IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 00-60614

BEATRI CE ELLEN JONES DUNN, Deceased, ESTATE
OF, JESSE L. DUNN IIl, Independent Executor,

Peti ti oner- Appel | ant,

COMM SSI ONER OF | NTERNAL REVENUE

Respondent - Appel | ee.

Appeal fromthe Decision of the
United States Tax Court

) August 1, 2002
Before SMTH, DUHE, and WENER, C rcuit Judges.

WENER, Circuit Judge.

The sol e i ssue presented by this appeal fromthe United States
Tax Court (the “Tax Court”) is the fair market val ue of a bl ock of
comon stock in Dunn Equi pnent, Inc. (“Dunn Equi pnrent” or the
“Corporation”) owned by the late Beatrice Ellen Jones Dunn (the
“Decedent”) on the date of her death (the “valuation date”) for
pur poses of cal culating the estate tax owed by Petitioner-Appel | ant
Estate of Beatrice Ellen Jones Dunn, Deceased (the “Estate”). The
Tax Court valued the Decedent’s shares higher than had the Estate

on the Form 706 (the “estate tax return” or the “return”) filed by



Jesse L. Dunn 11l, the Decedent’s |ndependent Executor (the
“Executor”) but | ower than had Respondent - Appel | ee Conm ssi oner of
I nternal Revenue (the “Comm ssioner”). W conclude that the Tax
Court erred as a matter of lawin the val uati on nethodol ogy that it
selected and applied to facts that are now | argely uncontested by
virtue of stipulations, concessions, and non-erroneous findi ngs of
that court. This legal error produced an incorrect valuation and
thus an erroneous final Tax Court judgnent as to the Estate’s tax
deficiency, requiring remand to that court.

We hol d that the correct nethodol ogy for determ ning the val ue
of Dunn Equi pnent as of the valuation date requires application of
an 85:15 ratio, assigning a weight of 85% to the value of the
Corporation that the Tax Court determined to be $1, 321, 740! when
using its “earnings-based approach” and a weight of 15% to the
value that the court determnes on remand using its “asset-based
approach” but only after reconputing the Corporation’s val ue under
this latter approach by reducing the market val ue of the assets? by
34% of their built-in taxable gain —not by the 5% as previously
applied by that court —of the built-in gain (excess of net sales
val ue before taxes over book value) of the assets, to account for

the inherent gains tax liability of the assets.

L' If need be, this figure can be fine tuned on remand to
reconcil e the slight discrepancy between the Tax Court’s figure and
that of the Estate.

2 $8, 278,342 according to the Tax Court; $8, 268, 345 accordi ng
to the Comm ssioner’s appellate brief.
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We therefore remand this case to the Tax Court for it to (1)
redeterm ne the asset-based val ue using a 34%reduction for built-
in tax liability; (2) recalculate the fair market value of the
Cor poration based on that 85:15 weighting ratio; (3) calculate the
value of the Estate’s ratable portion of the total value of the
Corporation as thus redeterm ned; (4) discount the value of that
ratable portion by 22.5% for lack of market and |ack of super-
majority; (5) based on that result, redetermne the estate tax
liability of the Estate as well as any resulting overpaynment of
such taxes by the Estate; and (6) render a final judgnent
consistent with this opinion and our judgnent.

| . Facts and Proceedi ngs

A. Pr oceedi ngs

In Novenber, 1994, approximately three and one-half years
after the Decedent’s death and two and one-half years after her
estate tax return was filed, the Conm ssioner issued a notice of
deficiency, assessing additional estate taxes of $238,515.05. This
litigation ensued. In an anended answer filed in the Tax Court,
the Comm ssioner increased the asserted estate tax deficiency to
approxi mately $1,100,000. This deficiency was predicated on the
Comm ssioner’s contention that the Decedent’s 492,610 shares of
comon stock in Dunn Equi pnent, a closely-held, famly-operated
corporation, was undervalued in the estate tax return. The
Comm ssi oner argued that such stock should be valued solely on the
basis of the fair market value of its assets, discounted only for
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lack of a market and lack of a super-mgjority, and with no
reduction for built-in tax liability of those assets and no
consi der ati on what soever of an earni ngs or cash fl ow based approach
to val uation

In June, 1996, trial was held in the Tax Court to determ ne
the fair market value of Decedent’s block of stock in Dunn
Equi prent. Approximately three and one-half years after trial, the
Tax Court issued its Menorandum Fi ndi ngs of Fact and Opinion (“the
Tax Court opinion”). The court concluded that the subject bl ock of
stock, which constituted 62. 96% of the issued and the outstanding
shares of Dunn Equi pnent’s capital stock, was worth $2, 738,558 on
the valuation date. After the Tax Court entered its final judgnment
sone six nonths later, the Estate tinely filed a notice of appeal.
B. Facts

Based in principal part on stipulations, uncont est ed
evi dence,® and concessions, the Tax Court found the follow ng
facts. Decedent, a longtine resident of Texas, died there on June
8, 1991 at the age of 81. The Executor, Decedent’s son, is also a

Texas resident, and the Estate was adm ni stered t here.

3 W do not refer here to the testinobny and docunents
submtted by the opposing parties’ dueling experts as being
uncont est ed. The Conm ssioner contested the nethodol ogy of the
Estate’s expert appraisers, and the Estate took issue with the
assertions of the Conm ssioner’s accounting (not appraisal) expert;
but the Tax Court was not required to credit such testinony and in
fact disregarded or disagreed with nmuch of it from both canps.
Li ke the Tax Court, we are not bound to rely on expert testinony
proffered by the Estate or the Conm ssi oner.
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Dunn Equi pnment was i ncorporated in Texas in 1949. It had been
famly owned and operated throughout its entire existence. The
Corporation actively operated its business fromfour locations in
Texas and, on the valuation date, enployed 134 persons, three of
whom wer e executives and ei ght of whom were sal esnen.

Dunn Equi pnent owned and rented out heavy equipnent, and
provided rel ated services, primarily in the petroleumrefinery and
petrochem cal industries. The personal property rented fromthe
Corporation by its custonmers consisted principally of |arge cranes,
air conpressors, backhoes, manlifts, and sanders and grinders. The
Corporation frequently furnished operators for the equi pnent that
it rented to its custoners, charging for both equipnent and
operators on an hourly basis. For exanple, the Corporation's
revenues resulted in significant part fromthe renting of |arge
cranes, with and w thout operators. For the four fiscal years
preceding the valuation date, equipnent rented wth operators
furni shed by the Corporation produced between 26. 3% and 32. 7% of
the Corporation’s revenues. On the valuation date, Dunn
Equi pnent’ s assets conprised the aforedescribed heavy equi pnent,
plus industrial real estate valued at $1,442,580 and a townhouse
val ued at $35,000, prepaid expenses of $52,643, and prepaid
interest of $671, 260.

In addition to the shares owned by the Decedent, shares in
Dunn Equi pnment constituting 31.12% of the issued and outstandi ng

comon stock were owned individually by Jesse L. Dunn IIl (the
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Decedent’s son and executor), who also held title to an additi onal
2.61%as a trustee. Shares representing the remai ning 3.31%of the
Corporation’s issued and outstanding stock were owned in
conbination by other famly nenbers and enployees of the
Cor por ati on.

