
1www.robertsandhol land.com

August 20, 2015

Decisions Tackle Corporate Equity and Compensation

By: David E. Kahen

wo decisions issued in July, one
by the Court of Federal Claims
(Greiner v. United States)1 and

the other by the Tax Court (Qinetiq U.S.
Holdings, Inc. v. Commissioner),2 ad-
dress situations where, in the context of
a sale or other disposition of a business
conducted by a corporation, amounts
were paid with respect to stock or stock
options previously issued to an executive
of the corporation, and either the execu-
tive or the corporation sought more fa-
vorable tax treatment with respect to the
amounts paid than would have been ex-
pected based on prior tax reporting posi-
tions by the same or related taxpayers. In
both cases the government prevailed.

‘Greiner’
Jeffrey Greiner (Greiner) was Presi-

dent of Advanced Bionics Corporation
(Advanced Bionics) and received stock
options as part of his overall compensa-
tion. In 2004 Advanced Bionics became
a subsidiary of Boston Scientific Corpo-
ration (Boston Scientific) through a mer-
ger.

In connection with the merger, stock
options held by Greiner and others were
vested and then canceled, and the option
holders were offered a choice of (i) a
one-time cash payment of $21 per share
minus the applicable option exercise
price, or (ii) a package consisting of (a)
a cash payment of $11 per share minus
the option exercise price, and (b) earn-
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out payments contingent on the future
performance of four product lines of Ad-
vanced Bionics, which earn-out would
be payable over a period of nine years
beginning in 2006. Greiner chose the
package of cash and earn-out payments.

An information statement provided
to the shareholders and option holders of
Advanced Bionics stated that the corpo-
rate parties to the merger intended to
take the position that the cash paid to an
option holder at the time of the merger
was compensation to the holder at the
time of payment, and that earn-out pay-
ments paid to an option holder would be
compensation as and when received
(sometimes referred to as the “open
transaction approach”). The statement
also acknowledged uncertainty regard-
ing the tax treatment of the earn-out pay-
ments.

In January 2008, and after earn-out
payments had been received in 2006 and
2007 (which amounts were reported as
compensation in the year of receipt con-
sistent with the approach set forth in the
information statement), Greiner and oth-
ers settled litigation with Boston Scien-
tific relating to the management and con-
trol of the Advanced Bionics business
after the merger. As part of the settle-
ment, the rights of the former option
holders to earn-out payments contingent
on financial results were converted to
rights to fixed amounts that would be
paid in two installments in 2008 and
2009. The amounts paid pursuant to the
settlement were reported by Greiner as

compensation in the years the install-
ments were received.

In 2011, Greiner filed amended tax
returns for 2008 and 2009 seeking tax re-
funds for each of those years, on the ba-
sis of reclassification of the 2008 and
2009 payments as proceeds from the sale
or exchange of a capital asset resulting in
capital gain. The amended tax returns as-
serted that: the right to earn-out pay-
ments should have been included in
Greiner’s income in 2004 based on its
value at the time the right arose;3 taking
into account such required inclusion, the
right to receive the payments was there-
after a capital asset under Internal Reve-
nue Code (Code) section 1221; the
amounts received in 2006 and 2007 re-
mained taxable as ordinary income but
only to the extent they exceeded the tax
basis that would have resulted from in-
clusion of the right to earn-out payments
in income in 2004;4 and that the pay-
ments received in 2008 and 2009 should
have been treated as proceeds from the
sale or exchange of the right to earn-out
payments pursuant to the settlement and
therefore as resulting in capital gain.

When the IRS failed to grant the re-
fund, Greiner brought suit in the Court of
Federal Claims. After Greiner filed for
summary judgment on his refund claims,
the government cross-moved for sum-
mary judgment on three issues: whether
the amended tax returns reflected a
change in accounting method by Greiner
for which consent had to be obtained
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from the IRS; whether the claims for re-
fund violated a duty of consistency owed
by Greiner; and whether the payments in
2008 and 2009 could not qualify for the
more favorable tax rates applicable to
long-term capital gains because the pay-
ments did not result from a “sale or ex-
change” of a “capital asset” as those
terms are used in the Code.

