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Delay in Liquidity.

Market has developed in recent years that private companies, especially start-ups in the technology or
biotechnology areas, delay or avoid an IPO, primary sale of its stock or change in control for a number
of reasons, including the desire to remain private, an increase in the availability of private capital and
preference for larger tech companies in the public markets. The Jumpstart our Business Startups
(JOBS) Act from 2012 increased fourfold the maximum number of stockholders a company can have
before it must register with the SEC and provide financial disclosures in the public markets. The
average age of private companies now is more than 10 years. Startups also used to be discouraged by
venture capital investors from providing liquidity for founders or early employees - they wanted
founders to be “hungry” and aim for liquidity for stockholders generally.

This leaves employees in the lurch holding 10-year stock options with long delays in liquidity.

Secondary Market Sales. Unsurprisingly, the market has developed mechanisms for sellers to liquidate
private company equity holdings (“secondary sales”). Founders and other early employees are able to
sell private company stock and generate some cash in the early days of startups.
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Delay in Liquidity.

Hence the creation of the unicorn.

Unicorns are private, startup companies with a value of $1 billion or more.

There are currently 440 unicorn companies with a total cumulative valuation of $1,339B as of January
2020.

Variants include a decacorn, valued at over $10 billion, and a hectocorn, valued at over $100 billion.

[Data from www.cbinsights.com]

Staying private longer is not a trend that is exclusive to unicorns.
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Impact of Delay. With a delay of liquidity, employees with options are impacted.

• Options have a 10 year term, and are exercisable only for +3 months post-employment.

• Exercise prices continue to increase as companies grow; may create recruiting challenges.

• Option upside shrinks as unicorns grow.

• Many pre-IPO companies restrict transfers pre-IPO.

Main Challenge – The Liquidity Problem. How do private companies address the possible significant
exercise price and taxes that arise upon exercise since pre-IPO employees are generally unable to sell
their shares and do not often have available cash?

 Employees of pre-IPO companies are often focused on cashing out because they may have given up or forgone
opportunities for high cash compensation or public company equity that could be sold when it vests in favor of
IPO upside.

 Delay of liquidity can become a recruiting issue as many comparable companies are public and their equity can be
turned into cash upon vesting.

,
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Secondary Sales. Companies have found new ways to incentivize employees and longer-
term stockholders via pre-IPO liquidity programs and structured secondary transactions.
These new techniques enable employees and sometimes other stockholders to receive a
return pre-IPO, but also raise concerns.

 Value pre-IPO may be lower than what seller could achieve by holding until IPO.

 There are morale and retention concerns in attracting, retaining and incentivizing
employees, especially when annual cash compensation or cash incentives are low.

 Companies that have ultra high common stock prices (i.e., unicorns) while private can
find it difficult to recruit.

 Companies establishing pre-IPO liquidity programs must navigate regulatory and
compliance obligations and understand the potential tax implications of any such
programs.
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Addressing Liquidity Problem. There are alternatives to secondary sales that also can 
solve the liquidity problem:

 These generally involve mitigating the need to exercise early or tax burden on
exercise, and include:

• Extended Post-Termination Exercise Periods;

• Section 83(i); and

• Awards, such as RSUs, that vest only upon a liquidity event.

January 2020 11
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Extended Post-Termination Exercise Period: Companies can extend the time an employee has to exercise employee
stock options following termination of employment by adopting a Post-Termination Exercise Period (PTEP).

Options have a term of 10 years and typically expire 3 months after employment ceases. Historically, done to comply
with ISO requirements under applicable tax law. With a 3 month post-termination exercise period, employees must
either remain employed until a liquidity event or exercise on termination of employment.

 An option may provide that it may be exercisable for of the option (not more than 10 years after grant).

 If an ISO is exercised within 3 months of termination, the optionee receives substantial tax benefits (no regular
tax on exercise). If an ISO is exercised more than 3 months after termination of employment, the option is
taxed as an NSO.

 Option Amendment. Amending a pre-existing ISO (that is in-the-money) to extend the PTEP, will be a
modification causing the ISO to lose its ISO status and be taxed as an NSO.

• If an NSO is amended after grant to extend the exercise period, only concern is Section 409A. There will not
be any 409A issue so long as the amended post-termination exercise period does not exceed 10 years or
the original term of the option.

Effect of Extension. The purpose of the PTEP is to (hopefully) bridge to liquidity, allowing employees a lengthy time
during which they can wait for an opportunity following an IPO to exercise their options and have cash to pay the
exercise price and taxes.

Part 2 – Structure #1: Extended Post-Termination Exercise Period
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Rationale of Post-Termination Exercise Extensions. Employees favor PTEP because the cash outlay to
exercise vested stock options can be prohibitive for many employees.