The Corporation’s Board of Directors consisted of the
Decedent; her son and executor, Jesse; and her grandson, Peter Dunn
(Jesse’s son). Jesse was President, Peter was Vice President, and
t he Decedent was Secretary-Treasurer. The Tax Court found that
conpensation paid to the officers of Dunn Equi pnent was | ower than
that paid to officers of simlarly situated conpani es.

Over the course of its 42 years of operation preceding the
val uation date, Dunn Equi pnent had energed as the | argest heavy
equi pnent rental business in its part of Texas, holding a
substantial share of that nmarket. By virtue of its nmarket
dom nance and reputation for dependable service, the Corporation
was historically able to command rates above the market average.
From 1987 through the valuation date, a decline in the worldw de
price of feed stock for the oil refining and petrochem cal
industries created a favorable Dbusiness climte for the
Corporation’s principal custoners, and Dunn Equi pnent’s gross
revenues increased during that period.

During the sane period, however, the heavy equi pnent rental
mar ket becane i ncreasingly conpetitive, as equi pnent such as cranes

becane nore readily available and additional rental conpanies
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entered the field. This in turn caused hourly rental rates to
decline and flatten. In fact, increased conpetition prevented Dunn
Equi pnrent from raising its rental rates at any tinme during the
period of nore than ten years preceding the valuation date. These
rates remai ned essentially flat for that 10-year period. The sane
conpetitive factors forced the Corporation to replace its equi pnent
with increasing frequency, reaching an average new equipnent
expenditure of $2 mllion per annum in the years imediately
precedi ng the val uati on date.

In addition to the increased annual cost and frequency of
replaci ng equi pnent during the years of flat rental rates that
preceded t he Decedent’ s death, the Corporation’s operating expenses
i ncreased significantly, beginning in 1988, and continued to do so
thereafter: The ratios of direct operating expenses to revenue
escal ated from42%in 1988 to 52%in the 12-nonth period that ended
a week before the Decedent’s death. The effect of the increase in
direct operating expenses on the Corporation’s cash flow and
profitability was exacerbated by a practice that Dunn Equi pnment was
forced to inplenent in 1988: nmeeting its custoners’ denmands by
| easing equipnent from third parties and renting it out to the
Corporation’s custoners whenever all of its own equipnent was
rented out to other custoners. Al t hough this practice, which
continued through the valuation date, hel ped Dunn Equi pnent keep

its custoners happy and retain its custoner base, the Corporation



was only able to break even on these re-rentals, further depressing
its profit margin.

Based on the foregoing factors, the Tax Court concl uded that
the Corporation had no capacity to pay dividends during the five
years preceding the death of the Decedent. 1In fact, it had paid
none.

As of the valuation date, no public market in the stock of
Dunn Equi prent existed, and no recent private transactions inits
stock had occurred. There was no current or pending litigation
that could have had a material effect on the value of the stock
but |arge annual capital expenditures for equi pnent replacenent
coupled wth shrinking profit mrgins resulting from the
conbi nation of increased operating expenses and flat or reduced
rental rates, essentially elimnated net cash flow available for
debt reduction or dividend paynent. On the valuation date, the
Cor poration had outstandi ng debt of $7,343,161, producing a debt-
to-equity ratio in excess of 6.5 to 1. The Corporation’s average
net annual cash flow for the 4-year period ending with the
val uation date was only $286,421. G ven the Tax Court’s finding
regardi ng the underpaynent of conpensation to its officers, the
Corporation’s cash flow —and thus its incone-based val uati on —
is actually overstat ed.

On the basis of these extensive factual findings and
reasonabl e inferences fromthem the Tax Court concluded that, as

of the valuation date, Dunn Equi pnent was “a viable operating
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conpany...and earned a significant part of its revenues from
selling services as well as renting equipnent”; that between one-
fourth and one-third of the Corporation’ s gross operating revenue
was produced by charges for |abor, parts, and equipnent rentals
W th operators supplied; and that there were “significant active
operational aspects to the conpany as of the valuation date.”*
The Tax Court also found that, even though the Decedent’s
62. 96% of stock ownership in the Corporation gave her operational
control, under Texas law she lacked the power to conpel a
liquidation, a sale of all or substantially all of its assets, or
a nerger or consolidation, for each of which a “super-mgjority”
equal to or greater than 66.67% of the outstanding shares is
required.® The Court further concluded that, in addition to
| acking a super-majority herself, the Decedent woul d not have been
likely to garner the votes of additional sharehol ders sufficient to
constitute the super-majority required to instigate |iquidation or
sale of all assets because the other sharehol ders were determ ned
to continue the Corporation’s independent existence and its
operations indefinitely. The court based these findings on

evidence of the Corporation’s history, comunity ties, and

“ Dunn v. Conmir, 79 T.C.M (CCH) 1337, 1339 (2000).

5 1d. at 1340 (citing Tex. Bus. Corp. AcT ANN. art 6.03 (West
1991)).



relationship with its 134 enpl oyees, whose |ivelihoods depended on
Dunn Equi pnent’s continuing as an operating business.®

We perceive no clear error in any of the foregoing findings or
in the inferences and conclusions that the Tax Court derived from
t hem

The Tax Court found further that, for Dunn Equi pnent, the
process of I|iquidation would be expensive and tine-consun ng,
involving sales costs, transportation costs, reduced equipnent
sales prices because of the increased short-term supply of such
equi pnent that would result froma liquidation’s flooding of the
market, and the risk of loss of custoners during the course of a
I engthy liquidating process if that were to be attenpted. These
findings too are free of clear error. (Again, the Court did not
list anmobng Dunn Equi pnent’s costs of |iquidation, however, the
adverse tax results that would be incurred, particularly the 34%
federal incone tax on gains to be realized by the Corporation on
the sale of its equipnent, whether ultimtely deened ordinary

i ncome or capital gains.’)

6 Al though not nentioned by the court, we speculate that the
specter of incurring a 34%tax on the multimllion dollar anmount by
which the selling price of the assets in |iquidation would have
exceeded the Corporation’s basis for tax purposes was also a
deterrent to |iquidation.

" The taxable gain on any sale of used heavy equipnent
presumably would result from reduction in basis produced by
substantial depreciation deductions previously taken, not from
appreciation in value of these assets, as age, use, and
obsol escence general |y produce sal es prices for such used equi pnent
substantially belowits original cost.
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Havi ng painted this cl ear and detail ed val uati on-date portrait
of Dunn Equi pnent, the Tax Court proceeded to confect its valuation
met hodol ogy. The court selected two di fferent approaches to val ue,
one bei ng an i ncone- based approach driven by net cash fl ow? and t he
ot her being an asset-based approach driven by the net fair market
value of the Corporation’s assets.?® The court calculated the
Corporation’s “earnings-based value” at $1,321,740 and its net
“asset - based val ue” at $7,922,892, as of the valuation date. The
|atter value was cal culated using a 5% factor for built-in gains
tax liability, not the actual rate of 34% that the Corporation
woul d have incurred on sale to a willing buyer.

