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Introduction:

According to charts maintained by VC Experts (www.vcexperts.com), and based on
survey data from Fenwick & West, the relative incidence of primary deal terms
incorporated into the preferred stock provisions of the Certificate of Incorporation has
been charted and indexed for several years based on transactions occurring principally in
Silicon Valley. In order to negotiate intelligently on the question, for example, of straight
convertible preferred versus participating preferred, it is critical that the parties, the issuer
and the investors, and their respective advisers have access to the frequency with which
participating preferred has appeared in preceding quarters, expressed as a percentage of
the entire cohort of deals so surveyed and indexed. That does not mean, of course, the
investors cannot insist on participating preferred no matter what the survey data shows.
However, there is no excuse for ignorance of this data on the part of the parties to the
transaction and their advisers. Hence, the following slides illustrate several of the deal
terms so surveyed and indexed.
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The percentage of the deals in which participating
preferred was stipulated was 24%
The question of participating versus non-participating is significant. Participating preferred also
known as double dip, means that the holder, on the eve of an exit event ( say, a purchase of
the company for cash), has the privilege of receiving, first, its liquidation preference plus
accrued dividends (if any) and then the shares it is entitled to on an as converted basis.
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Of the participating preferred financings, the
percentage of transactions in which the preferred was
not capped was 63%
Often the participating preferred is capped which means that the documents provide that the holder
cannot double dip but must convert beyond a certain point. Assume, hypothetically, the liquidation
preference is $1 million and the conversion shares amount to 5% of the total. A 2x cap means that, if
conversion of the preferred shares amounts, in terms of cash proceeds on their sale, to some number
in excess of $2 million, the best the holder can do is convert and obtain a return of something in
excess of 2x what is invested.
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The percentage of the financings in which cumulative
dividends were provided was 6%
Cumulative dividends were provided for in the following percentages of financings:

Cumulative dividends are attractive to the preferred but can be a big problem for the holders of the common.
Cumulative dividends enter into the conversion price of the preferred. The higher the amount into which the
conversion price is divided, the more common shares issue upon conversion, which means the existing
common holders are de facto diluted.
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Pay-to-Play Provisions – The pcercentages of financings
having pay-to-play provisions was 4%
This does not, however, include so called “pull up” provisions versus
pay-to-play which changes the character of the shares held by
owners which elect not to play.
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A pay-to-play model requires the holder of Series B preferred to play
in the Series C round or find its preferred shares converted into
shadow preferred, meaning the loss of certain rights which the C
investors do not want to share such as antidilution protection or in
some cases converted entirely into common stock. A variation on
the pay or play language is a “pull up” provision which provides that,
if the holder of preferred, say, Series B, plays in the C round, it can
“pull up” some of the Series B shares by exchanging them for Series
C shares, thereby improving its position in the “Last in, first out”
progression and diminishing the relative position of the Series B
holders who do not play in the C round.
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The most important advice on drafting preferred stock instruments is to
follow the golden rule, namely: that there is no such thing as boilerplate. To
illustrate in this context, assume one holds a minority of the Series A and
the minority has no veto rights over amendment of the Certificate by the
majority. A down round is pending and the owner of the Series A majority
decides (i) to take up the entire Series B and (ii) to amend the Series A so
that , as provided in the Certificate, all the holders must convert to common.
The point of the story is that there are provisions baked into preferred which
can be a disaster if they are not take into account.
The relevant articles can be found here: http://josephbartlettvc.com/clewebinar-82615/
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For the text of legal forms commonly referred to as the industry standard,
the National Venture Capital Association site contains the template forms
annotated under the supervision of the NVCA legal experts
http://nvca.org/resources/model-legal-documents/. A typical description of
preferred stock is contained in the Amended and Restated Certificate of
Incorporation starting on p. 4.

