
FEDERAL TAXATION

BY SiINEN, B. WII.LIA\IS*

During the surevey period, the Fifth Circuit Court of Appeals decided
sixty-two cases in the area of taxation; regular opinions were rendered
in forty-six cases and the remaining sixteen cases were per curiam
decisions. Eleven of the cases reviewed originated in the United States
Tax Court and the remaining fifty-one cases came up from the various
United States District Courts.' Only ten of the cases had been decided by
jury verdict and of that number five were criminal tax cases.

Texas predictably furnished the majority of the cases which were
reviewed. Twenty-five district court cases and seven tax court cases
originated in Texas. Florida, running a respectable second, furnished
nineteen district court cases; Alabama furnished two district court cases
and two tax court cases; Louisiana furnished one district court case and
two tax court cases; Mississippi and Georgia each furnished two district
court cases.

Of the sixty-two cases reviewed, the court of appeals reversed (and in
most instances remanded) on one or more issues in a total of twenty-one
cases. The tax court accounted for three of the twenty-one reversals and
the district courts accounted for the remaining eighteen. Only one of the
cases decided by jury verdict was reversed. Some difficulty is
encountered in scoring results on appeal because of cross appeals and
split decisions on multi-issue cases. Nevertheless, it can be said with a
fair degree of accuracy that in the cases in which the government
prevailed at the trial court level, it was affirmed in thirty-two and
reversed on one or more issues in only eight cases. Of the cases in which
the taxpayer had prevailed at trial level, he prevailed in nine cases on
appeal and was reversed on one or more issues in thirteen cases.

The substantially greater number of successes enjoyed by the
government on appeal both as the appellee and appellant is indicative of
the care exercised by the government in selecting cases for appeal. At the
appellate level, the government's primary interest lies with establishing

* A.B.. Mercer University, LL.B. Walter F. George School of Law, Mercer University; LL.M.

(Taxation), Georgetown University; formerly Trial Attorney, Internal Revenue Service and Tax
Division, U.S. Department of Justice; Associate in Firm of Adams, O'Neal, Thornton, Hemingway

& McKenney; member of Georgia Bar.
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and in some instances in avoiding a precedent with respect to specific
issues. This appeals policy necessarily has considerable impact upon the
government's settlement policies. Thus, satisfactory compromises are
sometimes made with the government at the appellate level regardless of
results at the trial level and notwithstanding previous unsuccessful
atterpts at compromise. Because of this, many cases and issues which
the court would otherwise have to decide never reach appeal. Conversely,
it is impossible to compromise certain issues at any level
notwithstanding the ostensible weakness of the government's position.

The following table reflects the origin of each of the cases decided
during the survey period as well as the members of the panel who decided
the case, the authors of the regular decisions, the results on appeal and a
brief description of the matters involved.

While categorization of the decisions must be largely arbitrary, for
convenience the cases will be segregated for discussion under the
following topics: Taxation of Corporations and Shareholders, Estate
Tax, Miscallaneous Tax Issues, Procedural and Nonsubstantive
Matters, and Criminal Tax Matters.

TAXATION OF CORPORATIONS AND SHAREHOLDERS

A. Multiple Surtax Exemptions.

Four cases were decided involving the commissioner's application of
Section 269 of the Internal Revenue Code of 1954 to disallow separate
surtax exemptions to each of several commonly controlled
corporations.2 The court left no doubt that in its view such
determinations raise basically factual issues and that the fact-finders'

2. References to the Internal Revenue Code are to the Code of 1954 unless indicated otherwise.
The tax on corporate income is composed of a normal tax on the entire taxable income and a

surtax on the excess income over a surtax exemption of $25,000. A surtax exemption operates to
shield $25,000 of a corporation's taxable income from the surtax and, at the present surtax rate, is
worth $6,500 in tax savings. As will be noted below, the 1969 Reform Act made substantial
modifications in the area of multiple surtax exemptions. Prior to the 1969 Reform Act, the
commissioner's statutory weapons against multiple surtax exemptions consisted primarily of
Sections 269, 1551 and 1561-1563. Section 1551 disallows the surtax exemption and the
accumulated earnings tax credit to certain corporations to which a transfer of property is made
where a "major purpose" of the transfer is the securing of such exemption or credit. Section 1561
provides that only one surtax exemption is allowable to a controlled group of corporations. Section
1562 provides that a controlled group may elect not to have Section 1561 apply, so that each
component member may, by paying a penalty tax equal to 6% of that part of taxable income which
is not in excess of $25,000, become entitled to its own $25,000 surtax exemption unless such
exemption is disallowed by Section 269, Section 155 1, or some other overriding provision. The 1969
Reform Act phases out this privilege.

[Vol. 21
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conclusions should ordinarily not be set aside. Section 269 provides inter
alia that if any person acquires control of a corporation and "the
principal purpose for which such acquisition was made is evasion or
avoidance of federal income tax by securing the benefit of a deduction,
credit, or other allowance which such person or corporation would not
otherwise enjoy, then the secretary or his delegate may disallow such
deduction, credit or other allowance." Control under the statute means
ownership of stock possessing at least 50% of the total voting power of
all classes of stock entitled to vote or at least 50% of the total value of
shares of all classes of stock of the corporation.

Green Light Co. v. United States3 and Airport Grove Corp. of Polk
County v. United States,' both decided in the government's favor at the
trial court level by directed verdict, were reversed and remanded for new
trials. Testimony had been offered -in Green Light that the multiple
corporations had been formed in order to insulate the assets of the
business from "product liability claims" rather than for the principal
purpose of tax evasion or avoidance. In Airport Grove, testimony was
offered that each of fifteen citrus groves was incorporated separately in
order to facilitate the future abandonment of particular groves if
necessary, to achieve limited liability, and to facilitate estate planning
for the stockholders. The determination of "principal purpose" as used
in Section 269 presents essentially a factual issue. The testimony
presented at the trial was held to be sufficient to create ajury question in
both cases.

Bay Sound Transportation Co. v. United States ,5 a non-jury case, was
reversed and remanded because the trial court had mistakenly decided
the case under Section 1551 rather than Section 269. Since the
undisputed facts established that Section 1551 could not be applicable,
the case was remanded for a determination under Section 269.

In Bobsee Corp. v. United States,' another orange grove case
involving multiple corporations, the-taxpayer argued that the trial court
should have directed a verdict. Consistent with its earlier decisions, the
court held that the trial court correctly submitted the issue to the jury
and further that the jury was free to reject, as it did, taxpayer testimony
that legitimate business purposes motivated the creation of the multiple
corporations. The burden of proof on the issue was held to be on the
taxpayer notwithstanding the Second Circuit's apparent view to the

3. 405 F.2d 1068 (5th Cir. 1969).
4. 408 F.2d 810 (5th Cir. 1969).
5. 410 F.2d 505 (5th Cir. 1969). Cert. den. 90 S. Ct. 263.
6. 411 F.2d 231 (5th Cir. 1969).
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contrary.7 Apparently, Bobsee is the first case decided by the Fifth
Circuit in which a taxpayer contended that Section 269 is inapplicable to
the creation of corporations. The court, following the Eighth Circuit's
holding in James Realty Co. v. United States8 predictably found the
section applicable to the creation of corporations.

The 1969 Tax Reform Act significantly curtails the advantages of
multiple corporations and will undoubtedly eliminate most of the
litigation in the area. Under the Reform Act, component members of a
"controlled group" of corporations will be limited to one surtax
exemption, one accumulated earnings exemption and in the case of life
insurance companies, one "small-business deduction." 9 These changes
are to be phased in ratably over a period of six years beginning with
1970. Under the 1969 Reform Act, the definition of "controlled group"
is expanded to include brother-sister corporations, 80% owned by five or
fewer persons where 50% is owned in the same proportion. The definition
of "controlled group" with regard to parent-subsidiary groups and
combined groups remains the same (i.e. controlled groups of
corporations are essentially those with 80% common ownership). 0

B. Debt-Equity Cases.

Few corporate tax issues down through the years have received as
much repeated attention from the court as that of distinguishing
equitable ownership interest in a corporation from corporate
indebtedness. While the courts have established various criteria for
making debt and equity classifications, the very nature of the issue
makes it unsusceptible to a uniform solution. The problem is not
simplified by the fact that in some cases the court gives certain of its
established criteria considerable weight and in other cases, little or not
weight." The issue usually arises in the context of disallowed interest

7. Dorba Homes, Inc. v. Commissioner, 403 F.2d 502 (2d Cir. 1968).
8. 280 F.2d 394 (8th Cir. 1969).
9. Int. Rev. Code of1954, ammended 1969, § 1561.
10. Id. at § 1563.
II. These factors have been enumerated with some specificity as follows:

"(I) the names given to the certificates evidencing the indebtedness; (2) the presence of
absence of a maturity date; (3) the source of the payments; (4) the right to enforce the
payment of principal and interest; (5) participation in management; (6) a status equal to
or inferior to that of regular corporate creditors; (7) the intent of the parties; (8) 'thin' or
adequate capitalization; (9) identity of interest between creditor and stockholder; (10)
payment of interest only out of 'dividend' money; (II) the ability of the corporation to
obtain loans from outside lending institutions."

