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IN THE UNITED STATES COURT OF APPEALS 
FOR THE FOURTH CIRCUIT 

 
No. 15‑2192 

 
QINETIQ U.S. HOLDINGS, INC. & SUBSIDIARIES,  

 
Petitioner-Appellant 

 
v. 
 

COMMISSIONER OF INTERNAL REVENUE, 
 

Respondent-Appellee 
 

ON APPEAL FROM THE DECISION OF 
THE UNITED STATES TAX COURT 

 

BRIEF FOR THE APPELLEE 
 

STATEMENT OF JURISDICTION 

On March 26, 2013, the Commissioner mailed a notice of 

deficiency under § 6212 of the Internal Revenue Code of 1986 (26 

U.S.C.) (the Code or I.R.C.) to QinetiQ U.S. Holdings, Inc. and 

Subsidiaries (taxpayer), determining a deficiency of $13,902,087 in its 

federal income tax for the taxable year ended March 31, 2009 (the year 
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2009).  (JA240, 443-62.)1  On June 24, 2013, the 90th day after the 

mailing of the notice of deficiency, see I.R.C. § 6213(a), taxpayer filed a 

timely petition in the Tax Court, seeking redetermination of the 

deficiency.  (JA6-20.)  The Tax Court had jurisdiction under §§ 6213(a), 

6214, and 7442 of the Code.   

On July 6, 2015, the Tax Court entered its decision, upholding the 

deficiency.  (JA2273.)  The decision is a final, appealable order.  On 

October 2, 2015, within 90 days after entry of the decision, see I.R.C. 

§ 7483; Fed. R. App. P. 13(a)(1)(A), taxpayer filed a timely notice of 

appeal.  (JA2274.)  This Court’s jurisdiction rests upon § 7482(a)(1) of 

the Code.   

STATEMENT OF THE ISSUES 

1. Whether the Tax Court correctly rejected taxpayer’s 

challenge to the sufficiency of the notice of deficiency under the 

Administrative Procedure Act (APA). 

                                      
1 “JA” references are to the joint appendix.  “Doc.” references are 

to the documents of record not contained in the appendix, as numbered 
by the Clerk of the Tax Court.   
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2.  Whether the Tax Court correctly determined that taxpayer 

is not entitled to a deduction in 2008 for employee compensation under 

§ 83(h) of the Code respecting corporate stock issued to Julian Chin in 

2002, due to its failure to prove that the stock was transferred “in 

connection with the performance of services,” see I.R.C. § 83(a), and was 

“subject to a substantial risk of forfeiture,” see I.R.C. § 83(a), (c)(1).   

STATEMENT OF THE CASE 

A. The nature of the case and the course of 
proceedings below 

Taxpayer brought this suit in the Tax Court to contest a 

$13,902,087 income tax deficiency for its taxable year 2009, during 

which it acquired by merger Dominion Technology Resources, Inc. 

(DTRI).  Taxpayer contested the denial of a salary or wage deduction of 

$117,777,501 under § 83(h) of the Code for certain stock DTRI had 

issued to its founding shareholders, Thomas G. Hume and Julian Chin, 

in 2002, in return for their payment of par value.2   

                                      
2  Other adjustments either were not contested or were correlative 

adjustments flowing from the disallowance of the § 83 deduction.  
(JA241, 2244 n.2.)   
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Taxpayer moved to dismiss its own petition, contending that the 

notice of deficiency was invalid.  It asserted that the APA required the 

notice to contain a reasoned explanation of the deficiency determination 

and that none was set forth.  (Docs. 6, 7.)  The Commissioner opposed 

this motion, contending that the specific requirements set forth in the 

Code’s provisions regarding deficiency notices applied in lieu of a 

“reasoned explanation” requirement under the APA, but also denying 

that any failure occurred respecting the notice.  (Doc. 13.)  The Tax 

Court (Judge Joseph R. Goeke) denied the motion to dismiss, concluding 

that the notice of deficiency was not invalid.  (JA235-37.)   

On the merits, taxpayer conceded that the § 83(h) deduction was 

not allowable respecting DTRI shares held by Hume, its majority 

shareholder.3  (JA241-42, 2224)  A $58.8 million deduction for the Chin 

stock remained in dispute.  (JA1948.)  The parties submitted the case 

without trial under Tax Court Rule 122 on the basis of stipulations of 

fact and accompanying exhibits.  (JA2242.)   

                                      
3 Under Treas. Reg. § 1.83-3(c)(3), stock held by the owner of a 

controlling interest in a corporation is not considered subject to a 
substantial risk of forfeiture. 
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The Tax Court determined that no deduction was allowable under 

§ 83(h) for the Chin stock.  (JA2243-72.)  In its view, taxpayer failed to 

prove both that the stock was transferred in connection with the 

performance of services (JA2261-66) and that it was subject to a 

substantial risk of forfeiture (JA2266-72).  The court accordingly 

entered its decision, upholding the deficiency.  (JA2273.)  Taxpayer now 

appeals. 

B. The relevant facts  

1. History of pre-merger DTRI 

a. DTRI’s formation and initial issuance 
of stock 

Hume originally incorporated DTRI, a Virginia corporation, in 

March 2002, as Thomas G. Hume, Inc. (TGH).  (JA245.)  Although it 

was authorized to issue 5,000 shares of common stock upon its 

incorporation, TGH did not then issue any shares.  (JA246.)   

Hume promptly filed, and the IRS approved, an election to treat 

TGH as an S corporation under Subchapter S of the Code, I.R.C. 

§§ 1361–1379.  Consequently, its income and deductions were to be 

passed through and taxed to its shareholders, rather than being taxed 

at the corporate level.  (JA246-47, 466-67.)  In making that election, 
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Hume indicated that he was TGH’s sole shareholder, owning 5,000 

shares, although such shares had not been issued.  (Id.)   

Later in 2002, Chin joined the business as a “founder[ ].”  (JA468-

72, 2246.)  On December 6, 2002, Hume and his wife, as TGH’s 

directors, filed articles of amendment changing the corporation’s name 

to DTRI and authorizing an increase in common stock from 5,000 

shares to 20,000 shares, which included 15,000 shares of class A voting 

stock and 5,000 shares of class B nonvoting stock.  (JA247-48, 473-480.)  

On December 7, 2002, Hume’s wife resigned from DTRI’s board, leaving 

Hume as the sole director.  (JA248.)  Hume was DTRI’s president and 

chief executive officer, and Chin became its executive vice-president and 

chief operating officer.  (JA257.) 

On December 9, 2002, Hume paid $450 as par value consideration 

for 4,500 shares of DTRI class A common voting stock, and Chin paid 

$450 as par value consideration for 4,455 shares of DTRI class A 

common voting stock and 45 shares of DTRI class B common nonvoting 

stock (the Chin stock).  (JA250.)4  No documentation associated with 

                                      
4 Stock splits later increased the number of shares, but without 

altering the percentages of voting shares held by each.  (JA2247 n.5.) 
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this transaction indicates that the stock was transferred in connection 

with services.   

On December 12, 2002, Hume as sole director executed a consent 

in lieu of a meeting of the board of directors (the December 12, 2002 

consent) (JA250-52, 503-07), which stated that DTRI wished to issue 

and offer for sale shares of class A and B common stock.  That 

December 12, 2002 consent listed Hume and Chin as persons wishing to 

subscribe to shares, listed the number of shares for which they had paid 

by their names, and resolved that subscriptions for the shares listed 

were accepted.  (Id.)  It further authorized delivery of certificates to 

each for the “appropriate number of shares of common stock, fully paid 

and non-assessable.”  (Id.)  Attached to that consent were letters from 

Hume and Chin, acknowledging their subscription to the number of 

shares for which they had paid on December 9, 2002, and representing 

that the stock was purchased for “investment and not for the purpose of 

distribution or resale.”  (JA252-53, 508-09.) 

The December 12, 2002 consent authorized DTRI, at an 

unspecified later date, to enter into (i) employment and shareholders 

agreements with Hume and Chin and (ii) employment agreements and 
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restrictive stock agreements with certain other DTRI employees.  

(JA506.)  It did not, however, contain any provision for forfeiture of 

stock or any other penalty if Hume or Chin failed to execute such 

agreements.  (JA503-07, 2248.)  Nor did it link issuance of their stock to 

services.  (Id.) 

b. DTRI’s agreements with its founding 
shareholders and other employees  

On December 18, 2002, Hume, Chin, and DTRI entered into a 

Shareholders Agreement.  (JA253, 510-26.)  Consistent with the 

December 12, 2002 consent, the Shareholders Agreement stated that 

“Hume and Chin each own the number of shares of common stock of the 

Corporation, all stock being fully paid and non-assessable, as is set out 

beside their names.”  (JA510.)  

The Shareholders Agreement expressed the parties’ desire to limit 

stock ownership to DTRI employees (JA254, 514), as well as their belief 

that restrictions to accomplish that result would be in “their mutual 

best interest” so that “continuity of harmonious management [would be] 

assured.”  (JA254, 510.)  Paragraph 3.1 permitted Hume and Chin, 

however, to transfer shares as gifts or for value while they remained 

employees, subject to requirements that the corporation and the other 
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shareholder be given notice and rights of first refusal.  Under 

paragraph 2, any transferee was required to become bound by the 

Shareholders Agreement.  (JA512.)  Paragraph 7 provided that a 

shareholder whose employment terminated would be deemed to have 

offered to sell his stock to the corporation at an “Agreement Price.”  The 

Agreement Price was to be reduced by various amounts in certain 

circumstances, such as in case of a voluntary departure before serving 

20 years, termination for cause, or engaging in competition, but not for 

termination without cause or disability.  (JA255, 514-17.)  The 

Shareholders Agreement bound both Chin and Hume to the same 

terms, and any “change, alteration, or modification” had to be “in 

writing and signed by all of the parties.”  (JA520-21.)   

On December 18, 2002, Hume and Chin also each entered into 

separate, but parallel, employment agreements with DTRI.  (JA527-42.)  

These agreements, which indicated that they contained the parties’ 

“entire understanding” respecting the subject matter, contained no 

mention of stock having been transferred in connection with the 

performance of services.  (See id.; JA2251.)  Also on December 18, 2002, 

Hume and Chin received certificates for the shares they had purchased, 
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which bore a legend stating the stock was restricted, but in accordance 

with the Shareholders Agreement.  (JA257.) 

DTRI did not enter into restrictive stock agreements with Hume 

or Chin relating to the stock issued to them in December 2002.  

(JA2251.)  DTRI, however, did enter into other restrictive stock 

agreements.  Between December 2002 and January 2004, restricted 

class B stock was granted to several other employees upon joining 

DTRI, but only after each executed an employment and restrictive stock 

agreement that explicitly stated that stock was granted in consideration 

of employment.  (See JA257-61, 552-610, 2251.)  Between December 

2005 and December 2007, moreover, DTRI made additional grants of 

restricted class B common stock to certain key employees, including 

Hume and Chin, who were each granted 275,000 restricted shares of 

class B stock.5  (JA261-63, 2252.)  Each grant was subject to restrictions 

imposed under a restrictive stock agreement that made it clear that the 

transaction was made in connection with the performance of services 

and that the shares would vest over time only if the recipient remained 

                                      
5 This later restricted grant to Chin is separate from the stock 

issued to him in 2002, which we refer to as “the Chin stock.” 
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an employee.  (JA260-62; e.g., JA619, 633-47.)  These later grants of 

restricted stock specified the limited nature of the recipient’s interest in 

the stock before it vested, explaining that the grantee would “have no 

rights as a shareholder of DTRI” before vesting, that nonvested shares 

would be “be held by DTRI in the form of non-certificated shares until 

they are fully vested,” and that they would be cancelled if the grantee’s 

employment terminated before vesting.  (E.g., JA634-35; JA2253.)   

c. DTRI’s, Hume’s, and Chin’s tax filings 

As an S corporation, which is a passthrough entity, DTRI did not 

pay income tax at the corporate level.  Rather, its shareholders reported 

their respective shares of DTRI’s income on their returns and paid tax 

on that income.  (JA648-784, 2254.)  From 2002 to 2006, DTRI filed 

Forms 1120S on which it reported the income and deductions allocable 

its shareholders, as well as yearly Schedules K-1 reporting each 

shareholder’s distributive share of such items.  (JA263, 648-784.)  In its 

tax reporting for these years, DTRI consistently treated Hume and Chin 

as vested owners of the stock they received in December 2002, 

allocating distributions in accordance with such ownership.  (Id.)  On 

their individual returns for the years 2002 through 2006, Hume and 
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Chin likewise reported such distributions and paid tax accordingly.  

(JA2275-2416, 2556-2659, 2257.)   

Although DTRI had elected S corporation status in 2002, its 

issuance of class B stock violated restrictions on S corporations.  

