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District Judge.”
PER CURI AM

The Comm ssioner of Internal Revenue issued deficiency
notices requiring the taxpayers, three privately held hone-
heal t hcare agenci es and the fam |y that owns and operates t hem
to pay over $250 million in excise taxes under 26 U S.C. 8
4958. The Comm ssioner based the deficiency notices on an
I nternal valuation of assets and liabilities transferred when
t he agenci es converted fromexenpt to nonexenpt status, finding

that the taxpayers received a “net excess benefit” in the
amount of $18.5 mllion. The taxpayers challenged the
deficiency notices in the Tax Court. During a two-year audit
and nearly two years of litigation, the Conm ssioner insisted
that the deficiency notices and underlying valuations were
correct. At the trial before the Tax Court, the Conm ssioner
for the first time conceded that the deficiency notices were
bot h excessive and erroneous. The Tax Court recognized that
the Comm ssioner’s deficiency notices were wong. The Tax

Court also found that the valuation expert the Conm ssioner

presented at trial —+the only support the Conm ssi oner presented

District Judge for the Southern District of Texas, sitting by
desi gnati on.



for inposing excise taxes—also commtted significant errors in
his anal ysis. The Tax Court nonetheless affirnmed the
Conmm ssioner’s decision to inpose excise taxes, finding that
the fair market val ue of the assets transferred fromthe exenpt
entities to the newy created nonexenpt entities exceeded the
value of the liabilities and debts assuned as consi derati on by
over $5 mllion.

In this appeal, the Conm ssi oner does not dispute that the
deficiency notices were erroneous. The Conm ssioner also
concedes that the Tax Court nmade a $1.78 million mstake inits
val uati on anal ysis. The Comm ssi oner nonet hel ess insists that
the Tax Court correctly found that the taxpayers received a
“net excess benefit” of over $5 million in the conversion from
exenpt to nonexenpt status and collectively owed $69, 702, 390
in excise taxes under |.R C. § 4958(a) and (b).?

The taxpayers contend that the Tax Court nade nunerous
factual and legal errors in valuing the assets transferred in
t he conversion fromexenpt to nonexenpt status. W agree. As
expl ai ned below, the Tax Court erred as a matter of law in

affirmng the Conm ssioner’s decision to inpose excise taxes

! The Tax Court entered separate orders as to each taxpayer; these
cases were consolidated in the Tax Court and renmain so in this court.
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after the Comm ssioner failed to neet his burden of proving
that the taxes were correctly assessed; erred as a matter of
|l awin selecting the nethod to value the assets and liabilities
transferred; and nade clearly erroneous fact findings in
appl ying that valuation nethod. W reverse and render because
the record establishes as a matter of |law that the taxpayers
did not receive any “net excess benefit” and therefore are not
liable for the excise taxes assessed.
I . Backgr ound

In 1976, Joyce Caracci, an experienced nurse, her husband,
Victor Caracci, and a third person started the Sta-Hone Health
Agency, Inc. to provide honme health care in a geographically
| arge and primarily rural part of Mssissippi. A year |ater,
Joyce and Victor Caracci and the third individual forned two
ot her Sta-Hone agencies, Sta-Hone Health Agency, Inc., of
Forest, Mssissippi and Sta-Hone Health Agency, Inc., of
G enada, M ssissippi. The shareholders, directors, and
officers of the Sta-Hone entities were Caracci famly nenbers
who al so worked for the agenci es.

The three Sta-Honme entities were nonstock, tax-exenpt
corporations formed under Mssissippi law. To conply with the

Medi care regul ations in place when the Caraccis began their



busi ness, the agencies had to be tax-exenpt under the |nternal
Revenue Code 8 501(c)(3) (26 U S.C. § 501(c)(3)). In the
1980s, the |l aw changed to permt agencies such as Sta-Hone to
be fornmed as nonexenpt corporations.

The Sta-Honme agencies served the rural poor in a |arge
area in northeast Mssissippi. The agencies were intended to
provi de hone heal thcare as an alternative to what Joyce Caracci
bel i eved fromher | ong professi onal experi ence was unaccept abl e
institutional care available from nursing hones and other
facilities in the region. A large nmgjority of the patients
St a- Hone served depended on Medicare and Medi cai d. It is
undi sputed that between 95 and 97 percent of Sta-Hone’s incone
consi sted of Medicare and Medi caid rei nbursenents.

I n 1995, Medi care rei nbursed hone- heal t hcare providers the
| esser of the actual reasonable cost or the customary charge,
up to a maxinmum per-visit “cost cap.” Medi care paid

retrospectively, sending a “periodic interimpaynent”—known as
a Pl P—every two weeks. Hone-healthcare agencies al so submtted
quarterly and annual cost reports, which Medicare used to
adjust disparities between interim paynents nade and actua

costs reported by rei nbursing the provi der for any under paynent

or requiring the provider to remt any overpaynent. Under the



Medi care rei nbursenent system hone-healthcare agencies |ike
Sta-Hone effectively had no ability to realize profits.
Medi care did not even rei nburse all of the costs expended, but
only costs it deened “allowable.” If Sta-Honme submtted a
claimfor reinmbursenent that Medicare denied, the result for
St a- Hone was a negative cash outfl ow. On average, Medicare
disallowed .7 percent of Sta-Hone's submtted annual costs.
As a result, the greater the volune of Sta-Hone' s busi ness—the
nore care Sta-Hone provided patients and the nore revenue it
recei ved—+the nore noney it |ost.

St a- Hone generated increased revenue and commensurately
I ncreased | osses from 1992 t hrough 1995. Financial statenents
reveal ed that the Sta-Hone corporations’ expenses exceeded its
revenues every year. Not only did Sta-Hone sustain repeated
net operating losses, its capital deficit increased every year
from 1991 through 1995. At the end of fiscal year 1995, the
conbi ned assets and stated liabilities of the three Sta-Hone
exenpt agencies was a negative $1.4 mllion.?

To ease this precarious financial situation, Sta-Hone

required its newy hired enpl oyees to forgo pay for the first

2 The net incone for each respective year from 1991 to 1995 was:
-$63, 660; $27,757; -9$45,554; -$258,729; and -$433,390. The total
deficit Sta-Home ran for the same period was: $583,526; $555, 771;
$729, 145; $901, 535; and $1, 408, 248.
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nonth of enploynent. Sta-Hone paid this anmount only when
enpl oyees left the conpany. Sta-Hone al so underpaid sal aries
and wages during the year, using year-end “bonuses” to nmake up
unpai d conpensati on anounts. Sta-Hone al so deferred or accrued
contributions to enpl oyee benefit plans. These efforts to ease
cash-flow difficulties affected all Sta-Hone's enployees,
I ncluding the Caracci fam |y nenbers.