 Allowing departing employees to hold options for a longer period of time allows employees to afford to exercise
and avoid forfeiting vested equity if they can bridge to an eventual liquidity event. (Short PTEP doesn’t help.)

 Some Board members are concerned that PTEP increases dilution by reducing natural attrition. The counter
argument is that vested options shouldn’t be forfeited.

 Another argument against PTEP is “he didn’t build that;” that PTEP allows ex-employees to benefit from growth
triggered by future contributions of other employees, while avoiding the capital commitment of a real investor.

Examples. Several high-profile technology companies, including Coinbase, Pinterest and Quora, grant
options with extensions.

 All 3 companies apply a 7 year extension to employees with at least 2 years of service.

 https://github.com/holman/extended-exercise-windows lists companies with PTEPs. Comment: It's worth
noting that Andreessen Horowitz has come out in strong favor of the 90 day window. If you feel strongly about
extended exercise windows, it might be worth considering whether a16z portfolio companies are a good fit for
you.
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Tax Considerations. The potential tax consequences of option extensions are detailed below.

 Sec. 409A. Under IRC Section 409A, an option’s exercise period can be extended without causing a 409A issue if
the exercise period is extended to a date no later than the earlier of: (a) the expiration date included in the
applicable stock option agreement, or (b) the tenth anniversary of the grant date.

 Sec. 424. An ISO amended after its grant date to extend its post-termination exercise window will be deemed a
"modification," causing such ISO to become a NSO (Treas. Reg. § 1.424-1(e)(4)(iii)).

• However, if the option is underwater when amended, the amended option is effectively a new grant of
an option priced at or above FMV and, as such, the option retains its ISO status.

 Sec. 421. Similarly, if an ISO was originally granted with a long post-termination exercise window, it will become
a NSO three months after the option holder’s termination of employment for reasons other than death or
disability (see Treas. Reg. § 1.421-1).

Part 2 – Structure #1: Extended Post-Termination Exercise Period
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IRC Section 83(i). Section 83(i) was added to the tax code in 2017 and permits “qualified employees” of
“eligible corporations” to elect to defer income tax on “qualified stock” acquired via exercise of stock
options or settlement of RSUs for up to 5 years or earlier liquidity or other specified event.

 Basically, employees can elect to defer paying tax on acquisition of illiquid company stock.

 Withholding Obligations.

• A qualified employee must agree to satisfy the withholding requirements applicable to the stock when the
deferred period ends. (ISOs not eligible for 83(i).)

• The company's withholding obligation is similarly deferred.

 A “qualified employee” is an employee who:

• Is not, nor ever has been, the CEO or CFO of the company (or a family member of such person),

• Has not owned 1% or more of the eligible corporation’s capital stock or voting power in any of the 10
preceding taxable years (or a family member of such person), and

• Was not one of the company’s 4 highest compensated officers in any of the 10 preceding taxable years.

Part 2 – Structure #2: IRC Section 83(i)
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“Qualified Stock” is stock issued upon the exercise of an option, or settlement of RSUs, that was:

• Granted in connection with services performed in a calendar year in which the company was an
“eligible corporation;”

• Not sellable or otherwise redeemable for cash, in each case, at the time the substantial risk of
forfeiture applicable to such stock lapses (i.e., vesting, transfer restrictions, etc.); and

• Not issued with put rights or pursuant to net settlement program.

An “eligible corporation” is a corporation (or predecessor corporation) that:

 Was not publicly-traded during any calendar year prior to the year in which the option or RSU was 
granted; and

 Has a written plan under which, in the calendar year such options or RSUs were granted:

• The same type of award was granted to at least 80% of all employees providing services to the 
company in the US; and

• Such awards have the “same rights and privileges,” as each other award (only applicable to 
grants made after 2017).

Part 2 – Structure #2: IRC Section 83(i)
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Timing of Section 83(i) Election. A Section 83(i) election must be made within 30 days after the date
such stock would first become transferable (to third parties or to employer) or no longer subject to a
substantial risk of forfeiture.

 No Repurchases. Repurchases can mean loss of ability to elect deferral under Section 83(i) election

Deferral Period: With a valid Section 83(i) election, an employee will not incur tax until the earlier of:

 The date the stock can be sold or becomes transferable (including by company repurchase*);

 The date the employee becomes an excluded employee (i.e., CEO, CFO, 1% holder);

 The date that is 5 years from the date the stock becomes transferable or no longer subject to substantial risk
of forfeiture; or

 The date the employee validly revokes the election (as determined by IRS regulations).

 *The meaning of “becomes transferable” in legislation is unclear– but some practitioners believe this mandates a
transfer restriction to prevent any resale of the shares until the 83(i) election deferral period otherwise lapses.
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Most private companies have found that Section 83(i) does not offer any practical relief.

