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IRS increases scrutiny of 
compliance with executive 
compensation deduction limit 

Continuing recent trends toward increased scrutiny of executive compensation, the 
IRS has stepped up its audit activity with respect to the $1 million annual deduction 
limitation on certain compensation paid to "covered employees" of publicly held 
corporations under Code section 162(m), as well as taxpayer compliance with the 
requirements for nonqualified deferred compensation arrangements under section 
409A. (For coverage of IRS scrutiny of section 409A plans, see WNTS Insight, "IRS 
increases scrutiny of nonqualified deferred compensation plans," March 19, 2012.) 

Section 162(m) generally prohibits a tax deduction for any compensation in excess of 
$1 million paid to the CEO or to the four other most highly compensated officers of a 
public corporation. The most significant exception to the $1 million annual limit is 
for "performance-based compensation," including stock options or stock appreciation 
rights (SARs) issued at fair market value and bonuses or other incentive awards 
issued following the satisfaction of performance targets approved by an independent 
compensation committee.  

The regulations establish detailed requirements that must be met for this exception 
to apply, and the requirements must be met precisely -- even a "foot fault" may result 
in a violation. Moreover, if there is a violation, no matter how insignificant, the 
consequences may be severe -- the entire deduction in excess of $1 million may be 
lost. 

Section 162(m) audits and common errors  
Some of the notable issues under section 162(m) include: 

 Permitting payment of performance-based compensation upon retirement, 
involuntary termination, or termination for good reason;
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 Per-person plan limits for option and grants of SARs; and 

 Tax implications of discounted stock options. 

Payment of performance-based compensation upon retirement, 
involuntary termination, or termination for good reason 

 
The IRS ruled in Rev. Rul. 2008-13 that 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 any automatic extensions), will not qualify as performance-based -- and 
therefore exempt from section 162(m)'s deduction limit -- if the compensation may 
be paid without regard to whether the performance goals are met when the executive 
retires, is involuntarily terminated without cause, or terminated employment for 
good reason.   

While Rev. Rul. 2008-13 provides audit protection to arrangements in place as of 
February 21, 2008, most arrangements now are subject to this restriction on the 
exception for performance-based compensation.  In light of this ruling, companies 
should review their employment contracts and similar arrangements to determine 
whether this restriction has been violated because this issue is of particular concern 
to the IRS in audits. 
 
Per-person plan limits for option and SAR grants 

 
IRS audits of section 162(m) have entailed examination of whether the plan satisfies 
the per-person plan limit on grants of options and SARs.  As a general rule, stock 
options and SARs qualify as performance-based compensation under section 162(m) 
if -- 

 the grant or award is made by the company's compensation committee;  

 the plan under which the option or SAR is granted states the maximum 
number of shares with respect to which options or SARs may be granted 
during a specified period to any employee; and  

 under the terms of the option or SAR, the amount of compensation the 
employee can receive is based solely on an increase in the stock value after 
the grant date.   

The IRS in 2011 issued proposed regulations intended to clarify that the plan under 
which the option or SAR is granted must state the maximum number of shares with 
respect to which options or SARs may be granted during a specified period to any 
individual employee.  If the plan merely states an aggregate maximum number of 
shares that may be granted, but does not provide a specific per-employee limit on the 
number of options or SARs that may be granted during a specific period, any 
compensation attributable to the options or SARs granted under the plan would not 
constitute qualified performance-based compensation, and hence section 162(m)'s 
deductibility limit would apply.  The IRS also indicated that the specified period 
described in the plan must be more specific than relying on the overall term of the 
plan.   

Consequently, because the proposed regulations will become effective as soon as they 
are published as final regulations in the Federal Register, employers should carefully 
examine existing equity plan documentation to ensure compliance with this 

requirement in order to avoid any loss of deduction under section 162(m) in the 
event of an audit. 
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Tax implications of discounted stock options 

 
To qualify for the performance-based compensation exception, the option in question 
must have an exercise price that equals or exceeds the per-share value on the date of 
grant.  Discounted options may prevent the option from qualifying under this 
exception.  Although discounted options have been under scrutiny for quite some 
time, this issue still has arisen in recent IRS audits.  Thus, employers should be 
careful when granting options to set the exercise price at the fair market value of the 
stock on the date of grant in order to avoid the potential loss of a deduction under 
section 162(m). 

Recommendations 
 
In light of increased IRS enforcement efforts, employers should review their existing 
executive compensation policies in order to avoid potential errors.  By taking 
proactive steps to resolve any compliance issues, employers will be in a better 
position to lessen any penalties or loss of deduction in the event of an IRS audit.  
Such steps should include: 

 Identify all arrangements that could be subject to section 162(m); 

 Take into account the time required for the plan change approval process 
(such as  management and board approval); 

 Review the arrangements and their operation for compliance with the 
requirements of section 162(m); 

 Amend each arrangement, as necessary, to comply with the rules in 
accordance with IRS regulations and correction programs to the extent 
applicable; and 

 Develop and implement administrative procedures to drive full operational 

compliance. 
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