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To: Files
ropu Rad L. Anderson

Richard ], Tiwald
Katherine E Welch

Date: May 22,1598

Subject: Westeen Resousces, [ne./
Split Dollar Asrangement/
Key Tax Considerations

FACTS:

During 1997, the earnings of Western Resources, Inc. (Western Resources or the Company) increased
signficandy. The resul's were due primarily to the sfforts of six key executives. Western Resources
desires t@ reward these executives for their valuable services. However, the exisRng execulive incentive
programs did not consmplate the sighificant earmings achisved and do not adequately compersate them
for the value delivered w the Company and is shareholders. Therefors, Wastern Resourcss is propesing
to provide these sxecutives with additonal compensaton and benefits,

‘ The proposed prograz will consist primarily of a split dollar Life insurance arvangemtent. It will also be
siructured to provice the executives with the adikity o receive cash compensason thrzough a "put”
option. The "puts” will include features that rmay cause sheir values to vary based upon the futurs stock
price of Weszern Resources.

ISSUE: .

What ase the tax consequences of the put opton for the Company ard tae executive? Is it lreated as
compensazon as af the date of grant. the date it decomes exercisadle of upon actual exercise?

CONCLUSION:

— .
This is a unique arrangement for which there is no precedent. Howevar, there is a ceasonable basis under

In=rnal Revenue Code (TRC) Section 451 for the position that the Putopcon i not taxable undl the
exercise of the option. Therefore, the execulives should not tecognize raxasle income undl they receve
cach as 2 result of exercising the put We beiieve this is a reasonable position based upon on the IRC of
1936, the reguladons thereunder, reported judicial decisions, and the current positors of the Internal
Revenue Service {Service) as reflected in published and private rulings as of the date of this memo.

The Company would be entitled to a deduction for the putas compensation to the executive: however,
the deduction would be delayed uncil the put becomes taxable to the executive. The Company's
deducton guy be limited by the $1 million cap on executive compensation provided by [RC Section
162{m).
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Subject: Western Resources, Inc./

APPLICABLELAW:

The put optien potentally represents cash compensation from the Company to the executive. Such
compensation would be taxable to the executive under [RC Section 61 and deductible b5y the Company
under [RC Section 162 However, the executve's haation may be delayed under IRC Secon 431, and the
Company’s deducton would be delayed accordingly.

[RC Section 451(a) is the general timing rule for inclusion of items in gross bwome. It sates that itens are
induded in grass incame in the axable year received, unless it s properly accounted for in a different
pesiod

Regulations Section 1.451-2(a) clarifies the constructive raceipt rules:

Income although not acrually redured to 2 axpayer's possession is constructively recerved by him in the
Gxable year during which it is credited t his actount, set apart for him, or otherwise made available so
that he may draw upon it at any time, or so that he could have drawn upon it during thetaxable year if
rodce of intendon to withdraw had been given. However, income is not comstructively received if the
axpayer’s conTol of its receipr is subject to substantal imitations or resTicsons.

The Internal Revenue Code and regulations do not define “substantal Limitations or restictons.”
However, the issue of whether “suhstantal imitations or restrictons™ exist is discussed in rulings. [n
general if 2 mxpayer is required to forfeit some other valuable right, then the forfeiture is considersd &
be 2 subsantal imination that would cause txxation of 2 beneft to be delayed.

In Rev. Rul. 80-300, the Service considered the txability of 2 swick appreciation right (SAR) with respect
ta the corporadon’s common stock. A company granted SAR’s to executives. entting them to a cash
payment equal to the excess of the fair sarket value on the date of exsrcise aver the fzir market value on
the date of grant The issue was the timing of the =xxakion of the SAR’s. The Service analyzed che issue a3

follows:

“The cowrs and the Internal Revenue Service have recognized thata r=quirement of surrender ot
forfeiture of a valuable right is 2 sufficent resTiction to make ina ppiicatle the doctrine of
COnSITUCHvVe receipt ...

The forfeiture of a valuable right is a subsnndal limingon that precludes constructive receipt of
income. The employee’s right to benefit rom further appreciation of stock, it this case, without
risking any capial is 2 vajuable right However, ance the smployee exercises the stock
appreciation righs, the emplayee loses all chance of further appreciation with respect to that
stock and the amount payable becomes fixed and available without limjtation”
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In Rev. Rul. 32-121, the Service also considered the taxability of SAR’s. In that sicuation, the executive
was granted both SAR’S and nonqualified stock options with respect to a certain pumber of shares. The
exercise of either the SAR’s ot the stock optons resulted in the cancellzton of the other right with tespect
to such shares. The issue was the Exing of the taxation of the SAR’s. The Service analyzed the issue as

follows:

In order to exercise the SAR’s, A mustsurtencer the related opEons and thereby forfeit the right to
berefit Som any apprecaton of the optianed stack in excess of the price at which the related option
could have been exercised. In this case, the loss of the stock option purchase rights is the loss of a
valuable right, and therefore, is a subsantial limitadon that precludes the constructive recaipt of the
appredaton in the SAR when it first reached ils maximum value (20x dollars) on May 1, 1981.
Accordingiy, A will not be in receipt of income untdl the cptions are exercised in 19682

The IRS has also concluded that if there is 2 cap on the amount that the executive can recsive, then the
executive will be in constructive receipt of the benefit on the date such cap is reached.

