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

No. 94-40211

ESTATE OF HARRY M HUDG NS
Deceased, LEE C. HUDA NS and
HARRY HUDG NS 11, Co-Independent
Execut ors,

Petiti oners- Appel | ees,

ver sus

COWM SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ant .

Appeal fromthe United States Tax Court
(No. 5506-91)

(June 28, 1995)

Before JOLLY and WENER, Circuit Judges.”
WENER, Circuit Judge.

In this federal estate tax case, inplicating "special use
val uation" of several tracts of farm or ranch property owned by

Harry M Hudgins (Decedent) at the time of his death, the

Judge Irving L. CGol dberg was a nenber of this panel when
counsel presented argunents to the court, but he died before the
opinion was witten and circulated. The case is therefore being
decided by a quorum 28 U S.C. § 46(d).



Comm ssi oner of Internal Revenue (Conm ssioner) appeal s t he adverse
decision of the United States Tax Court (Tax Court). The
Comm ssi oner questions the Tax Court's holding that, when filing
Decedent's federal estate tax return (706), the independent co-
executors of Decedent's estate (Estate) "substantially conplied"
wth the requirenents of the Internal Revenue Code (Code) and
appl i cabl e Treasury Regul ations (Regs.) for electing a special use
val uation of the Estate property, thereby entitling the Estate to
perfect its election within ninety days follow ng notice fromthe
| RS that the Estate's el ection was defective. Concluding that the
Tax Court's substantial conpliance ruling was erroneous, we reverse
and remand for further proceedings consistent with this opinion.
I
FACTS AND PROCEEDI NGS

Decedent was a Texas rancher who died testate in 1987.%! 1In
his Last WII|l and Testanent (the WIIl), Decedent left severa
tracts of ranch property to vari ous conbi nati ons of five grandsons.

The WIll's SECTION 5., which applied to each legacy of ranch

property that resulted in two or nore of Decedent's grandsons
becomi ng "joint owners," inposed several ten year restrictions on
the | egatees and the property thus bequeathed: (1) No such jointly
owned tract could be nortgaged or partitioned; (2) any joint owner

of an interest in one tract could sell his interest to another

! As Decedent died after Decenber 31, 1981, the issue of
special use valuation in his estate is governed by the provisions
of the Econom c Recovery Tax Act of 1981. Econom c Recovery Tax
Act of 1981, Pub. L. No. 97-34, § 421(k)(3), 95 Stat. 172, 313
(1981).



joint owner of that tract but not to any other person; and (3) any
joint owner could rent or |ease his interest to another joint owner

but not to any other person. [ Nei ther SECTION 5. nor any other

provision of the WIIl expressly required that the | and actively be
used for ranch purposes, expressly prohibited any other use of the
property, expressly required the grandsons to participate in
qualifying activities, or expressly inposed any penalties, such as
reversion, revocation, forfeiture or other loss of ownership
interests, in the event of an actual or attenpted alienation in
violation of the restriction.]?

The W1 I appointed Decedent's son, Lee C Hudgins, grandson,
Harry Hudgins |1, and |l ong-tine attorney and scrivener of the WII,
Joe A Keith, to serve as |ndependent Co-Executors (Executors).
The WIIl specified that M. Keith's service as a co-executor would
not preclude his being conpensated "for also being attorney for ny
estate.” Al t hough not expressed in the WII, M. Hudgins
apparently expected the Estate toretain M. Keith as its attorney,
which it did.

M. Keith was an experienced attorney who had represented M.
Hudgi ns for over forty years, had al so represented other prom nent
ranching famlies in that part of North Texas, and had prepared and

filed a nunber of federal estate tax returns, including sone in

2SECTION 9. directed that in each business in which Decedent
may be engaged at his death "whether in individual, partnership,
corporate or other form shall be discontinued and |iqui dated as
soon as reasonably possible" followng the death of Decedent.
Nei ther the Tax Court nor any of the parties contend that the
provi sions of SECTION 9. affect the use of the subject property.
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whi ch special wuse valuation elections were nade. The record
reflects that M. Keith was incapacitated at the tinme this action
was commenced in the Tax Court and has since died.

M. Keith prepared and tinely filed the 706 for the Estate.
In the portion of the 706 that asks if the estate intends to el ect
speci al use valuation on any of its property, the "Yes" box was
checked. In conpliance with instructions in the 706, the Estate
conpleted and affixed a Schedule N, together wth required
attachnents to that schedul e. A "Notice of Election" was also
attached to the 706, but it contained only nine of the fourteen
items required by the instructions and the Regs. The Notice of
El ection contains a statenent, presumably affixed by M. Keith, to
the effect that "[i]t is considered that all requirenents exist for
special valuation of the qualified real property."” Although the
Noti ce of El ection contains signature lines for all five grandsons,
only three of the five had signed that instrunent by the tine it
was filed wwth the 706. This is at least partially explained in a
"Menor andunt typed at the bottom of the Notice of Election and
signed by M. Keith, which states that one of the grandsons had not
signed "because heisinmlitary service" and that anot her had not
si gned because he was "not presently available.” The Menorandum
concludes with the foll ow ng statenent:

"To renmedy that situation, the undersigned preparer of

this Form706 wll undertake to obtain the signatures of

[the two grandsons who had not signed] on a counterpart

hereof, which when available will be transmtted to the

of fice of the I nternal Revenue Service at Austin, Texas."

The record does not reflect that any steps were taken to effectuate



the promsed "renedy" until after the IRS audited the 706 and
notified the Estate that its special use valuation election was
defective due to the inconplete Notice of Election and the failure
to attach an executed Recapture Agreenent.

