Harold S. Divine and Rita K. Divine, Petitioners v. Commissioner of Internal
Revenue, Respondent, 59 T. C. 152 (1972)

The exercise of statutory stock options does not reduce a corporation’s earnings and
profits, aligning with their non-compensatory treatment for income tax purposes.

Summary

In Divine v. Commissioner, the Tax Court held that the exercise of statutory stock
options by employees of Rapid American Corp. did not reduce the corporation’s
earnings and profits. The case centered on whether distributions received by
shareholders, including Divine, should be treated as dividends or returns of capital.
The court rejected the application of collateral estoppel based on a prior similar
case, Luckman v. Commissioner, due to the lack of mutuality. It further reasoned
that statutory stock options, designed as incentive devices, should not impact
earnings and profits, consistent with their tax treatment as capital transactions, not
compensation.

Facts

Harold S. Divine owned shares in Rapid American Corp. and received cash
distributions in 1961 and 1962. Rapid had a statutory stock option plan under which
employees purchased stock at below-market prices. The Commissioner determined
these distributions were taxable dividends, while Divine argued they should be
treated as returns of capital due to a supposed reduction in Rapid’s earnings and
profits from the stock option exercises. The issue was whether the difference
between the option price and the market value of the stock at exercise (option
spread) should reduce earnings and profits.

Procedural History

The Commissioner assessed deficiencies against Divine for 1961 and 1962, treating
the distributions as dividends. Divine contested this in the Tax Court, which had
previously addressed a similar issue in Luckman v. Commissioner. The Seventh
Circuit had reversed the Tax Court’s decision in Luckman, holding that the option
spread should reduce earnings and profits. The Tax Court, in Divine’s case, declined
to follow the Seventh Circuit’s decision and reaffirmed its original position.

Issue(s)

1. Whether the doctrine of collateral estoppel applies to the Commissioner based on
the decision in Luckman v. Commissioner.

2. Whether the exercise of statutory stock options reduces the earnings and profits
of the issuing corporation.

Holding
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1. No, because the doctrine of collateral estoppel requires mutuality, and Divine was
not a party or in privity with a party in the Luckman case.

2. No, because statutory stock options are intended as incentive devices, not
compensation, and therefore their exercise does not reduce the issuing corporation’s
earnings and profits.

Court’s Reasoning

The court rejected the application of collateral estoppel due to the lack of mutuality,
emphasizing that the tenuous relationship between shareholders of a large public
corporation did not justify applying a prior decision to a different shareholder. The
court also analyzed the earnings and profits issue, reasoning that statutory stock
options, treated as capital transactions for income tax purposes under Section 421,
should not affect earnings and profits differently. The legislative history of Section
421 supported the view that these options were meant to give employees a stake in
the business, not to serve as compensation. The court distinguished statutory from
nonstatutory options, noting that only the latter generated taxable income and
corresponding deductions, which would affect earnings and profits. The court’s
decision aligned with the general rule that earnings and profits calculations should
follow income tax treatment unless compelling reasons exist to do otherwise.

Practical Implications

This decision clarifies that statutory stock options do not reduce a corporation’s
earnings and profits, affecting how similar cases should be analyzed. Tax
practitioners must consider this ruling when advising corporations on the tax
implications of their stock option plans. The decision also reinforces the principle
that earnings and profits generally follow income tax treatment, which may
influence future cases involving other types of corporate transactions. Businesses
should be aware that statutory options, designed to incentivize employees, do not
offer a tax benefit in the form of reduced earnings and profits. Subsequent cases,
such as those involving nonstatutory options, will need to distinguish their
compensatory nature from the incentive focus of statutory options.
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