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P, as a sales assistant with Ariba Technol ogi es,
Inc. (Ariba), received incentive stock options (ISGs)
subject to an enploynent termnation restriction,
whereby Ariba had the right to repurchase nonvested
stock on the date of termnation for its exercise
price. On Apr. 5, 2000, P exercised his |ISGs and was
transferred all vested stock. The nonvested stock was
pl aced in escrow and transferred to P as the shares
vested on a nonthly basis over 4 years. P tinely filed
a sec. 83(b), I.RC., election in May 2000 for the
exercised 1SCs. P s enploynent with Ariba was
termnated on Apr. 4, 2001. Ariba tinely exercised its
repurchase rights with respect to nonvested stock.

P filed a Federal incone tax return for 2000
reporting the gain resulting fromthe exercise of the
| SO on the vested and the nonvested stock for
alternative m nimumtax (AMI) purposes. P subsequently
subm tted anmended returns for 2000 and 2001 in which he
cl ai mred he was not subject to AMI for nonvested stock



for
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because the sec. 83(b), I.R C, election was invalid.
P also clainmed that the capital loss limtations of
secs. 1211 and 1212, I.R C., do not apply for purposes
of the AMI so that he nmay use his capital | osses
realized in 2002 to reduce his alternative m ni mum
taxabl e income (AMIl) in 2000. R rejected P s anended
returns and issued to P a notice of Federal tax lien
and notice of intent to levy. After a sec. 6330,

| . R C., hearing, the Appeals Ofice rejected P's
argunents, and P tinely petitioned this Court for
review of Rs lien and |evy.

Held: P s sec. 83(b), I.R C, election required
himto recogni ze as AMIl the excess of his vested and
nonvested stock’s fair market value (FW) over its
exercise price on the date of exercise. Held, further:
P acquired beneficial ownership of the nonvested stock
when he exercised his ISGCs; thus, the nonvested shares
were transferred to P within the neaning of sec. 1.83-
3(a)(1), Incone Tax Regs. Held, further: P was not
required to return the nonvested stock upon the
happeni ng of an event that was certain to occur
pursuant to sec. 1.83-3(a)(3), Inconme Tax Regs.; thus,

t he nonvested shares were properly transferred to P
within the neaning of sec. 1.83-3(a)(1), I|ncone Tax
Regs. Held, further: Pis not entitled to a deduction
under sec. 1341(a), |I.R C. Held, further: The capital
loss limtations of secs. 1211 and 1212, |.R C., apply
for purposes of calculating alternative m ninumtaxabl e
incone. Held, further: P may not carry back
alternative mninmumtax net operating |osses to reduce
his AMII in 2000.

Don Paul Badgqgl ey, Duncan C. Turner, and Brian G | saacson

petitioner.

Kirk M Paxson, Julie L. Payne, and Wlliam C. Schm dt,

respondent.

for
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OPI NI ON

HAI NES, Judge: Petitioner filed a petition with this Court
in response to Notices of Determ nation Concerning Collection
Action(s) Under Section 6320 and/or 6330 for 2000 and 2001 (years
at issue). Pursuant to section 6330(d), petitioner seeks review
of respondent’s determ nations.?

The remai ning issues for decision are:

1. \Wether petitioner’s section 83(b) election for 2000 was
valid. This Court holds the section 83(b) election was valid.

2. \Whether petitioner is entitled to an alternative m ni num
tax (AMI) ordinary |oss pursuant to section 1341 for stock
forfeited under a | apse provision. This Court holds he is not so
entitl ed.

3. Wiether petitioner may carry back capital | osses
pursuant to section 1211 to reduce the anount of his alternative
m ni nrum t axabl e i ncone (AMIl) for 2000. This Court holds he may
not .

4. \Wether petitioner may carry back alternative m ni num
tax net operating | osses (AMINOL) to reduce the anmount of his

AMTI for 2000. This Court holds he may not.

1 Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code (Code), as anended. All Rule
references are to the Tax Court Rules of Practice and Procedure,
unl ess otherwi se indicated. Amunts are rounded to the nearest
dol | ar.
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Backgr ound

The parties submtted this case fully stipulated pursuant to
Rul e 122. The parties’ stipulations of facts, with attached
exhibits, are incorporated herein by this reference. At the tine
the petition was filed, petitioner resided in San Francisco,
Cal i fornia.

A. Ari ba Technol ogies, Inc., Incentive Stock Options

From April 24, 1997, through April 4, 2001, petitioner was
enpl oyed as a sales assistant with Ariba Technol ogies, Inc.
(Ariba) at an annual salary of $38, 000.

