Estate of Reynolds v. Commissioner, 55 T. C. 172 (1970)

The value of voting trust certificates for estate and gift tax purposes must consider
transfer restrictions, but neither the over-the-counter price of the underlying shares
nor the formula price alone dictates fair market value.

Summary

The Reynolds-Bixby family placed their majority stake in a life insurance company
into a voting trust, creating certificates that were subject to transfer restrictions.
These certificates were valued for gift and estate tax purposes, with the key issue
being whether the restrictions and a formula price set in the trust agreement should
determine their value. The Tax Court held that while the restrictions were relevant,
the certificates’ value must consider multiple factors, including the company’s
financial health and market conditions. The court rejected both the family’s reliance
on the formula price and the IRS’s use of the over-the-counter share price, instead
finding a value between these figures based on a comprehensive analysis.

Facts

The Reynolds-Bixby family owned a majority of Kansas City Life Insurance Co.
shares, which they placed into a voting trust in 1946 to ensure management
continuity. The trust issued certificates representing shares but with voting and
transfer restrictions. The certificates could be gifted or devised but had to be first
offered to other certificate holders at a formula price before sale. From 1947 to
1961, family members made numerous transfers of these certificates, with some
transactions involving promissory notes. At the deaths of Pearl Reynolds and
Angeline Bixby in 1962 and 1963, their estates held significant blocks of these
certificates.

Procedural History

The Commissioner of Internal Revenue issued deficiency notices for gift and estate
taxes, asserting that the certificates were undervalued. The petitioners contested
these valuations in the U. S. Tax Court, which consolidated several related cases.
The court heard expert testimony on valuation methods and considered the legal
effect of the voting trust’s restrictions.

Issue(s)

1. Whether the fair market value of the voting trust certificates for gift and estate
tax purposes should be determined solely by the formula price set in the voting trust
agreement?

2. Whether the over-the-counter price of the underlying shares should be used as
the sole measure of the certificates’ value?

3. Whether the Commissioner’s valuation of promissory notes given in consideration
for some certificate transfers was arbitrary or unreasonable?
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4. Whether the failure to file gift tax returns in certain years was due to reasonable
cause and not willful neglect?

Holding

1. No, because the formula price is only one factor among many in determining fair
market value, including the company’s financial condition and market dynamics.

2. No, because the over-the-counter price does not account for the certificates’
unique characteristics and restrictions.

3. No, because the petitioners did not provide sufficient evidence to overcome the
presumption that the Commissioner’s valuation was reasonable.

4. No for the 1958 transfer, because the significant difference between the formula
price and market value should have prompted professional valuation advice, but yes
for other years due to reasonable reliance on the formula price.

Court’s Reasoning

The court applied the fair market value standard, defined as the price between a
willing buyer and seller with knowledge of relevant facts. It rejected the notion that
the formula price or over-the-counter price alone could determine value, citing case
law that considers transfer restrictions as one factor among many. The court relied
on expert testimony and financial data to establish a value between these two
figures, considering factors like the company’s growth, dividend yield, and the
certificates’ limited marketability. The court also upheld the Commissioner’s
valuation of promissory notes due to lack of contrary evidence from petitioners. For
the failure to file gift tax returns, the court found reasonable cause for most years
but not for 1958, where the market value disparity warranted professional
consultation.

Practical Implications

This case clarifies that transfer restrictions on securities must be considered in tax
valuations but do not solely dictate value. Attorneys should conduct thorough
valuations considering all relevant factors, including market conditions and company
performance, rather than relying on a single metric like a formula price. The
decision impacts estate planning and business succession strategies involving voting
trusts or similar arrangements, emphasizing the need for careful valuation and
potential tax consequences of such structures. Later cases have cited this decision
when dealing with restricted securities, reinforcing its importance in estate and gift
tax valuation methodologies.
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