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INTRODUCTION 

There is no dispute that the Notice of Deficiency at issue lacks any 

meaningful explanation.  Instead, the Internal Revenue Service (IRS or Service) 

claims it can issue Notices of Deficiency that lack any explanation and there is 

nothing a taxpayer (or a court) can do to remedy that prototypical arbitrary-and-

capricious action.  According to the IRS, any harm from its arbitrary-and-

capricious actions is just an unavoidable casualty of what it views as efficient “tax 

administration.”  But far from sanctioning such a regime, Congress mandated in 

the Administrative Procedure Act (APA) that all agency actions are subject to 

review under the arbitrary-and-capricious standard—even those that will 

eventually be reviewed by a court de novo.  5 U.S.C. § 706.   

The Service’s attempts to evade that mandate are unpersuasive.  First, there 

is no exception from the APA’s reasoned-explanation requirement for “informal” 

adjudications.  Because the reasoned-explanation requirement comes from Section 

706, courts have not hesitated to apply it to informal adjudications.  Second, 

Congress did not “grandfather” any IRS right to act arbitrarily and capriciously, 

without providing any explanation for its actions.  Congress declared that the APA 

would not repeal “additional” requirements, 5 U.S.C. § 559, but those requirements 

are just that—“additional,” which is to say in addition to the APA’s basic 

requirements, including its standards for judicial review.  As the legislative history 
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to the APA makes clear, Congress intended the APA’s standard-of-review 

provision to apply to proceedings in the Tax Court.  And third, courts are not free 

to craft policy exceptions to the APA and, in any event, no such exception is 

warranted here:  the arbitrary-and-capricious standard protects taxpayers from 

arbitrary IRS actions in a way that de novo review cannot fully match. 

This Court need go no further in this appeal than to hold that the Notice of 

Deficiency must be set aside for failure to meet the APA’s reasoned-explanation 

requirement.  But if the Court does, it should reverse the Tax Court’s Section 83 

ruling.  While emphasizing the deferential standard of review for findings of fact, 

the Service largely abandons the Tax Court’s factual findings and legal reasoning 

on the Section 83 issue.  Trying to take a garden variety, executive-compensation 

case out of Section 83, the Service seeks to manufacture a six-day gap between 

when the stock was transferred and when the forfeiture limitations were signed.  

But its six-day gap is inconsistent with the Tax Court’s actual findings of fact, and 

its legal arguments—pinned to that rewriting of the record—cannot save the result 

that the Tax Court reached through other, equally deficient, legal routes. 

ARGUMENT 

I. THE NOTICE OF DEFICIENCY IS INVALID UNDER THE APA 

The IRS’s position that the APA does not apply to a Notice of Deficiency 

contradicts the plain text of the APA and Supreme Court precedent, is inconsistent 
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with on-point precedent from other Circuits and with the government’s own 

interpretation of the APA in other cases, and makes no sense as a matter of policy.  

A. The APA Applies By Its Terms 

1. A Notice of Deficiency Is Undeniably “Agency Action” 

There is no longer any serious question that the APA applies by its terms to 

the IRS and Notices of Deficiency.  The Service concedes that it is an “agency” 

and that the APA governs judicial review of “agency actions.”  Br. 31.  The IRS 

asserts it is “less clear . . . that a notice of deficiency is ‘agency action.’”  Id. 

(emphasis added); see also Br. 43, 44.  But it never actually argues that a Notice of 

Deficiency is not “agency action,” and it is understandable why.  A Notice of 

Deficiency is plainly an “order,” and thus necessarily constitutes agency action.  

See 5 U.S.C. § 551(6) (an “order” is “a final disposition . . . of an agency”).  A 

Notice is the IRS’s final determination of the taxpayer’s tax liability; that it is 

amenable to judicial review does not make the Notice of Deficiency something 

other than the “final disposition . . . of an agency.”  Id. (emphasis added). 

2. The Tax Court Is A “Reviewing Court” Under The APA 

It is likewise clear that the Tax Court is a “reviewing court” under the APA, 

and thereby required to “hold unlawful and set aside agency action” that flunks the 

APA’s standard-of-judicial-review provisions in 5 U.S.C. § 706(2).  As a matter of 

plain text, “reviewing court” squarely encompasses the Tax Court, which reviews 

Notices of Deficiency in the course of determining a taxpayer’s tax liability.  And 
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while the Service tries to create the impression that Congress never intended the 

APA to intrude on the Tax Court’s decisionmaking, the legislative history 

accompanying the APA’s passage in 1946 makes clear that Congress understood 

the Tax Court to be a reviewing court subject to Section 706 of the APA.   