As the next step in its nethodol ogy, the Tax Court assigned
dissimlar weights to the two val uations, expressly rejecting (1)
the Estate’ s expert’s nethod, which assigned equal wei ght to each,
and (2) the Comm ssioner’s contention that no wei ght what soever

shoul d be given to earnings or cash flow and that the Corporation

8 The Estate's expert proffered the use of a capitalization-
of -earnings rather than a capitalization-of-net-cash-fl ow approach
to an earnings-based valuation, but the results of these two
met hods produced simlar results, and the Estate does not press the
i ssue on appeal .

° W note in passing that the court did not include dividend-
paying capacity as a factor despite its customary inclusion in
mul tifaceted val uati on net hodol ogy for closely held corporations.
See, e.qg., Rev. Rul. 59-60, 1959-1 C. B. 237, § 4.01(e) (1959).
Al t hough factoring in a “zero” dividend-paying capacity woul d have
further reduced the value of Dunn Equi pnent, the Estate has not
conplained to us of that omssion so we do not examne it as a
possible error in the valuation nethodol ogy enployed by the Tax
Court.
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be val ued entirely on asset val ue undi m ni shed by any built-in tax
liability. Despite having concluded that “the hypothetical
investor would give earnings value substantial weight” and
acknowl edging “that, as a general rule, earnings are a better
criterion of value for operating conpanies [which Dunn Equi pnent
is] and net assets a better criterion of value for holding or
i nvest ment conpani es [whi ch Dunn Equi pnent is not],”1° the Tax Court
confected the weighting factor of its valuation nethod by assi gni ng

a weight of 35% to earnings-based value and 65% to asset-based

value (which the court calculated by, inter alia, reducing the
val ue of assets by 5% for built-in gains tax liability). After
applying its weighted average to the results of its two valuation
approaches to reach the fair mrket value of the entire
Corporation, the Tax Court cal cul ated the Decedent’ s percentage of
ownership (62.96% to ascertain the pro rata value of her bl ock of
st ock.

The final step in the Tax Court’s nethodol ogy involved the
determ nation and application of discounts. In the discount step,
the court concluded that the gross pro rata value of Decedent’s

bl ock of stock shoul d be reduced 15%for |ack of marketability and

10 punn, 79 T.C.M (CCH) at 1340.

11 For over 40 years, Rev. Rul. 59-60 has counsel ed agai nst
assigning finite percentages to relative weights of the various
val uati on net hods enpl oyed by appraisers of stock in closely held
busi nesses; yet that adnonitionis |largely honored inits breach —
as exenplified by both the Tax Court and the Estate’s appraiser in
this case.
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7.5%for | ack of super-majority control, producing a total discount
of 22.5% This is not contested on appeal.

The Executor had returned the Decedent’s block of stock at
$1, 635, 465. The Estate’s expert appraiser’s 50:50 weighting
approach produced a nmninmally |ower value of $1,582, 185. The
Comm ssi oner originally contended that the val ue was $2, 229, 043 but
ultimately clainmed the value to be $4,430,238. And the Tax Court
found the value to be $2, 738, 558.

On appeal, the Estate has stipulated that it is not contesting
the Tax Court’s determ nation of the value of Dunn Equi pnent “under
t he earni ngs based approach, or [the Tax Court’s] application of a
15%di scount for |lack of marketability and a 7.5%di scount for |ack
of super-mpjority control” to the Decedent’s pro rata ownership of
t he i ssued and out st andi ng stock of the Corporation.?® This reduces
our chore to one of reviewing only the aspects of the Tax Court’s
met hodol ogy that the Estate does continue to challenge, i.e., the
met hod enpl oyed to determne (1) the appropriate discount to apply
to the value of the Corporation’s assets to account for built-in
tax liability in determining its asset-based value and (2) the
relative weights to assign to the two disparate val ues, incone-
based and asset - based.

1. Analysis

12 Nei ther has the Estate contested the Tax Court’s findi ng of
the market value of the Corporation’s assets, before discount for
built-in tax liability, of $8, 278, 342.
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A. St andard of Revi ew

We review opinions and judgnents of the Tax Court under the
sane standards that we apply when review ng those of other trial
courts: Factual determnations are reviewed for clear error, and
conclusions of law are reviewed de novo.?* W have held that
determ nation of fair market value is a m xed question of fact and
law for which “the factual prem ses [are] subject to review on a
clearly erroneous standard, and the | egal concl usion[s are] subject
to de novo review " The mathematical conputation of fair narket
value is an issue of fact, but determ nation of the appropriate
val uation nethod is an issue of |aw that we review de novo. *®

B. Burden of Proof

On the estate tax return, the Decedent’s block of stock in
Dunn Equi prent was valued at $1, 635, 465. The Comm ssioner’s
deficiency notice stated a val ue of $2,229,043. Subsequently, the
Comm ssioner’s anmended answer upped the value to $4, 430, 238,
roughly doubling the deficiency notice value and increasing the

asserted estate tax deficiency by $861,485 for a total of

13 See, e.q9., Mlngvale v. Commir, 936 F.2d 833, 836 (5th Cr
1991).

“1nre T-H New Oleans, Ltd. P ship, 116 F.3d 790, 799 (5th
CGr. 1997).

15 Estate of Palmer v. Commir, 839 F.2d 420, 423 (8th Cir.
1988) (citing Powers v. Comir, 312 U S 259, 260 (1941))(“The
ultimate determ nation of fair market value is a finding of fact.

The question of what criteria should be used to determ ne
value is a question of |aw subject to de novo review ”).
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$1, 100, 000. The Tax Court correctly observed that the Estate has
the burden of refuting the value asserted in the Conmm ssioner’s
original notice of deficiency, but that the Comm ssioner has the
burden of proving any value in excess of that initial anmount.?®

C. The Conm ssioner’s Disparate Positions: Trial Vis-a-Vis

Appeal
1. Position On Appeal

As appellee, the Comm ssioner supports the Tax Court’s
treatnent of each aspect of the case and asks us to affirm the

court’s judgnent. Specifically, the Conm ssioner urges us to

accept, inter alia, the Tax Court’s dual approach to value; the
court’s treatnent of built-in tax liability; the relative weights
assigned by the court to the results of each approach; and the
court’s discounts for lack of market and |ack of supermgjority
control

2. Pre-Trial and Trial Position

The Conmm ssioner’s posture on appeal is a stark departure from
his pre-trial and trial position: anending his answer to quadruple
the Estate’ s tax deficiency as originally assessed, urging the Tax
Court to disregard totally the built-in tax liability of the
Corporation’s assets, insisting that the Corporation be valued
sol el y on asset val ues, and urgi ng that no consi derati on what soever
be given the earnings or cash-flow based approach to valuation

| ndeed, at trial, the Comm ssioner did not favor the Tax Court with

6 See Dunn, 79 T.C M (CCH at 1338.
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testi nony of an expert appraiser, even though the Comm ssioner had
affirmatively proposed his own, geonetrically higher value for the
Decedent’s block of stock —values that started out higher than
the ones reported on the estate tax return and that were then
multiplied, by virtue of the Conmm ssioner’s anended answer, to
al nost four tinmes the Estate’s figures. Yet, instead of supporting
his own higher values (for which he had the burden of proof) by
proffering professional expert valuation testinony during the
trial, the Commssioner nerely engaged in gqguerilla warfare,

presenting only an accounting expert to snipe at the net hodol ogy of

the Estate’s valuation expert. The use of such trial tactics m ght
be legitimte when nerely contesting val ues proposed by the party
opposite, but they can never suffice as support for a higher val ue
affirmatively asserted by the party enploying such a trial
strategy. This is particularly true when, as here, that party is
t he Conm ssioner, who has the burden of proving the expanded val ue
asserted in his anmended answer.