13

Joseph W. Bartlett, Special Counsel
McCarter & English, LLP, New York
Mr. Bartlett's practice focuses in the areas of corporate law,
securities and business transactions and venture capital and
emerging growth companies. A recognized pioneer of the national
private equity and venture capital bar, he contributed to the original
models for private equity and venture capital partnerships. His
experience extends to alternative investments, venture capital,
emerging companies, corporate restructurings, private equity and
buyouts. His practice includes serving as counsel to asset managers,
including those of major public and private equity funds, with a focus
on technology companies, and he has also served as trustee of a
series of public mutual funds, a National Bank and chair of a public
REIT.
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Disclaimer
This publication is for informational purposes only and is not offered as
legal advice regarding any particular matter. No reader should act on the
basis of this publication without seeking appropriate professional advice.
The information contained in this publication is general in nature and is
based on authorities that are subject to change.
McCarter & English, LLP does not make any representation or warranty,
express or implied, as to the completeness or accuracy of this publication
and assumes no responsibility to update this outline based upon
subsequent events, such as new legislation, judicial decisions, regulations
or other administrative pronouncements.

The content in this outline is current as of August 18, 2015.
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BOARD PARTICIPATION
• Ensures knowledge of, and right to participate in, all major decisions
affecting company.
• Major investor may negotiate for effective veto right on certain
matters, specifying that affirmative vote of its board designee(s) is
required to approve those matters.
• Continuing right to designate director typically requires investor to
retain a certain percentage of initial shares purchased or a minimum
ownership percentage in issuer.
• Indemnification provisions and D&O coverage are crucial.
• Board designee of preferred stockholder often has right to sit on key
board committees (e.g., audit, compensation and/or executive).
• Board observer rights as a means of obtaining knowledge, but
without right to participate and without undertaking fiduciary duties.
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NEGATIVE COVENANTS/
PROTECTIVE PROVISIONS
• Right to vote under business corporation laws provides
stockholder with limited participation in corporate
decision making.
• Absent the acquisition of a controlling equity stake in a
corporation, preferred stockholder’s board designees
will not constitute a majority of the board.
• Protective provisions in charter provide an added
measure of control.
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NEGATIVE COVENANTS/
PROTECTIVE PROVISIONS
Taking the following actions typically requires affirmative vote of majority of
preferred stockholders, in addition to board approval:
 Consummating an acquisition, merger, dissolution, reorganization or liquidation.
 Amending the certificate of incorporation or by-laws in a manner adversely affecting a
class or series of preferred stock.
 Reclassifying, altering or amending any existing securities junior to or pari passu with a
series of preferred stock.
 Creating securities having rights, preferences or privileges senior to a series of preferred
stock.
 Changing the size of the board of directors.
 Authorizing any debt securities or indebtedness in excess of a certain threshold.
 Increasing or decreasing the number or class of shares covered by the company’s option
plan or creating any new equity incentive plans. (For a public company, shareholder
approval will be required for a material increase in plan shares.)
 Materially changing the company’s line of business.
 Modifying executive officers’ compensation.
 Transacting business with executive officers or insiders of the company.
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DRAG-ALONG RIGHT
• Compels all stockholders to vote in favor of a sale transaction
if a certain defined group of stockholders approves the
transaction.
• Ensures minority stockholders do not have veto right or
disproportionate say.
• Requirements of drag-along provisions:
 Waive statutory dissenters’/appraisal rights.
 Vote in favor of transaction.
 Receive same amount and type of per share consideration as other
similarly situated stockholders.
 Observe equity waterfall in charter.
 Representations and warranties limited in scope and stockholder’s
liability limited to consideration actually received.
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DRAG-ALONG RIGHT:
SAMPLE CLAUSE
In the event that the holders of at least majority of the shares of Common Stock then issued
or issuable upon conversion of the shares of Series A Preferred Stock (the “Selling
Investors”) approve a Sale of the Company in writing, specifying that this Section shall
apply to such transaction, then each Stockholder and the Company hereby agree:
 (a) if such transaction requires stockholder approval, with respect to all Shares that such Stockholder owns
or over which such Stockholder otherwise exercises voting power, to vote (in person, by proxy or by action
by written consent, as applicable) all Shares in favor of, and adopt, such Sale of the Company (together with
any related amendment to the Restated Certificate required in order to implement such Sale of the
Company) and to vote in opposition to any and all other proposals that could delay or impair the ability of
the Company to consummate such Sale of the Company;
 (b) if such transaction is a Stock Sale, to sell the same proportion of shares of capital stock of the Company
beneficially held by such Stockholder as is being sold by the Selling Investors to the Person to whom the
Selling Investors propose to sell their Shares, and, except as permitted in the Subsection below, on the same
terms and conditions as the Selling Investors;
 (c) to execute and deliver all related documentation and take such other action in support of the Sale of the
Company as shall reasonably be requested by the Company or the Selling Investors in order to carry out the
terms and provisions of this Section, including, without limitation, executing and delivering instruments of
conveyance and transfer, and any purchase agreement, merger agreement, indemnity agreement, escrow
agreement, consent, waiver, governmental filing, share certificates duly endorsed for transfer (free and clear
of impermissible liens, claims and encumbrances), and any similar or related documents;
 (d) to refrain from exercising any dissenters’ rights or rights of appraisal under applicable law at any time
with respect to such Sale of the Company;
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DRAG-ALONG RIGHT:
SAMPLE CLAUSE
• (e) in the event that the Selling Investors, in connection with such Sale of the Company,
appoint a stockholder representative (the “Stockholder Representative”) with respect to
matters affecting the Stockholders under the applicable definitive transaction agreements
following consummation of such Sale of the Company, (x) to consent to (i) the
appointment of such Stockholder Representative, (ii) the establishment of any applicable
escrow, expense or similar fund in connection with any indemnification or similar
obligations, and (iii) the payment of such Stockholder’s pro rata portion (from the
applicable escrow or expense fund or otherwise) of any and all reasonable fees and
expenses to such Stockholder Representative in connection with such Stockholder
Representative’s services and duties in connection with such Sale of the Company and its
related service as the representative of the Stockholders, and (y) not to assert any claim or
commence any suit against the Stockholder Representative or any other Stockholder with
respect to any action or inaction taken or failed to be taken by the Stockholder
Representative in connection with its service as the Stockholder Representative, absent
fraud or willful misconduct; and
• (f) a Stockholder’s obligation to indemnify is conditioned upon the liability of such
Stockholder being several (and not joint) and not exceeding the Stockholder’s pro rata
portion of any claim or the consideration to be paid to such Stockholder.
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TAG-ALONG RIGHTS AND
RIGHT OF FIRST REFUSAL
• Tag-Along Rights/Right of Co-Sale
 In connection with a sale transaction initiated by a selling
group, other stockholders permitted to participate on a pro
rata basis, on the same terms as selling group.

