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MVEMORANDUM OPI NI ON

HAI NES, Judge: This case is before the Court on the
parties’ cross-notions for summary judgnent pursuant to Rul e

121.! The issue for decision is whether petitioner received

1 Unless otherwise indicated, Rule references are to the
Tax Court Rules of Practice and Procedure, and section references
are to the Internal Revenue Code, as anended. Anounts are
rounded to the nearest doll ar.
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gross incone fromthe exercise of nonstatutory stock options in
1999.

Backgr ound

At the tinme of the filing of the petition in this case,
petitioner resided in Santa Rosa, California.

In May 1995, petitioner comenced work for Strategic
Concepts Corp. Strategic Concepts Corp. |later changed its nane
to InsWeb Corp. (InsWeb).

As part of his conpensation package, petitioner received
grants of options to purchase I ns\Wb common stock. Each grant
gave petitioner the right to purchase a specified nunber of
| nsWeb shares for a specified price per share at a future date.
To exercise his stock options, petitioner was required to notify
Ins\Wb in witing and make arrangenents to pay | nsWb an anount
sufficient to cover the exercise price and any Federal, State,
and | ocal taxes InsWeb was required to wi thhold from wages.

On Novenber 15, 1998, petitioner’s enploynent with | ns\eb
was term nated. However, petitioner entered into a consulting
relationship with I ns\Web and was enpl oyed as a consul tant under
hi s separation agreenent from Novenber 15, 1998, to Septenber 30,
1999. Because petitioner’s enploynment was term nated, under the
terms of his option agreenments the |ast day that he was able to

exercise his stock options was Decenber 31, 1999.
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On July 23, 1999, InsWeb had an initial public offering of
its stock.

On August 26, 1999, petitioner signed a prom ssory note and
a security agreenent for a $250,000 | oan from Coneri ca Bank-
California (Conmerica) to exercise his stock options, pledging the
shares of | nsWeb common stock he woul d receive as coll ateral
The security agreenent provided that, if petitioner was found to
be in default, Conerica could sell the collateral and apply the
proceeds to the outstandi ng bal ance on the indebtedness. The
security agreenent also stated that after such sale the *Debtor
shall remain |iable for any deficiency, which it shall pay to
Bank i medi ately upon demand”. During 1999 and 2000, petitioner
had a checking account with Conerica. At all tinmes relevant to
this case, Conerica and Ins\Wb were separate corporate entities.

On Septenber 7, 1999, petitioner partially exercised one of
hi s nonstatutory stock options, option No. 106, to purchase
20, 000 shares of InsWeb common stock. The fair market val ue of
the stock petitioner received was $572,500. Petitioner paid an
exercise price to InsWwb of $26, 000.

Petitioner exercised option No. 106 again on Decenber 30,
1999, to purchase 11,250 shares of I nsWeb common stock. The fair
mar ket val ue of the stock petitioner received was $285, 469. The

exercise price petitioner paid to I nsWweb was $14, 625.
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On Decenber 30, 1999, petitioner also exercised anot her of
hi s nonstatutory stock options, option No. 17, to purchase 23, 625
shares of |InsWeb common stock. The fair market val ue of the
stock petitioner received was $599,484. The exercise price
petitioner paid to I ns\Wwb was $11, 813.

Petitioner paid InsWb for the shares of common stock with
checks from his Conerica checking account.

The stock certificates petitioner received included a
restrictive |legend that stated the shares could not be
transferred, sold, or otherw se disposed of before January 18,
2000. Despite this, petitioner had the right to receive
di vi dends and exercise his voting rights with respect to the
shar es.

On Cctober 21, 2000, petitioner filed a Form 1040, U. S.
I ndi vi dual I ncone Tax Return, for 1999. Petitioner reported
wages of $1,448,531. Attached to petitioner’s incone tax return
was a Form W2, Wage and Tax Statenent, from | nsWb reporting
wages of $1,435,031, which included the spread between the
exercise prices and the fair market values of the stock he
recei ved when he exercised his nonstatutory stock options on
Septenber 7, 1999, and Decenber 30, 1999.

Petitioner defaulted on his Conerica | oan, and Conerica

i ssued a notice of private sale of collateral dated Decenber 21,
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2000, to sell the shares of |InsWeb comon stock petitioner had
pl edged as col |l ateral.

