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Probative Value of Pre-Valuation Date Vol. XXIll.No.1
and Post-Valuation Date Transactions Determined

In the Estate of Helen M. Noble v. CIR,
T.C. Memo. 2005-2, the Tax Court determined the
fair market value of aminority block of stock ina
closdly held state bank using post-val uation date evi-
dence. Thedecedent died on September 2, 1996. She
held 116 sharesinaclosely held state bank. There-
maininginterestinthebank washeld by afamily owned
bancorporation. Shewasnot rel ated to the owners of
the bancorporation. In 1995, the bancorporation ac-
quired 10 shares of the bank for $1,000 per share. In
1996, the bancorporation acquired 7 sharesinthebank
for $1,500 per share. Following the decedent’ sdegth,
the bancorporation set about acquiring the decedent’s
116 sharesinanal cash transaction that would result
inthe bancorporation owning 100 percent of the state
bank. The bancorporation obtained an appraisal of
the state bank for thispurpose, which indicated afair
market value of $7,569 per share, including a29 per-
cent discount for minority interest and a 35 percent
discount for lack of marketability. The estaterejected
an offer based on the appraised value of the stock,
but accepted an offer of $9,483 per share ($1.1 mil-
lion) in October 1997.

The partiescontested the val uation of thestock
for estatetax purposes. At tria the partiesmadevari-
ousargumentsrelating to the use of the pre- and post-
valuation datetransactionsasevidence of thevaue of
the stock on thevaluation date.

Theestate argued that the pre-valuation date
transactions should be used to establish the value of
thestock. In making thisargument, the estate claimed
therequirementsthat the seller be knowl edgeabl e of
al relevant facts asto the property and the seller’s
shares be comparable to the subject shares were
eroded by theNinth Circuit'sdecisoninMorrisseyv.
CIR, 243 F.3d 1145(9* Cir. 2001), whichinvolved

the val uation of the subject block by sales of much
smaller blocks. The Tax Court disagreed with the
estate’ sinterpretation of Morrissey. It found that the
Morrissey court considered the comparability of the
sdlers blocksaswell asthe knowledge requirement
inreachingitsdecison. The Tax Court then concluded
that the seller in the pre-val uation date transaction
lacked knowledge of the subject property, which had

... an unforeseeable post-valuation date event
may shed light on the value of the stock as of
the valuation date ....

theeffect of making thetransactionsnot arm’slength,
becausethey sold thestock for substantialy lessthan
alater vauation of the stock. It further found that the
blocks of stock wereincomparableasaresult of the
sizedifferentia between thetransactionsand the sub-
ject block. It lastly noted that the priceindicated by
thetransactionsdid not take into account the special
valueattributableto the decedent’ sblock occas oned
by its position as the last block not owned by the
bancorporation, whichwaslooking to acquire 100 per-
cent ownership of the state bank. Thus, it found that
the pre-valuation date transaction did not establish the
value of the subject block for estate tax purposes.
The Tax Court next considered whether the
post-val uation date transaction established theva ue
of the block asargued by the IRS. The estate coun-
tered that the post-val uation transaction did not es-
tablish the value of the stock on the valuation date
becauseit wasnot foreseeable and becauseit involved
adtrategic buyer. The Tax Court agreed with the IRS.
It noted that an unforeseeabl e post-va uation date event
may shed light onthevalueof thestock asof thevalu-
ation date when the val uation date and the post-val u-
ation event arereasonably closeintimeand whereno
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intervening eventshave drastically affected theva ue
of the property. It found that the time period (14
months) between the two dateswas reasonable and
that therewere not any intervening eventsthat drasti-
cally affected thevalue of the stock. It further noted,
“ Although petitioners observe correctly that an actual
purchase of stock by astrategic buyer may not neces-
sarily represent the price that a hypothetical buyer
would pay for similar shares, thethird salewasnot a
sdleof smilar shares; it wasasal e of the exact shares
that arenow before usfor valuation.” The Court fur-
ther concluded that the price wasthe subject of nego-
tiation between knowledgeabl e parties, the transac-
tion price was close to the value determined by the
IRS expertinthismatter (onwhichtheTax Court did
not rely informulatingitsvaluation conclusion), andan
amount below thefair market vauetestified to by one
of the estate’sown experts. Thus, it concluded, “ Al-
though the estate may have enjoyed someleveragein
obtaining that higher price, assuggested by ... [oneof
the estate’ sexperts| by virtue of thefact that the sub-
ject sharesweretheonly ... Bank sharesnot owned
by the buyer, thisdoes not mean that the salewas not
freely negotiated, that theslewasnot at arm’slength,
or that either the estate or Bancorporation was com-
pelledto buy or to sell.” Thus, the Tax Court valued
the subject stock by referenceto the post-valuation
datetransaction.

