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Estate of Beatrice Ellen Jones Dunn v. Com-
missioner
T.C.M. 2000-12

Decedent  owned  62 .96% o f  Dunn Equipment ,  a  Texa s
“C”  c o rpo ra t i on  tha t  ren t ed  h eavy  equ ipmen t .   The
e s t a t e  c l a imed  a  va lu e  o f  $1 ,635 ,465  on  For m 706 .
In  th e  no t i c e  o f  d e f i c i en c y ,  t h e  IRS  c l a imed  a  va lu e
o f  $2 ,229 ,043 ,  bu t  amended  th i s  t o  $4 ,430 ,238  by
th e  t ime  o f  t r i a l .   Judg e  Ga l e  d e t e r mined  a  va lu e  o f
$2 ,738 ,558 .

The  Tax  Cour t  a l l owed  th e  e s t a t e  t o  av e rag e  t h e  in -
come  and  a s s e t  va lua t ion  approache s ,  bu t  we i ghed  the
in come  approa ch  a t  35%,  no t  t h e  50% u s ed  by  t h e
e s t a t e .   The  Judg e  we i gh ed  th e  p ro sp e c t s  f o r  l i qu ida -
t i on  o f  t h e  unde r l y in g  a s s e t s  (who s e  va lu e  wa s  f a r
g re a t e r  t h a n  t h e  c a p i t a l i z e d  c a s h  f l ow  o r  e a r n i n g s
va lu e )  in  d e t e r min ing  t h e  we i gh t s  t o  b e  app l i ed  t o
ea ch  o f  t h e  two  approa che s .   In  add i t i on ,  t h e  Judg e
u s ed  t h i s  s ame  l i qu ida t i on  p robab i l i t y  i n  a l l ow ing
on l y  5% o f  t h e  bu i l t - in  ga in  t ax  in s t ead  o f  t h e  100%
c la imed  by  t h e  e s t a t e .   A  15% la ck  o f  marke tab i l i t y
d i s c oun t  and  a  7 .5% la ck  o f  s up e rma jo r i t y  d i s c oun t

were  a l l owed .   The  supe r ma jo r i t y  d i s c oun t  wa s  ap -
p ropr ia t e  b e cau s e  e v en  though  th e  d e c ed en t  owned  a
ma jo r i t y  in t e re s t ,  t h e  in t e re s t  wa s  l e s s  t han  th e  66 -
2 /3% requ i red  t o  approve  a  c o rpo ra t e  l i qu ida t i on .

When  Deceden t  d i ed  on  June  8 ,  1991 ,  sh e  wa s  t h e  con -
t ro l l i ng  sha reho lde r  i n  a  “C”  co rpo r a t i on  (Dunn  E qu ip -
men t )  t h a t  r en t ed  h e avy  equ ipmen t  t o  th e  o i l  i ndu s t r y.

A 15% la ck  o f  marke tab i l i t y  d i s c oun t  and  a  7 .5%
lack  o f  s up e r ma jo r i t y  d i s c oun t  were  a l l owed .
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The Financial Valuation Group
was es tabl i shed  in  1990 to
prov ide  f inanc ia l  consu l t ing
ser v ices  to  c lose ly  he ld  and
publ i c l y  t raded  compan ies.
Our  Consul t ing  and  Exper t
Witness  se r v ices  a re  based
on our  p ro fess iona ls ’ un ique
knowledge  abou t  wha t  c re -
a tes  va lue  in  a  bus iness  en-
t i ty  and the var ious methods
used to  measure  va lue .

W e  Va l u e :
•Corporate Secur i t ies

•Closely  Held Businesses

•Par tnership Interests

•Business Operat ions-subsidiar-
ies,  d iv is ions,  prof i t  centers

• I n t a n g i b l e  A s s e t s - c ove n a n t s
n o t  t o  c o m p e t e ,  c u s t o m e r
l is ts,  contract  r ights and core
depos i ts

• In te l l ec tua l  P roper ty -pa ten ts ,
t r a d e m a r k s ,  t r a d e  n a m e s ,
sof tware copyr ights and t rade
secrets

V a l u e  m e a s u r e m e n t  i s
u s e d  f o r  m a n y  p u r p o s e s ,
i n c l u d i n g :

•Business Planning

•Succession Planning

•Purchase Pr ice Al locat ions

•ESOP Values

•Economic Damages

•Cor porate Dissolut ions

•Shareholder /Par tner  Disputes

•Mar i ta l  Dissolut ions

•Estate and Gi f t

Continued on page 3

The  co rpo r a t i on  had  pa id  no  d i v idends  f r om 1987  to  1991
and  the  o f f i c e r s  were  pa id  l e s s  than  tho s e  in  s im i l a r l y  s i tu -
a t ed  compan i e s .

