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Compensating Key Employees
Following a Restructuring

( :ompanies emerging from a restructuring
face unique challenges with compensat-
ing key employees. Prior equity incentive

awards are typically wiped out, and new arrange-

ments need to be implemented to incentivize
employees to achieve challenging post-emergence
goals. Management incentive plans (MIPs) are
commonly used tools to provide go-forward reten-
tion and incentive opportunities, and there are key
design elements that companies should consider.

In addition, companies emerging from bankruptcy

with clean balance sheets are often prime targets

for an acquisition.

These companies must balance the need to
retain and incentivize employees with the potential
adverse tax ramifications of the Golden Parachute
rules, which can potentially add an additional
20 percent tax on top of an executive’s ordinary
income tax obligations. Finally, with emergence
comes a variety of other compensation and bene-
fits issues that need to be addressed to assist with
a smooth exit from a restructuring. This article
explores three areas: (1) common design elements
of MIPs, with insights from the authors’ firm’s
restructuring database; (2) the interplay of bankrupt-
cy- and emergence-related compensation programs
with the Golden Parachute tax rules, including how
and when the additional tax might be triggered, as
well as planning opportunities to mitigate the tax
impact; and (3) strategies to handle other post-emer-
gence compensation challenges.

Post-Restructuring Equity Grants
When a company emerges from a restructur-
ing, most pre-restructuring company stock and
unvested equity awards have lost value. Lack of
meaningful equity ownership in the go-forward
entity, coupled with an uncertain company future,

can lead to post-restructuring retention and moti-
vation difficulties.

As compared to a steady-state company, man-
agement teams of companies completing a restruc-
turing have no long-term alignment of interests with
stockholders. A large, one-time equity grant quickly
aligns incentives and locks down the management
team. This large, one-time equity grant is commonly
referred to as a MIP.

Absent MIP grants, it usually takes several
years of annual grants to build up significant at-risk
pay that the management team would forfeit if
they left the company. Without sizeable, unvested
long-term incentive awards, companies risk losing
valuable talent during this crucial transition period.
Accordingly, the size of a MIP grant is typically
larger than a normal annual grant in order to imme-
diately create meaningful incentives and aid with
the long-term retention of the management team,
which is especially critical during the first few years
after a restructuring.

Design

There are several design features that companies
and their advisors should consider when designing
MIP awards, including the following questions:

* What percentage of new equity should be

reserved for the MIP?

* What portion of the MIP should be granted

upon emergence?

* Who should be eligible (e.g., officers, middle

management, all employees, etc.)?

* How will the grants be structured (i.e., type

of award, vesting, termination provisions, etc.)?

Most companies emerging from a restructuring
will reserve a percentage of their new equity for
the purpose of granting MIP awards to select key
employees in connection with emergence. The typ-
ical share reserve depends on the company’s size,
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among other factors, but a fairly common pool size
is around 10 percent. A significant portion of this
pool is usually granted immediately, with the major-
ity allocated to the executive officers and the remain-
der left available for directors and other employees.

The portion of the pool granted immediately
tends to vary between public and private companies.
Private companies tend to grant a very high percent-
age of the MIP pool upfront, only reserving a small
portion for future grants to new hires or promotions.
Public companies also grant a substantial portion of
the MIP pool upfront, but reserve enough shares to
establish future annual grants under a steady-state
long-term incentive plan.

While the size of the MIP pool and the initial
grants are often the immediate focus of negotiations,
less time and effort are unfortunately spent on the
types of equity vehicles, their vesting terms and
related termination provisions. These award details
are often left to the new post-emergence board to
decide. MIP awards are typically granted in the
form of stock options, restricted stock, performance
awards or some combination. Depending on the
company’s post-restructuring goals, awards can be
structured as a retention vehicle (full-value equity
vehicle with time-based vesting only), an incentive
vehicle (vesting based on performance), or a mix of
the two. Exhibit 1 shows an illustrative allocation
of a post-emergence MIP. Although MIP design
features vary widely based on company size, public
vs. private and industry, Exhibit 2 highlights some
key insights from the authors’ firm’s restructuring
compensation database.