 Creates parity for smaller stockholders. In certain respects,
a mirror image of obligations imposed by drag-along
provision on smaller stockholders.

• Right of First Refusal and Relation to Co-Sale Right.
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PREEMPTIVE RIGHTS
• Right to participate in subsequent issuances of equity
securities to the extent of a stockholder’s existing
percentage ownership.
• Often granted to larger investors (based on equity
ownership), making it easier to effect a subsequent
transaction without the need to offer smaller investors
the right to participate.

24

REDEMPTION RIGHTS
• Allows investor to require issuer to repurchase its
shares after a specified period of time at a specified
price, which typically will equal or exceed original
issue price plus any cumulative dividends that were
not paid.
• Clearly defined exit strategy for investor and
substantial burden for issuer.

• Preferred equity or debt?
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CONVERSION RATIOS AND
POST-CONVERSION RIGHTS
• Typical Circumstances in Which Conversion Ratio Matters.
 Stock split, reverse stock split or a similar transaction, to preserve the
economics of the arrangement.
• For instance, a stock option for 100 shares of ABC corporation common
stock at an exercise price of $20 dollars per share would be converted, in the
event of a 2:1 stock split, into an option for 200 shares at an exercise price of
$10 per share.

 Restricted stock is issued as shares of preferred stock with a conversion
privilege.

• Exercise of Post-Conversion Rights.
 All the rights and privileges of a holder of the stock or options or other
equity-based compensation, on an as converted, fully diluted basis.
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ANTI-DILUTION AND LIQUIDITY
PROVISIONS FOR WARRANTS
• Difference between Warrant and Option.
 A warrant is typically issued to an institutional investor as a
means of providing it with equity at a discount (exercise price is
typically less than grant date fair market value).
 An option is typically issued to an employee, a non-employee
director or an independent contractor – at fair market value or
above to avoid adverse tax consequences – as compensation for
services rendered.

• Anti-Dilution and Liquidity Provisions
 Build into warrant documents (e.g., preemptive and redemption
rights).
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EQUITY COMPENSATION GRANTS
•
•
•
•

Restricted Stock
Restricted Stock Units (“RSUs”)
Phantom Stock
Stock Options (NQSOs and ISOs) and Stock
Appreciation Rights
• Change in Control Issues
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RESTRICTED STOCK
• Definition. Stock that is subject to a “substantial risk of
forfeiture” (“SROF”), otherwise known as vesting
requirements, and restrictions on transfer, in each case as of
the grant date.

