Such a publicly held
subsidiary, and its subsidiaries (if any),
are separately subject to this section. If
a covered employee is paid compensa-
tion in a taxable year by more than one
member of an affiliated group, compen-
sation paid by each member of the
affiliated group is aggregated with
compensation paid to the covered
employee by all other members of the
group. Any amount disallowed as a
deduction by this section must be



SEQ  0068 JOB  B35-004-003 PAGE-0009 PT 1 PGS 5-     
REVISED 28MAY96 AT 11:41 BY LR   DEPTH:  65.01 PICAS  WIDTH  46 PICAS 
COMPOSITE COLOR

778/20047/28MAY96/B35-004

9

prorated among the payor corporations
in proportion to the amount of compen-
sation paid to the covered employee by
each such corporation in the taxable
year.

(2) Covered employee—(i) General
rule. A covered employee means any
individual who, on the last day of the
taxable year, is—

(A) The chief executive officer of
the corporation or is acting in such
capacity; or

(B) Among the four highest compen-
sated officers (other than the chief
executive officer). 

(ii) Application of rules of the Se-
curities and Exchange Commission.
Whether an individual is the chief
executive officer described in para-
graph (c)(2)(i)(A) of this section or an
officer described in paragraph
(c)(2)(i)(B) of this section is deter-
mined pursuant to the executive com-
pensation disclosure rules under the
Exchange Act. 

(3) Compensation—(i) In general.
For purposes of the deduction limita-
tion described in paragraph (b) of this
section, compensation means the aggre-
gate amount allowable as a deduction
under chapter 1 of the Internal Revenue
Code for the taxable year (determined
without regard to section 162(m)) for
remuneration for services performed by
a covered employee, whether or not the
services were performed during the
taxable year.

(ii) Exceptions. Compensation does
not include—

(A) Remuneration covered in section
3121(a)(1) through section 3121(a)-
(5)(D) (concerning remuneration that is
not treated as wages for purposes of
the Federal Insurance Contributions
Act); and 

(B) Remuneration consisting of any
benefit provided to or on behalf of an
employee if, at the time the benefit is
provided, it is reasonable to believe
that the employee will be able to
exclude it from gross income. In
addition, compensation does not in-
clude salary reduction contributions
described in section 3121(v)(1).

(4) Compensation Committee. The
compensation committee means the
committee of directors (including any
subcommittee of directors) of the pub-
licly held corporation that has the
authority to establish and administer
performance goals described in para-
graph (e)(2) of this section, and to

certify that performance goals are
attained, as described in paragraph
(e)(5) of this section. A committee of
directors is not treated as failing to
have the authority to establish perform-
ance goals merely because the goals
are ratified by the board of directors of
the publicly held corporation or, if
applicable, any other committee of the
board of directors. See paragraph (e)(3)
of this section for rules concerning the
composition of the compensation com-
mittee. 

(5) Exchange Act. The Exchange Act
means the Securities Exchange Act of
1934. 

(6) Examples. This paragraph (c)
may be illustrated by the following
examples: 

Example 1. Corporation X is a publicly held
corporation with a July 1 to June 30 fiscal year.
For Corporation X’s taxable year ending on June
30, 1995, Corporation X pays compensation of
$2,000,000 to A, an employee. However, A’s
compensation is not required to be reported to
shareholders under the executive compensation
disclosure rules of the Exchange Act because A
is neither the chief executive officer nor one of
the four highest compensated officers employed
on the last day of the taxable year. A’s
compensation is not subject to the deduction
limitation of paragraph (b) of this section.

Example 2. C, a covered employee, performs
services and receives compensation from Corpo-
rations X, Y, and Z, members of an affiliated
group of corporations. Corporation X, the parent
corporation, is a publicly held corporation. The
total compensation paid to C from all affiliated
group members is $3,000,000 for the taxable
year, of which Corporation X pays $1,500,000;
Corporation Y pays $900,000; and Corporation Z
pays $600,000. Because the compensation paid
by all affiliated group members is aggregated for
purposes of section 162(m), $2,000,000 of the
aggregate compensation paid is nondeductible.
Corporations X, Y, and Z each are treated as
paying a ratable portion of the nondeductible
compensation. Thus, two thirds of each corpora-
tion’s payment will be nondeductible. Corpora-
tion X has a nondeductible compensation ex-
pense o f $1 ,000 ,000 ($1 ,500 ,000 3
$2,000,000/$3,000,000). Corporation Y has a
nondeductible compensation expense of $600,000
($900,000 3 $2,000,000/$3,000,000). Corpora-
tion Z has a nondeductible compensation expense
of $400,000 ($600,000 3 $2,000,000/
$3,000,000).

Example 3. Corporation W, a calendar year
taxpayer, has total assets equal to or exceeding
$5 million and a class of equity security held of
record by 500 or more persons on December 31,
1994. However, under the Exchange Act, Corpo-
ration W is not required to file a registration
statement with respect to that security until April
30, 1995. Thus, Corporation W is not a publicly
held corporation on December 31, 1994, but is a
publicly held corporation on December 31, 1995.

Example 4. The facts are the same as in
Example 3, except that on December 15, 1996,
Corporation W files with the Securities and
Exchange Commission to disclose that Corpora-
tion W is no longer required to be registered

under section 12 of the Exchange Act and to
terminate its registration of securities under that
provision. Because Corporation W is no longer
subject to Exchange Act reporting obligations as
of December 31, 1996, Corporation W is not a
publicly held corporation for taxable year 1996,
even though the registration of Corporation W’s
securities does not terminate until 90 days after
Corporation W files with the Securities and
Exchange Commission. 

(d) Exception for compensation paid
on a commission basis. The deduction
limit in paragraph (b) of this section
shall not apply to any compensation
paid on a commission basis. For this
purpose, compensation is paid on a
commission basis if the facts and
circumstances show that it is paid
solely on account of income generated
directly by the individual performance
of the individual to whom the compen-
sation is paid. Compensation does not
fail to be attributable directly to the
individual merely because support serv-
ices, such as secretarial or research
services, are utilized in generating the
income. However, if compensation is
paid on account of broader perform-
ance standards, such as income pro-
duced by a business unit of the
corporation, the compensation does not
qualify for the exception provided
under this paragraph (d).

( e ) E x c e p t i o n f o r q u a l i f i e d
performance-based compensation—

(1) In general. The deduction limit
in paragraph (b) of this section does
not apply to qualified performance-
based compensation. Qualified per-
formance-based compensation is com-
pensation that meets all of the require-
ments of paragraphs (e)(2) through
(e)(5) of this section.

(2) Performance goal requirement—
(i) Preestablished goal. Qualified
performance-based compensation must
be paid solely on account of the
attainment of one or more pre-
established, objective performance
goals. A performance goal is consid-
ered preestablished if it is established
in writing by the compensation com-
mittee not later than 90 days after the
commencement of the period of service
to which the performance goal relates,
provided that the outcome is substan-
tially uncertain at the time the compen-
sation committee actually establishes
the goal. However, in no event will a
performance goal be considered to be
preestablished if it is established after
25 percent of the period of service (as
scheduled in good faith at the time the
goal is established) has elapsed. A
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performance goal is objective if a third
party having knowledge of the relevant
facts could determine whether the goal
is met. Performance goals can be based
on one or more business criteria that
apply to the individual, a business unit,
or the corporation as a whole. Such
business criteria could include, for
example, stock price, market share,
sales, earnings per share, return on
equity, or costs. A performance goal
need not, however, be based upon an
increase or positive result under a
business criterion and could include,
for example, maintaining the status quo
or limiting economic losses (measured,
in each case, by reference to a specific
business criterion). A performance goal
does not include the mere continued
employment of the covered employee.
Thus, a vesting provision based solely
on continued employment would not
constitute a performance goal. See
paragraph (e)(2)(vi) of this section for
rules on compensation that is based on
an increase in the price of stock. 

(ii) Objective compensation formula.
A preestablished performance goal
must state, in terms of an objective
formula or standard, the method for
computing the amount of compensation
payable to the employee if the goal is
attained. A formula or standard is
objective if a third party having knowl-
edge of the relevant performance re-
sults could calculate the amount to be
paid to the employee. In addition, a
formula or standard must specify the
individual employees or class of
employees to which it applies.

(iii) Discretion. 

