FEDERAL TAXATION
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The unusually heavy work-load carried by the United States Court
of Appeals for the Fifth Circuit is reflected in both the volume and
complexity of tax cases decided during the year 1971, and in the increase
since the last annual survey in the tax field by this law review. During
the year 197 1, the court rendered 86 decisions dealing with the substance
and procedure of federal taxation compared with 62 in 1969.' As might
be expected, Texas district courts were the principal source of the Fifth
Circuit's 1971 tax cases, providing 23.2 The tax court ran a close second,
providing 21 disputes for resolution by the Fifth Circuit. The next largest number of cases, 16, arose from the district courts of Florida, with
the remainder of the cases coming from the district courts of Georgia,
Alabama, Louisiana, and Mississippi. A numerical analysis of the cases
is shown in the tables at the end of the survey.
Of the 86 cases reviewed, 58, or 67-1/3 per cent, of the lower court
decisions were affirmed by the court of appeals. The district courts had
a slightly better "affirmance record" than did the tax court, with 70 per
cent affirmances as opposed to 60 per cent, respectively. Several district
courts were 100 per cent effective in being affirmed, while two others
had 100 per cent of their decisions reversed. The state whose district
courts were most often upheld was Alabama, with 9 of 11 decisions, or
82 per cent, being affirmed.
Of the 58 decisions affirmed, 45 affirmances were favorable to the
Government, with only 13, or 22 per cent, favorable to the taxpayer.'
Twenty-four of these 58 affirmances were by per curiam opinions, 17
of which were favorable to the Government. Of the 28 decisions reversed, in whole or in part, 15 reversals were favorable to the Government and 13 were favorable to the taxpayer.
Although a great majority of the cases coming before the court of
appeals arose from civil matters which were decided below without the
assistance of a jury, the court did consider 19 cases produced by appeals
* Partner in the firm of Sutherland, Asbill & Brennan, Atlanta, Georgia and Washington,
D.C.; Commissioner of Internal Revenue Service, 1969-71; Chairman, Section of Taxation, American Bar Association, 1961-63; Ph.B., Emory University, 1934; J.D., 1936.
1. Williams, Federal Taxation. 21 MERCER L. REV. 539 (1970).
2. See Table I, infra.
3. See Table I, infra.
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of district court judgments which were based on jury verdicts.' Ten of
these 19 cases involved civil matters, while nine were concerned with
criminal tax penalties.5 Of a total of 15 affirmances, eight arose from
civil matters and seven were in cases presenting criminal issues. The
Government prevailed in the majority of the nine cases involving criminal matters, with seven affirmances favorable to the Government and
two reversals favorable to the taxpayer.6 The Government had a better
record in the civil area as well, with the Government and the taxpayer
being equally favored with four affirmances and the Government securing two reversals of district court decisions based on jury verdicts favorable to the taxpayer.
The limitations of time and space permitted the election of only 43
cases for comment. It is hoped that the reader will find them significant
and interesting. Of course, no explanation can be sufficient for the
lawyer whose victory is not celebrated in print or whose loss is not
recognized by a castigation of the court for its error. The decisions
which are reviewed appear hereafter under the following headings: Corporation and Stockholder Issues; Other Income Tax Issues; Estates,
Gifts and Trusts; Employment Taxes and Withholding; Procedural and
Nonsubstantive Matters; and Criminal Tax Cases.
CORPORATION AND STOCKHOLDER ISSUES

Net Operating Losses
Three decisions of the court assist in delineating its approach to the
carryforward and carryback of net operating losses. In one, a carryback
was allowed, with restrictions, after an "F" merger of 123 commonly
owned companies. In the second, with section 2691 applicability, a corporation could not carryover its premerger losses against the postmerger income of two "acquired" profit companies. In the third, again
because of the applicability of section 269, premerger losses of an acquired subsidiary could not be carried over against the postmerger income of a profitable subsidiary which was merged into it.
4. See Table Ill, infra. Other cases involved trials before juries, but the lower court decisions
were not based on jury verdicts because of directed verdicts or judgments N.O.V.
5. Of the 86 decisions taken into account in this analysis, 77 presented civil issues and the
remaining nine were criminal in nature. All of the criminal cases apparently arose from judgments
based on jury verdicts.
6. See Table IV, infra.
7. 26 U.S.C. § 269 (1970). All references hereafter are to the sections of the Internal Revenue
Code of 1954 unless indicated otherwise.
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In the first of these cases, Home Construction Corp. v. United
States,' the Government found itself in the not unfamiliar position of
being hoisted on its own petard, this time on Davant v. Commissioner.9
In Davant, the Commissioner had successfully argued that a circuitous
merger of two commonly owned corporations constituted an "F" reorganization with the result that distributions accompanying the transaction were treated as dividends taxable as ordinary income. Home Construction involved a statutory merger, as found by the district court, of
123
functionally related corporations which compromise integral parts of
a unified and centrally managed and controlled over-all business enterprise into a single corporation with no change in stockholders or their
proprietary interest, no change in the ownership, form or location of
the corporate assets, no change in the corporate personnel or management, and no change in the type, scope and method of business operations.' 0
Under the provisions of section 381(b) the resulting corporation could
not carry back its loss to premerger years unless the reorganization was
one described in subparagraph (F) of section 368(a)(1). Thus the critical
question, decided in favor of the taxpayer by the district court and court
of appeals, was whether the reorganization constituted "a mere change
in identity, form, or place or organization, however effected," within the
meaning of section 368(a)(l)(f). Although the court relied on the circuit
rule regarding "panel precedent" in declining to overrule or impair the
principle of Davant," it noted that the case had been followed by the
Ninth Circuit in Estate of Stauffer v. Commissioner, 2 and in its own
discussion it reflected an acceptance of the principle of Davant and
Stauffer.11
Emphasizing that "[t]he reader should note the full delineation of
limiting factors which must concur in multi-corporate F reorganizations," the court stated that they were "limited to the merger of commonly owned corporations engaged in the same or integrated activities."" It referred also to the commonly required limitation that there
be "a legitimate business purpose.'' 5
8. 439 F.2d 1165 (5th Cir. 1971).
9. 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S. 1022 (1967).
10. 311 F. Supp. 830, 835 (S.D. Ala. 1969).
11. 439 F.2d at 1169.
12. 403 F.2d 611 (9th Cir. 1968).
13. 439 F.2d at 1169-71, 1173.
14. Id.at 1171.
15. Id.at 1172.
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As a restricting factor, the court declared that income of a corporation in the group of 123 existing prior to merger could be offset by a
loss after merger only to the extent the taxpayer could show on remand
that the loss was attributable to the assets received in the merger from
that particular corporation. According to the court this reflects the
Libson Shops'" principle that "an after-merger taxpayer may not obtain
any more favorable tax treatment than it would receive had the loss
occurred under the business's pre-merger form."' 7
In the second of these cases, Vulcan Materials Co. v. United
States,'" two profit corporations were merged under statute into a loss
corporation which had previously sold its operating properties and held
only liquid assets at the time of the merger. The distinctive feature of
the case dealt with by the court was that there had been a 57 per cent
continuation of ownership interest by stockholders of the loss corporation but a consequent loss of more than 50 per cent ownership by
stockholders of the two profit companies. The court concluded that this
constituted an acquisition of control within the meaning of section 269
and that a carryover of the loss against post-merger income attributable
to the two acquired companies would give the acquiring corporation
"the benefit of a loss it would not have otherwise enjoyed."' 9 The court
then turned to an analysis of the evidence before the district court, 0
which was entirely in stipulated form, to determine whether the primary
purpose of the merger was tax avoidance. Upon the basis of what the
court considered "meager information" 2 ' it concluded, as had the court
below, that the taxpayer did not carry its burden of proving that the tax
benefits did not provide the principal purpose. It noted as being "conspicuously absent ' 2 2 any oral testimony tending to show purposes for
the merger other than the advantage of a loss carryover of approximately $4,500,000 which was recognized by the parties at the time of
the merger.
23
Of interest in Scroll, Inc. v. Commissioner,
the third of the three
net operating loss cases, is the analysis of Chief Judge Brown of the
subjective intent contemplated by "principal purpose" under section
269. Here a parent corporation acquired the stock of a loss corporation
16.
17.
18.
19.
20.
21.
22.
23.

Libson Shops, Inc. v. Koehler, 353 U.S. 382, reh. denied, 354 U.S. 943 (1957).
439 F.2d at 1172.
446 F.2d 690 (5th Cir. 1971), reh. denied, cert. denied, 1971-2 U.S.T.W. 1409.
Id. at 698.
308 F. Supp. 53 (N.D. Ala. 1969).
446 F.2d at 699.
Id. at 700.
447 F.2d 612 (5th Cir. 1971).
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into which it then merged a profitable subsidiary. The decision of the
tax court24 denying the claim of a carryover of the premerger loss
against the post-merger income attributable to assets from the profit
corporation was affirmed.
The court of appeals was faced with the situation of the acquiring
parent and its profitable subsidiary having "obtained the benefit of a
substantial loss carryover that neither would otherwise have enjoyed," 25
but also one where there existed creditable evidence of several non-tax
motivations for the transactions.2" The court recognized that the mere
existence of tax considerations would not defeat the allowance of a
carryover of a loss where the acquisition was motivated by legitimate
business reasons unless the "principal purpose" of the merger was to
secure tax benefits. Judge Brown wrote that while the case before him
depended upon "the vagaries of motive and intention," 27 nevertheless,
on the "critical issue of subjective motivation," there was "no express
verbal testimony to support" the finding of the tax court that the principal purpose had been one of tax avoidance and that section 269 was thus
applicable. 8 He then described what he considered to be a "common
sense" approach to a determination of the issue:
Certainly we must recognize that as a matter of common sense and
business acumen experienced corporate executives and their advisers
may legitimately attempt to surround the proposed maneuver with
factors which maximize at least one of the legitimate business purposes
beyond the hope or expectation of the tax purpose. But equally as
certain the key to this thorny problem of subjective intent does not lie
in methodically characterizing all of the taxpayer's asserted non-tax
motives as spurious. Whether legitimate business purposes did in fact
induce the transaction, and if so to what extent, whether they were
mere window dressing or afterthoughts, or whether the tax-saving purpose outranked any one of the credited business motives are all questions of fact upon which the taxpayer has the burden.2 9
In applying this common sense test Judge Brown reviewed the facts
of the case and stated:
We think a court experienced in the affairs of Federal income taxation
29,676 at 768 (1969).
24. 28 CCH Tax Ct. Mem.
25. 447 F.2d at 615.
26. Id. at 616. Among the asserted non-tax reasons for the merger were the savings of state
income taxes and the obtaining of the skills of the management of the profitable subsidiary for
the loss corporation.
27. Id. at 613.
28. Id. at 614.
29. Id. at 616.
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was entitled to believe that no businessman in his right mind would
allow this plum [the loss carryover] to go unplucked . .

