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P planned to acquire control of C, a corporation.
Crequired P to sign a | ockup agreenent, which
restricted PPs sale of any C stock. The agreenent
provided that, if P sold the stock wwthin 2 years of
its acquisition, he would be subject to sec. 16(b) of
the Securities Exchange Act of 1934.

On July 9, 1993, P received a nonstatutory
enpl oyee stock option fromC On Sept. 7, 1994, P
exercised this stock option. P pledged sone of this
stock as collateral for a loan, and the stock was sold
by the | ender.

C issued P a Form 1099 for 1994 reporting incone
fromP s exercise of the stock option. On the basis of
the Form 1099, R issued a notice of deficiency for 1994
determning that P received “other incone” of $728, 000
--the difference between the option price and the price
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the stock was selling for on the date the option was
exer ci sed.

Hel d: Sec. 83(c)(3), I.RC., is inapplicable
because the 6-nmonth restricted period under sec. 16(b)
of the Securities Exchange Act of 1934 comenced on the
date of grant of the option and expired by the date of
exer ci se.

Hel d, further, for purposes of sec. 83(c)(3),
|. R C., the 6-nonth period provided by sec. 16(b) of
the Securities Exchange Act of 1934 cannot be extended.

Hel d, further, upon the exercise of his option, P
realized income in the amobunt of the difference between
the fair market value of the shares received over the
anount paid as the exercise price. Sec. 83(a), |I.RC

Hel d, further, the assessnment of a deficiency is
not barred by the statute of |imtations because there
was a substantial om ssion of inconme. Sec. 6501(e),
. R C

Caude R Wlson, Jr., for petitioners.

Audrey M Morris, for respondent.

VASQUEZ, Judge: Respondent determ ned a deficiency of
$286, 659 in petitioners’ 1994 Federal inconme tax. On their 1994
tax return, petitioners reported income fromwages of $161, 067.
The issues for decision are: (1) Wether petitioners had
unreported i ncome of $728,000 in 1994 fromthe exercise of an

enpl oyee nonstatutory stock option; and (2) whether respondent
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proved a substantial om ssion of incone under section 6501(e)! to
extend the period of limtations to 6 years.?
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine they filed
their petition, Paul Tanner (hereinafter, petitioner) and Beverly
Tanner resided in Dallas, Texas.?

At the tinme of trial, petitioner was 70 years old and
retired. Before his retirenent, petitioner bought, sold, and
invested in private and public conmpanies. In 1992, petitioner
pl anned to acquire control of Polyphase Corp. (Polyphase).

Bef ore Pol yphase entered into negotiations with petitioner,
it required petitioner to sign a “lockup agreement”. This | ockup
agreenent was a contractual obligation that restricted for 2
years petitioner’s ability to dispose of any Pol yphase stock that
he m ght acquire while he had nore than 5 percent benefici al

ownership in the corporation

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.

2 Petitioners also argue that they are entitled to a
deduction for personal exenptions of $4,900. As the deduction
for personal exenptions is conputational, we leave it for the
parties to conpute in accordance with this decision

3 Petitioners filed a joint return for the 1994 taxable
year .
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On Septenber 21, 1992, petitioner signed the | ockup
agreenent. The | ockup agreenent further provided:

Should I sell these shares | agree that such sale wll

be subject to Section 16b of The Securities Act of 1934

(Di sgorgenent of Insider Short-Swing Profits) and

further I wll be subject to any additional damages

i ncurred by Pol yphase Corporation, its directors or

shar ehol ders.

The | ockup agreenent provided that, after the 2-year period,
petitioner would be allowed to sell his shares if permtted under
rule 144 of the Securities Exchange Act. Additionally, the

| ockup agreenent provided that the sale restriction could be
altered only by the unani nous action of the board of directors.
The | ockup agreenent, however, allowed petitioner to use the
shares as collateral if the sale restriction also applied to the
| ender.

By Decenber 1992, while owning, directly and indirectly,
approxi mately 65 percent of Pol yphase, petitioner becane chairman
of the board, chief executive officer, and president of
Pol yphase.

On July 9, 1993, petitioner received a nonstatutory enpl oyee
stock option from Pol yphase. The stock option agreenent gave
petitioner the right to purchase up to 182,000 shares of
Pol yphase conmmon stock at an exercise price of 75 cents per
share. The stock option agreenent contained several restrictions

upon the exercise of the option: The option would termnate if

petitioner voluntarily term nated his enploynent w th Pol yphase;
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t he option was nonassi gnabl e and nontransferable; and only
petitioner could exercise the option.

