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Example 4. The facts are the same as in ex-
ample (3) except that A’s gross income from
his law practice for 1973 is $40,000. Thus, for
1973, A’s deductions (including the net oper-
ating loss deduction) exceed his gross in-
come, and his recomputed taxable income is
therefore zero. The taxable income sub-
tracted from the net operating loss to deter-
mine the carryback to 1974 is $20,000 (i.e.,
$40,000 + $60,000 — $50,000 — $30,000), and thus
the net operating loss carryback to 1974 is
$20,000 (i.e., $40,000 + $60,000 — $50,000 —
$30,000), and thus the net operating loss
carryback from 1976 to 1974 is $80,000 (i.e.,
$100,000 — $20,000). Of this amount, $48,000
($80,000 x [$60,000 (the excess of the expenses
paid in 1976 in A’s law practice over his gross
income from his law practice) + $100,000 (A’s
net operating loss for 1976)]) is properly allo-
cable to or chargeable against earned in-
come, and must be taken into account in re-
computing A’s taxable income and earned
taxable income for 1974.

Example 5. A, an unmarried calendar year
taxpayer, receives a salary of $80,000 from
Corporation X in 1975 and also owns and op-
erates a laundry in which both his capital
and services are material income producing
factors. A incurs no section 62 expenses with
respect to the salary income. In 1975 the
laundry, a sole proprietorship, has gross in-
come of $100,000 and business expenses de-
ductible under section 62 of $80,000. A reason-
able allowance as compensation for A’s per-
sonal services rendered by him in his laundry
business would be $12,000. The net profits of
the laundry business were $20,000.

A’s earned income from the laundry busi-
ness is limited to $6,000 (30 percent of $20,000).
A’s total earned income is  $36,000
($80,000+$60,000). Since the section 62 deduc-
tions of the laundry business have already
been taken into account in computing net
profits, they are not again taken into ac-
count in computing earned net income. Ac-
cordingly, A’s earned net income for 1975 is
$86,000.

Example 6. The facts are the same as exam-
ple (5) except that the gross income of the
laundry is $130,000 and the net profits from
the laundry are $50,000. A’s earned income
from the laundry is $12,000. Even though the
30-percent-of-net profits limitation has not
resulted in a reduction of A’s earned income
from the laundry, the expenses deducted in
computing net profits do not reduce earned
income. Accordingly, both the earned in-
come and the earned net income of A for 1975
are $92,000.

Example 7. The facts are the same as exam-
ple (5) except that the gross income of the
laundry is $60,000 and the laundry has a net
loss of $20,000. A’s earned income from the
laundry is $12,000. Since the laundry does not
have net profits, the expenses of the laundry
have not been taken into account in com-
puting the net profits limitation. Accord-
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ingly, a ratable portion of deductible ex-
penses of the laundry must be allocated to
the earned income from the laundry in ac-
cordance with §1.1348-2(d)(2); $16,000 of the
expenses are allocated to the earned income
($12,000/$60,000x$80,000). A’s total earned in-
come for 1975 is $92,000, and his earned net in-
come is $76,000 ($92,000 minus $16,000).

[T.D. 7446, 41 FR 55337, Dec. 20, 1976, as
amended by T.D. 7728, 45 FR 72650, Nov. 3,
1980]

§1.1348-3 Definitions.

(a) Earned income—(1) In general. (i)
For purposes of section 1348 and the
regulations thereunder, the term
earned income means any item of gross
income which is earned income within
the meaning of section 401(c)(2)(C) or
911(b) unless the item constitutes de-
ferred compensation as defined in para-
graph (b) of this section or is otherwise
excluded by application of this para-
graph. Thus, subject to such excep-
tions, the term includes:

(A) Wages, salaries, professional fees,
bonuses, amounts includible in gross
income under section 83, commissions
on sales or on insurance premiums,
tips, and other amounts received, actu-
ally or constructively, as compensation
for personal services actually rendered
regardless of the medium or basis of
payment.

(B) Compensatory payments for per-
sonal services made prior to the time
such services are actually rendered,
provided such advance payments are
not made for a purpose of minimizing
Federal income taxes by reason of the
application of section 1348, and are ei-
ther customary in the particular pro-
fession, trade, or business, or are made
for a bona fide business purpose.

(C) Prizes and awards in recognition
of personal services includible in gross
income under section 74, amounts in-
cludible in gross income under section
79 (relating to group-term life insur-
ance purchased for employees), and
amounts includible in gross income
under section 1379(b) (relating to con-
tributions to qualified pension plans in
the case of certain shareholder-employ-
ees); and

(D) Gains (other than gain which is
treated as capital gain under any pro-
vision of chapter 1) and net earnings
derived from the sale or other disposi-
tion of, the transfer of any interest in,
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or the licensing of the use of property
(other than good will) by an individual
whose personal efforts created such
property.

The term does not include such income
as dividends (including an amount
treated as a dividend by reason of sec-
tion 1373(b) and §1.1373-1), other dis-
tributions of corporate earnings and
profits, gambling gains, or gains which
are treated as capital gains under any
provision of chapter 1. The term also
does not include amounts received for
refraining from rendering personal
services or engaging in competitive ac-
tivity or amounts received as consider-
ation for the cancellation of an em-
ployment contract.