During this period, Mssissippi was the highest-ranking
state in the country in paynents per Medicare recipient. As
noted, during 1995, over 95 percent of the services Sta-Hone
provi ded went to Medicare beneficiaries. State |aw required
hone- heal thcare agencies in Mssissippi to operate under a
Certificate of Need (CON). In 1983, M ssissippi inposed a
noratorium on the issuance of new CONs, which prevented new
conpetitors fromentering the industry unless they purchased
an existing CON. The conbined Sta-Hone entities had CONs in
ni neteen M ssissippi counties. The Sta-Hone corporations
ranked first or second in market share in 14 of the 19 rural
M ssi ssi ppi counties they served. “Sta-Honme” was a recogni zed
nanme in hone healthcare in M ssissippi and enjoyed a strong
reputation anong the state's elderly. 1In 1993, Sta-Hone was

the first freestanding agency to be accredited by the Joint



Conmm ssi on on Accreditation of Healthcare Organi zati ons, which
requi red achi eving or exceeding certain regul atory standards,
I ncl udi ng standards regulating the quality of patient care.
During 1994 and 1995, a change in the Medi care regul ati ons
was proposed, under which certain healthcare entities accepting
Medi care paynents would change from the retrospective PIP
systemto a prospective paynent systemto be known as “PPS.”
Under PPS, healthcare providers would file a claim for each
service rendered and then wait for it to be processed and
pai d.® Concerned about the i npact of this systemon Sta-Hone’'s
already fragile cash flow, the Caraccis consulted an attorney,
Thomas Kirkland. He recomended converting Sta-Hone into for-

profit corporations, which Medicare regul ations had permtted

since the 1980s. The conversion to nonexenpt status would
all ow Sta-Hone to borrow noney that | enders were unwilling to
provide to exenpt entities. Kirkland’s law firm had

represent ed many hone- heal t hcare agencies in M ssissippi, and
Ki rkl and was a recogni zed expert in the legal issues relating
to such agencies. He advised all his tax-exenpt healthcare-

agency clients to convert to nonexenpt status. Most  of

8 Congress ultimately passed the systemin 1997. Medicare fully
i mpl enented the PPS systemin 2001.
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Kirkland’s clients followed his advice. The primary form of
conversion used was a transfer of assets fromthe old exenpt
corporations to the newy fornmed nonexenpt subchapter-S
corporations, in exchange for assumng the debts and
liabilities of the exenpt corporations.

St a- Hone t ook a careful and conscientious approach to the
conver si on. Not only did Sta-Hone consult with an attorney
knowl edgeable in the area, it also retained a tax attorney
whose accounting firm obtai ned two cont enporaneous appr ai sal s
of Sta-Hone’'s assets and liabilities. These appraisals showed
that Sta-Hone’' s liabilities exceeded the value of its tangible
and i ntangi bl e assets. The apprai sals specifically showed t hat
t he val ue of the i ntangi bl e asset s—+ncl udi ng t he CONs—aoul d not
result in a positive fair nmarket value because the assets had
been consistently unprofitable. These appraisals were
consistent wwth the Caraccis’ conclusion that unless they did
sonething to provide nore cash and capital, they would likely
not be able to continue to operate.

Before Sta-Hone changed from tax-exenpt to nonexenpt
status, it investigated other alternatives to neet its need for
| nproved cash flow and access to capital in light of the

antici pated change froma PIP to a PPS Medi care rei nbursenent



system St a- Hone | ooked for a hospital in its service area
that could purchase the agencies, to provide capital and
additional patient referrals. The search proved fruitless.
Sta-Hone discovered that the potential purchasers were
uninterested; the nost |likely candi date had acquired a hone-
heal t hcare agency the prior year. Wth no prospective or
potential buyer, Sta-Hone decided to convert to nonexenpt
st at us.

On July 11, 1995, Sta-Hone' s board of directors authorized
the conversion of the tax-exenpt entities into nonexenpt
subchapter-S corporations. Sta-Hone Health Agency, Inc. was
converted to Sta-Honme Heal t h Agency of Jackson, Inc.; Sta-Hone
Heal th Agency, Inc., of Forrest, M ssissippi was converted to
St a- Hone Health Agency of Carthage, Inc.; and Sta-Hone Health
Agency, Inc., of Grenada, M ssissippi was converted to Sta-Hone
Heal th Agency of G eenwood, |Inc. The exenpt corporations
transferred their tangible and intangible assets to the for-
profit corporations in exchange for the assunption of, and
I ndermi fication against, liabilities. The cont enpor aneous
apprai sals perforned in support of the conversion showed that
the consideration for the assets—+the agreenent to assune the

debts and liabiliti es—exceeded the value of the assets, which
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had been unprofitable for the previous five years. It is
undi sputed that after the conversion, the Sta-Hone entities
continued to operate as before, providing the sane services to
the sane patients in the sane manner, subject to the sane
Medicare limts on profit.

In 1999, after an extended audit period, the Conm ssioner
| ssued deficiency notices to the Caracci famly and the Sta-
Honme agencies. The Conm ssioner determ ned that the val ue of
the assets transferred to the nonexenpt Sta-Hone corporations
exceeded the value of the liabilities and debts assuned by
approximately $18.5 mllion. Based solely on that valuation
anal ysi s, the Comm ssi oner concl uded that the transfer provided
an “excess benefit” to the newy created nonexenpt corporations
and the Caracci famly, in violation of |.R C 8§ 4958, which
| nposes a 25 percent and a 200 percent penalty in the form of
exci se taxes on “excess benefit transactions.” The deficiency
noti ces asserted that the taxpayers owed exci se taxes totaling
$256, 114, 435.

The Comm ssioner based the deficiency notices on a brief
I nt er nal menor andum This nmenorandum st ated: “Thi s
I nternmedi ate determ nation of value should not be considered

final until issuance of the final economc report.” The
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deficiency notices were not based on a final econom c report,
I nstead using the figures fromthe “internedi ate determ nation
of value” in stating that the conversion from exenpt to
nonexenpt status resulted in a net excess benefit of
$18, 543,694 and triggered excise taxes and penalties of over
$250 mllion. Sta-Hone and the Caracci famly filed tinely
petitions in the United States Tax Court challenging the
determ nation of their tax liabilities.

In the Tax Court, the taxpayers pointed out that one
problem with the deficiency notices was that the valuations
made no adjustnent for the liabilities that the nonexenpt
corporations assuned as consideration for acquiring the assets
fromthe exenpt corporations. The taxpayers noved for parti al
summary judgnent based on this problem in the deficiency
noti ces. The Conmm ssioner responded that the notices were
correct, filing affidavits in oppositionto the partial summary
judgnment notion swearing to the validity of the deficiency
anounts and the consequent excise tax anounts. It was not
until the trial before the Tax Court that the Conm ssioner
acknow edged t hat the deficiency notices were wong. On cross-
exam nation, the Conm ssioner’s own expert wtness admtted

t hat t he notices were “excessive,” “Incorrect,” and
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“erroneous.”