(A) The terms of an objective for-
mula or standard must preclude discre-
tion to increase the amount of compen-
sation payable that would otherwise be
due upon attainment of the goal. A
performance goal is not discretionary
for purposes of this paragraph
(e)(2)(iii) merely because the compen-
sation committee reduces or eliminates
the compensation or other economic
benefit that was due upon attainment of
the goal. However, the exercise of
negative discretion with respect to one
employee is not permitted to result in
an increase in the amount payable to
another employee. Thus, for example,
in the case of a bonus pool, if the
amount payable to each employee is
stated in terms of a percentage of the
pool, the sum of these individual
percentages of the pool is not permitted

to exceed 100 percent. If the terms of
an objective formula or standard fail to
preclude discretion to increase the
amount of compensation merely be-
cause the amount of compensation to
be paid upon attainment of the per-
formance goal is based, in whole or in
part, on a percentage of salary or base
pay and the dollar amount of the salary
or base pay is not fixed at the time the
performance goal is established, then
the objective formula or standard will
not be considered discretionary for
purposes of this paragraph (e)(2)(iii) if
the maximum dollar amount to be paid
is fixed at that time.

(B) If compensation is payable upon
or after the attainment of a perform-
ance goal, and a change is made to
accelerate the payment of compensation
to an earlier date after the attainment of
the goal, the change will be treated as
an increase in the amount of compensa-
tion, unless the amount of compensa-
tion paid is discounted to reasonably
reflect the time value of money. If
compensation is payable upon or after
the attainment of a performance goal,
and a change is made to defer the
payment of compensation to a later
date, any amount paid in excess of the
amount that was originally owed to the
employee will not be treated as an
increase in the amount of compensation
if the additional amount is based either
on a reasonable rate of interest or on
one or more predetermined actual
investments (whether or not assets
associated with the amount originally
owed are actually invested therein)
such that the amount payable by the
employer at the later date will be based
on the actual rate of return of a specific
investment (including any decrease as
well as any increase in the value of an
investment). If compensation is payable
in the form of property, a change in the
timing of the transfer of that property
after the attainment of the goal will not
be treated as an increase in the amount
of compensation for purposes of this
paragraph (e)(2)(iii). Thus, for exam-
ple, if the terms of a stock grant
provide for stock to be transferred after
the attainment of a performance goal
and the transfer of the stock also is
subject to a vesting schedule, a change
in the vesting schedule that either
accelerates or defers the transfer of
stock will not be treated as an increase
in the amount of compensation payable
under the performance goal. 

(C) Compensation attributable to a
stock option, stock appreciation right,

or other stock-based compensation does
not fail to satisfy the requirements of
this paragraph (e)(2) to the extent that
a change in the grant or award is made
to reflect a change in corporate capital-
ization, such as a stock split or
dividend, or a corporate transaction,
such as any merger of a corporation
into another corporation, any consolida-
tion of two or more corporations into
another corporation, any separation of a
corporation (including a spinoff or
other distribution of stock or property
by a corporation), any reorganization of
a corporation (whether or not such
reorganization comes within the defini-
tion of such term in section 368), or
any partial or complete liquidation by a
corporation. 

(iv) Grant-by-grant determination.
The determination of whether compen-
sation satisfies the requirements of this
paragraph (e)(2) generally shall be
made on a grant-by-grant basis. Thus,
for example, whether compensation
attributable to a stock option grant
satisfies the requirements of this para-
graph (e)(2) generally is determined on
the basis of the particular grant made
and without regard to the terms of any
other option grant, or other grant of
compensation, to the same or another
employee. As a further example, except
as provided in paragraph (e)(2)(vi),
whether a grant of restricted stock or
other stock-based compensation satis-
fies the requirements of this paragraph
(e)(2) is determined without regard to
whether dividends, dividend equiva-
lents, or other similar distributions with
respect to stock, on such stock-based
compensation are payable prior to the
attainment of the performance goal.
Dividends, dividend equivalents, or
other similar distributions with respect
to stock that are treated as separate
grants under this paragraph (e)(2)(iv)
are not performance-based compensa-
tion unless they separately satisfy the
requirements of this paragraph (e)(2). 

(v) Compensation contingent upon
attainment of performance goal. Com-
pensation does not satisfy the require-
ments of this paragraph (e)(2) if the
facts and circumstances indicate that
the employee would receive all or part
of the compensation regardless of
whether the performance goal is at-
tained. Thus, if the payment of com-
pensation under a grant or award is
only nominally or partially contingent
on attaining a performance goal, none
of the compensation payable under the
grant or award will be considered
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performance-based. For example, if an
employee is entitled to a bonus under
either of two arrangements, where
payment under a nonperformance-based
arrangement is contingent upon the
failure to attain the performance goals
under an otherwise performance-based
arrangement, then neither arrangement
provides for compensation that satisfies
the requirements of this paragraph
(e)(2). Compensation does not fail to
be qualified performance-based com-
pensation merely because the plan
allows the compensation to be payable
upon death, disability, or change of
ownership or control, although compen-
sation actually paid on account of those
events prior to the attainment of the
performance goal would not satisfy the
requirements of this paragraph (e)(2).
As an exception to the general rule set
forth in the first sentence of paragraph
(e)(2)(iv) of this section, the facts-and-
circumstances determination referred to
in the first sentence of this paragraph
(e)(2)(v) is made taking into account
all plans, arrangements, and agreements
that provide for compensation to the
employee. 

(vi) Application of requirements to
stock options and stock appreciation
rights—(A) In general. Compensation
attributable to a stock option or a stock
appreciation right is deemed to satisfy
the requirements of this paragraph
(e)(2) if the grant or award is made by
the compensation committee; the plan
under which the option or right is
granted states the maximum number of
shares with respect to which options or
rights may be granted during a spec-
ified period to any employee; and,
under the terms of the option or right,
the amount of compensation the em-
ployee could receive is based solely on
an increase in the value of the stock
after the date of the grant or award.
Conversely, if the amount of compen-
sation the employee will receive under
the grant or award is not based solely
on an increase in the value of the stock
after the date of grant or award (e.g., in
the case of restricted 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 at-
tributable to the grant or award is
qualified performance-based compensa-
tion because it does not satisfy the
requirement of this paragraph (e)(2)-
(vi)(A). 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 divi-
dend equivalent that may be payable,
provided that payment of the dividend
equivalent is not made contingent on
the exercise of the option. The rule that
the compensation attributable to a stock
option or stock appreciation right must
be based solely on 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 exercisability of the
grant or award is contingent on, the
attainment of a performance goal that
satisfies the requirements of this para-
graph (e)(2). 

(B) Cancellation and repricing.
Compensation attributable to a stock
option or stock appreciation right does
not satisfy the requirements of this
paragraph (e)(2) to the extent that the
number of options granted exceeds the
maximum number of shares for which
options may be granted to the em-
ployee as specified in the plan. If an
option is canceled, the canceled option
continues to be counted against the
maximum number of shares for which
options may be granted to the em-
ployee under the plan. If, after grant,
the exercise price of an option is
reduced, the transaction is treated as a
cancellation of the option and a grant
of a new option. In such case, both the
option that is deemed to be canceled
and the option that is deemed to be
granted reduce the maximum number
of shares for which options may be
granted to the employee under the plan.
This paragraph (e)(2)(vi)(B) also ap-
plies in the case of a stock appreciation
right where, after the award is made,
the base amount on which stock ap-
preciation is calculated is reduced to
reflect a reduction in the fair market
value of stock.

(vii) Examples. This paragraph (e)(2)
may be illustrated by the following
examples:

Example 1. No later than 90 days after the
start of a fiscal year, but while the outcome is
substantially uncertain, Corporation S establishes
a bonus plan under which A, the chief executive
officer, will receive a cash bonus of $500,000, if
year-end corporate sales are increased by at least
5 percent. The compensation committee retains
the right, if the performance goal is met, to
reduce the bonus payment to A if, in its
judgment, other subjective factors warrant a
reduction. The bonus will meet the requirements
of this paragraph (e)(2).

Example 2. The facts are the same as in
Example 1, except that the bonus is based on a
percentage of Corporation S’s total sales for the
fiscal year. Because Corporation S is virtually

certain to have some sales for the fiscal year, the
outcome of the performance goal is not substan-
tially uncertain, and therefore the bonus does not
meet the requirements of this paragraph (e)(2).

Example 3. The facts are the same as in
Example 1, except that the bonus is based on a
percentage of Corporation S’s total profits for the
fiscal year. Although some sales are virtually
certain for virtually all public companies, it is
substantially uncertain whether a company will
have profits for a specified future period even if
the company has a history of profitability.
Therefore, the bonus will meet the requirements
of this paragraph (e)(2). 

Example 4. B is the general counsel of
Corporation R, which is engaged in patent
litigation with Corporation S. Representatives of
Corporation S have informally indicated to
Corporation R a willingness to settle the
litigation for $50,000,000. Subsequently, the
compensation committee of Corporation R agrees
to pay B a bonus if B obtains a formal settlement
for at least $50,000,000. The bonus to B does
not meet the requirement of this paragraph (e)(2)
because the performance goal was not estab-
lished at a time when the outcome was
substantially uncertain.