1. G ants and Exerci se of Stock Options

In addition to his salary, on July 21, 1997, Ariba issued to
petitioner option No. 34 under its 1996 Stock Option Agreenent
(agreenment) and 1996 Stock Option Plan (plan). Option No. 34,
which qualified as an incentive stock option (1SO, granted
petitioner the option to acquire 2,000 shares of Ariba common
st ock. 2

On March 2, 1998, Ariba issued option No. 117 to petitioner
under its agreenment and plan. Option No. 117, which qualified as

an |1 SO granted petitioner the option to acquire 2,000 shares of

2 The stock granted under option No. 34 will not be
di scussed in this Opinion. Wen the | SGs granted under option
No. 34 were exercised, both the stock’s purchase price and FW
were 20 cents per share. As a result, no AMIl gain or |oss was
gener ated upon the exercise of these shares or their subsequent
sal e.
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Ariba common stock at $1.50 per share. The option was
exercisable any time after the grant date.

Pursuant to option No. 117 petitioner’s right to own the
Ariba stock was subject to an enploynent termnation restriction
whereby, if petitioner’s enploynent term nated for any reason
before petitioner’s rights in the stock fully vested, Ariba had
the right to repurchase all the nonvested stock. Petitioner’s
vesting comrencenent date was February 1, 1998. Upon
petitioner’s conpletion of 1 year of enploynent, his rights to 25
percent of the stock under option No. 117 vested, and Ariba’s
right to repurchase those shares | apsed. Petitioner’s rights in
t he remai ni ng shares under option No. 117 vested on a nonthly
basis (approxi mately 667 shares per nonth) ending on February 1,
2002. As petitioner’s rights in the stock vested, the enploynent
restriction no | onger applied, and Ariba’s right to repurchase
the stock | apsed.

In March 1999, April 1999, Decenber 1999, and April 2000,
Ariba’s comon stock was subject to a 2-for-1 stock split. As a
result, the nunber of shares granted under option No. 117
increased from 2,000 to 32, 000.

On April 5, 2000, petitioner exercised option No. 117 and
purchased all 32,000 shares of Ariba common stock for $0.0938 per
share, or a total price of $3,002. The shares had a FW of $102

per share and a total FW of $3, 264,000 at the date of exercise.
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Ariba transferred to petitioner share certificates for the 17,333
shares that had vested by April 5, 2000, and deposited the
remai ni ng 14, 667 nonvested share certificates into an escrow
account. As the nonvested shares vested they were transferred to
petitioner.

According to the agreenent and plan, when petitioner
exercised the | SOs granted under option No. 117, he acquired
stockhol der rights in all shares subject to the |1SGs including
t he nonvested shares held in escrow. Pursuant to the agreenent,
petitioner had the right to receive all “regular cash dividends”
on the nonvested shares held in escrow.

2. Section 83(b) Election

Petitioner tinely filed a section 83(b) election in May 2000
for the 32,000 exercised shares granted under option No. 117.°3
The section 83(b) election stated: (1) Petitioner’s nane,
address, and Soci al Security nunber; (2) a description of the
stock with respect to which the election was nmade; (3) the date
the stock was transferred to petitioner and the taxable year in
whi ch the el ection was nade; (4) the nature of the restriction to
whi ch the property was subject; (5) the FW at the tinme the stock

was transferred with respect to which the el ection was being

3 A sec. 83(b) election nust be filed no later than 30 days
after the date the property was transferred. Sec. 1.83-2(b),
| ncome Tax Regs.
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made; (6) the amobunt paid for the stock; and (7) a confirmation
that copies of the election were furnished to Ariba.

3. Sal e and Repurchase of Stock

Petitioner’s enployment with Ariba was term nated on Apri
4, 2001. On May 30, 2001, Ariba gave petitioner notice it was
exerci sing repurchase rights with respect to 6,667 nonvested
shares granted under option No. 117 for a total purchase price of
$642. On Decenber 30, 2002, petitioner sold to a third party the
remai ni ng 25, 333 shares granted under option No. 117. Al of

t hose shares had vest ed.

B. | ncone Tax Returns and Assessnents
1. Oiginal Federal |Incone Tax Returns Prepared for 2000
and 2001

Petitioner tinely filed his Form 1040, U.S. I ndividual
| ncome Tax Return, for 2000, which was prepared by a certified
public accountant and accepted by the Internal Revenue Service
(IRS). The return reported wages of $204, 722, capital gains of
$691, 615, dividend income of $18, 135, itenized deductions of
$112, 744, and taxable incone of $801,728. The return al so
reported AMIl of $4, 136, 705, $3, 260,998 of which consisted of the
gain recogni zed fromthe recei pt of 32,000 vested and nonvested
shares of Ariba stock under option No. 117. The return reported
a regular tax of $167,139 and an AMI of $932,309 for a total tax
liability of $1,099,448. After applying a foreign tax credit of

$60 and wi t hhol ding and estimated tax paynents of $135,791, the
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remaining liability due was $963,597. Petitioner failed to remt
the full anpbunt of tax due with his return

Respondent assessed a tax liability of $1,099, 388 (IRS
reduced total tax by $60 foreign tax credit) for 2000 and nuail ed
petitioner a notice of bal ance due on June 4, 2001. Petitioner
has not fully paid the bal ance.

