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he Internal Revenue Service (IRS)
on August 4, 2003, published inter-
pretive regulations relating to gold-
en parachute payments.! These are
the first final regulations that have
been issued on the topic since the
golden parachute statute was en-
acted in 1984.

The statute applies to certain exces-
sive payments in the nature of com-
pensation that are paid by a corpo-
ration that is subject to the statute
to an individual on a change in the
ownership or effective control of
the corporation or its assets. A parachute pay-
ment can result in both the loss of the corporate
tax deduction for the payment and the imposi-
tion of a nondeductible 20% excise on the recipi-
ent. Although designed chiefly for large, public
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Revisit executive
compensation plans to
check for compliance.

companies, the golden parachute sanctions can
also apply to private corporations. This article fo-
cuses on how private corporations can avoid
these harsh sanctions.

The golden parachute sanctions do not apply
unless the parachute payment that is contingent
on a corporation’s change in control is “exces-
sive.” Therefore, as a first strategy for avoiding the
sanctions, planners should take advantage of the
rules that exempt or exclude certain amounts
from the definition of a parachute payment. In
particular, payments constituting reasonable
compensation and payments under tax-qualified
retirement plans are not counted as parachute
payments.

A second strategy is available only to private
corporations whose stock is not publicly traded.
Parachute payments by private corporations can
be completely exempted from the sanctions by
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obtaining appropriate shareholder approval of
the payments. However, complying with the
shareholder approval requirements is not
straightforward. The new regulations interpret
the approval requirements stringently, and com-
pliance may require departures from traditional
business practice.

Nevertheless, understanding the new regula-
tions is the best means available to compensa-
tion planners to reduce the likelihood that pri-
vate corporations and their executives will be
surprised by golden parachute sanctions. Be-
cause the regulations apply to any payments at-
tributable to a change of the company’s owner-
ship or control that occurs after December 31,
2003 (even if made pursuant to an agreement
dated earlier), the final regulations should
prompt compensation specialists to revisit cur-
rent compensation plans, as well as carefully to
review new arrangements.

Typical Golden Parachute Payments

A golden parachute is a payment in the form of
cash, property or an acceleration of vesting that
occurs in connection with a change in the owner-
ship or control of a corporation’s stock or assets.?
In the most straightforward case, an executive’s
employment agreement may provide for sub-
stantial cash payments if he or she is terminated
or demoted in connection with a change in con-
trol. Executive compensation may also include
stock options or deferred compensation rights
whereby vesting will be accelerated if a change in
control should occur, and these too can create
parachute payments.

A golden parachute may serve shareholder in-
terests by giving an executive an incentive to fa-
cilitate, or at least not to obstruct, a change in
control transaction that may be valuable to
shareholders but that could lead to the loss of the
executive’s job. The existence of a golden para-
chute may also be needed to attract the best ex-
ecutives. The parachute obviously makes a exec-
utive’s compensation package more attractive by
incorporating a sort of insurance against dis-
missal or other deleterious consequences that
might result from a takeover.

Synopsis of the Statutes

Although golden parachutes may serve share-
holder interests, in the early 1980s, Congress ex-
pressed concern that during corporate takeover

GOLDEN PARACHUTES

battles, some executives received exceptionally
large parachute payments. Congress was con-
cerned that such payments inappropriately
would either bias management to favor a
takeover or discourage the acquirer from com-
pleting a takeover by adding the expense of the
parachute payments to its cost.?

To discourage such excessive golden para-
chute payments, in 1984, Congress added to the
Internal Revenue Code (hereafter “Code”) Section
280G, which makes “excess parachute payments”
nondeductible by the paying corporation. Also
added was Code Section 4999, which imposes a
nondeductible 20% excise tax on any person who
receives an excess parachute payment.

» Section 280G. Code Section 280G makes
nondeductible by the paying corporation “excess
parachute payments” made to any “disqualified
individual.” The section defines a parachute
payment as any payment that meets the follow-
ing conditions:

A golden parachute

is a payment in the form
of cash, property or an
acceleration of vesting
that occurs in connection
with a change in the
ownership.

1. The payment is in the nature of compensation;

2. the payment is to, or for the benefit of, a
disqualified individual (a significant shareholder,
officer or highly compensated employee);

3. the payment is contingent on a change in
the ownership or effective control of a corpora-
tion or of a substantial portion of its assets; and

4. the payment has an aggregate present val-
ue of at least three times the individual’s “base
amount.”