Example 5. Corporation S, a public utility,
adopts a bonus plan for selected salaried
employees that will pay a bonus at the end of a
3-year period of $750,000 each if, at the end of
the 3 years, the price of S stock has increased by
10 percent. The plan also provides that the 10-
percent goal will automatically adjust upward or
downward by the percentage change in a pub-
lished utilities index. Thus, for example, if the
published utilities index shows a net increase of
5 percent over a 3-year period, then the salaried
employees would receive a bonus only if
Corporation S stock has increased by 15 percent.
Conversely, if the published utilities index shows
a net decrease of 5 percent over a 3-year period,
then the salaried employees would receive a
bonus if Corporation S stock has increased by 5
percent. Because these automatic adjustments in
the performance goal are preestablished, the
bonus meets the requirement of this paragraph
(e)(2), notwithstanding the potential changes in
the performance goal.

Example 6. The facts are the same as in
Example 5, except that the bonus plan provides
that, at the end of the 3-year period, a bonus of
$750,000 will be paid to each salaried employee
if either the price of Corporation S stock has
increased by 10 percent or the earnings per share
on Corporation S stock have increased by 5
percent. If both the earnings-per-share goal and
the stock-price goal are preestablished, the
compensation committee’s discretion to choose
to pay a bonus under either of the two goals does
not cause any bonus paid under the plan to fail
to meet the requirement of this paragraph (e)(2)
because each goal independently meets the re-
quirements of this paragraph (e)(2). The choice
to pay under either of the two goals is
tantamount to the discretion to choose not to pay
under one of the goals, as provided in paragraph
(e)(2)(iii) of this section.

Example 7. Corporation U establishes a bonus
plan under which a specified class of employees
will participate in a bonus pool if certain
preestablished performance goals are attained.
The amount of the bonus pool is determined
under an objective formula. 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.
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The bonus plan does not satisfy the requirements
of this paragraph (e)(2). Although the aggregate
amount of the bonus plan is determined under an
objective formula, a third party could not
determine the amount that any individual could
receive under the plan.

Example 8. The facts are the same as in
Example 7, except that the bonus plan provides
that a specified share of the bonus pool is
payable to each employee, and the total of these
shares does not exceed 100% of the pool. The
bonus plan satisfies the requirements of this
paragraph (e)(2). In addition, the bonus plan will
satisfy the requirements of this paragraph (e)(2)
even if the compensation committee retains the
discretion to reduce the compensation payable to
any individual employee, provided that a reduc-
tion in the amount of one employee’s bonus does
not result in an increase in the amount of any
other employee’s bonus.

Example 9. Corporation V establishes a stock
option plan for salaried employees. The terms of
the stock option plan specify that no salaried
employee shall receive options for more than
100,000 shares over any 3-year period. The
compensation committee grants options for
50,000 shares to each of several salaried
employees. The exercise price of each option is
equal to or greater than the fair market value at
the time of each grant. Compensation attributable
to the exercise of the options satisfies the
requirements of this paragraph (e)(2). If, how-
ever, the terms of the options provide that the
exercise price is less than fair market value at
the date of grant, no compensation attributable to
the exercise of those options satisfies the
requirements of this paragraph (e)(2) unless
issuance or exercise of the options was con-
tingent upon the attainment of a preestablished
performance goal that satisfies this paragraph
(e)(2).

Example 10. The facts are the same as in
Example 9, except that, within the same 3-year
grant period, the fair market value of Corpora-
tion V stock is significantly less than the
exercise price of the options. The compensation
committee reprices those options to that lower
current fair market value of Corporation V stock.
The repricing of the options for 50,000 shares
held by each salaried employee is treated as the
grant of new options for an additional 50,000
shares to each employee. Thus, each of the
salaried employees is treated as having received
grants for 100,000 shares. Consequently, if any
additional options are granted to those employees
during the 3-year period, compensation attributa-
ble to the exercise of those additional options
would not satisfy the requirements of this
paragraph (e)(2). The results would be the same
if the compensation committee canceled the
outstanding options and issued new options to
the same employees that were exercisable at the
fair market value of Corporation V stock on the
date of reissue.

Example 11. Corporation W maintains a plan
under which each participating employee may
receive incentive stock options, nonqualified
stock options, stock appreciation rights, or grants
of restricted Corporation W stock. The plan
specifies that each participating employee may
receive options, stock appreciation rights,
restricted stock, or any combination of each, for
no more than 20,000 shares over the life of the
plan. The plan provides that stock options may
be granted with an exercise price of less than,
equal to, or greater than fair market value on the
date of grant. Options granted with an exercise

price equal to, or greater than, fair market value
on the date of grant do not fail to meet the
requirements of this paragraph (e)(2) merely
because the compensation committee has the
discretion to determine the types of awards (i.e.,
options, rights, or restricted stock) to be granted
to each employee or the discretion to issue
options or make other compensation awards
under the plan that would not meet the re-
quirements of this paragraph (e)(2). Whether an
option granted under the plan satisfies the
requirements of this paragraph (e)(2) is deter-
mined on the basis of the specific terms of the
option and without regard to other options or
awards under the plan.

Example 12. Corporation X maintains a plan
under which stock appreciation rights may be
awarded to key employees. The plan permits the
compensation committee to make awards under
which the amount of compensation payable to
the employee is equal to the increase in the stock
price plus a percentage ‘‘gross up’’ intended to
offset the tax liability of the employee. In
addition, the plan permits the compensation
committee to make awards under which the
amount of compensation payable to the employee
is equal to the increase in the stock price, based
on the highest price, which is defined as the
highest price paid for Corporation X stock (or
offered in a tender offer or other arms-length
offer) during the 90 days preceding exercise.
Compensation attributable to awards under the
plan satisfies the requirements of paragraph
(e)(2)(vi) of this section, provided that the terms
of the plan specify the maximum number of
shares for which awards may be made.

Example 13. Corporation W adopts a plan
under which a bonus will be paid to the CEO
only if there is a 10% increase in earnings per
share during the performance period. The plan
provides that earnings per share will be calcu-
lated without regard to any change in accounting
standards that may be required by the Financial
Accounting Standards Board after the goal is
established. After the goal is established, such a
change in accounting standards occurs. Corpora-
tion W’s reported earnings, for purposes of
determining earnings per share under the plan,
are adjusted pursuant to this plan provision to
factor out this change in standards. This adjust-
ment will not be considered an exercise of
impermissible discretion because it is made
pursuant to the plan provision.

Example 14. Corporation X adopts a
performance-based incentive pay plan with a
four-year performance period. Bonuses under the
plan are scheduled to be paid in the first year
after the end of the performance period (year 5).
However, in the second year of the performance
period, the compensation committee determines
that any bonuses payable in year 5 will instead,
for bona fide business reasons, be paid in year
10. The compensation committee also determines
that any compensation that would have been
payable in year 5 will be adjusted to reflect the
delay in payment. The adjustment will be based
on the greater of the future rate of return of a
specified mutual fund that invests in blue chip
stocks or of a specified venture capital invest-
ment over the five-year deferral period. Each of
these investments, considered by itself, is a
predetermined actual investment because it is
based on the future rate of return of an actual
investment. However, the adjustment in this case
is not based on predetermined actual investments
within the meaning of paragraph (e)(2)(iii)(B) of
this section because the amount payable by
Corporation X in year 10 will be based on the

greater of the two investment returns and, thus,
will not be based on the actual rate of return on
either specific investment.

Example 15. The facts are the same as in
Example 14, except that the increase will be
based on Moody’s Average Corporate Bond
Yield over the five-year deferral period. Because
this index reflects a reasonable rate of interest,
the increase in the compensation payable that is
based on the index’s rate of return is not con-
sidered an impermissible increase in the amount
of compensation payable under the formula.

Example 16. The facts are the same as in
Example 14, except that the increase will be
based on the rate of return for the Standard &
Poor’s 500 Index. This index does not measure
interest rates and thus does not represent a
reasonable rate of interest. In addition, this index
does not represent an actual investment. There-
fore, any additional compensation payable based
on the rate of return of this index will result in
an impermissible increase in the amount payable
under the formula. If, in contrast, the increase
were based on the rate of return of an existing
mutual fund that is invested in a manner that
seeks to approximate the Standard & Poor’s 500
Index, the increase would be based on a pre-
determined actual investment within the meaning
of paragraph (e)(2)(iii)(B) of this section and
thus would not result in an impermissible
increase in the amount payable under the
formula.