On May 22, 2002, the Tax Court affirnmed the finding that
the conversion resulted in a “net excess benefit” triggering
excise taxes and penalties, but reduced the anount of the
benefit and the resulting anounts that Sta-Hone and t he Caracci
famly owed. The Tax Court found that the val ue of the exenpt
former Sta-Hone entities’ debts and liabilities that the newy
f ormed nonexenpt Sta-Hone entities assuned was $13.5 mllion.
The parties do not challenge this valuation on appeal. The Tax
Court found that the newly fornmed nonexenpt Sta-Hone entities

recei ved assets from the exenpt former entities worth $20.8

mllion, exceeding the value of the assunmed liabilities by $5.1
mllion. In so finding, the Tax Court rejected both the $20
mllion figure the Comm ssioner had asserted as the anount of

the net excess benefit in its deficiency notices and also
rejected the anmount that the Conm ssioner’s expert presented.

Both Sta-Hone and the Conm ssioner presented detail ed
expert testinony on the fair nmarket value of Sta-Hone's
tangi bl e and intangi ble assets at the tinme of the conversion
fromnonexenpt to exenpt status. The expert w tnesses for both
the taxpayers and the Conm ssioner agreed that traditiona

val uati on net hodol ogy uses three approaches: (1) incone; (2)
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cost; and (3) market. An inconme approach assigns val ue based
on determ ning how nuch noney an owner wll derive fromthe
busi ness in the future. A cost approach val ues a busi ness by
determ ning how nmuch it would cost to replace the entity’'s
tangi ble and intangi ble assets.* A narket approach tries to
establish the market val ue of a conpany, usually by conparing
sales or transfers of simlar conpanies. The experts di sagreed
on how to val ue Sta-Hone’'s assets and what assunptions should
be used. The Tax Court agreed with neither expert, instead
selecting aspects from the Conm ssioner’s expert to piece
together its own valuation result.

Sta-Hone's expert, Alen D. Hahn, is a director at
Pri cewat er shouse Coopers Nort heast Regi on Corporation Val uation
Consulting G oup. He has witten extensively on val ui ng hone-
heal t hcare agenci es. The Comm ssi oner unsuccessful ly attenpted
to hire Hahn for this case, recognizing his expertise. To

prepare his analysis of the Sta-Hone conversion, Hahn spent

4 Assets in accounting are items of worth to a conpany,

categorized as tangible (for exanple, property) and intangible (for
exanpl e, community goodwill). A conpany’'s assets are equal to its
liabilities and ownership equity conmbined. Margaret A G bson, The
Intractabl e Debt/Equity Problem A New Structure for Anal yzing

Shar ehol der Advances, 81 Nw U. L. Rev. 452, 482 n.216 (1987).
Liabilities (debt) and equity are the principal nmethods of financing
a conpany. |d. at 456-57. Under debt financing, a corporation
borrows funds; while under equity financing, a corporation raises
funds by issuing stock. Id.
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ei ght weeks in M ssissippi, studying the assets and liabilities
transferred in the conversion and anal yzi ng t he hone- heal t hcare
I ndustry in the area.

The Conm ssioner, unable to retain Hahn, hired Charles
Wl hoite. Although Wlhoite is a certified public accountant
and codirector of the Portland, Oegon office of WIllanette
Managenent Associ ations, a business valuation firm he had no
prior experience with the hone-healthcare industry. WIlhoite
spent only two days in Mssissippi to study the Sta-Hone
entities in order to value their assets and liabilities and
spent one of those days in a hotel room tracking down [ ost
| uggage. Lacking detailed or thorough know edge about the
hone- heal thcare industry in general or in the part of
M ssi ssi ppi where St a- Hone oper at ed, and about Sta-Hone itself,
Wl hoite instead relied on his general val uati on know edge and
experience and the information learned in the single day he
spent interviewng Sta-Hone's chief financial officer. I n
short, neither the Comm ssioner nor his expert wtness did the
wor k necessary to perform an asset-valuation analysis of the

Sta-Hone entities throughout the extended audit period or
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during the Tax Court litigation.?

Hahn’ s anal ysis carefully took into account the economc
realities of hone-healthcare agencies that depended al nost
entirely on Medicare reinbursenents rather than on private
payers, lost an average of .7 percent annually on their
operating costs, did not offer specialized services that could
generate profits, and had a capital deficit. Hahn used an
“adj ust ed bal ance sheet” nethod to val ue the Sta-Hone assets,
adj usting the values identified on the conpani es’ bal ance sheet
to their fair market value equivalent.® Hahn prepared both a
“base case” and a “best case” scenario, devel oping a range of
fair market val ues for Sta-Hone’'s assets rangi ng between $10.5
mllion and $11.5 m|lion. Hahn specifically val ued Sta-Hone’s
i ntangi bl e assets, attributing between $2.1 nmillion and $3.4
mllion to the CONs and the workforce. Hahn found that the
Sta-Hone entities’ total liabilities ranged between $12 ml1lion

and $12.5 mllion, concluding that these liabilities exceeded

> The Conmissioner faults Sta-Home for failing to provide access

to nore information about the corporations, but this argunment ignores
the di scovery tools that the Conm ssioner had avail abl e and i gnores
the fact that it is the Conm ssioner’s burden to show that the tax it
i nposed was correct, not the taxpayers’ burden to show that the
Comni ssi oner was w ong.

6 A conpany’ s bal ance sheet documents the historical cost of its
assets, liabilities, and ownership equity. Shannon P. Pratt et al.
Val ui ng Smal | Busi nesses and Professional Practices 366 (3d ed.
1998).
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t he val ue of Sta-Hone assets by $.5 mllion to $2 mllion.

To check this asset valuation, Hahn also used a narket
approach, conparing the Sta-Hone transactions to thirteen
private transactions invol vi ng honme- heal t hcar e agenci es engaged
in by publicly traded conpani es. Hahn cautioned that the
mar ket approach was only a secondary indication of value
because transacti ons i nvol vi ng ot her home- heal t hcare providers
were too dissimlar to the Sta-Hone transacti ons used to effect
the conversion from exenpt to nonexenpt entities to serve as
the basis for a stand-alone valuation. Hahn noted that
al though Sta-Hone provided only traditional hone healthcare,
publicly traded conpani es often used hone-heal t hcare agenci es
as part of a broader m x of healthcare businesses. Sta-Hone's
heavy dependence on Medicare reinbursenents also nmade it
difficult to conpare with publicly traded conpanies offering
services to a mx that included a nuch | arger nunber of private
payers and far fewer Medicare patients than Sta-Hone. The
Conmm ssi oner’ s expert conceded that hone-heal thcare agencies
serving private-pay patients can nmake a profit on those
services if they are run well; by contrast, heal t hcare agenci es
cannot nmake a profit on serving Medicare patients. Hahn al so

noted that sales of hone-healthcare agencies that provided
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sophi sticated treatnents coul d not be included as conparabl es
because these treatnents attracted higher paynents and
rei mbursenents than the services provi ded by Sta-Hone.

