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Income Tax Consequences of an 
Executive’s Purchase of Close 
Corporation Stock
Robert F. Reilly, CPA

Income Tax Valuation Insights

Family-owned and other closely held corporations often have difficulty recruiting and 
retaining top executive talent. Public corporations can more effectively attract the top 

executive talent. This is because public corporations can compensate their senior executives 
through the use of equity-based compensation (e.g., stock, stock options, stock appreciation 

rights, etc.). To “level the playing field” with regard to recruiting and retaining executive 
talent, many close corporations allow senior executives to purchase the closely held 

company stock. Such stock purchases both provide financial motivations to executives and 
align executive goals with shareholder goals. However, such executive purchases of close 
corporation stock should be carefully structured. This statement is particularly true if the 

close corporation provides a loan to help the executive finance the stock purchase. Without 
proper planning, such stock purchases could have negative income tax consequences, both 

to the executive employee and to the close corporation employer.

introduction
Family-owned and other closely held companies 
often use equity-based incentives to:

1. recruit talented non-family executives to 
their management ranks,

2. compensate these executives for their man-
agement services, and

3.	 align	the	executives’	interests	with	those	of	
the close corporation shareholders.

To	 accomplish	 these	 objectives,	 close	 corpora-
tion employers often grant stock options, restricted 
stock, and other types of equity-based compensa-
tion to their senior executives.

In order to give the non-family-member execu-
tive an ownership stake in the closely held com-
pany, some close corporations allow the non-fam-
ily executive to purchase stock from the employer 
corporation.

In many cases, the non-family executive may not 
have sufficient liquid assets on hand to purchase a 

significant block of the close corporation stock. In 
such a situation, the close corporation employer 
may sometimes lend the stock purchase price to the 
non-family executive.

The use of an employee loan and a purchase 
agreement can materially affect the income tax 
treatment of such a close corporation employee 
stock purchase. However, what was likely intended 
as a simple employee stock purchase with no 
income tax consequences can easily turn into a very 
complex employee compensation transaction.

The close corporation stock purchase transaction 
can have unexpected—and unfortunate—income 
tax consequences both (1) for the executive employ-
ee and (2) for the close corporation employer.

This discussion focuses on the possible income 
tax consequences (to the employee and to the 
employer) when an executive purchases stock with 
the use of an employee loan from the close corpora-
tion employer.
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A siMple illustrAtive exAMple
This	discussion	will	summarize	the	income	tax	con-
sequences	of	an	executive’s	leveraged	purchase	of	the	
close corporation stock through the use of a simple 
illustrative example. While the fact set is simple, it 
does illustrate the way that many close corporations 
use stock (and stock options) to attract, reward, and 
motivate non-family executives.

Let’s	assume	that	CHC	Corporation	(“CHC”)	is	a	
family-owned and closely held corporation. Mr. Mu 
Beta Alpha (MBA), a non-family professional man-
ager, was hired as the CEO of CHC five years ago. 
In that time, he has proven to be a valuable asset to 
the family business.

To reward and retain MBA, the CHC family 
shareholders have decided to allow MBA to purchase 
five percent of the shares of the private company for 
a $1,000,000 purchase price.

The $1,000,000 purchase price is the fair market 
value (FMV) of the five percent block of CHC stock. 
This FMV conclusion is based on the results of an 
independent valuation of the CHC stock.

The CHC shareholders and board (all family 
members) plan to give MBA all of the legal rights of 
the CHC stock ownership.

Let’s	 assume	 that	MBA	does	not	have	 sufficient	
liquid cash resources to immediately pay for the 
CHC stock purchase price. Therefore, the CHC 
board decides to allow MBA to purchase the CHC 
stock in exchange for a note in the amount of 
$1,000,000.

The CHC board (again, all family members) has 
decided that:

1. the note should accrue interest at a market 
interest rate,

2. the CHC stock should be pledged as collat-
eral for the employee loan, and

3. the employee loan should be payable in full 
at the end of a five-year term.

This	discussion	summarizes	the	income	tax	con-
sideration if the employee loan is:

1. a nonrecourse loan (i.e., if MBA has no per-
sonal liability for the loan) or

2. a recourse loan (i.e., if MBA has personal 
liability for the loan).

