Frizzelle Farms, Inc. v. Commissioner, 61 T. C. 737 (1974)

The fair market value of securities received in a transaction must be determined by
market transactions when such evidence is available and reliable, not by speculative
estimates of intrinsic value.

Summary

In Frizzelle Farms, Inc. v. Commissioner, the U. S. Tax Court ruled that the taxpayer
could not use the installment method to report the gain from the exchange of
Lorillard stock for Loew’s debentures and warrants because the warrants received
constituted more than 30% of the selling price. The key issue was the valuation of
the warrants, where the court rejected the taxpayer’s argument for using a ‘fair
value’ based on intrinsic worth and instead relied on the ‘when issued’ market
transactions to determine the fair market value at $29. 375 per warrant. This
decision emphasizes the importance of using actual market prices over theoretical
valuations in tax assessments.

Facts

Frizzelle Farms, Inc. exchanged its 4,000 shares of P. Lorillard Corp. stock for
$248,000 principal amount of Loew’s 6 7/8% subordinated debentures and 4,000
warrants to purchase Loew’s common stock. This exchange occurred as part of a
merger between Loew’s Theatres, Inc. and Lorillard, effective November 29, 1968.
The warrants were actively traded on a ‘when issued’ basis, with market
transactions indicating a value of $29. 375 per warrant on the date of the exchange.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Frizzelle Farms,
Inc. ‘s 1968 income tax. The taxpayer petitioned the U. S. Tax Court, which heard
arguments on whether the gain from the exchange could be reported under the
installment method. The court’s decision was based solely on the valuation of the
warrants received in the exchange.

Issue(s)

1. Whether the taxpayer can report the gain from the exchange of Lorillard stock for
Loew’s debentures and warrants using the installment method under section 453 of
the Internal Revenue Code.

Holding

1. No, because the taxpayer received warrants valued at more than 30% of the total
selling price of the Lorillard stock, making the transaction ineligible for installment
reporting under section 453(b)(2).
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Court’s Reasoning

The court’s decision hinged on the valuation of the Loew’s warrants received by the
taxpayer. The court rejected the taxpayer’s argument for using a ‘fair value’ based
on an expert’s estimate of intrinsic worth, which ranged from $9 to $12 per warrant.
Instead, the court relied on the ‘when issued’ market transactions, which
consistently showed the warrants trading at around $29. 375 per warrant. The court
reasoned that these market transactions were the best evidence of the warrants’
value, as they reflected the price willing buyers and sellers agreed upon at the time
of the exchange. The court also dismissed the taxpayer’s attempt to apply the
blockage rule, noting that the merger was a public transaction and the warrants
were traded in significant volumes without impacting the market price.

Practical Implications

This decision underscores the importance of using actual market prices to determine
the value of securities in tax assessments, especially when those securities are
actively traded. Taxpayers and practitioners should be cautious about relying on
theoretical valuations or intrinsic worth when market evidence is available. The
ruling may affect how similar transactions are valued for tax purposes, particularly
in the context of mergers and acquisitions involving securities. It also reinforces the
limitations on using the installment method for reporting gains, as the court’s strict
interpretation of section 453(b)(2) precludes its use when the initial payment
exceeds 30% of the selling price. Subsequent cases have cited Frizzelle Farms for its
approach to valuation in tax contexts, emphasizing the reliability of market
transactions over speculative estimates.
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