Based on the adjusted balance sheet nethod and the
corroboration provi ded by the conparabl e mar ket approach, Hahn
concluded that the liabilities the Sta-Hone nonexenpt entities
agreed to assune fromthe nonexenpt entities exceeded the val ue
of the assets received by $600, 000 to $2, 350,000, resulting in
no net excess benefit and therefore no excise tax liability.
Hahn reached this result wthout applying a mnority stock
di scount, reasoning that the shares represented interests in
a loss corporation,’” and wthout a discount for |ack of
marketability,® concluding that the unattractive healthcare
market in Mssissippi was already incorporated into his
adj ust ed bal ance sheet val uati on.

The Comm ssioner’s expert, WIlhoite, |acked the specific

I nformati on about the Sta-Hone entities necessary to val ue

" When an individual has |ess than 50 percent ownership interest

in a conpany, it is deenmed a “mnority” ownership interest and
di scounted to reflect the holder’s |lack of control of the business.
Pratt, Valuing Small Businesses at 426-30.

8 “Marketability” is the ability to convert property to cash
qui ckly. Wen conpani es are not traded on the public narket, they
are | ess marketabl e and therefore valued less. Pratt, Valuing Snal
Busi nesses at 446-48.
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their assets, particularly the intangible assets. Wl hoite
assuned that those intangi ble assets had significant value to
potential purchasers, despite Sta-Honme’'s history of |osses,
because several hone-healthcare agencies acquired in recent
transactions incurred | osses just before those agencies were
purchased for |large anpbunts.® W1 hoite used market-based and
| ncome- based approaches to assign values to all Sta-Hone's
assets in general, wthout val uing any of Sta-Hone’'s assets in
particul ar.

For both the market and incone approaches, WIlhoite
determ ned t he “mar ket val ue of invested capital” (MVIC), which
represents the market value of ownership equity plus debt
i nvested in a conpany. The MVIC is comonly used in val uing
private conpani es because it mnimzes differences in capital
structure between private and public corporations.® WIhoite
assuned that this nethod coul d be appliedto val ue the Sta-Hone
entities’ assets, despite the fact that nethod is designed to

value a conpany’s invested capital, not its assets, and the

9 As discussed below, this assunption violated the Conni ssioner’s
own val uation rul es.

10 Public conpanies tend to have greater equity than do private
conpani es, which are often owned by small groups. See Hollis v.
Hill, 232 F.3d 460, 467 (5th Cir. 2000) (outlining the differences in
equity ownership between public and private conpanies).
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St a- Hone agenci es did not have invested capital.

Wl hoite cal culated the WIC for the Sta-Hone entities by
extracting a “revenue pricing multiple” (RPM, a percentage
that when nultiplied by a conpany’s annual revenues yield s
that conpany’s MVIC. To derive the RPM W Il hoite identified
two categories of “conparable” entities, one nade up of
publicly traded conpani es and one nmade up of nerged or acquired
entities. WIlhoite found the nedian RPM of publicly traded
conpani es operating hone-healthcare agencies to be .61.
Because St a-Hone had been nonprofit, Wl hoite reduced that RPM
by 50 percent to reflect a lower return on invested capital.
Wien multiplied by Sta-Hone's 1995 revenues, this RPMled to
an MWIC of $13,563, 000. Wl hoite ran the sane analysis
conparing nmerged and acquired conpanies and arrived at an RPM
of .25 and an WI C of $11, 302, 000.

Wl hoite’'s incone approach calculated the value to a
potential buyer that WIhoite assuned would result from the
buyer’s ability to use a “cost-shifting” strategy.'* WIlhoite

determ ned that the annual val ue of cost-shifting, based on a

1 This attribute of Medicare business enables a buyer to shift
sone of its overhead costs to Medicare’'s cost rei mbursenent system
I f a hone-healthcare agency sought |ess than the maxi num
rei nmbursenent allowed by Medicare, a buyer could shift its overhead
costs to the agency and Medicare would reinburse it to the extent
there was room under the cost cap.
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historical “cost-cap gap’'? of .5 percent, was $1, 408, 168.
Wl hoite applied a capitalization rate of 12.8 percent and
cal cul ated $11, 001,000 as the present value of Sta-Hone to a
potential buyer.

Wl hoite also assigned a weighted percentage to each of
the three values he derived. He assigned the |argest weight
to the incone approach, followed by the publicly traded
conpar abl es nmar ket approach, foll owed by the nerged or acquired
conpar abl es mar ket approach, yielding a weighted-average WIC
of $11, 604, 000. WI hoite then subtracted the anbunt of deficit
that a buyer of the Sta-Hone conpanies would have to pay for
current liabilities and added the value of those current
liabilities. Based on the accounting rule that the asset side
and liability side of a conpany’s bal ance sheet nust be equal,
Wl hoite reasoned that Sta-Hone’'s MVIC (long-termliabilities
and owners’ equity) plus current liabilities would be
equivalent to the value of the assets. WIhoite valued Sta-
Hone’ s 1995 assets transferred fromthe nonexenpt to t he exenpt
entities at $20,858,000, over $7 mllion nore than the

$13,511,000 of liabilities assuned by the nonexenpt entities.

12 The “cost-cap gap” is the difference between the reinbursenment
anount sought by a hone-heal t hcare provider and the naxi num anmount of
rei mbursenent pernitted by Medicare.
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The Tax Court rejected Wl hoite's i ncone net hod—+he net hod
that Wlhoite viewed as deserving the greatest wei ght-—stating
that the val ue of the cost-shifting strategy i ncluded “too many

| nponderables.” Caracci v. Conmmir, 118 T.C 379, 406 (2002).
The Comm ssioner does not challenge this rejection of its
expert’s nmethod. The Tax Court adopted only one part of one
of Wl hoite's nmarket-val ue approaches, naki ng adjustnents and
filling in gaps to reach its own conclusion as to val ue.

The Tax Court adopted the part of the MI G Revenue
approach that used publicly traded conpani es as conparabl es.
In so doing, however, the Tax Court recognized that even the
publicly traded conpanies WI hoite used as “conparabl es” were
in fact not conparable to the Sta-Hone entities. St a- Hone
operated in a nuch | ess advantageous narket than many of the
publicly traded conpani es, was nuch nore heavily dependent on
Medi car e rei nbursenents than t hese conpani es, and di d not offer
t he sophisticated and profitable therapies that many of these
conpanies did. Id. at 405-06. El sewhere in the opinion, the
Tax Court recognized these inportant aspects of Sta-Hone's
operations and fi nances that distinguishedit fromthe publicly

traded conpanies WI hoite used as conparables. For exanple,

the Tax Court recognized Sta-Hone's dependency on Medicare
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rei mbursenents for over 95 percent of its revenues and the fact
that Medicare disallowed .7 percent of Sta-Hone's costs
annual ly. But the Tax Court did not discuss these aspects in
anal yzi ng whet her the publicly traded heal t hcare conpani es were
sufficiently simlar to Sta-Hone to be “conparables,” as
Wl hoite’'s MVI C Revenue val uati on nethod required. | nst ead,
al though the Tax Court recognized that the publicly traded
conpanies Wl hoite sel ected as conparabl es were different from
Sta-Hone in critical aspects, the Tax Court accounted for the
differences by sinply reducing the nmultiplier from.3 to .25
percent. The Tax Court did not explain the basis for reducing
the multiplier by the anobunt it selected or why that reduction
accounted for the differences between the publicly held
conpani es and the Sta-Hone agenci es.

