Marcus v. Comm’r, 129 T. C. 24 (2007)

In Marcus v. Comm’r, the U. S. Tax Court ruled that the difference between the
alternative minimum tax (AMT) basis and the regular tax basis of stock received
through incentive stock options (ISOs) cannot be used to increase an alternative tax
net operating loss (ATNOL) upon the stock’s sale. This decision clarifies the scope of
ATNOL adjustments under the Internal Revenue Code, impacting how taxpayers
calculate AMT liabilities and carry back losses from stock sales. The ruling upholds
the statutory framework for AMT and reinforces limitations on capital loss
deductions for ATNOL purposes.

Parties

Evan and Carol Marcus, petitioners, were the taxpayers challenging the
Commissioner of Internal Revenue’s determination of their tax liabilities for the
years 2000 and 2001. The Commissioner of Internal Revenue was the respondent,
representing the U. S. government in this tax dispute.

Facts

Evan Marcus was employed by Veritas Software Corporation (Veritas) from 1996 to
2001. As part of his compensation, Marcus received several incentive stock options
(ISOs) to purchase Veritas common stock. Between November 18, 1998, and March
10, 2000, Marcus exercised these ISOs, acquiring 40,362 shares of Veritas stock at a
total exercise price of $175,841. The fair market value of these shares on the
exercise dates totaled $5,922,522. In 2001, Marcus and his wife sold 30,297 of these
Veritas shares for $1,688,875. For regular tax purposes, the basis of these shares
was the exercise price, resulting in a capital gain of $1,560,955. For alternative
minimum tax (AMT) purposes, the basis was higher, including the exercise price
plus the amount included in AMTI due to the ISO exercises, leading to an AMT
capital loss of $2,783,413. The Marcuses attempted to increase their 2001 ATNOL
by the difference between the adjusted AMT basis and the regular tax basis of the
sold shares.

Procedural History

The Marcuses filed their 2000 and 2001 federal income tax returns and
subsequently filed amended returns claiming refunds based on an ATNOL carryback
from 2001 to 2000. The Commissioner issued a notice of deficiency for both years,
disallowing the ATNOL carryback and resulting in tax deficiencies. The Marcuses
petitioned the U. S. Tax Court for a redetermination of these deficiencies,
challenging the Commissioner’s interpretation of the ATNOL provisions under the
Internal Revenue Code.

Issue(s)

Whether the difference between the adjusted alternative minimum tax (AMT) basis
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and the regular tax basis of stock received through the exercise of an incentive stock
option (ISO) is an adjustment that can be taken into account in calculating an
alternative tax net operating loss (ATNOL) in the year the stock is sold?

Rule(s) of Law

The Internal Revenue Code provides that for regular tax purposes, no income is
recognized upon the exercise of an ISO under Section 421(a). However, for AMT
purposes, the spread between the exercise price and the fair market value of the
stock at exercise is treated as an adjustment under Section 56(b)(3) and included in
AMTI. An ATNOL is calculated with adjustments under Section 56(d)(1)(B)(i) and
(2)(A), but capital losses are subject to limitations under Section 172(d).

Holding

The U. S. Tax Court held that the difference between the adjusted AMT basis and
the regular tax basis of stock received through the exercise of an ISO is not an
adjustment taken into account in calculating an ATNOL in the year the stock is sold.
The court further held that the sale of the stock, being a capital asset, does not
create an ATNOL due to the capital loss limitations under Section 172(d).

Reasoning

The court’s reasoning focused on the statutory framework governing ATNOL
calculations. It noted that Section 56(b)(3) only provides for an adjustment at the
time of the ISO exercise for AMT purposes and does not extend to adjustments in
the year of sale. The court rejected the Marcuses’ reliance on the General
Explanation of the Tax Reform Act of 1986, distinguishing the recovery of basis for
depreciable assets from that of nondepreciable stock. The court emphasized that
capital losses, including those from the sale of stock acquired through ISOs, are
subject to the limitations in Sections 1211, 1212, and 172(d), which apply equally to
both regular tax and AMT systems. Therefore, the court concluded that the
Marcuses could not increase their ATNOL by the basis difference upon the sale of
their Veritas shares.

Disposition

The U. S. Tax Court’s decision was to be entered under Rule 155, reflecting the
court’s holdings and upholding the Commissioner’s determination of the tax
deficiencies for the years 2000 and 2001.

Significance/Impact

The Marcus decision clarifies the scope of ATNOL adjustments under the Internal
Revenue Code, specifically in relation to stock acquired through ISOs. It reinforces
the principle that the AMT system does not permit adjustments in the year of sale
based on the basis difference created by ISO exercises. This ruling impacts
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taxpayers who exercise ISOs and subsequently sell the stock at a loss, limiting their
ability to carry back such losses for AMT purposes. The decision upholds the
statutory framework for AMT calculations and ensures consistency with the
limitations on capital loss deductions for both regular tax and AMT systems.
Subsequent courts have followed this interpretation, solidifying its impact on tax
practice and planning involving ISOs and AMT liabilities.
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