(i) In the case of a nonresident alien
individual, earned income includes
only earned income from sources with-
in the United States which is effec-
tively connected with the conduct of a
trade or business within the United
States.

(2) Earned income and employed assist-
ants. The entire amount received as
professional fees shall be treated as
earned income if the taxpayer is en-
gaged in a professional occupation,
such as a doctor, dentist, lawyer, archi-
tect, or accountant, even though he
employs assistants to perform part or
all of the services, provided the pa-
tients or clients are those of the tax-
payer and look to the taxpayer as the
person responsible for the services per-
formed.

(3) Earned income from business in
which capital is material. (i) If an indi-
vidual is engaged in a trade or business
(other than in corporate form) in which
both personal services and capital are
material income-producing factors, a
reasonable allowance as compensation
for the personal services actually ren-
dered by the individual shall be consid-
ered earned income, but the total
amount which shall be treated as the
earned income of the individual from
such a trade or business shall in no
case exceed 30 percent of his share of
the net profits of such trade or busi-
ness (which share shall include any
guaranteed payment (as defined by
§1.707-1(c)) received from a partner-
ship). For purpose of the preceding sen-
tence, the term net profits of the trade or
business means the excess of gross in-
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come from such trade or business (in-
cluding income from all sources,
whether or not subject to Federal in-
come tax, and without taking into ac-
count any deductions which may be al-
lowable under section 1202) over the de-
ductions attributable to such trade or
business.

(ii) Whether capital is a material in-
come-producing factor must be deter-
mined by reference to all the facts of
each case. Capital is a material in-
come-producing factor if a substantial
portion of the gross income of the busi-
ness is attributable to the employment
of capital in the business, as reflected,
for example, by a substantial invest-
ment in inventories, plant, machinery,
or other equipment. In general, capital
is not a material income-producing fac-
tor where gross income of the business
consists principally of fees, commis-
sions, or other compensation for per-
sonal services performed by an indi-
vidual. Thus, the practice of his profes-
sion by a doctor, dentist, lawyer, archi-
tect, or accountant will not, as such,
be treated as a trade or business in
which capital is a material income-pro-
ducing factor even though the practi-
tioner may have a substantial capital
investment in professional equipment
or in the physical plant constituting
the office from which he conducts his
practice since his capital investment is
regarded as only incidental to his pro-
fessional practice.

(iii) This subparagraph does not
apply to gains and net earnings derived
from the sale or other disposition of,
the transfer of any interest in, or the
licensing of the use of property by an
individual whose personal efforts cre-
ated such property which are, by rea-
son of subparagraph (1)(i) of this para-
graph, treated as earned income. Thus,
for example, a research chemist’s sub-
stantial capital investment in labora-
tory facilities which he uses to produce
patentable chemical processes from
which he derives gains within the
meaning of this subdivision would not
be considered a material income-pro-
ducing factor.

(4) Income in respect of a decedent. An
item of gross income in respect of a de-
cedent includible in the gross income
of a person described in section de-
scribed in section 691(a)(1) shall be
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treated as earned income in the hands
of such person for purposes of subpara-
graph (1) of this paragraph if such item
of gross income would have constituted
earned income of the decedent had he
lived and received such amount. See
§1.1348-2(d)(3)(vi) for rules relating to
attribution of tax preferences by rea-
son of an item of income in respect of
a decedent.

(5) Exceptions to definition of earned
income. For purposes of section 1348 and
the regulations thereunder, the term
earned income does not include:

(i) Any distribution to which section
72(m)(5), relating to certain amounts
received by owner-employees from a
trust described in section 401(a) or
under a plan described in section 403(a),
applies,

(ii) Any distribution to which section
402(e), relating to the treatment of cer-
tain total distributions from a trust
described in section 401(a) or under a
plan described in section 403(a), ap-
plies,

(iii) Any distribution to which sec-
tion 402(a)(2), relating to capital gains
treatment of certain total distribu-
tions from a trust described in section
401(a), applies,

(iv) Any distribution to which sec-
tion 403(a)(2)(A), relating to capital
gains treatment for certain distribu-
tions under a plan described in section
404(a)(2), applies, or

(v) Any deferred compensation within
the meaning of paragraph (b) of this
section.

(6) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. A owns and operates an unincor-
porated laundering and dry cleaning busi-
ness. A, assisted by his employees, devotes
his entire time and attention to this busi-
ness. Substantial capital is invested in the
plant and equipment utilized in the laun-
dering and dry cleaning of clothing for A’s
customers. Although personal services per-
formed by A and his employees are a mate-
rial income-producing factor in A’s business,
the capital investment in plant and equip-
ment is not merely incidental to the per-
formance of such services but is, as such,
material to the production of business in-
come. Therefore, A’s laundering and dry
cleaning business is one in which both per-
sonal services and capital are material in-
come-producing factors within the meaning
of paragraph (a)(3) of this section. A may
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treat as earned income for a taxable year a
reasonable allowance as compensation for
the personal services rendered by him in his
business, but the amount so treated shall not
exceed 30% of the net profits of his business
for such year.