 Few equity programs comply with the Code Section 83(i) requirements.  For example, grants to 80% of employees in the 
calendar year of grant.  Most private companies grant options or RSUs to all employees BUT NOT ALL IN THE SAME 
YEAR, except in the year an equity plan is adopted or if company offers broad refresh programs.

 The amount of tax is locked in on filing the 83(i) election.  If the stock loses value after the 83(i) election is made, the tax
is still due in year 5.  For example, if an employee exercises an NSO in year 1 with a value of $1,000,000; let’s say tax is 
45% and withholding tax is 37%.  In year 6, the employee must pay the IRS $450,000 and the employer must collect and 
remit to the IRS and state tax authorities $370,000.   If in year 5, the stock is worth $200,000 and is not yet liquid, those
taxes are still due.

 Failure to pay withholding taxes is subject to the 100% penalty. See Sections 6651(a); 6656; 6662 of the IRC. 

 Companies are concerned with accumulated withholding obligations under Section 83(i).  Delayed withholding 
obligations may show up as significant unfunded liabilities on financial statements to potential investors.

 Companies can block 83(i) elections contractually in their equity plans. 

 When unvested stock is purchased, an 83(b) election is possible, but not an 83(i) election.
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Section 83(i) Alternatives. There are alternatives to Section 83(i), which
can also effectively defer taxation until liquidity:

 Two-tier liquidity-based RSUs (discussed next).

 Extensions to post-termination exercise windows for stock options
(discussed earlier).
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Restricted stock units (RSUs) that vest based on both time and the occurrence of an IPO or sale can
provide equity to employees but defer taxation until IPO or sale of the company.

 Tax Implications. RSUs are taxed on a liquidity event, such as an IPO, so tax is owned only if the liquidity event
actually occurs. Hopefully, cash will be available at IPO or sale of the company.

• However, if no liquidity event occurs prior to the expiration of the RSU, the RSU is forfeited.

 Substantial Risk of Forfeiture. Tax analysis is based on “substantial risk of forfeiture” as defined under tax laws.

• If the liquidity event is substantially uncertain at the time the RSUs are granted, then the RSU can be
structured so that the holder’s employment with the company on the liquidity date is not required. We call
this “need not be present to win.”

- Whether a liquidity event constitutes a substantial risk of forfeiture is a question of fact, but events
that may qualify include an IPO or sale of company. 1.409A-3(i).

- All gains are ordinary income, subject to withholding, at the time of settlement of the RSU.
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Best Practices. This type of RSU award should not be granted if there is an impending IPO,
as the event constituting a “substantial risk of forfeiture,” i.e. the IPO, may not be
sufficiently uncertain.

 Timing of Grants. Practitioner advice varies with respect to when a company should
cease granting such RSUs before an expected IPO.

• However, many companies continue to grant these types of awards until one year
prior to the year in which an IPO is expected to become effective, at which point
companies:

- Switch to alternative equity incentive vehicles; and/or

- Require an RSU holder to be employed through the IPO completion date
(must be present to win).
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The increase in secondary market sales has had a beneficial impact on sellers,
buyers, and the private companies whose shares are being sold, while
simultaneously presenting a host of concerns and challenges for all parties
involved.

Part 3 – Secondary Sales
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Rationale for Secondary Sales. Secondary sales allow employees to sell some of their
shares to investors, usually at a premium over the current fair market value of the stock.

 Limited selling opportunities (this is not a market for all of the shares of a company). Can be
limited to select employees or broadened to a larger group.

 Most programs allow employees to sell up to 20% of their vested holdings.

 Private companies obtain appraisals to determine the value of common stock for purposes of
granting stock options. This is done to comply with IRC Section 409A and is referred to as the 409A
value.

 The price in a secondary sale is typically higher than the 409A value – often either in reference to
the latest preferred price or negotiated as part of a new preferred stock financing. Sometimes, a
discount to the new preferred price is applied.

 Selling employees demand more than the current fair market value because they otherwise lose
upside in the shares to be sold.

Part 3 – Secondary Sales
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Premium. Careful structuring of a secondary sale is required.

 One challenge is that a premium above the 409a value may be considered compensation—and
therefore taxed as ordinary income, not long term capital gains.

• Key concern for founders and other long term holders.

• Focus is on the following factors to determine if the premium is compensatory—(x) sellers’ identities, (y)
buyers’ identities, and (z) the company’s role.

• If the transaction is viewed as compensating employees by overpaying for shares, the employer would be
liable for tax withholding on the premium – even if the buyer is a third party.

• A buyer could also be liable for withholding if the buyer exercises control over the source of funds for the
premium and the employer does not withhold.

 If the parties are successful at claiming that the premium is capital gain, there will be pressure
on the next 409A appraisal. It is possible to treat the sellers as receiving capital gain and
maintain the current 409A price, but it is often a significant issue.