• Receipt of Property Right. The recipient is issued, as of the
grant date, a stock certificate evidencing his or her ownership
of the shares, subject to the lapse of the SROF. In many cases,
the stock certificate will be held in escrow by the company.
• Maturity of Property Right. No right as a stockholder until
the SROF lapses. (Most award agreements restrict transfers to
vested shares.)
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RESTRICTED STOCK
• SROF. An SROF requires either or both additional service
requirements and/or conditions related to the purpose of the
compensation (e.g., revenue targets in the case of
“performance shares”) being satisfied.
 Probability of enforcement of forfeiture condition(s) must be
“substantial.” No definition in IRS regulations; just examples.

• Restrictions on Transfer. Stock is considered nontransferable
if the recipient either cannot transfer the stock to any “person”
other than the company or if he or she is able to effectuate
such a transfer, the stock, as so transferred, is subject to an
SROF.
 Stock is not considered transferable merely because recipient can
designate beneficiary to receive it in the event of his or her death.
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RESTRICTED STOCK
• Examples of SROF.
 Requirement that full-time service be performed for a specified period
of time.
 Performance-based conditions being satisfied (e.g., requirement that
stock be returned to company if its earnings do not increase).
 For officer of public company, if a sale of the stock after “vesting”
would expose grantee to liability under Securities and Exchange Act
Rule 16(b), the short swing profit rule.
 A change in control if the probability of such event not occurring, at
least before a specified date that is not too far in the future as to be
meaningless, is substantial. (Typically, a change in control is not a
vesting condition per se, but rather, an event that accelerates vesting.)
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RESTRICTED STOCK
• Examples of No SROF.
 Employee is entitled to stock only if he or she is terminated without
cause.
 Employee is entitled to stock even if he or she resigns without “good
reason.” ( A “walk away” right vitiates an otherwise valid SROF.)
 Probability of occurrence of condition related to compensation (e.g.,
earnings exceeding a targeted level) is high.
 Non-compete requirement for a “retiring” employee (rebuttable
presumption of no SROF).
 Company required to buy back shares at their then fair market value.
 Risk that stock will decline in value.
 Requirement that stock be returned to company if employee is
terminated for “cause.”
 Standing by itself, a permanent right of right of first refusal at a formula
price.
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RESTRICTED STOCK
• Acceleration of Vesting.
 Termination Without Cause or Upon Disability or Death – Will
not vitiate an otherwise good SROF, unless such termination is
likely to occur during applicable service period.
 Beware of Golden Parachute Rules – More on these rules later.

• Taxation of Restricted Stock.
 General Rule – Federal income tax and FICA tax apply when the
property is no longer subject to an SROF or is transferrable.
• As a practical matter, taxation applies when the SROF lapses.

 IRC Section 83(b) Election – Recipient elects to take grant date
value of stock into income for federal income tax purposes;
applies also for FICA tax purposes.
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RESTRICTED STOCK
• Mechanics of Section 83(b) Election.
 Must be made within 30 days following grant date. (File with
applicable IRS regional office, with copy to company.)
 Need to know fair market value of stock as of grant date.
 Fair market value is determined without regard to any restrictions other
than “non-lapse” restrictions.
• A “non-lapse” restriction is a permanent limitation on the transferability of the
stock that will (1) require the transferee of the stock to sell, or offer to sell, the
stock at a price determined under a formula and (2) continue to apply to and be
enforced against the transferee or any subsequent holder (other than the
transferor).
• The quintessential example of a “non-lapse” restriction is a permanent right of
first refusal in a particular person (other than the company) at a price
determined under a formula.

