The Tax Consequences of Choice

Options, Futures, Rights & Warrants
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Learning Objectives

Understand the difference between puts and calls.

Properly report derivative securities tranetions on Schedule D.

: [
Apply bifurcated tax treatment t 56 regulated contracts.

)

Learn the ins and outs gf 'Irative stock, non-statutory and other

employee stock optic&

Distinguish between restricted stock and restricted stock units.

Know when to employ the IRC §83(b) or mark-to-market elections.
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We'll start with...

A new language & learning the rules of the game.

What's the best strategy to maximize &nd minimize losses?

Moving from the game into the@ﬁ/orld with regulated stock
options.

o

Getting fancy with in

The Aristocrat Of Vlone

STOCK MARKET
ent alternatives. A\

And, finally, back to basics with tax reporting
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Text Page 1
op-tion [op-shuh n]
noun

1. the power or right of choosing.

®
something that may be or@sen; choice.

A

the act of choosi

%O

2.
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Text Page 1

It’s a choice

To state your preference
To make a selection
To come to a decision

To “keep your options open”
To choose not to decide
To accept an “option of las

Ay

Or... to be out of options!
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Ihe secend time you make it, it lenger a mistakee.

"
%
&
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Text Page 1

An Intro to the World of Options

* Take something familiar -
a grocery store coupon... c\

e Gives shopper choices: O
%oney OR

1. Go shopping, buy cereal,

2. Ignore & not use coupel;*buy another brand

—_— e e — e

< CORN

ONE ".AKES Cereal

PRINT COUPON
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Text Page 1

The Players

* Always TWO players required:

— Shopper: clips coupon to buy cereal \
— Manufacturer: issues coupon & offers cereal z

« Shopper = YOU = “Holder” Q‘
— buys the option & is “long the po @1

* |ssuer = KELLOGG's = ”¢
— sells the option & is ’Q e position”

For every holder with a choice,
there is a writer with an obligation.

Copyright © 2020 ~ == Monica Haven, EA, JD, LLM e (310) 286-9161 ¢ mhaven@pobox.com e www.mhaven.net



mailto:mhaven@pobox.com
http://www.mhaven.net/

Text Page 1

The Rules: Expiration

 Holder must decide whether to shop (or @)efore coupon
becomes invalid Q

®
* |If date passes, holder might as @scard coupon

‘qg s wo
* i wm

$u00Y%
Wl Qt
u’ AR i
2 4‘ ' N‘J"’Q’.’\% \0,0,‘ \0’0

All options become worthless at expiration.
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Text Page 1

The Cost to Play: Premium

 Coupons (options) are not free

A X

* Priceis determined by supply & dema‘g

Q.
©
¢

Supply

Demand

Quantity
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Text Page 2

Premium: Two components

1. Intrinsic Value = amount of savings the option can offer (bargain value)

A X

If shopper can buy cereal for S3 when pri&&he/f is S4 = coupon

offers 51 savings
O

2. Time Value = time is money; if@ no time there’s no value

$°

Intringic value may rise & fall
but time value will always trend to zero.
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Text Page 2

Playing the Game

Cereal Shopper

* |s worried about price increases
 Wants choice to buy cereal later at guara@‘ price

&

?

=» Shopper buys time with a

0“@
Kellogg’s $

e |s worried that futur&

ces might drop
 Wants choice to sell cereal later at guaranteed price

=» Kellogg’s buys time with a PUT
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Text Page 2

Example # 1: Call Option

Shopper buys CALL on corn flakes with:

| at S3/box
at year-end

agcoupon
— Market price: Cereal on thee currently sells for $3/box

Coupon offers no barga@% no intrinsic value

But coupon locks in cereal price for the future = Shopper buys
time for $1 (= insurance policy)

— Strike Price: Gives holder right to buy
— Expiration: Coupon becomes wort

— Premium: Shopper pays S1 for
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Price goes M to S4/box

Text Page 3

Example # 1

What happens if cereal price changes?

Break-even = S1 Premium + S3 Strike P, same as buying cereal
at market for S4]

@
If cereal price goes above 5S4, S)c&r comes out ahead!

¢

Shopper could use coupon to buy cereaI&&

Price drops below S3/box§
S

Shopper will forego w e of cereal
Forfeits cost of option[S1 premium]

Maximum Gain = unlimited
Maximum Loss = Premium
Breakeven = Strike Price + Premium
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Text Page 3

Example # 2: Put

Kellogg’s buys PUT on corn flakes with:
— Strike Price: Gives holder right to sell

| at S3/box

— Expiration: Coupon becomes wort at year-end

— Premium: Kellogg’s pays $S1 fo§ocoupon
— Market price: Cereal on thee currently sells for $3/box

Coupon offers no barga@% no intrinsic value

But coupon locks in cereal price for the future =2 Kellogg’s buys
time for $1 (= insurance policy)
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Price goes \ to $2/box

Text Page 4

Example # 2

What happens if cereal price changes?