Montclair, Inc. v. Commissioner, 318 F.2d 38 (5th Cir. 1963). To this already comprehensive list
other courts have added such criteria as (I) the extent to which the initial advances were used to

[Vol. 21
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expense deductions claimed by the corporate taxpayer for payments to
its stockholders on purported corporate indebtedness. The government's
theory in disallowing the claimed deduction, of course, is that the
indebtedness represents equitable ownership and that the distribution is
in fact a nondeductible dividend. The issue also results from a

government determination that retirement of purported corporate
indebtedness in fact represents a dividend distribution.

Berkowitz v. United States" and Tyler v. Tomlinson 3 both arose
because of interest deduction disallowances. In Berkowitz, a jury had

found in the taxpayer's favor but the trial judge granted the
government's motion for J.N.O.V. and the court of appeals affirmed.
Testimony by the shareholders with respect to their intent was held not
to be controlling although entitled to some weight. The trial court
correctly determined as a matter of law that the undisputed operative
facts added up to equity. The high debt-equity ratio (21 to I) without
considering outside indebtednesses, the necessity for immediate advances
after incorporation to get the business off the ground, the absence of any
fund or source from which the advances could be repaid other than from
the income of the business, and the failure of the corporation to make
timely payments on the notes were of key significance. Tyler v.
Tomlinson also involved a high debt-equity ratio (7 to I), stockholder
notes which were subordinated to all corporate creditors, inconsistency
of interest payments, stock owned in the same proportion as the
purported indebtedness and other indicia of equity. The court held that
little weight should be given to evidence of subjective intent to create an
indebtedness. Judge Goldberg while attempting to reconcile many of the
court's earlier decisions on the issue nevertheless aptly noted, "[T]his
field of the law continues to defy symmetry. 4

Harlan v. United States5 involved a life insurance company formed
under state laws which required the company to maintain a surplus equal
to one-half of paid-in capital. The taxpayer advanced the amount of the
surplus requirement and received an interest-bearing note payable on
demand. The note contained a provision that it would mature and
become payable only at such time as the surplus funds of the corporation

acquire capital assets, Janeway v. Commissioner, 147 F.2d 602 (2nd Cir. 1945); and (2) the failure

of the debtor to pay on the due date or to seek a postponement, Commissioner v. Meridian &
Thirteenth Realty Co., 132 F.2d 182 (7th Cir. 1942).

12. 411 F.2d818 (5thCir. 1969).
13. 414 F.2d844 (5thCir. 1969).
14. Id. at 844,847.
15. 409 F.2d 904 (5th Cir. 1969).

1970]
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exceeded the minimum surplus requirements. The court of appeals
affirmed the district court's decision for the taxpayer. Factors favoring
the debt classification included the form of the instrument, the fact that
surplus notes had widely been used and treated as debts in the insurance
industry, the favorable debt-equity ratio (I to 2), the lack of
subordination of noteholders' rights to the general creditors, and
testimony of taxpayer's intent that the surplus notes be considered as
genuine debts rather than capital contributions. Intent, said the court,
while not a controlling factor, is a relevant consideration where the debt
instruments contain any ambiguity. Apparently, intent is irrelevant
unless the instruments contain ambiguity. "

In the 1969 Reform Act, Congress enacted Section 385 of the Internal
Revenue Code which was intended to alleviate some of the problems of
classification in the debt-equity area. Section 385 authorizes the
secretary or his delegate to prescribe regulations necessary or
appropriate to determine whether an interest in a corporation is to be
treated as stock or indebtedness. The code section specifies that.

The factors so set forth in the regulation may include among other
factors: (I) whether there is a written, unconditional promise to pay on
demand or on a specified date a certain amount in money in return for
an adequate consideration in money or money's worth and to pay a
fixed rate of interest, (2) whether there is subordination to or preference
over any indebtedness of the corporation, (3) the ratio of debt to equity
of the corporation, (4) whether there is convertibility into the stock of
the corporation and (5) the relationship between holdings of stock in
the corporation and holdings of the interest in question. 7

Thus the regulations will provide substantially the same basic criteria
for classification that the courts have established. It remains to be seen
whether the regulations will do much, if anything, to alleviate this
difficult problem.

C. Stockholder Losses.

Section 1244 of the Internal Revenue Code provides an exception to
the general rule that a loss incurred on capital stock is deductible in a
single year only to the extent of capital gains plus $1,000 of ordinary
income. Under Section 1244 an individual or a partnership may treat a
loss on qualifying stock as an ordinary loss up to $25,000 in the case of

16. United States v. Snyder Brothers Co., 367 F.2d 980 (5th Cir. 1966).
17. 26 U.S.C.A. § 385(b) (1970).

[Vol. 21



an individual or $50,000 in the case of a husband and wife filling a joint
return. In order to qualify, the stock must be issued by a domestic
corporation under a plan adopted after June 30, 1958, to offer such stock
for a period specified in the plan, ending not later than two years after
the date the plan was adopted. The corporation must also be a small
business corporation as defined by the code."8 Most smaller corporations
can qualify under the section; however, care must be exercised in meeting
the formal requirements of the code and regulations. Spillers v.

Commissioner'9 illustrates the need for a carefully drafted Section 1244
plan. There, the corporate resolution which provided for the issuance of
stock, made no provision for a date beyond which stock could not be
issued; the stock in question became worthless within two years of the
plan and no other stock was in fact ever issued. The court affirmed the
tax court's decision for the commissioner; the failure of the plan to
provide for termination within the two year period was fatal. Unless the
statutory requirements are shown to exist at the time the plan is adopted
and the stock is issued, the stock cannot qualify for Section 1244
treatment.

In Bruce v. United States2" the first three issues of stock by a
corporation failed to qualify under Section 0244 also because the plan
did not provide for a specific termination date. The last stock issue did
not qualify because it was made while the corporation was in the process
of liquidation. The court, affirming the district court decision per
curiam, noted that Section 1244 is designed to encourage the flow of risk
capital into an operating business and not to provide a means by which
unused losses may be reduced when liquidation or failure has become a
certainty.

Genecov v. United States"' involved a determination as to the year
that stock became worthless for purposes of claiming a deduction under
Section 165(g) of the Internal Revenue Code. The court of appeals
affirmed a district court decision in favor of the government under the
clearly erroneous rule.2 2 The court restated the general rule that stock is
not worthless until the last vestige of value has disappeared. The loss
must be evidenced by closed and completed transactions which are fixed
by identifiable events. A decision to terminate the business or liquidate
the corporation, however, is a clearly identifiable event and in Genevoc

18. See, Int. rev. Code of 1954, § 1244(c)(2).
19. 407 F.2d 530 (5th Cir. 1969).
20. 409 F.2d 1317 (5th Cir. 1969).
21. 412 F.2d 556 (5th Cir. 1969).
22. Fed. R. Cir. P. 52(a).
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the identifiable event occurred prior to the year in issue. The issue is
strictly factual.

D. Professional Corporation.

Kurzner v. United States2 3 effectively sealed the doom to the
Treasury's fight of many years to deny corporate treatment to properly
organized and operating professional organizations. Following the
Tenth Circuit's decision in Empey v. United States, 24 and the Sixth
Circuit's decision in United States v. O'Neill,25 the court ruled Treasury
Regulations Section 301.7701-2 (h) invalid and held that a professional
corporation formed by an orthopedic surgeon under Florida's
Professional Corporation Act would be treated as a corporation for tax
purposes. In Kurzner, the corporation was essentially a two-man
operation. Shortly after the Kurzner decision was affirmed, the court
affirmed per curiarn Holder v. United States26 a case which involved a
large medical group organized under the Georgia Professional
Association Act and operating in LaGrange, Georgia." With three
circuits now emphatically opposed to its position, the government
ejected not to file petitions for certiorari in any of the cases and on
August 8, 1969, the Treasury Department issued TIR 1019 indicating
that it would no longer litigate the question of whether a properly
organized professional group could be taxed as a corporation. Several
months later, the Internal Revenue Service formalized the surrender in
Revenue Ruling 70-101 which stated that professional service
organizations formed under specified state professional association or
corporation statutes would generally be treated as corporations for tax
purposes. Nevertheless, it is clear that the Revenue Service will carefully
scrutinize professional corporations and that a professional organization
will be required to operate as a corporation if it is to be taxed as a
corporation. This point was vividly illustrated recently in Roubik v.
Comnissioner,2 8 a tax court case, and perhaps significantly the tax
court's first encounter with a professional corporation. There, income

23. 413 F.2d 97 (5th Cir. 1969).
24. 406 F.2d 157 (10th Cir. 1969).
25. 410 F.2d 888 (6th Cir. 1969).
26. 412 F.2d 1189 (5th Cir. 1969).
27. Ga. Code Ann. §§ 84-4301 to 84-4318. Georgia recently enacted a new act entitled Georgia

Professional Corporation Act which enables a single practitioner to form a professional
corporation, Ga. Laws 1970, p. 243. The Act specifically authorizes professional associations
organized under Ga. Code Ann. § 84-43 to continue to perform services under that Act.

28. 53 T.C. No. 36 (Dec. 12, 1969).
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was taxed directly to shareholder physicians who had formed a

professional medical corporation under an appropriate state statute. The

physicians, while purporting to practice under the corporate form,

actually continued the individual practice of medicine and failed to meet

and observe the basic formalities and operational functions peculiar to

corporations; the income was taxed directly to the stockholders under

assignment of income principles.