Example 2. In his unincorporated business
as a real estate broker, which he conducts on
a full-time basis, A performs substantial per-
sonal services, including solicitation of home
buyers and sellers, escorting prospective
buyers on house visits, arranging appraisal,
financing, and legal services, and other re-
lated tasks. In the course of conducting such
business, A often finances sales of real estate
with his own capital, makes all the nec-
essary arrangements incident to such financ-
ing, and a substantial portion of the gross in-
come of the business consists of interest in-
come from such financing. Under these facts
and circumstances, both personal services
and capital are material income-producing
factors in A’s real estate business within the
meaning of paragraph (a)(3) of this section
since the financing of real estate sales is an
integral part of the entire business. Accord-
ingly, A’s earned income from his real estate
business is limited to a reasonable allowance
as compensation for the personal services A
actually renders, but not in excess of 30% of
the net profits from the business, including
the interest income derived from financing
sales of real estate.

Example 3. For his taxable year ending on
December 31, 1973, A, a radiologist, reports
fees of $100x for professional services ren-
dered to his own patients during 1973. Since
1970, A has maintained his own office in a
small building that he purchased for $60x. In
addition, A owns X-ray equipment with an
original cost of $300x which he uses in his
professional practice. The entire $100x of pro-
fessional fees earned by A during 1973 is
treated as earned income, notwithstanding
that A has a substantial capital investment
in professional equipment and the office
from which he conducts his medical practice,
because such capital investment is only inci-
dental to the rendition of personal services
in A’s professional practice.

(b) Deferred compensation—(1) In gen-
eral. For purposes of section 1348 and
the regulations thereunder, the term
deferred compensation means, except as
otherwise provided in subparagraph (2)
of this paragraph, any compensation
which is deferred within the meaning
of that concept in section 404, includ-
ing any deferred compensation to
which the provisions of section 404 and
the regulations thereunder apply and
any other compensation taxation of
which is deferred in a manner similar
to the treatment applicable to deferred
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compensation to which such provisions
apply. Thus, the term includes any
amounts includable in gross income as
compensation for personal services
pursuant to a plan, or method having
the effect of a plan, deferring the tax-
ation of such payment to a taxable
year later than that in which such
services were rendered. For purposes of
section 1348, the term deferred com-
pensation is not limited to payments to
common-law employees but also in-
cludes payments to self-employed indi-
viduals: nor is it material that no de-
duction is allowable in respect of all or
part of such payments or that a deduc-
tion in respect thereof is allowable
under some provision of the Code other
than section 404. For example, amounts
received by a retired partner pursuant
to a written plan of the partnership of
the kind described in section 1402(a)(10)
constitute deferred compensation ex-
cept as otherwise provided in subpara-
graph (2) of this paragraph. The term
deferred compensation, as defined in this
paragraph, shall have no application to
a determination of the deductibility of
any amount under section 162, 404, or
any other provision of the Code.

(2) Amounts not treated as deferred
compensation. Notwithstanding the pro-
visions of subparagraph (1) of this para-
graph, any amount includible in gross
income as compensation before the end
of the taxable year following the first
taxable year of the taxpayer in which
his right to receive such amount is not
subject to any requirement or condi-
tion which would be treated as result-
ing in a substantial risk of forfeiture
within the meaning of section 83 and
the regulations thereunder does not
constitute deferred compensation for
purposes of section 1348 and the regula-
tions thereunder. For purposes of this
subparagraph, a fractional part of a
year which is a taxable year under sec-
tions 441(b) and 7701(a)(23) shall be
treated as a taxable year.

(3) Application to certain compensa-
tion—(i) In general. This subparagraph
provides rules for the application of the
principles of subparagraphs (1) and (2)
of this paragraph to certain types of
compensation.