Price goes above S3/box

Kellogg's will use its coupon to force Sho o buy cereal at $3

Break-even = S3 Strike Price - S1 Premi
market for S2]

o
If cereal price drops below, Kellg@comes out ahead!

¢

ame as selling cereal at

Kellogg’s will choose sell cereal

cost of option [S1 premium]

Maximum Gain = $2
Maximum Loss = Premium
Breakeven = Strike Price - Premium
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Text Page 4

Bulls & Bears

Holder of a CALL is bullish
He wants market price to go up e\

&

Holder of a PUT is bearish
He wants market price to go do@Q

Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net
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Text Page 4

Terms Reviewed

Option is a derivative security that gives Holder the right to buy (or
sell) an underlying asset

Holder purchases the option and has th&ce to exercise

®
Writer is the contra-party who ??e option, collects the premium
and is obligated to perform :@1 er’s whim

e@ie to buy an asset at the strike price before
h

eby forcing Writer to sell the asset

A call gives Holder th
the expiration date; t

A put gives Holder the right to sell an asset before the expiration date;
thereby forcing Writer to buy the asset
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Text Page 5

Options in Practice

In 1993 Orange County, CA was worried that interest rates would fall
[like Kellogg’s was worried about price decli@

- Used “derivatives” to protect the portfcc

o

Alas! Federal Reserve instituted 6 c utive rate hikes in early 1994
— Options became worthless @nty lost all of its investment
And to make things wor

?ounty used borrowed funds to increase
investment potential f .5 to $20.5 billion but could not repay

7
loans when options expired

Epilogue: Interest rates turned south at mid-year but options had
already expired
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Whats the easiest way to make Qma% fortune
o

Stant with a fortune.
&

&
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Text Page 6

Regulated Stock Options

Standardized contracts first introduced on CBOE in 1973 (911

contracts) \

» 5 billion now traded annually
* On 10,000 companies, stock mﬁ?s exchange-traded funds

& cybercurrencies ¢
* 4 exchanges é
s&gmg Corp. (OCC)
P

romote market stability & integrity

 Governed by Option
— Founded in 1973

C boe  BaEE-

Monica Haven, EA, JD, LLM e (310) 286-9161 ¢ mhaven@pobox.com e www.mhaven.net
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Text Page 6

OCC = “God”

Selects underlying securities (equities, indexes, debts instruments &
foreign currencies) based on trading vqu

volatility

&

Acts as contra-party to each tr

ansactiQf
severing relationship between @& writer

Establishes strike price

date [max. 9 months

ct size, expiration
ss LEAPs]

Does not set option premium (determined by supply & demand
based on intrinsic & time values)
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Nomenclature

Standardized to ensure all investors know to...

Text Page 6

— Multiply premiums & strike prices by stand %tract size of 100 shares

— Equity options generally expire 3™ Frida Qstated expiration month

— Option was originally created{r@t;s before its expiration

PG111022C0 00
* Underlyi

 Type of Option —‘C’ or Call

ock Symbol — ‘PG’ (Procter & Gamble)
e Expiration Date — ‘111022’ (YYMMDD) or 10/22/2011

e Strike Price — ‘00060000’ (60000/1000) or $60

== Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net
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Text Page 7

Sample Contract

On January 13, 20YY, investor buys a JUL 14 Call on EFG for 52.52 & pays
commission [S50/trade] ‘

* [nvestor spent 5252 (plus commISSIon) ontract that allows him to
buy 100 shares of EFG stock for S1 any time between now &
expiration date on July 20, 2 é

* Aggregate exercise price w 51,400

* If market price of EQ;urrently S$15.48/share, the option is in-the-
money

* Option was created & first traded in October 20XX (9 months prior to
expiration)
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Text Page 7

Call Holder’s Choices

Exercise — use option to purchase 100 shares of EFG at S14/share

—> Basis of stock = Strike Price + Premium + Mission
- 51,400 + 252 + 50 = 51,702 basis

- No taxable event until stock sold Q
= May result in ST or LT capital &o

Allow option to expire — do r@mg and forfeit premium of 5252
—> Basis of option = Pr + Commission

- S252 +50=530
- ALWAYS capital; always ST
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Text Page 8

Call Holder’s Choices (cont’d)

Close Out Position — eliminate by selling option to new holder

—> Capital Gain (Loss) = Premium received — Pre

3.

