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The pace of acquisitions, mergers, and changes of control seems to be quickening, a development that should alert practitioners 
to look out for situations that may involve golden parachute payments. That includes being sensitive to possible parachute 
payment situations as potential transactions are being discussed. If excess parachute payments are possible, the practitioner can 
help the client plan to minimize the income and excise tax effects on the participants in those transactions. Tools are now 
available that can help.  

Regulations covering golden parachute payments became effective January 1, 2004, and the IRS released a Market Segment 
Specialization Program (MSSP) audit guide covering those payments earlier this year. Most recently, the IRS released a revenue 
ruling highlighting the inconsistency between its disregard of section 83(b) elections for when golden parachute payments are 
deemed received and its respect for those elections in determining what stock is outstanding when measuring a golden parachute 
change of control.  

 
The Closely-Held-Business Exclusion 

 
Golden parachute payments, in tax parlance, are those for which the employer is allowed no deduction because of section 280G 
and on which the recipient incurs a 20 percent excise tax under section 4999. As the conference committee explained when those 
sections entered the code as part of the Deficit Reduction Act of 1984, a potential parachute payment is "any payment (1) in the 
nature of compensation (including payments to be made under a covenant not to compete or similar arrangement), (2) to (or for 
the benefit of) a 'disqualified individual,'1 (3) if such payment is contingent on a change in the ownership or effective control of a 
corporation." The payment that meets those three requirements is then a parachute payment to the extent it exceeds a base 
amount that is three times the individual's average annual compensation in the five-year period preceding the change in control.2 

Because the 1984 legislation was designed to deal with corporate abuses that were well-publicized and involved publicly traded 
corporations, there is a widespread belief among key people in closely held businesses, and sometimes their professional 
advisers, that the parachute payment rules concern only publicly held corporations. That assumption can be dangerous for a tax 
practitioner. It is true that section 280G applies only to corporations -- which, however, includes passthrough entities that have 
elected corporate treatment. It is also true that small-business corporations, as defined in section 1361 (except that the ban on 
nonresident alien shareholders does not apply), are excluded from section 280G. The regulations make clear that a corporation 
need not make an S election to be a small-business corporation for that purpose, but it must be qualified (except for the 
nonresident alien shareholder requirement) to make the election.  

Start-Up and Early-Stage Potential IPOs and Acquisition Candidates  

Many start-up and early-stage corporations cannot meet the section 1361 requirements, usually because they are C corporations 
with corporate or partnership shareholders, or have a second class of stock, or have over 100 shareholders. There is even an 
exclusion for those corporations, however. If their stock is not readily tradable on an established securities market, those 
corporations that cannot qualify for the small-business corporation exclusion won't be subject to section 280G as to payments 
made if those payments are authorized or ratified by the shareholders. That requires the yes vote of 75 percent of the voting 
power immediately before the change of control that triggers section 280G. It also requires that there be adequate disclosure in 
connection with that 75 percent vote as to the material facts about the material payments to disqualified persons that would 
otherwise be parachute payments.  

The 75 Percent Vote  

The first practical problem with the provision is that the payments involved may have been authorized under a contract not 
approved by the shareholders, or not approved by the persons who are shareholders immediately before the ownership change 
(for instance, because of the addition of new shareholders since approval of the original contract). For the 75 percent approval 
exception to apply, however, the payment being approved must be made contingent on that approval, according to reg. section 
1.280G-1, Q&A 7. If an executive with a valid contract approved some years ago before stockholder changes took place declines 
to submit the contract for later shareholder approval, the regulations would give those payments sections 280G and 4999 
treatment. The company can attempt to finesse that by inserting a clause into the executive's contract requiring that in the event of 
a prospective ownership change triggering the applicability of the golden parachute rules to the contract, the contract will be 
submitted to, and require the votes of, 75 percent of the then-shareholders or the payments won't be made. That will also be a 



difficult provision to sell to an executive.  

Another practical problem with the 75 percent requirement is that stock actually or constructively owned (using the attribution rules 
of section 318(a)) by a disqualified person who is to receive parachute payments affected by the vote cannot be counted as 
outstanding stock and cannot be part of the 75 percent. So, for example, if the founder of a business still retains 40 percent of the 
stock and has a contract providing him with substantial additional stock during a change of control, the owners of the remaining 60 
percent will get to decide whether those arrangements will be ratified and the value of those additional shares will not subject the 
founder to the 20 percent excise tax of section 4999. When enough of the other shareholders are unhappy with the founder's 
financial arrangements, they can block approval -- and if the founder has 40 percent of the stock, shareholders with anything more 
than 15 percent of the total stock will constitute more than 25 percent of the stock eligible to be considered.  

