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Directors Need to Be Aware of

Tax Law Changes

This issue of Acredula continues the primer on
the roles and duties of corporate directors begun
in our previous issue and warns about changes in
the tax laws affecting deferred compensation and
severance pay that require immediate attention

by employers.

This month, the newsletter discusses the vital
protections offered to directors under state law,
including the business
judgment rule, the right of
reliance on others, statutory

indemnification, contractual John P Beavers

Partner,
Bricker & Eckler LLP

indemnification, and direc-
tors’ and officers’ insurance.
Although Sarbanes-Oxley
creates additional accountability and correspond-
ing liability for CEOs, CFOs and chief legal
officers, nothing in Sarbanes-Oxley is intended to
change these state law protections of directors. In
addition, understanding these state law provisions
allows directors to determine what questions to
ask and when to accept answers as they carry out
their duties as directors.

Acredula also highlights a new deferred compen-
sation bill that corrects perceived abuses in the
use of deferred compensation arrangements. In
order to allow time for adoption of the bill’s new
regulations, the U.S. Department of Treasury has

announced that deferred compensation arrange-

ments will not need to be amended until the end
of 2005, as long as they are operated in good
faith compliance with reasonable interpreta-
tions of the new law. This generally requires
that deferral elections
be made in the calendar
year before the year of
deferral; that payments
may only be triggered
by a specified date or by
specific events such as
termination of employ-
ment, disability, death,
unforeseeable emergen-
cy, or change in control
of the employer, all of which (except for death)
are or will be newly defined; and that no election
may be changed or otherwise made that acceler-
ates payment or the schedule of payments of any
benefit except for unforeseeable emergencies,
payment of certain taxes, compliance with a
domestic relations order, or distribution of a

prescribed de minimis amount.

All non-qualified deferred compensation plans,
including salary reduction, bonus deferral
phantom stock, restricted stock unit, stock
appreciation, severance pay, and similar ar-
rangements should be reviewed in light of the

new law as soon as practicable.
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Sweeping New Deferred Compensation
Bill Requires Immediate Attention by

Employers

The American Jobs Creation Act of 2004, signed
into law by the President on October 22, 2004, adds
new section 409A to the Internal Revenue Code
to correct perceived abuses in the use of deferred
compensation arrangements. Under the new rules,
a deferred compensation plan is any arrangement
under which compensation is paid more than 2-1/2
months after the end of the calendar year in which
it is earned.

The new rules impact the full spectrum of deferred
compensation plans and dramatically restrict the
ability of participants to make deferral elections,
change the time and form of their benefits, and
the type of structures that may be used to hold as-
sets under such plans. The penalties for violating
these rules are severe and are imposed against the
participant. Generally, if a deferred compensation
plan fails to comply with these new rules:

* All amounts previously deferred are immedi-
ately treated as gross income;

* Interest is imposed on the underpayments that
would have occurred had the compensation been
taxable when first deferred; and

* A 20 percent penalty tax is imposed on all
amounts treated as gross income.

These new rules apply to deferrals occurring after
December 31,2004 as well as deferrals made prior
to January 1, 2005 that are not vested by December
31,2004. In certain circumstances, these rules may
even apply to vested deferrals made in 2004. The
expansive changes to deferred compensation plans
made by the Act will require amendments to nearly
all such plans. Employers are cautioned to give
careful thought about how these rules impact their
compensation programs and, in particular, before
amending any current plans. An “action list” is
provided at the end of this article.

Scope of the Act

Section 409A applies to “any plan that provides for
the deferral of compensation” other than qualified
retirement plans, SEP and SIMPLE plans, section
457(b) plans, and any bona fide vacation leave,

sick leave, compensatory time, disability pay or
death benefit plan. A plan provides for “deferred
compensation” to the extent that it provides for the
payment of compensation more than 2-1/2 months
after the close of the calendar year in which the
compensation was earned.