.

.The burden

of proof on the taxpayer is not an easy one, and when the disputed tax
benefits are so disproportionate to the value of the other asserted
30
advantages, that burden may be practically impossible to sustain.
Liquidation
An unusual device for postponement of the capital gain taxes of
stockholders in a liquidation under section 337 was recognized in
Rushing v. Commissioner. 3 Here two corporations adopted plans of
complete liquidation and then sold substantially all of their assets.
Thereafter, their stockholders created irrevocable trusts for the benefit
of their children to which they transferred other assets and sold the
section 337 stock on an installment basis for a small cash down payment and 20-year notes bearing interest at five per cent per annum.32 The
purchase price paid by the trustee for the stock apparently was somewhat less than the value of the anticipated liquidating dividends.3 3 The
trustee then completed the liquidation of the corporations within twelve
months from the adoption of the plans for liquidation. The Commissioner treated the sellers as the stockholders in liquidation and thus
denied them the use of the installment method. The tax court held that
the selling stockholders were entitled to use the installment basis3 4 and
the court of appeals affirmed.
After citing other cases in which a taxpayer had received the benefit
of the installment method by creating "a third entity between himself
and the ultimate source of his profit, ' 35 the court stated:
We think it clear from a reading of these cases that a taxpayer may,
if he chooses, reap the tax advantages of the installment sales provision
if he actually carries through an installment sale, even though this
method was used at his insistence and was designed for the purpose of
30. Id. at 618.
31. 441 F.2d 593 (5th Cir. 1971).
32. 52 T.C. 888, 892 (1969).
33. The stock of one corporation was sold for $360,000 and the record indicates that a note
and an account receivable valued together in excess of $400,000 were the principal assets distributed
in liquidation; the stock in the other corporation was sold for $265,000 and the principal asset
distributed in liquidation was a note for an amount in excess of $320,000. Id. at 892-93.
34. Id. at 896-98.
35. 441 F.2d at 597-98, citing Griffiths v. Helvering, 308 U.S. 355 (1939); Hindes v. United
States, 371 F.2d 650 (5th Cir. 1967), cert. denied, 386 U.S. 922 (1967): Hindes v. United States,
326 F.2d 150 (5th Cir. 1964), cert. denied, 377 U.S. 908 (1964); Williams v. United States, 219
F.2d 523 (5th Cir. 1955); Pozzi v. Commissioner, 49 T.C. 119 (1967).
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. On the other hand, a taxpayer certainly may

not receive the benefits of the installment sales provisions if, through
his machinations, he achieves in reality the same result as if he had
immediately collected the full sales price, or, in our case, the full
liquidation proceeds."6
The court then explained that "in order to receive the installment
sales benefits the seller may not directly or indirectly have control over
the proceeds or possess the economic benefit therefrom." 37 In applying
these principles to support a conclusion in the taxpayers' favor the court
pointed to the fact that the trustee, a bank, was "independent of the
taxpayers' control" and "neither a puppet or an economic serf. ' 3 The
bank trustee could be replaced by the settlors, but only with another
bank. 9
Debt or Equity
The sole question in the case of In Re Indian Lake Estates, Inc. , was
whether funds supplied to a land development company were debt or
capital. If capital, then the corporation would lose the deductions for
interest on the asserted debt and also for losses on land sales installment
contracts sold at a discount to members of the same group that furnished the capital." The corporation was organized by a sole stockholder with only 1,000 shares of a par value of $1.00. It then entered
from time to time into major real estate undertakings with capital supplied by a group of joint venturers who were given important rights of
control over the activities of the corporation. The district court had
affirmed a decision of the referee in bankruptcy denying priority tax
claims of the United States which were based upon the theory that those
furnishing capital were investors and not creditors. The court of appeals
reversed.
After referring to the thirteen factors which decisions of the Fifth
Circuit had found should be given consideration in such cases, the court
36. 441 F.2d at 598.
37. Id.
38. Id.
39. Id. at 598 n.6.
40. 448 F.2d 574 (5th Cir. 1971).
41. 26 U.S.C. § 267 (1970). Under this section losses on sales by a corporation to related
stockholders are not allowable. Section 267(b)(2). A member of a joint venture or partnership
would be deemed to own the stock owned by other joint venturers (section 267(c)(3)) so as to meet
the test of ownership of more than 50 per cent of the stock which is required for applicability of
section 267.
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explained that "the object of the inquiry is not to count the factors but
to evaluate them." 42 In reviewing the transaction, it found a number 'of
elements indicating the existence of an investment rather than a loan,
including the fact that (1) those advancing funds had an even greater
control in some respects than a mere stockholder, (2) the corporation's
'investment capital came from these sources to such an extent that the
formal capitalization could "be better characterized as illusory rather
than thin, '' 3 and (3) the various agreements themselves reflected an
44
intent to invest.
Dividends
Reversing in part a memorandum decision of the tax court,45 the court
held in Casner v. Commissioner" that certain dividends declared shortly
before a sale of stock constituted, under the circumstance of that case,
both a portion of the selling price to the selling stockholders, taxable to
them as capital gains, and constructive dividends to the purchasers,
taxable to them as ordinary income. 7 Involved were two automobile
dealerships from which the dominant and controlling stockholder
sought to retire by selling to active operators. The automobile manufacturer's representative recommended to the dominant stockholder that a
distribution of cash be made prior to the sale so as to reduce the purchase price and to provide that seller immediately with as much cash
42.

448 F.2d at 578-79. These thirteen factors are:
(I) the names given to the certificates evidencing the indebtedness; (2) the presence or
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; (12) the extent to which
the initial advances were used to acquire capital assets; and (13) the failure of the debtor
to pay on the due date or to seek a postponement.
43. Id. at 579. The Court noted that the $1,000 stated equity "was only one thirty-fifth of the
initial down-payment for the corporation's first asset."
44. E.g.. the initial joint venture agreement referred to the asserted debt as "capital" and as
an "investment." Id. at 576.
45. 28 CCH Tax Ct. Mem.
29,580 at 535 (1969).
46. 450 F.2d 379 (5th Cir. 1971), reh. denied.
47. Apparently, the original deficiencies assessed by the Commissioner against the purchasing
stockholders were based only on the actual distributions to them, but increased deficiencies were
asserted against at least one of the purchasers in amended answers by the Commissioner. 28 CCH
Tax Ct. Mem.
29,580 at 536. The court of appeals affirmed the tax court with respect to the
purchasing stockholders, finding the actual pro rata distributions to them to be dividends taxable
at ordinary income rates. 450 F.2d at 381-82, 399-400.
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as possible. Although it was not clear from the analysis by the court of
appeals, the tax court opinion shows that the declaration of the dividends occurred after the making of the agreement for the sale of the
stock at book value and before consummation of the sale." The dividends were made payable to stockholders of record on the declaration
date but were not paid until several weeks after the sale.
The court, in an opinion by Judge Coleman, characterized the distributions as one step in a multi-step plan for the sale of the stock to the
buying stockholders who at that point "shared the operating risks of the
two corporations and who stood to benefit from the profits of the corporations or suffer detriment from their losses." 49 At the time of the
declaration of the dividends, the beneficial ownership of the stock was
in the buying stockholders "notwithstanding the fact that the selling
stockholders retained full control and ownership of the stock." 0 The
court also put heay emphasis on the agreement that the sale was to be
at book value including paid-in capital surplus. It added that its conclusion in the case seemed "particularly appropriate" since it clearly appeared from the record that the parties considered the cash distribution
to the selling stockholders to be part of the purchase price." In reaching
this result the court relied heavily upon Waterman Steamship Corp. v.
5 2 in which the
Commissioner,
Commissioner successfully argued, under
circumstances which the present court considered comparable, that a
distribution prior to sale did not constitute a dividend to the corporate
seller subject to the dividends received credit, but a part of the selling
price subject to the capital gains tax.
The victory of the selling stockholders in this case may bring tax
planners more concern than comfort. The result achieved by the parties
through litigation could readily have been achieved by a declaration of
dividends after the buyers obtained the stock. On the other hand, the
case may create problems where a prospective purchaser insists that
certain corporate action, such as a "thinning" by the payment of dividends, be taken before the sale, and the seller wants to be assured of
the sale before taking the preparatory steps necessary to make the stock
attractive to the buyer. Furthermore, an aspect of the case not reflected
upon in the opinion is that an acceptance of the form of the transaction
would have attributed dividends to those holding stock during the years
48.
49.
50.
51.
52.

28 CCH Tax Ct. Mem.
29,580 at 536-37.
450 F.2d at 399.
Id.
Id.
430 F.2d 1185 (5th Cir. 1970), cert. denied. 401 U.S. 939 (1971).
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the earnings were accumulated while, in terms of economic reality, the
result reached attributes income to a purchaser upon the receipt of a
portion of what he has just purchased. From this point of view,
Waterman, at best, should be narrowly confined, not expanded.
UnreasonableAccumulations
Battelstein Investment Co. v. United States 3 upheld, under the "not
clearly erroneous rule," a district court decision 54 finding that the taxpayer was not entitled to recover accumulated earnings tax imposed for
two years. Two features of the court's analysis of the case should be
noted. The court pointed out that receipts anticipated by a corporation
from an installment contract, though not reflected in taxable income,
npnetheless should be taken into account in comparing future needs with
anticipated resources. The court also reviewed and rejected the taxpayer's argument that it was entitled to accumulate an amount of earnings and profits equal to its depreciation reserves. The court pointed out
that this argument "assumes that at some time all plant and equipment
will need replacing even though in practical experience the business
world knows that plants often last way beyond the formula's 'four score
and ten' life." 5 In the course of this analysis the court recognized that
the need for replacement of plant and equipment may be a factor for
supporting the retention of earnings but declined to rule, as urged by
the taxpayer," that "as a matter of law" the repayment of debt incurred
to purchase plant and equipment should be viewed as being made first
out of earnings rather than out of the cash flow produced by depreciation, so as to reduce to this extent the earnings available for distribution.
OTHER INCOME TAX ISSUES

Gross Income
Relying heavily on Lyeth v. Hoey,57 the court in Howard v.
Commissioner58 reversed the tax court59 and concluded that receipts by
a wife in settlement of her claim to dower were not taxable to her as
53.
54.
55.
56.
57.
58.
59.