Petitioner filed his 2001 Federal income tax return on or
about April 20, 2002, which was also prepared by a certified
public accountant and accepted by the IRS.* The return reported
wages of $204, 722, capital |oss of $865, dividend incone of
$3,279, and, after item zed deductions of $292,525, zero taxable
incone. The 2001 return also reported zero tax and zero AMI,
with an overpaynent of $12,720. The return did not report gain
or loss fromthe forfeiture of the 6,667 nonvested shares granted
under option No. 117 for regular tax or AMI purposes. Respondent
assessed a tax liability of zero for 2001 on June 10, 2002.

2. Amrended Federal I ncone Tax Returns for 2000 and 2001

On March 25, 2003, relying on the advice of Brian G
| saacson, a tax attorney, petitioner filed a Form 1040X, Amended

U.S. Individual Income Tax Return, anending his 2000 Feder al

4 The return was originally sent to the I RS on approxi mately
Mar. 30, 2002, and returned to petitioner on approxi mately Apr.
17, 2002, because petitioner’s signature was m ssing.
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income tax return (2000 anended return) together with an attached
Form 8275, Disclosure Statenent.?®

The 2000 original return was anended to reflect petitioner’s
assertion that the section 83(b) election, for the nonvested
stock granted under option No. 117, was invalid. Petitioner
contended no AMII was realized (the spread between FW and the
exercise price on the date of exercise) in 2000 fromthe exercise
of the option for nonvested shares. The AMIl reported on the
2000 anended return reflected only the spread between the FW and
exercise price of vested stock on the date of exercise and the
remai ni ng shares that vested each subsequent nonth until the end
of the 2000 tax year. As a result, the 2000 anended return
substantially reduced AMI by $915,597 for a total AMI of $16, 712,
and reported a regular tax of $166,872, with a tax ow ng of
$47,733, after deducting a foreign tax credit of $22 and total
paynments of $135,791. The 2000 anended return prepared by M.

| saacson was not accepted by the IRS.

5 Each return and anended return M. |saacson prepared

i ncluded a Form 8275, Disclosure Statenent, which contained M.
| saacson’s tax opinion letter to petitioner. To avoid certain
penalties, Form 8275 is used by taxpayers to disclose itens or
positions that are not otherw se adequately disclosed on a tax
return. The formis filed to avoid an accuracy-rel ated penalty
due to disregard of rules or regulations or due to a substanti al
understatenent of incone tax for non-tax-shelter itens if the
return position has a reasonabl e basis.
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On March 22, 2003, petitioner filed a Form 1040X anendi ng
his 2001 Federal inconme tax return (2001 anended return) together
with an attached Form 8275. The return was prepared by M.
| saacson and was initially accepted by the IRS. It reported the
sanme regul ar inconme and item zed deductions as the original 2001
return. However, unlike the original 2001 return, the 2001
anended return reflected petitioner’s assertion that the section
83(b) election made in 2000 was invalid as to the nonvested
shares. As a result, the anended return reported $340, 213 of
AMI1l, which was the spread between FM/ and the exercise price for
the Ariba stock granted under option No. 117, which vested in
petitioner throughout the 2001 tax year.

After deducting a $12, 720 paynent, the return reported a
total tax liability of $88,125 consisting entirely of AM.
Petitioner failed to remt the full anmpbunt of tax due with his
amended return. Respondent assessed a tax liability of $100, 845
for 2001 and sent a notice of bal ance due on May 19, 200S3.
Petitioner has not fully paid the bal ance.

3. O her Anended Returns for 2000 and 2001

Petitioner filed additional Forms 1040X for 2000 and 2001
based upon M. |saacson’s advice. Each Form 1040X was prepared
by M. Isaacson and included Form 8275, although neither was
accepted by the IRS. The 2000 Form 1040X Expl anati on of Changes

to I ncone, Deductions and Credits stated:
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The taxpayer’s original return erroneously reported an
anount due based upon an incorrect valuation and/or

i nclusion of stock options (both qualified and
unqual i fied) and the incorrect application on the AMI
net operating loss and AMI credit. A list of the |egal
grounds supporting the anmended return’s val uation of
stock options and/or exclusions of such options from
inconme along with the correct application of the AMI
net operating loss and AMI credit is attached to this
form The application of the attached | egal argunents
to the taxpayer’s stock option transactions wll result
in a change in the anount due for lines 1, 5 through
10, and 19 through 24 on the front of this 1040X form
The exact anmount of the refund wll be determ ned
pending the final determ nation of facts and the

rel ease of a technical advice neno or court decision.

