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I. Selecting Estate

Planning Techniques

In gift and estate tax planning,
sophisticated planning strategies
are used to achieve different goals.
For example, the family partner-
ship 1s often used as a means to
fragment value into various
pieces, with the idea that the sum
of the parts may be less than the
whole.? Discounted pieces are
then given away through lifetime
gifting or testamentary transfers.

Alternatively, the grantor-retained
annuity trust is often used as a
way for the donor to give away
appreciation (at times, at dis-
counted values) while obtaining
a steady stream of payments.’®
Planning with non-qualified
stock options (hereinafter re-
ferred to, for the most part, sim-
ply as options) could, in the ab-
stract, achieve certain goals of
both a family limited partnership
and a grantor-retained annuity
trust, namely, transferring appre-
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ciation while reducing value for
gift and estate tax purposes. In
the abstract (not in reality, how-
ever), the transfer of an option
valued at zero for book purposes
(based on an intrinsic value
method) could succeed in: (1)
transferring appreciation to the
donees; (2) incurring minimal gift
tax cost at substantially dis-
counted values for transfer tax
purposes;* and (3) having the in-
come tax being paid by the trans-
feror (i.e, the donor transferring
the option).

As this transfer tax potential of
options has been recognized by
planners in recent years,’ the taxa-
tion of these options has not gone
without Internal Revenue Service
(IRS) scrutiny. The IRS has focused
and posited on important aspects
of these options, including: (1) the
party responsible for, and timing
of, the income tax; (2) the comple-
tion of the gift for gift tax purposes,
and, most importantly; (3) the valu-
ation methodology of these options
for gift tax purposes.®

The purpose of this article is to
explore the continued viability of
the use of options for gift and es-
tate planning purposes within the
framework of this IRS scrutiny.

I1. Non-qualified
Stock Options

Estate planning practitioners
have not always focused on the
importance of options in devel-
oping estate plans. However, the
overall current worth of these
options cannot be ignored. The
value of unexercised compensa-
tory stock options at the 800
most substantial publicly traded
firms was recently estimated at 11
billion.’

There are two types of options
commonly used in compensation

programs. One is the incentive
stock option, providing tax ben-
efits under Code Sec. 422. The
other is the non-qualified stock
option.?

Incentive stock options are re-
quired to be non-transferable.” Ac-
cordingly, non-qualifying options
granted to employees are relevant
to an estate planning strategy that
focuses on lifetime gifting.

Those options are usually open
for a period of years; a typical op-
tion period is open for 10 years,'°
and the option can be exercised
at any time during this period
after vesting. Non-qualified op-
tions can either be exercisable at
a price approaching the market
value at the time the option i1s
granted or at a discounted value."
Vesting often occurs over a period
of time.”

The holders of non-qualified
stock options are not taxed until
the options are exercised and, ac-
cordingly, taxation can be post-
poned for as long as the optionee
holds the option, rather than ex-
ercises it."?

Not all plans allow options to
be transferred to family members.
However, as options are becom-
ing more popular for estate plan-
ning purposes, the transferability
of these options by a company
amending its plans is becoming
more frequent.

ITI. Securities and
Exchange

Commussion (SEC)
Regulations

Prior to 1996, to qualify for the
exemptions provided by Rule 16b-
3 of the SEC regulations, stock
options granted to directors and
officers had to be non-transfer-
rable.”* In 1996, the SEC amended

Rule 16b-3 so that non-transferabil-
ity was no longer a precondition
of qualifying for the exception
under that Rule.”® Accordingly, the
transferability of non-qualifying
options has become more acces-
sible.'®

IV. The Core of the
Strategy

Reducing the strategy to its basics,
the gifting of non-qualifying op-
tions makes most sense if all of
the following cylinders are 1n op-
eration: (1) the gift tax value of
the option, X, is less than its ulti-
mate value, Y, discounted to
present value; (2) the income tax
on the exercise of the option i1s
paid by the original optionee, and
not by the recipient of the gift;
and (3) the option is exercised.

Accordingly, under one analysis,
the gifting of an option should
be compared with the gifting of
cash. For example, assume the cli-
ent has call options for 100,000
shares of Duplex stock currently
worth $100 per share, exercisable
at $100 per share and open for one
year. The Black-Scholes formula
yields a price for the option of
$8.595" per share, or $859,000 for
all 100,000 shares. The same cli-
ent has cash of $859,000.

If the cash is gifted, at the end
of the year, the donee has $859,000
plus a return of| say, 5 percent af-
ter tax: $859,000 + $42,950 or
$901,950.

The gift of the option is more
delicate. If the stock value declines
in the one-year period, the option
will not be exercised and the gift
was disastrous. If the option ex-
pires in the money, the then-fair
market value of the shares is
greater than the price at which the
option must be exercised, and a
different result occurs.
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If the stock increases at a rate
equal to its volatility used in valu-
ing the option," that increase—
$15 x 100,000 shares, or
$1,500,000—belongs to the do-
nees, as a gift of only $859,000.
Further, if the income tax can be
allocated to the donor (the origi-
nal optionee) substantial transfer
tax efficacy is achieved.”

This example demonstrates the
upside potential of an option
gift. But because the option may
expire out of the money, the gift
tax value has a tremendous im-
pact on its viability.

For example, in the prior ex-
ample, 100,000 shares of Duplex
stock worth $100 per share had
options exercisable at $100 per
share. Assume that the option
continues for a longer period of
time, that i1ts Black-Scholes value,
with discounts, for each option
is $25 per share. Compare the
gift of the options—100,000
shares x $25 per share—with an
equivalent gift of an equal value
of shares, purchased on a long
position, 25,000 shares.?® A stock
price increase at the end of the
option period of 100 percent®
means the options yield $200
times 100,000 shares, less the
strike price of $10,000,000, or
$10,000,000. In comparison,
25,000 shares at $200 per share
yields $2,500,000.2 This is a tre-
mendous upside for the options
alternative.

