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Our old friend, Section 162(m) is getting another makeover, thistime from the latest
stimulus package in the American Rescue Plan Act of 2021 (the ARPA). Section 162(m) of
the tax code generally prohibits a public company from deducting mor e than $1 million in
compensation paid to a current or former “covered employee” in ataxable year. Under
current law, the “ covered employees’ are the chief executive officer, chief financial officer,
and thethree other highest compensated officersfor the taxable year. An employee who
meetsthiscriteriain any taxable year is permanently treated as a cover ed employee of the
company for all subsequent years, regar dless of whether the employee continuesto the
meet thecriteria.

Under tax current rules, while non-executive officers (e.g., entertainment personalities and
traders) may earn many times mor e than executives officers, they are not subject to the
162(m) deduction limit. Starting in 2026, that will no longer be the case. The ARPA
providesthat effective for any taxable year beginning after December 31, 2026, the cover ed
employeesfor ataxable year will also include the company’sfive highest compensated
employeesin that year (in addition to the chief executive officer, chief financial officer, and
three other highest compensated officers). However, unlike other covered employees, these
additional five employeeswill not become per manently treated as cover ed employees and
will be re-determined each year. Thisamendment is expected to boost revenue by $7.8
billion over itsfirst five years. Assuch, the prospect of repealing thisprovision prior to its
effective date seems dubious at best at thisjuncture given the size of the stimulus package.

Keep in mind, however, the disclosur e rules (which require compensation information for
“named executive officers’ or “NEOs” who are still defined asthe CEO, CFO, and three
next highest paid executive officers) ar e different from the new tax rules (which refer to
“covered employees’ who now include the NEOs plus five new player s potentially outside
the c-suite).

When the SEC revamped its proxy disclosurerulesin 2006, it attempted to implement the
so-called “Katie Couric rule,” which would have required compensation proxy disclosure
not only for NEOs, but also the top three other employees, regar dless of whether they were
executive officers. That proposal was quickly shot down in the final rules. While the tax
deduction limit will now apply to at least ten current employees (aswell as former covered
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executive officers) in any given year, thereporting requirementsin the proxy statement
will continue to apply only to NEOs unlessthe SEC revisitstheissue. Thus, at least for
disclosure purposes, the“Katie Couric rule” has not been resurrected.

About the Author

Deb advises on executive compensation from a legal and regulatory perspective,
including securities disclosure, tax and governance matters, contract negotiation, and
reasonableness opinion letters.

About Pearl Meyer

Pear| Meyer istheleading advisor to boards and senior management helping or ganizations
build, develop, and reward great leader ship teamsthat drive long-term success. Our
strategy-driven compensation and leader ship consulting services act as power ful catalysts
for value creation and competitive advantage by addressing the critical links between
people and outcomes. Our clients stand at the forefront of their industries and range from
emer ging high-growth, not-for-profit, and private or ganizations to the Fortune 500.

Expansion of Covered Employees Subject to 162(m) Compensation Deduction Limit |
pearlmeyer.com



