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Four recent cases illustrate some of the tax traps awaiting 
employees (and independent contractors) who become instant millionaires 
when the companies for which they have worked go public and their 
options or restricted stock are suddenly in the money. After discussing 
those four, we will offer a few suggestions on the use of stock-related 
incentives in businesses that are not publicly traded. 
 

Keith D. Hilen and the Stock Options 
 

Keith Hilen worked for InsWeb Corp., first as an employee, then as 
a consultant, from 1995 through November 15, 1998. As part of his 
employee compensation package, he received options to acquire InsWeb 
stock. Because he terminated in 1998, the last day for him to exercise 
his options was December 31, 1999. Fortunately, InsWeb, which provided 
insurance information on the Internet, went public on July 23, 1999. 
Hilen then obtained a $250,000 loan from his bank to enable him to 
exercise his options. He purchased: 
 

o 20,000 shares for $26,000 when the fair market value of the 
stock was $572,500; 

o 11,250 shares for $14,625 when the fair market value of the 
stock was $285,469; and  

o 23,625 shares for $11,813 when the fair market value of the 
stock was $599,484. 

 
Thus, he paid $52,438 for 64,875 shares of InsWeb that were “worth” 

$1,457,453. The stock certificates Hilen received included a restrictive 
legend, however. They could not be transferred, sold, or otherwise 
disposed of before January 18, 2000. They also were pledged as 
collateral to the bank in connection with the loan.  
 

The initial public offering price was $17 a share. Hilen’s options 
were exercised when the stock was $28.63, $25.38, and $25.37. But the 
stock went down. On December 21, 2000, the bank issued a notice of 
private sale of collateral. The NASDAQ quote for InsWeb that day, 
adjusted to reflect a split, was $7.03. On September 19, 2001, Hilen 
filed for Chapter 7 bankruptcy. 
 

The Hilen Tax Case 
 

The initial 1999 return for Keith Hilen was filed October 21, 2000. 
That return reported wages from InsWeb of $1,435,031, which primarily 
represented the spread between the option price and the quoted prices of 
the stock on the dates the options were exercised. Hilen later filed two 
amended 1999 returns, first on February 7, 2001, and then on August 4, 
2003, claiming aggregate refunds of $513,025 as a result of 
recalculating the spread on his option exercises. The IRS denied those 
refund claims -– and also asserted a tax deficiency of $1,470. That 
$1,470 was Hilen’s ticket to the Tax Court. If IRS had merely denied the 
refunds, Hilen would have had to bring a suit for refund in either the 
U.S. District Court or the U.S. Court of Federal Claims. Because a 
deficiency had been asserted, he could file a petition with the Tax 
Court and set up his counterclaim for a $513,025 refund. But asking and 
getting are two different things. 
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Hilen’s main argument was that the date as of which income was to 
be measured should not be in 1999. He argued that he had not really 
received the stock for tax purposes when he exercised the options 
because he used a nonrecourse bank loan to finance the purchase. He 
cited reg. section 1.83-3(a)(2): 
 

If the amount paid for the transfer of property is an indebtedness 
secured by the transferred property, on which there is no personal 
liability to pay all or a substantial part of such indebtedness, 
such transactions may be in substance the same as the grant of an 
option. 

 
He also cited Example 2 in reg. section 1.83-3(a)(7), in which an 

employee received shares of stock from his employer in exchange for a 
nonrecourse note, as substantially similar to his situation. That 
example concluded that there was no income recognition event until the 
employee had some risk of loss so there was no income to report until 
payments were made on the bank debt. Hilen’s payments on his bank debt 
were not made until the bank sold the collateral in December of 2000. By 
then the InsWeb stock value was far below his exercise date value. 
 

Tax Court Judge Harry A. Haines saw the example in the regulation, 
however, as “distinguishable from the present case.” Keith D. Hilen v. 
Commissioner, T.C. Memo. 2005-226, Doc 2005-20010, 2005 TNT 189-6. The 
example and situation contemplated in the regulation dealt with 
nonrecourse indebtedness. Whatever the understanding Hilen may have 
thought he had with the bank, the documentation of the loan showed it 
was with full recourse against Hilen if the InsWeb stock that was the 
collateral proved insufficient. Further, the example used a loan from an 
employer to finance stock purchased from the employer, while Hilen’s 
loan was with an unrelated third-party bank.  
 

