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contract will not be treated as a new
contract as of that date if the employee
exercises the discretion to keep the
corporation bound to the contract. 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.

(ii) Compensation payable under a
plan or arrangement. If a compensation
plan or arrangement meets the
requirements of paragraph (h)(1)(i) of
this section, the compensation paid to
an employee pursuant to the plan or
arrangement will not be subject to the
deduction limit of paragraph (b) of this
section even though the employee was
not eligible to participate in the plan as
of February 17, 1993. However, the
preceding sentence does not apply
unless the employee was employed on
February 17, 1993, by the corporation
that maintained the plan or
arrangement, or the employee had the
right to participate in the plan or
arrangement under a written binding
contract as of that date.

(iii) Material modifications.
(A) Paragraph (h)(1)(i) of this section

will not apply to any written binding
contract that is materially modified. A
material modification occurs when the
contract is amended to increase the
amount of compensation payable to the
employee. If a binding written 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 prior to a material
modification are not affected, but
amounts received subsequent to the
material modification are not treated as
paid under a binding, written contract
described in paragraph (h)(1)(i) of this
section.

(B) A modification of the contract that
accelerates the payment of
compensation will be treated as a
material modification unless the amount
of compensation paid is discounted to
reasonably reflect the time value of
money. If the contract is modified to
defer the payment of compensation, any
compensation paid in excess of the
amount that was originally payable to
the employee under the contract will
not be treated as a material modification
if the additional amount is based on
either a reasonable rate of interest or one
or more predetermined actual
investments (whether or not assets
associated with the amount originally
owed are actually invested therein) such
that the amount payable by the
employer at the later date will be based
on the actual rate of return of the
specific investment (including any

decrease as well as any increase in the
value of the investment).

(C) 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 binding,
written contract where the facts and
circumstances show that the additional
compensation is paid on the basis of
substantially the same elements or
conditions as the compensation that is
otherwise paid under 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, a
supplemental payment of compensation
that satisfies the requirements of
qualified performance-based
compensation in paragraph (e) of this
section will not be treated as a material
modification.

(iv) Examples. The following
examples illustrate the exception of this
paragraph (h)(1):

Example 1. Corporation X executed a 3-
year compensation arrangement with C on
February 15, 1993, that constitutes a written
binding contract under applicable state law.
The terms of the arrangement provide for
automatic extension after the 3-year term for
additional 1-year periods, unless the
corporation exercises its option to terminate
the arrangement within 30 days of the end of
the 3-year term or, thereafter, within 30 days
before each anniversary date. Termination of
the compensation arrangement does not
require the termination of C’s employment
relationship with Corporation X. Unless
terminated, the arrangement is treated as
renewed on February 15, 1996, and the
deduction limit of paragraph (b) of this
section applies to payments under the
arrangement after that date.

Example 2. Corporation Y executed a 5-
year employment agreement with B on
January 1, 1992, providing for a salary of
$900,000 per year. Assume that this
agreement constitutes a written binding
contract under applicable state law. In 1992
and 1993, B receives the salary of $900,000
per year. In 1994, Corporation Y increases B’s
salary with a payment of $20,000. The
$20,000 supplemental payment does not
constitute a material modification of the
written binding contract because the $20,000
payment is less than or equal to a reasonable
cost-of-living increase from 1993. However,
the $20,000 supplemental payment is subject
to the limitation in paragraph (b) of this
section. On January 1, 1995, Corporation Y
increases B’s salary to $1,200,000. The
$280,000 supplemental payment is a material
modification of the written binding contract
because the additional compensation is paid
on the basis of substantially the same
elements or conditions as the compensation

that is otherwise paid under the written
binding contract and it is greater than a
reasonable, annual cost-of-living increase.
Because the written binding contract is
materially modified as of January 1, 1995, all
compensation paid to B in 1995 and
thereafter is subject to the deduction
limitation of section 162(m).

Example 3. Assume the same facts as in
Example 2, except that instead of an increase
in salary, B receives a restricted stock grant
subject to B’s continued employment for the
balance of the contract. The restricted stock
grant is not a material modification of the
binding written contract because any
additional compensation paid to B under the
grant is not paid on the basis of substantially
the same elements and conditions as B’s
salary because it is based both on the stock
price and B’s continued service. However,
compensation attributable to the restricted
stock grant is subject to the deduction
limitation of section 162(m).

(2) Special transition rule for outside
directors. A director who is a
disinterested director is treated as
satisfying the requirements of an outside
director under paragraph (e)(3) of this
section until the first meeting of
shareholders at which directors are to be
elected that occurs on or after January
1, 1996. For purposes of this paragraph
(h)(2) and paragraph (h)(3) of this
section, a director is a disinterested
director if the director is disinterested
within the meaning of Rule 16b–
3(c)(2)(i), 17 CFR 240.16b–3(c)(2)(i),
under the Exchange Act (including the
provisions of Rule 16b–3(d)(3), as in
effect on April 30, 1991).

(3) Special transition rule for
previously-approved plans—(i) In
general. Any compensation paid under
a plan or agreement approved by
shareholders before December 20, 1993,
is treated as satisfying the requirements
of paragraphs (e)(3) and (e)(4) of this
section, provided that the directors
administering the plan or agreement are
disinterested directors and the plan was
approved by shareholders in a manner
consistent with Rule 16b–3(b), 17 CFR
240.16b–3(b), under the Exchange Act
or Rule 16b–3(a), 17 CFR 240.16b–3(a)
(as contained in 17 CFR part 240 revised
April 1, 1990). In addition, for purposes
of satisfying the requirements of
paragraph (e)(2)(vi) of this section, a
plan or agreement is treated as stating a
maximum number of shares with
respect to which an option or right may
be granted to any employee if the plan
or agreement that was approved by the
shareholders provided for an aggregate
limit, consistent with Rule 16b–3(b), 17
CFR 250.16b–3(b), on the shares of
employer stock with respect to which
awards may be made under the plan or
agreement.

(ii) Reliance period. The transition
rule provided in this paragraph (h)(3)


