FEDERAL TAXATION
By J. PATRICK MEYER, JR.*

A review of the decisions by the United States Court of Appeals for the
Fifth Circuit for the calendar year 1973 in the field of federal taxation
necessarily requires the elimination ,of some opinions. The cases reviewed
herein are, in the author's opinion, factually interesting and pertinent to
today's practitioner while not necessarily elucidating any new principle of
law.
This article is written primarily for the general practitioner, both lawyer
and accountant, to inform him of recent federal tax decisions in the Fifth
Circuit. There are a myriad of publications specifically directed to the tax
lawyer and the tax accountants. Even so, this article may serve as resource
and reference material to the tax practitioner.
The cases reviewed herein appear under the following headings: Corporation and Stockholder Issues; Depreciations and Amortizations; Other
Income Tax Issues; Estate and Gift Tax Matters; Criminal and NonSubstantive Matters.
CORPORATION AND STOCKHOLDER ISSUES

Section 269
In Hall Paving Co. v. United States,' the Fifth Circuit held that the
taxpayer could not offset post-acquisition losses of a subsidiary against its
own post-acquisition income if the principal purpose of the acquisition was
the avoidance of federal income tax. The district court had granted summary judgment for the taxpayer on the theory that section 269 was not
applicable to post-acquisition losses. The Fifth Circuit stated that: "Thus
the Trial Judge's restrictive interpretation of section 269 would effectively
limit the disallowance of deductions to losses that the acquired corporations already incurred before the acquisition and to built-in losses."'
In adopting this approach, the Fifth Circuit followed the rule of the
majority of circuits and in particular with the Second Circuit's decision in
Borge v. Commissioner.3 To support its view, the court stated that "[t]he
language of the statute gives no hint of any restriction to pre-acquisition
losses. Without qualification, the statute approves the disallowance of any
deduction obtained by a corporate acquisition motivated principally by a
* Partner in the law firm of Hall & Bloch, Macon, Georgia; Lecturer-in-Law, Walter F.
George School of Law, Mercer University; Certified Public Accountant, Georgia. B.S., University of Alabama (1965); J.D., Emory University (1968). Member of the State Bar of
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desire to avoid taxes." 4
The Fifth Circuit reconciled the Hall decision with its prior decision in
Supreme Investment Corp. v. United States,' where the issue was whether
section 269 prevailed over section 334(b)(2) by stating that:
Because Congress added section 334(b)(2) to substitute an objective test
for the subjective test previously used to decide whether to alter a tax
basis after liquidation of a recently purchased subsidiary, the Court
thought that it would be inappropriate to inject another subjective test
through the application of section 269. No such situation is presented in
the present case.'
Debt v. Equity
In two separate opinions, 7 the Fifth Circuit was faced with perennial
issues regarding debt versus equity and ordinary loss versus capital loss.
In Midland, the Internal Revenue Service reclassified notes receivable
from a subsidiary, where the notes were issued in direct proportion to
stockholdings, as equity. The assets received in liquidation of the subsidiary by Midland were allocated to open accounts receivable rather than to
the equity investment. Since the district court found that the advances
were used in part for purposes normally fulfilled by equity capital and
since the advances were subject to the risk and fortunes of the business,
the notes receivable were properly reclassified as equity.
Further, the Corn Products' doctrine would not apply in the instant
situation to transform a capital loss into an ordinary loss. Briefly stated,
the Corn Products doctrine is that the capital asset provisions of the code
do not prevent the taxation of the results of ordinary and everyday business
transactions as ordinary income or loss. The subsidiaries were not necessary for the business conducted by the parent; but, rather were motivated
by investment reasons and were more in the nature of a capital asset.
Following its decision in Midland that one determination of the debt
versus equity question is whether the advances are subject to the fortunes
of the venture, the Fifth Circuit in a per curiam decision affirmed the
district court's'0 denial of claim for refunds where (a) the notes were unsecured, (b) some of the notes could not be found, (c) the only customer of
the business was another business owned by the shareholders of the taxpayer, and (d) the notes did not specify a rate of interest."
4. 471 F.2d at 263.
5. 468 F.2d 370 (5th Cir. 1972).
6. 471 F.2d at 264.
7. Midland Distrib., Inc. v. United States, 481 F.2d 730 (5th Cir. 1973); DuGro Frozen
Foods, Inc. v. United States, 481 F.2d 1271 (5th Cir. 1973).
8. Midland Distrib., Inc. v. United States, 30 Am. Fed. Tax R.2d 72-5085 (M.D. Fla.
1972).
9. Corn Prod. Ref. Co. v. Comm'r, 350 U.S. 46 (1955).
10. 31 Am. Fed. Tax R.2d 73-302.
11. 481 F.2d 1271.
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Allocation of Income
The applicability of the Commissioner v. Court Holding Co. 2 and
United States v. Cumberland Public Service Co. "3has been debated and
argued for many years. In analyzing the two diverse doctrines, the Fifth
Circuit stated:
We hold that the sine qua non of the imputed income rule is a finding that
the corporation actively participated in the transaction that produced the
income to be imputed. Only if the corporation in fact participated in the
sale transaction, by negotiation, prior agreement, postdistribution activities, or participatedin any other significant matter, could the corporation
be charged with earning the income sought to be taxed."
In the Hines case, some of the shareholders were eager to sell the corporate timber lands to obtain needed cash. Hines was willing to sell, but
considered one offer as totally inadequate. Other large paper mills were
also interested in acquiring the timber lands; but, solid negotiations were
never entered into by the corporation with any of the interested companies.
Hines knew that a corporate sale of the timber lands would result in a
double taxation of the gain on the sale. Liquidation of the corporation was
not feasible due to provisions in the will of a deceased former shareholder.
In order to circumvent the double taxation, the timber lands were distributed to the shareholders as tenants-in-common, and each shareholder
executed a power of attorney to the taxpayer authorizing him to sell the
lands. The taxpayer then solicited bids from the four large timber companies interested in acquiring the lands. Upon completion of the ultimate
sale of the lands, the Internal Revenue Service contended that the gain on
the sales should be imputed to the corporation. Imputing the income to
the corporation resulted in earnings and profits out of which the corporation could pay a dividend to the shareholders.
Although the corporation did not liquidate, it came close to liquidating.
The Fifth Circuit relying on the Tax Court's decision in Waltham Netoco
Theaters, Inc. v. Commissioners," rejected the government's argument
which was also raised in Waltham that:
The protection of Cumberland may not be available to nonliquidating
distributions in kind by an ongoing corporation and that the corporation
may be held taxable simply on the ground that there was a tax motivated
preconceived plan."
The First Circuit affirmed Waltham and noted that income would not
have been imputed to the corporation even though the corporation was not
12. 324 U.S. 331 (1945).
13. 338 U.S. 451 (1950).
14.
15.
16.