4. Respondent’s Concessi on

Respondent concedes, if this Court finds petitioner’s 83(b)
election to be valid and the liability reported on petitioner’s
original 2000 return to be correct, respondent wll abate
petitioner’s 2001 liability, which was based upon petitioner’s
2001 anended return, and accept petitioner’s original 2001
return.

C. Col |l ecti on Actions

On June 30, 2003, respondent mailed petitioner a Notice of
Federal Tax Lien Filing and Your Right to a Hearing regarding his
unpai d 2000 taxes. Petitioner submtted Form 12153, Request for
a Collection Due Process Hearing, to respondent requesting an
adm ni strative hearing under section 6330. Petitioner also
sought the renoval of any liens and a tenporary reprieve from

collection activity, pending the release of a technical advice
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menor andum by the I RS regarding the issues surroundi ng
petitioner’s stock acquisitions.

On Septenber 4, 2003, respondent nmailed to petitioner a
Final Notice of Intent to Levy with respect to petitioner’s 2001
tax liability. Petitioner’s counsel, M. |saacson, wote to
respondent and requested an adm nistrative hearing.

Appeal s Oficer Lawence Dorr conducted a tel ephonic hearing
with M. |saacson on Decenber 3 and 5, 2003. M. Dorr declined
to consider petitioner’s request for relief and issued Notices of
Det erm nati on Concerning Collection Actions for the years at
i ssue on January 15, 2004, and February 5, 2004, respectively.

In the determ nation, M. Dorr found “there was no nmechanismin
the Collection Due Process venue for withholding collection in
this circunstance”. M. Dorr did not review the underlying
l[itability for the years at issue.

Petitioner tinely filed a petition for lien or levy action
with the Court on February 18, 2004. On August 19, 2004, this
case was set for trial during the January 24, 2005, Trial Session
in Seattle, Washington. On October 27, 2004, respondent noved
for a continuance and remand. On Decenber 8, 2004, the Court
retained jurisdiction and remanded this case to respondent’s
Appeals Ofice for another adm nistrative hearing to consider

petitioner’s underlying tax liabilities for the years at issue.
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On January 6, 2005, this case was reassigned to Appeal s
Oficer Lenora Mles. On March 2, 2005, M. |Isaacson sent Ms.
Mles a witten explanation of petitioner’s position. On March
4, 2005, Ms. Mles held an admnistrative hearing with M.
| saacson, during which he argued: (1) Petitioner’s section 83(b)
el ection was invalid; (2) even if the section 83(b) election were
valid, petitioner could apportion a |l esser value to the nonvested
shares to reflect Ariba’s repurchase at cost; (3) even if the
section 83(b) election were valid, it could be revoked due to
m st ake of fact;® (4) AMI capital |osses are not limted by
section 1211; and (5) AMI capital | osses can be carried back as
an AMINOL.

After considering petitioner’s argunents, on April 5, 2005,
Ms. Mles sent a letter to petitioner setting forth her
determ nation that there was no basis for settlenent. On May 10,
2005, respondent issued a Supplenental Notice of Determ nation
Concerning Collection Actions to petitioner regarding the years
at issue. Respondent determned the filing of the notice of
Federal tax lien and the proposed |levy action with respect to the
unpai d assessnments for the years at issue were appropriate.

On June 3, 2005, this case was cal endared for trial during

the Cctober 31, 2005, Trial Session in Seattle, Washington. At

6 Petitioner abandoned the second and third argunents.
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trial the parties agreed to submt this case fully stipul ated
under Rule 122.

Di scussi on

A. St andard of Revi ew

To determne the correct standard of review in a case
instituted under sections 6320 and 6330, the Court must first
deci de whether petitioner’s underlying tax liability is properly

at issue. Sego v. Comm ssioner, 114 T.C 604, 610 (2000); Goza

v. Conmm ssioner, 114 T.C. 176, 181-182 (2000). The term

“underlying tax liability” under section 6330(c)(2)(B) includes
anounts sel f-assessed under section 6201(a), together with

penalties and interest. Sec. 6201(a)(1l); Montgonery v.

Comm ssioner, 122 T.C. 1, 9 (2004); sec. 301.6203-1, Proced. &

Adm n. Regs.

The anopunt of the underlying tax liability may be placed at
issue if the taxpayer did not receive a statutory notice of
deficiency or otherw se have an opportunity to dispute the tax

ltability. Sec. 6330(c)(2)(B); see Behling v. Conmm ssioner, 118

T.C. 572, 576-577 (2002). In this case, petitioner was not

i ssued a notice of deficiency and did not have a prior
opportunity to dispute his tax liabilities for 2000 and 2001.
Therefore, the proper standard of review for the argunents
chal l enging the underlying tax liability is de novo. Sego v.

Commi ssi oner, supra at 609-610.




