Alert

Long-awaited
guidance on Section
162(m) after 2017
tax reform changes.
Employers largely disappointed.

Last December’s tax reform legislation made broad
changes to Section 162(m) of the Internal Revenue
Code. Almost exactly eight months after the
enactment of the Tax Cuts and Jobs Act (Act), the
Treasury Department (Treasury) and the Internal
Revenue Service (IRS) released anxiously-awaited
guidance in Notice 2018-68 (Notice). While the Notice
mentions a few other questions raised regarding the
Section 162(m) changes, its substance is limited to two
key topics:

Section 162(m) imposes a $1 million per tax year limit
on the income tax deductibility of compensation paid
by publicly held corporations to each of their “covered
employees.” Prior to the 2017 tax reform, payments of
qualified performance-based compensation were
exempt from this deduction cap. The Act substantially
modified Code Section 162(m) by:

Clarifying the Act’s expanded definition identifying
“covered employees.”

Expanding the definition of “covered employees”
who are subject to the limit.

Interpreting a transition rule on the application of
the Section 162(m) changes to outstanding
arrangements.

Eliminating the performance-based compensation
exception to the $1 million deduction limit.

In general, the Notice’s guidance represents a strict
construction of revised Section 162(m), thereby
disappointing many publicly held employers and their
advisors. Depending on a company’s facts and
circumstances, the guidance provided by Treasury and
the IRS may be the most important executive pay
development so far this year. The Notice is replete with
detailed examples which help flesh out the meaning of
the text. The narrative guidance and the examples
require careful reading as exceptions abound.
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Background on Section 162(m) and 2017
revisions.

Broadening the meaning of a “publicly held”
company that is subject to Section 162(m).
Notably, the legislation included an important
transition (or grandfather) rule stating that the
amendments made to Section 162(m) “shall not apply
to remuneration which is provided pursuant to a
written binding contract which was in effect on
November 2, and which was not modified in any
material respect on or after such date.”
However, the application of this grandfather provision
is unclear in many respects. Since certain
compensation that would be non-deductible under the
changes to Section 162(m) might remain deductible
under the transition rule, many employers were
hesitant to make any changes to their existing
executive compensation arrangements while awaiting
clarification on the scope of this grandfather provision.
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Covered employee—revised definition.
The 2017 tax reform expanded the “covered employee”
definition under Section 162(m) so that, for taxable
years beginning after December 31, 2017, it includes:
The chief executive officer (CEO) and chief financial
officer (CFO) of the company at any time during the
taxable year.
The three highest compensated officers for the
taxable year (excluding the CEO and the CFO).
A covered employee of the company (or any
predecessor) for any preceding taxable year
beginning after December 31, 2016.
In response to questions raised by various
stakeholders, Notice 2018-68 clarifies that:
Each individual described above is a covered
employee, regardless of whether he/she is an
executive officer at the end of that year.
Executive officers of a publicly held corporation can
be covered employees, regardless of whether their
compensation is required to be disclosed under
Securities and Exchange Commission (SEC) rules
(e.g., where the company has been delisted).
For a publicly held company that is not required to
file a proxy statement, covered employees include
the three highest compensated officers who would
otherwise be listed if a proxy statement were to be
filed.
Once an individual is a covered employee, he/she is
always a covered employee.
If a person becomes a covered employee solely as a
result of the 2017 amendment of Section 162(m) (such
as the addition of the CFO as a covered employee),
then any payments made to that individual under a
written binding contract in effect on November 2, 2017,
are not subject to Section 162(m).
The Notice points out that the definition of covered
employee under the Act includes anyone who was a
covered employee of the publicly held corporation (or
any predecessor) for any taxable year beginning after
December 31, 2016 (not 2017). However, for taxable
years beginning prior to January 1, 2018, covered
employees are identified pursuant to the rules in effect
prior to 2017 tax reform.

Transition/grandfathering rule.
As previously mentioned under Background, the
transition rule provides that the changes to Section
162(m) do not apply where the remuneration payable
satisfies both of two conditions:
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The payments are made pursuant to a written
binding contract that was in effect on November 2,
2017.
The contract is not materially modified after
November 2, 2017.
In the Notice, the tax authorities apply a very narrow
reading of the transition rule.

