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23 T.C. 227 (1954)

A bargain stock option granted to an employee is considered compensation and is
taxable as ordinary income if the option was intended to induce the employee to
accept employment and as compensation for services to be rendered.

Summary

Harold E. MacDonald, a former vice president, accepted a similar position with
Household Finance Corporation, forfeiting significant deferred compensation and
accepting a lower base salary. As an inducement, Household granted MacDonald a
stock option allowing him to purchase shares at a price below market value. The IRS
determined the spread between the option price and the market value was taxable
income. The Tax Court agreed, finding the option’s bargain nature was intended as
compensation, not solely to grant a proprietary interest, despite the lack of a formal
agreement preventing stock sales and Section 16(b) of the Securities Exchange Act.
The court  held that  the option had an ascertainable market  value,  making the
income taxable in the year of exercise.

Facts

Harold  E.  MacDonald  was  a  vice  president  at  Schenley  Distillers  Corporation.
Household  Finance  Corporation  approached  him  with  an  offer  to  become  an
executive. MacDonald was informed that Household executives typically acquired a
proprietary  interest  in  the  company.  MacDonald  was  unwilling  to  accept
employment solely on the salary offered, as it would lead to a financial sacrifice. He
wanted an additional inducement to make the change, including a bargain stock
purchase. Household offered MacDonald a stock option to purchase up to 10,000
shares at a price between the market value and adjusted book value, with a loan to
cover the purchase. MacDonald exercised the option in 1949, purchasing the stock
well  below  market  value.  There  was  an  oral  understanding,  but  not  a  formal
agreement, that MacDonald would not sell the stock while employed by Household.
The  IRS  determined  MacDonald  realized  ordinary  income  upon  exercising  the
option.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency against Harold
E. MacDonald for the 1949 tax year, arguing he realized income from the exercise of
a stock option. The Tax Court considered the case. The court determined the option
price was intended to be compensation for MacDonald’s services. A decision was
entered under Rule 50.

Issue(s)

1.  Whether  the  bargain  stock option granted to  MacDonald  by  Household  was
intended to be compensation for services rendered?
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2. Whether the value of the stock was ascertainable, given the oral understanding
about selling the stock and Section 16(b) of the Securities Exchange Act of 1934?

Holding

1. Yes, because the court found the option’s bargain nature was intended to induce
MacDonald to accept employment and serve as compensation.

2. Yes, because neither the “oral understanding” nor Section 16(b) of the Securities
and Exchange Act prevented MacDonald from selling his stock, and its market value
at the date of acquisition was ascertainable.

Court’s Reasoning

The court framed the primary issue as one of fact: whether the stock option was
intended to compensate MacDonald or provide him with a proprietary interest in the
company.  The court  considered the negotiations,  correspondence,  and company
statements related to the stock option and MacDonald’s employment. The court
emphasized that the bargain nature of the option compensated for MacDonald’s
financial  sacrifice  from  leaving  Schenley.  The  court  found  the  option’s  terms,
particularly the below-market purchase price, were a key inducement for accepting
the  job.  The  court  rejected  MacDonald’s  argument  that  the  value  was  not
ascertainable due to an oral agreement against selling the stock. The court noted
this “vague agreement could not effectively bind petitioner” and that others subject
to the understanding had sold shares. The court found that Section 16(b) of the
Securities Exchange Act did not restrict MacDonald’s ability to sell the stock at its
market value, as he could have sold the stock without violating the rule.

Practical Implications

This case is important for analyzing the tax implications of bargain stock options. It
demonstrates that the court will examine the facts to determine the intent behind
the option. The critical inquiry is whether the option was intended to compensate
the employee for services. If so, any spread between the option price and the market
value on the exercise date is taxable as ordinary income. The case highlights the
importance of documenting the purpose of stock options. This case also clarifies that
even if the option price is equivalent to the book value of the stock, the spread
between the option price and the market value can be considered compensation.
Lawyers and accountants should advise clients to obtain valuations when exercising
options. The case demonstrates the significance of a clear and thorough analysis of
all the surrounding facts and circumstances when determining the tax consequences
of stock options, a key lesson for practitioners.


