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SUMMARY

This article is the second
installment of a two-part series
regarding the “golden para-
chute” tax under Internal Rev-
enue Code Sections 280G and
4999. Section 280G denies a
corporate tax deduction for,
and Section 4999 imposes a
non-deductible 20% excise tax
on the recipients of, payments
exceeding a statutory thresh-
old that are made to senior
executives in connection with
a change in control, and as a
result can have a significant,
adverse impact on “change in
control” payments, penalizing
both the employer and the
executive.

The golden parachute tax
rules are complicated and con-
fusing, and often result in unin-

tuitive outcomes. Enacted in
1984, Section 280G was in-
tended to combat perceived
abuses in management com-
pensation practices at large
publicly-traded corporations
that were viewed as either hin-
dering M&A activity or depriv-
ing shareholders of transaction
gains. Two sets of proposed
Treasury Regulations followed
in 1989 and 2002, culminating
in final regulations (the “Final
Regulations”) in 2003.

Many Section 280G rules do
not have clear guidance. Both
the statutory and regulatory
language is broad, in some
cases ambiguous, and in many
cases at odds with common
business practices. Despite
multiple Internal Revenue Ser-
vice (“IRS”) notices, dozens of
private letter rulings and a

handful of published tax court
cases addressing Section
280G, many questions about
its application remain. As a
result, disparate practices have
developed and sometimes
competing interpretations have
evolved. We focus on those
aspects of the Section 280G
rules that lack clarity and dis-
cuss their application in prac-
tice, addressing common, as
well as less frequently occur-
ring issues.

The first installment of this
article (“Part I”) focuses on the
operation Section 280G, dis-
cussing circumstances under
which Section 280G may be
triggered, the individuals im-
pacted and the composition
and valuation of parachute
payments. This second install-
ment (“Part II”) addresses spe-
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cial issues arising in connec-
t ion with two significant
avenues to mitigate Section
280G, the exclusion for “rea-
sonable compensation” for ser-
vices performed and the share-
holder approval exception
available for certain private
companies. This Part II should
be read as continuation of, and
companion to, Part I.

SECTION IV:
REASONABLE
COMPENSATION FOR
POST-CIC SERVICES

Aggregate parachute pay-
ments are reduced by amounts
that a taxpayer demonstrates,
by clear and convincing evi-
dence, to be “reasonable com-
pensation” for services ren-
dered after a transaction
triggering a Section 280G
“change in ownership”,
“change in effective control”, or
“change in ownership of a sub-
stantial portion of a corpora-
tion’s assets” (each, a “CIC”).1

While often a valuable strategy
to eliminate parachute pay-
ments, the relevant rules are
among the more complex of
the golden parachute tax re-
gime and, outside of the Final
Regulations, there is little au-
thority on application of the
reasonable compensation
standards. The absence of
meaningful guidance has re-
sulted in a broad range of inter-
pretations and applications in
practice, raising questions as

to what “clear and convincing”
evidence of reasonable com-
pensation actually is.

General Principles

The Final Regulations pro-
vide the following general re-
quirements for post-CIC rea-
sonable compensation for all
types of post-CIC services:

E “Reasonable compensa-
tion” payments may, in gen-
eral, be made only for the post-
CIC period that an individual
actually performs personal ser-
vices;2

E “Actually performing” ser-
vices may include (1) holding
out as available to perform ser-
vices (such as under a consult-
ing agreement) and (2) refrain-
ing from performing services
(such as under a non-compete
covenant);3 and

E Evidence of reasonable
compensation must be “clear
and convincing”—the Code’s
highest standard—determined
based on all the facts and cir-
cumstances of a particular
case.4

The same general rules for
valuing “reasonable compen-
sation” apply for compensation
derived from actually perform-
ing services, holding out to
perform services (under a con-
sulting agreement) and refrain-
ing from performing services
(under a non-compete cove-
nant), although special consid-

erations apply to reasonable
compensation payments for
each. Under a “safe harbor”
provision, evidence is “gener-
ally considered” to be clear
and convincing if a taxpayer
demonstrates that either (1)
annual compensation for sub-
stantially the same post-CIC
duties is not significantly
greater than before the CIC or
(2) annual compensation for
duties that are not substantially
the same as pre-CIC duties is
not significantly greater than
that customarily paid by the
disqualified individual’s (“DI’s”)
employer or comparable em-
ployers to persons performing
comparable services.5

The regulatory list of “facts
and circumstances” that may
impact reasonable compensa-
tion value is not exhaustive,
but the valuation must at least
consider the (1) nature of ser-
vices rendered, (2) DI’s histori-
cal compensation and (3) com-
pensat ion of individuals
performing similar services in
a non-CIC context.6 Other fac-
tors may be relevant, however,
and should (and in fact must)
also be considered. While
compensation meeting that
safe harbor standard is “gener-
ally considered” to be reason-
able, that standard is not
exclusive. Even post-CIC com-
pensation that does not meet
the “safe harbor” should not
necessarily fail to be “clear and
convincing”, as long as facts
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and circumstances—in their
totality—support the payments.

The Role of Square D

The case of Square D Co. v.
Commissioner, 121 T.C. 168
(2003))7 provides guidance on
“clear and convincing evi-
dence”, although it is not clear
how broadly Square D’s hold-
ings should be applied. In
Square D, the taxpayer argued
that certain severance pay-
ments (which would otherwise
have been parachute pay-
ments under Section 280G
because there was a window,
free-walk right) were restruc-
tured to be reasonable com-
pensation payments condi-
tioned on post-CIC services.
On the specific facts of the
case, the Square D court
viewed the reasonable com-
pensation value claimed by the
taxpayer skeptically and ap-
plied a strict interpretation of
the reasonable compensation
test under the proposed regu-
lations then in effect, limiting
the reasonable compensation
value of the payments to less
than 10% of the amount
claimed by the taxpayer. Evi-
dence of reasonable compen-
sation was restricted to a
narrowly-tailored range of his-
torical and comparable com-
pensation, and other potentially
relevant factors were rejected
by the court.

Outside of its more specific

holdings, Square D also pro-
vides certain generally appli-
cable principles which aug-
ment, but do not necessarily
narrow, the Final Regulations’
reasonable compensation
standard under Q&A-40. These
include that:

E reasonable compensation
should be valued using a
“multi-factor test” considering
the relevant facts and circum-
stances be used to value rea-
sonable compensation;8

E reasonable compensation
should be measured on a DI-
by-DI, year-by-year basis (re-
quiring allocation of multi-year
compensation over the period
during which it is earned);

E annual compensation in-
cludes total compensation paid
to a DI, including the value of
equity grants and non-cash
compensation; and

E consistent with the Final
Regulations, relevant facts and
circumstances include a DI’s
historical compensation and
the compensation paid to
similarly-situated employees of
the acquirer and other compa-
rable employers.

Certain of the Square D
court’s other findings regarding
the appropriate application of
the reasonable compensation
test appear to substantially
constrain the types and range
of admissible evidence of rea-

sonably compensation, in con-
trast to the broad “all the facts
and circumstances” standard
under the general rule of Q&A-
40. For example, the court ef-
fectively limited evidence to
historical compensation and
comparable employer compen-
sation data in a non-acquisition
context, ultimately determining
reasonable compensation, for
some DIs, based solely on
comparable-employer
compensation.

The court also found that
“comparable employers” used
for purposes of a market-based
compensation check should
consider the comparability of
the employer’s peer group, the
comparability of each DI’s po-
sition and the positioning of
compensation along the peer
group’s range, drawing permit-
ted “comparable employers”
narrowly. Under Square D,
comparable employers are
those with a similar business
structure, industry and relative
lifecycle stage, generally in-
cluding direct competitors of
the acquirer. Broad, off-the-
shelf market surveys were
viewed as weaker evidence
than more customized studies,
and the more generic surveys
were generally disfavored. A
publicly-traded company’s peer
group as presented in its an-
nual proxy statement is often
the starting point to determine
“comparable employers”, but
the selected peers need to be
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specifically analyzed under the
Square D standard. For com-
parable employer data, the
court found that compensation
up to the 90th percentile was
acceptable evidence of rea-
sonable compensation.