On February 7, 2001, petitioner filed a Form 1040X, Anended
U.S. Individual Incone Tax Return, for 1999 claimng a refund of
$108,488. In the anended return petitioner reduced the amount of
wage i ncone fromlnsWb by the spread between the fair market
val ue and the exercise price he paid for shares of stock he
recei ved when he exercised his nonstatutory stock options on
Decenber 30, 1999.

On Septenber 19, 2001, petitioner filed for chapter 7
bankruptcy in the Bankruptcy Court for the Northern District of
California. In his bankruptcy schedul es, petitioner listed
Conerica as a creditor. Petitioner also stated in his schedul es
that Conerica had filed suit against himto collect on the
prom ssory note.

Petitioner filed a second Form 1040X for 1999 on August 4,
2003, claimng a refund of $404,537. |In the second anended
return petitioner reduced the anount of wage incone from | nsWb
by the spread between the fair nmarket val ue and the exercise
price he paid for shares of stock he received when he exercised
his nonstatutory stock options on Septenber 7 and Decenber 30,
1999.

On Cctober 1, 2003, respondent sent petitioner a notice of

deficiency in which respondent denied petitioner’s claimfor
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refund and determ ned petitioner had received additional capital
gai ns of $6,941 and had a tax deficiency of $1,470 for 1999.

On Decenber 27, 2004, respondent filed a notion for parti al
summary judgnment in respondent’s favor upon the issue of whether
petitioner received gross inconme fromthe exercise of his
nonstatutory stock options in 1999.°?

On Decenber 30, 2004, petitioner filed a cross-notion for
summary judgnent.

Di scussi on

Summary judgnent is intended to expedite litigation and

avoi d unnecessary and expensive trials. Fla. Peach Corp. V.

Conm ssioner, 90 T.C. 678, 681 (1988). The Court nmay grant

summary judgnent when there are no genui ne issues of materi al
fact and a decision nay be rendered as a natter of law. Rule

121(b); Sundstrand Corp. v. Conm ssioner, 98 T.C 518, 520 (1992),

affd. 17 F.3d 965 (7th Cr. 1994); Zaentz v. Conm ssioner, 90
T.C. 753, 754 (1988). W conclude that there are no genuine
i ssues of material fact as to whether petitioner received gross
incone fromthe exercise of nonstatutory stock options in 1999

and that a decision may be rendered as a matter of |aw

2 Petitioner has since conceded that he received $6, 941 of
capital gains in addition to the anount he had reported on his
Federal tax return for 1999, which was the remaining i ssue not
covered by respondent’s notion for partial summary judgnent.
Therefore, respondent’s notion shall be treated as a notion for
summary judgnent.



- 7 -

Under section 83, a taxpayer generally nust recognize inconme
when he exercises a conpensatory stock option to the extent that
the fair market value of the shares of stock transferred to him
exceeds the exercise price he pays if the taxpayer’s rights in
the shares are transferable or not subject to a substantial risk

of forfeiture. Sec. 83(a); Tanner v. Conm ssioner, 117 T.C 237,

242 (2001), affd. 65 Fed. Appx. 508 (5th Cr. 2003); sec. 1.83-
7(a), Incone Tax Regs.
Section 83(a) provides:

SEC. 83(a). Ceneral Rule.—1f, in connection with
the performance of services, property is transferred to
any person other than the person for whom such services
are perforned, the excess of--

(1) the fair market value of such
property (determ ned wi thout regard to any
restriction other than a restriction which by
its ternms will never lapse) at the first tine
the rights of the person having the
beneficial interest in such property are
transferable or are not subject to a
substantial risk of forfeiture, whichever
occurs earlier, over

(2) the anount (if any) paid for such
property,

shall be included in the gross incone of the person who
performed such services in the first taxable year in
which the rights of the person having the beneficial
interest in such property are transferable or are not
subject to a substantial risk of forfeiture, whichever
is applicable. * * *

Petitioner alleges that, because he exercised his
nonstatutory stock options with “essentially nonrecourse

financing”, the recognition of his gain would be del ayed until he
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made a substantial paynent on the debt. Petitioner argues that
the exercise of his nonstatutory stock options falls under
section 1.83-3(a)(2), Incone Tax Regs., which provides: “The
grant of an option to purchase certain property does not
constitute a transfer of such property.” Wile the instant case
concerns whether petitioner recognized i ncone upon exercise of
his nonstatutory stock options, not upon the grant of those
options to him petitioner’s argunent is that because he used a
| oan from Conerica to exercise his nonstatutory stock options,
he, in effect, received options to buy the shares of stock.