442 F.2d 87 (5th Cir. 1971).
302 F. Supp. 320 (S.D. Tex. 1969).
442 F.2d at 90 (Emphasis in original).
See excerpts from taxpayer's brief, id. at 90-91 nn. 3 & 4.
305 U.S. 188 (1938).
447 F.2d 152 (5th Cir. 1971).
54 T.C. 855 (1970).
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ordinary income where her claim was made in good faith and was not
without sufficient merit to support a compromise. It indicated that the
tax court had erred by determining whether it considered the wife's
claim to be meritorious rather than deciding whether "the taxpayer in
good faith thinks that the claim is meritorious." 0 The court pointed out
that "[t]here are strong policy reasons for taking at face value compromises based on claims made in good faith."'" Since the receipts from
the settlement were deemed by the court to be a substitute for dower
rights, they were held not to be taxable income. 2
Holding for the taxpayer, the court in Schlumberger Technology
Corp. v. United States13 declined to approve the restrictions proposed
by the Government on the circumstances under which the acquisition
by one corporation of an interest in another is so much a part of the
business of the first corporation as to permit losses on purchased stock
and on advances to the second corporation to be treated as ordinary
rather than capital in nature. After restating the controlling principles
of Corn Products Refining Co. v. Commissioner,4 as amplified by the
court of claims in Booth Newspapers, Inc. v. United States, 5 the court
declined to confine the rule to circumstances where the corporation was
undertaking to protect its present business rather than expand it, or to
circumstances where the action was taken as a "temporary business
expediency." 6
Deductions
In determining the amount of a casualty loss incurred by taxpayers,
whose home was largely destroyed by fire, the amount of loss as measured by the difference in value before and after the casualty was reduced by the insurance company's reimbursement of the cost of renting
60. 447 F.2d at 156.
61. Id. at 158.
62. See also the application of the principle of Lyeth by the Court of Appeals in Early v.
Commissioner, 445 F.2d 166 (5th Cir. 1971), cert. denied, 1971-2 U.S.T.W. 1318. The question
there was whether a life estate was obtained by purchase, as contended by the taxpayers so that
they might amortize its cost over their joint estimated life, or by compromise of a claim of gift. If
received by gift, bequest or inheritance, section 273 would preclude amortization. The tax court
upheld the taxpayers' position, 52 T.C. 560 (1969), with six dissents, and the court of appeals
reversed, holding that the property was received in compromise of the claim of gift and not by
purchase.
63. 443 F.2d 1115(5th Cir. 1971), aft"g 305 F. Supp. 1020 (S.D. Tex. 1969).
64. 350 U.S. 46 (1955).
65. 157 Ct. C1. 886, 303 F.2d 916 (1962).
66. 443 F.2d at 1120-21.
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another dwelling pending repairs. In reaching this conclusion in Conner
v. United States,67 the court reasoned that "the fair market value of the
would contain, in any rational buyer's mind, a
house after the fire
discount amount for loss of use while the house was being restored to a
livable condition." 6 Thus, the loss was considered to be compensated
for by insurance under section 165(a) to the extent of the provision of
the rental allowance.
In Holder v. United States, 9 the court reversed the District Court for
the Northern District of Georgia and held that lessors were not entitled
to deduct losses for the demolition by the lessee of buildings on leased
premises where the lessees were under a contractual duty to restore the
improvements by the end of the lease. The court held that the claim for
deduction did not meet the test of section 165(a) requiring the establishment of a loss "not compensated for by insurance or otherwise." No
contention had been made by the lessors that the value of the obligation
to restore was less than their adjusted cost basis for the demolished
property.' The unfortunate effect of the court's decision upon the taxpayers is that upon the demolition of the buildings in the second year
of a 99-year lease, they could neither deduct their unrecovered cost basis
as a loss nor continue their deductions for depreciation on the old buildings.
In Labay v. Commissioner," the court affirmed per curiam a full
court decision of the tax court which held," with five dissents, that the
words "clearly establish" in section 152(e)(2)(B)(ii), relating to the conflicting claims of separated parents to dependency exemptions for their
children, requires a "clear preponderance of evidence" rather than
"clear and convincing evidence," the standard traditionally applied in
civil fraud cases. The question before the tax court was whether the
mother, having custody of the children, was entitled to the exemptions
rather than the father who contributed more than $1200 for their support. The outcome, decided in favor of the wife by both the tax court
and the court of appeals, turned on the extent of the burden of proof
on the wife. 3 Section 152(e)(2)(B) provides, in effect, that upon a show67. 439 F.2d 974, supp. opn., 442 F.2d 1349 (5th Cir. 1971), affg in part, rev'g in part and
rern'g, 303 F. Supp. 1187 (S.D. Tex. 1969).
68. 439 F.2d at 981.
9656 (N.D. Ga. 1970).
69. 444 F.2d 1297 (5th Cir. 1971), rev'g and rerng, 70-2 U.S.T.C.
70. Id. at 1300 n. 2. (The obligation to restore, if discounted for the 97-year delay, could not
have been great.)
71. 450 F.2d 280 (5th Cir. 1971).
72. 55 T.C. 6 (1970).
73. "Where, as here, the parent having custody of the children is not a party to the Tax Court
proceeding, the burden, in essence, falls upon the [Commissioner] to overcome the presumption
favoring the parent not having custody." Id. at II.
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ing by the parent not having custody that he provided more than $1200
for the support of the children, he would be entitled to claim the exemptions if "the parent having custody of such child [or children] does not
clearly establish that he provided more for the support for such child
during the calendar year than the parent not having custody." The
dissenting judges in the tax court noted74 that in the language of the
Congressional Committee Reports there was an express reference to the
requirement of "clear and convincing evidence." Though recognizing
this, the majority of the tax court reasoned that the imposition of such
a heavy burden of proof on the parent having custody would be unreasonable and inequitable and inconsistent with the purposes and intent
of the statute.75 This rationale was accepted by the court of appeals.
Depreciationand Amortization
In Blaine v. United States,7" despite a special jury verdict finding that
fire and casualty insurance expirations had a useful life of six years,77
the court of appeals reversed the district court and held that the taxpayer had not shown "by a preponderance of credible and convincing
evidence that these expirations are to be legally distinguished from those
in Commissioner of InternalRevenue v. Killian, 5th Cir. 1963, 314 F.2d
852."18 The rule of Killian that expirations of a fire, casualty and automobile agency have an indeterminate life had been followed and reinforced within the Fifth Circuit in Salome v. United States.79 Evidence
from insurance agents, "some of them being interested in the outcome
of the cause," 80 which was "unsupported by facts of substance and
materiality,""' was not considered sufficient to satisfy the burden of
showing justification for departing from the rule established in the earlier cases.
A district court decision 2 that a premium of $4,420,000 paid by the
taxpayer in the acquisition of a chain of retail grocery outlets was for
goodwill, and thus not depreciable or amortizable, was upheld in WinnDixie Montgomery, Inc. v. United States.8 3 In the negotiation of the
74.
75.
76.
77.
78.
79.
80.
81.
82.
83.