	And,	this	discussion	summarizes	the	income	tax	
treatment that will occur if the CHC board forgives 
MBA for a portion of the employee loan when the 
loan term matures.

the chc executive MAy 
Be required to recognize 
coMpensAtion incoMe

First, the CHC board should understand that MBA 
may	be	required	to	recognize	compensation	income	
related to this stock purchase transaction. Internal 
Revenue Code Section 83 governs the taxation of 
property, including stock, that is transferred to an 
employee in connection with the performance of 
employee services.

Section 83 provides that when the stock becomes 
vested,	 the	 employee	 recognizes	 compensation	
income equal to:

1. the employer stock FMV less

2. any amount that the employee paid for the 
stock.

Neither employee MBA nor the CHC board 
may	 realize	 that	 Section	 83	 would	 apply	 to	 this	
CHC executive stock purchase transaction. This is 
because MBA paid the full FMV price for the employ-
er corporation stock.

However, the Service most likely will take the 
position	 that	 the	 CHC	 stock	 is	 subject	 to	 Section	
83.

This is because the CHC stock was transferred 
in connection with the performance of employee 
services. That is, MBA provides employee services 
to CHC.

Therefore, the Service is likely to take the posi-
tion that any transfer of employer corporation stock 
to MBA is in connection with his performance of his 
employee services.

Regulations Section 1.83-3(f) provides that prop-
erty transferred in recognition of past, present, or 
future employee services is transferred in connec-
tion with the performance of employee services. A 
factor that may indicate that employer stock is not 
transferred in connection with the performance of 
employee services is whether other persons are able 
to purchase the employer stock on similar terms 
and conditions.

However, if MBA is the only employee to whom 
the CHC board offers the opportunity to pur-
chase the employer corporation stock, then this 
fact indicates that the CHC board transferred the 
employer stock in connection with the performance 
of employee services.

The courts have also ruled on when employer 
stock is transferred in connection with the perfor-
mance of employee services.
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In Alves,1 the U.S. Court of Appeals ruled that 
employer corporation stock purchased by an execu-
tive	 was	 subject	 to	 Section	 83.	 The	 Appeals	 Court	
reached that conclusion even though the execu-
tive paid a full price for the employer corporation 
stock.

Based on the Treasury regulations and on the 
relevant	 judicial	 precedent,	 it	 would	 appear	 that	
the	 CHC	 stock	 purchased	 by	 MBA	 will	 be	 subject	
to Section 83. This is due to the fact that the only 
reason MBA is allowed to purchase the CHC stock 
is because he is an executive of the employer cor-
poration.

It does not matter that MBA will pay a full FMV 
price for the purchase of the employer stock. The 
employer	corporation	stock	purchase	is	still	subject	
to Section 83.

tAx consequences oF the 
nonrecourse eMployee loAn

An employee loan from CHC may be attractive 
benefit to MBA. This is because the terms of the 
employee loan will most likely be better than the 
terms of a loan that he could otherwise obtain from 
a financial institution.

In addition, the use of a nonrecourse loan may 
be an attractive benefit to MBA. This is because it 
places no personal liability on him. Of course, the 
nonrecourse loan still requires the full payment of 
the purchase price of the CHC stock.

Instead of the loan imposing a personal liability, 
the employer stock that MBA purchases is held as 
collateral on the nonrecourse employee loan. If MBA 
defaults on the employee loan, then the only action 
that CHC can take against him is to demand that 
MBA return the CHC stock. This action contrasts 
with	 the	 targeting	 of	 MBA’s	 personal	 assets	 for	 the	
repayment of the employee loan.

Because the employee loan is nonrecourse, MBA 
can simply walk away from the employer stock and 
from the employee loan. In fact, employee MBA 
would likely walk away if the value of the CHC 
stock decreased to a level where MBA believes the 
employer stock has less value than the payments 
due on the loan.

For	 example,	 let’s	 assume	 that	 the	 value	 of	 the	
CHC stock had decreased to $800,000 when the 
nonrecourse employee loan matures. Then, MBA 
would be required to pay $1,000,000 for CHC stock 
that is only worth $800,000.

Therefore, MBA may decide to default on the 
nonrecourse employee loan and to allow the CHC 
board to take back the employer stock.

Because of this possibility, Regulations Section 
1.83-3(a)(2) provides that, if the amount paid for 
the transfer of employer stock is an indebtedness 
on which there is no personal liability to pay all or 
a substantial part of the indebtedness (i.e., a non-
recourse employee loan), the transaction may be 
treated as the grant of an option to purchase the 
stock.