(JA836-48); I.R.C. § 1361(b)(1)(D).  On December 8, 2006, DTRI revoked 

its S status election, effective January 1, 2007 (JA799-80) and filed 

Form 1120 as a C corporation for 2007 (JA801-35).  On June 19, 2008, 

DTRI filed a request for a private letter ruling from the IRS, seeking 

relief from inadvertent termination of its S status under § 1362(f).  

(JA836-850).  In that request, DTRI again represented that the shares 

issued to Hume and Chin in December 2002 were fully owned 

outstanding shares.  (JA838, 850.)  On December 15, 2008, the IRS 

issued a private letter ruling granting that relief and providing that 

DTRI would be treated as having remained an S corporation from 

March 13, 2002 through January 1, 2007.  (JA851-55.) 

In this case, the parties stipulated that: 

[i]f called to testify, Hume and Chin would testify that, 
during the period beginning in December 2002 until the 
merger of DTRI with petitioner in August 2008 (“the pre-
merger period”), their ownership interests in the Class A and 
Class B stock of DTRI subscribed to in December 2002, is 
consistent with representations made by DTRI, Hume and 
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Chin of outstanding ownership in such stock on all Federal 
tax filings made by DTRI, Hume and Chin during the pre-
merger period. 

(JA1972.)  

2. The merger 

In early 2008, taxpayer proposed to acquire DTRI for between $70 

and $80 million.  (JA271.)  At the outset of negotiations, DTRI 

represented that only some class B stock was nonvested.  (JA861.)  On 

August 4, 2008, taxpayer, Project Black Acquisition Corp. (taxpayer’s  

subsidiary), DTRI, Hume, and Chin entered into a plan of merger under 

which taxpayer would acquire all of DTRI’s outstanding stock for $123 

million.  (JA274, 279.)  Only as negotiations came to an end, and the 

$123 million price was reached, did a DTRI document first suggest that 

the stock Chin and Hume acquired in 2002 was transferred in 

connection with the performance of services and subject to a substantial 

risk of forfeiture.  (JA275, 1841, 2256.)   

The merger transaction closed on October 17, 2008.  (JA279.)  

Three DTRI consents in lieu of meetings were executed the same day, 

all of which were effective immediately before the closing.  (JA276-79.)  

First, DTRI’s board executed a consent waiving DTRI’s rights with 

respect to any stock transfer restrictions.  (JA276-77, 1898-1900.)  
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Second, the shareholders of DTRI’s class A voting stock executed a 

consent waiving the restrictions in the Shareholders Agreement.  

(JA278, 1901-02.)  Finally, a consent of DTRI’s board stated that certain 

DTRI employees had been granted class B restricted common stock that 

remained only partially vested, and such shares were vested.  (JA279, 

1903-04.) 

3. The merger-year tax reporting and the 
notice of deficiency  

For its taxable year ended March 31, 2009, taxpayer claimed a 

$117,777,501 deduction under § 83(h), reflecting the difference between 

the value of the class A stock and Chin’s 55 shares of class B stock in 

October 2008 and the amount Chin and Hume paid for those shares in 

2002.  (JA2245, 2258-59.)  The deduction was premised on the claim 

that the stock Hume and Chin received in 2002 was transferred in 

connection with services and remained substantially nonvested until 

October 2008.  (JA279-80, 2258-59.)  On their individual returns for 

2008, Hume and Chin reported as ordinary income (under § 83(a)) their 

respective shares of the $117,777,501 for which taxpayer claimed the 

§ 83(h) deduction.  (JA2437-2510, 2660-2712.)  
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Upon audit, the Commissioner explained his proposed 

adjustments, which, as relevant here, included disallowing the § 83(h) 

deduction.  (JA42-224.)  The notice of deficiency reflected this 

determination.  (JA447-48.)  

Meanwhile, once apprised that the Commissioner had questioned 

taxpayer’s § 83(h) deduction, Hume and Chin filed protective refund 

claims.  They asserted that the $117,777,501 they had collectively 

received in 2008 was long-term capital gain from sale of their DTRI 

stock to taxpayer, not ordinary income from wages.  (JA2511-55, 2713-

40, 2258.)   

4. The Tax Court proceedings 

a. Taxpayer’s challenge to the validity of 
the notice of deficiency 

Taxpayer filed a petition in the Tax Court, contesting the 

deficiency (JA6-20) and then moved to dismiss its own petition (Docs. 6, 

7).  It sought to have the Tax Court invalidate the notice of deficiency as 

arbitrary and capricious under 5 U.S.C. § 706(2)(A) for an asserted lack 

of a reasoned explanation of the adjustments.  (JA236.)  The 

Commissioner opposed this motion, contending the adequacy of the 
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notice was governed by the Internal Revenue Code, not the APA, and 

denying that any failure occurred.6  (Doc. 13.)   

The Tax Court denied the motion to dismiss.  It found that the 

notice was not “arbitrary and capricious because [it] served its purpose 

by notifying [taxpayer] that a deficiency had been determined and 

giving [taxpayer] the opportunity to petition this Court for 

redetermination of the proposed deficiency.”  (JA236.)  The court noted 

that it had long declined to “hold a notice invalid just because it is 

succinct.”  (JA236.)  The court further opined that the “arbitrary and 

capricious argument is irrelevant because the APA judicial review 

procedures do not supplant this Court’s longstanding de novo review 

procedures.”  (Id.)  The Tax Court acknowledged the Supreme Court’s 

stated reluctance to “‘carve out an approach to administrative review 

good for the tax law only’” (JA236, quoting Mayo Found. for Med. Educ. 

and Research v. United States, 562 U.S. 44, 55 (2011)), but it considered 

taxpayer’s reliance on Mayo “misplaced” (JA236).  The Tax Court 

                                      
6 The Commissioner also pointed out that the adjustments had 

been thoroughly explained in several detailed reports, presentations, 
and rebuttals made by Examination throughout the audit and appeal to 
the IRS Office of Appeals.  (See JA42-234.)   
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pointed out that Mayo involved administrative “rulemaking only.”  (Id.)  

It therefore held that Mayo was not relevant and did not “overrule more 

than 85 years of jurisprudence and practice [in the Tax Court] 

reviewing deficiency determinations de novo.”  (Id.)  The court 

concluded that it is “well settled that the APA does not apply to 

deficiency cases in this Court.” (Id.)  

The Tax Court denied requests by both parties for summary 

judgment or partial summary judgment.  (JA238, 1950, 1960.)  The case 

was later submitted to the court on a stipulated record under Rule 122.  

(JA2239-42.)  Taxpayer conceded the deduction for the Hume stock 

(JA241-42), leaving only the Chin stock in dispute.   

b. The opinion on the merits 

The Tax Court held taxpayer was not entitled to the claimed 

§ 83(h) deduction.  (JA2258-72.)  The court found that taxpayer had not 

carried its burden of showing that the Chin stock (1) was transferred in 

connection with the performance of services and (2) remained subject to 

a substantial risk of forfeiture until 2008.  (JA2259-61.)  
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(i)   Failure to show that the stock was 
transferred “in connection with 
the performance of services” 

The court explained that whether the Chin stock was transferred 

“in connection with the performance of services” under § 83(a) was a 

question of fact.  (JA2261.)  It considered four factors identified in the 

case law to guide its inquiry:  

(1) whether the property right is granted at the time 
the employee . . . signs his employment contract; 

(2) whether the property restrictions are linked 
explicitly to the employee’s . . . tenure with the employing 
company; 

(3) whether the consideration furnished by the 
employee . . . in exchange for the transferred property is 
services; and 

(4) the employer’s intent in transferring the property. 

(JA2261-62.)  

The court observed that the Chin stock was transferred near the 

time the Shareholders Agreement and Chin’s employment agreement 

were executed, which suggested that the first factor was met.  (JA2262.)  

Regarding the second factor, the court also noted that the Shareholders 

Agreement linked Chin’s rights in stock to his continued employment, 
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by requiring him to relinquish his shares at a discounted price, based on 

the duration of his employment, if he left DTRI.7  (JA2263.) 

The court concluded that the remaining two factors were not 

present.  Regarding the third factor, it found that taxpayer failed to 

produce evidence to support its contentions that Chin’s services served 

as the consideration furnished in exchange for the stock or that the 

$450 Chin paid for the stock “should not be considered an 

entrepreneurial investment . . . representing the true consideration” for 

the stock.  (JA2263.)   

Regarding the fourth factor, the court found that taxpayer had 

also failed to establish DTRI’s intent to transfer the stock in connection 

with the performance of services.  The court opined that taxpayer could 

not speak with certainty to DTRI’s intent, because taxpayer held no 

interest in DTRI until October 2008 and was not a party to the 

discussions or agreements when the Chin stock was issued.  (JA2263-

64.)  The court relied on several facts.  It noted that Hume and Chin – 

                                      
7  The court opined, however, that these terms did not necessarily 

mean that the Chin stock was subject to a substantial risk of forfeiture.  
(JA2263.) 
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who were parties to the relevant agreements and discussions – had 

represented, from 2002 through 2008, that Chin had “outright 

unrestricted ownership” of the stock.  (JA2264.)  Moreover, DTRI had 

made consistent representations during that period, including 

distributing income and losses to Chin as if he had been the owner of 

fully vested and outstanding stock.  (Id.)  “Chin, in turn, [had] received 

his share of” DTRI’s profits “and reported those distributions on his 

individual income tax returns,” as reflected in the federal tax filings.  

(Id.)  DTRI, Hume, and Chin also consistently treated the Chin stock as 

fully-owned, vested stock of DTRI in corporate documents.  (Id.)  Chin 

had also voted and signed corporate documents as an owner of Class A 

stock from 2002 through 2008.  (JA2265.)  

The court also found it significant that, in all other situations 

where DTRI transferred stock to employees in connection with 

performance of services, DTRI prepared restrictive stock agreements 

specifically stating that the stock grants were made “in consideration of 

the employment” and that the respective employment agreements also 

expressly stated that the stock was granted for the performance of 

services.  (Id.)  In contrast, neither the Shareholders Agreement nor 
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Chin’s employment agreement tied the Chin stock to services.  (Id.)  On 

these facts, the court found taxpayer had not met its burden of proving 

that the Chin stock was transferred “in connection with the 

performance of services” under § 83(a).  

(ii)    Failure to show that the stock 
remained subject to a substantial 
risk of forfeiture 

The court went on to determine that, in any event, taxpayer had 

not shown that the Chin stock remained “subject to a substantial risk of 

forfeiture” under § 83(a) and (c)(1) until 2008, because any forfeiture 

provision was unlikely to be enforced against Chin.  (JA2226.)  The 

court relied on factors established by Treas. Reg. § 1.83-3(c)(1) for 

evaluating the likelihood of forfeiture by a shareholder who owns a 

significant percentage of voting stock.  Those factors include the 

employee’s status within the corporation; his relationship with officers, 

directors and other shareholders, including the extent of their relative 

control over the corporation; and the corporation’s history of enforcing 

such restrictions.  (JA2267.)   

Applying these factors, the court found that taxpayer had not 

shown that the Chin stock was subject to a substantial risk of forfeiture.  
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(JA2269-70.)  The court disagreed with taxpayer’s assertion that Chin 

lacked the ability to have the restrictions in the Shareholders 

Agreement modified, canceled, or waived simply because Hume held a 

very slight majority of voting stock.  The court observed that taxpayer 

had produced no evidence that (1) DTRI transferred class A (voting) 

stock to any other employees in connection with the performance of 

services; (2) any class A stock was subject to a substantial risk of 

forfeiture; or (3) any restrictions on class A stock were ever actually 

enforced.  (JA2268.)  The court emphasized that Hume and Chin had a 

close working relationship and that Chin held “a vital role within DTRI 

as the executive vice president, COO, and a 49.75% shareholder in 

voting stock.”  (JA2269.)  Moreover, Chin and Hume were the founding 

shareholders, who together “built the company.”  (Id.)   

The court also relied on the stipulation regarding the 

understanding of Hume and Chin of the pre-merger stock ownership. 

(JA1972.)  The court found that this stipulation, when viewed with the 

tax filings in the record that consistently treated Chin’s stock as fully 

vested, established that the intent of the parties in 2002 was to transfer 

the Chin stock as “fully vested and outstanding stock in DTRI.”  
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(JA2270-71.)  The court also pointed out that taxpayer had provided no 

evidence of a method of recourse for recovering the Chin stock if Chin 

sold it in violation of the Shareholders Agreement.  (JA2271.)  

