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Executive Compensation Provisions in H.R. 1424 -
Emergency Economic Stabilization Act of 2008, and
Tax Extenders and Alternative Minimum Tax Relief Ad of 2008

The President signed on Friday, October 3, 2008738 billion financial bailout bill, H.R. 1424 —IP
110-343. H.R. 1424 contains significant executgenpensation provisions in Division A - the
Emergency Economic Stabilization Act of 2008 (tR@@ billion financial bailout bill), and in DivisinC
- the Tax Extenders and Alternative Minimum Taxi&eAct of 2008.

I Emergency Economic Stabilization Act of 2008 — Lintétions on Compensation of Senior
Executives of Financial Institutions Who Benefit

The Emergency Economic Stabilization Act of 200BESA”), also known as the Troubled Asset Relief
Program (“TARP?”), provides funds for the Treasuwnbuy mortgages or mortgage-backed securities
(“troubled assets”) in order to promote financiariet stability. It is effective until December,2D08,

or if extended, then for a maximum of two yearsrfrenactment. Like the earlier House version, which
was voted down on September 29, the bill contagrsfgcant limitations on compensation for execesv
of companies who benefit from this legislation.

A Where Treasury Makes Direct Purchases$rom the Financial Institutions of Troubled
Assets - Broad Executive Compensation Limits on Irentives for Top 5 Executives to
Take Excessive Risk, Clawback for Financial Irreguarities and Prohibition of Golden
Parachute Payments

Where the Treasury makes direct purchases fromaadial institution without any bidding
process and receives meaningful equity or debtasts in such institution, § 111(b) of
EESA provides that théreasury is directed to require that such financialinstitution
meet appropriate standards for executive compensath and corporate governance
This includes:

1 Limits on compensation for the “senior executiveséxclude incentives to take
unnecessary and excessive risk that threaten the ghthe financial institution
(EESA 8§ 111(b)(2)(A)). “Senior executives” is dedd as the top five highest paid

! Under section 111(b)(1) of Interim Final Rulestioe TARP Capital Purchase Program (CPP) (the “DRF¥im Final
Regulations”) were issued at 73 Fed. Reg. 6220201@8) http://frwebgatel.access.gpo.gov/cgi-
bin/PDFgate.cgi?WAISdocID=012365325466+5+2+0&WAlSat-retrieve &
http://www.ustreas.gov/initiatives/eesa/executivepensation.shtml,, the financial institution mugte, as a
condition to participate in the CPP, that no deidacivill be claimed for federal income tax purpofasremuneration
that would not be deductible if IRC § 162(m)(5)rev¢o apply to the financial institution. Thisrstiard applies even
though the financial institution is not subject§td62(m)(5) and only limits the amount of the dedurcthat may be
claimed. Thus, no deduction may be claimed for regnation during a taxable year for compensatioextess of
$500,000 for a SEO, and the special rules relatirtgferred deduction executive remuneration welgd apply.
Preamble to CPP Interim Final Regulations.



executives of (i) a public company whose compeosas required to be disclosed,
or (ii) of non-public company counterparts (EESABL(b)(3)). The limits on
compensation to exclude incentives to take unnacgssid excessive risk that
threaten the value of the financial institutioraigery amorphous standard and may
cause institutions to avoid performance-based cosgi®n entirely.

2 A clawback provision for the financial institutiéo recover bonuand incentive
compensation paid to a senior executive basedab@nsénts of earninggains, or
other criteria that are later proven to_be matlgriaaccurat EESA §
111(b)(2)(B))

3 A prohibition on the financial institution makingiagolden parachute paymeot
its senior executives during such period (EESA 1)2)(C)). “Golden
parachute” is not defined in EESA, although predhbisnehe Treasury will look to
the definition of “excess parachute payment” irefnal Revenue Code § 280G
(although it may include even parachutes that deroeed three times their annual
compensation].

4 These standards continue for the period that teastiry holds any equity or debt in
the institution.

5 Direct purchases (rather than auctions) are gdwperait of the Treasury’s Capital
Purchase Program (“CPP”). Interim Final Rules wssaes for the TARP Capital
Purchase Program at 73 F.R. 62205 (Oct. 20, 2008).