ium paid
On April 10, 20YY, investor sells JUL 14 Call &for S0.96
* Bob pays 550 commission

* Bob’s capital loss is computed: Q

Sales Price 596 — issions S50

S46
Purchase Pri + Commissions S50

302
Realized LQ S256

Capital loss is ST (January — April)

No tax until exercised, expired or closed
even if deferred into following year
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Text Page 8

Call Writer’s Tax Consequences

Seller of option receives premium less commission paid for the trade

- no immediate tax consequence since out@e unknown

Writer has no choice and is dependent L@ decision of Holder who
may choose to:

1. Exercise (writer must deli\x@ck) [see next slide]

2. Expire (option bec@vorthless) - Writer has ST capital gain

Writer may close (eliminate) position by paying premium to buy option

back from a 3™ party
- Writer has ST gain (loss) = Premium received - Premium paid

Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net
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Text Page 9

Writer’s Tax if Holder Exercises

Charlie sold JUL 14 Call on EFG for 52.52 (- S50 commission) to Bob & received 5202
- no income recognition yet

At exercise: Charlie must deliver 100 shares of EFG; @ receive 51,400

6550 commission]

ommission 550 — Option Income 5202

Charlie owns EFG [bought long ago at 513.1
He is “covered”
1400 Sales Price of Stock
- 1165 Cost of Stock 513
235 Realized Ga

Charlie doesn’t own EFG &&buy at market (e.g. 516/sh)

He is “uncovered”
1400 Sales Price of Stock
— 1448 Cost of Stock 51600 + Commission 550 — Option Income 5202
-48 Realized Loss
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Text Page 10
Summary of Tax Consequences

(always capital)

Expiration Exercise Close Out

Call Holder STCL ST or LT after dispositi ST*
[may buy stock] (= prem. out) Basis of stock = strike & out (= prem. in — prem. out)

ﬁ
Put Holder STCL ST or gs e — basis) ST*

[may sell stock] (= prem. out) Basis cost + prem. Out (= prem. in — prem. out)
Call Writer STCG VT or LT (= strike — basis) ST*

[must sell stock] (= prem. in) asis of stock = cost — prem. in (= prem. in — prem. out)
Put Writer STCG ST or LT after disposition of stock ST*

[must buy stock] (= prem. in) Basis of stock = strike — prem. in (= prem. in — prem. out)

* LEAPS may (?) generate LT capital gains (losses) at close out.
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Text Page 10

Options & Taxes

* Always capital = report purchase, sale or expiration on Schedule

D (Form 8949) \

<

* Always ST if option closed or expired animum duration is 9
months (except LEAPS) Q‘

* Holding period of optioriwid on to holding period of underlying

security if option exer

&
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Text Page 11

Wash Sale Rule

 Purpose: To prevent claiming tax loss on illusionary sale

* Cannot re-purchase “substantially the sésecurity during 60-
day window Q
®

 Applies to all securities, incl&@;ptions

ale Rule

Sell Security
(apply wash sale
rule)

fiss SN
30 Days B ore i 30 Days After
Secunty Sale Tax | Security Sale Tax |
Loss Loss
e _l_ ~ === 7_ — g

!

The wash sale rule is actually 61 days that start from 30 days to
the stock or bond being purchased and sold over the period.

@ WallStreetMojo
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Facts

* Taxpayer sold stock at a loss
* Next day he sold (wrote) put on same stock scheduled to

*  Put was in-the-money at the time of purchase which
strike price higher than market price

Text Page 11

Example: Wash Sale

%n 1 month

older the right to sell stock at

o°
Rev. Rul. 85-87 c

IRS found that Holder would very likely exer* compel Writer to buy stock
- Writer violated Wash Sale by buyin antially same security

IRS decision based on:

o@ﬂying stock & exercise price

Amount of premium paid

Spread between value
Term of put

Historic price volatility of stock
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Sample 1099

Proceeds from Broker and Barter Exchange Transactions
29 1083-B* omME Mo 15450TIS {continued) 021012020

SHORT TERM TRANSACTIONS FOR COVERED TAX LOTS (Lines 2 4 3)
%tmfﬂmm Pat Iwith Box: 'Ll:hnr.hd.&u J.pcrw.-ruhdmﬂnms ilime 12
and “Additiomal nformation” are MOT meported fo the [RS.