If all of the shareholders are disqualified persons who would be affected by the vote after applying section 318(a), no 75 percent 
ratification could ever take place. Reg. section 1.280G-1 Q&A 7(b)(4) provides that in that situation, all of the stock owned by 
those persons is counted as outstanding stock.  

The Section 83(b) Election  

What about the effect if a section 83(b) election has been made as to restricted stock and testing whether an ownership change 
has occurred for section 280G purposes is involved? That is addressed by Rev. Rul. 2005-39, 2005-27 IRB 1, (see Doc 2005-
13073 [PDF] or 2005 TNT 116-9 ). What we will call Sun Corp. and Moon Corp., both with readily tradable stock, merged on 
February 20, 2005, to form Twilight Corp. Other than for restricted employee stock, it was a merger of equals. The vested 
shareholders of Sun and Moon received 50 percent, respectively, of the stock of Twilight. However, Sun and Moon both had 
employee stock plans for which none of the stock had vested as of the merger date but for which all employees had made section 
83(b) elections. The Sun employees' stock had a fair market value of $3x and the Moon employees' stock, $2x.  

An ownership change for section 280G purposes occurs on the date that any one person, or more than one person acting as a 
group, acquires ownership of stock of a corporation that, together with stock already held by that person or group, possesses 
more than 50 percent of the total fair market value or total voting power of the stock of the corporation. Section 318 rules apply in 
determining ownership by attribution. Persons are considered to be acting as a group for that purpose if they own stock in a 
corporation that merges with another corporation. There is, however, no change of ownership or control under the regulation when 
there is a transfer to an entity that is, immediately after the transfer, controlled by the shareholders of the transferring corporation.  

If the unvested employee stock is not treated as outstanding, there is no change in ownership for section 280G purposes and thus 
no triggering of the parachute payment rules. That is because the Sun group and the Moon group of shareholders each own 
exactly 50 percent of the stock in Twilight -- no more. However, if the holders of unvested employee stock are treated as Sun and 
Moon shareholders, respectively, because of the section 83(b) elections, the Sun shareholders have acquired more than 50 
percent of Twilight and hence of Moon, and, as to Moon, there has been a change of ownership for section 280G purposes.  

Section 83(b) Ignores Risks of Forfeiture  

Section 83 postpones the recognition of income to recipients of property subject to restrictions or to risks of forfeiture, and it 
postpones the allowance of deductions to employers receiving services for which the property is being issued as compensation. 
That postponement generally is to the year when the restrictions or forfeiture risks lapse or are removed. What section 83(b) does 
in the context of section 83 is to allow the taxpayer receiving stock (or other property) to elect to include in income the excess, if 
any, of the fair market value of what is being received (measured regardless of restrictions or risks of forfeiture) over the purchase 
price, determined in the year the stock or other property was received. That way, especially when the "excess" is little or nothing, 
there is no income tax consequence to the employees in the later year when the restriction or risk of forfeiture is removed. If the 
employee makes a section 83(b) election, in other words, the employer's deduction, if any, is taken for that election year in which 
the employee has income, and no deduction is allowed the employer in the later year when, for example, restrictions are removed 
as the result of a change of control.  

Assume an executive, brought in by the founder to groom the company to make it an attractive acquisition candidate, is offered a 
substantial amount of restricted nonvoting preferred stock at book value, convertible into unrestricted common stock if there is a 
change in control. The executive makes a section 83(b) election showing no excess at the time of purchase and hence no income. 
Five years later, he implements a sale of the company to a much larger one. In the sale, his restricted stock is bought by the 
acquirer at the same price per share as the rest of the stock, the restrictions having lapsed because of the acquisition. Absent 
something else, there would be no ordinary income tax consequence to that executive from the removal or modification of the 
stock restrictions. He would have long-term capital gain for the excess of the price received over the tax basis, based on the 
amount originally paid for the stock.  

Reg. section 1.83-2 is explicit on that treatment, stating that "if this election is made, the substantial vesting rules of section 83(a) 
and the regulations thereunder do not apply with respect to such property, and except as otherwise provided in section 83(d)(2) 
and the regulations thereunder (relating to the cancellation of a nonlapse restriction), any subsequent appreciation in the value of 
the property is not taxable as compensation to the person who performed the services." (Emphasis added.) Having made a 



section 83(b) election, in other words, the restrictions are disregarded and their removal, modification, or extension has no federal 
income tax effect. The executive's disposition of the stock would result in capital gain and not be treated as compensation, and the 
company would have no deduction in any year but the year of the section 83(b) election.  