The  e s t a t e ’s  f i r s t  e xpe r t  a r gued  f o r  a  50 -50  we i gh t ing  o f
th e  i n come  and  a s s e t  app roa che s  a s  h ad  b e en  done  f o r  t h e
e s t a t e  t a x  r e tu rn .   The  IRS  e xpe r t ,  on  th e  o the r  h and ,  a r -
gued  tha t  t h e  v a lu e  shou ld  b e  b a s ed  s o l e l y  on  th e  n e t  a s s e t
v a lu e  ( reduced  f o r  l a ck  o f  ma r ke t ab i l i t y  and  supe r -ma jo r -
i t y ) .   T h e  I R S  e x p e r t  w a s  n o t  a  b u s i n e s s  a p p r a i s e r,  b u t
r a th e r  wo rked  in  th e  “d i spu t e  ana l y s i s  and  co rpo r a t e  r e -
cov e r y  d i v i s i on”  o f  a  “B i g  5 ”  CPA f i rm .   She  d id  no t  p r e -
pa r e  an  app r a i s a l  r epo r t ,  bu t  r a th e r  c r i t i qued  th e  e s t a t e ’s
f i r s t  e xpe r t  app r a i s a l .   The  e s t a t e  a l s o  engaged  a  s e cond
t r i a l  e xpe r t  who  d id  no t  p repa r e  an  app r a i s a l  r epo r t ,  bu t
r a the r  r e v i e wed  th e  f i r s t  e xpe r t ’s  r epo r t  and  c r i t i qued  th e
IRS  e xpe r t ’s  r epo r t .

The  Cour t  no t ed ,  “ In  l i gh t  o f  t h e  s i gn i f i c an t  ope r a t i ona l
a sp e c t s  o f  Dunn  E qu ipmen t ,  t h e  s i ze  o f  t h e  b l o ck  o f  s t o ck
in  i s sue ,  th e  i d en t i t y  and  a t t i tude s  o f  th e  rema in ing  sha r e -
ho ld e r s  and  d i r e c to r s ,  and  th e  co s t s  a s s o c i a t ed  w i th  l i qu i -
d a t i on ,  we  conc lude  th a t  t h e  hypo the t i c a l  i nv e s t o r  wou ld
g i v e  e a rn ing s  v a lu e  sub s t an t i a l  we i gh t .    I t  i s  w e l l  e s t ab -
l i s h ed  th a t  a s  a  g ene r a l  r u l e ,  e a rn ing s  a re  a  b e t t e r  c r i t e -
r i on  o f  v a lu e  f o r  ope r a t ing  compan i e s  and  ne t  a s s e t s  a  b e t -
t e r  c r i t e r ion  fo r  ho ld ing  o r  inve s tment  compan i e s  .… Thus
bec au s e  Dunn  E qu ipmen t  wa s  an  ope r a t i ng  company,  t h e
be t t e r  que s t i on  i s  no t  whe the r  o r  no t  we  shou ld  d i s re g a rd

the  e a rn ing s -ba s ed  v a lue ,  bu t  whe the r  we  shou ld  d i s re g a rd
the  a s s e t -b a s ed  v a lu e . ”

The  Cour t  wen t  on  t o  c r i t i c i z e  t h e  t a xpaye r  e xpe r t ’s  a s -
s e s smen t  th a t  t h e  company  had  a  50% p ro spe c t  f o r  l i qu i -
da t ion ,  conc lud ing  the  l i k e l ihood  fo r  th i s  wa s  l ower.  How-
eve r,  t h e  cou r t  con s id e r ed  “ l ow  p ro f i t ab i l i t y,  vo l a t i l i t y  o f
e a r n i n g s ,  h i g h  d e b t ,  l i m i t e d  c u s t o m e r  b a s e ,  a n d  d e p e n -
dence  upon  one  indus t r y  to  g i v e  ne t  a s s e t  va lue  the  g r e a t e r

The  IRS  e xp e r t  wa s  no t  a  bu s in e s s  appra i s e r,  bu t
ra th e r  work ed  in  t h e  “d i s pu t e  ana l y s i s  and  c o rpo -
ra t e  r e c ove r y  d i v i s i on”  o f  a  “Bi g  5”  CPA f i r m .   She
d id  no t  p repare  an  appra i s a l  r epo r t ,  bu t  ra th e r  c r i -
t i qued  th e  e s t a t e’ s  f i r s t  e xp e r t  appra i s a l .
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s i gn i f i c anc e”  and  a s s i gned  on l y  a  35% we i gh t  t o  th e  i n -
come  app roa ch .