Given the apparent limita-
tions it places on determining
reasonable compensation,
there is an open question
about how Q&A-40 should be
applied in light of Square D. In
particular, it is unclear whether
the stringent Square-D analy-
sis should be applied to deter-
mine the reasonable compen-
sation value of post-CIC
services in all situations, in-
cluding for new grants of post-
closing compensation, or in-
stead whether the more narrow
analysis should be limited to
where existing entitlements
were restructured in connec-
tion with a CIC. A framework
for analyzing reasonable com-
pensation under a few com-
mon scenarios is discussed
below.

1. Restructuring Existing
Change in Control Entitle-
ments

Under the facts of the
Square D case, the taxpayer
claimed that certain modified-
single trigger severance pay-
ments (pursuant to which the
executive had a window to
resign for any reason and col-
lect enhanced CIC severance)
amended in connection with

the transaction to require post-
CIC services were reasonable
compensation for post-CIC ser-
vices and thus not parachute
payments. Thus, in its narrow
form, Square D could be read
such that its rigid analysis is
appropriate in situations where
single-trigger bonus payments
or modified single-trigger sev-
erance payments are restruc-
tured to require post-CIC
service. One characteristic of
these types of payments is that
absent the restructuring, they
would (assuming they ex-
ceeded the Three-Times Test9)
almost certainly be paid and
would constitute parachute
payments. Accordingly, it would
be expected that assessments
of the reasonable compensa-
tion for such payments would
be performed skeptically.

The most rigid application of
the Square D test would ap-
pear to be in the case of single-
or modified-single trigger pay-
ments amended to require
post-CIC service. Applying
Square D, the reasonable com-
pensation analysis would be
limited to a review of the grant-
ee’s historical compensation
and non-acquisition context
comparable employer compen-
sation for the DI’s position. In
many cases, the Square D test
would likely show limited rea-
sonable compensation value
for those payments and in the
ordinary circumstance it would
be difficult to demonstrate with

clear and convincing evidence
that such payments were rea-
sonable compensation.

However, when double-
trigger severance payments
(those that are only triggered
in connection with a termina-
tion by the company without
“cause” or a resignation by the
executive for “good reason”), a
different analysis may be ap-
propriate to account for the
bargained-for aspect inherent
in adding a post-closing ser-
vice condition to the payment.
In that situation, it is appropri-
ate to consider other relevant
facts and circumstances, such
as the duration of the retention
period, nature of post-closing
role or other factors relevant to
the DI’s position. The same
level of analysis may also be
appropriate for newly-granted
retention bonuses with a short
service period (e.g., less than
one year). In each of these
situations, however, if payment
is made because a DI’s em-
ployment is terminated within
the post-CIC service period
under the restructured com-
pensation (even if the termina-
tion was after the one-year
post-CIC presumption period),
the amount would likely consti-
tute a parachute payment
based on the premise that it
was otherwise not substantially
certain that the payment would
have been made absent the

CIC.10
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2. New Entitlements
Granted in Connection
with a CIC

Employees are frequently
provided new entitlements for
post-CIC compensation shortly
before a CIC. Common types
of grants include new salary or
bonus rights, grants of acquirer
equity awards (which could be
significant) that vest over time
after closing and cash reten-
tion bonuses. Although these
new entitlements may be pro-
portionate to the employee’s
post-CIC role, when aggre-
gated with the employee’s ordi-
nary course post-CIC compen-
sation the payments might
exceed the DI’s historical
compensation. If the payments
do not qualify as reasonable
compensation, they could be
presumed to constitute para-
chute payments under the
Q&A-25 “lookback”. In deter-
mining the reasonable com-
pensation value of such pay-
ments, the more expansive
reading of the Q&A-40 “facts
and circumstances” test would
seem more appropriate than
the stringent Square D test,
because the facts are materi-
ally different than under the
Square D restructuring context.

Although such payments
were granted in connection
with a CIC, these types of new
entitlements are distinguish-
able from, and lack the charac-
teristics of, CIC compensation

arising from existing compen-
sation rights. For example,
they do not result from restruc-
tured payments that would
have otherwise been paid in
connection with the CIC, are
not otherwise related to past
services, are driven by valid,
non-280G business purposes
and often result from arm’s-
length negotiations for post-
CIC services. And, grants of
new compensation do not raise
the same potential for abuse
of the 280G rules as do pay-
ments resulted from existing
CIC compensation restructured
in connection with a
transaction.

As a result, it would seem to
be inappropriate to apply
Square D’s narrowed standard,
which is biased towards con-
straining reasonable compen-
sation value in a restructuring
context. A more expansive
reading of the general rule ap-
plied to newly-granted pay-
ments would permit the intro-
duction of evidential factors not
expressly stated in the Final
Regulations or considered in
Square D. In practice, there
generally appears to be the
most comfort with and support
for this view for regular, recur-
ring annual compensation
(such bonuses), and for multi-
year commencement grants
that are conditioned on long-
term post-CIC service and/or
performance, which, absent
extenuating factors, seem to

present the least risk of abuse.
A slightly narrower reading
may be appropriate for reten-
tion bonuses of medium-term
duration (e.g., one year), or
other similar episodic, less
frequent payments than the
analysis that could apply for
ongoing compensation.11 In
general, the more factors that
tie the compensation grant to
post-CIC service or the opera-
tion of the employer after the
CIC, and the less connection
there is to the pre-CIC com-
pany or services, the stronger
the argument appears to be to
permit the introduction of ad-
ditional facts and consider-
ations under the Q&A-40 rule.

Facts that may be relevant
to establishing evidence of rea-
sonable compensation under
an expanded reading could
include: the degree of negotia-
tion involved in reaching an
agreement with the DI;12 com-
pensation granted by the ac-
quirer (or comparable compa-
nies) in an acquisition
context;13 the importance of the
DI to successful completion of
the transaction and post-CIC
integration; and concerns that
the DI may work for a
competitor. Relevant consider-
ations could also include the
extent to which the DI’s duties
and responsibilities change af-
ter the CIC, the level of per-
ceived risk involved with a
new, unfamiliar employer and
the degree to which the acquir-
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er’s compensation structure
differs from the target’s.

The specific facts and cir-
cumstances surrounding the
grant of an entitlement may
also suggest that greater
weighting be given to
comparable-employer compen-
sation, if higher than historical
compensation, in circum-
stances where the DI’s role or
employment profile differs sub-
stantially after a CIC. Increases
in the scope of a DI’s duties or
responsibilities, decreased sta-
bility of post-CIC employment
or an acquirer structure that
generally provides for higher
compensation levels for ex-
ample, in each case suggest
that comparable compensation
should be given relatively
greater weight than a DI’s his-
torical compensation as histori-
cal compensation would, in
those circumstances become
less relevant.

Even under a more liberal
reading of the rules, however,
there are limits on the amount
that can be ascribed to reason-
able compensation, since Sec-
tion 280G provides that para-
chute payments are
presumptively unreasonable
compensation.14 Moreover, the
1984 Joint Committee on Tax-
ation’s “Blue Book”, provides
that only in rare cases, if any,
will a payment be treated as
reasonable compensation
based on the argument that

the DI was previously
undercompensated.15 If relative
historical compensation is
viewed as merely one of the
relevant set of facts to be con-
sidered under the Q&A-40 rule,
though, this legislative sound-
bite should not preclude con-
sideration of any other specific,
relevant factors; to do other-
wise would ignore the general
“all the facts and circum-
stances” rule.

3. Special Case: Cove-
nants Not-to-Compete

Parachute payments may
also be reduced by the amount
of reasonable compensation
for refraining from performance
services on or after a CIC,
including payments to comply
with a non-compete
covenant.16 There is, however,
virtually no guidance regarding
application of reasonable com-
pensation to a non-compete
covenant. The basic inquiry
breaks down into three parts:
first, is there a valid non-
compete covenant; second,
what is its reasonable compen-
sation value; and third, are
there any limitations on how
the reasonable compensation
value of the covenant may be
“assigned” to reduce parachute
payments.

