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WHAT HAS THE
FIFTH CIRCUIT
DUNN?

by Leandra Lederman,
Bloomington, IN

Estate of Dunn v.
Commissioner, 301 F.3d
339 (5th Cir. 2002), a
recent estate tax decision,
is as notable for its angry
tone asfor its content. In
Dunn, the Court of
Appedsfor the Fifth
Circuit harshly criticized
the government’ s approach
to trying and appealing a
case involving valuation of
aclosely held corporation.
In reversing and
remanding, the court even
instructed the Tax Court to
“entertain” any claim that
the taxpayer-estate might
make for attorney’s fees
and costs. To succeed on
such aclaim, the estate
would have to show that
the Service' s position was
not substantialy justified.

Vauation is notoriously
inexact and experts often
disagree, aswastruein
Dunn. It may, therefore,
seem surprising that the
Court of Appeds
expressed sympathy for an
argument that the
Service s position lacked
justification. The anger
reflected in the Dunn
decision apparently was
caused by five things: (1)
the mailing of the notice of
deficiency approximately
two and ahaf years after

the estate filed its return;
(2) the Service' sincrease
initsvauation in an
amended answer filed in
Tax Court; (3) the
Service' s assertion of a
valuation based entirely on
asset vaue without a
sizeable reduction for
associated tax liahilities;
(4) the Service' suse of its
trial expert solely to
criticize the taxpayer’s
valuation, rather than to
support its own; and (5)
the government’s
argument on apped that
the court should affirm the
Tax Court decision (which
reflected alower valuation
than the Service had
claimed in its amended
answe). In fact, the
Service was well within its
rights on the procedural
issues involved.

First, the Court of
Appeals statement that
the estate’ s valuation “ by
virtue of the
Commissioner’s eleventh-
hour deficiency notice,
could not effectively be
revised downward. . . .” is
plainly wrong. Although
the court correctly pointed
out that the limitations
period on refund claims
generaly expires three
years from when the return
was due or two years from
when the tax was paid
(section 6511(8)), it further
stated:

When the IRS presents a
deficiency noticein

close proximity to the
expiration of 1.R.C.
86501’ s 3-year time bar,
it creates atactical
advantage for itsalf:
Once the statute of
limitation expires, the
taxpayer can no longer
clam arefund even if he
then concludes that he
was too conservativein
hisorigina valuation.. . .
Consequently, by
holding off the filing of
anotice of deficiency
until more than two
years following payment
of tax or three years
following the filing of
thereturn, the IRS is
able to manufacture an
advantage with no
downsiderisk: The
taxpayer is precluded
from claiming arefund
except for any taxes paid
with the deficiency
notice, and the
Commissioner isableto
assert an excessive value
and then use it for
leverage in negotiations
or a trial.

Fortunately for
taxpayers, the Service has
no such advantage. When
the Service mails a notice
of deficiency within the
three-year statute of
[imitations on assessment,
the taxpayer always will
be able to pursue arefund
of amounts paid (or
deemed paid) with the
return, even if the taxpayer
receives the notice more



than three years after the
return was due, if the
taxpayer petitions the Tax
Court, which the Dunn
estate did. That is because,
if the taxpayer has not
previoudy filed arefund
claim, section
6512(b)(3)(B) will deem
the date of the mailing of
the notice of deficiency to
be the date arefund claim
was filed. Because the
notice will have been
mailed within three years
of the due date of the
return, the taxpayer’s
deemed refund claim will
be timely under the three-
year rule and will therefore
benefit from athree-year
look-back period with
respect to the limitation on
the amount of refund
imposed by sections
6512(b)(3) and
6511(b)(2)(A). Thus, the
court’ s additional assertion
that the timing of the
notice of deficiency
reflects the lack of “abona
fide disagreement over the
value of Dunn Equipment”
is patently incorrect.
Instead, the Service likely
needed much of the three-
year statutory period to
consider the complex
issues raised in the case.
In addition, the estate
had almost four months
remaining after the
November 11, 1994 notice
of deficiency to filea
claim with the Service for
refund of the taxes it had
aready paid (see sections
6075(a), 6511, 7503).
Moreover, the estate did
lower itsinitial valuation.
On itsreturn, the estate
valued the decedent’s

stock at $1,635,465, based
50-50 on assets and
earnings-based values.
However, in Tax Court,
the estate argued that the
value should be
$1,582,185. Furthermore,
the Court of Appeds, in
remanding to the Tax
Court, essentialy
determined an even lower
valuation; it set forth a
specific formula that
yields avaue of
approximately $977,183,
as explained below.

It istrue that the Service
increased its valuation
after the case was
docketed in Tax Court. In
its notice of deficiency, the
Service asserted a vaue of
$2,229,043. In an amended
answer, the Service
increased its valuation to
$4,430,238, using the net
asset value of the
corporation, with a
discount for lack of
marketability and lack of
supermajority. However,
the Service paid a
procedural price; it always
bears the burden of
proving an increased
deficiency, as both the Tax
Court and Court of
Apped s pointed out. See
Tax Court Rule 142(a)(1).
Particularly given that
context, the Service's
decision to have its expert
critique the estate' s
vauation but not support
the Service’ sown
valuation was probably a
tactical error.