Wthin ninety days after receiving that notice fromthe IRS,
the Estate submtted all previously mssing information,
docunent ati on, and signatures. The Conmm ssioner neverthel ess
deni ed the speci al use valuation clained by the Estate, contending
that, as the Estate's initial election was not "in substantial
conpliance" with the requirenents of the Regs., the Estate was
precluded fromperfecting its election post hoc. The Conm ssioner
assessed the subject properties at their fair market values,
t hereby increasing the value of the gross estate by $487, 790SQt he
excess of the aggregate fair market value of the subject tracts
over their aggregate special use valuations.® As a result of this
adj ustnent the Conm ssioner issued a deficiency notice to the
Estate for underpaynment of taxes in the anmount of $149, 622.

The Estate petitioned the Tax Court for a redeterm nation of
the deficiency. Followng atrial on nostly stipulated facts, the
Tax Court held that the Estate was indeed entitled to the speci al
use valuation, thus there was no deficiency in estate taxes. The
court's conclusion that the Estate was entitled to special use
valuation was grounded in its determnation that the Estate's

initial election substantially conplied wth the election

3 The parties stipulated at the redeterm nation hearing that
the appropriate increase to the gross estate was $403, 345, not
$487, 790.



requi renents, entitling the Estate to perfect its election within
the statutory period followng notice of the defective election.
This review foll owed the Comm ssioner's tinely filing of a notice
of appeal .
|1
ANALYSI S

The Tax Court's holding for the Estate apparently served as a
wake-up call for the Comm ssioner, for his brief to this court
presents both a conprehensive explanation of the | aw applicable to
speci al use valuation elections and an application of that |egal
framework to the pertinent facts. W therefore borrow extensively
fromthe Conm ssioner's brief in the analysis that foll ows.

A. St andard of Revi ew

In review ng decisions of the Tax Court we apply the sane
standards used in reviewing a decision of the district court:
Questions of |law are reviewed de novo; findings of fact are
reviewed for clear error.* We will not find aruling to be clearly
erroneous unless we are left with the definite and firmconviction
that a m stake has been nade.®

In the instant case the discrete facts, as noted, are
stipulated for the nost part and otherwise are essentially

undi sputed. That the belated efforts of the Estate to perfect the

4 Park v. Conm ssioner, 25 F.3d 1289, 1291 (5th Cir. 1994)
(citing McKni ght v. Conm ssioner, 7 F.3d 447, 450 (5th CGr. 1993)),
cert. denied, 115 S.C. 673 (1994).

SUnited States v. United States Gypsum Co., 333 U. S. 364, 395
(1948).




el ection were substantively adequate is not disputed; thus the sole
issue presented is whether the Estate's initial effort was
sufficient to constitute "substantial conpliance,” thereby
entitling the Estate to perfect its election within ninety days
followng notice from the IRS that the original election was
defecti ve. Even though the parties assunmed that this issue
presented a factual question, i.e., whether the facts of the case
constitute "substantial conpliance"sQa term of art in Code
8§ 2032A(d) (3)sQwe believe that, despite the fact that in other
contexts 1issues of substantial conpliance, |ike substantial
conpletion, are indeed questions of fact, the question here
presented is one of law. Resolution of this fact/law dichotony is
not inportant in this appeal, however, as we conclude that,
irrespective of whether we review the issue de novo or for clear
error, the Tax Court erred reversibly in determning that the
Estate's initial filing was in substantial conpliance with the
requi renents for a valid special use election.

B. Speci al Use Val uation

Ceneral ly, property subject to federal estate tax i s returned
at its fair market value.® One limted exception to that
generality is found in § 2032A of the Code, which provides an
alternative, nore "taxpayer friendly" nethod for valuing sone

famly farns and cl osely hel d businesses.’” Courts have recogni zed

6 United States v. Cartwight, 411 U S. 546, 550-51 (1973);
Treas. Reg. 8§ 20.2031-1(b).

’ See Tax Reform Act of 1976, Pub. L. No. 94-455, § 2003(a),
90 Stat. 1520, 1856 (1976); |I.R C. § 2032A
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that, in enacting 8 2032A, Congress sought to provide relief to
t hose who, when inheriting famly farns, m ght otherw se be forced
to sell themto pay estate taxes cal cul ated on "hi ghest and best
use" val ues, which often exceed significantly the land's val ue for
farm ng purposes.® In the hope of avoiding such a result and
hel ping to preserve famly farns and ot her cl osely hel d busi nesses,
Congress allows qualifying property to be returned for estate tax
purposes at its actual (farm use value rather thanits fair market
val ue based on its highest and best use.® As pernission to elect
this so-called "special use valuation" constitutes an act of grace
or a special dispensation by Congress, the courts have strictly
construed 8§ 2032A and its requirenents.

Briefly sunmari zed, the conditions that nust be net to qualify
for special use valuation are: The decedent nust have been a
citizen or resident of the United States at the tine of his death;

the property nust be located in the United States; the value of the

8 See, e.q., MApine v. Conm ssioner, 968 F.2d 459, 460
(5th GCr. 1992) (noting that purpose of exception is to grant
relief to heirs); Estate of Thonpson v. Conm ssioner, 864 F.2d
1128, 1133 (4th Cr. 1989) (sane); see H R Conf. Rep. No. 94-1380,
94t h Cong., 2d Sess. 21-22 (1976).

° MAl pine, 968 F.2d at 460.

10 See, e.qg., Martin v. Conm ssioner, 783 F.2d 81, 83-84 (7th
Cr. 1986) (construing strictly "qualified use" provision of
8§ 2032A); Estate of Sherrod v. Conm ssioner, 774 F.2d 1057, 1062-67
(11th Cr. 1985) (construing strictly "material participation"” and
"qualified use" tests of 8§ 2032A), cert. denied, 479 U S 814
(1986); Estate of Cowser v. Conm ssioner, 736 F.2d 1168, 1171 (7th
Cir. 1984) (adhering to precise |anguage of 8§ 2032A defining
"qualified heir"). Cf. Corn Products Ref. Co. v. Conm ssioner, 350
U.S. 46, 52 (1955) (construing narromy term "capital assets" in
8§ 117).




property nust exceed specified percentages of the decedent's gross
estate and adjusted estate; the property nust devolve to a
"qualified heir," who nust be a nenber of the decedent's famly;
and the decedent or a nenber of the decedent's famly nust have
been materially participating in the operation of the farm or
busi ness at the tinme of the decedent's death and for five of the
ei ght years preceding his death. !