Petitioner relies on the further clarification provided by
the regul ati on:

if the amount paid for the transfer of property is an

i ndebt edness secured by the transferred property, on

which there is no personal liability to pay all or a

substantial part of such indebtedness, such

transaction may be in substance the sane as the grant

of an option. * * * [Sec. 1.83-3(a)(2), Incone Tax

Regs. |
The regul ati on al so suggests that “the extent to which the risk
that the property wll decline in value has been transferred, and
the likelihood that the purchase price will, in fact, be paid”
shoul d be taken into consideration in determ ning whether a
transfer has occurred. |[|d.

In addition, petitioner cites section 1.83-3(a)(7), Exanple

(2), Incone Tax Regs., and argues that when an enpl oyee exercises

st ock options using nonrecourse debt, he does not bear the risk
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of decline in value except to the extent he or she makes paynents
toward the principal of the debt.

Section 1.83-3(a)(7), Exanple (2), Incone Tax Regs., is
di stingui shable fromthe present case. In the exanple, the
enpl oyee recei ved shares of stock fromhis enpl oyer in exchange
for a nonrecourse note. In this case, the indebtedness was not
owed to the enployer, Ins\Web, but to an unrelated third party.

Al so contrary to the exanple, petitioner was personally liable to
Coneri ca.

The facts do not support petitioner’s assertion that when he
received his shares of |InsWeb common stock, he in effect received
only options to purchase InsWeb conmmon stock at a future date.
The anount petitioner paid I nsWwb was not indebtedness of any
nature. Rather, petitioner paid InsWb in full by checks for the
exercise prices as well as the required w thhol ding anounts for
taxes. In addition, the type of property transferred was shares
of stock which he actually received. After exercising his
nonstatutory stock options, petitioner had the right to receive
di vidends and the right to vote with respect to the shares of
stock he purchased. Thus, petitioner did not receive another
option but instead received shares of stock.

Furthernore, petitioner incurred personal liability to pay
all of the debt secured by the shares. There was no provision in

the prom ssory note or security agreenent which limted
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petitioner’s liability to repay Conerica. |In fact, Conerica
filed suit to collect on its note, forcing petitioner into
chapter 7 bankruptcy.

Therefore, the shares of InsWb conmmon stock were
“transferred” to petitioner, within the neaning of section 1.83-
3(a), Incone Tax Regs., when petitioner exercised his
nonstatutory stock options.

Petitioner next alleges the proper date of transfer for
determ nation of tax is January 18, 2000, instead of Septenber 7
and Decenber 30, 1999. Petitioner argues his rights to the
shares of InsWeb comon stock he acquired through exercising his
nonstatutory stock options were nontransferable and subject to a
substantial risk of forfeiture under section 1.83-3(c), I|ncone
Tax Regs., because of the restrictive | egend on the stock

certificates. In his brief, petitioner relies on Robinson v.

Conm ssioner, 805 F.2d 38 (1st Cr. 1986), revg. 82 T.C. 444

(1984) .

| n Robinson v. Commi ssioner, supra at 40-41, the Court of

Appeals for the First Grcuit held that a taxpayer’s shares of
stock were subject to a substantial risk of forfeiture until a
1-year sellback provision | apsed. The enployer in Robinson could
have conpelled its enployee to sell the shares of stock back to

it at the price the enployee paid at the tinme he exercised his
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stock option if the enployee had attenpted to sell the shares of
stock within a year of exercising his stock option.

Robi nson is distinguishable fromthe instant case on its
facts. Petitioner was not subject to a sell back provision that
required himto return the shares of stock to InsWb in the event
he attenpted to sell the stock before January 18, 2000.

For a taxpayer to be allowed to defer recognition of incone,
section 83(a) requires that shares of stock be both
nontransferabl e and subject to a substantial risk of forfeiture.
Petitioner was not prohibited from pledging his shares of |nsWb
comon stock as collateral. This nay be taken as an indicium
that petitioner’s shares of InsWb common stock, upon receipt,
were transferable within the nmeani ng of section 1.83-3(d), I|ncone

Tax Regs. See Tanner v. Conm ssioner, 117 T.C. 237, 242 (2001),

affd. 65 Fed. Appx. 508 (5th Cr. 2003).

