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Under pressure from shareholdersand their advisors, companies have been eliminating
excise tax gross-up provisions from legacy change-in-control (* CIC”) and severance
agreements since the late 1990s.1 Many companies removing gr oss-ups pledge not to
include them in any new agr eements going forward. But despite the promises, some
companies end up adopting these in anticipation of a CIC or other strategic transaction.

The decision asto whether to provide an excise tax gross-up is always a sensitive one for
boards, given the vehicle s poor reputation. I n the context of amerger or acquisition,
compensation committee member s often need answersto the following questions:

= How common isit for companiesto agreeto new excise tax gross-up protectionsin
the deal context and how costly arethey, typically?

= What istherationale for companies choosing to adopt these?

= Hasimplementing new excise tax gross-upsimpacted corresponding “ say-on-golden-
parachute” (* SOGP”) advisory vote results?

To providea clearer picture of the practice, we summarize activity on “last-minute” excise
tax gross-ups, obtained by Pearl Meyer and Main Data Group from say-on-golden-
parachute disclosuresin transaction filings from 2016 to early 2022.2

50 “Last-Minute” Excise Tax Gross-Ups

In a study of over 900 transaction disclosures, we identified 50 examples of companies
(without excise tax gross-up provisions before a CIC) adding one or more of these
entitlements shortly before the closing of atransaction. The examples we found werein
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SOGP disclosures from transactions occur ring between 2016 and early 2022. The count of
50 includes companies that disclosed theright to provide excise tax gr oss-ups (to one or
mor e executives) aswell asthose that implemented the entitlements.

Out of the 50 companies/transactions, 40 underwent and reported a SOGP advisory vote,
while 10 companies wer e not subject to the vote.

Although providing last-minute gross-ups has grabbed the headlines, it appearsto bea
minority practice—only 5% of the entire study group (4% when considering just the
companies subject to a SOGP vote) implemented these at the time of the transaction filing.

Last Minute Gross-Ups
(In Transactions Subjectto SOGP Vote)

4%

= Last Minute Gross-Ups = No Last Minute Gross-Ups

Source: Pearl Meyer & Main Data Group
Last Minute Gross-Ups

The companies approving last-minute gross-ups spanned various industries and services.
Biotechnology companies and healthcar e equipment and/or service providershad the most
instances of implementing them (13 companies and 9 companies, respectively). Of the 10
transactionsthat were not required to have a SOGP vote, nine wer e biotechnology
companies.3

The size of the deal doesn’t appear to affect company decisions about providing last-
minute gross-ups. Transaction sizes? of the 50 companies spanned from $37 million to
$73.1 billion; the median and 75th percentile transactions were $3.4 billion and $10.4
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billion, respectively.

Last Minute Excise Tax Gross-Ups
(50 Example Transactions)
By Industry/Service
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m Other Industries Source: Pearl Meyer & Main Data Group

Transaction Sizes

(50 Example Transactions)

($mm)
Min 37
25th Percentile 1,802
Median 3,420
75th Percentile 10,357
Max 73,077

Totals and Types of Golden Parachute Payments
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In the 50 example companies, thetotal of all golden parachute payments (including excise
tax gross-ups) payableto executive officersvaried significantly in dollar valuesrelative to
a percentage of the transaction value. The value of the excise tax gross-ups provided in

these cases also varied substantially.

Total Golden Parachute Payments

$51,303

$32,250 I

25th Percentile Median 75th Percentile

Source: Pearl Meyer & Main Data Group

Value of Excise Tax Gross-Up ($000s)
$13,369

$4,501
I
25th Percentile Median 75th Percentile

Source: Pearl Meyer & Main Data Group

Total Golden Parachute Payments
(% of Transaction)

2.5%
1.3%
0.9% I
25th Percentile Median 75th Percentile

Source: Pearl Meyer & Main Data Group

Value of Excise Tax Gross-Up
(% of Transaction)

0.2%
0.11%
0.018% I
[
25th Percentile Median 75th Percentile

Source: Pearl Meyer & Main Data Group

While the costs of the excise tax gr oss-ups wer e significant, they were not nearly as
significant asthe value of accelerated equity, which represented the largest component of
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thetotal golden parachute packages.