 Must attach to federal income tax return for year of grant; but July 2015
proposed IRS regulations would eliminate this requirement.
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RESTRICTED STOCK
•

•

Advantages of Section 83(b) Election.
 Locks in Tax Liability – Recipient pays no more than fair market value as
of grant date over amount, if any, paid for the stock.
 Starts Capital Gains Period Running – Making an 83(b) election starts the
clock running on long-term capital gains treatment.
 No Brainer for a Start-Up Company – Assuming the company has no
income producing assets and, therefore, little to no value.
Disadvantages of Section 83(b) Election.
 Forfeiture of Stock – The stock may be forfeited after the recipient has paid
the taxes.
 Value of Stock Can Decline – If the value of the stock declines from the
grant date to the vesting date, the recipient may end up paying more in
taxes (assuming tax rates stay constant, or at least do not decline).
 Valuation Is Required – A valuation of the company will be required at the
grant date, rather than later at the vesting date.
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RESTRICTED STOCK
• Special Issues
 Acceptance of Grant
 Share withholding to pay taxes
 Provisions Indicating No Grant Has Occurred
• If grantee has to pay for the restricted stock, and such payment is
secured by a non-recourse loan (IRS may treat as an option).
• Forfeiture based on event that is certain to occur, such as
termination without cause.
• Requirement to resell to company at a price less than fair market
value at the time of resale.
• Unreasonably low grant date value – if there’s no risk of loss, the
IRS may view grant as null and void.
• Word to the wise – even a company with no revenues can have value!
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RESTRICTED STOCK
• LLC Membership Interest
• Capital interest vs. profits interest
• Profits interest defined in IRS revenue rulings
• No tax at grant or vesting if interest relates to substantially
uncertain stream of income, interest is held for at least two
years and both recipient and company treat the interest the
same for federal income tax purposes (e.g., distributions of
profits)

• Notwithstanding the above, many recipients make a
protective 83(b) election
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RSUS
• Definition. An RSU represents the right to receive a vested share of
stock and/or dividend equivalents with respect thereto in the future.
• No Property Right at Grant. Unlike restricted stock, an RSU does
not entitle the recipient thereof to a stock certificate as of the grant
date. Instead, the recipient is issued a stock certificate at vesting or,
if the receipt of the stock is deferred, at the time of such deferred
receipt.
• No 83(b) Election. The earliest federal income taxation can apply
is at vesting. FICA tax always applies at vesting.
• Deferral Requires IRC Section 409A Compliance.
•
•

Many RSU agreements are designed to be exempt from 409A by having
the stock certificates issued no later than 2 ½ months following year of
vesting.
However, deferral can be a real benefit for federal income tax purposes.
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RSUS
• 409A Applies only to Nonqualified Deferred Compensation.
“Nonqualified deferred compensation” generally exists when a service
provider has a legally binding right to compensation that is or may become
payable in a future year. Violating 409A results in immediate income
taxation at vesting, a 20% IRS penalty tax and IRS premium interest
on late income tax inclusion.
• Exemptions Applicable to Equity Compensation Arrangements.





Restricted stock is always exempt.
RSU is exempt if stock is issued within 2 ½ months following year of vesting.
Phantom stock is exempt if cash is paid within 2 ½ months following year of vesting.
Nonqualified stock option issued with exercise price of no less than fair market value as
of the grant date is exempt if exercise price never can be reduced other than on account
of stock splits and similar transactions.
 Incentive stock options are always exempt.
 Stock appreciation right issued with exercise price of no less than fair market value as of
the grant date is exempt if exercise price never can be reduced other than on account of
stock splits and similar transactions.
39

RSUS
•

Deferral Opportunity for RSUs.


Specified Date
•



Change in Control
•
•
•
•



•
•

Service provider is unable to engage in any substantial gainful activity by reason of a medically determinable physical or
mental impairment that can be expected to result in death or to last for a continuous period of at least 12 months.
Service provider is, by reason of any medically determinable physical or mental impairment, receiving disability pay from
the company, under its disability plan, for a period of not less than three months.
Service provider is determined to be “totally disabled” by the Social Security Administration.

Unforeseeable Emergency
•



Level of service as employee or independent contractor is reasonably expected to be no more than 36-month trailing
average.

Disability
•



More than 50% voting power or value is acquired.
At least 30% of voting power is acquired in 12-month period.
Change in majority of board of directors over 12-month period.
Sale of at least 40% of value of assets (determined without regard to any liabilities associated therewith) over 12-month
period.

Separation from Service
•



E.g., attainment of retirement age.

Severe financial hardship due to circumstances beyond the control of the service provider.

Death
•

No definition!