Usi ng such tactics remains the prerogative of the Comm ssi oner
and his trial counsel, at least up to a point. But when his choice
of tactics is viewed in the framework of the substantive val uation
met hodol ogy urged by the Conm ssioner in the Tax Court, his posture
at trial is seen to be so extrene and so far renoved fromreality
as to be totally lacking in probative val ue.

To keep this in perspective, it nust be renmenbered that this

case had been under the scrutiny of the Conm ssioner for nmany years
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before trial, during which tine he had to have | earned essentially
all of the discrete attributes of Dunn Equipnent that were
eventually stipulated by the parties or found by the Tax Court:
its operating history, its sources of inconme, the nature of its
assets and their useinits operations, the status of the industry,
and so on ad infinitum Thus, as of the comrencenent of trial, the
Comm ssi oner must be held to the know edge that Dunn Equi pnent was
and had always been, as the Tax Court concluded, “a viable
oper ati ng conpany” which “earned a significant part of its revenues
fromselling services as well as renting equipnment” and that there
were “significant active operational aspects to the conpany as of
t he val uation date.”” When the nature of the Corporation’s assets
—primarily heavy equi prment held not for investnent or production
of passive incone, like interest and dividends, but for active
hourly rental (frequently wth operators furnished by the
Corporation), in the heavy construction and mai nt enance of chem cal
pl ants and petroleumrefineries, rapidly depreciating with use and
requi ring constant maintenance, repair, and replacenent — are

viewed in pari materia with the nyriad specific attributes of the

Corporation, the untenability of the Comm ssioner’s trial position
in the Tax Court is plain.
Consequently, the Conm ssioner’s insistence at trial that the

value of the subject stock in Dunn Equipnment be determ ned

7 Dunn, 79 T.C.M (CCH) at 1339.
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exclusively on the basis of the market value of its assets,

undi m ni shed by their inherent tax liability —coupled with his

failure to adduce affirmative testinony of a valuation expert —
was so i ncongruous as to call his notivation into question. It can
only be seen as one ai ned at achi evi ng maxi rumrevenue at any cost,

here seeking to gain | everage agai nst the taxpayer in the hope of

garnering a split-the-difference settlenment —or, failing that,

then a conprom se judgnent —sonewhere between the val ue returned
by the taxpayer (which, by virtue of the Conm ssioner’s el eventh-

hour deficiency notice, could not effectively be revised downwar d)

and the unsupportedly excessive value eventually proposed by the
Comm ssi oner. And, that 1is precisely the result that the
Comm ssi oner obtained in the Tax Court.

Any remai ni ng doubt that the Conm ssioner’s pretrial and tri al
tactics in this case could conceivably evidence a bona fide
di sagreenent over the value of Dunn Equi pnent is dispelled by the
el emrent of timng. In an estate tax situation, the statute of
limtations for assessnent and collection by the IRS is generally
three years, as specified in Internal Revenue Code (“I.R C ") 8§
6501. When the I RS presents a deficiency notice in close proximty
to the expiration of .R C 8§ 6501's 3-year tine bar, it creates a
tactical advantage for itself: Once the statute of limtation
expires, the taxpayer can no longer claima refund even if he then
concl udes that he was too conservative in his original valuation.

This is so because the ability of the taxpayer to claima refund is
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controlled by I.R C. 8 6511, which provides that the taxpayer has
until the later of three years fromthe tinme the return was filed
or two years fromthe tine the tax was paid to assert such a claim
The tax due is normally paid wth the tax return, by or before the
due date. As a result, the only anpbunt that the taxpayer could
recover would be for taxes paid in response to the deficiency
noti ce. Consequently, by holding off the filing of a notice of
deficiency until nore than two years follow ng paynent of tax or
three years following the filing of the return, the IRSis able to
manuf acture an advantage with no downside risk: The taxpayer is
precluded fromclaimng a refund except for any taxes paid with the
deficiency notice, and the Conmm ssioner is able to assert an
excessive value and then use it for | everage in negotiations or at
trial.

The Comm ssioner’s abrupt change of position on appeal is so
i nconsi stent and wunreconcilable with his pretrial and trial
positions that all of his urgings to us are rendered highly
suspect. W keep this duplicity in mnd as we proceed to exan ne
the Tax Court’s val uati on net hodol ogy.

D. Deternmi nation of Fair Mrket Val ue

The definition of fair mnmarket value is as wuniversally
recogni zed as its determnation is elusive: Fair market value is
““the price at which the property would change hands between a
willing buyer and a wlling seller, neither being under any

conpul sion to buy or to sell and both having reasonabl e know edge
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of relevant facts.’'”18 As a broad generality, appraising
corporations or blocks of corporate stock i nvol ves consi derati on of
t hree approaches: i ncone, market, and assets-based.!® Wen, as
here, the corporation being appraised is closely held, is not
regularly traded on an exchange, has not been traded at arms
length in close proximty of the valuation date, and is not
conparable to other corporations engaged in the sane or simlar
busi nesses of which there is evidence of recent sal es of stock, the
mar ket approach is i napposite, | eaving only the i ncone and assets-
based approaches as candidates for analysis. Thus, in cases |ike
this, such features as net worth, prospective earning power and
di vi dend- payi ng capacity, good will, position in the industry,
managenent, econom ¢ outl ook of the industry, and the degree of
control represented by the block of stock in question nust be
| ooked to in the appraisal process.?

As is apparent from the essentially uncontested operative
facts and inferences of this case, nost of the heavy lifting
required to reach the ultimte conclusion of fair market val ue of

Decedent’s bl ock of stock had been acconplished by the tine the

¥ United States V. Cartwi ght, 411 U.S. 546, 551
(1973) (quoting Treas. Reg. 8 20.2031-1(b)).

19 See SHANNON P. PRATT ET AL., VALU NG A BUSINESS: THE ANALYSIS AND
APPRAI SAL OF CLOSELY HELD CoWPANIES 45 (4t h ed. 2000) [ herei nafter VALU NG
A BUSI NESS] .

