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Golden parachute payments have long been a controversial topic.
These payments, typically occurring when a public company
undergoes a change-in-control, can result in huge windfalls for senior
executives and in some cases draw the ire of political activists and
shareholder advisory groups. Golden parachute payments can also
lead to significant tax consequences for both the company and the
individual. Strategies to mitigate these tax risks include careful design
of compensation agreements and consideration of noncompete
agreements to reduce the likelihood of additional excise taxes.

When planning for and structuring an acquisition, companies and
their advisors should be aware of potential tax consequences
associated with the golden parachute rules of Sections 280G and
4999 of the Internal Revenue Code. A change-in-control (CIC)
can trigger the application of IRC Section 280G, which applies
specifically to executive compensation agreements. Proper tax
planning can help companies comply with Section 280G and avoid
significant tax penalties.

Golden parachute payments usually

consist of items like cash severance Figure 1

CIC and termination of the executive’s employment are necessary
to trigger a payout.

Adverse tax consequences may apply if the total amount of parachute
payments to an individual exceeds three times (3x) that individual’'s
“Base Amount” The Base Amount is generally calculated as the
individual’s average annual W2 compensation over the preceding
five years.

As shown in Figure 1 below, if the (3x) threshold is met or crossed,
the excess of the CIC Payments over the Base Amount is referred to
as the Excess Parachute Payment. The individual is then liable for a
20% excise tax on the Excess Parachute Payment, and the employer
loses the ability to deduct the Excess Parachute Payment for federal
income tax purposes.

Several options exist to help mitigate the impact of the Section
280G penalties. One option is to design (or revise) executive

payments, accelerated equity-based
compensation, pension benefits,
special bonuses, or other types

Penalty NOT Penalty
lllustration of Section 280G Penalties Triggered Triggered

of payments made in the nature Base Amount (CEQ's 5-yr Avg. Comp.) $500,000 $500,000 A

of compensation. In a CIC, these Threshold (3x Base Amount) 1,500,000 1,500,000

payments are often made to the CEO

and other named executive officers ) )

(NEOs) based on agreements Hypothetical Change-in-Control Payments 1,499,999 1,500,000 B
negotiated and structured well

before the transaction event. In a Are CIC Payments = Threshold? No Yes

single-trigger structure, only a CIC Excess Parachute Payment (CIC Payment - Base) None 1,000,000 C=B-A
is required to activate the award and

trigger accelerated vesting on equity- Excise Tax Penalty to CEO (20% Excess) 0 200,000 C x 20%
based compensation. In this case, the Lost Corporate Tax Deduction (40% Excess) 0 400,000 C x40%

executive’s employment need not be
terminated for a payment to be made.
In a double-trigger structure, both a
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Threshold (3x Base Amount)

Hypothetical Change-in-Control Payments
- Exemption for Noncompete payments
Adjusted Total CIC Payments

Are CIC Payments > Threshold?
Excess Payment (CIC Payment - Base)

Excise Tax Penalty to CEO (20% Excess)

Lost Corporate Tax Deduction (40% Excess)

Total Additional Costs Due to Penalties

compensation agreements to include “best after-tax” provisions, in
which the CIC payments are reduced to just below the threshold only
if the executive is better off on an after-tax basis. Another strategy
that can lessen or mitigate the impact of golden parachute taxes is to
consider the value of noncompete provisions that relate to services
rendered after a CIC. If the amount paid to an executive for abiding
by certain noncompete covenants is determined to be reasonable,
then the amount paid in exchange for these services can reduce the
total parachute payment.

According to Section 1.280G-1 of the Code, the parachute payment
“does not include any payment (or portion thereof) which the
taxpayer establishes by clear and convincing evidence is reasonable
compensation for personal services to be rendered by the disqualified
individual on or after the date of the change in ownership or control”
Further, the Code goes on to state that “the performance of services
includes holding oneself out as available to perform services and
refraining from performing services (such as under a covenant not to
compete or similar arrangement).”

Figure 2 illustrates the impact of a noncompete agreement exemption
on the calculation of Section 280G excise taxes.

