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P reported the date-of-death fair market val ues of
the stock of S and Was $181. 50 and $485, respectively,
per share. P sold sone of the S stock for $335 per
share and all the Wstock for $850 per share. The gain
realized on the sales by P was distributed to the
residuary |l egatee, M who reported the gain on her
Federal inconme tax return and paid the inconme tax due.
R determ ned a deficiency in P's estate tax liability.
R s determ nati on was based on his assertion that at
the date of death the fair market values of the S and W
shares were $300 and $850, respectively, per share. In
Estate of Branson v. Conmm ssioner, T.C Meno. 1999-231,
we found that the date-of-death fair market val ues of
the S and Wshares were $276 and $626, respectively. P
asserts that it is entitled to equitable recoupnent of
the incone tax overpaid by M the refund of which is
barred by the statute of limtations.
Hel d, under the doctrine of equitable recoupnent, Pis
entitled to a credit for the income tax overpaid by Mon the




gai n recogni zed on the sales of the shares due to the | ower
val ues reported on the estate tax return. Estate of Bartels

v. Comm ssioner, 106 T.C. 430 (1996); Estate of Mieller v.
Comm ssioner, 101 T.C 551 (1993), foll owed.
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OPI NI ON

PARR, Judge: In Estate of Branson v. Conmi ssioner, T.C

Meno. 1999-231 (Branson |), we redeterm ned the increased val ue
of the shares of Savings Bank of Mendocino County (Savings) and
Bank of WIllits (WIlits) included in decedent's gross estate.
We now consi der whether this Court has authority to apply

equi tabl e recoupnent in light of the opinion of the Court of

Appeals for the Sixth Grcuit in Estate of Mieller v.

Comm ssioner, 153 F. 3d 302 (6th G r. 1998), affg. on other

grounds 107 T.C. 189 (1996), and if so, whether petitioner is

entitled under that doctrine to credit for the taxes paid by the
residuary | egatee on the excessive gain recognized fromthe sal es
of the shares due to the | ower val ues provided by the estate tax

return. Followi ng our opinions in Estate of Bartels v.

Comm ssioner, 106 T.C. 430 (1996), and Estate of Muieller v.

Conmm ssioner, 101 T.C 551 (1993), we hold that this Court has
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authority to apply equitable recoupnent. W further hold that
petitioner is entitled to recoup the residuary |egatee's
excessi ve paynent of incone tax against the estate tax
defi ci ency.

The rel evant facts are taken fromour findings in Branson |
the parties' subm ssions, and the existing record. Petitioner is
the estate of Frank A Branson (decedent), who died testate on
Novenber 9, 1991, in Mendocino, California. Mary March (March),
decedent's daughter, is the executrix and residuary | egatee of
the estate. March's |legal address was Potter Valley, California,
at the time the petition in this case was filed.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect as of the date of decedent's
death, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. All dollar anounts are rounded to the
nearest dollar, unless otherw se indicated.

Backgr ound

At the tinme of his death, decedent owned 12,889 shares of
Savi ngs stock and 500 shares of WIlits stock. Petitioner
reported the value of the Savings and WIllits shares as $181.50
and $485, respectively, per share, on its Form 706, United States
Estate (and Ceneration-Ski pping Transfer) Tax Return.

Decedent's will provided that all estate taxes were to be

paid fromthe residue of the estate. Pursuant to a court order



March, as executrix, was granted authority to sell 2,800 shares
of Savings stock at $335 per share and 500 shares of WIlits
stock at $850 per share. March sold the shares in 1992 and paid
Federal and State of California estate taxes of $1, 008,698 and
$200, 632, respectively. March, as executrix and residuary

| egatee, assuned individual liability for any estate taxes |ater
found due from petitioner.

Petitioner reported the capital gain fromthe sales of the
Savings and WIllits shares on Schedule D of its 1992 Form 1041,
U.S. Fiduciary Income Tax Return, which it filed on or about
April 15, 1993. Petitioner calculated the gain by subtracting
the value of the shares reported on the estate tax return from
t he amount received fromtheir sale. Petitioner reported
$429, 800 of gain fromthe sale of the Savings shares and $182, 500
fromthe sale of the WIlits shares.® Petitioner, however, did
not pay any incone tax on these gains; instead, it reported a net
| ong-termcapital gain distribution of $610,274 to March on
Schedul e K-1, Beneficiary's Share of |ncone, Deductions, Credits,
Etc., which it attached to the Form 1041.

March and her husband, Charles March, filed their 1992 Form

1040, U.S. Individual Income Tax Return, using the status of

Petitioner also reported $6,955 of long-termcapital gain
fromthe sale of 2,000 shares of PGE stock and a $738 net | ong-
termcapital |loss carryover from 1991. The value of the PGE
shares and the | oss carryover are not at issue in this case.



"Married filing joint return”, on or about April 15, 1993, and
paid the tax due. March reported the $610, 274 gain on line 13 of
Schedul e D, which was attached to the Form 1040, as "Net |ong-
termgain or (loss) frompartnerships, S corporations, and
fiduciaries".

Respondent determ ned a deficiency in petitioner's estate
tax liability on the grounds that the fair market values of the
Savings and WIlits shares on the date of death were $300 and
$850, respectively, per share. |In Branson I, we found that the
date-of -death fair market values of the Savings and WIllits
shares were $276 and $626, respectively. Petitioner asserts that
it is entitled to equitable recoupnent of the inconme tax overpaid
by March, the refund of which is barred by the statute of
l[imtations, in determning the anount of its Federal estate tax
liability.

Di scussi on

Rel yi ng upon Estate of Mieller v. Comm ssioner, 153 F.3d 302

(6th Cr. 1998), respondent asserts that this Court |acks
jurisdiction to consider petitioner's claimfor equitable

recoupnent. In Estate of Mieller v. Conmm ssioner, 101 T.C. 551

(1993) (Mueller I1), we opined that we have jurisdiction to

consider clainms of equitable recoupnent. |In Estate of Mieller v.

Comm ssioner, 107 T.C 189 (1996) (Mueller 111), we held that

equitable recoupnent is restricted to use as a defense agai nst an
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otherwise valid claim As a result of our valuation of the stock

includable in Mieller's estate, see Estate of Mieller v.

Comm ssioner, T.C Menp. 1992-284, and the taxpayer's failure to

claima large previously taxed property credit on its Federal
estate tax return, it becane apparent that there was no
deficiency in estate tax; rather, the taxpayer was entitled to
recover an overpaynent of estate tax, regardl ess of equitable
recoupnent. I nasnmuch as application of equitable recoupnment
under these circunstances woul d have increased the anmount the

t axpayer was entitled to recover as an overpaynent, rather than
reduce a deficiency, we held that equitable recoupment was not
avai |l able. The taxpayer appeal ed. The Court of Appeals for the
Sixth Grcuit affirmed Mueller 111, on the ground that this Court
| acked jurisdiction to consider the affirmative defense of

equi tabl e recoupnent. See Estate of Mieller v. Comm ssioner,

supra.
The Court of Appeals for the Sixth Crcuit interpreted
sections 6214(b) and 6512(b) together to

explicitly confer on the Tax Court jurisdiction to do
no nore than determ ne the amount of the deficiency
before it. The Tax Court's jurisdiction cannot extend
beyond its statutory confines to enconpass an equitable
remedy such as recoupnent because the Tax Court "is a
court of limted jurisdiction and | acks gener al

equi tabl e powers,"” and because "[t]he Tax Court and its
di vi sions shall have such jurisdiction as is conferred
on on themby [Title 26]." * * * [Estate of Mieller v.
Comm ssioner, 153 F.3d at 305; citations onmtted.]




The Court of Appeals further relied upon Conm ssioner V.

&ooch M1ling & Elevator Co., 320 U S. 418 (1943), and several

cases decided in Federal courts which have cited Gooch MIling,?

for the proposition that this Court does not have jurisdiction to
consider the affirmative defense of equitable recoupnent.

The jurisdictional status of equitable recoupnment in this
Court has had a long history, which we reviewed w th pai nstaking

care in Estate of Bartels v. Conm ssioner, 106 T.C 430 (1996)

and in Mieller I1. W do not here reiterate that history, except
to distinguish our position fromthat of the Court of Appeals for
the Sixth Circuit.

In Mueller Il, we interpreted Conm ssioner v. Gooch M11ing

& Elevator Co., supra, as presenting the question whether the

Board of Tax Appeals had authority to apply the doctrine of

equi tabl e recoupnent in incone tax cases. W concluded that

&ooch M1ling does not prevent this Court from "considering the
affirmati ve defense of equitable recoupnent when it is properly
raised in a tinely suit for redeterm nation of a tax deficiency
over which we have jurisdiction." See Mieller 11, 101 T.C at

560.

’See Rothensies v. Electric Storage Battery Co., 329 U S
296, 303 (1946); Elbert v. Johnson, 164 F.2d 421, 424 (2d Cr
1947); Mhawk Petrol eum Co. v. Conm ssioner, 148 F.2d 957, 959
(9th Cr. 1945), affg. 47 B.T. A 952 (1942); Estate of Van Wnkle
v. Comm ssioner, 51 T.C. 994, 999 (1969); Wener Mach. Co. v.
Commi ssioner, 16 T.C 48, 54 (1951).
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In its opinion, the Court of Appeals for the Sixth Grcuit
did not consider the difference between the Board of Tax Appeal s
and the Tax Court. At the tine the Board of Tax Appeal s deci ded

the issue of whether it could consider equitable recoupnent in

Gooch M1ling & Elevator Co., the Board was an i ndependent agency
in the Executive Branch of the Governnent. See sec. 900(k) of

t he Revenue Act of 1924, ch. 234, 43 Stat. 253, 338. As a result
of the Tax Reform Act of 1969, Pub. L. 91-172, sec. 951, 83 Stat.
487, 730, the Tax Court becane a |legislative court under Article

| of the Constitution. See sec. 7441; Freytag v. Commi SSioner,

501 U. S. 868, 887 (1991) (Congress enacted legislation in 1969
with the express purpose of making the Tax Court an Article |
court rather than an executive agency). Thus, the Tax Court
exercises judicial, rather than executive, |egislative, or

adm ni strative, power. See Freytag v. Comm Ssioner, supra at

890- 891.

The difference between an agency of the Executive Branch and
an Article | court is material to this issue. "The Tax Court's
function and role in the federal judicial schene closely resenble
those of the federal district courts, * * * [and it] exercises
its judicial power in much the same way as the federal district

courts exercise theirs." Freytag v. Conni ssioner, supra at 891.°3

3See al so Flight Attendants Against UAL Offset v.
Comm ssioner, 165 F.3d 572, 578 (7th Cr. 1999) ("the present Tax
(continued. . .)




Mor eover, in deciding cases over which we have jurisdiction "we
have applied the equity-based principles of waiver, duty of
consi stency, estoppel, substantial conpliance, abuse of

di scretion, |aches, and the tax benefit rule.” See Wods v.

Comm ssioner, 92 T.C. 776, 784 (1989); fn. refs. omtted. Thus,

this Court should be properly viewed as exercising full judicial
power within its limted subject matter jurisdiction.*

Furthernore, in United States v. Dalm 494 U. S. 596, 611 n.8

(1990), the Suprene Court noted: "W have no occasion to pass
upon the question whether Dal mcould have rai sed a recoupnent
claimin the Tax Court." See also id. at 615 n.3 (Stevens, J.,
di ssenting) (commending the nmajority's reservation of the
guestion whether the Tax Court has authority to consider
recoupnent). Thus, although the Supreme Court agreed that the
Board of Tax Appeal s could not consider equitable recoupnent, we
believe that the Suprenme Court has left this issue open with

respect to the Tax Court as presently constituted. Conm ssioner

v. Gooch MIling & Elevator Co., and its progeny, therefore, do

not control the outcone of this case.