20 See Treas. Reg. 8 20.2031-2(f); see also Rev. Rul. 59-60,
1959-1 C. B. 237, § 4.01.
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question reached us. In addition, nost of the penultimte
conclusions regarding valuation nethodology are conceded or
uncontested on appeal: the pre-discount value of the Corporation
under the earnings-based approach ($1, 321, 740); its debts
($7,343,161); the market value of its assets before adjustnment for
built-in tax liability ($8,278,342); the discount for |ack of
marketability (15%; and the discount for |ack of super-majority
control (7.5% . That is why only two contested questions renain,
both of which inplicate valuation nethodology: D d the Tax Court
err as a matter of law in the nethodology that it chose for (1)
dealing with the assets’ built-in tax liability when determ ning
the Corporation’s asset-based value, and (2) assigning relative
wei ghts to the asset-based and ear ni ngs-based val ues? The parties
to this appeal agree wth the Tax Court’s starting point that
“[t]he dispute in the instant case concerns the proper nethod for
valuing an interest in a conpany in which asset-based val ue and
ear ni ngs- based value are widely divergent.”?t W therefore begin

by exam ning de novo the nethod enployed by the Tax Court for

dealing with the built-in tax liability of assets in connection

W th the asset-based approach to value. W then revi ew de novo the

met hod enpl oyed by the court in determining the relative weights to
be given to Dunn Equi pnent’s “w dely divergent” asset-based and

ear ni ngs- based val ues.

2l Dunn, 79 T.C.M (CCH) at 1338 (enphasis added).
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1. Adjustment for Built-In Tax Liability of Assets

None can dispute that if Dunn Equi pnment had sold all of its
heavy equipnent, industrial real estate, and townhouse on the
val uation date, the Corporation would have incurred a 34% f eder al
tax on the gain realized, regardless of whether that gain were
| abel ed as capital gain or ordinary incone.? The question, then,
is not the rate of the built-in tax liability of the assets or the
dol l ar anobunt of the inherent gain, but the nethod to enploy in
accounting for that inherent tax liability when valuing the
Corporation’s assets (not to be confused with the ultinmate task of
val uing its stock).

The Estate’s expert took the position that, when determ ning
the asset-based value to be used in calculating the fair nmarket
val ue of the Corporation, its assets nust be treated as though t hey
had in fact been sold, in which event the Corporation would have
incurred federal incone tax equal to 34% of the gain realized on
the sale. This in turn would have instantly reduced the
Corporation’s fair market value, dollar for dollar, for taxes
payable. But, if the willing buyer were to purchase the Decedent’s
bl ock of stock with the assets still owned by the Corporation, then
regardl ess of whether thereafter that buyer could and woul d cause
all or essentially all of the Corporation’s assets to be sold

either in the ordinary course of business or globally in

2 1d. at 1344, n.9 (referring in its analysis to |I.R C. 88

1245, 11, and 1201).
22



liquidation, the value to the Corporation of its assets qua assets
would still be the anmount that the Corporation could realize on
di sposition of those assets, net of all costs (including gains
t ax) . The Estate contends that, li ke advertising and
transportation costs, comm ssions, and ot her unavoi dabl e expenses
of disposition of these assets accepted by the Tax Court, the
assets’ gross value nust be reduced by their built-in gains tax

liability to reach their net fair market value for purposes of

cal cul ating the asset-based val ue of the Corporation.

In dianmetric opposition, the Conm ssioner argued to the Tax
Court that no reduction for built-in tax liability should be
al l owed. He grounded this contention solely on the assertion that
i quidation was not imm nent or even |ikely.

Al t hough the Tax Court accepted the 34%rate and acknow edged
that the value of the Corporation had to be reduced by sone factor
to account for inherent tax liability of its assets, the court
foll owed the Comm ssioner’s “no immnent |iquidation” red herring
and concluded that only if the hypothetical wlling buyer of the
Decedent’s bl ock of stock intended to |liquidate the Corporation in
the short term —which the holder of that block of stock, acting
al one, could not force — would that buyer seek a substanti al
reduction for built-in capital gain. The Tax Court then proceeded
to di scuss such a postul ati onal buyer’s alternatives to |iquidation
and to calculate the present value (actually, negative val ue) of

future tax liability. The court concluded that the asset-based
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val ue of Dunn Equi pnment shoul d be reduced by only 5% for potenti al
tax costs, not by the full 34%gains tax that the Corporation would
have to pay when and if its assets were sold, whether in globo or
seriatim

The Tax Court’s fundanental error inthis regardis reflected

inits statenment that —for purposes of an asset-based anal ysi s of
corporate value — a fully-informed willing buyer of corporate

shares (as distinguished from the Corporation’s assenblage of
assets) constituting an operational -control majority would not seek
a substantial price reduction for built-in tax liability, absent
that buyer’s intention to liquidate. This is sinply wong: It is

i nconcei vabl e that, since the abolition of the General Uilities

doctrine and the attendant repeal of relevant I. R C sections, such
as 88 333 and 337, any reasonably inforned, fully taxabl e buyer (1)
of an operational-control majority block of stock in a corporation

(2) for the purpose of acquiring its assets, has not insisted that

all (or essentially all) of the latent tax liability of assets held
in corporate solution be reflected in the purchase price of such
st ock.

We are satisfied that the hypothetical willing buyer of the
Decedent’s bl ock of Dunn Equi pnent stock woul d demand a reduction
in price for the built-in gains tax liability of the Corporation’s
assets at essentially 100 cents on the dollar, regardless of his
subj ective desires or intentions regarding use or disposition of

t he assets. Here, that reduction would be 34% This is true “in
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spades” when, for purposes of conputing the asset-based val ue of
t he Corporation, we assune (as we nust) that the wlling buyer is
purchasing the stock to get the assets,? whether in or out of
corporate solution. W hold as a matter of law that the built-in
gains tax liability of this particular business’'s assets nust be
considered as a dollar-for-dollar reduction when calculating the
asset - based val ue of the Corporation, just as, conversely, built-in
gains tax liability would have no place in the cal culation of the
Corporation’s earnings-based val ue.

The Tax Court nmade a nore significant mstake in the way it
factored the “likelihood of liquidation” into its nethodol ogy, a
quintessential mxing of apples and oranges: considering the

likelihood of a liquidation sale of assets when cal culating the

2 This is easily illustrated by a sinplified exanple: Buyer
B wants an assenblage of assets identical to Corporation C's

assets. Those assets are worth $1 mllion on the open market but
are depreciated on C s books to a tax basis of $500,000. B has two
opti ons: (1) He can buy the assets from C for $1 mllion and

depreci ate themto zero over, e.g., seven years (or buy themon the
open market and have the sane cash flow and tax experience)

| eaving Cto pay its own 34%tax ($170,000) on its gain; or (2) he
can buy C s stock, get no depreciation deductions other than, at
the corporate level, to the extent the assets are further
depreci able, and have a 34% built-in corporate tax liability at
sale of the assets. Surely a buyer of the stock rather than the
assets would insist on a price reduction to account for the full
anopunt of the built-in gain tax and the | oss of the depreciation
opportunity.

24 PRATT ET AL., VALUNG A Business, at 47 (“[T]ax consequences of
ownership and/or transfer of stock ... usually are quite different
from those of ownership and/or transfer of direct investnent in
underlying assets. These tax inplication often have a significant
bearing on value.”).

