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MVEMORANDUM OPI NI ON

HAI NES, Judge: This case is before the Court on the
parties’ cross-notions for partial sunmary judgnment pursuant to
Rule 121.!' The issues for decision are: (1) Wether

petitioner’s rights to shares of stock of Exodus Conmuni cati ons,

1 Unl ess 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.
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Inc. (Exodus) he acquired during 2000 as a result of exercising
an incentive stock option (1SO were subject to a substanti al
risk of forfeiture; and (2) whether petitioner is entitled to an
alternative tax net operating |l oss (ATNOL) deduction under
section 56(d).

Backgr ound

At the tine he filed his petition, petitioner resided in
Dal | as, Texas.

On July 2, 1999, petitioner commenced work for Service
Metrics, Inc. (SM), as Vice President of Marketing. On July 14,
1999, SM granted petitioner a stock option to purchase 275, 000
shares of SM common st ock.

On Novenber 19, 1999, petitioner entered into an enpl oynent
agreenent with Exodus. On Novenber 23, 1999, Exodus acquired
SM. Pursuant to the reorgani zati on agreenent, petitioner’s SM
stock option was assuned by Exodus and was converted into an
option to purchase shares of Exodus conmon st ock.

According to the Exodus prospectus entitled “Stock Options
Granted Under the Service Metrics, Inc. 1998 Stock Option Plan
Assunmed by Exodus Communi cations, Inc.”:

The Service Metrics Plan generally does not inpose
any restrictions on the resale of shares of Common
St ock purchased under the Service Metrics Plan. * * *

In accordance with federal | aw and Exodus’ policy
prohi biting insider trading, you [petitioner] are

al ways prohibited fromtrading in Exodus securities
when you [petitioner] have inside information.
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The Exodus Procedures and Qui delines Governing Securities
Trades by Conpany Personnel (Exodus Procedures) states in
pertinent part:

It isillegal for any Director, officer or enployee of

Exodus conmuni cations, Inc. (the “Conpany”), to trade

in the securities of the Conpany while in the

possession of material nonpublic information about the
Conmpany. * * *

Violation of this policy or federal or state insider

trading or tipping laws by any Director, officer or

enpl oyee may subject a Director to di sm ssal

proceedi ngs and an officer or enployee to disciplinary

action by [Exodus] up to and including term nation for

cause.
The Exodus Procedures contain no requirenent that petitioner
return the stock to Exodus if he attenpted to sell his stock in
violation of its insider trading policy.

On August 28, 2000, petitioner and Exodus entered into a
Settl ement Agreenent and General Rel ease, effective as of August
4, 2000, under which petitioner ceased to hold the position of
Vi ce President, Marketing of Exodus. On Decenber 21, 2000,
petitioner exercised his | SO to purchase 46, 125 shares of Exodus

common stock. Petitioner’s enploynment with Exodus term nated on

December 31, 2000.
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Exodus fil ed bankruptcy on Septenber 26, 2001. In a press
rel ease dated Novenber 12, 2001, Exodus announced that the
conpany’s common stock had no val ue.

On his 2000 Form 1040, U. S. Individual |Income Tax Return,
petitioner included in his alternative taxable incone for
alternative mninmumtax (AMI) purposes $452, 025, the excess of
the price for Exodus common stock reported on NASDAQ on April 15,
2001, over the price he paid for the stock. Petitioner did not
use the stock’s fair market value on the Decenber 21, 2000, |SO
exercise date. |Instead, petitioner filed Form 8275-R, Regul ation
Di sclosure Statenent, disclosing that he relied on proposed
| egislation H R 2794, 107th Cong., 1st Sess. (2001), then
pending in Congress, to use the stock’s fair market val ue on
April 15, 2001. The proposed | egislation wuld have all owed
taxpayers to use the difference between the anmount paid for
shares purchased pursuant to the exercise of an |SO during 2000
and the fair market value of such shares on April 15, 2001, for
pur poses of conmputing their AMI. H R 2794, 107th Cong., 1st
Sess. (2001), was never enacted.

