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4.	 The instrument is legally enforceable under 
state law.  

5.	 The S corporation is not an obligor or 
co-obligor on the note issued by the 
shareholder to the primary lender in a back-
to-back situation. A guarantee or pledge of 
corporate assets is not to be considered as 
making the company an obligor. 

6.	 Interest and principal payments are made 
pursuant to the agreement, i.e., the company 
pays the shareholder, and the shareholder 
pays the primary lender (if mistakes are 
made and direct payment is made, the books 
and records are adjusted and appropriate 
information reporting forms are filed).  

7.	 Loans are reported appropriately on tax 
returns and year-end financial statements, 
if any, of the company and shareholder.

These criteria are more extensive than those 
of the straight debt safe harbor of Code Sec. 
1361(c)(5)(B), which are intended solely to ensure 
that debt does not create a second class of S 
corporation stock. Given that the sole purpose 
of this new debt safe harbor is to ensure that a 
shareholder receives an increase in his debt basis, 
the AICPA admits it doesn’t cover all situations. 
Factual situations outside the safe harbor would 
be judged on all the facts and circumstances. 

Here are a few examples from the AICPA of 
what they have in mind:

Example 1—Back-to-Back Loans Involving 
Unrelated Third Party Lenders. Bank lends 
$100,000 to Individual A at commercially 
reasonable rates and terms (the “X Bank 
Loan”). Individual A immediately lends the 
funds to Corporation L, an S corporation, 
in the form of debt for use as working 
capital. The terms of the loan from A to L are 
also commercially reasonable. The payments 

of the X Bank Loan to A are made by A 
according to the terms. If the shareholder debt 
otherwise meets all requirements of the safe 
harbor, Individual A would have an increase 
in adjusted basis in debt of $100,000 under 
section 1366(d)(1). 

Example 2—Substituted or Subrogated Debt. 
A, an S corporation, is owned by shareholders 
B and C. A has borrowed $500,000 from Bank. 
Subsequently, shareholders B and C substitute 
personal notes with the bank for A’s corporate 
note with the bank such that the corporation 
now owes B and C $500,000, and B and C 
owe the bank. The bank fully extinguishes 
the indebtedness of the corporation to the 
bank. If the shareholder debt otherwise meets 
all requirements of the safe harbor, the new 
shareholder loans should give rise to combined 
B and C debt basis of $500,000. 

Conclusion
It is too soon to say what will become of the 
AICPA’s comments. They seem to make sense, 
and they recognize that these issues have 
been litigated over and over again. Still, one 
part of the issue has more to do with taxpayer 
sloppiness than with anything else.

Indeed, it remains surprising just how ignorant 
some people are of these rules. More than 
a few tax practitioners have been forced to 
play Monday morning quarterback, looking at 
debt that is badly designed and implemented, 
where the goal is to insure that S corporation 
shareholders have sufficient basis to use losses. 
Often, practitioners are thrust into this role when 
it is arguably too late to do much about it.

Whatever happens to the AICPA’s plea for 
clarity here, we need more focus on the basics 
before these problems arise.

Golden Parachute Guidance
By Robert W. Wood • Wood & Porter • San Francisco

Golden parachute payments, one must admit, 
have a storied past. Golden parachute payments 
first came to prominence back in 1984 with the 
enactment of Code Sec. 280G, and the corollary 
excise tax enacted by Code Sec. 4999. Proposed 
Regulations were first released in 1989, and then 
re-proposed in 2002. They were finalized in 2003. 

The golden parachute label, along with the 
reciprocal golden handcuffs, features prominently 
in many business deals. Notably, these rules 
apply to private as well as public companies.

Chief Counsel Advice 200923031 (Feb. 2, 
2009) gives new guidance on the implications of 
these rules in the context of a reorganization.
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Just the Basics
A parachute payment isn’t entirely proscribed, 
but isn’t favored either. It incurs two extra tax 
burdens if it is of a certain size, being deemed 
“excess.” A parachute payment is a payment in 
the nature of compensation to (or for the benefit 
of) a disqualified individual that is contingent on a 
change in the ownership or effective control of the 
corporation, or in the ownership of a substantial 
portion of the corporation’s assets. If the payment 
has a present value of at least three times the 
disqualified individual’s base amount (generally 
the person’s average annual compensation for 
the five years before the change), the payment 
becomes an excess payment.

That makes the payment nondeductible to 
the extent it exceeds that base amount. [See 
Code Sec. 280G(b)(1).] The bad consequences 
come with a double whammy: not only is 
the payment nondeductible to the payer, but 
it also incurs an excise tax. The excise tax 
is assessed on the recipient of the excess 
parachute payment. The excise tax is 20 percent 
of the excess parachute payment, and it too is 
expressly made nondeductible.