However, no appreciation
means the options expire outside
of the money. The pure stock gift
1s still worth up to $5,000,000.
This 1s a substantial downside for
the options alternative.

At which point is the option
gift too risky? The lower the ini-
tial gift tax value of the stock in
relation to its face value, the less
relative risk involved. Accord-
ingly, valuation is pivotal.?

V. How to Value
Options for Gift Tax
Purposes

In Rev. Proc. 98-34,% the IRS set
forth accepted methodology to
value non-qualified stock options
to purchase publicly traded stock
for gift, estate and generation-skip-
ping transfer tax purposes. Al-
though the revenue procedure is
not expressly tailored as a “safe
harbor,” it reaches that result by
implication. The first line indi-
cates that the revenue procedure
sets forth “a methodology” to
value options, thus connoting
non-exclusivity and haven status.

In this regard, the concept of a
safe harbor does not imply exclu-
sivity. As discussed, alternative
valuation methodology may still
be appropriate and is useful in
this area.

In Rev. Proc. 98-34, the IRS di-
rectly referenced FAS (Financial
Accounting Standards) 123 in valu-
ing options. FAS 123 allows “fair
value” to be approximated by us-
ing the Black-Scholes model or a
binomial model. Importantly, the
practitioner need not walk blindly
down the Black-Scholes or bino-
mial path. FAS 123 requires pub-
licly traded entities to disclose the
method and significant assump-
tions used by the company to es-
timate fair value as set forth on its
financial statements.”” The ques-
tion remains, however, whether
this methodology is acceptable in
an option gifting strategy.

VI. Rudiments of
Option Pricing
Methodology

The two widely accepted option

pricing models noted in Rev.
Proc. 98-34 are Black-Scholes and
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a binomial pricing tree. The
Black-Scholes concept is based on
a hedged portfolio, consisting of
shares of the underlying stock and
riskless zero-coupon bonds.” The
binomial model has been de-
scribed as “the most versatile and
widely used model for stock price
movements and for options pric-
ing.”?

Under either theory, an under-
standing of the underlying as-
sumptions is essential to the valu-
ation strategies. As author Neil
Chrissis points out:

If we want to use the Black-
Scholes formula to compute
option values and nothing
more, then there is nothing
much to discuss. However, the
interesting and important part
of option pricing theory 1s
understanding intuitively what
makes it tick. This leads to
important insights into risks
and hedging costs.”

For the estate planning practi-
tioner, an understanding of each
model is important. Black-Scholes
illustrates this point. The formula
for the Black-Scholes model is
shown 1n Figure 1.

The first part of the formula, SN
(d,), projects the anticipated ben-
efit from acquiring a stock out-
right. The second part of the for-
mula, Ke ™N(d,), gives the present
value of paying the exercise price
on the expiration day. The fair
market value of the call option is
then calculated by taking the dif-
ference between these two parts.

The model is based on several
assumptions. Before describing the
characteristics of the model, note
that it is only a “model,” based on
probability analysis. It 1s pliable
and imprecise as a result.

1. The stock pays no dividends
during the options life. Most
companies pay dividends to their
shareholders. Higher dividend

- B
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FIGURE 1

C=SN (d,) - Ke ® N(d,)

C = option price

¢ = exponential function (2.7183)

S = current stock price

d, = In(S/K) + (r + o%/2) (t)
ot

t = time until option expiration

d2=d1-ot

K = option striking price

o = standard deviation of stock
returns

r = risk-free interest rate

In = natural logarithm

N = cumulative standard normal distribution

yields result in lower call premi-
ums. To adjust the model for this
situation, the appraiser should sub-
tract the discounted value of fu-
ture dividends from the stock
price, thereby lowering the option
value.

2. European exercise terms are
used. European exercise terms dic-
tate that the option can only be
exercised on the expiration date.
American exercise terms allow the
option to be exercised at any time
during the life of the option, cre-
ating more value to American op-
tions. However, with non-qualified
options and limited transferabil-
ity and vesting concerns, they look
more like European call options.

3. Markets are efficient and re-
turns are lognormally distrib-
uted. This assumption suggests
that people can consistently pre-
dict the direction of the market or
an individual stock. The market
would then operate continuously
with share prices following a con-
tinuous Ito process. However, mar-
kets do not follow “a random walk
in continuous time with a variance
rate proportional to the square of
the stock price.”” Greater variance
increases stock price.

4. No commissions are charged.
Usually market participants do
have to pay a commission to sell
options. The fees that investors
pay can distort the Black-Scholes
valuation.

5. Interest rates remain con-
stant and known. The Black-
Scholes model uses the risk-free
rate to represent this constant and
known rate. In reality, there 1s no
such thing as the risk-free rate, but
the discount rate on U.S. Govern-
ment Treasury Bills with 30 days
left until maturity is usually used
to represent it. In today’s rate en-
vironment, these 30-day rates are
not often subject to great change,
thereby keeping with one of the
assumptions of the model. Lower
discount rates lead to lower op-
tion values.

VII. Premises in the
Model on Which to

Focus

In a perfect world, an estate plan-
ning professional would know
the interplay and effect of these
variables on the value of options.
In the real world, the profession-

als rely on other professionals, or
on business or stock appraisers,
for this insight. This outline ex-
plores a middle ground, focusing
on the most important of the pre-
viously discussed variables of op-
tion pricing.