(3) Outside directors—(i) General
rule. The performance goal under
which compensation is paid must be
established by a compensation commit-
tee comprised solely of two or more
outside directors. A director is an
outside director if the director—

(A) Is not a current employee of the
publicly held corporation; 

(B) Is not a former employee of the
publicly held corporation who receives
compensation for prior services (other
than benefits under a tax-qualified
retirement plan) during the taxable
year; 

(C) Has not been an officer of the
publicly held corporation; and 

(D) Does not receive remuneration
from the publicly held corporation,
either directly or indirectly, in any
capacity other than as a director. For
this purpose, remuneration includes any
payment in exchange for goods or
services.

(ii) Remuneration received. For pur-
poses of this paragraph (e)(3), re-
muneration is received, directly or
indirectly, by a director in each of the
following circumstances:

(A) If remuneration is paid, directly
or indirectly, to the director personally
or to an entity in which the director has
a beneficial ownership interest of
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greater than 50 percent. For this
purpose, remuneration is considered
paid when actually paid (and through-
out the remainder of that taxable year
of the corporation) and, if earlier,
throughout the period when a contract
or agreement to pay remuneration is
outstanding.

(B) If remuneration, other than de
minimis remuneration, was paid by the
publicly held corporation in its preced-
ing taxable year to an entity in which
the director has a beneficial ownership
interest of at least 5 percent but not
more than 50 percent. For this purpose,
remuneration is considered paid when
actually paid or, if earlier, when the
publicly held corporation becomes lia-
ble to pay it.

(C) If remuneration, other than de
minimis remuneration, was paid by the
publicly held corporation in its preced-
ing taxable year to an entity by which
the director is employed or self-
employed other than as a director. For
this purpose, remuneration is consid-
ered paid when actually paid or, if
earlier, when the publicly held corpora-
tion becomes liable to pay it.

(iii) De minimis remuneration—(A)
In general. For purposes of paragraphs
(e)(3)(ii)(B) and (C) of this section,
remuneration that was paid by the
publicly held corporation in its preced-
ing taxable year to an entity is de
minimis if payments to the entity did
not exceed 5 percent of the gross
revenue of the entity for its taxable
year ending with or within that preced-
ing taxable year of the publicly held
corporation.

(B) Remuneration for personal serv-
ices and substantial owners. Notwith-
standing paragraph (e)(3)(iii)(A) of this
section, remuneration in excess of
$60,000 is not de minimis if the
remuneration is paid to an entity
described in paragraph (e)(3)(ii)(B) of
this section, or is paid for personal
services to an entity described in
paragraph (e)(3)(ii)(C) of this section.

(iv) Remuneration for personal serv-
ices. For purposes of paragraph (e)(3)-
(iii)(B) of this section, remuneration
from a publicly held corporation is for
personal services if—

(A) The remuneration is paid to an
entity for personal or professional
services, consisting of legal, account-
ing, investment banking, and manage-
ment consulting services (and other
similar services that may be specified
by the Commissioner in revenue rul-

ings, notices, or other guidance pub-
lished in the Internal Revenue Bul-
letin), performed for the publicly held
corporation, and the remuneration is
not for services that are incidental to
the purchase of goods or to the
purchase of services that are not
personal services; and

(B) The director performs significant
services (whether or not as an em-
ployee) for the corporation, division, or
similar organization (within the entity)
that actually provides the services
described in paragraph (e)(3)(iv)(A) of
this section to the publicly held corpo-
ration, or more than 50 percent of the
entity’s gross revenues (for the entity’s
preceding taxable year) are derived
from that corporation, subsidiary, or
similar organization. 

(v) Entity defined. For purposes of
this paragraph (e)(3), entity means an
organization that is a sole proprietor-
ship, trust, estate, partnership, or corpo-
ration. The term also includes an af-
filiated group of corporations as de-
fined in section 1504 (determined
without regard to section 1504(b)) and
a group of organizations that would be
an affiliated group but for the fact that
one or more of the organizations are
not incorporated. However, the ag-
gregation rules referred to in the
preceding sentence do not apply for
purposes of determining whether a
director has a beneficial ownership
interest of at least 5 percent or greater
than 50 percent.

(vi) Employees and former officers.
Whether a director is an employee or a
former officer is determined on the
basis of the facts at the time that the
individual is serving as a director on
the compensation committee. Thus, a
director is not precluded from being an
outside director solely because the
director is a former officer of a
corporation that previously was an
affiliated corporation of the publicly
held corporation. For example, a direc-
tor of a parent corporation of an af-
filiated group is not precluded from
being an outside director solely because
that director is a former officer of an
affiliated subsidiary that was spun off
or liquidated. However, an outside
director would no longer be an outside
director if a corporation in which the
director was previously an officer
became an affiliated corporation of the
publicly held corporation. 

(vii) Officer. Solely for purposes of
this paragraph (e)(3), officer means an

administrative executive who is or was
in regular and continued service. The
term implies continuity of service and
excludes those employed for a special
and single transaction. An individual
who merely has (or had) the title of
officer but not the authority of an
officer is not considered an officer. The
determination of whether an individual
is or was an officer is based on all the
of facts and circumstances in the
particular case, including without lim-
itation the source of the individual’s
authority, the term for which the
individual is elected or appointed, and
the nature and extent of the individ-
ual’s duties.

(viii) Members of affiliated groups.
For purposes of this paragraph (e)(3),
the outside directors of the publicly
held member of an affiliated group are
treated as the outside directors of all
members of the affiliated group.

(ix) Examples. This paragraph (e)(3)
may be illustrated by the following
examples:

Example 1. Corporations X and Y are mem-
bers of an affiliated group of corporations as
defined in section 1504, until July 1, 1994, when
Y is sold to another group. Prior to the sale, A
served as an officer of Corporation Y. After July
1, 1994, A is not treated as a former officer of
Corporation X by reason of having been an
officer of Y.

Example 2. Corporation Z, a calendar-year
taxpayer, uses the services of a law firm by
which B is employed, but in which B has a less-
than-5-percent ownership interest. The law firm
reports income on a July 1 to June 30 basis.
Corporation Z appoints B to serve on its
compensation committee for calendar year 1998
after determining that, in calendar year 1997, it
did not become liable to the law firm for
remuneration exceeding the lesser of $60,000 or
five percent of the law firm’s gross revenue
(calculated for the year ending June 30, 1997).
On October 1, 1998, Corporation Z becomes
liable to pay remuneration of $50,000 to the law
firm on June 30, 1999. For the year ending June
30, 1998, the law firm’s gross revenue was less
than $1 million. Thus, in calendar year 1999, B
is not an outside director. However, B may
satisfy the requirements for an outside director in
calendar year 2000, if, in calendar year 1999,
Corporation Z does not become liable to the law
firm for additional remuneration. This is because
the remuneration actually paid on June 30, 1999
was considered paid on October 1, 1998 under
paragraph (e)(3)(ii)(C) of this section.

Example 3. Corporation Z, a publicly held
corporation, purchases goods from Corporation
A. D, an executive and less-than-5-percent owner
of Corporation A, sits on the board of directors
of Corporation Z and on its compensation com-
mittee. For 1997, Corporation Z obtains repre-
sentations to the effect that D is not eligible for
any commission for D’s sales to Corporation Z
and that, for purposes of determining D’s
compensation for 1997, Corporation A’s sales to
Corporation Z are not otherwise treated dif-
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ferently than sales to other customers of Corpo-
ration A (including its affiliates, if any) or are
irrelevant. In addition, Corporation Z has no
reason to believe that these representations are
inaccurate or that it is otherwise paying re-
muneration indirectly to D personally. Thus, in
1997, no remuneration is considered paid by
Corporation Z indirectly to D personally under
paragraph (e)(3)(ii)(A) of this section.

Example 4. (i) Corporation W, a publicly held
corporation, purchases goods from Corporation
T. C, an executive and less-than-5-percent owner
of Corporation T, sits on the board of directors
of Corporation W and on its compensation com-
mittee. Corporation T develops a new product
and agrees on January 1, 1998 to pay C a bonus
of $500,000 if Corporation W contracts to
purchase the product. Even if Corporation W
purchases the new product, sales to Corporation
W will represent less than 5 percent of
Corporation T’s gross revenues. In 1999, Corpo-
ration W contracts to purchase the new product
and, in 2000, C receives the $500,000 bonus
from Corporation T. In 1998, 1999, and 2000,
Corporation W does not obtain any representa-
tions relating to indirect remuneration to C
personally (such as the representations described
in Example 3).

(ii) Thus, in 1998, 1999, and 2000, remunera-
tion is considered paid by Corporation W
indirectly to C personally under paragraph
(e)(3)(ii)(A) of this section. Accordingly, in
1998, 1999, and 2000, C is not an outside
director of Corporation W. The result would
have been the same if Corporation W had ob-
tained appropriate representations but neverthe-
less had reason to believe that it was paying
remuneration indirectly to C personally.

