James v. Commissioner, 3 T.C. 1260 (1944)

A restrictive agreement granting other stockholders a first option to purchase
shares does not, by itself, determine the value of the stock for gift tax purposes,
although it is a factor to consider.

Summary

The petitioner gifted stock to his son and argued that its value for gift tax purposes
should be capped at the price set in a voluntary agreement with other stockholders.
This agreement stipulated that if any stockholder wished to sell their shares, they
must first offer them to the other stockholders at a predetermined price. The Tax
Court held that while the restrictive agreement is a factor in valuation, it doesn’t
automatically limit the stock’s value to the agreed-upon price for gift tax purposes.
Because the petitioner did not provide sufficient evidence that controverted the
Commissioner’s valuation, the Commissioner’s determination was upheld.

Facts

The petitioner, James, gifted stock in a closely held family corporation to his son. A
voluntary agreement among the stockholders required any stockholder wishing to
sell to first offer the shares to the other stockholders at a set price. The book value
of the stock at the end of 1939 was $385.05 per share and $383.47 per share at the
end of 1940. There were no recent sales of the stock.

Procedural History

The Commissioner determined a deficiency in gift tax based on a valuation of the
stock higher than the price stipulated in the restrictive agreement. James petitioned
the Tax Court, arguing the agreement capped the stock’s value for tax purposes. The
Tax Court upheld the Commissioner’s valuation.

Issue(s)

Whether a voluntary restrictive agreement among stockholders, requiring them to
offer their stock to each other at a set price before selling to a third party,
conclusively limits the value of the stock for gift tax purposes.

Holding

No, because the price set out in the restrictive agreement does not, of itself,
determine the value of the stock for gift tax purposes; it is only one factor to
consider.

Court’s Reasoning

The court distinguished this case from those involving binding, irrevocable options
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to purchase stock. In those cases, the stockholder had no choice but to sell at the
stipulated price on the date of valuation, impacting the stock’s value at that time.
Here, the agreement only required the stockholder to offer an option if he desired to
sell, which is a crucial difference. The court emphasized that the Commissioner did
consider the restrictive agreement in determining the stock’s value, alongside other
factors like net worth, earning power, and dividend-paying capacity. The court
stated, “[W]e do decide that the price set out in the restrictive agreement does not,
of itself, determine the value of the stock.” Because the petitioner failed to submit
any evidence challenging the Commissioner’s valuation or demonstrating the
depressing effect of the agreement on the stock’s value, the court approved the
Commissioner’s determination.

Practical Implications

This case clarifies that restrictive agreements among stockholders are a relevant,
but not controlling, factor in valuing stock for gift and estate tax purposes. Attorneys
advising clients on estate planning or business succession must consider such
agreements but should not assume they automatically limit the stock’s taxable value
to the agreed-upon price. Taxpayers must present evidence to support a valuation
lower than the Commissioner’s determination. This case highlights the importance
of a comprehensive valuation analysis that accounts for all relevant factors,
including any restrictive agreements, but also financial performance, market
conditions, and expert opinions. Later cases may distinguish *James* if the
restrictions are more onerous (e.g., a mandatory buy-sell agreement triggered by
death). The case demonstrates that the timing and nature of restrictions impact
valuation.
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