Consequently, taxpayer failed to show that a substantial risk of 

forfeiture existed.  (JA2272).8   

SUMMARY OF ARGUMENT 

1. The Internal Revenue Code governs adequacy of the notice of 

deficiency, not the APA.  The APA does not preempt specific statutory 

schemes for judicial review that were already in place when it was 

enacted, as were the Code’s provisions for Tax Court review of 

deficiency determinations.  The Code does not require detailed 

reasoning in a notice of deficiency.  Under § 7522, a notice of deficiency 

need only briefly inform the taxpayer that a deficiency has been 

determined for a particular year and the amount – requirements that 

the notice here met.  And § 7522 explicitly forbids a notice from being 

invalidated for failure to meet its requirements.   
                                      

8  Having upheld the deficiency for these reasons, the court did not 
find it necessary to reach the Commissioner’s argument that the duty of 
consistency precluded the Chin stock from being treated as subject to 
§ 83, given the extensive tax reporting in closed years treating it as 
fully vested.  (JA2245 n.4.) 
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The right to contest a deficiency in a de novo Tax Court proceeding 

adequately protects taxpayers from erroneous deficiency 

determinations.  Even if the APA’s judicial review provisions applied in 

the deficiency context, the APA does not call for invalidating a notice for 

lack of a detailed explanation.  Those Tax Court judges who have 

suggested – in dissent – that the APA applies to deficiency proceedings 

have opined that this simply means that the Tax Court’s de novo review 

now derives from 5 U.S.C. § 706(2)(F), without changing traditional Tax 

Court practice.   

Taxpayer’s argument that the APA imposes a “reasoned 

explanation” requirement for a notice of deficiency is misconceived.  The 

APA requires a reasoned explanation in support of agency action in the 

context of formal rulemaking and formal adjudications on a closed 

record.  But a notice of deficiency is more akin to an informal 

adjudication, for which the Supreme Court has held a detailed 

explanation is not required.  In a deficiency proceeding, moreover, the 

Tax Court can consider any arguments or evidence.  Consequently, the 

rationale for requiring a reasoned explanation in connection with 

formal rulemaking and formal adjudication, in which the reviewing 
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court cannot make its own inquiry or substitute its own reasoning, does 

not apply.  

To the extent the APA means that an arbitrary-and-capricious 

standard applies along with the Tax Court’s de novo review, it should be 

construed as demanding no more than the Tax Court’s traditional 

inquiry into whether a notice is so entirely without basis as to be 

arbitrary – which clearly is not the case here.  Invalidating a notice of 

deficiency cannot be the proper remedy, for doing so would conflict with 

§ 7522.   

2. The Tax Court correctly found that taxpayer was not entitled 

to the claimed § 83(h) deduction, because taxpayer failed to meet its 

burden of showing (1) that the Chin stock was transferred in connection 

with the performance of services and (2) that it remained subject to a 

substantial risk of forfeiture until 2008.  The record amply supports 

these findings.   

In years of pre-merger federal tax filings, DTRI, Chin, and Hume 

treated the Chin stock as fully vested, and the parties stipulated that 

Chin’s and Hume’s understanding of the stock ownership was 

consistent with those federal tax filings.  Treas. Reg. § 1.1361-1(b)(3) 
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provides that for an S corporation, such as DTRI, stock that is issued in 

connection with the performance of services and is substantially 

nonvested is not treated as outstanding stock of the corporation, and the 

holder is not treated as a shareholder, unless the holder has made a 

§ 83(b) election, which did not occur here.  Under the regulation, the 

Chin stock could not have been issued in connection with the 

performance of services or subject to a substantial risk of forfeiture and 

still qualify as outstanding stock.  The Tax Court correctly concluded 

that the tax filings and stipulation, which indicated that the Chin stock 

complied with the regulation, contradicted taxpayer’s claim that the 

Chin stock was eligible for a § 83(h) deduction. 

Other evidence also supports the court’s finding that the Chin 

stock was not received in connection with services.  It was transferred 

in exchange for cash consideration, without mentioning services.  The 

board authorized Chin’s subscription without restricting his ownership 

or binding him to enter into any agreement later that would do so.  And 

neither the employment agreement nor the Shareholders Agreement 

that he later executed stated that Chin received the stock for services.  

In contrast, DTRI’s restricted stock grants under § 83 consistently 
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stated that services were consideration.  On this record, the Tax Court 

correctly found the Chin stock was acquired as an entrepreneurial 

investment, not in connection with the performance of services.   

Additional evidence also supports the Tax Court’s finding that the 

Chin stock did not remain subject to a substantial risk of forfeiture 

until 2008.  First, the December 12, 2002 consent transferred 

unrestricted beneficial ownership, and it follows that the Chin stock 

was then fully vested.  Basing deferral of vesting under § 83 on a later-

imposed restriction in the Shareholders Agreement would be at odds 

with the plain language of the statute.  But even if the later-executed 

Shareholders Agreement created any cognizable risk of forfeiture, the 

Tax Court correctly found that the risk was not substantial, because of 

the small likelihood that any restrictions would be enforced against 

Chin.  In this regard, the court properly considered Chin’s role as one of 

only two voting shareholders, who co-founded DTRI and worked closely 

together, and the lack of history of enforcement of restrictions on the 

class A stock. 

This court also can affirm based on the duty of consistency, which 

binds a taxpayer to a position taken in prior closed years, if a change in 
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position is to the Commissioner’s detriment.  Because Hume, Chin, and 

DTRI treated the Chin stock as fully vested from 2002 until 2008, they 

were able to forgo taxation at the corporate level under the S election.   

Taxpayer, as DTRI’s successor, cannot now change course in order to 

claim a deduction by repudiating those representations.  

ARGUMENT 

I 

The Tax Court correctly rejected taxpayer’s argument 
that the notice of deficiency is invalid  

Standard of review 

The correct standard for judging the sufficiency of a notice of 

deficiency presents a question of law, reviewable de novo.   

A. Introduction 

The Internal Revenue Code contains specific procedures for 

issuing notices of deficiency and for judicial review of deficiency 

determinations.  See I.R.C. §§ 6212-14, 7422, 7522.  Under those 

provisions, a detailed explanation of a deficiency determination is not 

required.  Congress has expressly provided, in § 7522, that a notice of 

deficiency need only provide a simple explanation of the “basis for” the 

deficiency and its amount and that an “inadequate description . . . shall 
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not invalidate such notice.”  I.R.C. § 7522.  It is “well settled” that 

Congress has protected taxpayers by giving them the opportunity, 

before paying the tax, for full review of the Commissioner’s 

determination in “‘a proceeding de novo’” in the Tax Court, in which the 

facts and law are redetermined based on evidence and arguments 

presented before that court, rather than “‘any previous record developed 

at the administrative level.’”  Gatlin v. Commissioner, 754 F.2d 921, 923 

(11th Cir. 1985); see also Phillips v. Commissioner, 283 U.S. 589, 598 

(1931); O’Dwyer v. Commissioner, 266 F.2d 575, 580 (4th Cir. 1959); 

Greenberg’s Express, Inc. v. Commissioner, 62 T.C. 324, 327-28 (1974).   

Here, the notice of the deficiency – which includes the notice letter 

and attached schedules9 – met the requirements of § 7522.  It contained 

an “Explanation of Items” stating reasons for each adjustment and 

explained that the Commissioner disallowed in full the disputed 

deduction “claimed for Salaries and Wages in the amount of 

$117,777,501 under the provisions of I.R.C. § 83” because taxpayer had 

not “established that [it was] entitled to such deduction.”  (JA448.)  

                                      
9  See Geiselman v. United States, 961 F.2d 1, 5 (1st Cir. 1992); 

Erickson v. Commissioner, 61 T.C.M. (CCH) 2073, 2076 (1991).  
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Because a taxpayer bears the burden of proving its entitlement to a 

deduction (INDOPCO, Inc. v. Commissioner, 503 U.S. 79, 84 (1992)), 

this statement, specifying that a particular deduction was disallowed 

because taxpayer failed to establish its entitlement to it, satisfies the 

statutory parameters.10  Indeed, taxpayer asserts no real argument that 

the notice did not satisfy § 7522.  (See Br. 26.)   

Instead, taxpayer rests its contentions regarding the notice’s 

inadequacy on the APA.  Taxpayer asks this Court to adopt the novel 

proposition that the APA not only governs the Tax Court’s review in 

deficiency proceedings, but also requires the Tax Court, before any trial 

de novo, to consider the sufficiency of the notice of deficiency and to 

invalidate it if the explanation is not sufficiently detailed.  (Br. 2.)  

Taxpayer’s argument should be rejected.  As explained below, the 

Internal Revenue Code, not the APA, governs judicial review of a 

                                      
10  Moreover, communications before issuance of the deficiency 

notice fully apprised taxpayer of the grounds for the adjustments.  
(JA42-234; Br. 27.)  Although the Tax Court will not look behind the 
notice of deficiency to consider the Commissioner’s reasoning (see 
Greenberg’s Express, 62 T.C. at 327), information shared with the 
taxpayer in the course of an audit has been held relevant where, as 
here, a taxpayer challenges the adequacy of the notice.  Health Inv. 
Corp. v. Commissioner, 100 T.C.M. (CCH) 298, 301 (2010).  
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deficiency determination.  But even if the APA applies, it does not call 

for invalidating the notice of deficiency based on lack of a detailed 

explanation that caused no harm to taxpayer. 

B. The Internal Revenue Code governs the contents 
of a notice of deficiency, not the APA 

1. The APA does not supplant existing 
statutory procedures for review 

We do not dispute (Br. 20) that the IRS is an agency and that the 

APA’s provisions generally govern judicial review of “agency actions.”  

See 5 U.S.C. § 551, 701-06; Collins Music Co. v. United States, 21 F.3d 

1330, 1335 (4th Cir. 1994).  It is much less clear, however, that a notice 

of deficiency is “agency action” under the APA.  (See pp. 43-45, infra.)  

But even assuming a notice of deficiency is “agency action,” it does not 

follow that the APA applies here, for the APA’s judicial review 

provisions do not govern review of all agency action.  Rather, the APA 

expressly preserved specific procedures for judicial review that existed 

under other statutory schemes.  See 5 U.S.C. § 559 (APA’s subchapter 

pertaining to judicial review “do[es] not limit or repeal additional 

requirements imposed by statute or otherwise recognized by law”); 

5 U.S.C. § 556(b) (“This subchapter does not supersede the conduct of 

specified classes of proceedings, in whole or in part, by or before boards 
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or other employees specially provided for by or designated under 

statute.”); see also 5 U.S.C. §§ 703, 704.   

As explained in Bowen v. Massachusetts, 487 U.S. 879, 903 (1988), 

when “the APA was enacted,” a number of statutes already “defined the 

specific procedure to be followed in reviewing a particular agency’s 

action,” including procedures for specific courts to conduct review.  

“When Congress enacted the APA to provide a general authorization for 

review of agency action in the district courts, it did not intend that 

general grant of jurisdiction to duplicate the previously established 

special statutory procedures relating to specific agencies.”  Id. (citing 5 

U.S.C. § 704).  As the Court explained in Dickinson v. Zurko, 527 U.S. 

150, 155 (1999), the APA “grandfathered” existing statutory schemes 

providing specific procedures for judicial review, as well as common-law 

standards of review clearly “‘recognized by law.’”  Id.; see also Wilson v. 

Commissioner, 705 F.3d 980, 990 (9th Cir. 2013), acq., 2013-32 I.R.B. 1 

(“Where Congress has enacted a special statutory review process for 

administrative action, that process applies to the exclusion of the 

APA”); Porter v. Commissioner, 130 T.C. 115, 118 (2008) (“[T]he APA 

does not supersede specific statutory provisions for judicial review”).  
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Contrary to taxpayer’s contention (Br. 17), it does not matter 

whether Congress specifically exempted the procedures for review of tax 

deficiencies from the APA, because Congress provided generally that 

the APA’s judicial review proceedings were not intended to supplant 

existing statutory schemes that, like the deficiency statutes, set forth 

clear pre-existing procedures for review.  See Dickinson, 527 U.S. at 

154-55 (Congress required exclusions from the APA’s judicial review 

provision to be “express[ ]” only in “subsequent statute[s]”).  Consistent 

with the “well established principle” that “a precisely drawn detailed 

statute pre-empts more general remedies” (Hinck v. United States, 550 

U.S. 501, 506 (2007) (internal quotation marks omitted)), the APA 

therefore does not displace pre-existing specific statutory schemes 

governing judicial review. 

2. The provisions of the Code do not require 
detailed reasoning in a notice of deficiency 

a. The Code’s deficiency procedures  

The deficiency procedures (I.R.C. §§ 6211-16, 7522) are a prime 

example of an established statutory scheme, pre-dating the APA, that 

the APA did not displace.  See Bowen, 487 U.S. at 903.  When the APA 

was enacted in 1946, the law governing review of tax deficiencies 
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already was “well established.”  Porter, 130 T.C. at 121.  Under this 

longstanding statutory scheme, the Commissioner may send a notice of 

deficiency if he “determines” that there is a deficiency in tax (I.R.C 

§ 6212) – i.e., that the tax due exceeds the amount reported by the 

taxpayer (I.R.C. § 6211(a)).  The taxpayer can then petition the Tax 

Court, which has jurisdiction to “redetermine” the deficiency.  See I.R.C. 

