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These changes eliminate any tax benefit to companies for providing performance-based (or
stock option) compensation. While this could lead some companies to re-evaluate the relative
benefit of incentive compensation programs, investors are likely to continue to pressure
companies to emphasize performance-based pay in their compensation programs.

Jon Weinstein

The extension of the deduction limit to include individuals deemed ‘covered employees’ in
prior tax years will also have a significant, although perhaps less obvious, impact on companies.
By extending covered employee status for as long the executive (or beneficiary) receives
compensation, it would appear that all compensation paid following termination would also to
be subject to the deduction limits.
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409A ‘Repeal and Replace’

Under current tax law, most compensation is subject to Federal Income Tax when it has been earned. Non-
qualified deferred compensation (NQDC) arrangements permit employees to defer Federal income taxes on
compensation that has been earned (vested), but unpaid. The rules governing nonqualified deferred
compensation arrangements are governed by the very complicated rules set forth under IRC §409A.

As drafted, the Tax Cuts and Jobs Act introduces a new Section 409B, under which all compensation would
become taxable when it is no longer subject to a substantial service obligation. This would effectively eliminate
the concept of nonqualified deferred compensation arrangements going forward. Existing arrangements would
be grandfathered under current rules through 2025. As proposed, this would also likely have implications for
nonqualified retirement benefits and severance pay, when such payments are not subject to any continued
service obligation but were to be paid over time. The lack of a continued service obligation could also present
concerns for equity awards which provide for service-based vesting conditions to lapse upon retirement. Under
4098, these awards might be subject to tax as soon as the individual becomes eligible for retirement (as is
currently the case with employment taxes).

As proposed, the new Section 409B also significantly expands the traditional definition of nonqualified deferred
compensation to include stock options, stock appreciation rights and other compensation “based on the value
of, or appreciation in value of, a specified number of equity units of the service recipient, whether paid in cash
or equity...” By linking income recognition to vesting, this could have wide-reaching implications for
compensation program design, possibly including the elimination of stock option and equivalent plans, which
would become subject to tax upon vesting, rather than exercise. This may also lead companies to revisit post-
termination ‘continued vesting’ provisions, which allow final incentive payments to be determined at the end of
performance periods which extend beyond an individuals’ termination.

Tax on ‘Excess’ Compensation at Tax-Exempt Organizations

The Tax Cuts and Jobs Act would also impose a new tax on ‘excess’ compensation at certain tax-exempt
organizations. The new 20 percent tax would be imposed on any compensation over $1 million paid to a
‘covered employee’. Comparable to the approach used for publicly traded companies:

e The definition of a ‘covered employee’ encompasses the organization’s five highest-paid current or former
employees; and

e Once determined to be a ‘covered employee,” employees retain that status for as long as they receive
compensation from the organization (or any successor organization).

The tax-exempt organization would have responsibility for paying this new tax.

Next Steps

The House Ways and Means Committee is scheduled to begin its markup of the Tax Cuts and Jobs Act on
Monday, November 6, 2017.

This Viewpoint is intended to inform compensation committees, executives and compensation professionals about
developments that may affect their companies and should not be relied on as providing specific company advice, or as a
substitute for legal, accounting or other professional advice.

General questions about this Viewpoint can be directed to Ben Stradley in our Dallas office at 972 379 7468 or by email at
bentham.stradley@paygovernance.com.
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