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Golden Parachute Provisions
The rules contained in the Internal Revenue Code that prohibit employer tax deductions for payments to certain departing executives after 
a change in control of an organization have been expanded to prohibit deductions on account of an involuntary severance of employment 
of a “covered executive” in connection with any bankruptcy, liquidation or receivership of the employer. These rules generally prohibit 
tax deductions for severance payouts of three times annual pay or greater. Again, the prohibitions on deductions is narrowed from the 
current individuals defined under section 280G of the Internal Revenue Code to only “covered executives.”

The golden parachute provision excludes certain portions of current Internal Revenue Code section 280G, including arrangements (or 
amendments to arrangements) entered into one year prior to a “change in control,” amounts that the company establishes as reasonable 
compensation, exemptions for small businesses, and the treatment of the company as a controlled group.

The provision is also limited to covered executives whose employment is terminated either involuntarily by the company or in connection 
with a bankruptcy, liquidation or receivership of the company. The Secretary of the Treasury is to establish guidance so that a company 
cannot avoid this provision by mischaracterizing the termination of the covered executive.

Impact of These Provisions
It does not appear that the Act will have a long-lasting effect on executive compensation. The Act is limited to financial institutions 
currently in distress, but does not contemplate that the same issues that financial institutions currently face may in fact occur in other 
types of businesses. If Congress was serious about re-engineering executive compensation, it could have extended the performance 
period that section 162(m) affects to a longer period to ensure that long-term, rather than short-term, gains of a company are considered 
in tying compensation to performance. In addition, a company in distress does not necessarily consider the tax deduction expense 
when the company is operating at a net operating loss. Accordingly, the loss of a deduction may not have the punitive effect the Act 
contemplates. Furthermore, executive contracts often contain tax gross-up provisions for the 20% excise taxes imposed on executives, 
which would result in no punitive effect on executives who may incur a penalty tax in connection with a parachute payment. The Act could 
have disregarded any contract provision that provided for a tax gross-up for such penalties and/or could have levied further penalties in 
connection with a gross-up.

Financial institutions that are covered by the government’s assistance program will need to review current compensation practices. Even 
without a current clear mandate from the federal government as to what changes need to be made, each institution should inventory the 
areas that likely will need to be changed in light of the current legislative language. Further guidance will be needed, however, before 
the full impact of the Act can be assessed and all appropriate changes can be implemented.

Steven J. Friedman is Chair of Littler Mendelson’s Benefits Practice Group and a Shareholder in the New York office. Ellen N. Sueda is a Shareholder 
in Littler Mendelson’s San Francisco office. If you would like further information, please contact your Littler attorney at 1.888.Littler, info@littler.com, 
Mr. Friedman at sfriedman@littler.com, or Ms. Sueda at esueda@littler.com.

1 Note that although section 280G of the Internal Revenue Code is entitled “Golden Parachute Payments,” that section neither mentions, nor defines, “golden 
parachute payments.”