Id. at 14-15.
Id. at 12-13.
441 F.2d 917 (5th Cir. 1971), cert. denied, 40 U.S.L.W. 3220.
70-1 U.S.T.C.
9131, at 82,595 (S.D. Tex. 1969).
441 F.2d at 918-19.
395 F.2d 990 (5th Cir. 1968).
441 F.2d at 918.
Id. at 919.
Winn-Dixie Montgomery, Inc. v. United States, 307 F. Supp. 1304 (N.D. Ala. 1969).
444 F.2d 677 (5th Cir. 1971).
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sale, no attempt had been made by the parties to apportion or allocate
the premium paid over book value. It was "simply bargained for as a
lump sum." 4 The court noted that this left a burden for the courts and
surmised as follows:
In all probability, this mode of negotiation, which obviously entails
certain risks for the signatories, was deliberately followed by mutual
understanding, so that neither side would be definitively precluded by
urging its most advantageous tax position
the wording of the pact from
5
to the revenue officials .
After reviewing in detail the "objective evidence and indications"8 6 that
the entire premium was paid for goodwill, the court added that this was
sufficient to support the finding of the court below "in preference to
appellant's adamant but unrealistic thesis that no smidgeon of goodwill
was acquired." 7 In its reasoning the court explained that the term
"goodwill" is often used to encompass both goodwill and going concern
value. It described goodwill as "the expectancy that 'the old customers
will resort to the old place' "88 and going concern value, "strictly speaking," as being "bottomed on the ability of the. acquired business to
generate sales without any interruption because of the take-over." 9
Capital Gains
The question before the court in Huxford v. United States0 was
whether the seller of timber under a 20-year cutting contract was entitled to capital gains. The court concluded that there was evidence in the
record to support the finding of a jury,9 on a special verdict, that the
timber, at the time of the sale in question, was held by the corporate
taxpayer primarily for sale to customers in the ordinary course of its
trade or business. The facts regarding the holding of the timber would
seem to have presented a strong case in support of the concept of capital
gains. The land had been acquired years earlier by Mr. Huxford for the
production of turpentine and related purposes. Several years after Mr.
84. Id. at 679.
85. Id.
86. Id. at 682.
87. Id. at 686.
88. Id. at 681, quoting Karan v. Commissioner, 319 F.2d 303, 306 (7th Cir. 1963); Commissioner v. Killian, 314 F.2d 852, 855 (5th Cir. 1963); Nelson Weaver Realty Co. v. Commissioner,
307 F.2d 897, 901 (5th Cir. 1962).
89. Id. at 685 n. 12.
90. 441 F.2d 1371 (5th Cir. 1971).
91. Id. at 1373. The judgment on the jury verdict below is unreported, with the reported
decision, 299 F. Supp. 218 (N.D. Fla. 1969), being a ruling prior to the jury trial.
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Huxford's death turpentining was discontinued because it damaged the
trees. Thereafter the land was conveyed by the estate to the taxpayer,
J.O. Huxford Estate, Inc., a corporation newly formed for that purpose.
The only sales by the corporation consisted of "cat faces" (trees scarred
and damaged by turpentining) and other inferior trees sold from time
to time. Some young trees were planted, new roads were built, and new
fire breaks made. The corporation listed and advertised itself in a directory of the county as buying and selling trees, logs, and pulpwood, but
had no other advertising and had no selling program. Twelve years after
the death of Mr. Huxford and five years after the incorporation of the
taxpayer, the timber was sold under a 20-year lease. The court of appeals pointed to a need to "differentiate between the profits and losses
arising from the everyday operation of a business on the one hand, and
the realization of appreciation in value accrued over a substantial period
of time on the other. '9 2 Although the corporation during these years had
sold no trees, except inferior and damaged ones, the sale was
nevertheless deemed to have been a disposition of trees held primarily
for sale to customers in the ordinary course of its business.
The most distinctive feature of MacGuire v. Commissioner,93 upholding a tax court decision" that monies withdrawn from a controlled
corporation constituted ordinary income and not capital gains, was that
it produced one of the five dissents among the court in tax cases decided
in 1971. . 1 The tax court had not been persuaded by the long and involved
story told by the taxpayers to support their capital gains position, and
the court of appeals agreed, saying that "the taxpayers' story was both
contradictory and contradicted."" Nevertheless, Judge Byron G. Skelton, of the United States Court of Claims, sitting by designation, set
forth in his dissenting opinion a detailed analysis directed toward showing that the facts required that a portion of the gain be treated as capital
gain. "7
The jury verdict before the court of appeals in Renfroe v. United
States" held that pecans sold from time to time by a dealer out of an
92. Id.at 1375.
93. 450 F.2d 1239 (1971), reh. denied.
94. 29 CCH Tax Ct. Mem.
30,063 at 414 (1970).
95. The other dissents were in Holbrook v. Commissioner, 450 F.2d 134, 143 (5th Cir. 1971)
(Tuttle, J., dissenting): Lucia v. United States, 447 F.2d 912, 923 (5th Cir. 1971) (Roney, J.,
dissenting): Estate of Bagley v. United States, 443 F.2d 1266. 1270 (5th Cir. 1971) (Ainsworth, J.,
dissenting): Estate of Wein v. Commissioner, 441 F.2d 32, 41 (5th Cir. 1971) (Tuttle, J., dissenting).
96. 450 F.2d at 1244.
97. Id. at 1245.
98. __
F.2d __,71-1 U.S.T.C.
9462 (5th Cir. 19 7 1), q.g 71-I U.S.T.C.
9447 (M.D.
Ala. 1969).
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investment account were not held by him primarily for sale in the ordinary course of his business, although the jury also found that the investment account was "created for the primary purpose-of achieving capital
gains treatment upon the sale of pecans, rather than for a business
purpose."9 9 The trial court judge had instructed the jury that if its answer to the two questions were consistent, the court would be able to base
a judgment on the answers. Despite the possible inconsistencies in the
answers, the district court entered judgment for the plaintiff and this
was affirmed without comment by the court of appeals, relying on the
"not clearly erroneous" rule.
Partnerships
The status for tax purposes of an informal subpartnership between a
son and his mother was considered in Bayou Verret Land Co. v.
0 in which the court of appeals reversed in part and
Commissioner,1
remanded a tax court decision"" for the Government that the partnership proceeds paid to the mother.were income to the* son. The court
reversed because the tax court had apparently erred as a matter of law
in two respects, namely, in relying too heavily on the absence of a
showing
of proportionality between contributions by the son and his
mother, and
in failing to make it clear that its decision was not based
upon an assumption that the son's desire to discharge his familial obligations to support his mother was necessarily inconsistent with an intent
to create a valid partnership. The tax court's finding against the validity
of the mother's one-third interest in a subpartnership demonstrated
heavy reliance upon the son's failure to show that the sum of $10,000
received from his mother approximated one-third of the cost or value
of his interest in the partnership. To the contrary, the court of appeals
proclaimed that it did not consider disproportionality in the contributions to be a prime factor in determining whether a valid partnership
was created, even though it would be a major factor in determining
whether there should be a reallocation of income for tax purposes. The
opinion points out that section 704, in providing for a reallocation of
income in the event of disproportionality, itself indicates implicitly that
disproportionality would not require that the partnership be ignored
altogether for tax purposes. The court went on to add that a desire to
99. 71-I U.S.T.C.
9447, at 86,609-10. The facts of the case are deduced from the charge since
the court of appeals affirmed without discussion.
100. 450 F.2d 850 (5th Cir. 1971).
101. 52 T.C. 971 (1969).
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discharge familial obligations, while justifying a close scrutiny for tax
purposes, should not be considered necessarily exclusive of an intent to
create a valid partnership. For these reasons, the court felt that the
decision of the tax court did not have the insulation of the "not clearly
erroneous rule," and remanded with the direction that the issue of intent
to create a partnership be reviewed in the light of principles enunciated
by the court.
Did the partner involved in Crenshaw v. United States' ° sell a partnership interest to her partner who had offered to purchase it for cash,
or did she, effectively for tax purposes, liquidate the partnership, exchange her interest in the partnership realty for other realty held by her
husband's estate (presumably giving a higher adjusted cost basis to the
partnership realty), and then, acting as executrix for the estate, sell the
interest in the former partnership realty to the partner'"3 desiring to
purchase it? The district court upheld the reality of the separate steps
in the transaction, finding a section 736(b) non-taxable distribution in
liquidation of a partnership interest, followed by a tax-free section 1031
like-kind exchange.0 4 Characterizing this as a "hotly contested suit
[between] . . . an ingenious taxpayer and a skeptical tax collector,"'0 5
the court of appeals reversed the district court on the grounds that the
intricate devices designed to reduce taxes did not alter the fact that this
in substance was simply a sale of the partnership interest. It is interesting to note that the court considered it essential to its holding that the
purchaser, after buying the undivided interest in the realty from the
estate, transferred it to the pratnership in exchange for the partnership
interest formerly owned by the taxpayer. The court stated that if this
last step had not occurred the "[t]axpayer's partnership interest would
hay been 'liquidated' in every conceivable sense of that term, and the
complete obliteration of it simply could not have been characterized as
'sale' if none of it had survived to be 'sold.' ''100 The court surmised that
the purchaser was willing to go along with the suggested alternative plan
of the seller's attorneys since he ended up with what he had initially
sought to purchase. The discussion and citations by the court indicate
that it dealt with the transaction as being in the nature of a step102. 450 F.2d 472 (5th Cir. 1971).
103. The sale was actually to a newly created corporate alter ego of the partner which then
exchanged its interest in the realty for an interest in the partnership, but that fillip was irrelevant
for the court's analysis of the realities of the transactions.
104. 315 F. Supp. 814 (N.D. Ga. 1970).
105. 450 F. Supp. at 473.
106. Id. at 476.
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transaction, "an illusory facade,"' 17 and for tax purposes, a "sham."' 18
Under section 752(b), a decrease in a partner's share of the partnership's liabilities is considered as a distribution of money by the partnership to the partner, taxable as gain to the partner under section 731 only
to the extent that such distribution exceeds the adjusted basis of the
partner's interest in the partnership. Section 61(a)(12), however, includes within gross income the "income from discharge of indebtedness." The conflict created by these two provisions produced a novel
decision in Stackhouse v. United States,'"9 arising from a partnership's
compromise and settlement for $30,000 of litigation claiming more than
$125,000 from the partnership. The Commissioner determined that
under section 61(a)(12) the partnership had realized income in the
amount of the difference between the amount of the asserted debt and
the amount of the settlement, and assessed deficiencies against the two
partners.
Although failing in the district court, the partners convinced the court
of appeals that section 752(b) rather than 61(a)(12) governed the settlement. The Government contended that section 752(b) deals solely with
the partners' liabilities among themselves and does not apply to a third
party's forgiveness of indebtedness, but, relying on legislative history
and Treasury Regulations under section 752, the court concluded that
the settlement produced a section 752(b) distribution.
Oil and Gas Rights
0 the taxpayers as owners of an undiIn Christie v. United States,"1
vided working interest in an oil and gas lease assigned an oil production
payment"' to Karrenbrock in consideration for his agreement to furnish
certain equipment of a value of $5,235.24 for use in the production of
oil from the lease. The oil production payment was payable out of 80
per cent of the oil and gas production from the taxpayer's interest until
it equalled Karrenbrock's costs, plus a five per cent commission and five
and one-half per cent annual interest on the costs. The agreement also

107. Id. at 475.
108. Id. at 477.
109. 441 F.2d 465 (5th Cir. 1971).
110. 436 F.2d 1216 (5th Cir. 1971).
I11. See id. at 1217 n. 3, describing a production payment as follows:
A production payment, for federal tax purposes, is a right to oil and gas in place that
entitles its owner to a specified fraction of production for a limited time, or until a
specified sum of money (which may be determined by a formula) or a specified number
of units of oil or gas has been received. BREEDING & BURTON, INCOME TAXATION OF
OIL AND GAS § 2.07 (1961).
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provided that Karrenbrock could offset the salvage value of the equipment against the oil production payment. The court, reversing the district court, held that by reason of this latter provision the depletable and
taxable economic interest in the oil allocable to the production payment
was not attributable to Karrenbrock, who did not look solely- to oil
production for payment, but remained in the taxpayers. Thus, the income allocable to the production payment was taxable to the taxpayers
within the principle of Anderson v. Helvering '2 and Landreth v.
Commissioner' 3 because they continued to bear the risk of nonproduction.
The question as to which of two parties truly held the economic
interest in an oil production payment came again before the court in
Holbrook v. Commissioner,"4 one of the more controversial cases before the court during the year." 5 In what the court termed "an ABC
transaction with a twist,""' 6 "A" sold an undivided interest in oil, gas
and other minerals, and leaseholds to "B", the taxpayers, with the
reservation of a production payment in "A". As part of the transaction,
"A" then sold the production payment to G&W Oil Corporation ("C"),
which financed the purchase by a bank loan secured by the production
payment under a deed of trust. The "twist" came from the fact that
taxpayer "B" gave the bank a "take-out letter" agreeing to locate a
purchaser of the note or purchase it himself, if it were not paid by G&W
Corporation.
But for the "take-out letter," "B" would have had no economic dependency upon the reserved production payment and the oil allocable
to it could not have been taxed to him." 7 The question then was whether
"B's" guaranty of the debt made "B" dependent on production for relief
of his obligation of guaranty. "B" argued that he was not dependent on
the production payment because, in the event he had to pay the bank
under the guaranty, he had a right of subrogation against "C". The
Government's counter to this argument was that the right of subrogation was meaningless unless it had some substance and that the burden
of proof was on the taxpayer "B" to show that "C" was a financially
responsible person. In holding for the Government on this issue, the tax
112. 310 U.S. 404 (1940).
113. 50 T.C. 803 (1968).
114. 450 F.2d 134 (5th Cir. 1971); decision per curiam denying petition for rehearing and
29 A.F.T.R.2d 72-311 (5th Cir. 1971).
F.2d -,
petition for rehearing en banc, 115. Judges Thornberry and Ingraham formed the majority, with Judge Tuttle dissenting.
116. 450 F.2d at 136. See 436 F.2d at 1219 n. 6, describing an "ABC" transaction as follows:
"in the typical 'ABC' transaction A sells his mineral interest to B, reserving or carving out an oil
payment of a certain sum plus a stated amount for interest, and simultaneously sells that retained
production payment to a third party."
117. See Thomas v. Perkins, 301 U.S. 655 (1937).
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court pointed out that taxpayer's counsel "was well aware of the existence of the issue of economic reality" but had presented no evidence on
it."' In reversing the tax court, the majority of the panel in the court of
appeals held that "[t]he burden of proving that such transactions are in
reality a sham or lacking in substance is on the Commissioner, not the
taxpayer.""' Judge Tuttle, in dissent, reasoned that Holbrook's case
depended upon the existence of the right of subrogation against G&W
and that, since a naked legal right of subrogation has no intrinsic value,
the taxpayer clearly had the burden of showing economic substance.' 0
Thus the resolution of this complex issue, and the division in the court
over it, turned on the simple question as to which party had the burden
of proof.'2
ESTATE, GIFTS AND TRUSTS

