Comments for the President’s Advisory Panel on Tax Reform

From:

Entrepreneurs for Sweat Equity Tax Relief



http://www.parapent.com/sweat-equity.htm



David Gold, Parapent Solutions LLC

Contact Info:
303-947-8222



dgold@parapent.com
Category:
Submission from Businesses 

(hundreds of businesses are behind this effort which was launched late last year and the numbers are growing rapidly).
Sweat Equity Tax Issue Brief
For more information go to http://www.parapent.com/sweat-equity.htm

Background:

Small businesses represent 60%-80% of net job creation in our country every year.  As a result, the greatest economic engines of our country are the people who take financial risks to create new businesses.  People who risk their livelihoods to create new businesses are at the center of the American dream of ownership and critical to our nation’s continued economic growth.
One way that many small private businesses get off the ground after they are initially founded is through the devotion of employees and contractors who are willing to forgo some or all of their cash income in return for equity in the business or deferred compensation.  These individuals put at risk their personal finances in return for “Sweat Equity” in the business, thereby creating risk for them that is equivalent to the risk an investor takes when investing cash in the business.  Without the devotion of such individuals many businesses would never get off the ground because it is the exception that outside financing is available from the outset to fund the creation of the business.  A number of the major corporations in our nation including Microsoft, Fedex, Apple and many others got there start in just this way.
Issue:

When an employee or contractor accepts an ownership stake in a small private business in return for investment of their time in building the business the equity they receive is illiquid as there is no public market for it and very often transfer of the equity is restricted by the company itself.  Yet, the IRS sees this equity compensation as taxable income and requires persons receiving equity compensation in a small private company to pay tax on it (IRC §83(a)) even though it is typically impossible for them to liquidate any portion of that equity to pay the tax.  In addition, at the end of 2004 the ironically named “American Jobs Creation Act” was passed into law.  One provision of this law has caused the IRS to promulgate new requirements regarding the taxation of deferred compensation (IRS notice 2005-1).  Not only does the American Jobs Creation Act effect the tax treatment of stock options in small private companies but, of greater importance, it virtually eliminates the ability for employees and contractors serving small private companies to agree to accept creative deferred compensation (that might later convert to equity) in lieu of current payments because the types of creative agreements that are often used would be subject to a phantom income tax on the deferred portion of the compensation.  

Small businesses which desire to grow beyond a few people nearly always need ways in which they can bootstrap and compensate early employees and contractors when they are still growing and cash is tight without the IRS wanting to be paid tax on income which the individual either did not receive or has no way to liquidate. Even worse, if the company is unsuccessful and never has a “liquidity event” (e.g., sale of the company or an initial public offering) then the tax paid was on something that never had any cash value!  This “phantom” income tax is especially onerous.  This tax situation dramatically reduces the value and incentive for a person to put “Sweat Equity” into growing a small business and therefore impedes the growth of new small businesses.  People who otherwise might be willing to invest sweat to earn equity turn away from the opportunity because the tax makes the return not worth the risk. 
Some small companies will attempt to mitigate this situation by investing the considerable time and financial resources required to implement a qualified (ISO) stock option plan…time and money that could have alternatively been invested in growing the business.  While such a plan enables the company to offer stock options at current “fair market” value to their employees without there being a tax consequence, it creates two other problems.  First, an option is not ownership in the company but rather a right to buy ownership at a fixed price.  Thus, an employee or contractor who is already taking a financial risk of working for reduced compensation to build the business will have to subsequently pay to purchase their stock (which will be illiquid once they purchase it) when they already are foregoing cash income in the first place.  Because of this, few such persons are able to purchase the stock prior to any liquidity event of the company.  This means that, if a liquidity event occurs, those persons will pay ordinary income tax rates on the gain they receive as opposed to the long term capital gains treatment that cash investments receive.  Their investment of time and forgone compensation is penalized by the IRS as somehow being less than a cash investment.  Yet, for the middle class person who is typically earning this Sweat Equity the risk they are taking is often much greater than that taken by any cash investor because their financial resources are much less.
In addition, because a qualified stock option plan can only be used with employees, it does not solve the problem with respect to contractors (e.g., attorneys, public relations firms, accountants, programmers, etc.) who may be willing to accept significantly reduced cash fees from a small business in return for some equity in that company.  Such suppliers who are willing to make a bet on a small company and help it grow are often as critical as the devoted employees who are willing to do so.  