One  o f  t h e  c r i t i c i sms  l e v e l ed  a t  t h e  t a xpaye r  e xpe r t ’s  r e -
po r t  wa s  h i s  u s e  o f  n e t  i n come  r a th e r  t h an  c a sh  f l ow  a s
the  bene f i t  s t r e am to  c ap i t a l i z e .  The  expe r t  u s ed  a  21 .67%
c a p i t a l i z a t i o n  r a t e  ( u n c h a l l e n g e d  by  t h e  o t h e r  e x p e r t s ) ,
and  th e  Cour t  a c c ep t ed  th i s  r a t e .  S in c e ,  howeve r,  t h i s  wa s
ba s ed  on  t o t a l  r e tu rn s ,  t h e  Cour t  b e l i e v ed  th i s  mus t  b e
based  on  ca sh  f low,  not  ea rn ings ,  and  ad jus t ed  accord ing ly.
S inc e  th i s  wa s  a  c y c l i c a l  i ndu s t r y,  t h e  Cour t  u s ed  a  s imp l e
ave r age  and  no t  a  we i gh t ed  ave r age  o f  h i s to r i c a l  c a sh  f l ow.

Anothe r  c r i t i c i sm by  the  IRS  o f  the  t axpaye r  e xpe r t ’s  e a rn -
i n g s  v a l u e  w a s  h i s  f a i l u r e  t o  u s e  t h e  i n v e s t m e n t  t a x
c a r r yove r  and  a l t e rna t i ve  m in imum t ax  c a r r yove r  i n  a r r i v -
i ng  a t  an  e a rn ing s  b a s e .   The  Cour t  conc luded  th a t  a  po -
t en t i a l  buye r  wou ld  a s s i gn  no  va lu e  t o  th e s e  t a x  c r ed i t s
and ,  t h e r e f o re ,  t h ey  shou ld  b e  i gno r ed .

In  a r r i v ing  a t  a s s e t  v a lu e ,  t h e  t a xpaye r  e xpe r t  u s ed  l i qu i -
da t i on  va lu e ,  a s s i gn ing  no  v a lu e  t o  p repa id  e xpen s e s .   The
Cour t  d i s a g r e ed  w i th  th i s  and  in c luded  th e  p repa id  e x -
pen s e s  i n  th e  v a lu e  o f  t h e  n e t  a s s e t s .   The  t a xpay e r  e x -

p e r t ,  i n  h i s  c a l cu l a t i on  o f  n e t  a s s e t  v a l u e ,  a l s o  d educ t ed
100% o f  t h e  C  co rpo r a t i on  bu i l t - i n  g a in  t a x  ( c a l cu l a t ed
a s  34% o f  t h e  e xc e s s  o f  ma rke t  v a l u e s  o f  a s s e t s  ove r  t h e i r
t a x  b a s e s ) .   T h e  C o u r t  n o t e d  t h a t  t h e  t a x p a y e r  e x p e r t
“f a i l ed  t o  con s id e r  t h a t  t h e  hypo the t i c a l  buye r  who  d id
no t  w i sh  t o  con t inue  ope r a t ing  th e  company,  and  who  wa s
ab l e  t o  conv inc e  add i t i ona l  s h a reho lde r s  t o  f o rm  a  supe r -
ma jo r i t y,  h ad  o the r  op t i on s  b e s i d e s  l i qu ida t i on .   A  new
owne r  who  w i shed  t o  change  th e  bu s in e s s  o f  t h e  company
i n t o ,  f o r  e x a m p l e ,  c o n s t r u c t i o n  r a t h e r  t h a n  e q u i p m e n t
ren t a l ,  wou ld  no t  h av e  a  n e ed  t o  buy  ne w  equ ipmen t  e v -

Continued on page 4

The  Cour t  no t ed  tha t  t h e  t axpaye r  e xp e r t  “f a i l ed
to  cons ider  tha t  the  hypo the t i ca l  buyer  who  d id  no t
w i sh  t o  c on t inue  op e ra t ing  t h e  c ompany,  and  who
wa s  ab l e  t o  c onv in c e  add i t i ona l  s ha reho l d e r s  t o
f o r m a  supe r -ma jo r i t y ,  had  o th e r  op t i on s  b e s i d e s
l i qu ida t i on .”

