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Philip Morris Inc. v. Commissioner, 96 T. C. 606 (1991)

The capitalization or excess earnings method is appropriate for valuing intangible
assets in corporate liquidations when the residual method is not applicable due to a
control premium in stock acquisition.

Summary

Philip Morris Inc. acquired Seven-Up Co. through a hostile takeover and liquidated it
under sections 332 and 334(b)(2). The primary issue was the valuation of Seven-Up’s
intangible  assets.  The  court  rejected  the  residual  method,  used  by  the
Commissioner, due to the presence of a control premium in the stock purchase, and
instead adopted the capitalization or excess earnings method proposed by Philip
Morris.  This  method valued Seven-Up’s  intangibles at  $86,030,000,  significantly
lower than the Commissioner’s valuation. The court also upheld adjustments to the
basis of Seven-Up stock for interim earnings and recapture income.

Facts

In 1978, Philip Morris Inc. acquired all outstanding shares of Seven-Up Co. through
its subsidiary, New Seven-Up, in a hostile takeover, paying $48 per share. Following
the acquisition, Seven-Up was liquidated into New Seven-Up under sections 332 and
334(b)(2). The dispute centered on the valuation of Seven-Up’s intangible assets,
with Philip Morris using the capitalization method and the Commissioner applying
the residual  method.  Philip Morris  claimed a control  premium was paid,  which
should not be considered in asset valuation.

Procedural History

The Commissioner determined deficiencies in Philip Morris’s Federal income tax for
1978-1980, primarily due to the valuation of Seven-Up’s intangible assets. Philip
Morris  contested  this  valuation  method  and  the  disallowance  of  certain  basis
adjustments in the Tax Court. The Tax Court held in favor of Philip Morris on the
valuation method and the basis adjustments.

Issue(s)

1. Whether the residual method is the appropriate method for valuing Seven-Up’s
intangible assets under section 334(b)(2)?
2. Whether the capitalization or excess earnings method should be used to value
Seven-Up’s intangible assets?
3. Whether the basis of Seven-Up stock should be increased for Federal income
taxes on interim earnings and profits, recapture income items, and interim earnings
of lower-tier domestic subsidiaries?

Holding
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1. No, because the residual method was not appropriate due to the presence of a
control premium in the stock purchase, which distorted the fair market value of the
assets.
2. Yes, because the capitalization or excess earnings method accurately reflected the
value of Seven-Up’s intangible assets, valuing them at $86,030,000.
3. Yes, because the adjustments were consistent with the regulations under section
1.  334-1(c)(4)(v),  Income Tax Regs.  ,  and reflected the economic reality  of  the
liquidation.

Court’s Reasoning

The court rejected the residual method due to the presence of a control premium,
which indicated that  the purchase price did not  accurately reflect  the value of
Seven-Up’s assets. The court found that Philip Morris paid a premium to acquire
control, not for the assets themselves. The capitalization or excess earnings method
was deemed appropriate as it did not rely on the purchase price but on Seven-Up’s
earnings potential.  The court  noted that  the method,  as  applied by Coopers &
Lybrand, considered future earnings projections and was consistent with Revenue
Ruling 68-609. The valuation was supported by expert testimony and the absence of
rebuttal  evidence  from  the  Commissioner.  The  court  also  upheld  the  basis
adjustments, finding them consistent with the regulations and necessary to reflect
the  economic  reality  of  the  liquidation,  including  the  recognition  of  recapture
income and section 1248 dividends.

Practical Implications

This decision establishes that the residual method may not be appropriate in stock
acquisitions involving a control premium, as it can lead to inflated asset valuations.
It  highlights  the  importance  of  using  alternative  valuation  methods  like  the
capitalization or  excess earnings method in such cases.  The ruling affects  how
similar corporate liquidations should be analyzed, particularly in hostile takeovers,
where control premiums are common. It also clarifies that basis adjustments for
interim earnings and recapture income are permissible under section 334(b)(2),
impacting how tax liabilities are calculated in liquidations. Subsequent cases have
referenced this decision when addressing asset valuation and basis adjustments in
corporate liquidations.