One variable is volatility, defined
to be the measure of the amount
and rate of price fluctuation.”® For
example, highly volatile stocks
tend to have greater price fluctua-
tions. Increases in volatility, such
as from 15 percent to 16 percent,
increase the call options price.”
Intuitively, this makes sense. An
option is only valuable if it expires
in the money. Highly volatile
stocks, though they may have tre-
mendous downside risk, also have
analogous upside potential. As the
extent of the downside risk 1s of
no import, the greater upside risk
means greater value.? In gifting
transactions, the goal is to there-
for lower the volatility variable.

A second variable is the time to
maturity. As the time variable in-
creases, an option’s value changes
even if the stock value remains the
same. The value of an option de-
creases as the time moves closer
to its expiration. Accordingly, ac-
curately calculating the option’s
true expected life is essential. Al-
though Rev. Proc. 98-34 prescribes
methodology,* this should be re-
viewed closely for arguments to
shorten the period.

A third variable in the formula
is the risk-free interest rate. As in-
terest rates increase, the value of
the option rises.**

VIII. Rev. Proc. 98-34
Revisited

A number of guidelines are set
forth in Rev. Proc. 98-34. The IRS
goes into detail in preventing too
many iterations on the variables




discussed in the preceding section.

Specifically, the procedures pro-

vide guidelines:

1. In circumscribing the com-
puted expected life factor and
describing when the maxi-
mum remaining term must be
used in lieu of the computed
expected life factor;

2. In fixing the volatility num-
ber and expected dividends to
those disclosed in the finan-
cial statements; and

3. In tying the factor for the risk-
free interest rate to that of

zero-coupon U.S. Treasury
Bonds.”

IX. To Discount or
Not to Discount:

That Is the Question

Rev. Proc. 98-34 creates the most
difficulty by noting that no dis-
count can be applied to the valua-
tion produced by the option pric-
ing model. For example, no dis-
count can be taken due to lack of
transferability or due to the ter-
mination of the option within the
specified number of days follow-
ing termination of employment.
This preclusion is crucial, espe-
cially if it 1s correct.”®

This prohibition against dis-
counts cuts at the heart of the
methodology. Black-Scholes and
binomial models focus on options
that are publicly traded. Those
models do not necessarily approxi-
mate value when dealing with op-
tions that have limited transfer-
ability.

In their excellent article, Cornsid-
erations in Valuing Stock Options, the
authors, Carl F. Luft, Lawrence
Levine and Jon Howe, make the
point that when prices for options
which are freely traded in the pub-
lic market are compared to prices
from stock options that have trans-

ferability restrictions, the evidence
indicates “that the value of a stock
option traded in a non-liquid
market is substantially lower than
the option’s theoretical value.””
The authors contend, based on
their empirical evidence, that re-
lying on methodology such as
Black-Scholes results in overvalu-
ation because that model does not
reduce value based on illiquidity.”®
The article indicates that the valu-
ation reduction for thinly traded
options ranges from 22 percent to
45 percent (for options with trans-
ferability restrictions).”

The discounting concept 1s per-
haps no more than a restatement
of the proper methodology for
valuation. Black-Scholes, for ex-
ample, is a valuation methodology
based on hedging options with
risk-free investments over a short
period of time. It presupposes that
the options are transferable dur-
ing this time. This does not match
up very well with options that have
vesting requirements and transfer-
ability restrictions, and that are
open for a long period of time.

Perhaps more approximate of
the value of options would be to
take the current market value of
the stock, reduce it by the dis-
counted fair market value of the
option price using the risk-free
interest rate (through date of ex-
pected exercise), and reduce it fur-
ther by the discounted present
value of the expected dividend
stream.*

For the practitioner, the strate-
gies to consider in light of Rev.
Proc. 98-34 are as follows:

1. The safe harbor guidelines
could be followed and relied upon.
In this regard, determine if the
company publishes the value of
its options in its financial state-
ments. If yes, then review how the
variables are listed. A price per
gifted option that is based on vari-
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ables lower than the published
variables in the financial state-
ments must be justified. For ex-
ample, volatility may be a con-
stant, and will be noted in the
financials. If no materials are pub-
lished, more iterations of that vari-
able are possible. The life expect-
ancy of the option is an impor-
tant component in the equation.
Rev. Proc. 98-34 allows the taxpayer
to occasionally factor in the
weighted average expected life of
the option disclosed in the
financials, which is usually on the
low end.”? Arguably, a shorter ex-
pected life can approximate a dis-
count based on non-transferabil-
ity, but this is only a partial miti-
gation. The revenue procedure pre-
scribes typically that the “maxi-
mum remaining term” be used.”

2. The safe harbor could be 1g-
nored and an independent ap-
praisal could be obtained. Based
on the Luft data,* independent
appraisals may provide substantial
evidence of reductions from the
value obtained pursuant to the
prescribed methodology. If a gift
tax return is filed, the statute of
limitations period—three years
from filing—will begin running.*
The filed return will #ot indicate
it is being filed pursuant to Rev.
Proc. 98-34. Other than interest
(penalties are unlikely with an ac-
tual appraisal), this strategy would
put the client in a win-tie position
versus use of the safe harbor pro-
cedure. This strategy is preferable
to the first strategy.

3. The assumptions underlying
the revenue procedure methodol-
ogy could be adjusted. For ex-
ample, the methodology provides
that no discount can be taken for
lack of transferability or termina-
tion prior to vesting. This part of
the revenue procedure does not
seem justified. An aggressive strat-
egy would be to ignore that part
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of the revenue procedure and have
the business appraiser discount the
shares regardless, and then file
pursuant to Rev. Proc. 98-34. This
is sort of a one-foot-in, one-foot-
out approach. The second ap-
proach seems more internally con-
sistent.

