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Section 162(m) – Before Tax Reform

• A publicly held corporation may not deduct compensation paid to a “covered 
employee” to the extent such compensation exceeds $1 million in a single tax 
year.   

– This general rule remains in effect under the new law.

• Covered employees include any individual who, on the last day of the taxable 
year, was (a) the CEO or (b) one of the three highest paid officers (other than 
the CFO) whose compensation was required to be disclosed to shareholders.

• Common strategies for avoiding the 162(m) limit:

– Utilize the qualified performance-based pay exception

– Defer payments until termination of employment

– Cease being a covered officer prior to year end
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Section 162(m) – What has Changed?

• The qualified performance-based pay exception has been eliminated, effective for the 
2018 tax year

– $1M deduction limit now applies to performance bonuses, stock options, equity, etc. 

• CFO is a covered employee

• Once a covered employee, always a covered employee

– Applies to anyone who is a covered employee any time on or after 1/1/17

– Applies to payments made following the covered employee’s termination of employment or 
death

• Deduction limit applies to foreign companies publicly traded through American 
depositary receipts (ADRs) and companies that have publicly traded debt, even if no 
publicly traded stock

• Tax-exempt companies will be subject to Section 162(m) through a 20% excise tax

5



Navigating US Tax Reform: What Businesses Need to Know

162(m) – Grandfather Rule

• Transition rule leaves the prior qualified performance-based pay exception in effect 
for compensation that meets the following requirements:
– Paid pursuant to a “written binding contract”

– That was in effect on November 2, 2017

– And is not materially modified thereafter

• Applies to payments made after 2017 if the requirements set forth above are 
satisfied

• State law generally determines whether there is a “written binding contract” for these 
purposes
– Standard is generally whether the employee has a “legally binding right” to the compensation

– Discretion to reduce or eliminate, a common feature of 162(m) awards, could be 
problematic depending on the facts and circumstances (e.g., terms of the plan and award, 
past history, state law)
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162(m) – Next Steps

• Analyze whether the transition rule applies
– Review terms of employment agreements, plan documents and outstanding awards

– Pay particular attention to the retention of negative discretion 

– Consider amending plan provisions to avoid unintended consequences

• No need to be bound by the strict requirements of the qualified performance-pay 
exception when designing future awards
– Maintain flexibility to establish goals more than 90 days into the performance period

– Retain discretion to adjust payouts upward or downward based on actual performance

– Ensure that the exception is not limited to payout of performance-based compensation on 
termination of employment without cause

• ISS/Glass Lewis and shareholders will likely still seek pay-for-performance models

• Consider longer vesting schedules for extending timing of payouts to within $1M/year 
162(m) annual thresholds
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Section 409A: Losses 

• New Code Section 67(g) suspends miscellaneous itemized deductions, effective 2018 through 
2025, including Section 165(c)(1) deduction for losses incurred in the trade or business of being 
an employee

• Example (from Prop. Treas. Reg. Section 1.409A-4(a)(ii) Example 3)

– Participant’s account balance plan of $250,000 is taxable under Section 409A in 2018
– Account balance = $80,000 in 2019 (because of investment losses)
– Entire $80,000 account balance is distributed in 2019

• Pre-2018 law and proposed regulations:
– $80,000 distribution offset for tax purposes by $250,000 taxed in 2018
– Loss deduction in 2019 of $170,000 (=$250,000 taxed under Section 409A minus $80,000) 

• New law  
– No loss deduction under Section 165(c)(1) 
– Deduction is only “suspended”: Is carryback to 2017 available? Carryforward?
– Section 1341 “claim of right” deduction is not suspended, and apparently remains available even 

though it applies only to amounts “otherwise deductible”

– But IRS thinks that Section 1341 does not apply for write-offs of deferred compensation merely 
because it was previously taxed under Section 409A
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Section 409A: Permitted deferrals for pay subject to 
Section 162(m)

• Section 409A regulations let employers delay payment without triggering the 
subsequent-deferral 12-month/5-year rule if the payment would not be deductible 
under Section 162(m).  