Gross Estate
A power given to the testator's widow during her life to "consume,
invade, or appropriate" corpus for her "support, maintenance, comfort,
and welfare" provided her the right to consume the property in accordance with her own assessment of her personal needs, at least in the
absence of actual fraud, and constituted a general power of appointment
requiring the inclusion of the property in her gross estate for federal
estate tax purposes. In so ruling, the court in Lehman v. United States'
found that the Texas law imposed no legal limitations on her right to
consume for her own purposes and no responsibility on her to account
to any one else for her exercise of discretion in this respect.
The issue in Estate of Witkowski v. United States13 was whether a
general power of appointment in a farm devised to Mrs. Witkowski for
life by her husband was subject to a substantial adverse interest at the
time of her death by reason of her oral agreement to leave the property
118. 54T.C. 1617, 1621 (1970).
119. 450 F.2d at 142. The majority opinion relies upon the decision of the tax court in
Landreth, but there the evidence showed clearly that the purchaser of the production payment was
"not a mere strawman" but had substantial net worth. 50 T.C. at 809.
120. Id. at 143-45. See also Judge Tuttle's dissent to denial of rehearing, -. F.2d at __,
29
A.F.T.R.2d at 72-312.
121. Section 636(b) of the Internal Revenue Code, added by the Tax Reform Act of 1969,
removes the tax advantages of the typical "ABC" transaction by providing that a retained production payment on sale of mineral properties should thereafter be treated as a purchase money
mortgage loan which will not qualify as an economic interest in the property.
122. 448 F.2d 1318 (5th Cir. 1971), affg 71-1 U.S.T.C.
12,744 (S.D. Tex. 1971).
123. 451 F.2d 1249 (5th Cir. 1971), affg 71-1 U.S.T.C.
12,787 (N.D. Tex. 1971).
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to her sons in consideration for their help in securing a loan. The court
of appeals affirmed the decision for the Government by the district court
on the grounds that the oral agreement would not be enforceable under
Texas law. Of general interest is the obiter dicta by the court to the
effect that it had "serious doubts" as to whether the "substantial adverse interest" intended by section 2041(b)(1)(C) could arise other than
from the same instrument that created the power of appointment.'
The entire proceeds of an accidental death policy, purchased by the
decedent for his children within three years of death and in contemplation of death,.were held to be includible in gross estate in Bel v. United
States."5 The decedent for a period of four years prior to his death had
annually secured for his children a one-year accidental death policy,
putting the policy in their names but paying the premiums himself. The
district court"' had held that only the purchase price of the policy, i.e.,
.the premiums paid, rather than the insurance proceeds, were includible,
relying on the generally accepted rule of Estate of Coleman v.
Commissioner. 7 The Coleman case dealt with an insurance policy on
the life of the decedent for which the decedent's children had been the
owner-beneficiaries for more than three years prior to death but on
which the decedent had regularly paid the premiums. The court of appeals in the present case pointed out that in Coleman the premiums paid
within three years of death and in contemplation of death "served only
to keep 'the economic substance of that ownership alive,' . . [while in
the present case] . . . every stick in the bundle of rights constituting the
policy and its proceeds had its genesis within three years of the decedent's death.' 2 The court recognized that its decision was squarely in
conflict with Gorman v. United States, 29 Its point of difference with
Gorman was that the district court in that case followed an "impermissibly restrictive interpretation of the term 'transfer' " with the effect of
subverting the underlying purposes of section 2035. The Fifth Circuit
stated:
We think our focus should be on the control beam of the word "transfer." The decedent, and the decedent alone, beamed the accidental
death policy at his children, for by paying the premium he designated
124.
125.
126.
127.
128.
129.

Id. at 1252 & n. 6.
452 F.2d 690 (5th Cir. 1971).
310 F. Supp. 1189 (W.D. La. 1970).
52 T.C. 921 (1969).
452 F.2d at 690.
288 F. Supp. 225 (ED. Mich. 1968).
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ownership of the policy and created in his children all of the contractual rights to the insurance benefits. These were acts of transfer."',

Charitable Remainders
In valuing a charitable remainder there is no justification for departure from the actuarial tables of the Treasury Department'

where it

is not apparent from medical evidence that the death of the life tenant
was either predictable or imminent on the critical date, even though the
evidence may show that the life tenant suffered from a number of serious and chronic conditions which at that time had not proceeded to a
terminal stage. 31 It is only in the exceptional case, "where the death
of a life tenant is imminent or predictable,"' 33 that the court would
support a departure from the tables provided in the regulations.
In a series of three cases coming before the court from Florida District Courts, the question was whether the directions or powers given to
the trustee with respect to payments to life beneficiaries made the interest of the charitable remainderman unascertainable and defeated the
35 '
estate's charitable deductions.'34 In Florida Bank v. United States,'
the will required the trustee to pay over all capital gains to the life
beneficiaries. In view of the clear and unambigious provisions of the
will, evidence was not received by the trial court to show that the corporate fiduciary "netted" capital gains and losses, or to show that this was
the intention of the testator. The court of appeals agreed with the determination of the district court that such evidence was unnecessary due
to the lack of ambiguity in the will's provisions, and it affirmed the
lower court's decision that the requirement of the invasion of corpus by
130. 452 F.2d at 691. On November 8, 1971, a month before the Court of Appeals' decision
in Bel, the I.R.S. issued Rev. Rul. 71-497, I.R.B. 1971-45, 16, citing the Gorman and Coleman
opinions. The Ruling revoked Rev. Rul. 67-463, 1967-2 Cum. Bull. 327, which had stated that
payment of premiums by the insured would result in inclusion of a portion of the proceeds in his
estate. In Rev. Rul. 71-497 the Service conceeds that none of the proceeds are includable if the
original transfer of the policy occurred more than three years prior to the insured's death, following
the decision of the Fifth Circuit in First Nat'l Bank v. United States. 423 F.2d 1286 (5th Cir.
1970). However, the Ruling sets forth a factual situation almost identical to that in Bel and
indicates that, as in Bel, the full amount of the policy's proceeds are includable in the insured's
estate.
131. Federal Estate Tax Regulations §§ 2 0.20.31-7(a) & 2 0.2055-2(a).
132. First Nat'l Bank v. United States, 443 F.2d 116 (5th Cir. 1971). reh. denied, rev'g 70-1
U.S.T.C.
12,681 (S.D. Fla. 1970).
133. Id. at 120.
134. In all three cases the panel consisted of Judges Tuttle, Ainsworth and Simpson. and all
three opinions were authored by Judge Tuttle.
135. 443 F.2d 467 (5th Cir. 1971), affg in part and rev'g in part 313 F. Supp. 1072 (M.D.
Fla. 1970).
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distributing capital gains precluded ascertaining the value of the charitable remainder.' A second issue in the case involved the proper valuation date for property transferred to the wife in satisfaction of her dower
rights to one-third of the personal property (there being no real estate
in the estate). The distribution was made to her some ten months after
death and the executors elected to value the estate as one year after the
death. The specific assets transferred to the wife had a value on the
alternate valuation date greater than one-third of the gross estate. This
amount was claimed by the executor as a marital deduction and upheld
by the district court. The court of appeals reversed on this issue, requiring the marital deduction to be confined to an amount equal to one-third
of the value of the gross estate at the time of death, since the valuation
for purposes of distribution to the wife looked to this date under Florida
36
law . .
In a companion case to Florida Bank, the court held in First National
Bank v. United States' 8 that the deductibility of a charitable bequest
to a recognized charity was defeated where the amount ultimately to
pass to charity was made unascertainable by reason of the trustees'
broad powers of investment and reinvestment, including the discretion
to invest in investment trusts and to charge trustees' commissions and
other expenses to income or principal. The court reviewed and approved
Rev. Rul. 60-385 providing that no deduction for income, estate or gift
tax purposes is allowable with respect to a transfer of a remainder
interest to charity where the trust instrument authorizes investment in
stock of regulated investment companies and permits dividends, which
may include capital gains, to be treated as income and paid to the life
tenant, "since no known formula has been advanced for ascertaining the
value of the charitable interest."' 3 9 The court concluded that the testatrix had vested in her trustees extraordinary powers for favoring the life
beneficiaries so that it was impossible to conclude that the invasion of
corpus that might result from these powers would not be significant. The
court therefore reversed the district court's holding that the estate was
entitled to the charitable deduction.
A similar result was reached in a third companion case, First National Bank v. United States." Here again the court reversed the district court and held that the value of a remainder to charity was not
136.
137.
138.
139.
140.

Id. at 473.
Id. at 474.
443 F.2d 475 (5th Cir. 1971). reh. denied, rev'g 69-2 U.S.T.C.
Rev. Rul. 60-385. 1960-2 Cum. Bull. 77.
443 F.2d 480 (5th Cir. 1971). rev'g and rem'g 70-1 U.S.T.C.