13- Dascription of property! CLSIPS ymibol 15 1 mkt s (D)
1c- Date aold 1d- Procasds & 1b- Date 18- Cost or 1g- Wash aals loss Gain or loas(-) &
or dizpoasd Quantity &- Raported [Gjroas [Njst quirad other basls dis W] 7-Loss nof ] Addifonal Informath
EXTEANAL INTEAMET TECHMICAL SERVICES / CLISIP: 123458783 § Symbal: EITS
[t ll] 18, 000000 1135050 N 2ane 1000000 - 1,350.50 Sale
COrdinary gainfloss —
FIRST ANNUAL HOLDINGS §F CUSIP: 123458786 [ Symibol: PHYL
LaRTNE 1,000,000 84, 575,00 [ ESE 96, 4TE 00 G500 W 1] Merger
HOUSING INC § CUSIP: 123455780 | Symbal: HGEW
OTENAG 15, D00, O 1635000 M WARIOUS 1385000 1,140.28 1,556.75 Total of 2 lots
OTENAG T.000.000 65000 N DANENS 7,000.00 -AT0.00 Sals
MNote: 26 —
Security otal: 22000 .00 20,650.00 1,188.75
JULES NORHAM HOUSING SERVICES JNHS Fab 20 2019 800 Call / CUSIP- 1 5§ & 220019 C 600
one 2000 -2, 75420 ‘
DOMESTIC CORPORAT DCFC Jun 192015 48.0 Put / CUSIP: f Symibel: DCFC 8MamT ™4
Da24NS B 000 .11 0&11.’19 805,11
TRAMNSATLANTIC GEME TGUK Sep 18 2016 128.0 Call F CUSIP: / Symbol: TGLE §MB819 C 1250
orHang E.000 BT.25 aTnThg 20725
MEURCLOGICAL OPER MOT Mar 20 2015 85.0 Put { CLISIP: / Symbol: ROT 352019 P 850 -
mEing 3000 -4, 50 O ~408 58
Totals: 116,448.95 12F N 28,00 1,140.25 D 235064
E,500
SHORT TEREM TRANSACTIONS FOR NONCOVERED T.
R_&ﬁtmromm.htIﬁﬂtﬂc:BMiBumistmﬂdm
acquired,” “Cost or othar basis,” “Adp & Coda{s), if showm,™ dformation” are NOT reported to the IRS.
13- Dascription of property/ CUSIPS ymibol
1c- Date sold 10 Costor Adustments & Galn of loas-) &
of dizposad Quantity & quirsd other Dasls Code|s), If any™  7- Loma not (X  aoagional ath
ENTERPRISE TELECOM / CLESIP: 123456789 J Symbal:
110616 1,400 000 020ang 81.315.43 . 1671334 Sale
Prooseds adjusied for
aption premium of
5704207
Totals: 111, 028,77 1,315.43 19,7134
* This Is Important tax Information and |s baln mmmmmm Ravanus samea Hmmmnﬂ toflie a I'BII.I'I'I. a gence panalty or ofher sanction may be Impassd on you If
this Income 1= taxabls and e IRS determines It has not besn reported. Remember, tapayers are ultimately respon mﬁammﬁlm elr tax raturniaj.

Regulated Options:

»  Date of acquisition of non-covered options listed as N/A

»  Position CLOSED by a covering transaction or allowed to EXPIRE
Stock sale proceeds are reported net of option premium
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Text Page 12

Back to the Future

* Rice futures created in 17t century Japan
— Merchants stored rice in warehouses \

”

— To raise cash, warehouse owners sold “rice ti
against the stored rice
— Tickets were traded by investors & beQ!

commercial currency |c

* American grain futures ed in mid-19th century
* Foreign currency & index futures created in 1970s

 |ndex futures created in 1980s
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§1256 Contracts

Include futures, foreign currency & regulated transactions

Often remain “open” at year-end if not yet exercised or expired

But treated as though sold at FMV on 12/31
Resulting gain is deemed 40% ST & 60% LT reg

a&“of actual holding period
o

Reported on Form 6781

- 6781

Deparine itor the Treasany
Wk rual Feus nie Se ke

Gains and Losses FLeg
Contracts a

amer=) shown on tax retum

ITAHPAYER

OB Mo, 1545-D6d44

20

Stachment

Sequence Mo, B2

[Zheck all applicable boxes (zee instructions).

