
On February 21, 2008, the IRS issued Revenue Ruling 2008-13, which limits the scope 
of the performance-based compensation exception to Internal Revenue Code Section 
162(m).  Code Section 162(m) limits the deductibility of certain compensatory payments 
in excess of $1,000,000, but certain performance-based compensation is exempt from 
these limits as described below.  As a result of this ruling, the exception will be applied 
more narrowly.

Based on prior IRS guidance, many public companies have taken the position that bonuses 
or incentive compensation can qualify as “performance-based compensation” under 
Section 162(m) if the amounts are payable in connection with an executive’s termination 
of employment without “cause” or for “good reason,” regardless of whether the 
performance goals have been satisfied.  The payment of these bonuses may be made 
pursuant to an executive employment agreement, a bonus plan, or award agreements. 
However, as a result of Revenue Ruling 2008-13, such provisions may cause a company 
to lose its tax deduction for every year, even if no termination actually occurs.

Code Section 162(m) provides that a public company generally cannot deduct more than 
$1,000,000 in annual compensation paid to its CEO and the three highest compensated 
officers, other than the CEO and principal financial officer.  However, “performance-
based compensation” is not counted against the $1,000,000 limit.  Performance-based 
compensation generally is compensation paid solely upon achievement of one or 
more shareholder-approved performance goals.  In 1999 and 2006, the IRS released 
private letter rulings which provided that incentive compensation will not fail to be 
“performance-based compensation” solely because it also is payable if the covered 
employee is terminated without cause, voluntarily terminates for good reason or 
retires.

The IRS took a contrary position in a controversial private letter ruling issued in late 
January, thereby calling into question deductions that many companies have taken in prior 
years as well as the deductibility of amounts payable in the future under arrangements 
currently in place.  In response to public pressure for clarification, the IRS issued Revenue 
Ruling 2008-13.  This Ruling marks an official reversal of the IRS position on this issue, 
but provides important transitional relief. 

The Revenue Ruling provides that the IRS will not retroactively apply its new position 
and challenge deductions taken in prior years based on earlier IRS private letter rulings.  
The IRS will grandfather performance-based compensation arrangements if the period 
of service for which the performance goals relate begins on before January 1, 2009, or 
if the compensation is paid pursuant to the terms of an employment contract that was 
in effect on February 21, 2008, but only to the extent of its current term and not with 
respect to any renewals or extensions, including automatic renewals contained in the 
employment agreement.
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What to do now

Public companies should review all incentive plans, arrangements and agreements that may be affected 
by the Revenue Ruling, and to the extent necessary, they should be revised.

If changes are required to be made in order for the “performance-based compensation” exception to 
apply in light of the Revenue Ruling, a determination should be made as to the best approach.  For 
example, the arrangement can be amended to provide that, following a termination of employment 
without cause or for good reason, bonuses or other awards intended to qualify as performance-based 
compensation are paid (or performance-based restricted stock becomes vested) only if the performance 
targets are actually achieved in the relevant performance period.  This approach would eliminate 
the possibility that the payments would be made in a year when performance targets are not met.  
Alternatively, in certain circumstances, it may be permissible to pay out partial bonuses based on the 
achievement of performance targets through the date of the employee’s termination.

Since many employment agreements and other benefit plans need to be revised by December 31, 
2008 to comply with the rules applicable to deferred compensation under Code Section 409A, the 
Code Section 162(m) review can be performed in conjunction with this review.

The summary set forth herein is intended to be general in nature and does not constitute 
legal advice with respect to any particular situation.  No legal or business decision should 
be based solely on its contents.

*       *       *
Akerman Senterfitt, one of Florida’s leading law firms, has more than 500 attorneys and consultants servicing 
the needs of domestic and international clients. The firm represents private and public companies, governmental 
entities, educational institutions and high net-worth individuals in a wide range of practice areas. The firm’s 
longstanding commitment to diversity has been recognized most recently by the Minority Corporate Counsel 
Association, which presented the firm with the 2006 Thomas L. Sager Award for diversity leadership, and 
by MultiCultural Law magazine, which named Akerman Senterfitt the 2006 Top Law Firm for Hispanic 
Americans. 

Founded in 1920, the firm now has offices in Florida’s major business centers: Miami, Orlando, Fort Lauderdale, 
Tampa, Jacksonville, Tallahassee, and West Palm Beach, as well as in Washington, D.C., Northern Virginia, New 
York and Los Angeles.  

For more information about our practice groups and attorneys, visit www.akerman.com.
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