(ii) Pension, etc., plans. (A) In accord-
ance with subparagraph (1) of this
paragraph, the taxable portion of dis-
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tributions under a pension, annuity,
profit-sharing, or stock bonus plan,
whether or not such plan meets the re-
quirements of section 401(a), or pursu-
ant to a method having the effect of
such a plan, generally constitutes de-
ferred compensation. However, under
subparagraph (2) of this paragraph,
such portion constitutes earned income
if includible in gross income before the
end of the taxable year following the
first taxable year of the taxpayer in
which his right to receive such amount
is not subject to a substantial risk of
forfeiture. In the case of a distribution
under a contributory plan, the pre-
ceding sentence applies only to that
part of the taxable portion of the dis-
tribution which is attributable to em-
ployer contributions to the plan. For
purposes of the preceding sentence,
that part of the taxable portion of a
distribution which is attributable to
employer contributions is the amount
of such part, multiplied by a fraction,
the numerator of which is the em-
ployer contributions to the plan on be-
half of the employee (determined in ac-
cordance with the principles of
§1.402(a)-2), and the denominator of
which is the sum of such employer con-
tributions and the net employee con-
tributions to the plan (as defined in
paragraph (a)(2) of §1.402(a)-2). Thus, if
the employer does not contribute to
the plan, no part of any distribution
thereunder constitutes earned income.
Amounts included in gross income
under section 402(b), 403(c), or 1379(b)(1)
in respect of employer contributions to
a plan described in this subdivision do
not constitute deferred compensation.
(B) If a recipient’s rights to receive
amounts pursuant to a plan cease to be
subject to a substantial risk of for-
feiture in more than one of his taxable
years, each payment pursuant to such
plan shall be considered to consist of a
ratable portion of all of the amounts
which are not subject to a substantial
risk of forfeiture at the time of such
payment. Thus, for example, if an em-
ployment contract provides in part
that an employee or his estate is to re-
ceive in each of the fifteen years after
the year in which he attains or would
have attained age 65 an amount equal
to $2,000 times his years of service with
the employer and if he had eighteen
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years of service with the employer,
each $36,000 payment would be consid-
ered to consist of 18 payments of $2,000,
his right to receive one of which ceased
to be subject to a substantial risk of
forfeiture upon completing his first
year of service with the employer, his
right to receive another of which
ceased to be subject to a substantial
risk of forfeiture upon completing his
second year of service with the em-
ployer, etc. Therefore, if the employ-
ee’s last year of service with the em-
ployer was completed in the year in
which he attained age 65, $2,000 of the
first payment in the next year would
not be deferred compensation under
subparagraph (2) of this paragraph, and
the remaining $34,000 of that payment
and all of the other fourteen payments
of $36,000 would be deferred compensa-
tion. If the employee’s last year of
service was completed in an earlier
year, all fifteen payments would con-
stitute deferred compensation in full.

iii) Income attributable to options. (A)
Ordinary income realized by a taxpayer
upon a disqualifying disposition of
stock acquired pursuant to the exercise
of a statutory option (as defined in
§1.421-7(b)) is not deferred compensa-
tion for purposes of subparagraph (1) of
this paragraph and, therefore, con-
stitutes earned income.

(B) Ordinary income realized by a
taxpayer upon the transfer of property
pursuant to the exercise, or sale or
other disposition, of an option which is
not a statutory option (as defined in
§1.421-7(b)) and which was granted on
or before December 15, 1971, is not de-
ferred compensation for purposes of
subparagraph (1) of this paragraph and,
therefore, constitutes earned income.
Ordinary income realized by a taxpayer
upon the transfer of property pursuant
to the exercise, or sale or other disposi-
tion, of an option which is not a statu-
tory option (as defined in §1.421-(b))
and which is granted after December
15, 1971 constitutes earned income rath-
er than deferred compensation if such
option cannot, by its terms, be exer-
cised more than three months after
termination (for any reason other than
death) of the grantee’s employment by
the grantor of the option. If the terms
of such an option granted after Decem-
ber 15, 1971 permit the exercise of the
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option more than three months after
termination (for any reason other than
death) of the grantee’s employment by
the grantor, ordinary income realized
by a taxpayer upon the transfer of
property pursuant to exercise, or sale
or other disposition, of the option con-
stitutes earned income rather than de-
ferred compensation only if such in-
come is realized in a taxable year no
later than that following the taxable
year in which the option was granted.
In the case of the grantee’s death with-
in a period during which ordinary in-
come realized upon the transfer of
property pursuant to his exercise, or
sale or other disposition, of an option
described in this subdivision would
have constituted earned income as pro-
vided in this subdivision had the grant-
ee lived, ordinary income realized sub-
sequently upon the transfer of property
pursuant to exercise, or sale or other
disposition, of an option described in
this subdivision, by the grantee’s legal
represedntatives or beneficiary con-
stitutes earned income only if such ex-
ercise or sale or other disposition, oc-
curs on a date no later than the date
twelve months following that of the
grantee’s death. For purposes of this
subdivision, the term employment by the
grantor includes employment by a re-
lated corporation as defined in §1.421-
7(i), and by a corporation which is con-
sidered a related corporation under
§1.421-7(h)(3). Therefore, the transfer of
an employee from the grantor corpora-
tion to such a related corporation or
from one related corporation to an-
other related corporation or to the
grantor corporation will not be treated
as a termination of employment by the
grantor.

(C) For purposes of (B) of this sub-
division, if an option described therein
and granted after December 15, 1971 is
exercisable only following completion
of a specified period of employment,
the taxable year in which such period
of employment is completed shall be
treated as the taxable year in which
the option was granted. Further, if the
terms of an option described in (B) of
this subdivision and granted after De-
cember 15, 1971 are modified, such
modification shall not be considered as
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the granting of a new option for pur-
poses of (B) in determining the taxable
year in which such option was granted.

(D) For purposes of (B) of this sub-
division, an option will not be consid-
ered exercisable by its terms more than
three months following termination
(for any reason other than death) of
the grantee’s employment by the
grantor solely because the terms of
such option permit, in the event of
such grantee’s death within three
months following termination of such
employment, exercise of the option by
the grantee’s legal representative or
beneficiary during or following such
three-month period.