B. | SOs Cenerally

Section 421(a) provides, if the requirenents of section
422(a) are net,’ a taxpayer does not recogni ze incone for regular
i nconme tax purposes either upon the granting® of an SO to himor
when the stock is transferred® to the taxpayer upon exercise of
an 1SO.  The recognition of incone is deferred until the
di sposition of the stock.! Sec. 421(a); sec. 1l4a.422A-1, Q8A-1,
Tenporary I ncome Tax Regs., 46 Fed. Reg. 61840 (Dec. 21, 1981).
Because of the application of section 421(a), when petitioner was
granted and exercised option No. 117, he did not recogni ze incone
for regular tax purposes. |If section 421 applies, section 83
does not. Sec. 83(e)(1).

C. Section 83 I npact on the Exercise of 1S0Cs for AMI Purposes

However, section 421 does not apply to AMI. Sec. 56(b)(3).

Because it does not apply, section 83 controls the determ nation

" At all times fromthe date of granting the option until 3
nmont hs before the date of exercise, the option holder must be an
enpl oyee of the conpany granting the option. Sec. 422(a)(2).

8 The date on which a I1SOis granted is the date on which
all corporate action necessary for the grant of the I1SOis
conpleted. Sec. 1.421-7(c)(1), Incone Tax Regs.

9 For purposes of secs. 421 through 424, the term*“transfer”
means the transfer of ownership or substantially all rights of
ownership of a share of stock to an individual pursuant to his
exercise of a statutory option. Sec. 1.421-7(g), |ncone Tax
Regs.

10 A disposition of |SO stock generally neans any sal e,
exchange, or gift of, or transfer of legal title to, the stock.
Sec. 424(c)(1).
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of what incone the taxpayer recogni zes for AMIl purposes. See

sec. 56(b)(3); Speltz v. Conm ssioner, 124 T.C. 165, 178 (2005),

affd. 454 F. 3d 782 (8th Gr. 2006); sec. 1.83-7(a), |Incone Tax
Regs.

Section 83(a) generally requires a taxpayer to recogni ze as
AMIl the spread between the stock’s FW and the exercise price
when a taxpayer is transferred a share of stock pursuant to the
exercise of an 1SO and its FMW exceeds the exercise price on the
date of exercise. Secs. 55(b)(2), 56(b)(3), 83(a); Tanner v.

Comm ssioner, 117 T.C. 237, 242 (2001), affd. 65 Fed. Appx. 508

(5th Gr. 2003). A taxpayer generally wll not recognize incone
for AMI purposes under section 83(a) if the stock included in an
| SO is subject to a substantial risk of forfeiture on the date of
exercise. Sec. 83(a).

Pursuant to section 83(a), when petitioner exercised option
No. 117, he would recogni ze as AMIl $1, 766, 340, ! the excess of

the vested stock’s FIW over its exercise price on the date of

11 The FMWV of the vested shares on the date of exercise was
$1, 767,966 (17,333 (vested shares on date of exercise) x $102
(FMW per share of stock) = $1,767,966 (total FW)).

The vested shares exercise price on the date of exercise was
$1,626 (17,333 (vested shares on date of exercise) x $0.0938
(exercise price per share) = $1,626 (total exercise price of
vested shares)).

The AMIl recogni zed from exercising the vested shares was
$1, 766, 340 ($1, 767,966 (total FMW of the vested shares) - $1, 626
total exercise price of the vested shares) = $1, 766, 340)).
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exercise. Absent a section 83(b) election, petitioner would not
recogni ze as AMIl, $1,496,034,1% the sane spread for the
nonvest ed shares because those shares were subject to a
substantial risk of forfeiture; i.e., Ariba s right to repurchase
t he nonvested shares.

Section 83(b) allows a taxpayer to elect to include in
inconme in the year of receipt the excess of the value of the
stock subject to a substantial risk of forfeiture (determ ned
W thout regard to any restriction other than a nonl apse
restriction)!® over any anount paid for the stock. Although a
t axpayer who makes a section 83(b) election after exercising |SGCs
wi Il not recognize inconme for regular tax purposes (because
section 421 applies to the transfer), the taxpayer will recognize
ordinary income for AMI purposes. |If petitioner’s section 83(b)

el ection was validly nmade, petitioner would recogni ze as AMII,

12 The FMWV of the nonvested shares on the date of exercise
was $1, 496, 034 (14,667 (nonvested shares on date of exercise) X
$102 (FMWV per share of stock) = $1,496,034 (total FW)).

The vested shares exercise price on the date of exercise was
$1, 376 (14,667 (vested shares on date of exercise) x $0.0938
(exercise price per share) = $1,376 (total exercise price of
vested shares)).

The AMIl recogni zed from exercising the vested shares was
$1, 494, 658 ($1, 496,034 (total FW of the vested shares) - $1, 376
total exercise price of the vested shares) = $1, 494, 658)).

