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Tax benefit right problem

The May/June 1990 issue of the Crystal Report on Executive Compen-
sation describes a compensation benefit program for executives employed by
Sears, Roebuck called the Tax Benefit Right (TBR):

A TBR apparently entitles the executive-recipient to a cash repayment
equal to the value of the companys tax deduction with respect to a related
compensation payment. Hence, if the executive is receiving $100,000 of
compensation-perhaps from an option exercise, or from a bonus-and if Sears
corporate marginal tax rate is 34%, then the executive with a TBR not only
receives the $100,000 payment, but also a second payment of $34,000-or the
amount of the company stands to save in reduced taxes by deducting the
original payment of $100,000.

Perhaps to reassure its shareholders that TBRs are not yet another raid
on the their pocketbooks, Sears goes to the trouble to point out that the
TBR “. . . would itself be deductible by the company . . . for federal income
tax purposes, and the Company or its subsidiaries will receive the benefit, if
any, from such deduction.”

Now if no TBR were being granted, shareholders would, in the example
just cited, lay out $100,000 for the compensation payment and receive back
$34,000 from the government in reduced taxes. Hence, net shareholder cost
for the transaction would be $100, 000 − $34, 000, or $66,000.

With a TBR attached, shareholder now pay out $124,000 to the exec-
utive and receive a deduction of a like $134,000. Given a 34% corporate
tax rate, the deduction yields tax savings of $134, 000 × 34%, or $45,560.
Hence, the new cost to the shareholders rises from $66,000 without a TBR
to $88,440 with a TBR-for a cost increase of—guess what—34%.

What motivation might the Sears, Roebuck Compensation Committee
of the Board of Directors have in adopting the Tax Benefit Right plan?
Under what conditions is it a shareholder ripoff and under what conditions
is it beneficial for shareholder?
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