Excess parachute payments are defined as the
excess of the parachute payments over the recip-
ient’s base amount. An individual’s base amount
is his or her average annual taxable compensa-
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tion from a corporation during the most recent
five tax years ending before the date of the
change in control. If the individual was not em-
ployed by the corporation for the full five preced-
ing years, the period is for his or her full employ-
ment ending with the preceding tax year. For
example, assume that as of December 31, 2003,
an executive has been employed for two years
and four months and had income of $30,000 for
the initial four-month period in 2001, $120,000
for the full year 2002 and $150,000 for the full year
2003. If a change in control occurs in 2004, the
base amount would be ([3 x $30,000] + $120,000 +
$150,000) / 3, or $120,000.

The golden parachute rules do not apply if the
total present value of the payments to an individ-
ual that are contingent on a change in control is
less than three times the individual’s base
amount.

» Section 4999. Separately, Code Section 4999
imposes a 20% excise on any person who receives
an excess parachute payment. The excise is in ad-
dition to the regular income tax and is itself
nondeductible. Note that the individual may be
subject to the excise even if the employer is unaf-
fected by Code Section 280G (e.g., if the employer
is a foreign corporation exempt from U.S. taxa-
tion). Conversely, the payment may be nonde-
ductible to the paying corporation even if the re-
cipient is not subject to the excise tax.

Individuals Covered

The golden parachute provisions cover payments
to individual recipients, called disqualified indi-
viduals, who perform personal services for a cor-
poration and are any of the following:

1. A shareholder: a person who owns stock
that constitutes at least 1% of the total fair market
value of all outstanding shares.® For the purposes
of calculating stock ownership, outstanding vest-
ed options are treated as if exercised; stock
owned by family members and related entities
may be treated as if owned by the individual.

2. An officer: an administrative executive who
is in regular and continued service. Any person
who has the title of an officer is presumed to be
one, unless facts and circumstances demonstrate
that the individual in fact does not have the au-
thority of an officer. Conversely, a person without
an officer’s title may be one, if he or she in fact has
the authority of an officer. Generally, no fewer
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than three nor more than 50 persons (or if fewer,
10% of the employees) will be treated as officers
within any corporation (or affiliate).

3. A highly compensated individual: a person
who is one of the highest paid 1% of employees of
the corporate group, provided such person earns
at least $90,000 annually.® Note that a highly com-
pensated individual cannot escape this status
simply by redirecting compensation to a 401 (k) or
cafeteria plan.

The golden parachute
rules do not apply if the
total present value of the
payments to an individual
that are contingent on a
change in control is less
than three times the
individual’s base amount.

For the purposes of the 1% tests embedded in
the definitions of a shareholder and a highly
compensated individual, a corporation is
deemed to include all of its affiliated companies.
Hence, a person may be a 1% shareholder of a
subsidiary, or among the subsidiary’s highest
paid 1%, but still fall outside the golden para-
chute provisions because he or she is not a share-
holder or highly compensated individual with re-
spect to the entire corporate group.

As a practical matter, it is rare that a parachute
payment subject to the statutory sanctions would
be made to an individual who turns out not to be
a disqualified individual within the regulations;
in the private company realm, this would be ex-
ceedingly unusual.

Exempt Corporations

The regulations exempt S corporations (and
corporations that could so qualify), tax-exempt
organizations and private corporations that ob-
tain shareholder approval of the parachute
payment.



» S-eligible corporations. An unqualified ex-
emption exists for payments by a corporation
that meets the definition under Code Section
1361(b) of a “small business corporation,” as
modified. A small business corporation is a cor-
poration eligible to make an S election—namely,
a domestic corporation having only one class of
stock and having not more than 75 shareholders,
all of whom are individuals or eligible trusts and
none of whom are nonresident aliens. The new
regulations extend the definition to include oth-
erwise qualifying corporations that have one or
more nonresident alien shareholders but do not
extend it to include foreign corporations. Under
the statute and the final regulations, payments by
such a corporation—provided it retains its small
business corporation status as of the time of the
change in control—will be exempt from the para-
chute provisions. It is not necessary that the cor-
poration actually file an S election at any time.

It appears, however, that this exemption will
not be available if an ineligible shareholder (e.g.,
another corporation) acquires stock of a small
business corporation, even if it does so as part of
a process that leads directly to a later change in
control. For example, suppose change in control
payments were agreed to by an employer that his-
torically has been an S corporation. On January 1,
2004, another corporation acquires 18% of the
stock of the employer, thus automatically termi-
nating the S election. On October 1, 2004, the
same corporation acquires an additional 33% of
the employer’s stock, thus triggering a change in
control under the parachute rules, and parachute
payments are then made to the executive. Appar-
ently, because the employer ceased to be eligible
to be an S corporation on January 1, the pay-
ments are not exempt from the parachute rules
because the employer was not an eligible small
business corporation at the time the change in
control occurred, that is, when the final 33%
block was acquired.