Part 3 – Challenges of Secondary Sales
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Secondary Sale Structures. Companies considering secondary sales 
must determine:

 Who will be eligible to participate in the program as sellers (only
current employees or current and former employees or employees
plus early investors);

 Who will be eligible to participate in the program as buyers (the
company, existing stockholders and/or new investors);

 How many dollars are buyers interested in investing;

 Are buyers willing to purchase common stock.

Part 3 – Secondary Sales Structures
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Secondary Sale Sellers. Sellers can be limited to current employees or extend to former
employees. Sometimes extended to non-employee early investors (such as seed round
investors).

Current Employees. Limiting secondary sales to current employees can offer the company
certain advantages, which include:

 Maximizing the number of current employees able to participate and the level at
which they can participate, particularly when dollars available to purchase shares
are limited.

 Enticing employees to remain with the company to remain eligible to participate
in secondary sales.

 Boosting the price for sellers’ shares by preventing an oversupply of shares.

Part 3 – Secondary Sales Structures: Sellers
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Former Employees. Extending secondary sales to both current and former
employees can offer the company certain counterbalancing advantages, which
may include:

 Removing minor stockholders who are no longer affiliated with the company from
the capitalization table.

 Increasing the value of the secondary sale to the buyers by increasing the
maximum stake in the company that the buyers may acquire.

 Presence of non-employees in the class of sellers can help with tax analysis.
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Secondary Sale Buyers. Buyers in secondary sales generally fall into one of three
categories:

 The company itself;

 The company’s existing stockholders; or

 New investors in the company.

A given secondary sale may also involve some combination of these categories
of buyers. These categories import different considerations.

Part 3 – Secondary Sales Structures: Buyers
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The company. If the company is the buyer, the company should consider:

 How will the repurchase of the company’s capital stock affect the overall ownership
percentages of the remaining equity holders?

 What will the secondary sales cost the company?

 Will the transaction jeopardize “qualified small business stock” status?

 Is this the best use of company cash?

 If goal of program is to enhance employee morale and retention, has program been
structured to achieve that goal?

Part 3 – Secondary Sales Structures: Buyers
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Existing/New Investors. If the company’s existing stockholders or new company 
investors are the buyers, the company should consider:

 What rights of first or second refusal may apply to sellers who are key holders?

 How will decreasing the sellers’ ownership percentages and increasing the buyers’ 
ownership percentages affect the company’s capitalization table and control 
structure?
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Common vs. Preferred. One issue that arises with secondary sales is that
companies usually grant common stock to employees under the equity plan
and investors usually purchase preferred stock from companies in equity
financings. Secondary sales inherently involve employees selling common
stock to investors. Where investors are not willing to buy common stock,
additional complications arise. Buyers can negotiate for any of the following:

 Sellers sell common stock to buyers for cash.

 Sellers sell common stock to buyers for cash and then the company
converts the buyer’s shares into preferred stock, usually with a liquidation
preference.

 The company issues new shares (e.g., preferred) to investors for cash, the
company then uses that cash to repurchase common stock from the
sellers.

Part 3 – Secondary Sales Structures
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Premium. Any premium paid for shares over the 409A value may be categorized as
compensation and therefore subject to taxation as ordinary income. Multiple factors
affect the tax analysis of the treatment of the premium. For example, where stock is sold
for $19 and the most recent 409A value is $12, the $7 premium may be taxed as ordinary
income. Treas. Reg. § 1.83-6(d)(1); Tech. Adv. Mem. 83-37-012.

Identity of the Sellers. Risk that the premium is compensatory is higher if the sellers are:

 Entirely or mostly current employees;

 Selected by the employer from among a group of employees—and skew toward critical
employees; or

 The employees with the longest tenure at the employer.

In contrast, the inclusion of former employees or investors as significant selling parties
reduces the risk of compensation, as long as they are selling on the same terms (and at
the same price) as the current employees.

Part 4: Tax Law Issues: Premium Treatment
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Identity of the Buyers. The risk that the premium is compensatory is higher if the buyers:

 Are board members or significant investors;

 Have significant influence over company decisions;

 Receive special information rights or disclosures from the company ; or

 Are a fund/funds associated with, or controlled by, management.

Where the buyers will not purchase common stock, but insist that the purchased
common stock be converted by the company to preferred stock, the premium is clearly
compensatory since the company takes an action to benefit employees.

In contrast, a case for capital gain treatment can be made where the buyer will be a new
stockholder, is buying shares at a premium to gain more rights, or where the buyer has
little or no influence over management. These are factors that support argument of no
compensatory motive.

Part 4: Tax Law Issues: Premium Treatment
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Role of the Employer. If the buyer is the employer, the premium will almost
always be viewed as compensatory; thus wages subject to withholding.