3(...continued)
Court operates pretty indistinguishably froma federal district
court.").

“See Saltzman, |IRS Practice and Procedure, par. 5.06[1], at
S5-20 (2d ed. 1991); WIlis, "Equitable Recoupnent: More
Pitfalls for the Unwary", Tax Notes 361 (Cct. 19, 1998).
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We have found support for our holding that we have authority
to apply equitable recoupnment in section 6214(b).°> The
concl udi ng | anguage of section 6214(b), which speaks in terns of

this Court's not having "jurisdiction to determ ne whether or not

the tax for any other year or cal endar quarter has been overpaid
or underpai d" (enphasis added), neans that, at nost, we are
precluded fromdeterm ning the income tax or gift tax for any

prior period. See Estate of Bartels v. Conm ssioner, 106 T.C at

434. In redetermning the anount of the estate tax deficiency in
this case, we are not determ ning the anmount of inconme tax or
gift tax deficiency or overpaynent fromany prior period. See
id. W are considering such facts with relation to the share

val ue included in both corpus and inconme so that this itent may

be examned in all its aspects, as is necessary to correctly

°Sec. 6214(b) provides:

The Tax Court in redeterm ning a deficiency of incone
tax for any taxable year or of gift tax for any

cal endar year or cal endar quarter shall consider such
facts with relation to the taxes for other years or
cal endar quarters as may be necessary correctly to
redeterm ne the amount of such deficiency, but in so
doi ng shall have no jurisdiction to determ ne whet her
or not the tax for any other year or cal endar quarter
has been overpai d or underpai d.

°See infra pp.17-18.
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redeterm ne the anmount of the estate tax deficiency now before

us.’

In Estate of Bartels v. Conm ssioner, supra at 435-436, we

st at ed:

what is involved herein is a question of our authority
and not a question of our jurisdiction since we already
have jurisdiction by virtue of the inconme tax
deficiency notice and the tinely petition filed in
response thereto. Thus, the cases articulating a
principle that the jurisdiction of this Court is
limted to that conferred upon it by Congress
represented by Conm ssioner v. Gooch MIIling & El evator
Co., supra, and its progeny, have no application. * * *
[Citation omtted.]

Therefore, "'While we cannot expand our jurisdiction through
equi table principles, we can apply equitable principles in the
di sposition of cases that come within our jurisdiction.'" See

Whods v. Commi ssioner, supra at 784-785 (quoting Berkery v.

Comm ssioner, 90 T.C. 259, 270 (1988) (Hanblen, J., concurring)).

In this case, respondent accepted petitioner's and March's
i ncome tax returns, which reported gain calculated by using the
fair market values of the shares reported on the estate tax
return. Respondent asserted a higher date-of-death fair market
val ue for those sanme shares for estate tax purposes, determ ned a
deficiency in petitioner's estate tax, and issued a statutory

notice of deficiency. 1In response, petitioner filed its timely

'Furthernore, sec. 6214(b) specifically applies only to
income and gift taxes, and nakes no nention of estate tax. See
Estate of Miueller v. Conmm ssioner, 101 T.C 551, 560 (1993).
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petition with this Court. There is no doubt that we have
jurisdiction of this case. W may therefore exercise ful
judicial power in its disposition.

Court of Appeals for the Ninth Grcuit

Any appeal in this case lies to the Court of Appeals for the
Ninth Crcuit, and we are bound by any decision of that court

squarely in point. See &olsen v. Comm ssioner, 54 T.C. 742, 756-

757 (1970), affd. 445 F.2d 985 (10th Cr. 1971). Respondent
asserts that this issue was settled in the Ninth Crcuit by

Mohawk Petrol eum Co. v. Conm ssioner, 148 F.2d 957, 959 (9th Cr

1945), affg. 47 B.T.A 952 (1942).

I n Mohawk Petrol eum Co. v. Conm ssioner, supra, the Court of

Appeal s relied on Gooch MIling & Elevator Co. for its decision

that the Board of Tax Appeals |acked jurisdiction to consider

equi t abl e recoupnent of incone taxes. See id. at 959. Because

we have found that Gooch MIling & Elevator Co. is not on point,

it follows that Mohawk Petroleum Co. is not dispositive.

Accordingly, we disagree with respondent's assertion.

In Mueller Il, we found additional support for our decision
in sections 7422(e), 6512(a), and 7481. See Mueller 11, 101 T.C.
at 557. Considered together, these sections indicate that
"Congress intended the Tax Court to have full judicial authority

to resolve issues over which it has jurisdiction". Wods v.
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Commi ssioner, 92 T.C. at 788. Judge Hal pern further observed
t hat

the Code is structured to channel tax litigation to the
Tax Court. We are the tax forum of choice, because
only here can the tax liability be litigated prior to
paynent. Understandably, we preside over the vast

majority of tax litigation. * * * [Mieller 11, 101
T.C. at 564 (Halpern, J., concurring); citations
omtted.]

If this Court |acked authority to consider equitable
recoupnent, a taxpayer wi thout the practical ability to prepay
the contested deficiency and sue for refund in a different forum
woul d be precluded fromraising a defense available to a nore
af fl uent taxpayer who has the neans to do so. W do not believe
that Congress intended this result. Accordingly, we shall

continue to follow our opinions in Estate of Bartels v.

Commi ssioner, 106 T.C. 430 (1996), and Mueller 11, supra.

Def ensi ve Use

We held in Mieller 111 that equitable recoupnent is
restricted to use as a defense agai nst an otherwi se valid claim
for a deficiency, and not to increase an overpaynent of tax. See

also United States v. Dalm 494 U S. at 608 (tax refund courts

are without jurisdiction to consider tinme-barred refund clains
based sol ely upon equitable recoupnent). W have found that
petitioner underreported the values of the Savings and WIllits
shares on its estate tax return. Accordingly, petitioner has a

deficiency in estate tax, and is, therefore, properly positioned
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to invoke the doctrine of equitable recoupnment to reduce that
deficiency by the anmpbunt of the incone tax overpaid because of
its use of the sanme underreported value as the basis of the
shar es.

Legatee Not Diligent

Respondent argues that equitable recoupnent should not be
permtted in this case because March was not diligent in seeking
a refund of the income tax paid on the gain passed through to her
as residual |egatee. The estate tax notice of deficiency was
i ssued on March 16, 1995, and the limtations period did not
expire on March's inconme tax refund until April 15, 1996. March
thus had nore than a year within which to file a protective claim
for refund.

In addressing this issue in United States v. Bowcut, 287

F.2d 654, 657 (9th Cr. 1961), the Court of Appeals for the Ninth

Circuit, citing Bull v. United States, 295 U S. 247 (1935),
st at ed:
It is apparently not the diligence of the taxpayer as
to his legal rights which controls, but rather the
inequity of holding that, while the governnment's rights
under a transaction continue uninpaired, its
adversary's rights thereunder are barred by
limtations.
Accordingly, we do not consider March's lack of diligence to
be a factor in deciding whether petitioner is entitled to claim

equi tabl e recoupnent .
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Requi renents of Equitabl e Recoupnent

In a recent case, the Suprene Court reaffirmed that a party
l[itigating a tax claimin a tinely proceeding may, in that
proceedi ng, seek recoupnent of a related, and inconsistent, but
now tinme-barred tax claimrelating to the sanme transaction. See

United States v. Dalm supra at 608 (interpreting Bull v. United

States, 295 U. S. 247 (1935), and Stone v. Wite, 301 U S 532

(1937)).

A cl aimof equitable recoupnent requires: (1) That the
refund or deficiency for which recoupnent is sought by way of
of fset be barred by tine; (2) that the tine-barred offset arise
out of the sanme transaction, item or taxable event as the
overpaynent or deficiency before the Court; (3) that the
transaction, item or taxable event have been inconsistently
subjected to two taxes; and (4) that if the subject transaction,
item or taxable event involves two or nore taxpayers, there be
sufficient identity of interest between the taxpayers subject to
the two taxes so that the taxpayers should be treated as one.

See United States v. Dalm supra at 604-605 & n.5; Coohey v.

United States, 172 F.3d 1060 (8th G r. 1999); Parker v. United

States, 110 F.3d 678, 682-683 (9th Cr. 1997).

Each of these requirenents is nmet in the instant case.



1. Ref und Ti ne- Barr ed

March filed her 1992 Federal incone tax return on or about
April 15, 1993, and paynent was made on the sanme date that the
return was filed. March has never filed a claimfor refund,
therefore, a claimfor refund is barred by section 6511(a).

2. Single Transaction, Item or Taxabl e Event

Since Bull v. United States, supra, the Suprene Court has

enphasi zed that a claimof equitable recoupnent will lie only
where the Governnment has taxed a single transaction, item or

t axabl e event under two inconsistent theories. See United States

v. Dalm 494 U S. at 608 n.5 (construing Rothensies v. Electric

Storage Battery Co., 329 U S. 296, 299-300 (1946), Bull v. United

States, supra, and Stone v. White, supra). The terns "single

transaction", "item', or "event" are not synonynous, and the
inclusion of "item in this phrase is significant in our case.

In Bull v. United States, supra, Archibald Bull (Bull) died

owni ng a partnership interest, including the right to receive
future profits. The partnership interest was transferred to his
estate, and, later his estate received the sum of approxi mtely
$212,000, constituting its share of partnership profits earned
subsequent to Bull's death. In 1921, the executor, at the

Comm ssioner's insistence, erroneously included this sumin the
gross estate under the theory that it was estate corpus, and

thus, it was subjected to estate taxes. In 1925, the Governnment
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determ ned a deficiency in the estate's incone tax on the correct
theory that the same sumwas incone to the estate. The executor
paid the income tax in 1928. Later, in that sane year, the
executor filed a claimfor refund for the incone tax paid and
sued for refund after the clai mwas deni ed.

In considering the issue before it, the Suprenme Court
st at ed:

A serious and difficult issue is raised by the claim
that the sanme recei pt has been made on the basis of
both incone and estate tax, although the item cannot in
the circunstances be both incone and corpus; and that
the alternative prayer of the petition required the
court to render a judgnment which would redress the
illegality and injustice resulting fromthe erroneous
inclusion of the sumin the gross estate for estate
tax. * * * [Bull v. United States, 295 U. S. at 255;
enphasi s added. ]

The Suprene Court found that the estate's receipt of the sum
was properly taxable as incone to the estate and that under the
facts of the case, "the itemcould not be both corpus and incone

of the estate.” See Bull v. United States, supra at 258.

Thus, the Suprene Court viewed the sum of noney owed to
Bull's estate as an item See id. at 255. W have no reason to
believe that the same sum nmay be defined as an itemfor incone
tax purposes but be defined as sonmething other than an item when
i ncluded in corpus for purposes of calculating the estate tax.

See id. at 256. In the case at hand, the same item (in ternms of
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share value)® was included in both petitioner's corpus in
determ ning the value of the gross estate and in incone.?®
Therefore, the estate tax and the incone tax were inposed on the
sanme item

Furthernore, under the facts of the case before us, this
item cannot properly be both corpus and incone to the estate.
The incone tax paid by the residuary | egatee on that identical
itemis noney which the Governnent is not justly entitled to
retain. See id. at 261 ("While here the noney was taken through
m st ake wi t hout any el enent of fraud, the unjust retention is
imoral and anounts in lawto a fraud on the taxpayer's
rights.").