The “CPP Interim Final Regulations adds Q&As @0CFR Part 30 § 30, which among other things, reghie
financial institution’s compensation committee dertify the features in the financial institutiorssnior executive
officer’s (SEQ’s) incentive compensation arrangetsd¢mat could lead SEOSs to take unnecessary aresgxe risks.
The compensation committee must review the SEGhin@ecompensation arrangements with the senibrafificers
to ensure that SEOs are not encouraged to takerisish Such review must be promptly and in no ecaese than 90
days after the purchase under the CPP. The comjp@msommittee must also meet at least annuatly thie senior
risk officers to review the relationship betweeg fimancial institution’s risk management policasl practices and
the SEO incentive compensation arrangements. litiatldcompensation committee must certify thdtais completed
the reviews of the SEO incentive compensation gearents as outlined above. 30 CFR § 30.3

With respect to § 111(b)(2)(B), the CPP InterimalF Regulations provide in § 30.6 that the SEOusoand incentive
compensation paid during the period that the Trgesolds an equity or debt position acquired urtderCPP must be
subject to recovery or “clawback” by the finandratitution if the payments were based on materiathccurate
financial statements and any other materially ineate performance metric criteria, similar to sgetB04 of the
Sarbanes-Oxley Act of 2002.

Re, § 111(b)(2)(C) of EESA, the CPP Interim Findés prohibit a financial institution from makiagy golden
parachute payment to a SEO during the period teastiry holds an interest under the CPP. Goldecipate
payment is calculated in the same way as underSIREBOG as applied with new paragraph (e) . Thgs|den
parachute payment means any payment in the natamrpensation to (or for the benefit of) a SEO enad account
of an applicable severance from employment to xtené the aggregate present value of such payneepiess or
exceeds an amount equal to three times the SEG&draount. The term “base amount” for a SEO ham#aning
set forth in IRC § 280G(b)(3) and Treas. Reg. 80&-1, Q&A-34 (except that references to “changavimership or
control” are treated as referring to an “applicad#gerance from employment”).



B Where $300 Million of Financial Institution’s Troubled Assets Purchagd in Auction -
No New Golden Parachutes

1 New Employment Agreements May Not Contain Goldera€tautes Where the
troubled assets of the institution are purchdsethe Treasury through an auction
and the purchases exceed $300 mil(imeluding direct purchases), EESA § 111(c)
provides that the Treasury is directed to provit® hew employment agreements
may not contain golden parachutes in the evemafluntary termination,
bankruptcy, insolvency or receivership

Auction purchases are not defined in EESA, but3{(lijlof EESA provides that the
Treasury shall make purchases maximizing the eficy of the use of taxpayer
resources by using market mechanisms, includingamgcor reverse auctions. In a
reverse auction, many potential sellers would Inidhi@ price to be accepted by the
government, and the lowest bidders would win.

Where troubled assets bought in auction are $30i@mor less, no restrictions
under EESA apply.

2 Sunset This provision will sunset once the Troubled &sRelief Program expires
(December 31, 2009 unless extended).

C Additional Restrictions Where Troubled Assets in Exess of $300 Million are
Acquired by Auction (Has not been relevant)

1 Deduction Limit on Compensation Over $500,000 Urdede 8§ 162(m) for
Employers Participating in the Troubled Asset Rébimgram

i No Deduction for Comp in Excess of $500,000 if Eoyer in TARP &
Auction Purchase Exceeds $300 MillioBEESA § 302(a) adds new Internal
Revenue Code § 162(m)(5), which provides that theltdoe no employer
deduction for any compensation of “covered exeestifor an “applicable
taxable year” in excess of $500,000 with respeeintdapplicable
employer.” IRC § 162(m)(5)(A). In contrast to the $1 million deduction
limit under § 162(m), the $500,000 deduction liofit§ 162(m)(5) for
applicable employers applies regardless of whetteefinancial institution is
public or private, and whether the compensatigrerformance-based.

il Covered Executive “Covered executive” is defined as the CEO, CIR@ a
other top-three highly compensated employees cdpipdicable employer.
If the employee is a covered executive in any yearhich EESA is in

Notice 2008-04 Q&A 1 provides that applicable éogpr includes 80% affiliates. Q&A 2 provides tlagplicable
employer is not limited to corporations, and apptie partnerships and non-public corporations. @&a 5 regarding
sale of the applicable employer to an unrelated tharty.