Idertifying number
H895-99-959959

e slection

C I:l Mixed straddle account slection
mddle identification election D [ ] Met section 1256 contracts loss election

1

G N

{a} Identification of accou {b} {Loss) {c} Gain
100 SPXJUNE D8 1250 CALLS (1,0?0,000:)
Add the amounts on line 1 in columagbianed co . . . . . . . . . L L L. | 2 |f i} j] 1,070,000:
Met gain or (loss). Combine line 2, = (hdand (o). . . . L L L L L 3 1,070,000
Form 1093-8 adiustmerts . See instrusPons and attach scheduwe . . . . . 0 . . . 0 0 0 0 0 L L 4 |
Combine lines 5 and 4 5 1,070,000;
Hote: i fine 5 shows a net gain, s.‘np fine & and enter the gain on line 7. Ps-rtnersmps and & corpors'i.lons :
see Instructions.
If wou hiave a net section 12568 contracts loss and checked box D above, enter the amount of loss to be
cartied back. Enter the oss as & postive number . . . . 0 0 0 0 0 L 0 0L 0L 0L [
cCombinelines Sand 6 . . . . . L L L L L L L L L T 1 ,D?D,DDDE
Short-term capital gain or {(loss) Multiply line ¥ by 40% (400, Enter here and include on the appropriate line H
of Schedule D (see instructions) . . . . . . . . . . . . 0. FLOWS TO SCH D LINE 4 . T Cﬂmﬂ_rb
Long-term capital gain or {loss). Multiply line 7 by 60% (60). Enter here and include on the appropriste line —
of Schedule D (see instructions) . FLOWS TO SCH D LINE 11 @

Copyright © 2020
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Text Page 12

Example: §1256 Contracts

June 17th, 20XX: bought 100 SPX Jun 08 1250 calls for 145
December 315, 2006: contract value = 252

Mark-to-Market \

Contract deemed sold & repurchased on 12/31/XX at 252 c
Gain: 252 — 145 =107 = 40% ST (542.80) & 60% LT (564.20

ol

above]

Facts
March 12th, 20YY: Contract actually sold at 2
Deemed purchase price at 252 on 12/31/XX

ErC [E]msen 500 NDEX (RIS W Siyie] 2 Drawings | Siviies
SPX 3y WD 7/2007 |O. 1504 66 [H. 1532 4 |L 160466 ]C. 1530 44 [R 2774 Y- 1274 65]

o

Tax Reportin it o
portin A\ \J g Ly
Sale 228 & i I-" ]

Basis 252

BiigiEasgEsiiesEaggt

Loss (24) yii
= 40% STCL (59.60) & 60% LTCL (514.40) : I

--_‘ITlI .lll-|

L |¢“°-| |

Ao May Jun. Jul Aua Sep Oct Nov Dec o7 Feb Mar Apr May Jun Jul
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Sample 1099

PAYER'S TIN: M- 000000 | RECIPIENT'S TIN: 0830000
[1 FATCA Mg reguivemesl (s bstuctioes) Summary Information
DIVIDENDS AND DISTRIBUTTONS 1019 1000-DIV= OME Ha. 15850110 MISCELTANEOQUS INCOME 2019 1099-MISC*  0ME Na 15450115
13- Total prdinary dividenss (Includes ines 1b, 5) 144 2B 2- Royaities 0.00
1b- Qualtfied dvidends 144 2B 3 Other Income SD0.00
2a Tatal capital galn disibutions (Includes ines 2b, 2c, 2d) 0.00 4- Federal Income tax withheld 0.00
2b- Unrecapiured Section 1250 gain 0.00 B~ Substiute payments in lleu of dividends or Inberest 0.00
2c- Sedlon 1202 gain 0.00
20 Coliectinles (25%) gain 0.00 5 *
3 Rondhidend S oo SEE.CPTIEN lllm‘: Co? TS — mmi:lﬂ 1099-B OME Ha |.1D-1;]|r.|1.1
— - Proftt ar (loss) re 5 i
;;m;:gﬁmtﬂn;@"m g_ﬁg 9- Unrealized p contracts-12/31/2018 0.00
E- Inwestment expenses aon 10- Unrealized p open contracts-12731/2019 0.00
B~ Foreign country or US possession: See detall  7- Forsign tan paid: 0.00 n contracts 0.00
8- Cash liquidation disinbulons 0.00 -
10- Nancash liquidation distnoutions .00 g5 TOM S8 ransactions Sppedr summanized bedow and are
11- Exemnpt-inierest dvidends (Includes line 12) 0.00 nf sections of s documeant.
12- Spaciled private aciivity bond Interest dividends (AMT) 0.00
* Thig I= Important tax Information and I= belng furnizhad to the Intern Ica. If you are required bo fils a refum,
a negligencs penalty or other sanction may be Impoasd on you I thiz Incoms, G ‘tha IRS determines that it has not bean reporied.

SUMMARY OF FROCEEDS, GAINS & LOSSES, ADJUSTMENTS AND WITHHOLD
Refer e 10953-8 and Froceeds not reporied o e IRE pages i ensue Maf you consider & Felssant Bems and

of gains and Iosses. The amounts showr Sefow ane G inbrmational puposss.