E. Constructive Dividends and Business Expense Deductions.

Although a disbursement by a corporation which inures to the benefit

of its stockholders may under certain circumstances avoid dividend

classification, this does not necessarily mean that the disbursement will

qualify as a deductible item in computing the corporation's taxable

income. On the other hand dividend classification absolutely precludes

any deduction for purposes of computing the corporation's taxable

income. United States v. Smith29 involved the tax treatment to both a

corporation and its stockholders for payments made by the corporation

is discharge of a judgment outstanding against the stockholders. The

corporation had been formed by members of a dissolved partnership

which transferred its assets to the corporation in exchange for all the

outstanding stock. After incorporation, the stockholders were advised

by counsel that the former partnership assets could nevertheless be

reached by their judgment creditor; the stockholders thereafter caused

the corporation to pay the judgment. The trial court sustained the

commissioner's disallowance of the claimed business expense deduction

for the payment and treated the payment as a constructive dividend to

the stockholders. The court of appeals reversed and remanded with

instructions for the trial court to determine whether the corporation had

assumed the obligation in connection with the acquisition of the

partnership property. If the liabilities were in fact assumed, the payment

should not be classified as a dividend; if the corporation did not assume

the liabilities, the gratuitous payment of the stockholders' liabilities

conferred an economic benefit on the stockholders, which constitutes a

constructive dividend regardless of any legitimate business purposes the

corporation might have had for making the payment. If the payment

was a dividend to the stockholders, it could not be deducted by the

corporation. The case was also remanded for a factual determination

with respect to the business expense issue in the event that no dividend

29. 418 F.2d 589 (5th Cir. 1969).
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treatment was determined. The court instructed the trial court that a
finding that the payment was not a constructive dividend, would not
make the payment a deductible business expense. In resolving the
business expense issue, the district court was directed to focus upon the
reasons for the corporation's assumption of the obligations if they were
in fact assumed. If the obligations were assumed for the primary purpose
of acquiring the partnership's property, the payment would be a non-
deductible capital expenditure. If the assumption of the liabilities was
not a capital transaction, the trial court would still have to make a
factual determination as to whether the deduction was allowable as
ordinary and necessary business expense under Section 162.

F. Transfers to Controlled Corporations-Reserve Jor Bad Debts.

Section 351 of the Internal Revenue Code permits a tax free transfer
of property to a controlled corporation by one or more persons solely in
exchange for stock or securities in a corporation. Notwithstanding the
provisions of Section 351, the commissioner has from time to time
employed certain nonstatutory doctrines which purportedly are not in
conflict with Section 35 I, in order to tax stockholders in connection with
Section 351 transactions. In 1962, the commissioner issued a revenue
ruling in reliance on the "tax benefit rule" which held that a sole
proprietor upon transferring a business under Section 351 was required
to take his bad debt reserve into income, to the extent that additions to
the reserve had been deducted in prior years with tax benefit. Because the"need for the reserve" had ended with the termination of the sole
proprietorship, the commissioner reasoned that the unused bad debt
reserve should be restored to income. In Nash v. United States'" the
Fifth Circuit upheld the commissioner's position as asserted in the
revenue ruling and in doing so, it followed two previous tax court
decisions on the issue, reversed the district court decision below and
refused to follow a Ninth Circuit decision." Because of the conflict in the
circuits, the Supreme Court granted certiorari and on May 18, 1970,
reversed the Fifth Circuit's decision.3 2

In a brief opinion, Mr. Justice Douglas, for the Court, held that the
commissioner had misconceived the tax benefit rule and that legislation
would be required to validate his position. The Court chose not to

30. 414 F.2d 627 (5th Cir. 1969). Cert. granted 90 S.Ct. 556 (May 18, 1970).
3 1. Estate of Schmidt v. Commissioner, 42 T.C. 1130 (1964); rev., 355 F.2d I I I (9th Cir. 1966):

Schuster v. Commissioner, 50 T.C. 98.
32. Nash v. United States, 90 S.Ct. 1550 (1970).
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comment upon key points utilized by the Fifth Circuit and the tax court
opinions favoring recovery of the reserve-i.e. changes in identity of

taxpayers and lack of authority, statutory or otherwise, for the carryover

to a corporation of a bad debt reserve. The Supreme Court reasoned that

the stock received by the taxpayer in the exchange was equivalent in

value to the receivables less the reserve for bad debts, and, therefore,
since the taxpayer was in essentially the same position before and after

the transfer, he received no "double benefit." Nothing else was really

relevant. Thus, said the Court, "We do not, however, understand how

there can be a 'recovery' of the benefit of the bad debt reserve when the

receivables are transferred less the reserve. That merely perpetuates the

status quo and does not tinker with it for any double benefit out of the

bad debt reserve. ' 33

The Court stressed that the bad debt reserve here had been accurate;

i.e., the net value of the receivables was face value less the reserve. The

implication is that if the reserve had been overstated, recovery would

have been required to the extent of the overstatement. Under the

decision, the basis of the stock will be the face amount of the receivables
less the reserve; the corporation's basis in the receivables likewise will be

the face amount of the receivables less the reserve. The scope of the

decision will probably cover other items deducted prior to a Section 351

exchange and possibly certain items deducted by a corporation prior to
liquidation."

ESTA TE TAX

A. Redemptions to Pay Death Taxes.

Section 303 of the Internal Revenue Code treats a qualifying
redemption of stock, the value of which has been included in the

decedent's gross estate for federal estate tax purposes, as a sale although
the transaction would otherwise be treated as a dividend distribution

under Section 301. Neither gain nor loss is recognized by the estate on a

qualifying Section 303 redemption if the redemption price is equal to the
fair market value of the stock as of the date of death.3 5 The coverage of

Section 303 is limited to a distribution not in excess of the sum of death

taxes imposed because of the decedent's death and the funeral and

adminisrration expenses allowable as deductions for federal estate tax

33. Id. at 1552.
34. Cf.. West Seattle Nat'l Bank v. Commissioner, 277 F.2d 47 (9th Cir. 1961) (bad debt

reserve taken into income on liquidation).
35. Int. Rev. Code of 1954, § 1014(a).
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purposes. In order for Section 303 to apply, the value of the stock must
be included in the decedent's estate and must be either more than 30% of
the decedent's gross estate or more than 50% of his taxable estate.
Congress by enacting Section 303 and its predecessor intended to grant
relief to the hardship which heirs suffer when a large part of the value of
an estate consists of stock in a family corporation that would have to be
sold to pay death taxes.3 1

Although Section 303 is captioned "DISTRIBUTIONS IN
REDEMPTION OF STOCK TO PAY DEATH TAXES," its
coverage is broader than the caption suggests. Thus the section may
apply whether the estate is liquid or not. Moreover, the Treasury
Regulations provide that stock may be redeemed under the section from
specific legatees of stock, donees of gifts in contemplation of death and
trustees of inter vivos trusts, even though they have no obligation to pay
any of the death taxes for expenses that give rise to a Section 303
redemption. By way of limitation, however, the Regulations provide that
the section is "not applicable to the case where stock is redeemed from a
stockholder who has acquired the stock by gift or purchase from any
person to whom such stock has passed from the decedent. 37

The purpose of the Treasury Regulation seemingly is to prevent
strangers who bear none of the burdens of the estate taxes from
acquiring the decedent's stock under the coverage of Section 303. In
United States v. Lake38 the commissioner relied upon the regulation if
attempting to deny Section 303 treatment to a redemption of stock
which was effected to pay death taxes by an heir who had at least
technically acquired stock by purchase. The validity of the regulation
was placed in serious jeopardy by the commissioner's position and was
saved only because the court chose a "flexible" construction.

The decedent had owned stock at the time of his death in a family
corporation which met the percentage limitations stated in Section 303.
Decedent's estate after taxes and costs was left in equal shares in four
lifetime trusts, one for the benefit of the taxpayer and one in favor of
each of her three brothers. The stock was subject to a buy-sell agreement
in favor of the taxpayer and her brothers. The taxpayer exercised her
option under the buy-sell agreement and acquired the stock from the
trust; thereafter, she caused the corporation to redeem a portion of her
stock. The proceeds of the redemption were applied to the payment of

36. H. Rept. No. 2319,81stCong., Zd sess., 1950-2 C.B. 380.427-8.
37. Treas. Reg. § 1.303-2(t) (1955).
38. 406 F.2d 941 (5thCir. 1969).
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the death taxes and expenses of her father's estate. Rejecting the
commissioner's contention that the taxpayer's purchase of the stock
from her trust barred application of Section 303, the court affirmed the
district court's decision for the taxpayer. The determining factor was
that the redemption was effected in order to provide cash for payment of
the estate taxes, exactly the purpose Congress had in mind for Section
303.

Since nothing in Section 303 indicates an exception for purchases
from its general coverage, the court held that justification for the
exception in the regulations could exist only if the exception furthers the
ends of the statute or is at least consistent with them. Rather than
declare the regulation invalid as "unstatutory," the court determined
that the taxpayer was not a "purchaser" within the meaning of the
regulation. The scope of the decision is obviously limited. The court's
refusal to strike down the regulation, however, is convincing indication
that a redemption of "purchased" stock would not qualify for Section
303 treatment unless the burden of the estate taxes and administration
expenses fall upon the acquiring stockholder under some similar unique
arrangement.