Indeed, in both the Senate and House Reports, Congress specifically cited 

the “Tax Court” as an example of a venue to which the APA’s standard-of-review 

provision would apply.  See S. Rep. No. 79-752, at 213-14 (1945) (Under the 

APA’s judicial review provision, “[r]eviewing courts . . . must . . . hold unlawful 

any action . . . unwarranted by the facts so far as the latter are subject to trial de 

novo.  . . .  Thus, where adjudications such as tax assessments are not made upon 

an administrative hearing and record, contests may involve a trial of the facts in the 

Tax Court . . . .”); H.R. Rep. No. 79-1980, at 278-79 (1946) (same).  The 1947 

Attorney General’s Manual on the APA underscored that conclusion, clarifying 

that as used in the APA, “‘Courts’ includes the Tax Court.”  U.S. Department of 

Justice, Attorney General’s Manual on the Administrative Procedure Act 126 

(1947).  And Congress further reinforced the Tax Court’s status as a “reviewing 

court” under the APA in 1969 by changing the Tax Court’s status from “an 

independent [executive] agency,” Pub. L. No. 83-591 § 7441, 68A Stat. 879 

(1954), to “a court of record” under Article I of the Constitution, 26 U.S.C. § 7441. 
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In arguing that this Court should treat the Tax Court as though it were not a 

reviewing court, the Service makes two arguments—neither of which it made 

below.  First, the Service invokes O’Dwyer v. Commissioner, 266 F.2d 575 (4th 

Cir. 1959).  But even the Service acknowledges that O’Dwyer’s statement that “the 

Tax Court is not subject to the [APA]” (id. at 580) cannot be given “as much 

breadth as might appear at first blush.”  Br. 40 n.12.  (Not to mention that the 

statement is, of course, dicta as applied beyond the facts of the case.)  The Service 

nevertheless argues that O’Dwyer held the APA inapplicable to “deficiency 

proceedings” generally.  Id.  But O’Dwyer simply held that “facts are triable de 

novo” in the Tax Court.  266 F.2d at 580.  The applicability of “de novo” review 

(and the scope of the record subject to review in the Tax Court, see id.) is not 

contested here.  At issue is whether Notices of Deficiency are subject to the APA’s 

reasoned-explanation requirement—an issue not presented (or decided) in 

O’Dwyer.  Accordingly, O’Dwyer not only did not (as the Service concedes) issue 

any categorical ruling on the applicability of the APA in the Tax Court, but it 

(indisputably) did not address the specific question presented here.1 

Second, the Service suggests the Tax Court may lack jurisdiction to 

determine whether a Notice of Deficiency is arbitrary and capricious, because it 

                                                 
1  O’Dwyer also was decided before Congress specified that the Tax Court 

was just that—a court—which underscores that the APA applies.  See Wilson v. 
Commissioner, 705 F.3d 980, 998 (9th Cir. 2013) (Bybee, J., dissenting). 
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only has jurisdiction to “redetermine” a deficiency.  Br. 45.  This is a red herring.  

It is settled law that a valid Notice of Deficiency is a prerequisite to the Tax 

Court’s jurisdiction, and that “[i]f the taxpayer contests the validity of the notice in 

in [the] Tax Court, . . . the challenge acts as a challenge to the court’s jurisdiction.”  

Napoliello v. Commissioner, 655 F.3d 1060, 1063 (9th Cir. 2011).  Like any court, 

“the Tax Court has jurisdiction to consider its own jurisdiction.”  Charlotte’s 

Office Boutique, Inc. v. Commissioner, 425 F.3d 1203, 1209 (9th Cir. 2005).   

Moreover, if Section 706 of the APA applies in the Tax Court (as it does, for 

the reasons discussed), there is no basis to hold that only part of Section 706 

applies (e.g., its “de novo” review standard), but not all of Section 706 (including 

its arbitrary-and-capricious review standard).  See QinetiQ Br. 23-24. 

3. The APA’s Standards Of Judicial Review Apply To Notices 
Of Deficiency 

The APA establishes a default rule that the standards for judicial review in 

Section 706 apply in all proceedings in which a court reviews “agency action.”  

See 5 U.S.C. §§ 701, 703.  The government itself has recognized this rule in other 

cases.  See U.S. Brief 20, Dickinson v. Zurko, 527 U.S. 150 (1999) (No. 98-377), 

1998 WL 886731 (Dickinson U.S. Brief) (“This Court has made clear that, ‘[i]n the 

absence of a specific command in [a relevant statute] to employ a particular 

standard of review’ of administrative action, that action ‘must be reviewed solely 

under the . . . standard prescribed by the Administrative Procedure Act.’” (quoting 



7 

American Paper Inst., Inc. v. American Elec. Power Serv. Corp., 461 U.S. 402, 

412 n.7 (1983)); accord id. at 15 (recognizing same principle). 

Moreover, the Supreme Court has squarely held that the arbitrary-and-

capricious standard applies “[i]n all cases” in which agency action is challenged.  

Citizens to Preserve Overton Park, Inc. v. Volpe, 401 U.S. 402, 413-14 (1971); see 

also QinetiQ Br. 23-24 (collecting additional authorities).  That includes this case. 

And it makes perfect sense that Congress would require a Notice of 

Deficiency to meet the minimum requirement of arbitrary-and-capricious review.  

A Notice of Deficiency is a final determination that a citizen has underpaid his 

taxes—a serious charge.  It frequently triggers direct legal and financial 

consequences, and puts the citizen to the difficult choice of whether to sue the 

government.  That serious order must, at a minimum, provide the taxpayer 

reasonable notice of the reasons for the agency’s action.  As the Tenth Circuit held 

in Fisher v. Commissioner, “‘[i]t is an elementary principle of administrative law 

that an administrative agency must provide reasons for its decisions.’  . . .  The IRS 

cannot make taxpayers haul it into Tax Court . . . to discover what the rationale for 

its decision is.”  45 F.3d 396, 397 (10th Cir. 1995) (citation omitted). 