In hol ding that equitable recoupnent was avail able for the

taxpayer to credit the estate tax paid on the sane item subjected

8Petitioner reported the date-of-death fair market val ue of
t he Savi ngs shares at $181.50 per share and used that anount as
the basis in calculating the gain on the shares later sold. W
have determ ned that the date-of-death fair market val ue of each
Savi ngs share is $276. Thus, $94.50 ($276 m nus $181.50) of
share value for each share of Savings stock was included in both
corpus and income. Similarly, $141 ($626 m nus $485) of share
val ue for each share of WIllits stock was included in both corpus
and i ncone.

°Petitioner sold the shares and cal cul ated the anount of
income (capital gain) realized fromthe sale. The income passed
t hrough the estate to March, who reported it on her return and
paid the income tax due. Thus, although March recogni zed the
incone, it was realized by petitioner.
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to the incone tax, the Suprene Court stated:

This is because recoupnent is in the nature of a
defense arising out of sone feature of the transaction
upon which the plaintiff's action is grounded. Such a
defense is never barred by the statute of limtations
so long as the main action itself is tinely. [ld. at
262. ]

Al t hough the "single transaction” requirenment was nmentioned

in Bull v. United States, supra, it was the stated ground for

decision in Rothensies v. Electric Storage Battery Co., supra.

In that case, the taxpayer erroneously paid excise taxes on the
sale of electric storage batteries fromApril 1919 to April 1926
In July 1926, the taxpayer filed a claimfor refund for the
periods of md-1922 to 1926, the years not barred by the statute
of limtations, and received a refund in 1935. Al though the

t axpayer had been deducting the paynent of these taxes, it did
not include the refund in income. The Governnment determ ned a
deficiency in the taxpayer's 1935 incone tax, and the taxpayer
pai d the deficiency and sued for refund when its claimwas

deni ed.

In both the trial court and the Court of Appeals for the
Third Crcuit, the taxpayer asserted successfully that the incone
tax for 1935 shoul d be reduced by equitable recoupnent for the
ti me-barred excise tax overpaynents for the 1919 through m d- 1922
years. In affirmng the District Court, the Court of Appeals for

the Third Grcuit stated that the sane transacti on el enent shoul d
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be interpreted to nean that there be "a | ogical connection

between main claimand the recoupnent claim" Electric Storage

Battery Co. v. Rothensies, 152 F.2d 521, 524 (3d G r. 1945),

revd. 329 U.S. 296 (1946).
In reversing on this issue, the Suprene Court stated that
equi t abl e recoupnent

has never been thought to all ow one transaction to be
of fset agai nst another, but only to permt a
transaction which is made subject of suit by a
plaintiff to be examned in all its aspects, and
judgnent to be rendered that does justice in view of
the one transaction as a whole. [Rothensies v.
Electric Storage Battery Co., 329 U. S. at 299.]

In Rothensies v. Electric Storage Battery Co., supra, it is

clear that the case involved separate transactions, separate
itenms, and separate taxable events; the timnme-barred overpaynents
arose fromthe erroneous treatnent of many separate sal es of
batteries as subject to excise taxes, ! and the incone tax
deficiency arose fromthe failure to include the refunded open-
year excise taxes in gross incone under the tax benefit rule.!
The time-barred refunds of the 1919 through m d-1922 exci se taxes

and the inclusion of the refunded taxes that were paid in 1922

PTherefore, the excise taxes paid in the tine-barred years
were not paid on the sane itemor in the sanme transaction, but on
the sane type of itemor transaction

11See Andrews, "Mddern-Day Equitable Recouprment and the ' Two
Tax Effect': Avoidance of the Statute of Limtation in Federal
Tax Controversies", 28 Ariz. L. Rev. 595, 610 (1986).
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t hrough 1926 in the taxpayer's 1935 incone had no | ogi cal
connection. The erroneous failure to include the excise tax
refund in inconme for 1935 is not the sanme transaction as
erroneously paying excise taxes in 1919 through m d-1922.
Furthernore, there was no transactional nexus between the tinme-
barred excise taxes paid in 1919 through m d-1922 and the
refunded excise taxes paid in 1922 through 1926, which the
t axpayer was required to include in income in 1935.

The Suprenme Court has not decided a case based on the

singl e-transaction requirenent since Rothensies v. Electric

Storage Battery Co., supra. In a recent case, United States V.

Dalm 494 U S. 596 (1990), the Court held that equitable
recoupnent could only be used defensively, and the Court stated

that since Bull v. United States, 295 U S. 247 (1935), it has

enphasi zed "that a claimof equitable recoupment will lie only
where the Governnent has taxed a single transaction, item or

t axabl e event under two inconsistent theories." United States v.

Dal m supra at 605 n.5.

Consequently, the interpretation and application of the
singl e-transaction requirenment has been left to the | ower courts,
whi ch has resulted in conflicting authority.

The cases on which petitioner mainly relies are Boyle v.

United States, 355 F.2d 233 (3d Cr. 1965), revg. and renmandi ng

per curiam 232 F. Supp. 543 (D.N. J. 1964); OBrien v. United
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States, 766 F.2d 1038 (7th G r. 1985), revg. 582 F. Supp. 203

(C.D. Ill. 1984); Estate of Vitt v. United States, 706 F.2d 871

(8th Gr. 1983); United States v. Herring, 240 F.2d 225 (4th Cr

1957); and United States v. Bowcut, 287 F.2d 654 (9th Cr. 1961).

In Boyle v. United States, supra, the decedent died in 1953

owni ng preferred stock with nore than 20 years of accumul ated
undecl ared dividends (the arrearages). The decedent's assets
were transferred to his estate, including the value of the
arrearages, and the estate tax was paid accordingly. In 1954,
the executors distributed the preferred stock anong the four
beneficiaries under the wll.

Later, the beneficiaries, on receiving those arrearages,
declared their receipt and |isted them as nontaxabl e i nconme on
their tax returns. In 1958, after the period of Iimtations had
expired to claima refund of the estate taxes, the Governnent
determ ned deficiencies in the beneficiaries' inconme tax because
of their reporting position with respect to the dividends. The
beneficiaries paid the incone tax deficiencies and brought a suit
for refund. The District Court denied them equitable recoupnment
against the tine-barred estate tax, holding that the single-

transaction test of Rothensies v. Electric Storage Battery Co.,

supra, was not satisfied. See Boyle v. United States, 232 F

Supp. at 549-550. The Court of Appeals for the Third Grcuit

reversed, finding that there was "doubl e taxation of the single
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item as both corpus and incone, which sufficed to satisfy the

requi renents of Bull v. United States. See Boyle v. United

States, 355 F.2d at 236.

The Court of Appeal s distinguished Rothensies v. Electric

Storage Battery Co., on the grounds that in Rothensies v.

Electric Storage Battery Co., the taxpayer "waited over twenty

years to seek a refund",'? and the facts in Boyle were nuch
closer to the facts in Bull than were the circunstances of the

taxpayer in Rothensies v. Electric Storage Battery Co. See Boyle

v. United States, 355 F.2d at 236-237.

In OBrien v. United States, supra, decedent's estate paid

estate tax on the stock of a closely held corporation, which it
val ued at $215.7796 per share. |In the year follow ng the
decedent's death, the Governnment determi ned a deficiency in the
estate tax, asserting a higher value of the stock, and the

t axpayer (one of decedent's heirs) filed a petition to the Tax
Court. \While the valuation issue was pending, the corporation
was |iquidated, and, for the purpose of calculating the resulting
capital gain reportable on his incone tax return, the taxpayer
used the value of the shares reported on the estate tax return.
The Governnent did not dispute this valuation and accepted the

paynment of income tax on the gain arising fromthe |iquidation.

2Thus, the Court of Appeals for the Third G rcuit indicated
that in any equitable claim an equitable defense, such as
| aches, may bar the claim



- 24 -

In 1980, the Tax Court entered a stipul ated decision in the
estate tax case, setting the value of the stock at $280.10 per
share. The taxpayer did not assert the equitable recoupnent
claimin the Tax Court case.

On April 8, 1981, the taxpayer filed a claimfor refund for
the incone taxes that he overpaid in 1975 because of his use of
the |l ower value as the stock's basis. The claimfor refund was
denied on the grounds that the period of limtations had run for
the 1975 taxable year. The taxpayer then filed suit for refund
in District Court, arguing that the basis for the stock should
have been hi gher and using equitable recoupnent as the ground for
the suit.?®

The District Court agreed, finding the single-transaction
requi renent satisfied. Like the Court of Appeals for the Third
Circuit in Boyle, the District Court in OBrien relied upon Bull,
and found that the facts of O Brien were closer to Bull than to

Rot hensies v. Electric Storage Battery Co. The Court of Appeals

for the Seventh Crcuit reversed, on the ground that equitable

recoupnent cannot be used offensively as an independent ground

3The taxpayer also argued for the refund under secs. 1311-
1314, the statutory mtigation provisions. The District Court
accepted this argunment, but the Court of Appeals for the Seventh
Circuit reversed this conclusion. See OBrien v. United States,
582 F. Supp. 203, 206-207 (C.D. Ill. 1984), revd. 766 F.2d 1038
(7th Cr. 1985).
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for reopening years closed by the statute of limtations. See

OBrien v. United States, 766 F.2d at 1049.

The Court of Appeals for the Seventh Crcuit noted, however,
that the single-transaction test had been net. The court stated:

The "single transaction test,” requiring that a
"single transaction or taxable event ha[s] been
subjected to two taxes on inconsistent theories,"”

Rot hensi es, 329 U. S. at 300, 67 S.Ct. at 272, also
appears to be satisfied on these facts if we adopt the
reasoning of the Third Grcuit in Boyle. The Boyle
court ruled that the "single transaction test" was
sati sfied where undecl ared di vidends were erroneously
treated as assets, included as part of the corpus of
decedent's estate and subjected to estate tax, but

| ater were rul ed taxable incone upon distribution to
the beneficiaries. The net effect, the court noted,
was inconsistent treatnent of the sanme fund directly
resulting in an overpaynent of tax by the estate.
Essentially the sane situation exists here where

i nconsi stent tax treatnent of the sane stock (in terns
of valuation) has directly resulted in the overpaynent
of tax by the beneficiaries. [OBrien v. United
States, supra at 1050-1051 n. 16]

Petitioner also relies upon Estate of Vitt v. United States,

706 F.2d 871 (8th Cir. 1983), to support its position that double
taxation of the sane fund under inconsistent theories satisfies

the single-transaction requirenent.* |In Estate of Vitt v.

YThe Court of Appeals for the Eighth Circuit cited Estate
of Vitt v. United States, 706 F.2d 871 (8th G r. 1983), in a
recently decided case, Coohey v. United States, 172 F.3d 1060,
(8th Gr. 1999). 1In Coohey v. United States, supra, the court
found that, under the facts of that case, an AMI refund, based
upon repeal of a statute, for one year and the all owance of an
AMI credit for the following year "are clearly a single
transaction", because wi thout the assessnment and paynent of the
AMI for the earlier year, there would never have been an AMI

(conti nued. ..)
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United States, supra, Edward Vitt owned property with his wfe,

Verl ena, which they held as tenants in the entirety even though
Edward had provided all the consideration for its purchase. The
Vitts conveyed the property by three separate deeds to their
daughters and grandchildren, retaining a life estate for their
joint lives. Wen Edward died in 1964, his estate included one-
hal f of the value of the property for estate tax purposes. In
reliance upon a revenue ruling that construed section 2036, the
Governnent determned that the entire value of the property, |ess
the actuarial value of Verlena's life estate, was includable in
Edward's gross estate. This resulted in the inclusion of nore
than one-half of the value of the property in Edward's estate.
The estate paid the tax and interest due, and later, the revenue
ruling was revoked.