effect, the executive remains a covered executivghe duration of the
Troubled Asset Relief Program. IRC § 162(m)(5)(B).

ii Applicable Taxable Year“Applicable taxable year” is defined as any
taxable year during which the Troubled Asset Reéfiefgram is in effect.
IRC § 162(m)(5)(C).

iv Denies Deduction for Deferred Comp in Excess ofd300 Code §
162(m)(5)(A)(ii) also denies a deduction for anyesleed compensation for
services performed during an applicable taxablesymeexcess of (i)
$500,000 reduced by (ii) the sum of (A) nondeferrethpensation for such
year, plus (B) the portion of the deferred comp&osdor such services
which was taken into account in a preceding taxgbte’

For example, a covered executive receives a saf&#$50,000 from an
applicable employer in year 1, and earns $300,0@@ferred compensation
in year 1 that is payable in year 5. The $350,00¢atary is fully deductible
in year 1. However, the $300,000 of deferred corspgon paid in year 5
will be deductible only with respect to $150,00@e(uinused portion of the
$500,000 limit in year 1). (The executive sepayateteives a $500,000
limit for new compensation paid in year 5.)

2 Parachute Excise Tax and Nondeductibility undereC®@80G(e) for Severance in
Excess of Three Times Base Amount for Employer§diaating in the Troubled
Asset Relief Program

i Excise Tax and Nondeductibility for Severance ic€ss of Three Times
Base Amount .EESA § 302(b) adds new Code § 2808 (&hich provides
that if during the Troubled Asset Relief Progracoaered executive of an
applicable employer (as defined abovauetion purchase in excess of
$300 million) receives severance equal to or in excess of thmes base
compensatiorthe executive will be subject to the 20% paraclextase tax
and the employer nondeductibiligven if the severance is not in connection

Notice 2008-94 Q&A 3 provides that the three legfiofficers other than CEO and CFO are deternsiradar to the
executive compensation proxy disclosure rules, aadet forth in Q&A 6, applies to compensatiomedrin that year.

Notice 2008-94 Q&A'’s 7-9 discuss the deferred pensation rules, and defines what is the applidabligear to
which the deferred compensation is attributableltdhe amounts vest on several years performahegayments are
attributable pro-rata over the vesting period.

Inclusion of the above provision into Code § 28@@Id have the effect of including this new "serare" excise tax
(inadvertently, now that Code § 280G has been aathnih the general 280G gross-up provisions tteat atready
exist under executive agreements. Companies cptagng participating in EESA should review thosess-up
provisions in advance to determine if that is thee; and if so, whether any modifications wouléjperopriate.



with a change of contrals defined in 8§ 280G but merely b9y reason of an
“applicable severance from employment.” IRC 8§ 269@&):

il Applicable Severance From EmploymefApplicable severance from
employment” means any severance from employmergdson of an
involuntary termination of the executive by the dmypr, or in connection
with any bankruptcy, liquidation, or receivershiglee employer. IRC §
280G(e)(2)(B).

iii Effective This provision will apply to any severance tbaturs during the
duration of the Troubled Asset Relief Program. SBES 302(c).

Note that under general provisions of IRC § 28§)(%(, there are exceptions from 280G, if (i) fayments made by a
small business corporation that would be eligibleain S corporation election, i.e., it is a donestirporation, it has
no more than 100 shareholders, all shareholdersdireduals, and it has no more than one clastafk; or (ii) for
payments made by a privately-held corporation doas not have any readily tradable stock on atblesttad
securities market, and which also receives mone T886 shareholder approval of the parachute payra makes
adequate disclosure to its shareholders. Thesptgns are not applicable to the special ruleeu®280G(e) for
employers participating in the Troubled Asset Redbieogram.



Tax Extenders and Alternative Minimum Tax Relief Aa of 2008 — Taxation of Deferred
Compensation from Certain Tax-Indifferent Entities under IRC § 457A

The Tax Extenders and Alternative Minimum Tax Refiet of 2008 (“TEAMTRA”"), which is
Division C of H.R. 1424, enacts in 8 801, as a nexeraiser, new Code § 457A. Code § 457A will
limit a taxpayer’s ability to defer compensationdply certain tax indifferent parties. The most
significant aspects of new Code 8§ 457A includefttiewing:

A Eliminates Ability To Defer Compensation For Cemt@iffshore Entities TEAMTRA is
aimed at managers of offshore investment funds ganérally eliminates the ability of
taxpayers to defer compensation for services peddrafter December 31, 2008 for certain
offshore entities - referred to as “nonqualifiediteas” (e.g., offshore hedge funds) to the
extent such compensation is no longer subject‘solastantial risk of forfeiture.”

