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IRS Finalizes Regulations under Section 
162(m) 

The Tax Cuts and Jobs Act (the “Act”)--signed into law in December 2017--made several substantial 

changes to Section 162(m) of the Internal Revenue Code (“Section 162(m)”), which limits a publicly 

traded corporation’s business expense deductions for the compensation paid to its “covered employees.”1 

The Internal Revenue Service published proposed regulations (the “Proposed Regulations”) regarding 

revised Section 162(m) on December 20, 2019, and released final regulations (the “Final Regulations”) on 

December 18, 2020. 

WHAT YOU SHOULD KNOW 

Entities Subject to Section 162(m) 

 A subchapter C-corporation is subject to Section 162(m) if it is a Reporting Company2 

 The following entities are also subject to Section 162(m): 

 A publicly traded partnership that is treated as a corporation and is a Reporting Company 

 A subchapter S-corporation that is a Reporting Company or owns a QSub that is a Reporting 

Company 

 A corporation that owns a disregarded entity that is a Reporting Company 

 A REIT that owns a qualified real estate investment trust subsidiary that is a Reporting 

Company 

 An affiliated group that includes one or more Reporting Companies (including a privately held 

parent corporation in an affiliated group with one or more subsidiary Reporting Companies) 

 A foreign private issuer that is a Reporting Company 

 

 

                                                      

1  For a summary of Section 162(m) prior to the enactment of the Act, including an explanation of the Act’s impact 

on compensation arrangements generally, see Fried Frank’s memorandum Tax Cuts and Jobs Act Results in 

Major Overhaul to Section 162(m) (December 26, 2017).  

2  For purposes of Section 162(m), a corporation is a “Reporting Company” if it is an issuer of securities that must 

be registered under Section 12 of the Securities Exchange Act of 1934 (the “Exchange Act”) or if it must file 

reports under Section 15(d) of the Exchange Act, in each case as of the last day of its taxable year. 

https://www.friedfrank.com
https://www.govinfo.gov/content/pkg/FR-2019-12-20/pdf/2019-26116.pdf
https://www.irs.gov/pub/irs-drop/td-9932.pdf
https://www.friedfrank.com/siteFiles/Publications/FINAL2_12262017-TaxReform_162(m)Changes.pdf
https://www.friedfrank.com/siteFiles/Publications/FINAL2_12262017-TaxReform_162(m)Changes.pdf


Fried Frank Client Memorandum 

2 

Employees & Compensation Subject to Section 162(m) 

 An individual who is a covered employee of a corporation subject to Section 162(m) in any taxable 

year beginning after December 31, 2016, is forever a covered employee of that corporation and its 

successors (including spun-off subsidiaries of the corporation following a corporate transaction) 

 A Reporting Company’s principal executive officer (“PEO”), principal financial officer (“PFO”), and 

three most highly paid executive officers (other than the PEO and PFO) are covered employees, 

even if those executive officers’ compensation is not required to be disclosed pursuant to the 

Exchange Act’s disclosure rules 

 The covered employees of a Reporting Company with a fiscal year that is different from its taxable 

year may not be the same as the named executive officers who are listed in its Exchange Act 

filings 

 Compensation expense deductions that are passed through operating partnerships to UPREITs 

and Up-Cs are now subject to the limitations of Section 162(m) 

Grandfathered Arrangements & Effective Dates for Compliance 

 Different effective dates apply for compliance with the various aspects of Section 162(m) that were 

changed by the Act, depending on the release dates of the applicable IRS guidance 

 Not all pre-existing compensation arrangements are grandfathered under the pre-Act rules 

 There is no transition relief for corporations that are newly public after December 20, 2019 

The analysis of these issues can be complex, as discussed in more detail below. Please reach out to 

the Fried Frank attorneys listed below to discuss the nuances of these new rules. 

What Did the Act Change in Section 162(m)? 

