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Section 162(m) disallows the deduction by publicly held corporations for certain remuneration paid to any 
“covered employee” that exceeds $1,000,000 for the taxable year.  The Tax Cuts and Jobs Act modified 
section 162(m): (i) to change the definition of publicly held corporation, (ii) to expand the definition of 
covered remuneration to include all performance-based compensation and remuneration payable on a 
commission basis, (iii) to modify the definition of covered employee, and (iv) to provide grandfather 
relief with respect to such changes.  Treasury and the IRS yesterday released Notice 2018-68 providing 
guidance with respect to the latter two issues.  The following briefly summarizes the guidance contained 
in the Notice.  The Notice provides several examples that illustrate the application of the rules contained 
in the Notice. Because these examples are highly fact specific, most are not described in detail below. 
 
Amended Definition of Covered Employee 
 
As modified by the TCJA, the term “covered employee” includes any employee who is the principal 
executive officer (PEO) or principal financial officer (PFO) of the publicly held corporation at any time 
during the taxable year, or was an individual acting in such a capacity. A “covered employee” also 
includes any employee whose total compensation for the taxable year is required to be reported to 
shareholders under the Securities Exchange Act of 1934 because such employee is one of the three 
highest compensated officers for the taxable year.  
 
In response to several comment letters, the Notice clarifies that the term “covered employee” for any 
taxable year can apply “regardless of whether the executive officer is serving at the end of the publicly 
held corporation’s taxable year, and regardless of whether the executive officer’s compensation is subject 
to disclosure for the last completed fiscal year under the applicable SEC rules.”  Treasury and the IRS 
request comments on the best manner under SEC rules to determine the three most highly compensated 
executive officers for a taxable year that does not end on the same date as the last completed fiscal year. 
Until additional guidance is issued, taxpayers should base their determination upon a reasonable good 
faith interpretation of the statute, taking into account the guidance provided under this notice.  
 
Example 2 elaborates that “it is not relevant whether the SEC rules for smaller reporting companies and 
emerging growth companies apply to the corporation, nor is it relevant whether the specific executive 
officers’ compensation must be disclosed under the SEC rules applicable to the corporation.” 
 
The TCJA also modified the term “covered employee” to include any individual who was a covered 
employee of the publicly held corporation (or any predecessor) for any taxable year beginning after 
December 31, 2016.  The Notice clarifies that covered employees identified for the taxable year 
beginning during 2017 (in accordance with pre-TCJA law) will be treated as covered employees for 
taxable years beginning in 2018 and beyond. 
 
Grandfather Relief for Written Binding Contracts 
     
The section 162(m) modifications made by the TCJA do not apply to remuneration payable under a 
written binding contract which was in effect on November 2, 2017, and which is not modified in any 
material respect on or after such date. Whether a contract is binding generally is determined under 
applicable state law. This rule applies even if the employee was not eligible to participate in the plan or 
arrangement as of November 2, 2017. 
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This grandfather rule, however, does not apply (i) to any amount of remuneration that exceeds the amount 
of remuneration that applicable law obligates the corporation to pay under a written binding contract, or 
(ii) any written binding contract that is renewed after November 2, 2017. Moreover, for this purpose, any 
written binding contract that is terminable or cancelable by the corporation without the employee's 
consent after November 2, 2017, will be treated as renewed as of the date that any such termination or 
cancellation, if made, would be effective.1 Example 3 suggests that the existence of “negative discretion” 
will be taken into account in determining the amount the employer is obligated to pay under the contract. 
Thus, it appears only the amount that cannot be reduced by negative discretion will be grandfathered.  
	
According to the Notice, a material modification occurs when the contract is amended to increase the 
amount of compensation payable to the employee. A modification of the contract that accelerates the 
payment of compensation is a material modification unless the amount of compensation paid is 
discounted to reasonably reflect the time value of money.  
 
If a written binding contract is materially modified, it is treated as a new contract entered into as of the 
date of the material modification. Thus, amounts received by an employee under the contract before a 
material modification are not affected, but amounts received subsequent to the material modification are 
treated as paid pursuant to a new contract.  
	
The adoption of a supplemental contract or agreement that provides for increased compensation, or the 
payment of additional compensation, is a material modification of a written binding contract if the facts 
and circumstances demonstrate that the additional compensation is paid on the basis of substantially the 
same elements or conditions as the compensation that is otherwise paid pursuant to the written binding 
contract. However, a material modification of a written binding contract does not include a supplemental 
payment that is equal to or less than a reasonable cost-of-living increase over the payment made in the 
preceding year under that written binding contract. In addition, the failure, in whole or in part, to exercise 
negative discretion under a contract does not result in the material modification of that contract. 
 
The Notice specifically notes that the grandfather rule in the TCJA is almost identical to the prior 
grandfather relief when section 162(m) was originally adopted. Thus, the Notice refers to prior guidance 
under Section 1.162-27(h) of the Regulations which provides prior guidance on the definitions of “written 
binding contract” and “material modification” for purposes of applying that original grandfather 
provision.   
 
Next Steps 
 
Treasury anticipates further guidance under section 162(m) and incorporating the provisions of this 
Notice into future regulations.  Treasury is seeking comments on additional issues to be addressed, 
including the application to (1) foreign private issuers, (2) covered employees of predecessor 
corporations, (3) initial public offerings, and (4) SEC executive compensation disclosure rules.  
Comments are due November 9, 2018. 
	

																																																								
1	A contract is not treated as terminable or cancelable if it can be terminated or canceled only by terminating the 
employment relationship of the employee. 
	