Al though not as initial eligibility requirenents, the Code
i nposes two continuing conditions if the estate is to avoid
subsequent recapture of the tax savings produced by special use
val uation: The property's ownership nust remain in the famly and
must be used for the qualified use for at | east ten years foll ow ng
the decedent's death. 12 The qualified successors nust agree

contractually, at the tinme that the special use valuation el ection

is made, to keep the property in the famly and to operate it for
the qualified use for the specified period.*® That contract nust
be executed and filed with the estate tax return; and to ensure the
Comm ssioner's ability to acconplish recapture if necessary, the

heirs nust bind thensel ves therein to be responsi bl e personally for

11 Whalen v. United States, 826 F.2d 668, 669 (7th Cr. 1987);
Schunenman v. United States, 783 F.2d 694, 697 (7th Gr. 1986).

2 |.RC § 2032A(c).

3 |.RC 8§ 2032A(c) and (d)(2). See, e.q., MAl pine
968 F. 2d at 460 (noting that heirs nust continue to use property as
famly farmor business for ten year period to avoid recapture of
tax savings); Bartlett v. Conm ssioner, 937 F. 2d 316, 320 (7th Cr
1991) (sane); Prussner v. United States, 896 F.2d 218, 221 (7th
Cr. 1990) (discussing requirenent that recapture agreenent nust be
filed for valid election).




additional tax in the event of premature disposition of the
property or cessation of qualified use. This contract, which nust
be enforceable by the Conm ssioner under state law, is generally
referred to as a "Recapture Agreenent."”

The benefits of 8 2032A do not appertain automatically just
because all prerequisites happen to coal esce: The estate nust act
affirmatively to elect such treatnent. Inportant to the instant
case are the nechani cs of el ecting special use val uation, principal
anong which are (1) checking the appropriate box or blank on the
estate tax return and conpl eti ng Schedul e N, t hereby evidencing the
intention to make such an el ection, (2) conpleting and attaching to
the return a Notice of Election containing the information
specified in 8§ 2032A and the applicable Regs.,!'* and (3) as just
di scussed, attaching a Recapture Agreenent that has been signed by
all parties with interests in the property to be specially val ued,
expressly consenting to the inposition of the additional tax and to
be personally liable to pay it in the event of a premature
di sposition of the property or cessation of its qualified use.?®®
Thus a Notice of Election and a Recapture Agreenent, validly and
conpl etely executed and fil ed cont enporaneously with the estate tax
return, are essential prerequisites if an estate that elects
special use valuation is to be in full conpliance with 8§ 2032A

Not even the Executors contend that the Estate was in ful

14 | R C 8§ 2032A(d)(1); Treas. Reg. § 20.2032A 8(a)(3).

1 J.R C 8 2032A(a)(1)(B) and (d); Treas. Reg. 8§ 20.2032A-
8(a)(3) and (c).
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conpliance when the 706 was filed; thus the need to determne if
the Estate was in substantial conpliance.

Recapt ur e Agr eenent

The 706 was not acconpanied by any instrunent |abeled or
purporting to be a Recapture Agreenent. Yet 8§ 2032A(b)(1)(B) of

t he Code makes abundantly cl ear that the Recapture Agreenent, i.e.

"the agreenent described in subsection (d)(2)" is an integral and
i ndi spensabl e el enent of a special use valuation election. The
| egi sl ative history of 8§ 2032A confirns the essential nature of the
Recapt ure Agreenent:

One of the requirenents for nmaking a valid
election is the filing with the estate tax
return [of] a witten [recapture] agreenent
signed by each person in being who has an
interest in any qualified real property with
respect to which the special use valuation is
el ect ed. The [recapture] agreenent nust
evi dence the consent of each of those parties
to the application of the recapture tax
provisions to the property. 15

That the filing of a valid Recapture Agreenent is indi spensabl e has
al so been recogni zed by the courts and in the Regs.?
The contents required for a valid Recapture Agreenent are
specified in 8 2032A(d) (2):
The agreenent referred to in this paragraph is
a witten agreenent signed by each person in

bei ng who has an interest (whether or not in
possession) in any property designated in such

% H R Conf. Rep. No. 94-1380, 94th Cong., 2d Sess. 27
(1976).

17 See Bartlett, 937 F.2d at 320; Prussner, 896 F.2d at 222;
McDonald v. Conm ssioner, 853 F.2d 1494, 1495 (8th Cr. 1988),
cert. denied sub nom Cornelius v. Conmnissioner, 490 U S. 1005
(1989); Treas. Reg. 88 20.2032A-8(a)(3) and (c)(1).
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agreenent consenting to the application of
subsection (c) [inposition of the additional
estate tax] with respect to such property.18
By maki ng the heirs personally responsible for any additional tax,
which is triggered either by a disposition of the property or
cessation of its qualified use within the statutory period, the
Recapture Agreenent provides considerable assurance to the
Comm ssioner of collectibility. Treas. Reg. 8 20.2032A-8(c) sets
forth the required contents of the Recapture Agreenent in greater
detail than does the Code. | ndeed, a nodel form of such an
agreenent is available for those who care to avail thensel ves of
it.!® Anpbng other things, the Recapture Agreenent (1) nust express
the consent of the heirs to be liable personally under Code
8§ 2032A(c) in the event of early disposition of the property or
early cessation of qualified use; (2) nust be binding under | ocal
law on all parties with an interest in the property; and (3) nust
designate an agent for the parties and endow such agent wth
authority to act for all parties to the agreenent in dealing with
the IRS. 20
In addition to the in personam security obtained by the

Comm ssi oner through the Recapture Agreenent, in rem security is
garnered through the provisions of 8 6324B of the Code, which
create a statutory lien on the subject property. This lien

attaches automatically at the tinme an election is filed under

8 1.R C § 2032A(d)(2).
19 Rev. Proc. 81-14, 1981-1 C B. 669.
20 Treas. Reg. 8§ 20.2032A-8(c).

