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In Connelly v. United States, the U.S. Supreme Court examined an estate-tax issue
involving how to value life insurance proceeds received by a closely held corporation
upon a principal shareholder’s death. Typically, such proceeds are used by the
corporation to buy back shares from the deceased shareholder’s estate, thereby keeping
the corporation in the family. The parties stipulated that the insurance proceeds were
an asset that increased the value of the corporation. The Court had to decide whether
the corporation’s contractual obligation to purchase the deceased shareholder’s shares
offset the life insurance proceeds.

Writing for a unanimous Court, Justice Clarence Thomas ruled that the insurance
proceeds do increase the corporation’s value because the obligation to redeem shares at
fair market value does not offset the value of the life insurance proceeds. Therefore, the
Court ruled, the estate was taxable on its share of the corporation’s value, which
included the life insurance proceeds.

I Background

Michael and Thomas Connelly were the sole shareholders of a small building supply
corporation who entered into an agreement to ensure that the company would stay in
the family if either brother died. Under the agreement, the surviving brother would
have the option to purchase the deceased brother’s shares. If the surviving brother
declined to do so, the company would be required to redeem the shares at their
appraised value.

To ensure that the company had enough money to redeem the shares if required, the
company obtained a $3.5 million life insurance policy on each brother. After Michael
died, Thomas elected not to purchase Michael’s shares, triggering the company’s
obligation to do so. Michael’s son and Thomas agreed not to get an appraisal and
agreed that the value of Michael’s shares was $3 million. The company paid that amount
to Michael’s estate. As the executor of Michael’s estate, Thomas then filed a federal tax
return for the estate, which reported the value of Michael’s shares as $3 million.

The IRS audited the return. During the audit, Thomas obtained a valuation of the
company that determined a fair market value of $3.86 million, which excluded the $3
million in insurance proceeds that was used to redeem Michael’s shares based on the



holding in Estate of Blount v. Commissioner, 428 F.3d 1338 (11th Cir. 2005). The IRS,
however, took the position that the correct valuation of the company was $6.86 million
(the $3.86 million valuation plus the $3 million in insurance proceeds that the company
received). The IRS then recalculated the value of Michael’s shares and determined that
the estate owed an additional $889,914 in taxes. The estate paid the deficiency and
Thomas, acting as executor, sued for a refund. The District Court and the Eighth Circuit
ruled in favor of the IRS.

Il. Decision

In a unanimous decision released on June 6, 2024, the Supreme Court affirmed the
lower courts, holding that a corporation’s contractual obligation to use life insurance
proceeds to redeem shares at fair market value was not a liability that reduced the
value of the corporation. As a result, the life insurance proceeds had to be included in
the corporation’s valuation and could not be offset by the redemption obligation for
purposes of federal estate tax.

Writing for the Court, Justice Thomas explained that when calculating federal estate tax,
the value of a decedent’s shares must reflect the closely held corporation’s fair market
value. Further, life insurance proceeds payable to a corporation are an asset that
increases the corporation’s fair market value. Accordingly, Justice Thomas explained,
the only question in the case was whether the closely held company’s contractual
obligation to redeem shares at fair market value offsets the value of life insurance
proceeds committed to funding that redemption.

To decide the question, Justice Thomas utilized a “simple example” to show why a
contractual obligation to redeem shares is not a liability that offsets the value of life
insurance proceeds used to fulfill that obligation. Justice Thomas wrote:

Consider a corporation with one asset—S$10 million in cash—and two
shareholders, A and B, who own 80 and 20 shares respectively. Each
individual share is worth $100,000 (S10 million = 100 shares). So, A’s shares
are worth $8 million (80 shares x $100,000) and B’s shares are worth $2
million (20 shares x $100,000). To redeem B’s shares at fair market value,
the corporation would thus have to pay B $2 million. After the redemption,
A would be the sole shareholder in a corporation worth $8 million and with
80 outstanding shares. A’s shares would still be worth $100,000 each (S8
million + 80 shares). Economically, the redemption would have no impact
on either shareholder. The value of the shareholders’ interests after the
redemption—A’s 80 shares and B’s $2 million in cash—would be equal to



the value of their respective interests in the corporation before the
redemption. Thus, a corporation’s contractual obligation to redeem shares

at fair market value does not reduce the value of those shares in and of
itself.

Justice Thomas’s example demonstrates that, after redemption, the corporation’s value
and the value-per-share remain proportionally the same. Therefore, he concluded, the
insurance proceeds increase the corporation’s value, and that increased value is the
appropriate measure for calculating the estate taxes.

. Impact of the Decision on Taxpayers

Connelly emphasizes the importance of strategic estate planning. As a result, taxpayers
and tax professionals should consider the following in the wake of the decision:

(1) Consider cross-purchase agreements, which Justice Thomas described in the
decision, where shareholders buy insurance on each other to ensure that
insurance proceeds directly purchase shares without increasing estate tax values.

(2) Ensure that any buy-sell agreements take into account all potential tax
implications because the structure of these agreements can greatly impact an
estate’s tax liabilities.

(3) Assess the effect of life insurance policies on an estate’s valuation to avoid
unforeseen tax liabilities.

(4) Plan and account for future tax obligations that may arise from share
redemptions or other corporate obligations.

(5) Keep detailed records to support the estate’s position in case a dispute arises with
the IRS.

(6) Work with qualified estate planning experts to review and update corporate
documents.

V. Conclusion

Taxpayers and tax practitioners should keep in mind the Supreme Court’s holding for
future planning for owners of closely held corporations. They should also review, and
consult with tax experts as appropriate, any estate or business plans currently in effect
involving the redemption of stock in closely held corporations to consider their tax
implications in light of the Supreme Court’s recent decision on the subject.
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