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Richard A. and Alice D. Cramer, et al. v. Commissioner of Internal Revenue,
101 T. C. 225 (1993)

Nonqualified stock options without readily ascertainable fair market values at grant
are taxed as ordinary income upon disposition, not as capital gains.

Summary

In  Cramer  v.  Commissioner,  the  Tax  Court  addressed  the  tax  implications  of
nonqualified stock options granted by IMED Corp. to its executives. The options,
granted  in  1978,  1979,  and  1981,  were  sold  to  Warner-Lambert  in  1982.  The
petitioners argued for long-term capital gain treatment on the proceeds, but the
court held that the options lacked readily ascertainable fair market values at grant
due to vesting and transfer restrictions, thus falling outside Section 83’s purview.
Consequently, the proceeds were taxable as ordinary income upon disposition. The
court also upheld the validity of the regulations and found the petitioners liable for
negligence and substantial understatement penalties.

Facts

Richard A. Cramer and other IMED Corp. executives received nonqualified stock
options in 1978, 1979, and 1981, linked to their employment. These options had
vesting  schedules  and  transfer  restrictions,  preventing  immediate  exercise  and
transfer. In 1982, Warner-Lambert acquired IMED and bought the options from the
executives. The petitioners reported the proceeds as long-term capital gains on their
1982 tax returns, despite earlier Section 83(b) elections claiming zero value for
some options. The IRS challenged this treatment, asserting the income should be
taxed as ordinary income.

Procedural History

The IRS issued notices of deficiency for 1982, asserting that the option proceeds
should be taxed as ordinary income and imposing penalties for  negligence and
substantial understatement. The petitioners filed petitions with the Tax Court to
contest these determinations. The cases were consolidated for trial and decision.

Issue(s)

1. Whether the proceeds from the sale of the 1978, 1979, and 1981 options were
taxable as ordinary income or long-term capital gains?
2. Whether the 1981 options held in trust should be disregarded for tax purposes?
3. Whether the Cramers could exclude $1. 3 million of the proceeds from their
income?
4. Whether the petitioners are liable for negligence penalties under Section 6653(a)?
5. Whether the petitioners are liable for substantial understatement penalties under
Section 6661?
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Holding

1. No, because the options did not have readily ascertainable fair market values at
grant due to vesting and transfer restrictions, making Section 83 inapplicable and
the proceeds taxable as ordinary income upon disposition.
2. Yes, because the trust was a sham with no legitimate business purpose, and thus
should be disregarded for tax purposes.
3. No, because the Cramers failed to provide evidence of any agreement justifying
the exclusion of $1. 3 million from their income.
4. Yes, because the petitioners intentionally disregarded applicable regulations and
misrepresented the nature of the transactions on their tax returns.
5. Yes, because there was no substantial authority for the petitioners’ treatment of
the proceeds and no adequate disclosure on their returns.

Court’s Reasoning

The court  applied Section 83 and its  regulations,  determining that  the options
lacked  readily  ascertainable  fair  market  values  due  to  vesting  and  transfer
restrictions. The court rejected the petitioners’ arguments that their Section 83(b)
elections should establish such values, finding that the regulations’ requirement for
immediate exercisability was a valid interpretation of the statute. The court also
found that the trust created for the 1981 options was a sham without a legitimate
business purpose and should be disregarded. The petitioners’ negligence and lack of
good faith in reporting the proceeds as capital gains, coupled with their failure to
disclose relevant information on their returns, justified the imposition of penalties
under Sections 6653(a) and 6661.

Practical Implications

This  decision  clarifies  that  nonqualified  stock  options  with  vesting  or  transfer
restrictions are not subject to Section 83 and must be taxed as ordinary income
upon  disposition.  Taxpayers  and  practitioners  must  carefully  evaluate  whether
options have readily ascertainable values at grant, considering all restrictions. The
case also highlights the importance of good faith and full disclosure in tax reporting,
as  the  court  upheld  penalties  for  negligence  and  substantial  understatement.
Subsequent cases have followed this precedent, reinforcing the need for accurate
valuation and reporting of stock options to avoid similar penalties.


