
65541Federal Register / Vol. 60, No. 244 / Wednesday, December 20, 1995 / Rules and Regulations

The bonus plan does not satisfy the
requirements of this paragraph (e)(2).
Although the aggregate amount of the bonus
plan is determined under an objective
formula, a third party could not determine
the amount that any individual could receive
under the plan.

Example 8. The facts are the same as in
Example 7, except that the bonus plan
provides that a specified share of the bonus
pool is payable to each employee, and the
total of these shares does not exceed 100%
of the pool. The bonus plan satisfies the
requirements of this paragraph (e)(2). In
addition, the bonus plan will satisfy the
requirements of this paragraph (e)(2) even if
the compensation committee retains the
discretion to reduce the compensation
payable to any individual employee,
provided that a reduction in the amount of
one employee’s bonus does not result in an
increase in the amount of any other
employee’s bonus.

Example 9. Corporation V establishes a
stock option plan for salaried employees. The
terms of the stock option plan specify that no
salaried employee shall receive options for
more than 100,000 shares over any 3-year
period. The compensation committee grants
options for 50,000 shares to each of several
salaried employees. The exercise price of
each option is equal to or greater than the fair
market value at the time of each grant.
Compensation attributable to the exercise of
the options satisfies the requirements of this
paragraph (e)(2). If, however, the terms of the
options provide that the exercise price is less
than fair market value at the date of grant, no
compensation attributable to the exercise of
those options satisfies the requirements of
this paragraph (e)(2) unless issuance or
exercise of the options was contingent upon
the attainment of a preestablished
performance goal that satisfies this paragraph
(e)(2).

Example 10. The facts are the same as in
Example 9, except that, within the same 3-
year grant period, the fair market value of
Corporation V stock is significantly less than
the exercise price of the options. The
compensation committee reprices those
options to that lower current fair market
value of Corporation V stock. The repricing
of the options for 50,000 shares held by each
salaried employee is treated as the grant of
new options for an additional 50,000 shares
to each employee. Thus, each of the salaried
employees is treated as having received
grants for 100,000 shares. Consequently, if
any additional options are granted to those
employees during the 3-year period,
compensation attributable to the exercise of
those additional options would not satisfy
the requirements of this paragraph (e)(2). The
results would be the same if the
compensation committee canceled the
outstanding options and issued new options
to the same employees that were exercisable
at the fair market value of Corporation V
stock on the date of reissue.

Example 11. Corporation W maintains a
plan under which each participating
employee may receive incentive stock
options, nonqualified stock options, stock
appreciation rights, or grants of restricted
Corporation W stock. The plan specifies that

each participating employee may receive
options, stock appreciation rights, restricted
stock, or any combination of each, for no
more than 20,000 shares over the life of the
plan. The plan provides that stock options
may be granted with an exercise price of less
than, equal to, or greater than fair market
value on the date of grant. Options granted
with an exercise price equal to, or greater
than, fair market value on the date of grant
do not fail to meet the requirements of this
paragraph (e)(2) merely because the
compensation committee has the discretion
to determine the types of awards (i.e.,
options, rights, or restricted stock) to be
granted to each employee or the discretion to
issue options or make other compensation
awards under the plan that would not meet
the requirements of this paragraph (e)(2).
Whether an option granted under the plan
satisfies the requirements of this paragraph
(e)(2) is determined on the basis of the
specific terms of the option and without
regard to other options or awards under the
plan.

Example 12. Corporation X maintains a
plan under which stock appreciation rights
may be awarded to key employees. The plan
permits the compensation committee to make
awards under which the amount of
compensation payable to the employee is
equal to the increase in the stock price plus
a percentage ‘‘gross up’’ intended to offset the
tax liability of the employee. In addition, the
plan permits the compensation committee to
make awards under which the amount of
compensation payable to the employee is
equal to the increase in the stock price, based
on the highest price, which is defined as the
highest price paid for Corporation X stock (or
offered in a tender offer or other arms-length
offer) during the 90 days preceding exercise.
Compensation attributable to awards under
the plan satisfies the requirements of
paragraph (e)(2)(vi) of this section, provided
that the terms of the plan specify the
maximum number of shares for which
awards may be made.

Example 13. Corporation W adopts a plan
under which a bonus will be paid to the CEO
only if there is a 10% increase in earnings
per share during the performance period. The
plan provides that earnings per share will be
calculated without regard to any change in
accounting standards that may be required by
the Financial Accounting Standards Board
after the goal is established. After the goal is
established, such a change in accounting
standards occurs. Corporation W’s reported
earnings, for purposes of determining
earnings per share under the plan, are
adjusted pursuant to this plan provision to
factor out this change in standards. This
adjustment will not be considered an
exercise of impermissible discretion because
it is made pursuant to the plan provision.

Example 14. Corporation X adopts a
performance-based incentive pay plan with a
four-year performance period. Bonuses under
the plan are scheduled to be paid in the first
year after the end of the performance period
(year 5). However, in the second year of the
performance period, the compensation
committee determines that any bonuses
payable in year 5 will instead, for bona fide
business reasons, be paid in year 10. The

compensation committee also determines
that any compensation that would have been
payable in year 5 will be adjusted to reflect
the delay in payment. The adjustment will be
based on the greater of the future rate of
return of a specified mutual fund that invests
in blue chip stocks or of a specified venture
capital investment over the five-year deferral
period. Each of these investments,
considered by itself, is a predetermined
actual investment because it is based on the
future rate of return of an actual investment.
However, the adjustment in this case is not
based on predetermined actual investments
within the meaning of paragraph (e)(2)(iii)(B)
of this section because the amount payable
by Corporation X in year 10 will be based on
the greater of the two investment returns and,
thus, will not be based on the actual rate of
return on either specific investment.

Example 15. The facts are the same as in
Example 14, except that the increase will be
based on Moody’s Average Corporate Bond
Yield over the five-year deferral period.
Because this index reflects a reasonable rate
of interest, the increase in the compensation
payable that is based on the index’s rate of
return is not considered an impermissible
increase in the amount of compensation
payable under the formula.

Example 16. The facts are the same as in
Example 14, except that the increase will be
based on the rate of return for the Standard
& Poor’s 500 Index. This index does not
measure interest rates and thus does not
represent a reasonable rate of interest. In
addition, this index does not represent an
actual investment. Therefore, any additional
compensation payable based on the rate of
return of this index will result in an
impermissible increase in the amount
payable under the formula. If, in contrast, the
increase were based on the rate of return of
an existing mutual fund that is invested in
a manner that seeks to approximate the
Standard & Poor’s 500 Index, the increase
would be based on a predetermined actual
investment within the meaning of paragraph
(e)(2)(iii)(B) of this section and thus would
not result in an impermissible increase in the
amount payable under the formula.

(3) Outside directors—(i) General rule.
The performance goal under which
compensation is paid must be
established by a compensation
committee comprised solely of two or
more outside directors. A director is an
outside director if the director—

(A) Is not a current employee of the
publicly held corporation;

(B) Is not a former employee of the
publicly held corporation who receives
compensation for prior services (other
than benefits under a tax-qualified
retirement plan) during the taxable year;

(C) Has not been an officer of the
publicly held corporation; and

(D) Does not receive remuneration
from the publicly held corporation,
either directly or indirectly, in any
capacity other than as a director. For
this purpose, remuneration includes any
payment in exchange for goods or
services.


