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The ““Great Ham Theory’ of
Executive Compensation

M ichael J. O’Sullivan, a Los Angeles attorney
and author of the blog, ProvidedHowever.com,
has advocated the “great ham theory” of executive
compensation. O’Sullivan’s Provided-However
view is similar to the tongue-in-cheek humor of
Will Rogers or Mark Twain that has an underlying
message. The underlying message of the great
ham theory is that compensation committees
often reward executives who make
themselves appear indispensable
to the organization.

N
O’Sullivan derives his great ham N
theory from Warren Buffett who j
“supposedly once described a
particular company’s business as
being so good that even a ham
sandwich could run it.” Accord-
ing to O’Sullivan, “[t]his suggests a different
approach to executive compensation: the Great
Ham Theory. Under this theory, we’d reward
CEOs who made themselves superpuous and
punish those who persisted in making themselves
essential.” For his entire view, see http:/www.
providedhowever.com/blog/2009/05/the-great-

man-theory:.

In determining compensation, compensation
committees should consider an executive’s efforts
in planning for his or her succession. Steward-
ship is one of the most important duties of any

John P. Beavers,
Partner, Bricker & Eckler

executive, and encouraging stewardship is one
of the must important duties of any governing
board.

This brings us to the last of our series of articles
on executive compensation. Although SERPs
exist in a variety of forms for a variety

of purposes, a SERP or supplemen-

g \(é\” tal retention or retirement plan can

be areward for stewardship. This
issue’s article on SERPs will
hopefully serve as a guide for
consideration of the correct form
and purpose.

This issue also includes a timely
article by Gordon Litt on recent
remarks of the IRS Commis-
sioner on the importance of
involving boards of directors in overseeing
corporate tax risks and strategies. Although
the Commissioner warns he is only expressing
his own view, we would not be surprised to see
this view repect eventually in Treasury regula-
tions affecting systemic risks in the ynancial
industry and the governance initiatives for
tax-exempt organizations.

Finally, this issue includes an article by Kevin
Kinross on a director’s fiduciary duty on
behalf of an Ohio corporation in the zone of
insolvency.
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SERPs: Supplement Executive
Retirement or Retention Plans

NOTE: A glossary of the terms used in
this and future articles on executive com-
pensation are contained in the July 2009
issue of Acredula and are also available
at http://www.bricker.com/legalservices/
practice/deferredcomp/glossary.aspx.

A supplemental executive retirement plan or
supplemental executive retention plan (SERP)
isan arrangement providing retirement or retention
beneyts to supplement the basic retirement beneyts
or regular compensation to which the employee is
otherwise entitled. The arrangement is typically
a non-qualiyed deferred compensation plan that
is limited to a select group of management or
highly compensated employees (i.e., a “top-hat
employee”).

SERPs exist in a variety of forms for a variety of
purposes. The purpose of this article is to facilitate
consideration of the relevant factors for the design
of an appropriate SERP.

Retirement or Retention. They may be for
purposes of retirement or retention for a period
of time.

A A retirement SERP supplements a top-hat
employeebs qualiyed retirement beneyts if the
employee remains in service until retirement
(or another defined “triggering” severance
such as normal retirement, death or disability).
A “restorative” SERP is a common form of
retirement SERP that provides non-qualiyed
deferred compensation to a top-hat employee
to restore qualiyed plan beneyts to which the
employee is not entitled because of the limita-
tions on contributions and beneyts imposed by
Internal Revenue Code on highly-compensation
employees under qualiyed plans. Retirement
SERPs may be a defined-benefit, defined-
contribution, cash-balance or target-benefit
arrangement as discussed below.

A A retention SERP provides a cash award,
typically in the form of a bonus, to a top-hat
employee for remaining in service for anumber

of years that is not based upon retirement. Most
retention SERPs are a deyned contribution ar-
rangement (discussed below).

Defined-Benefit, Defined-Contribution, Cash-
Balance or Target-Benefit Arrangement. SERPS
may be a deyned beneyt, deyned contribution, cash
balance, or target beneyt arrangement.

A A deyned beneyt SERP deynes the beneyt,
occasionally a yxed dollar amount or more fre-
quently, an amount based upon an employee’s
compensation or a combination of compensa-
tion and years of service and for which the
employer bears the investment risk. Acommon
form of deyned beneyt SERP provides a beneyt
upon retirement in the form of an annuity that,
when added to the employee’s projected quali-
yed plan retirement and Social Security beneyts,
will equal a percentage, such as 60 percent, of
the employeeds ynal average compensation.