In 1975, Verlena died, and her estate tax return was filed
reporting her interest in the property but assigning it no val ue
for estate tax purposes. The estate did not report any value for
Verlena's interest in the property because it was previously
included in Edward's estate. The Governnent properly asserted
that one-half of the value of the property was includable in

Verlena's estate and determ ned a deficiency in the estate tax.

¥(...continued)
credit given to the taxpayer for the succeedi ng year.
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The estate paid the deficiency and then filed suit for refund in
District Court.

The District Court found that no nore than one-half of the
val ue of property was includable in Edward's estate and that the
val ue in excess of that anount was included in error. See Estate

of Vitt v. United States, 536 F. Supp. 403, 407 (E.D. Mb. 1982),

affd. 706 F.2d 871 (8th Gr. 1983). Further, the District Court
found that although the taxes were inposed at different tines,
the subject matter of the tax never changed. Therefore, "To hold
on these facts that there is no conmon taxable event or fund
would be to blindly follow a narrow, overly sinplified definition
of what constitutes a single transaction or taxable event". See
id. at 408. Accordingly, the District Court found that Verlena's
estate was entitled under the doctrine of equitable recoupnent to
a credit for the excess tax paid by Edward's estate.

In affirmng, the Court of Appeals for the Eighth Crcuit
consi dered the Governnent's argunent that the single-transaction
requi rement was not satisfied and found that, in addition to the
doubl e taxation of the sane property, the inclusion of the
property in both estates under section 2036 in essence resulted
fromthe sanme transaction--the Vitt's transfer of the real

property with retention of a life estate for their joint lives
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and for the life of the survivor. See Estate of Vitt v. United

States, 706 F.2d at 875.1°

Finally, petitioner relies on United States v. Herring, 240

F.2d 225 (4th Gr. 1957), and United States v. Bowcut, 287 F.2d

654 (9th Cir. 1961). These cases, |like the case now before us,
concerned the estate tax and the inconme tax, and in both cases

the taxes were not inposed on a single taxable event. 1In both

cases, however, the single-transaction requirenment was found to
be satisfied, and equitable recoupnent was applied in the

t axpayer's favor.

In United States v. Herring, supra, the decedent died in

1948, and his surviving spouse, as admnistratrix, filed the
estate tax return in 1949, paying the tax due. |In 1951, the

Government issued a prelimnary notice proposing a deficiency in

Al t hough arguably there were two taxable events in Estate
of Vitt v. United States, supra,-- the death of Edward Vitt and
the death of Verlena Vitt, see Parker v. United States, 110 F. 3d
678, 684 (9th Gr. 1997) (finding that death is a taxable event),
see infra p. 46--the Court of Appeals for the Eighth Grcuit
considered the single transaction requirenent nmet by the
precipitating transaction, the lifetinme transfer of the property
to the Vitts' descendants. Simlarly, in the instant case,
arguably there were two transactions or taxable events--the
transfer of the stock to petitioner upon decedent's death and the
subsequent sale by petitioner of that stock--the precipitating
transacti on, however, was the valuation of the sane itemin the
transfer fromdecedent to petitioner. W note that the Suprene
Court in Bull v. United States, 295 U S. 247 (1935), also did not
consider the death of Bull and the transfer of the overval ued
partnership interest to the estate; instead it viewed the
precipitating transaction--the distribution of the partnership
i ncome--as the single transaction.
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i ncone taxes, civil penalties for fraud, delinquency penalties,
and interest against the surviving spouse individually and the
estate for the years 1932 to 1948. The assessnent for tax was
made in 1952, after the time for filing a claimfor refund of the
estate taxes had expired. The admnistratrix filed suit for
refund of the estate taxes that would not have been due if the
i ncone tax deficiency had been deducted fromthe val ue of the
estate, but the District Court dismssed this suit as untinely.
The adm nistratrix then paid the incone tax deficiency, which
greatly reduced the size of the estate, and sued for refund of
the incone taxes paid on the theory that the estate was entitled
to equitable recoupnent of the overpaynent of the tine-barred
estate tax. The District Court approved this theory and gave
judgnent for the estate in the anmount cl ai ned, and the Gover nnent
appeal ed.

In affirmng, the Court of Appeals for the Fourth Circuit

di stingui shed Rothensies v. Electric Storage Battery Co., 329

U S 396 (1946), on the ground that there the transactions "were
too renote fromone another to justify recoupnent and that clains
so |l ong dead could not be resurrected under the doctrine."

United States v. Herring, supra at 227. The Court of Appeals for

the Fourth Grcuit found that, although the case mght differ in



- 30 -

sone respects fromBull v. United States, supra, in both cases

t he Governnment has received nonies which in equity and
good consci ence belong to the taxpayer, and in both the
al | onance of recoupnent should be nmade to avoid the bar
of the statutes of limtations. It is true that in the
Bul | case both clainms of the Governnent grew out of the
sanme transaction and were asserted agai nst the sane
money in the hands of the executor; but that, in
practical effect, is the situation that prevails here.
The Governnent has asserted two clainms against the
nmoni es of the estate that canme into the hands of the
adm ni stratri x--one on account of past due incone taxes
and the other on account of the estate tax due on the
net estate, and it is inpossible to determ ne the
anount of the latter wi thout naking due all owance for

t he deduction caused by the former. * * * [United
States v. Herring, 240 F.2d at 228.]

Four years after the Court of Appeals for the Fourth Grcuit
deci ded the Herring case, the Court of Appeals for the N nth

Crcuit affirmed a case with simlar facts, United States v.

Bowcut, 287 F.2d 654 (9th Gir. 1961), affg. 175 F. Supp. 218 (D.
Mont. 1959). 1In this case, the decedent died in 1952, and the
executrix (decedent's forner wife) filed the estate tax return in
1953, paying the tax due. In 1954, the Governnent proposed
adj ustments to decedent's inconme tax for 1947 through 1950 for
addi tional inconme tax, civil fraud penalties, and interest. The
executrix paid the taxes, penalties, and interest in
install ments, and filed suit in District Court for refund of
income tax in the anmount of the overpaid estate taxes on the
grounds of equitable recoupnent.

In the District Court, the Governnment argued, inter alia,

t hat equitabl e recoupnent was not appropriate under Bull v.
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United States, supra, because the single-transaction requirenent

was not satisfied. The District Court, relying upon United

States v. Herring, supra, dismssed that argunent because the
sane noney was involved in both the claimfor the incone tax

deficiency and the claimfor estate tax. See Bowcut v. United

States, 175 F. Supp. at 222.

On affirmng the District Court, the Court of Appeals for
the NNnth Grcuit did not consider the single-transaction issue,
as the Governnent appealed primarily on other grounds, which the
court rejected, for denying equitable recoupnent. See United

States v. Bowcut, 287 F.2d at 656-657 & n.1 (9th Cr. 1961).

Al t hough the Court of Appeals did not consider whether the
single-transaction requirenment was satisfied, it did note that
"In this case the taxpayer enphasizes that she is seeking to
recover the overassessnent of estate tax by recoupnent fromthe
very fund which, taken fromthe estate, had brought about the
fact of overassessment." [|d. at 656.

Years after United States v. Herring, supra, and United

States v. Bowcut, supra, were decided, the Comm ssioner accepted

the logic of these decisions and agreed in Rev. Rul. 71-56, 1971-
1 CB 404, to apply equitable recoupnent in these

circunstances.!® Despite the statenent of administrative

®Rev. Rul. 71-56, 1971-1 C.B. 404, 470, revoked Rev. Rul.
55-226, 1955-1 C.B. 469, which ruled, citing Rothensies v.
(conti nued. ..)
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position in Rev. Rul. 71-56, supra, respondent now argues that
the single-transaction requirenent is not nmet in the case at
hand. In support of his position, respondent cites two Court of

Clains cases, WIlnmngton Trust Co. v. United States, 221 C. d.

686, 610 F.2d 703 (1979), and Ford v. United States, 149 C. d.
558, 276 F.2d 17 (1960).

In WIlmngton Trust Co. v. United States, supra, the

Gover nnment argued equitable recoupnent in a factual context

simlar to United States v. Herring, supra, and United States v.

Bowcut, supra.! In this consolidated case, individual

t axpayers, Carpenter and McMil | an, had been engaged in forest and
| and managenent. Carpenter and McMull an incurred certain
expenses in these activities which they properly deducted as

ordi nary and necessary busi ness expenses. After Carpenter and
McMul | an had di ed, the Governnent determ ned deficiencies in
their predeath incone taxes, on the theory that the expenses were
reductions in the amount of capital gain that Carpenter and
McMul | an each had realized on sales of tinmber. The executor of
each decedent's estate paid the incone tax deficiencies and

deducted the inconme taxes paid as clains against the decedent's

18( ... continued)
Electric Storage Battery Co., 329 U S. 296 (1946), that equitable
recoupnment was not available in these circunstances because the
si ngl e-transaction requi rement was not satisfied.

"See Andrews, supra at 641.
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gross estate. Each estate was all owed these deductions for
estate tax purposes.

Each estate also tinely filed an adm nistrative claimfor
refund of the predeath incone taxes it had paid; the clains were
deni ed, and each of the executors filed suit for refund of incone
tax in the Court of Clains. |If allowed, the refunds of the
i nproperly paid inconme taxes would have resulted in estate tax
deficiencies, as the earlier deductions allowed for the incone
tax clains agai nst the estates woul d have been overstated. After
the period of Iimtations had expired for the Governnent to
assert contingent clains against the estates, the Governnent
anmended its answer in the refund suits seeking under the doctrine
of equitable recoupnent to offset any resulting estate tax
defici enci es against any incone tax refunds the court determ ned
to be due.

In both cases, the trial court judges, citing Herring v.

United States, supra, Bowcut v. United States, supra, and Rev.

Rul . 71-56, supra, found the single-transaction requirenment had
been satisfied, and recommended deci sion for the Governnent. See

WIlmngton Trust Co. v. United States, 43 AFTR 2d 79-801, 79-1

USTC par. 9223 (CG. d. Trial Div. 1979), revd. and remanded 221

. d. 686, 610 F.2d 703 (1979); McMiullan v. United States, 42

AFTR 2d 78-5723, 78-2 USTC par. 9656 (Ct. d. Trial Dv. 1978).
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The Court of Clains reversed the trial court and held for

t he taxpayers, stating that it was obliged by Rothensies v.

Electric Storage Battery Co., 329 U S. 296 (1946), to give the
single-transaction requirenment a narrow, inflexible

interpretation. See Wlmngton Trust Co. v. United States, 221

. d. 686, 610 F.2d 703, 713 (1979). In finding that the
single-transaction requirenment was not satisfied, the court
st at ed:

The incone tax refund is based upon the
deductibility fromordinary incone of the tinber
oper ati ons expense. The estate tax deficiency,
however, exists because the estate deducted the
addi tional inconme taxes reflecting those expenses that
it paid and now is recovering. The recoupnent claim
thus arises froma different transaction (the reduced
deduction fromthe estate tax) than the refund clains
(the increased deductions fromordinary inconme). The
government is not seeking to of fset against each other
two taxes levied on the sane transaction, but to offset
the tax on one transaction agai nst the tax on anot her.
* % x []1d. at 714.]