On Septenber 7, 1994, petitioner exercised the stock option
and paid Pol yphase $136,500 (i.e., 182,000 shares at 75 cents
each). In order to finance the exercise of the option,
petitioner obtained a loan froma friend, M. Don Ruben, and
pl edged 122, 000 Pol yphase shares as collateral for the |oan.
Sonetine after the pledge of stock, M. Ruben sold the stock.

O the remai ning 60,000 shares, in Decenber 1994, petitioner
gave 40,000 shares to his son and 20,000 shares to his brother-

i n-1aw.

On February 21, 1996, Pol yphase issued a Form 1099 to
petitioner reporting “other incone” of $728,000 for the 1995
taxabl e year. The anmount is the difference between the option
price of 75 cents per share and the price the stock was selling
for on the date that the option was exercised. On January 15,
1999, respondent issued a notice of deficiency for the 1995
t axabl e year which determ ned that petitioner received additional
i ncone of $728,000. On April 19, 1999, petitioner filed a
petition with the Court to dispute, anong other itens, this
addi tional incone.

After respondent’s determ nation for 1995, on Cctober 21,
1999, Pol yphase issued a corrected Form 1099 for the 1995 taxable

year reporting “other incone” as “None”. In addition, on the



- b -
sane day, Pol yphase issued a Form 1099 to petitioner for the 1994
t axabl e year reporting “other inconme” of $728, 000.

On April 7, 2000, respondent issued a notice of deficiency
to petitioner for the 1994 taxable year, determ ning that
petitioner received “other incone” of $728,000.“4 Respondent
conducted no exam nation of petitioner’s books and records before
i ssuing the notice of deficiency for 1994. The sole basis for
t he proposed adj ustnent was the Form 1099 from Pol yphase to
petitioner. On May 22, 2000, petitioner filed a petition with
the Court disputing that he had “other incone” of $728, 000 for
1994.°

OPI NI ON

A |s the Exercise of the Pol yphase Stock Option Subject To
Taxati on Under Section 83(a)?

Petitioner argues that his exercise of the stock option was
not subject to taxation under section 83(a). Petitioner contends
that the exercise was exenpted under section 83(c)(3) because a
sale of the stock would have given rise to suit under section
16(b) of the Securities Exchange Act of 1934, ch. 404, 48 Stat.

896, 15 U. S.C. sec. 78p(b) (1994) (hereinafter, section 16(b)).

4 In addition, respondent disallowed a deduction of $4, 900
for personal exenptions. Wth the addition of the “other incone”
of $728, 000, respondent determ ned that petitioners had too nuch
income to qualify for the deduction.

5 On May 25, 2000, a stipulated decision was entered
dism ssing the petition for the 1995 taxabl e year (docket No.
7281-99).
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Petitioner further argues that the stock purchased fromthe
option exercise was nontransferabl e and subject to a substanti al
risk of forfeiture because petitioner was subject to section
16(b) for a period of 2 years under the |ockup agreenent.

Respondent argues that, upon exercise of the stock option,
petitioner recogni zed conpensation inconme under section 83.
Respondent counters that the shares were not subject to section
83(c)(3) when petitioner exercised the option on Septenber 7,
1994, because the section 16(b) limtation had expired.
Respondent contends that the 6-nonth period in which petitioner
was prohibited fromselling the securities under section 16(b)
began when the option was granted, not exercised. Respondent
argues that, under a 1991 anendnent to section 16(b), any
acquisition of an option involves a “purchase” for section 16(b)
pur poses, and section 16(b) liability is triggered by either a
“purchase and sale” or a “sale and purchase”. Because t he
option was granted on July 9, 1993, respondent contends that the
6-month period of section 16(b) liability would have expired by
the time petitioner exercised the stock option (i.e., Septenber
7, 1994). Therefore, respondent argues that the section 83(c)(3)
exception does not apply and that exercise was subject to
taxati on under section 83(a).

Respondent further argues that petitioner and Pol yphase nmay

not extend the statutory 6-nonth period of section 16(b)
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l[tability through their | ockup agreenent. Respondent contends
that there is no provision that allows individuals or
corporations to voluntarily extend section 16(b) liability.

1. |s the Burden of Proof on Respondent?