§§ 6213(a), 6214; Abrams v. Commissioner, 787 F.2d 939, 942 (4th Cir. 

1986) (describing deficiency procedures and Tax Court review).  Courts 

have long construed the statutory authorization for the Tax Court to 

“redetermine” the deficiency as authorizing the Tax Court’s complete de 

novo review of the Commissioner’s determination.  See p. 29, supra; 

Clapp v. Commissioner, 875 F.2d 1396, 1403 (9th Cir. 1989); Wilson, 

705 F.3d at 993-94.  The Commissioner can even assert an increased 

deficiency, although he bears the burden of proving such new matter.  

See I.R.C. § 6214.  But the Commissioner’s reasoning in issuing the 

notice is irrelevant.  See Gatlin, 754 F.2d at 923; Greenberg’s Express, 

62 T.C. at 327-28.   

It was established long ago that the role of the notice of deficiency 

in this statutory scheme is simply “to give the taxpayer notice that the 
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Commissioner means to assess a deficiency tax against him and to give 

him an opportunity to have such a ruling reviewed by the Tax Court 

before it becomes effective.”  Commissioner v. Stewart, 186 F.2d 239, 

241 (6th Cir. 1951); see also Benzvi v. Commissioner, 787 F.2d 1541, 

1542 (11th Cir. 1986); Olsen v. Helvering, 88 F.2d 650, 651 (2d Cir.1937) 

(L. Hand, J) (“the notice is only to advise the person who is to pay the 

deficiency that the Commissioner means to assess him; anything that 

does this unequivocally is good enough”).   

Neither § 6212, which authorizes the Commissioner to send a 

notice of deficiency if he “determines” a deficiency exists, nor § 6213, 

authorizing a taxpayer to petition the Tax Court for redetermination of 

a deficiency, specifies the form or content of a notice of deficiency.  See 

Steve R. Johnson, Reasoned Explantion and IRS Adjudication, 63 Duke 

L.J. 1771, 1802 (2014).  Given the lack of specificity in the statute and 

the limited purpose of a notice of deficiency, the courts uniformly held, 

before § 7522 was added, that a notice of deficiency “need not assume 

any particular form,” but merely should inform the taxpayer that the 

IRS has “examined a return and determined a deficiency” and specify 

the amount.  Abrams v. Commissioner, 787 F.2d 939, 941 (4th Cir. 
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1986); see also, e.g., Benzvi, 787 F.2d at 1542; Commissioner v. Forest 

Glen Creamery Co., 98 F.2d 968, 971 (7th Cir. 1938); Olsen, supra.  The 

cases have viewed a detailed explanation as unnecessary to the 

statutory purpose of giving notice.  Accordingly, in Geiselman v. United 

States, 961 F.2d 1, 5 (1st Cir. 1992), the court rejected an argument, 

similar to taxpayer’s here, that a notice of deficiency failed to give the 

taxpayer there sufficient information to mount an effective Tax Court 

challenge.   

To be sure, a notice of deficiency has been held invalid as 

“arbitrary” where the notice revealed on its face that the Commissioner 

failed to make the required “determination,” I.R.C. § 6212, with respect 

to the liability of the named taxpayer.  See Scar v. Commissioner, 814 

F.2d 1363, 1372 (9th Cir. 1987) (invalidating a notice that stated a 

deficiency based on a tax shelter in which taxpayer never participated).  

Subsequent cases, however, have confined the result in Scar to its 

unique facts, emphasizing the rarity of such a circumstance and 

clarifying that general brevity or lack of explanation will not invalidate 

a notice of deficiency.  See Clapp, 875 F.2d at 1402-03; Campbell v. 

Commissioner, 90 T.C. 110, 114-15 (1988). 
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In 1988, Congress enacted § 7522, which expressly clarifies the 

limited nature of what a notice of deficiency must contain.  Although 

the statute requires the notice to “describe the basis” for the deficiency, 

it further provides explicitly that “[a]n inadequate description” “shall 

not invalidate such a notice.”  Id.  Consistent with this statutory 

direction and earlier case law, courts have continued to confirm that a 

detailed explanation in a notice of deficiency is not required for it to be 

valid.  See Estate of Abraham v. Commissioner, 408 F.3d 26, 37 (1st Cir. 

2005) (rejecting such a requirement because it “would amount to a 

requirement that the Notice of Deficiency be as detailed as trial briefs”), 

opinion amended, 429 F.3d 294 (1st Cir. 2005); Pasternak v. 

Commissioner, 990 F.2d 893, 898-99 (6th Cir. 1993) (notice of deficiency 

is not required to “explain in detail” the basis for the notice).11   

                                      
11 Fisher v. Commissioner, 45 F.3d at 396 (10th Cir. 1995), nonacq. 

1996-2 C.B. 1 (1996), which taxpayer cites (Br. 25), stands alone in 
suggesting that “administrative law” requires an explanation in a notice 
of deficiency, and it should not be followed.  Fisher, which does not bind 
this Court, involved a notice of deficiency that included a penalty, for 
which the taxpayer had sought a discretionary waiver.  The 
Commissioner issued the deficiency notice including the penalty, 
thereby communicating that the waiver was denied, without explaining 
why.  The Tax Court fully addressed the circumstances and determined 
that the denial of the waiver was not arbitrary or capricious.  See 64 

(continued…) 
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Here, the notice’s brief statement of the reasons for the 

adjustments satisfies § 7522, and more detail is unnecessary.  (See pp. 

29-30, supra.)  But even if the notice were unclear, § 7522 confirms that 

it is not invalid.  The taxpayer can obtain clarification in the de novo  

proceeding.  And Tax Court Rule 142(b), which shifts the burden of 

proof to the Commissioner for any “new matter” not raised until the Tax 

Court proceeding, is an adequate safeguard against surprise.   

b. Specialized procedures contained in 
the Internal Revenue Code govern 
review of a deficiency determination 

The Code’s specific provisions govern Tax Court review of 

deficiency determinations and are not displaced by the APA.  This 

conclusion has been confirmed in numerous cases holding that the APA 

does not apply in tax deficiency proceedings.  See Bratcher v. 

Commissioner, 116 F.3d 1482 (7th Cir. 1997) (unpublished disposition) 

                                      
 
T.C.M. (CCH) 1670.  The Tenth Circuit, however, reversed and 
remanded with instructions to order the Commissioner to reconsider 
the waiver request and provide a written explanation for the decision.  
In so holding, the court relied inappositely on a formal adjudication case 
under the APA, where review was confined to a record created before 
the agency.  At all events, Fisher conflicts with § 7522, which makes it 
clear that such an explanation is not required in a notice of deficiency.    
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(“The APA is irrelevant” in a deficiency proceeding “because IRS’s 

issuance of a notice of tax deficiency and the Tax Court’s review of it are 

governed by the Internal Revenue Code”); Ewing v. Commissioner, 122 

T.C. 32, 36 (2004) (“[i[t is well established that the APA does not apply 

to deficiency cases in this Court”), vacated on other grounds, 439 F.3d 

1009 (9th Cir. 2006); see also Commissioner v. Neal, 557 F.3d 1262, 

1273-75 (11th Cir. 2009) (later-enacted “equitable” innocent spouse 

provisions of I.R.C. § 6015 were “‘part and parcel of’” the statutory 

framework for review in the deficiency context, which is exempt from 

the APA) (quotation omitted)). 

This Court, too, held in O’Dwyer v. Commissioner, 266 F.2d 575, 

580 (4th Cir. 1959), that the Internal Revenue Code, not the APA, 

governs Tax Court review in deficiency cases.  Taxpayer criticizes 

O’Dwyer as outdated, citing its conclusion that the APA applies only to 

formal adjudications, while more recent cases have applied the APA to 

informal adjudications.  (Br. 31-32.)  As the starting point for its 

analysis, however, the O’Dwyer Court correctly opined that deficiency 

proceedings are governed by the Internal Revenue Code, which provides 

for de novo review.  Id. at 580 (citing, inter alia, Kennedy Name Plate 
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Co. v. Commissioner, 170 F.2d 196 (9th Cir. 1948) (holding that the Tax 

Code governs review of deficiency determinations)).  As a result, the 

holding in O’Dwyer that the APA does not govern the Tax Court’s 

review of a deficiency determination rested, at least in part, on the still-

valid reasoning that the APA did not displace the Internal Revenue 

Code’s specific provisions for judicial review.  In that respect, O’Dwyer 

remains correct and should be followed.12   

Taxpayer’s remaining arguments that APA governs here are not 

persuasive.  Generalized statements that IRS is subject to the APA, 

such as the statement in Mayo, 562 U.S. at 55 (see Br. 20) that the 

courts will not “carve out an approach to administrative review good for 

tax law only,” do not support the conclusion that the APA governs 

                                      
12 O’Dwyer has been criticized for broadly asserting that “the Tax 

Court is not subject to the Administrative Procedure Act.”  266 F.3d at 
580.  See Robinette v. Commissioner, 439 F.3d 455, 461 (8th Cir. 2006) 
(holding the APA applied outside the deficiency context, in a collection-
due-process proceeding under I.R.C. § 6330).  Taken in context, 
however, it is doubtful that the Court’s statement in O’Dwyer has as 
much breadth as might appear at first blush, for the Court’s holding 
was confined to deciding that the APA did not govern in a deficiency 
case.  Here, too, all that is at issue whether the APA governs deficiency 
proceedings, and courts have consistently held that it does not.  This 
Court need not decide whether the APA applies to other Tax Court 
proceedings. 
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deficiency proceedings.  As the Tax Court explained (JA236), Mayo’s 

holding that Chevron deference applies to Treasury Regulations – a 

rulemaking function within the APA’s ambit – has no relevance to 

deficiency cases, where separate and specific statutory procedures have 

long governed.  Other cases taxpayer cites (Br. 21) likewise deal with 

rulemaking, not deficiency determinations, and for the same reason do 

not support taxpayer’s arguments.  See Collins Music, 21 F.3d 1330 

(rulemaking); Cohen v. United States, 650 F.3d 717 (D.C. Cir. 2011) 

(entertaining challenge under the APA to the adoption, without notice 

and comment, of a special procedure for refunding a conceded tax that 

was considered a substantive rule).  

Taxpayer’s efforts (Br. 30, 33) to minimize the significance of 

Congress’s explicit guidance regarding notices of deficiency in § 7522 

are misconceived.  Taxpayer suggests (Br. 30) that § 7522 only 

precludes invalidating a notice for violating its provisions, not 

requirements imposed by the APA.  But its assertion makes no sense as 

a matter of statutory construction.  Such an interpretation would not 

only deprive § 7522 of meaning, but it would improperly allow the more 

general statute effectively to wipe out the more specific.  See Hinck, 550 
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U.S. at 506 (specific statute governs over the general); FDA v. Brown & 

Williamson Tobacco Corp., 529 U.S. 120, 133 (2000) (recognizing that 

“the meaning of one statute may be affected by other Acts, particularly 

where Congress has spoken subsequently and more specifically to the 

topic at hand,” and favoring interpretations creating “‘a symmetrical 

and coherent regulatory scheme’”) (quotation omitted). 

Taxpayer also is wrong in its assertion (Br. 30) that § 7522 does 

not displace the APA because it is a later statute and does not expressly 

state that it is displacing the APA.  Like § 6015(f), which Congress 

enacted in 1998 to create “equitable” innocent spouse relief, § 7522 is 

“‘part and parcel’” of the existing statutory scheme that the APA did not 

supplant.  Neal, 557 F.3d at 1273 (quotation omitted); Porter, 130 T.C. 

at 118 (same).  And § 7522 merely clarified the limited nature of what 

must be included in a notice of deficiency, essentially codifying pre-

existing case law construing § 6212.   

Even if § 7522 were not part and parcel of the pre-existing 

statutory scheme, it expresses a specific intent with sufficient clarity 

that it is properly viewed as an express exception that should govern 

over the APA’s more general provisions.  The Supreme Court has 
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refused to require “Congress to employ magical passwords in order to 

effectuate an exemption from the [APA].”  Marcello v. Bonds, 349 U.S. 

302, 310 (1955).  Section 7522’s clear provision that a notice of 

deficiency is not invalid for lack of detail supersedes any general APA 

provisions that might suggest otherwise.  See Johnson, supra, 63 Duke 

L.J. at 1828 (“[t]he necessary, fair, indeed inescapable implication of 

I.R.C. § 7522 is that Congress does not want notices of deficiency to be 

invalidated because of explanatory shortcomings”). 