» Tax-exempt organizations. Payments
made by Code Section 501(c)(3) organizations
and certain other tax-exempt entities in connec-
tion with a change in the organizations’ owner-
ship or control are exempt from the parachute
provisions under the final regulations. However,
the exemption is available only if an organization
is tax exempt both immediately before and im-
mediately after the change in control. Hence,
even if payments are contractually agreed to by a
qualified Code Section 501(c)(3) organization,
the exemption is not available if the entity later
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loses its exempt status as a result of the change in
control.

» Private companies. The most important ex-
emption from the parachute rules concerns pri-
vate corporations—those whose stock is not
readily tradable on an established securities mar-
ket, or otherwise, immediately before the change
in control.” Parachute payments by such corpora-
tions are exempt if, but only if, they are appropri-
ately approved by the shareholders. The rules
governing the method of this shareholder ap-
proval constitute crucial aspects of the new regu-
lations and are further discussed below.

The 300% Safe Harbor

The statutory “safe harbor” completely exempts
parachute payments if the total present value of
the payments contingent on a change in control
is less than three times the individual’s base
amount.

For example, during the five years ending De-
cember 31, 2005, Executive A receives total cash
salary of $600,000 and property with a fair market
value of $400,000. Her average annual total tax-
able compensation—the base amount—for the
relevant period is $1,000,000 / 5, or $200,000. As-
sume that a change in control occurs during
2006. If Executive A receives payments contin-
gent on the change in control with a present val-
ue of less than $600,000, the golden parachute
sanctions will not apply.

If the payments contingent on the change in
control are not within the safe harbor, then the
payments in excess of the base amount (not three
times the base amount) are subject to the sanc-
tions. Thus, in the preceding example, if Execu-
tive As payments contingent on the change in
control had a value of $700,000, the nonde-
ductibility and excise sanctions would apply to
$500,000 of such payments.

A corporation can avoid the golden parachute
sanctions by keeping the total of the parachute
payments below the 300% limit. Of course, this
can be accomplished by reducing the total com-
pensation that is contingent on a change in con-
trol, but it also can be accomplished through in-
creasing the base amount. For example, if in
2005, Executive A exercises an option that is
$100,000 in the money, the total compensation
paid to her in the five years ending 2005 would in-
crease from $1,000,000 to $1,100,000. This would
increase Executive A's base amount from
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$200,000 to $220,000. As a result, she may now re-
ceive parachute payments of any amount less
than $660,000 without the golden parachute
sanctions applying. The base amount could be
further increased if a bonus due to her in March
2006 were instead paid to her in December 2005.

» Predicting the safe harbor. At the time of
hiring, it can be difficult to ensure that under any
particular compensation plan, the total of all
parachute payments will stay under the 300%
limit, particularly because the future value of
stock options and other equity compensation (as
well as bonuses) will be uncertain. To reduce
their exposure to the golden parachute sanctions,
the parties might agree that the parachute pay-
ments will be reduced to remain within the safe
harbor. For example, an employment agreement
could provide that if on a change in control the
total of parachute payments turns out to be more
than 299% of the base amount, but less than
320%, the executive will receive only payments
equal to 299% of the base amount.

This would leave the employee better off after
taxes than he or she would have been with the
unreduced package and a large excise tax bill.
However, even at the time of a change in control,
the value of parachute payments (and of the base
amount) may be known only approximately, both
because of uncertainties of valuation and be-
cause of legal uncertainties as to whether (or to
what extent) various regulatory exceptions ap-
ply.2 It may not be clear (and the parties may not
agree) whether the actual parachute is in the
299% to 320% range, nor whether the reduced
payment would prove on audit to be inside the
safe harbor. Because of these uncertainties, and
because the parties’ interests are not fully
aligned, such an arrangement should be carefully
thought through.

Calculating the Payment
Plainly, the application and the severity of the
golden parachute sanctions is very sensitive to
calculating the precise amount of the parachute
payments. The total amount of parachute pay-
ments may be reduced by any of the several ex-
emptions that are provided by the statute and the
new regulations. At the time of hiring, structuring
the compensation package carefully can maxi-
mize the available exemptions.

In general, parachute payments are consid-
ered made and are subject to the excise of Section
4999 in the tax year in which they are included in
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the gross income of the recipient.® For the pur-
poses of the 300% test, the total present value of
all payments is determined as of the date of the
change in control.