As a prelimnary matter, petitioner argues that the burden
of proof is on respondent because respondent issued a notice of
deficiency based solely upon a Form 1099 issued by Pol yphase,
rat her than conduct an exam nation of petitioner. Petitioner

argues that Portillo v. Conm ssioner, 932 F.2d 1128 (5th G

1991), revg. T.C. Meno. 1990-68, and 988 F.2d 27 (5th Cr. 1993),
revg. T.C. Meno. 1992-99, and sections 7491(a) and 6201(d) pl ace
t he burden on respondent.

We do not find that the resolution of this case depends on
whi ch party has the burden of proof. W resolve the issues on
the basis of a preponderance of evidence in the record. Assum ng
arguendo that respondent does have the burden of proof, we still
conclude, on the basis of evidence in the record, that petitioner
had $728, 000 of additional incone, for the reasons outlined
bel ow.

2. Section 83(a)

Section 83(a) generally provides that when property is
transferred to a taxpayer in connection with the performance of
services, the fair market value of the property at the first tine

the taxpayer’s rights in the property are transferable or not
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subject to a substantial risk of forfeiture, |less the anmount paid
for the property, is includable in the taxpayer’s gross incone.

Kolomv. Commi ssioner, 71 T.C 235, 241 (1978). Therefore,

property nust be substantially vested for the transferee to be
regarded as the owner of the property, and, thus, taxed upon its
receipt. See sec. 1.83-1(a)(1), Incone Tax Regs.

Under the regulations, property is substantially vested
“when it is either transferable or not subject to a substanti al
risk of forfeiture”. Sec. 1.83-3(b), Inconme Tax Regs. Property
is transferable:

if the person performng the services or receiving the

property can sell, assign, or pledge (as collateral for

a loan, or as security for the performance of an

obligation, or for any other purpose) his interest in

the property to any person other than the transferor of

such property and if the transferee is not required to

give up the property or its value in the event the

substantial risk of forfeiture materializes.

Sec. 1.83-3(d), Incone Tax Regs. Property is subject to a
substantial risk of forfeiture “if such person’s rights to ful
enj oynent of such property are conditioned upon the future
performance of substantial services by any individual.” Sec.
83(c)(1); sec. 1.83-3(c), Incone Tax Regs.

The grant of the option at issue was not a taxable event.

See Commi ssioner v. LoBue, 351 U S. 243, 249 (1956); MDonald v.

Comm ssi oner, 764 F.2d 322, 326 (5th Gr. 1985), affg. T.C. Meno.

1983-197. The exercise of an option, however, may subject the
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hol der of the option to taxation under section 83(a) if the
hol der’s rights in the purchased stock are transferable or are
not subject to a substantial risk of forfeiture. Sec. 83(a);
sec. 1.83-7(a), Incone Tax Regs., infra p. 15. Under certain
ci rcunst ances, however, section 83(c)(3) prevents taxation under
section 83(a) when the sale of the property at a profit could
subj ect a person to suit under section 16(b). |If the seller
coul d be subject to suit under section 16(b), then “such person’s
rights in such property are (A) subject to a substantial risk of
forfeiture, and (B) not transferable”.

3. Section 16(b)

Section 16(b) provides that a corporate insider who sells
any equity security of the issuer within 6 nonths after the date
of issuance of any equity security of the issuer to the insider
for a profit nmust return that profit to the issuing corporation
(“short-swing profit rule”). 15 U S.C. sec. 78p(b); see G esham
v. Comm ssioner, 79 T.C 322, 328 (1982), affd. 752 F.2d 518

(10th Gr. 1985); Kolomyv. Conm ssioner, supra at 237 n.3; Davis

v. Comm ssioner, 17 T.C 549, 550 (1951). Section 16(b), in

rel evant part, provides:

For the purpose of preventing the unfair use of

i nformati on whi ch may have been obtai ned by such
beneficial owner, director, or officer by reason of his
relationship to the issuer, any profit realized by him
from any purchase and sale, or any sal e and purchase,
of any equity security of such issuer (other than an
exenpted security) within any period of |ess than six
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nmont hs, unl ess such security was acquired in good faith
in connection with a debt previously contracted, shal
inure to and be recoverable by the issuer, irrespective
of any intention on the part of such beneficial owner,
director, or officer in entering into such transaction
of holding the security purchased or of not
repurchasing the security sold for a period exceeding
Si X nmonths. * * *

15 U.S.C. sec. 78p(b). The purpose of the sectionis to
elimnate trading on insider information and elimnate conditions
that would give rise to possibilities for such trading. Keller

| ndus. v. Wl den, 462 F.2d 388, 389 n.4 (5th Cr. 1972).