The Lockup Period 
 

Hilen’s next argument was that the stock should have been valued as 
of January 18, 2000, when the stock became freely transferable. Because 
the stock was nontransferable until then, and was subject to the 
vagaries of the marketplace, that “lock-in” was a substantial risk of 
forfeiture for section 83 purposes and thus income realization took 
place only when that risk of forfeiture lapsed. He reasoned that his 
situation was essentially the same as that of the taxpayer in Robinson 
v. Commissioner, 805 F.2d 38, Doc 86-7129 (1st Cir. 1986), rev’g 82 T.C. 
444 (1984). There, the employer had a right to buy back the employee 
stock at the option exercise price if the employee attempted to sell the 
shares of stock within a year of exercising the option. The appeals 
court had concluded: 
 

Robinson's stock was subject to a substantial risk of forfeiture 
until the sellback provision elapsed. The Tax Court found as fact that 
Centronics imposed the sellback provision to prevent Robinson from 
engaging in insider trading. The officers of the corporation wanted to 
prevent Robinson from using his knowledge of the company to make a 
profit on a short term change in the corporation's position. The 
sellback condition thus served a significant business purpose. . . . The 
Tax Court's contrary finding was not based upon evidence of the 
practical workings of the securities markets, but rather upon a 
hypothetical, back-door transfer in breach of the option agreement. This 
was error. Transferability under section 83(a) depends on standard 
practices and assumes observance of contracts, not hypothetical sub rosa 
violations. 
 

Judge Haines saw Robinson as distinguishable from Hilen’s 
situation: “Petitioner was not subject to a sellback provision that 
required him to return the shares of stock to InsWeb in the event he 

Doc 2005-23737 (7 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.

Doc 2005-23737 (7 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



attempted to sell the stock before January 18, 2000.” Judge Haines 
pointed out that a number of cases have held that a restriction on 
transferability does not affect the timing or the amount of income 
inclusion under section 83 “if the property is not subject to a 
substantial risk of forfeiture.” As to Hilen’s argument that the 
inability to avoid market risk because of the lock-in was a type of 
forfeiture restriction, Judge Haines noted that reg. section 1.83-
3(c)(1) “specifically provides that the risk that the value of property 
will decline during a certain period does not constitute a substantial 
risk of forfeiture.” There is, in other words, a difference between a 
risk that a taxpayer will lose his rights in the property and the market 
risk that the property will decline in value. 
 

The outcome of the case? Hilen got nothing on his refund claims and 
had to pay the $1,470 tax deficiency.  
 

The Exercised Options and the Section 83(b) Election 
 

In one way, Gamiel C. Gran, et ux. v. United States, No. 04-4605, 
Doc 2005-18627, 2005 TNT 176-15 (N.D. Cal. 2005) was the other side of 
the Hilen case. Whereas Hilen was arguing that the realization event 
should not be the date of option exercise, Gran sought to have the 
exercise treated as a taxable event by making a section 83(b) election. 
But the two are similar in that having made the section 83(b) election 
and reported the resulting income when he filed his 2000 income tax 
return, Gran then filed a refund claim on an amended return and tried to 
get that tax money back. They are also both similar in that the tax 
controversy mainly resulted because the stock that was received lost its 
value -– declining substantially in Hilen’s case and becoming worthless 
in Gran’s. 
 

Gran received stock options from his employer, Asera Inc. He 
exercised those options and paid $1.333 per share for stock that had a 
fair market value of $4 per share on the date of exercise. However, the 
stock received was, at least in part, restricted stock inasmuch as Asera 
had the right to repurchase the shares that were not yet vested at their 
cost to Gran. The effect of the section 83(b) election, however, was to 
value the stock for income measurement purposes at its fair market value 
on the date the options to acquire it were exercised, with that 
valuation being determined without regard to any restrictions on the 
stock that would ultimately lapse. A vesting provision is a common 
example of a lapse restriction. 
 

Failure to Read (or Understand) Is No Excuse 
 

Gran’s main argument was that he “should be granted consent to 
revoke [the] election . . . because the election was predicated on a 
mistake of fact.” What mistake of fact? Gran claimed he did not 
understand the Asera option to repurchase the shares to extend to the 
situation in which Asera terminated him. He averred that he had believed 
at the time of the election that it applied only if he quit his job. “If 
Plaintiff had known of these facts, he would not have made the 83(b) 
election at the time of the exercise of the unvested shares.” 
 