(4) Examples. The application of this
paragraph may be illustrated by the
following examples, in each of which it
is assumed that any amounts paid as
described therein constitute salaries or
other compensation for personal serv-
ices actually rendered rather than a
distribution of earnings and profits:

Example 1. (i) On January 1, 1965, Corpora-
tion X and E, an individual, execute an em-
ployment contract under which E is to be
employed by X for a period of 10 years. Under
the contract, E is entitled to a stated annual
salary and to additional compensation of
$10x for each year. This additional compensa-
tion is to be credited as of December 31 of
each year to a bookkeeping reserve account
and will be deferred, accumulated, and paid
only upon termination of the employment
contract, E’s becoming a part-time employee
of X, or E’s becoming partially or totally in-
capacitated. Under the terms of the con-
tract, X is merely under a contractual obli-
gation to make the payments when due, and
neither X nor E intends that the amounts in
the reserve be held by X in trust for E. The
contract provides that if E shall fall or
refuse to perform his duties, X will be re-
lieved of any obligation to make further
credits to the reserve but not of the obliga-
tion to distribute amounts previously cred-
ited to the reserve. In the event E should die
prior to his receipt in full of the balance in
the account, the remaining balance is dis-
tributed to his personal representative.

(i) Having completed the terms of his em-
ployment contract, E retires from the em-
ployment of X on December 31, 1974, and on
January 15, 1975, receives a total distribution
of $100x from his reserve account. Of this dis-
tribution of $100x to E, only $10x, rep-
resenting the credit made to E’s reserve ac-
count in 1974, constitutes earned income. No
other credits to E’s reserve account are
taken into account for this purpose because
they were made to the reserve account and
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became nonforfeitable in a year earlier than
the year preceding that in which the $100x
distribution was made to E.

Example 2. (i) Corporation X follows a pol-
icy of permitting employees to elect before
the beginning of any calendar year to defer
the receipt of either 5 percent or 10 percent
of their stated annual salary to be earned in
that year. E, an employee, elects for each of
10 years of employment to defer receipt of
$5x of his stated annual salary. The total so
deferred, or $50x%, is paid to E on January 15,
1974.

(ii) Since the salary which E elects to defer
is includible in his gross income only in the
taxable year in which actually received by
him, then to the extent E receives any such
deferred salary payment after the end of the
taxable year following the taxable year from
which such payment was deferred, such pay-
ment does not constitute earned income
since such payment is deferred compensation
under this paragraph (b). Accordingly, of the
$50x distribution to E, only $5x, representing
the salary deferral from 1973, constitutes
earned income.

Example 3. (i) E is an officer of Corporation
X, which has a plan for making future pay-
ments of additional compensation for cur-
rent services to certain employees. The plan
provides that a fixed percentage of the an-
nual net earnings in excess of $400x is to be
designated for division among the partici-
pants. This amount is not currently paid to
the participants; but X has set up on its
books a separate account for each partici-
pant, including E, and each year it credits
thereto the dollar amount of his participa-
tion for the year. Distributions are to be
made from the account when the employee
reaches the age of 60, is no longer employed
by X, including cessation of employment due
to death, or becomes totally unable to per-
form his duties, whichever occurs first. X’s
liability to make these distributions is con-
tingent upon the employee’s refraining from
engaging in any business competitive to that
of X, making himself available to X for con-
sultation and advice after retirement or ter-
mination of his services, unless disabled, and
retaining unencumbered any interest or ben-
efit under the plan. In the event of his death,
either before or after the beginning of pay-
ments, amounts in an employee’s account
are distributable to his designated bene-
ficiaries of heirs-at-law. Under the facts and
circumstances, E’s rights to distributions
from his account pursuant to the terms of
the plan are not subject to a substantial risk
of forfeiture within the meaning of section
83(c)(1). Under the terms of the compensation
plan, X is under a merely contractual obliga-
tion to make the payments when due, and
the parties did not intend that the amounts
in each account be held by X in trust for the
participants.
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(ii) Cash or property includable in gross in-
come by E which is attributable to a credit
to his account in a taxable year earlier than
the year immediately preceding the year on
onclusion does not constitute earned income
since it is deferred compensation within the
meaning of this paragraph (b). See subpara-
graph (3) of this paragraph (b) for rules for
determining that portion of distributions
from E’s acount which are attributable to
credits to his account in a taxable year im-
mediately preceding the year in which such
distributions are made.

Example 4. (i) Corporation X has an annual
incentive bonus plan for its employees.
Under this plan, X has the sole discretion to
defer all or any part of any employee’s incen-
tive bonus award. In addition, no employee
has any right to receive any incentive bonus
for any year (whether to be paid currently or
to be deferred) until such time, if any, as X
makes an award to him. No employee has
any election as to the amount or time of
payment of his award for any year. Further-
more, the last of any payments under an
award must be paid no later than 10 years
from the normal retirement date of the em-
ployee. In addition, the obligations of X
under the plan are merely contractual and
are not funded or secured. The awards are
nonassignable. However, in the case of death
the awards are payable to the employee’s
designated beneficiary. Once made, a bonus
award under the plan is not subject to any
substantial risk of forfeiture.