GENERALLY, A NEWLY ELIGIBLE SERVICE PROVIDER MUST MAKE DEFERRAL ELECTION
WITHIN 30 DAYS FOLLOWING GRANT DATE.
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RESTRICTED STOCK VS. RSUS
• So, Which is Better, Restricted Stock or an RSU?
 Recipient of restricted stock can make an 83(b) election to
lock in tax liability and start capital gains treatment; RSU
does not have 83(b) election.

 Recipient of RSU may make deferral election, whereas
recipient of restricted stock cannot do so; but 409A
compliance ratchets up complexity.
 Restricted stock generally affords recipient voting and
dividend rights, whereas an RSU never does; however
“dividend equivalents” can be granted.
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PHANTOM STOCK
• Definition. Phantom stock represents the right to receive the
cash value of a vested share of stock and/or dividend
equivalents with respect thereto in the future.
• Relation to RSUs. Essentially, phantom stock is a cash-settled
RSU.
• Deferral Opportunities. Same as for RSUs.
• Use of Phantom Stock. Typically, phantom stock is issued by
companies that do not want to, or can’t, grant equity to
employees and independent contractors. It is a common
approach for companies anticipating a change in control within
a short period of time.
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STOCK OPTIONS
•

•

Two Types of Options: Nonqualified Stock Option (“NQSO”) and Incentive
Stock Options (“ISO”)
 Federal income tax consequences and whether grants will be made to nonemployees determine the choice of option.
NQSO.
 Not taxed at grant date unless option has readily ascertainable fair market value
as of such date; rare unless option is publicly traded.
 Taxed at exercise (fair market value at exercise over exercise price).
 Ordinary income tax rates, the highest of which is 39.6%.
 No 83(b) election unless “early exercise” is permitted.
• Early exercise permits optionee to exercise non-vested shares.
• 83(b) election must be made within 30 days after exercise date.
• Why not just grant restricted stock? Employer knows that it will receive a
compensation deduction upon vesting, at the latest, whereas an early
exercise never may occur. Employee may appreciate flexibility to “wait
and see.”
 May be granted to employees and non-employees.
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STOCK OPTIONS
• ISO.
 Not taxed at grant.
 Taxed at exercise only if the AMT applies. The excess of the fair
market value at exercise over the exercise price constitutes an AMT
adjustment under IRC Section 56(b)(3). Top AMT rate is 28%.
 To be an ISO, the shares must be held for two years from grant date and
one year from exercise date.
 No 83(b) election unless “early exercise” is permitted.
 $100,000 rule applies – only the first $100,000 in newly vested option
shares in any given year qualify for ISO treatment; the remaining newly
vested option shares are NQSO shares; value is determined based on
grant date fair market value.
 Must be approved by shareholders and board of directors.
 May be granted only to employees of issuer (or any 50% parent or
subsidiary).
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STOCK OPTIONS
• So, Which Is Better, an NQSO or an ISO?
 NQSO is more flexible:
• NQSO can be granted to non-employees.
• More than 10% owners must be granted an ISO with an exercise price of at
least 110% of grant date fair market value and an exercise period not
exceeding five years.

 ISO can yield better tax results, especially if employee is not subject to
the AMT.

• Stock Appreciation Rights. Essentially, cash-settled options
with deemed exercise (although a SAR can be settled in stock)
so employee is not out-of-pocket for the exercise price.
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CHANGE IN CONTROL ISSUES
• Tax Issues
 409A – For any equity compensation that constitutes deferred
compensation, e.g., an RSU or the cash value of a share of phantom
stock that is paid after 2 ½ months following the year of vesting, the
definition of “Change in Control” must satisfy 409A.
• Escrows and holdbacks are fine as long as (1) the RSU shares or phantom
stock cash is paid at the same time as the escrow or holdback is paid to
shareholders generally and (2) payments are completed within five years

 280G and 4999 – 280G denies the company a tax deduction, and 4999
imposes a 20% excise tax, on the amount of any “excess parachute
payment.”
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CHANGE IN CONTROL ISSUES
• Tax Issues, Continued.
 280G and 4999, Continued.
• When should we care?
• Payment is “contingent” upon a “change in control.”
• Payor is a corporate entity, public or private, taxed as such for federal income tax
purposes.
• Payee is “disqualified individual” (think more than 1% shareholders, top 50 “executive”
officers, highest paid 250 employees).