25



asset - based val ue of the Corporation. Under the factual totality
of this case, the hypothetical assunption that the assets wll be
sold is a foregone conclusion —a given —for purposes of the
asset -based test.? The process of determning the value of the
assets for this facet of the asset-based val uati on net hodol ogy nust
start with the basic assunption that all assets will be sold
either by Dunn Equipnment to the willing buyer or by the willing
buyer of the Decedent’s bl ock of stock after he acquires her stock.
By definition, the asset-based val ue of a corporation is grounded
inthe fair nmarket value of its assets (a figure found by the Tax
Court and not contested by the estate), which in turnis determ ned
by applying the venerable willing buyer-willing seller test. By
its very definition, this contenplates the consummation of the
purchase and sale of the property, i.e., the asset being val ued.
QG herwise the hypothetical wlling parties would be called
sonet hi ng ot her than “buyer” and “seller.”

In other words, when one facet of the valuation process
requi res a sub-determ nation based on the value of the conpany’s
assets, that value nust be tested in the same willing buyer/wlling

seller crucible as is the stock itself, which presupposes that the

2 |d. at 34 (“[1]f valuing a minority owership interest, one
would normally adopt the prem se of ‘business as wusual....’”).
Conpare id. at 443 (“[T]he asset-based approach tends to be nor e
appropriate when valuing a controlling ownership interest than a
noncontrolling ownership interest.”). The Decedent’s non-
supermgjority interest is a hybrid, sonewhere between mnority and
full control, so neither approach trunps the other totally.
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property being valued is in fact bought and sold. It is axiomatic
that an asset-based valuation starts with the gross market (sales)
val ue of the underlying assets thenselves, and, as observed, the
Tax Court’s finding in that regard i s unchal | enged on appeal: Wen
the starting point is the assunption of sale, the “likelihood” is
1009

This truism is confirmed by its obverse in today’'s dual
pol ar - opposite approaches (cash flow, assets). The fundanenta
assunption in the incone or cash-fl ow approach is that the assets
are retained by the Corporation, i.e., not globally disposed of in
liquidation or otherwise. So, just as the starting point for the
asset - based approach in this case is the assunption that the assets
are sold, the starting point for the earnings-based approach is
that the Corporation’ s assets are retained —are not sold, (other
than as trade-ins for newreplacenent assets in the ordi nary course
of business) —and wll be used as an integral part of its ongoing
busi ness operations. This duly accounts for the value of assets —
unsold — in the active operations of the Corporation as one
inextricably intertwi ned el enent of the production of incone.

Bottom Line: The likelihood of |iquidation has no place in
either of the two disparate approaches to valuing this particular

operating conpany. W hasten to add, however, that the likelihood

of liquidation does play a key role in appraising the Decedent’s

bl ock of stock, and that role is in the determination of the

relative weights to be given to those two approaches: The |esser
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the likelihood of liquidation (or sale of essentially all assets),

the greater the weight (percentage) that nust be assigned to the
ear ni ngs(cash fl ow)-based approach and, perforce, the |esser the
wei ght to be assigned to the asset-based approach.

Bel abored as our point mght be, it illustrates the reason
why, in conducting its asset-based approach to valuing Dunn
Equi pnment, the Tax Court erred when it grounded its tinme-use-of-
nmoney reduction of the 34%gains tax factor to 5%on the assunption
that the corporation’s assets would not Ilikely be sold in
I i qui dati on. As explained, the likelihood of Iliquidation is
i napposite to the asset-based approach to val uati on.

I n our recent response to a simlarly m sgui ded application of
the built-in gains tax factor by the Tax Court, we rejected its
treatment as based on “internally inconsistent assunptions.”? |n
that case we reversed and remanded with instructions for the Tax
Court to reconsider its valuation of the subject corporation’s
ti mber property values by using a nore straightforward capital
gains tax reduction. Simlarly, because val uing Dunn Equi pnment’s
underlying corporate assets is not the equival ent of valuing the
Conpany’s capital stock on the basis of its assets, but is nerely
one prelimnary exercise in that process, the threshold assunption
i n conducting the asset-based val uati on approach as to this conpany

must be that the underlying assets would i ndeed be sold. And to

26 Estate of Janeson v. Commir. 267 F.3d 366, 372 (5th Cir.
2001) .
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whon? To a fully informed, non-conpelled, willing buyer. That is
al ways the starting point for a fair market val ue determ nati on of
assets qua assets. That determ nation becones the basis for the
conpany’s asset-based val ue, which nust include consideration of
the tax inplications of those assets as owned by that conpany.

We nust reject as legal error, then, the Tax Court’s treatnent
of built-in gains tax liability and hold that —under the court’s
asset - based approach — determnation of the value of Dunn
Equi pnment nmust i nclude a reduction equal to 34%of the taxable gain
i nherent in those assets as of the valuation date.? Moreover, the
factually determ ned, “real world” |ikelihood of |iquidationis not
a factor affecting built-in tax liability when conducting the
asset - based approach to val ui ng Dunn Equi pnent stock.?® Rather, the
probability of a liquidation’s occurring affects only (but
significantly) the relative weights to be assigned to each of the

two val ues once they have been determ ned under the asset-based and

2T \\¢ observe a slight discrepancy between the anmpunt of the
built-in gain mnmentioned by the Tax Court in 1its opinion
($7,109,000) and the gain referred to in the Estate’'s appellate
brief ($7,117,638) to which a 34%tax should be applied. W are
satisfied that this mnor difference can be resolved by the court
and the parties on remand or, alternatively, ignored on the maxim
de mnims non curat |lex, the net difference to the taxable val ue
of the subject block of stock being roughly $1, 200.

28 The likelihood of liquidation is also taken into account in

another way, albeit indirectly and inplicitly: in the court’s
assignnent of a 7.5% discount to the Decedent’s block of Dunn
Equi pnrent stock for lack of supermgjority control. For it is

liquidation that, absent supermajority, the operational mpjority
st ockhol der al one cannot force. Thus this discount is grounded in
inter alia, the block’s inability to nmake |iquidati on happen.
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i ncone- based approaches, respectively — which brings us to the
second net hodol ogy i ssue presented in this appeal.

2. Assi gnment of Weight to Val ues

a. Cash Fl ow Vis-a-Vis Earnings

Prior to determning the appropriate nethod of val uing Dunn
Equi pnent, the Tax Court reviewed the factors that bear on the fair
mar ket value of a block of stock in a closely-held, non-traded,
operating corporation and concl uded t hat

the value of Dunn  Equi pnent is Dbest
represented by a conbination of an earnings-
based value using capitalization of net cash-
flow and an asset-based value wusing fair
mar ket value of assets, with an appropriate
di scount for a lack of marketability and | ack
of super-mmjority control.?°

In so doing, the Tax Court rejected the approach of the Estate’'s

expert, who used capitalized net earnings to determ ne the i ncone-

based val ue of the Corporation, and went instead with a capitalized
net cash-flow nethod. As the Estate is not contesting the Tax
Court’s choice of the cash-flow approach over the earnings
approach, we too accept the court’s choice.

b. The Tax Court’'s Determ nation of Val ue

To its credit, the Tax Court flatly rejected the
Comm ssioner’s legally and factually absurd contention at tria
that no wei ght should be given to the Corporation’s earnings-based

val ue and that its val ue shoul d be based entirely in an asset - based

2% Dunn, 79 T.C.M (CCH) at 1339 (enphasis added).
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approach, with no consideration of built-in tax liability. 1In so
doi ng, the Tax Court concl uded that the Conm ssioner “puts too much
enphasis on the fair market value of assets”3% —to us, a classic
under st atenent —and stated correctly that “because Dunn Equi pnent
was an operating conpany, the better question is not whether we
shoul d di sregard the earnings-based val ue, but whether we should
di sregard the asset-based val ue.”3 The Tax Court went on to voice
agreenent with the basic position urged by the Estate’s val uation
expert that substantial weight should be given to both the asset-
based value and the earnings-based value of the Corporation.
Al t hough we whol eheartedly endorse the point nade by the Tax
Court’s rhetorical question whether any weight at all should be
given to the asset-based val ue —and see little hyperbole init —
we are constrained to proceed, as proposed by the Estate and as
done by the Tax Court, with a nethodol ogy that assigns sone wei ght
to each of the val ues generated by those two di sparate approaches.
The final determnation required to conpl ete the pre-di scount
val uation nethodol ogy in this case, then, is the selection of the
respective weights (percentages) to be assigned to each of the
Corporation’s theoretical values, asset-based and earni ngs-based.