District Judge Samuel Conti dismissed that argument, noting that  
 

These facts, which Plaintiff Gamiel Gran alleges he was unaware 
of, were plainly written in the Stock Option Exercise and 
Repurchase Agreement. . . . Given the plain language of the 
Agreement, as stated above, Plaintiffs did not make a mistake of 
fact which would void their Section 83(b) election. As Defendant 
notes, the opposite conclusion would be absurd. “If the plaintiffs 
have their way, taxpayers could sign documents without reading 
them, and then revoke their elections if subsequent events are 
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unfavorable, claiming that they were under mistakes of fact as to 
the contents of the agreement.” Defendant’s Opposition at 11. The 
Court declines Plaintiffs invitation to reach such a conclusion. 

 
Judge Conti held that the section 83(b) statute was written to 

cover transactions such as the section 83(b) election made by Gran. By 
making the election, the taxpayer is able to treat as capital gain any 
appreciation in value of the property after the date of the election. 
“The flip side,” he observed, “is that should the property fail to 
appreciate, become worthless as here, or be forfeited, the election 
cannot be undone.” Nor is the election without risk. While the taxpayer 
has reported ordinary income as a result of the election, subsequent 
declines in value or worthlessness of the property produce a capital 
loss and not an ordinary loss.   
 

Enter the AMT 
 

The AMT problem for those who exercise stock options has received 
substantial publicity. The greatest concern has been the plight of those 
persons whose exercise of options created large AMT obligations but 
whose stock had precipitously dropped in value so that they had no 
resources to pay the tax. “Caught between mounting alternative minimum 
tax debts and the implementation of more creditor-friendly bankruptcy 
rules, incentive stock option (ISO) holders are deciding whether to give 
up and file bankruptcy or to wait for a political reprieve,” reported 
Warren Rojas in Tax Notes, Oct. 3, 2005, p. 32.  
 

The tax problem peculiar to incentive stock options differs from 
the problems of restricted stock and unqualified stock options. The 
latter involve the regular tax, but the realization transaction at least 
provides tax basis. The double whammy with the AMT is that the stock 
option exercise not only creates income for AMT purposes but it does so 
without providing any tax basis in the stock over and above the exercise 
price. The only tax benefit provided by paying the AMT is the creation 
of an AMT credit that may be usable in future years against the regular 
income tax. 
 

Robert J. Merlo v. Commissioner, T.C. Memo. 2005-178, Doc 2005-
15467, 2005 TNT 139-8, illustrates a relatively common stock option 
situation. Merlo’s employer, Exodus Communications Inc., had an 
incentive stock option plan that qualified under the ISO provision, 
section 422. Merlo exercised options and acquired 46,125 shares of 
Exodus stock on December 21, 2000. He terminated his Exodus employment 
on December 31, 2000. The company filed for bankruptcy on September 26, 
2001, and on November 12, 2001, issued a press release announcing that 
its common stock had no value. 
 

The Exodus stock had already started to drop by the time Merlo 
filed his 2000 income tax return. Instead of using the December 21, 
2000, value of the stock, Merlo reported as AMT income the $452,025 
excess of the April 15, 2001, value of the stock over his option price. 
He attached a Form 8275-R to his return disclosing that he relied on 
proposed legislation, H.R. 2794, 107th Congress, 1st Session (2001), 
then pending in Congress, for using the April 15, 2000, date. That 
legislation, never enacted, would have allowed taxpayers to use April 
15, 2001, as their ISO exercise date in calculating their AMT. 
 

The IRS responded with a notice of deficiency in which it 
determined that Merlo owed $169,510 because the correct amount of ISO 
exercise preference that should have been reported on Merlo’s Form 6251 
was $1,057,415 rather than $452,025. Merlo then filed a Form 1040X in 
which he claimed a refund of $149,757 because he should have reported no 
AMT income on his 2000 return. His explanation was that the stock he 
received was subject to a substantial risk of forfeiture when he 
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received it, and was nontransferable. He also filed a petition with the 
U.S. Tax Court to challenge the IRS deficiency. 
 

Tax Court Judge Harry A. Haines, who decided the Hilen case 
discussed above, also decided the Merlo case. He explained that “shares 
of stock acquired by exercising a stock option that qualifies as an ISO 
under section 422 are treated for AMT purposes as shares of stock 
acquired by means of exercising a nonqualified stock option under 
section 83.” Under section 83, the recognition of income would not take 
place if the stock received in the option exercise was subject to a 
substantial risk of forfeiture. 
 