Example 5. Corporation R, a publicly held
corporation, purchases utility service from Cor-
poration Q, a public utility. The chief executive
officer, and less-than-5-percent owner, of Corpo-
ration Q is a director of Corporation R.
Corporation R pays Corporation Q more than
$60,000 per year for the utility service, but less
than 5 percent of Corporation Q’s gross reve-
nues. Because utility services are not personal
services, the fees paid are not subject to the
$60,000 de minimis rule for remuneration for
personal services within the meaning of para-
graph (e)(3)(iii)(B) of this section. Thus, the
chief executive officer qualifies as an outside
director of Corporation R, unless disqualified on
some other basis.

Example 6. Corporation A, a publicly held
corporation, purchases management consulting
services from Division S of Conglomerate P. The
chief financial officer of Division S is a director
of Corporation A. Corporation A pays more than
$60,000 per year for the management consulting
services, but less than 5 percent of Conglomerate
P’s gross revenues. Because management con-
sulting services are personal services within the
meaning of paragraph (e)(3)(iv)(A) of this
section, and the chief financial officer performs
significant services for Division S, the fees paid
are subject to the $60,000 de minimis rule as
remuneration for personal services. Thus, the
chief financial officer does not qualify as an
outside director of Corporation A.

Example 7. The facts are the same as in
Example 6, except that the chief executive
officer, and less-than-5-percent owner, of the
parent company of Conglomerate P is a director
of Corporation A and does not perform signifi-
cant services for Division S. If the gross
revenues of Division S do not constitute more

than 50 percent of the gross revenues of
Conglomerate P for P’s preceding taxable year,
the chief executive officer will qualify as an
outside director of Corporation A, unless dis-
qualified on some other basis.

(4) Shareholder approval require-
ment—(i) General rule. The material
terms of the performance goal under
which the compensation is to be paid
must be disclosed to and subsequently
approved by the shareholders of the
publicly held corporation before the
compensation is paid. The requirements
of this paragraph (e)(4) are not satisfied
if the compensation would be paid
regardless of whether the material
terms are approved by shareholders.
The material terms include the
employees eligible to receive compen-
sation; a description of the business
criteria on which the performance goal
is based; and either the maximum
amount of compensation that could be
paid to any employee or the formula
used to calculate the amount of com-
pensation to be paid to the employee if
the performance goal is attained (ex-
cept that, in the case of a formula that
fails to preclude discretion to increase
the amount of compensation (as de-
scribed in paragraph (e)(2)(iii)(A) of
this section) merely because the
amount of compensation to be paid is
based, in whole or in part, on a
percentage of salary or base pay and
the dollar amount of the salary or base
pay is not fixed at the time the
performance goal is established, the
maximum dollar amount of compensa-
tion that could be paid to the employee
must be disclosed).

(ii) Eligible employees. Disclosure of
the employees eligible to receive com-
pensation need not be so specific as to
identify the particular individuals by
name. A general description of the
class of eligible employees by title or
class is sufficient, such as the chief
executive officer and vice presidents,
or all salaried employees, all executive
officers, or all key employees. 

( i i i ) Descr ip t ion o f bus iness
criteria—(A) In general. Disclosure of
the business criteria on which the
performance goal is based need not
include the specific targets that must be
satisfied under the performance goal.
For example, if a bonus plan provides
that a bonus will be paid if earnings
per share increase by 10 percent, the
10-percent figure is a target that need
not be disclosed to shareholders. How-
ever, in that case, disclosure must be
made that the bonus plan is based on

an earnings-per-share business crite-
rion. In the case of a plan under which
employees may be granted stock op-
tions or stock appreciation rights, no
specific description of the business
criteria is required if the grants or
awards are based on a stock price that
is no less than current fair market
value.

(B) Disclosure of confidential infor-
mation. The requirements of this para-
graph (e)(4) may be satisfied even
though information that otherwise
would be a material term of a perform-
ance goal is not disclosed to share-
holders, provided that the compensation
committee determines that the informa-
tion is confidential commercial or
business information, the disclosure of
which would have an adverse effect on
the publicly held corporation. Whether
disclosure would adversely affect the
corporation is determined on the basis
of the facts and circumstances. If the
compensation committee makes such a
determination, the disclosure to share-
holders must state the compensation
committee’s belief that the information
is confidential commercial or business
information, the disclosure of which
would adversely affect the company. In
addition, the ability not to disclose
confidential information does not elimi-
nate the requirement that disclosure be
made of the maximum amount of
compensation that is payable to an
individual under a performance goal.
Confidential information does not in-
clude the identity of an executive or
the class of executives to which a
performance goal applies or the amount
of compensation that is payable if the
goal is satisfied. 

(iv) Description of compensation.
Disclosure as to the compensation
payable under a performance goal must
be specific enough so that shareholders
can determine the maximum amount of
compensation that could be paid to any
employee during a specified period. If
the terms of the performance goal do
not provide for a maximum dollar
amount, the disclosure must include the
formula under which the compensation
would be calculated. Thus, for exam-
ple, if compensation attributable to the
exercise of stock options is equal to the
difference in 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 date of grant). In
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that case, shareholders could calculate
the maximum amount of compensation
that would be attributable to the
exercise of options on the basis of their
assumptions as to the future stock
price. 

(v) Disclosure requirements of the
Securities and Exchange Commission.
To the extent not otherwise specifically
provided in this paragraph (e)(4),
whether the material terms of a per-
formance goal are adequately disclosed
to shareholders is determined under the
same standards as apply under the
Exchange Act.

(vi) Frequency of disclosure. Once
the material terms of a performance
goal are disclosed to and approved by
shareholders, no additional disclosure
or approval is required unless the
compensation committee changes the
material terms of the performance goal.
If, however, the compensation commit-
tee has authority to change the targets
under a performance goal after share-
holder approval of the goal, material
terms of the performance goal must be
disclosed to and reapproved by share-
holders no later than the first share-
holder meeting that occurs in the fifth
year following the year in which
shareholders previously approved the
performance goal. 

(vii) Shareholder vote. For purposes
of this paragraph (e)(4), the material
terms of a performance goal are ap-
proved by shareholders if, in a separate
vote, a majority of the votes cast on the
issue (including abstentions to the
extent abstentions are counted as voting
under applicable state law) are cast in
favor of approval.

(viii) Members of affiliated group.
For purposes of this paragraph (e)(4),
the shareholders of the publicly held
member of the affiliated group are
treated as the shareholders of all
members of the affiliated group.

(ix) Examples. This paragraph (e)(4)
may be illustrated by the following
examples:

Example 1. Corporation X adopts a plan that
will pay a specified class of its executives an
annual cash bonus based on the overall increase
in corporate sales during the year. Under the
terms of the plan, the cash bonus of each
executive equals $100,000 multiplied by the
number of percentage points by which sales
increase in the current year when compared to
the prior year. Corporation X discloses to its
shareholders prior to the vote both the class of
executives eligible to receive awards and the
annual formula of $100,000 multiplied by the
percentage increase in sales. This disclosure

meets the requirements of this paragraph (e)(4).
Because the compensation committee does not
have the authority to establish a different target
under the plan, Corporation X need not re-
disclose to its shareholders and obtain their
reapproval of the material terms of the plan until
those material terms are changed. 

Example 2. The facts are the same as in
Example 1 except that Corporation X discloses
only that bonuses will be paid on the basis of the
annual increase in sales. This disclosure does not
meet the requirements of this paragraph (e)(4)
because it does not include the formula for
calculating the compensation or a maximum
amount of compensation to be paid if the
performance goal is satisfied. 

Example 3. Corporation Y adopts an incentive
compensation plan in 1995 that will pay a
specified class of its executives a bonus every 3
years based on the following 3 factors: increases
in earnings per share, reduction in costs for
specified divisions, and increases in sales by
specified divisions. The bonus is payable in cash
or in Corporation Y stock, at the option of the
executive. Under the terms of the plan, prior to
the beginning of each 3-year period, the compen-
sation committee determines the specific targets
under each of the three factors (i.e., the amount
of the increase in earnings per share, the
reduction in costs, and the amount of sales) that
must be met in order for the executives to
receive a bonus. Under the terms of the plan, the
compensation committee retains the discretion to
determine whether a bonus will be paid under
any one of the goals. The terms of the plan also
specify that no executive may receive a bonus in
excess of $1,500,000 for any 3-year period. To
satisfy the requirements of this paragraph (e)(4),
Corporation Y obtains shareholder approval of
the plan at its 1995 annual shareholder meeting.
In the proxy statement issued to shareholders,
Corporation Y need not disclose to shareholders
the specific targets that are set by the compensa-
tion committee. However, Corporation Y must
disclose that bonuses are paid on the basis of
earnings per share, reductions in costs, and
increases in sales of specified divisions. Corpora-
tion Y also must disclose the maximum amount
of compensation that any executive may receive
under the plan is $1,500,000 per 3-year period.
Unless changes in the material terms of the plan
are made earlier, Corporation Y need not
disclose the material terms of the plan to the
shareholders and obtain their reapproval until the
first shareholders’ meeting held in 2000. 