The Tax Court rejected Hahn’s primary adjusted bal ance
sheet valuation analysis and his secondary narket-val ue
anal ysi s. In rejecting Hahn’'s secondary analysis, the Tax
Court failed to recognize that Hahn used it only to confirmhis
primary val uati on net hod, because Hahn hi nself recogni zed t hat
the publicly traded heal thcare conpani es were not sufficiently
simlar to the Sta-Hone entities to serve as conparables in a

st and- al one val uation analysis. The Tax Court also rejected
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Hahn’s adjusted balance sheet approach, believing that it
underval ued Sta-Hone’'s intangible assets. The Tax Court
justified its reliance on part of Wlhoite's analysis and its
rejection of all of Hahn's anal ysis and concl usi on—despite t he
fact that only Hahn had detailed information about how Sta-
Hone’'s operations and finances worked under the conplex
Medi care regulations—by its belief that Sta-Hone had “the
potential to generate i ncone and t hus denonstrate a substanti al
fair market value.” Id. at 405. The primary reason the Tax
Court gave for this belief was that in 1995 the Sta-Hone
entities had generated nearly $45 mllion in revenues but had
reported an operating loss that year, in part because the
entities deducted depreciation for their autonobile fleet and
in part because they had decl ared enpl oyee bonuses, w thout
which they would have reported “nontaxable incone of
approxi mately $1, 785, 000, or, in other words, nore than enough
to elimnate the accunul ated deficit in net asset value.” Id.
On appeal, the Conm ssioner concedes that the Tax Court was
sinply wong in this statenent, but insists that the error is
har i ess.

Having rejected nost of WIlhoite's analysis and all of

Hahn’s, the Tax Court put together its own val uation analysis
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wththelittle that remai ned of Wl hoite’ s nethodol ogy. Using
an RPMof .25—+ts own nodification of Wlhoite’s RPM of .3-the
Tax Court cal culated an WIC of $11.3 mllion. The court then
adj usted that anmount by excluding four weeks of enployees’
deferred conpensation from the current Iliabilities that
Wl hoite had added to the MIC and increasing current
liabilities to reflect a reserve for disallowed Medicare
clains.® Adding current liabilities to the adjusted WIC, the
Tax Court arrived at a fair market val ue of $18, 675, 000 for the
tangi bl e and i ntangi bl e assets that the new nonexenpt Sta-Hone
entities received fromthe old exenpt Sta-Hone entities. The
court subtracted the liabilities the old exenpt Sta-Hone
conpanies transferred to the newly <created nonexenpt
entities—$13,511, 000—fromthe fair market val ue of the assets,
| eaving an excess of $5, 164, 000. Because Sta-Hone’'s
transferred assets “far exceeded” the consi deration paid by the
St a- Hone  nonexenpt corporations—+he assuned debts and
liabilities—+the Tax Court found a violation of |I.R C. § 4958

and ordered the taxpayers to pay $69, 702,390 in exci se taxes.

13 The court reasoned that these four weeks of deferred paynent
were in fact long-termloans to the conpany for the duration of the
enpl oyees’ enploynent. The court classified the deferred salary as
part of Sta-Honme's invested capital (specifically as long-term
liabilities). Id. at 407.
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Thi s appeal foll owed.
1. D scussion

A The Legal Standards

Section 4958 of the Internal Revenue Code prohibits
certain acts of self-dealing between private foundations and
conpany i nsiders. The statute inposes a 25 percent tax on

“excess benefit transactions,” defined as foll ows:

“[ E] xcess benefit transaction” neans any

transaction in which an econom c benefit is

provided by an applicable tax-exenpt

organi zation directly or indirectly to or

for the use of any disqualified person if

the value of the econom c benefit provided

exceeds the value of the consideration

(including the performance of services)

recei ved for providing such benefit.
. R C. 8§ 4958(c)(1)(A. “Disqualified persons” include any
person in a position to exert “substantial influence” over the
organi zation’s affairs before the transaction, or any nenber
of such person’s famly. Id. at 8§ 4958(f)(1)(A)—(B).* If
taxes inposed under the statute are not corrected within the
t axabl e period, an additional tax equal to 200 percent of the
excess benefit is assessed. |d. at 8 4958(b).

Whet her the transfer of Sta-Hone's assets qualifies as an

4 The parties do not dispute that the Sta-Hone for-profit entities
and the Caracci fanily are “disqualified persons.”
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“econom c benefit” depends on the fair market value of the
conpanies’ assets and liabilities. Fair market value is the
price that a willing buyer would pay a willing seller, both
havi ng reasonabl e knowl edge of all relevant facts and neither
bei ng under any conpulsion to buy or sell. United States v.
Cartwight, 411 U S. 546, 551 (1973); Dunn v. Commir, 301 F. 3d
339 (5th Gr. 2002). The willing buyer and seller are
hypot heti cal persons rather than specific individuals or
entities, and their characteristics are not necessarily shared
by the actual seller or particular buyer. Estate of Bright v.
United States, 658 F.2d 999, 1005-06 (5th Gr. 1981). At the
sane tine, the valuation method nust take into account, and
correspond to, the attributes of the entity whose assets are
bei ng val ued. Dunn, 301 F.3d at 356-57.

The Tax Court’s factual determ nations are reviewed for
clear error and its conclusions of |aw are reviewed de novo.
Dunn, 301 F.3d at 348. The determ nation of fair narket val ue
Is a mxed question of fact and law, “the factual prem ses
[are] subject to review on a clearly erroneous standard, and
the legal conclusion[s are] subject to de novo review” Id.
(quoting Inre T-H New Ol eans, Ltd. P ship, 116 F. 3d 790, 799

(5th Gr. 1997)). Al t hough the nmathematical conputation of
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fair market value i s an i ssue of fact, the determ nati on of the
appropriate valuation nethod is an issue of |aw Dunn, 301
F.3d at 348 (citing Powers v. Commir, 312 U S. 259, 260
(1941)).

B. Anal ysi s

The conclusion is inescapable fromthe description of the
background of this case. There are so many |egal and factual
errors—any of which the Conm ssioner acknow edges—nfecting
this case fromthe outset that reversal nust result.