4. VWhen Does the 6-nmonth Restricted Period Under Section
16(b) Beqgin To Run?

W find that the 6-nmonth restricted period under section
16(b) commences on the date of grant. 1In 1991, the Securities
and Exchange Comm ssion adopted anmendnents to the section 16(b)
rules to clarify how the section applies to derivative

securities, including options.® Magna Power Co. v. Dow Chem

Co., 136 F.3d 316, 321 (2d Cir. 1998). The anendnents recogni zed
that holding options is “functionally equivalent” to holding the
underlying equity securities for section 16(b) purposes because

the value of the option is related to the value of the underlying

security. Final rules and solicitation of coments: Omership

6 A “derivative security” is defined to include options
with a fixed exercise price, like the one in issue. Final rules
and solicitation of comments: Ownership Reports and Tradi ng by
Oficers, Drectors and Principal Security Hol ders, 56 Fed. Reg.
7242, 7252 (Feb. 21, 1991).
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Reports and Trading by Oficers, Directors and Principal Security
Hol ders, 56 Fed. Reg. 7242, 7248 (Feb. 21, 1991). Simlar to how
an insider’s opportunity for profit begins when he purchases
stock, the opportunity for profit begins when an insider
purchases or acquires an option because the insider knows at what
price he can obtain stock and can determ ne the extent of his
profit.” Id.

As a result, the amendnents require that the acquisition of
the option, not its exercise, be deenmed the significant event to
commence the 6-nmonth restricted period under section 16(b). Id.
The comentary explains that the exercise of an option nerely
changes the form of beneficial ownership fromindirect to direct,
representing “neither the acquisition nor the disposition of a
right affording the opportunity to profit”. [d. at 7249.

The parties dispute when the restricted 6-nmonth period of
section 16(b) commences. Respondent argues that, because of the
1991 amendnents to the regulations for section 16(b), the 6-nonth
period begins at the date of the grant of the option. Petitioner

concedes that if the 1991 anmendnent to the regul ations for

" The rules explain that the anmendnents adopted do not
di stingui sh between options that are purchased and ot her options,
such as those granted in this case. Final rules and solicitation
of coments: Ownership Reports and Trading by Oficers,
Directors and Principal Security Hol ders, 56 Fed. Reg. at 7251.
Not to treat the enployee option grant as a “purchase” for sec.
16(b) purposes would “provide a significant opportunity for the
short-swi ng transactions Congress wished to elimnate.” 1d.
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section 16(b) is applicable, then respondent “would be correct,
at least insofar as the granting of the option being deened to be
a purchase is concerned”. Petitioner’s only argunment that the
1991 anendnent does not apply is that the exercise of the option
is a “discretionary transaction”.

The | anguage to which petitioner refers regarding

di scretionary transactions is found in 17 C.F. R sec. 240. 16b-
3(d), which provides:

Any transaction involving a grant, award or other
acquisition fromthe issuer (other than a Discretionary
Transaction) shall be exenmpt if: * * * (3) The issuer
equity securities so acquired are held by the officer
or director for a period of six nonths follow ng the
date of such acquisition, provided that this condition
shall be satisfied with respect to a derivative
security if at least six nonths el apse fromthe date of
acquisition of the derivative security to the date of

di sposition of the derivative security (other than upon
exerci se or conversion) or its underlying equity
security. [Enphasis added.]

Final Rule: Omership Reports and Trading by O ficers,
Directors, and Principal Security Holders, 61 Fed. Reg. 30376,
30393 (June 14, 1996). This rule exenpts a transaction from
section 16(b) (i.e., the transaction would not be subject to
section 16(b) liability) if the option is not a discretionary
transaction and is held for 6 nonths fromthe date of grant
before it is disposed of. W note that this regul ati on becane

effective in 1996 and does not apply to petitioner’s 1994 taxable
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year.® |d. at 30376. W, therefore, find petitioner’s argunent
to be without nerit.

We concl ude that the 6-nonth period of section 16(b) began
at the “purchase” date--the date of the grant of the option. |If
we consider solely the liability created by section 16(b), the
section 16(b) period expired before the option was exercised, and
section 83(c)(3) is not applicable.