The Section 280G Regs' 'Phantom Income'  

There is something else, however. Section 280G defines what it labels "excess parachute payments" and denies any deduction 
for them. Section 4999 imposes a 20 percent excise tax on the recipient of any excess parachute payment and cross-references 
to section 280G for the definition of an excess parachute payment. The executive in our example is a disqualified individual, and 
the removal of the restrictions and concurrent sale of the stock would be treated as compensation in the absence of the section 83
(b) election.  

Section 280G itself makes no reference to section 83(b). Its stated purpose and only direct effect is to deny the company any 
income tax deduction through removal of the restrictions. When section 280G was enacted, section 83 had been in place for 15 
years, and it was more than clear that a transferor would not be entitled to any deduction when a section 83(b) election had been 
made by the transferee. Congress must have been aware of that. Because the sole direct purpose and effect of section 280G was 
to deny a deduction, there would be no purpose in covering a section 83(b) situation and little logic in assuming Congress would 
pass legislation intended to deny a deduction when none would be allowed anyway.  

Section 280G(e) provides that the Treasury Department "shall prescribe such regulations as may be necessary and appropriate to 
carry out the purposes of this section." There is no corresponding subsection in section 4999, nor have any regulations ever been 
proposed under section 4999. Yet Treasury, in the section 280G regulations, took the position that an election made by a 
disqualified individual under section 83(b) would be disregarded for section 280G purposes in determining the amount and timing 
of the receipt of payments in the nature of compensation. See reg. section 1.280G-1, A-12(b). Even though the individual, as a 
result of making the section 83(b) election, recognized income on receipt of the property and not on the lapse of the restrictions, 
and even though the transferor would get no income tax deduction anyway at the time the restrictions terminate, the regulations 
ignore both that prior recognition and that lack of current transferor deductibility. Thus, the regulations expand the statute to 
embrace situations in which the transferor is not entitled to a deduction anyway and the provision being added contributes nothing 
to the disallowance purpose of section 280G.  

In Rev. Rul. 2005-39, the revenue shoe is on the other foot. If the restricted stock that was subject to the section 83(b) elections is 
not considered as stock in measuring the change in control, neither Sun nor Moon would have had a change in ownership. But 
taking the restricted stock into account, Sun's shareholders received more than 50 percent of Twilight's stock in the merger, so 
Moon has had a change of control. The ruling concludes that the section 83(b) stock must be treated as outstanding stock for 
measuring the change in control. It explains the apparent contradiction between the position on section 83(b) elections for finding 
income subject to the 20 percent excise tax of section 4999 and the ruling's conclusion as to section 83(b) when it comes to 
measuring changes in control:  

 
The position in section 1.280G-1, Q&A-12(b) was adopted, in part, because the legislative history provides that all transfers 
of property are to be valued for purposes of the golden parachute rules. See H.R. Conf. Rep. No. 98-861, 98th Cong. 2d 
Sess. at 851 (1984), 1984-3 C.B. (Vol. 2) 851; Joint Committee on Taxation Staff, General Explanation of the Revenue 
Provisions of the Deficit Reduction Act of 1984, 98th Cong. 2d Sess. (1984) at 203. The vesting of payments contingent on 
a change in control frequently provides substantial benefits to an individual without regard to whether an election under 
section 83(b) has been made. This concern, however, is not present when determining whether a change in ownership or 
control has occurred. 

. . . .  

In determining whether a change in ownership or control has occurred, section 1.280G-1, Q/A-27(c) generally implements 
an expansive rule for determining the shares treated as owned by an individual, treating, for example, shares subject to a 
vested option as owned by the holder of the option. Accordingly, an employee should be considered the owner of unvested 
shares of restricted stock for which an election under section 83(b) has been made for purposes of section 1.280G-1, Q/A-
27 because the regulations under section 83(b) treat stock transferred to an employee in connection with the performance 
of services as substantially vested when the employee makes an election under section 83(b), and the employee is 
considered the owner of the stock for that purpose. However, restricted stock with respect to which an election under 
section 83(b) has not been made is not considered outstanding for purposes of determining whether a change in ownership 
or control occurred. 