• A delay is permitted until EITHER (i) the first year in which Section 162(m) does not 
apply OR (ii) the year of separation (or 2½ months after separation)

• Employer must:
• Apply the rule on a “reasonably consistent basis” to all similarly situated employees;
• Treat all Section 162(m)—covered compensation of any one employee the same; and
• Not give an employee a deferral election

• Planning opportunities under the new Section 162(m) rule?
• Can apply at any time (subject to the consistency rule)
• Rule permitting delay until the year of separation is unaffected
• What about a permitted delay until Section 162(m) no longer applies: Can an employer limit 

post-severance payments to $1 million/year?
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Clawbacks

• An employee’s bonus might be recouped by his/her employer in a later year because 
of, e.g., an accounting restatement resulting from material noncompliance with 
reporting rules; a violation of a noncompete covenant; or a violation of company 
policy

• Pre-2018 and new tax law: an employee may not amend a prior year’s tax return to 
reverse the tax on payment merely because the payment was reversed

• Pre-2018 tax law: an employee subject to a clawback could:

– Deduct the repayment as a miscellaneous itemized deduction under Section 165(c)(1) or 
Section 162, subject to an alternative minimum tax (AMT) and 2% floor; OR 

– Try to deduct the repayment as a “claim of right” deduction under Section 1341, which is not 
subject to the AMT or 2% floor; OR

– Try to persuade his/her employer that the compensation repaid in one year should be offset 
against other compensation payable in that year for all tax reporting and withholding 
purposes, under case law
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Clawbacks (cont.)

NEW LAW:

• An employee may not deduct a clawback under Section 165(c)(1) or 162

• An employee may still try to deduct a clawback under § 1341
– Section 1341 is still available for amounts “otherwise deductible” 

– Problem: IRS hates Section 1341 

• The employer may still try to take the position that a clawback offsets other 
compensation for tax withholding and reporting purposes
– Problem: While some case law supports, IRS likely does not agree

• The employer may reimburse its employee for a clawback on a nontaxable basis
– Excludable working condition fringe if the employee could deduct under Section 162. An 

employee’s deduction under Section 162 is not repealed – just suspended until 2026!

– For example, a new employer might reimburse for a noncompete clawback
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Equity Compensation: Withholding

• An employer that withholds shares on equity awards to settle withholding tax 
liability will trigger variable (“liability”) accounting unless the withholding is 
capped at the maximum statutory rate.

• Pre-2018 tax law: maximum statutory rate on supplemental wage payments = 
39.6%

• New law: = 37.0%

• Earliest change in withholding tables would be effective in February

• Open question: Is variable accounting triggered if 39.6% withholding is 
continued?
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Fringe Benefits

• Eliminates employer deductions for the following benefits: 

– Qualified transportation fringe benefits

– Parking, transit passes, van pooling

– Business-related entertainment expenses

– Eliminates the existing 50% deduction

– Meals provided through company cafeterias, beginning in 2026
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Fringe Benefits

• Eliminates exclusion for qualified moving expenses, from 2018 through 2025.

– Also eliminates the deduction if the employee covers the expense, but employer 
reimbursements should be deductible when treated as compensation income to the 
employee.

• Eliminates exclusion for qualified bicycle commuting expense reimbursements, 
from 2018 through 2025.

• Modifies the exclusion for employee achievement awards.

• Preserves the exclusions for qualified tuition or educational assistance, adoption 
assistance benefits, dependent care assistance, and contributions to Archer 
Medical Savings Accounts.

– Earlier iterations of the bill targeted these exclusions.
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Bonus Accruals for Companies with Non-Calendar Year 
Fiscal Years

• Fiscal year taxpayers can accelerate deductions to fiscal year 2017 by accruing 
amounts payable early in the next fiscal year

– Adopt a resolution committing to pay a fixed dollar amount to a certain group of 
employees 

– Communicate the resolution to the affected employees

– Pay the amounts by the fifteenth day of the third month of the next fiscal year
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Deferred Tax on Private Company Options/RSUs

• New Section 83(i) allows nonexecutive and non-highly compensated employees of 
privately held companies to elect up to a five-year deferral of tax upon the exercise 
of nonqualified stock options or RSUs if the following conditions are met:

– 80% of all full-time US employees are granted awards with the same rights 

– The amounts of the awards may vary by employee, so long as each employee receives more 
than a de minimis grant

– The deferred tax election is not available to “excluded employees” 

– the CEO or CFO, any person who in the last 10 years was one of the four highest-paid 
officers of the company, or a 1% shareholder 

• Even though the timing of the taxation is delayed, the amount includible in income is 
measured at the time of vesting or exercise

• Due to the many restrictions, it is unclear how widely these types of plans will be 
used
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Recharacterization of Certain Profits Interest Gains

• A profits interest in a partnership is the right to receive future profits in the 
partnership  

• IRS guidance indicates that the issuance of a profits interest is not a taxable 
event for the partnership or the partner

– The partner then makes an 83(b) election, and any subsequent gain is taxed at long-
term capital gains rates

• The new law provides for a three-year-holding-period requirement in order for 
long-term capital gain treatment to be applicable for profits interests
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