Thus, although the precipitating transaction was the
deduction of the business expenses, the Court of Cains did not
find this sufficient.?8

In 1939, the taxpayers (children) in Ford v. United States,

149 . d. 558, 276 F.2d 17 (1960), received stock in a closely

8Acadenm ¢ comment at ors have al nost invariably supported the
Herri ng- Bowcut anal ysis over the conclusion of the Court of
Clainms. See Andrews, supra at 630-650; WIllis, "Sone Limts of
Equi t abl e Recoupnent, Tax Mtigation, and Res Judi cat a:
Refl ections Pronpted by Chertkof v. United States", 38 Tax Law.
625, 642-645 (1985).
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held Brazilian coffee conpany fromtheir deceased father's

estate. For estate tax purposes, the executors reported the

dat e-of -death fair market value of the stock at $11,857, which
was adjusted upward to $23,715 in an audit of the estate tax
return. Eight years later, in 1947, the children sold the stock
for $258,948, and reported gai n based upon the adjusted date- of -
death value of the stock. The children then filed a tinely claim
for refund, asserting that the basis reported on the incone tax
returns was erroneous, and that the correct date-of-death val ue,
and, therefore correct basis, was $331,418. See id. at 20.

The Governnent denied the refunds, on the basis of the date-
of -death value reported in the estate tax return. The children
filed suit in the Court of Clains, and at trial the court found
that the actual fair market value of the stock at the date of the
father's death was greater than the anount the children received
in the 1947 sale. The Governnment did not advert that it m ght be
entitled under the doctrine of equitable recoupnent to offset the
overpaid i ncone tax against the earlier underpaid estate tax.
However, on its own initiative the Court of C ains considered
this issue, and on a 3-2 vote, held that the Governnment was not
entitled to recoupnment because the facts were not identical to

those in Bull v. United States, 295 U S. 247 (1935), and Stone v.

Wiite, 301 U S. 532 (1937). The court found that although "The

instant case cones fairly close to satisfying the recoupnment



- 36 -

standards of the Suprenme Court, * * * the teaching of Rothensies

is that [the doctrine of equitable recoupnent] is not a flexible
doctrine, but a doctrine strictly limted, and limted for good

reason." Ford v. United States, 276 F.2d at 23. The Court of

Clains did not cite United States v. Herring, supra, and United

States v. Bowcut, 287 F.2d 654 (9th Cr. 1961), and Rev. Rul. 71-

56, supra, had not yet been issued.

The "good reason” referred to in Ford v. United States,

supra, is the avoidance of the kind of stal eness that the Suprene

Court feared in Rothensies v. Electric Storage Battery Co.,

supra.

That concern does not apply in the case at hand. An
automatic feature arising fromthe statutory rel ati onshi p between
the estate tax and the inconme tax is that once the value of the
itemincluded in the gross estate is finally determned, there is
little or no factual issue with respect to the tine-barred claim
hence there is no genuine issue of staleness. Furthernore, as
the val ue inproperly excluded from (or included in) the gross
estate automatically is the sane anount erroneously included in
(or excluded fronm) gross income, neither the Comm ssioner nor the
taxpayer is required to perform extensive additional
recordkeeping or investigation with respect to the tine-barred

claim Finally, unlike the overpaid excise taxes in Rothensies

v. Electric Storage Battery Co., supra, which had been coll ected
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for nore than 2 decades and tine barred for nore than 15 years,
in this case the open claimand the tine-barred claimarose at
approxi mately the sane tine.

In two recent decisions, Estate of Harrah v. United States,

77 F.3d 1122 (9th Cir. 1995), and Parker v. United States, 110

F.3d 678 (9th G r. 1997), the Court of Appeals for the Ninth
Circuit, the circuit to which any appeal in this case would lie,
hel d that equitabl e recoupnment was not avail abl e because, inter
alia, on the facts in those cases no tax had been inposed tw ce
on a single transaction. These cases are distinguishable from
t he case at hand.

In Estate of Harrah v. United States, supra, WIliamF.

Harrah died in 1978. H's estate included 5,930,301 shares of
common stock of Harrah's Inc. (Harrah's), which were val ued at
$13. 325 per share in the estate tax return filed in 1980. In
1980, Harrah's was nmerged with Holiday Inns, Inc. (Holiday Inns).
In this nerger, the estate received $60, 262,886 of cash, a $45
mllion prom ssory note executed by Holiday Inns, and convertible
subordi nat ed debentures of Holiday Inns with a face val ue of
$105, 262, 800.

The amount of the taxable gain reported by the estate from
the nmerger transaction depended upon the value of the prom ssory
note and the convertible subordi nated debentures and the basis of

the Harrah's stock. On its 1980 incone tax return, the estate
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val ued the prom ssory note at its face value, $45 mllion, and

t he converti bl e subordi nated debentures at $84, 210,240, on the
basis of a 20-percent discount fromtheir face val ue.
Accordingly, the estate reported $110, 451, 865 of taxable gain on
its return.

In 1982, the estate converted the debentures into Holiday
| nns stock, which resulted in a basis of $16 per share. In this
year, the Governnment determined a deficiency in estate tax,
contendi ng that the value of the Harrah's stock was $34.05 rather
than $13. 325 as reported on the return.

In 1983, the estate sold 679,400 shares of Holiday Inns
stock for $25,159,789, and distributed 1,101, 447 shares to a
marital trust that was established by WlliamF. Harrah's wll,
whi ch al so provided that the marital trust was to be funded from
the estate. 1n 1984, the estate sold 58,200 shares of Holi day
| nns stock for $2,620,487, and the marital trust sold all its
shares for $58,177,080. 1In each of these sales, the $16 basis
was used to conpute the gain realized.

The estate filed a petition with this Court, contesting the
Conmi ssioner's determ nation of the value of the Harrah's stock
that it reported on the estate tax return. |In 1986, during the
pendency of this litigation, the estate filed a tinely incone tax
refund claimfor 1980, on the ground that if it had underval ued

the Harrah's stock, it had then overstated the gain it realized
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in the 1980 nerger with Holiday Inns. At this tine, the
Comm ssioner and the estate stipulated that for estate tax
purposes the Harrah's stock had a val ue of $19.41 per share.

Because of this stipulation, the value of the Harrah's stock was

not an issue on appeal. See Estate of Harrah v. United States,
supra at 1125 n. 4.

After the stipulation of the value of the Harrah's stock,
the estate filed a revised claimfor refund of its 1980 incone
taxes. In 1988, the Governnent stated that it woul d oppose the
1980 refund claimon the grounds that the convertible
subor di nat ed debentures were undervalued. In 1989, the estate
filed suit in District Court for refund of $10, 542,641 of incone
tax paid for the 1980 taxabl e year.

At this time, the estate filed a claimfor refund of incone
taxes for the 1983 and 1984 taxable years, and the marital trust
filed a claimwith respect to its 1984 taxable year. The clains
filed for 1983 and 1984 were denied on the grounds that they were
untinmely. As a result of the denial of these clains, the estate
amended its refund suit in District Court to include its clains
for the 1983 and 1984 years. The marital trust joined in this
action, and sought a refund for its 1984 taxable year.

The District Court applied the doctrine of equitable
recoupnent and found the three refund clains were not barred by

the statute of limtations and al so found that the proper
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di scount was 16.8 percent fromthe face value of the convertible
subor di nat ed debentures, rather than 20 percent as reported on
the estate's 1980 incone tax return. The District Court's
determ nation of the anpunt of the discount was accepted by the

Governnment and was not an issue on appeal. See Estate of Harrah

v. United States, supra at 1125.

The only issue before the Court of Appeals for the Ninth
Circuit was whet her equitable recoupnent woul d provide
jurisdiction for the court to consider the estate's and trust's
1983 and 1984 tine-barred clains for refund of the incone tax
paid on their sales of the Holiday Inns stock. See Estate of

Harrah v. United States, supra.

In deciding this issue, the Court of Appeal s stated:

The "single transaction"” requirenent is but a
reflection of the requirenent that recoupnent by the
taxpayer on a tinme-barred claimis available only when
it is asserted defensively against a tinmely claim by
the governnent with respect to the sane transaction. A
ti me-barred claimal one cannot provide jurisdiction to
remove that bar. [ld. at 1126.]

The Court of Appeals found that both the estate and marital
trust were seeking to enpl oy equitable recoupnment offensively as
the basis of jurisdiction, in a manner not countenanced by Bul

V. United States, supra, and United States v. Dalm supra. See

id. at 1126. Further, the Court of Appeals found that the
estate's and trust's attenpts to supply the required jurisdiction

by characterizing their efforts to reduce their 1983 and 1984
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taxes as an assertion of equitable recoupnent in respect to the
open 1980 tax year nust fail because consideration of the 1983
and 1984 years was barred by the statute of limtations, and the
1983 and 1984 sales of the Holiday Inns stock transactions were
distinct fromthe Harrah/Holiday | nns nmerger transactions
occurring in 1980. Al though the Court of Appeals found "a common
thread of factual simlarity” linking the 1983 and 1984
transactions with the 1980 transactions, it was not enough to
provide jurisdiction. See id. at 1126.

In Estate of Harrah v. United States, 77 F.3d 1122 (9th Cr

1997), the Court of Appeals for the Ninth Crcuit did not decide
the i ssue now before us; the value of the stock in Harrah had
been stipul ated, and when the District Court determ ned the val ue
of the convertible debentures, it consequently determ ned the
anount of gain fromthe sale of that stock. Unlike the stock at
issue in this case, the convertible subordi nated debentures were
not itens included in the estate for estate tax purposes.
Furthernore, as the taxpayer's 1980 claimfor refund of the

over paynment of inconme tax realized in that sale was not tine
barred, the court did not have to consider the issue of whether
the estate could recoup the excess incone tax paid as a credit
agai nst the underpaid estate tax. |In short, the issue now before

us is the issue that was not before the Court of Appeals.
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In addition to these differences, the instant case is

ot herw se di stinguishable fromEstate of Harrah v. United States,

supra. In our case, petitioner is not seeking to gain
jurisdiction with a tine-barred claim we have jurisdiction
because respondent determ ned a deficiency in petitioner's estate
tax, issued a notice of deficiency, and petitioner filed tinely a
petition in response thereto. Mreover, petitioner is not
attenpting to reduce the incone tax paid in the tine-barred year;
it is asserting that equitable recoupnment is available to reduce
the estate tax deficiency in the open year wwth the incone tax on
the sane itemthat earlier was erroneously overpaid.

Most inportantly, the 1983 and 1984 sal es of the Holiday
I nns shares by the estate and trust were many transacti onal
generations renoved fromthe transfer of the Harrah's stock to
the estate and its sale of that stock in the nerger. Neither the
converti bl e subordi nated debentures nor the Holiday Inns shares
were itens included in the estate. Furthernore, unlike the item

in Bull v. United States, supra, and the itemin the instant

case, the Holiday Inns shares were not taxed once under the
estate tax as corpus and again under the incone tax as capital
gai n.

Finally, unlike the case at hand, where the only act of
petitioner that contributed to the circunstance of double

taxati on was the erroneous val uation of those assets, see United
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States v. Bowcut, 287 F.2d at 656 (the "only act of this taxpayer

[the executrix] which contributed to the circunstance of a double
tax upon the estate was her erroneous return of estate tax

l[tability"), the taxpayer in Estate of Harrah v. United States,

supra, engaged in several sales transactions with nmultiple
val uation errors.