In addition, the company’s degree of involvement in a transaction with an
outside buyer is a factor in determining whether the premium is compensatory.
The premium is more likely compensatory:

 If the employer negotiated a premium price;

 If the employer provided disclosures to employees and/or the buyers; or

 If the employer later converts the common shares the buyer acquired into
preferred shares, especially without further payment.

Part 4: Tax Law Issues: Premium Treatment
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Implications on 409A. Secondary sales will be factored into the appraisal of the 409A
value for purposes of future stock option grants.

Whether secondary sales result in a higher 409A value depends on a variety of factors.

• First secondary sale with small number of sellers may be disregarded as a one-off.

• 409A value should not be impacted if the premium is deemed compensatory and
subject to withholding (i.e., if the employer or the third party withholds tax).

• Frequent secondary sales will impact the 409A value; an appraiser will consider
weighting; one approach is to match % of stock that may be sold (e.g., if employees
are allowed to sell 20% of vested holdings, then weight sale price 20%).

• Employers are encouraged to work with their appraiser and audit firm throughout the
process—including at the planning stages—to confirm how the premium will be
reported and to determine the weight of the secondary on future 409A appraisals.

Part 4: Tax Law Issues: Premium Treatment
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280G. Secondary sales involving a sufficient number of shares may be deemed a change
in control of the company under Section 280G, which may result in adverse tax treatment
of “excess parachute payments” (potentially including payments made for the shares
purchased in the secondary sales) to “disqualified individuals.”

Disqualified individuals include officers and 1% holders who provide services.

For a change in control to occur for purposes of Code Section 280G, a transaction must
result in a change in:

 Ownership of a corporation.

 Effective control of a corporation.

 Ownership of a substantial portion of the assets of a corporation.

Part 4: Tax Law Issues: 280G
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Effective Control. Secondary sales may trigger a change in “effective control” for 280G. In general, a
change in effective control is presumed to occur on the date that any person or multiple persons,
acting as a group, acquire, during any 12-month period, shares representing at least 20% of the total
voting power of the company.

If the buyer acquires more than 50% of the total voting power of the company, then the transaction
is a change in control for 280G. Where the transaction is between 20-50%, the presumption can be
rebutted if the acquisition does not transfer the power to control the company's management and
policies.

This is mainly a risk where the investment in the company is by a strategic investor with plans to
acquire the company or where a private equity investor acquires substantial voting power, call
option privileges, or substantial influence or control over the board of directors.

Acting as a Group. Multiple buyers can be aggregated if they are "acting as a group.“ Parties do not
"act as a group" simply because they co-invest at the same time, but they may be deemed to be
acting in concert if they combine forces to gain leverage in the negotiated terms.
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Rebutting the Presumption. If the buyer is deemed to have obtained more than 20% of the
company's voting power but less than 50%, the presumption of a change in control may be rebutted
by the taxpayers showing:

 The founders and management maintained “substantial stock ownership.”

 The buyer's interest will fall below 20% over a relatively short period of time due to dilution from option
exercises.

 None of the buyer's stockholders or management hold company management positions, even though they
nominate directors subject to stockholder approval.

 The transaction is consistent with a typical institutional investor financing.

 The buyer would not be viewed as acquiring the company as some of its other portfolio companies compete
with the company.

 There are no stockholder agreements that allow the buyer to effectively control management decisions.

 The company’s charter and bylaws did not change as part of the transaction.

Part 4: Tax Law Issues: 280G
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QSBS. “Qualified small business stock” (QSBS) refers to a section of the tax
code that provides significantly lower tax rate upon the sale of shares that are
held for long periods and meet certain other criteria.

QSBS is a significant issue for founders and other early purchasers.

Repurchases by companies for secondary sales can cause loss of QSBS status.

If the shares and the company issuing the shares meet the criteria for “good
QSBS,” and the shares are held for more than 5 years, the holder of the shares
can exclude otherwise taxable federal capital gains from the sale of those
shares up to a cap equal to the greater of:

 $10 million; and

 10 times the holder’s aggregate basis in the shares.

Federal tax savings equate to 23.8% on the eligible amount.

Part 4: Tax Law Issues: Qualified Small Business stock
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The main criteria required in order to qualify for QSBS treatment are:

 The company must be a U.S. C corporation engaged in an active business, other than certain
excluded lines of business (banking, hotels and restaurants, insurance, professional services
and others).

 The company must have $50 million or less of gross assets immediately after the issuance of
the shares.

 The shares must be acquired directly from the company at original issuance (shares
purchased from another stockholder are not eligible).

 The holder cannot be a corporation.

 The shares must be issued for cash, services or other property.

QSBS is only available for actual shares. Other investments such as unexercised stock
options do not qualify.
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There are numerous ways in which shares that otherwise qualified for the advantageous QSBS
treatment could become disqualified.