 
The ruling also noted, without analysis, something else about the restricted stock on which a section 83(b) election has been 
made. It is treated as outstanding stock when testing whether an employee who is neither an officer nor highly compensated is 
nevertheless a disqualified person under the regulations because of ownership of 1 percent or more of the stock.3 



Nine Steps to Determining Excess Parachute Payments  

On April 13, 2005, the IRS released an MSSP Golden Parachute Audit Techniques Guide, (see Doc 2005-7773 [PDF] or 2005 
TNT 77-25 ). It includes reporting requirements for golden parachute payments. For employees, those payments go on the 
Form W-2. The W-2 should show the amount of the payment, the amount of any taxes withheld, and the total amount of the excise 
tax to be paid by the employee. That excise tax should be included in total taxes on Form 1040. Payments to nonemployees go 
on Form 1099-Misc in Box 7. The parachute payments subject to section 4999, which are already a part of the Box 7 total, go in 
Box 13, "Excess golden parachute payments." But how should the work that must be done to arrive at those amounts be 
structured?  

The MSSP provides nine steps for the revenue agent to follow in making a parachute examination that can easily be modified to 
serve as a work program or checklist for a practitioner whose corporate or individual client may be facing a golden parachute 
situation:  

 
(1) Determine whether there has been a change in ownership or control; 

(2) Establish who are disqualified individuals;  

(3) Determine each disqualified individual's base amount and multiply it by three to establish the safe harbor amount;  

(4) Determine what payments in the nature of compensation that were made to each disqualified individual were contingent 
on the change in ownership or control;  

(5) Determine whether any of the payments that were contingent on the change of ownership or control because of 
acceleration can have the contingent portion reduced under the regulations;  

(6) Reduce each parachute payment by whatever portion the taxpayer establishes with "clear and convincing evidence" is 
reasonable compensation for services to be rendered on or after the change of ownership or control;  

(7) Determine the present value of the contingent payment, as reduced by steps 5 and 6, to determine whether the 
aggregate present value of all the payments equals or exceeds the safe harbor amount (Step 3);  

(8) If the present value of the contingent payment exceeds the safe harbor amount (Step 7), determine whether the 
taxpayer has shown with clear and convincing evidence that a portion of the payment is reasonable compensation for 
services rendered before the change in ownership or control; and  

(9) Calculate the excess parachute payment by subtracting from each parachute payment the greater of the allocable base 
amount or the reasonable compensation of Step 8. 

 
Conclusion 

The financial consequences to the corporation making golden parachute payments can be substantial; the consequences to the 
people receiving the payments can be disastrous. Take the example of an executive entitled to a $5 million bonus, all of which 
would be an excess parachute payment, as the result of an IPO. Eight years earlier, when the corporation was just commencing, 
the board had adopted a repayment provision in its bylaws requiring that any payments made to corporate officers that were 
disallowed as tax deductions by the IRS had to be repaid to the corporation. The executive was one of the shareholders at the 
time that provision was adopted, and the contract under which the $5 million bonus is being paid said it was subject to the 
provisions of the bylaws. The executive receives the $5 million and reports it as income. No one recognizes the golden parachute 
problem. The IRS audits the corporate and individual returns. The $5 million deduction is disallowed to the corporation under 
section 280G, and a 20 percent excise tax is assessed against the individual under section 4999. The new CEO of the corporation 
then proceeds to demand that the executive return the $5 million.4  

The golden parachute rules have been in the tax law since 1984. They are complex, and most tax practitioners either have 
encountered few golden parachute situations or haven't recognized them when they did. It took 20 years for the IRS to put in 
place the regulations dealing with this complex area. Earlier this year, the Service released an MSSP audit guide covering golden 
parachute payments. Tax practitioners cannot afford to ignore the potential application of the regulations by revenue agents 
guided by the MSSP, and practitioners now have tools to work with, complex though the subject may be.  

 
FOOTNOTES 

 
1 Section 280G(c) defines a disqualified individual to include officers, shareholders, or "highly compensated" individuals -- while 



"highly compensated" embraces the highest paid 1 percent of the employees of the corporation or, if less, the highest paid 250 
employees of the corporation. It also covers employees or independent contractors who own at least 1 percent of the corporation's 
stock. 

2 The disallowance is only to the extent the payment exceeds reasonable compensation for either undercompensated services 
rendered before the change or services to be rendered after the change. Recognizing that a potential parachute situation may 
exist permits making efforts to document undercompensated service situations.  

3 See supra note 1. 

 

4 If the corporation does not demand repayment, the executive has $5 million of debt forgiveness income. We have commented 
on such repayment agreements before, as in "Unreasonable Compensation and the Role of the Tax Practitioner," Tax Notes, Oct. 
18, 2004, p. 331, where we said: "While some advisers routinely recommend repayment agreements as standard bylaw and 
employment agreement provisions for closely held corporations and their shareholder-officers, we would suggest that tax 
practitioners make sure their clients understand the implications and ramifications of those agreements before entering into them. 
In our experience, those usually turn out to be more of a tax quagmire than a constructive tax strategy."  

 
END OF FOOTNOTES 
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