The amendments to Section 162(m) that were made effective by the Act include the following: 

 Previously available exemptions from the Section 162(m) limitations on deductibility are no longer 

available (e.g., the exemption for performance-based compensation earned pursuant to 

shareholder-approved plans) 

 More companies are subject to Section 162(m) 

 More executives are covered by Section 162(m) 

 Executives are covered by Section 162(m) for a longer period of time 

The primary focus of both the Proposed Regulations and the Final Regulations is defining the entities, 

employees, and compensation to which Section 162(m) applies. The Final Regulations also clarify which 

compensation arrangements remain grandfathered under the Section 162(m) rules as in effect prior to the 

Act, and which types of modifications to an existing compensation arrangement will cause the 

arrangement to lose its grandfathered status. 

Who is a covered employee? 

A publicly held corporation’s “covered employees” include each individual who served as the 

corporation’s PEO or PFO at any time during the taxable year, as well as the three most highly paid 

executive officers of the corporation (other than the PEO and PFO) for that taxable year (the “Additional 
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Officers”), as well as each individual who was a covered employee of the corporation (or any predecessor 

corporation) for any prior taxable year beginning after December 31, 2016. In other words, once an 

individual becomes a covered employee of a publicly held corporation, that individual will always be a 

covered employee with respect to that publicly held corporation (and its successors), even following a 

termination of employment. 

A corporation should apply the executive compensation disclosure rules under the Exchange Act to rank 

its executive officers by total compensation levels. However, determinations are made by reference to the 

corporation’s taxable year, not the fiscal year used for Exchange Act reporting purposes. Further, a 

corporation’s Additional Officers are not necessarily the same as the named executive officers disclosed 

in the corporation’s Exchange Act filings. 

An executive officer may be a covered employee for a taxable year even if the executive’s compensation 

is not required to be disclosed by the publicly traded corporation pursuant to the Exchange Act disclosure 

rules. This could be the case for a smaller reporting company or emerging growth company that may not 

be required to disclose the compensation of its principal financial officer and is not required to disclose 

the compensation of more than its two most highly compensated executive officers (other than its PEO). 

What compensation is subject to Section 162(m)? 

A corporation that is subject to Section 162(m) may not take a business expense deduction for 

compensation that is paid to any covered employee in excess of $1 million during the entity’s taxable 

year. “Compensation” includes the aggregate annual amount otherwise permitted to be deducted by the 

corporation (without regard to Section 162(m)) as a compensation expense in respect of a covered 

employee in any capacity. This broad scope includes a corporation’s distributive share of any deduction 

that is passed through a subsidiary partnership for compensation paid by the partnership to a covered 

employee. As a result of this expanded definition of compensation, UPREITs and Up-Cs will be subject to 

the Section 162(m) limitations on deducting their pro rata share of executive compensation expenses with 

respect to compensation paid by their subsidiary operating partnerships. 

Which compensation arrangements are grandfathered? 

The Act explicitly grandfathers each written, legally binding compensation arrangement that was in effect 

on November 2, 2017, so long as the arrangement is not “materially modified” (as described below) after 

that date; in addition, a transition rule applies to arrangements related to an UPREIT or Up-C, as 

described below. A fixed-term contract that exists as of such date and is renewed after such date is 

considered to be a new contract as of the date of renewal, regardless of whether the contract renews 

automatically or requires the parties to take affirmative steps to extend its term. The deductibility of 

compensation paid pursuant to grandfathered arrangements is analyzed under Section 162(m) and the 

applicable regulations as in effect prior to the enactment of the Act. The Final Regulations clarify the 

following matters regarding the grandfathering rules: 

 Arrangements Subject to Cancellation by the Corporation. Any contract that the corporation has 

the right to terminate without the employee’s consent is considered to be a new contract as of the 

earliest date on which the corporation may terminate it. A contract is not considered “terminable” 

by the corporation merely because the contract terminates upon the termination of the 

employee’s employment relationship. 



Fried Frank Client Memorandum 

4 

 Compensation Subject to Claw-back or Recovery by the Corporation. If the corporation has the 

right or obligation to recover compensation paid in a taxable year, but such right is triggered only 

by actions beyond the corporation’s control (for example, an employee’s violation of the terms of 

an employment agreement), the right to such recovery is disregarded for purposes of determining 

whether the arrangement is grandfathered. 

