Estate of Mellinger v. Commissioner, 112 T. C. 26 (1999)

Separate blocks of stock held in different trusts should not be aggregated for estate
tax valuation purposes, even if both are included in the decedent’s estate.

Summary

Harriett Mellinger died owning significant shares of Frederick’s of Hollywood, Inc.
(FOH) stock in both her revocable trust and a Qualified Terminable Interest
Property (QTIP) trust established by her late husband. The IRS argued these shares
should be aggregated for valuation, potentially increasing the estate tax. The Tax
Court, however, ruled that the blocks should be valued separately, applying a 25%
marketability discount to each. This decision was based on the lack of Congressional
intent to aggregate such holdings and the practical reality that the decedent did not
control the QTIP trust shares. The ruling emphasizes the importance of considering
the legal structure of asset ownership in estate planning and valuation.

Facts

Harriett Mellinger died on April 18, 1993, owning 2,460,580 shares of FOH stock in
her revocable trust and an equal number of shares in a QTIP trust established by her
late husband, Frederick Mellinger. Both sets of shares were included in her estate
for tax purposes. The estate valued the shares at $4. 79 each, applying a 31%
discount for lack of marketability. The IRS, however, argued for aggregation of the
shares, valuing them at $8. 46 each, with a smaller discount.

Procedural History

The IRS issued a notice of deficiency to the estate, asserting that the FOH shares
should be aggregated for valuation purposes. The estate petitioned the U. S. Tax
Court, which heard the case and issued its opinion on January 26, 1999.

Issue(s)

1. Whether section 2044 of the Internal Revenue Code requires aggregation, for
valuation purposes, of stock held in a QTIP trust with stock held in a decedent’s
revocable trust and stock held outright by the decedent.

2. If section 2044 does not require aggregation, what is the fair market value of the
stock at decedent’s death?

Holding

1. No, because section 2044 does not mandate aggregation of stock holdings for
valuation purposes, and the decedent did not control the QTIP trust shares.

2. The fair market value of the FOH stock, considering a 25% discount for lack of
marketability, was $5. 2031 per share on the valuation date.
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Court’s Reasoning

The court’s decision was based on several key points:

- The court examined the language and legislative history of section 2044, finding no
indication that Congress intended for QTIP property to be aggregated with other
estate assets for valuation.

- The court emphasized that Harriett Mellinger never possessed, controlled, or had
the power of disposition over the QTIP trust shares, which were included in her
estate only as a tax fiction.

- The court rejected the IRS’s argument that the valuation should reflect a
hypothetical scenario where the decedent owned all shares outright, noting that
such an approach would ignore the reality of the QTIP trust’s separate legal
structure.

- The court relied on prior cases like Propstra v. United States and Estate of Bonner
v. United States, which rejected the IRS’s aggregation theory in similar contexts.

- In determining the appropriate marketability discount, the court considered expert
testimony but ultimately found a 25% discount appropriate based on its own
examination of the evidence.

Practical Implications

This decision has significant implications for estate planning and valuation:

- It reinforces the importance of considering the legal structure of asset ownership
when planning estates, particularly when using QTIP trusts.

- Estate planners must be aware that QTIP trust assets will not be aggregated with
other estate assets for valuation purposes, potentially allowing for discounts on
minority or non-controlling interests.

- The ruling may encourage the use of separate trusts to hold assets, allowing for
more favorable valuations in certain circumstances.

- The decision underscores the need for careful consideration of marketability
discounts when valuing closely-held or thinly-traded stock in estates.

- Subsequent cases, such as Estate of Eisenberg v. Commissioner, have cited
Mellinger in upholding separate valuations for different blocks of stock within an
estate.
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