The Court noted that when using apost-val u-
ation datetransactionto establish thevaueof thestock

Thus, the Tax Court valued the subject stock
by reference to the post-valuation date trans-
action.

for estate tax purposes, some adjustment for inter-
vening occurrences may berequired. Those occur-
rencesmay include“(1) Inflation, (2) changesinthe
relevant industry and the expectationsfor that indus-
try, (3) changesin business component results, (4)
changesin technol ogy, macroeconomics, or tax law,
and (5) the occurrence or nonoccurrence of any event
which ahypothetica reasonable buyer or ahypotheti-
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ca reasonablesdler would concludewould affect the
selling priceof the property subject tovauation (e.g.,
the death of akey employee).” The Court concluded
that only an adjustment should bemadefor inflation. It
used the statisticsfrom the Bureau of Labor and In-
dustry to determinethat inflation was 3 percent for
1996 and 1997. It then reduced the transaction price
to account for inflation and concluded that the stock
had afair market value of $1.067 milliononthevau-
ationdate. &

Restrictive Non-Price Terms in
Buy-Sell Agreement
Adequately Accounted for in
General Marketability Discount

Inthe Estate of H.A. True, Jr. v. CIR, No.
02-9010 (10 Cir. December 2, 2004), the U.S.
Court of Apped sfor the Tenth Circuit consdered sev-
eral issuesinvolving buy-sdll agreementsand thefed-
eral estatetax. The decedent died unexpectedly on
June4, 1994. At that time, heownedinterestsin sev-
eral oil and gasand cattleranching operations, which
wereoperated aspartnershipsor Scorporations. Each
businessinterest was subject to abuy-sell agreement.
Thebuy-sdl agreementscontained sgnificant non-price
termsthat included the active participationinthebus-
nessof theinterest holder. Moreover, the agreements
crested amandatory redemption obligationintheevent
that the business owner dies, became disabled or of-
fered highher interest for sde. Theagreementsincluded
aformulaprice based on the tax book value of the
businessinterests. When the decedent died, thebusi-
nessinterestswere redeemed pursuant to the buy-sall
agreements. The decedent’ sestate reported thefair
market value of theinterests at the redemption price.

ThelRS successfully argued beforethe U.S.
Tax Court that the pricelisted in the buy-sell agree-
mentsdid not reflect thefair market value of thebusi-
nessinterests. In reaching itsdetermination, the Tax




Court concluded that the buy-sell agreementsfailed
thefourth prong of the price control test (also known
asthe Lauder test), which requires that the agree-
mentshave abonafide businesspurposeand not bea
testamentary device. It concluded that the agreements
were testamentary devicesand they provided for a
price below what awilling buyer and willing seller
would agreetoinanarm’slength negotiation. Thus; it
ruled that the pricetermsof the buy-sell agreements
did not establish thefair market value of thestock. It
further held, “the* redtrictive provisonsof the buy-sdl
agreements (including but not limited to theformula
price) areto be disregarded’ for estate and gift tax
valuation purposes.” Nonethel ess, the Tax Court ap-
plied adiscount for lack of marketability whenit val-
ued thebusinessinterests.

Theestate gpped ed tothe Tenth Circuit where
it argued that the Tax Court erred when it concluded
that the buy-sdll agreementsdid not establishthevaue
of thestock for estate tax purposes. It further argued
that evenif the pricetermswere not determinative of
thefair market value of the businessinterests, the Tax
Court erred when it disregarded the non-priceterms
contained in the buy-sell agreementswhenit valued
theinterests.