 The most common mistake is to make a “significant” redemption of shares. Company
repurchases in secondary sales therefore can be problematic.

• QSBS treatment may be lost if a company repurchases shares from a stockholder within
certain window periods around the investment that it intends to have qualify for QSBS.

• Significant redemptions within one year before or after a stock issuance that are intended
to qualify for QSBS will disqualify all shares made in such issuance.

• Certain redemptions from the specific stockholder within a two-year window before or
after the issuance of QSBS stock to that stockholder will cause the stockholder to lose
QSBS treatment.

 Another common mistake in QSBS qualification is for a company to elect to be taxed as an S
corporation.
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Part 4: Tax Law Issues: ISO Tax Issues

If an ISO is sold during a secondary sale, a failure to meet the holding-period
requirements leads to a “disqualifying disposition” (DD) resulting in taxation at
ordinary income rates instead of long term capital gains. An ISO must be held
for:

 24 months of more from the grant of the ISO; and

 12 months or more from the exercise of the ISO.

Secondary sales can cause a loss of ISO status and then the option is taxed as an NSO.
Withholding taxes need to be collected if an NSO. For example, if the option is cashed out
in a company repurchase, the option is an NSO.

If the buyer fronts the exercise price on behalf of the optionee in a transaction with an
outside buyer (and pays in advance in cash), ISO status should be maintained.

A disqualifying disposition from an ISO is not subject to withholding or payroll taxes.
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To the extent that a stock repurchase is not treated as compensation, the
parties should analyze whether the payments are subject to taxation as
dividends under IRC Section 302. Specifically, amounts paid to an employee in a
company repurchase may need to be treated by the employee and reported by
the company as dividend income subject to ordinary income taxation unless
either:

 The sale is a substantially disproportionate redemption of stock.

 The employee sells all of its equity interests in the company.

26 U.S.C. § 302(b)(2)

Part 4: Tax Law Issues: Stock Repurchase Classifications
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Substantially Disproportionate Redemption. A stock repurchase from an
employee will generally be treated as a sale and qualify for capital gain
treatment if the sale is a substantially disproportionate redemption of stock,
meaning that both:

 Immediately after the redemption the employee owns less than 50% of the total
voting power of all classes of stock.

 The employee's share of the company's voting stock immediately after the
redemption is less than 80% of the employee's share prior to the redemption.

Part 4: Tax Law Issues: Stock Repurchase Classifications
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A liquidation of an employee's entire ownership interest, for example, generally would
qualify as a substantially disproportionate redemption of stock, resulting in capital gain.

However, most secondary sales limit employee sales to 20% of the employee’s vested
holdings.

Companies sometimes require that any former employees who want to participate in a
secondary sale sell all their shares so that they are no longer on the company's
capitalization table following the transaction.

Part 4: Tax Law Issues: Stock Repurchase Classifications
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Even if the repurchase is essentially equivalent to a dividend, the payment received for
the shares may be a "qualifying" dividend eligible for long term capital gains treatment if:

 The shares are held for 61 days during the 121-day period beginning 60 days
before the ex-dividend date;

 The company is domestic or meets certain requirements; and

 The stockholder is not a corporation.

Although long term capital gains rates apply to "qualifying" dividends, an employee
cannot use any of its tax basis in the company stock to reduce the amount of dividend
income.

Part 4: Tax Law Issues: Qualifying Dividends
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Part 5
Corporate Law Issues



Secondary sales are subject to disclosure requirements designed to prevent fraud.
Secondary sales subject to the Williams Act are subject to additional disclosure
requirements.

 All secondary sales may require further disclosures to minimize the liability of the company
for failure to disclose relevant, material, nonpublic information.

• Such disclosures may be required if the buyers and sellers have asymmetric information, such as:

• When an investor represented on the company’s board of directors offers to buy shares from
rank-and-file employees; or

• When a CFO sells stock to an outside investor and the company provides no disclosures.

 The degree of the company’s involvement in the secondary sale (such as by actively
facilitating a secondary sale program, waiving a right of first refusal, or consenting to a waiver
of transfer restrictions) affects the disclosure analysis.

Part 5 – Corporate Law Issues: Disclosure Requirements
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Secondary sales may raise issues of interested-director and/or interested-officer
transactions, which are specifically addressed in Delaware and other corporate laws.

 Interested-director and/or officer transactions subject to challenge by
stockholders unless approved by majority of disinterested directors or
stockholders.

 If proposed secondary sales involve buyers or sellers who are also
directors/officers or who are affiliated with directors/officers, company should
consider whether to seek approval by disinterested directors and/or stockholders
to minimize the risk of future stockholder challenges.