Ultimately, the Court of Federal
Claims agreed with the government that
consent by the IRS to a change in ac-
counting method would have to have
been obtained by Greiner in order to ob-
tain the refunds sought, and that such
consent had not been properly requested
or obtained. The court therefore did not
address the other arguments made by the
government.

Under IRC section 446(e), an ac-
counting method adopted by a taxpayer
generally cannot be changed without
IRS consent. Greiner made several argu-
ments to attempt to rebut the govern-
ment’s position that the treatment sought
by him with respect to 2008 and 2009
represented an impermissible change in
an accounting method previously
adopted by Greiner with respect to the
earn-out payments.

One argument made by Greiner was
that, under the relevant regulations, a
change in accounting method includes
an adjustment that affects “the proper
time for the inclusion of the item of in-
come,” but not, generally, an adjustment
to the character of an item (such as from
ordinary income to capital gain, or from
a deductible business expense to a non-
deductible personal item) that does not
involve a change in the time of inclusion
or deduction. Greiner asserted that the
relief he sought involved changes in the
character of income for the two years at
issue but not any change in the timing of
income for those years.

The government successfully coun-
tered, however, that the capital gain
treatment sought by Greiner could be
available only if the earn-out amount had
been treated as property (for purposes of
IRC section 83) includible in his income
in 2004; and that, if that treatment (the
“closed transaction” approach) had been
followed, there would have been

changes in the amount of income report-
able for 2004, 2006, and 2007, because
Greiner would have had (i) additional in-
come in 2004 and (ii) after 2004, basis in
the earn-out right to take into account in
determining his income in 2006 and
2007.

Greiner also argued for the applica-
tion of various other exceptions to the
general rule of IRS consent as a prereq-
uisite to a change in accounting method.
In particular, he asserted that the refund
claims were within the scope of the rule
in the regulations under section 446(e) to
the effect that correction of a mathemat-
ical or posting error is not a change in
accounting method, and/or the rule that a
change in accounting method does not
include a change in treatment resulting
from a change in the underlying facts
(with the settlement with Boston Scien-
tific in 2008 being the asserted change);
and that the 2008 and 2009 amounts
were different items of income from the
items of income with respect to which an
accounting method had been adopted in
earlier years.

The court found these arguments
unpersuasive. It noted, in particular, that
even if the settlement constituted a rele-
vant change in circumstances, it oc-
curred no earlier than 2007 and therefore
could not justify a change in the treat-
ment of the right to earn-out payments in
2004, as appeared to be necessary to sup-
port Greiner’s desired tax treatment of
the payments received in 2008 and 2009
as resulting in capital gains. It was also
noted that Greiner’s allegedly desired
tax treatment of the transaction for 2004
could not be changed at the time he filed
the amended returns because, under the
three-year limitation of assessment pe-
riod imposed by Code section 6501(a),
additional tax could no longer be as-
sessed with respect to 2004 at the time of
filing of amended returns.

The court also observed that it did
not need to resolve whether Greiner
should have accounted for the earn-out
payments under the closed transaction
method from the beginning, because, as
indicated by regulations and case law
cited in the opinion, a change in account-
ing method requires IRS permission

even if the change is from an impermis-
sible method of accounting to a permis-
sible method.

The court’s opinion states at various
points that Greiner, in 2004, “chose” or
“elected” to take the earn-out payments
into account under the open transaction
approach, rather than by valuing the
right and taking it into income as com-
pensation in 2004. Given the treatment
in regulations under Code section 83 of
an unfunded and unsecured promise to
pay money as something other than
property,5 it is far from clear that the tax
law offered such a choice to Greiner or
that the closed transaction method in
particular would have been a permissible
method under the circumstances. How-
ever, the court avoided the need to con-
front this issue by concluding that the
open transaction approach followed by
Greiner was a method of accounting that
could not later be changed unilaterally
by the taxpayer.

