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

Decedent owned 62.96% of Dunn Equipment, a Texas
“C” corporation that rented heavy equipment. The
estate claimed a value of $1,635,465 on Form 706.
In the notice of deficiency, the IRS claimed a value
of $2,229,043, but amended this to $4,430,238 by
the time of trial. Judge Gale determined a value of
$2,738,558.

The Tax Court allowed the estate to average the in-
come and asset valuation approaches, but weighed the
income approach at 35%, not the 50% used by the
estate. The Judge weighed the prospects for liquida-
tion of the underlying assets (whose value was far
greater than the capitalized cash flow or earnings
value) in determining the weights to be applied to
each of the two approaches. In addition, the Judge
used this same liquidation probability in allowing
only 5% of the built-in gain tax instead of the 100%
claimed by the estate. A 15% lack of marketability
discount and a 7.5% lack of supermajority discount

A 15% lack of marketability discount and a 7.5%
lack of supermajority discount were allowed.

were allowed. The supermajority discount was ap-
propriate because even though the decedent owned a
majority interest, the interest was less than the 66-
2/3% required to approve a corporate liquidation.

When Decedent died on June 8, 1991, she was the con-
trolling shareholder in a “C” corporation (Dunn Equip-
ment) that rented heavy equipment to the oil industry.

Continued on page 2
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The Financial Valuation Group
was established in 1990 to
provide financial consulting
services to closely held and
publicly traded companies.
Our Consulting and Expert
Witness services are based
on our professionals’unique
knowledge about what cre-
ates value in a business en-
tity and the various methods
used to measure value.

We Value:

Corporate Securities
*Closely Held Businesses
Partnership Interests

*Business Operations-subsidiar-
ies, divisions, profit centers

eIntangible Assets-covenants
not to compete, customer
lists, contract rights and core
deposits

eIntellectual Property-patents,
trademarks, trade names,
software copyrights and trade
secrets

Value measurement is
used for many purposes,
including:

eBusiness Planning
eSuccession Planning
*Purchase Price Allocations
*ESOP Values

*Economic Damages
eCorporate Dissolutions
eShareholder/Partner Disputes
*Marital Dissolutions

*Estate and Gift

The corporation had paid no dividends from 1987 to 1991
and the officers were paid less than those in similarly situ-
ated companies.

The estate’s first expert argued for a 50-50 weighting of
the income and asset approaches as had been done for the
estate tax return. The IRS expert, on the other hand, ar-
gued that the value should be based solely on the net asset
value (reduced for lack of marketability and super-major-
ity). The IRS expert was not a business appraiser, but
rather worked in the “dispute analysis and corporate re-
covery division” of a “Big 5” CPA firm. She did not pre-
pare an appraisal report, but rather critiqued the estate’s
first expert appraisal. The estate also engaged a second
trial expert who did not prepare an appraisal report, but
rather reviewed the first expert’s report and critiqued the
IRS expert’s report.

The Court noted, “In light of the significant operational
aspects of Dunn Equipment, the size of the block of stock
inissue, the identity and attitudes of the remaining share-
holders and directors, and the costs associated with liqui-
dation, we conclude that the hypothetical investor would
give earnings value substantial weight. It is well estab-
lished that as a general rule, earnings are a better crite-
rion of value for operating companies and net assets a bet-
ter criterion for holding or investment companies .... Thus
because Dunn Equipment was an operating company, the
better question is not whether or not we should disregard

The IRS expert was not a business appraiser, but
rather worked in the “dispute analysis and corpo-
rate recovery division” of a “Big 5” CPA firm. She
did not prepare an appraisal report, but rather cri-
tiqued the estate’s first expert appraisal.

the earnings-based value, but whether we should disregard
the asset-based value.”