 Variable Compensation Subject to Negative Discretion. An arrangement that provides the 

corporation with the discretion to reduce compensation below the amount earned by formula (i.e., 

“negative discretion”) is grandfathered only to the extent that the employee has a legally binding 

right to the earned amounts under applicable law notwithstanding the corporation’s ability to 

exercise negative discretion. Accordingly, if a corporation’s discretion to reduce amounts 

otherwise earned pursuant to the arrangement’s terms is such that the employee is not deemed 

to have a legally binding right to receive such amounts under applicable law, as is the case with 

so-called “umbrella plans” that were frequently established to take advantage of the pre-Act 

Section 162(m) exemption for performance-based compensation, none of the amounts payable 

pursuant to the arrangement are grandfathered. 

 Deferred Compensation. Payments that a corporation is obligated to pay pursuant to the terms of 

a nonqualified deferred compensation plan, as in effect on November 2, 2017, are grandfathered, 

as are any additional contributions and earnings on such amounts that the corporation is required 

to credit under the plan as in effect on such date. 

What constitutes a “material modification” of a compensation arrangement? 

Any amendment to an agreement that increases the amount of compensation payable thereunder is 

generally considered to be a material modification of the agreement, thereby forfeiting the agreement’s 

grandfathered status under Section 162(m) as of the date of the modification. A material modification 

does not include a supplemental increase meant to be less than or equal to a reasonable cost-of-living 

increase over the preceding year’s payment. If compensation is subject to vesting conditions, a 

modification that would result in the waiver of such vesting conditions is not a material modification. 

A modification that accelerates the payment of compensation is considered a material modification unless 

the amount paid is discounted to reasonably reflect the time value of money. However, grandfathered 

arrangements that are modified to defer compensation and to pay an amount in excess of the original 

grandfathered arrangement will not be considered materially modified as long as the additional amount is 

calculated in accordance with a reasonable rate of interest or is tied to a predetermined actual investment 

(although the additional amount will not be grandfathered). 

Extending the exercise period of a grandfathered stock option or stock appreciation right is not 

considered a material modification as long as such extension is not deemed the grant of a new award 

under Section 409A of the Internal Revenue Code, nor is the acceleration of vesting of a grandfathered 

stock option, stock appreciation right, or other equity award. 
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When do these changes take effect? 

While the statutory changes to Section 162(m) apply to all tax years beginning after December 31, 2017, 

except as otherwise provided, the Final Regulations apply to all tax years beginning after the date on 

which the Final Regulations are published in the Federal Register. Taxpayers may elect to apply the Final 

Regulations for taxable years beginning after December 31, 2017, as long as the Final Regulations are 

applied consistently and in their entirety. 

The Final Regulations include the following special rules for effectiveness: 

 The application of Section 162(m) to a corporation’s distributive share of a subsidiary 

partnership’s deduction for compensation expenses (i.e., the new rule for Up-Cs and UPREITs) is 

effective with respect to any compensation paid after December 18, 2020, unless such 

compensation is paid pursuant to a written, binding contract in effect on (and not materially 

modified after) December 20, 2019. 

 The definition of “covered employee” applies to all taxable years ending on or after September 

10, 2018, unless the publicly held corporation’s fiscal year and tax year do not end on the same 

date, in which case it applies to all tax years ending on or after December 20, 2019. 

* * * 

This memorandum is not intended to provide legal advice, and no legal or business decision should be 

based on its contents. If you have any questions about the contents of this memorandum, please call your 

regular Fried Frank contact or an attorney listed below: 

Authors and Contacts: 

New York 

Jeffrey Ross +1.212.859.8678 jeffrey.ross@friedfrank.com 

Donald P. Carleen +1.212.859.8202 donald.carleen@friedfrank.com 

Amy L. Blackman +1.212.859.8620 amy.blackman@friedfrank.com 

Jason R. Ertel +1.212.859.8979 jason.ertel@friedfrank.com  
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