The new rules potentially apply to all of the follow-
ing types of deferred compensation arrangements:

* Traditional salary and bonus deferral plans.

* Severance arrangements (whether in the form of a
plan or an employment or severance agreement).

* Any bonus arrangement whether pursuant to a
plan or the terms of employment based upon
performance (other than incentive plans, yet to
be defined by the IRS) during a calendar year
which is not paid until more than 2-1/2 months
after the close of that year.

* Employment agreements with termination pay-
ments, retention bonuses, deferred bonuses or
other deferred compensation.

 Independent contractor agreements providing
for deferred compensation.

» Deferred director’s fees.

+ Certain equity arrangements (supplemental ex-
ecutive retirement plans (“SERPs”), restricted
stock units (“RSUs”), stock appreciation rights
(“SARs”), phantom stock plans, phantom SARs,
and below-market stock options).

* Section “457(f)” plans maintained by nonprofit
entities.

* Certain benefit replacement plans (i.c., excess
benefit plans).

The Internal Revenue Service will issue transition
rules as well as guidance clarifying the impact of
these rules on SARs and RSUs and other equity
arrangements by mid-December.

Highlights of the Act

The Act makes significant changes to the manner
in which deferred compensation plans provide for
elections to defer compensation and the timing



and manner of distributions. In addition, the Act
prohibits plans from permitting the acceleration
of benefits and restricts the structures that may be
used to hold assets under deferred compensation
plans. Penalties for violating the Act are imposed
on the participant.

The following is a synopsis of the relevant provi-
sions of the Act.

Initial Deferral Elections Must Be Made in the
Prior Taxable Year

Section 409 generally creates new rules requiring
that participants elect to defer compensation prior
to the time that it is earned. Generally, a partici-
pant must:

1. Elect to defer compensation within 30 days from
the date that he or she first becomes eligible
under the plan.

2.Elect to defer “non-incentive compensation”
for services performed in a taxable year by
December 31 of the prior taxable year.

3. Elect to defer “incentive compensation” based
on services performed over a period of at least
12 months no later than six months before the
end of the service period.

Practically, this means that: (a) elections to defer
non-incentive compensation earned, payable or
vesting in 2005 must be made by December 31,
2004; and (b) elections to defer incentive com-
pensation measured during a period potentially
ending as late as July 1, 2006 must also be made
by December 31, 2004.

Subsequent Deferral Elections Restricted

Section 409A provides new rules for subsequent
deferral elections (i.e., any election to delay the
receipt of benefits or change the form of payment).
Under the new rules:

1. The subsequent deferral election cannot take
effect until at least 12 months after the date
on which the election was made.

2. Ifthe subsequent deferral election relates to a
distribution to be made upon separation from
service, a specified time, or upon a change
in control, payment must be deferred for at
least five years from the date the election
was made.

3. If the subsequent deferral election relates to
a distribution payable at a specified time, the
election must be at least 12 months before
the first scheduled payment.

Acceleration of Benefits Prohibited

The Act generally prohibits any acceleration of
benefits under a deferred compensation plan. The
prohibition on the acceleration of benefits is intend-
ed primarily to discourage perceived abuse of the
constructive receipt doctrine. Under the new rules,
many popular features of deferred compensation
plans that provide for the acceleration of benefits
would be prohibited. These features include:

1. “Haircut” provisions, which typically impose a
penalty for early payment of vested benefits;

2. One-year advance distribution elections, which
permit participants to receive
early payment of vested benefits
upon giving at least 12 months
advance notice; and

3. Provisions allowing participants
to change their form of payment
under a deferred compensation
plan to accelerate the receipt of
benefits, such as by switching
from an annuity to a lump-sum
payment.

The Internal Revenue Service is

expected to issue guidance on switches between
forms of annuities and to accommodate situations
in which accelerated distributions are required for
reasons beyond the participant’s control and are
not elective.