Tarm Form 83439 fyps Market discount  Wash sale logs disallowsd
Shart A (Dasls reported 1o the IRS) | 17.50 0.0 000 228.50
Shart B (Dbasls not reponied o the IRS) 0.00 0.0 0.00 0.00
Shart C (Form 1035-B not recelved) 0.00 0.0 0.00 0.00
Total Short-tarm 0.00 od 228.50
Long D {basls reporied to the IRS) 28,413.00 0.0 6,500.00 15,158.50
Long E [Dasls not reponied to the IRS) 359,500.00 1,140.25 0.00 1.015.25
Long F {Form 1095-8 not recelvad) 0.00 0.0 0.00 0.00
Total Long-term 68, 313.00 1140225 6,500.00 16.174.75
Undetammined B or E (basls not reported 1o the IRS) 0.00 0.0 0.00 0.0o
Undetammined  C or F (Form 1092-E not recelved) | 0.00 0.0 0.00 0.00
Total Undatermined-term ood 0.oo 0.00 .00 o.00
Grand botal TH.126.00 68,313.00 118025 6,500,001 16,403.25
‘Withhiolding Amsounk
Federal Income tax withheld 284 63
81256 Contracts: Brokers must report
+  profit (loss) on closed contracts
* unrealized profit (loss) at the end of the previous year
+ unrealized profit (loss) for the current year
* aggregate profit (loss) amount
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Text Page 12

Commodity Futures

Also known as “Forwards”

Give holder right to buy oil, metals, gr

a'& livestock
®
Pricing based on supply & dem@

Automatic exercise at e@n
* Require physical deliﬁy

at expiration

Subject to §1256 treatment

Copyright © 2020

Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net



mailto:mhaven@pobox.com
http://www.mhaven.net/

Text Page 13

Foreign Currency Transactions

Regulated (governed by IRC § 1256)
— Exchange-traded
— Treat 40% ST & 60% LT capital regardless of&holding

®
Non-regulated (governedeb&§988)

— Report on Form 6781

— Cash forex & interbank trad
— @Gains & losses treated.a

ry
— Losses not limited by, le
— Not subject to Wa

— Report as Other Income on Form 1040

e Rule

NOTE: Taxpayer may elect § 1256 treatment on a trade-by-trade basis
[best if transaction results in taxable gain]
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Octabiex. 5ﬁwwmeaﬁtﬁewmtwwmmtmotacﬁo

The othens are July, januwt&eptemﬁw Up+il,
Navember, May, , June, Decembier,
Uugus Felrwany.

& - Mark Twain
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Text Page 14

Rights & Warrants

Often given to existing shareholders when company seeks to raise
additional capital \

<

Grant opportunity to purchase new issat discounted price prior
to public offering @

shares

Holders have option to:
— exercise & purcha

— close out position®y selling rights to 3" party
— forfeit option & allow rights to expire

Copyright © 2020 ~ ==
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Text Page 15

Rights vs. Warrants

Rights

e Typically short-term (30 — 60 days) \
e Attached to original share of stock @
 May be detached Q

®
Strike Price is always below curwarket price of stock

A

Warrants o

Usually attached to bows incentive to purchase corporate debt
Grant opportunity t ain an equity (growth) position
Often long-term with expiration of 6 months to a year (or more)

Strike price is always set above current market price to discourage
immediate exercise
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Text Page 16

Tax Consequences if Detached

* No tax consequence at time of receipt

k’s basis to right or
sition sold

* Investor may allocate a portion of origin
warrant & use it to calculate gain (loss)g

o
00 & received 20 rights to purchase

n the date of distribution, the stock is
h S80...

Investor bought 200 shares of XYZ at
an additional 20 shares at 53/sh
worth 51,900 and the rights an&

Basis is allocated as fol
* Basis of Sto@lQOO + (51900 + 580) x 52000 = 51919
* Basis of Rights = (580 + 51980) x 52000 = 581

 Holding period of original stock or bond is tacked on to holding
period of right or warrant
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Text Page 16

Tax Consequences if Exercised

No tax consequence at time of receipt or exercise

Basis of newly acquired shares = Strike&+ allocated basis of
Ol

ay after exercise

right or warrant

Holding period of stock begi

&
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Text Page 16

Tax Consequence if Expired

Depends whether right or warrant was issued to investor or acquired
in secondary market

If issued to Investor ®
— No tax consequence Q

— Allocated basis of right or warr&erts to basis of stock or bond to which it
was attached o

— Capital loss = Premium paid to purchase right or warrant
— Holding period begins at acquisition

If acquired by Invest

Copyright © 2020
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Text Page 16