The Court went on to criticize the taxpayer expert’s as-
sessment that the company had a 50% prospect for liqui-
dation, concluding the likelihood for this was lower. How-
ever, the court considered “low profitability, volatility of
earnings, high debt, limited customer base, and depen-
dence upon one industry to give net asset value the greater

Continued on page 3
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SERVICES OFFERED:

Corporate Transaction Services
*Valuation for Purchase or Sale
Merger and Acquisition Consulting

*Purchase Price Allocations
eIncentive Stock Options Valuation

eFairness Opinions

*Establishing Merger Exchange Ratios
*Going Public/Private Transactions
*Assistance with Buy/Sell Agreements

Tax Related Services

*Estate and Gift Tax Appraisals
eCharitable Donations of Stock
*Review of IRS Valuations
*Valuation of Restricted Stock
*Appraisals of Intangible Assets
*Valuations for § 482 Transfers
*Valuations for S -Corp Elections
eFamily Limited Partnerships sLimited
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
eLost Earnings and Profits
*Bankruptcy and Fraudulent Convey-
ance

«Commercial Damages
*Antitrust Damage Estimates

Intellectual Property Services
*Royalty Rate Studies
sInfringement Damages
*Technology Transfer Valuations
*Valuations for Sale/Licensing

Accounting/SEC Review
*Goodwill Impairment
*Stock Options

*APB 16 & 17 Allocations
*Cheap Stock

significance” and assigned only a 35% weight to the in-
come approach.

One of the criticisms leveled at the taxpayer expert’s re-
port was his use of net income rather than cash flow as
the benefit stream to capitalize. The expert used a 21.67%
capitalization rate (unchallenged by the other experts),
and the Court accepted this rate. Since, however, this was
based on total returns, the Court believed this must be
based on cash flow, not earnings, and adjusted accordingly.
Since this was a cyclical industry, the Court used a simple
average and not a weighted average of historical cash flow.

Another criticism by the IRS of the taxpayer expert’s earn-
ings value was his failure to use the investment tax
carryover and alternative minimum tax carryover in arriv-
ing at an earnings base. The Court concluded that a po-
tential buyer would assign no value to these tax credits
and, therefore, they should be ignored.

In arriving at asset value, the taxpayer expert used liqui-
dation value, assigning no value to prepaid expenses. The
Court disagreed with this and included the prepaid ex-
penses in the value of the net assets. The taxpayer ex-

The Court noted that the taxpayer expert “failed
to consider that the hypothetical buyer who did not
wish to continue operating the company, and who
was able to convince additional shareholders to
form a super-majority, had other options besides
liguidation.”

pert, in his calculation of net asset value, also deducted
100% of the C corporation built-in gain tax (calculated
as 34% of the excess of market values of assets over their
tax bases). The Court noted that the taxpayer expert
“failed to consider that the hypothetical buyer who did
not wish to continue operating the company, and who was
able to convince additional shareholders to form a super-
majority, had other options besides liquidation. A new
owner who wished to change the business of the company
into, for example, construction rather than equipment
rental, would not have a need to buy new equipment ev-
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Financial

Consulting
Group,L.C.

We are founding members
of The Financial Consulting
Group whose members pro-
vide Business Valuation,
Expert Testimony and Liti-
gation Consulting services
nationally and internation-
ally.

For more information on
court cases involving valu-
ation issues, visit

www.fairmarketvalue.com

We encourage you to for-
ward this E-flash to other
interested parties.

For a Complimentary
Subscription, e-mail
jgilbert@fvginternational.com

ery few years, and could use the equipment the company
owned for its entire useful life, eliminating the realiza-
tion of built-in gain.” The Court believed the probabil-
ity of a hypothetical buyer purchasing with intent to liqg-
uidate, while low, did exist. For this reason, the Judge
allowed only 5% of the built-in gains tax.

After averaging the two approaches, the Court allowed
application of the 15% marketability discount, which was
undisputed by the experts. The Court then allowed a dis-
count of 7.5% for lack of super-majority control, as
claimed in the original tax return’s appraisal, despite the
taxpayer’s argument on brief that the discount should be
10%.

Click Here for a Complete Copy of the Case

Edited by John R. Gilbert, CPA/ABV, CVA
The Financial Valuation Group
Mountain States Managing Director
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