3. The deficiency procedures are incompatible 
with application of the APA in multiple 
respects 

Moreover, statutory incompatibilities arise from attempts to apply 

the APA in the tax deficiency context.  Contrary to taxpayer’s assertions 

(Br. 4, 20-22), a notice of deficiency does not clearly fit the APA’s 

definition of “agency action,” to which the APA’s judicial review 

provisions apply (5 U.S.C. § 702).  The APA defines “agency action” as 

“the whole or part of an agency rule, order, license, sanction relief, or 

the equivalent or denial thereof, or failure to act.”  5 U.S.C. § 551(13).  A 

notice of deficiency is not a grant or denial of a license or sanction relief, 

or a failure to act.  “Rules” and “orders” under the APA normally arise 
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out of agency rulemaking and formal adjudications, which are reviewed 

on a closed record confined to what the agency considered.  See 5 U.S.C. 

§ 551-59.  But a notice of deficiency does not fall into either category.   

See O’Dwyer, 266 F.2d at 580.   

More recently, the APA’s judicial review provisions have been 

applied to informal adjudications.  (See Br. 31.)  But a notice of 

deficiency is not clearly an informal adjudication either.  Cases applying 

the APA’s judicial review provisions to informal adjudications generally 

have arisen under 5 U.S.C. § 555(e) (which is not cited or relied upon by 

taxpayer).13  Notably, § 555(e) “is not applicable to the mass of 

administrative routine unrelated to” “rule making, adjudication or 

licensing.”  Attorney General’s Manual on the Administrative Procedure 

Act 70 (1947).  Moreover, the APA defines an adjudication (formal or 

informal) as “agency process for the formulation of an order.”  5 U.S.C. 

§ 551(7).  Outside the rulemaking context, an “order” means the whole 

or part of a final disposition . . . .”  5 U.S.C. § 551(6).  Although a notice 

                                      
13 Section 555(e) requires notice to be given of denials of 

applications, petitions, or other requests, along with a brief statement 
of grounds, but no such explanation is required in affirming a prior 
denial or where it is self-explanatory.   
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of deficiency does have legal consequences if the taxpayer does not file a 

timely Tax Court petition (allowing the IRS to assess tax and begin 

collection), the notice of deficiency is not clearly a “final disposition.”  

Rather, it “merely hails the taxpayer into” Tax Court, where the facts 

and law are considered de novo, and the Commissioner even can assert 

additional amounts.  Clapp, 875 F.3d at 1403.  As such, the notice of 

deficiency has been described as more “analogous to filing a civil 

complaint.” Id.; see also United States v. Gimbel, 782 F.2d 89, 93 (7th 

Cir. 1986) (notice of deficiency was not a final, irrevocable 

determination, so that its issuance mooted summons).   

In addition, the APA’s judicial review provisions, at least as 

taxpayer construes them, are in tension with the scope of the role 

Congress has defined for the Tax Court – an Article I court of limited 

jurisdiction.  See Abrams, 787 F.2d at 941.  The APA does not grant 

jurisdiction where it does not otherwise exist.  See Califano v. Sanders, 

430 U.S. 99 (1977).  And Congress has granted the Tax Court 

“jurisdiction” only to “redetermine” the correct amount of the deficiency, 

not to evaluate the adequacy of the notice’s explanation under broader 

standards.  I.R.C. §§ 6213(a), 6214(a).  Accordingly, the Tax Court has 
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long held that its review is confined to whether the deficiency 

determination itself was correct, not the Commissioner’s reasoning.  See 

Bair v. Commissioner, 16 T.C. 90, 98 (1951), aff’d, 199 F.2d 589 (2d Cir. 

1952).  The APA, or at least taxpayer’s view of it, is incompatible with 

this limitation.  

Furthermore, as this Court recognized in O’Dwyer, 266 F.2d at 

580, the overall scope and purpose of the APA suggests it was not 

intended to govern deficiency proceedings.  See also Johnson, supra, 63 

Duke L.J. at 1825-26 (viewed as a whole, the provisions of the APA are 

“felicitous to the O’Dwyer view” that the APA is inapplicable in Tax 

Court deficiency proceedings).  The APA primarily deals with 

rulemaking and adjudications that allow affected parties to present 

their case before an agency, which actions are then reviewed on a closed 

record confined to that which the agency created, and for which the 

remedy is generally a remand to the agency.  See Johnson, supra, 63 

Duke L.J. at 1774-75, 1791-95; 5 U.S.C. §§ 551-59.  The de novo review 

of the law and the facts upon on a newly created record in Tax Court 

deficiency proceedings stands in contrast to the type of proceedings the 

APA generally contemplates.  See Wilson, 705 F.3d at 990 (plenary Tax 
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Court trial procedures, upon which the court makes a de novo ruling, 

suggest a statutory scheme to which the “usual APA procedures do not 

apply”).   

C. If the APA applies, taxpayer’s interpretation of 
its requirements is incorrect 

Even if this Court nonetheless concludes that the APA applies to 

deficiency proceedings, it does not follow that it should be read, as 

taxpayer contends, to require that a notice of deficiency be invalidated if 

an initial facial review indicates that it lacks a sufficient “reasoned 

explanation.”  (Br. 2.)  Those who have suggested – in dissent – that the 

APA applies in deficiency cases have opined that this simply means 

that the Tax Court’s de novo review now derives from 5 U.S.C. 

§ 706(2)(F), but that, “as a practical matter,” the APA does not change 

how the Tax Court reviews a deficiency determination.  Ewing, 122 T.C. 

at 62 (Halpern and Holmes, JJ., dissenting).  

Relying on case law describing the APA’s review standards as 

being cumulative, taxpayer contends that the arbitrary-and-capricious 

standard is a catchall standard that always applies.  (Br. 22-24.)  

Taxpayer then contends that a “reasoned explanation” for all agency 

action is a “bedrock” requirement of that arbitrary-and-capricious 
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standard.  (Br. 24-25.)  But taxpayer finds support for that latter 

proposition only in cases addressing formal rulemaking (5 U.S.C. § 553) 

or formal adjudications (5 U.S.C. §§ 554, 556-557), the reasoning of 

which does not apply here.  Section 553(b), 5 U.S.C., requires an agency 

to furnish a “concise general statement” of the basis and purpose of a 

substantive (legislative) rule, which is not at issue here.  Section 

557(c)(A) requires an agency to furnish the “reasons or basis for the 

decision” in a formal adjudication.  But 5 U.S.C. § 554(a)(1) provides an 

express exemption from the APA’s formal trial-type procedures for “a 

matter subject to a subsequent trial of the law and the facts de novo in 

a court,” as is the case here.  Consequently, these provisions furnish no 

basis for extending a reasoned-explanation requirement to a notice of 

deficiency.  Taxpayer fails to show a basis in the text of the APA for 

applying such a requirement to this situation.   

As explained in Pension Benefit Guar. Corp. v. LTV, 496 U.S. 633, 

654 (1990), cases that have imposed a “general ‘procedural’ 

requirement,” “mandating” that an agency “provide an explanation that 

will enable the court to evaluate the agency’s rationale at the time of 

decision,” have involved rulemaking and formal adjudications, under 
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which the parties must be apprised of the “matters of fact and law 

asserted,” 5 U.S.C. § 554(b)(3), and given the opportunity to participate 

in the proceeding by submitting proposed findings, conclusions, or 

exceptions, 5 U.S.C. § 557.  As the LTV Court explained, the 

requirements applicable to an informal adjudication under 5 U.S.C. 

§ 555 are “minimal.”  496 U.S. at 655.  Section 555(e) (which is not 

invoked by taxpayer) requires a “brief statement of the grounds for 

denial,” but only where a party has petitioned the agency, which is not 

the case here.  And no such statement is required “in affirming a prior 

denial or when the denial is self-explanatory.”14  The LTV Court held 

that a cursory ruling in an informal adjudication would not be arbitrary 

and capricious for lack of a detailed explanation, so long as more was 

not required to satisfy due process.  Since informal adjudications are 

the category of APA “agency action” most analogous to a notice of 

deficiency (see pp. 43-45, supra), the same reasoning applies here.   

                                      
14  Of course, the notice of deficiency here did contain some 

explanation.  (JA448.)  But it is also notable that it affirmed a proposed 
denial that had already been thoroughly explained.  (JA129-57.)  



-50- 

13697096.1 

Moreover, the rationale behind the reasoned-explanation 

requirement is that, in reviewing rulemakings and formal 

adjudications, the court is confined to an administrative record and the 

agency’s explanation.  See Motor Vehicles Mfr. Ass’n v. State Farm Mut. 

Auto. Ins. Co., 463 U.S. 29 (1983).  In that context, a reasoned 

explanation is essential to enable the reviewing court to accomplish its 

task of reviewing the propriety of the agency’s action.  See Citizens to 

Preserve Overton Park, Inc. v. Volpe, 401 U.S. 402, 416 (1971) (when 

applying the arbitrary-and-capricious standard, the court’s ultimate 

task is evaluating whether the “the actual choice” the agency made was 

“‘arbitrary, capricious, an abuse of discretion, or otherwise not in 

accordance with law’”).  In contrast, in tax deficiency cases, the Tax 

Court’s de novo review provides ample information from which the court 

can ascertain whether the deficiency determined was correct.  There is 

no reason to impose a reasoned-explanation requirement.   

That leaves the question what, if any, impact the arbitrary-and-

capricious standard has in a deficiency case.  As taxpayer contends (see 

Br. 24), courts have opined in other contexts that more than one of the 

APA’s standards of review can apply, and some have suggested that the 
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arbitrary-and-capricious standard is a catchall that always applies.  

See, e.g., Overton Park, 401 U.S. at 413-14; Ass’n of Data Processing 

Serv. Orgs. Inc. v. Board of Governors of the Fed. Reserve Sys., 745 F.2d 

677, 683 (D.C. Cir. 1984).  The arbitrary-and-capricious standard, and 

the substantial evidence standard (governing formal adjudications 

under 5 U.S.C. §§ 554, 556-557), have frequently been applied together, 

but the courts have often concluded that both standards require the 

same inquiry.  See Data Processing, 745 F.2d at 683.  Although few 

decisions have grappled with how the de novo standard interacts with 

the APA’s other standards, the limited guidance suggests that the role 

of the arbitrary-and-capricious standard is limited when the less 

deferential de novo standard applies.  See Wilson, 705 F.3d at 993 

(suggesting “a de novo scope of evidentiary standard of review is 

incompatible with an abuse of discretion” inquiry).  

But if the arbitrary-and-capricious inquiry is not simply subsumed 

in the more stringent de novo review, the court should not adopt the 

interpretation of that inquiry that taxpayer recommends.  As we have 

already explained, taxpayer’s view is manifestly contrary to § 7522, as 

well as decades of Tax Court practice, and it stands to encourage 
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duplicative litigation and hinder tax administration.  It makes far more 

sense to construe the arbitrary-and-capricious standard consistently 

with the Tax Court’s traditional inquiry, in which it considers, as part 

of its de novo review, whether the notice is so without basis as to be 

arbitrary.  See p. 38, supra.   

II 

The Tax Court correctly determined that taxpayer 
was not entitled to a deduction for the Chin stock 
under § 83(h)  

Standard of review 

Whether property was transferred “in connection with 

performance of services” and remains “subject to a substantial risk of 

forfeiture” are factual inquiries reviewed for clear error.  Centel 

Communications Co. v. Commissioner, 920 F.2d 1335, 1341 (7th Cir. 

1990); Robinson v. Commissioner, 805 F.2d 38, 40 (1st Cir. 1986).  That 

result is not changed by the fact that this case was submitted to the Tax 

Court without trial on the basis of a stipulation of facts and exhibits 

under Rule 122.  The clearly erroneous rule extends to inferences drawn 

from documentary evidence.  Anderson v. Bessemer City, 470 U.S. 564, 

574 (1985).  This Court, moreover, has reviewed for clear error findings 

of fact made by a district court on stipulated facts, exhibits and 
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affidavits, “treat[ing] the case as one tried by the District Court.”  

Satellite Television & Assoc. Resources, Inc. v. Continental Cablevision 

of Virginia, Inc., 714 F.2d 351, 354 (4th Cir. 1983).  The same approach 

should apply to the Tax Court’s findings on questions of fact on a 

stipulated record.  See I.R.C. § 7482(a)(1) (providing for review of Tax 

Court decisions “in the same manner and to the same extent as 

decisions of district courts in civil actions tried without a jury”).   