Casel aw establishes that a restriction on the
transferability of property does not affect the timng of incone
i nclusion or the amobunt of incone required to be included under
section 83 if the property is not subject to a substantial risk

of forfeiture. See Pledger v. Conmm ssioner, 71 T.C 618 (1979),

affd. 641 F.2d 287 (5th Gr. 1981); Sakol v. Conm ssioner, 67

T.C. 986 (1977), affd. 574 F.2d 694 (2d Cr. 1978); Koss V.

Comm ssioner, T.C Meno. 1989-330, affd. w thout published

opi nion 908 F.2d 962 (3d Cir. 1990).
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A taxpayer’s right to his shares of stock may be subject to
a substantial risk of forfeiture if his right to full enjoynent
of the shares of stock is conditioned upon the future performance
of substantial services. Sec. 83(c)(1l). The record is devoid of
any facts show ng that petitioner’s right to full enjoynent of
his shares of I nsWeb common stock was conditioned upon the future
performance of substantial services.

Petitioner also alleges a substantial risk of forfeiture
exi sted because he was prohibited fromtransferring his shares as
their fair market value declined. Section 1.83-3(c)(1), Incone
Tax Regs., however, specifically provides that the risk that the
val ue of property will decline during a certain period does not
constitute a substantial risk of forfeiture.

The Court of Appeals for the Nnth Grcuit, citing section
1.83-3(c)(1), Incone Tax Regs., has noted: “The risk of
forfeiture analysis requires a court to determ ne the chances the
enployee will lose his rights in property transferred by his

enpl oyer.” Theophilos v. Conm ssioner, 85 F.3d 440, 447 n.18

(9th Cr. 1996), revg. on another issue T.C Menon. 1994-45.

Al t hough petitioner was restricted fromtransferring his
shares of stock until after January 18, 2000, the evidence shows
that petitioner had no substantial risk of losing the rights to
his shares of I nsWeb common stock. There is no evidence that

| ns\Web coul d have conpelled himto return his shares of stock; no



- 13 -
sel | back provision is present; nor is there any evidence that
| nsWeb coul d have conpelled petitioner to forfeit his shares of
st ock. 3
Finally, petitioner alleges that his inability to sell his
shares of InsWeb common stock as their fair market val ue declined
resulted in his beneficial interests in the shares havi ng been
“constructively forfeited” under section 1.83-1(e), |Incone Tax
Regs.
Section 1.83-1(e), Incone Tax Regs., provides:
If a person is taxable under section 83(a) when the
property transferred becones substantially vested and
thereafter the person’s beneficial interest in such
property is nevertheless forfeited pursuant to a | apse
restriction, any loss incurred by such person * * *
upon such forfeiture shall be an ordinary loss to the
extent the basis in such property has been increased as
a result of the recognition of income by such person
under section 83(a) with respect to such property.
Section 1.83-1(e), Incone Tax Regs., is not applicable to

petitioner’s case. There is no evidence of forfeiture pursuant

to a |l apse restriction, nor was petitioner’s right to the shares

3 Under sec. 83(c)(3), if a taxpayer selling his shares of
stock at a profit could be subject to a suit under the Securities
Exchange Act of 1934, ch. 404, sec. 16(b), 48 Stat. 896 (current
version at 15 U.S.C. sec. 78p(b)(2000)), “such person’s rights in
such property are (A) subject to a substantial risk of
forfeiture, and (B) not transferable.” Sec. 83(c)(3) does not
apply beyond the initial 6-nonth period provided in sec. 16(b) of
the Securities Exchange Act of 1934. Tanner v. Conm ssioner, 117
T.C. 237, 245-256 (2001), affd. 65 Fed. Appx. 508 (5'" Gr.

2003) .

Petitioner does not claimthat he woul d have been subject to
[Tability under sec. 16(b) of the Securities Exchange Act of 1934
upon sale of his shares of InsWeb comon stock at a profit.
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of I ns\Wweb common stock subject to a substantial risk of
forfeiture. Petitioner’s shares of stock were not forfeited but
were sold to pay Conerica when he filed for bankruptcy.

I n consequence of the foregoing, we hold petitioner received
gross incone fromthe exercise of his nonstatutory stock options
in 1999.

I n reaching our holdings herein, we have consi dered al
argunents nade, and to the extent not nentioned above, we
conclude that they are noot, irrelevant, or w thout nerit.

To reflect the foregoing,

An appropriate order

and decision will be entered.