13 A nonl apse restriction is a permanent limtation on the
transferability of property. Sec. 1.83-3(h) and (i), Inconme Tax
Regs.
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$3, 260, 998, * the excess of the vested and nonvested stock’s FW
over its exercise price on the date of exercise.?®

There is no dispute section 421 applies to the grant and
exercise of option No. 117 and that no incone for regular incone
tax purposes was recogni zed in 2000 fromthe exercise of |SGCs.
There also is no dispute that petitioner’s section 83(b) election
conplied with the procedural requirenents set out in section
1.83-2, Incone Tax Regs.!® Petitioner contends, however, the
section 83(b) election was invalid as to the nonvested Ari ba
stock because the nonvested shares were not legally transferred
to him which results in his not having to recogni ze as AMII the
excess of the FW/ of the nonvested stock on the date of
exerci se over the exercise price until the underlying shares

vested; i.e., the substantial risk of forfeiture |apsed.

14 $3, 264,000 (total FWV) - $3,002 (total exercise price) =
$3, 260, 998.

15 When a sec. 83(b) election is nmade, the taxpayer is
betting that the value of the stock will continue to appreciate.
The purpose of making a sec. 83(b) election is to accelerate
recognition of ordinary income when the stock’s FW is
conparatively low, thereby elimnating the chance of having to
recogni ze a larger anount of ordinary incone when the stock is no
| onger subject to a substantial risk of forfeiture. But, the
el ection can backfire if the stock depreciates rather than
appreci ates over that period or if the stock is forfeited, in
whi ch event sec. 83(b) bars the deduction of the anount
previ ously recogni zed as incone. Having ganbled and | ost,
petitioner now wants to invalidate his own el ection.

16 Petitioner abandoned his argunment that he revoked his
sec. 83(b) election pursuant to sec. 1.83-2(f), Incone Tax Regs.
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D. VWhet her the Transfer of Nonvested Stock Pursuant to the
Section 83(b) Election Was Vali d

1. Section 83(b) and the California Commercial Code

Petitioner argues he did not receive a beneficial ownership
interest in the nonvested stock granted under option No. 117 on
the date of exercise because he was not a holder in due course
under the California law. Cal. Com Code sec. 3203 (West 2002).
Accordingly, petitioner reasons his section 83(b) election was
i nval id.

Stock is property for purposes of section 83. Childs v.

Comm ssioner, 103 T.C. 634, 648-649 (1994), affd. w thout

publ i shed opinion 89 F.3d 856 (11th Cr. 1996); sec. 1.83-3(e),
| ncone Tax Regs. Property is “transferred” for purposes of
section 83(b) when a taxpayer acquires a beneficial ownership
interest in the property (disregarding any | apse restrictions).

Facq v. Comm ssioner, T.C Meno. 2006-111; sec. 1.83-3(a)(1),

| ncone Tax Regs. A beneficial owner is one who does not have
title to property but has rights in the property which are
equi valent to normal incidents of ownership. Sec. 1.83-3(a)(1),

| ncone Tax Regs.; see Hilen v. Comm ssioner, T.C Menp. 2005-226;

United States v. Tuff, 359 F. Supp. 2d 1129, 1133 (WD. Wash

2005); MIller v. United States, 345 F. Supp. 2d 1046, 1050 (N.D
Cal . 2004). Beneficial ownership is identified by a taxpayer’s
command over property or enjoynent of its econom c benefits.

Yel encsics v. Conm ssioner, 74 T.C 1513, 1527 (1980). A sale or
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transfer occurs when a taxpayer acquires a beneficial ownership
interest in property rather than neeting the technical

requi renents for a transfer of an instrunent under State | aw.

See id.; Schnurr v. Conm ssioner, T.C. Mnob. 1989-275.

According to the agreenent and plan, when petitioner
exercised the | SO granted under option No. 117, he acquired
stockhol der rights in all exercised shares including the
nonvested shares held in escrow. Pursuant to the agreenent,
petitioner also was entitled to receive all regular dividends on
t he nonvested shares held in escrow. Because petitioner acquired
beneficial ownership of the nonvested stock held in escrow upon
the exercise of the |1SO granted under option No. 117, the
nonvest ed shares were transferred to petitioner within the
meani ng of section 1.83-3(a)(1), Incone Tax Regs.

2. An Event Certain To OCccur

Petitioner argues the transfer of the nonvested stock was
i neffective pursuant to section 1.83-3(a)(3) and (5), Incone Tax
Regs., because his term nation of enploynment from Ari ba was
certain to occur and upon his termnation he was required to
surrender the nonvested stock for its option price instead of
FIW.

