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On February 20, 2002, the Internal Revenue Service
(the “IRS”) issued new proposed regulations relating to
“golden parachute payments.”  While the “golden para-
chute” rules were enacted by Congress in 1984, much
of the analysis used when determining whether a pay-
ment is considered a “parachute payment” or an “excess
parachute payment” has been based on proposed regu-
lations issued (but never finalized) by the IRS in May,
1989 and a series of private letter rulings.  The 2002
proposed regulations would apply to any payment con-
tingent on a change in ownership or control that occurs
on or after January 1, 2004, although taxpayers can rely
on the new proposed regulations for the treatment of
any parachute payment made after February 20, 2002.
Alternatively, taxpayers may rely on the 1989 proposed
regulations for any payment contingent on a change in
ownership or control that occurs prior to January 1, 2004.

Generally, while the new proposed regulations answer
some of the open questions (often not in a necessarily
desirable manner), many issues remain unanswered.
The most significant modifications to the 1989 proposed 
regulations in the new proposed regulations are
described below.

Background
Section 280G of the Code1 denies a deduction to a cor-
poration on “excess parachute payments” made to “dis-
qualified individuals” in connection with acquisitions,
mergers and similar corporate transactions.  In addition,
under Section 4999 of the Code, a 20% excise tax is
imposed on the recipient of any amounts that are
deemed to be “excess parachute payments.”  If the value
of the severance payments plus other payments contin-
gent on a change in ownership or control (e.g., contin-
ued benefits, acceleration of equity awards, other bene-

fits, etc.) equals or exceeds 3 times the disqualified indi-
vidual’s base amount (i.e., 5-year average of annual W-2
compensation), then the payment will be treated as a
parachute payment.  An “excess parachute payment” is
the amount by which any parachute payment exceeds
the disqualified individual’s base amount.  Payments
which can be shown by clear and convincing evidence
to be reasonable compensation for services rendered
before the date of a change in ownership or control will
reduce the amount subject to the 20% excise tax.

Disqualified Individuals
A person is deemed to be a “disqualified individual” if
at any time during the disqualified individual determi-
nation period such person is (i) an employee or an
independent contractor of the corporation and (ii) an
officer, shareholder or highly compensated individual.
The determination of whether an individual is a disquali-
fied individual under the 2002 proposed relations is
substantially the same as under the 1989 proposed
regulations, with three significant changes.

Under the 1989 proposed regulations, service providers
who own stock of a corporation having a fair market
value that exceeds the lesser of $1 million or 1 percent
of the total fair market value of the outstanding shares
of all classes of the corporation’s stock are “disqualified
individuals.”  The 2002 proposed regulations eliminate
the $1 million test.

The 1989 proposed regulations define a highly compen-
sated individual as a member of a group consisting of
the lesser of (i) the highest paid 1% of employees or (ii)
the highest paid 250 employees.  However, no individual
whose annualized compensation is less than $75,000 is
treated as a highly compensated individual.  The 2002
proposed regulations provide that an individual must
have annualized compensation equal to at least the
amount in Section 414(q)(1)(B)(i) of the Code, which
provides the definition of highly compensated employee
for certain purposes applicable to tax-qualified pension
plans and which is $90,000 for 2002.  This amount is
adjusted periodically for cost-of-living increases.
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1 All references to sections of the Code or to specific Sections
refer to the Internal Revenue Code of 1986, as amended.
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Under the 1989 proposed regulations, the disqualified individ-
ual determination period is the portion of the year of the cor-
poration ending on the date of the change in ownership or
control of the corporation and the 12 month period immedi-
ately preceding such period (with an option to use the calen-
dar year or the corporation’s fiscal year).  The 2002 proposed
regulations change the determination period to the 12 months
prior to and ending on the date of the change in ownership or
control of the corporation.

Payment in the Nature of Compensation
A “parachute payment” must be a payment which, among other
factors, is in the nature of compensation.  Payments are consid-
ered to be in the nature of compensation if they arise out of an
employment relationship or are associated with the perfor-
mance of services.  Such payments include, but are not limited
to, wages and salary, bonuses, severance pay, fringe benefits,
pension benefits and other deferred compensation (other than
benefits under tax-qualified pension plans).  Payments in the
nature of compensation include any transfer of property in
exchange for services and payments requiring the individual to
refrain from performing services (such as a covenant not to
compete or similar arrangement).

The 2002 proposed regulations clarify that payments in the
nature of compensation include cash, the right to receive cash
or a transfer of property.  Furthermore, whereas the 1989 regu-
lations did not address whether an incentive stock option (i.e.,
a stock option which qualifies for favorable tax treatment) is
treated as a payment in the nature of compensation, the 2002
proposed regulations clarify that both non-qualified stock
options and incentive stock options are payments in the nature
of compensation.  In response to criticism that the 1989 pro-
posed regulations do not provide sufficient guidance addressing
the determination of the value of a stock option, the IRS has
issued separate guidance (Revenue Procedure 2002-13) provid-
ing several permissible valuation methods, including a “valua-
tion safe harbor.” The “valuation safe harbor” uses a variation
of the Black-Scholes method for valuing stock options.

Contingent on a Change
A “parachute payment” must also be a payment which is con-
tingent on a change of effective ownership or control of a cor-
poration or in the ownership of a substantial portion of the
assets of a corporation.  A payment is contingent on a change
in ownership or control if the payment would not, in fact, have
been made if no change in ownership or control occurred.  A
payment will not be considered contingent on a change in
ownership or control if it is substantially certain, at the time of
the change in ownership or control, that the payment would
have been made whether or not the change in ownership or
control occurred.  

