Kimberlin v. Commissioner, 128 T. C. 163 (U. S. Tax Ct. 2007)

In Kimberlin v. Commissioner, the U. S. Tax Court ruled that warrants issued to a
placement agent as part of a settlement agreement were taxable upon receipt in
1995, not upon exercise in 1997. The decision clarified that such warrants are not
taxable under section 83 as they were not connected to the performance of services
but rather as a settlement. The case underscores the importance of determining the
fair market value of non-cash distributions at the time of receipt for tax purposes.

Parties

Kevin B. Kimberlin and Joni R. Steele, et al. , were the petitioners, and the
Commissioner of Internal Revenue was the respondent. The case involved
consolidated dockets: Nos. 24499-04, 24500-04, and 8752-05, concerning Kimberlin
Partners Ltd. Partnership and Spencer Trask & Co.

Facts

Kevin Kimberlin, through his investment company, provided seed capital to Ciena
Corporation in 1993. Ciena subsequently entered into a private placement
agreement (PPA) with Spencer Trask Ventures, a subsidiary of Spencer Trask & Co.
, to raise funds through a private offering. The PPA was amended in 1994, but Ciena
later opted not to use Ventures as the placement agent for its series B offering,
leading to a dispute. The dispute was settled in 1995 with Ciena issuing warrants to
Ventures, which were then distributed among Kimberlin, Spencer Trask, and others.
These warrants were exercised in 1997, and the Commissioner asserted they were
taxable in that year under section 83 of the Internal Revenue Code.

Procedural History

The Commissioner issued notices of deficiency to the petitioners in 2004 and 2005,
determining that the income from the warrants was taxable in 1997 under section
83. The petitioners contested this determination, and the cases were consolidated in
the U. S. Tax Court. The standard of review applied was de novo.

Issue(s)

Whether the warrants issued to petitioners in connection with a settlement and
release agreement were taxable under section 83 of the Internal Revenue Code as
property transferred in connection with the performance of services?

Whether the warrants had an ascertainable fair market value in 1995, the year of
grant, or in 1997, the year of exercise?

Whether the payment to Kevin Kimberlin in the form of warrants transferred by
Spencer Trask was a constructive dividend, return of capital, or capital gain?
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Rule(s) of Law

Section 83 of the Internal Revenue Code taxes property transferred in connection
with the performance of services. Property is considered transferred in connection
with the performance of services if it is in recognition of past, present, or future
services. Section 61 of the Internal Revenue Code includes dividends in gross
income, and section 316 defines a dividend as a distribution of property out of
earnings and profits.

Holding

The court held that the warrants were not transferred in connection with the
performance of services and thus were not taxable under section 83. Instead, they
were taxable upon receipt in 1995 because they had an ascertainable fair market
value at that time. The court also held that the warrants distributed to Kevin
Kimberlin by Spencer Trask were taxable as income upon receipt in 1995, not as a
dividend in 1997.

Reasoning

The court reasoned that the warrants were issued pursuant to a settlement and
release agreement and not in connection with the performance of services, as
required by section 83. The court found that Ventures did not perform any services
for Ciena, and the settlement agreement superseded any prior connection to
services. The court rejected the Commissioner’s various contentions, including that
the warrants were related to liquidated damages or an employment contract, as
unsupported by the facts.

The court determined the fair market value of the warrants at the time of grant in
1995, relying on the credible testimony of petitioners’ expert and dismissing the
testimony of the Commissioner’s expert as unreliable. The court noted that the fair
market value of the warrants was ascertainable based on contemporaneous arm’s-
length sales of Ciena stock.

Regarding the distribution of warrants to Kevin Kimberlin, the court applied section
61 and section 316, concluding that the warrants were taxable as income upon
receipt in 1995, as they had an ascertainable fair market value at that time.

Disposition

The court entered decisions for the petitioners, ruling that the warrants were
taxable in 1995 and not in 1997 under section 83.

Significance/Impact

Kimberlin v. Commissioner clarifies the tax treatment of warrants received in
settlement agreements, distinguishing them from property transferred in connection
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with services under section 83. The case emphasizes the importance of determining
the fair market value of non-cash distributions at the time of receipt for tax
purposes. It also highlights the court’s scrutiny of expert testimony and its reliance
on credible evidence in determining fair market value. Subsequent courts have cited
Kimberlin in cases involving the taxation of non-cash distributions and the
application of section 83, influencing the practice of tax law in these areas.
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