This	 regulation	 has	 a	 major	 impact	 on	 the	
income tax treatment of the MBA purchase of the 
CHC stock.

MBA may believe that he holds stock in CHC 
(and legally he does own the CHC stock). However, 
for income tax purposes, MBA is treated as if he was 
holding an option to purchase the CHC stock.

As discussed below, rather than the Section 
83 taxation event occurring on the date when the 
employee acquires the employer stock, the taxation 
event will occur when the option is deemed to be 
exercised.

Also, as explained below, this tax treatment 
could result in unexpected compensation income 
for the employee MBA.

Regulations Section 1.83-3(a)(2) does not state 
that the transaction will be treated as the grant of 
an option. Rather, the regulation provides that the 
transaction may be treated as the grant of an option. 
The determination of whether or not an option has 
been granted is based on the substance of the trans-
action.

Regulations Section 1.83-3(a)(2) provides three 
factors that should be considered in the determina-
tion of whether or not an option was granted:

1. the type of property involved

2. the extent to which the risk that the prop-
erty will decrease in value has been trans-
ferred
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3. the likelihood that the property purchase 
price will be paid

With	respect	to	the	type	of	the	subject	property	
involved, MBA holds CHC stock with the same legal 
rights as the other CHC shareholders. These legal 
rights include: voting, dividend, and liquidation 
rights.

In addition, unless the CHC board places forfei-
ture restrictions on the employer stock, MBA may 
transfer it. In Tuff,2 the Appeals Court ruled that 
such characteristics of the property would indicate 
that an option does not exist.

However, it is not clear how the Appeals Court 
would have ruled in the Tuff decision if the taxpay-
er’s	 rights	 in	 the	 employer	 stock	 were	 restricted	
based on a vesting schedule.

If the risk that the property will decrease in 
value is not transferred, then a factor is present that 
indicates that an option has been granted. In our 
illustrative example, MBA does not have any risk 
that the property will decrease in value.

This is because, if the value of the CHC stock 
does decrease, MBA can walk away from the CHC 
stock and the employee loan without any personal 
obligation:

1. to pay for the stock or

2. to repay the loan.

Therefore, this fact would indicate that the CHC 
board has granted an option.

The third factor is the likelihood that the pur-
chase price will be paid. It is difficult to determine 
this factor at the time of the stock purchase trans-
action.

The Service may argue that, because MBA did 
not have the cash means to pay for the CHC stock 
on the acquisition date, the likelihood of MBA hav-
ing the means to repay the employee loan is low. 
Therefore, this factor may indicate that an option 
was granted.

However, MBA and the CHC board could make 
an argument that MBA would pay the stock pur-
chase price either from the income that he will earn 
at CHC or from other financial resources.

Let’s	 assume	 that	 the	 Service	 determines	 that	
the transaction should be treated as the grant of an 
option to purchase employer stock. Then, the tax 
treatment under Section 83 will differ greatly from 
the tax treatment if the transaction is considered an 
outright purchase of the employer stock.

In	the	latter	case,	the	employer	stock	is	subject	
to Section 83. However, because the employer stock 
is vested when MBA purchased it, the taxable event 
under Section 83 would occur on the purchase 
date. 

Then,	MBA	would	recognize	income	equal	to	the	
difference between:

1. the employer stock FMV and

2. the amount paid for the employer stock.

In our illustration, the employer stock FMV is 
$1,000,000, and the amount paid for the employer 
stock is also $1,000,000 (i.e., the value of the 
employee note transferred to CHC). Therefore, MBA 
would	recognize	$0	in	compensation	income.

Alternatively, if the transaction is treated as the 
grant of an option to purchase the employer stock, 
then the taxation event under Section 83 will not 
occur until the option is deemed to be exercised. 

How the deemed exercise date is determined is 
unclear under the Section 83 regulations. So far, 
neither the Service nor the courts have ruled on this 
exercise date issue.

Regulations Section 1.83-3(a)(2) provides that 
the option treatment may apply when there is “no 
personal liability to pay all or a substantial part” 
of the loan. This provision may mean that, once 
enough of the loan balance has been repaid, then 
the option is deemed to be exercised.

However,	 given	 the	 lack	 of	 statutory	 or	 judicial	
guidance, there is not certainty as to what consti-
tutes a “substantial part” of the loan. This issue 
represents one part of Section 83 that is open to 
interpretation. Some observers believe that repay-
ing 50 percent of the employee loan is enough to 
have a deemed option exercise.