SERVICES OFFERED:

•Incentive Stock Options Valuation
•Fairness Opinions
•Establishing Merger Exchange Ratios
•Going Public/Private Transactions
•Assistance with Buy/Sell Agreements

Tax Related Services
•Estate and Gift Tax Appraisals
•Charitable Donations of Stock
•Review of IRS Valuations
•Valuation of Restricted Stock
•Appraisals of Intangible Assets
•Valuations for § 482 Transfers
•Valuations for S -Corp Elections
•Family Limited Partnerships •Limited
Liability Companies

International Valuations

Employee Stock Ownership Plans

Litigation Services
•Shareholder Disputes
•Dissenting Shareholder Actions
•Marital Dissolution
•Discovery Assistance
•Partnership Dissolution
•Arbitration of Valuation Issues
•Lost Earnings and Profits
•Bankruptcy and Fraudulent Convey-
ance
•Commercial Damages
•Antitrust Damage Estimates

Intellectual Property Services
•Royalty Rate Studies
•Infringement Damages
•Technology Transfer Valuations
•Valuations for Sale/Licensing

Accounting/SEC Review
•Goodwill Impairment
•Stock Options
•APB 16 & 17 Allocations
•Cheap Stock

Corporate Transaction Services
•Valuation for Purchase or Sale
•Merger and Acquisition Consulting
•Purchase Price Allocations
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Edited by John R. Gilbert, CPA/ABV, CVA
The Financial Valuation Group

Mountain States Managing Director

Click  Here  f o r  a  Comple t e  Copy  o f  the  Case

e r y  f e w  y e a r s ,  and  cou ld  u s e  t h e  equ ipmen t  th e  company
owned  f o r  i t s  en t i r e  u s e fu l  l i f e ,  e l im ina t ing  th e  r e a l i z a -
t i on  o f  bu i l t - i n  g a in . ”   The  Cour t  b e l i e ved  th e  p r obab i l -
i t y  o f  a  hypo the t i c a l  buye r  pu r cha s ing  w i th  i n t en t  t o  l i q -
u ida t e ,  wh i l e  l ow,  d id  e x i s t .   Fo r  t h i s  r e a son ,  t h e  Judge
a l l owed  on l y  5% o f  t h e  bu i l t - i n  g a in s  t a x .

A f t e r  a v e r a g i n g  t h e  t w o  a p p ro a c h e s ,  t h e  C o u r t  a l l o we d
app l i c a t i on  o f  t h e  15% marke t ab i l i t y  d i s coun t ,  wh i ch  wa s
und i spu t ed  by  th e  e xpe r t s .   The  Cour t  t h en  a l l owed  a  d i s -
c o u n t  o f  7 . 5 %  f o r  l a c k  o f  s u p e r - m a j o r i t y  c o n t r o l ,  a s
c l a imed  in  th e  o r i g in a l  t a x  r e tu rn’s  app r a i s a l ,  d e sp i t e  t h e
t a xpaye r ’s  a r gumen t  on  b r i e f  t h a t  t h e  d i s coun t  shou ld  b e
1 0 % .We a re  found ing  members

o f  The  F inanc ia l  Consu l t ing
Group whose  members  p ro -
v i d e  B u s i n e s s  Va l u a t i o n ,
Exper t  Tes t imony  and  L i t i -
ga t ion  Consu l t i ng  se r v ices
na t iona l l y  and  in te r na t ion -
al ly.

F o r  m o r e  i n f o r m a t i o n  o n
cour t  cases  invo lv ing  va lu -
a t ion  i ssues,  v is i t

www. fa i r marketva lue .com

We encourage you to  for-
ward th is  E- f lash to  other
interested par t ies .

F o r  a  C o m p l i m e n t a r y
S u b s c r i p t i o n ,  e- m a i l

jgilbert@fvginternational.com
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