4. The IRS Is Not Free to Act Arbitrarily Merely By Acting 
“Informally” 

The Service argues that it is free to issue a Notice of Deficiency without any 

reasoned explanation because the procedural requirements in Sections 553, 554, 
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556, and 557 of the APA do not apply to “informal” agency adjudications.  Br. 48-

49.  But the reasoned-explanation requirement is not based on—or limited by—the 

procedural provisions in Chapter 5 of the APA.  Rather, the reasoned-explanation 

requirement stems from the arbitrary-and-capricious standard found in Section 

706—which applies to both formal and informal adjudication.  See FCC v. Fox 

Television Stations, Inc., 556 U.S. 502, 513-14 (2009); Pension Benefit Guar. 

Corp. v. LTV Corp., 496 U.S. 633, 654 (1990) (discussing Section 706). 

Because the reasoned-explanation requirement comes from Section 706, 

courts have not hesitated to apply it to informal adjudications.  See, e.g., Clark Cty. 

v. FAA, 522 F.3d 437, 441 (D.C. Cir. 2008) (looking to whether “the agency 

‘engaged in reasoned decisionmaking’” in reviewing informal adjudication (citing, 

inter alia, LTV Corp., 496 U.S. at 653-56)); Dr. Pepper/Seven-Up Cos. v. FTC, 991 

F.2d 859, 863, 866 (D.C. Cir. 1993) (reversing informal agency adjudication for 

lack of a reasoned explanation and citing LTV Corp.); see also 2 Richard J. Pierce 

Jr., Administrative Law Treatise § 11.4 (5th ed. 2010) (“Since APA section 706 

requires courts to review all agency actions through application of the arbitrary and 

capricious test, all actions must satisfy the reasoned decision-making component of 

that test . . . .” (emphasis added)). 

The Service’s reliance on LTV Corp. is misplaced.  There, the Second 

Circuit had found agency action arbitrary and capricious because “the agency 
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procedures were inadequate in this particular case.”  496 U.S. at 653 (emphasis 

added).  The Supreme Court reversed, holding that under Vermont Yankee, a court 

is “not free to impose upon agencies specific procedural requirements that have no 

basis in the APA.”  Id. at 654.  But the Court emphasized that the reasoned-

explanation requirement has a different genesis (namely, Section 706 of the APA), 

and is permissibly applied even to informal adjudications.  Id.  That is why the 

Court noted that in the case before it, “unlike in Overton Park, the Court of 

Appeals did not suggest that the administrative record was inadequate to enable the 

court to fulfill its duties under § 706.”  Id. at 655.  Thus, it is not surprising that the 

D.C. Circuit cases cited above both rely on LTV Corp. in the course of holding that 

informal adjudications require a reasoned explanation under the APA. 

B. Congress Has Not Exempted Notices of Deficiency From The APA 

Because the APA plainly applies by its terms, the Service is forced to argue 

that the APA has been displaced by the Internal Revenue Code’s “deficiency 

procedures” (26 U.S.C. §§ 6211-16, 7522).  Br. 23, 33.  These provisions authorize 

the IRS to determine tax deficiencies (Sections 6211-12), establish a mechanism in 

the Tax Court for judicial review of Notices of Deficiency (Sections 6213-15), and 

establish certain requirements for Notices (Section 7522).  But none of these 

provisions exempts, much less “expressly” exempts (Section 559), the standard-of-
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review provision of the APA.  Accordingly, none of these provisions displaces the 

APA’s bedrock reasoned-explanation requirement. 

1. The Code’s Provisions Authorizing Judicial Review Of 
Notices Of Deficiency Do Not Displace The APA’s 
Substantive Standards For Judicial Review 

The IRS relies heavily on cases holding that “[t]he APA does not supplant 

existing statutory procedures for review.”  Br. 31 (emphasis added); see id. at 32 

(citing, e.g., Bowen v. Massachusetts, 487 U.S. 879 (1988) (deciding whether APA 

provision authorizing review of agency action in district courts displaced existing 

possibility of review in the Court of Claims)).  This argument is a strawman.  

QinetiQ agrees that the APA does not supplant the existing statutory procedure for 

review—that is why QinetiQ sued in the Tax Court (under the existing statutory 

procedure for review) rather than filing an APA action in district court, as the APA 

permits absent an adequate alternative forum.  See 5 U.S.C. § 703. 

The question presented here, rather, is whether the APA supplies the 

substantive standards of judicial review in a Tax Court proceeding under Section 

6213.  That is a distinct question.  And on that, the default rule is that the APA’s 

standards of judicial review apply.  As the Solicitor General explained for the 

government in Dickinson, the Supreme Court “has made clear that, ‘[i]n the 

absence of a specific command in [a relevant statute] to employ a particular 

standard of review’ of administrative action, that action ‘must be reviewed solely 
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under the . . . standard prescribed by the Administrative Procedure Act.’”  