1. Is There a Valid Non-
Compete Covenant Under
Section 280G?

The Final Regulations re-

quire that the corporation dem-
onstrate by clear and convinc-
ing evidence that (a) the
covenant “substantially con-
strains” a DI’s ability to perform
services and (b) there is a
“reasonable likelihood” that the
corporation will enforce the
covenant (typically evidenced
by a demonstrable history of
enforcement).17 To “substan-
tially constrain” a DI from per-
forming competing services,
the covenant must be legally
enforceable. State law require-
ments regarding enforceability
of employment-related non-
competition restrictions vary
and validity of a covenant un-
der applicable law should be
considered. For example, Cali-
fornia generally prohibits non-
compete covenants; however,
under a “sale of business” ex-
ception to California’s non-
compete statute, if the CIC
company’s executives sell all
of their equity or equity awards
(including phantom equity
awards) in the transaction and
the executives were respon-
sible in part for the company’s
goodwill that is being sold, that
circumstance should generally
permit an enforceable non-
compete under California law.
In addition, certain states may
prohibit covenants that would
prevent an attorney (e.g., a
company’s general counsel or
other member of its internal
legal function) from providing
services as an attorney, includ-
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ing in an in-house capacity, so
the non-compete analysis for
these people needs to focus
on their ability to compete with
the company in a non-legal
role. The corporation benefit-
ting from the covenant should
also, per the covenant’s terms,
be able to avail itself of legally
enforceable remedies upon the
DI’s breach, which may be in
the form of either a court-
ordered injunction or imposi-
tion of money damages (which
would result in ceasing future
payments and/or recouping
prior payments).

2. What Is the Appropri-
ate Standard for
Determining the Reason-
able Compensation Value
of a Non-Compete Cove-
nant?

Neither the Final Regula-
tions nor Square D address
how the “reasonable compen-
sation” determination is applied
to valuing a non-compete
covenant. In practice, one of
three primary approaches is
typically used to determine the
reasonable compensation
value of the restriction (with a
potential fourth approach as a
combination of the others):

i. Historical Compensation
Value: Reasonable compensa-
tion is the amount of compen-
sation the DI would have
earned if employed for the
duration of the non-compete
period, determined under the

Q&A-40 “facts and circum-
stances” test (applying the
more stringent Square D anal-
ysis in certain circumstances).
This comports with Section
280G’s general guidance for
measuring reasonable com-
pensation, although it is not
tai lored to non-compete
valuation. In addition, legisla-
tive history suggests that the
amount of reasonable compen-
sation used to reduce para-
chute payments generally
should not exceed the com-
pensation the individual would
have received if the DI contin-
ued to perform services for the
corporation.18 A common rule
of thumb among practitioners
is that the reasonable compen-
sation for one year of a non-
compete covenant is generally
“worth” one year of historical
total compensation, including
salary, annual bonus (at target
or most recent actual payment
levels), long-term incentives (at
target or actual payout
amounts, typically allocated to
an annual performance period)
and in some cases, the annual
value of other cash and non-
cash benefits.

ii. “Damage” Value: Drawn
from case law on non-compete
appraisal in the business valu-
ation context, reasonable com-
pensation is determined based
on the competitive “damage”
or economic loss that an exec-
utive could inflict upon the cor-
poration upon breaching the

non-compete covenant.19 The
damage calculation uses an
expected value approach,
based on the probability that a
DI will compete with the corpo-
ration (taking into consideration
the DI’s ability and intent to do
so) multiplied by the monetary
damage the DI could cause to
the corporation (typically mea-
sured as the drop in the corpo-
ration’s enterprise value based
on the DI’s competitive impact
on the corporation’s income
stream).

Courts have considered the
following nine-factors in valu-
ing (from a “damages” per-
spect ive) a non-compete
covenant: the (1) DI’s ability to
compete, (2) DI’s intent to com-
pete, (3) DI’s economic re-
sources, (4) potential damage
to the employer posed by the
DI’s competition, (5) DI’s busi-
ness expertise in the industry,
(6) DI’s contacts and relation-
ships with customers, suppli-
ers and others in the business,
(7) corporation’s interest in
eliminating competition, (8)
duration and geographic scope
of the covenant and (9) DI’s
intention to remain in the same
geographic area. In practice,
factors such as the DI’s age,
position, past employment his-
tory, financial resources and
heath often are often factored-
into the valuation as evidence
of ability and willingness to
compete.

Certain of these factors, no-
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tably the employer’s willing-
ness to enforce and past prac-
tice of enforcement and the
employee’s willingness and
ability to compete, could also
impact the value of the cove-
nant as measured under the
Histor ical Compensat ion
approach. The absence of an
enforcement history or evi-
dence that the employee is
unwilling or unable to compete
could either result in a dis-
counted non-compete value or,
in a more extreme case, sug-
gest that the covenant does
not substantially constrain the
employee’s competition and as
such is not a valid non-
compete restriction under Sec-
tion 280G.

The “damage” approach has
been accepted as a non-
compete valuation method out-
side of the Section 280G con-
text, but focuses on the DI’s
competitive impact on the cor-
poration rather than the value
of compensation that could be
reasonably earned by the DI.
As such, the IRS could argue
that the damages approach
overstates the reasonable
compensation value of non-
compete covenant. In some
cases, such as for non-
operational personnel like a
corporation’s general counsel
or chief financial officer, this
approach may tend to system-
atically understate reasonable
compensation value as com-
pared to the Q&A-40 test, be-

cause it may be more difficult
to demonstrate that such ex-
ecutives would in fact competi-
tively damage the corporation.

iii. “Lesser of” Valuation: A
hybrid approach entails per-
forming calculations under both
approaches and assigning rea-
sonable compensation based
on the lesser of the two
amounts, which may, in many
cases, result in use of the “his-
torical compensation value”.

iv. Alternative “Hybrid”
Valuation: An alternative and
more complex “adjusted dam-
ages” approach would involve
performing the damage calcu-
lation to determine a baseline
reasonable compensation
value, adjusting upward or
(more typically) downward
based on the outcome of the
facts and circumstances test.
The adjusted damages ap-
proach is at least conceptually
appealing, as it seems to com-
port with the Section 280G
totality of circumstances stan-
dard and considers a DI’s po-
tential competitive damage as
a relevant fact under Q&A-40.

3. Are There Specific
Facts and Circumstances
that Limit the Value of the
Non-Compete that May Be
Allocated to Parachute
Payments?

The Final Regulations do not
expressly limit the reasonable
compensation value of a non-

compete covenant that may be
assigned to parachute pay-
ments, other than for para-
chute payments (1) resulting
from a “securities violation” or
(2) valued under Q&A-24(b) or
(c), neither of which are eligible
for reasonable compensation
reduction.20 Questions may
also arise as to whether the
amount of non-compete cove-
nant’s “reasonable compensa-
tion” value may be limited, ei-
ther by terms of the agreement
or specific facts and circum-
stances under which the para-
chute payments arise. Four
common circumstances
include:

i . Payments and non-
compete covenant are under
different agreements. In gen-
eral, reasonable compensation
attributable to a non-compete
should not be limited to pay-
ments that arise under the
agreement including the non-
compete covenant.21 Payments
are generally eligible for rea-
sonable compensation reduc-
tion if demonstrated to be “in
exchange for” compliance with
a non-compete; all payments
received by the DI (regardless
of whether arising under the
same or different agreement
as the non-compete) are com-
monly viewed as provided “in
exchange for” compliance un-
less otherwise excluded.

ii. Remedies for breach of
the non-compete are limited. If
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the corporation’s remedies for
breach include the right to an
injunction and/or money dam-
ages, then the value of the
non-compete covenant should
not be limited. However, the
reasonable compensation
value of a non-compete cove-
nant could be limited if the
agreement specifies (1) a liqui-
dated damages amount for
breach or (2) only permits
clawback of certain payments,
which would, in each case,
have the effect of assigning a
pre-determined value to the
covenant.22

iii. Non-compete covenant
is added shortly before a CIC.
If a new non-compete cove-
nant is added or extended
shortly before a CIC (or a post-
CIC employment termination)
for no consideration, could the
amount of parachute payments
that are “in exchange for” the
non-compete be limited? There
may be increased sensitivity
that such a non-compete cove-
nant may have been imposed
solely to avoid Section 280G,
because, it could be argued,
the DI’s right to the payments
giving rise to the parachute
payments was negotiated be-
fore, and without contempla-
tion of, the later non-compete
obligation, so the “value” of the
non-compete should be pro-
portionate to the incremental
consideration accompanying it.
Conceptually, then, the non-
compete covenant’s value

could thus be limited to the ac-
companying consideration. If
no consideration is paid for the
non-compete added near the
CIC, it does raise a question
as to enforceability and intent
of employer enforcement, but
if the covenant is enforceable
and the employer intends to
enforce it, the regular Section
280G non-compete valuations
standards discussed above
should apply.