There are numnerous private letter rulings relating to SAR's that apply this analysis. Recent rulings
include Private Lemer Ruling 3455001 and 9413023,

The Service has also applied these principles to other compemsaton arrange=ents in Private Letter
Rulings. For example: : .

+ Phantsm stock in Private Lettzr Rulings 8117078, §949032, 92330035, $413023:
Both phantem stock and related dividend equivalenss in Private Larer Rulings 3333079 and $513047;
Performance units, based on atminment of certain corporate measures, in Private Lecar Rulings
8133029, 8147103 and 882%070;
* “Book Value Unis™ and similar arrangements, based on shareholder’s equity or net worth divided by

shares desmed outstanding, in Private Letter Rulings 3144049 and 8925054, respectively; and
* SAR’s and related dividend equivalents in Private Letter Ruling 9037042

i o

The tax court has aiso applied the principles of Rev. Rul 80-300 to phantom stock in Maeta v,
Commissioner, 96 TC 814 (1991).

DISCUSSION AND ANALYSIS:
Western Resovurces Program

Western Resources is proposing to provide additional compensation and benefits to execulives as a result
of the significant increxse in its earnings during 1957. The Company reported income before taxes of 5572
million compared to 5251 million and 5266 million in 1996 and 1995, respectively. Earmnings per comumon
share were $7.51 compared to 5241 and S2.71 in 1996 and 1995, respecively. These increases created
addigonal value for the sharehalders.
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The results were due primarily to the efforts of six key executives: John E. Hayes, Je.; Norm Jackson;
David C. Wittig: Steven L. Kirchen; Carl Koupal: and John K Rosenberg. Western Resources dasives to
reward these execulives for their valuabie services. However, its existing programs did not cont=mplate
thase levels of earnings and do not adequately compersate them for these valuable services,

Westerny Resources considers it desirablaso utilize 3 form of beneft that maLhe tax effecsive for owome
Bx purposes because this is excaordinary income to the executives. Thersfore; the program will CoRSIT
primarily of a split dollaz life msurance arzangement,

However, the Company also recognizes that the program is primarily intended to compensite the
executives for their past services during 1997, so it will also be suctursd ta provide the executives wish
the a5ility t receive cash compensation after three years through a “put” option.

As additional incentves, the “puts” will include a feature that may cause their values to vary. The

cenversion ra%o for the pur will injcally be S1.00 of cash for every §1.50 of death benefiss. However, this .
conversion ratio will vary based on changes in the value of Western Resources stock. [t is mtended that -

this feature may provide incentives to some executives w cantiue in employment. The possibility of

future increases in the value of the arrangement may deter the executives fram exercising their puty, and .

the executives will be more likely to contnue in employment if the exercise of the put optens is delayed—

Split Dollar Arrangement

Western Resources will utlize an endorsement split dollar life insurarce uTangement to pravide the
additonal benefiss to the executives. .

The Company will purchase universal life insurance policies from Transamerica Occidental Life
Insurance Company. Itis currently intended that policies will be funded with a single premium, GAustg
these polides to be modified endowment contracts for tax purposes. A modified endowvrment con'ract is
subject ta income taxation on any loan from the policy er any surender of the policy, and is subject to zn
additonal ten per¢¥Nt excise tax on such amounts.

Western Resources will own the policies. Wastern Resourcas will pay the premium(s) on the pelicies.
Western Rescurces’ interest in the palicies will always be equal to at least the grearer of the aggTegate
Premuums paid or the cash vajue of the policies.