The 2002 proposed regulations reaffirm that a payment is con-
tingent on a change in ownership or control if the payment
would not, in fact, have been made if no change in ownership

or control occurred, even if the payment is also contingent on a
second event, such as termination of employment within a
period following the change in ownership or control. In addi-
tion, payments that are contingent on an event that is closely
associated with a change in ownership or control will be
deemed contingent on a change in ownership or control if (i) a
change in ownership or control actually occurs, and (ii) the
event is materially related to the change in ownership or control.  

In general, if a payment is treated as contingent on a change in
ownership or control, the full amount of such payment is
treated as contingent on a charge in ownership or control. The
2002 proposed regulations clarify that if payments due under
an employment agreement on a termination of employment
or a change in ownership or control are considered contingent
on a change in ownership or control, the full amount of such
payments will be considered “parachute payments.” This analy-
sis applies even in situations where, without regard to the
change in ownership or control, the amount would have been
paid for the performance of services after the termination of
employment or change in ownership or control, subject to
reduction, if such payments are for reasonable compensation
rendered after the change in ownership or control.

However, if a change in ownership or control accelerates the
time at which payments are made or accelerates the vesting of
payments, in certain circumstances (e.g., in the case of accelera-
tion of vesting of a stock option that would have continued
vesting based on the performance of services or acceleration of
the payments of vested benefits under a nonqualified deferred
compensation plan), only a portion of the payment is treated
as contingent on a change in ownership or control.  The 2002
proposed regulations clarify the rules for determining the por-
tion of a payment that will be considered contingent on a
change in ownership or control.

Change in Ownership
Both the 1989 proposed regulations and the 2002 proposed
regulations provide that a change in ownership or control of a
corporation occurs on the date that any one person, or more
than one person acting as a group, acquires specified levels of
ownership of stock of the corporation.  Some practitioners had
argued that under the 1989 proposed regulations, in certain cir-
cumstances, a corporate transaction structured as a ”merger of
equals” was not a change in ownership or control for golden
parachute purposes if there was prior cross ownership in the
two companies.  The 2002 proposed regulations clarify that, if a
person, including an entity shareholder, owns stock in both
entities that enter into a merger, consolidation, purchase or
acquisition of stock or similar transaction, such shareholder is
considered to be acting as a group with other shareholders in an
entity only to the extent of his ownership in that entity prior to
the transaction giving rise to the change and not with respect to
his ownership in the other entity.  This rule applies without
regard to the type of shareholder involved (i.e., whether the
shareholder is an individual or an institutional shareholder,
such as a corporation, mutual fund or trust).
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Private Corporations - Shareholder Approval
Requirements
Payments made by a non-publicly traded corporation (other
than payments from a subchapter S corporation which are
automatically exempt) are not be treated as parachute payments
if such payments are approved by persons who own, immedi-
ately before the change in ownership or control, more than
75% of the voting power of all outstanding stock of the corpo-
ration and there was adequate disclosure to shareholders of all
material facts concerning all payments which would otherwise
be parachute payments with respect to a disqualified individ-
ual.  The vote must be separate from the vote on the change in
ownership or control.

The 2002 proposed regulations clarify that not all parachute
payments must be subject to a shareholder vote to satisfy the
shareholder approval requirements with respect to a specific
payment; only the specific payments to a disqualified individ-
ual need be subject to shareholder vote, provided there is full
disclosure of all the payments.  The shareholder approval
requirements will be satisfied by a single vote on all payments
submitted to the vote, including payments to more than one
disqualified individual; it is not necessary to have separate votes
on payments to different individuals.

With respect to the disclosure requirements, the 2002 proposed
regulations clarify that the amount of all parachute payments to
be made to each disqualified individual and not just the
amount of the payments subject to vote, is a material fact.
Further, adequate disclosure must be made to all shareholders
of the corporation entitled to vote, not just to shareholders with
75% of the voting power entitled to vote.  It is still not fully
clear whether, if there is a small change in ownership between
the vote and the change in ownership or control and the 75%
requirement is still satisfied, the disclosure requirement has
been satisfied.

Application to Tax-Exempt Organizations
The 2002 proposed regulations make clear that payments by a
corporation that is a tax-exempt organization undergoing a
change in ownership or control will not be treated as parachute
payments if the corporation is a tax-exempt organization both
immediately before and immediately after the change in owner-
ship or control.  Under the 2002 proposed regulations, a tax-
exempt organization is a 501(c) organization (but only if such
organization is subject to an express statutory prohibition
against inurement of net earnings to the benefit of any private
shareholder or individual), an organization described in
Section 501(c)(1) or 501(c)(21), any religious or apostolic orga-
nization described in Section 501(d) or any qualified tuition
program described in Section 529 of the Code.

Conclusion
The 2002 proposed regulations, which also address several
other aspects of the golden parachute rules not discussed in this
Alert, provide some much needed clarification to the 1989 pro-
posed regulations.  They, however, still leave a number of issues
undefined and, in certain instances, provide conclusions with
which many practitioners will disagree. Until finalized, the pro-
posed regulations will not have the force of law or otherwise
constitute binding authority, but do provide valuable insight
into the IRS’ current thinking on these issues.
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