On the other hand, it could
also be argued that the entire
reasonable compensation
value of the covenant should
be assignable to parachute
payments if the corporation’s
remedies include injunction,
and, as described above, are
not otherwise limited; if the
parties did not intend the non-
compete covenant to be
broadly applicable to pay-
ments, they could have taken
steps to limit its remedies.
Moreover, by agreeing not to
expressly limit remedies for
breach, it could be argued that
the DI essentially waived all
payments up to the reasonable
compensation value of the
non-compete subject to future
compliance with the covenant.
It is unclear whether the IRS
would agree, though, so it is
advisable that new non-
compete covenants be imple-
mented in circumstances
where adequate consideration
is provided. In a similar vein,
there is a risk of unenforce-

ability if no new consideration
is paid for the new non-
compete covenant.

iv. DI continues to work for
the corporation after the CIC.
There is also a question as to
whether “single trigger” para-
chute payments may be as-
signed non-compete reason-
able compensation value if a
DI continues to be employed
with the corporation post-CIC.
Consider two DIs, who are
each receiving the same para-
chute payments, are the same
age, have the same historical
compensation and relative po-
sition in the target company,
and are subject to an identical
two-year post-employment
non-compete covenant. Should
the value of a non-compete be
limited because the DI subject
to the covenant continues to
be actively employed by the
target (or acquirer) after a CIC?
Not necessarily.

Both the Final Regulations
and legislative history support
assigning value to the non-
compete even if the DI contin-
ues to perform active services.
Q&A-42(a) states that “except
as provided” in Q&A-42(b) (for
non-compete covenants), clear
and convincing evidence will
not exist if the DI does not, in
fact, perform contemplated
services (which, for a non-
compete, means refraining
from performing services).

The broader interpretation is
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consistent the legislative his-
tory suggesting that a non-
compete covenant has value
at the time it is entered.23 If the
covenant was entered into at
the beginning of employment
(or any other time that post-
agreement employment with
the employer was contem-
plated), then the non-compete
covenant’s value is necessarily
not dependent on “actually”
refraining from services at that
time. Accordingly, it does not
seem appropriate to assign no
reasonable compensation
value to the employee’s non-
compete covenant (and, in
fact, the non-compete may be
a reason that the DI continues
to work for the corporation af-
ter the CIC). Consider three
common scenarios:

1. Wear-Away Post-CIC
Non-Compete : Assume a
three-year post-CIC non-
compete where the employee
continues to work for the
corporation. Although a zero
value for the covenant seems
inappropriate based on the
principle discussed above, it
may be reasonable to discount
the value of the covenant since
it may not actually have effect
if the employee continues to
work for three years after the
CIC.

2. Post-Employment Non-
Compete: Assume a covenant
that applies for two years after
termination of employment. In

this case, the value should not
be limited at all, since it is likely
to apply at some point in the
future and its value was pre-
sumably bargained for by the
employee in connection with
the employee’s compensation
package.

3. Limited Post-
Employment Non-Compete:
Same as the covenant in #2
above, but only applies for a
termination of employment
within two years after a change
in control. In principle, since
the non-compete will only have
effect within a specified win-
dow like the first scenario
above, it may be reasonable to
discount the covenant’s value.
The amount of the discount
would factor in, among other
things, the probability of em-
ployment termination. Although
in this situation, it is likely that
an enhanced severance pay-
ment would be paid upon such
termination so, alternatively,
the non-compete value could
be ignored as of the CIC date
(when there was no parachute
payment) and applied at full
value in calculations at the
time the DI actually terminated
employment.

4. Special Case:
Consulting Agreements

Payments made for holding
oneself out as available to
perform services may consti-
tute payments of reasonable
compensation.24 A typical post-

CIC consulting structure might
provide for periodic payments
in exchange for a DI’s agree-
ment to remain available to
perform services for a speci-
fied amount of time. In general,
such payments are subject to
the same standards as pay-
ments for continued post-CIC
services, but case law may
provide limits to consulting
payments in certain
circumstances. The Tax Court,
in Balch v. Commissioner, 100
T.C. 331 (1994), for example,
limited the reasonable com-
pensation ascribed to a con-
sulting agreement by holding
that reasonable compensation
was comprised of an amount
calculated as the number of
days actually worked under the
agreement during a year times
a per diem rate based solely
on the DI’s historical compen-
sation in the year preceding
employment termination.

Like Square D, the Balch
consulting payments resulted
from restructured CIC pay-
ments with an added post-CIC
service condition. Accordingly,
the strict Balch rule may not
apply outside of a higher scru-
tiny context such as in the
case of restructured CIC
payments. While a broader
reading of Balch seems to con-
flict with the rule that remain-
ing available to perform ser-
vices in itself constitutes
“performing services”, it is ad-
visable that companies realisti-
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cally estimate the amount of
time that a DI is expected per-
form services under a consult-
ing arrangement. Arrange-
ments under which a DI
spends little time actually per-
forming services relative to the
compensation provided may
be of concern, as there is a risk
that the IRS could assert that
an arrangement under which a
DI did not actually perform the
specified amount of services
(notwithstanding being avail-
able to do so) could generate
parachute payments in excess
of the reasonable compensa-
tion of the DI’s services.

5. Reasonable
Compensation for Ser-
vices Before a CIC.

Reasonable compensation
may also be applied to ser-
vices performed before a CIC,
although the reduction is less
helpful than post-CIC reason-
able compensation in mitigat-
ing parachute payments, and
is often overlooked (or ignored)
in practice. Compared to rea-
sonable compensation for
post-CIC services, which re-
duces parachute payments
dollar-for-dollar and is applied
before performing the Three-
Times Test, pre-CIC reason-
able compensation reduces
only the amount of an excess
parachute payment after the
Three-Times Test is performed
and the excess parachute pay-
ment is calculated.25

To apply the pre-CIC reason-
able compensation reduction,
the excess parachute payment
is calculated and reduced by
(1) the amount of pre-CIC rea-
sonable compensation attribut-
able to the parachute payment
(determined in accordance with
Code Section 162)26 minus (2)
the portion of the Base
Amount27 allocated to that
parachute payment. For ex-
ample, consider a DI who has
a $100,000 Base Amount and
receives an annual incentive
bonus of $500,000 upon the
closing of a CIC based on ac-
tual performance, and
$300,000 of the payment is
established as reasonable
compensation for pre-CIC
services. The $400,000 excess
parachute payment ($500,000
minus the $100,000 Base
Amount) is reduced by
$200,000 ($300,000 minus the
$100,000 Base Amount, since
it was applied to this payment),
for an excess parachute pay-
ment of $200,000 (for a
$40,000 savings of the Section
4999 excise tax). By contrast,
if the $300,000 reasonable
compensation reduction were
for post-CIC services, the ex-
cess parachute payment for
the bonus would be $0 (for an
$80,000 savings of the Section
4999 excise tax), since the
parachute payment attributable
to the $500,000 bonus would
be reduced dollar-for-dollar to
$200,000, and there would be

no amount exceeding the
Three-Times Test.