Summary: Rights & Warrants

Tax Consequence

Holding Period

Exercise
[Stock is acquired
using Right (R) or Warrant
(W)]

No gain (loss) on R or W

ase Price of
+ Allocated Basis
or W

Basis of Stock =
Stock at Stri

Sale of
Detached R or W

Gain (loss) = Sale Price —
Allocated Basis of R or

Expiration
[R or Wiis allowed
to lapse]

Begins on day after exercise
(does not include pre-exercise
period)

Allocated Basis

Includes holding period of
Stock to which R or W had
been attached

V

If acquired on , then

realiz

If received from Company at
issuance, no gain (loss)

Purchase Price of R or W

Allocated basis reverts to original
Stock

Begins on date of acquisition of
RorW

N/A
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Emplo@tock ownership plans
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Text Page 17

Employee Stock Option Plans (ESOPs)

 Employer grants its employees the right to purchase company

shares
— Used to motivate employees Qz
— No cost to employer ®

deducted by issuing co

* Two types: ‘:

1. Statutory: ISOs & ESPPs
2. Non-statutory

* FMV of option — determine?*gj on complex formula — may be

Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net
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Text Page 17

Incentive Stock Options (1SOs)

Granted to key employees
*  Max. annual limit = S100K/employee ‘
Must be exercised within 10 years z

Tax Consequences Q

®
1.  Regular Tax: No inc recognition when gra xercised; inc recognized when stock sold
a. LT gain (loss) if held > 1 yr after exi and held > 2 yr after grant

- Basis of stock = Exercise pr'&

b.  Ordinary inc if disqualifyi osition before holding periods met [rprted W-2, Box 1]
- Basis of stock = Ex ice + compensation recognized

2.  Alternative Minimum Tax
Bargain element = tax preference item
FMV.. . — Strike Price [reported W-2, Box 14]

stock option
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Text Page 18

Example: ISO

Holding periods not met

2/15/XX: JKL granted ISO to buy 100 shares at $10/sh

10/1/ZZ: Employee exercised when FMV of stock was SlS/sI\ 2-yr holding period met
11/1/ZZ: Employee sold stock for $16/sh z ] 1-yr holding period not met
- W-2 inclusion in 20ZZ = $500 (1500 - 1000) Q

- Form 1099-B issued for $1,600 sales prog
- Basis of stock = $1500 (1000 + 500 ¢ ation recognized)

> STCG = $100 (1600 — 1500). o

If holding requi ts had been met...
* No compensation recognized

e LTCG = $600 (1600 — 1000) when stock sold at $16/sh

Copyright © 2020
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Text Page 18
ISOs & AMT

Bargain element is tax preference item

Income recognized can be added to AMT besis
AMT gain < regular gain in year of sale @

&

9 stock worth 54.5 million
ment

Taxpayer later sold st ”Sl. 7 million
- Economic gain million — 5128K

=2 AMT tax loss = S1.7 million — 54.5 million

= Subject to S3K/year limitation on capital losses!!!
(No AMT NOL carry-back allowed)

Example

Using ISO, Taxpayer paid S128K
- Huge AMT liability on bar

Copyright © 2020
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Text Page 19

MTC to the Rescue!

@Regular Tax

 Non-refundable (pre-2007): “Bail- té?l” abated tax under-
payment attributable to AMT ady ent for ISOs

A

Quld use credit from year of exercise to
n year of sale

Minimum Tax Credit
 Generated by AMT but can be used to re

e Refundable (2007 — 20
reduce regular tax lia

e Carry-forward (2013 — present): Excess credit can no longer
generate a tax refund
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Text Page 19

ISO: Tax Planning

Limit number of ISOs exercised annually to avoid triggering AMT

* Exercise ISOs early in year & then mon&ock price...

®
— If stock price &, sell shares @Q
ut no AMT preference item & no

- disqualifying dispositi
AMT on phantom i

— If stock price 1T, h§d shares

- pay AMT on phantom income but actual income will
eventually be realized when stock is sold

Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net
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Text Page 19

Employee Stock Purchase Plans

ESPPs: Must be exercised within 5 years after grant if strike price 2
85% of market price @

* No income recognized at grant or e egse

c
¢

e If stock held >1 year@xercise and held > 2 years after grant,
gain (loss) will be LT

* No AMT adjustments

Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net
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Text Page 19

Example of ESPP

Holding Periods not Met

2/15/XX: JKL granted ISO to buy 100 shares at $10/sh

when stock at $12/sh \ 2-yr holding period met
10/1/ZZ: Employee exercised when FMV of stock was $15¢ ] 1-yr holding period not met
11/1/ZZ: Employee sold stock for $16/sh Q

o
= Ordinary income $500 (= 1500 — 1000) Q
> STCG $100 (= 1600 — 1500) ‘c

If holding periods met... e

- Ordinary incom&;= 1200 - 1000)