Post-Restructuring Change-
in-Control Considerations

Companies emerging from chapter 11 with clean
balance sheets can be attractive targets for poten-
tial acquisition. Given the heightened potential for

Portion Owned by
Post-Emergence Shareholders

.

a change in control, these companies should design
compensation packages that incentivize manage-
ment to maximize shareholder value, including via
acquisitions. Compensation packages should be
designed to encourage executives to pursue attrac-
tive offers, while mitigating the risk that exec-
utives could be working themselves out of a job.
Companies and their advisors should keep these
principles in mind when designing the terms and
provisions of executive MIP grants:

e Grants should be large enough — often two

to three times the size of a typical annual grant

for executive officers — to create a meaningful
alignment between the interests of executives
and shareholders;

e Grants should contain accelerated vesting

provisions that compensate executives in the

event of involuntary termination following a

change in control of the company; and

e Grants should contain “good reason” defi-

nitions that allow an executive to voluntarily

terminate employment without forfeiting MIP
awards if their compensation, duties or respon-

sibilities are materially diminished following a

change in control.

While cash severance might naturally seem
to be the main component of termination pay,
the accelerated vesting of equity awards often
represents the most valuable termination bene-
fit following a change in control for executives.
Exhibit 3 shows the average value of each type of
benefit to which CEOs are entitled at 200 of the
largest public companies.'

Accordingly, if the board’s strategy is to imme-
diately solicit a buyer, consideration should be given
to granting full-value awards — such as restricted
stock or restricted stock units — as opposed to stock
options that generally require a longer time period

1 2021/2022 A&M Executive Change in Control Report.

Emergence
Grants for Top 5

Executives

MIP Granted
Immediately Upon
Emergence
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to appreciate in value. Full-value awards would most closely
align the interests of executives with shareholders.

Depending on the likelihood of a post-restructuring
change in control, companies and their advisors should also
consider the impact of the Golden Parachute rules under
§ 280G and 4999 .> The Golden Parachute rules levy a 20 per-
cent excise tax on executives and disallow the correspond-
ing compensation deduction to the company. Designing
post-emergence programs with § 280G in mind could sub-
stantially reduce the amount of excise tax levied on the exec-
utive and preserve the corresponding corporate tax deduc-
tion. One such design consideration would be to grant MIP
awards that time-vest (rather than performance-vest), which
would allow for the use of more favorable valuation rules
under § 280G. In addition to MIP design considerations in
the context of a change in control, boards and executives
should familiarize themselves with § 280G more broadly,
since it applies to many types of payments and benefits in
connection with a change in control.

Overview of § 280G Golden Parachute Rules

As previously mentioned, the Golden Parachute rules
impose a 20 percent excise tax on executives and disallow
the corresponding compensation deduction to the com-
pany. Golden Parachute payments can include severance
payments, transaction bonuses, accelerated vesting and
payment of equity awards, fringe benefits and excise tax
gross-up payments.

Golden Parachute payments to an executive that
exceed the safe-harbor limit could trigger significant
tax consequences to both the corporation and executive.
Depending on the circumstances and number of executives
affected, the cost to the corporation and the executives
could be substantial.

The safe-harbor limit that determines whether the compa-
ny or executives will be impacted by the Golden Parachute
rules is equal to 300 percent of the executive’s base amount.
Base amount is calculated as the executive’s average gross
compensation over the five most recent calendar years ending
before the change-in-control date. Alternatively, the excise
tax and loss of deduction is imposed on any excess-parachute
amount. This amount is determined based on the value of
the executive’s parachute payments, less 100 percent of the
executive’s base amount.

The Golden Parachute rules apply to the corporation’s
disqualified individuals (DIs), which is someone who is
(1) an employee or independent contractor who performs per-
sonal services for a corporation; and (2) is one of the below:

* Officers: Any individual who is an officer of a corpo-

ration or any individual who has the duties of an officer,

2 See 26 U.S.C. §§ 280G and 4999.

regardless of position, up to a maximum of 50 employees
(or, if less, the greater of three employees or 10 percent
of all employees);
e [ Percent Shareholders: Any individual who owns at
least 1 percent of the corporation’s stock; and
* Highly Compensated Individuals: Anyone making more
than $150,000 per year (indexed to inflation) who is
ranked in the top 1 percent of employees based on gross
earnings, up to a maximum of 250 employees.
Although there are a few excise tax-mitigation alterna-
tives that can be utilized near the time of a change in control
(e.g., determination of reasonable compensation amounts and
base-amount planning), it is prudent to ensure that an exec-
utive’s compensation package is designed for success from
the outset. Many pitfalls can be avoided through compensa-
tion-plan design that considers tax implications, regulatory
hurdles and shareholder concerns. With respect to the design
and implementation of change-in-control arrangements, com-
panies should consider the following:
* Benchmarking change-in-control provisions to the cur-
rent market allows company boards, their compensation
committees and management to validate existing change-
in-control benefits or identify opportunities for change.
Severance multiples, equity acceleration triggers and
other change-in-control benefits should be reviewed to
ensure alignment with the market.
e Accelerated vesting of equity awards on a change in
control could have a significant Golden Parachute impact,
depending on the normal-course vesting criteria of the
awards. The Golden Parachute rules favor time-vesting
awards, which are typically valued at less than their eco-
nomic value when calculating their Golden Parachute
impact. Performance vesting awards are not eligible for
this reduced valuation and tend to have a greater Golden
Parachute impact. Potential excise tax implications of