(ii) In each of the years 1967, 1968, 1969, and
1970, X awards E a deferred bonus of $100x. E
retires on June 30, 1971. Beginning in 1971, X
pays to E the total of $400x of deferred bonus
awards in 5 annual installments of $80x each.
With respect to the $80x payment made to E
in 1971, $20x, representing the ratable portion
of the payment ($100x/$400xx$80x) allocable to
the 1970 bonus award, is earned income be-
cause it was received in a year no later than
the year following that (1970) in which E’s
right to receive such amount was no longer
subject to a substantial risk of forfeiture.
The balance of the $80x payment made in
1971 and all payments made subsequently
constitute deferred compensation.

Example 5. (i) Under the terms of a non-
qualified bonus planfor its executive employ-
ees, Corporation M contributes each year to
a bonus reserve a given percentage of its net
earnings for the year. M makes bonus awards
each year from the reserve in cash or stock
of M, or a combination of both, to such exec-
utive employees, and in such amounts, as M
may determine. The bonus award so deter-
mined to be made to a beneficiary is paid to
him in installments: 20 percent of the award
at the time that the award is made and the
remaining installments in January of each
succeeding year (until the full amount of the
award is paid). Such amounts are payable in
succeeding years but only if earned out by
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the employee by continuing service to M, at
the rate of %i2th of the amount of the first in-
stallment for each complete month of serv-
ice beginning with the year of determina-
tion. If the beneficiary voluntarily termi-
nates his employment, is discharged for
cause, or conducts himself in a manner inim-
ical to the best interests of M, he forfeits the
rights to receive any portion of his bonus
award previously earned out but undelivered
to him and to continue earning out his bonus
award. Upon retirement a beneficiary retains
the right to earn out an unearned bonus
award but forfeits the right to continue
earning out the award if he conducts himself
in a manner inimical to M’s best interests or
engages in an activity which is in competi-
tion with an activity of M. If a beneficiary
dies while earning out a bonus award, any
unpaid and undelivered portion of his award
is paid and delivered to his estate or heirs at
such time and in such manner as if the bene-
ficiary were living.

(ii) On January 1, 1971, M makes a cash
bonus award to A of $100x. On January 15,
1971, $20x, representing representing the first
installment of the award, is paid to A. On
January 15, 1972, $20x, representing the por-
tion of the award earned out by A during the
calendar year 1971 is paid to him. On January
1, 1972, A retires from employment with M
and, having satisfied the conditions to con-
tinue earning out his bonus award, receives
$20x on January 15, 1975.

(ii1) Under the facts and circumstances, the
conditions that A not conduct himself in a
manner inimical to the best interests of M
and refrain from activity competitive to that
of M are not considered to result in a sub-
stantial risk of forfeiture of the bonus
award. The total installments of $40x paid to
A in 1971 and 1972 constitute earned income.
The installment of $20x earned out by A in
1972 and paid to him in 1973 also constitutes
earned income for the taxable year 1973 be-
cause it was includible in gross income by A
before the end of the taxable year of A fol-
lowing the first taxable year (the year of his
retirement, i.e., 1972) in which his right to
receive the installment was not subject to a
substantial risk of forfeiture. The install-
ments paid to A in 1974 and 1975, however, do
not constitute earned income because they
were paid in a year later than the year fol-
lowing the year of A’s retirement. Had the
conditions that A not conduct himself in a
manner inimical to the best interests of M
and refrain from activity competitive to that
of M constituted a substantial risk of for-
feiture, the installments paid to A in 1974
and 1975 would have constituted earned in-
come.

Example 6. On January 15, 1968, Corporation
M, under the terms of a nonqualified bonus
plan for its employees, grants to A, an em-
ployee, 5,000 dividend units, which entitle A
to receive, for the period during which the
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award remains in effect, a cash payment
equal to the dividends declared andpaid by M
on the equivalent of 5,000 shares of its cap-
ital stock. The award remains in effect for
A’s lifetime but is subject to forfeiture if A
is dismissed or leaves the service of M for
any reason other than his death or retire-
ment, or if A, following his retirement, en-
gages in any activity which is harmful to the
interests of M. Under the particular facts
and circumstances, the condition that A not
engage in any harmful activity is not consid-
ered to amount to a substantial risk of for-
feiture within the meaning of section
83(c)(1). A retires on January 1, 1971. In each
of the calendar years 1971, 1972, 1973, and 1974.
A receives cash payments of $5x under his
bonus award. The payments totaling $10x to
A in the years 1971 and 1972 constitute earned
income because A received them before the
end of the taxable year following the first
taxable year (i.e., 1971, the year in which A
retired) in which his right to receive such
payments was not subject to a substantial
risk of forfeiture. Payments totaling $10x to
A in 1973 and 1974, however, constitute de-
ferred compensation under paragraph (b) of
this section.