Section 1.83-3(a)(3) and (5), Incone Tax Regs., states:

(3) Requirenment that property be returned. Simlarly,

no transfer may have occurred where property is

transferred under conditions that require its return
upon t he happeni ng of an event that is certain to
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occur, such as the termnation of enploynment. In such a
case, whether there is, in fact, a transfer depends
upon all the facts and circunstances. Factors which

i ndicate that no transfer has occurred are described in
paragraph (a) (4), (5), and (6) of this section.

* * * * * * *

(5 Relationship to fair market value. An indication
that no transfer has occurred is the extent to which
the consideration to be paid the transferee upon
surrendering the property does not approach the fair
mar ket val ue of the property at the tinme of surrender.

* %

[ Enphasi s added. ]

Whet her property is “transferred under conditions that
require its return upon the happening of an event that is certain
to occur”, depends on a facts and circunstances anal ysis.!” Sec.
1.83-3(a)(3), Incone Tax Regs. Section 1.83-3(a)(5), Incone Tax
Regs., is one factor to consider when determ ning whether a valid
transfer occurred. However, it is unnecessary to reach the facts
and circunstances analysis in cases where a “condition certain to
occur” has not been established.

Al though the restriction placed upon petitioner’s nonvested

shares is conditioned upon his termnation, all the stock could

7 The factors considered indicative that no transfer has
occurred, include the following: (1) The extent to which the
arrangenent is simlar to an option, sec. 1.83-3(a)(4), Incone
Tax Regs.; (2) the extent to which the consideration to be paid
the transferee upon surrender is |less than the FW of the
property, sec. 1.83-3(a)(5), Income Tax Regs.; and (3) the extent
to which the transferee does not incur the risk of a beneficial
owner (i.e., the extent to which the transferee does not bear the
risk of loss with respect to the investnent as well as the
opportunity for gain), sec. 1.83-3(a)(6), Inconme Tax Regs.
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have vested in petitioner before he was termnated. Al |SGCs
were granted to petitioner pursuant to a |l apse restriction which
required petitioner to be enployed by Ariba for 1 year for 25
percent of the shares to vest and another 3 years for the
remai ning 75 percent to vest. Once the stock petitioner acquired
upon the exercise of option No. 117 had vested, petitioner was
not required to return the shares under any condition.

Because the condition under which petitioner was required to
return the stock was not permanent, i.e., it was a | apse
restriction, it was not certain that petitioner’s services would
be term nated before the stock vested. See sec. 1.83-3(a)(7),
Exanple (1) and (3), Inconme Tax Regs.!® The Ariba stock was not

transferred on the date of exercise under a condition that was

8 Exanple (1). On Jan. 3, 1971, X corporation sells for
$500 to S, a salesman of X, 10 shares of stock in X corporation
with a fair market value of $1,000. The stock is nontransferable
and subject to return to the corporation (for $500) if S s sales
do not reach a certain |level by Dec. 31, 1971. Disregarding the
restriction concerning Ss sales (since the restriction is a
| apse restriction), S s interest in the stock is that of a
beneficial owner, and therefore a transfer occurs on Jan. 3,
1971.

In contrast to petitioner and the taxpayer in Exanple (1),
t he taxpayer described in Exanple (3), sec. 1.83-3(a)(7), Incone
Tax Regs., exenplifies a situation where the taxpayer’s stock is
subject to a nonlapse restriction, requiring the taxpayer to
return the stock upon term nation of enploynent (which is always
certain to occur) and wthout the option to acquire ownership of
the stock before termnation. Thus, in Exanple (3) the stock
will be returned “upon the happening of an event that is certain
to occur” because termnation is certain to occur, and the
taxpayer wll never have the opportunity to keep the shares after
term nati on.
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certain to occur. It follows that consideration of section 1.83-
3(a)(5), Incone Tax Regs., is unnecessary because the
prerequisite condition was not satisfied. Accordingly, the stock
was properly transferred to petitioner pursuant to section 83(b)
when petitioner exercised option No. 117.1°

After petitioner exercised option No. 117 on April 5, 2000,
he made a tinely section 83(b) election applicable to all the
nonvest ed stock subject to the enploynent restriction. As a
result, he recognized AMII in 2000 to the extent the FW of the
under |l yi ng shares of stock on the date of exercise exceeded the
option price. See sec. 83.

E. G ai mof Ri ght

I f the section 83(b) election is valid, petitioner argues
t hat because he forfeited 6,667 shares of nonvested Ariba stock
for its exercise price on May 30, 2001, he is entitled to a 2001
tax deduction under section 1341(a) equal to the 2000 AMI
attributable to the inclusion of AMIl of $679, 825.
A taxpayer qualifies for a deduction under section 1341 if

(1) an itemwas included in the taxpayer’s gross inconme in a

19 Petitioner also argues that the transfer of nonvested
stock was invalid because it was subject to the clains of Ariba’ s
creditors. Petitioner cites the definition of property as his
authority. Sec. 1.83-3(e), Incone Tax Regs. There is nothing in
the record to support petitioner’s claimthat creditors of Ariba
could reach petitioner’s shares of nonvested stock while in
escrow. Furthernore, shares of stock clearly constitute
property, and the nonvested shares were transferred to petitioner
subject to a | apse provision.
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prior year; (2) it appeared that the taxpayer had an unrestricted
right tothe itemin the prior year; and (3) the taxpayer is
entitled to a deduction (in excess of $3,000) under another
section of the Code for the loss resulting fromthe restoration
of the itemto another in the current tax year. Sec. 1341(a);
sec. 1.1341-1(a)(1), Incone Tax Regs.

