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Commissioner v. Frank, 54 T. C. 75 (1970)

Nonstatutory stock options are taxable at the date of exercise when their fair market
value cannot be readily ascertained at the time of grant.

Summary

In Commissioner v.  Frank,  the Tax Court  ruled that  nonstatutory stock options
granted to the petitioner, Frank, by MGIC and GIAI were taxable at the time of
exercise rather than at the time of grant. The court determined that the options’ fair
market  value  was  not  readily  ascertainable  at  the  time  of  grant  due  to  the
uncertainty  surrounding  the  value  of  the  underlying  stock  and  the  speculative
nature of the companies involved. Consequently, the taxable event occurred when
Frank exercised the options, and the court set the fair market value of the stock at
exercise to be $18. 50 per adjusted share, reflecting a balance between market
transactions and the difficulties of liquidating a large block of stock.

Facts

Frank was a promoter and organizer of MGIC and GIAI before their incorporation.
He later served as an officer in both companies. In 1958, while serving as an officer,
Frank received stock options from both companies. These options allowed him to
purchase stock at a set price over an extended period. The options were freely
transferable and immediately exercisable in full. Frank exercised these options in
1960, and the value of the stock had increased since the time of grant. The dispute
centered on whether the options were taxable at the time of grant or exercise, and if
at exercise, what the fair market value of the stock was at that time.

Procedural History

Frank filed a tax return claiming the options were taxable at the time of grant. The
Commissioner of Internal Revenue disagreed, asserting the options should be taxed
at exercise. The case was brought before the Tax Court, which had to determine the
appropriate taxable event and the fair market value of the stock at exercise.

Issue(s)

1. Whether the nonstatutory stock option regulations apply to Frank’s options.
2. Whether the fair market value of the options was readily ascertainable at the time
of grant.
3. Whether the stock options should be taxed at the date of exercise.
4. What was the fair market value of the stock at the date of exercise.

Holding

1. Yes, because Frank was an employee of MGIC and GIAI, and the options were
connected to his employment.
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2.  No,  because  the  value  of  the  underlying  stock  and  the  probability  of  its
appreciation were not ascertainable with reasonable accuracy at the time of grant.
3. Yes, because the options did not have a readily ascertainable value at grant and
were not subject to restrictions at exercise.
4. The court determined the fair market value of the stock at exercise to be $18. 50
per adjusted share.

Court’s Reasoning

The court applied the nonstatutory stock option regulations (sec. 1. 421-6, Income
Tax Regs. ) to determine the taxable event. They found that Frank was an employee
of  MGIC and GIAI  due  to  his  roles  as  an  officer,  despite  his  claims  of  minor
involvement.  The  court  rejected  Frank’s  argument  that  the  options  were
compensation for his promotional efforts rather than his employment. The options
were  taxable  at  exercise  because  their  fair  market  value  was  not  readily
ascertainable at grant, as required by the regulations. The court considered expert
testimony and market transactions to conclude that the options’ value could not be
measured with reasonable accuracy at grant. At exercise, the court balanced market
sales with the difficulties of liquidating a large block of stock to set a fair market
value of $18. 50 per adjusted share. The court rejected Frank’s attempt to apply the
Hirsch doctrine, as his stock was not subject to the same restrictions as in that case.

Practical Implications

This decision clarifies that nonstatutory stock options should be taxed at exercise if
their value at grant is not readily ascertainable. Legal practitioners must carefully
assess whether options have a readily ascertainable value at grant,  considering
factors  such  as  the  marketability  of  the  underlying  stock  and  the  company’s
prospects.  Businesses  granting  stock  options  need  to  be  aware  of  the  tax
implications for recipients and may need to provide guidance on the timing of tax
events. Subsequent cases have followed this precedent, reinforcing the taxation at
exercise for nonstatutory options with uncertain values at grant. This ruling has
implications  for  how companies  structure  their  compensation  packages  and for
individuals  receiving  stock  options  as  part  of  their  employment  or  service
agreements.