12



8§ 2032A, regardless of the enforceability or tineliness of filing
t he Recapture Agreenent.?!

Qobvi ously, the conprehensive statutory and regul atory schene
just described envisions the conbination of in personam of the

heirs and in rem responsibility of the property, not nerely as
security for the collection of additional taxes but also to
constrain at |east ten years of qualified owership and qualified
use of the property. Personal liability of the heirs enhances the
l'i kelihood that the property will be kept in the famly and used
for qualified purposes, and that the Comm ssioner would be able to
recover the defaulted tax benefit if, by the tinme recapture is
triggered, the value of the property shall have so declined that
the 8 6324B lien is then wholly or partially worthless. It is
beyond the authority of the courts, then, to say that alone the
lien would suffice: The heirs' agreenent to be personally liable
for the tax consequences is equally i ndi spensable, for "w thout the
heirs' signatures, the election on the original return may not

effectively bind the heirs."??

Noti ce of El ection

The Notice of Election is the other docunent that nust
acconpany a tinely filed estate tax return in which a special use
val uation election is made. Unli ke the Recapture Agreenent, which

here was omtted entirely, a Notice of Election did acconpany

2L |.R C § 6324B; MA pine, 968 F.2d at 464.

22 McDonald v. Conmi ssioner, 89 T.C 293, 305 n. 31 (1987),
aff'd in part and rev'd in part, 853 F.2d 1494 (8th Cr.), cert.
deni ed sub nom Cornelius v. Conm ssioner, 490 U S. 1005 (1989).

13



Decedent's 706. All concede, however, that several of the required
contents of and attachnents to this docunent were m ssing SQfive
out of fourteen, to be nore precise.

Schedule N of the estate tax returnsQyet another docunent
required to be conpleted and i ncluded in connection with a speci al
use val uation el ectionsQcontai ns instructions which provide, inter
alia, that the return preparer nust conplete and attach the Notice
of Election. Those instructions are derived fromReg. 8§ 20. 2032A-
8(a)(3), which lists the fourteen specific itens required for a
valid Notice of Election. The five itens omtted fromthe instant
Notice of Election are: (1) information supporting the special
use values listed inthe return, (2) witten appraisals of the fair
mar ket val ues of the properties, (3) the nane, address, taxpayer
identification nunber, and relationship to the Decedent of each
person succeeding to an interest in the subject properties,
(4) value of the property interests being received by each such
successor, based on both fair market value and qualified use, and
(5) affidavits setting forth the activities constituting materi al
participation and identity of the participants in the qualified use
of the properties.

The Estate's Notice of Election was also deficient in regard
to the requirenent that the signatures of all successors be
affi xed: As noted earlier, only three of the five grandsons si gned
the Notice; one did not sign by virtue of mlitary service and
another sinply did not sign, the Estate offering no explanation

ot her than that he was "not presently available.” As a matter of

14



| aw, the Estate's cryptic, conclusionary statenent on its Notice of
Election that "All requirenments exist for special valuation of
qualified real property" adds nothing to the substantialitysqQor
| ack thereof sQof the Estate's conpliance with the requirenents for
maki ng a valid el ection. Neither does M. Keith's signed statenent
that he would wundertake to obtain the mssing signatures,
particularly given the fact that neither of the m ssing signatures
nor any of the other itens mssing fromthe Notice of Election were
submtted to the I RS between the tine that the return was filed and
the tine that the notice of deficiency disallow ng special use
val uation was sent by the IRS and received by the Estate.

The record does not reflect the reason or reasons for the
Estate's om ssions of so many of the substantive requirenents? for
a conplete Notice of Election. Beyond the statenent "explaining"
the mssing signatures, the Estate offers nothing to justify the
om ssion of apprai sal s, af fi davits, and other supporting
docunentation in addition to the omtted Recapture Agreenent;
nei t her does the Estate expl ain why not hing was done to supply the
m ssi ng pieces of the puzzle, as prom sed, until after the notice
of disallowance was received from the |IRS. Wat ever the
expl anation for the omssions mght be, it matters not; we deal
only with the facts directly affecting |less-than-full conpliance
wth the election requirenents, not with the excuses therefor,

particul arly when, as here, none have been proffered except as to

2 We respectfully but firmy disagree with the Tax Court's
characterization of these om ssions as "technicalities.”
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the signature of the grandson who was serving in the mlitary at
the tinmesQf or whatever that mght be worth

Subst anti al Conpli ance

It is undisputed that here the Notice of Election filed with
the 706 was i nconplete, both as to content and signature, and that
no separate Recapture Agreenent was filed with the 706. Cearly,
then, the Estate did not initially conply fully wth the
requi renents for electing special use valuation. As there was no
full conpliance, then, whatever conpliance was nmade nust be found
to have been "substantial" under the applicable Regs. when the 706
was filed if the Estate is to be held entitled to perfect its
defective election.? This case thus turns on the issue of

substantial conpliance.

We have noted that when Congress adopted § 2032(A) as part of
the Tax Reform Act of 1976, it provided a special dispensation or
act of grace to a defined class of heirs and |egatees who
gratuitously acquire famly farnms and sone other closely-held
busi nesses under specified conditions and circunstances. In a
further act of grace Congress added subsection (d)(3) to Code
8§ 2032(A) (effective retroactively to estates of decedents dying
after Decenber 31, 1976) when it adopted the Deficit Reduction Act
(DEFRA) in 1984.2%° Label ed "Modification of El ection and Agreenent

to be Permtted," subsection (d)(3) requires the Secretary of the

24 | R C. § 2032A(d)(3).