B. Marital Deduction -Mutual Wills.

Batterton v. United States39 illustrates a major hazard of mutual wills.
There, the estate was denied the marital deduction although the will
purported to leave the surviving spouse the decedent's entire estate in fee
simple. The problem was a contract executed by each spouse
contemporaneously with mutual wills. Each will had provided for the
survivor's estate to go to a designated charity. The contract provided
that neither spouse would revoke his or her will and that neither would
make inter vivos gifts other than to public charity. The court, affirming
the district court's decision for the government, held that under local
law, the contract was incorporated by reference into the wills. Thus, the
will created only a life estate for the survivor with a limited power to
encroach, and as such, the estate was a non-qualifying, terminable
interest .o

C. Interest on Deficiency.

The secretary or his delegate is authorized by statute to extend the
time for payment of estate tax for a reasonable period not to exceed ten

39. 406 F.2d 247 (5th Cir. 1969). Cert. den. 395 U.S. 934.
40. Int. Rev. Code of 1954, § 2056(b).

1970]



MERCER LA W REVIEW

years. " I f the time is extended under this provision, interest is charged at
the rate of 4% rather than the standard 6% rate.4 2 The secretary,
however, is not authorized to extend the time for filing an estate tax
return beyond six months so thatan estate tax return even with an
extension of six months is due no later than twenty-one months after
date of death. 3 He may, however, extend the time for payment of a
deficiency in estate taxes for four years but the applicable interest rate on
a deficiency is the standard 6%.1 Any tax not reflected on a timely return
is a deficiency subject to the 6% rate. Vick v. Phinney45 presented an
interesting factual situation which involved the rate of interest due on an
estate tax deficiency. Because of an unresolved dispute with a third party
over the estate's ownership of substantial assets, the executor was unable
to file an accurate timely return. Instead, he filed on the estate tax
return's due date a "tentative" return which reflected a tax liability
substantially less than the correct tax subsequently determined. The
district director had responded favorably to the executor's request for
extensions of time for payment of the estate taxes with a form letter
which indicated that interest on the estate tax would accrue at the rate of
4% rather than 6%. After the dispute over the assets was resolved, a
second return was filed reporting a substantially greater tax than that
reflected on the "tentative return." The commissioner permitted the 4%
interest rate only with respect to the tax shown on the timely return and
applied the 6% rate to all tax in excess of that amount. The case was tried
to a jury which determined that the district director had extended the
time for payment of the entire amount of estate tax and accordingly that
the 4% rate of interest was applicable. The trial court granted the
government's motion for J.N.O.V. and the court of appeals affirmed;
the trial court correctly determined as a matter of law that the district
director had no authority to agree to any rate of interest other than the
standard 6% provided by statute on the deficiency. The moral seems
clear here; all possible assets should be reported on a timely return where
the executor expects to receive an extension for payment under Section
6161(a)(2). The executor after he has ascertained the true liability can
file an amended return.

41. 1nt. Rev. Code of 1954, § 6161(a)(2)(A). This provision is applicable if the secretary or his
delegate finds that payment on the due date would result in undue hardship to the estate.

42. lnt. Rev. Code of 1954, § 6601(b).
43. 1nt. Rev. Code of 1954, §§ 60 7 5, 6081(a).
44. Int. Rev. Code of 1954, §§ 6 161(b)(2),6211(a),6601(a).
45. 414 F.2d 444 (5thCir. 1969).
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D. Transfers With Retained Life Estates (Section 2036) and Transfers
Jbr Insufficient Consideration (Section 2043).

United States v. Gordon involved the inter-relationship between
Section 2036(a) and Section 2043(a) of the Internal Revenue Code and
the characterization of the proceeds from life insurance policies under
the Texas law of community property. The decedent and her husband,
both Texans, had joined in an inter vivos transfer of life insurance
policies on the husband's life to a trust which became irrevocable at the
husband's death. The premiums on the policies were paid from
community income and after the husband's death, the proceeds were
collected by the trusts. Under the terms of the trust instrument, the
widow (decedent) received the trust income for life. At the widow's
death, the commissioner included one-half the corpus of the trust in the
widow's gross estate theorizing that at the death of the decedent's
husband, she made a transfer by operation of law of her one-half
community interest in the proceeds of the policies and retained a life
interest in the proceeds under the provisions of Section 2036. The district
court agreed that Section 2036 was applicable but held that
consideration for the transfer, while inadequate, was received and that
under Section 2043, the value of the consideration should be eliminated
from the gross estate. The amount of consideration determined by the
district court was the value of the life estate in all of the insurance
proceeds in the trust computed as of the time of transfer (i.e., the date of
death of the decedent's husband). The court of appeals agreed with the
district court's finding that Sections 2-36 and 2043 were applicable. The
court held, however,that the consideration received by decedent for the
transfer was the value of her right to receive income for life from only the
one-half of the trust corpus attributable to the deceased husband's
community interest in the proceeds, and not the one-half attributable to
the decedent's community interest. The court's obviously corrected
reasoning is summarized in the following excerpt from its opinion:

"Consideration which under Section 2043(a) is credited against the
value of the property transferred must be the value of the property
received in exchange. The logical corollary is that the consideration
cannot include the value of the property retained. Thus the
consideration could not be the value of the entire life estate in the
proceeds of the . . . trust, but rather could be only the fair market
value of the husband's half interest in the proceeds at the time of the
transfer."4 6

46. United States v. Gordon, 406 F.2d 332, 344 (5th Cir. 1969).
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MISCELLANEOUS TAX ISSUES

A. Capital Gains

I. Real Estate Dealership.

The tax issue that has been litigated probably as often as any other is
that of determining whether real estate sales are to be taxed at capital
gains rates rather than as ordinary income. If a case by case tally were
made, the taxpayer would undoubtedly have a better record on the issue.
Historically, the judiciary has treated the issue as essentially factual
requiring a determination under the statute first as to whether the
property was held "primarily" for sale, and second as to whether it was
held for sale to customers in the ordinary course of the taxpayer's trade
or business. In United States v. Winthorp,4 7 a non-jury case, Judge
Goldberg for the court indicated that the issue is not quite as factual as
the taxpayer had hoped. The court while accepting the trial court's
(Judge Carswell's) findings of fact reversed and held for the government.
While the court recognized that the issue had "factual underpinnings,"
it held that the ultimate issue was "inherently a question of law." There
appears to be a wide divergence of opinion among the members of the
court with respect to just how much weight a trial court's ultimate
findings should carry."

The property in issue had been in the taxpayer's family for over a
century and was acquired by the taxpayer at various times through
inheritances. Down through the years, the taxpayer engaged in the
gradual development of the property; except for subdividing and selling,
the land was not used by the taxpayer. The taxpayer's activities
regarding the land included paving streets and having utilities installed
for the admitted purpose of making it more saleable. While the taxpayer
did not maintain a real estate office, he did have a real estate broker's
license. The court held that the undisputed facts established that the
taxpayer's single motivation down through the years had been the sale of
the property. The basic facts, said the court, established further that the
sales had been made in the ordinary course of the taxpayer's trade or

47. 417 F.2d 905 (5thCir. 1969).
48. Cf United States v. Temple, 335 F.2d 67 (5th Cir. 1966) in which Judge Coleman, speaking

for the court affirmed a non-jury real estate dealership case under the clearly erroneous rule; Judge
Wisdom, dissenting, felt that court's "excessive deference to the triers of fact" had let it into error.
See also Crosby v. United States, 414 F.2d 882 (5th Cir. 1969) in which Judge Coleman,
concurring, expressed doubt about the validity of the trial court's determination with respect to the
issue but because of the clearly erroneous rule, felt that the decision should be affirmed; see also
Kirby Lumber Corp. v. Phinney, 412 F.2d 598 (5th Cir. 1969).

[Vol. 21



TA XA TION

business and that the taxpayer's activities constituted a trade or
business. The basic facts which led to this conclusion were the magnitude
and continuity of the taxpayer's operations, his planned program of
subdividing and selling, the fact that the activity constituted his principal
activity and produced the majority of his income during the years in
question. 9 While the court held for the government on the issue, it
emphatically rejected an alternative argument advanced by the
government to the effect that capital gains treatment is available only in
instances where the appreciation in value of assets is the result of external
market changes occuring over a period of time. The argument was
founded on Corn Products Refining Co. v. Commissioners," but the
court said of the argument, "If the university and sweet which the
government reads into the Corn Products message is in fact the gospel
word in capital gains cases, it has not yet come through nor been heard
by the Fifth Circuit."15 '

2. Timber Taxation.

In Crosby v. United States52 the court affirmed under the clearly
erroneous rule a trial court decision which inter alia held that taxpayers
had held timber primarily for sale in the ordinary course of their trade or
business. There, the taxpayers contended that payments received
pursuant to a long-term timber contract entered into with the St. Regis
Paper Company should be taxed as capital gains rather than ordinary
income first under the provisions of Section 63 1(b) of the Code and in
the alternative under Section 1221. If Section 631(b) is applicable, it is
immaterial that timber is held parimily for sale in the ordinary course of
the taxpayer's trade or business. The section provides inter alia for
capital gains treatment of timber disposals under any form of contract
by virtue of which the owner retains an "economic interest" in the
timber. One of the basic requirements of this mystical code provision is
that consideration for the transaction be contingent upon the severance
of timber and payable to the owner solely out of the proceeds of the

49. The tests mentioned most often by the courts for making the determination under Section
1221 are (I) the nature and purpose of the acquisition of the property and the duration of ownership;
(2) the extent and nature of the taxpayer's efforts to sell the property; (3) the number, extent,
continuity and substantiality of the sale; (4) the use of a business office for the sale of the property;
(5) the character and degree of supervision or control exercised by the taxpayer over any
representative selling the property; and (6) the time and effort taxpayer habitually devoted to the
sales. Smith v. Dunn, 244 F.2d 353 (5th Cir. 1955).