A A deyned contribution SERP provides for (i)
an individual account for the employee and (ii)
beneyts based solely on the amount contributed
to the employee’s account and any income,
expenses, gains and losses for which the em-
ployee bears the investment risk. A common
form of a deyned contribution retention SERP
provides a contribution of a yxed dollar amount
to an individual account that is invested until
the employee completes a period of service, at
which time the employee receives the account in
lump sum. A common form of a deyned contri-
bution retirement SERP provides a contribution
of periodic contributions, typically annually,
to an individual account that is invested until
the employee has a triggering severance (typi-
cally, normal retirement, death or disability), at
which time the employee receives the account in
lump sum.

A A cash balance SERP has characteristics of a
deyned contribution plan that is intended to
constitute a deyned beneyt plan. Typically, the
employee is credited with a pay credit, such as
a percent of his or her compensation over the
years of participation or other period, and an
interest credit based upon a yxed or variable rate
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(often an index rate such as the 1-year Treasury
bill rate) on the pay credits over the same period.
There is a hypothetical accounting of the credits,
and the beneyt to the employee is the accounted
value of the credits at the date of payment. As
with other deyned beneyt plans, the employer
bears the investment risk.

A A target beneyt SERP has characteristics of a
deyned beneyt plan that is intended to constitute
a deyned contribution plan. Typically, the plan

deynes a target beneyt upon reaching
retirement age and then deynes a contri-
bution that, using actuarial assumptions
(such as interest rates, mortality and
employee turnover) determined pursu-
ant to the plan, is projected to result in
that target beneyt at the payment date.
The contributions are credited to an indi-
vidual account for the employee, and the
account also is credited or debited with
the actual (not the assumed) income,
expenses, gains and losses from the in-
vestment of the account. As with other deyned
contribution plans, the employeeds beneyt is the
account value at the date of payment, and the
employee bears the investment risk.

Reserved assets, Rabbi Trust, or not. Assets may
or may not be reserved on the employer’s books
for the SERP, and any reserved assets may be held
by a Rabbi trust:

A Subject to the no-constructive receipt limitation
common to all SERPs discussed below, the
employer may reserve assets on the employer’s
books to satisfy the employer’s obligation to pay
the SERPGs beneyt in the future. Any reserved
assets may be transferred and held in a Rabbi
trust discussed below.

A In absence of an asset reserve, SERP beneyts
will be paid from what assets exist on the books
of the employer as SERP payments become
due.

A A Rabbi trust is a grantor trust used to receive
and hold assets reserved to satisfy an em-
ployer’s obligation in connection with deferred
compensation arrangements and comply with
no-constructive receipt limitation discussed
below. The assets of the Rabbi trust are held
for the exclusive purpose of satisfying the
employer’s obligation to make payments to
the employees or their beneyciaries except in

the case of insolvency of the employer. In the
case of insolvency, the assets of the trust will
become subject to the claims of employer’s
general creditors under federal and state law.
If the trustee becomes aware of the employer’s
insolvency, the trustee is required to discontinue
payments to employees or their beneyciaries
and is required to hold the assets of the trust
for the beneyt of the employerés general credi-
tors. Because the Rabbi trust is a grantor trust,
all income of the trust and items of deduction
against that income or credit against any taxes
on that income are passed through to the em-
ployer pursuant to the grantor trust rules.

Limitations common to all SERPs. The fol-
lowing are limitations generally common to all

SERPs:
A Top-hat limitation. A SERP must generally

be limited to a select group of management or
highly compensated employees.

No constructive receipt. An employee cannot
be in constructive receipt of any SERP beneyt
or any of the assets securing its payment. The
rules of constructive receipt require that (i) an
employee’s rights to payment of any SERP
amount may be no greater than those of general
unsecured creditors of the employer; (ii) the
obligation of the employer to pay the SERP
may constitute no more than a mere promise
to the payments in the future; and (iii) the em-
ployee’s rights to payment may not be subject,
in any manner, to anticipation, alienation, sale,
transfer, assignment, pledge, encumbrance,
attachment or garnishment by creditors of the

employee or his or her beneyciary.

Time and form of payment determined upon
commencement of participation. The events
triggering payment, and the time and form of
payment, of the SERPGs beneyts must be deter-
mined before the employee has a legally binding
right under the SERP, which is generally at the
time the employee commences participation or,
in some circumstances, by the 30" day after the
employee yrst becomes eligible to participate.
The time and form of payment generally is ir-
revocable and cannot be accelerated and may
only be postponed in limited circumstances.