TheTenth Circuit first considered whether the
pricetermsinthebuy-sdll agreementsshould havebeen
determinative of thefair market value of theinterests
for estatetax purposes. The court noted that in order
for the pricetermsto control, the price control test
must be met. The prongsof the price control test are
(2) thepriceisfixed and determinableunder theagree-
ment, (2) theagreement isbindinginlifeand death,
(3) theagreement islegally binding and enforceable,
and (4) the agreement hasabonafide purposeandis
not atestamentary device. The Tenth Circuit noted
that the evidence showed that the agreementswere
testamentary devices. Even o, it noted, thepriceterms
may bedeterminativeif they aresimilar totermsen-
teredinto by awilling sdller andawilling buyerinarm'’s
length negotiations. The estate contended that the ad-
equate consideration prong was contrary to law and
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violated the precedent set forthin Brodrick v. Gore,
224 F.2d 892 (10 Cir. 1995). Brodrick held that in
order for abuy-sell agreement to be determinativeit
must belegally enforceableand bindinginlifeand
desth. The Tenth Circuit rg ected thisargument. It found
that Brodrick dealt with the estate of aman dyingin
1951 and thuswas subj ect to the Tax Code aswritten

“We agree that the existence of such a restric-
tive agreement ... should be acknowledged
when determining the fair market value of an
interest.”

in 1939. It noted that the Tax Code was substantially
changed in 1954 and has evolved since that time.
Moreover, it noted that |.R.C. sec. 2703 codified the
adequate cond deration andysisfor estatesof individu-
alsdying after 1990, such asthe case here. Thus, it
concluded, “Inlight of theforegoing analysis, Brodrick
isoverruled to the extent that it holdsthetermsina
buy-sell agreement arewholly controlling for estate
tax purposeswhen the agreement’ srestrictiveterms
bindal partiesequaly at lifeand death. For usto con-
strain our analysison this question to the approach
employed in Brodrick would run counter to thelast
fifty yearsof development inthisareaof thelaw.”
TheTenth Circuit next addressed the estate’s
second argument, which claimed that the Tax Court
erred when it failed to consider the non-priceterms
contained inthe buy-sdll agreements. The Tenth Cir-
cuit agreed to an extent. It stated, “ We agreethat the
existence of such aredtrictive agreement, and thebona
fidebus nessreasonssupporting it, should be acknowl-
edged when determining thefair market value of an
interest. A willing buyer and awilling seller with knowl-
edgeof al therelevant factssurrounding theexchange
would certainly takethisapproach. Despite the tax
court’sseemingly ardent languageto the contrary, how-
ever, weare not convinced the court ignored there-
strictive nature of the True company buy-sell agree-
mentsin the course of valuing theinterestsat issue
here.” On analyzing the Tax Court’sruling, the Tenth
Circuit concluded that the Tax Court considered the




Buy-Sell Agreement Cont. from page 3

taxpayers desire to maintain family ownership of the company as
well as the state laws impacting their choice of business form in

making its decision to apply a discount for lack of marketability.

However, it found that the Tax Court did not specifically allocate
any part of the discount to the non-price terms of the buy-sell agree-

ments. It concluded, “Where a court’s task is to determine the value
of interests on which awilling buyer and willing seller would agree,

its analysis would be distorted by giving explicit weight and recog-
nition to buy-sell restrictions whose testamentary purpose has been
established. ... However, awilling buyer and awilling seller would
certainly take into account the limited market existing for the True
companies by virtue of the family’s intent to keep the entities under
their control, aswell asthe impact state partnership law would have
on the value of theinterests. The tax court’s application of ageneral
marketability discount adequately took such limitationsinto account.”
Thus, it affirmed the Tax Court’s valuation conclusions in this mat-

ter. @
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Hempstead & Co. isa financial consult-
ing firm providing services in the fol-
lowing areas:

* Valuations of Businesses and
Corporate Securities

* Valuations of Intangible Assets

* Loss of Business Damage Analysis
* Mergers & Acquisitions

The members of our professional staff
have backgrounds in valuation finance,
accounting, economics, engineering, and
investment banking. Professional desig-
nations include Accredited Senior Ap-
praiser, American Society of Appraisers
(ASA), and Chartered Financial Analyst
(CFA). We welcome the opportunity to
serve you. Please call Mark Penny at
(800)541-3323 or contact himvia e-mail
at jmpenny@hempsteadco.com.
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