50. 350 Y.S. 46 (1955).
51. United States v. Winthrop 417 F.2d 905, 909 (5th Cir. 1969).
52. 414 F.2d 822 (5th Cir. 1969).
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timber. Following its earlier decision in Dyal v. United States'53 the
court held that the contract would not qualify for Section 631(b)
treatment because payments were not contingent solely upon severance
of the timberland and the payments were not contingent upon severence
because of the requirement under the contract for minimum mandatory
periodic payments. The taxpayer's alternative (Section 1221) position
presented a more difficult problem. The taxpayers involved were
members of a family group; the head of the family group had an
extensive history of timber transactions, but the other members of the
group had never engaged in any timber transactions. The head of the
family group handled all negotiations and matters connected with the
sale in issue. The trial court held that the head of the family group was
clearly engaged in the holding of timber for sale in the ordinary course of
his trade or business and further, attributed his motive, purpose and
intent to the other taxpayers. The trial court's finding was affirmed by
the court of appeals under the clearly erroneous rule. Judge Coleman in a
concurring opinion expressed doubt about the court's decision but felt
that the court could not reverse because the trial court's findings had not
been clearly erroneous.

Kirby Lumber Corp. v. Phinney54 involved the treatment of the
proceeds of sales of a variety of timber which the taxpayer, a large
lumber manufacturing company, was in the process of totally
eliminating from its holdings. The court of appeals affirmed the district
court's decision that the sales should receive capital gains treatment. The
taxpayer owned vast timber acerage; from 1950 it had used pine timber
only in its production and had established a course of totally eliminating
other varieties of timber from its holdings. The sales proceeds from the
undesirable varieties were substantial through the years and during the
suit year totaled in excess of $ 100,000. Nevertheless, in comparison with
the taxpayer's other income, the sales were relatively small, accounting
for a little more than 1% of total sales. Here, unlike Winthrop, the
liquidating nature of the transaction was vital to the determination.
Judge Coleman, for the court,5 5 stated that the undisputed facts
established that the sales rather than being "primary" were purely"incidental" and that regardless of whether the case was to be decided
on inferences drawn from undisputed facts, or under the clearly

53. 342 F.2d 248 (5th Cir. 1965). See generally, Little, Federal Income Taxation of Timber, XL
Mississippi Law Journal 217.

54. 412 F.2d 598 (5th Cir. 1969).
55. Judge Coleman specifically referred to Judge Wisdom's dissenting opinion in United States

v. Temple, supra, n. 48.
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erroneous rule, the trial court's decision for the taxpayer was correct.

Judge Brown, dissenting, opined that the relatively small percentage of
income produced from the sales in question in comparison with the
taxpayer's overall income was an irrelevant consideration and that the
consistency and magnitude of the timber sales required ordinary income
treatment.

3. Holding Period.

In The Citizens Nat'l. Bank of Waco v. United States5'6 Treasury
Regulations Section 1.1015-4 was declared invalid to the extent that it
precludes the tacking of a settlor's holding period to his trustee's holding
period with respect to trust assets transferred as part gift and part sale.
There, the settlor had transferred stock subject to indebtedness which
was in excess of basis; the trustee assumed the indebtedness. The
commissioner treated the trustee's subsequent sale of the stock less than
six months after acquisition, as a short-term capital sale relying upon the
Treasury Regulation which precludes tacking on a settlor's basis where
the settlor recognizes gain on a transfer in trust. Not only did the court
find the treasury regulation invalid to the extent that it precluded tacking
of a holding period but it also indicated serious doubt about the method
specified in the regulation for determining basis.

B. Tax A ccounting.

Mooney A ircrajt, Inc. v. United States57 involved an accrual basis
taxpayer which was in the business of manufacturing and selling single
engine and executive aircraft. With each aircraft manufactured and sold,
the taxpayer issued a "Mooney bond" which promised that taxpayer
would pay the bearer $1,000 when the corresponding craft was
permanently retired from service. The evidence established that 20 years
or more would probably elapse between the issue of the bonds and the
retirement of the corresponding aircraft. The taxpayer deducted the face
value of the bonds in the year of issue; the commissioner disallowed the
deduction on the theory that the obligation was contingent upon the
happening of a future event. The district court held for the commissioner
and the court of appeals affirmed. The court rejected the commissioner's
argument that the deduction was disallowable under the "all events test"
for the reason that there was no contingency as to the fact of liability but
only as to when the liability would arise. The court also rejected the

56. 417 F.2d 675 (5th Cir. 1969).
57. 420 F.2d 400 (5th Cir. 1969).
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commissioner's reliance upon the "claim of right" doctrine. The "all
events test" and the "claim of right doctrine" were not only the weapons
available to the commissioner, since under Section446(b) he has the
discretion to disallow any accounting method which does not clearly
reflect income. In order to invoke Section 446(b), there need only be a
reasonable basis for the commissioner's action and here, the court held
that there was ample basis for the commissioner's action. The
determining factor was that many or possibly most of the expenses
would not actually be paid for 20 or more years and this in itself
provided a reasonable basis for the commissioner's action.

Gillis v. United States58 presented two issues involving the
deductibility of accrued expenses. There the taxpayer, a cotton
merchant, purchased cotton from the Commodity Credit Corp. under a
program which permitted merchants to purchase cotton at the foreign
market price rather than the substantially higher domestic market.
Under the program, the merchant was contractually bound to sell and
export a like amount of cotton on the foreign market within the fiscal
year of the purchase and was also required to deposit a performance
bond which would be forfeited upon his failure to meet the terms of the
contract. As a hedge against inflation, most cotton merchants, including
the taxpayer, would within a few days of a purchase under the program,
enter into contracts to purchase domestic cotton for a future delivery to
comply with their obligation to export a like amount of cotton. Thus,
shortly after the agreement with the Commodity Credit Corp. the
amount of the loss which would be incurred when the merchant sold
cotton in the international market pursuant to his agreement was fixed.
Under these arrangements, the cotton merchant broke even by
purchasing the Commodity Credit Corp. cotton at the lower foreign
market and selling it locally at the higher domestic price and then buying
domestic cotton at the higher local price and selling it at the lower
foreign price. The profit realized was the handling charge on which the
merchant usually realized a net profit of $1 per bale. On its return for the
fiscal year covering the sale of cotton on the local market, the taxpayer
reported the sales price of the cotton, his cost and in addition deducted as
an accrued expense the approximate amount of the difference between
the purchase price of the cotton at foreign market rates and the purchase
price at domestic rates. As it happened, the completion of the sale on the
foreign market did not occur until after the end of the taxable year in
which sales on the domestic market occurred. The amount of the accrual

58. 402 F.2d 501 (5th Cir. 1969).
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corresponded with the amount of the actual losses incurred on the
transaction. The commissioner disallowed the accrual determining that
the losses incurred on the export sales should be deducted in the year that
the sales actually occurred. The district court held that the accruals were

proper and the court of appeals affirmed. The court, rejecting the

commissioner's contention that the losses when accrued were not definite

and certain but were contingent, held that the tests for accruals were met

under the facts of the case, i.e. (I) all the events had occured which fixed
the amount of the claim and determined the question of liability; (2) the

amount was readily ascertainable; and (3) the liability therefore was
determined rather than contingent.