The Conm ssi oner began the cascade of errors by issuing
deficiency notices based on a brief, internediate internal
anal ysi s. That analysis stated on its face that it was
internediate and that a final economc study had to be
perfornmed. Ignoring this disclainer, the Conm ssioner issued
val uati on- based deficiency notices asserting 8 4958 exci se tax
penal ties against the Sta-Hone entities and the Caracci famly
totaling $250,729,866 (plus interest) and income tax
defi ci enci es and penalties totaling $8, 330, 064 (plus interest),
and retroactively revoking the exenpt status of the Sta-Hone
exenpt agencies. Internal IRS docunents reveal that the IRS
| ssued the notices on the basis of an internedi ate rather than

final economc study to prevent the Caraccis from correcting

28



what the IRS viewed as prohibited transactions, which would
have reduced the 8§ 4958 “i nternedi ate sanction” penalties. The
second reason the IRS issued these premature notices was its
concern over the statute of limtations. The IRS blaned the
taxpayers for that problem One of the IRS enpl oyees worKki ng
on this case stated in an affidavit that the agency asked the
taxpayers to consent to extend the |limtations period and
“Iinformed [the taxpayers] that if the statute was not extended,
statutory notices would be issued based on the best avail abl e
information that [the IRS] had at that point,” despite the fact
that the IRS econom st needed nore tine to anal yze the case.
Even nore disturbing, the record reveals that despite
recogni zing the tentative and i nconpl ete nature of the anal ysis
used as the basis for the deficiency notices, the Conm ssi oner
def ended the correctness of those notices for several years
into this litigation and only conceded that the notices
overstated the Comm ssioner’s tax claimwhen the trial began
in the Tax Court. In issuing the deficiency notices, the
Comm ssioner did not adjust the analysis by the anount of
liabilities the taxpayers assuned. As a result, the 1999
deficiency notices greatly overstated the excisetax liability.

Despite this error, the Conm ssioner insisted throughout a two-
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year audit and nearly two years of Ilitigation that the
deficiency notices were correct. It was not until March 5,
2001, in the opening statenent before the Tax Court and in the
cross-exam nation of the Comm ssioner’s sole expert wtness,
that the Conm ssioner acknow edged that the 1999 deficiency
notices were excessive and erroneous. This court has
recogni zed that when, as here, the Conm ssioner persists in
taking a positionin litigation that is

so incongruous as to call his notivation

into question, . . . [i]t can only be seen
as one ainmed at achieving maxi num revenue
at any cost, . . . seeking to gain |everage
against the taxpayer in the hope of
garnering a split-the-difference
settl ement —or, failing t hat , t hen a
conprom se judgnent—sonewhere between the
value returned by the taxpayer . . . and
t he unsupportedly excessi ve val ue

eventual |y proposed by the Conmm ssi oner.
Dunn, 301 F.3d at 349. In Dunn, the result that the
Conmm ssioner obtained in the Tax Court was rejected. As in
Dunn, the result in this case cannot stand.

The | egal effect of the Conmm ssioner’s concession of error
in the Tax Court is clear. “In a Tax Court deficiency
proceedi ng, once the taxpayer has established that the
assessnent is arbitrary and erroneous, the burden shifts to the

governnent to prove the correct anmount of any taxes owed.”
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Portillo v. Commir, 932 F.2d 1128, 1133 (5th Gr. 1991). The
Tax Court, however, did not place the burden of proof on the
Conmi ssi oner. | nstead, the Tax Court stated that while the
parties disputed who bore the burden of proving “the central
issue in this case; nanely, the value of the transferred
assets, . . . [wWe do not decide this dispute.” Caracci, 118
T.C. at 382 n.4. Instead, the Tax Court rejected nost of the
only support the Comm ssioner provided for the net excess
benefit finding, the testinony of the Conm ssioner’s val uation
expert. At that point, the Comm ssioner failed to neet his
burden of proof. At that point, the Tax Court should have
found in the taxpayers’ favor. |Its failure to do so was error,
as a matter of |aw

In rejecting nost, but not all, of the Conm ssioner’s
val uation expert’s opinions, the Tax Court nade a nunber of
errors in the valuation nethod it selected and in the facts it
found in selecting and applying that nethod. The Tax Court’s
use of Wl hoite's nodified WI C Revenue net hod for val uing St a-
Hone’' s assets, particularly its intangible assets, is wong as
a matter of |aw Wl hoite had no experience in appraising
heal t hcare conpani es and knew very little about the Sta-Hone

entities or their assets and liabilities. Wl hoite did not
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val ue Sta-Hone’' s specific assets, but instead used a variation
on an invested-capital valuation nethod to do a general and
I ndi rect valuation of Sta-Hone’'s assets. The Tax Court adopted
a nodified version of Wl hoite’s valuation approach, which is
designed to value invested capital —Aot assets—to value the
assets of a conpany that had no capital. The Tax Court did so
with no | egal support for the use of such a nethod to val ue the
assets of these agencies, over the recognition of both Wl hoite
and Hahn that this nethod was inferior to, and | ess rigorous
t han, an asset-val uation nethod. The Tax Court then conpounded
this error by deriving the invested-capital nultipleit applied
to the Sta-Hone entities using the seven public conpanies
W hoite sel ected as “conparabl es.” Put sinply, they were not.

The Tax Court considered the Comm ssioner’s expert
testinony against a record of stipulated or undisputed facts.
Those facts included that between 95 and 97 percent of Sta-
Hone’' s revenues cane from Medicare, conpared to a national
average of 38 percent, and that Medicare only rei nbursed up to
actual costs and disallowed .7 percent of Sta-Hone' s annua
costs, thereby ensuring that the Sta-Honme entities would
continue to build liabilities, not assets, and could not

profit. The nore patient care the Sta-Hone entities provided,
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the nore revenues they generated, and the nore their | osses
grew. The parties did not dispute that the liabilities of the
St a- Hone exenpt entities exceeded assets for every year from
1987 through 1995. The parties did not dispute that the Sta-
Honme exenpt agencies had $13.5 million in debts and liabilities
that the new y created nonexenpt entities assuned. The parties
di d not dispute that the Sta-Hone exenpt entities had sustai ned
progressively larger net operating | osses and capital deficits
for the previous five years. The parties did not dispute that
there was no |ikely potential buyer for Sta-Hone. Despite
t hese undi sputed facts, the Tax Court’s valuation nethod used
an i nvest ed-capi tal val uati on net hod t hat conpared t he St a- Hone
entities wth solvent, publicly traded conpanies wth
significant equity and a present ability to generate profits.
Thi s aspect of Wl hoite s analysis, accepted by the Tax Court,
excl uded di stressed conpanies fromthe “conparables.” Six of
t he seven “conpar abl e” conpani es were generating profits at the
time of Wlhoite s conparison and the seventh had substanti al
equity. Sta-Hone had neither equity nor a record of profits.
The Conmi ssioner’s expert erred when he stated to the Tax Court
that two of the “conparable” public conpanies had operating

| osses; in fact, one of those conpanies was Sta-Hone. The
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Comm ssioner’s expert also erred in telling the Tax Court that
one of the public “conparables” had negative stockholder’s
equity; the only negative equity entry was Sta-Hone. On cross-
exam nation, the Conm ssioner’s expert conceded that sone of
t he “conparabl es” provided infusion services, which are fee-
based and thus capable of turning a profit, and that sone
“conpar abl es” provided respiratory services, which are al so fee
based. The Conmm ssioner’s expert further conceded that other
“conparabl es” that provided residential nedical services,
pediatric care, adult day care, and conpanion care services
ei ther were fee-based or may have been; he did not know. The
Comm ssioner’s expert also admtted that nmny of the
“conpar abl es” were far | ess Medicare-dependent than Sta-Hone.