In Parker v. United States, 110 F.3d 678 (9th Gr. 1997),

the appellants (sisters) were the two daughters of El eanor Parker
(mother), who died in 1971. |In 1972, the sisters sued Edward
Al'lison (stepfather), alleging that he had abused his role as a
fiduciary by enbezzling funds fromthe nother's separate assets
and froma testanentary trust created by the nother in 1958 for
the sisters. The suit was settled in 1975 with the stepfather
agreeing in part to create a $325,000 settlenent trust. The
i ncone of the settlenent trust was to be paid to the stepfather,
and the remai nder was to be paid to the sisters upon his death.
The stepfather died in 1985. At the request of the executor
of the stepfather's estate, and over the objections of the
sisters, the trustee paid $90,000 in estate taxes owed by the
stepfather's estate fromthe corpus of the settlenment trust. The
sisters filed atimely claimfor refund following the estate tax
paynment, which was rejected by the Governnment. The sisters then

filed suit for refund in the District Court.
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In the District Court, the Governnent noved for summary
judgnent arguing that the sisters were not entitled to a refund
because the value of the settlenent trust, if not part of the
stepfather's estate, was part of the nother's estate.!® The
Gover nnent cl ai ned--by way of asserted equitable recoupnent--that
taxes due fromthe nother's estate greatly exceeded the $90, 000
that the sisters were trying to recover. The District Court
granted the Governnent's notion

The sisters filed a tinely notion for reconsideration in
1995, arguing for the first time that equitable recoupnent did
not apply because the case did not involve a single transaction
or an identity of interest as required under the doctrine. The
District Court denied the sisters' notion for reconsideration,
finding that equitable recoupnent applied. The District Court
reasoned that the case involved a single transaction, the
taxation of the settlenent trust, and that the requisite identity
of interest was present because the parties seeking the refund
were the sane parties who received the benefit of a |arger

i nheritance when the nother's estate was not taxed.

The District Court found that at the tine of her death,
the nother had a cause of action against the stepfather for his
fraudul ent conveyances. By converting the nother's asset (her
cause of action) into a sumcertain by settling the claim that
sumwas therefore includable in the nother's gross estate. See
Parker v. United States, 110 F.3d 678, 681 (9th Cir. 1997).
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On appeal, the Court of Appeals for the Ninth Crcuit
accepted the Governnent's concession that the settlenent trust
had been inproperly included in the stepfather's estate.
However, the Court of Appeals concluded that even if the nother's
cl ai m agai nst the stepfather had been includable in her estate,
the Governnent's claimagainst her was tine barred and that bar
coul d not be circunvented by application of the doctrine of
equi t abl e recoupnent because this case involved two or nore
t axpayers, two or nore transactions, no inconsistent treatnent
bet ween them and no equitable reason to deny the sisters their
ref und.

In concluding that the District Court erroneously conbi ned
two or nore separate transactions and anal yzed t hem under the
gui se of taxation of the trust, the Court of Appeals for the
Ninth Crcuit observed that when the Suprene Court declared in

Rot hensies v. Electric Storage Battery Co., 329 U S. at 299, that

equi t abl e recoupnent

"permt[s] a transaction which is nade the subject of
suit by a plaintiff to be examned in all its aspects,
and judgnent to be rendered that does justice in view
of the one transaction as a whole.” * * * This
pronouncenent, however, does not nmean that courts
shoul d unmp together rel ated, but nonethel ess separate
transactions so that the facts of a case can be viewed
as "one transaction as a whole."™ * * * [Parker v.
United States, supra at 684; citation omtted.]

A nunber of factors contributed to the Court of Appeals’

decision in Parker to treat the sisters' matter as involving nore
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than a single transaction. First, neither the nother nor her
estate was a party to the settlenent trust created 4 years after
the nother's death. Second, it was not the creation of the trust
that gave rise to the tax liability that the Governnment clained
existed with respect to the nother's estate. The nother's estate
tax liability existed because she possessed a val uable right when
she died, the claimagainst the stepfather for conversion,

enbezzl enent, and breach of fiduciary duty. The Court of Appeals
for the Ninth Crcuit reasoned that these "transactions" (the

not her's death or the stepfather's tortious conduct giving rise
to the nother's chose in action) were undeni ably separate from
the event giving rise to the sisters' refund claim-the
stepfather's death and the concededly erroneous taxation of his

estate. See Parker v. United States, supra at 684. Wiile the

Court of Appeals conceded that the creation and taxation of the
settlenment trust were in sone ways related to these various
transactions, it found that any factual and arithnmetic |ink

bet ween them was insufficient to enable the Governnment to succeed
inits claimfor recoupnent. See id.

In contrast to Parker, in which the nother was not even a
party to the creation of the settlenent trust, in the case at
hand, petitioner both underval ued and sold the shares of stock
that gave rise to the estate tax deficiency, and the sane

underval uation and sale automatically resulted in petitioner's



- 47 -

realization of excess inconme, and the paynment of excess incone

tax. Therefore, unlike the taxpayer in Rothensies v. Electric

Storage Battery Co., supra, and the Governnent in Parker v.

United States, supra, petitioner is not attenpting to |unp

di stinct transactions separated by many years into a single
t axabl e event. ?°

Any appeal in this case would lie to the Court of Appeals
for the Ninth Crcuit, and we are bound by any deci sion of that

court squarely in point. See &olsen v. Comm ssioner, 54 T.C at

756-757. However, the Court of Appeals did not consider the

preci se i ssue now before us, and both Estate of Harrah v. United

States, 77 F.3d 1122 (9th G r. 1995), and Parker v. United

States, 110 F.3d 678 (9th Cr. 1997), are otherw se

di stingui shable on their facts; Golsen does not apply. See id.
Here, there is nore than a nere |l ogical relationship or

factual and arithnetical |ink between the tax paid on the gain

realized on the shares sold by petitioner and the val uation of

t hose sane shares for the estate tax. Because of the statutory

20\\hen the taxpayer in Rothensies v. Electric Storage
Battery Co., 329 U. S. 296 (1946), brought suit in 1943, the claim
pl eaded as recoupnment was for taxes collected over 20 years
before and barred by statute for over 16 years. See id. at 302-
303. Simlarly, in Parker v. United States, 110 F.3d 678 (9th
Cr. 1997), the settlement trust was created in 1975, 4 years
after the nother's death, and it was a decade |ater before the
Governnment "roused to action"” when the sisters sought the refund
to which they were entitled. See id. at 685. 1In the instant
case, the stock was sold by petitioner in the year imredi ately
foll owi ng decedent's deat h.
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rel ati onshi p between sections 2031 and 1014, there is automatic
causality between the fair market value of shares reported by the
estate and the gain recognized on the sale of the sane property.
The purpose of section 1014 is, in general, to provide a basis
for property acquired froma decedent that is equal to the val ue
pl aced upon such property for purposes of the Federal estate tax.
See sec. 1.1014-1(a), Incone Tax Regs. Once the proper date-of-
death fair market value is established by judicial process and
made subject to the estate tax, it is automatic, under the facts
of this case, that gain has been inproperly subjected to the

i ncone tax. Accordingly, we find that the single transaction,
item or taxable event requirenent is net.

3. | nconsi stent Tr eat nent

Both the estate and the inconme tax depend upon the sane
matter of fact--the fair market value of the shares at the date
of decedent's death. Accordingly, the value existing at
decedent's death is taxed only once. See secs. 1014, 2031.

Wth respect to this issue in Parker v. United States,

supra, the Court of Appeals for the NNnth GCrcuit conpared the
facts of that case, in which there was an erroneous inclusion in

the stepfather's estate and an erroneous failure to assess the

full value of the nother's gross estate, with Bull v. United
States, 295 U. S. 247 (1935), in which the sanme anmount of

partnership profits was taxed as both corpus and incone. See
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Parker v. United States, supra at 685. In Parker, the court

reasoned that while the Governnent's failure to determne a
deficiency in the nother's estate on the basis of the val ue of
the remai nder interest, and the inclusion of the corpus in the
stepfather's estate were both wong, the erroneous tax treatnent
of the separate estates was not the result of inconsistent
theories of taxation as required under the doctrine. See id.
The instant case is clearly distinguishable from Parker v.

United States, supra. In this case, the sane item has been

subj ected to taxation under inconsistent theories, as corpus
under the estate tax and as capital gain under the incone tax.
We conclude that this requirenent is satisfied. See Bull v.

United States, supra at 261; see also Boyle v. United States, 355

F.2d at 236 (treatnent of the same fund as both corpus and incone

provi ded the necessary inconsistency of treatnent).

4. |dentity of |nterest

The courts that have found equitable recoupnent available in
the cases before them have not required absolute identity of
i nterest between the payor of the erroneous overpaynent (or
under paynent where the Governnent asserts recoupnent) and the
reci pient of the recoupnent. However, if the subject transaction

involves two or nore taxpayers, equitable recoupment will not be
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avail abl e unless a sufficient identity of interest exists so that

the taxpayers should be treated as one. See Parker v. United

States, supra at 683.

In the instant case, we find that there is sufficient
identity of interest between petitioner and the payor of the tax
that petitioner seeks to recoup. Decedent's will provides that
the estate taxes are to be paid fromthe residue of the estate,
and petitioner sold stock included in that residue to pay its
estate tax liability. The gain realized on the sales passed
through to the residuary | egatee, March, who reported the gain
and paid the incone tax due. Any adjustnent through recoupnment
w Il benefit only the residuary | egatee, and any distinction of

| egal entities would be purely artificial. See Stone v. Wite,

301 U. S. 532 (1937) (identity of interest between the trust which
paid the tax and the beneficiary who had received the incone);

Estate of Vitt v. United States, 706 F.2d 871, 875 n.3 (8h G

1983) (sufficient identity of interest between the separate
estat es of deceased spouses, because the sane parties
detrinentally affected by the overpaynent of estate tax would

recei ve the proceeds fromrecoupnent); Boyle v. United States,

supra at 236 (sufficient identity of interest between estate that
paid estate tax on accunul ated di vidend arrearages included in
corpus and all the beneficiaries of the estate who |ater were

paid the dividends and liable for the incone tax thereon); United
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States v. Herring, 240 F.2d 225, 228 (4th Cr. 1957) (sufficient

identity between decedent and estate); Bowcut v. United States,

175 F. Supp. 218, 221-222 (D. Mont. 1959) (sane).
To reflect the foregoing,

Decision will be entered

under Rul e 155.

Revi ewed by the Court.

GERBER, WVELLS, COLVIN, HALPERN, BEGHE, CHI ECH , LARO FOLEY,
VASQUEZ, GALE, THORNTON, and MARVEL, JJ., agree with this
maj ority opinion.
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BEGHE, J., concurring: Having joined the majority opinion,
| wite separately to respond to Judge Chabot's argunent that the
structure of our deficiency jurisdiction prohibits us from
appl ying equitable recoupnent to redeterm ne petitioner's estate
tax deficiency.

I n Judge Chabot's view, the sole issue for decision in the

case at hand, as he argued in Estate of Miueller v. Comm ssioner,

101 T.C 551, 565-566 (1993) (Mueller 11), is the valuation of
the Savings and WIlits shares included in decedent's gross
estate. |Inasnmuch as we have perforned that task in Branson |

t he di ssent contends that nothing remains for us to do to
redetermne petitioner's estate tax deficiency. | disagree: CQur
val uations also, as a practical matter, have redeterm ned a
correspondi ng increase in the section 1014(a) basis of the
shares, resulting in the residuary |egatee's tine-barred

over paynment of tax on the sale of the shares.