How can the value of a noncompete agreement be reasonably and
defensibly calculated? Revenue Ruling 77-403 states the following:

“In determining whether the covenant [not to compete] has
any demonstrable value, the facts and circumstances in the
particular case must be considered. The relevant factors
include: (1) whether in the absence of the covenant the
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400,000 0 Cx40%
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covenantor would desire to compete with the covenantee;
(2) the ability of the covenantor to compete effectively with the
covenantee in the activity in question; and (3) the feasibility,
in view of the activity and market in question, of effective
competition by the covenantor within the time and area
specified in the covenant.”

A common method to value noncompete agreements is the “with or
without” method. Fundamentally, a noncompete agreement is only
as valuable as the stream of cash flows the firm protects “with” an
agreement compared to “without” one. Cash flow models can be
used to assess the impact of competition on the firm based on the
desire, ability, and feasibility of the executive to compete. Valuation
professionals should consider factors such as revenue reductions,
increases in expenses and competition, and the impact of employee
solicitation and recruitment.

Mercer Capital provides independent valuation opinions to assist
public companies with IRC Section 280G compliance. Our opinions
are well-reasoned and well-documented, and have been accepted
by the largest U.S. accounting firms and various regulatory bodies,

including the SEC and the IRS.

Lucas M. Parris, CFA, ASA
parrisl@mercercapital.com
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The senior staff of Mercer Capital attends and presents at numerous industry and professional conferences. If you are attending as well, please let us know

so we can connect with you.

Unlocking Private Company Wealth:
ATutorial for Business Advisers
Webinar sponsored by

The American Society of Appraisers

February 24, 2015

Chris Mercer, CEO, will present the webinar
“Unlocking Private Company Wealth: A Tutorial
for Business Advisers.”

Chris Mercer » mercerc @ mercercapital.com

Professional ESOP Forum
Sponsored by the ESOP Association
February 26-27, 2015

New Orleans, LA

Tim Lee, Managing Director, will attend this
forum.

Tim Lee » leet@mercercapital.com

NFP Strategy Summit
March 9, 2015
Orlando, FL

Chris Mercer, CEO, will present “Unlocking
Private  Company Wealth: A Tutorial for
Business Advisers.”

Chris Mercer » mercerc @ mercercapital.com
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Spring Workshop &

Awards Dinner

Sponsored by the New South Chapter
of the ESOP Association

March 26, 2015

Atlanta, GA

Nick Heinz, Senior Vice President, will attend
at this event.

Nick Heinz » heinzn @ mercercapital.com

National Center for Employee
Ownership 2015 Annual
Conference

April 21-23, 2015

Denver, CO

Nick Heinz, Senior Vice President, and Travis
Harms, Senior Vice President and Co-Trustee
of Mercer Capital’'s ESOP, will attend the
conference.

Nick Heinz » heinzn @ mercercapital.com
Travis Harms » harmst@ mercercapital.com

2015 Business Valuation Seminar
Sponsored by the Philadelphia Chapter of the
American Society of Appraisers

April 24, 2015

Plymouth, PA

Chris Mercer, CEO, will present “Unlocking
Private Company Wealth: A Tutorial for
Business Advisers.”

Chris Mercer » mercerc @ mercercapital.com

Family Business Summit
Sponsored by Mass Mutual
April 25, 2015

Las Vegas, NV

Chris Mercer, CEO, will present “Unlocking
Private  Company Wealth: A Tutorial for
Business Advisers.”

Chris Mercer » mercerc @ mercercapital.com

2015 Business Valuation
Conference

Sponsored by the New York Society of CPAs
May 19, 2015

New York, NY

Chris Mercer, CEO, will present “Unlocking
Private Company Wealth: A Tutorial for
Business Advisers.”

Chris Mercer » mercerc @ mercercapital.com

Unlocking Private Company Wealth:
A Tutorial for Business Advisers
Teleconference sponsored by Society of
Financial Service Professionals

May 20, 2015

Chris Mercer, CEO, will present the webinar
“Unlocking Private Company Wealth: A Tutorial
for Business Advisers.”

Chris Mercer » mercerc @ mercercapital.com
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Contact Us

Mercer Capital’'s ability to understand and determine the value
of a company has been the cornerstone of the firm’s services
and its core expertise since its founding.