SECTION V: PRIVATE
COMPANY ISSUES

Payments to a private corpo-
ration’s DIs may be eligible for
exemption from “parachute”
treatment under one of two
special rules: (1) the S Corpo-
ration exemption (see Section
I of Part I) or (2) the share-
holder vote exemption, under
which payments approved by
more than 75% of the voting
power of a corporation’s
shares entitled to vote after
“adequate disclosure” will no
longer be deemed to be para-
chute payments (the “280G
Vote”).28

1. Eligible Corporations.

The 280G Vote is available
to a corporation if, immediately
before the CIC, none of the
corporation’s stock is “readily
tradeable on an established
securities market or
otherwise”.29 “Readily trade-
able” stock is “regularly
quoted” by brokers or dealers
making a market in such
stock.30 An “established securi-
ties market” is (1) a national
securities exchange registered
under section 6 of the Securi-
ties Exchange Act of 1934, (2)
a foreign national securities
exchange officially recognized,
sanctioned, or supervised by
governmental authority, or (3)
any over-the-counter market.31
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1. Is a Private Corpora-
tion with a Public
Shareholder Eligible to
Use a 280G Vote?

A private corporation with a
shareholder which has readily
tradeable stock will generally
be eligible to use the 280G
Vote, unless either (1) the FMV
of the private corporation’s
stock held by the corporate
shareholder directly or indi-
rectly constitutes one third or
more of the total gross FMV of
all the corporate shareholder’s
assets (determined under the
Asset Test32) or (2) any mem-
ber of the private corporation’s
“affiliated group of corpora-
tions”, within the meaning of
Code Section 1504.33

2. Are the “Pink Sheets”
An Established Securities
Market?

The “pink sheets” constitutes
an established, over-the-
counter securities market. Ac-
cordingly, if a company’s stock
is “regularly quoted” by brokers
or dealers making a market in
such stock on the pink sheets,
then the 280G Vote is not
available.34

3. Is a Corporation
Whose Shares Were
Delisted From a Securi-
ties Exchange Eligible to
Use the Shareholder Ap-
proval Exception?

A corporation’s stock trading
status is determined as of im-

mediately before a CIC. The
280G Vote is thus generally
available to corporations for
which stock was delisted (in-
cluding pursuant to a bank-
ruptcy) before a CIC,35 unless
the corporation’s stock be-
comes “regularly quoted” by
brokers or dealers on an over-
the-counter market (including
through “pink sheets”, an over-
the-counter bulletin board or
inter-dealer quotation service,
although an over-the-counter
market should exclude trades
exclusively among “qualified
institutional buyers” through a
Rule 144A private placement
where securities are not other-
wise regularly quoted on an
inter-dealer system).

4. Is a Foreign Corpora-
tion Eligible to Use the
280G Vote?

The “securities exchange”
definition includes a foreign
national securities exchange,
so the rule prohibits a corpora-
tion whose shares were traded
on a foreign exchange from
employing a 280G Vote.

2. Effect of Vote.

1. What Is the Impact of
the 280G Vote in
Determining the DI’s
Right to Receive a Pay-
ment to Which the DI Has
a Legally Binding Right?

The 280G Vote must deter-
mine the DI’s right to receive

payments, or to retain pay-
ments made before the vote.36

Although the Final Regulations
do not address how the vote
“determines” the DI’s right to
receive or retain a payment to
which the DI has a pre-existing
legally binding right, an ap-
proach where a DI agrees to
waive payments unless ap-
proved is nearly always used.
The applicable waiver should
be:

E Legally binding and
enforceable. The DI’s execu-
tion of the waiver should be
knowing and voluntary, so the
waiver’s purpose should be
stated and describe and quan-
tify the relinquished rights. It
should describe, at a minimum,
the amount being waived, the
total of all potential parachute
payments and the DI’s Safe
Harbor amount. If there is un-
certainty regarding the precise
amount being waived and
voted on, one approach is to
provide that the DI only has the
right to receive or retain
amounts up to his or her Safe
Harbor in the absence of ap-
proval (or alternatively, that all
potential payments are being
waived subject to approval).

E Irrevocable. A DI’s waiver
of parachute payments must
be irrevocable. The waiver’s
effectiveness, however, could
(and should) be contingent on
the CIC occurring, such that if
the sale transaction is not con-
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summated, the waiver agree-
ment will terminate.

E Executed Before the
Vote. The DI should execute
the waiver not only before the
vote, but before distribution of
disclosure materials and bal-
lots to the corporation’s
shareholders.

2. Can Shareholders
Agree to Vote Shares to
Approve Parachute Pay-
ments in Advance of the
Vote?

The Final Regulations do not
expressly prohibit agreements
among shareholders to ap-
prove parachute payments.
However, certain specific facts
and circumstances may raise
questions about the effective-
ness of the vote in actually
determining the DI’s right to
receive or retain payments.
There is less concern with non-
binding, verbal discussions be-
tween shareholders and a DI
that payments will be approved
as long as such discussions
fall short of legally enforceable
assurances.

3. How Much Is the DI
Required to Waive?

Shareholders may vote on
either the full amount of the
payments to be made to a DI,
or something less than the full
amount.37 The more common
approach in practice appears
to provide for a waiver limited

to payments and benefits to
the extent that they would oth-
erwise constitute parachute
payments, instead of a broader
waiver of all payments, al-
though in certain circum-
stances, such as where there
are difficulties valuing certain
payments, waiver of all pay-
ments may be appropriate.
The risk with the broader
waiver is that if the required
number of affirmative votes
were not obtained, the DI could
forfeit more than just the
amounts that would constitute
parachute payments. As such,
corporations (and DIs) often
opt to vote upon (and waive)
something less than the full
amount of payments, under
one of two basic approaches.
Under the “Safe Harbor
Waiver”, the DI waives only the
right to payments exceeding
the DI’s Safe Harbor amount,
less one dollar. The Safe Har-
bor Waiver should specify the
order in which any disapproved
payments would be reduced
(much like a typical Section
280G “cutback”).38

In some circumstances the
precise amount of a DI’s pay-
ments is uncertain, and corpo-
rations and DIs elect to subject
additional amounts to the vote
to build “cushion” into the
approval. Where there is sig-
nificant uncertainty regarding
the potential value of para-
chute payments, DIs and cor-
porations may choose to vote

on all or part of an entire cate-
gory of payments (e.g., ac-
celerated vesting of equity
awards, cash transaction or
retention bonuses or sever-
ance payments and benefits).
This approach may be desir-
able if there could be unac-
counted for payments or ben-
efits that could be deemed
contingent on the CIC, actu-
arial assumptions related to
retirement or health care con-
tinuation benefits could change
or the CIC date abuts the date
upon which interest rates used
for parachute valuation (e.g.,
AFR) might be scheduled to
change. The “categorical”
waiver may also be attractive
where a benefit reduction
might be difficult to accomplish
(such as for a partial waiver of
accelerated vesting for equity
awards or curtailment of retiree
health benefits).

4. When Should the
Waiver Occur?

A DI’s waiver of payments
may occur at any time up to
and before payments are voted
on, including at the inception
of an agreement that might
generate parachute payments
in the form of a “cutback”
provision. More typically, the
waiver is not executed until
shortly before the 280G Vote,
when a more precise estimate
of potential parachute pay-
ments is available in connec-
tion with a specific CIC
transaction.
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5. Are There Circum-
stances Where a Separate
Waiver Is Not Necessary?

