Horwith v. Commissioner, 72 T. C. 893 (1979)

Stock exchange prices establish fair market value even when corporate fraud is later
revealed.

Summary

In Horwith v. Commissioner, the Tax Court determined that the fair market value of
stock received by petitioners should be based on the stock exchange prices at the
time of receipt, despite later revelations of corporate fraud at Mattel, Inc. The
petitioners, who received stock under an alternative stock plan, argued that the
stock’s value should be reduced due to the fraud and potential insider trading
restrictions. The court rejected these arguments, holding that the exchange prices
on the dates of receipt were valid indicators of fair market value, and that insider
trading restrictions did not affect transferability or valuation under Section 83(a) of
the Internal Revenue Code.

Facts

Theodore M. Horwith, a vice president at Mattel, Inc. , received 2,660 shares of
Mattel stock in 1972 under an alternative stock plan in exchange for surrendering
his unexercised stock options. The stock was issued on February 22 and March 28,
1972, and its value was reported by Mattel at the closing prices on those dates.
Later in 1973 and 1974, it was revealed that Mattel had engaged in fraudulent
financial reporting, leading to a significant drop in stock value and numerous legal
actions against the company.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
federal income tax for 1971 and 1972, specifically contesting the valuation of the
Mattel stock received in 1972. The petitioners challenged this valuation in the Tax
Court, which heard the case and issued its decision in 1979.

Issue(s)

1. Whether the trading prices of Mattel stock on the New York Stock Exchange on
February 22 and March 28, 1972, establish the fair market value of the stock
received by petitioners despite later revelations of corporate fraud.

2. Whether the potential application of Section 16(b) of the Securities Exchange Act
of 1934 constitutes a restriction on the fair market value of the stock for purposes of
Section 83(a) of the Internal Revenue Code.

3. Whether the shares were nontransferable and subject to a substantial risk of
forfeiture due to Section 16(b) restrictions, affecting the timing of income inclusion
under Section 83(a).

4. Whether Section 83(a) is unconstitutional under the Fifth Amendment if Section
16(b) is considered a restriction to be ignored for valuation purposes.
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Holding

1. Yes, because the court found that the exchange prices at the time of receipt
accurately reflected the fair market value, consistent with prior rulings in similar
situations.

2. No, because Section 16(b) is a restriction that must be ignored for valuation
under Section 83(a), as it does not affect the transferability of the stock.

3. No, because the shares were transferable on the dates of receipt, and Section
16(b) does not impose a substantial risk of forfeiture.

4. No, because the court found no merit in the constitutional challenge, following
precedent that upheld the constitutionality of Section 83(a).

Court’s Reasoning

The court relied on the precedent set in Estate of Wright v. Commissioner, where it
was determined that stock exchange prices are reliable indicators of fair market
value, even when later-discovered fraud might have affected those prices if known at
the time. The court emphasized the practical difficulty of valuing stock based on
hypothetical knowledge of fraud and the necessity of relying on objective market
data. Regarding Section 16(b), the court clarified that this provision does not
restrict the transferability of stock but rather addresses the disgorgement of profits
from insider trading, thus not affecting valuation under Section 83(a). The court also
dismissed the argument that Section 16(b) created a substantial risk of forfeiture,
noting that the petitioners could have sold the stock immediately after receipt.
Finally, the court rejected the constitutional challenge to Section 83(a), following
established case law that upheld its validity.

Practical Implications

This decision reaffirms the use of stock exchange prices as a reliable measure of fair
market value for tax purposes, even in cases where corporate fraud is later revealed.
It clarifies that Section 16(b) restrictions do not affect the valuation or
transferability of stock under Section 83(a), simplifying the tax treatment of stock
received by corporate insiders. Practitioners should be aware that while subsequent
fraud revelations may affect future stock prices, they do not retroactively change the
fair market value at the time of receipt. This ruling also underscores the importance
of objective market data in tax valuation disputes and may influence how similar
cases are argued and decided in the future.
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