On Novenber 13, 2003, respondent numiled petitioner a notice
of deficiency, in which respondent determ ned a deficiency of
$4,833 in petitioner’s 1999 Federal inconme tax and a deficiency
of $169,510 in petitioner’s 2000 Federal incone tax. |In the

noti ce of deficiency respondent stated:
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The fair market val ue of Exodus Conmuni cations, Inc.

common stock, at the date that certain stock options

wer e exercised (Decenber 21, 2000) was $23.25 per share

i nstead of the anpbunt used to conpute the

adj ust nent s/ preferences on [ FJorm 6251 of the inconme

tax return. Therefore, the anount of the

adj ust ment / preference is $1,057,415.00 instead of the

$452, 025.00 reported on the return. * * *

On Decenber 4, 2003, prior to filing a petition for
redeterm nation of the notice of deficiency, petitioner filed a
Form 1040X, Anmended U. S. Individual Inconme Tax Return for 2000,
reducing his alternative taxable incone for AMI purposes by
$452, 025, the excess of the price for Exodus commobn stock
reported on NASDAQ on April 15, 2001, over the price he paid for
the stock, thereby elimnating the $116, 973 of AMI reported on
hi s 2000 Federal inconme tax return and claimng a tax refund of
$149, 757. Under Part |1, Explanation of Changes to Incone,
Deductions, and Credits, of the 2000 anended Federal incone tax
return, petitioner stated: “Return adjusted to reflect shares
subject to substantial risk of forfeiture and non-transferable.”

Petitioner filed a petition for redeterm nation of the
notice of deficiency for the year 2000 with the Court on Decenber
18, 2003.

On Decenber 27, 2004, respondent filed a notion for parti al
summary judgnent on the issue of whether petitioner’s rights to
shares of stock of Exodus he acquired during 2000 as a result of

exercising an | SO were subject to a substantial risk of

forfeiture.
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On Decenber 28, 2004, petitioner filed with the Court a
cross-notion for partial summary judgnent in petitioner’s favor
that: (1) Petitioner’s rights to shares of stock acquired during
2000 as a result of exercising an | SO were subject to a
substantial risk of forfeiture; and (2) petitioner is entitled to
an ATNCL deduction under section 56(d).

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 may grant

partial summary judgnent when there are no genuine issues of
material fact and a decision may be rendered as a matter of |aw.

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

(1992), affd. 17 F.3d 965 (7th Cr. 1994); Zaentz v.

Commi ssioner, 90 T.C. 753, 754 (1988). W conclude that there is

no genui ne issue of material fact as to whether petitioner’s
right to shares of Exodus stock was subject to a substantial risk
of forfeiture and that a decision nay be rendered as a natter of
law. We also conclude there is a material issue of fact as to
whet her petitioner is entitled to an ATNOL deducti on under
section 56(d).

Petitioner admts that petitioner’s stock option neets the
requi renents of section 422 and qualifies as an |1SO.  Under

section 421(a), a taxpayer is allowed to defer regular tax on
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incone resulting froma stock option neeting the requirenents of
section 422 or 423 until the taxpayer sells the shares of stock.
Were our inquiry to end here petitioner would not have been
required to recogni ze any gain until he disposed of the shares of
stock he acquired by exercising his SO Qur inquiry cannot end
here because of the application of the AMI.

Under section 56(b)(3), “Section 421 shall not apply to the
transfer of stock acquired pursuant to the exercise of an
incentive stock option (as defined in section 422).” Therefore,
for AMI purposes, shares of stock acquired by exercising a stock
option that qualifies as an | SO under section 422 are treated as
shares of stock acquired by neans of exercising a nonqualified
stock option under section 83. See sec. 56(b)(3); sec. 1.83-

7(a), Income Tax Regs.; see also Speltz v. Comm ssioner, 124 T.C.

_ (2005) (slip op. at 22-23).

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 price he pays at the tine he exercises the option if
the taxpayer’'s rights in the shares are transferable or not

subject to a substantial risk of forfeiture.? Sec. 83(a); Tanner

2 Section 83(a) provides:

SEC. 83(a) General Rule.—If, in connection with
the performance of services, property is transferred to
(continued. . .)
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v. Comm ssioner, 117 T.C. 237, 242 (2001), affd. 65 Fed. Appx.

508 (5th Gr. 2003); sec. 1.83-7(a), Incone Tax Regs.