‘Qinetiq U.S. Holdings’
In Qinetiq, a corporation was incor-

porated in March 2002 by one share-
holder who caused an S election to be
made for the corporation. Stock in the
corporation was issued to another indi-
vidual in December 2002 in connection
with his agreeing to employment as the
executive vice president and chief oper-
ating officer of the corporation. Each of
the founding shareholders accepted re-
strictions on his stock that included a
provision calling for a fraction (5% for
each full year of service) of the “agree-
ment price” to be paid for the stock in the
context of a corporate buyout right that
would be triggered upon a voluntary res-
ignation after a period of service of less
than 20 years. (For example, a share-
holder would receive only 5% of the
“agreement price” for his stock if he re-
signed after one year of service.) That
right appeared likely on its face to be a
“substantial risk of forfeiture” (or
SROF) as that term is used in Code sec-
tion 83 and regulations under that provi-
sion.

In 2008, and after S corporation sta-
tus had been terminated effective Janu-
ary 2007, the stock of the corporation
was sold for $123 million. The acquired
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corporation or its affiliate claimed a
compensation deduction of $117 million
under IRC section 83 in the fiscal year
that included the date of acquisition, in
part on the rationale that stock issued to
the second shareholder in 2002 was sub-
ject to a SROF that did not terminate un-
til the restrictions were waived in con-
nection with the sale.

The IRS disallowed on audit com-
pensation deductions attributable to the
acquired corporation’s stock. The corpo-
ration conceded that the stock issued to
the first shareholder was not subject to a
SROF, and the Tax Court ultimately sus-
tained the disallowance of a compensa-
tion deduction with respect to the stock
issued to the second shareholder as well.

The opinion asserted that the peti-
tioner had failed to establish that the
stock was transferred in connection with

the performance of services (a somewhat
surprising conclusion under the circum-
stances) but described the crux of its
analysis as relating to whether the re-
strictions imposed on the second share-
holder’s stock constituted a SROF. The
court answered the latter question in the
negative, largely because it concluded
that the forfeiture condition was unlikely
to be enforced.

The court cited, in support of its
conclusion that the SROF was unlikely
to be enforced, the large amount of the
stock of the corporation owned by the
second shareholder (almost 50%) and his
importance to the operations of the cor-
poration. The court also found to be rel-
evant, however, that the two founding
stockholders had effectively disregarded
the restrictions on their stock for tax re-
porting purposes during the years in

which the corporation was an S corpora-
tion, by causing the corporation to allo-
cate income to each of them on the basis
that each was the owner of stock of the
corporation for tax purposes. If the re-
strictions had constituted a SROF so as
to cause the stock to be substantially
nonvested for purposes of IRC section
83, the founders should not have been
treated as the owners of the stock for S
corporation income allocation pur-
poses.6

Both Greiner and Qinetiq under-
score the likelihood of a successful chal-
lenge by the IRS where a tax benefit is
sought that is inconsistent with the tax
positions of the taxpayer or related par-
ties in earlier years.

1 116 AFTR 2d 2015-5324.
2 TC Memo 2015-123.
3 The 2004 value of the right to earn-out payments was estimated in the amended returns as $10 million, which may have been

determined by reference to the difference in up-front cash payments offered to option holders who accepted or declined the
right to earn-out payments.

4 So far as appears from the decision, neither the government nor the court raised the question of whether, if Greiner had pre-
vailed in his argument that the right to earn-out payments should have been taxed in 2004 based on its value at the time of the
merger, any amounts received with respect to that right that exceeded the amount taken into income in 2004 should be char-
acterized in part as interest and in part as additional proceeds from an exchange, under the authority of IRC § 1271(a)(1) and
the regulations under IRC § 1275 relating to contingent payment debt instruments.

5 See Reg. § 1.83-3(e).
6 See Reg. § 1.1361-1(b)(3).
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