Part 5 – Corporate Law Issues: Director Fiduciary Duties
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Fiduciary Duties includes both Duty of Care and Duty of Loyalty

• Duty of Care:  The directors’ fiduciary duty to act with the care that a person in a like position 
would reasonably believe to be appropriate under similar circumstances.

This means directors must act with due consideration of relevant information and appropriate 
deliberation.

Courts look at process, not substance: Multiple meetings, active director participation, detailed review 
of terms and financial assumptions, proper preparation for meetings and solicitation of input from 
legal and financial advisors with relevant expertise. 

Board can generally delegate powers to committees.

• Duty of Loyalty: The directors’ duty to act in good faith and in the best interests of the Company 
and its stockholders as a whole and not solely in the director’s (or the controlling stockholders’ or 
preferred holders’) interests where those diverge from what is best for stockholders as a whole.

This means that directors must avoid conflicts of interest as to the interests of stockholders

Part 5 – Corporate Law Issues: Director Fiduciary Duties
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Companies engaging in secondary sales are often parties to rights of
first refusal and co-sale agreements, which may provide that any sales
of stock by key holders are subject to a right of first refusal in favor of
certain investors.

In such cases, there will need to be Board action to waive the ROFR,
and potentially preferred stockholders may need to waive the ROFR if
they stand second in line to repurchase after the Company or if they
have negotiated this right in a protective provision.

Part 5 – Corporate Law Issues: Rights of First Refusal
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Company repurchases must comply with applicable state laws regarding the sufficiency of
the company’s capital.

 Generally, under Delaware General Corporation Law Sections 154 and 160(a) (and analogous
provisions in other states), companies may only use a capital surplus to effect repurchases.

 Capital surplus equals a company’s “net assets” (total assets over total liabilities) over the capital received
for issued and outstanding stock. Where companies have insufficient capital surplus, they may be able to
repurchase shares using “net profits” for the fiscal year in which the repurchase is authorized.

 Companies considering such repurchases must ensure under Delaware’s version of the
Uniform Fraudulent Transfer Act (and analogous provisions in certain other states), that the
repurchase will not result in insolvency such that the Company could not meet its debt
obligations when due.

Failure to comply with such requirements may lead to liability for a company’s directors.

Also consider covenants in bank debt that limit company’s ability to repurchase shares.

Part 5 – Corporate Law Issues: Sufficiency of Surplus Capital
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Part 6
Securities Law Issues



Consider classification of the transaction as a tender offer.

Tender offers are subject to a 20-business day review period and the requirement that certain financial
and risk information about the company be disclosed. The Wellman Test provides a means of
determining whether a transaction qualifies as a tender offer, based on the following factors:

1. Active and widespread solicitation of public stockholders for the shares of an issuer

2. Solicitation for a substantial percentage of the issuer’s stock:

3. Offer to purchasemade at a premium over the prevailingmarket price:

4. Terms of the offer are firm rather than negotiable:

5. Offer contingent on the tender of a fixed number of shares, often subject to a fixed maximum number to be
purchased:

6. Offer open only a limited period of time:

7. Offeree subjected to pressure to sell his stock.

8. An eighth consideration mentioned but not evaluated in the Wellman case involved the timing of public
announcements (before/accompanying the stock purchase).

Part 6 – Securities Law Issues: Tender Offers
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Federal and state securities laws restrict the resale of securities, including through
secondary sales. Companies must ensure that appropriate exemptions are available for
any proposed secondary sales.

Where the company is not involved in the transaction, it should obtain an opinion of
counsel from the prospective buyer that the transaction is exempt.

Requirements vary from state to state, as do penalties for noncompliance, so companies
should consult legal counsel before undertaking any secondary sales.

Common Exemptions:

• Regulation S for resale transactions abroad;

• Section 4(1) for resale transactions (and state corollaries):

• Rule 144 as a safe harbor to the Section 4(1) case law approach.

Part 6 – Securities Law Issues: Resale Restrictions
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Section 4(a)(1). An exemption from federal securities laws is available under Section
4(a)(1) of the Securities Act, which permits secondary sales without registration where
the seller is not an “issuer, underwriter, or dealer.” Generally, the main question is
whether a given seller is an “underwriter.” The following factors make it less likely that a
seller in a secondary sale will be considered an “underwriter”:

 The sale is to a small number of buyers;

 The buyers are sufficiently sophisticated as to be able to evaluate the investment risks of the
transaction;

 There is no public advertising and/or general solicitation in connection with the sale;

 The buyers are provided with sufficient disclosures; and

 The buyers represent that they are purchasing for investment purposes, rather than with an
eye to resale (a holding period of six months or more is recommended to demonstrate this
intent).