“Disqualified individuals” are defined in a 
way one would expect. Generally, they include 
any employee, independent contractor or other 
person specified in regulations who performs 
personal services for a corporation, and who is 
an officer, shareholder or highly compensated 
individual. [See Code Sec. 280G(c) and Reg. 
§1.280G-1, Q&A-15 through Q&A-20.] “Highly 
compensated” is defined to mean anyone who 
is a member of the highest paid one percent 
of employees or, if less, the highest paid 250 
employees. [See Code Sec. 280G(c).]

Most of the niceties of golden parachute 
practice involve not merely cash payments 
but other types of consideration. In fact, 
cash is relatively straightforward. Other 
consideration is often confusing. The law is 
clear that payments may come in a variety 
of forms, and the restricted property rules of 
Code Sec. 83 are very much in the mix. For 
example, the vesting of options is treated as a 
payment in the nature of compensation. [See 
Reg. §1.280G-1, Q&A-13.]

Over the years, a considerable amount of 
attention has also been paid to triggering events. In 
general, a payment will be treated as contingent on 
an ownership or control change if it in fact would 

not have been made had no change occurred. 
This is so even if the payment is expressly 
conditioned upon another nonacquisition event. 
[See Reg. §1.280G-1, Q&A-22(a).]

New Guidance
You may think you have mastered these rules, 
and that you can spot a parachute payment 
when you see one. Nevertheless, CCA 
200923031 suggests that there are subtleties 
here or, more pejoratively, traps for the 
unwary. Essentially, this Chief Counsel Advice 
examines consideration in an acquisition. 
More particularly, it examines the extent to 
which the cancellation of nonlapse restrictions 
under Code Sec. 83, and/or the acceleration 
of vesting of unvested stock rights, constitute 
parachute payments.

In the ruling, a company maintained a 
stock rights plan for designated executives. 
The stock rights were options to purchase 
Class A Common at book value, and the 
right to purchase Class B Common at par 
value. Notably, the issuing corporation 
has rights and obligations under the plan 
to repurchase at book value the Class A 
Common (this is referred to as a “book value 
restriction”) and to repurchase the Class B 
Common at par value. 

A transaction is planned in which the 
corporation will be acquired by an unrelated 
third-party buyer. We are told that in this 
transaction, the book value restriction provided 
in the plan will be cancelled. As a result, the 
corporation’s shareholders will be entitled 
to receive fair market value for their Class A 
Common on the closing of the transaction. 
Moreover, certain unvested stock rights will 
become fully vested, and the stock rights and 
certain Class A Common will be cashed out.

The IRS concludes that the removal of the 
book value restriction with respect to the Class 
A Common is a non-compensatory cancellation 
of a nonlapse restriction under Code Sec. 83. 
Of course, that is good. It means that this 
cancellation will not require an amount to be 
included in the income of the executives. 

Furthermore, the IRS concludes that no 
portion of the consideration of the transaction 
payable with respect to the vested Class A 
Common is a parachute payment. The amount 
of the parachute payment attributable to the 
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acceleration of the vesting of the unvested stock 
rights, however, is determined by applying 
the regulations to the value of the stock rights 
at the time of vesting (taking into account the 
transaction consideration, not limited by the 
book value restriction).

What seems key about this ruling comes in 
the company’s representations to the IRS. The 
company represented that the cancellation of 
the book value restriction will affect all Class 
A Common and stock rights to acquire Class A 
Common. Moreover, the company represented 
that the cancellation is occurring pursuant a 
negotiated arm’s-length transaction. 

The company was even able to represent to the 
IRS that the executives who participate will not 
take a salary adjustment in connection with the 
cancellation. Finally, the company represented 
that it would not treat the cancellation of the 
book value restriction as a compensatory event. 

Saving Grace
Savings clauses are pretty common in various 
types of agreements. A golden parachute 

payment savings clause would typically operate 
as a stop-gap, to say that no matter what all 
of the other provisions in a compensation 
agreement may state, no “excess parachute 
payment” will be made. Some savings clauses 
may require an executive to repay any amount 
of compensation that ends up being viewed as 
an excess parachute payment. 

Note, however, that such “unring-the-
bell” provisions are less common with 
golden parachute payments than they are 
with regular old compensation that is later 
adjudged to be unreasonable. (An example 
of the latter type of savings clause is featured 
in Menards, Inc., No. 08-2125 (7th Cir. 2009) 
[see Robert W. Wood, Funny Money: Deducting 
Reasonable Compensation, M&A Tax Rep., Apr. 
2009, at 5], where the Seventh Circuit rejected 
the IRS’s arguments based on the savings 
clause). Far better than savings clauses, 
particularly of the repayment variety, is 
to avoid the problem from the start. CCA 
200923031 suggests ways to do that in the 
case of some acquisitions.