Parachute payments include any property (as
well as cash), the payment of which is contingent
on a change in control.!° The regulations provide
that noncash property is to be valued at its cur-
rent fair market value. Similarly, rights to receive
future payments in cash or property are included
at their present value; the discount rate for pur-
poses of calculating the present value is 120% of
the applicable federal rate.!! The valuation of
stock options is a key subject of the new regula-
tions, as discussed below.!?

Plainly, the application
and the severity of the
golden parachute
sanctions is very sensitive
to calculating the precise
amount of the parachute
payments.

The key exclusions from parachute payment
status under the statutes and the regulations are
payments not contingent on a change in control,
payments not in the nature of compensation,
payments reflecting reasonable compensation
for services rendered and payments under a tax-
qualified retirement plan. The rules governing
each of these exclusion are reviewed in more de-
tail below.

A corporation will sometimes agree to “gross
up” parachute compensation by paying a sum
sufficient to assure an executive of a certain pay-
ment, net of the excise and all other taxes. For ex-
ample, a corporation might agree to provide Ex-
ecutive A with a net payment of $700,000.
Assuming that Executive A's base amount is
$200,000, the total amount the corporation will
have to pay to Executive A is approximately
$1,650,000. The excise tax will be 20% of
$1,650,000 less $200,000, or $290,000. The entire
$1,650,000 will be subject to federal personal in-
come taxes and FICA and probably to state per-
sonal income taxes as well; at a combined effec-



tive rate of, say, 40%,'® a tax bill of $660,000 re-
sults. The net payment to Executive A is then
$1,650,000 — $290,000 — $660,000 = $700,000. In
this example, the net expense to the corporation
of the gross-up arrangement is roughly $2.36 for
each dollar of net benefit to the executive.

Payments Not Contingent

on a Change in Control

Payments are subject to the sanctions only to the
extent that they are contingent on a change in the
ownership or effective control of a corporation.'*
Such a change in ownership occurs when within
a 12-month period, stock changes hands such
that a person, or a group of persons acting to-
gether, comes to own more than 50% of the value
of the corporation or more than 50% of the voting
power of the corporation.'® The golden parachute
rules can also be triggered by asset sales; general-
ly, a transaction that disposes of more than one
third of the gross value of a corporation’s assets
will effect a change in ownership under the para-
chute rules.

For th purposes of the golden parachute rules,
an affiliated group is treated as a single corpora-
tion. Thus, if a public corporation sells all of the
stock (or assets) of its wholly owned subsidiary,
but the value of the subsidiary was, for example,
only 20% of the group’s total value, the transac-
tion would not trigger application of the sanctions.

If a payment is contingent on an event closely
associated with a change in control, for example,
the retirement of the chief executive, then the
payment may be considered to be contingent on
a change in control. Note that a corporation’s
agreement with an executive may provide a defi-
nition of a change in control that may not coincide
with the definition provided by the regulations.

If a payment is not contingent on a change in
control, but would have been paid in any case, it
is not a parachute payment. For example, if re-
stricted stock or options would vest at a particu-
lar time regardless of the change, they are not in-
cluded as a parachute payment.'® On the other
hand, if stock vests under a particular schedule,
but a change in control accelerates the date of
vesting, the accelerated vesting is regarded as
contingent on the change in control.

» Agreements made after a change in control.
Payments pursuant to an agreement that is en-
tered into after a change in control are not in-
cluded in the parachute payment. As a result,
new agreements that are negotiated after a
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change in control has been completed are not af-
fected by the golden parachute rules. However,
the rules nevertheless could apply if payments
under the new agreement are merely substitutes
for parachute payments that were negotiated pri-
or to the change. For example, assume that a cor-
poration undergoes a change in control and that
as a result, Executive A is entitled to a parachute
payment of $700,000. After the change in control,
Executive A agrees to stay on at an increased
salary and to waive the parachute payment. The
increase in salary, up to $700,000, may be consid-
ered a parachute payment.!”

Similarly, in a recent case,'® the tax court held
that even though employment agreements were
entered into after a change in control, certain
lump-sum payments made thereunder were
parachute payments. In that case, a publicly trad-
ed corporation and 16 of its executives entered
into employment agreements, which provided a
parachute payment to any executive who chose
to leave in the 13th month after a change in con-
trol or if he or she was fired within 36 months of a
change in control. After the corporation’s acquisi-
tion the next year, the acquiring company sought
new employment agreements with the executives.

Some of the executives used the promised
parachute payments as leverage to secure lump-
sum payments under the new agreements; the
new lump-sum payments were larger than the
original parachute payments but contingent on
the executives’ remaining with the company for a
certain period of time. On these facts, the court
held that the entire amount of the lump-sum
payments, less any reasonable compensation,
constituted parachute payments. The court con-
cluded that these payments would not have been
made but for the change in control and so were
contingent on the change within the meaning of
the regulations, even though they were agreed to
after the change.