Average Mix of Golden Parachute Elements

m Severance m Special Bonus m Benefits

m Equity Accleration m Gross Up
Source: Pearl Meyer & Main Data Group

Excise Tax Caps

In alikely effort to reduce and fix costs, 15 of the 50 companies put limits around the total
gross-upsthey would pay to all executivesin the aggregate. These capsranged from $1
million to $35 million.

Rationale for Implementation

The majority of companies making last-minute excise tax gross-ups (66%) did not provide
reasons for implementing them—per haps hoping to avoid excessive attention.

Among the minority of companiesthat offered their insight, we found three common
justifications:

= Consideration for Restrictive Covenants. The excise tax gross up was provided in
consideration for entering into a restrictive covenant agreement wher e executives
would be subject to non-competition and non-solicitation provisionsfor a period of
time after thetransaction and their terminations.

= Alignment with Shareholders. The value of equity acceleration, driven by the deal
price negotiated by executives, represented the majority of the golden parachute
payments. Securing the best price wasin the best interests of shareholdersand the
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280G excise tax imposed on executives was punitive compar ed to the ultimate value
delivered to shareholders.

= Retention. Special arrangements were needed to retain key executives during the
transition period following the CIC.

Impact of Last-Minute Gross-ups on SOGP Vote Results

As mentioned, in 10 of the companiesthat had implemented 280G gr oss-ups, no advisory
SOGP vote wasrequired in the transaction process. However, in theremaining 40, the
transaction required a shareholder vote. I n these transactions shar eholder s were much less
supportive of the golden parachute paymentsthan they werefor the transactions
themselves: 93% of these companiesreceived lessthan 90% support in the SOGP vote—in
fact, over half (53%) of the companiesfailed to receive 50% support. Conversely,
shareholders provided overwhelming support for the overall transactions. The average
voteto approve atransaction in this group was 98%.

Prevalence of Say-on-Golden Prevalence of Shareholder Support to
Parachute Support from Shareholders Approve Transaction

8%

#<50% =250%-70% ==270%-90% =290% n<50% =250%-70% =270%-90% =290%

Source: Pearl Meyer & Main Data Group

Given these results, boar ds approving new excise tax gr oss-ups should be well awar e that
the SOGP advisory vote may ultimately fail.

Conclusions

A minority of companiesin the study group of transactionsimplemented excise tax gross-
up provisionsin connection with impending transactions. Biotechnology companies and
healthcar e equipment and/or service providers had the most instances of implementation.
However, most of the companiesin the study group (96%) did not provide any new gr oss-
up protections.

When approved, excise tax gross-up costs (asa dollar value and as a per centage of the
transaction value) were significant. Asa meansto limit and fix the associated liabilities,
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some companies disclosed dollar limits on the protections provided.

Over half of the example companiesthat implemented last minute gross-ups failed the
SOGP advisory vote. Despite the negative reper cussions, SOGP disclosures provide a
glimpse into thereasoning for the minority of companiesthat approved them. In the
transaction setting, excise tax gross-ups have served as consider ation for non-compete
restrictions, retention vehicles, and a meansto align management with shareholder
outcomes. An additional explanation for the varying practices may relateto an
organization’s history. Mature, stable organizations ar e better able to thoughtfully plan
for CIC contingencies; their executives are also morelikely to have received the benefit of
short-term and long-term incentive payouts, thusimproving their 280G results. High
growth companies, by contrast, may have limited historical compensation, increasing the
likelihood that executives will owe 280G excise taxes. For boards of these companies,
inaction might be viewed as punitive to the executives who have created significant
shareholder value.

The decision asto whether to provide an excise tax gross-up is a sensitive one. Companies
implementing these should expect lower SOGP results by doing so. In addition, legal
advisors may express concer ns that implementing these types of provisions may further
encour age shar eholder lawsuits that so often accompany transactions. Boar ds must weigh
whether the benefits to shareholders will ultimately outweigh the costs as part of their
fiduciary oversight.

[1] Seethe 2018 article “ Think the Tax Gross-Up is Obsolete? Not Necessarily” for
background on Internal Revenue Code Sections 280G and 4999, excise tax gross-ups, and
their historical decline.

[2] Pearl Meyer and Main Data Group reviewed and summarized over 900 SOGP
disclosuresfiled from January 2016 through April 1, 2022.

[3] One phar maceutical company was also not subject to the SOGP vote.

[4] Transaction sizesreflect transaction equity valuesreported by Capital 1Q.
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