B Deferred Compensation For Service Prior To 200futtex] In Income By End 2017.
Deferred compensation for services performed po@&@009 must be included in income by
the end of 2017.

C Substantial Risk Of Forfeiture More Restrictiveor these purposes, the definition of
“substantial risk of forfeiture” is more restriotithan the definition contained in Code 8
409A and is generally limited to the taxpayer’stoauned performance of substantial
services. However, to the extent to be providecgulations, compensation determined
solely by reference to the amount of gain recogh@e the disposition of an “investment
asset” shall be treated as subject to a substaisttadf forfeiture. For this purpose,
“investment asset” means any single asset (otlaerah investment fund or a similar
entity): (i) that is acquired directly by an invesnt fund; (ii) with respect to which the
investment fund (or a person related to the investrfund) does not participate in active
management; and (iii) substantially all of any gamdisposition of which will be allocated
to investors in the investment fund.

D Nongualified Entities “Nonqualified entities” include (i) any foreigrorporation unless
substantially all of its income is effectively cauted with a U.S. trade or business or
subject to a comprehensive foreign income tax andr(y partnership (domestic or
foreign) unless substantially all of the partngo&hincome is allocated to persons other
than tax-exempt organizations or foreign persornsubject to a comprehensive foreign
income tax. For these purposes, a foreign incaxegualifies as comprehensive if the
person is eligible for benefits under any comprshanincome tax treaty between the U.S.
and a foreign country or otherwise demonstratésdsatisfaction of the Department of
Treasury that the country has a comprehensive iadasa

E Deferred CompensatiorDeferred compensation is generally defined endhme way as it
is defined in Code 8§ 409A, provided that deferrethpensation under Code 8 457A always
includes a right to compensation based on appreciat value of a specified number of
equity units of the service recipient. Also, comgation is not treated as deferred under
Code § 457A if the taxpayer receives payment ottmapensation from the nonqualified
entity no later than 12 months after the end ofnivequalified entity’s taxable year during
which the substantial risk of forfeiture lapsesayAompensation that is deferred and not
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determinable in amount at the time it is no lorgdsject to a substantial risk of forfeiture
and required to be included in income will be sabje an additional 20% penalty and
interest at the underpayment plus 1% when such amedeterminable.

Accrual Basis TaxpayersService providers that are accrual basis taxgagme not subject

to Code 8 409A. However, there is conflicting imf@tion in the legislative history to this

bill.

Guidance The Treasury Department is directed to issudande providing for a transition
period during which deferred compensation arrangesn@ncluding certain back to back
deferrals) can be amended to comply with the new la

Comments

1

Back To Back Deferral Arrangements Can No LongeirBglementedAlthough
investment managers will generally no longer bemii¢ed to defer fees from their
offshore funds (and, accordingly, back to back aaf@arrangements can no longer
be implemented), Code 8§ 457A should not effectriedrinterest” arrangements
structured as a partnership interest and certaipeply structured hedge fund “side
pocket” investments.

Deferrals for Services Prior to 2008mounts attributable to services performed
before January 1, 2009 may continue to be defennéitla taxable year beginning
before 2018. However, new Code § 457A also doespexifically address
whether it is permissible to redefer deferralsmbants attributable to pre January
1, 2009 service after December 31, 2008.

Nonqualified Entities May Include Partnerships &wdeign CorporationsAll
partnerships and foreign corporations (and notgéfshore hedge funds) should
determine whether they are potentially considerexhqualified entities” and
subject to new Code § 457. For example, it is iptesshat a private equity fund
that has a significant number of tax exempt inusstould qualify as a “non-
qualified entity”.

Transition Relief Entities subject to new Code 8§ 457A should deiree whether
the transition relief available relating to chamgéime and form of payment under
Code 8§ 409A until the end 2008 should be utiliedddress the application of the
new rules.