The second issue presented in Gillis involved cotton shipped pursuant
to written contracts with a Polish company which provided for

arbitration in the event of disputes arising out of the contracts. The
taxpayer was aware at the time of cotton shipments that the cotton did
not meet the specifications of the contract and deducted as an accrued
liability the anticipated claims which the taxpayer determined would be
the difference in the price paid and the value of the cotton actually
shipped. Some of the claims were paid without arbitration but most were
submitted to arbitration. The taxpayer through his experience in the
cotton trade was able to estimate the claims that would be made against
him within one-half of one percent. The district court sustained the
commissioner's determination that the claims were contingent and
unascertainable, and therefore, that the accruals were not deductible.
The court of appeals reversed noting that the requisites for accrual are
first whether all events have occurred which fixed the amount of liability
and second whether a reasonable estimate can be made. Here the

accuracy of the taxpayer's estimate was overwhelming. Thus said the
court, "If the government required all taxpayers to estimate accrual
expenses with such accuracy, very few could use this accounting
method." 9

In Cummings v. Commissioner,'" the court held that the

commissioner's reconstruction of taxable income through a modified
version of the bank deposits method had been arbitrary and reversed and
remanded to the tax court for recomputation. The years in issue were
1944 through 1955. The investigating agent had previously reconstructed
the taxpayer's income under the bank deposits method for the years 1956
through 1962 in an orthodox manner. However, because the taxpayer

59. Id.at509-10.
60. 410 F.2d 675 (5thCir. 1969).
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refused to provide the agent with his books and records for the earlier
years, the agent reconstructed adjusted gross income by applying a
formula to gross bank deposits for the earlier years. The formula
consisted of the ratio of average net profits to net deposits as determined
for the subsequent period. The taxpayer had numerous recurring
deposits of non-income items during both the earlier years and the later
years. The agent had eliminated the non-income deposits in computing
net deposits for the later period but had made no attempt to eliminate
non-income deposits for purposes of applying his formula to the earlier
years. The tax court held that the taxpayer had failed to meet his burden
of proving that the commissioner's deficiency determinations for the
earlier years was arbitrary and excessive. However, applying the Cohan
rule,6' the tax court concluded that a 10% reduction in annual bank
deposits would be a reasonable allowance for nontaxable deposits. The
court of appeals reversed and remanded holding that the 1956-1958 net
income to deposits ratio to the 1944-55 gross bank deposits was
arbitrary and excessive. The court found further that there was no basis
for the 10% elimination figure applied by the tax court in reducing
deposits under the Cohan rule. Remanding, the court did not specifically
direct the tax court with respect to the manner in which the
recomputation should be made. It suggested, however, that a more
reasonable formula, and obviously an appeal-proof formula, would be
the ratio of average net profits to average gross deposits for the later
period rather than the ratio used by the commissioner. "The resulting
deficiency determination," said the court, "would be rational and fair
rather than speculative and arbitrary. '6 2 The court agreed that the tax
court should have utilized the Cohan rule in approximating a reasonable
deduction for non-income deposits. Nevertheless, the tax court's
utilization of the 10% allowance was without basis. Thus said the court,
the Cohan rule, correctly applied, should reflect an allowance figure
related to, if not relatively consonant with, some reasonable and fair
ration of known [non-income deposits.]" 63

C. Gross Income.

Moore v. United States64 centered around the Billy Sol Estes
swindling scheme which received considerable notoriety during the early

61. Cohan v. Commissioner, 39 F.2d 540, 543 (2nd Cir. 1930); "Absolute certainty (in
reconstruction without records) . . . is usually impossible and is not necessary; the Board should
make as close an approximation as it can, bearing heavily if it chooses upon the taxpayer whose
inexactitude is of his own making."

62. Cummings v. Commissioner, 410 F.2d 675, 680 (5th Cir. 1969).
63. Id.
64. 412 F.2d 974 (5th Cir. 1969).
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1960's. The case involved federal tax claims asserted by the
commissioner against the estate in bankruptcy of Billy Sol Estes. The
principal issue involved the determination as to whether amounts
obtained by Estes from various finance companies under the guise of
loans to farmers constituted loans or income. Estes had persuaded
various farmers in the west Texas area to sign promissory notes and
chattel mortgages for the purchase of anhydrous ammonia tanks, which
in fact did not exist, from two manufacturers of tanks who were also
participants in the scheme. He led the farmers to believe that they would
be loaning him their credit, that he would be using the tanks in his
business, and that he would lease the tanks from them at a rental
equivalent to their note payments. He guaranteed their note payments
and promised a bonus of 19% of the cost for each tank purchased. The
manufacturers in turn discounted the notes to various finance companies
and after retaining 10% as a fee for their part in the transaction, remitted
the remainder to Estes. The finance companies were under the
impression that the manufacturers were in fact selling the tanks to the
farmers and that the sales were being made on the farmer's credit.
During the years in suit, Estes received approximately $15,000,000
through this scheme and made payments of little over $3,500,000. The
government contended that the amounts received by Estes less the
amounts paid out constituted income during the year received. The
taxpayer, the trustee in bankruptcy, contended that the receipts were not
income because they represented the proceeds from loans. The referee in
bankruptcy had determined the issue in favor of the taxpayer, the district
court reversed and the court of appeals affirmed the district court.
Critical to the court's determination was the fact that the finance
companies had no intention of extending credit to Estes and did not
realize that this was the effect of the business that they were doing with
the tank manufacturers. While Estes had what amounted to loan
agreements with the farmers, he obtained his moneys from the finance
companies rather than the farmers. Although Estes made regular
payments and may well have intended one day that the finance
companies would be reimbursed, the court said, "[W]e cannot say that
the good intention of a swindler whose identity is unknown to the party
from whom the money is being obtained is the same in law and in fact as
a consentual loan agreement between two parties." 5

United States v. Ivey" involved a cash basis cotton farmer who
annually delivered cotton to a cotton merchant under a contract which

65. Id. at 979.
66. 414 F.2d 199 (5th Cir. 1969).
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provided that as the taxpayer needed funds, he was entitled to advances
from the merchant. The merchant advanced cash to the taxpayer equal
to the government loan value on the cotton less certain expenses; after
the cotton was sold on the taxpayer's behalf, a full settlement would be
made and the taxpayer was entitled to the sales price less commissions
and expenses and previous advances plus interest. Under the contract,
the merchant had the authority as "agent for the grower" to place the
cotton in the government loan program and the taxpayer thereafter had
the right for a specific period of time to redeem the cotton by paying the
loan plus interest. During the years in issue, the taxpayer reported the
advances received from the cotton merchant pursuant to the contracts as
income for the years in which received. The commissioner eliminated the
advances from income in the years received and included them in the
years in which the cotton was actually sold. The district court held for
the government and the court affirmed. The court found that under the
terms of the agreement and from the conduct of the parties that the
merchant acted merely as the taxpayer's agent in selling the cotton to
third parties and not as a purchaser and further that the advances to the
taxpayer were in reality what they purported to be interest-bearing loans
pending the sale of the cotton on the owner's behalf. The taxpayer
complained on appeal that the trial court ignored the "true intent" of
the parties and that testimony regarding intent was erroneously
excluded. The court rejected this argument stating "[l]t has sometimes
been broadly stated that the parole evidence rule has no application to
any save the parties to the instrument . . . [H]owever, as when here the
contract is executed as the final embodiment of the agreement and the
parties abide by the instrument as they made it, the law and not their
wish or understanding has controlled its legal effect on the incidence of
taxation." 7

In Chernoff v. United States8 the taxpayer had purchased an interest
in two businesses pursuant to contracts which called for a percentage of
annual cash receipts to be paid to the sellers for a specific time. The
taxpayers sought to exclude their payments from gross income. The
district court's decision for the government was affirmed. The fact that a
taxpayer may use a portion of his profits of business for fulfillment of a
contractual obligation to pay for it does not alter the basic fact that it is
includable in his gross income. The decision closely parallels the court's

67. Id. at 203.
68. 412 F.2d 761 (5thCir. 1969).
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previous decisions in Bryant v. Commissioner9 and Hibler v.
Commissioner.70

D. Deductions.

In Hall v. Commissioner7 the commissioner relied upon Treasury
Regulations Section 1.167(a)(3) which specifically precludes deductions
for the amortization or depreciation of an intangible asset which has an
unascertainable useful life. The tax court sustained the commissioner's
determination and the court of appeals affirmed. There the taxpayer had
purchased a management contract with respect to a Texas Mutual
Assessment Insurance Co. which permitted him to retain a substantial
part of the company's annual premium income for the life of the
company. The company was chartered for a stated term of 50 years with
the right to renew and extend the charter; it was not disputed that the
charter would be renewed upon request. The taxpayer in support of his
claim for amortization testified at trial that there was a "rule of thumb"
in the industry of amortizing such a contract over a period from seven to
ten years, but admitted that he could sell the contract for approximately
$20,000 more than he had paid for it nearly ten years previously. Since
the management contract by its terms was for the life of the company
and since the company's charter could be extended by action of the
board of directors, the contract rights acquired by the taxpayer were
obviously of indefinite duration.

Phinney v. Mauk72 involved the deductibility of alimony payments
made by the taxpayer husband to his former wife pursuant to an
agreement entitled "Separation and Property Settlement Agreement."
The agreement which provided for weekly payments to the wife for some
twenty years, required the wife to assign her claim in a business. Under
the agreement, the re-marriage or death of the wife would not effect the
husband's liability to make the payments. The government contended
that the payments were in exchange for the relinquishment by the wife of
her property rights in the business and accordingly were not alimony
payments. The trial court granted the taxpayer's motion for summary
judgment but the court reversed and remanded. The court rejected the
government's contention that the label "property settlement" was fatal
to the taxpayer's position as a matter of law but reversed and remanded

69. 399 F.2d 800 (5th Cir. 1968).
70. 383 F.2d 989 (5th Cir. 1967); Cert. den. 390 U.S. 949.
71. 403 F.2d 344 (5th Cir. 1969).
72. 411 F.2d 1196 (5th Cir. 1969).
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for determination with respect to the intent of the parties to the
agreement. The court held that the fact that the payments would not
terminate upon death or remarriage would not necessarily require a
finding that the payments were pursuant to a property settlement
agreement.