> LTCG 5400 (= 1 1200)

If stock sold at 57/sh
= LTCL $300 (= 1000 - 700)
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Copyright © 2020

Text Page 20

Non-qualified Stock Options

NQSOs taxed as compensation:
— On grant date if readily determinable value, or

— Income recognition postponed until exerciw transfer if no value
available

NOTE: Often creates Income-in-Respect-
dies before exercise ®

cedent (IRD) if employee

Income = Value of option — pncex@for option (if any)
[reported W-2, Box 1]

Basis of stock = Price pai ptlon (if any ) + compensation recognized
Example
Zuckerberg (Facebook) exercised option to buy 60 million shares

= taxed as compensation income (52.3 billion) on date of exercise

= tax liability > 51.1 billion

= forced to sell 30.2 million shares to cover tax on stock-option purchase
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Rule Ne. 1: Never eao@m,

Rule Na. 2: JVW wile Ne. 1.

V - Warren Buffett
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Text Page 20

Restricted Stock

Given to employee at no cost; subject to forfeiture for several years

Income Recognition

* General Rule
— No recognition until vested or restriction |$%

— Income = Amount paid for stock — F

vesting

— Income & employment taxes ar eld in year vested

 |RC §83(b) election Vo

— Recognize income u ceipt of stock

— Employee recognizes compensation income on date of transfer
— BUT receives no cash with which to pay tax

— Any FMV 1 taxed as capital gain when stock sold

— Holding period begins on date of transfer
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Text Page 21

§83(b): Pros & Cons

e Elect when:
— Shares have low value on date of awa

— Employee pays (near) full value for
iam of stock

— Expect significant price appreci

Do not elect if: {
— Employee would bewed to recognize substantial income on

date of award Q
y 1o satisfy terms of non-forfeiture

— Employee unlikel
Monica Haven, EA, JD, LLM e (310) 286-9161 e mhaven@pobox.com e www.mhaven.net

Copyright © 2020


mailto:mhaven@pobox.com
http://www.mhaven.net/

Text Page 21

Example: Restricted Stock

Facts
Employee is granted 1,000 shares when FMV of stock @ 510/sh
Granted shares vest 3 years later when FMV @ $40/sh \
Stock sold immediately after vesting @ 540/sh
Employee is in 37% tax bracket (20% cap gains rat

Without §8°'%) ‘ection With §83(b) Election

Compensation on Grant Date
1,000 sh X $10/sh

Compensation at Vesting v 40,000 0
1,000 sh X $40/sh ) ordinary income)

Gain on Sale 0 30,000
$40,000 Sales P - Basis (LTCG)

Total Tax Liability 14,800 3,700 ord + 6,000 cap gain
37% (20%) on Compensation (Gain)
Net After-tax Proceeds 25,200 30,300
$40,000 Sales P — Tax Liability
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Text Page 22

Restricted Stock Units

RSUs are similar to restricted stock EXCEPT:

Fewer restrictions
No stock shares issued; no dividends paic@o voting rights
Cannot make §83(b) election

Q‘
Tax Treatment *@

No income inclusion at

i award
Include compensatio '%ne when shares are received [reported
on W-2, Box 1] &
Capital gain when shares are sold

BEWARE: Basis on 1099 probably incorrect; check employee’s
paystub for amount of compensation reported at time of award
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Text Page 24

y
Tax Cuts
\ax]Jobs Act

TCJA Changes

Employees of certain privately held companies can elect to defer NQSO &
RSU income for up to 5 years \

<

Corporations can no longer deduct more S1 million of restricted
stock & stock options given to top 5 e@&/ees

With lower tax brackets, it is IQ itical to hold stock for 2 years after

date of ISO exercise $

With higher exemption@nployees are less likely to trigger AMT when
exercising 1SOs

Higher estate & gift tax exemptions call for new tax planning strategies
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When choasing between ture evills,
J always ﬁi&etabtqtﬁemejynwe‘tbded&ﬁm.
&
o

&

- Mae West
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Monica Haven, E.A., J.Q: LL.M.
“4

(310) 286-9161 PHONE ¢,(310) 557-1626 FAX
mhaven oXx.com

WEBSI%QWW.mhaven.net

The information contained herein is for educational use only and should not be construed as tax, financial, or
legal advice. Each individual’s situation is unique and may require specialized treatment. It is, therefore,
imperative that you consult with tax and legal professionals prior to implementation of any strategies discussed.
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