Dickinson U.S. Brief 20 (alterations in original) (citations omitted).  The Court 

reiterated that rule in Dickinson, holding that “a reviewing court must apply the 

APA’s . . . review standards in the absence of an exception.”  Dickinson v. Zurko, 

527 U.S. 150, 154 (1999).   

Section 559 makes this clear.  It provides that the APA was not intended to 

“limit or repeal additional requirements imposed by statute or otherwise 

recognized by law.”  5 U.S.C. § 559 (emphasis added).  Far from meaning that the 

APA itself does not apply to pre-existing procedures, that language clarified that 

additional requirements beyond those imposed by the APA would remain in force 

in certain circumstances.  The question Section 559 raises is thus not whether the 

APA applies, but whether additional requirements were sufficiently well-

established at the time of the APA’s passage that they should continue to apply as 

well.  Accordingly, nothing in Section 559 relieves the IRS of having to meet the 

basic requirement in Section 706 of a reasoned explanation.  

Dickinson is not to the contrary.  There, the question was whether the 

Federal Circuit could use a “clearly erroneous” standard in reviewing Patent and 

Trademark Office decisions, given that that standard was less deferential to the 

agency than the APA’s “substantial evidence” standard.  527 U.S. at 154.  The 

Court assumed that the Federal Circuit’s “clearly erroneous” standard would 
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constitute an “additional requirement[]” for purposes of Section 559, because 

following it would mean that an agency not only had to meet the APA’s 

substantial-evidence standard (which all agreed would apply), but also ensure that 

its decisions were not clearly erroneous (an additional requirement).  Id. at 154-55.  

Ultimately, the Court held that the additional requirement had not been sufficiently 

established in 1946 to survive the APA’s passage.  Id. at 160-61.   

Unlike Dickinson, the dispute here is not over any home-grown additional 

requirement the Tax Court may wish to apply, but rather over whether the APA’s 

requirement (arbitrary-and-capricious review) applies.  Dickinson does not help the 

government on that point.  No one in Dickinson disputed that agency action that 

failed to meet the APA’s substantial evidence standard could be struck down; the 

question was simply whether agency action that met the substantial-evidence 

standard (and thereby satisfied the APA), but which was nevertheless clearly 

erroneous, could be struck down as well.  See id. at 162-63.  Dickinson therefore 

does not advance the government’s argument in this case at all. 

What is most telling about Dickinson, however, is the government’s own 

recognition in that case of the rule that the APA’s standards of review must apply, 

absent a specific statutory command to the contrary.  Dickinson U.S. Brief 20.  

Applying that rule here compels the conclusion that Notices of Deficiency must 

comply with the APA’s reasoned-explanation requirement. 
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2. Section 7522 Does Not Exempt A Notice of Deficiency From 
Section 706’s Standards For Judicial Review  

The IRS further argues that Section 7522 of the Revenue Code displaces the 

APA’s arbitrary-and-capricious standard.  See Br. 42-43.  Not so.  As Congress 

made clear, a provision cannot displace the APA unless it does so “expressly.”  5 

U.S.C. § 559.  Moreover, “implied repeals are disfavored and not presumed unless 

the legislative intent is ‘clear and manifest.’”  Howard v. Pritzker, 775 F.3d 430, 

437 (D.C. Cir. 2015) (quoting Hui v. Castaneda, 559 U.S. 799, 810 (2010)).  In 

effect, the Service is arguing that Section 7522—which was enacted in 1988, more 

than forty years after the APA—impliedly repealed the APA’s prohibition against 

arbitrary-and-capriciousness agency action.2    

Section 7522 does not “expressly,” much less “clearly and manifestly,” 

displace the APA.  Neither Section 7522 nor anything in its legislative history even 

mentions the APA.  Indeed, Congress not only declined to say it was displacing the 

APA (or any other law), but made clear it was not limiting the consequences of a 

failure to comply with the APA (or other laws).  If Congress had meant to address 

                                                 
2 The Service claims, without citation, that Section 7522 just “codif[ied] 

pre-existing case law.”  Br. 42.  That is incorrect.  See, e.g., Steve R. Johnson, 
Reasoned Explanation and IRS Adjudication, 63 Duke L.J. 1771, 1803 (2014) 
(“The landscape was altered by the enactment of I.R.C. § 7522 in 1988.”).  But it is 
also irrelevant, because, as we explain the text, Section 7522’s limitation on 
remedies is expressly confined to the requirements that Section 7522 itself  
imposes; it does not speak to, and thus cannot displace, the APA’s general 
standards of judicial review.     
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the consequences of an invalid notice generally in Section 7522, it would not have 

stated:  “An inadequate description under the preceding sentence shall not 

invalidate such notice.”  26 U.S.C. § 7522(a) (emphasis added).   

Nor is there anything incompatible between Section 7522 and the APA’s 

reasoned-explanation requirement.  Section 7522 is, by its terms, a “description” 

(id.) requirement.  It sets forth specific information covered notices must contain, 

including the specific “amounts” due and any “interest” thereon, “assessable 

penalties,” or “additions to the tax.”  Id.  Section 7522 does not speak to, or 

displace, the APA’s freestanding prohibition against arbitrary-and-capricious 

action and its requirement of a reasoned explanation for the agency’s action.  

Instead, Section 7522 simply imposes specific, additional requirements. 