Written binding contract.
What is a “written binding contract?”
The position taken in the Notice is that the written
binding contract requirement is satisfied only to the
extent that the corporation is obligated under
applicable law (e.g., state contract law) to make the
payment if the employee performs services or meets
applicable vesting conditions. Any amount in excess of
the employer’s obligation as of November 2, 2017
under such binding arrangement is subject to the
Section 162(m) changes made by the Act.
If an arrangement is binding, the amount required to
be paid as of November 2, 2017, to an employee
pursuant to the arrangement is not subject to the
Section 162(m) amendments even if the employee was
not eligible to participate in the arrangement as of
November 2, 2017. However, the individual must have
either:
Been employed on November 2, 2017 by the
corporation.
Or had the right to participate in the arrangement
under a written binding contract (as of that date).
The Notice takes a narrow approach in interpreting
what is a written binding contract and when
compensation is treated as paid under such an
arrangement.
The amendments made by the Act to Section 162(m)
apply to a written binding contract renewed after
November 2, 2017. The concept of “renewal” is used
broadly in the Notice. Of particular note, a written
binding contract that can be terminated without the
employee’s consent after November 2, 2017, is treated
as renewed as of the date that the termination would
be effective.
What is the effect of a “negative discretion”
provision?
This is the question we heard most frequently
following last December’s Section 162(m) changes.
In this context, negative discretion refers to a
compensation committee’s discretionary power to
reduce or eliminate amounts otherwise payable.
Negative discretion has been a common feature of
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performance-based incentives and often has been part
of the design for satisfying Section 162(m)’s
performance-based exception available prior to last
December’s amendments.
Under the Notice, compensation will not be viewed as
payable under a written binding contract if the
employer is not legally obligated to pay it under
applicable law. Thus, an examination of relevant state
law would be necessary for an unequivocal
determination regarding the impact of an
arrangement’s negative discretion language. However,
absent that undertaking (with findings supported by a
legal opinion), it is unlikely that a typical arrangement
with a negative discretion provision would be able to
meet the transition rule’s written binding contract
requirement to the extent the compensation could be
reduced or eliminated. Accordingly, to the extent that
outstanding amounts as of November 2, 2017 are
subject to negative discretion, companies generally
would be unable to rely on the performance-based
compensation exception to the $1 million deduction
limit.
An example in the Notice indicates that a negative
discretion provision would void the legal obligation to
pay the compensation except to the extent there is a
stated minimum amount in the arrangement (which
would be unusual) or otherwise required under state
contract law. The result would be the same regardless
of whether available negative discretion is ever
exercised; the key factor is whether (and the extent to
which) it can be exercised.

Material modifications.
What is a “material modification?”
The Notice provides that a material modification
occurs when an arrangement is amended to increase
the amount of compensation payable. If a written
binding contract is “materially modified” after
November 2, 2017, it is treated as a new contract
entered into on the date of material modification, and
compensation paid under the contract thereafter is not
grandfathered.
As set out in the Notice, certain revisions to a written
binding contract will not be treated as material
modifications since they are not viewed as resulting in
an increase in compensation. These include:
Acceleration of a payment of compensation,
provided the amount is discounted to reasonably
reflect the time value of money.
Deferral of compensation, provided that earnings on
the deferred amount are based on either a
reasonable rate of interest or a predetermined
actual investment subject to gains and losses.
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Payment of increased compensation or additional
compensation that does not exceed a reasonable
cost-of-living increase.
The Notice contains language that likely was directed
at companies which established supplemental plans or
arrangements in which post-tax reform changes were
made without modifying the original plan or
arrangement. Under this guidance, the adoption of a
supplemental agreement that provides for increased
compensation, or the payment of additional
compensation, is a material modification if the facts
and circumstances demonstrate that the additional
compensation is paid based on substantially the same
elements or conditions as the compensation that is
otherwise paid pursuant to the written binding
contract.
There is an exception for supplemental payments that
do not exceed a reasonable cost-of-living increase.

Effective date, regulations and requested
comments.
The amendments made to Section 162(m) as part of
2017 tax reform apply to taxable years beginning on or
after January 1, 2018.
Treasury and the IRS anticipate that the guidance
provided in the Notice will be incorporated in future
regulations. Any subsequent guidance that addresses
the issues covered by the Notice that would broaden
the definition of “covered employee,” or restrict the
definition of “written binding contract," will only apply
prospectively.
Notice 2018-68 requests comments regarding other
matters, including the application of:
The definition of “publicly held" corporation to
foreign private issuers.
The definition of “covered employee” to an
employee who was a covered employee of a
predecessor of the publicly held corporation.
Section 162(m) to corporations immediately after
they become publicly held.
The SEC disclosure rules for determining the three
highly compensated executive officers for a taxable
year that does not end on the last day of the last
completed fiscal year.
The comment period for addressing the listed items or
raising additional Section 162(m) issues for future
guidance ends on November 9, 2018.
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Takeaways.
Notable takeaways from the Notice include:
Keep track of covered employees. Companies should start with the short list of their covered employees for
their tax year beginning in 2017 under the pre-tax reform rules and then identify those current and former
employees who become covered employees through the 2017 tax legislation (as clarified by the Notice). This list
would need to be updated at least annually to reflect any additions.
Determine grandfathered arrangements. As the guidance on the transition rule under the Notice is complex
(including exceptions to exceptions), companies should review with their advisors the terms of their existing
compensation plans, agreements and arrangements to determine whether they qualify for grandfathering (in
whole or in part).
Consider potential grandfathered status of future payments to CFOs. Since a company’s CFO only is treated as
a covered employee for taxable years beginning after 2017, there is a greater likelihood (than for other executive
officers) that those payments will be grandfathered and deductible.
Need to determine whether state law imposes a limit where a provision contains negative discretion. Absent
an express restriction (e.g., a provision barring a reduction below a fixed level) in the arrangement or agreement,
negative discretion provisions will prevent finding a written binding obligation unless relevant state law sets one.
Avoid material modifications to grandfathered arrangements. For those arrangements that are potentially
grandfathered, no revisions should be made without careful consideration of whether the changes might
constitute material modifications that could adversely affect otherwise deductible compensation for covered
employees.
Proceed cautiously with any desired revisions. After studying the guidance, some companies may become
comfortable in moving ahead with planned changes.
Address accounting items potentially affected by Section 162(m) changes. To the extent that amounts may
remain deductible in the future under the transition rule, that fact can affect auditors’ determination of deferred
tax assets.
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