Example 7. Corporation M maintains an em-
ployees’ profit sharing trust which is not ex-
empt from tax under section 501(a). Under
the terms of the trust agreement, the inter-
est of the trust beneficiaries in each con-
tribution made to the trust by M is subject
to asubstantial risk of forfeiture for a period
of 2 years from the date on which the par-
ticular contribution is made, except that
upon a beneficiary’s retirement, his entire
interest in the trust vests immediately. Con-
tributions are made on December 30 of each
year. As of August 1, 1969, the total interest,
forfeitable and nonforfeitable, of A, an em-
ployee of M, in the trust is $320x. On Decem-
ber 30 in each of the years 1969, 1970, and 1971,
M makes a further contribution to the trust
allocable to A’s account equal to $60x. A re-
tires on December 31, 1971, and becomes enti-
tled to a total distribution from the trust of
$500%, of which $320x represents M’s contribu-
tions made prior to August 1, 1969, and $180x
represents contributions made subsequent to
such date. Beginning in 1972, the trust dis-
tributes to A $500x in 5 equal annual install-
ments. Because M’s contributions to A’s ac-
count for the years subsequent to August 1,
1969, totaling $180x vested as of his retire-
ment date, such contributions of $180x con-
stitute earned income of A for the year 1971
by reason of §1.402(b)-1(b). No portion of any
annual installment of $100x which is includ-
ible in A’s gross income constitutes earned
income since it is attributable to the $320x,
in all of which A’s rights became nonforfeit-
able no later than December 30, 1970.

Example 8. Corporation M maintains a
qualified noncontributory pension plan for
the benefit of its employees. Under the terms
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of the plan, no employee has a vested right
to receive any distribution under the plan
prior to his retirement from the employment
of M upon reaching the age of 65. A, an em-
ployee of M, reaches age 65 on June 15, 1972,
and retires on June 30, 1972. Under the terms
of the pension plan, A becomes entitled to
receive a monthly pension of $5x, beginning
on July 1, 1972. A receives pension payments
totalling $30x in 1972, $60x in 1973, $60x in
1974, $60x in 1975, and $60x in 1976. The pen-
sion payments received by A in 1972 and 1973
constitute earned income within paragraph
(b)(3)(ii) of this section. The pension pay-
ments received by A in 1974, 1975, and 1976
constitute deferred compensation.

Example 9. (i) A is a participant in X Cor-
poration’s noncontributory qualified pension
plan. The plan provides an annual benefit
upon attaining age 65 of 2 percent of average
compensation for each calendar year of par-
ticipation in the plan. Average compensation
is defined as the average of an employee’s
annual compensation over the last 5 calendar
years of service. The plan provides that an
employee’s rights in his accrued benefit are
nonforfeitable after 15 years of participation
in the plan. A attains age 65 on June 20, 1975
and begins to receive a pension on July 1,
1975. A’s pension is based upon 30 years of
participation in the plan. A’s annual com-
pensation for the period 1969 through 1974, is
as follows:

Year Annual Compensation

$75,000
80,000
80,000
85,000
85,000
90,000

(ii) Under the terms of the plan, A’s ac-
crued benefit as of December 31, 1974, and his
pension are $50,400 (0.02 x 30 x 1/5 ($80,000 +
$80,000 + $85,000 + $90,000)). A’s accrued ben-
efit as of December 31, 1973, is $46,980 (0.02 x
29 x 1/5 $85,000)). Since A’s rights in $46,980 of
his accrued benefit had ceased to be subject
to a substantial risk of forfeiture before 1974,
only $285 (1/12 x ($50,400 — $46,980)) of each
payment received during 1975 does not con-
stitute deferred compensation. The balance
of the amounts received during 1975 and all
amounts received in 1976 constitute deferred
compensation since they are paid after the
end of the taxable year following A’s first
taxable year in which his right to receive
any such amount was not subject to a sub-
stantial risk of forfeiture.

Example 10. On January 15, 1971, Corpora-
tion M grants to A, an employee, an option
to purchase 100 shares of stock of M at a
price of $10x per share. Such option con-
stitutes a qualified stock option constitutes
a qualified stock option as defined in section
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422(b). On August 1, 1971, A exercises his op-
tion, at which time the fair market value of
the 100 shares of M Stock is $15x per share.
On April 24, 1972, A sells the 100 shares of M
stock acquired pursuant to exercise of his
option at a price of $25x per share. Because
the sale constitutes a disqualifying disposi-
tion within the meaning of section 421(b), A
realizes ordinary income of $500x and a cap-
ital gain of $1,000x in the taxable year 1972.
The $500x of ordinary income so realized by
A constitutes earned income.

Example 11. On November 30, 1072, Corpora-
tion M grants to A, an employee, a non-
qualified stock option to which section 421
does not apply and which has no readily as-
certainable fair market value on that date.
The option may, by its terms, be exercised
by A at any time during, or following termi-
nation of, his employment. On March 30,
1974, A, while still employed by M, exercises
his option and realizes compensation income
at that time. Such compensation does not
constitute earned income because the option
is exercisable within a period that may ex-
tend beyond three months after A’s termi-
nation of employment (other than by reason
of death). See paragraph (b)(3)(iii)(B) of this
section. Had A exercised his option at any
time prior to January 1, 1974, the compensa-
tion realized by him by reason of such exer-
cise would have constituted earned income.