In this regard, the Service is wrong that QinetiQ’s interpretation would 

“deprive § 7522 of meaning.”  Br. 41.  Section 7522 is given complete meaning 

under QinetiQ’s position.  For example, a covered notice might erroneously (under 

Section 7522) fail to specify the “interest” due, but still contain a reasoned 

explanation for the agency’s action.  Conversely, a covered notice may comply 

with Section 7522, but fail to contain any explanation.  The two requirements are 

independent and complementary.  It is the Service that asks this Court to re-write 

the law—by interpreting Section 7522 to repeal Section 706 of the APA. 
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C. The Service’s Policy Arguments Lack Merit 

What remains of the Service’s position is a series of policy arguments.  But 

policy arguments cannot override the APA’s statutory terms and, in any event, the 

IRS’s policy objections are unpersuasive. 

The Service argues that because the Tax Court redetermines the deficiency 

de novo, there is no reason to ensure that the Notice of Deficiency supplies a 

reasoned explanation to begin with.  Br. 50-52.  But that argument would defeat 

one of the central purposes of the APA—“to ensure that agencies follow 

constraints even as they exercise their powers.”  Fox Television Stations, 556 U.S. 

at 537 (Kennedy, J., concurring in part and concurring in the judgment; emphasis 

added).  One of those constraints is the requirement that agencies provide a 

“reasoned explanation” for their actions—at the time they act.  Id.  

The Service also ignores the predicament a taxpayer faces when it receives 

an ipse dixit Notice of Deficiency like the one here.  Applying the arbitrary-and-

capricious standard ensures that the IRS cannot just send out unexplained, 

indiscriminate Notices of Deficiency and put the burden on taxpayers to respond or 

pay up.  Nor, as the Tenth Circuit has held, can the IRS “make taxpayers haul it 

into the Tax Court to ascertain that it has ruled on a lawful request or discover 

what the rationale for its decision is.”  Fisher, 45 F.3d at 397.  Under the APA, all 
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agency action, including the issuance of a Notice of Deficiency, must be 

accompanied by a reasoned explanation.3 

It is hollow comfort to the recipient of an arbitrary notice to know that he or 

she can expend considerable time and resources litigating liability de novo in the 

Tax Court, incurring unrecoverable attorney’s fees to challenge a Notice of 

Deficiency that should never have been issued in the first place.  In some cases, the 

taxpayer will lack the resources to litigate in order to force the agency to explain its 

reasons in court.  In other cases, the game will not be worth the candle—a taxpayer 

faced with an arbitrary Notice that assesses a deficiency of $10,000 might well 

decide not to challenge it, because she will spend more on the challenge than she 

could possibly hope to save, no matter what the explanation.   

The IRS also argues that requiring the agency to explain its decisions will 

“hinder tax administration.”  Br. 51-52 (emphasis added).  But the reasoned-

explanation requirement is a “narrow” one,  which—while important—need not be 

difficult to meet.  Motor Vehicle Mfrs. Ass’n of U.S., Inc. v. State Farm Mut. Auto. 

Ins. Co., 463 U.S. 29, 43 (1983).  Moreover, the IRS’s own Manual already calls 

on Service personnel to provide the reasons for a deficiency, and the vast majority 

of Notices of Deficiency provide such an explanation.  See QinetiQ Br. 25-26. 

                                                 
3 The Service invites this Court to reject Fisher.  See Br. 37 n.11 (arguing 

that Fisher “should not be followed”).  But it offers no persuasive reason for 
creating a circuit split. 
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The complete lack of an explanation in the Notice here makes it an outlier.  

See Marie Sapirie, News Analysis: How Detailed Should Deficiency Notices Be 1, 

Tax Notes, Mar. 21, 2016 (noting that “[t]he notice at issue in QinetiQ is 

unusual”); id. at 3 (quoting Professor Steve R. Johnson for the proposition that 

“[t]he explanation that the IRS gave QinetiQ in the notice was ‘really bare bones,’” 

and that “QinetiQ is the best case the taxpayer is going to have on this issue”).  

Had the Service complied with its own Manual, there likely would have been no 

APA problem here.  And if requiring such compliance would really “hinder tax 

administration,” then it is tax administration—not the APA—that needs to change.  

D. QinetiQ Is Entitled To Relief On Its APA Claims 

The Service does not seriously contend that the Notice of Deficiency at issue 

contains a reasoned explanation that could satisfy the APA.  In a footnote, it 

suggests that “the notice of deficiency here did contain some explanation.”  Br. 49 

n.14 (emphasis added).  But the “explanation” for why QinetiQ’s deduction had 

been disallowed was simply that “you have not established that you are entitled to 

such a deduction.”  JA 240 ¶ 7(a).  “[S]ome explanation” indeed.4   

                                                 
4  The Service also vaguely refers to “communications before issuance of 

the deficiency.”  Br. 30 n.10.  But regardless of any arguments agency personnel 
may float in the course of considering or discussing an issue, the APA requires the 
agency to set forth its reasons in its final decision.  Moreover, the Tax Court has 
long held that looking behind the Notice of Deficiency is improper.  See 
Greenberg’s Express, Inc. v. Commissioner, 62 T.C. 324, 327 (1974). 
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While arbitrary-and-capricious review is “narrow,” it is meaningful, and it 

does require the agency to “articulate a satisfactory explanation for its action 

including a ‘rational connection between the facts found and the choice made.’”  