25 Deficit Reduction Act of 1984, Pub. L. No. 98-369,
§ 1025(a), 98 Stat. 494 (1984).

16



Treasury to pronul gate procedures that would all ow executors and
admnistrators a reasonable tinesQnot to exceed ninety dayssqQto
bring fl awed special use valuation elections into full conpliance
if atinely election has been nade and if it

substantially conplies wth the regul ations

prescribed by the Secretary with respect to

such el ection, butsQ

(i) the notice of election, as filed, does not

contain all required information, or

(i1) signatures of 1 or nore persons required

to enter into the [recapture] agreenent

. . . . —are not included on the agreenent as

filed, or the agreenent does not contain al

required information [.]?2°
As thus nodified, the Code section itself, at |east by strong
inplication, requires that a Notice of Election and a Recapture
Agreenment signed by at least one of the parties acquiring an
interest in the property nust have been filed with the estate tax
return, and that a consi derabl e anount of the required i nformation
nmust have been included in or wwth those instrunents.

"Substantial conpliance" is not a defined termin §8 2032A

i ndeed, defining that termw th precision wuld be atall order for
the legislative draftsnen. W are, however, the beneficiaries of
sone congressional guidance in the relevant |egislative history
t hat acconpani ed DEFRA, reflecting the sense of Congress that any
perm ssible deficiencies in conpliance with the requirenents of a
valid election had to be mnor:

The conferees wish to reiterate that, as under

t he Senate anendnent, perfection of notices of
election and of [recapture] agreenents to

% | RC § 2032(A)(d)(3).
17



current use valuation elections is to be
permtted only in cases where the estate tax
return, as filed, evi dences substanti al
conpliance wth the requirenents of the
Treasury Regul ations. For exanple, nerely
checking the applicable box on the federal
estate tax return that an election is being
made is not sufficient action by the estate to
secure the benefits of the current use
val uation provision. Both a notice of
election and [a recapture] agreenent that
t hensel ves evidence substantial conpliance
with the requirenents of the Requl ations must
be included with the estate tax return, as
filed, if the estate is to be pernitted to
perfect its election.?

That sanme conference report goes on to explain by exanple just how
m nor the deficiencies nust be to permt subsequent correction:

Illustrations of the type of information that
may be supplied after the initial filing of
the notice of election are omtted Social
Security nunbers and addresses of qualified
heirs and copies of witten appraisals of the
property to be specially valued . . . . To be
eligible for perfection, the [recapture]
agreenent as originally filed nust at a
mnimum be valid under state law and nust
include the signatures of all parties having a
present interest or a remainder interest other
than an interest having a relatively snall
val ue. The right to perfect agreenents is
intended to be limted to cases where, for
exanple, a parent of a mnor renaindernman,
rather than a guardian ad litem as required
under State |aw, signs the agreenent.
Simlarly, failure to designate an agent in
the agreenent as filed nmay be corrected under
this provision.?®

The significance of the quoted | anguage, expressing the intent

of Congress to allow correction only for such hypertechnical

27 H R Conf. Rep. No. 98-861, 98 Cong., 2d Sess. 1240-41
(1984). (enphasis added).

28 1d. at 1241 (enphasis added).
18



glitches as the signing of the Recapture Agreenent for a m nor by
a parent when a guardian ad litemwas required, is discussed bel ow
when we address the "commopn sense" approach that we advocat ed under

simlar <circunstances in MAl pine V. Conmi ssi oner . ?° Mor e

significant to the present discussion, however, is the enphasized
portion of the foregoing quotation, explaining what is required if
a Recapture Agreenent is to be susceptible of perfection under the
substantial conpliance rubric: (1) validity and enforceability
under state law, and (2) signatures of all parties wth a present
or remai nder interest other than those of relatively small val ue.
Inplicit beyond cavil is the obvious requirenent that the original,
tinely filed estate tax return in which the election is nade nust
be acconpanied by an instrunentsSQany instrunent, regardless of
| abel sQt hat constitutes an enforceable contract under state |aw,
executed by those successors in interest who nust be bound.
Denonstrating an admrable but unavailing bit of ingenuity,
counsel for the Estate would have us deem the aggl oneration of
(1) a few designated provisions of the WIIl, (2) the inconplete
Notice of Election, and (3) his proffered interpretation of Texas
law, to be the | egal equival ent of a Recapture Agreenent sufficient
for purposes of substantial conpliance. W nust, however, reject
out of hand that specious bit of |egal |egerdenain. Nei ther in
formnor in substance, singly or in conbination with the WIIl and
the Estate's (and the Tax Court's) version of the Texas |aw of

descent and distribution, can the instant Notice of Election be

2 968 F.2d 459 (5th Gr. 1992).
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stretched to constitute an "agreenent . . . valid under state | aw
" And if that were not enough, the Notice of Election

which was filed with the 706, does not even bear the signatures of
"all parties having a present interest or remainder interest

."SQa requirenment for a Recapture Agreenent to be eligible for
post hoc perfection. Assum ng, arguendo, that the absence of the
signature of the grandson who was in mlitary service were excused,
there still remains the unexcused om ssion of the signature of
anot her of the five grandsons.