Commissioner v. Dodd-13 involved the deductibility of unreimbursed
moving expenses incurred by the taxpayer who transferred to a different
state believing that his job would be in jeopardy if he rejected his
employer's transfer offer. The expenses in issue occurred prior to the
enactment of Section 217 which eliminated the distinction previously
drawn between reimbursed and unreimbursed moving expenses. The tax
court had held for the taxpayer but the court of appeals, following
Commissioner v. Mandell,74 reversed. While the taxpayer made a
convincing argument on equitable grounds, the court pointed out that
the harsh realities of life are that tax law is statutory and that equitable
considerations are inapplicable.

Dodge v. United States 5 involved the deductibility of a charitable gift
of real estate which had been made to a charitable organization in
absolute terms under a deed of conveyance. Because of the limitation of
charitable deductions to 30% of adjusted gross income imposed by
Section 170(a)(b), the taxpayers had originally intended to convey only a
one-fifth interest for each of five years. The taxpayers subsequently
learned that through mishap, the entire interest had been conveyed in a
single year but after they became aware of the mistake, a reformation
agreement was signed between the donors and donees setting forth the
mistake and purporting to reform the deed to reflect a conveyance of
only a one-fifth interest for each of five years. The commissioner
disallowed the deductions claimed for years subsequent to the year in
which the initial conveyance had occurred contending that the entire
interest had been conveyed under ths original deed. The trial court held
for the taxpayer and the court affirmed. The taxpayer's husband had
litigated the same issue in the tax court and had also received a favorable
determination there. The court of appeals adopted the tax court's
rationale and, following Commissioner v. Estate of Bosch,7" held that
under state law the erroneous deed could have been reformed on the basis
of the grantor's unilateral mistake and therefore that the donee had only
a defeasible interest. Accordingly, it was legally possible for the taxpayer

73. 310 F.2d 132 (5thCir. 1969).
74. 351 F.2d 580 (4th Cir. 1965).
75. 413 F.2d 1239 (5thCir. 1969).
76. 287 U.S. 456 (1967).
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to make the later gifts of one-fifth interests and to obtain a charitable
deduction for said gifts.

Harrington v. Commissioner" and Commissioner v. Estate of
Donnell" arose out of an investigation by the State of Texas during the
late 1950's and early 1960's of illegally deviated oil wells. The
investigation had established that numerous wells which were surfaced
on marginal oil properties were nevertheless bottomed under and
producing from highly productive adjoining properties owned by third
parties. The tax issues arose because of disallowed deductions claimed
for depletion and intangible drilling and development costs. In
Harrington, the tax court found on the record that the wells in question
were illegally deviated and that the taxpayer owners of the deviated wells
lacked the "economic interest" which is requisite to the depletion
allowance deduction. Harrington was affirmed by the court of appeals.
Donnell involved both the depletion issue and the deduction for
intangible drilling and development costs. The tax court had sustained
the commissioner's disallowance of the depletion allowance but
overruled his disallowance of the deduction claimed for intangible
drilling and development costs. The court, following Harrington,
affirmed the tax court's decision on the depletion issue but reversed on
the intangibles issue. The court held that the identical "economic
interest" which is requisite to the depletion allowance is also a requisite
to the deduction for intangibles. In order to qualify for the depletion
allowance, "a taxpayer must have acquired by investment, any interest
in the oil in place, and secured by any form of legal relationship, income
derived from the extraction of the oil to which he might look for a return
of his capital." 79 This interest simply did not exist here, where the
taxpayer's production of oil rested upon tortious conversion of the
adjoining property owner's oil rather than through some form of legal
relationship.

E. Employment Taxes.

In United States v. W. M. Webb, Inc."0 the court of appeals affirmed
a trial court holding that captains and crews of boats used in commercial
fishing are not employees of the owners of the boats for purposes of the
Federal Insurance Contributions Act8" and Federal Unemployment Tax

77. 404 F.2d 237 (5th Cir. 1969).
78. 417 F.2d 106 (5th Cir. 1969).
79. Palmer v. Bender, 287 U.S. 551, 557 (1933).
80. 402 F.2d 956 (5th Cir. 1969). Reversed 90 S.Ct. 850 (1970).
81. Int. Rev. Code of 1954, § 3101 etseq.
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Act.8" The taxpayers were owners of fishing boats and contracted
verbally with captains selected by them to catch fish; the captains
assembled crews and managed the details of the operation of the boats
and the manner of fishing. The captains agreed, without a guarantee of
earnings, to make fishing trips for a season; the boat owners paid the
captains an agreed price according to the quantity of fish caught, and
payments were made to the crews in such amounts as the crewmen and
the captain negotiated. Under general maritime law the captains and
crew were employees of the taxpayers. The district court and the court of
appeals, however, held that "usual common law rules" rather than
general maritime law were determinative. The district court found that
the degree of control exercised by the taxpayers over the fishing activities
was not sufficient under the common law standards governing land
based occupation to create the relationship of employer and employee
between the taxpayers and the captains and crews; the court of appeals
affirmed the factual determination under the clearly erroneous rule. In
view of the conflict with a court of claims decision,8 the Supreme Court
granted certiorari and reversed the Fifth Circuit in an opinion by Justice
Harlan, expressing the unanimous view of the Court. Buttressed by its
view of congressional intent as gleaned from the legislative history, the
Supreme Court held that the term "employee" was to be determined
according to maritime law standards rather than according to common
law standards covering land based occupations. Thus the court said,
"We do not think Congress intended the anomalous result of having
maritime activities subject to standards, for social security tax purposes,
other than those that are relevant to seafaring enterprises . . . [I]t used
the phrase 'usual common law rules' in a generic sense, to mean the
standards developed by the courts through years of adjudication, rather
than in a technical sense to mean those standards developed by 'common
law' courts as opposed to courts of admiralty." 84

PROCEDURAL AND NONSUBSTANTIVE MATTERS

A. Statute of Limitations.

In O'Donnell v. Belcher 5 the government relied upon the mitigation
of limitations provisions8 in asserting that the statute of limitations did

82. 1nt. Rev. Code of 1954, § 3301 etseq.
83. Cape Shore Fish Co. v. United States, 330 F.2d 961 (1964).
84. United States v. W. M. Webb, Inc. 90 S.Ct. 850, 855-56 (1970).
85. 414 F.2d 833 (5th Cir. 1969).
86. Int. Rev. Code of1954, §§ 1311-14.
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not bar the assessment in issue. The taxpayers had not reported gain
from the transaction in issue on their returns for any year; the
commissioner's initial assertion that the transaction was taxable in 1953
was pending before the tax court. Prior to the tax court's determination
for 1953, the commissioner, taking a protective position, issued a
statutory notice of deficiency in which he asserted that the taxable
transaction occurred in 1954. At the time of the issuance of the 1954
notice, the statute of limitations had expired with respect to that year.
Subsequent to the notice, the tax court determined that the transaction
was taxable in the year 1954, a year not before the court. The taxpayer
paid the deficiencies, filed a claim for refund asserting that the statute of
limitations against assessments barred the assessment in issue, and
thereafter instituted suit for recovery. The district court's decision for
the taxpayer was affirmed. The commissioner relied upon Section
1314(b) which in substance provides that as of the date of a tax court
determination under the mitigation provisions, adjustments shall be
made "as if on the date of the determination one year remained before
the expiration of the periods of limitation upon assessment . . ." Since
the commissioner failed to issue a valid statutory notice within a year
after the tax court determination, the provisions of Section 1314(b) were
not operative and the statute of limitations barred recovery. The
government had argued that its earlier notice, although issued at a point
in time when the statute of limitations had expired, was validated by the
tax court's subsequent determination since it was issued prior to the
expiration of the one year period. The court rejected this argument
saying that the whole scheme of mitigation rests on a determination; that
notice of deficiency must be issued after and not before the
determination that triggers part limitation adjustments.

In Taylor v. United States7 the court, reversing a district court
decision, held that the six-year statute of limitations was applicable to
the taxpayer's return under the provisions of Section 6501(e). Section
6501 (e)(1) provides for a six-year statute of limitations where a taxpayer
omits from gross income an amount properly includable therein which is
in excess of 25% of the amount of gross income stated in the return.
Section 6501(e)(l)(A)(ii) provides in substance that if income is
disclosed on the return or in a statement attached to the return, in a
manner adequate to apprise the secretary or his delegate of the nature
and amount of such item, the six-year statute of limitations is
inapplicable. Here, the taxpayer had received a distribution from a

87. 417 F.2d 991 (5thCir. 1969).
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Subchapter S corporation which was not reported on the taxpayer's
individual income tax return and which was substantially more than 25%
of reported gross income. No reference was made on the individual's
income tax return to the Subchapter S corporation or to the
distributions. The district court held that sufficient disclosure had been
made to put the service on notice of the nature and the amount of the
omissions. The court of appeals disagreed and held that Congress
intended by Section 6501(e) to give the government additional time to
investigate tax returns in those cases where the taxpayer's failure to
report a particular item puts the government at a specifl disadvantage to
discover the omission in the usual three-year period. Obviously the
"adequate disclosure" referred to in the statute was not present here.