4. The options could be trans-
ferred to fund a family limited
partnership, at an undiscounted
value, followed by a gift (or sale)
of discounted family limited part-
nership interests.* The income tax
implications of the initial funding
are interesting and uncertain. Trig-
gering income recognition under
Code Sec. 721 can and should be
avoided. Is the initial contribution
a deemed disposition under Code
Sec. 83? IRS Letter Ruling 9830036
says no, in a fairly direct way. How-
ever, that statement was more 1n
dicta than part of the ruling. An
examination of Code Sec. 83 and
Reg. §1.83-7 leads one to conclude
reasonably that transferring op-
tions to a-partnership could be a
triggering event under Code Sec.
83. If so, that may not be a disas-
trous result.”

The partnership will be orga-
nized with two types of equity 1n-
terests: general partnership inter-
ests and limited partnership inter-
ests. General partnership interests
will be entitled to control partner-
ship decisions, specifically, to elect
managing partners. The managing
partners decide on partnership dis-
tributions, such as when and if to
make these. The general partners
decide whether to liquidate the
partnership, sell assets or merge the
partnership with a third party. In
these ways, the general partners
control the partnership. The lim-
ited partners are entitled merely to
distributions from the partnership,
when made. These could be yearly
distributions, or they could be dis-
tributed more sporadically or

upon sale or other liquidation.
The majority of the equity 1s rep-
resented by the limited partner-
ship interests. For example, 90
percent of the equity in the part-
nership could be represented by
limited partnership interests. The
minority of the equity 1s repre-
sented by the general partnership
interests, typically less than 10
percent. In that scenario, parents
can set up a limited partnership
by contributing 90 percent of the
equity (options) to the partner-
ship. The parents can thereafter
give a part or all of their limited
partnership interests, arguably
valued at a discount, either out-
right or pursuant to annual ex-
clusion gifting formats, or to
grantor retained annuity trusts or
Code Sec. 2701 partnerships. Per-
haps the parents could sell these
interests in some type of install-
ment sale or outright fashion.®

X. Who Pays the Tax
and When?

The income tax consequences of
the option 1s the second engine
that motors the transaction. If the
donee of the option must pay the
income tax associated with the de-
ferred gain, the gifting value of the
transaction is substantially less-
ened.® Also, the transfer of the
option from the original optionee
to the donee should not be a tax-
able event for the strategy to work.
Positive conclusions have been sup-
ported by the IRS, and the answers
are found in the Internal Revenue
Code and regulations.

Initially, the granting of a
non-qualified option should not
be a taxable event. Code Sec. 83
generally treats property received
in exchange for services as com-
pensation. However, that Code
section does not apply to prop-

erty that does not have a readily
ascertainable fair market value at
the time of the grant.®
An option will have a readily
ascertainable fair market value
only if: (1) it is actively traded on
an established securities market; or
(2) it satisfies all of the following
elements:
m The option is transferrable by
the optionee;
m The option is exercisable imme-
diately in full by the optionee;
m The option is not subject to any
restriction or condition which
has a significant effect on the
fair market value of the option;
and
m The option privilege has a readily
ascertainable fair market value.”
Typically, stock options granted
to executives under employer-spon-
sored stock option plans are not
actively traded on an established
market because the optionee only
has a narrow right to transfer. The
requirement of the second tier that
“the option 1s transferrable by the
optionee” is not satisfied.”
Alternatively, allowing an em-
ployee only narrow transferability
should have a significant effect on
the fair market value of the option,
within the meaning of the third
condition above. Interestingly, in
light of Rev. Proc. 98-34, the IRS 1s
implicitly concluding that these op-
tions do have a “readily
ascertainable fair market value.”
Also, the transfer of a stock op-
tion to a family member as a gift
without receiving consideration
should not result in the recognition
of income upon the transfer. **
Importantly, Code Sec. 83 con-
tinues to apply to the option. The
income that is recognized when
the stock option is exercised is the
difference between the exercise
price and the stock’s fair market
value. This 1s treated as ordinary
income under Code Sec. 83.%




Under a typical construction of
Code Sec. 83, income should be
recognized by the employee when
the option is exercised.”® The in-
come tax would then fall on the
individual who received the op-
tion as compensation. Like the
grantor trust area,”’ the payment
of the income tax should not re-
sult in the taxable gift by the
owner of the option to the donee.
The income tax essentially in-
creases the basis of the stock in
the hands of the transferee.

IRS Letter Ruling 9830036 sub-
stantiates many of these issues. For
example, it provides that Code Sec.
83 will not apply to an option
which 1s transferable only to per-
mitted transferees, defined as es-
sentially family members or trusts
or partnerships for their benefit.*®
Transfer to a permitted transferee
also will not cause the optionee
to recognize taxable income or
gain at the time of the transfer
under Reg. §1.83-7(a).

Further, if the permitted trans-
feree subsequently exercises an
option, the optionee will recog-
nize taxable income at the time
in an amount equal to the excess
of the fair market value of the
common shares received by the
permitted transferee on exercise
over the option price paid for the
common shares. The permitted
transferee’s tax basis will be equal
to the fair market value on the
date of exercise (this consists of
both the option price plus the
amount of income recognized by
the optionee under Code Sec.
83(a).”®

XI. Another
Complication: Gift
Tax Completion

Options are often subject to vest-
ing requirements. For example, the

optionee may not be vested in
granted options unless the op-
tionee remains in the company’s
employ for at least a year after the
grant of an option. The vesting
requirement, if properly applied
for gift tax purposes, provides
three benefits: first, it should re-
sult 1n a built-in discount in valu-
ation because the options may be
lost; second, the stock value is
fixed at the time of grant (and,
therefore, the option value is fixed
as well); and, third, the initial term
of the option is reduced by the
non-vested time period.