Even if we could agree with the Tax Court's overly generous
characterization of the subject omssions as "technicalities," we
perceive them to be far nore substantial than the "slightest
technicality" referred to by Senator Di xon of Illinois,?3 which he
illustrated wwth two hypothetical exanples: One featured a nother
who signed a Recapture Agreenent for her mnor children w thout
first having been appointed their guardian by a court; the second
featured a Recapture Agreenent that had been signed by the nother
of a newy born infant but had not been signed by a duly appointed
| egal guardian for that infantsowho also had an interest in the
propertysof or the sinple reason that the executors were unaware of
the birth of that child. These were exanples of defects that
Senat or Di xon characterized as the kind of "sinple technical flaws"
t hat should not destroy the election.3 Simlar explanations and

exanpl es of "technical" defects were provided by the staff of the

3130 Cong. Rec. S8, 700 (1984).
SENT
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Joint Conmmittee on Taxation.*

Presupposed in the legislative history of 8§ 2032A(d) (3) was
the tinely filing of sonme agreenent, binding under state | aw,
actually signed by or on behalf of all parties at interest (al beit
possi bly by soneone without technically sufficient credentials),
purporting to bind those parties personally to liability for
additional tax in the event of the occurrence of a disqualifying
event. In stark contrast, the only supporting docunent (other than
the Schedule N which was filed by the Estate with the 706) was the
Notice of Election, itself signed by only sixty percent in nunber
of the qualified heirs, lacking significantly in required (although
possi bly curable) contents, but in no way inplicating recapture and
in no way constituting a contract enforceable under state | aw.

In addition to the legislative history and the plain wording
of the Code and the Regs., the applicable jurisprudence strongly
supports the Comm ssioner's position while furnishing no
justifiable confort to the Estate. W find three federal appellate
deci sions especially instructive.

In the first of these, McDonald v. Conmi ssioner,® a wdow s

state law disclainers of farm land, one relating back to her
husband' s death and another relating to property that would pass to

her children if she were to have predeceased her husband, nade her

32 See Staff of Joint Comm on Taxation, 98th Cong., 2d Sess.,
Ceneral Explanation of the Revenue Provisions of the Deficit
Reduction Act of 1984 1123-25. (Jt. Comm Print 1984).

3 853 F.2d 1494 (8th Cir. 1988), cert. denied sub nom
Cornelius v. Conm ssioner, 490 U S. 1005 (1989).
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children's participation in the election necessary as a matter of
law. But in the Notice of Election and the Recapture Agreenent SQ
both filed tinely with the Estate Tax ReturnsQthe w dow was
erroneously identified as being the sole heir; and she al one si gned
as such. Thus, despite the tinely filed and properly executed
estate tax return, and despite the acconpani nent of an ot herw se
conplete and legally sufficient Notice of Election and a simlarly
qualified Recapture Agreenent, the election was flawed by the
om ssion of the nanmes and signatures of the w dow s children.
Under circunstances considerably less blatant than those we
consi der today, the attenpt of the estate in McDonald to cure its
defective election under a claim of substantial conpliance was
disallowed by the E ghth Crcuit which held that, under the
statutory | anguage, signatures could not subsequently be added to

an agreenent that did not already bind "all parties taking an
interest in the property."3 The MDonald court, relying on the
| anguage of the statute as well as the above noted |egislative
hi story, found no substantial conpliance, as neither the nanme nor
the signature of anyone with an interest in the property, was
af fi xed. The court concluded that "[t]he omssion from the
recapture agreenent of the signatures of all persons with an
interest in the property is not the type of slight technicality

envi si oned by Congress when the 1984 anendnent was enacted."3 W

are satisfied that the Eighth Grcuit woul d have needed even | ess

3 1d. at 1497-98.
% 1d. at 1498.
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time and fewer words to reach that conclusion under the facts
before us today: In McDonald, there was at |east an otherw se
conplete and tinely filed Recapture Agreenent that the court
nevertheless found to be ineligible for retroactive perfection
because none of the persons with an interest in the property had
signed it. Here, no Recapture Agreenent (or any conbination of
instrunments and |l egal principles that could, by any stretch, be
deened to suffice for a Recapture Agreenent) was filed
cont enpor aneously with the 706 in which the election was nade. 3¢
The second speci al use val uati on "substanti al conpliance" case

of recent vintage that we find instructive is our owmn MAI pine v.

Commi ssioner.3” The Estate urges us to apply the kind of "conmon

sense" flexibility here that we enunciated i n McAl pine.*® Although
that "dog won't hunt" under the instant circunstances, which are so
di stingui shable from those in MA pine that they constitute a

material difference and are thus inapposite, MAIpine presents a

% This is not mere speculation on our part: Shortly after
deci ding McDonal d, the Eight Crcuit decided Foss v. United States,
865 F.2d 178 (8th Gr. 1989) and considered a situation al nbst
identical to that before us: The estate tax return reflected a
special use valuation election but was filed wthout either a
recapture agreenent or a notice of election. In denying the estate
the right to correct these deficiencies under the "substanti al
conpliance" provisions of |I.R C 8§ 2032A(d)(3), the Foss court
concluded that there was no eligibility for perfection when
"nothing was filed with the return containing the substance of the
recapture agreenent or the principal beneficiary's consent to be
personally liable for the recapture tax." [d. at 181.

37968 F.2d 459 (5th Gr. 1992).

3 See id. at 464 ("W nust give the statute a conmpn sense
interpretation, with an eye towards protecting the famly farm and
busi ness as Congress intended.") (citing Estate of Thonpson v.
Conmi ssi oner, 864 F.2d 1128, 1134 (4th G r. 1989)).
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case of life imtating art, in the incarnation of one of the
hypot hetical illustrations described by Senator D xon in the
| egi slative history of subsection (d)(3). The testator in MAI pine
bequeathed all of his interest in the eligible property to three
separate trusts, one for the benefit of each of three
grandchil dren, one of whom was a m nor. The nother of those
grandchildren was the trustee, and in each trust she was vested
with the discretionary power to distribute both incone and
principal. In making a tinely special use valuation election, the
return preparer dutifully attached a Recapture Agreenent whi ch was
bi ndi ng under state |aw but was signed only by the beneficiaries
nmot her as trustee. The Conm ssioner asserted the |ega
positionsQlater proved to be correctsQgthat the tw nmjor
beneficiaries and a court-appointed representative of the m nor
beneficiary, not the nother as trustee, should have signed the
Recapture Agreenent. Wthin ninety days follow ng notice of these
defects, an anended Recapture Agreenent was filed, signed by the
two major trust beneficiaries and by the mnor beneficiary's
nmot her sQnot as trustee this tine but as the mnor's duly appointed
guardian ad litem