» Agreements made within one year prior to
a change in control. Importantly, if a payment
under a new agreement is made within one year
prior to a change in control, the payment is pre-
sumed to be contingent on the change in control
and therefore to be a parachute payment. The
taxpayer may rebut this presumption on a show-
ing by clear and convincing evidence that the
payment was independent of the change in con-
trol, that is, that it would have been paid in any
case. For example, a history of regular increasing
option grants over many years may rebut the pre-
sumption that a recent grant (even if larger than
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last year’s) was made in connection with an ex-
pected change in control.!®

Payments Not in the

Nature of Compensation

Payments that are not in the nature of compensa-
tion are not subject to the parachute rules. For ex-
ample, payments in the nature of interest for the
use of capital are not compensation. Principals of
a private corporation may hold substantial stock
of their employer; if such stock were repurchased
in connection with a change in control, gains at-
tributable to increases in the stock price would be
excluded from the parachute payments.

Principals of a private
corporation may hold
substantial stock of their
employer; if such stock
were repurchased in
connection with a
change in control, gains
attributable to increases

in the stock price would
be excluded from the
parachute payments.

Commonly, private corporation executive
stockholders are required to accept significant re-
strictions on their stock as a condition for obtain-
ing additional financing, either from lenders or
from venture capitalists. As a result, their already
vested stock may effectively become unvested. In
such a case, the corporation might provide that
these restrictions will be removed in the event of
a change in control; that is, that “unvested” stock
will “revest.” Although the revesting is clearly
contingent on a change in control, any increased
value is nevertheless excluded from the calcu-
lation of the parachute payment. Because the
executives originally held the stock outright,
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any subsequent gain is not considered taxable
compensation income and hence is not included
as a parachute payment.?

Reasonable Compensation

Any part of a change-in-control payment that
represents reasonable compensation for person-
al services rendered (or to be rendered) by an in-
dividual is not treated as a parachute payment.
However, the taxpayer must by clear and con-
vincing evidence establish that a payment that is
contingent on a the change in control is reason-
able compensation.

If so established, the reasonable compensa-
tion is deducted before the three-times-base-
amount test is applied. Assume that Executive A
has a base amount of $200,000 and that she re-
ceived payments contingent on a change in con-
trol of $700,000, but $100,001 of this represented
reasonable compensation for services rendered.
In this case, no portion of the payment is subject
to the golden parachute rules.

Payments made under a “nondiscriminatory
employee plan” are deemed to be reasonable
compensation. Such plans include (among oth-
ers) group term life insurance plans, cafeteria
plans, educational assistance programs and de-
pendent care programs.

» Compensation under new agreements.
Payments made under a new employment con-
tract with an acquiring corporation, even if it is
executed before the change in control is consum-
mated and replaces a prior employment agree-
ment, may be excluded from parachute pay-
ments if the new payments represent reasonable
compensation for services. To show reasonability,
the taxpayer may offer evidence regarding the na-
ture of the services, his or her historic compensa-
tion for such services and comparable compen-
sation (not contingent on a change in control)
offered to other individuals. Also useful would be
opinions of compensation consultants that were
prepared contemporaneously with the negotia-
tion of the compensation agreement.

If the salary and benefits with the new em-
ployer do not represent a substantial increase
over the executive’s compensation before the
change in control, the new salary and benefits
should be considered as reasonable compensa-
tion for services. On the other hand, the new reg-
ulations make clear that if an individual receives
substantially higher compensation after a change
in control than he or she was paid for essentially
the same services before the change, then the in-



crease in every case may be recharacterized as a
parachute payment.?!

Payments for a covenant not to compete may
also be reasonable compensation. Under the reg-
ulations, a taxpayer must demonstrate that the
covenant in fact substantially constrains the indi-
vidual’s ability to perform services and that it is
reasonably likely to be enforced by the employer.

Despite the requirement of clear and convinc-
ing evidence, advantage may be gained from the use
of covenants not to compete and post-termination
consulting arrangements. It is often demonstra-
ble that an executive’s agreement to refuse em-
ployment with competitors and to be available
for ongoing consulting has significant value to
the new corporation.

Payments under Qualified Retirement Plans

Payments under tax-qualified retirement plans
are exempt from the parachute rules. In some
cases, it will be possible to enhance qualified de-
fined benefit plan accruals for top executives in
connection with a change in control (within the
qualified plan nondiscrimination rules) and thus
circumvent the golden parachute provisions.