Example 4. The same facts as in Example 3,
except that prior to the beginning of the second
3-year period, the compensation committee deter-
mines that different targets will be set under the
plan for that period with regard to all three of
the performance criteria (i.e., earnings per share,
reductions in costs, and increases in sales). In
addition, the compensation committee raises the
maximum dollar amount that can be paid under
the plan for a 3-year period to $2,000,000. The
increase in the maximum dollar amount of
compensation under the plan is a changed
material term. Thus, to satisfy the requirements
of this paragraph (e)(4), Corporation Y must
disclose to and obtain approval by the share-
holders of the plan as amended.

Example 5. In 1998, Corporation Z establishes
a plan under which a specified group of
executives will receive a cash bonus not to
exceed $750,000 each if a new product that has
been in development is completed and ready for
sale to customers by January 1, 2000. Although

the completion of the new product is a material
term of the performance goal under this para-
graph (e)(4), the compensation committee deter-
mines that the disclosure to shareholders of the
performance goal would adversely affect Corpo-
ration Z because its competitors would be made
aware of the existence and timing of its new
product. In this case, the requirements of this
paragraph (e)(4) are satisfied if all other material
terms, including the maximum amount of com-
pensation, are disclosed and the disclosure
affirmatively states that the terms of the perform-
ance goal are not being disclosed because the
compensation committee has determined that
those terms include confidential information, the
disclosure of which would adversely affect
Corporation Z. 

(5) Compensation committee cer-
tification. The compensation committee
must certify in writing prior to payment
of the compensation that the perform-
ance goals and any other material terms
were in fact satisfied. For this purpose,
approved minutes of the compensation
committee meeting in which the cer-
tification is made are treated as a
written certification. Certification by
the compensation committee is not
required for compensation that is at-
tributable solely to the increase in the
stock of the publicly held corporation. 

(f) Companies that become publicly
held, spinoffs, and similar trans-
actions—(1) In general. In the case of
a corporation that was not a publicly
held corporation and then becomes a
publicly held corporation, the deduction
limit of paragraph (b) of this section
does not apply to any remuneration
paid pursuant to a compensation plan
or agreement that existed during the
period in which the corporation was
not publicly held. However, in the case
of such a corporation that becomes
publicly held in connection with an
initial public offering, this relief applies
only to the extent that the prospectus
accompanying the initial public offer-
ing disclosed information concerning
those plans or agreements that satisfied
all applicable securities laws then in
effect. In accordance with paragraph
(c)(1)(ii) of this section, a corporation
that is a member of an affiliated group
that includes a publicly held corpora-
tion is considered publicly held and,
therefore, cannot rely on this paragraph
(f)(1). 

(2) Reliance period. Paragraph (f)(1)
of this section may be relied upon until
the earliest of—

(i) The expiration of the plan or
agreement; 

(ii) The material modification of the
plan or agreement, within the meaning
of paragraph (h)(1)(iii) of this section;
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(iii) The issuance of all employer
stock and other compensation that has
been allocated under the plan; or 

(iv) The first meeting of share-
holders at which directors are to be
elected that occurs after the close of
the third calendar year following the
calendar year in which the initial public
offering occurs or, in the case of a
privately held corporation that becomes
publicly held without an initial public
offering, the first calendar year follow-
ing the calendar year in which the
corporation becomes publicly held.

(3) Stock-based compensation. Para-
graph (f)(1) of this section will apply
to any compensation received pursuant
to the exercise of a stock option or
stock appreciation right, or the substan-
tial vesting of restricted property,
granted under a plan or agreement
described in paragraph (f)(1) of this
section if the grant occurs on or before
the earliest of the events specified in
paragraph (f)(2) of this section.

(4) Subsidiaries that become sepa-
rate publicly held corporations—(i) In
general. If a subsidiary that is a
member of the affiliated group de-
scribed in paragraph (c)(1)(ii) of this
section becomes a separate publicly
held corporation (whether by spinoff or
otherwise), any remuneration paid to
covered employees of the new publicly
held corporation will satisfy the excep-
tion for performance-based compensa-
tion described in paragraph (e) of this
section if the conditions in either
paragraph (f)(4)(ii) or (f)(4)(iii) of this
section are satisfied.

(ii) Prior establishment and ap-
proval. Remuneration satisfies the re-
quirements of this paragraph (f)(4)(ii) if
the remuneration satisfies the require-
ments for performance-based compen-
sation set forth in paragraphs (e)(2),
(e)(3), and (e)(4) of this section (by
application of paragraphs (e)(3)(viii)
and (e)(4)(viii) of this section) before
the corporation becomes a separate
publicly held corporation, and the
certification required by paragraph
(e)(5) of this section is made by the
compensation committee of the new
publicly held corporation (but if the
performance goals are attained before
the corporation becomes a separate
publicly held corporation, the certifica-
tion may be made by the compensation
committee referred to in paragraph
(e)(3)(viii) of this section before it
becomes a separate publicly held cor-
poration). Thus, this paragraph (f)(4)(ii)

requires that the outside directors and
shareholders (within the meaning of
paragraphs (e)(3)(viii) and (e)(4)(viii)
of this section) of the corporation
before it becomes a separate publicly
held corporation establish and approve,
respectively, the performance-based
compensation for the covered em-
ployees of the new publicly held
corporation in accordance with para-
graphs (e)(3) and (e)(4) of this section. 

(iii) Transition period. Remuneration
satisfies the requirements of this para-
graph (f)(4)(iii) if the remuneration
satisfies all of the requirements of
paragraphs (e)(2), (e)(3), and (e)(5) of
this section. The outside directors
(within the meaning of paragraph
(e)(3)(viii) of this section) of the
corporation before it becomes a sepa-
rate publicly held corporation, or the
outside directors of the new publicly
held corporation, may establish and
administer the performance goals for
the covered employees of the new
publicly held corporation for purposes
of satisfying the requirements of para-
graphs (e)(2) and (e)(3) of this section.
The certification required by paragraph
(e)(5) of this section must be made by
the compensation committee of the new
publicly held corporation. However, a
taxpayer may rely on this paragraph
(f)(4)(iii) to satisfy the requirements of
paragraph (e) of this section only for
compensation paid, or stock options,
stock appreciation rights, or restricted
property granted, prior to the first
regularly scheduled meeting of the
shareholders of the new publicly held
corporation that occurs more than 12
months after the date the corporation
becomes a separate publicly held cor-
poration. Compensation paid, or stock
options, stock appreciation rights, or
restricted property granted, on or after
the date of that meeting of shareholders
must satisfy all requirements of para-
graph (e) of this section, including the
shareholder approval requirement of
paragraph (e)(4) of this section, in
order to satisfy the requirements for
performance-based compensation.

(5) Example. The following example
illustrates the application of paragraph
(f)(4)(ii) of this section:

Example. Corporation P, which is publicly
held, decides to spin off Corporation S, a wholly
owned subsidiary of Corporation P. After the
spinoff, Corporation S will be a separate publicly
held corporation. Before the spinoff, the compen-
sation committee of Corporation P, pursuant to
paragraph (e)(3)(viii) of this section, establishes
a bonus plan for the executives of Corporation S

that provides for bonuses payable after the
spinoff and that satisfies the requirements of
paragraph (e)(2) of this section. If, pursuant to
paragraph (e)(4)(viii) of this section, the share-
holders of Corporation P approve the plan prior
to the spinoff, that approval will satisfy the
requirements of paragraph (e)(4) of this section
with respect to compensation paid pursuant to
the bonus plan after the spinoff. However, the
compensation committee of Corporation S will
be required to certify that the goals are satisfied
prior to the payment of the bonuses in order for
the bonuses to be considered performance-based
compensation.

(g) Coordination with disallowed ex-
cess parachute payments . The
$1,000,000 limitation in paragraph (b)
of this section is reduced (but not
below zero) by the amount (if any) that
would have been included in the
compensation of the covered employee
for the taxable year but for being
disallowed by reason of section 280G.
For example, assume that during a
taxable year a corporation pays
$1,500,000 to a covered employee and
no portion satisfies the exception in
paragraph (d) of this section for com-
missions or paragraph (e) of this
section for qualified performance-based
compensation. Of the $1,500,000,
$600,000 is an excess parachute pay-
ment, as defined in section 280G(b)(1)
and is disallowed by reason of that
section. Because the excess parachute
payment reduces the limitation of para-
graph (b) of this section, the corpora-
tion can deduct $400,000, and
$500,000 of the otherwise deductible
amount is nondeductible by reason of
section 162(m). 