In rejecting the Comm ssioner's continued di sal |l owance of the
election after it was tinely perfected, we factually and legally
di stingui shed the MAl pine situation fromthe facts considered in
prior jurisprudence in which conpliance was not found to be
substanti al because the tinely filed Recapture Agreenents had not

been signed by the right persons. In those earlier cases the
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courts had reasoned that, as the taxpayers "did not have
reasonable, good faith argunments that the regulations did not
requi re what was omtted, their conpliance with the Regs. was not
substantial and thus could not be perfected."*® |In contrast, we
concl uded that under the trust situation of MAI pine the |aw was
|l ess than pellucid that the nmajor beneficiaries and the legally
appoi nted representative of the m nor beneficiarysqQrather than the
trusteesQwere the parties who were required to sign the Recapture
Agreenment. We enphasi zed that the Regs. nentioned "trustees" when
referring to persons with interests in the property who were
required to sign, but did not nention trust beneficiaries. W
recogni zed the exi stence of a good faith argunent under state | aw
that the signatures of beneficiaries were not required and that the
signature of the trustee al one woul d be sufficient. Even though we
held that the legal msunderstanding in MAl pine presented a
reasonabl e basis for permtting perfection under the substanti al
conpl i ance exception, we cautioned that we were al so relying on the
absence of "evidence of fraud or dilatory or slipshod preparation
of the necessary docunentation."*

W clearly viewed the MA pine facts as presenting a close
call, yet the facts we anal yzed under the good faith or "conmon

sense" approach there were much nore favorable to the taxpayer than

3 |d. (distinguishing Prussner v. United States, 896 F.2d 218
(7th CGr. 1990), McDonald v. Conmm ssioner, 853 F.2d 1494 (8th Cr
1988), Estate of Doherty v. Comm ssioner, 95 T.C. 446 (1990) rev'd
by 982 F.2d 450 (10th Cr. 1992), and Estate of Strickland v.
Commi ssioner, 92 T.C. 16 (1989)).

0 1d.
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t hose now before us: The MA pi he Recapture Agreenent was tinely
filed as an attachnent to the estate tax return; classic per se
fiduciary relationshi ps were involved; a party with legal authority
over all qualified property executed the Recapture Agreenent,
t hereby both assum ng personal liability and signing de facto for
the beneficial owners of the property; and a serious, good faith
| egal disagreenent existed as to the identity of the party or
parties who were required to sign the Recapture Agreenent. \Wen
those characteristics are conpared to the facts of instant case,
the distinguishing differences are obvious. | ndeed, MAI pine's
"commobn sense" approach to statutory interpretation (not to factual
anal ysis) cuts against rather than in favor of a conclusion of
substantial conpliance in the instant case. Furthernore, even
though there is not the first hint of fraud or intentional delay
here, the sanme cannot be said about "slipshod preparation of the
necessary docunentation.” Far from substantial conpliance, the
docunent ati on supporting the election in the instant case was at

most a lick and a promse; and even the "prom se" renained

unfulfilled until after the Estate's hand was called by the IRS s
deficiency notice disallow ng the el ection.

The third opinion we find persuasive was rendered by our
col | eagues on the Seventh Crcuit, sitting en banc. |t provides
perhaps the best analysis of the instant problem under facts

cl osely anal ogous to those we are now considering. In Prussner v.

United States,* post hoc perfection of a defective special use

%1 896 F.2d 218 (7th Gir. 1990) (en banc).
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val uation el ection was sought under the "substantial conpliance"
provi sions of § 2032A(d)(3). A duly executed estate tax return had
been tinely filed; it was acconpani ed by a Notice of Election but,
as here, was devoid of a Recapture Agreenent. Not wunlike the
statenent affixed to the Hudgins' 706 by M. Keith, a cover letter
acconpanying the estate tax return in Prussner advised that a
Recapt ure Agreenent woul d be subm tted subsequently when signed by
the geographically scattered heirs. Unlike the "promse" in the
case sub judice, the Prussner promse was fulfilled a nere four
months later by the supplenental filing of a fully executed,
| egal Iy binding Recapture Agreenent before the estate tax return
was ever audited. Construing the facts liberally in favor of the
taxpayer, the trial court treated the cover letter as a Recapture
Agreenent, a holding reversed on appeal when the en banc Seventh
Circuit determned that the estate was ineligible for post-filing
perfection, irrespective of the cover letter. The Prussner court
treated the date of filing the tinely estate tax return as the
"deadline" for filing a Schedule N, a Notice of Election, and a
Recapture Agreenent, observing that courts have no authority to
vary deadlines fixed by Congress or by agencies exercising
del egated legislative powers.* The court cautioned against
expansi ve, | oose treat nent of substantial conpliance in the context
of 8§ 2032A. After noting that little confort or guidance coul d be
gai ned fromprior Tax Court decisions on the subject of substanti al

conpliance, the Seventh G rcuit adnoni shed that:

42 1d. at 223.
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The common |aw doctrine of substantial
conpliance should not be allowed to spread
beyond cases in which the taxpayer had a good
excuse (though not a legal justification) for
failing to conply with either an uninportant
requi renent or one unclearly or confusingly
stated in the regulations or the statute. So
conceived the doctrine is broader in scope,
but | ess forgiving, than section 2032A(d) (3).
It isnot limted to the specific requirenents
made cur abl e by subsection (B)(i) and (B)(ii),
but there nust be a showng that the
requi renent is either uninportant or unclearly
or confusingly stated; no such showing is
requi red by those subsections . :