Permissible “Event of Distribution” Narrowly
Defined

Section 409A substantially restricts the timing of
distributions from a deferred compensation plan.
The new distribution rules eliminate many currently
popular distribution events. Under these new rules,
a permissible distribution event includes only the
following:

1. Separation from service (not termination of
employment).

2. Death.

3. Disability. (For this purpose, disability is
defined as: (a) the inability to engage in any
substantial gainful activity by reason of any
medically determinable physical or mental
impairment that can be expected to result in
death or that can be expected to last for a con-
tinuous period of at least 12 months, or (b) the
receipt of income replacement benefits under
an accident or health plan for at least three
months by reason of any medically determin-
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able physical or mental impairment that can
be expected to result in death or that can be
expected to last for a continuous period of at
least 12 months.)

4. A specified time or pursuant to a fixed
schedule. (This cannot be an event.)

5. A change in ownership or effective control of
the employer, or in the ownership of a substan-
tial portion of the assets of the employer. (For
this purpose, a “change in control” is expected
to be defined by reference to the “golden para-
chute” rules of section 280G of the Internal
Revenue Code but “more restrictively”.)

6. An unforeseeable emergency. (For this
purpose, an “unforeseeable emergency” is
defined as: (1) a severe hardship resulting from
an illness or accident of the participant, the
participant’s spouse or a dependent; (2) loss of
property due to casualty; or (3) other extraordi-
nary and unforeseeable circumstances arising
as a result of events beyond the participant’s
control.)

Many currently used distribution events are not

permissible events of distribution under section
409A. Thus, plans permitting dis-
tributions in the event that the plan
is terminated, upon a change in the
financial condition of the employer,
for certain “life” events (e.g., pay-
ment of tuition), or to pay taxes do
not comply with section 409A and
must be amended accordingly.

Distributions to “Key Employees”
of Public Companies Restricted

Key employees of publicly traded
corporations may not receive a distri-
bution from a deferred compensation
plan until at least six months after
termination of employment (or, if
earlier, death). A “key employee” is
defined by reference to section 416(i)
of the Internal Revenue Code and in-
cludes certain officers earning more than $130,000,
five percent owners, and one percent owners earning
more than $150,000.

Certain Funding Structures Prohibited

Section 409A does not disturb existing law
permitting the use of “rabbi” trusts and similar
arrangements to hold assets under a deferred com-
pensation plan. The new law, however, prohibits

the use of the following arrangements to hold or
secure assets under a deferred compensation plan,
even if the assets remain subject to the claims of
creditors:

1. Offshore trusts, except to the extent attributable
to services performed in the trust’s situs.

2. Trust documents containing “financial health”
triggers that provide for the payment of
benefits in the event of changes in the com-
pany’s financial position, financial ratios or
financial health.

The Internal Revenue Service has been directed
to issue regulations defining “financial health” for
these purposes.

Penalties

Section 409A imposes penalties against the par-
ticipant for a violation of the deferral, distribution
or funding rules. There does not appear to be any
exception from these penalties for either good faith
plan drafting errors or an operational failure that is
fully and promptly corrected upon discovery.

Generally, if a deferred compensation plan fails to
comply with the requirements of section 409A:

 All amounts deferred under the plan for all years
will be immediately treated as gross income;

* Interest will be imposed on the underpayments
that would have occurred had the compensation
been taxable when first deferred; and

* A 20 percent penalty tax will be imposed on all
amounts treated as gross income.

These penalties are imposed only on “affected
participants”. Problematically, the Act does not
define this term. Nevertheless, if a plan complies
with the formal requirements of section 409A, but
an operational failure occurs with respect to only
one participant, presumably only that participant
will be the “affected participant” for purposes of
these penalties.

Effective Dates

Section 409A applies only to amounts that are de-
ferred or which vest on or after January 1, 2005.