12,627 (S.D. Fla. 1969).
12,675 (S.D. Fla. 1969).
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ascertainable for estate tax purposes where powers given to the trustees
created the possibility of significant encroachments on corpus in favor
of the life tenants. The trustees were given the discretion, among other
things, to buy bonds and other securities at a premium, to charge disbursements against principal or income, and to treat stock dividends
and liquidating dividends as income. The court explained that it could
not be assumed that the trustees would not exercise in favor of the life
tenants the extraordinary powers given to them. Nor could it conclude
that the exercise of extraordinary powers expressly given to the trustees
could be restrained under state law.
Simultaneous Deaths
A panel consisting of Judges Wisdom, Bell and Ainsworth divided
over an interesting issue in Estate of Bagley v. United States, 4' where
the husband's will created a general testamentary power of appointment
in the wife and upon their simultaneous deaths, the wife was presumed
a survivor under the husband's will and Florida law. The husband's will
provided that upon the wife's failure to exercise the power there was a
shift over to a designated beneficiary. The question at issue was whether
the property should be included in the wife's estate for tax purposes by
reason of the existence of the power of appointment. On this, the majority, in an opinion by Judge Bell, upheld the decision of the district
court "' despite the reasoning of Judge Ainsworth in dissent 43 that there
was no evidence to indicate that the wife knew of the existence of the
power or had an opportunity to exercise it. In the view of Judge Ainsworth, to hold that the power could have been exercised in the "theoretical instant" during which she was presumed to have survived her husband was "incompatible with the purpose of the statute we are construing.""' He felt that the decision of the majority turned on "the niceties
of the conveyancer's art" rather than upon "the realities of the dece' 45
dent's situation."'
The impact of the fact of simultaneous deaths in an estate tax context
also created a dissent in Estate of Wien v. Commissioner.4 In this case
the husband and wife, who lost their lives with other Georgians in an
airplane crash at Orly Field, Paris, France, each owned insurance poli141.
142.
143.
144.
145.
146.

443 F.2d 1266 (5th Cir. 1971), reh. denied.
318 F. Supp. 765 (M.D. Fla. 1970).
443 F.2d at 1270.
Id. at 1272.
Id.
441 F.2d 32 (5th Cir. 1971), rev'g and rem'g 51 T.C. 287 (1968).
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cies on the life of the other naming the owner as primary beneficiary,
with their children named as secondary beneficiaries. The Georgia version of the Simultaneous Death Act provides in such cases that in the
event "there is not sufficient evidence that they have died otherwise than
simultaneously, the proceeds of the policy . . . shall be distributed as if
the insured . . . had survived the beneficiary . . .. ,""IJudge Goldberg,
writing for himself and for Judge Wisdom as the majority, concluded
that the state statute governed the issue of ownership by each estate for
estate tax purposes, so that neither spouse should be deemed to have
survived the other so as to be entitled to receive the proceeds of the
insurance on the other's life. Stated otherwise, each estate was deemed
to include a policy on the life of a surviving spouse, valued not by the
policy's proceeds but by the ownership rights in an unmatured policy. "8
Judge Tuttle, in dissent, did not agree fully with either the majority
of his panel or with the tax court below.' 49 He pointed out that the
simultaneous death statute does not create facts but only acquits the
insurance company from liability in paying out the proceeds under
stated circumstances. He would have remanded for a determination of
the fact as to which of the parties more probably survived and would
have recognized this for estate tax purposes.' 5 0 Absent such a determination, he would have affirmed the tax court's inclusion "of the full
amount of the proceeds of the policies in the estate of each ownerbeneficiary."''
Multiple Trusts
The question as to whether two virtually identical trust instruments
created four and six trusts, respectively, or only two trusts multiple
beneficiaries, was considered in Commercial Bank v. United States.'
GA. CODE ANN. § 56-2426 (1971).
148. The value attributed to the policies in each estate was an anount equal to the interpolated
terminal reserve of the policies determined in accordance with Treas. Reg. § 20.2031-8, 441 F.2d
at 37. In so holding, the Fifth Circuit joined two other courts of appeal in applying Treas. Reg.
§ 20.2031-8: Old Kent Bank & Trust Co. v. United States, 430 F.2d 392 (6th Cir. 1970): Estate of
Chown v. Commissioner, 428 F.2d 1395 (9th Cir. 1970) (reversing the tax court decision relied upon
by the tax court in Estate of Wien).
149. 441 F.2d at 41.
150. Judge Tuttle explained:
I think the likelihood of absolute simultaneous death is so remote that I think both
taxpayer and the Commissioner are entitled to have that fact determined so that the tax
events flowing therefrom can properly be assessed. Id. at 44.
151. 51 T.C. at 290.
152. 450 F.2d 330 (5th Cir. 1971), affg 71-1 U.S.T.C. 1 9484 (M.D. Fla. 1971).
147.
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The instruments of the two settlors expressed on their face what the
district court found to be a "clear and unequivocal intention . . .to
create a separate and distinct trust for each of their children rather than
a single trust with multiple beneficiaries as contended by the Government.'' 5 3 The Government's case rested upon (1) an interdependence
of the trusts by reason of the fact that upon the death of a beneficiary
without issue his share was to be distributed equally to the other children
of the settlor either outright or, if the remaining child still had his share
in trust, to that trust, and (2) the provision that afterborn children of a
settlor were to share equally in the trust estate. The Government argued
that this uncertainty as to the size of each share and the total number
of shares negated any. intention to create separate and independent
trusts. In affirming the decision of the district court, the court of appeals
concluded that the lower court was not clearly erroneous in finding that
the "textual indicia of separate trusts" outweighed the lack of independence argued by the government. 4
Gift Tax on Political Contributions
A group of Louisiana citizens, including the taxpayer, Mrs. Stern,
joined together to improve the political climate in Louisiana which they
felt would in turn stimulate the lagging economic growth of the state.
A finance committee of contributors was informally organized with one
of the members designated as "Treasurer." Contributions from the
group were deposited in the Treasurer's bank account and were disbursed as directed by the contributors. No funds were directed to the
personal use of any candidate or were controlled by any candidate, but
the collections were expended on handbills, posters, sample ballots and
advertising designed to elect a reform government. Over a period of
three years Mrs. Stern contributed approximately $60,000 to these efforts, and while she noted them in her gift tax returns, she claimed that
they were not subject to gift tax. The Commissioner took a different
position which eventually led to a suit by the taxpayer for refund of gift
taxes assessed for the three years. In her gift tax returns the taxpayer
stated the proposition upon which she ultimately prevailed, in Stern v.
United States,'5 5 as follows:
These were not gifts, but expenditures which I made to protect my
property and personal interests by promoting efficiency in Govern153.
154.
155.

Id. at 331, quoting 71-1 U.S.T.C.
Id. at 332.
436 F.2d 1327 (5th Cir. 1971).

9484, at 86,743.
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ment, and the individuals through whom the disbursements were made
acted in my behalf in spending the money from my account for publicity, radio, television, and other legitimate campaign expenses. 56
The district court held in favor of Mrs. Stern on the grounds that (1)
the expenditures were made in the ordinary course of business within
the meaning of Treasury Regulations section 25.2511-1(g)(l); 7 (2) the
funds remained under the control of plaintiff and her associates and thus
there was no transfer to any candidate or political party; and (3) she
received full and adequate consideration for the expenditures.' 8 The
court of appeals affirmed on the ground that the expenditures were
made for an adequate and full consideration within the meaning of
Treasury Regulations section 25.2512-8 and did not reach the alternative bases on which the decision of the trial court was founded. The court
rejected the argument of the Government that the political expenditures
could not come within the meaning of the regulation unless they were
made in the course of carrying on an actual business. The court pointed
out that a post-nuptial settlement of property rights between husband
and wife had been found by the Supreme Court to come within the
regulation, despite the fact that it was not within the ordinary course of
business in any conventional sense. 59 The court felt that the contribution
was "permeated with commercial and economic factors" and that "in
a very real sense . . . Mrs. Stern was making an economic investment."o

The court of appeals expressly refrained from addressing itself to the
broader consideration as to whether political contributions are generally
subject to the gift tax. It referred to the IRS position that certain
political contributions were subject to the gift tax,' 6 ' and then stated:
"We need not decide whether this ruling is entitled to enforcement
... ,,*"1
The case opens up issues of wide significance since any contributor to a political effort, whether a capitalist or a wage earner, who
assures himself that the funds are expended for the achievement of the
156. Id. at 1329.
157. These regulations provide: "The gift tax is not applicable to a transfer for a full and
adequate consideration in money or money's worth, or to ordinary business transactions, described
in § 25.2512-8." Treasury Regulations § 25.2512-8 provide that a "transfer of property made in
the ordinary course of business (a transaction which is bona fide, at arm's length, and free from
any donative intent), will be considered as made for an adequate and full consideration in money
or money's worth."
158. 304 F. Supp. 376 (E.D. La. 1969).
159. Harris v. Commissioner, 340 U.S. 106 (1950).
160. 436 F.2d at 1330.
161. Rev. Rul. 59-57, 1959-1 Cum. Bull. 626.
162. 436 F.2d at 1330 n. 3.

MERCER LA W REVIEW

[Vol. 23

political goals desired by the contributor, might well make arguments
similar to those of Mrs. Stern. Although certiorari was not sought by
the Government in this case, the IRS has announced that the decision
will not be followed in other circuits and in the Fifth Circuit will be
applied only to cases on all fours with the Stern case. 6 3 In its announcement the Internal Revenue Service reaffirmed the position that it has
maintained since the enactment of the present gift tax in 1932 that
political campaign contributions are taxable gifts irrespective of the
subjective intent of the taxpayer.
EMPLOYMENT TAXES AND WITHHOLDING