State Farm, 463 U.S. at 43 (citation omitted).  The Service offered no such 

explanation here.  Because the Notice flunks arbitrary-and-capricious review, it 

must be “h[e]ld unlawful and set aside.”  5 U.S.C. § 706(2).  This Court should 

remand to the Tax Court with instructions to do just that, making clear that a 

Notice of Deficiency that fails to provide even a minimally reasoned explanation 

for the deficiency it identifies cannot be a valid basis for assessment against a 

taxpayer. As the Supreme Court has instructed, “[t]he reviewing court should not 

attempt itself to make up for such deficiencies.”  State Farm, 463 U.S. at 43. 

For decades the APA has largely gone neglected in the Tax Court due to an 

assumption of tax exceptionalism that can no longer be accepted.  See Mayo 

Found. for Med. Educ. & Research v. United States, 562 U.S. 44, 55 (2011) (courts 

are not free “to “carve out an approach to administrative review good for tax law 

only”).  “Business as usual” is no longer an adequate response.  And looked at in 

the proper light, there is no legal, logical, or even policy reason for holding that 

Notices of Deficiency need not meet the minimum reasoned-explanation 

requirement that any other agency action must meet under the APA.  Because the 

Notice here does not meet that requirement, it cannot stand. 



19 

II. QINETIQ WAS ENTITLED TO A SECTION 83 DEDUCTION 

When it comes to the Section 83 deduction, the Service invokes the 

deferential standard of review that applies to a trial court’s factual findings.  But in 

fact, the Service abandons much of the Tax Court’s reasoning and asks this Court 

to adopt legal arguments that are inconsistent with the Tax Court’s findings.  

Under a correct legal understanding of Section 83, the record evidence makes it 

clear that QinetiQ was entitled to a Section 83 deduction for the stock at issue.   

A. The Stock Was Transferred In Connection With The 
Performance Of Services 

The Tax Court found that the Chin stock was “granted at the time [Chin] 

sign[ed] his employment contract,” not six days earlier as the Service now argues.  

JA 2261-62.  The Tax Court’s finding is amply supported by the record.  As the 

Tax Court recognized, Hume executed a Board consent document on December 

12, 2002, indicating that the Board “wished to offer for sale and issue” certain 

stock to Chin and Hume.  JA 2247 (emphasis added).  Hume’s intention to name 

Chin an officer pre-dates even that.  JA 469.  But while Hume expressed the desire 

to offer and issue stock on December 12, the record indicates that the stock was 

actually “transferred on December 18, 2002,” JA 2251—the same day that Chin 

signed the Employment and Shareholders Agreements. 

The IRS resists that factual finding, claiming that the stock was not granted 

when Chin signed his employment contract, but instead six days earlier.  Without 
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support in the Tax Court’s opinion, the IRS asserts the December 12 consent 

transferred “beneficial ownership” of the stock.  Br. 64-65.  But the record does not 

support that assertion; the December 12 consent indicated Hume’s willingness and 

authorization to transfer the stock, but it did not represent the actual consummation 

of a transfer.  For example, had Chin decided on December 15 that he did not want 

to work for DTRI, Hume—who retained sole control of DTRI at that point—would 

not have been bound to transfer the stock to him.5  At the very least, the Service 

has not shown that the Tax Court’s finding—that the stock was transferred at the 

time Chin signed his employment contract and received his shares on December 

18, see JA 2261, 2251—was clearly erroneous.   

It is unusual for a party to reject the factual findings of an opinion that went 

its way, but the Service has good reason to do so.  As QinetiQ argued in its 

opening brief, the Tax Court’s conclusions on the third and fourth factors in the “in 

connection with the performance of services” analysis—whether services were part 

of the consideration for the transferred property and what the employer intended in 

transferring that property—flowed from a misapplication of the law to the facts the 
                                                 

5 The Service invokes Theophilos v. Commissioner, 85 F.3d 440, 444 n.12 
(9th Cir. 1996), but that case just demonstrates that something more than a board’s 
intent to enter into a contract is necessary.  In Theophilos, the Ninth Circuit 
rejected the argument that a beneficial ownership transferred before the 
shareholder agreement was signed, relying on a Tax Court decision that found no 
transfer of property under Section 83(a) could occur until the parties “actually 
consummated the contemplated . . . transaction in writing.”  Id. at 448 (quoting 
Culp v. Commissioner, 58 T.C.M. (CCH) 207, 211 (1989)).     
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Tax Court had found.6  The Service’s challenge to the Tax Court’s date-of-transfer 

finding represents its (unsuccessful) attempt to circumvent those legal errors.   

First, on whether services were provided as consideration for the stock, the 

Tax Court erroneously believed that, as a matter of law, an employee’s monetary 

payment for stock must be considered the only consideration for that stock.  See 

QinetiQ Br. 37-40.  That is not the law.  Even if the $450 par value payment had 

represented the full monetary value of the stock, Section 83 applies, according to 

the Treasury Department’s own regulation, because it was Chin’s agreement to 

work for DTRI that enabled him to acquire the stock at all.  See Treas. Reg. § 1.83-

2(a) (“The fact that the transferee has paid full value for the property transferred 

. . . does not preclude the use of the election as provided for in this section.”).   

