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IRS Releases Shocking 162(m) Private Letter Ruling

February 7, 2008

In Private Letter Ruling 200804004 dated September 21, 2007 (but just released on
January 25, 2008), the IRS ruled that employment agreement terms providing for the
accelerated vesting of performance-based equity awards upon termination of the
executive by the company without cause or termination by the executive for good reason,
would cause the awards to fail to satisfy 162(m)’s performance-based exception, even if
the accelerated vesting is never triggered.

The ruling concluded: “The provision in the Agreement allowing for payment of
performance share or performance unit awards under the Plan upon Executive’s
termination by Company without cause or by Executive with good reason does not meet
the exception in section 1.162-27(e)(2)(v) of the regulations that allows compensation to
be payable upon death, disability or change of ownership or control. Thus, compensation
paid to Executive with respect to performance share or performance unit awards is not
payable solely upon attainment of a performance goal, for purposes of section
162(m)(4)(C) of the Code.”

Who this ruling affects: Companies who make full-value equity-based performance
awards intended to qualify under Section 162(m) where those performance awards will
accelerate and be paid in full, or *“at target,” regardless of the performance actually
achieved by the company if the executive is terminated without cause by the company (or
terminates for good reason). These accelerated vesting rights may arise either through
separate employment agreements or through the award itself; though in our experience,
most award agreements themselves do not grant these rights. It may also affect those
employees who would stand to receive a full cash bonus in the event of an involuntary or
constructive termination. The effect of the ruling is the loss of a federal tax deduction by
the company; there is no effect on the executive.

Is the ruling binding? Generally, a private letter ruling can only be relied upon by the
taxpayer who receives it; however, the ruling reflects the current position of the IRS
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regarding these types of arrangements. As a result, the ruling should be considered when
drafting new performance-based awards. The ruling also may affect determinations
under the “more likely than not” thresholds of the FIN 48 analysis for financial

accounting purposes.

If you have any questions about this Executive Compensation Alert, or would like any
additional information, please contact any Bass, Berry & Sims attorney in the Executive

Compensation Practice.

* * k% * %

Richard Barry 615-742-6230
Curtis Fisher 615-742-7892
Bryan Metcalf 615-742-6212
Fritz Richter 615-742-6256
Todd Rolapp 615-742-6288

rbarry@bassberry.com
cfisher@bassberry.com
bmetcalf@bassberry.com
frichter@bassberry.com
trolapp@bassberry.com

The materials contained herein have been abridged from the statutory sources and should not be construed or relied upon for legal
advice. Readers are urged to consult legal counsel concerning particular situations and specific legal questions.

To ensure compliance with requirements imposed by the IRS, we inform you that this message is not intended to be used, and cannot be
used, by the addressee or any other person for the purpose of avoiding penalties that may be imposed under the Internal Revenue Code.

315 Deaderick Street = Suite 2700 = Mashville, TH 37238-3001 = (615} 742-6200
The Tower at Peabody Place = 100 Peabody Place, Suite 800 « Memphis, TH 38103-3672 « (801} 543-5800
1700 Riverview Tower = 300 5. Gay Street » Knoxville, TH 37902 = (B65) 521-6200

www.bassberry.com




