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Section 162(m) Pitfalls 
 

February 23, 2009 
 

It’s proxy season. For public companies that rely on the performance-based compensation exception to 
the $1 million annual deduction limit under section 162(m) of the Internal Revenue Code (Code), that 
means it’s time to adopt annual and long-term incentive plans, set performance goals, certify attainment 
of performance goals from prior-year plans, disclose performance targets, and address the deductibility of 
executive compensation in their annual Compensation Discussion and Analysis disclosures. 
 
This proxy season, investor attention will likely be more focused than ever on executive compensation 
because of the current economic crisis, the new executive compensation standards for financial 
institutions under the recently enacted Emergency Economic Stabilization Act of 2008 and American 
Recovery and Reinvestment Act of 2009, the new administration’s initiatives, and the numerous 
legislative proposals relating to executive compensation now before Congress. 
 
With that in mind, we highlight below several common compliance pitfalls that can be fatal to qualifying 
for the section 162(m) performance-based compensation exception. Public companies should review their 
performance-based compensation arrangements in light of these pitfalls to maximize their tax deduction 
for compensation paid to their top executives. 
 
Common Section 162(m) Pitfalls 

 
• The committee authorizing and administering section 162(m) performance-based 

compensation not being composed solely of two or more “outside directors.” To qualify as 
performance-based compensation, compensation must be awarded and administered by a 
committee composed solely of two or more “outside directors.” “Outside directors” are 
defined as directors who are not former employees or current or former officers (including 
directors who acted as interim officers depending on the circumstances1 and generally, who do 
not receive remuneration other than director compensation from the corporation. Satisfying the 
NYSE or NASDAQ requirements for independent directors or the SEC requirements for 
nonemployee directors under Rule 16b-3 is not sufficient—the section 162(m) requirements 
are different. 

                                                 
1.  Whether a director who serves as an interim officer qualifies as “outside director” depends on the facts and circumstances. In 

Revenue Ruling 2008-32, the IRS concluded that a director did not qualify as an “outside director” based on the following facts: (1) the 
company employed the director for an indefinite period of time to serve as interim CEO with the full authority invested in that office; (2) the 
director was in regular and continuous service for nearly a year; (3) the director was not employed for a special or single transaction; and (4) 
the director did not merely have the title of “officer.”  
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• Using a performance goal that is not based on the business criteria that was approved by 
shareholders. Compensation other than stock options and stock appreciation rights (SARs) 
granted with an exercise price at least equal to grant date fair market value will qualify as 
performance-based compensation only if it is paid solely on the attainment of one or more pre-
established, objective performance goals based upon business criteria approved by 
shareholders. The compensation committee may not deviate from the business criteria listed in 
the shareholder-approved plan. 

• Failing to obtain shareholder re-approval of business criteria upon which performance 
goals are based. The specific targets that must be satisfied under a performance goal need not 
be approved by shareholders. However, if the compensation committee has the authority to 
change the targets under a performance goal after shareholders have approved the business 
criteria upon which performance goals are based, the business criteria must be disclosed to, 
and re-approved by, shareholders at least every five years. Therefore, if shareholders last 
approved the business criteria in a plan in 2004, the business criteria should be submitted to 
shareholders for re-approval in 2009. 

• Failing to establish the performance goals on a timely basis or making changes to the 
performance goals or targets. The performance goals must be established in writing no later 
than 90 days after the beginning of the performance period (or before 25% of the performance 
period has elapsed, whichever is shorter) and at a time when the outcome is substantially 
uncertain. For calendar-year performance periods, this means that the performance goals for an 
annual plan must be established by March 31, 2009. The performance goals cannot be changed 
after this initial period. 

• Paying compensation when the performance goals are not attained. To qualify as 
performance-based compensation, compensation must be paid solely on the attainment of one 
or more objective performance goals. In the current economic environment, many companies 
did not attain their performance goals and may be considering paying their executives 
discretionary bonuses for their efforts in 2008. A word of caution: a discretionary bonus would 
not qualify for the performance-based exception, and could also jeopardize the performance-
based exception for prior or future bonuses, if the facts and circumstances indicate that 
performance-based compensation is paid regardless of performance.  

• The plan or other agreement permitting payment of performance-based compensation 
upon retirement, involuntary termination, or termination for good reason. Pursuant to 
IRS Revenue Ruling 2008-13, compensation payable for performance periods beginning after 
January 1, 2009 or paid under employment agreements entered into after February 21, 2008 (or 
that are renewed or extended after that date, including automatic renewals or extensions) will 
not qualify as performance-based if it may be paid without regard to whether the performance 
goals are met when the executive retires, is involuntarily terminated without cause, or 
terminates employment for good reason. This rule applies without regard to whether any of 
these events actually occur or the performance goals are in fact attained.2 Therefore, 
companies should review their employment contracts, severance agreements, and other 
compensation arrangements to see if performance-based arrangements intended to comply 
with section 162(m) could be payable on retirement, involuntary termination, or termination 

 
2. Compensation may qualify as performance-based even if the plan allows the compensation to be payable upon death, disability, or 

change of ownership or control. But compensation actually paid on account of those events before a performance goal is attained would not 
qualify as performance-based.  
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for good reason. 

• Adjusting bonus amounts for subsequent events if such an adjustment is not included in 
the performance goal formula. To qualify as performance-based, compensation must be 
payable under an objective formula for computing the amount payable if the goal is attained. It 
is possible to adjust performance measures for certain objective subsequent events (e.g., 
reorganization and restructuring programs or other executive termination costs, integration and 
other one-time expenditures, the sale or acquisition of a business unit); however, this feature 
must be included in the performance goal formula when it is initially established, and cannot 
be added at the end of the performance period. If unanticipated circumstances arise, the 
compensation committee can use its discretion to reduce the payout to the desired level based 
on the circumstances.  

