H. L. Federman & Co. , Inc. v. Commissioner, 82 T. C. 631 (1984)

Stock warrants received as compensation by an underwriter are taxable upon
exercise or arm’s-length sale, not upon receipt, if their value is not readily
ascertainable.

Summary

H. L. Federman & Co. , Inc. , an underwriting firm, received stock warrants from
various companies as compensation for underwriting services. The Tax Court held
that these warrants were not taxable to the company upon receipt but upon their
exercise or arm’s-length sale due to the lack of a readily ascertainable fair market
value at the time of receipt. The court also determined that the distribution of these
warrants to shareholders constituted a dividend, taxable when the value could be
determined. Additionally, a transaction involving the transfer of a warrant to a
foreign trust was ruled a transfer in trust subject to grantor trust rules, not a bona
fide annuity exchange.

Facts

H. L. Federman & Co. , Inc., a securities underwriting firm, received stock warrants
as part of its compensation for underwriting securities issued by Vernitron Corp. ,
National Patent Development Corp. , Scientific Control Corp. , and DPA, Inc. These
warrants were later distributed to the company’s shareholders. In a separate
transaction, H. L. Federman transferred a portion of a warrant to a foreign trust in
exchange for an annuity, but the trust subsequently exercised and sold the warrant,
with the proceeds managed by Federman Inc.

Procedural History

The Commissioner determined deficiencies in the company’s and shareholders’
federal income tax liabilities, asserting that the warrants were taxable as
compensation upon receipt. The case was reassigned from Judge William M. Fay to
Judge Stephen J. Swift, who reviewed the case and issued the opinion.

Issue(s)

1. Whether the warrants were received by H. L. Federman & Co. , Inc. as principal
or as agent and nominee for its shareholders.

2. Whether the warrants were received by H. L. Federman & Co. , Inc. as
compensation for underwriting services.

3. When H. L. Federman & Co. , Inc. must recognize and determine the amount of
compensation income from the receipt of the warrants.

4. Whether the assignment of the warrants to shareholders constituted a dividend
distribution.

5. Whether the transfer of a warrant to a foreign trust by H. L. Federman
constituted a bona fide exchange for an annuity.
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Holding

1. Yes, because the warrants were received by H. L. Federman & Co. , Inc. as
principal, as evidenced by the contractual arrangements and accounting practices.
2. Yes, because the warrants were clearly designated as compensation in the
underwriting agreements and related documentation.

3. No, because the warrants did not have a readily ascertainable fair market value at
the time of receipt, thus taxable upon exercise or arm’s-length sale.

4. Yes, because the distribution of the warrants to shareholders was pro rata and
consistent with dividend treatment, taxable when the value was ascertainable.

5. No, because H. L. Federman retained control over the trust, rendering the
transaction a transfer in trust subject to grantor trust rules, not a bona fide annuity
exchange.

Court’s Reasoning

The court applied the legal rule that property received as compensation is taxable
upon receipt unless its value is not readily ascertainable. The warrants in question
did not have a readily ascertainable value due to restrictions on transferability, non-
immediate exercisability, and lack of an established market. Therefore, the court
ruled that the warrants were not taxable to H. L. Federman & Co. , Inc. upon receipt
but upon their exercise or arm’s-length sale. The court also considered the
shareholders’ receipt of the warrants as a dividend distribution, taxable when their
value could be determined. The court cited Treasury regulations and case law to
support the validity of the valuation rules applied. In the annuity transaction, the
court found that H. L. Federman retained control over the trust and its assets,
leading to the conclusion that the transaction was not a bona fide annuity exchange
but a transfer in trust subject to grantor trust rules. The court emphasized the
substance over form doctrine in determining the tax consequences of the
transactions.

Practical Implications

This decision clarifies that stock warrants received as compensation by underwriters
are not taxable upon receipt if their value is not readily ascertainable, impacting
how similar cases should be analyzed. Legal practitioners should consider the timing
of taxation for such compensation, focusing on the exercise or sale of the warrants.
The ruling also affects the structuring of compensation in underwriting agreements,
as firms may need to account for deferred taxation. Businesses in the securities
industry should be aware of the potential tax implications of distributing warrants to
shareholders, as these may be treated as dividends. Subsequent cases have applied
this ruling when assessing the tax treatment of stock options and warrants received
as compensation, ensuring consistency in tax law application.
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