For purpose of the gift tax regu-
lations, specifically Reg. §25.2511-
2(b), a completed gift 1s made
when the grantor relinquishes con-
trol over assets.” The issue that
now comes into play 1s whether
the gift of a non-vested option is
a completed gift. Prior to 1997, one
would have expected the answer
to be yes.

But in Rev. Rul. 98-21, the IRS
has tried to curtail further the ben-
efits of transferring options. It
ruled that until an employee had
performed all services required as
a precondition to exercising the
option, the option 1s not yet a
binding and enforceable property
right. Simply, the transfer ot a non-
vested option is not a completed
gift. The option 1s considered a
completed gift upon the later of
the date of transfer or the time
when the donee’s right to exercise
the option becomes vested.

In a rising stock market, delay-
ing the time at which a gift is com-
plete could increase the value of
the option, thereby increasing the
transfer tax cost of making a gift.
It certainly creates uncertainty and
administrative difficulty in plan-
ning for the option.

The better result is that not only
are these options completed gifts,
but that they have or are entitled
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to discounts in valuation because
they are dependent on the
completion of services before
they vest. Rev. Rul. 98-21 1s bizarre
in its holding on the donor’s re-
tained “dominion and control.”

The only control which the do-

nor retains is through termina-

tion of employment before the
option fully vests.

For comparison, in Rev. Rul. 84-
130,% the IRS noted that a power
exercisable only as a result of a po-
tentially costly related action—ter-
mination of employment—is not
a retained right. This was in the
Code Sec. 2042 context. It con-
cluded that the right to terminate
employment 1s an act of indepen-
dent significance.®’

Further, the IRS cited Rev. Rul.
80-186° for the language that the
option had to be “binding and
enforceable under state law on the
date of the transfer.” And yet, an
unvested option is still a binding
and enforceable right, albeit sub-
ject to divestment if something
(employment) does not continue
to happen. Here, it looks like a
contingent remainder interest,
which can be the subject of a
completed gift (e.g, Code Sec.
2702 dealing with personal resi-
dence trusts).

The following planning strate-
gies should be considered:

1. Conclude that Rev. Rul. 98-21
is wrong and inconsistent with
prior IRS pronouncements
(and ignore the ruling for gift-
ing purposes).

2. Gift only vested options (avoid
staged-in options).

3. Gift the option along with an
enforceable guarantee if vest-
ing does not occur. Alterna-
tively, convince the company
that in lieu of vesting require-
ments, 1t should build in
non-transferability restrictions
if options are exercised.®
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XII. Postmortem

Income Tax Concerns

If the option is not exercised dur-
ing life, it would seem that the
original option holder’s estate
would remain responsible for the
taxable income equal to the unex-
ercised spread. In IRS Letter Rul-
ing 9616035, the IRS noted that if
the taxpayer 1s not living when the
donee of the option exercises the
option, the decedent’s estate will
be deemed to have received the
Code Sec. 83 ordinary income.
This would mean that the income
tax liability would be borne by
beneficiaries receiving the benefits
of the estate. The recipient of the
option would receive, 1n effect, a
basis step up.

In contrast, Reg. §1.83-1(d) 1m-
plies that unexercised options
should be treated like other income
in respect to a decedent under Code
Sec. 691(c). However, Code Sec. 691
applies to property owned by the
decedent at death. If the decedent
does not own such property, an ar-
gument can be made that it should
not be considered as income in re-
spect to a decedent.

Until there 1s more on this issue,
the better result from a tax perspec-
tive 1s to tax the estate on the in-

herent income tax. The result from
an estate tax perspective is not clear.
The inherent income tax liability
is a debt. Its value 1s as follows: (X
+Y) x P, where X is the unexer-
cised spread at death, Y is the dis-
counted present value amount of
any increase or decrease from X
from date of death through expi-
ration (or exercise), and P is the
probability that the option will be
exercised.

This is an enforceable obligation
of the decedent’s estate. It looks, acts
and smells like a deductible debt un-
der Code Sec. 2053(a)(4). However,
Code Sec. 2053(c)(2) provides a road-
block. It literally provides:

Any income taxes on income

received after the death of the

decedent . . . shall not be de-
ductible under this section.

At first glance, that Code sec-
tion clearly applies to prevent the
deduction, but does (should) it?
That phrase coordinates with the
Code Sec. 691(c) deduction, so that
income in respect of a decedent
does not receive deductibility un-
der two sections of the Code. Fur-
ther, that Code section was 1n-
tended to preclude deductibility
for income earned by estate assets
postmortem, since that income
was not an estate asset included

The author gratefully acknowiedges the
insights of John Hughes, Rob Held and
Kerry Vyberberg, of Lord, Bissell and
Brook, Holly Isdole and Beth Clark
Rodriguez, of JP Morgan, Inc., and Pro-
fessor Dana Northcut, of the University
of Chicago GSB, in preparing and de-
veloping this article.

2 See, e.g., Hamill and Stout, Valuation
Discounts for Intrafamily Transfers, 59
Tax'N Acct, 75 (1997).

See, e.g., Newlin and Andrey, Structur-
ing GRATs under Section 7520 Regula-
tions, 24 Est. Puan. 156 (1997).