Inclusion in gross income or wages for employ-
ment taxes. The value of non-qualiyed deferred
compensation such as a SERP beneyts must be
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included in the gross income and reported as
wages of an employee for purposes of federal
employment taxes, including Social Security
and Medicare taxes, as of the later of when the
underlying service is performed or when there
is no substantial risk of forfeiture. Some SERPs
are designed to require an advanced payment
of an employeets SERP beneyt equal to the
employment taxes required to be withheld, and
if so, the employeeés SERP beneyt is reduced
by the amount of the advanced payment.

Additional limitation applicable to SERPs of
tax-exempt and government organizations.
Unlike employees of taxable organizations whose
non-qualiyed deferred compensation such as SERP
beneyts is not included in gross income for federal
income taxes, the value of non-qualiyed deferred
compensation of employees of tax-exempt and
government organizations is includible for federal
income taxes for the yrst taxable year in which
the compensation is not subject to a substantial
risk of forfeiture. A SERP for an employee of a
tax-exempt or government organization is typically
designed to require the employee’s service through
the last day of the service period, for a retention
SERP, or until retirement (or another triggering
severance such as death or disability) for a retire-
ment SERP. If the employee’s service is terminated
before the last day of such period or other than
by a triggering severance, the employee typically
forfeits his or her entire SERP beneyt.

Limitation desired by some governance com-
mentators. Some governance commentators
dislike SERPs other than restorative arrangements
designed to restore qualiyed plan beneyts to which
the employee is not entitled because of the limita-

tions on contributions and beneyts imposed by
Internal Revenue Code on highly-compensated
employees under qualiyed plans. For example,
a policy of the Council for Institutional Investors
is that a SERP should only be an extension of the
retirement program covering other employees or,
in other words, a restorative arrangement. Com-
pensation committees should not be so limited as
long as they are conydent the value of the poten-
tial beneyt to the employee is taken into account
in determining total compensation and nothing
excessive is hidden.

Limitation announced by Treasury and the
Special Executive Compensation Master. On
October 22, 2009, Treasury and the Special Execu-
tive Compensation Master for companies receive
TARP funds issues rulings requiring governing
boards to (i) “ascertain the full amount of pay an
executive will receive upon retirement,” includ-
ing speciycally from SERPs, and (ii) base SERP
beneyts upon the employeets or the organizationds
performance to the extent that it provides more than
arestoration of qualiyed plan beneyts to which the
employee is not entitled because of the limitations
on contributions and beneyts imposed on highly-
compensation employees.

A properly designed SERP can not only attract and
retain a highly-compensated employee important
to the organization but also can facilitate a transi-
tion by the employee after a period of service or
upon retirement.

For questions regarding these terms, please
contact John P. Beavers at 614.227.2361 or at
jbeavers@bricker.com.

What Happens When Your
Organization is ‘In the Zone?’

In a troubled economy where businesses are
struggling to survive, it is no surprise that many
organizations ynd themselves insolvent or nearly
insolvent. Directors of insolvent or nearly insolvent
organizations are facing the question of to whom
they owe their duty of loyalty, and whose best
interest must they consider when making deci-
sions. When in the zone of insolvency, directors
still owe a duty to stakeholders to act in their best

interests. Judicial decisions in some jurisdictions,
however, have suggested that when an organiza-
tion is insolvent or in the “zone of insolvency,” the
directorsd yduciary duties extend to the organiza-
tion’s creditors as well.

Ohio courts have not decided whether directors of
an insolvent or nearly insolvent corporation owe
a yduciary duty to the corporationds creditors.
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Federal courts applying Ohio law, however, have
held that directors owe no such duty to creditors.
The cases, discussed below, rely on Ohio Rev.
Code § 1701.59 to reach their conclusions. Rev.
Code § 1701.59(B) imposes a duty on a director to
act in good faith and in a manner that he believes
is in or not opposed to the best interests of the
corporation. Section 1701.59(E) explains the fac-
tors a director may take into consideration when
performing his duty:

(E) For purposes of this section, a director,
in determining what the director reason-
ably believes to be in the best interests
of the corporation, shall consider the
interests of the corporation’s sharehold-
ers and, in the director’s discretion, may
consider any of the following:

(1) The interests of the corporation’s
employees, suppliers, creditors, and
customers.. . . .