However, other observers believe that an amount 
substantially greater than 50 percent is needed to 
have a deemed option exercise. Still, other observ-
ers believe that an amount substantially lower than 
50 percent may be sufficient.

Let’s	assume	that	MBA	does	not	repay	any	por-
tion of the employee loan until it matures in year 
five. In that circumstance, it appears that MBA will 
be deemed to have exercised the option in year 
five—when the employee loan is repaid. On that 
date, the employer stock is considered to be trans-
ferred to MBA for income tax purposes.

Let’s	 assume	 that	 the	 FMV	 of	 the	 CHC	 stock	
in year five is $1,200,000. When MBA repays the 
$1,000,000 nonrecourse loan, he will be treated as 
having paid the $1,000,000 for the CHC stock.



54  INSIGHTS  •  SUMMER 2010 www .willamette .com

Therefore, MBA 
will be required to rec-
ognize	 $200,000	 (i.e.,	
the $1,200,000 FMV 
of the employer stock 
less the $1,000,000 
amount paid for the 
stock) of compensa-
tion income in year 
five under Section 
83. This treatment 
is a very unfavorable 
income tax conse-
quence to the execu-
tive’s	stock	purchase.

Forgiving 
All (or A portion) oF the 
eMployee loAn

Now,	let’s	assume	that,	because	of	MBA’s	continued	
efforts on behalf of the private company, the CHC 
board decides to forgive $300,000 of the employee 
loan in year five.

MBA will then be required to repay only $700,000 
of the employee loan (i.e., the $1,000,000 employee 
loan less $300,000 of debt forgiveness).

Regulations Section 1.83-4(c) describes the rules 
in the context of Section 83 when an employee 
loan is forgiven. This regulation provides that if an 
employee loan that has been treated as an amount 
paid for stock is subsequently canceled, forgiven, 
or satisfied for an amount less than the amount of 
the employee loan, then the amount that is in fact 
not paid is treated as compensation income to the 
employee.

That	 compensation	 income	 is	 recognized	 in	
the tax year when the cancellation, forgiveness, 
or satisfaction occurs. For purposes of compen-
sation income, this regulation does not distin-
guish between a nonrecourse employee loan and a 
recourse employee loan.

As discussed above, for purposes of Section 83, 
an employee loan is treated as an amount paid for 
the employer stock at different dates based on:

1. the type of the employee loan and

2. how the employer stock acquisition is treat-
ed under Section 83.

Therefore, the income tax treatment under 
Section 83 will differ based on the treatment of the 
employer stock purchase transaction.

First,	 let’s	 consider	 a	 situation	 in	 which 
(1) the employee loan is a nonrecourse loan and 
(2)	 MBA’s	 acquisition	 of	 the	 CHC	 stock	 is	 treated	
under Regulations Sections 1.83-3(a)(2) as the grant 
of an option to purchase the employer stock.

In the MBA situation, the exercise of the option 
occurs in year five, when he repays the employee 
loan. That is when the loan repayment is treated as 
the amount paid for the employer stock.

In this example, MBA repays $700,000 of the 
employee loan, and the CHC board forgives $300,000 
of the employee loan. MBA is treated as paying 
$700,000 for the employer stock.

If the employer stock FMV is $1,000,000 in year 
five,	 then	 MBA	 will	 recognize	 $300,000	 (i.e.,	 the	
$1,000,000 employer stock FMV less the $700,000 
amount paid) of compensation income under Section 
83 in year five.

Second,	 let’s	 consider	 a	 situation	 in	 which	 the	
MBA acquisition of the CHC stock with a nonre-
course loan is treated as an outright purchase of 
the employer stock. That is, the transaction is 
not treated as the grant of an option to purchase 
the employer stock. In year one, the $1,000,000 
employee loan is treated as an amount paid for the 
CHC stock.

Because the FMV of the CHC stock on that day 
is	 $1,000,000,	 then	 MBA	 does	 not	 recognize	 any	
compensation income. In year five, when the CHC 
board forgives $300,000 of the nonrecourse loan, 
then	MBA	will	recognize	$300,000	of	compensation	
income.

This is because the full $1,000,000 loan amount 
was originally treated as an amount paid for the 
employer stock. However, MBA was only required to 
repay $700,000 of the employee loan.