A deferred compensation plan that was “materi-
ally modified” after October 3, 2004 will not be
grandfathered under the pre-Act rules and will be
subject to section 409A. The only guidance as to
the meaning of this phrase is in the Conference
Report, which indicates that a modification will be
considered “material” if it:



* Adds a benefit, right or feature to the plan; or
* Accelerates vesting of pre-Act deferrals.

As a result, employers should carefully consider
the impact of any changes on the grandfathered
status of their current deferred compensation plans
before amending any plans. The Internal Revenue
Service has been directed to issue guidance provid-
ing a “limited period” during which plans may be
amended to conform to section 409A within 60 days
after enactment of the Act.

Steps to Take

Employers must plan for these new rules and should
consider taking the following actions:

o Identify Affected Plans. Employers should
identify all of their deferred compensation
arrangements, including bonus plans, employ-
ment agreements and severance arrangements,
potentially affected by the Act. Employers
should also consider the impact of these rules
on their equity compensation practices.

o Identify Provisions Required to Be Amended.
Once affected plans are identified, employers
should identify those provisions in its existing
plans that must be amended to comply with
section 409A. Many plans will have to be
amended to:

1. Eliminate in-service distributions subject to a
“haircut”.

2. Eliminate other provisions permitting accel-
eration of benefits (such as upon termination
of the plan).

3. Revise elections to require deferrals of
non-incentive compensation by December
31, 2004.

4. Revise elections to require deferrals of incen-
tive compensation at least six months before
the end of the performance period.

5. Revise distribution provisions to comply with
section 409A, such as by replacing “termina-
tion of employment” with “separation from
service”, eliminating any distributions for
“hardship”, “disability” or upon a “change in
control” that do not conform to the new statu-
tory definitions.

6. Revise distribution provisions for any “key
employees” of publicly traded corporations to

prevent payment of benefits until six months
after separation from service.

7. Revise elections to choose the timing of pay-
ment or change the form of payment consistent
with section 409A.

If an employer decides to amend its
plans, it should also be sure to revise
any applicable election forms and
communicate these changes to its
employees.

» Consider Corporate Governance
Requirements. Brief the Com-
pensation Committee and/or the
Board of Directors as appropriate
and obtain necessary approvals
to make changes to any deferred
compensation plans.

* Review Rabbi Trust Documents.
Employers should review their rab-
bi trust, plan documents and other
funding documents to ensure that
they comply with section409A. Em-
ployers should consider eliminating
any offshore trusts. In addition, em-
ployers should amend any documents to eliminate
financial triggers at least for deferrals occurring
on or after January 1, 2005.

* Do Not Amend Existing Plans. Employers are
cautioned not to amend any existing plans in
a manner that would “materially modify” the
plan until the Internal Revenue Service issues
transition rules.

» Consider Establishing New Plans. 1f a plan
must be substantially amended, or if contractual
restraints limit an employer’s ability to amend
an existing plan, the employer might want
to consider “freezing” its existing plans and
establishing new plans conforming to section
409A.

» Consider Impact of Securities Laws. The estab-
lishment or material modification of a deferred
compensation plan by a public company must
be reported to the Securities and Exchange
Commission and must be disclosed on the
appropriate quarterly or annual report of the
company. Other applicable rules (e.g., those
imposed by the NYSE or NASDAQ) should
also be considered.
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State Law Provides
for Directors

In performing his or her responsibilities, a director
is often exposed to potential liability. In order to
encourage independent persons to serve as direc-
tors, state law offers a number of legal protections
to persons serving as directors. Directors or persons
considering becoming directors should acquaint
themselves with the following legal protections.