(h) Transition rules—(1) Compensa-
tion payable under a written binding
contract which was in effect on Febru-
ary 17, 1993—(i) General rule. The
deduction limit of paragraph (b) of this
section does not apply to any compen-
sation payable under a written binding
contract that was in effect on February
17, 1993. The preceding sentence does
not apply unless, under applicable state
law, the corporation is obligated to pay
the compensation if the employee per-
forms services. However, the deduction
limit of paragraph (b) of this section
does apply to a contract that is renewed
after February 17, 1993. A written
binding contract that is terminable or
cancelable by the corporation after
February 17, 1993, without the
employee’s consent is treated as a new
contract as of the date that any such
termination or cancellation, if made,
would be effective. Thus, for example,
if the terms of a contract provide that it
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will be automatically renewed as of a
certain date unless either the corpora-
tion or the employee gives notice of
termination of the contract at least 30
days before that date, the contract is
treated as a new contract as of the date
that termination would be effective if
that notice were given. Similarly, for
example, if the terms of a contract
provide that the contract will be
terminated or canceled as of a certain
date unless either the corporation or the
employee elects to renew within 30
days of that date, the contract is treated
as renewed by the corporation as of
that date. Alternatively, if the corpora-
tion will remain legally obligated by
the terms of a contract beyond a certain
date at the sole discretion of the
employee, the contract will not be
treated as a new contract as of that date
if the employee exercises the discretion
to keep the corporation bound to the
contract. A contract is not treated as
terminable or cancelable if it can be
terminated or canceled only by termi-
nating the employment relationship of
the employee. 

(ii) Compensation payable under a
plan or arrangement. If a compensation
plan or arrangement meets the require-
ments of paragraph (h)(1)(i) of this
section, the compensation paid to an
employee pursuant to the plan or
arrangement will not be subject to the
deduction limit of paragraph (b) of this
section even though the employee was
not eligible to participate in the plan as
of February 17, 1993. However, the
preceding sentence does not apply
unless the employee was employed on
February 17, 1993, by the corporation
that maintained the plan or arrange-
ment, or the employee had the right to
participate in the plan or arrangement
under a written binding contract as of
that date.

(iii) Material modifications.
(A) Paragraph (h)(1)(i) of this sec-

tion will not apply to any written
binding contract that is materially
modified. A material modification oc-
curs when the contract is amended to
increase the amount of compensation
payable to the employee. If a binding
written contract is materially modified,
it is treated as a new contract entered
into as of the date of the material
modification. Thus, amounts received
by an employee under the contract
prior to a material modification are not
affected, but amounts received subse-
quent to the material modification are
not treated as paid under a binding,

written contract described in paragraph
(h)(1)(i) of this section. 

(B) A modification of the contract
that accelerates the payment of com-
pensation will be treated as a material
modification unless the amount of
compensation paid is discounted to
reasonably reflect the time value of
money. If the contract is modified to
defer the payment of compensation,
any compensation paid in excess of the
amount that was originally payable to
the employee under the contract will
not be treated as a material modifica-
tion if the additional amount is based
on either a reasonable rate of interest
or one or more predetermined actual
investments (whether or not assets
associated with the amount originally
owed are actually invested therein)
such that the amount payable by the
employer at the later date will be based
on the actual rate of return of the
specific investment (including any de-
crease as well as any increase in the
value of the investment). 

(C) The adoption of a supplemental
contract or agreement that provides for
increased compensation, or the payment
of additional compensation, is a mate-
rial modification of a binding, written
contract where the facts and circum-
stances show that the additional com-
pensation is paid on the basis of
substantially the same elements or
conditions as the compensation that is
otherwise paid under the written bind-
ing contract. However, a material mod-
ification of a written binding contract
does not include a supplemental pay-
ment that is equal to or less than a
reasonable cost-of-living increase over
the payment made in the preceding
year under that written binding con-
tract. In addition, a supplemental pay-
ment of compensation that satisfies the
requirements of qualified performance-
based compensation in paragraph (e) of
this section will not be treated as a
material modification. 

(iv) Examples. The following exam-
ples illustrate the exception of this
paragraph (h)(1): 

Example 1. Corporation X executed a 3-year
compensation arrangement with C on February
15, 1993, that constitutes a written binding
contract under applicable state law. The terms of
the arrangement provide for automatic extension
after the 3-year term for additional 1-year
periods, unless the corporation exercises its
option to terminate the arrangement within 30
days of the end of the 3-year term or, thereafter,
within 30 days before each anniversary date.
Termination of the compensation arrangement

does not require the termination of C’s employ-
ment relationship with Corporation X. Unless
terminated, the arrangement is treated as renewed
on February 15, 1996, and the deduction limit of
paragraph (b) of this section applies to payments
under the arrangement after that date. 

Example 2. Corporation Y executed a 5-year
employment agreement with B on January 1,
1992, providing for a salary of $900,000 per
year. Assume that this agreement constitutes a
written binding contract under applicable state
law. In 1992 and 1993, B receives the salary of
$900,000 per year. In 1994, Corporation Y
increases B’s salary with a payment of $20,000.
The $20,000 supplemental payment does not
constitute a material modification of the written
binding contract because the $20,000 payment is
less than or equal to a reasonable cost-of-living
increase from 1993. However, the $20,000
supplemental payment is subject to the limitation
in paragraph (b) of this section. On January 1,
1995, Corporation Y increases B’s salary to
$1,200,000. The $280,000 supplemental payment
is a material modification of the written binding
contract because the additional compensation is
paid on the basis of substantially the same
elements or conditions as the compensation that
is otherwise paid under the written binding
contract and it is greater than a reasonable,
annual cost-of-living increase. Because the writ-
ten binding contract is materially modified as of
January 1, 1995, all compensation paid to B in
1995 and thereafter is subject to the deduction
limitation of section 162(m).

Example 3. Assume the same facts as in
Example 2, except that instead of an increase in
salary, B receives a restricted stock grant subject
to B’s continued employment for the balance of
the contract. The restricted stock grant is not a
material modification of the binding written
contract because any additional compensation
paid to B under the grant is not paid on the basis
of substantially the same elements and conditions
as B’s salary because it is based both on the
stock price and B’s continued service. However,
compensation attributable to the restricted stock
grant is subject to the deduction limitation of
section 162(m).

(2) Special transition rule for out-
side directors. A director who is a
disinterested director is treated as satis-
fying the requirements of an outside
director under paragraph (e)(3) of this
section until the first meeting of
shareholders at which directors are to
be elected that occurs on or after
January 1, 1996. For purposes of this
paragraph (h)(2) and paragraph (h)(3)
of this section, a director is a disin-
terested director if the director is
disinterested within the meaning of
Rule 16b–3(c)(2)(i), 17 CFR 240.16b–
3(c)(2)(i), under the Exchange Act
(including the provisions of Rule 16b–
3(d)(3), as in effect on April 30, 1991).

(3) Special transition rule for pre-
viously-approved plans—(i) In general.
Any compensation paid under a plan or
agreement approved by shareholders
before December 20, 1993, is treated as
satisfying the requirements of para-
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graphs (e)(3) and (e)(4) of this section,
provided that the directors administer-
ing the plan or agreement are disin-
terested directors and the plan was
approved by shareholders in a manner
consistent with Rule 16b–3(b), 17 CFR
240.16b–3(b), under the Exchange Act
or Rule 16b–3(a), 17 CFR 240.16b–
3(a) (as contained in 17 CFR part 240
revised April 1, 1990). In addition, for
purposes of satisfying the requirements
of paragraph (e)(2)(vi) of this section, a
plan or agreement is treated as stating a
maximum number of shares with re-
spect to which an option or right may
be granted to any employee if the plan
or agreement that was approved by the
shareholders provided for an aggregate
limit, consistent with Rule 16b–3(b), 17
CFR 250.16b–3(b), on the shares of
employer stock with respect to which
awards may be made under the plan or
agreement. 

(ii) Reliance period. The transition
rule provided in this paragraph (h)(3)
shall continue and may be relied upon
until the earliest of—

(A) The expiration or material
modification of the plan or agreement; 

(B) The issuance of all employer
stock and other compensation that has
been allocated under the plan; or

(C) The first meeting of shareholders
at which directors are to be elected that
occurs after December 31, 1996.

(iii) Stock-based compensation. This
paragraph (h)(3) will apply to any
compensation received pursuant to the
exercise of a stock option or stock
appreciation right, or the substantial
vesting of restricted property, granted
under a plan or agreement described in
paragraph (h)(3)(i) of this section if the
grant occurs on or before the earliest of
the events specified in paragraph
(h)(3)(ii) of this section. 