Under Section 83, the income tax treatment is 
the same for a recourse loan as that described above 
for the nonrecourse loan—that is, the nonrecourse 
loan is treated as an amount paid for the stock when 
it was acquired in year one.

 Any amount of the employee loan that CHC for-
gives in year five, or in any year prior to year five, is 
compensation income to MBA in the year in which 
the loan amount is forgiven.

tAx rules thAt Are only 
ApplicABle to loAns FroM the 
eMployer corporAtion

The taxation rules discussed above for loans only 
apply if the employer corporation provides the loan  

“In order to avoid 
such unfavorable taxa-
tion surprises . . . , it is 
important for the close 
corporation owners, the 
executive employee, 
and their professional 
advisers to fully under-
stand . . . the related 
income tax rules.”
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Fire Sale!
continued from page 
41

The court held 
that in order for plain-
tiffs to prevail in such 
instances, plaintiffs 
must prove the board 
breached its duty of 
loyalty by knowingly 
and completely fail-
ing to undertake its 
responsibilities.

When a company 
is doing poorly, liti-
gation is more likely 
and	 today’s	 decisions	
may later be “Monday-
morning quarter-
backed,” possibly 
through the prism of insolvency. 

Lawsuits against directors could come from 
minority shareholders, creditors, acquirers, or even 
from a trustee if the company actually goes bank-
rupt.

From a legal perspective, the important thing 
to remember is that the basic rules governing the 
duties of directors still apply, even if the company is 
failing or has failed.

Directors must maintain proper decision-making 
and oversight processes. They must avail them-
selves of all information reasonably available. And, 
they must otherwise continue to discharge their 
fiduciary duties of loyalty and care.

Notes:

1. In Re Bear Stearns Litig., 870 N.Y.S.2d 709 
(N.Y. Sup. Ct. 2008).

2. Lyondell Chemical Co., et al. v. Water E. Ryan, 
Jr., 970 A.2d 235 (Del. 2009).

Robert E. Adel, Esq., is a litigation shareholder with 
the Orange County office of the international law firm 
Greenberg Traurig, LLP. He can be contacted at adelr@
gtlaw.com. 
    Gabriel M. Willhite, Esq., is a corporate and securities 
associate with the Orange County office of the international 
law firm Greenberg Traurig, LLP. He can be contracted at 
willhiteg@gtlaw.com. 
   This discussion was revised slightly and reprinted with 
the permission of the Orange County Business Journal, 
August 24-30, 2009 edition.Fire Sale!

“Directors must main-
tain proper decision-
making and oversight 
processes. They must 
avail themselves of all 
information reasonably 
available. And, they 
must otherwise con-
tinue to discharge their 
fiduciary duties of 
loyalty and care.” 

to the executive employee. That is, if the executive 
receives a loan from a third party (such as a bank) 
and pays the cash from the loan to the employer 
corporation for the company stock, then the taxa-
tion event under Section 83 will apply on the day 
that (1) the employer stock is transferred and (2) 
the amount is paid for the employer stock, provided 
that the stock is vested.

On several occasions, the courts (for example, 
the Ninth Circuit in Tuff) have ruled that the stock 
option treatment under Regulations Section 1.83-
3(a)(2) applies only if the nonrecourse loan is from 
the employer corporation.

suMMAry And conclusion
The Section 83 rules for employee loans are often 
overlooked when a closely held corporation allows 
an executive to purchase its stock with the proceeds 
of an employee loan from the company.

It may be years later when the Service reviews 
the stock purchase transaction and raises the pos-
sibility of stock option treatment under Section 83.

When stock option treatment applies, then the 
executive	 will	 be	 required	 to	 recognize	 ordinary	
compensation income in the future if the employer 
stock has increased in value. This result may come 
as an unpleasant surprise to the company executive, 
who may have expected capital gain treatment on 
the appreciation in employer stock value.

In order to avoid such unfavorable taxation sur-
prises with regard to executive purchases of close 
corporation stock, it is important for the close cor-
poration owners, the executive employee, and their 
professional advisers to fully understand (and to 
plan for) the related income tax rules.

Both the close corporation owners and the 
executive employee would rather understand the 
income tax rules related to a leveraged employer 
stock purchase up front—than to be unpleasantly 
surprised years after the fact.

Notes:
1. Alves v. Commissioner of Internal Revenue, 734 

F.2d 478 (9th Cir. 1984).

2. United States v. Tuff, 469, F.3D 1249 (9th Cir. 
2006).
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