Working with the definition of "deficiency" in section
6211(a), there is a way in which the residuary |egatee's
overpaynent is taken into account in conputing petitioner's
estate tax deficiency. Wile the approach | suggest requires an
el ement of fictive or "as if" thinking in applying the statute,
bel i eve the grounds for applying equitable recoupnent to the

facts of this case support an interpretation of section 6211(a)
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that allows the residuary | egatee' s overpaynent to be taken into
account in determning petitioner's estate tax deficiency.

As Judge Chabot points out, the Tax Court's task in this
case is to redetermne petitioner's estate tax deficiency, and
"deficiency" is atermof art in Federal taxation that has

speci al significance for our jurisdiction. See Mirphree v.

Commi ssioner, 87 T.C 1309, 1311 (1986); Martz v. Comm ssioner,

77 T.C. 749, 754 (1981); Hannan v. Conm ssioner, 52 T.C. 787, 791

(1969). Section 6211(a) defines "deficiency" as foll ows:
SEC. 6211 DEFI NI TION OF A DEFI Cl ENCY

(a) I'n General.-- For purposes of this title in
the case of income, estate, and gift taxes inposed by
subtitles A and B and exci se taxes inposed by chapters
41, 42, 43, and 44 the term "deficiency” neans the
anount by which the tax inposed by subtitle A or B, or
chapter 41, 42, 43, or 44 exceeds the excess of--

(1) the sum of

(A) the anpbunt shown as the tax by the
t axpayer upon his return, if a return was
made by the taxpayer and an anount was shown
as the tax by the taxpayer thereon, plus

(B) the ambunts previously assessed (or
col |l ected without assessnent) as a
deficiency, over--

(2) the amount of rebates, as defined in
subsection (b)(2), made.

In other words, the deficiency (d) equals the correct tax inposed

(t) less the total tax shown on the return (s) plus prior
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assessnents (a) less rebates (r).? Under this definition, a
deficiency in estate tax will generally result if a taxpayer is
found to have underval ued property included in the gross estate
because an increase in the value of included property wll

i ncrease the anmount of tax inposed by subtitle B. Just as the
anount of the deficiency is affected by the anmount of tax inposed
under subtitle B, it can also be affected by "anounts previously
assessed (or collected wi thout assessnent) as a deficiency", sec.
6211(a)(1)(B), see sec. 1.6211-1(e), Incone Tax Regs., and
rebates made, see sec. 6211(a)(2).

I n appl yi ng equitable recoupnent within the statutory schene
of section 6211(a), we are in effect holding, after concluding
that the residuary | egatee paid too nmuch income tax on
petitioner's gain on the 1992 sales of WIlits and Savi ngs
shares, that petitioner has been assessed an additional anmount of
estate tax wthin the nmeaning of section 6211(a)(1)(B). 1In so
doing, we treat the incone tax overpaynent as if it were a
partial assessnent of the estate tax deficiency. The residuary
| egatee' s i ncome tax overpaynent thereby has the effect of

reduci ng the anount of the estate tax deficiency, not as a bel ow

! Expressed as a mat hematical fornula:
d=t - (s +a-r).
The formul a can al so be expressed as foll ows:

d=(t -s) - (a-r).
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the-line subtraction fromthe deficiency, but as an above-the-
line (negative) elenment of the deficiency itself. See sec.
6211(a)(1)(B)

There is a | ong and honorable tradition of using |egal
fictions to overcone the rigidity of the law in order to nmake the
| egal system function fairly.? A legal fictionis a fal sehood
that is deened to be true for limted purposes designed to bridge
t he gap between concept and reality.® "A doctrine which is
plainly fictitious nust seek its justification in considerations

of social and econom c policy; a doctrine which is nonfictitious

2 See ACLU of M ssissippi, Inc. v. Finch, 638 F.2d 1336,
1340 n.7 (5th Gr. 1981), and texts cited. This case and these
texts conclude that legal fictions can be useful and justified
if enployed with the understandi ng of producer and consuner of
their character as such. See also United States v. Dalm 494
U S 596, 612-623 (1990) (Stevens, J., dissenting), discussed
infra pp. 7-8.

3 In effect, when we engage in a fiction, we
redefine reality to conport with existing | aw as

a nmethod of changing the law to neet newrealities

* * *  This nmethod of adapting the |Iaw to changi ng
ci rcunst ances and perceptions is saved fromabsurdity
by its underlying rationality. * * * when used
properly the legal fictionis a rule of |aw enbodying
an unconceal ed fal sehood at one | evel and a deeper
truth at another nore inportant |evel. The fal sehood
is often nade necessary because of the pre-existing
structure of the law, and is justified (if it is
justified) by the deeper underlying truth contained
wi thin the fal sehood.

MIler, "Liars Should Have Good Menories: Legal Fictions and the
Tax Code", 64 U Colo. L. Rev. 1, 26 n.109 (1993).
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often has spurious self-evidence about it." L. Fuller, Lega
Fictions 71 (1967).°

The concepts of tax "deficiency" and "underpaynent" are
t hensel ves | egal constructs that amount to fictions, inasnuch as
nei ther of them purports to be the anobunt of a petitioner's
remai ni ng obligation to pay tax; they stand in sonewhat the sane
relationship to such obligation as shadows do to the three-

di mensi onal object. However, once a deficiency determ ned by the
Commi ssioner (or redeterm ned by the Tax Court) is assessed, the
deficiency becones a |legal obligation that the Conmm ssioner can
collect, and reality painfully intrudes.

By allowing the residuary | egatee's overpaynent to be taken
into account in determning petitioner's estate tax deficiency,
we do no nore than give effect to the accepted notions that "the
rule of equitable recoupnent permts recovery of an otherw se
barred claimby resort to the fiction that the overpaynent is a
credit or defense against a |later asserted tax liability for a
year open to suit" and that "The doctrine of equitable recoupnent
utilizes the fiction of a tax credit or defense to liability for
a year open to suit to avoid violation of the statutory schene

providing for finality of tax determnations.”" Holzer v. United

4 Originally published in slightly different formin three
parts in 25 IIl. L. Rev. 363, 513, 865 (1930-31).
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States, 250 F. Supp. 875, 877-878 (E.D. Ws. 1966), affd. per
curiam 367 F.2d 822 (7th Cir. 1966).

"[T] he Suprene Court has explicitly and repeatedly stated
that it is sonetines appropriate to interpret statutes in a
manner inconsistent with their literal |anguage." Zel enak,
"Thi nki ng About Nonliteral Interpretations of the Internal
Revenue Code", 64 N.C. L. Rev. 623, 631 (1986). Zel enak notes,
id. at 624, that in the preceding 4 years the Suprene Court had
deci ded at | east four tax cases by adopting on confirmng a
nonliteral interpretation of the Code.®

Simlarly, the "two wongs nake a right" character of
equi tabl e recoupnent, see WIllis, "Sone Limts of Equitable
Recoupnent, Tax Mtigation, and Res Judicata: Reflections

Pronpted by Chertkof v. United States," 38 Tax Law. 625 (1985),

enphasi zes that "Recoupnent, rather than extending the statute of
limtations to correct a perceived injustice, permts a wonged
party to recoup the |loss against a sumstill open to litigation."
Id. at 633. In so doing, recoupnent uses the legal fiction that
the recoupnent claimis an elenent in the conputation of the tax
subject to the tinely claim rather than the tine-barred tax.

The "two wongs make a right" notion signifies that where an

5 Gting and di scussing Paul sen v. Comm ssioner, 469 U. S.
131 (1985); Bob Jones Univ. v. United States, 461 U S. 574
(1983); Comm ssioner v. Tufts, 461 U S. 300 (1983); Hi llsboro
Natl. Bank v. Comm ssioner, 460 U.S. 370 (1983).
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earlier matter has received erroneous tax treatnent,

"[recoupnent] does not correct the wong, as does the mtigation
statute, but instead causes a later matter to be equally wong in
the opposite direction."™ [|d.

As Justice Stevens observed in his dissent in United States

v. Dalm 494 U S. 596, 612-623 (1990), the Suprene Court in Bul

v. United States, 295 U S. 247 (1935), could have taken the

strict viewthat the statute of limtations barred the taxpayer's
claim but instead "avoided that unjust result” by construing the
plaintiff's rights in a Federal tax refund suit by reference to

t hose of a defendant, thereby proceeding "under * * * the
presunption that for every right there should be a renedy."”

United States v. Dalm supra at 616-617. Acknow edgi ng that

treating a plaintiff |like a defendant "so as to permt, in
effect, the equitable tolling of the limtations period" was
perhaps "an unusually flexible treatnent of |egal categories,"”
Justice Stevens observed that such treatnment was "nothing nore
than the necessary expression of an exception to a generally
appropriate definition", an exception that had received the

status of a legal rule under Bull. |d. at 618. See Ti erney,

"Equi t abl e Recoupnent Revisited: The Scope of the Doctrine

Revisited in Federal Tax Cases after United States v. Dalm" 80

Ky. L.J. 95, 131-165 (1992).
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In Mueller 11, we opined that we have authority to apply

equi tabl e recoupnent in a case over which we have jurisdiction;

in Estate of Mueller v. Comm ssioner, 107 T.C. 203 (1996)
(Mueller 1'11), we held, consistent with the view of the majority

in United States v. Dalm supra, that equitable recoupnent is

properly confined to its traditional role as an affirmative
defense.® Having held in the case at hand that the requirenents
of equitable recoupnent have been satisfied, our application of
t he doctrine does no nore violence to the structure of section
6211(a) than the availability of equitable recoupnent in the

refund foruns does to the I nternal Revenue Code as a whol e.

 Thi s observation serves to distinguish equitable
recoupnent and the case at hand from Conmi ssioner v. Lundy, 516
U S. 235 (1996).
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LARO, J., concurring: The United States Tax Court is a
court of law that, like the United States District Courts, has
the authority to apply equitable principles such as equitable
recoupnent. The majority holds as nmuch, and | agree. | wite
separately to enphasize the fact that this Court, although
different fromDistrict Courts in a few regards, the nost obvious
of which is that District Courts were created under Article |11
of the U S. Constitution whereas this Court was created under
Article | of the U S. Constitution, is a court of |aw that has
the authority to apply all of the judicial powers of a District
Court.

This Court's predecessors, nanely, the Board of Tax Appeal s
and the Tax Court of the United States, were not courts of |aw,
and they did not possess the judicial powers of a District Court.
This Court's predecessors were i ndependent agencies in the
executive branch of the Federal Governnent, and, as such, their
powers were limted to those powers conferred upon them by the

executive branch. See Commi ssioner v. Gooch MIIling & El evat or

Co., 320 U S. 418 (1943); AOd Colony Trust Co. v. Conm ssioner,

279 U.S. 716, 725 (1929). The fact that this Court's
predecessors were executive agencies and not courts of |aw nade
them fundanentally different fromthe District Courts. The fact
that this Court’s predecessors were executive agencies and not

courts of |aw nmade them fundanmentally different fromthis Court.
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Fol |l owi ng the passage of the Tax Reform Act of 1969 (1969
Act), Pub. L. 91-172, sec. 951, 83 Stat. 730, the United States
Tax Court is the functional equivalent of a District Court. See
sec. 951 of the 1969 Act, 83 Stat. 730. See also Freytag v.
Commi ssioner, 501 U. S. 868, 890-891 (1991). Through the 1969

Act, Congress changed the status of this Court from an

"I ndependent agency in the Executive Branch of the Governnent" to
a "court of record" "established * * * under Article |I of the
Constitution of the United States". See sec. 7441 before and

after anmendnent by the 1969 Act; see also Freytag v.