Where was the substantial risk of forfeiture? In 2000 Exodus had in 
place a written policy reminding officers and employees that it was 
illegal to trade in the securities of the company “while in the 
possession of material nonpublic information about the Company.” The 
penalty for a violation was disciplinary action by Exodus “up to and 
including termination for cause.” It was that provision that Merlo 
contended made his stock not freely transferable and subject to a 
substantial risk of forfeiture. By the nature of his job, he was always 
in possession of material nonpublic information about the company, and 
thus barred from trading the stock. As was done in Hilen, Merlo cited 
the First Circuit’s Robinson decision as support for his position. 
 

As in Hilen, the problem with the argument was that it was not 
supported by the facts. Judge Haines wrote: 
 

Petitioner has not shown that Exodus could have ever compelled him 
to return his shares of stock. The remedy chosen expressly by 
Exodus to enforce its insider trading policy was not a forfeiture 
of the shares, but disciplinary proceedings against the offending 
employee, up to and including involuntary termination of 
employment. 

 
The IRS calculation of the AMT preference amount was accepted by 

the court. 
 

Speltz and the “Unfair and Inequitable” Argument 
 

One of the taxpayers described in the Rojas article cited above, 
Warren J. Speltz, of Cedar Rapids, Iowa, tried to deal with the AMT 
problem via the offer in compromise route. When the IRS refused his 
offer, he asked the Tax Court to determine that the refusal was an abuse 
of discretion. In Ronald J. Speltz, et ux. v. Commissioner, 124 T.C. No. 
9, Doc 2005-6065, 2005 TNT 56-6 (2005), Tax Court Judge Mary Ann Cohen 
sympathized with the taxpayers’ plight. She noted the extensive amount 
of material the Speltzes had submitted to show that the AMT was never 
intended to create situations such as theirs and that the 220 percent 
tax rate being inflicted on them was not only unfair and inequitable but 
was against public policy. Judge Cohen commented: 
 

Petitioners assert that those materials show “public policy.” In 
our view, however, those materials show that Congress is well 
aware of the claimed inequities resulting from the application of 
the AMT and has, so far, declined to act. In the absence of 
congressional action, we cannot discern public policy from the 
materials tendered by petitioners. Moreover, the materials 
submitted by petitioners show that their situation is, 
unfortunately, not unique. . . . Petitioners argue that the AMT 
imposed on their exercise of ISOs is a “prepayment” of tax on 
value that they never received. Under the statutory scheme, 
however, the tax imposed at the time of exercise of ISOs is a 
deferred tax on a form of compensation that petitioners received 
at an earlier time. . . . Because of sections 421(a) and 422, 
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regular tax at ordinary rates that would normally be imposed on 
compensation is not imposed on the receipt or exercise of ISOs. 
See sec. 83(a), (e)(1). The offset, however, is that ISOs are 
treated as “tax preference items” for AMT purposes in section 
56(b)(3). 

 
She then noted that the Speltzes sought “to have the Court redefine 

‘hardship,’ ‘special circumstances,’ and ‘efficient tax administration’ 
in a manner different from that set forth in the regulations and in the 
Internal Revenue Manual.” But the appeals officer had not been 
unreasonable, she concluded, in refusing to do so, and thus there was no 
failure of due process and no basis for the Tax Court to reverse its 
refusal to accept the Speltzes’ offer in compromise. From that decision, 
the Speltzes have appealed. 
 

Options, Restricted Stock, and Section 409A 
 

It does not appear that section 409A, the new rules dealing with 
deferred compensation that came into the tax law as part of the American 
Jobs Creation Act of 2004, will affect the type of stock option and 
restricted stock arrangements we are discussing here. The IRS has 
announced in proposed regulations that stock options and restricted 
stock are outside the purview of section 409A. See Doc 2005-19954, 2005 
TNT 189-5. 

However, according to Daniel Hogans, an attorney-adviser at 
Treasury’s Office of Benefits Tax Counsel, speaking at the American Bar 
Association’s annual Philadelphia Tax Conference on October, 19, 2005, 
there is concern in Treasury that options and SARs could be used as a 
way around section 409A. “An option on preferred stock or any other 
designer security,” he explained, “could very easily approximate in 
effect the value of nonqualified deferred comp.” Doc 2005-21284, 2005 
TNT 202-5. 