B. Judicial Proceedings.

In re Wingreen Company8s involved a voluntary petition for corporate
reorganization under Chapter X of the Bankruptcy Act. On the trustee's
petition, the district court entered an order in the nature of requiring the
Internal Revenue Service, within forty-five days, to audit the debtor's
books and records and to determine the amount, extent and duration of
the tax loss carry over if any. The court of appeals reversed, holding that
the district court's order in effect constituted a declaratory judgment
since there was no actual controversy between the commissioner and any
taxpayer. Under the provisions of 28 U.S.C. Section 2201, the district
court is specifically precluded from entering a declaratory judgment with
respect to federal taxes. In addition, the district court was without
jurisdiction to enter the mandamus inasmuch as a mandamus requires
the existence of a specific duty owed to the plaintiff and here, the
commissioner owed no duty to the trustee to make the determination.

Poppell v. United States 9 involved the civil fraud penalty and income
tax deficiencies which were computed under the net worth plus
expenditures method. At the first trial of the case, the jury held for the
taxpayer with respect to all five years in controversy. The court reversed
in aper curiam decision holding that testimony offered by the plaintiff to
impeach a government witness had been improperly admitted by the trial
judge. On the retrial of the case, the jury found against the taxpayer, a
sheriff of a Georgia county, on the fraud issue with respect to each year
in controversy; the jury made adjustments to the commissioner's
determinations of taxable income.

88. 412 F.2d 1048 (5th Cir. 1969).
89. 418 F.2d 214 (5th Cir. 1969).
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Stuart .v. United States90 was an action to enforce a special agent's
summons to acquire a taxpayer's records held by an accountant. The
records had been delivered by the taxpayers to their accountant so that
the revenue agent could work at a convenient time and place.
Subsequently, a special agent was called into the case, a criminal
investigation was commenced and a summons was issued to the
accountant for the production of the taxpayer's records. The district
court ordered enforcement of the summons holding that any
constitutional rights claimed by the taxpayers could be raised as
objections at trial to the admission of evidence gained from the
production of the records; the court of appeals reversed and noted that
the accountant did not possess the records in any capacity except as the
"custodial bailee" and that the records had been placed in the
accountant's hands solely for the convenience of the revenue agent. As
such, the court felt that the government should not gain an advantage
because the taxpayers, who could have clearly asserted their privilege
against self incrimination had they retained the records and turned them
over to the accountant as a favor to the revenue agent.

United States v. Rountree9 was also a summons enforcement case.
.There, the court held that the commissioner need not make any
particularized showing in order to summons a taxpayer and his records;
but that if the purpose was to harass or solely to build a criminal case,
the courts would not enforce the summons. The court held, however, that
a taxpayer is entitled to discovery procedures under the Federal Rules of
Civil Procedure in order to determine the purpose of the summons.

United States v. Mercurio92 involved an attempt by a taxpayer to
intervene in a proceeding brought under Section 7604 by the United
States to require response to a special agent's summons. The special
agent had served a summons against two former employers of the
taxpayer demanding production of the employer's records under Section
7602; this action was brought to enforce the summons and the taxpayer
attempted to intervene under Rule 24(a) of the Federal Rules of Civil
Procedure. The taxpayer contended that the summons was not issued for
one of the purposes authorized under Section 7602 and that he was
entitled to intervene to raise this issue since the employers were not
concerned about protecting his rights. The district court denied the
taxpayer's petition and the court of appeals affirmed. The court noted
that there is no constitutional question as to the power of the service to

90. 416 F.2d 845 (5thCir. 1969).
91. 420 F.2d 845 (5thCir. 1969).
92. 418 F.2d 1213 (5thCir. 1969).
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question or subpoena records of third parties either before or after
indictment of a taxpayer. The question is whether under Section 7602 the
special agent has the authority to obtain the evidence sought. Here, in
view of the fact that there was no allegation in the complaint that even
the special agent had recommended prosecution, much less that the
Internal Revenue Service had sent the case to the Department of Justice
for the purpose of presentation to the grand jury, the investigation made
by the special agent was, in the court's view, within the authority granted
under Section 7602. Thus, said the court, "There being no right which
the appellant asserts that he could present to warrant the trial court's
refusal to enforce the subpoena, the right to intervene has nor been
established.

15 2

CRIMINAL TAX MATTERS

In Agoranos v. United States94 and again in United States v.
Jernigan,95 the court held that an agent need not give a taxpayer fifth and
sixth Amendment Miranda type warnings if he is not in custody at the
time of the interrogation. This is in line with other circuits which have
considered the question with the exception of the Seventh Circuit96 which
recently held that such warnings must be given to the taxpayer by either
the revenue agent or the special agent at the inception of the first contact
with the taxpayer after the case has been transferred to the intelligence
division of the Internal Revenue Service. In Jernigan, the court also held
that it was not improper for the trial court to admit evidence of conduct
both prior and subsequent to the indictment years which showed a
pattern of conduct where the trial court properly instructed the jury that
it was admitted only for the limited purpose of showing the defendant's
intent. The court held further in Jernigan that a deficiency in tax for the
year in question is not necessary to support a conviction under Section
7206(1) (which proscribes inter alia the willful making and subscribing
of a false return).

In United States v. Brooks,97 the court held that while the trial court's
admission of hearsay testimony with respect to the defendant's failure to

93. Id. 1213, 1218.
94. 409 F.2d 833 (5th Cir. 1969).
95. 411 F.2d 471 (5th Cir. 1969); Cert. den. 90 S.Ct. 262.
96. United States v. Dickerson, 413 F.2d 1111 (7th Cir. 1969). See generally, United States v.

Caiello, 420 F.2d 471 (2nd Cir. 1969). The Fourth Circuit recently held in United States v. Hefner,
420 F.2d 809 (4th Cir. 1970) that Miranda type warnings are necessary even in non-custody
interrogations by agents but based its decision on Internal Revenue Service policies which require
special agents to give such warnings rather than upon constitutional grounds.

97. 414 F.2d 804 (5th Cir. 1969). Cert. den. __ U.S. _ .
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file income tax returns during the years prior to the indictment years was

clearly erroneous, the error did not so affect the jury's verdict as to

require reversal. In United States v. Esobar,8 the court held that Section

7206(1) (which inter alia makes the willful subscribing of a false return a

felony) and Section 7207 (which provides, inter alia, that a person who

willfully delivers or discloses a false return, list, account, etc. to the

Revenue Service is guilty of a misdemeanor) do not overlap. Thus, the

trial court did not err in failing to instruct the jury that it could find the

defendant guilty under the misdemeanor statute where he had been

charged under Section 7206(1).
In Hayes v. United States" the court held inter alia that it was not

improper for the trial court to permit a government agent to testify with

respect to admissions made by the defendant's accountant who held a

power of attorney to represent him in tax matters. The testimony related

to admissions by the accountant with respect to cash on hand at the

beginning of the taxable period for purposes of the government's net

worth computations. In addition, the court held that testimony by

government agents and remarks by government counsel in his argument

to the jury with respect to the taxpayer's failure to explain his increases

in net worth were not improper. This was held to be so because much of

the relevant testimony and argument was either not objected to, or was

directly invited by the conduct of defense counsel and further because "if

there were any prejudicial impact from the statements, it was erased by
the trial judge's several admonitions to the jury."' 1 Judge Godbold,
dissenting, would have reversed because of government counsel's
repeated comments with respect to the defendant's failure to explain
and because of comments about the defendant's invocation of the fifth
amendment privilege.

In United States v. Grayson, 10 the defendant had entered a plea of
nolo contendere to the charge of willfully and knowingly subscribing a

false and fraudulent corporate income tax return in violation of Section
7206(1). Obviously surprised by the severeity of the sentence which he

received (18 months and a $5,000 fine), the taxpayer asked the court of

appeals to set the conviction aside. He alleged inter alia that prosecution
was barred by the six-year statute of limitations because the indictment
was not returned until six years and three days after the alleged offense.

This contention was summarily dismissed by the court of appeals. The

record established that the sworn complaint was taken out before a

98. 410 F.2d 748 (5thCir. 1969).
99. 407 F.2d 189 (5th Cir. 1969).
100. Id. at 195.
101. 416 F.2d 1073 (5th Cir. 1969). Cert. den. ___ U.S.
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United States commissioner several days before the expiration of the six-
year period; Section 6531 provides that the six-year statute shall be
extended until the date which is nine months after the date of the making
of a complaint before the commissioner. The court of appeals also
rejected an argument by the appellant to the effect that his sixth
amendment rights to a speedy trial were violated. The court held that a
delay in indictment, so long as the applicable statute of limitations is not
violated, does not amount to a sixth amendment violation. As to the
delay between the return of the indictment on January 14, 1966, and the
entry of a nolo contendere plea on October 28, 1968, the court noted that
the taxpayer was at least partly responsible for the delay having at one
time entered a not guilty plea, having moved for a transfer to a different
division and having moved for an extension of time for filing defense
motions. As if this were not enough, the court added that since the
judgment of conviction was based on a nolo contendere plea, the legal
equivalent of a guilty plea, the plea was an admission of guilt and a
waiver of all nonjurisdictional defects, including the right to object to
delay in trial under the Federal Rules of Criminal Procedure or the sixth
amendment.
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