The Tax Court held that
the decedent’ s stock was
worth $2,738,558,
weighing the asset-based
value 65 percent and the
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earnings-based value 35
percent. See Estate of
Dunnv. Commissioner,
T.C. Memo. 2000-12. The
Service did not appeal but
the estate did. As appellee,
the Service did not return
to its $4,430,238 valuation
but instead argued that the
Tax Court’s holding was
correct. Oddly, that tactic
angered the Court of
Appedls, and the court’s
ire influenced its decision.
Referencing “[t]he
Commissioner’s abrupt
change of position on
appedal,” the court stated,
“[w]e keep this duplicity
in mind as we proceed to
examine the Tax Court’s
valuation methodology.”
The court’s
misunderstanding of the
workings of statutes of
limitations on refund
claims may aso have
colored its view; its
statement about duplicity
immediately follows a
lengthy paragraph, quoted
in part above, that
incorrectly describes the
interaction of the statutory
period with the statute of
limitations on assessment.
Thisis not the first time
that a Court of Appeals
has penalized the Service
for reconsidering its
valuation of aclosaly held
business during the course
of litigation. In atrio of
cases decided last year, the
Court of Appeds for the
Ninth Circuit required the
Service to bear the burden
of proof when it decreased
its deficiency subsequent
to issuing a notice of
deficiency. See Edtate of
Mitchell v. Commissioner,



250 F.3d 696 (2th Cir.
2001); Edtate of Simplot v.
Commissioner, 249 F.3d
1191 (%h Cir. 2001);
Morrissey v.
Commissioner, 243 F.3d
1145 (%h Cir. 2001). The
message conveyed by
these decisions and Dunn
may be that the Service
should carefully determine
its valuation methodol ogy,
relying on qualified
experts, and apply that
methodol ogy
meticuloudly. However,
the message that the
Service might receive is
that, at least in valuation
cases, it should not deviate
from the amount it asserts
in the notice of deficiency,
even to support a lower
valuation.

Ironically, despite the
Ninth Circuit’s criticism,
on remand, the Tax Court
upheld itsinitia valuation
in Mitchell and reentered
its original decision. See
Estate of Mitchell v.
Commissioner, T.C.
Memo. 2002-98. (The
estate has apped ed; see
docket sheet for docket
21805-93 at
www.ustaxcourt.gov). The
Tax Court cannot do the
samein Dunn because the
appellate decision left it
little discretion. The Fifth
Circuit held that the Tax
Court must (1) assign a
weight of 85 percent to the
value that the Tax Court
had determined to be
$1,321,740 using the
earnings-based approach,
and aweight of 15 percent
to the vaue that the court
determines using the asset-

based approach after
reducing the market value
of the assets by 34 percent
of their taxable built-in
gain, (2) cdculate the
estate’s 62.96 percent
share of that value, and (3)
discount the resulting
amount by 22.5 percent.
The Tax Court had
determined that the
aggregate value of the
corporation’ s assetswas
$8,278,342 and that the
built-in gains amounted to
$7,109,000. Applying the
formulato those numbers
results in a value of
$977,183.43.

The Service may end up
owing more than arefund
in Dunn. The Court of
Appeals directed the Tax
Court to consider aclam
for attorney’ s fees, if
asserted, “if perchance the
re-vauation of the
Decedent’s block of . . .
stock should reduce the net
worth of the Estate to a
sum below the $2 million
cap on entitlement to relief
...." By effectively
locking the Tax Court into
avauation well below that
number, the Court of
Appeals may have eased
the way for afee award, if
the Tax Court finds that
the estate’ s “net worth” is
the value of its assets on
the date of the decedent’s
death. 1Y et, the Fifth
Circuit's
misunderstanding of tax
procedure hardly lends
credenceto its suggestion
that the Service' s position
was not substantially
judtified.

1 Cf. Egtate of Wall by
Woll v. United States, 44
F.3d 464 (7" Cir. 1994)
(apparently using fair
market value); Estate of
Rao v. United States, 987
F. Supp. 249 (SD.N.Y.
1997) (same); but
cf.Wilkesv. United States,
2000 U.S. Digt. LEXIS
12430 (M.D. Fla. 2000)
(parties agreed that net
worth meant “cost”; court
determined that decedent’s
acquisition cost was
relevant measure), aff’d,
289 F.3d 684 (11" Cir.
2002) (declining to
consider government’s
argument, first raised on
appedl, that net worth
should be based on fair
market value of estate’s
property on date of
decedent’ s death); Estate
of Lutev. United States,
19 F. Supp. 2d 104, 1061
(D. Neb. 1998) (using
“acquisition cost of real
estate” to arrive at afigure
under $2 million and much
lower than that advanced
by government).