(iv) Example. The following exam-
ple illustrates the application of this
paragraph (h)(3):

Example. Corporation Z adopted a stock
option plan in 1991. Pursuant to Rule 16b-3
under the Exchange Act, the stock option plan
has been administered by disinterested directors
and was approved by Corporation Z share-
holders. Under the terms of the plan, shareholder
approval is not required again until 2001. In
addition, the terms of the stock option plan
include an aggregate limit on the number of
shares available under the plan. Option grants
under the Corporation Z plan are made with an
exercise price equal to or greater than the fair
market value of Corporation Z stock. Compensa-
tion attributable to the exercise of options that
are granted under the plan before the earliest of
the dates specified in paragraph (h)(3)(ii) of this

section will be treated as satisfying the require-
ments of paragraph (e) of this section for
qualified performance-based compensation, re-
gardless of when the options are exercised.

(i) (Reserved)
(j) Effective date—(1) In general.

Section 162(m) and this section apply
to compensation that is otherwise de-
ductible by the corporation in a taxable
year beginning on or after January 1,
1994.

(2) Delayed effective date for certain
provisions—(i) Date on which re-
muneration is considered paid. Not-
withstanding paragraph (j)(1) of this
section, the rules in the second sen-
tence of each of paragraphs (e)(3)(ii)-
(A), (e)(3)(ii)(B), and (e)(3)(ii)(C) of
this section for determining the date or
dates on which remuneration is consid-
ered paid to a director are effective for
taxable years beginning on or after
January 1, 1995. Prior to those taxable
years, taxpayers must follow the rules
in paragraphs (e)(3)(ii)(A), (e)(3)-
(ii)(B), and (e)(3)(ii)(C) of this section
or another reasonable, good faith inter-
pretation of section 162(m) with re-
spect to the date or dates on which
remuneration is considered paid to a
director.

(ii) Separate treatment of publicly
held subsidiaries. Notwithstanding
paragraph (j)(1) of this section, the rule
in paragraph (c)(1)(ii) of this section
that treats publicly held subsidiaries as
separately subject to section 162(m) is
effective as of the first regularly
scheduled meeting of the shareholders
of the publicly held subsidiary that
occurs more than 12 months after
December 2, 1994. The rule for stock-
based compensation set forth in para-
graph (f)(3) of this section will apply
for this purpose, except that the grant
must occur before the shareholder
meeting specified in this paragraph
(j)(2)(ii). Taxpayers may choose to rely
on the rule referred to in the first
sentence of this paragraph (j)(2)(ii) for
the period prior to the effective date of
the rule.

(iii) Subsidiaries that become sepa-
rate publicly held corporations. Not-
withstanding paragraph (j)(1) of this
section, if a subsidiary of a publicly
held corporation becomes a separate
publicly held corporation as described
in paragraph (f)(4)(i) of this section,
then, for the duration of the reliance
period described in paragraph (f)(2) of
this section, the rules of paragraph
(f)(1) of this section are treated as

applying (and the rules of paragraph
(f)(4) of this section do not apply) to
remunera t ion pa id to covered
employees of that new publicly held
corporation pursuant to a plan or
agreement that existed prior to Decem-
ber 2, 1994, provided that the treatment
of that remuneration as performance-
based is in accordance with a reason-
able, good faith interpretation of sec-
tion 162(m). However, if remuneration
is paid to covered employees of that
new publicly held corporation pursuant
to a plan or agreement that existed
prior to December 2, 1994, but that
remuneration is not performance-based
under a reasonable, good faith inter-
pretation of section 162(m), the rules
of paragraph (f)(1) of this section will
be treated as applying only until the
first regularly scheduled meeting of
shareholders that occurs more than 12
months after December 2, 1994. The
rules of paragraph (f)(4) of this section
will apply as of that first regularly
scheduled meeting. The rule for stock-
based compensation set forth in para-
graph (f)(3) of this section will apply
for purposes of this paragraph
(j)(2)(iii), except that the grant must
occur before the shareholder meeting
specified in the preceding sentence if
the remuneration is not performance-
based under a reasonable, good faith
interpretation of section 162(m). Tax-
payers may choose to rely on the rules
of paragraph (f)(4) of this section for
the period prior to the applicable ef-
fective date referred to in the first or
second sentence of this paragraph
(j)(2)(iii).

(iv) Bonus Pools. Notwithstanding
paragraph (j)(1) of this section, the
rules in paragraph (e)(2)(iii)(A) that
limit the sum of individual percentages
of a bonus pool to 100 percent will not
apply to remuneration paid before
January 1, 2001, based on performance
in any performance period that began
prior to December 20, 1995.

(v) Compensation based on a per-
centage of salary or base pay. Notwith-
standing paragraph (j)(1) of this
section, the requirement in paragraph
(e)(4)(i) of this section that, in the case
of certain formulas based on a percent-
age of salary or base pay, a corporation
disclose to shareholders the maximum
dollar amount of compensation that
could be paid to the employee, will
apply only to plans approved by
shareholders after April 30, 1995.
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PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 3. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.

§602.101 [Amended]

Par.4. In §602.101, paragraph (c) is
amended by adding the entry ‘‘1.162–
27 . . . . 1545–1466’’ in numerical order
to the table.

Margaret Milner Richardson,
Commissioner of

Internal Revenue.

Approved December 12, 1995.

Leslie Samuels,
Assistant Secretary of

the Treasury.

(Filed by the Office of the Federal Register on
December 19, 1995, 8:45 a.m., and published
in the issue of the Federal Register for
December 20, 1995, 60 F.R. 65534)

Section 165.—Losses

26 CFR 1.165–11: Election in respect of
losses attributable to a disaster.

Election in respect of losses attribu-
table to a disaster. This ruling lists the
areas declared by the President to
qualify as major disaster areas under
the Disaster Relief and Emergency
Assistance Act since the publication of
Rev. Rul. 95–17.

Rev. Rul. 96–13

Under § 165(i) of the Internal Reve-
nue Code, if a taxpayer suffers a loss
attributable to a disaster occurring in an
area subsequently determined by the
President of the United States to
warrant assistance by the Federal Gov-
ernment under the Disaster Relief and
Emergency Assistance Act, 42 U.S.C.
§§ 5121–5204c (1988 & Supp. V 1993)
(the Act), the taxpayer may elect to
claim a deduction for that loss on the
taxpayer’s federal income tax return for
the taxable year immediately preceding
the taxable year in which the disaster
occurred.

Section 1.165–11(e) of the Income
Tax Regulations provides that the
election to deduct a disaster loss for the
preceding year must be made by filing
a return, an amended return, or a claim
for refund on or before the later of (1)
the due date of the taxpayer’s income
tax return (determined without regard
to any extension of time to file the

return) for the taxable year in which
the disaster actually occurred, or (2)
the due date of the taxpayer’s income
tax return (determined with regard to
any extension of time to file the return)
for the taxable year immediately pre-
ceding the taxable year in which the
disaster actually occurred. 

The provisions of § 165(i) apply
only to losses that are otherwise
deductible under § 165(a). An individ-
ual taxpayer may deduct losses if they
are incurred in a trade or business, if
they are incurred in a transaction
entered into for profit, or if they are
casualty losses under § 165(c)(3).

The President has determined that
during 1995 the areas listed below have
been adversely affected by disasters of
sufficient severity and magnitude to
warrant assistance by the Federal Gov-
ernment under the Act.

DRAFTING INFORMATION

The principal author of this revenue
ruling is David B. Auclair of the Office
of Assistant Chief Counsel (Income
Tax and Accounting). For further infor-
mation regarding this revenue ruling,
contact Mr. Auclair on (202) 622-4910
(not a toll-free call).

Disaster Areas in 1995 Type of Disaster Date of Disaster

Alabama
Counties of Cullman, DeKalb, Marion, Marshall,
and Winston

Severe storms, tornadoes,
and flooding

February 15-20, 1995

Counties of Autauga, Baldwin, Barbour, Bullock,
Bulter, Calhoun, Chambers, Cherokee, Chilton,
Clarke, Clay, Cleburne, Coffee, Conecuh, Coosa,
Covington, Crenshaw, Cullman, Dale, DeKalb,
Elmore, Escambia, Etowah, Geneva, Henry,
Houston, Jefferson, Lee, Lowndes, Macon, Mobile,
Montgomery, Pike, Randolph, Russell, St. Clair,
Talladega, and Tallapoosa

Hurricane Opal October 4-8, 1995

Alaska
Chugach and Copper River Education Attendance
Areas (these areas include the City of Cordova,
the City of Valdez, and the Richardson, Cooper
River, and Edgerton Highway Areas); Municipality
of Anchorage; Kenai Peninsula Borough, Kodiak
Island Borough, and Matanuska-Susitna Borough

Severe storms and flood-
ing

September 18-October 10, 1995