5. Does the Lockup Agreenment Extend the 6-nonth Period of
Section 16(b) to 2 Years?

Petitioner further argues that the | ockup agreenent provided
by contract that petitioner would be subject to section 16(b) for
2 years instead of only the statutory period of 6 nonths.
Respondent argues that there is no provision in section 16(b)
that allows individuals to voluntarily subject thenselves to
lTability under the statute.

Section 83(c)(3) applies only “So long as the sale of the
property at a profit could subject a person to suit under section
16(b)”. Section 1.83-3(j)(1), Inconme Tax Regs., provides:

For purposes of section 83 and the regul ati ons

thereunder if the sale of property at a profit within

six nonths after the purchase of the property could

subj ect a person to suit under section 16(b) of the
Securities Exchange Act of 1934, the person’s rights in

8 W note that discretionary transactions are not excl uded
in the 1991 version of this regulation. See Final rules and
solicitation of comments: Omership Reports and Tradi ng by
Oficers, Drectors and Principal Security Hol ders, 56 Fed. Reg.
at 7270.
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the property are treated as subject to a substanti al

risk of forfeiture and as not transferable until the

earlier of (i) the expiration of such six-nonth period,

or (ii) the first day on which the sale of such

property at a profit will not subject the person to

suit under section 16(b) of the Securities Exchange Act

of 1934. * * *
This specific | anguage was included because the notice for the
final regulations rejected a proposal to extend the initial 6-
nmont h period under section 16(b), even if a suit is still
mai nt ai nabl e after the 6-nonth period. See Final Regulations:
Property Transferred in Connection with the Performance of
Services, 50 Fed. Reg. 31712, 31713 (Aug. 6, 1985). The notice
explained that the |egislative history to section 83(c)(3)
provided only for the 6-nmonth period during which the section
16(b) restriction applies. See id.; H Rept. 97-201, at 263
(1981), 1981-2 C. B. 352, 404. dven the background of the
regul ation and its | anguage, we conclude that section 83(c)(3)
does not apply beyond the initial 6-nonth period provided in the

section 16(b) restriction.

6. Ef fect of Section 83(a) on Exercise of Option

The regul ati ons provide:

| f section 83(a) does not apply to the grant of such an
opti on because the option does not have a readily
ascertainable fair market value at the tine of grant,
sections 83(a) and 83(b) shall apply at the tine the
option is exercised or otherw se di sposed of, even

t hough the fair market val ue of such option nay have
becone readily ascertai nable before such tine. If the
option is exercised, sections 83(a) and 83(b) apply to
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the transfer of property pursuant to such exercise, and
t he enpl oyee or i ndependent contractor realizes
conpensati on upon such transfer at the tinme and in the
anount determ ned under section 83(a) or 83(b). * * *
Sec. 1.83-7(a), Incone Tax Regs.
The enpl oyee stock option issued to petitioner, because of
its lack of transferability, had no ascertainabl e market val ue

when granted. See McDonald v. Comm ssioner, 764 F.2d at 326.

Section 83(e)(3) provides that section 83 “shall not apply to the
transfer of an option without a readily ascertainable fair market
value”. Therefore, in accordance with this regulation and
section 83(a), because the option had no readily ascertainable
val ue when granted, upon the exercise of his option, petitioner
realized conpensation in the anmount of the difference between the
fair market value of the shares received and the anobunt paid as

t he exercise price--%$728, 000.

B. Is the Assessnent of a Deficiency Barred by the Statute of
Limtations?

The parties stipulate that the assessnent of a deficiency in
this case is barred by the 3-year period of |imtations under
section 6501(a) unless respondent proves a substantial om ssion
of inconme under section 6501(e).

Under section 6501(e), the 3-year limtation period is
extended to 6 years when a taxpayer omts properly includable

income fromhis or her return in an anount greater than 25
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percent of the anobunt of gross inconme stated on the return. See
sec. 6501(e)(1)(A.

Petitioner reported gross inconme of $161,067 on his joint
return for the 1994 tax year. |In accord wth our holding that
petitioner did not report $728,000 fromthe exercise of his stock
option, petitioner’s omtted gross inconme exceeded 25 percent of
the gross incone reported on the return, and the 6-year
assessnent period is applicable. W conclude that the assessnent
period had not expired at the tinme respondent nailed the notice
of deficiency for petitioner’s 1994 taxable year.

In reaching all of our holdings herein, we have consi dered
all argunents nade by the parties, and to the extent not herein
di scussed, we find themto be irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be

entered for respondent.