Revenue Ruling 59-37164 provides that where an employee has
worked or is expected to work for a year or more in any particular
project area, payments for travel, per diem for meals and lodging and
the like will be deemed to be subject to the withholding of income taxes
as additional compensation or wages. In Stubbs, Overbeck &
6 5 assessments
Associates, Inc. v. United States,'
were made against the
taxpayer for withholding taxes on per diem payments to employees after
they had been on the job in question more than one year. The payments
were for living allowances to employees located at a job site remote to
the firm's regular place of business and in connection with an undertaking which the employer believed was a temporary one, originally expected to be of four to six months duration. The district court upheld
the taxpayer's claim for refund and the court of appeals affirmed. It
pointed to the arbitrary nature of Rev. Rul. 59-371 which would in the
present case permit the recognition of the payments as living allowances
not subject to withholding one day and as wages subject to withholding
the next day. In response to the Government's strong reliance upon the
presumption of correctness. of the Commissioner's determination, the
court pointed out that "[t]his presumption is not evidence," that "once
a presumption is.
overcome by the plaintiff's evidence, it disappears and
is no longer in the case," and that the court must base its decision "on
the preponderance of all of the credible evidence in the case."'", The
court then reviewed the evidence which it found supported the trial
court's decision. The evidence showed that the employer and all of the
employees regarded the job as temporary, that the payment of a living
163. TIR-1125, 12/17/71.
164. 1959-2 Cum. Bull. 236.
165. 445 F.2d 1142 (5th Cir. 1971), affg 313 F. Supp. 23 (S.D. Tex. 1970).
166. 445 F.2d at 1148.
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allowance was a part of the employer's regular policy for work away
from home, that the allowances were in fact used to acquire temporary
accommodations, that the allowances were not paid to employees hired
at the site and that the allowances did not vary with the rate of pay.
The court emphasized that the income tax status of the payments in the
hands of the employees was immaterial, saying "[tlhat is a matter
between the employee and the government."'6 7
After losing a jury verdict in a 100 per cent penalty assessment case,
the plaintiff in Liddon v. United States68 undertook to show on appeal
that the charge to the jury was in error and that the evidence did not
support the finding (I) that he was a responsible person required to
collect and pay over the withholding and social security taxes and (2)
that he wilfully failed to do so. Liddon was a 50 per cent shareholder,
an employee and a director of the employer company, and he and the
secretary-treasurer were the only persons at the home office vested with
the authority to draw checks on the corporate account. The secretarytreasurer signed most of the checks and functioned as an office manager
and supervisor of the work of clerical assistants. Liddon insisted that
he was not a "responsible person" because, within the meaning of section 6671(b), he was not "under a duty" to collect and pay over the
tax. 9 Even though Liddon did not perform the mechanical functions of
collecting and paying over, the court nevertheless considered him to be
a "responsible person." It quoted a recent A.L.R. annotation which
included the following:
In reaching a determination with respect to the person or persons
upon whom to impose responsibility and liability for the failure to pay
taxes, the courts have tended to disregard the mechanical functions of
the various corporate officers, and, instead, have searched for the
person or persons who could have seen to it that the taxes were paid,
a person with ultimate authority over expenditures of corporate funds
who can fairly be said to be responsible for the corporation's failure
to pay over its taxes.' 7
The court referred to withheld taxes as a "special fund in trust for
the United States"' 7' and to its opinion in Newsome v. United States,172
stating that
when the responsible person knows that the withheld funds are being
167.
168.
169.
170.

Id. at 1149.
448 F.2d 509 (5th Cir. 1971), reh. denied, affg 69-1 U.S.T.C.
Id.at 512.
Annot., 22 A.L.R.3d 8, 50 (1968).

171.

448 F.2d at 513.

172.

431 F.2d 742 (5th Cir. 1970).

9112 (S.D. Miss. 1968).
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used for other corporate purposes (regardless of his expectation that
sufficient funds will be on hand for. payment over to the Government),
and thus voluntarily and consciously risks the withheld taxes in the
operation of the corporation, he does so at his peril and subjects himself
to liability under73 section 6672 if the corporation is unable to remit the
withheld taxes.
A directed verdict that a corporate officer was not a "responsible
party" under section 6672 was reversed in McCullough v. United
States.74 The evidence showed that the taxpayer was an original incorporator and director, a substantial stockholder, a former treasurer of
the company and president at the time of the failure to pay withholding
and F.I.C.A. taxes. The taxpayer's father was the principal'stockholder
and chief executive officer, and apparently the "decision maker,"' 7 but
the court pointed out that to establish liability under section 6672, it was
not necessary to show that the person charged had exclusive control over
all corporate affairs. The case was remanded for trial by jury.
A prime contractor which advanced funds to its financially distressed
subcontractor to meet its payroll was held liable under section 3505(b)
for withholding and F.I.C.A. taxes where it knew that the subcontractor
could not and would not have paid those taxes. 7 Section 3505(b) was
added to the Internal Revenue Code by the Congress in 1966 in order
to stop the Government's loss of withholding and social security taxes
through a device used in the construction industry known as "net payroll
financing."' 77 As the device was described by the court,'7 a financially
overextended subcontractor-employer would secure from a lending
source, here the contractor, only the minimal amount needed to meet
the payroll without making provision for withholding taxes and social
security taxes also due. Collection of these deficiencies from the
subcontractor-employer could not be obtained because of his financial
condition. The employees, nevertheless, received credit on the records
of the Treasury Department as if the taxes had actually been paid. In
Algernon Blhir the court gave short shrift to the taxpayer's attack on
the provisions of 3505(b) on the ground of unconstitutionality.' 79 After
173. 448 F.2d at 513.
174. 442 F.2d 1011 (5th Cir. 1971), reh. denied and reh. en banc denied.
175. Id. at 1012.
176. United States v. Algernon Blair, Inc., 441 F.2d 1379 (5th Cir. 1971), afig 70-1 U.S.T.C.
9320 (M.D. Ala. 1970).
177. S. Rep. No. 1708, 89th Cong., 2d Sess., pp. 21-23 (1966-2 Cum. Bull. 876, 891-92).
178. 441 F.2d at 1381.
179. Section 3505(b) makes the supplier of funds liable in an amount not to exceed 25 per cent
of the amounts supplied where there is "actual notice or knowledge (within the meaning of section
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giving the reasons for the enactment of the provision, the court stated
that "Congress clearly had the power to counter this loss of taxes with
appropriate legislation."'' 10 It then went on to point out that Blair had
the requisite knowledge to justify evoking the act.
PROCEDURAL AND NONSUBSTANTIVE MATTERS

Statute of Limitations
A liberal application of the provisions of sections 1311-1315 of the
Internal Revenue Code was adopted by the court in favor of the taxpayer in Gant v. United States.'8 ' There the taxpayers found that they
had erroneously been reporting the husband's drawings from his medical partnership during each calendar year, rather than his distributive
share for each fiscal year of the partnership ending within the calendar
year. On April 16, 1966, they filed claims for refund for each of the
years 1961 through 1964. The claim for 1961 was rejected as not being
timely filed and those for 1962 and 1963 were allowed in whole or in
part. A deficiency was determined with respect to the year 1964. The
present action involved a suit for refund for 1961. The Government
argued that the mitigation provisions of sections 1311-1315 were not
applicable because it was the taxpayer, not the Commissioner, who
maintained the inconsistent position. In affirming a judgment for the
taxpayer, the court stated'8 2 it agreed with the district court which
stated: "This Court does not believe that recovery in this type of situation should turn on the technicality of who discovered the error."' 83
In relying on the bank deposit method to show an omission of more
than 25 per cent of reported gross income and thus establish an exception to the usual three year period of limitations, the Commissioner has
the burden of showing not only the making of the bank deposits "but
also the existence of a 'likely source, from which the [trier of fact] could
reasonably find' that the deposits resulted from taxable income.' 84 The
6323(i)(1))." That section provides that an organization is
deemed . . .to have actual notice or knowledge of any fact from the time such fact is
brought to the attention of the individual conducting such transaction, and in any event
from the time such fact would have brought to such individual's attention if the organization had exercised due diligence.
180. 441 F.2d at 1381.
181. 441 F.2d 1130 (5th Cir. 1971), affgpercuriam 70-2 U.S.T.W.
9474 (M.D. Fla. 1970).
182. Id. at 1131.
183. 70-2 U.S.T.W.
9474 at 84,061.
184. Armes v. Commissioner, 448 F.2d 972, 974 (5th Cir. 1971), reh. denied, affg in part and
rev'g in part 28 T.C.M. 903 (1969). The language of the inner quote is from Holland v. United
States, 348 U.S. 121, 138 (1954).
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Commissioner argued unsuccessfully that in a civil case, as distinguished from a criminal case such as Holland v. United States,8 5 there
was no burden on the Commissioner using the bank deposit method to
prove a "likely source" for unexplained deposits. " ' The court pointed
out that the tax court on remand "should make specific findings of fact
and conclusions of law with respect to each taxable source alleged by
the Commissioner, and each source put forward by the taxpayer as a
nontaxable sources claimed by taxpayer rather than disproving the existence of all possible nontaxable sources. 8 " In denying the Government's petition for rehearing, the court re-emphasized the point that it
did not accept the proposition that a "likely source" of unreported
income is "any source of any income," i.e., any possible source of
income. "9
In a rather surprising decision, the court in Lucia v. United States9 "
held that the defense of the normal three year statute of limitations was
available to a taxpayer who failed to file federal wagering excise tax
returns and was faced with a jeopardy assessment for wagering taxes
and interest in excess of three million dollars, where the filing could have
led to prosecution under Texas anti-gambling laws. Under the
Marchetti9 ' and Grosso " decisions, the filing could not have been required. The reasoning of the court was that since the taxpayer was under
no duty to file the returns, he could not constitutionally be denied the
defense of the statute of limitations for failure to file them. The dissenting opinion of Judge Roney reasoned that the passage of time could
provide no bar against the collection of taxes except as provided by
Congress and that Congress had specified that the statute should begin
to run only after the Commissioner had been put on notice by the filing
of a return, an event which had never occurred in this case.'93 The
district court Judge had shared this dissenting view, declaring that the
case was "pretty much the garden variety, plain vanilla, of refund cases
to me."'9 4 The case was remanded so that the government might be
185.
186.
taxable
shown.
187.
188.
189.
190.
191.
192.
193.
194.