Section 1.1341-1(a)(2), Incone Tax Regs., continues with the
definition:

“incone included under a claimof right” nmeans an item

i ncluded in gross incone because it appeared from al

the facts available in the year of inclusion that the

t axpayer had an unrestricted right to such item and

“restoration to another” neans a restoration resulting

because it was established after the close of such

prior taxable year (or years) that the taxpayer did not

have an unrestricted right to such item (or portion

t hereof) .

Al t hough petitioner may recogni ze | osses on the sale of
stock for AMI purposes, there is no deduction for a |oss
attributable to a forfeited nonvested share of stock subject to a
section 83(b) election. Pursuant to section 83(b)(1), if
property to which a section 83(b) election is made “is
subsequently forfeited, no deduction shall be allowed in respect
of such forfeiture.”

Simlarly, pursuant to section 1.83-2(a), |Inconme Tax Regs.:

| f property for which a section 83(b) election is in

effect is forfeited while substantially nonvested, such

forfeiture shall be treated as a sal e or exchange upon

which there is realized a | oss equal to the excess (if
any) of--
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(1) The ampunt paid (if any) for such property, over,
(2) The anount realized (if any) upon such forfeiture.

| f such property is a capital asset in the hands of the
t axpayer, such loss shall be a capital loss. * * *

Petitioner is not a securities dealer, and he held his Ariba
shares strictly as an investor. Stock is a capital asset. Sec.
1221(a)(1). Thus, petitioner’s nonvested Ariba stock was a
capital asset in his hands, and any | oss realized upon its
forfeiture is characterized as a capital |oss. See sec. 1.83-
2(a), lIncone Tax Regs.

Furthernore, the phrase “anmount paid’ in section 1.83-
2(a)(1), Income Tax Regs., refers “to the value of any noney or
property paid for the transfer of property to which section 83
applies”. Sec. 1.83-3(g), Incone Tax Regs. Therefore, pursuant
to sections 1.83-2(a) and 1.83-3(g), Incone Tax Regs., a taxpayer
is barred fromrecognizing as a capital |oss the previous anmount
i ncl uded as conpensati on when nonvested stock subject to a
section 83(b) election is subsequently sold for less than its

FWV. Theophilos v. Comm ssioner, 85 F.3d 440 (9th Cr. 1996),

revg. T.C. Meno. 1994-45.

Petitioner paid Ariba $625 in 2000 to exercise the option to
acquire 6,667 shares of subsequently forfeited stock and el ected
to recogni ze the excess of the FW over the exercise price on the
date of exercise as conpensation for AMI purposes. Ariba paid

petitioner $625 to repurchase the 6,667 shares in 2001, causing
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petitioner to realize an AMI capital |oss of $679,825. However,
pursuant to section 83(b)(1) and section 1.83-2(a), Incone Tax
Regs., petitioner cannot recognize the $679, 825 AMI capital | oss.

Because petitioner fails to satisfy the requirenent under
section 1341(a) that the taxpayer is entitled to a deduction
under another section of the Code for the |oss, we need not
consi der whether petitioner satisfies other requirenments of
section 1341, e.g., whether petitioner had an unrestricted right
in the nonvested Ariba stock in the year he nmade the section
83(b) election.

F. Carryback of AMI Capital Losses

Petitioner argues he nmay carry back capital | osses pursuant
to section 1211 to reduce the anount of his AMIl for 2000 and
that he may carry back an AMINOL to reduce the anount of his AMII
for 2000. Simlar argunents, by the same counsel, have been

rejected in Merlo v. Conmm ssioner, 126 T.C. 205 (2006),

Mont gonery v. Comm ssioner, 127 T.C. 43 (2006), and Spitz v.

Conmi ssioner, T.C. Menp. 2006-168. Consistent wth these cases,

the Court finds petitioner may not carry back his AMI capital
| osses to reduce his AMIl in 2000, and petitioner may not claim
an AMINOL carryback to reduce his AMII for 2000. See Merlo v.

Conmi Ssi oner, supra.
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I n reaching these hol dings, the Court has considered al
argunents nade and, to the extent not nentioned, concludes that
they are noot, irrelevant, or w thout nerit.

To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

for respondent.