If a DI is party to an agree-
ment providing for an auto-
matic cutback to the Safe Har-
bor limit if any payments would
otherwise constitute parachute
payments, the DI has effec-
tively waived his or her right to
any payments in excess of the
Safe Harbor covered by the
cutback. A formal waiver is not
necessary: shareholders sim-
ply vote to “reinstate” the DI’s
right to amounts exceeding the
Safe Harbor. Where a cutback
provision is relied on in lieu of
a separate waiver, however, it
is advisable to review the cut-
back language to verify that a
sufficient amount of payments
are in fact waived (or if instead,
for example, the cutback was
limited to payments under
specified agreements).39

6. Are There Special
Considerations If a DI
Forfeits a Payment that
Has Already Been Made?

Payments made before a
CIC may be deemed parachute
payments in certain circum-
stances (such payments that
are contingent on an event that
is “closely associated” with a
CIC, as more fully described in
Section III of Part I). The Final
Regulations contemplate that
the 280G Vote could apply to
payments that have already
been made, in which case the

vote would be required to de-
termine the DI’s right to retain
the payments. A post-payment
waiver would typically provide
that if the payments are not ap-
proved, the DI must them to
the corporation. Presumably,
the amount waived (and repaid
by the DI) equals the pre-tax
payment received by the DI.
There are additional tax con-
siderations related to when
(and whether) a DI may get a
tax credit for such repayment,
especially if the DI’s original
receipt and repayment of an
unapproved amount occurred
in different tax years.40

7. Can a Transaction’s
Closing Be Conditioned
on the Occurrence of a
280G Vote?

280G Vote requirements are
not satisfied if the approval of
the CIC is contingent or other-
wise conditioned on the ap-
proval of payments to a DI that
would otherwise be parachute
payments. It is permissible,
though, to condition the acquir-
er’s obligation to consummate
the CIC on the occurrence (but
not outcome) of the vote. Such
a closing condition might, for
example, require that all para-
chute payments have been ir-
revocably waived and a vote
has occurred and amounts
have been approved or
disapproved.41

Some corporations may be
concerned that a closing condi-

tion for a 280G Vote could
provide DIs with the ability to
hold-up a transaction. An alter-
native to an express closing
condition is that if payments
are not waived and there is no
shareholder vote, there is a
specific “first dollar”, unlimited
indemnity for any lost deduc-
tion for parachute payments
(although the effectiveness of
this could require an extended
special indemnification period).

Despite the intent that share-
holder approval of a CIC trans-
action is not contingent on ap-
proval of potential parachute
payments, occasionally a
shareholder ballot combines
several shareholder actions
into a single line item. To elim-
inate the risk that transaction
approval might be deemed to
be contingent on the approval
of parachute payments, ballots
should clearly separate the
280G Vote from the vote ap-
proving the CIC transaction by
providing for the 280G Vote as
a standalone line item. Some
practitioners suggest (although
not required as a technical
matter) providing for the 280G
Vote ballot in a set of docu-
ments separate from transac-
tion approval documents.

3. Shareholders Eligible
to Vote.

Payments subject to a 280G
Vote must be affirmatively ap-
proved by more than 75% of
the voting power of all out-
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standing stock of the corpora-
tion entitled to vote immedi-
ately before the CIC. The
normal voting rules of the cor-
poration apply in determining
which shareholders are entitled
to vote.

1. When Can the 280G
Vote Be Held?

The Final Regulations re-
quire that “shareholders en-
titled to vote” are determined
“immediately before” the CIC.
A special rule of convenience
permits determination of share-
holders entitled to vote based
on shareholders of record as
of “any day” within the six
months immediate preceding
the CIC date.42 This rule gen-
erally protects votes based on
a record date at any time within
six months before a CIC, even
if there were transfers of
shares between that record
date and CIC date. It also ap-
pears permissible to conduct
votes based on a record date
outside of the six-month pre-
CIC window if there are no
changes in shareholders be-
tween that earlier record date
and the CIC date.

2. Who Votes on Behalf
of a Shareholder that Is
Not An Individual?

If a shareholder is not an in-
dividual (an “Entity Share-
holder”), payments must be
approved by the person autho-
rized by the Entity Shareholder

to vote its shares in other
shareholder matters.

i. Look-Through Rule. A
special “look-through” rule ap-
plies if (1) the Entity Sharehold-
er’s stock holdings comprise at
least one-third of the Entity
Shareholder’s total assets (de-
termined per the Asset Test)
and (2) the Entity Shareholder
owns 1% or more of FMV of
the corporation’s stock. In that
case, the vote must be “passed
through to persons holding, im-
mediately before the CIC, more
than 75% of the voting power
of the Entity Shareholder’s
stock that is entitled to vote.

The Final Regulations do not
specifically address application
of the look-through rule where
the Entity Shareholder’s stock
is itself owned by an Entity
Shareholder. A literal interpre-
tation of the rule requires se-
rial application of the look-
though analysis until arriving at
either an Entity Shareholder
not subject to the look-through
or individual shareholders en-
titled to vote. In reality, there
might typically only be one or
two “layers” of Entity Share-
holders looked-through before
arriving at a person authorized
to vote, so the Entity Share-
holder look-through might not
necessarily result in significant
additional analysis in connec-
tion with the determination of
the appropriate voting person
or persons.

ii. Partnerships. The vote is

passed through to partners.
The partnership agreement or
other organizational docu-
ments determine voting rights,
such that, for example, if lim-
ited partners are not entitled to
vote on similar matters, then
the general partner would have
authority to approve or disap-
prove parachute payments.43 In
addition, any partners who may
be DIs of the CIC corporation
would not be permitted to vote.

iii. Trusts. The “normal vot-
ing rules” determining the per-
son authorized to vote shares
held by the trust are typically
provided by trust documents
and applicable law. The result
may become more complicated
if authorized person (the
trustee or beneficiaries) are
DIs, and if both are DIs, then
shares held by the trust may
be excluded from the vote.

iv. Minority corporate owner
is publicly-traded. Shares are
generally voted by the person
authorized by the corporation
to vote for the corporate share-
holder in other matters related
to the private corporation.

v. Bankruptcy. A corpora-
tion for which shares were
delisted in connection with a
bankruptcy is generally eligible
to employ a 280G Vote. Be-
cause determining equity hold-
ers’ continuing interests after a
bankruptcy may be difficult, in
some cases a bankruptcy
court’s approval may satisfy
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the shareholder approval
requirement.44

3. How Are Abstentions
Treated?

Payments must be affirma-
tively approved by 75% of the
voting power of the corpora-
tion’s stock entitled to vote, so
abstentions have the effect of
a “no” vote.

4. Are DIs Permitted to
Vote?

Stock actually or construc-
tively owned (under the attribu-
tion rules of Code Section
318(a)) by or for any DI receiv-
ing payments that would, ab-
sent shareholder approval, be
parachute payments, is not
counted as outstanding and
not counted in determining
whether the 75% threshold has
been met. In addition, if a DI is
the person authorized to vote
for an Entity Shareholder, then
the Entity Shareholder can ap-
point another equity interest
holder, or, if a trust, another
person eligible to vote for the
trust. If all the voting stock is
held by DIs, then such stock is
counted as outstanding and
votes by DIs are counted in
determining whether the vote
has been obtained.45

It is not clear whether this
rule would exclude voting stock
owned (or deemed owned) by
a DI whose payments were not
voted on (because, for ex-

ample, the DI was not a U.S.
taxpayer or refused to subject
payments to the vote). Q&A-
7(b)(4) provides that the exclu-
sion applies to stock owned by
a DI who “receives (or is to
receive) payments that would
be parachute payments if the
shareholder approval require-
ments” of the 280G Vote are
not met. The literal interpreta-
tion—that the exclusion would
apply only if a DI’s parachute
payments were submitted to
the vote, is consistent with the
rule’s thrust, which is to ex-
clude votes of shareholders
whose interests may conflict
with those of other
shareholders. It is uncertain,
however, whether the IRS
would argue to disqualify votes
by DI whose parachute pay-
ments are not voted on.

4. Adequate Disclosure.

1. What Constitutes “Ad-
equate Disclosure” Under
Section 280G?

The Final Regulations pro-
vide a relatively bare standard
for “adequate disclosure”, and
there is virtually no other IRS
guidance on its contents. The
Final Regulations require “ade-
quate disclosure” to be “full
and truthful disclosure of the
material facts and such ad-
ditional information required
such that, at the time the dis-
closure is made, it is not mate-
rially misleading at the time the

disclosure is made”. “Material”
facts are those facts that are
substantially likely to be con-
sidered important by a reason-
able shareholder, and may in-
fluence a shareholder’s
decision to approve payments.

