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part of the employer other than that of 
securing on fair and advantageous 
terms the services of the individual, it 
should be allowed as a deduction even 
though in the actual working out of 
the contract it may prove to be greater 
than the amount which would ordi-
narily be paid. 

(3) In any event the allowance for the 
compensation paid may not exceed 
what is reasonable under all the cir-
cumstances. It is, in general, just to as-
sume that reasonable and true com-
pensation is only such amount as 
would ordinarily be paid for like serv-
ices by like enterprises under like cir-
cumstances. The circumstances to be 
taken into consideration are those ex-
isting at the date when the contract 
for services was made, not those exist-
ing at the date when the contract is 
questioned. 

(4) For disallowance of deduction in 
the case of certain transfers of stock 
pursuant to employees stock options, 
see section 421 and the regulations 
thereunder.

§ 1.162–8 Treatment of excessive com-
pensation. 

The income tax liability of the re-
cipient in respect of an amount osten-
sibly paid to him as compensation, but 
not allowed to be deducted as such by 
the payor, will depend upon the cir-
cumstances of each case. Thus, in the 
case of excessive payments by corpora-
tions, if such payments correspond or 
bear a close relationship to stock-
holdings, and are found to be a dis-
tribution of earnings or profits, the ex-
cessive payments will be treated as a 
dividend. If such payments constitute 
payment for property, they should be 
treated by the payor as a capital ex-
penditure and by the recipient as part 
of the purchase price. In the absence of 
evidence to justify other treatment, ex-
cessive payments for salaries or other 
compensation for personal services will 
be included in gross income of the re-
cipient.

§ 1.162–9 Bonuses to employees. 
Bonuses to employees will constitute 

allowable deductions from gross in-
come when such payments are made in 
good faith and as additional compensa-
tion for the services actually rendered 

by the employees, provided such pay-
ments, when added to the stipulated 
salaries, do not exceed a reasonable 
compensation for the services ren-
dered. It is immaterial whether such 
bonuses are paid in cash or in kind or 
partly in cash and partly in kind. Do-
nations made to employees and others, 
which do not have in them the element 
of compensation or which are in excess 
of reasonable compensation for serv-
ices, are not deductible from gross in-
come.

§ 1.162–10 Certain employee benefits. 

(a) In general. Amounts paid or ac-
crued by a taxpayer on account of inju-
ries received by employees and lump 
sum amounts paid or accrued as com-
pensation for injuries, are proper de-
ductions as ordinary and necessary ex-
penses. Such deductions are limited to 
the amount not compensated for by in-
surance or otherwise. Amounts paid or 
accrued within the taxable year for dis-
missal wages, unemployment benefits, 
guaranteed annual wages, vacations, or 
a sickness, accident, hospitalization, 
medical expense, recreational, welfare, 
or similar benefit plan, are deductible 
under section 162(a) if they are ordi-
nary and necessary expenses of the 
trade or business. However, except as 
provided in paragraph (b) of this sec-
tion, such amounts shall not be deduct-
ible under section 162(a) if, under any 
circumstances, they may be used to 
provide benefits under a stock bonus, 
pension, annuity, profit-sharing, or 
other deferred compensation plan of 
the type referred to in section 404(a). In 
such an event, the extent to which 
these amounts are deductible from 
gross income shall be governed by the 
provisions of section 404 and the regu-
lations issued thereunder. 

(b) Certain negotiated plans. (1) Sub-
ject to the limitations set forth in sub-
paragraphs (2) and (3) of this para-
graph, contributions paid by an em-
ployer under a plan under which such 
contributions are held in a welfare 
trust for the purpose of paying (either 
from principal or income or both) for 
the benefit of employees, their fami-
lies, and dependents, at least medical 
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