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. 908 F.2d 962 (3d G r

1990) .
Under section 83(c)(3), if a taxpayer selling his shares of

stock could be subject to a suit under section 16(b) of the

2(...continued)
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 without regard to any restriction other
than a restriction which by its terns will never |apse)
at the first tinme the rights of the person having the
beneficial interest in such property are transferable
or are not subject to a substantial risk of forfeiture,
whi chever occurs earlier, over

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

shal|l 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. * * *
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Securities Exchange Act of 1934, ch. 404, 48 Stat. 896, “such
person’s rights in such property are (A) subject to a substanti al
risk of forfeiture”. Section 83(c)(3) does not apply beyond the
initial 6-nmonth period provided in section 16(b) of the

Securities Exchange Act of 1934. Tanner v. Conm Ssioner, supra

at 245- 256

Petitioner does not claimthat he woul d have been subject to
l[Tability under section 16(b) of the Securities Exchange Act of
1934.

A taxpayer’s right to his shares of stock may be subject to
a substantial risk of forfeiture if his rights 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 that show petitioner’s right to full enjoynent of his
shares of Exodus stock was conditioned upon the future
performance of substantial services.

Petitioner alleges his shares of Exodus stock were subject
to a substantial risk of forfeiture and not freely transferable
because they were bl acked out fromtradi ng by reason of Exodus’s
insider trading policy. In his brief, petitioner relies on

Robi nson v. Conm ssioner, 805 F.2d 38 (1st Cr. 1986), revg. 82

T.C. 444 (1984).

The Court of Appeals for the First Crcuit in Robinson v.

Conm ssi oner, supra at 40-41, held that a taxpayer’s shares of
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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
stock option if the enployee 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 has not shown that Exodus coul d have ever
conpelled himto return his shares of stock. The renedy chosen
expressly by Exodus to enforce its insider trading policy was not
a forfeiture of the shares, but disciplinary proceedi ngs agai nst
t he of fendi ng enpl oyee, up to and including involuntary
term nation of enpl oynent.

The Court of Appeals for the Ninth Grcuit, citing section
1.83-3(c)(1), Incone Tax Regs., has noted that “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.

The evidence in the instant case shows that petitioner had
no substantial risk of losing the rights to his shares of Exodus
stock. There is no evidence that Exodus could have ever
conpel l ed petitioner to return his shares after he exercised his

| SO no sellback provision is present; nor is there any evidence
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t hat Exodus coul d have conpell ed petitioner to forfeit his shares
of stock.

I n consequence of the foregoing, we hold that petitioner’s
rights to his shares of Exodus stock were not subject to a
substantial risk of forfeiture. W therefore shall grant
respondent’s notion for partial summary judgnent.

Petitioner also alleges that he is entitled to an ATNOL
deducti on under section 56(d). An ATNOL deduction is the net
operating | oss deduction allowable for the taxable year under
section 172 and is conputed by taking into consideration all the
adj ustnents to taxable inconme under sections 56 and 58 and al
the preference itens under section 57 (but only to the extent
that the itens increased the net operating |oss for the year for
regul ar tax purposes). Sec. 56(d)(1). Section 172 defines the
net operating loss as “the excess of the deductions allowed by
this chapter over the gross incone.” Sec. 172(c). |In the case
of a noncorporate taxpayer, the anount deductible on account of
| osses from sal es or exchanges of capital assets shall not exceed
t he anount includable on account of gains fromsales or exchanges
of capital assets. Sec. 172(d)(2)(A). In addition, where
deductions are not attributable to the taxpayer’'s trade or
busi ness, the deductions generally will be allowed only to the
extent of the anmount of the gross incone not derived fromthe

taxpayer’s trade or business. Sec. 172(d)(4).
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Det erm nati on of whether petitioner is entitled to such
deduction is based upon facts and circunstances which are not
before the Court. Ganting of the notion for summary judgnment
with respect to this issue would be premature, because materi al
i ssues of fact exist, not the |east of which is whether
petitioner was engaged in his activity as an investor or trader.
We therefore shall deny petitioner’s notion for summary judgnent
as to whether he is entitled to an ATNOL deducti on under section
56(d).

I n reaching our holdings herein, we have consi dered al
argunents made, 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

will be issued.