Part 6 – Securities Law Issues: Resale Restrictions
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Rule 144. While Section 4(a)(1) provides a framework for exemption from securities laws,
Rule 144 lays out a non-exclusive safe harbor that provides certainty for those
transactions that comply with its requirements. Rule 144 requires:

 A 1 year holding period for restricted securities of private companies;

 Adequate current public information must be made available to investors about the company,
including historical financial statements, information about officers and directors, and a
business description; and

 All of the normal trading conditions that apply to any trade must be met; in particular, brokers
cannot solicit buy orders and are not allowed to receive commissions in excess of their
normal rates.

Additional requirements apply if a seller is an “affiliate” of the company, which includes
directors, officers, and greater than 10% stockholders of the company.

Part 6 – Securities Law Issues: Resale Restrictions
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A founder and 3 key employees are selling shares to a current 40% investor; the investor
has a seat on the board of directors; the price to be paid is at a premium over the 409A
value and the transaction is not connected with a financing.

 Because the sale is to a small number of sophisticated buyers, without public
advertising/general solicitation, this transaction falls within the exemption under Section
4(a)(1).

 The premium in this sale looks like compensation and may be taxed as ordinary income,
because the sale is to a select group of key employees (likely those who are senior and/or
high performing) and comes from a current investor (who may be viewed as compensating
the employees on the company’s behalf).

Example #1 – Section 4(a)(1) and Premium Tax Treatment
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All current employees of a private company are eligible to sell shares at a premium over
the 409A value to a new institutional investor in a secondary sale that is not connected
with a financing, and many choose to sell.

 Because this premium sale is for a broad-base of employees and is to a new investor, it looks
less like compensation, as the company is not choosing to selectively reward senior or high-
performing employees.

 A new outside investor has no motive to compensate employees on the company’s behalf;
thus, it is more likely to be taxed as capital gain.

 However, the fact that only current employees are able to participate in the sale increases the
risk of characterization as compensation. Including former employees would somewhat
mitigate this risk.

Example #2 – Other Exemptions and Premium Tax Treatment
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A private company repurchases a small amount of a founder’s stock at a premium.

A company repurchase at a premium is deemed to be compensatory and company should withhold on 
the premium over the 409A value.

The founder’s sale of stock may be treated as a dividend.

• If, after the secondary, the founder owns less than 50% of the total combined voting power of all 
classes of stock and has less than 80% of the voting stock that he or she held prior to the 
secondary, then the amounts paid to the founder will be taxed as capital gains.

• However, if the founder owns greater than 50% of the total combined voting power of all classes 
of stock and/or has 80% or more of the voting stock that he or she held prior to the secondary, 
then the amounts paid to the founder may be subject to ordinary taxation as a dividend.

Example #3 – Premium and Dividend Tax Treatment
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Continuing with the founder from Example #3.  If the founder’s sale of stock is 
taxed as a dividend, it still may be eligible for capital gains treatment if:

 The founder held the shares for 61 days during the 121-day period beginning 60 days 
prior to the secondary; and

 The company is domestic or meets certain requirements.

If the founder did not hold his or her shares for the requisite period or if the 
company is foreign and does not meet the applicable requirements, any 
amounts the founder received from the secondary will be taxed as a dividend, 
but will be ordinary income (rather than capital gains) as the dividend will not 
be a qualifying dividend. 

Example #4 –Dividend Tax Treatment

January 2020 65



A private company employee exercises an option at an exercise price of $100 when the
previous 409A value of the shares is $200. The employee later makes a disqualifying
disposition by selling his or her shares in a secondary within 1 year from the date of
exercise for $250.

 The employee will have $100 taxed as ordinary income and $50 as capital gain at
the time of sale.

However, assume instead that the employee sold his or her shares for $150 in the
secondary.

 The employee will be taxed on $50 as ordinary income (not the full spread at
exercise) and recognizes no capital gain.

Example #5 – ISO Disqualifying Disposition Tax Treatment
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Assume that a key employee exercises an ISO with a strike price of $1 when the 409A value is $8, and 
then sells at $12 within a year of exercise to an inside investor holding 40% of the company’s shares and 
a seat on the board. The company concludes that the premium is compensatory given the buyer’s 
identity and that the sale was only open to key employees.

• The employee has a disqualifying disposition.

• The $7 spread at exercise is taxed as ordinary income without payroll taxes or withholding.

• The $4 premium above the 409A value is compensatory, subject to withholding. 

• Note: If the exercise happened after the secondary sale was launched, then some auditors may 
contend that the full $11 premium is in fact compensation as the optionee exercised without 
meaningful risk. 

• If the premium was not compensatory and the exercise happened after the tender launched 
but contingent upon the closing of the tender, the holder has $11 of disqualifying disposition 
income (with no payroll taxes or withholding), but without capital gains.

Example #6 – ISO Disqualifying Disposition Tax Treatment with 
Premium 
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