A. Introduction 

Section 83 generally applies to any transfer of property “in 

connection with the performance of services.”  I.R.C. § 83(a).  In general, 

an employee must recognize income upon receipt of property, including 

stock, in the amount of the difference between the property’s fair 

market value (ignoring any restrictions that will lapse) and any price 

paid for that property, at the first time his rights in such property “are 

transferable or are not subject to a substantial risk of forfeiture, 

whichever occurs earlier.”  See I.R.C. § 83(a); Treas. Reg. § 1.83-1(a).  

Until either condition is met, in the parlance of the Treasury 

Regulations, the property is “substantially nonvested.”  Treas. Reg. 
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§ 1.83-1(b). Treas. Reg. § 1.83-3(b).15  At the time the employee 

recognizes the property as income, the employer is entitled to a 

corresponding deduction.  I.R.C. § 83(h).  

Under § 83(c)(1), property rights are “subject to a substantial risk 

of forfeiture” if the employee’s “rights to full enjoyment of such property 

are conditioned upon the future performance of substantial services.”  

See also Treas. Reg. § 1.83-3(c).  Under Section 83(c)(2), property rights 

are “transferable only if the rights . . . are not subject to a substantial 

risk of forfeiture.”  I.R.C. § 83(c)(2); see also Treas. Reg. § 1.83–3(d).  

Here, paragraph 2 of the Shareholders Agreement provided that all 

transferees would be bound by the same terms as the shareholder.  

(JA512; Br. 34 n.7.)  Consequently, if the Chin stock were considered 

subject to a substantial risk of forfeiture under § 83(c)(1) based on the 

Shareholder’s Agreement, as taxpayer contends and we dispute, they 

also would remain nontransferable under § 83(c)(2).  (See JA512.)   

                                      
15 Under § 83(b), however, an employee can elect to include the 

excess of the fair market value of the property received over the amount 
paid for it in income immediately, even though his interest remains 
substantially nonvested.  
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Accordingly, to prevail, taxpayer had to establish both (1) that 

DTRI transferred the Chin stock “in connection with the performance of 

services,” I.R.C. § 83(a), and (2) that the shares remained “subject to a 

substantial risk of forfeiture” until the 2008 merger, I.R.C. § 83(a)(1), 

(c)(1).  The Tax Court correctly determined that taxpayer did not make 

either showing.  The record reflects that Chin made an entrepreneurial 

investment in DTRI and received fully vested shares.  (JA2263, 2270.) 

B. The Tax Court correctly determined that the 
Chin stock did not meet either of the conditions 
for a deduction under § 83(h) 

1. The intent of Hume and Chin, and through 
them, DTRI, to treat the Chin stock as being 
issued and outstanding capital stock for 
purposes of its S corporation status 
undercuts taxpayer’s claim of a deduction  

As the Tax Court correctly recognized, taxpayer cannot shed light 

on DTRI’s pre-merger intent or understanding, because it held no 

interest in DTRI until late 2008 and was not involved in issuance of the 

Chin stock or how it was treated before the merger.  (JA279, 510-42, 

2263-64.)  As a result, the Tax Court correctly relied on pre-merger 

documentary evidence and Chin’s and Hume’s stipulated 

understanding.  That evidence shows that DTRI (through Hume and 
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Chin) intended to transfer, and in fact did transfer, a fully vested 

interest in the Chin stock.   

DTRI (through its predecessor) had already elected S corporation 

status at the time the Chin stock was issued in December 2002.  

(JA246-47.)  As a result, DTRI, Hume and Chin conducted their 

business against the backdrop of the rules governing S corporations.  

Critical here is Treasury Regulation § 1.1361-1(b)(3), which provides 

that, for purposes of determining the number of shareholders of an S 

corporation, and for distribution of income and loss purposes, a 

shareholder is not counted where (1) the shareholder owns stock that is 

issued in connection with the performance of services and (2) the stock 

is substantially nonvested, unless the holder makes an election with 

respect to the stock under § 83(b).  Here, there is no evidence that Chin 

made a § 83(b) election.  (See JA839; pp. 6-11, supra.)   

Numerous documents and the stipulation regarding Chin’s and 

Hume’s understanding (JA1972) together show that Chin’s stock was 

fully vested.  The stipulation provides that, if called to testify, both 

Hume and Chin would have testified that their ownership interests in 

the stock subscribed to in December 2002 were “consistent with 
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representations made by DTRI, Hume, and Chin of outstanding 

ownership in such stock on all [their] Federal tax filings . . . during the 

pre-merger period.”  (JA1972; see also JA2259.)  From 2002 through 

2006, DTRI’s tax filings treated Chin as the full owner of the Chin 

stock, allocating to him his proportional share of its income and losses 

in accordance with such ownership.  (JA263, 648-784.)  Chin, on his 

returns, likewise reported his proportional share each year of DTRI’s 

income and losses.  (JA2556-2659.)  Chin and Hume again represented 

that Chin’s shares were fully vested in communications with the IRS 

regarding its S status, when DTRI terminated its S status, and when it 

sought and obtained relief from inadvertent termination of its S status 

for 2002 through 2006.  (JA268-70; JA799-850.)   

In addition, DTRI and Chin treated Chin as holding fully owned 

outstanding shares in numerous corporate documents from 2002 until 

2008, including shareholder consents in which Chin consistently voted 

his shares as would a vested shareholder.  (JA265-68.)  It necessarily 

follows from the evidence showing that the Chin stock was consistently 

treated as vested (and therefore enjoyed the full benefits of ownership), 

and the stipulation that Chin and Hume understood the pre-merger 
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ownership interests to be consistent with the pre-merger federal tax 

filings, that Chin and Hume (and through them, DTRI) intended and 

accomplished a transfer of fully vested shares to Chin in 2002.  

(JA2270; see also JA1932.) 

This stipulated intent of Chin and Hume (and therefore DTRI) 

that is consistent with their tax filings precludes the contrary 

conclusion that DTRI intended to make a transfer under § 83 of stock, 

in connection with the performance of services, that remained subject to 

a substantial risk of forfeiture.  Indeed, it would have been contrary to 

Treas. Reg. § 1.1361-1(b)(3), which precludes shareholder treatment if 

either condition is present.  Taxpayer overlooks this critical point in 

contending (Br. 44) that Chin could fully own the Chin stock and still be 

at risk of forfeiting it under the Shareholders Agreement.  Under Treas. 

Reg. § 1.1361-1(b)(3), the Chin stock could not be stock that was issued 

in connection with the performance of services and subject to a 

substantial risk of forfeiture (as necessary for taxpayer to prevail), and 

also be stock that Chin fully owned (as was necessary for DTRI’s  

income and losses to have passed through to him as a shareholder).  It 

necessarily follows, as the Tax Court found, that DTRI transferred fully 
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vested shares to Chin in exchange for the consideration Chin paid as an 

investment in DTRI.  Taxpayer’s view cannot be squared with the 

documentary evidence and the stipulation regarding Chin’s and Hume’s 

understanding.16   

2. Additional evidence confirms that no 
transfer “in connection with the 
performance of services” was made 

As just noted, the historical treatment of the Chin stock by Hume, 

Chin, and DTRI was inconsistent with taxpayer’s claim that the stock 

was issued in connection with the performance of services.  The 

conclusion that the Chin stock was not so issued is also borne out by an 

examination of other factors generally considered relevant in 

determining whether property was so transferred.  Courts have 

considered (1) whether the stock is granted at the time the employment 

agreement is executed; (2)  explicit linkage between the property 

restrictions and the employee’s tenure; (3) whether the consideration 

                                      
16  Although the Tax Court did not cite Treas. Reg. § 1.1361-

1(b)(3), it plainly made findings regarding Chin’s full ownership that, 
when viewed with the regulation, preclude taxpayer’s argument.  And 
the regulation, which was raised in summary judgment briefing that 
the court had advised the parties need not be repeated in trial briefs 
(see Doc. 65 at 13), was before the court.   
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furnished in exchange for the transferred property is services; and 

(4) the employer’s intent in transferring the property.  Bagley v. 

Commissioner, 806 F.2d 169, 170-71 (8th Cir. 1986); Alves v. 

Commissioner, 734 F.2d 478, 481-82 (9th Cir. 1984); Centel Comms. Co. 

v. Commissioner, 92 T.C. 612, 627 (1989), aff’d, 806 F.2d 169 (7th Cir. 

1990).   

The Tax Court correctly determined that the weight of the 

evidence supports the conclusion that the Chin stock was not 

transferred “in connection with the performance of services.”  No 

contemporaneous documentary evidence indicates that the Chin stock 

was transferred in connection with the performance of services.  The 

first DTRI document suggesting that the Chin stock was § 83 property 

coincides with the merger, when such characterization stood to yield a 

substantial deduction for taxpayer.  See pp. 13-14, supra.   

Chin paid $450 as consideration for the Chin stock, as reflected in 

the December 12, 2002 consent authorizing his subscription.  (JA250-

52, 503-07).  Although an employer may grant stock in connection with 

services at a reduced price with the remaining consideration being 

services (see Br. 38-39), taxpayer did not produce evidence showing that 
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that happened here.  Taxpayer offers only conjecture that Chin’s 

payment did not reflect DTRI’s initial value, not evidence of DTRI’s 

value in 2002.  (See id.)  The contemporaneous documentation, i.e., the 

December 12, 2002 consent, lists only the cash Chin paid as 

consideration and resolves that Chin’s subscription for the shares was 

accepted in exchange for that cash.  Furthermore, the attached letter 

from Chin explicitly states that the stock is being purchased for 

investment.  (JA509.)  Neither document links issuance of the stock to 

the performance of services.  This contrasts with cases finding that 

property was transferred in connection with the performance of 

services, where courts generally have relied on statements of intent to 

retain an employee in the resolution granting the stock.  E.g., Alves v. 

Commissioner, 79 T.C 864, 867 (1982), aff’d, 734 F.2d 478 (9th Cir. 

1984).   

Although the Tax Court found that the proximity in time between 

the December 12 consent and execution of Chin’s employment 

agreement six days later offered some support for taxpayer’s argument 

that the transfer was made in connection with the performance of 

services, it correctly found that other evidence outweighed any 
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inference in taxpayer’s favor that might be drawn from that temporal 

proximity.17  Although the December 12, 2002 consent contemplated 

that an employment agreement and shareholders agreement would be 

entered into later, it did not require Chin to execute either document.  

(JA503-07, 2248.)  Moreover, neither the employment agreement nor 

the Shareholders Agreement that Chin later executed indicate that he 

received stock for services.  (JA510-26, 535-42.)  The fact that Chin and 

Hume subsequently agreed in the Shareholders Agreement to impose 

restrictions on transfer of the stock in order to ensure “harmonious 

management” (JA510) does not establish the stock was transferred to 

Chin in connection with his performance of services.  Rather, the lack of 

any statement linking the transfer to such service is telling evidence 

that such a transfer was not intended. 

In addition, DTRI’s practice in issuing restricted stock that was 

expressly linked to the performance of services indicates that the Chin 

stock was not.  DTRI and its lawyers knew how to make restrictive 

                                      
17 As discussed infra (pp. 64-65), beneficial ownership of the Chin 

stock was transferred on December 12, 2002, not on December 18, when 
the certificates were issued and the employment agreement was signed. 
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stock grants subject to the performance of services when that was 

intended.  (See pp. 10-11, supra.)  In contrast with the documents 

pertaining to the Chin stock, which did not mention services or 

immediately restrict the stock, DTRI’s restrictive stock grants stated 

expressly that stock was transferred in consideration of employment.  

To the extent that restricted stock grants were made upon hiring 

employees, their employment agreements also stated the restricted 

stock was granted in consideration of employment.  Moreover, the 

restricted stock was not granted until the agreements restricting it 

were signed.  The contrast between these restrictive agreements and 

the documentation pertaining to the Chin stock, which was drafted by 

the same law firm (JA260, 263), strongly supports the conclusion below 

that the Chin stock was not transferred in connection with the 

performance of services, but rather was acquired by Chin as an 

investment when he cofounded DTRI.  (See JA468, 2263.) 

3. The Tax Court correctly found that the Chin 
stock was not “subject to a substantial risk 
of forfeiture” 

Besides being supported by the historical treatment of the Chin 

stock as vested by Hume, Chin, and DTRI, the fact that it was 
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immediately vested upon issuance is also supported by the controlling 

documents.  Under § 83, property is taxable in the “first” year in which 

property has been transferred and becomes substantially vested.  I.R.C. 

§ 83(a).  Under Treas. Reg. § 1.83-3(a)(1), a “transfer” of property to an 

employee occurs when the employee acquires a “beneficial ownership 

interest.”   

Here, DTRI’s December 12, 2002 consent, which reflected the 

board’s written authorization to issue the shares and acknowledged 

Chin’s payment for them, was sufficient to transfer beneficial 

ownership.  See Theophilos v. Commissioner, 85 F.3d 440, 444 n.12, 448 

(9th Cir. 1996) (taxpayer received property interest when he had a 

binding written contract consummating the transfer); Scientific Instr. 