• What is an “excess parachute payment”?
• Excess of “parachute payment” over allocable “base amount”

• What is a “parachute payment”?
• Generally, any payment in the nature of compensation to or for benefit of “disqualified
individual” (example: accelerated vesting of stock option) that equals or exceeds three
times the base amount.

KEY POINT: IF THERE’S A PARACHUTE PAYMENT, THEN ANYTHING
ABOVE 1 TIMES BASE AMOUNT IS NON-DEDUCTIBLE TO COMPANY
AND SUBJECT TO 20% EXCISE TAX PAYABLE BY EXECUTIVE.
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CHANGE IN CONTROL ISSUES
• Tax Issues, Continued.
 280G and 4999, Continued.
• What is the “base amount”?
• Generally, average of five preceding years’ taxable compensation.

• What does “contingent” mean:
• Agreement or amendment to agreement entered into within one year preceding change in
control.
• Vesting accelerated within one year prior to or one year after change in control.
• Employment termination occurring within one year prior to or one year after change in
control.

• What is a “change in control”? Easier standard to meet than under
409A:
• Stock Sale – person or group reaches more than 50% voting stock or stock
value; or person or group acquires at least 20% of voting stock within 12month period.
• Asset Sale – at least 33.33% of assets within 12-month period.
• Directors – majority of directors change within 12-month period.
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CHANGE IN CONTROL ISSUES
• Tax Issues, Continued.
 280G and 4999, Continued.
• Exemptions

• Reasonable compensation (covenant not to compete and Square D)
• Private company – more than 75% vote for aggregate payments exceeding 2.99 times the
base amount; putting this amount at risk can be challenging for an executive
• Small business corporation (as defined in the S corporation rules)

• Approaches to Address Liability
•
•
•
•

Cut-back
Valley
Gross-up – beware of ISS no/withhold votes and 409A!
Enter into “replacement” agreement with retained executive after the change in control
(executive must assume risk, which makes this approach difficult to implement).

 162(m)

• $1 million deduction limitation in any year for compensation
payable to “covered employee” of public company.
• Performance-based compensation exemption.
• Applies outside a change in control context, too.
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CHANGE IN CONTROL ISSUES
• Assumption or Substitution of Awards.
 Key issue for preserving ISO status in a change in control
context.
• Do “value for value” awards, not share for share awards, in order to
preserve the pre-change in control economics.
• A “value for value” option exchange program also helps assure that
a downward repricing does not occur such that a 409A violation
would be triggered.

 Review shareholders’ agreements, loan documents, plan
terms and tax rules.

50

CHANGE IN CONTROL ISSUES
• Accounting Issues.
 Get accountant involved early in 280G calculations.
 Equity compensation accounting is complex:
• Cash-settled awards – liability treatment; the old
“variable accounting.”
• Equity-settled awards – equity treatment; generally,
recognize value over vesting period.
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CHANGE IN CONTROL ISSUES
• Selected Public Company Issues
 Say-on-Pay advisory vote under Dodd-Frank
 Egregious or problematic pay practices for ISS and
Glass-Lewis
• Tax gross-ups
• Single trigger change in control payments

 Securities and Exchange Act Rule 16b-3
compliance
 Clawbacks under Sarbanes-Oxley and Dodd-Frank
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DISCLAIMER
• This document is intended to provide only general information
about the subject matter contained herein. It should not be treated
as a basis for formulating business and/or legal decisions without
individualized legal advice. In legal matters, no publication can take
the place of professional advice given with full knowledge of the
specific circumstances of each matter and the actual practices of
the individual, company or employer, as applicable. Similarly, all
accounting information contained in this document should be
considered general information that, as applied to any particular set
of facts, should be discussed with a knowledgeable accounting firm.
Neither the authors nor Chiesa Shahinian & Giantomasi PC makes
any representation or warranty, express or implied, as to the
completeness or utility of the information contained in this
document or assumes any liability of any kind whatsoever resulting
from the use or reliance upon its contents.
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THANK YOU!
Laurence M. Smith
Member, Corporate and Securities Group Co-Chair
Chiesa Shahinian & Giantomasi PC
973.530.2021
lsmith@csglaw.com

Adam B. Cantor
Member, Employee Benefits and Executive
Compensation Group Chair
Chiesa Shahinian & Giantomasi PC
973.530.2020
acantor@csglaw.com
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