Although the Final Regula-
tions do not require “adequate
disclosure” to be made in writ-
ing, disclosure almost univer-
sally takes the form of a writ-
ten “disclosure statement”
describing both substantive
and procedural elements of the
vote, including the transaction
giving rise to the CIC, the im-
pact of Section 280G on the
corporation, the DIs and share-
holders, the reason for the
vote, the payments being voted
on and agreements generating
them. Required information
includes the triggering event,
the total amount of potential
parachute payments to each
DI and a brief description of
each payment that would, but
for the vote, be a parachute
payment.46 The disclosure
statement must clearly report
the total amount of all para-
chute payments, as well as the
amounts being voted on. DIs’
base amounts are also typi-
cally reported. The Final Regu-
lations require that disclosure
of potential parachute pay-
ments is made for “each” DI,47

which is typically read to mean
each DI for whom payments
are subjected to the 280G Vote
(and not all DIs, regardless of
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whether parachute payments,
if any, are being voted on).

Disclosure must also include
additional information so that
disclosure is not materially
misleading when made. What
constitutes “additional informa-
tion” would presumably com-
prise information sufficient to
permit a shareholder to gain a
clear understanding of the
source and purpose of the pay-
ments at issue. “Additional in-
formation” might include a de-
scription of consequences to
shareholders if the payments
are not approved. For ex-
ample, purchase agreements
commonly include purchase
price or working capital adjust-
ments and similar provisions
that would have the net effect
of increasing proceeds to
shareholders if parachute pay-
ments were not made. The
possibility of higher purchase
proceeds could impact a
shareholder’s decision to ap-
prove payments, and, if mate-
rial, would require disclosure.
If the vote occurs well before
closing, then more disclosure
could be required (including
how the payments could
change if based on a formula,
such as the corporation’s stock
price).

2. Are There Limitations
on How Disclosure
Materials Are Distributed?

The Final Regulations do not
address the means by which

disclosure materials are distrib-
uted to shareholders, but only
state that there “is” or “was”
adequate disclosure, or that
disclosure must be “made” to
shareholders. Moreover, the
Final Regulations do not re-
quire that the corporation
“make” disclosure to every
shareholder in the same way.
Disclosure transmission means
should not matter, as long as
the information is reasonably
calculated to reach all
shareholders. Ideally, the dis-
semination manner would pro-
vide a way to confirm each
shareholder’s receipt of such
materials. State corporate law
notice and disclosure require-
ments, the methods typically
used to communicate with
shareholders, and the compo-
sition of a corporation’s share-
holder base should all inform
the disclosure statement trans-
mittal mode.

E-mail seems to have be-
come the preferred delivery
means, and has the advantage
of fast, confirmable
transmission. If a reliable
e-mail address is not available
for a shareholder (such as a
former employee), more tradi-
tional means of distributing the
materials, such as postal mail
or a private carrier, may be
appropriate. Virtual delivery,
through an electronic data site
or similar means have become
more common, although some
practitioners have expressed

concern that the IRS may as-
sert that the disclosure was not
properly “made” if accessing
the information is procedurally
cumbersome and required sub-
stantive affirmative effort by
shareholders (for example, if
disclosure is posted on a data
site that requires multiple steps
to register and access disclo-
sure materials). It may also be
possible to have a “town hall”-
type meeting to vote on para-
chute payments, with required
disclosure presented live and
available as handouts (al-
though under this approach it
would be important to have all
shareholders attend, or other-
wise provide disclosure to
those shareholders who did
not attend).

3. Which Shareholders
Must Receive Disclosure
Materials and Vote?

Disclosure must be made to
“all persons entitled to vote”,
determined pursuant to the
corporation’s normal voting
rules48 (and applicable “look-
through” rules) as discussed
above. Disclosure is not re-
quired to be made to holders
of non-voting stock, or limited
partners where stock is owned
by a limited partnership in
which the general partner
alone is vested with the right
to vote. Even though a single
shareholder (or group of a few
shareholders) may possess
more than 75% of a corpora-
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tion’s voting power, disclosure
must nonetheless be provided
to every shareholder otherwise
entitled to vote.

The limits on the “entitled to
vote” standard pose both stra-
tegic and practical challenges.
In most cases, the sharehold-
ers who will actually vote (de-
termined as described below)
will be the same shareholders
to whom disclosure must be
made, although questions oc-
casional ly arise. One is
whether state law voting re-
quirements (which might deter-
mine the corporation’s “normal
voting rules”) supersede Sec-
t ion 280G’s vot ing
requirements. Some states (for
example, Delaware) permit
shareholder action by written
consent of 75% of the corpora-
tion’s shares. Notwithstanding
the fact that the written consent
would be effective in approving
potential parachute payments,
the IRS has informally stated
that in such situation all share-
holders entitled to vote must
receive adequate disclosure.49

Another question is, where
one shareholder has granted
another person an irrevocable
proxy covering a right to vote
shares on all matters (or just
on the 280G Vote), whether
adequate disclosure must also
be made to the proxy grantor
(who will not participate in the
280G Vote), or only to the
grantee (who will vote the

shares). While the grantor may
have been entitled to vote un-
der state law, he or she con-
tractually transferred that right
to the grantee. If the purpose
of adequate disclosure is
purely to provide a shareholder
with information necessary to
make an informed decision,
then the requirement should be
met if the information were
provided to the grantee, only
(and assuming that the grantee
is also a shareholder, as is
often the case, there would not
be an additional burden to the
corporation). If disclosure was
also intended to have a norma-
tive, “shaming” effect on a DI
receiving parachute payments
by publicizing payment infor-
mation to all shareholders
(which does not seem to be an
appropriate use of the Code),
then it could be argued that it
would be necessary to also
make the disclosure to the
proxy grantor as well. If em-
ployee shareholders have not
executed a proxy (or have ex-
ecuted a proxy but are entitled
to receive disclosure pursuant
to the preceding analysis),
then it may be desirable to
consider delayed distribution of
disclosure information until
very close to (if not immedi-
ately before) the 280G Vote.

4. When Must Disclosure
Be Made to Sharehold-
ers?

The Final Regulations re-

quire that disclosure is made
before the 280G Vote, but do
not otherwise address timing.
Near instantaneous electronic
transmission permits delivery
of disclosure materials close in
time to a 280G Vote. In most
cases, disclosure materials
should be sent sufficiently
ahead of the vote to give
shareholders a meaningful op-
portunity to review and absorb
materials and consider their
decision. Required deliberation
time may vary depending on
facts and circumstances, such
as the complexity of payment
arrangements, the composition
of the shareholder base and
what, if any, information was
previously provided to
shareholders.

Given sensitivity about com-
pensation information, strate-
gic concerns could come into
play, as it may not be desirable
to distribute disclosure materi-
als to employee shareholders
unti l the latest possible
moment. In that situation, how-
ever, state law and the corpo-
ration’s governing documents
should be consulted for any
specific requirements regard-
ing timing or mode of deliver-
ing information to shareholders
(including whether it may be
permissible to use different
delivery modes for different
shareholders).
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5. Voting Procedures.

1. Are There Limitations
on the Manner in Which
the 280G Vote Is
Conducted?

The 280G Vote may be con-
ducted in any manner consis-
tent with the corporation’s nor-
mal voting rules, as long as it
is separate from the vote to ap-
prove the CIC.50 It is not suf-
ficient for the corporation’s
board to approve or ratify the
payments. Shareholders must
approve them. State law and
the corporation’s charter and
by-laws might dictate other
procedural requirements, par-
ticularly for actions by written
consent. In some situations
state law may increase the vot-
ing threshold required to ap-
prove payments. For example,
certain states permit written
consent only if unanimous, in
which case the voting thresh-
old for a consent effectively
increases from 75% to 100%.
Conversely, although state law
may permit a valid consent of
less than 75% of shares, un-
less the required 75% approval
threshold were actually met,
the consent would nonetheless
fail to eliminate parachute
payments.