Conmmi ssi oner, supra at 890-891. Congress established the United

States Tax Court through a constitutionally perm ssible exercise

of its Article | powers. See Freytag v. Conm sSsioner, supra.

The United States Tax Court, as established by Congress under the
1969 Act, sits as a District Courtlike tribunal that "exercises a
portion of the judicial power of the United States * * * * * *
to the exclusion of any other function". 1d. at 891. This
Court's judicial power allows the Court to decide cases w thout
undue i nfluence fromeither the executive or |egislative branch.

See id. at 890-891; Roberts v. Conmm ssioner, 175 F.3d 889 (11th

Cr. 1999); see also Burns, Stix Friedman & Co. v. Conm SSioner,

57 T.C. 392, 395 (1971), wherein the Court stated:

It is clear fromthe statutory | anguage and the Senate
commttee report (S. Rept. No. 91-552, 91st Cong., 1st
Sess., p. 302, 1969-3 C.B. 614) that Congress renoved
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the Tax Court fromthe Executive Branch and established

it as an article | court primarily for the purpose of

recognizing its status as a judicial body and di sposing

of any problens that its status as an executive agency

sitting in judgnent on anot her executive agency m ght pose.
This Court's District Courtlike status neans that the Court's
deci sions are subject to review only by a Federal appellate
court. See sec. 7482(a) ("The United States Courts of Appeals
* * * shall have exclusive jurisdiction to review the decisions
of the Tax Court * * * in the sane manner and to the sanme extent
as decisions of the district courts in civil actions tried
w thout a jury").

Appel l ate courts have repeatedly applied the | aw that
preceded the 1969 Act to hold that the predecessors of the United
States Tax Court were not courts of |aw and, nore inportantly,

that these predecessors |acked judicial powers. |In Lasky v.

Comm ssioner, 235 F.2d 97 (9th Cr. 1956), affd. per curiam

352 U. S. 1027 (1957), for exanple, the Court of Appeals for the
Ninth Grcuit held that the Tax Court of the United States,
unlike a District Court, was without authority to vacate a final
decision. The Ninth Grcuit reasoned that the Tax Court of the
United States was "not a court at all but nerely an

adm ni strative agency”. 1d. at 98; accord Swall v. Conm ssioner,

122 F. 2d 324 (1st Gr. 1941); Sweet v. Conmm ssioner, 120 F.2d 77

(st Gr. 1941). Oher appellate courts had ruled simlarly,

applying the sane reasoning. See, e.g., Wite' s WII v.
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Comm ssioner, 142 F.2d 746 (3d Cir. 1944), affg. 40 B.T.A. 664

(1939); Monjar v. Conm ssioner, 140 F.2d 263 (2d Cr. 1944),

affg. an unreported Order of the Board of Tax Appeals; Denholm &

McKay Co. v. Conm ssioner, 132 F.2d 243 (1st G r. 1942), vacating

41 B. T. A 986 (1940) and reinstating 39 B.T. A 767 (1939); see

al so Helvering v. Northern Coal Co., 293 U S. 191 (1934).

These prior cases do not address the current status of this
Court as a court of law that performs exclusively judicial
functions. None of these cases, therefore, has any bearing on
the types of powers that this Court is authorized to exercise in
perform ng our judicial functions. The Suprene Court
acknow edged so nmuch in Freytag when the Court held that Congress
constitutionally established the United States Tax Court as a
court of law that "[exercises] judicial power and perforns]
exclusively judicial functions" and, in so holding, rejected the
Comm ssioner's argunent that the 1969 Act "sinply changed the
status of the Tax Court within * * * [the executive] branch."

Freytag v. Comm ssioner, supra at 885, 892. It naturally follows

from Congress' elevation of this Court to an "exclusively
judicial"™ court that this Court possesses all of the inherent
powers of the judiciary and that this Court's |egal and equitable
powers are dianetrically different fromthis Court's executive

agency predecessors which w el ded executive powers only.
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The Suprenme Court has recently stated in dictumthat the
United States Tax Court | acks "general equitable powers". See

Comm ssioner v. MCoy, 484 U S. 3, 7 (1987) (per curiam. Wen

taken in context, this statenent is not remarkable. Nor is it

i nconsistent with the view of this Court as to our ability to
exercise District Courtlike equitable powers. The context of the
Suprene Court's statenent in McCoy indicates clearly that the
Court was nerely applying the well-settled rule that no court of

| aw may ignore the express intent of Congress as to the
inposition of interest and penalties. See id.; see also Flight

Att endants Agai nst UAL O fset v. Conm ssioner, 165 F.3d 572, 578

(7th CGr. 1999) ("In context, the Suprene Court's dictumin

Comm ssioner v. MCoy, 484 U. S 3, 7, 98 L. Ed. 2d 2, 108 S. C

217 (1987) (per curiam, that the Tax Court |acks 'general
equi tabl e powers' neans only that the Tax Court is not enpowered
to override statutory limts on its power by forgiving interest
and penalties that Congress has inposed for nonpaynment of
taxes--but then no court is, unless the inposition would be
unconstitutional."). |In fact, the Court nmade no nention of MCoy
when it decided Freytag 4 years |later

In sum Congress, through the 1969 Act, elevated the status
of this Court to a court of law, and the Suprene Court in Freytag
hel d that Congress' action was constitutional. As a Federal

court of law, this Court naturally possesses the inherent powers
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of any other Federal court of law, e.g., the Federal D strict
Courts, including the power to apply equitable principles such as
equi tabl e recoupnent. Because the Court holds as nuch today, |
concur in our decision.

PARR, FOLEY, VASQUEZ, THORNTON, and MARVEL, JJ., agree with
this concurring opinion.
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CHABOT, J., dissenting: The mgjority hold that this Court
has authority to apply the doctrine of equitable recoupnent and
"that petitioner is entitled to recoup the residuary |egatee's
excessi ve paynent of incone tax against the estate tax
deficiency." Supra mapjority op. pp. 2-3. For the reasons set

forth in ny dissent in Estate of Mieller v. Conmm ssioner, 101

T.C 551, 565-571 (1993) (Mueller 11), | respectfully dissent.

The majority opinion and Judge Laro's concurring opinion do
not attenpt to deal with the substance of that dissent; instead,
they focus on this Court's status as a Court, as a result of the
amendnents made by the Tax Reform Act of 1969 (TRA '69), Pub. L.
91-172, sec. 951, 83 Stat. 730. | amwell aware of the text of
TRA '69, its legislative history, and the Congress' intentions.
| amsatisfied that there is nothing in the materials consi dered
by or generated by the Congress in connection with TRA '69 that
speaks to the issue of equitable recoupnent; however, it is clear
that the Congress did not intend to make this Court an "Article
11 court”.

Firstly, clearly, this Court is a court.

Secondly, this Court is not a Federal District Court. This
Court is a Federal trial court, like the District Courts, and
must abi de by the same Federal Rul es of Evidence. However this
Court has statutory authority to prescribe its own Rul es of

Practice and Procedure (sec. 7453), which in nmany respects are
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different fromthe Federal Rules of Civil Procedure. This Court
has statutorily prescribed deficiency jurisdiction, which the
District Courts do not have; the District Courts have refund
jurisdiction, which this Court does not have (except where an
overpaynent is developed in a case that began as a deficiency
case, or in a "TEFRA partnership”" or S corporation case). This
Court has devel oped the "Law ence doctrine", nodified by the

"l sen doctrine", as described in Lardas v. Conm ssi oner, 99

T.C 490, 493-495 (1992), which does not have a practi cal
counterpart in the District Courts. This Court's burden of proof
rules in deficiency cases differ in sone respects fromthose
applicable in refund cases in the District Courts. See in this

connection Helvering v. Taylor, 293 U S. 507, 514 (1935). As to

other differences between this Court and the District Courts, see

Comm ssioner v. Lundy, 516 U.S. 235, 244-245, 252 (1996).

Thirdly, as to the critical dispute in the instant case,
this Court and the District Courts differ in their statutory
powers in such a way that equitable recoupnent fits what the
District Courts do (decide directly how nuch, including interest,
the Governnment nust pay to the taxpayer, or vice versa) and does
not fit what this Court does, redeterm ne the anmount of the
deficiency, if any, which is nmerely one factor in how nuch nust

be pai d.
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Fourthly, nothing in the concepts of a "court", or a "court
of law', makes equitable recoupnent an essential characteristic
of a court, or of a court of |aw

My position remains that we are to resolve those matters
whi ch affect the anbunt of the estate tax deficiency to be set
forth on the decision docunent we enter in the instant case.
Equi t abl e recoupnment does not affect any of the elenents of the
deficiency, as statutorily defined, and so does not affect the
deci sion we enter. Judge Beghe's concurring opinion does deal
with this Court's deficiency jurisdiction, which is the only
jurisdiction that brings the instant case before us. Judge
Beghe’ s concurring opinion suggests a route by which the square
peg of recoupnent could be squeezed into the round hole of the
statutory definition of deficiency.?

However, several aspects of this suggested route renmain to
be paved. Firstly, "deficiency" and "underpaynent” are defined
terms. Secs. 6211, 6664(a). They are not legal fictions. The
anount, if any, that a taxpayer may have to pay to the Governnent
may well be different fromthe anmount of the deficiency or any
under paynent .

Secondly, the Suprenme Court has recently indicated that, as

to the Tax Court, the statute of limtations (the major

! This imagery is generally thought to have originated in
Sidney Smth's reference to “a square person has squeezed hinself
into the round hole.” Sketches of Mral Philosophy (1850).
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i npedi ment that equitable recoupnent is designed to circunvent)

must be given a strict application, and the equities are

unavai ling. See Comm ssioner v. Lundy, 516 U S. 235 (1996).
Thus, this Court was barred from hol ding that Lundy overpaid his
i ncone taxes even if his claimfor refund woul d have been tinely
ina District Court. See id. at 251-253 (mpjority op.), 253-254,
263 (Thomas, J., dissenting). Also, Lundy |ost even though it
was clear that Lundy and his wi fe had substantially overpaid
their income taxes. See id. at 237. Lundy did not involve the
st al eness, m ssing docunents, and faded nenories that statutes of
limtations are generally established to guard against. The
majority of the Suprenme Court determ ned that there was no room
for legal fictions suggested by Justices Thonas and Stevens, the
Court of Appeals for the Fourth Grcuit, or Lundy's counsel, to
correct this obvious injustice, and the Governnent was permtted
to hold onto the Lundys' overpaid taxes solely because of the
text of the then-applicable statute of limtations. O course,
Lundy’ s situation does not fit into the current nold of equitable
recoupnent. The rel evance of Lundy to our discussion is the
Suprenme Court’s focus on the details of statutory grants and
[imtations of power and jurisdiction, and that Court’s
reluctance to nodify the strictness of the statute even to

correct an obvious injustice.
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Thirdly, Judge Beghe's concurrence relies on the anal ysis of

equi tabl e recoupnent in Justice Stevens' dissent in United States

v. Dalm 494 U S. 596, 612-623 (1990). Although nuch
under st andi ng may be gl eaned from a distinguished jurist's
dissent, the fact remains that the dissent is what the Suprene
Court's majority rejected.

COHEN and WHALEN, JJ. agree with this dissent.