Ohio Rev. Code § 1701.59(E) (emphasis added).
The most significant language is the distinc-
tion between the mandatory consideration (the
interests of the shareholders) and the permissive
considerations (which include the interests of the
corporation’s creditors).

In Ofycial Committee of Unsecured Creditors
of PHD, Inc. v. Bank One, the District Court for
the Northern District of Ohio granted a director’s
motion to dismiss and found that the
director of an insolvent corporation
owed no yduciary duty to the corpora-
tion’s creditors. The Committee argued
that upon PHD’s insolvency, the director
owed a duty of care to PHD’s unsecured
creditors. The Committee further
argued that he breached this duty by
failing to fulyll his responsibilities as a
director, failing to prevent others from
making misrepresentations to PHD’s
creditors, and failing to mitigate the effect of oth-
ers’ misrepresentations to the creditors.

The court disagreed. It focused on the word “may”
8§ 1701.59(E) and determined that there was no
indication that the legislature intended that consid-
eration of creditors’ interests was anything other
than permissive. The court denied the motion for
reconsideration as to the dismissal of the Com-
mitteets claims for breach of yduciary duty owed

to the creditors. The court explained, “because
Ohio statutory law explicitly deynes the duties of
directors of a corporation, and because that explicit
deynition does not require directors to consider the
interests of creditors, there is no yduciary duty
owed by directors to creditors, regardless of the
ynancial state of the corporation.”

The court granted the motion for reconsideration
as to dismissal of the Committee’s claims that the
directors breached their yduciary duties to the
corporation because none of the parties had moved
to dismiss those claims, so the court’s dismissal
of those claims was clear error. This distinction
clariyes the courtts belief that under Ohio law, even
during insolvency, directors do not owe yduciary
duties to a corporation’s creditors. However, the
creditors of an insolvent corporation may bring a
claim for breach of yduciary duty to the corpora-
tion itself.

In In re Amcast Industrial Corp., the bankruptcy
courttook a similar approach and reached the same
conclusion, that ofycers and directors do not owe
a yduciary duty to a corporationés creditors even
if the corporation is insolvent or in the zone of
insolvency. There, the court concluded:

The plain language of Ohio Rev. Code
A 1701.59(E) clariyes that a director has
discretion to consider many constituencies
of the corporate enterprise, including cred-
itors, when making corporate decisions.
However, a director has no distinct legal
obligation directly to creditors, separate
from the corporate entity as a whole, even
when a corporation has reached the point
of insolvency.

Thus, the court found that Ohio law does not
impose a yduciary duty on directors to a corpora-
tion’s creditors when the corporation is insolvent
or nearly insolvent.

While not controlling on Ohio courts, Bank One
and Amcast may be inpuential on the issue because
they repect reasonable applications of Rev. Code
§ 1701.59(E).

Ohio state courts have not determined the issue,
but the Supreme Court of Delaware recently ana-
lyzed it in detail in National American Catholic
Educational Programming Foundation, Inc.
v. Gheewalla. Because Ohio case law is silent
on the subject, an Ohio court might consider a
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Delaware business law case as persuasive author-
ity. In Gheewalla, the plaintiff was a creditor of
Clearwire Holdings, Inc. The defendants were
directors of Clearwire while it was either insolvent
or in the zone of insolvency. The plaintiff alleged
that the defendants breached the yduciary duties
they owed to the plaintiff as a creditor.

The Supreme Court afyrmed the Chancery Courts
decision to dismiss the complaint. It yrst held, fino
direct claim for breach of yduciary duties may be
asserted by the creditors of a solvent corporation
that is operating in the zone of insolvency.” The
court reasoned that creditors, unlike shareholders,
have contractual agreements, fraud and
fraudulent conveyance law, implied
covenants of good faith and fair deal-
ing, bankruptcy law, commercial law,
and other sources of creditor rights to
protect them. It concluded that a cor-
poration in the zone of insolvency is
most in need of effective and proactive
leadership and the ability to negotiate
with creditors; a direct yduciary duty
cause of action for creditors likely would
undermine these goals. Finally, when in
the zone of insolvency, the court stated
that the focus for directors does not change; they
must continue to exercise their business judgment in
the best interests of the corporation for the beneyt of
the shareholders. For all of these reasons, the court
refused to allow creditors to bring direct claims for
breach of yduciary duty.