384 U.S. 121 (1954).
The tax court's finding that the Commissioner "proved- the existence of "possible"
sources of income did not satisfy the requirement of Holland that a "likely source" be
448 F.2d at 975 n. 2.
Id. at 976.
Id. at 976 n. 3.
Id. at 977.
447 F.2d 912 (5th Cir. 1971).
Marchetti v. United States, 390 U.S. 39 (1968).
Grosso v. United States, 390 U.S. 62 (1968).
447 F.2d at 923-25.
Id. at 917.
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given an opportunity to "come forward in the district court with another
theory, if one is present, which would toll the statute of limitations."19 5
However, the court has subsequently ordered a rehearing en banc.'"
Summons Enforcement
The opinion by Chief Judge Brown in United States v. Newman"' is
particularly interesting in that it outlines the court's application of the
principles of the recent decision by the Supreme Court in Donaldson v.
United States,'98 on the rights of a taxpayer to intervene in the utilization by Internal Revenue Agents of the summons procedures of section
7602. The Donaldson opinion is greeted thusly:
This case presents aspects of the procedures used to enforce an
internal revenue summons. It involves not only the rights of the nontaxpayer witnesses summoned but those of the intervenor taxpayer as
well. To wipe out an already worn out cliche, the slate is clean, but
not because of a lack of learning earlier recorded. Rather the slate has
been wiped clean of a good deal-including undoubtedly, some of our
own declarations in this prolific field. What brings this all about is the
decision we have been waiting for in Donaldson, which affirmed our
Mercurio decision. 99
In Newman, the summons was issued in the course of the investigation
of the liabilities of taxpayer Donald Pollack. After failure of Newman
to respond to the summons of the Special Agent conducting the investigation, petition for enforcement of the summons was brought under
sections 7402(b) and 7604(a). Newman contested enforcement and taxpayer Pollack sought to intervene, alleging that the Agent was acting in
bad faith and was simply looking for evidence to use in a criminal case.
The district court granted the petition to enforce the summons and
allowed the taxpayer a limited appearance in the proceedings before the
Special Agent which, in the words of the opinion of Judge Brown,
"turned out to be one giving taxpayer a ringside seat: in which Taxpayer
could not only see, look and listen, but also could speak though no one
was bound to listen and certainly not to act.1' 2"0 The taxpayer appealed
from the decree of enforcement and the Government cross-appealed
contesting taxpayer's rights of surveillance.
195. Id. at 923. The government argued on appeal that it had not abandoned its position that
fraud tolled the statute of limitations. Id.
196. 29 A.F.T.R.2d 72-304 (12/14/71).
197. 441 F.2d 165 (5th Cir. 1971).
198. 400 U.S. 517 (1971).
199. 441 F.2d at 166.
200. Id. at 168.
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Newman complained that the district court had erred in failing to give
him an evidentiary hearing before enforcing the summons. The court
responded that the burden of showing an abuse of the process was on
the summoned party and that, in this respect, "the response to the show
cause order was a juridical blank." '0 Thus the enforcement order was
upheld.
The court then gave attention to the intervention and the taxpayer's
assertion that the Agent acted in bad faith and was seeking to obtain
evidence for criminal prosecution. The court noted that "the allegations
found insufficient in Donaldson are not just similar-they are identical-with those stated in Taxpayer's answer with respect to the critical
issues here," 0 and it quoted Donaldson's statement of the only two
requirements which the Government must meet to obtain enforcement:
We hold that under § 7602 an interval revenue summons may be
issued in aid of an investigation if it is issued in good faith and prior
to a recommendation for criminal prosecution. 03
The court noted that Donaldson dealt with a denial of intervention and
that in the present case, the taxpayer was arguing, alternatively, for
permissive intervention under the Federal Rules of Civil Procedure. 0
It went on to hold that an analysis of Donaldson would require a rejection of the present intervention on discretionary grounds because, "on
charges of this kind . . . [the allowance of an intervention would]...
thwart and defeat the appropriate investigatory powers" deemed necessary by Congress.0 5 Having held that intervention was not allowable,
the court next decided that the district court had erred in "granting
verbal, visual and audible surveillance appearance privileges to Taxpayer .... ,"206 Its reasoning again was that this would thwart the
investigatory functions of a federal agency, whether the IRS or one of
the many other agencies having similar investigatory authority.
CRIMINAL TAX CASES

The Government used the expenditure method of proof to secure a
conviction on four counts for failure to file tax returns and on four
201.
202.
203.
204.
205.
206.

Id. at 170.
Id. at 171-72.
Id. at 171 n. 24, quoting 400 U.S. at 536.
FED. R. CIv. P. 24(b)(2).
441 F.2d at 172, quoting in part 400 U.S. at 533.
Id. at 175.
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additional counts for wilful evasion of income tax for the same years.
The defendant presented no evidence and the sufficiency of the Government's proof was under attack before the court of appeals in United
States v. Penosi.0 7 Affirming the conviction, the court rejected the taxpayer's argument that its decision in Marcus v. United States'"8 required
the Government to "pinpoint" a taxable source of income in order to
sustain a conviction for tax evasion. The court held, on the other hand,
that the burden on the Government in using the expenditure method was

(1)

to show an opening net worth . . [in order to satisfy] . . . a requirement that the government prove to a reasonable certainty that the
income expended [during the years in question] did not spring from
prior accumulations or earnings for which the defendant would not be
liable in taxes . . . [and (2) to prove] . . . that the expenditures did
not come from other non-taxable sources such as gifts, loans, bequests,
29
or favorable law suit verdicts.
In the present case there was no direct evidence of a taxable source, and
thus the Government was required to "negate the sources of non-taxable
income by establishing an opening net worth and then showing, by
investigation or otherwise, an absence of additional non-taxable
210
sources."
The defendant argued also that the investigation of the Agent, which
was an extensive one in the area of the defendant's home in Miami and
his former home in New York City, did not exclude the possibility of
sources of income in other places. The court found no merit in this since
the defendant had supplied no leads as possible sources of explanation
for the expenditures. The court expressed the view that "the government
cannot be expected to conduct an exhaustive nationwide investigation
when the defendant supplies no relevant leads as to where he got the
money he admittedly spent. ' 21' The court added that the government
Agent did enough to satisfy the burden of proof "when he interviewed
[the defendant's] friends and relatives and checked with financial and
governmental institutions at both the present and former residences of
21 2
the defendant.
207.
No. 16,
208.
209.
210.
211.
212.

452 F.2d 217 (5th Cir. 1971), cert. requested, 56 Std. Fed. Tax Rpts., Taxes on Parade,
p. 7 (2/23/72).
422 F.2d 752 (5th Cir. 1970).
452 F.2d at 219.
Id. at 219-20.
Id. at 220.
Id.
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The court reaffirmed in United States v. Ponder2 11 its 1970 holdings
in the Prudden2 4 and Tonahill2l5 cases that evidence received from the
taxpayer after the criminal investigation commenced is admissible, even
though no notice or Miranda warnings were given. The court concluded
that, a fortiori, the evidence received in the present case before the
criminal investigation commenced was not made inadmissible merely
because it was thereafter copied.2 16 Additionally, the taxpayer was not
heard to complain that the retention of the records for purposes of
copying after his demand for their return was duplicitous and fraudulent
or even that it was unreasonable. An unusual feature of the case from
a factual standpoint was that the taxpayer's secretary testified that, for
one of the years at issue, she had signed the return for him, without his
authorization.2 7" But the court concluded that the jury could "well have
believed that [she] would not have signed the return without authority
and the defendant would not let tax time come and go without either
making or filing his own return or authorizing someone to do it for
him." 18
213.
16, p. 7
214.
215.
216.
217.
218.

444 F.2d 816 (5th Cir. 1971), cert. denied, 56 Std. Fed. Tax Rpts., Taxes on Parade, No.
(2/23/72).
United States v. Prudden, 424 F.2d 1021 (5th Cir. 1970), cert. denied, 400 U.S. 831 (1970).
United States v. Tonahill, 430 F.2d 1042 (5th Cir. 1970), cert. denied, 400 U.S. 943 (1970).
444 F.2d at 819.
Id. at 822.
Id.

TABLE I

SOURCES OF FIFTH CIRCUIT 1971 TAX CASES

Number of
District Courts

Fifth Circuit
Cases Arising

Georgia
Northern District
Middle District

2
2

Total Georgia

1

Texas
Northern District
Western District
Eastern District
Southern District

Total Texas

Percentage
Affirmances

From

6

-5
1
12

24

Florida
Northern District
Middle District

1
6

Southern District
Total Florida

Reversals 1 Affirmances

2

0
100

2

50

2

52
3
1
9

18

1
2

3

6

83-1/3
60
100
75

75

2

100
66-2/3

11

4
7

4

63-2/3

18

12

6

66-2/3

Alabama
Northern District
Middle District
Southern District

7
2
2

5
2
2

2

71
100
100

Total Alabama

11

9

2

&2

Louisiana
Eastern District
Western District

4
2

3

1
2

75
0

6

3

3

50

2
1

1
1

1

50
100

Total Louisiana
Mississippi
Northern District
Southern District

1

66-2/3

2

1

Total District Court

66

46

20

70

Tax Court

20

12

8

60

86

58

28

67-1/3

Total Mississippi

Total All Courts

3

1. In whole or in part.
2. Chared Corp. v. United States, 446 F.2d 745 (5th Cir. 1971), shown here as affirmance of
district court, has subsequently been vacated on petition for rehearing and remanded to the district
9240 (5th Cir. 1972).
court. 72-1 U.S.T.C.

TABLE II
1971 FIFTH CIRCUIT TAX CASES OPINION AUTHORS

RESULT
AUTHOR

No. of Court
of Appeals
Opinions
Authored

Affirmed
Tax Court

Affirmed
District
Court

Ainsworth

6

2

Bell

2

1

Brown

7

Clark

3

2

Coleman

5

3

Dyer

2

Gewin

2

Godbold

4

1

Goldberg

4

1

Ingraham

3

Jones

1

Morgan

2

1

Rives

2

1

Roney

2

2

Simpson

1

Thornberry

3

Tattle

3

Wisdom

6

Aldisert 3

1

1

1

4

1

1
1

1

3
1

1

1

1

1

1

2

1

1

Davis

1.

Skelton 4
Grooms

Reversed I
Tax Court

5

1

1
1

1

Per Curiam

24

4

Totals

86

12

206
46

1. In whole or in part.
2. Casner v. Commissioner, 450 F.2d 379 (5th Cir. 1971), shown here as reversal favorable to
taxpayer. See discussion, infra, n. 46.
3. Judge, Third Circuit Court of Appeals.

8

20

13

1

13

45

15

4. Judge, U.S. Court of Claims.
5. Judge, U.S. District Court.
6. Chared Corp. v. United States, 446 F.2d 745 (5th Cir. 1971), shown here as affirmance of
district court and as affirmance favorable to Government, has subsequently been vacated on
petition for rehearing and remanded to the district court. 72-1 U.S.T.C. 1 9240 (5th Cir. 1972).
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TABLE III

FIFTH CIRCUIT TAX CASE OPINIONS RESULTING FROM APPEALS
OF DISTRICT COURT JUDGMENTS BASED ON JURY VERDICTS

1

Number
of Cases

Civil Matters
Criminal Matters
Total

Affirmances

Reversals

Percentage
Affirmances

10

8

2

80

9

7

2

78

19

15

h

79

In whole or in part.
TABLE IV

PARTIES FAVORED BY FIFTH CIRCUIT TAX CASE OPINIONS
RESULTING FROM APPEALS OF DISTRICT COURT JUDGMENTS
BASED ON JURY VERDICTS

Fifth Circuit Actions
Favorable to Taxpayer:
Authored affirmances
Per curiam affirmances
I

Reversals
Totals
Fifth Circuit Actions
Favorable to Government:
Authored affirmances
Per curiam affirmances
1

Reversals
Totals

In whole or in part.

All reversals were authored opinions.