The restrictive terms of opticns, such as
vesting over a period of time and limited
transferability, should adversely affect
such values. For example, if an executive

on the estate tax return. But the
Code Sec. 83 option 1ncome tax
is not within the reasoning of ei-
ther policy argument. A policy ar-
gument for deductibility is appeal-
ing. However, the current Code
language does not permit it.

XIII. Conclusion

To sum up option planning in
light of the recent IRS pronounce-
ments (a euphemistic substitution
for the word “roadblocks™):

1. Aggressive and, more impor-
tantly, realistic option valua-
tions should be obtained from
independent appraisers. Rigid
adherence to Rev. Proc. 98-34
is not justified. The safe har-
bor value of this revenue pro-
cedure is not deserving of great
import, unless options are
coupled with a family partner-
ship strategy.

2. In contrast, safety justifies gift-
ing of only vested options, if
possible.

3. Income tax benefits are con-
servatively maximized if the
options are exercised prior to
death.

4. The use of options and family
limited partnerships should be
considered.

ENDNOTES

is granted an option for 10,000 shares
with a 10-year term, to purchase the
stock at $100 per share, consider its
value for gift tax purposes under the ap-
plication of Black-Scholes. See Black and
Scholes, The Pricing of Options and Cor-
porate Liabilities, 81 J. PoL. EcoN. 637
(1973). Under Black-Scholes, a formula
is used to determine the valuation. As-
sume the formula results in value equal
to 50 percent of the underlying stock
value. The 10,000 shares ot $100 per
share are valued at $1,000,000 times
50 percent, or $500,000. This means
that a third party would pay $500,000
to have the right to exercise an option
that, if exercised on day one of the pur-
chase, would yield no money to the pur-

chaser. The right to exercise the option
terminates in 10 years. The right cannot
be exercised immediately because it is
not vested. The right cannot be trans-
ferred to a third party becouse the op-
tion agreement prohibits it. Although the
stock market performance over the last
four years may militate in favor of this
not being o bad economic transaction
for the purchaser, a reasonabile third party
may still conclude that $500,000 is sub-
stantially more than this option is really
worth. Accordingly, one may reasonably
conclude that a third porty would give a
greater than 50-percent reduction for the
option because of the risk of forfeiture,
lack of transferability to non-family mem-
bers, limitations on exercise, and
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noncontinual growth potential of the op-

tion. At a 75-percent reduction, the op-

tions would be worth $125,000. This
seems more justifioble, albeit aggressive

on its surface. The gift tax viability of o

transfer at $125,000 is substantial. See

infra, “How to Value Options for Gift Tax

Purposes.” However, Rev. Proc. 98-34,

1998 IRB. 1998-18, 15, disallows dis-

counts on valuation, discussed infra.

Corresponding, not coincidentally, with

the substantial growth in the stock mar-

ket.

The most recent IRS missives are Rev.

Proc. 98-34, supra note 4, and Rev. Rul.

98-21,IRB 1998-18, 7, discussed infra.

See Stock Options Are Not a Free Lunch,

Forees (May 18, 1998), at 51, a con-

troversial piece in other regards. Total

value of shares set aside for option
grants was recently estimated ot $600
billion. J. Fox, The Next Best Thing to

Free Money, FOrTUNE (June 7, 1997),

criticized soon thereafter in the Wall

Street Journal.

Defined by implication to mean an op-

tion not qualifying under Code Sec. 422.

® Code Sec. 422(b)(5).

19 Exercise during the term is in contrast to
non-U.S. options, which are exercisable
typically only at certain times, such as ot
the end of the period.

"! Discounted stock options have an exer-
cise price which is less than the market
value of the option stock on the date the
options are granted.

2 Options are often structured with other
features. See Morgan and Luepker, Trans-
ferable Stock Options, 24 Tax MGmT.
Comp. PN J. 215 (1996) (discussing
other features, such as a requirement to
hold the stock ofter the option is exer-
cised, restrictions on selling shares aofter
exercise because of securities laws, and
reload features granting new options af-
ter old ones are exercised).

13 See infra, “Who Pays the Tox and When.”

41t an option falls under Rule 16b-3, the
granting itself of the option does not con-
stitute insider trading.

15717 CFR 240.16b-3.

16 In March 1998, the SEC issued proposed
regulations to amend Form $-8 to facili-
tate the exercise of stock options by family
members who are given non-qualifying
options by an employee. See Release No.
33-7506. This would extend Form S-8
to non-employee option transferees. Until
the proposed regulations are finalized,
non-employee optionees must rely on the
company filing Form $-3, which may be
administratively cumbersome for the
company. Failure to file Form 5-3 means
that the stock could be restricted on the
exercise of an option, perhaps arguing

~

®

TAXES/MARCH 1999

ENDNOTES

for a further discount in valuation. See
infra, “To Discount or Not to Discount:
That Is the Question.”

'7 See infra, discussion and formula under
“Rudiments of Option Pricing Methodol-
ogy.” This example assumes volatility of
15 percent per year and a risk-free rate
of interest at five percent.

815 percent, the assumption used in
note 17.

1% See infra, "Who Pays the Tax and When2”

2025,000 shares x $100 per share is
$2,500,000; 100,000 options at $25
per option is $2,500,000.

21 $100 per share increased by 100 per-
cent yields a price per share of $200.
2225,000 x $200 - $2,500,000, which is
less then $20,000,000 minus

$10,000,000.

2 There is no precise formula on when the
upside outweighs the riskiness of a de-
cline. However, the lower the value, the
greater the gift tax leverage.

2iRB 1998 -18, 15.