In this case a regulation the validity of
whi ch i s not chal |l enged unequi vocally required
the filing of a recapture agreenent with the
return. The taxpayer's |lawer nade no effort
to conply, and given his alternative renedi es
sQnost sinply, a request for an extension of
time in which to file the returnsQhe had no
excuse for the failure . . . . The Internal
Revenue Service cannot allow qualified-use
valuation until a recapture agreenent is filed

because . . . the statute nakes the filing of
such an aqreenent a condition of a valid
election. Until it is filed, the returnis in

linmbo. Failure to conply with the regul ati ons
may al so create conf usi on about t he
irrevocability of the election. "Such an
el ection, once made, shall be irrevocable."
26 U.S.C. 8 2032A(d)(1). Wwen is it nmade, if
no recapture agreenent is filed?*

W discern an obvious |esson from MDonal d, Prussner and

MAl pi ne. During the decade since subsection (d)(3) was added to
8§ 2032A by DEFRA, in not one case in which no Recapture Agreenent
(or other contractually sufficient substitute, personally binding
the qualified heirs and enforceable under state |law) had been
submtted contenporaneously wth the estate tax return has

substantial conpliance been found and post-filing perfection

43 1d. at 224-25. (enphasis added).
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permtted. At | east no such case has been cited to us by the
parti es and we have found none i ndependently. Consistent with that
hi story, we hold today that a special use valuation election can
never be in substantial conpliance with the requirenents of 8§ 2032A
if the estate tax return in which the election is made is not
acconpani ed by a Recapture Agreenent or sone reasonable facsimle
t hereof, signed by the holders of all interests (other than de
mnims) in the qualified assets, and personally binding the
i nterest holders under state lawto be liable for tax deficiencies
in the event of disqualifying use or disposition of the property
during the statutory period.

C. The Tax Court Opinion

The Tax Court, in its "speaking opinion" fromthe bench, my
well have had in mnd our adnonition in MAl pine that "[w e nust
give the statute a conmon sense interpretation, with an eye towards
protecting the family farm and busi ness as Congress intended."*
If so, the court read that adnonition far too expansively. For
whet her we here review the Tax Court's handling of the substanti al
conpliance issue de novo as an issue of law or for clear error as
a question of fact, we are "left with a firm and definite
conviction that a mstake has been commtted. "% The Tax Court's

approach may best be anal ogi zed to a bankruptcy court's fashioning

44 MAl pine, 968 F.2d at 464 (citing Estate of Thonpson v.
Commi ssioner, 864 F.2d 1128, 1134 (4th Cr. 1989)).

45 Anderson v. City of Bessenmer City, N.C., 470 U S. 564, 573
(1985) (quoting United States v. United States Gypsum Co, 333 U. S.
364, 395 (1948)).
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unaut hori zed renedi es under the banner of equity.* Confronted here
with a MAI pine-proscribed "slipshod preparation of the necessary

docunentation," the Tax Court faced what we have now denonstrated
to have been an inpossible task if it were to find substantia
conpliance despite the total absence of a Recapture Agreenent.
For, as recogni zed by consistent jurisprudence, failure tinely to
file a Recapture Agreenent bars a finding of substantial
conpliance. That bar | oons even nore i npenetrable here in |light of
the Estate' s additional om ssions of such proportion as appraisals
of the property and substantiation of the nethod used for
det erm ni ng speci al val ue based on qualified use.?

Neither can the Tax Court's holding be sustained by its

reliance on those portions of the WIIl to which that court adverts.

The Tax Court's conclusion that particular WI I provisions "provide

adequat e assurances" to the Comm ssioner is sinply wong. |[|ndeed,
they provide the Comm ssioner no | egal assurance whatsoever. In

the total absence of a Recapture Agreenent and in the face of an
ot herwi se substantially defective election, we can conceive of no
way for the WII to afford the Comm ssioner the ability to recover
from the heirs personally in the event of a breach. Equal |y

unavailing 1is the Tax Court's expressed but unsupported,

4 See, e.q., Matter of Oxford Managenent, Inc., 4 F.3d 1329,
1334 (5th Cir. 1993) ("The “statute does not authorize the
bankruptcy courts to create substantive rights that are otherw se
unavai |l abl e under applicable |l aw, or constitute a roving conm ssi on
to do equity.'") (quoting United States v. Sutton, 786 F.2d 1305,
1308 (5th Cir. 1986)).

47 See Estate of Strickland v. Conmm ssioner, 92 T.C. 16, 28
(1989).

30



concl usional "belief" that:

Texas | aw woul d recogni ze the testator's intent in that

regard [non-alienation and affirmative ranch use for ten

years] and hold and bind the beneficiaries to those

provisions . . . and on the totality of the evidence in

this case, establishes effectively a constructive

agreenent and legally binding conmmtnment anong the

beneficiaries that they wll conply with the requirenents

of the special-use valuation statutes .
We are not convinced; and neither the Estate nor the Tax Court has
cited us to Texas authority in support of such a proposition.

111
CONCLUSI ON

W follow constant jurisprudence, as reflected by the
deci sions of every court that has directly addressed the issue, in
holding that there can be no substantial conpliance with the
requi renents  of Code § 2032A without, inter alia, t he
cont enpor aneous filing of a Recapture Agreenent or its equival ent. 48
Thus we hold that the Tax Court reversibly erred in finding that
the Estate's special use value election was in substantial
conpliance with the requirenents of the Code and the Regs. and
allowi ng perfection of the flawed election. W therefore reverse
the Tax Court and remand this caseto it for the limted purpose of
entering a judgnent in favor of the Conm ssioner, rejecting the

Estate's petition for redetermnation, and reinstating the

deficiency assessed by the Comm ssioner, nodified to any extent

8 W do not inply that there nust be a separate, free-
standi ng contract, | abeled "Recapture Agreenent"”; indeed, we can
envision inter alia a single instrunent serving as both the Notice
of El ection and the Recapture Agreenent, as | ong as the substantive
contents and | egal requirenents for both are present.
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necessary to reflect precisely the <correct values and the
appropriate estate taxes and interest due.

REVERSED and REMANDED.
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