A “conpar abl e” nmust be substantially simlar tothe entity
or asset that is at issue. Van Zelst v. Commir, 100 F. 3d 1259,
1263 (7th Gr. 1996); Estate of Palnmer v. Commir, 839 F. 2d 420,
423 (8th Gr. 1988). As noted, none of the publicly traded
entities Wlhoite chose were simlar to Sta-Hone. They were
publicly traded. See Dunn, 301 F.3d at 350 (recognizing that
public conpanies generally cannot be conpared with private
conpanies). They had capital. They were profitable. They

were not Ilimted to offering basic, and unprofitable,
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therapies. Mbst inportant, they did not depend on Medi care for
over 95 percent of their revenues, were not limted to recovery
of actual costs, and did not have a portion of their actua
costs disallowed every year. For these publicly traded
“conpar abl es,” added revenue would logically create added
val ue. For Sta-Hone, the overwhel m ng dependence on Medi care
rei nbursenents neant t hat added revenue neant added
unrei nbursed costs, which in turn generated greater | osses.
The Tax Court recognized sone of these differences, but
assuned-w t hout expl anati on—that the publicly traded entities
could still be used as “conparables” as |l ong as the anmount of
the multiple derived was adjusted. The Tax Court did not
explain howit arrived at the anount of the adjustnent or how
that anmount transfornmed fundanentally different financial
entities into “conparables.”

Using an adjusted version of the WIlhoite MIC Revenue
I nvest ed capi tal nethod, the Tax Court concl uded that the val ue
of the assets the nonexenpt Sta-Hone entities received exceeded

the value of the $13.5 million in liabilities and debts they

assuned by $5.1 million. As the taxpayers point out, the Tax
Court concluded that a willing buyer woul d assune $13.5 m |l 1lion
in liabilities and pay $5.1 mllion to acquire the right to
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| ose noney on an ongoing basis. The Tax Court expl ai ned why
It believed this apparently illogical conclusion nade sense:
it found that Sta-Hone had the potential to make a profit,
whi ch denonstrated that its assets had substantial fair market
value. This finding was clearly erroneous.

The Tax Court based its finding that the Sta-Hone entities
had the potential to make a profit on the finding that if Sta-
Honme had not paid a year-end bonus to its staff in 1995, it
woul d have reported nontaxabl e incone of approximately $1.78
mllion, “nore than enough to elimnate the accunul ated deficit
in net asset value.” Caracci, 118 T.C at 405. The
Conmm ssi oner concedes that this statenent is sinply error. The
statenment ignores the fact that under the Medi care systemt hat
account ed for between 95 and 97 percent of Sta-Hone' s revenues,
there is no reinbursenent unless there is an actual expense
incurred. |f Sta-Hone had not paid the bonuses, the Medicare
rei mbursenents it recei ved woul d have been reduced by an equal
anount, leaving the sane |evel of conpany | osses. The Tax
Court did not take into account this effect of the Medicare
rei nbursenment system on the Sta-Hone entities, despite
acknow edging it earlier in the opinion. The Tax Court also

over| ooked the reason for the bonuses and what they reveal ed
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about the Sta-Hone entities’ finances. These “bonuses” were
unpai d, deferred enployee pay, rather than discretionary
bonuses. The deferred wages for existing enpl oyees, along with
deferred first-nmonth wages for newly hired enployees, were
mechani sns the taxpayers used to continue to operate despite
their per enni al cash-flow problens, their | ack of
profitability, their increasing operating |osses, and their
I ncreasing deficits. The Comm ssi oner acknow edged before the
Tax Court that the sal aries and bonuses were neither excessive
nor unreasonabl e. Moreover, the Caracci famly nenbers
withheld their own conpensation in the sanme nmanner as
conpensation for the other enployees. In short, these
“bonuses” evidenced the unprofitable nature of the Sta-Hone
entities, not the potential for profitability, as the Tax Court
erroneousl y stated.

The Tax Court also criticized Sta-Hone—n the sane section
of the opinion that discussed its profit potential —for taking
a large notor-vehicle depreciation deduction. The Tax Court
ignored the fact that a hone-healthcare agency providing
services to a predomnately rural popul ati on di spersed over a
geographically | arge area necessarily has a heavily used fl eet

of vehicles. The Tax Court’s suggestion that the taxpayers
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were inproperly exploiting the depreciation ignored the fact
that it represented a very real cost that coul d not be annually
expensed because of the Tax Code’'s specifications for the
depreciable life of such personal property. See generally
. R C. 8 168. Indeed, stipulated facts in the record nake it
clear that far fromexploiting the tax consequences of their
corporate form the Caracci famly had been unable to take
advantage of the incone tax exenption the agencies “enjoyed”
bef ore 1995, because t he agenci es had consistently i ncurred net
operating | osses.

The Tax Court stated that the Sta-Hone agencies had not
profited fromtheir business because of the entities’ previous
“tax-exenpt” status. Caracci, 118 T.C at 385-86. Thi s
statenment further reflects a msunderstanding of Sta-Hone's
busi ness and the regulatory regine under which it operated.
The Sta-Hone exenpt agencies did not profit because they were
virtually entirely dependent on Medi care rei nbursenents and t he
Medi care rei nbur senent system prohibits profit-taking,
regardl ess of an agency’'s tax status. As the Tax Court
recogni zed elsewhere in its opinion, the Sta-Hone entities
continued to operate in the sane manner—at a |oss—after

converti ng to nonexenpt status.
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The Conmm ssi oner concedes that the Tax Court’s statenent
that the Sta-Hone entities could have reported nontaxable
income of $1.78 mllion had it not declared a bonus in 1995 was
wrong. Yet the Conmm ssioner insists on this appeal that the
error was harm ess. The Tax Court opinion itself defeats this
argunent. The Tax Court reasoned fromthe m staken assunption
that the Sta-Hone agencies could have generated positive net
I ncome by elimnating the 1995 enpl oyee “bonus” to the m st aken
finding that the agencies had denonstrated a “substantial fair
mar ket value.” 1d. at 405. This m staken statenent was
I medi ately followed by the Tax Court’s decision to use an
I nvested-capital nethod to value Sta-Hone’'s assets and to use
profitabl e public conpani es as “conparabl es” to derive the WIC
multiple as part of that nethod. If the Tax Court had not
found that the Sta-Hone entities had the potential to generate
a positive net incone and “thus denonstrate substantial fair
mar ket value,” the Tax Court’s decisions to use an invested-
capital nethod for valuing assets and to use profitable public
conpanies as conparables for unprofitable privately held
agenci es, would be not only erroneous but illogical. The Tax
Court’s $1.78 mllion error was anything but harmni ess.