Valuation of Stock Options

Stock options—rights to purchase equity shares
at a specified “strike” price—provide an addition-
al incentive for employees to enhance the finan-
cial success of the company and can generally be
provided without immediate cost to the compa-
ny.?? Stock options may be granted in connection
with a change in control, in which case the value
of the options must be included as parachute
payments.

More commonly, stock options are granted
subject to a vesting schedule, which may include
a proviso that they will vest on a change in con-
trol.2® In such case, an amount representing the
value of the accelerated vesting must be included
as part of the total parachute payment. In both
cases, the valuation of the stock option will affect
eligibility for the safe harbor or, if the safe harbor
is exceeded, the amount of parachute payment
subject to the sanctions. The determination of
the value of the options hence can be critical.

» Stock option valuation methods. To deter-
mine the amount of a parachute payment creat-
ed by the granting or accelerated vesting of stock
options, a mathematical model must be used,
such as the calculation developed by Fischer
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Stock options—rights to
purchase equity shares at
a specified “strike”
price—provide an
additional incentive for
employees to enhance the
financial success of the
company and can
generally be provided
without immediate

cost to the company.

Black, Myron Scholes and others.?* Under Rev-
enue Procedure 2003-68, which was issued si-
multaneously with the new regulations, a taxpay-
er may now use any of several approved valuation
methods, including a new abbreviated safe har-
bor method based on the classic Black-Scholes
analysis.?> Any method is allowed provided that it
is consistent with generally accepted accounting
principles and takes into account all relevant
facts and circumstances. At a minimum, a valua-
tion must take into account at least four factors:
(a) the exercise price “strike price” of the option,
(b) the value of the underlying stock at the time of
vesting (“spot price”), (c) the probability that the
stock price will change over time (“volatility”)
and (d) the length of time over which the option
may be exercised (“maximum remaining term”).
It is insufficient to consider only the difference
between the strike price of the option and the
spot price at the time of the change in control.

» Stock options that vest on change in con-
trol. When a parachute payment is created by the
accelerated vesting of stock options (or other de-
ferred compensation), the amount of the para-
chute payment is determined as the sum of two
elements: The first element represents the time-
related value of the recipient’s receiving the pay-
ment earlier, and the second element represents
an adjustment for the lapse of the individual’s
obligation to perform services to preserve his or
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her rights under the option. The total value of the
acceleration is calculated as the sum of

1. the difference between the value of the ac-
celerated payment and the present value of the
payment(s) absent acceleration (the present val-
ue being determined by discounting back to the
change in control date, at 120% of the applicable
federal rate) and

2. the value of the accelerated payment mul-
tiplied by 1% for each month between the
change-in-control date and the date the option
otherwise would have vested.

For example, assume that a change in control
occurs today. An employee holds unvested op-
tions that would otherwise vest in one year, but as
aresult of the change in control, all of the options
vest now. Assume that the value of the options to-
day (as determined under an appropriate multi-
factor valuation formula) is $100,000. Assume
also that 120% of the applicable federal rate is 5%.
The present value of the options one year hence
would be calculated as $95,238. The difference of
$4,762 is one element of the value of the para-
chute payment. The second element is $12,000
($1,000 per month for the 12-month period from
now until the original vesting date). Thus, the to-
tal value of the vesting acceleration is $16,762.

Under the new revenue procedure, the initial
valuation of an option may be recalculated by the
taxpayer and the test for determining excess
parachute payments reapplied for a period of 18
months after the change in ownership or con-
trol.26 Change in value during this 18-month peri-
od may be triggered by a change in the volatility
of the stock. This provision of the regulations is
especially helpful to private corporations. In
takeover scenarios, private corporations often
have volatile stock; if a company stabilized after
acquisition so that volatility decreased, the tax-
payer may be able retroactively to reduce the
amount of the parachute payment. Note that be-
cause of the possibility of such a future reduction,
at the time of a change in control, both the com-
pany and the executive may be uncertain as to
whether any particular payment that includes
stock options exceeds the 300% safe harbor.

Note that if an option vests because of the
change in control, a subsequent payment on dis-
position of the option (i.e., the exercise or “cash-
ing in” of the option) is not treated as an addi-
tional payment. Similarly, if an already vested
stock option is cashed out or exercised in con-
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nection with a change in control, the cash-out
payment or value of stock received is not treated
as a parachute payment. For example, assume
that an executive acquired stock options as com-
pensation for services under an agreement made
at least one year ago and that the options are now
fully vested. Anticipating a change in control, he
decides to exercise the options by paying
$100,000 for stock worth $600,000, which he then
sells. The $500,000 gain is not treated as a para-
chute payment. As noted above, such income can
helpfully increase the executive’s base amount if
it is recognized in a year before the change in
control occurs.