The Arithmetic of ISOs and Section 83(b) Elections 
 

An ISO does not get special tax treatment if a disposition of the 
stock is made by the individual within two years of the option grant or 
within one year of the acquisition of stock under the option. Merlo, for 
example, knew within one year of his acquisition of the Exodus stock 
that the stock was worthless. Perhaps a sale of the stock in November 
2001 for $10 would have extricated him from the AMT dilemma -– although 
only at the cost of creating an ordinary income tax problem as the 
exercise event became fully taxable. Ah, but there’s the rub. The 
special treatment given the ISO has its costs and its tax risks. But it 
does minimize the immediate tax effect of exercise. It does so, however, 
at the cost of a permanent loss of any tax deduction for the employer. 
Thus, when the employer is subject to tax at 35 percent, the ISO 
typically represents a net gain for the IRS as compared with an 
unqualified plan, restricted stock, or an SAR for which the employer 
gets a deduction in the same amount as the employee reports income.  
 

The tax structure is such that there will seldom be a situation in 
which a section 83(b) election seems justified if the tax effects on 
both employer and employee are considered. Like the use of ISOs, the 
main winner in most section 83(b) elections is the IRS -- because either 
less tax is saved by the employee than the tax reduction forgone by the 
employer or, heaven forbid, the employee forfeits the stock or its value 
drops substantially and the employee has a capital loss that is of only 
limited tax benefit while the IRS has collected ordinary income tax (if 
not a qualified option) or AMT (if the option is an ISO). The tax paid 
because of the section 83(b) election does not affect the tax basis of 
the stock and so is never recovered, while any capital loss the employee 
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may later sustain cannot be carried back and offset the ordinary income 
on which the employee was previously taxed.  
 

The exception, seldom encountered, is the employer that cannot 
benefit from the tax deduction, as was true of some of the Internet-
related companies of a few years ago that had realized no profits in the 
past and anticipated none for any foreseeable future. However, the more 
general situation is otherwise in terms of expectations, whatever the 
ultimate reality may turn out to be. And it is expectations with which 
the tax practitioner deals when ISOs and restricted stock deals are 
being negotiated. Both employer and employee at such a time typically 
have optimistic ideas as to what the company is capable of doing and of 
the value to which the company stock may rise. 
 

Conclusion 
 

We are not great boosters of either ISOs or unqualified stock 
options. For that matter, we are skeptical about the general use of 
section 83(b) elections. Our preference, especially for the corporation 
whose stock is not publicly traded, is the stock appreciation right 
sometimes referred to as a “phantom stock” plan. See our “The Old 
Deferred Compensation Is Dead,” Tax Notes, Nov. 8, 2004, p. 823, for a 
discussion of an illustrative phantom stock plan in light of the new 
section 409A provisions. 
 

Much of what needs to be done by the tax practitioner when a 
closely held corporation is considering equity incentives for key 
employees involves educating the parties to the dynamics of the tax law 
as it applies to deferred compensation. Using actual stock, even though 
restricted, may be giving the employees rights that will not be 
acceptable to the controlling shareholders. In such a situation, the 
same effects as using restricted stock without a section 83(b) election 
can be achieved with a phantom stock plan. A major problem with that 
alternative is that the employee may have difficulty understanding the 
nature of phantom stock, which is nothing more than an agreement paying 
bonuses to employees "as though" they owned stock. Assuming no section 
83(b) election is made with the restricted stock alternative, both 
restricted stock and phantom stock keep the tax aspects of the 
compensation transaction open, ordinary, and compensatory. 
 

The tax economics are such that either approach can be a win-win 
situation, with the nontax aspects usually dictating whether restricted 
stock (which the employees want) or phantom stock gets used. The phantom 
stock will usually appear more palatable to the key employees if the 
restricted stock alternative requires a cash outlay on their part that 
is absent if the phantom stock is used. With either, the employer will 
get a deduction worth 34 or 35 cents on the dollar in the years in which 
the key employee recognizes income, so the employer should be willing to 
commit to pay a grossed-up cash bonus to the employee in that year to 
help cover the income tax differential. 
 

The bottom line is that ordinary income need not be feared as long 
as the cash flow equities get properly balanced out. Once that is 
accepted, the difference between ISOs, unqualified options, restricted 
stock, and phantom stock may be better perceived as being the "nuisance 
value" of the restricted stock to the employee in the event of a 
falling-out with the controlling shareholders and the employee tax traps 
that could result with the options. Those then provide separate 
discussion points for resolution between the parties. Carefully drafted 
agreements can usually cover the various potential situations and 
produce better results for employer and employees at the expense of less 
tax revenue to the Treasury than the knee-jerk reactions of going with 
either an ISO or with restricted stock and a section 83(b) election.  
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