25 This will provide a ceiling guideline. Keep
in mind that companies would prefer
fower valuations on unexercised options
for a variety of reasons, including non-
dilution of analyst adjusted earnings per
share. Therefore, to the extent possible,
a company is likely to use favorable vari-
ables for its Black-Scholes analysis. See
discussion infra.

26 Riskless in this sense means “less risk.”

27 NEiL CHRissis, BLACK-ScHOLES AND BEYOND
(McGraw-Hill, 1997), at 219.

81d. ot 142.

2 d. ot 640. Stock prices being normally
distributed has not been supported by
empirical evidence. Id. at 115.

30 1d. at 95. Defined usually by sigma. One
commentator indicates that for compa-
nies with general price volatility, 10-year
options with an average dividend yield,
a Black-Scholes option value is typically
33 percent of the price of the option stock
on the date of the grant. Silverstein and
Mullins, Use of Non-qualified Stock Op-
tions for Qualified Plans, Compensation
and Estate Planning, AMERICAN Bar AssO-
CIATION CENTER FOR CONTINUING LEGAL EDU-
CATION IN THE NATIONAL INSTITUTE, Novem-
ber 6-7, 1997.

3 1d. at 163. The author defines the for-
mula as 30.30 times the increase in vola-
tility. This is often referred to as vega.

2 See, e.g., Ciccotello, Employee Stock
Option Accounting Changes, 1-88 Jour-
NAL OF Acct'cy 72 (1995).

3 See infra, "To Discount or Not to Dis-
count: That Is the Queston.”

3% Chrissis, supra note 27, at 178.

*To make sure practitioners follow this
methodology, the revenue procedure sets
forth filing procedures to alert the IRS as

to the transfer and valuation methodol-

ogy of the options.

Note that Code Sec. 83 does not apply

to the initial grant of the options because

the IRS has accepted that these options
are subject to restrictions that make their
value not subject to reasonable ascer-
tainment. There is inherent inconsistency
in the IRS’s Code Sec. 83 position and
its non-discount requirement in Rev. Proc.

98-34.

3 Valyation Strategy (May/June 1998) at
15.

®|d. at 16.
¥1d. at 15.
This is known as the “minimum value”
method recognized by the FASB. FAS 123
allows minimum value to be used in valu-
ing stock options for a nonpublic com-
pany. See also Two Option Pricing Mod-
els, 8-88 J.A. 68 (1988).
** For example, Delta Air Lines, inc.'s
(NYSE: DAL) 1997 financials, note 14,
provides the following information: num-
ber of shares subject to option, exercise
price equal to price at time of grant, gen-
erally vesting one year after date of grant
and exercisable at any time up to 10
years, non-transferable other than at
death, weighted average remaining life,
use of Black-Scholes pricing model, risk-
free interest rate at six percent, per share
dividend, and 2.7-year expected life of
option.

The formula is the weighted average dis-

closed in the financials multiplied by the

maximum remaining term offer vesting,
divided by the number of years the op-
tion can continue, computed as of the
time the option was granted. There are
exceptions that modify this “beneficial”

{perhaps “non-detrimental” is a better

word) rule.

3 For example, if any of seven conditions

are met, including non-termination of

options within six months of discontinu-
ation of empioyment.

Supra note 37.

+ Code Sec. 6501.

4 See CCH RS Lemter RuunGgs ReporT NoO.
1049, April 9, 1997,1TR 9714012 (Dec.
26, 1996), impliedly allowing the trans-
ter of an option to a family partnership,
and CCH IRS LetTer RuLNGs Report No.
1117, July 29, 1998, LTR 9830036
(April 29, 1998), which is more direct in
that conclusion.

“7|f the option is gifted soon after it is
granted, prior to appreciation (or any
substantial appreciation), then the in-
come realized will be minimal. Thereaf-
ter, ordinary income will be turned into
capital gain. The donee of the limited
partnership could be a grantor trust as
to the original option holder. Any reai-
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ENDNOTES

ized gain would then be faxed back to
the holder under the reasoning of Rev.
Rul. 85-13, 1985-1 CB 184, and its
progeny.

8 Care should be taken to avoid the in-
vestment company rules under Code Sec.
721(b). Also, discounts in the estate tax
area became more uncertain in light of
Code Sec. 2704. To avoid Code Sec.
2704(b), which essentially provides that
the inability to liquidate an interest will
not be respected at death if that liquida-
tion restriction occurs in a family-control
setting, a term partnership is advocated.
Code Sec. 2704(b) can be avoided if the
liquidation restriction does not come from
an “opplicable restriction.” An inability to
liquidate resulting from state law is not
an applicable restriction. The argument
has been made that a term partnership
results in an inability to liquidate by the
limited partners under state law, and,
therefore, it is not an applicable restric-
tion. For example, under Section 603 of
the lllinois Uniform Limited Partnership
Act, a limited partner in a term partner-
ship cannot withdraw and obtain his or
her fair value prior to dissolution or the
expiration of the term. The limited port-
nership interest would be argued to be
subject to a substantial discount because
of the inability of its holder to obtain the
underlying value of the assets in the part-
nership. Other ancillory arguments are
made to obtain discounts. Another argu-
ment supporting a discount from liqui-
dation value is that a hypothetical willing
buyer is faced with the uncertainty of
whether the partners will admit that buyer
in as a partner or whether the buyer will
be restricted to being an assignee. As-
signees may, under applicable state low,
have no management rights, withdrawal
rights, dissolution rights, or rights to re-
view the books. Further, even assuming
a limited partner may withdrow on six
months’ notice, in a non-term partner-
ship, for example, withdrawal entitles a
limited pariner to “fair value” under the
maijority of state uniform limited partner-
ship acts. This value arguably is not the
some as liquidation value and may be
based on a “going concern” valuation
approach. The IRS has vigorously, and
mostly unsuccessfully, attacked these part-
nerships using a variety of arguments in
addition to the Code Sec. 2704 one.
Among these are Code Sec. 2703, the
step transaction doctrine, the three-year
rule (or some transmogrification of it),
equitable principles, and general valua-
tion principles along the lines of the will-
ing seller/willing buyer concept.