The Business Judgment Rule

In evaluating a director’s compliance with his fidu-
ciary duties, courts generally follow the so-called
“business judgment rule.” Under the business judg-
ment rule, courts do not inquire into the wisdom
of actions taken by directors in the absence of self
interest, fraud, bad faith, or abuse of discretion.
The business judgment rule specifically applies to
any situation in which a director makes a decision
which, in retrospect, was or is argued to be a bad
one. Ifthe director is thereafter sued because of that
decision, a court applying the business judgment
rule will not second guess the merits of the deci-
sion as long as the court finds all of the following
to be true:

* The director made a business decision (the rule
does not apply to acts which do not constitute
business decisions);

 The director was disinterested (that is, the direc-
tor was not “on both sides of the transaction”
and will not derive any personal benefit from
the decision);

* The director exercised “due care”;
* The director acted
in good faith;
and
e The director did

not abuse his or
her discretion.

to the Director:

Other directors, officers, or

If one or more of
these factors is not
satisfied, the court
will interpose its
own judgment to
determine whether
the transaction in
question was in the
best interests of the
corporation.

or other experts.

which director in question
does not serve.

Source of Information Presented

employees of the corporation.

Legal counsel, public accountants,

A committee of the board on

Critical Protection

It is important for directors to note that having a
personal or economic interest in the matter decided
rebuts the business judgment rule, unless those in-
terested directors can show that the material facts as
to their interest were disclosed or otherwise known
to other directors and at least a majority of the non-
interested directors approved the matter.

The business judgment rule will also be rebutted
for non-interested directors who approve the mat-
ter unless they can show that, despite the personal
or economic interest of the interested directors,
the non-interested directors believed the matter
to be in or not opposed to the best interests of the
corporation or that the transaction was fair from a
substantive point of view to the corporation.

When the business judgment rule is rebutted, courts
generally require directors to prove fairness not
only from a financial viewpoint, but also from a
procedural or “fair dealing” viewpoint.

Officers generally are also protected by a similar
business judgment rule. However, the business
judgment rule does not protect officers in derivative
matters or where officers’ actions are in violation
of their authority.

Right of Reliance on Others

Directors are permitted to rely reasonably upon
information presented by officers, employees, board
committees, and independent professional advisors
in making their decisions.

Reliance is Appropriate if:

The board or committee reasonably
believes such persons are reliable
and competent in the matters
prepared or presented.

The board or committee reasonably
believes that the matters prepared
or presented are within the person’s
professional or other competence.

The committee has been duly the
established in accordance with the
corporation’s governing documents,
is acting within its designated
authority, and is reasonably believed
by directors to merit confidence.




Statutory Indemnification

Under Ohio law, a director, officer, employee or
other agent of a corporation who is successful on
the merits or otherwise in defense of any action,
suit, or proceeding in which he or she is named
by reason of being a director, officer, employee or
other agent is entitled to be indemnified against
expenses, including attorney’s fees, actually and
reasonably incurred by him in connection with the
action, suit, or proceeding.

Contractual Indemnification

Ohio law permits corporations to indemnify or
agree to indemnify directors, officers, employees
and agents in advance of a decision on the merits
and even if he is she is not successful on the merits,
provided that the person:

e Acted in good faith;

* In a manner the person reasonably believed to
be in or not opposed to the best interests of the
corporation; and

» With respect to any criminal action or proceed-
ing, had no reasonable cause to believe the
person’s conduct was unlawful.

The corporation may pay or reimburse the in-
demnified person for all expenses (including
attorneys’ fees), judgments, fines and amounts paid
in settlement actually and reasonably incurred by
the person in connection with such action, suit or
proceeding.

In order for there to be protection, there must be a
determination that indemnification is proper by:

* A majority of directors who are not parties to
such action, suit or proceeding; or

¢ A committee of such disinterested directors;
or

e Ifthere are no such directors, or if the directors
so direct, by independent legal counsel; or

e The shareholders; or
* A court of competent jurisdiction.

As discussed above, indemnification is mandated
by statute if the indemnified person is successful
on the merits or otherwise in defense of any such
action, suit or proceeding.