The Tax Court’s erroneous finding that the Sta-Hone
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entities had shown a potential for profitability and thus
denonstrated that their assets had “substantial fair market
value” is also the only apparent explanation for the decision
to discredit the opinions provided by the taxpayers’ expert
W tness, Hahn. As noted, in narked contrast to W1 hoite, Hahn
had spent nonths i n M ssi ssi ppi anal yzi ng the St a- Hone agenci es
and was a recogni zed authority on t he hone- heal thcare i ndustry.
In marked contrast to Wl hoite, Hahn did the work to val ue the
actual assets of the Sta-Hone entities. Hahn used the
valuation nethod that both he and WIlhoite agreed was the
preferred and nore rigorous approach to value assets. Neither
the Tax Court nor the Comm ssioner disputed Hahn's tangible
asset val uations, which attri buted val ues bet ween $8. 4 and $8. 7
mllion. The Tax Court rejected Hahn's intangi ble asset
val uations, which attributed approximately $2.7 mllion to the
wor kforce, including the certificates and |icenses, because
Hahn’ s conclusion that the value of the assets the nonexenpt
entities received fromthe exenpt entities was |less than the
$13.5mllioninliabilities they assumed was i nconsistent with
the Tax Court’s (erroneous) finding that the Sta-Hone entities
had “denonstrated substantial fair market value.”

The Tax Court’s m staken belief that Sta-Hone' s i ntangi bl e
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assets had substantial fair market value led it to ignore its
own |ong-recognized position that wunprofitable intangible
assets do not contribute to fair market value unless those
assets produce net incone or earnings. Revenue Rule 59-60
requires the IRS to assign zero value to wunprofitable
I ntangi bl e assets. See Rev. Rul. 59-60, 1959-1 C. B. 237 (“The
presence of goodwi Il and its value, therefore, rests upon the
excess of net earnings over and above a fair return on the net
tangi bl e assets.”). The Tax Court (and review ng courts) have
recogni zed this. See Fox River Paper Corp. v. United States,
65 F. Supp. 605, 607 (E.D. Ws. 1946), aff’'d 165 F.2d 639 (7th
Cr. 1948); Rosen v. Conmmir, 62 T.C. 11 (1974), aff’'d 515 F. 2d
507 (3d Cr. 1975). The Tax Court clearly erred and viol ated
its own prior rulings infailing to recognize that the Sta-Hone
exenpt agencies’ unprofitable intangi ble assets—+ncluding the
wor kforce, the licenses, the CONs, the Medicare-dependent
client base, and the aging and |l argely uncollectible accounts
recei vable—had little or negative market val ue.

Hahn established the value of the Sta-Hone exenpt
agencies’ tangible assets at a range between $8,421,977 and
$8, 787, 492. Neither the Comm ssioner nor the Tax Court

chall enged this figure. The parties agreed that the for-profit
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entities assuned roughly $13.5 nmllioninliabilities. The Tax
Court concluded that the Sta-Hone exenpt agencies’ total asset
val ue was $18, 675,000, neaning that the agencies’ intangible
asset value had to be approximately $10, 000, 000. The parties
agree that the Tax Court clearly erred in including the $1.78
mllion in “bonus” noney as an intangi bl e asset. Setting this
error aside, there is no basis to assign over $8 mllion to the
St a- Hone exenpt agencies’ remaining intangible assets, the
| ar gest of which—+ts patients—aould only enable the agencies
to lose noney for the indefinite future. The CONwas simlarly
of little or no value as an intangible asset because it
provi ded Sta-Hone access to the sane Medi care-dependent group
of patients; neither Sta-Honme (or another buyer) could raise
prices on the services provided to these patients to generate
revenue because Medicare precluded profit. Even if the Tax
Court assigned a significant value to the Sta-Hone exenpt
agencies’ other intangible assets, such as its trained
wor kf orce (which would need to be paid, representing further
liabilities as well as future profits), and goodw ||, the Tax
Court woul d have had to find these remai ning i ntangi bl e assets
were worth approximately $5 million to conclude that the

t axpayers real i zed any net excess benefit fromthe transacti on,
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assum ng that the Sta-Hone nonexenpt agencies assumed $13.5
mllion in liabilities fromthe exenpt entities and that the
exenpt entities assumed approximately $8.5 mllion in tangible
assets fromthe exenpt agencies. There is no | egal or factual
basis for assigning a $5 nmllion value to these intangible
assets.

This case began and ends with the Comm ssioner’s refusal
to recognize the legal effect of its own errors. The
Comm ssi oner i ssued erroneous and excessi ve defi ci ency noti ces,
yet persisted in defending them for nearly tw years of
litigation before the Tax Court. After the Comm ssioner
admtted his erroneous deficiency notices, he failed to neet
his burden of proving that the excise taxes he sought to
coll ect were correct. The Comm ssioner presented an expert who
used an i nappropri ate val uati on net hod and | acked basi c fact ual
i nformation essential to the asset valuation he was called on
to provide. The Tax Court erred as a matter of |aw when it
failed to find for the taxpayers after it rejected nmuch of the
Conmm ssioner’s expert’s opinion and instead proceeded to use
bits and pieces fromthat opinion to value the Sta-Honme assets
transferred to the newy created nonexenpt entities. The Tax

Court erred as a matter of law in the valuation nethod it
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sel ect ed. In the process of arriving at and applying that
nmet hod, and in struggling to make that nethod nake sense, the
Tax Court made a nunber of clearly erroneous factual findings.
These errors |l ed the Tax Court to reject the taxpayers’ expert,
whose adj ust ed bal ance sheet val uati on et hod provi ded the only
rational and justifiable valuation available in the record, and
to find that a willing buyer woul d have paid $18.6 mllion for
the Sta-Hone exenpt agencies despite their unprofitability.
These errors require this court to reverse and render.
I V. Concl usion

The Comm ssioner failed to perform a legitimte asset
valuation analysis throughout the audit, discovery, and
litigation of this case. The Tax Court erred as a nmatter of
lawin failing to hold the Conm ssioner to his burden of proof
and in selecting an i nappropriate and i ncorrect nethod to val ue
the assets of the Sta-Hone entities and nade cl early erroneous
factual findings in applying this valuation nethod. The Tax
Court’s errors do not require remand because the record nmakes
it clear that the Conm ssioner cannot neet his burden of proof
under 26 U.S.C. 8 6213, Portillo, and Dunn. The Tax Court’s
decision is reversed and judgnent is rendered in favor of the

t axpayers.
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REVERSED AND RENDERED
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