• Increasing the amount of compensation that would otherwise be due upon attainment of 
the performance goals. Compensation will not qualify as performance-based if the 
compensation committee has discretion to increase the amount payable upon attainment of the 
performance goals. However, the committee may have discretion to reduce the payment. 

• Paying awards or bonuses without compensation committee certification that the 
performance goals were satisfied. Compensation committees must certify that the 
performance goals have been met in order for amounts paid upon attainment of those goals to 
be deductible under section 162(m). This applies to any bonuses or awards, including the 
vesting of equity awards based on performance. 

• The plan misstates or omits required terms that must be approved by shareholders for 
compensation to qualify as performance-based. The material terms that must be approved 
by shareholders include the maximum amount of compensation that could be paid to any 
employee or the formula used to calculate the amount of compensation to be paid to the 
employee if the performance goal is attained, the employees eligible to receive the 
compensation, and a description of the business criteria on which the performance goals are 
based. The description of the compensation payable must be specific enough so that 
shareholders can determine the maximum amount that could be paid to any employee during a 
specified period. With respect to options and SARs, the plan must state the maximum number 
of shares with respect to which options or SARs may be granted during a specified period to 
any employee.  

• Granting stock options or SARs in excess of the plan’s limit on the amount that can be 
awarded to an individual in a specified time period. Stock options and SARs must be 
granted under a shareholder-approved plan that contains a limit on the maximum number of 
options or SARs that may be granted to any employee in a specified period. Stock options and 
SARs must be granted with an exercise price that is not less than the grant date fair market 
value. 

• Allowing inside directors to participate in granting stock options or SARs. Stock options 
and SARs must be granted by “outside directors” in accordance with a shareholder-approved 
plan in order to qualify as performance-based compensation under section 162(m). 

Other Pitfalls 
 

• Granting stock options or SARs or paying other compensation under a plan that was not 
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approved by shareholders. 

• Materially amending a plan without shareholder approval. 

• For companies having an IPO, failing to obtain shareholder approval of a pre-IPO plan before 
the first shareholders meeting following the end of the third calendar year after the IPO. 

• Accelerating the payment date of performance-based compensation without reducing the 
payment amount to reflect the time value of money. 

Planning Opportunities 
 

• Companies can mitigate the adverse effect of failing to comply with section 162(m) by 
requiring deferrals of any amounts that would not be deductible by the company to a date after 
the employee’s termination of employment. Forcing executives to assume the credit risk in 
difficult economic times may be met with resistance, however. Also, keep in mind that any 
such deferral must be made in accordance with section 409A. 

• Companies should consider instituting clawback policies with respect to performance-based 
compensation. A clawback policy allows the company to recover compensation if subsequent 
review indicates that payments were not calculated accurately or performance goals were not 
met. 

If you would like more information on any of the issues discussed in this Hot Topics alert, please contact 
any of the following Morgan Lewis attorneys: 
 
Chicago 
Brian D. Hector 312.324.1160 bhector@morganlewis.com 
Louis L. Joseph 312.324.1726 louis.joseph@morganlewis.com 
 
Dallas 
Riva T. Johnson 214.466.4107 riva.johnson@morganlewis.com 
Heath Miller 214.466.4118 hmiller@morganlewis.com 
Erin Turley 214.466.4108 eturley@morganlewis.com 
 
New York 
Craig A. Bitman 212.309.7190 cbitman@morganlewis.com  
Gary S. Rothstein 212.309.6360 grothstein@morganlewis.com  
 
Palo Alto 
S. James DiBernardo 650.843.7560 jdibernardo@morganlewis.com  
Zaitun Poonja 650.843.7540 zpoonja@morganlewis.com  
 
Philadelphia 
Robert L. Abramowitz 215.963.4811 rabramowitz@morganlewis.com  
I. Lee Falk 215.963.5616 ilfalk@morganlewis.com  
Amy Pocino Kelly 215.963.5042 akelly@morganlewis.com  
Robert J. Lichtenstein 215.963.5726 rlichtenstein@morganlewis.com  
Vivian S. McCardell 215.963.5810 vmccardell@morganlewis.com  
Joseph E. Ronan 215.963.5793 jronan@morganlewis.com  
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Steven D. Spencer 215.963.5714 sspencer@morganlewis.com  
Mims Maynard Zabriskie 215.963.5036 mzabriskie@morganlewis.com  
David B. Zelikoff 215.963.5360 dzelikoff@morganlewis.com  
 
Pittsburgh 
John G. Ferreira  412.560.3350 jferreira@morganlewis.com  
R. Randall Tracht  412.560.3352  rtracht@morganlewis.com  
 
Washington, D.C. 
Althea R. Day  202.739.5366  aday@morganlewis.com  
Benjamin I. Delancy  202.739.5608  bdelancy@morganlewis.com  
David R. Fuller  202.739.5990  dfuller@morganlewis.com  
Mary B. (Handy) Hevener  202.739.5982  mhevener@morganlewis.com  
Daniel L. Hogans  202.739.5510  dhogans@morganlewis.com  
Dean R. Morley  202.739.5989  dmorley@morganlewis.com 
Gregory L. Needles  202.739.5448  gneedles@morganlewis.com   
 
About Morgan, Lewis & Bockius LLP 
Morgan Lewis is an international law firm with more than 1,500 lawyers in 22 offices located in Beijing, 
Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles, Miami, 
Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco, Tokyo, and 
Washington, D.C. For more information about Morgan Lewis, please visit www.morganlewis.com. 

 
This Alert is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any specific 

matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states.  
Please note that the prior results discussed in the material do not guarantee similar outcomes.  
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