Example 12. On November 30, 1972, Corpora-
tion N grants to B, an employee, a non-
qualified stock option to which section 421
does not apply and which has no readily as-
certainable fair market value on that date.
The option may by its terms, be exercised
only within the period during which B is em-
ployed by N or within three months there-
after. On March 30, 1974, B exercises his op-
tion and realizes compensation at that time.
Such compensation so realized by B con-
stitutes earned income. See paragraph
(b)(3)(iii)(B) of this section.

Example 13. On May 9, 1973, and in connec-
tion with the performance of services by E,
an employee, Corporation X transfers to E
100 shares of X stock. Under the terms of the
transfer, E is subject to a binding commit-
ment to return the stock to X if E leaves X’s
employment for any reason prior to the expi-
ration of a 3-year period beginning on the
date of transfer. Since E must perform sub-
stantial services for X before he may keep
the X stock, E’s rights in the stock are sub-
ject to a substantial risk of forfeiture under
section 83(c)(1). Consequently, if such re-
striction lapses on May 9, 1976, the com-
pensation realized at such time constitutes
earned income. Had E elected to include an
amount in his gross income in 1973 pursuant
to section 83(b) and the regulations there-
under, the amount so included would also
have constituted earned income.

Example 14. On October 1, 1971, A, an au-
thor, and Corporation M, a publisher, exe-
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cuted an agreement under which A granted
to M the exclusive right to print, publish and
sell a book he had written. The agreement
provides that M will pay to A specified royal-
ties based on the actual cash received from
the sale of the published work, render semi-
annual statements of the sales, and at the
time of rendering each statement make set-
tlement for the amount due. On the same
day, another agreement was signed by A and
M, mutually agreeing that, in consideration
of, and notwithstanding, any contrary provi-
sions contained in the first contract, M shall
not pay A more than $100x in any one cal-
endar year. Under this supplemental con-
tract, sums in excess of $100x accruing in any
one calendar year are to be carried over by M
into succeeding years. For the calendar year
1971, royalties payable to A under the basic
agreement amount to $100x and this sum is
paid to A. For the calendar year 1972, royal-
ties of $120x are payable to A under the basic
agreement, but by reason of the supple-
mental agreement, only $100x of this sum is
actually paid to A. For each of the calendar
years 1973 and 1974, royalties of $100x are
payable to A under the basic agreement, and
this sum is paid to A. For the calendar year
1975, royalties of $80x are payable to A under
the basic agreement, and this sum, plus $20x
carried over from 1972, or $100x, is paid to A.
The $100x paid to A in each of the years 1971,
1972, 1973, and 1974, and $80x of the $100x paid
to A in 1975 constitute earned income. The
additional $20x carried over from 1972 and
paid to A in 1975 constitutes deferred com-
pensation under this paragraph (b) because it
was paid to A later than the end of the year
following the year (i.e., 1972) in which A’s
right to receive the amount was not subject
to a substantial risk of forfeiture.

Example 15. Corporation M is the producer
and owner of a feature length motion picture
which is distributed to exhibitors by Cor-
poration N pursuant to a distribution agree-
ment between M and N providing for current
payments to M of a given percentage of the
current net profits derived by N from the ex-
hibition and exploitation of the picture. A
was employed by M as the leading actor in
the picture for fixed compensation payable
at the rate of $10x per week during the pro-
duction period plus additional compensation
equal to a given percentage of the net profits
derived from the exhibition and exploitation
of the picture. A’s additional compensation
is payable at the time that M receives pay-
ments from N under the terms of the dis-
tribution agreement. The additional com-
pensation paid to A does not constitute de-
ferred compensation since it is attributable
to and measured by current net profits de-
rived from the use of property created in
part by A’s efforts.
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Example 16. A, a boxer entered into an
agreement with M boxing club to fight a par-
ticular opponent on June 19, 1971. The agree-
ment provided in part, that for his perform-
ance A was to receive 16 percent of the gross
receipts derived from the match. Simulta-
neously, A and M executed a separate agree-

ment providing for payment of A’s share of

the receipts from the match as follows: 25
percent thereof not later than August 15,

1971, and 25 percent thereof during each of

the years 1972, 1973, and 1974 in equal semi-
annual installments. A’s share of the gross
receipts derived from the match was $100x, of
which 25 percent was paid to him in 1971 and
a total of $25x in each of the years 1972, 1973,
and 1974. Under the particular facts and cir-
cumstances, A and M are not acting as part-
ners or joint venturers. Thus, A is taxable
upon his share of such gross receipts only in
the years in which such share is actually
paid to him under the terms of the separate

agreement. The payments of $25x in each of

the years 1971 and 1972 constitute earned in-
come. The payments of $25x in each of the
years 1973 and 1974 would not constitute
earned income because they constitute de-
ferred compensation received later than the
end of the first taxable year (i.e., 1972) fol-
lowing the year in which A’s right to receive
such amounts was not subject to a substan-
tial risk of forfeiture.

[T.D. 7446, 41 FR 55339, Dec. 20, 1976]
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