The executives will not be required to contribute any part of the premium or to currendy reimbrurse
Western Rescurces for the premium payment(s) it suakes. There will be an endorsement of a portion of
the death benefit equal &5 the excess over Western Resouzces’ interest. The executives will be entitied to
designate a beneficiary for their portion of the death benefit

—
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The tax treatment of this arrangement will be consistent with split dollar teporting. Inother words, an
executive will be required to report an economic beneafit equal to the term irsurance value of the death
benefit (e.g.. the one-year term cost determined using P'S 58 table rates or e curtent published premium
rates charged by an insurer for individual one-year term life insurance). The executive would also te
taxed an any “other benefils” provided under the split-dollar arrangement

It should be noted that in 3 1996 technical advice memorandum, the [RS concluded that an :mployae
should also report annually as taxabie income the net aquity buildup in the life insurarce contact.
However, the case described in that ruling invelved a colliteral amsigrunent equity sphit dollar
armangement under which the employee owned the policy and had access to the inceases in cash
surrender value. [n this case, the Company owns the policies under endorsement splitdollar
arrangements and the executives de not have access to the cash surrender valves.

~Cush Pt Option

As noted above, the program will alse be structured to provide the executives with the atility to access
some sdditional cash compensation. This will be sccomplished by the Company granting the executives
theright to “pul” some or all of their death benefit to the Company for addinonal cash compensagon

e — N ..
The “put” will be exercisable by the executives at the earfier of duee yeacs ar resrement—

;$a conversion ratic for the put will initially be $1.00 of cash for every 51.50 of death berels, However:
this conversion ratio Will vary based on changes in the value of Western Resources stack as descrived in

Seciion § of the Split-Dollar [nsurance Agreement .

Exzcutize’s Right to Sell Policy Interest to Corporation. The Corporadon hereby grans
to the Executive beginning on the sarlier of (i) thres (3) years from the date of the palicy, or (i)
the first day of the calendar year next following the date of Executive's retirement as defined in'~
-the Western Resources Inc. Executive Salary Continuation Plan dated July 17, 1996, the right,
from tme%hEme and in whole or in part to offer & the Corperadion and the Corporaton shall
puschase his interest in the death benefit under the policy at 2 discount equal to one dollar (51},
for each one and a ha¥f dollars (S1.50) of the then applicable dexth benefit of the policy with
respect to which the Executive then has the right to designate or direct the beneficaries and
which Executive offers to the Corporation under this Section 8, as adjusted below: provided,
however, the Exevutive’s right to sell his interest in the policy shall be exercisable enly upen the
condition that Executive is a sharcholder of the Corporation an the date of such sale. The parses
heretd agree to take all action nacessary to cause the beneficiary designation and any
endorsement to reflect any such sale and purchase. The payment provided above in this Secson
§ shall be adjusted in relation to the change in the average of the daily closing prices of -
"Corporation common stock on the New York Stock Exchange for the twenty days ending the dawe
of the offer by Executive from the average of such dady closing prices for the twenty days ending
an the date hereol, such that, for each percentage change in such average. the dollar amount af_
the payment shall change in the ssme direction by one percent provided. that the amount of a0y,
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-

resulting increase in the payment 'o the Executive shall not exceed 10% per year, and the amouat
of any resulting decrease in the payment o the Executive shall not exceed 25% peryear and
provided further, that in no event siull the payment exceed the face amount of the policy. The
above limimgons notwithstanding the Executive quy offer to tre Corporation, and the
Corporation shall purchase, on the basis described above, up o 5% in 1598, and up o 10%in
each of 1999 and 2000, of the then applicatle death benefit of the policy with respect fo which the
Zxecutve then has the right to designate oy direct the beneficiaries. The Zxecucve's rights under
this Secion § shall terminate at the e of the death of the Exacutve o the exnt it has not been

exerzised before that ime

Analysis

In the arrangement described herein, the executives must give up bwo valuable tights upon exercise of
the put :

= theright o future appreciaton in the put due to increases in the putopsion up to the cap [e.g., the
death benefit); and
* tieright o the death benefit under the spiit dollas arrangement.

Although there is o precedent for the faxaton of this arzangement, thess is 2 reasonable basis for e,

pesition that under [RC Section 431 no taxaion ocrurs unil the xercise of the option. [t is passible that

the [RS could argue that the executive has consTuctive receipt on the date that the put right equals the

cap (e.g.. the date thav it equals the full amount of the executive’s deata berefit); however, the executive
would siill be able to argue that the right 10 a tax &ee death benefit was a valuable right

The Company would be entitled to a deduction for the put as compersaton to the executive; however,
the deducton would be delayed until the put becomes taxable to the execuive. The Company’s
deduction may also be lanited by IRC Secion 162(m)'s 1 million cap an executive compensation Under
Seczon 162{m) a  publicly held company generally cannot deduct morse than 51 million with respect to the
compersaton of the chief executive officer and the other four ofEcers whose compensation is requized to
be reporizd to shareholders in the proxy. There are exceptions to tais requirement, but they are unldkely
®© appiy in this sitvadon

Copy to: Michael S. Kesner
John E. Lathrap
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