Co. v. Commissioner, 17 TC. 1253, 1258-59 (1952) (action of board was 

effective to transfer beneficial ownership; formal delivery of stock 

certificates was not required), aff’d, 202 F.2d 155 (6th Cir. 1953).  That 

consent neither restricted the stock nor obligated Chin to enter into an 

agreement restricting it.  (JA251-52, 503-07.)  The only mention of the 

Shareholders Agreement actually executed six days later was an 

authorization for the board to enter into such an agreement, on 
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unspecified terms at an unspecified later date.  Accordingly, Chin held 

nonforfeitable stock on December 12, 2002.   

As a result, even if the stock was transferred in connection with 

the performance of services, because it vested immediately upon 

issuance, it was subject to tax (and correspondingly deductible to the 

corporation) in 2002.  The plain language of the statute requires income 

to be recognized in the year property “first” becomes substantially 

vested.  To hold that Chin’s later agreement to restrict the stock (which 

itself acknowledges Chin’s full ownership of the shares (JA510)) 

deferred the recognition of income and the § 83(h) deduction until 2008 

would be contrary to the statutory text.  Courts have rejected similar 

attempts to obtain deferral under § 83 based on action that 

reencumbers stock and thereby revives the risk of forfeiture.  In United 

States v. Tuff, 469 F.3d 1249 (9th Cir. 2006), for example, where the 

taxpayer became substantially vested at the time the employer 

transferred shares to him, it was irrelevant that he immediately placed 

the stock at risk by using it as collateral under a margin agreement 

used to finance purchase of the shares at the option price.  Similarly, in 

Tanner v. Commissioner, No. 02-60463, 2003 WL 21310275 (5th Cir. 
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Mar. 26, 2003), deferral under § 83(c) lasted only as long as the 

employee’s sale of the stock could have subjected him to a forfeiture of 

short-swing profits under § 16(b) of the Securities Exchange Act of 

1934.  The taxpayer could not extend the deferral with further 

exchanges that extended the time for bringing such a suit.18  

But even if the restrictions imposed by the Shareholder 

Agreement could be construed as having applied retroactively to the 

time the Chin stock was transferred, the Tax Court correctly found that 

there was no substantial risk of forfeiture.  Treas. Reg. § 1.83-3(c)(1) 

provides that “[p]roperty is not transferred subject to a substantial risk 

of forfeiture if at the time of transfer the facts and circumstances 

demonstrate that the forfeiture condition is unlikely to be enforced.”  

The inquiry is not simply whether any restriction exists.  The court 

must consider how likely it is that, if the forfeiture condition is 

satisfied, forfeiture actually will occur.  See Theophilos, 85 F.3d 440, 

447 n.18 (9th Cir. 1996) (court must “determine the chances” the 

                                      
18  Although the Tax Court did not address this reasoning, this 

Court may affirm on any ground supported by the record.  United States 
v. Swann, 149 F.3d 271, 277 (4th Cir. 1998). 
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employee will lose rights in property); Austin v. Commissioner, 141 T.C. 

551, 568 (2013) (denying summary judgment based on earn-out 

provision because the likelihood of enforcement presented a question of 

fact). 

Here, Chin was one of DTRI’s two founding shareholders and held 

49.75 percent of the voting (class A) shares.19  (JA253.)  Given that 

status, the Tax Court correctly relied on the factors set forth in Treas. 

Reg. § 1.83-3(c)(3) for determining the likelihood of forfeiture of an 

employee who holds a substantial voting interest in the corporation.  

Such relevant factors include the employee’s status within the 

corporation; his relationship with officers, directors, and other 

shareholders, including the extent of their relative control over the 

corporation; and the corporation’s history of enforcing restrictions.  Id.  

The Tax Court’s examination of these factors correctly led it to conclude 

that forfeiture was unlikely.  Even though Hume had a slight voting 

majority, he and Chin operated the company together and, the Tax 

                                      
19  Hume and Chin each paid $450 for 4500 shares of stock in 

DTRI.  But Hume had 45 more shares of class A voting stock than Chin, 
and Chin received 45 shares of class B nonvoting stock, while Hume 
received no Class B shares at that time.  (JA250.) 
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Court found, had a “close work relationship.”  (JA2269.)  Given their 

relationship, the Tax Court correctly found it unlikely that Hume would 

have exercised his very slight majority voting power to terminate Chin, 

forcing him to forfeit stock.  Moreover, the Shareholders Agreement was 

drafted so that Chin and Hume could enforce it against one other, and it 

could be altered only if both agreed.  (JA510-21.)  That balance made it 

extremely likely that an agreement would have been reached 

voluntarily that avoided forfeiture if either wished to leave.  And the 

record showed no history of restrictions on DTRI’s class A stock ever 

being enforced.  On these facts, the Tax Court correctly found that the 

likelihood of forfeiture was “too remote to constitute a substantial risk.”  

Ludden v. Commissioner, 68 T.C. 826, 836 (1977), aff’d, 620 F.2d 700 

(9th Cir. 1980).20   

                                      
20 Taxpayer is wrong in suggesting that the Tax Court erroneously 

relied on hindsight in so holding.  (Br. 19.)  The shareholders’ 
relationship and their history of enforcing similar provisions are 
pertinent factors in evaluating likelihood of forfeiture under Treas. Reg. 
§ 1.83-3(c)(3). 
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C. At all events, the duty of consistency estops 
taxpayer from claiming a § 83(h) deduction 

Even if this Court were to agree with taxpayer that it satisfies the 

prerequisites for deducting the Chin stock under § 83(h), the court may 

affirm on any ground supported by the record.  See United States v. 

Swann, 149 F.3d 271, 277 (4th Cir. 1998).  Although the Tax Court did 

not find it necessary to reach the issue, the duty of consistency estops 

taxpayer from claiming the § 83(h) deduction.  It is well settled that a 

taxpayer owes the Commissioner a duty of consistency in tax reporting.  

Route 231, LLC v. Commissioner, 810 F.3d 247, 258-59 (4th Cir. 2016); 

Interlochen Co. v. Commissioner, 232 F.2d 873, 877-78 (4th Cir. 1956).  

“The duty of consistency is a doctrine that prevents a taxpayer from 

taking one position one year, and a contrary position in a later year, 

after the limitations period has run in the first year.”  Herrington v. 

Commissioner, 854 F.2d 755, 757 (5th Cir. 1988).  The duty of 

consistency applies where there has been “(1) a representation or report 

by the taxpayer; (2) on which the Commission[er] has relied; and (3) an 

attempt by the taxpayer after the statute of limitations has run to 

change the previous representation or to recharacterize the situation in 

such a way as to harm the Commissioner.”  Herrington, 854 F.2d at 758.  
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See also Beltzer v. United States, 495 F.2d 211, 212 (8th Cir. 1974); 

Crosley Corp. v. United States, 229 F.2d 376, 380-381 (6th Cir. 1956).  If 

this test is met, the Commissioner may act as if the previous 

representation, on which he relied, continued to be true, even if it is not.  

The taxpayer is estopped from asserting the contrary.  Herrington v. 

Commissioner, 854 F.2d at 758.   

Each of the requirements for the application of the duty of 

consistency is present in this case.  Here, DTRI (which has now been 

merged into taxpayer) and its voting shareholders continuously 

represented that Chin held vested shares of the S corporation DTRI, 

entitling him to receive distributions as a shareholder.  The 

Commissioner relied on that representation in granting and reinstating 

S corporation status and in permitting DTRI and its purported 

shareholders to enjoy the tax advantages of a passthrough entity, which 

allowed them to forgo taxation of DTRI’s income at the corporate level.  

Taxpayer’s current position that the Chin stock was transferred in 

connection with the performance of services and subject to a substantial 

risk of forfeiture conflicts with those prior representations.  See Treas. 

Reg. § 1.1361-1(b)(3).   
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Faced with this obvious inconsistency, taxpayer conceded below 

that the three traditional elements of the duty of consistency were met.  

(JA1932; Doc. 68 at 3).  Taxpayer argued only that the court should 

limit the doctrine’s impact to the actual financial detriment suffered by 

the Commissioner.  Such a requirement should not be adopted.  As this 

case demonstrates (JA1969-71), the tax impact of a position may extend 

beyond a given year and might not be known even at the time of 

litigation.  Because the traditional requirements of the duty of 

consistency were met here, estoppel applies.   

CONCLUSION 

The Tax Court’s decision is correct and should be affirmed.  
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STATEMENT REGARDING ORAL ARGUMENT 

Counsel for the Commissioner respectfully submit that, due to the 

complexity of the issues presented, oral argument would be highly 

desirable.   

    Respectfully submitted, 
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 Acting Assistant Attorney General 
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STATUTORY ADDENDUM 

Administrative Procedure Act (5 U.S.C.): 

§ 554. Adjudications. 

(a) This section applies, according to the provisions thereof, in every 
case of adjudication required by statute to be determined on the record 
after opportunity for an agency hearing, except to the extent that there 
is involved-- 

(1) a matter subject to a subsequent trial of the law and the facts de 
novo in a court;  

*    *     * 

§ 555.  Ancillary matters. 

*    *     * 

(e) Prompt notice shall be given of the denial in whole or in part of a 
written application, petition, or other request of an interested person 
made in connection with any agency proceeding. Except in affirming a 
prior denial or when the denial is self-explanatory, the notice shall be 
accompanied by a brief statement of the grounds for denial. 

§ 556. Hearings; presiding employees; powers and duties; burden of 
proof; evidence; record as basis of decision. 

(a) This section applies, according to the provisions thereof, to hearings 
required by section 553 or 554 of this title to be conducted in accordance 
with this section. 

(b) There shall preside at the taking of evidence-- 

(1) the agency; 

(2) one or more members of the body which comprises the agency; 
or 
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(3) one or more administrative law judges appointed under section 
3105 of this title. 

This subchapter does not supersede the conduct of specified classes of 
proceedings, in whole or in part, by or before boards or other employees 
specially provided for by or designated under statute. The functions of 
presiding employees and of employees participating in decisions in 
accordance with section 557 of this title shall be conducted in an 
impartial manner. A presiding or participating employee may at any 
time disqualify himself. On the filing in good faith of a timely and 
sufficient affidavit of personal bias or other disqualification of a 
presiding or participating employee, the agency shall determine the 
matter as a part of the record and decision in the case. 

*    *     * 

§ 559.  Effect on other laws; effect of subsequent statute. 

This subchapter, chapter 7, and sections 1305, 3105, 3344, 4301(2)(E), 
5372, and 7521 of this title, and the provisions of section 5335(a)(B) of 
this title that relate to administrative law judges, do not limit or repeal 
additional requirements imposed by statute or otherwise recognized by 
law. Except as otherwise required by law, requirements or privileges 
relating to evidence or procedure apply equally to agencies and persons. 
Each agency is granted the authority necessary to comply with the 
requirements of this subchapter through the issuance of rules or 
otherwise. Subsequent statute may not be held to supersede or modify 
this subchapter, chapter 7, sections 1305, 3105, 3344, 4301(2)(E), 5372, 
or 7521 of this title, or the provisions of section 5335(a)(B) of this title 
that relate to administrative law judges, except to the extent that it 
does so expressly. 

§ 703.  Form and venue of proceeding. 

The form of proceeding for judicial review is the special statutory review 
proceeding relevant to the subject matter in a court specified by statute 
or, in the absence or inadequacy thereof, any applicable form of legal 
action, including actions for declaratory judgments or writs of 
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prohibitory or mandatory injunction or habeas corpus, in a court of 
competent jurisdiction. If no special statutory review proceeding is 
applicable, the action for judicial review may be brought against the 
United States, the agency by its official title, or the appropriate officer. 
Except to the extent that prior, adequate, and exclusive opportunity for 
judicial review is provided by law, agency action is subject to judicial 
review in civil or criminal proceedings for judicial enforcement. 

§ 704.  Actions reviewable. 

Agency action made reviewable by statute and final agency action for 
which there is no other adequate remedy in a court are subject to 
judicial review. A preliminary, procedural, or intermediate agency 
action or ruling not directly reviewable is subject to review on the 
review of the final agency action. Except as otherwise expressly 
required by statute, agency action otherwise final is final for the 
purposes of this section whether or not there has been presented or 
determined an application for a declaratory order, for any form of 
reconsideration, or, unless the agency otherwise requires by rule and 
provides that the action meanwhile is inoperative, for an appeal to 
superior agency authority. 

Internal Revenue Code (26 U.S.C.): 

§ 6212.  Notice of deficiency. 