As observed in our discussion of the potential effects (or |ack

thereof) of the likelihood of liquidation and |atent gains tax
30&
%1 1d. at 1340 (bol df ace ours).
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liability on the value of the Corporation’s assets, it is in the

exerci se conducted to determ ne the rel ati ve wei ghts to be accor ded

to each of the two differently cal cul ated val ues of the Corporation

——and only in that exercise —that the |likelihood of |iquidation

vis-a-vis the likelihood of indefinitely retaining and using the
assets, cones into play.

The Tax Court was of the opinion —and we agree —that the
hypot hetical willing buyer of the Decedent’s bl ock of stock would
be unlikely to provoke I|iquidation of the conpany, even if he
coul d. The Tax Court bolstered that conclusion wth the
recognition that even though the Estate’s bl ock of stock represents
day-to-day control, the buyer of that bl ock would | ack the power to
conpel liquidation, merger, or consolidation.® |Inthis regard, the
court cogently enphasi zed that Dunn Equi pnent’s history, community
ties, and relationship with its enpl oyees would make it difficult
if not virtually inpossible for the holder of the Estate’ s bl ock of
stock to secure the votes of additional shares sufficient to
institute |iquidation. After concluding that the I|ikelihood of
l'iquidation was slight, the Tax Court added:

A rapid |iquidation would have flooded the narket
with equipnent, reducing the value obtained for
each piece. A lengthy, drawn-out |iquidation (also
called a “creeping liquidation”) would have risked

the loss of custoners who, at sone point, would
have realized that Dunn Equi pnent no | onger neant

32 See Tex. Bus. Corp. ACT ANN. art. 6.03 (Vernon 1991).
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to stay in business and who would therefore have
sought ot her suppliers of equipnent. 33

Despite having asked rhetorically —— but, in our opinion,
insightfully —whether the asset-based value of the Corporation
should not be disregarded altogether, the Tax Court sinply
reiterated the factors that should be <considered (largely
paraphrasing Rev. Rul. 59-60), then conclusionally conpleted its
pre-di scount val uati on net hodol ogy by assi gni ng unequal percent ages
of weight to the results of its two approaches to val uati on.

G ven the stipulated or agreed facts, the additional facts
found by the Tax Court, and the correct determ nation by that court
that the likelihood of I|iquidation was mninmal, our expectation
woul d be that if the court elected to assign unequal weight to the
two approaches, it would accord a mnority (or even a nomnal)
wei ght to the asset-based val ue of the Corporation, and a majority
(or even a super-majority) weight to the net cash fl ow or earni ngs-
based val ue. W thout explanation, however, the Tax Court baldly —
and, to us, astonishingly —did just the opposite, assigning a

substantial majority of the weight to the asset-based value. The

3% Dunn, 79 T.C.M (CCH at 1340. The Tax Court nevert hel ess
opined that the earnings value of the conpany appeared to be
under st ated because the earnings projections are based on a | ow
period in a cyclical business. W see this observation as clearly
erroneous: Dunn Equi pnent’s business and earni ngs had been fl at
for over 10 years —hardly a cycle —and nothi ng known to the
Corporation or any hypothetical buyer as of the valuation date
predi cted any kind of sustained upturn in the foreseeable future.
The Tax Court’s belief, grounded in that erroneous anal ysis of the
busi ness cycle, that a hypothetical buyer and seller would give
asset val ue added weight, is |ikew se clearly erroneous.
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court allocated alnost two-thirds of the weight (65% to the
results of the asset-based approach and only slightly nore than
one-third (35% to the results of the earnings-based approach. W
view this as a legal, logical, and economc non sequitur,
i nconsistent wth all findings and expressions of the court | eading
up to its announcenent of this step in its nethodology. W also
note that the Tax Court’s ratio roughly splits the difference
bet ween the 50:50 rati o advanced by the Estate and the 100:0 ratio
advocat ed by the Conm ssi oner.

| rrespective of whether the crucial step in the Tax Court’s
met hodol ogy, the assignnment of relative weights to the results of
the different val uati on approaches, is deened to be an i ssue of | aw
or a mxed question of fact and law, we review it de novo. Qur
pl enary review | eads us i nescapably to the conclusion that the Tax
Court’s 65:35 ratio in favor of its asset-based val ue constitutes
reversible error. How, we nust ask, can the value of a corporation
that possesses all the attributes verbalized by the Tax Court
concei vably be governed essentially twice as nuch by its asset-
based value as by its earnings or cash fl ow based val ue, when its
assets (1) are not susceptible of appreciation (except, possibly,
de mnims by the condo and the plant sites), (2) are physically
depreci ated and depreciating as a result of their being used as
i ntended, (3) are being replaced constantly with newer nodels at

great cost, and (4) are virtually certain not to be put up for sale
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because i ndefinite operation —not |iquidation —is all that can
be predicted as the Corporation’s future, both | ong-termand short?
At this point we nust enphasi ze the fact that the [ion’s share
of the Corporation’s assets conprised heavy equi pnent which, to
such an operating conpany, is virtually indistinguishable from
consunmabl e supplies —and |ikely woul d be so regarded were it not
for the admnistratively necessary but economically unrealistic
artificiality of 12-nonth tax years. Those assets are constantly
depreciating from heavy use and obsol escence; they are being
replaced to the tune of $2 mllion annually; their highest and best
use is short-term rental, frequently inpossible to acconplish
W t hout the furnishing of operators by the Corporation; and the tax
effects of their unlikely sale to third parties would greatly
dimnish their value to the Corporation. |Indeed, it takes eight
sal esnen and 123 common-| aw enpl oyees, working full time in this
hi ghly conpetitive industry, to make these heavy-equi pnent assets
produce even noderately acceptable |levels of profitability.
Throughout its conprehensive and | ogi cal background anal ysi s,
the Tax Court recognized that Dunn Equi pnment is an operating
conpany, a goi ng business concern, the Decedent’s shares in which
woul d alnost certainly be purchased by a wlling buyer for
continued operation and not for Jliquidation or other asset
di sposition. For purposes of valuation, Dunn Equipnent is easily
di stingui shabl e fromtrue asset-hol di ng i nvest nent conpani es, whi ch

own properties for their own intrinsic, passive yield and
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appreciation —— securities, ti mberl and, m ner al royal ties,
collectibles, and the I|ike. For the Tax Court here to enploy a
valuation nethod that, in its penultimte step of crafting a
wei ghting ratio assigns only one-third weight to this operating
conpany’s incone-based val ue, defies reason and nmakes no econom c
sense.®* Qur conclusion is all the nore unavoi dabl e when viewed in
the light of the Tax Court’s disregard of the ubiquitous factor of
di vi dend payi ng capacity —in this case, zero —which, if applied
under customarily enpl oyed wei ghting net hods, would further dilute
the wei ght of the asset-value factor and reduce the overall val ue
of the Corporation as well. The sane can be said for the effect on
cash flow of the underpaynent of officers’ conpensation.