For those intrepid individuals who do invest their time in a company in return for equity, if they received a stock option they usually receive ordinary income tax treatment (and AMT tax) on their investment at any liquidation event while wealthier individuals who are able to invest money appropriately obtain long term capital gains tax treatment. Further, in those situations where the employee received an actual stock grant and the business is not successful, the employee or contractor will have been penalized by having to pay Phantom Income Tax on the value of stock received that was ultimately never worth anything..  
The result of the current tax law is an environment where fewer individuals are willing or able to justify taking the risk of earning Sweat Equity and those who are willing to take the risk are penalized by the tax system for doing so.  One must believe that this causes fewer businesses to be able to grow through those key early stages and therefore the greatest economic engine of our country is being impeded.  
Solution:

Revise U.S. tax laws with regards to equity compensation in private small businesses only such that equity compensation received by employees or contractors would be taxable only at the time of a liquidity event (e.g. the sale of the business for cash to a third party or at the time of an initial public offering ).  This should apply to any potential “Alternate Minimum Tax” implications as well.  At the liquidity event, the original value of the equity received would be taxed as ordinary income and the gain beyond that taxed at capital gains tax rates.  The IRS already has systems in place for assessing the value of equity in small private businesses from which the basis value would be estimated because the IRS has to have this in order to determine how much they want to tax a person today on any equity compensation they receive in a small private company.

Such a revision would create an environment where more small businesses would be started and more would be able to be successful.  It also would send a strong message that entrepreneurs should be encouraged and rewarded for taking the risk to create new businesses which are the primary fuel for our nation’s economy rather than being penalized for doing so.  At the end of the day, Sweat Equity is no less valuable than the money which investors contribute to a private business.
See article on following pages…
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Deferred-compensation
‘cure’ draws criticism

BYTOM LOCKE
DENVER BUSINESS JOURNAL

Some Colorado entrepreneurs are up in
arms over the latest blow to their ability to
offer creative compensation packages to
key employees at cash-starved startups.

The American Jobs Creation Act of 2004
(AJCA), signed into law last October, was
designed to tackle deferred-compensa-
tion abuses tied to improprieties at com-
panies such as Enron and Adelphia Com-
munications.

But opponents claim it's like using a
steamroller to kill an ant, with widespread
unintended consequences that will stifle
job formation among startups.

Startups have trouble atiracting high-
quality people because they have little
cash. So they often turn to alternate forms
of compensation such as stock, stock
options or deferred cash compensation.
But potential employees are reluctant
to come aboard if they're to he hit with
large, near-termm cash tax consequences
for compensation that may never turn
into cash.

The AJCA has raised the issue of unfair
taxation on alternate compensation to
a “crisis level,” according to David Gold,
entreprencur and managing principal of
Parapent Solutions in Highlands Ranch,
where he’s a consultant to early-stage
businesses.

SEEKS CHANGE AT NATIONAL LEVEL

Last summer, Gold said, he founded the
“Sweat Equity Tax Relief Effort” to push for
“a change in the federal law so that equity
compensation on small private compa-
nies is not a taxable event until there's a
liquidity event,” such as a sale of the com-
pany or an initial public offering.

The Internal Revenue Service long has
taxed stock issued to a person as compen-
sation for services in the year it was pro-
vided. Gold doesn't think that makes sense
for a private company, since the stock is
illiquid and may never be worth anything.
Instead, he thinks the tax should kick in
when the recipient gets the opportunity
to convert it to cash through a liquidity
event.

Stock options have been used to avoid
the tax consequences of grants of straight
stock, but under the AJCA, options issued
at a discount can trigger a tax on the dis-
count and 20 percent penalty and interest
upon vesting. Plus, stock option plans
don't provide as strong an incentive as
straight stock ownership, Gold said. That's
particularly true if there’s no discount on
the options, which is the case with incen-
tive stock option (ISO) plans.

Gold has garnered more than 160 signa-
tures from Coloradans, has begun seeking

support from national associations and
hopes to get a bill introduced in 2005 or
2006. While the change he seeks goes
beyond deferred compensation, the AJCA's
restrictions may provide the final impetus
to push people into action, according to
Gold.

Jordan Stoick, spokesman for U.S. Rep.
Bob Beauprez, R-Colo., said Beauprez
“understands the importance of having
the flexibility to use deferred compensa-
tion for small business and startups that
may not have the immediate cash flow.”