(a) In general.--If the Secretary determines that there is a deficiency in 
respect of any tax imposed by subtitles A or B or chapter 41, 42, 43, or 
44, he is authorized to send notice of such deficiency to the taxpayer by 
certified mail or registered mail. Such notice shall include a notice to 
the taxpayer of the taxpayer's right to contact a local office of the 
taxpayer advocate and the location and phone number of the 
appropriate office.  

*    *     * 
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§ 6213.  Restrictions applicable to deficiencies; petition to Tax Court. 

(a) Time for filing petition and restriction on assessment.--Within 90 
days, or 150 days if the notice is addressed to a person outside the 
United States, after the notice of deficiency authorized in section 6212 
is mailed (not counting Saturday, Sunday, or a legal holiday in the 
District of Columbia as the last day), the taxpayer may file a petition 
with the Tax Court for a redetermination of the deficiency. Except as 
otherwise provided in section 6851, 6852 or 6861, no assessment of a 
deficiency in respect of any tax imposed by subtitle A, or B, chapter 41, 
42, 43, or 44 and no levy or proceeding in court for its collection shall be 
made, begun, or prosecuted until such notice has been mailed to the 
taxpayer, nor until the expiration of such 90-day or 150-day period, as 
the case may be, nor, if a petition has been filed with the Tax Court, 
until the decision of the Tax Court has become final. Notwithstanding 
the provisions of section 7421(a), the making of such assessment or the 
beginning of such proceeding or levy during the time such prohibition is 
in force may be enjoined by a proceeding in the proper court, including 
the Tax Court, and a refund may be ordered by such court of any 
amount collected within the period during which the Secretary is 
prohibited from collecting by levy or through a proceeding in court 
under the provisions of this subsection. The Tax Court shall have no 
jurisdiction to enjoin any action or proceeding or order any refund 
under this subsection unless a timely petition for a redetermination of 
the deficiency has been filed and then only in respect of the deficiency 
that is the subject of such petition. Any petition filed with the Tax 
Court on or before the last date specified for filing such petition by the 
Secretary in the notice of deficiency shall be treated as timely filed.  

*    *     * 

§ 6214.  Determinations by Tax Court. 

(a) Jurisdiction as to increase of deficiency, additional amounts, or 
additions to the tax.--Except as provided by section 7463, the Tax Court 
shall have jurisdiction to redetermine the correct amount of the 
deficiency even if the amount so redetermined is greater than the 
amount of the deficiency, notice of which has been mailed to the 
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taxpayer, and to determine whether any additional amount, or any 
addition to the tax should be assessed, if claim therefor is asserted by 
the Secretary at or before the hearing or a rehearing.  

*    *     * 

§ 7522.  Content of tax due, deficiency, and other notices. 

(a) General rule.--Any notice to which this section applies shall describe 
the basis for, and identify the amounts (if any) of, the tax due, interest, 
additional amounts, additions to the tax, and assessable penalties 
included in such notice. An inadequate description under the preceding 
sentence shall not invalidate such notice. 

(b) Notices to which section applies.--This section shall apply to-- 

(1) any tax due notice or deficiency notice described in section 
6155, 6212, or 6303, 

(2) any notice generated out of any information return matching 
program, and 

(3) the 1st letter of proposed deficiency which allows the taxpayer 
an opportunity for administrative review in the Internal Revenue 
Service Office of Appeals. 

Treasury Regulations (26 C.F.R.):   

§ 1.83–1.  Property transferred in connection with the performance of 
services. 

(a) Inclusion in gross income— 

(1) General rule. Section 83 provides rules for the taxation of 
property transferred to an employee or independent contractor (or 
beneficiary thereof) in connection with the performance of services 
by such employee or independent contractor. In general, such 
property is not taxable under section 83(a) until it has been 
transferred (as defined in § 1.83–3(a)) to such person and become 
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substantially vested (as defined in § 1.83–3(b)) in such person. In 
that case, the excess of— 

(i) The fair market value of such property (determined 
without regard to any lapse restriction, as defined in § 1.83–
3(i)) at the time that the property becomes substantially 
vested, over 

(ii) The amount (if any) paid for such property, 

shall be included as compensation in the gross income of such 
employee or independent contractor for the taxable year in which 
the property becomes substantially vested. Until such property 
becomes substantially vested, the transferor shall be regarded as 
the owner of such property, and any income from such property 
received by the employee or independent contractor (or beneficiary 
thereof) or the right to the use of such property by the employee or 
independent contractor constitutes additional compensation and 
shall be included in the gross income of such employee or 
independent contractor for the taxable year in which such income 
is received or such use is made available. This paragraph applies 
to a transfer of property in connection with the performance of 
services even though the transferor is not the person for whom 
such services are performed. 

(2) Life insurance. The cost of life insurance protection under a life 
insurance contract, retirement income contract, endowment 
contract, or other contract providing life insurance protection is 
taxable generally under section 61 and the regulations thereunder 
during the period such contract remains substantially nonvested 
(as defined in § 1.83–3(b)). For the taxation of life insurance 
protection under a split-dollar life insurance arrangement (as 
defined in § 1.61–22(b)(1) or (2)), see § 1.61–22. 

(3) Cross references. For rules concerning the treatment of 
employers and other transferors of property in connection with the 
performance of services, see section 83(h) and § 1.83–6. For rules 
concerning the taxation of beneficiaries of an employees' trust that 
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is not exempt under section 501(a), see section 402(b) and the 
regulations thereunder. 

(b) Subsequent sale, forfeiture, or other disposition of nonvested 
property.  

(1) If substantially nonvested property (that has been transferred 
in connection with the performance of services) is subsequently 
sold or otherwise disposed of to a third party in an arm's length 
transaction while still substantially nonvested, the person who 
performed such services shall realize compensation in an amount 
equal to the excess of— 

(i) The amount realized on such sale or other disposition, 
over 

(ii) The amount (if any) paid for such property. 

Such amount of compensation is includible in his gross income in 
accordance with his method of accounting. Two preceding 
sentences also apply when the person disposing of the property 
has received it in a non-arm's length transaction described in 
paragraph (c) of this section. In addition, section 83(a) and 
paragraph (a) of this section shall thereafter cease to apply with 
respect to such property. 

(2) If substantially nonvested property that has been transferred 
in connection with the performance of services to the person 
performing such services is forfeited while still substantially 
nonvested and held by such person, the difference between the 
amount paid (if any) and the amount received upon forfeiture (if 
any) shall be treated as an ordinary gain or loss. This paragraph 
(b)(2) does not apply to property to which § 1.83–2(a) applies. 

(3) This paragraph (b) shall not apply to, and no gain shall be 
recognized on, any sale, forfeiture, or other disposition described in this 
paragraph to the extent that any property received in exchange therefor 
is substantially nonvested. Instead, section 83 and this section shall 
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apply with respect to such property received (as if it were substituted 
for the property disposed of).   

*    *     * 

§ 1.83-3.  Meaning and use of certain terms. 

(a) Transfer— 

(1) In general. For purposes of section 83 and the regulations 
thereunder, a transfer of property occurs when a person acquires a 
beneficial ownership interest in such property (disregarding any 
lapse restriction, as defined in § 1.83–3(i)). For special rules 
applying to the transfer of a life insurance contract (or an 
undivided interest therein) that is part of a split-dollar life 
insurance arrangement (as defined in § 1.61–22(b)(1) or (2)), see 
§ 1.61–22(g).  

*    *     * 

(c) Substantial risk of forfeiture–  

(1) In general. For purposes of section 83 and these regulations, 
whether a risk of forfeiture is substantial or not depends upon the 
facts and circumstances. Except as set forth in paragraphs (j) and 
(k) of this section, a substantial risk of forfeiture exists only if 
rights in property that are transferred are conditioned, directly or 
indirectly, upon the future performance (or refraining from 
performance) of substantial services by any person, or upon the 
occurrence of a condition related to a purpose of the transfer if the 
possibility of forfeiture is substantial. Property is not transferred 
subject to a substantial risk of forfeiture if at the time of transfer 
the facts and circumstances demonstrate that the forfeiture 
condition is unlikely to be enforced. Further, property is not 
transferred subject to a substantial risk of forfeiture to the extent 
that the employer is required to pay the fair market value of a 
portion of such property to the employee upon the return of such 
property. The risk that the value of property will decline during a 
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certain period of time does not constitute a substantial risk of 
forfeiture. A nonlapse restriction, standing by itself, will not result 
in a substantial risk of forfeiture. A restriction on the transfer of 
property, whether contractual or by operation of applicable law, 
will result in a substantial risk of forfeiture only if and to the 
extent that the restriction is described in paragraph (j) or (k) of 
this section. For this purpose, transfer restrictions that will not 
result in a substantial risk of forfeiture include, but are not 
limited to, restrictions that if violated, whether by transfer or 
attempted transfer of the property, would result in the forfeiture 
of some or all of the property, or liability by the employee for any 
damages, penalties, fees, or other amount. 

(2) Illustrations of substantial risks of forfeiture. The regularity of 
the performance of services and the time spent in performing such 
services tend to indicate whether services required by a condition 
are substantial. The fact that the person performing services has 
the right to decline to perform such services without forfeiture 
may tend to establish that services are insubstantial. Where stock 
is transferred to an underwriter prior to a public offering and the 
full enjoyment of such stock is expressly or impliedly conditioned 
upon the successful completion of the underwriting, the stock is 
subject to a substantial risk of forfeiture. Where an employee 
receives property from an employer subject to a requirement that 
it be returned if the total earnings of the employer do not increase, 
such property is subject to a substantial risk of forfeiture. On the 
other hand, requirements that the property be returned to the 
employer if the employee is discharged for cause or for committing 
a crime will not be considered to result in a substantial risk of 
forfeiture. An enforceable requirement that the property be 
returned to the employer if the employee accepts a job with a 
competing firm will not ordinarily be considered to result in a 
substantial risk of forfeiture unless the particular facts and 
circumstances indicate to the contrary. Factors which may be 
taken into account in determining whether a covenant not to 
compete constitutes a substantial risk of forfeiture are the age of 
the employee, the availability of alternative employment 
opportunities, the likelihood of the employee's obtaining such 
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other employment, the degree of skill possessed by the employee, 
the employee's health, and the practice (if any) of the employer to 
enforce such covenants. Similarly, rights in property transferred 
to a retiring employee subject to the sole requirement that it be 
returned unless he renders consulting services upon the request of 
his former employer will not be considered subject to a substantial 
risk of forfeiture unless he is in fact expected to perform 
substantial services. 

(3) Enforcement of forfeiture condition. In determining whether 
the possibility of forfeiture is substantial in the case of rights in 
property transferred to an employee of a corporation who owns a 
significant amount of the total combined voting power or value of 
all classes of stock of the employer corporation or of its parent 
corporation, there will be taken into account (i) the employee's 
relationship to other stockholders and the extent of their control, 
potential control and possible loss of control of the corporation, (ii) 
the position of the employee in the corporation and the extent to 
which he is subordinate to other employees, (iii) the employee's 
relationship to the officers and directors of the corporation, (iv) the 
person or persons who must approve the employee's discharge, 
and (v) past actions of the employer in enforcing the provisions of 
the restrictions. For example, if an employee would be considered 
as having received rights in property subject to a substantial risk 
of forfeiture, but for the fact that the employee owns 20 percent of 
the single class of stock in the transferor corporation, and if the 
remaining 80 percent of the class of stock is owned by an 
unrelated individual (or members of such an individual's family) 
so that the possibility of the corporation enforcing a restriction on 
such rights is substantial, then such rights are subject to a 
substantial risk of forfeiture. On the other hand, if 4 percent of the 
voting power of all the stock of a corporation is owned by the 
president of such corporation and the remaining stock is so 
diversely held by the public that the president, in effect, controls 
the corporation, then the possibility of the corporation enforcing a 
restriction on rights in property transferred to the president is not 
substantial, and such rights are not subject to a substantial risk of 
forfeiture. 
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§ 1.1361-1(b)(3).  S corporation defined.  

*    *     * 

(3) Treatment of restricted stock. For purposes of subchapter S, stock 
that is issued in connection with the performance of services (within the 
meaning of § 1.83–3(f)) and that is substantially nonvested (within the 
meaning of § 1.83–3(b)) is not treated as outstanding stock of the 
corporation, and the holder of that stock is not treated as a shareholder 
solely by reason of holding the stock, unless the holder makes an 
election with respect to the stock under section 83(b). In the event of 
such an election, the stock is treated as outstanding stock of the 
corporation, and the holder of the stock is treated as a shareholder for 
purposes of subchapter S. See paragraphs (l) (1) and (3) of this section 
for rules for determining whether substantially nonvested stock with 
respect to which an election under section 83(b) has been made is 
treated as a second class of stock.  

*    *     * 
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