The Service responds that “[t]he contemporaneous documentation, i.e., the 

December 12, 2002 consent” did not “link[] issuance of the stock to the 

performance of services.”  Br. 61.  But that ignores the fact—which the Service 

does not dispute—that only employees were given the opportunity to purchase 

stock.  And more importantly, the Service’s argument ignores the Tax Court’s 

factual finding that the stock was transferred on December 18.  Accepting the 

December 18 transfer date (as this Court must under the clearly-erroneous 

                                                 
6   The Service does not dispute that no single factor is determinative in this 

analysis.  See QinetiQ Br. 36. 



22 

standard), the same-day Employment and Shareholders Agreements provide the 

necessary link between the sale of the stock and the provision of services.   

Second, on the employer’s intent in transferring the stock, the record is 

equally clear.  The Shareholders Agreement expressed DTRI’s intent to “limit 

ownership of the Stock to Shareholders who are employees of the Corporation.”  

JA 254 ¶ 68.  The IRS does not dispute that the Shareholders Agreement expressed 

this intent—it simply claims the Shareholders Agreement is irrelevant because it 

was signed after the stock had already been issued.7   

On both of these factors, therefore, the Service’s legal arguments depend on 

establishing that the Tax Court committed clear error in finding that the stock was 

transferred on December 18.  Because the IRS makes no such showing, its 

arguments amount to nothing.  Neither the Tax Court nor the Service has provided 

a cogent factual explanation or legally defensible argument that the Chin stock 

purchase had no connection with the performance of services.  

The bottom line is that Chin received DTRI stock through a garden-variety 

Section 83 transfer, in which an employer entices a key executive to join by 
                                                 

7 The IRS also argues that later restrictive stock grants show that DTRI 
knew how to make grants in connection with the provision of services when it 
wanted to do so.  Br. 62-63.  As QinetiQ has explained, however, DTRI simply 
treated different scenarios differently: voting stock was outstanding from the outset 
(so that it could be voted), subject to a risk of forfeiture, while nonvoting stock 
owned by employees other than the founders could be subject to a gradual vesting 
process with no back-end forfeiture provision.  See QinetiQ Br. 44-45.  Each class 
of DTRI stock should be judged on its own merits under Section 83. 
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offering equity, and ties that equity to a forfeiture provision giving the executive 

incentive to stay.  The Tax Court and Service have tried to portray this transaction 

as something else:  a $450 investment that generated a more-than-100,000-fold 

return in less than seven years but that was not connected to Chin’s agreement to 

work at the company, and thus would have been open to anyone, senior executive 

or not.  That view defies common sense, and finds no support in the record.   It was 

clear error to conclude that Chin’s $450 par value payment was the sole reason he 

received a 49% stake in DTRI. 

B. Chin’s Stock Was Subject To A Substantial Risk Of Forfeiture 

The Service’s arguments on the “substantial risk of forfeiture” prong fare no 

better.  On appeal, the Service primarily relies on the parties’ stipulation about 

what Chin and Hume would have testified to if called at trial, but the Service 

overstates the content and significance of that stipulation. 

1. The Stipulation Is Not Controlling 

The Service’s primary argument here is that the parties stipulated that Chin 

and Hume, if called at trial, would have testified that the Chin stock was not 

subject to a substantial risk of forfeiture.  See Br. 56-59.   

But the stipulation says no such thing.  It states only that Hume and Chin 

would testify that “their ownership interests in the Class A and Class B stock of 

DTRI subscribed to in December 2002, is consistent with representations made by 
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DTRI, Hume and Chin of outstanding ownership in such stock on all Federal tax 

filings . . . during the pre-merger period.”  JA 1972.  Contrary to the Service’s 

implicit (but essential) suggestion, those tax filings made no representations about 

whether that outstanding stock was subject to a risk of forfeiture.8  The filings 

simply described each “Shareholder’s percentage of stock ownership for tax year,” 

without any discussion of whether that stock was subject to a substantial risk of 

forfeiture.  See, e.g., JA 655 (2002), JA 668 (2003), JA 708 (2004).   

Nor did the instructions that the forms filed by Chin and Hume referenced, 

see, e.g., JA 655, indicate that a representation about outstanding ownership on the 

form included a subsidiary representation that that ownership was not subject to 

forfeiture.  See, e.g., IRS, 2003 Shareholder’s Instructions for Schedule K-1 (Form 

1120S), https://www.irs.gov/pub/irs-prior/i1120ssk--2003.pdf . 

9 

                                                 
8 The IRS also seems to suggest that the stipulation is relevant to the “in 

connection with the performance of services” prong of the analysis.  See Br. 58.  
As with the risk of forfeiture, the tax filings made no representations about the 
reasons for the stock transfer, and the stipulation that Hume and Chin would testify 
consistently with the representations about ownership made in the tax filings is 
therefore irrelevant for that prong as well.  