Exhibit 3: Average CEO Change-in-Control Benefit
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Exhibit 2: MIP Data
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the Golden Parachute rules should be considered, among
various other factors, when granting equity awards. This
is particularly important when making a large grant of
equity awards, such as an MIP.
* The Securities and Exchange Commission requires pub-
lic companies to quantify any parachute payments the
CEO and other named executive officers would receive
upon a hypothetical change in control at year’s end and
must disclose those amounts in the annual proxy state-
ment. This provides transparency so that shareholders can
weigh in on the company’s pay practices through their
say-on-pay votes. Management and boards of public
companies should consider how shareholders and advi-
sory firms might view the company’s current Golden
Parachute arrangements.
* There are various excise tax protections that compa-
nies can utilize, such as gross-ups, “best-net” provisions
or cutbacks. Gross-ups have fallen out of favor and sig-
nificantly declined in prevalence over the past several
years, while “best-net” provisions have gained populari-
ty. These excise tax protections help reduce the impacts
of the Golden Parachute rules, but even with these pro-
visions these rules often still prove costly to executives
and corporations.

* Private corporations are also subject to the § 280G

rules, but can cleanse Golden Parachute payments with

a shareholder vote. It is important that management and

boards of private companies understand how the share-

holder vote process works so that this private-company
exception can be utilized.

When designing compensation programs, the potential
impact of the Golden Parachute rules should be considered.
As soon as it is determined that a change in control might be
on the horizon, the company should take steps to understand
the impact of the Golden Parachute rules to both the compa-
ny and executives.

Other Post-Restructuring
Compensation Considerations

When a company emerges from bankruptcy, compensa-
tion programs are generally adjusted to reflect changes to
the going-forward business. In addition to MIPs, here are a
few additional compensation elements that companies should
consider upon a successful emergence from a restructuring.

Employment Agreements

It is critical to evaluate common market-based provisions
included in employment agreements with respect to compa-
nies emerging from a restructuring. In the broader market,
there has been a decrease in the prevalence of individual
employment agreements in favor of policies and plans that
cover multiple employees. However, given the uncertainty
for executives when a company is emerging from bankruptcy
with a new ownership structure, it is not uncommon for new
employment agreements to be entered into with executives.

Severance and Change-in-Control Protections
One of the key retention tools following a restructuring
is the implementation of severance and/or change-in-con-

trol protection plans. These types of protection plans can be
geared toward the entire employee population (with tiered
benefits) or some smaller subset. To the extent that execu-
tives do not have severance or change-in-control protections
provided in employment agreements, it would be very com-
mon for executives to participate in a protection plan.

Compensation Benchmarking

Following a restructuring, companies should ensure
that compensation amounts are aligned with the current
market. Restructurings often impact the size and structure
of the employee population and can cause compensation
amounts to become misaligned as roles and responsibili-
ties change. In addition, a company’s size and market peers
might be different post-restructuring than pre-restructuring.
Accordingly, companies should benchmark compensation
amounts to ensure alignment with the market and maintain
internal pay equity.

Key Takeaways

Companies emerging from a restructuring are faced with
unique compensation challenges. The proper design of new
compensation arrangements can serve as powerful incentive
and retention tools and help align the interests of the employ-
ees with the new owners. Boards and compensation commit-
tees need to remain attentive to changing market trends and
be ready to respond when challenges arise regarding com-
pensation and benefits provided to employees.

Reprinted with permission from the ABI Journal, Vol. XLII,
No. 10, October 2023.

The American Bankruptcy Institute is a multi-disciplinary, non-
partisan organization devoted to bankruptcy issues. ABI has
more than 12,000 members, representing all facets of the insol-
vency field. For more information, visit abi.org.

66 Canal Center Plaza, Suite 600 e Alexandria, VA 22314 e (703) 739-0800 e Fax (703) 739-1060 e www.abi.org