Beauprez sits on the House Ways and
Means Committee, which handles all
tax issues, but that committee has an

~ Startups have trouble
attracting high-quality people
because they have little cash.
So they often turn to alternate
forms of compensation such
as stock, stock options or
deferred cash compensation.
But potential employees
are reluctant to come
ahoard if they're to be
-hit with large, near-term
cash tax consequences for
compensation that may
never turn into cash.

“extremely full plate,” including Social
Security reform, and “it simply may not be
possible to get a bill during this session,”
Stoick said.

A deferred compensation plan that
doesn’t comply with the AJCA triggers
taxation, a 20 percent penalty and interest
in the year the failure of the plan occurs,
said Christine Daly, a Denver attorncy
with Holme Roberts & Owen. For plans not
fixed this year, that could mean 2006.

Because of large potential AJCA impact,
businesses are starting widespread review
of employment agreements, offers and
severance agreernents.

SEMINAR SUGGESTS STRATEGIES
The AJCA has raised enough concern
that it prompted an April 4 seminar at
Holme Roberts & Owen, hosted hy Daly
and Arlen Brammer. Sponsored by Den-
ver-based CTEK Venture Centers, a non-
profit geared to helping entrepreneurs,
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[image: image2.png]the seminar was attended by about 30
people in Denver and roughly 20 in Boul-
der via videoconference.

Daly and Brammer cited ways to avoid
noncompliance, such as issuing stock
options at fair market value rather than at
discounts, and tying payment of deferred
compensation to specific -dates rather
than goals for fund
raising or sales that
aren't tied to specific
dates. )

That sounds easy
enough, but entre-
preneurs cite dis-
tinct disadvantages §
to those restrictions.
For one thing, set-
ting a specific date
fordeferred payment
requiresacrystalball
about a company’s
status on that date.

The AJCA is proba-
bly the first vy in the Cordova
last five to 10 years
that “has the potential for a dramatic
impact on startups and early-stage com-
panies,” said Lu Cordova, CTEK presi-
dent.

And it’s not only a matter of wheth-
er companies will be able to structure
deferred compensation packages that fit
their needs and the rigid newlaw. It'salsoa
matter of all the uncertainty created by the
AJCA and all the time spent checking for
compliance, Cordova said.

“This is really the American Jobs Cre-
ation Act for lawyers and consultants,”
Brammer said after his seminar presenta-
tion. “Every employment contract in the
country needs to be looked at [this year].
... That has to be millions. ...

“It’s a pain in the ass. And it's a trap for
the unwary.”

Cordova said she’s going to run any
future compensation agreement for con-
sulting through an attorney to check for
compliance. If compensation arrange-
ments don't comply and contractors end
up on the hook for taxes and penalties,
they may sue companies providing the
compensation, she said.

And questions remain, since the IRS
is expected to issue further guidance by
the end of the summer to supplement
its Jan. 5 revised guidance, called Notice
2005-1.

“This is nota good thing, when we're still
emerging [from recession],” Cordova said.
“Especially in Colorado. Especially in the
tech sector.”

The confusion about compliance is
causing uncertainty, which is hurting the
ability of small companies to attract labor
and capital, she added.

“There was a lot of room for creativity
before, to have it fit your company,” Cor-
dova said. But not any more.

Ttmaysoundsimpletoissuestockoptions
at fair market value and thus avoid compli-

‘With private companies,
it's extremely common to
do creative alternative
financing. It's the creative
part that Congress appears
to be sending a message
that it doesn't like.’

Lu Cordova
CTEK president

ance issues. But a lack of discounts forces
more options to be issued to produce an
equivalent value to lure employees. And
that causes more stock dilution. While pub-
lic companies have typically offered stock
options at fair market value, discounted
options have been common for startups.

“With private companies, it's extremely
common to do creative alternative financ-
ing,” Cordova said. “It’s the creative part
that Congress appears to be sending a
message that it doesn't like.”

David Lester, chairman and CEO of
Treeless Systems, a Centennial-based flex-
ible display screen developer, said the
AJCA has huge implications for one com-
pany where he’s a board member: Los
Angeles-based BioBarrier Inc., a former
Denver company that makes membranes
for medical gloves.

BioBarrrier has a deferred compensa-
tion plan it will consider changing since
the triggers for the deferred compensation
havebeen along the lines of reaching posi-
tive cash flow and having sufficient avail-
ableworking capital, Lester said. “It makes
ahuge difference for this company.”

He calls the AJCA an “incredible overre-
action” to misdeeds by Enron and others,
and he thinks it will hinder startups. “I
completely believe thatit will lead to aloss
of formation of jobs,” he said.
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