Under the new revenue
procedure, the initial
valuation of an option
may be recalculated by
the taxpayer and the test
for determining excess
parachute payments
reapplied for a period of
18 months after the
change in ownership or
control.

Shareholder Approval

Even if, after adjustment for reasonable compen-
sation and other exemptions, and using appro-
priate valuation methods, a parachute payment
will equal or exceed 300% of the individual’s base
amount, a private corporation may still avoid the
statutory sanctions by obtaining shareholder ap-
proval of the payment.

For a payment by a private corporation to be
exempt under the shareholder approval excep-
tion, Code Section 280G requires (a) that the pay-
ment be approved by a vote of persons who
owned, “immediately before” the change in con-
trol, more than 75% of the voting power of all out-
standing stock of the corporation, and (b) that



there was adequate disclosure to shareholders of
all material facts concerning the payments. This
leaves open numerous interpretative questions,
which the new regulations address in a manner
generally unfavorable to taxpayers.

» Form of approval. Must the payments be
contingent on shareholder approval? Although
the statute states that the payments must be ap-
proved by an appropriate vote, it does not explic-
itly state that the payments must be contingent
on the vote. However, the final regulations insist
that the exemption is available only if the share-
holder vote is absolutely determinative of the
right of the executive to receive or to retain the
payments. Commonly, an executive’s compensa-
tion package, including payments contingent on
a change in control, is negotiated at the begin-
ning of employment, without any shareholder
approval. Later, when a change in control is con-
templated, if it appears that the contingent com-
pensation will exceed the safe harbor, then the
executive and the employer face a difficult choice
under the new regulations.

To benefit from the exemption for private cor-
porations under the regulations, the executive
will have to waive any right to the excess pay-
ments; the parties may then renegotiate the same
(or different) parachute payments, but such pay-
ments must be contingent on shareholder ap-
proval if they are to avoid sanctions. Alternative-
ly, the executive may accept the original
parachute payments and pay the excise, in which
case the excess payments will not be deductible
by the employer.

The IRS itself acknowledges that the require-
ment for shareholder approval on the eve of a
transaction is at variance with current business
practice, but it justifies the requirement as consis-
tent with its view that Congress designed the re-
quirement to discourage parachute payments.*’

What if the shareholders are asked to approve
the payments, with the stipulation that the pay-
ments are strictly contingent on a majority (not
necessarily 75%) approval being obtained? What
if more than 75% in fact approve, but only major-
ity approval was solicited? Under the final regula-
tions, in both such cases, the exemption from tax
will not be available. The exemption is available
only if the payments will not in fact be made un-
less the 75% approval is obtained. This provision
heightens an executive’s risk in agreeing to relin-
quish his or her rights to payment unless appro-
priate approval is obtained.

GOLDEN PARACHUTES

Will approval by individuals holding more
than 75% of the voting power suffice even if other
minority shareholders are uninvolved? Suppose
two individuals own 80% of the stock of a corpo-
ration. Will their approval of a payment be ade-
quate even if the approval of holders of the other
20% is not solicited? On the eve of change in con-
trol transactions, a simple approach such as this
frequently is desired, because it may be expen-
sive and awkward to solicit numerous small
shareholders whose approval appears functional-
ly irrelevant. Under the final regulations, such an
approach will not suffice to avoid the sanctions.
The regulations require that “adequate disclosure
of all material facts” must be made to “every
shareholder of the corporation entitled to vote.”
Even if 100% of the shareholders are solicited, if
the disclosure to any one of the shareholders is
not “adequate,” the vote apparently is invalid.

The regulations require
that “adequate disclosure
of all material facts” must
be made to “every share-
holder of the corporation
entitled to vote.”

May the shareholders approve parachute pay-
ments to several individuals in a single vote? Gen-
erally, the shareholders can vote on all payments
to any one individual or on all payments to more
than one individual. In any case, however, the
vote to approve parachute payments must be
separate from (and not contingent on) the vote to
approve the change in ownership or control itself.
Note that no particular shareholder may vote shares
to approve his or her own parachute payment.

Consider a case in which five executives each
hold one fifth of the voting shares. For parachute
payments to each of them, all of the other four
shareholders must assent to meet the sharehold-
er approval requirements.?® What if all the share-
holders vote, in a single vote, to approve all of the
parachute payments? Certainly, structuring the
vote this way would increase the likelihood of ap-
proval. The regulations suggest, however, that in
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this case, the vote is invalid because no share-
holder would be entitled to vote.?*

» Timing of approval. Given that the identity
of the shareholder group can change over time,
when does one determine the identity of the
shareholder group of which 75% must consent?
When must the vote occur? Final regulations pro-
vide that a 75% vote will be valid if based “on the
shareholders of record as of any day within the
six-month period immediately prior to and end-
ing on” the date of the change in control. Thus, a
vote by more than 75% of the shareholders of
record on August 1, 2004, will be valid with re-
spect to a change in control occurring in January
2005, even if there has been a significant change
in the identity of shareholders before the change
in control.