When we review the objective, factual record in this case —
which is all that remained for the Tax Court to rely on after it
di sregarded nost expert testinony —we are left with the definite
i npression that an error was conmtted at the wei ghting step of the
met hod enpl oyed here. This review al so mandates that sonething
between zero and a snall percentage of weight be assigned to the
Corporation’s asset-based value, and that the renmainder of the
wei ght be assigned to its earnings-based value. Under different
ci rcunstances, we mght be inclined to remand for the Tax Court to

make another try at assigning relative weights and constructing a

3 See e.q., B. F. Sturtevant Co. v. Commir, 75 F.2d 316, 324
(1st Gr. 1935)(hol ding that good busi ness judgnment nust prevail
“and a failure or refusal to exercise that judgnent constitutes an
error of law’).

36



reasonable ratio. Gven the state of the record and the seven-pl us
years that this case has | anguished in the courts (over a year now
inours), such aremand, coupled with its potential for yet another
appeal, mlitates agai nst sending this particular issue back to the
Tax Court. After all, the record of this case, free as it is of
credibility calls and genui ne di sputes of material fact between the
parties (other than as to their experts) places us in exactly the
sane net hodol ogi cal vantage point as the Tax Court when it cones to
assigning relative weights to the results of the valuation
approaches enpl oyed. This is true regardless of whether that
assi gnnent be | abel ed a question of |aw or a m xed question of fact
and | aw.

Tenpting as it isto followthe inplication of the Tax Court’s
rhetorical question and di sregard t he asset - based val ue al t oget her,
we remmin cogni zant of the venerabl e Cohan®® rule, which counsels
agai nst assigning a zero value or probability to anythi ng under any
circunstances, and therefore resist that tenptation. Recognizing
the inpossibility of ever neking an absolutely precise and

uni versal ly accepted determ nation of weighting percentages,* we

% Cohan v. Commir, 39 F.2d 540, 544 (2d Cr. 1930) (L. Hand,

J.) (“But to allownothing at all appears to us inconsistent....The
anount may be trivial and unsatisfactory, but there was a basis
for sonme allowance, and it was wong to refuse any....").

% Formented in significant part by nyriad val uation chal |l enges
instituted by the IRS over the past decades, a full-fledged
pr of essi on of busi ness appraisers, such as the Anerican Society of
Appr ai sers, has energed, generating its own nethodol ogy and | exi con
in the process; which in turn have contributed to the profession’s
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neverthel ess hold that the proper nethod of valuing the stock of
Dunn Equi prrent, under all the rel evant circunstances and di screte
facts of this case (not the |l east of which is the “unlikelihood” of
liquidation of its assets), requires assigning a weight to its
ear ni ngs- based val ue sonewhere between 75% and 90% and to its
asset - based val ue sonmewhere between 10% and 25% Wthin these
ranges we sel ect 85%for the earnings-based weight and 15%for the
asset - based wei ght, producing a 85:15 weighting rati o.
I'11. Conclusion

The Tax Court cal cul at ed Dunn Equi pnent’ s ear ni ngs- based val ue

bef ore di scount at $1, 321, 740, and the Estate does not appeal that

determ nation. Therefore, on remand the Tax Court shall give the

respect and nystique. Because — absent an actual purchase and
sal e —val ui ng busi nesses, particularly closely held corporations,
is not a pure science replete with precise formul ae and suscepti bl e
of mechani cal cal cul ati on but depends i nstead | argely on subj ective
opi nions, the witings and public pronouncenents (including expert
testinony) of these | earned practitioners necessarily contain sone
vagari es, anbiguities, inexactitudes, caveats, and qualifications.
It is not surprising therefore that fromtine to tinme di sagreenents
of dianetric proportion arise anong these practitioners. As the
met hodol ogy we enploy today may well be viewed by sonme of these
pr of essi onal s as unsophi sticated, dogmatic, overly sinplistic, or
just plain wong, we consciously assune the risk of incurring such
criticismfromthe busi ness apprai sal community. |In particular, we
anticipate that sone may find fault wwth (1) our insistence (like
that of the Estate’ s expert) that, in the asset-based approach, the
val uing of the Corporation’s assets proceed on the assunption that
the assets are sold; and (2) our determnation that, in this case,
the likelihood of liquidation or sale of essentially all assets be
factored into the weighting of the results of the two valuation
approaches and not be considered as an integral factor in valuing
the Corporation under either of those approaches. |In this regard,
we observe that on the end of the nethodol ogy spectrum opposite
oversinplification |lies over-engineering.
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results of that approach a weight of 85% in conputing the
Corporation’s value. 1In contrast, the asset-based val ue, to which
a weight of 15% shall be given, nust be recal culated by the Tax
Court by applying to the previously determ ned nmarket val ue of the
Corporation’s assets, a reduction equal to 34% of those assets’
built-in taxabl e gains. After thus recal cul ating the Corporation’s
asset - based value and conputing the pre-discount value of the
Cor poration by application of this 85:15 ratio, the Tax Court shal
then reduce the Estate’'s 62.96% ratable portion of that value by
22.5%for lack of marketability and | ack of super-nmajority control,
pursuant to t he unappeal ed di scount net hodol ogy originally sel ected
by the Tax Court.

Wth the correct value of the Estate’s bl ock of stock in Dunn
Equi pnment thus determned, the court shall recalculate (or the
parties shall stipulate) the correct estate tax liability for
Decedent’s Estate. This will enable the court to enter an
appropriate final judgnent to account for the Estate’s overpaynent
of taxes as well as interest and any other relevant factors.

Finally, given the Conm ssioner’s delays inissuing his notice
of deficiency and his extrene and unjustifiable trial position in
advocating a valuation based entirely on asset value (with no
reduction for built-intax liability and no wei ght given to i nconme-
based val ue), exacerbated by his failure to adduce expert apprai sal
testinony in support of his own exorbitant proposed val ue, the Tax

Court shall entertain any claim that the Estate mght elect to
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assert under |.R C 8§ 7430, if perchance the re-valuation of the
Decedent’s bl ock of Dunn Equi pnment’s stock should reduce the net
worth of the Estate to a sum below the $2 mllion cap on
entitlenment to relief under that section.?

REVERSED and REMANDED, with instructions.

7 See 28 U.S.C. § 2412(d)(1)(B): |.R C. § 7430(c)(4)(ii).
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