In a derivative or other action by or in the right of
the corporation, only expenses are indemnified un-
less the indemnified person is successful in defense
of the claim. No indemnification of even expenses
is available if the director is adjudged to be liable
to the corporation unless the presiding court deter-
mines the director is entitled to indemnification.

Many state courts have held that indemnification
is not available for intentional misconduct and
federal courts have held that indemnification is not
available for securities law violations for reasons
of public policy.

Director & Officer Insurance

One value of D&O insurance is that Ohio and most
other states’ laws permit broader coverage under
D&O insurance than under statutory indemnifica-
tion. Another value of D&O insurance is that it is
available even if the corporation is insolvent and
even after a change in control.

D&O insurance is typically a claims-made policy
that pays losses, or reimburses the corporation for
its payment of losses, incurred by a covered person
for claims of wrongful acts made

during the policy period. The poli-

cies often insure against breaches of

duty, neglect, errors, misstatements,

misleading statements, omissions or

acts, whether in a personal action

or a derivative action, and the poli-

cies sometimes include intentional

wrongdoing (usually in the absence

of dishonest or criminal conduct).

These policies often contain a secu-
rities law exclusion excepting from
coverage claims about wrongful
acts in the purchase of sale or the
corporation’s securities. For this
reason, directors of publicly traded
corporations will generally need to
have a securities law endorsement
expanding coverage to include claims
of such wrongful acts.

These policies also except from coverage claims
that are not timely reported to the insurer as well
as claims alleging:

* Death, bodily injury, sickness, disease or
tangible property damage or destruction;

* Environmental discharge or damage;
» Libel or slander;

» Disgorgement of profits under section 16(b) of
the Exchange Act;

* Employee benefit plan liability;

* Illegal remuneration (unless approved by
shareholders);

* Suits by other insureds; and

* Dishonest or criminal acts.
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Steps to Enhance Directors’
Protections

Coupling the basic tenet that directors “direct”

management and must therefore delegate with the

conditions to a director’s right of reliance on oth-

ers offers a framework for determining a director’s
duties. Because a board directs rather
than manages and because manage-
ment manages under that direction,
a board must determine reliability
and competence of management for
each matter that the board delegates
to them.

The best way to determine reliability
and competence is to ask questions.
Accordingly, the purpose of the ques-
tions must be to test management’s
reliability and competence.

The same questions should be asked
separately of different persons, trying to include,
where appropriate, someone independent of
management. Possible persons independent of
management include the person serving the internal
auditor function, representatives of the external au-
ditor, outside legal counsel, and outside experts with
experience in the matters under consideration.

The consistency of the different answers should
be compared. The answers among different con-
stituencies will unlikely be the same. For example,
management is more likely to view certain business
issues more positively than the external auditor or
chief legal officer. On the other hand, the external
auditor and chief legal officer are more likely

to view risks of liability as more material than
management. And often a chief financial officer
views a matter from a different perspective than
the chief executive or chief operating officer. Ac-
cordingly, answers will differ, but there should be
a consistency.

The skill is to learn when to stop asking questions.
Nothing is more bothersome to management than
irrelevant, unnecessary questions. As a general rule,
directors should stop asking questions and accept
the answers when those answers are consistent. On
the other hand, directors should delve deeper when
the answers to the questions are inconsistent.

Directors and management should expect that there
will be some tension between them during this
process. Management needs to understand that
directors must ask questions to determine whether
management is reliable and competent for the mat-
ters delegated to them. The board should understand
that management will fear “being micro-managed”
or “not being trusted.” For this reason, the chair or
lead director of the board should from time to time
remind management that directors are required to
ask such questions to fulfill their duties and that
management should not necessarily view this as an
adversarial process.

An additional way to relieve this tension is for the
board to have regular executive sessions separately
with different members of management so that it
becomes part of the routine operation of the board.
A board should consider meeting regularly with the
CEO, CFO, chief legal officer, internal auditor, and
representatives of the external auditor.
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