Second, the Supreme Court held, “individual credi-
tors of an insolvent corporation have no right to
assert direct claims for breach of yduciary duty
against corporate directors.” (emphasis by court).
The court noted that when a corporation is insol-
vent, creditors take the place of shareholders as

beneyciaries of an increase in value, so creditors of
an insolvent corporation have standing to maintain
derivative claims on behalf of the corporation for
breaches of yduciary duties. However, to ynd that
directors owe yduciary duties directly to creditors
“would create uncertainty for directors who have a
yduciary duty to exercise their business judgment
in the best interest of the insolvent corporation.”
It also would conpict with the directorsb duty to
maximize the value of the insolvent corporation
for the beneyt of all those with an interest in it.
Therefore, while creditors of an insolvent corpo-
ration may bring a derivative action against the
directors for breach of yduciary duty, they cannot
bring a direct action because the directors owe no
yduciary duty to the creditors.

Given the vast experience of Delaware courts with
business and corporate law matters, Ohio state
courts may well see Gheewalla as persuasive on the
issue. Furthermore, as the federal courts explained
in Amcast and Bank One, the plain language of Rev.
Code A 1701.59(E) supports a ynding that directors
do not owe a yduciary duty to the corporations
creditors regardless of the corporationts ynancial
state. This is especially true given that the statute
expressly makes the consideration of sharehold-
ers’ interests mandatory but makes consideration
of creditors’ interests permissive. Thus, we can
say that Ohio law probably does not impose on
corporate directors a yduciary duty to the corpora-
tion’s creditors when the corporation is insolvent or
nearly insolvent. Still, with no Ohio case on point,
it is impossible to conclude with certainty.

If you have any questions, please contact Kevin
M. Kinross at 614.227.8824 or kkinross@bricker.
com.

IRS Commissioner Addresses
Corporate Governance Conference
Regarding Managing Tax Risks

Internal Revenue Service (IRS) Commissioner
Douglas H. Shulman addressed the 2009 National
Association of Corporate Directors Conference on
October 19, 2009. In his remarks, Commissioner
Shulman discussed the importance of involving

boards of directors in overseeing corporate tax
risks and strategies. His emphasis was to offer at-
tendees a number of suggestions for managing task
risks and FIN 48 compliance. (FIN 48 establishes
the ynancial statement accounting for uncertain tax
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positions, including recognizing and measuring
their effect on ynancial statements).

Shulman suggests, as part of board members’
ongoing corporate responsibilities, that boards
of directors implement a mechanism to oversee
tax risks. According to Shulman, boards should
consider the following actions:

A Setathreshold conydence level for taking a tax
position and review major tax positions.

A Discourage or eliminate opinion shopping by
tax departments by engaging an independent
tax yrm, which has some direct dialogue with
the board of directors.

A Speciycally address transfer pricing and the
relative proyt allocated to low-tax jurisdictions,
and make sure they repect real economic con-
tributions made in those jurisdictions.

In his speech, Shulman also discussed FIN 48
compliance as a, fivery signiycant window into tax
risk, liability and management in your company.”
He recommended that boards consider asking their
tax director and external auditors the following
questions relating to FIN 48 compliance:

A What was the process for identifying uncertain
tax positions and how do you know all material
issues have been identiyed?

A How did you go about determining the maxi-
mum tax exposure relating to each uncertain tax
position? What makes you comfortable that it
accurately repects your maximum exposure?

A How did you go about quantifying the likelihood
of winning or losing uncertain tax positions?
Do you plan to litigate the issue if the IRS chal-
lenges the position? Does the external auditor
or tax advisor agree with the tax director’s as-
sessment?

A Could the company be subject to potential
penalties, such as for underpayment of tax,
negligence or worse? If so, are they appropri-
ately recorded, and perhaps more important,
what does this say about how aggressive the
companyfs position is regarding those issues?

Shulman emphasized that taxes are no different
than any other large expense in that responsible
management should try to control it, he stated.
However, Shulman reminded the audience that,
“In the case of taxes, controlling it can expose
the company to challenge, which can result in
reputational damage and perhaps large, unexpected
expenses.”

His recommendation is that boards need to have a
close understanding of how their management has
chosen to control the tax expense, and how aggres-
sive they have decided to be. In addition, reporting
must be effective. Shulman concludes by stating
that as with any expense, “ Manage it (taxes) too
loosely and you give up proyt. Manage it too ag-
gressively and there are bad consequences.”

If you have any questions, please contact Gordon
F. Litt at 614.227.2305 or glitt@bricker.com.
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