9 A straightforward comparison illustrates
this point: a gift of $10,000 cash versus
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a $10,000 IRA that must be immediately
withdrawn. Both are viewed at $10,000
for gift tax purposes. But after taking out
inherent income taxes at 40 percent, the
$10,000 IRA is only worth $6,000 to
the recipient donee on day one.

Code Sec. 83(e} and Reg. §1.83-7.

Reg. §1.83-7(b).

See, e.g., RA. Cramer, 101 TC 225,

CCH Dec. 49,299 (1993), off'd CA-9,

95-2 ustc 150,491, 64 F3d 1406. See

also CCH IRS Letter Ruuncs Report No.

1057, June 4, 1997, TR 9722022 (Feb.

27, 1997).

53 But see IRS Letter Ruling 9714012, su-
pra note 46, which takes the opposite
approach.

54 See, IRS Letter Ruling 9722022, supro
at note 52 (option not exercisable for
at least 12 months from grant, expira-
tion within 10 years, termination on vol-
untarily leaving employ). Code Sec. 83
does not apply because: (1) options
subject to various restrictions on trans-
ferability; and (2) options cannot be ex-
ercised for at least one year; completed
gift following the reasoning of Rev. Rul.
80-186 (but note that all options were
vested in this circumstance); “after
grantee A transfers the options, grantee
A will have no power or right to deter-
mine when the options are exercised.
in addition, the fact that the options may
expire because grantee may resign or
the corporation may terminate the
grantee’s employment would not ren-
der the gift incomplete”. See also CCH
IRS LeTTer RuuNGs ReporT No. 1048, April
2,1997,LTR 9713012 (Dec. 20, 1996)
{option price equal to fair market value
of stock on date of grant, length of op-
tion less than 15 years, transferable to
family members; phase-in of full vest-
ing over a seven-year period of time;
that under Code Sec. 83(e)(3), Code
Sec. 83 does not apply to the transfer
of the option, and Reg. §1.83-7(c} does
not apply because a gift transter is not
a “disposition” within the meaning of
that regulation; exercise by transferee
family members will result in income to
the original holder/employee granted
the option, with resulting step up in basis
to the holder of the shares (equal to
price at which option exercised plus in-
come tax realized)).

55 Reg. §1.83-7.

% Reg. §1.83-1(c).

5 With a grantor trust, transactions be-
tween the grantor and the trust are not
recognized for income tax purposes. Rev.
Rul. 85-13, 1985-1 CB 184.

%8 The letter ruling is dated April 1998 and
Rev. Proc. 98-34 is dated May 1998.

On the issue of valuation, they are not
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consistent. The letter ruling, by implica-
tion, notes that the options do not have
a readily ascertainable fair market value;
the revenue procedure cuts the other way.
Which is the IRS’s real position?

See also IRS Letter Ruling 9713012, su-
pra note 54; IRS Letter Ruling 9714012,
supra note 46; CCH IRS Letter RUUNGS
RerorT No. 999, April 24, 1996, LTR
9616035 (Jan. 23, 1996); CCH IRS Let-
TeER RuLings Report No. 900, June 2, 1994,
TR 9412013 (Feb. 23, 1994); and CCH
IRS LeTter Rutings Report No. 876, Dec.
15, 1993, LTR 9349004 (June 8, 1993).
For example, IRS Letter Ruling 9349004
indicates that upon exercising the option,
the employee, not the person receiving
the vaiue of the option, recognizes ordi-
nary income in an amount equal to the
excess of the fair market value of the stock
purchased over the exercise price of the
option. However, the family member who
exercises the option receives a basis
equal to the exercise price paid plus the
amount of income recognized by the ex-
ecutive. Cf. Reg. §1.83-4(b)(1). IRS Let-
ter Ruling 9722022, supra note 52, pro-
vides a detailed analysis of the above
issues.

See, e.g., RS Letter Ruling 9722022, su-
pra note 52; IRS Letter Ruling 9616035,
supra note 59; CCH IRS Letter Rulings
Report No. 945, April 12, 1995, LTR
9514017 (Jon. 9, 1995}; and CCH IRS
Letter Rulings Report No. 877, Dec. 22,
1993, LTR 9350016 (Sept. 16, 1993).

IRB 1998-18, 7.

1984-2 CB 194.

See also IRS Letter Ruling 9616035, su-
pra at note 59 (acceleration of options
under Plan because of termination of
employment is an act of “independent
significance” and does not affect gift tax
consequences); IRS Letter Ruling
9722022, supra note 52 (options expir-
ing on termingtion of employment an act
of “independent significance” and no
retained power for estate fax purposes).
1980-2 CB 280.

Interestingly, analogizing to the partner-
ship area, there is a question as to
whether the option would qualify for the
$10,000 annual exclusion under Code
Sec. 2503(b). For example, is the option
immediately exercisable if not vested? If
not, does the recipient of the option have
the immediate right to the enjoyment of
the option? It seems that the answer is
yes, although this area is uncertain. But
see Morgan and Luepker, supra at note
12. Consider whether the donor could
couple a gift of a non-vested option with
a guaranteed payment right, to be ful-
filled by the donor until the option be-

comes vested.
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