Suppose, however, that the vote takes place
more than six months before the change in con-
trol, but there has been no change in the identity
of the shareholders. Indeed, suppose that the
shareholder vote occurs when an executive is
hired, and the parachute provisions are included
in his compensation package, but the change in
control does not occur until several years after
such date. If there has been no change in the
identity of the shareholder group, arguably, the
statutory requirement will have been met be-
cause the parachute payments were approved by
a 75% vote of the persons who owned voting
stock of the corporation immediately before the
change in control. That is, the statute does not
explicitly provide that the vote itself must occur
immediately before the change in control but
simply requires that the persons who participat-
ed in the vote must be substantially identical to
the group that owns the stock immediately before
the change in control.

The final regulations do not clearly address
this question. Nowhere do they state that the vote
itself must take place at any particular time, and
they explicitly acknowledge that the identity of
the relevant shareholders may be determined on
any day within the six-month window, regardless
of whether there is a vote on that day. It would
have been easy for the final regulations to include
an example of a vote occurring more than six
months prior to the change in control where the
shareholder group remained unchanged, but no
such example exists.

On the other hand, the final regulations pro-
vide that if “adequate disclosure” is not provided
to any shareholder before the vote, the vote is not
valid. Thus, a vote occurring outside the six-

(OMPENSATION & BENEFITS REVIEW

month period apparently will be invalid if there
has been any change whatsoever in the identity
of the shareholders between the time of the vote
and the beginning of the six-month period (al-
though perhaps changes in relative sharehold-
ings are not relevant).

The new final regulations
seek to discourage
excessive golden
parachute payments.

» Planning for shareholder approval. Surely,
private corporations should consider obtaining
shareholder approval of parachute payments
when a change in control is anticipated. Howev-
er, even if not contemplating any change in con-
trol, private corporations with stable pools of
shareholders should consider obtaining share-
holder approval of newly negotiated parachute
payments. If the members of the shareholder
group at the time of approval in fact remain un-
changed until six months prior to any change in
control transaction, obtaining these early ap-
provals will have preserved a tenable argument
that the required shareholder approval has been
obtained, even if it later turns out that actual
shareholder approval was not obtained within
the six-month period.

Conclusion

The new final regulations seek to discourage ex-
cessive golden parachute payments. Private cor-
porations must plan carefully if they and their ex-
ecutives are to avoid the harsh sanctions
imposed by the golden parachute statutes. Com-
pensation specialists should review their execu-
tive compensation arrangements to ensure that
they remain optimal in light of the new final reg-
ulations. The following strategies are suggested.

In Advance

1. Mind the safe harbor. Attempt to keep the
total of payments contingent on a change in con-
trol within the three-times-base-amount limit.
Consider entering into an agreement with an ex-
ecutive to reduce parachute payments to the ex-
tent required to remain within the safe harbor.



2. Be judicious in grossing up. Recognize that
grossing up compensation that is subject to the
excise to assure an executive a specific after-tax
package will create an expensive tax on the tax.

3. Use stock options wisely. Understand that
the accelerated vesting of stock options or other
rights on a change in control can trigger golden
parachute sanctions.

4. Consider securing early shareholder ap-
proval. If the shareholder group is unlikely to
change, consider obtaining shareholder approval
for negotiated parachute payments, even if no
change in control is expected. Although the early
approval may turn out not to be valid at the time
of a change in control, there is no disadvantage in
obtaining the approval early.

At the Time of a Change in Control

1. Consider executive waiver. If a preexisting
employment agreement would provide a sever-
ance payment in excess of the three-times-base-
amount limit, an executive might waive any right
to the excess payments once the change of con-
trol is in view. The amount waived (or a different
amount) might be approved by shareholders at
that time and then reinstated.

2. Increase the base amount. In some cases in
which a change in control is anticipated in the
following year, it may be possible to increase the
base amount of the executive, for example, by ex-
ercising previously vested options or by acceler-
ating the payment of bonuses.

3. Obtain shareholder approval. Following
the prescribed procedures, obtain shareholder
approval of parachute payments when a change
in control is anticipated.

4. Review valuations later. If there was a para-
chute tax problem, before the expiration of 18
months after the change in control, review the
valuation of any stock options included in the
parachute payment to determine if the valuation
was too high in view of later changes in volatility
or other changes.
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