9 The IRS also claims Chin and Hume represented that the stock was fully 
vested in correspondence with the Service related to DTRI’s S corporation status, 
citing a 51-page range in the joint appendix without actually identifying a single 
such representation.  Br. 57.  As with the “representations” the Service purports to 
find in the tax filings, those claimed representations simply do not exist 
(presumably explaining the Service’s vague citation format).    

https://www.irs.gov/pub/irs-prior/i1120ssk--2003.pdf
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The IRS points to Treasury Regulation § 1.1361-1(b)(3), under which a 

shareholder is ignored for certain limited tax purposes if the shareholder’s stock 

was issued in connection with the performance of services and is substantially non-

vested.  But while the Service relied heavily on that regulation below, the Tax 

Court did not invoke it.  See Br. 59 n.16.  For good reason.  That DTRI made an 

error in determining the implications of its outstanding ownership for subchapter S 

purposes does not change the representations that it actually made.  And it is only 

the representations—not the underlying tax treatment—that the parties stipulated 

about.  DTRI’s error in providing Chin a Schedule K-1 during certain of the years 

in question is properly addressed in resolving the duty-of-consistency argument, 

discussed below; but it simply has no bearing on the issue here. 

2. The Service’s Remaining Arguments Lack Merit 

The Service argues that the risk of forfeiture imposed by the Shareholders 

Agreement was irrelevant because it was imposed six days after Chin acquired the 

stock.  Br. 64-65.  But here again, the Service’s argument depends on a showing 

that the Tax Court clearly erred in finding that the stock was transferred when the 

agreements were signed.  JA 2261, 2251.  And here again, without a showing of 

clear error (which the Service cannot make), the Service’s argument fails. 

The Service argues that Chin was a substantial minority shareholder and that 

circumstances made it unlikely the forfeiture provision would be enforced against 
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him.  That Chin owned a minority stake, however, does not make it unlikely that 

the forfeiture provision would be enforced against him.  Indeed, the Treasury 

regulations provide an analogous example:  Where an employee owns 20% of a 

company’s stock, and an unrelated individual owns the remaining 80%, the 

employee can be subject to a substantial risk of forfeiture notwithstanding his 

significant ownership.  See Treas. Reg. § 1.83-3(c)(3).  For purposes of the risk-of-

forfeiture analysis here, there is no difference between a 20% stake and a 49% 

stake—the crucial point is that an unrelated individual owns a majority stake and 

controls whether the forfeiture provision will be enforced. 

The Service points to the supposedly “close work relationship” between 

Hume and Chin after Chin joined the company.  Br. 46 (citing Tax Court).  But 

that argument rests on an impermissible hindsight analysis; Treasury’s own 

regulations provide that the question is whether “at the time of transfer the facts 

and circumstances demonstrate that the forfeiture condition is unlikely to be 

enforced.”  Treas. Reg. § 1.83-3(c)(1) (emphasis added).  Pointing to the work 

relationship after the transfer is out of bounds.  And that makes sense.  The risk-of-

forfeiture analysis must be done looking forward—before it is known whether 

there is in fact any forfeiture. 

The Service defends the Tax Court’s hindsight review (Br. 68 n.20), arguing 

that the “shareholders’ relationship and their history” is relevant under that 



27 

Treasury Regulation 1.83-3(c)(3).  But the regulation is referring to pre-transfer 

history (available “at the time of the transfer”).10  The post-transfer relationship 

between Chin and Hume, as well as Chin’s post-transfer contributions to the 

company, is clearly off-limits under Treasury Regulation § 1.83-3(c)(1).  Under 

any other interpretation, no start-up executive would ever be subject to Section 83 

once he performs well and works closely with senior management—a result 

directly at odds with the Section 83’s core purpose.   

III. THE COURT SHOULD NOT DECIDE THE DUTY OF 
CONSISTENCY ISSUE IN THE FIRST INSTANCE 

The Service lastly suggests this Court affirm on the alternative ground that 

the duty of consistency forecloses QinetiQ’s position.  This Court ordinarily does 

not decide issues in the first instance, and there is no reason to do so here. 

The duty of consistency applies only where the Commissioner relied on a 

prior representation to his detriment.  See, e.g., Eagan v. United States, 80 F.3d 13, 

16-17 (1st Cir. 1996); Estate of Letts v. Commissioner, 109 T.C. 290, 296 (1997).  

Here, the IRS has not shown that DTRI’s allegedly erroneous tax treatment caused 

it any financial detriment.  See JA 1933.  Resolving that issue would, at a 

minimum, require analysis of DTRI’s earlier tax filings—which the IRS simply 

ignores in its scant discussion of the duty here. 

                                                 
10 Because the stock was granted as part of the founding of DTRI, there was 

no pre-transfer history of enforcement for the Tax Court to look to in this case. 
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Moreover, the duty of consistency is a discretionary doctrine and, as such, 

entrusted to the Tax Court’s discretion in the first instance.  That discretion 

includes the right to limit any remedy to making the IRS whole, if in fact the 

Service were able to point to any financial detriment to the government.  

Accordingly, if this Court reaches the Section 83 issue and agrees with 

QinetiQ that the Tax Court erred in denying the deduction, it should remand for 

consideration of the Service’s duty-of-consistency argument. 

CONCLUSION 

The judgment of the Tax Court should be reversed. 
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 Gregory G. Garre 
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