2. When Must the
Shareholder Vote Occur?

The Final Regulations do not
require the 280G Vote to occur
at any specific time, and the

vote may even occur after a
CIC.51 Adequate disclosure
requirements and the “six-
month rule” for determining
voting shareholders often dic-
tate timing. The vote is typically
conducted shortly before a
CIC, when parachute payment
and related information is avail-
able, so that parachute pay-
ments can be eliminated be-
fore closing. The vote may also
occur before signing the trans-
action agreement giving rise to
the CIC, but if the transaction
closes more than six months
after the vote and the corpora-
t ion’s shareholders have
changed, the vote’s validity
may be at risk.52 A “front-end”
shareholder vote at the ar-
rangement’s inception is also
possible, although concerns
about voting shareholders and
disclosure adequacy may be
more pronounced.

CONCLUSION

The golden parachute tax
can be expensive for both com-
panies and executives, and, at
least for public companies,
may result in undesirable SEC
disclosure. Proper planning,
valuation and implementation
of effective mitigation strate-
gies should be a key planning
consideration in executive
compensation arrangements
both before a change in control
transaction is contemplated
and in connection with trans-
action planning. Planning is

complicated by the fact that
Section 280G and the Final
Regulations are intricate, com-
plex and in some cases,
wrought with ambiguity. There-
fore, a thorough analysis and
creative approach to Section
280G is necessary in order to
effectively plan for and, as
permitted, eliminate harsh
golden parachute tax
consequences.

NOTES:
1Q&A-5(a)(5), Q&A-9 and Q&A-

42(a).
2Q&A-42(a)(1).
3Q&A-40(b). In addition, pay-

ments made under a nondiscrimina-
tory employee plan or program (re-
gardless of whether the payments are
for services before or after a CIC),
generally constitute reasonable com-
pensation (and, importantly are not
subject to the valuation inquiry). Q&A-
41.

4Q&A-40(a).
5Q&A-42(a)(2).
6Q&A-40(a).
7Although Square D was decided

before the Final Regulations became
effective and was based on events
that occurred when the 1989 Pro-
posed Regulations were in effect, the
operative reasonable compensation
rules under the 1989 Proposed Regu-
lations are not materially different than
those under the Final Regulations.

8The Square D test is generally
consistent with the standard provided
in Q&A-40(a).

9“Three-Times Test” means three
times the DI’s base amount, as de-
scribed in Section III of Part I, and in
Q&A-30.

10Q&A-22(e), Example 2. In this
case, however, it could be appropri-
ate to ratably reduce the amount of
the resulting parachute payment for
the portion of the post-closing perfor-
mance period actually worked.

11However, if a DI’s employment
is terminated within the post-CIC ser-
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vice period, under Q&A-22(b) and (e),
Example 2 (discussed in Section III of
Part I), it seems that the more rigor-
ous analysis would likely apply (and
any annualized amounts of reason-
able compensation would need to be
prorated for any portion of the year/
other “retention” period actually
worked).

12In footnoted dicta, the Square
D court rejected an argument that
payments were reasonable because
they resulted from arm’s-length bar-
gaining; however, the crux of the
court’s reasoning was that the parties
bargained over restructuring of CIC
payments for past services, which
may be distinguished from bona fide
arm’s-length bargaining over compen-
sation for future, post-CIC services.

13Although Q&A-40(a) requires
consideration of comparable compen-
sation not contingent on a CIC, and
legislative history provides that the
“touchstone of reasonable compensa-
tion” is the amount paid “outside of an
acquisition context”, neither preclude
consideration of comparable CIC
compensation in every circumstance
(although the weight given to such ev-
idence may be limited in some situa-
tions).

14See Section 280G(b)(4), and
121 T.C. 168, 213–214 for discussion
of the Code Section 162 versus Sec-
tion 280G “reasonable compensation”
standard.

151984 DEFRA Blue Book at page
204.

16Q&A-42(b).
17Q&A-42(b). In addition, al-

though a customer non-solicitation re-
striction is sometimes viewed as akin
to a non-compete covenant, such a
covenant may or may not “substan-
tially constrain” a DI from performing
services within the meaning of Sec-
tion 280G.

18See Senate Committee Report
PL 99-514 at paragraph 11,358, p. 10.

19See Langdon v. Commissioner,
59 F. App’x 168 (8th Cir. 2003), aff’g
Bemidji Distributing v. Commissioner,
T.C. Memo 2001-260 (Oct. 1, 2001).

20In addition, under Q&A-44,
“severance payments” are not by
themselves treated as reasonable
compensation (this rule, however,
should not prohibit a valid non-
compete covenant from reducing the

amount of a parachute payment aris-
ing from a severance payment).

21Q&A-42(b)’s reference to non-
compete agreements “under which” a
DI must refrain from performing ser-
vices as resulting in reasonable com-
pensation payments should not be
read to limit non-compete consider-
ation to payments under the same
agreement including the non-
compete; consistent with Q&A-42(a)’s
description of payments “in exchange
for” refraining from performing ser-
vices under Q&A-42(b), “agreement
under which” is read to refer to pay-
ments “in consideration for” or “sub-
ject to” non-compete compliance.

22It could also be unhelpful if an
arrangement specifically identified
particular payments made in ex-
change for entering into the non-
compete covenant.

231984 DEFRA Bluebook at page
204.

24Q&A-40(b).
25Q&A-39.
26Q&A-43.
27A DI’s “Base Amount” is the DI’s

average annual compensation for the
five years preceding the CIC, as de-
termined in accordance with Q&A-34
to -36.

28Q&A-7.
29Q&A-6(a)(2)(i).
30Q&A-6(e).
31See T.Reg. § 1.897(m).
32Any one person, or persons

acting as a group, acquires, within a
12-month period, assets from the
corporation with a total gross fair mar-
ket value (“FMV”) equal to or more
than one-third of the total gross FMV
of all of the corporation’s assets (mea-
sured without regard to liabilities) im-
mediately before the acquisition or
acquisitions.

33Q&A-6(c).
34Rev. Rul. 2004-87 addresses

the issue of whether the “pink sheets”
constitutes an “established securities
market”, but concludes that in the
bankruptcy context securities may not
be “regularly quoted” because trading
is “impaired” for a debtor in a bank-
ruptcy case.

35See, e.g., Rev. Rul. 2004-87;
PLR 200212013.

36Q&A-7(a)(1).

37Q&A-7(b)(1).
38Considerations under Code

Section 409A may also be relevant in
this situation. In general, it is more
beneficial to the DI to first reduce non-
cash payments with higher parachute
value compared to economic value,
such as accelerated vesting or pay-
ment, with the benefits that would
otherwise be received later in time
reduced before benefits that would be
received earlier in time; a typical or-
der is to first waive double-trigger pay-
ments, followed by single-trigger pay-
ments, with equity payments not
eligible for Q&A-24(c) discount waived
first, followed by cash payments, fol-
lowed by equity payments that are
eligible for Q&A-24(c) discount.

39A Section 280G cutback may
be an effective planning tool in an ex-
ecutive agreement when coupled with
a covenant to use good faith efforts to
conduct a shareholder approval vote
to the extent available (but in no way
guarantee its outcome), and could be
used to eliminate the “hold-up” risk
that a DI will refuse to waive para-
chute payments in connection with a
280G Vote.

40While beyond the scope of this
article, taxpayers should be aware
that in certain circumstances relief to
the DI under Code Section 1341 may
not be available to the extent that the
DI’s return of a payment was deemed
to be “voluntary”.

41Q&A-7, Example 2, paragraph
(iii) contemplates a similar situation,
where the acquisition agreement pro-
vides that the CIC is approved only if
there are “no parachute payments
made to” a DI. In that situation, the
shareholder approval vote would be
effective to cure the payments as long
as the other requirements of Q&A-7
are met.

42Q&A-7(b)(2).
43Q&A-7(e), Example 3.
44See Rev. Rul. 2004-87.
45Q&A-7(b)(4).
46Q&A-7(c).
47Q&A-7(c).
48Q&A-7(b).
49See ABA Joint Committee on

Employee Benefits, Q&A 7, May 4–6,
2006.

50Q&A-7-(b)(1).
51ABA Joint Committee on Em-
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ployee Benefits, Q&A 8, May 9, 2003. 52See Section V.3.1, above.
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