Mercer Capital is a national business valuation and financial advisory firm founded in 1982. We
offer a broad range of valuation services, including corporate valuation, gift, estate, and income
tax valuation, buy-sell agreement valuation, financial reporting valuation, ESOP and ERISA
valuation services, and litigation and expert testimony consulting. In addition, Mercer Capital
assists with transaction-related needs, including M&A advisory, fairness opinions, and strategic
alternatives assessment.

We have provided thousands of valuation opinions for corporations of all sizes across virtually
every industry vertical. Our valuation opinions are well-reasoned and thoroughly documented,
providing critical support for any potential engagement. Our work has been reviewed and
accepted by the major agencies of the federal government charged with regulating business
transactions, as well as the largest accounting and law firms in the nation on behalf of their clients.

Contact a Mercer Capital professional to discuss your needs in confidence.

Timothy R. Lee, ASA Nicholas J. Heinz, ASA

901.322.9740 901.685.2120

leet@mercercapital.com heinzn @mercercapital.com

Matthew R. Crow, CFA, ASA Z. Christopher Mercer, CFA, ASA, ABAR
901.685.2120 901.685.2120

crowm@mercercapital.com mercerc @ mercercapital.com

Travis W. Harms, CFA, CPA/ABV
901.322.9760
harmst@ mercercapital.com

Mercer Capital www.mercercapital.com
5100 Poplar Avenue, Suite 2600

Memphis, Tennessee 38137

901.685.2120 (P)

VALUE MATTERS™. This newsletter, published 6 times per year, addresses gift & estate tax, ESOP, buy-sell agreement, and transaction advisory topics of interest to estate planners and
other professional advisors to business. For other newsletters published by Mercer Capital, visit www.mercercapital.com.
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Those interested in specific guidance for legal or accounting matters should seek competent professional advice. Inquiries to discuss specific valuation matters are welcomed. To add your
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MERCER
CAPITAL

BUSINESS VALUATION &
FINANCIAL ADVISORY SERVICES

Services for
Estate Planners & Wealth Managers

GIFT, ESTATE, AND INCOME TAX COMPLIANCE VALUATION SERVICES

Mercer Capital has been providing valuations for tax compliance since 1982. Our opinions are well-reasoned and thoroughly-
documented. Mercer Capital’s internal review and quality control processes are designed to generate expedited results that minimize
common mistakes in process and analysis, particularly in situations where service and delivery needs are high. Mercer Capital also
offers a diversity of services to its clients, including efficient fees for the valuation of partnership and LLC interests, as well as the most
comprehensive services for complex entities and business models.

TRANSACTION ADVISORY SERVICES

In addition to our corporate valuation services, Mercer Capital provides investment banking and transaction advisory services to a
broad range of public and private companies and financial institutions. We leverage our historical valuation and investment banking
experience to help you and your clients navigate the transaction process, providing timely, accurate and favorable results. We have
significant experience advising estate planners, wealth managers, boards of directors, management, trustees, and other fiduciaries
of middle-market public and private companies in a wide range of industries. Services include:

e Transaction Advisory Consulting e Strategy Options for Managing Private Company Wealth
* Dividend Policy for Private Companies ¢ Leveraged Dividends and Leveraged Share Repurchases
e ESOP Advisory Services ¢ Buy-Sell Agreement Consulting

¢ Fairness Opinions ¢ Solvency Opinions

* M&A Representation

VALUATION AND ADVISORY GROUP

Z. Christopher Mercer, ASA, CFA, ABAR Matthew R. Crow, ASA, CFA
mercerc @ mercercapital.com crowm@mercercapital.com
Timothy R. Lee, ASA Nicholas J. Heinz, ASA
leet@mercercapital.com heinzn@mercercapital.com

Jeff K. Davis, CFA Andrew K. Gibbs, CFA, CPA/ABV
jeffdavis @ mercercapital.com gibbsa@mercercapital.com

MERCER CAPITAL 5100 Poplar Avenue, Suite 2600, Memphis, TN 38137

901.685.2120 | www.mercercapital.com
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MERCER CAPITAL’S CAPITAL

BUSINESS VALUATION &

Industry Coverage

Mercer Capital’s industry publications are featured below. Having built a substantial client base in various industries, we have formalized our research
efforts to provide a regular, detailed overview of pertinent issues and relevant current events in each covered industry. These industry newsletters also
offer a regular perspective on valuation issues pertinent to various industry groups and sectors.
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