Hines v. United States, 477 F.2d 1063 (5th Cir. 1973).
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49 T.C. at 405.
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liquidating if the sale was the result of "independent and active"' 7 negotiations by Waltham's shareholders.
Although the Fifth Circuit stated that there "appeared to be a monumental loophole in §301 of the Internal Revenue Code, which allows deficit
corporations to distribute depreciated property without having the distribution taxed as ordinary income to the distributee,"'' the court felt that
it was not their duty to plug such a loophole. Further, Court Holding Co.'9
has not been judicially elasticized to the extent argued by the government.
This was particularly true since the corporation never negotiated the sales
to the ultimate purchaser, and the fact that there was competitive bidding
without the corporation negotiating with the final purchaser.
In conclusion, Justice Goldberg stated:
Our diagnosis of the transaction here clinicly examined convinces us that
Peeler Realty was not infected with Court Holding'sselling virus. Though
we detect symptoms of imputation, we must have a proven pathology and
not merely a visceral reaction before we can find that taxpayer's receipts
are attributable to Peeler Realty without the significant corporate selling
kinetics.20
Constructive Dividend
Recognizing that a taxpayer is entitled to choose the method of accomplishing a transaction that is most suitable to him tax wise, the Fifth
Circuit refused to apply the step transaction doctrine to a gift of stock to
a charitable organization followed by a redemption of the stock by the
charitable organization.' The court reiterated its statement in Kanawha
Gas & Utilities Co. v. Commissioner" regarding the problems involved in
invoking the step transaction doctrine.
In determining the incidence of taxation, we must look through form and
search out the substance of a transaction. [Citation omitted.] This basic
concept of tax law is particularly pertinent to cases involving a series of
transactions designed and executed as parts of a unitary plan to achieve
an intended result. Such plans will be viewed as a whole regardless "of
whether the effect of so doing is imposition of or relief from taxation.
The court recognized the transactions involved in Carrington were designed to limit the taxpayer's tax liability. However, the court stated that
this established nothing with regard to the proper tax treatment of the
transactions.
17.
18.

401 F.2d at 375.
477 F.2d at 1071.

19.
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20.
21.
22.
23.

477 F.2d at 1072.
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214 F.2d 685 (5th Cir. 1954).
Id. at 691.
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Prior cases clearly hold that the transfer of income producing property,
and not just income, is not an event subjecting the appreciation to tax. The
primary question is whether the donor parted with all dominion and control over the donated property.
A gift of donated property between competent parties requires donative
intent, actual delivery and a parting of all dominion and control over the
property by the donor. The Fifth Circuit followed the Tax Court24 in the
present case by stating that the government suggested no reason why the
imputation of a constructive dividend to the taxpayer would more clearly
reflect the substance of the transaction than that proposed by the taxpayer. Thus, the court refused to impute a constructive dividend to the
taxpayer.
DEPRECIATION AND AMORTIZATION

In Houston ChroniclePublishingCo. v. United States,2 5 the Fifth Circuit
(Judge Goldberg) rendered an exhaustive opinion regarding the amortization of subscription lists, amortization of leasehold acquisition cost and the
treatment of demolition losses. This decision in and of itself is worthy of a
separate article discussing and analyzing in detail the many cases relating
to the issues involved. In this survey article, the major aspects of the three
issues presented by the Houston Chronicle case will be reviewed without
a discussion of the many precedents in these areas.
In 1964, the Houston Chronicle purchased the land, fixed assets, and
subscription lists owned by a competing newspaper. In addition, the competing newspaper and its owners entered into a ten year non-competition
agreement with the Houston Chronicle. The total consideration paid was
$4.5 million, none of which was allocated in the contract among the various
items purchased. Shortly after the sale, the taxpayer engaged a firm of
valuation engineers to evaluate the various assets purchased. The valuation engineers allocated approximately $71,000 to the subscription list.
The allocation of this particular dollar amount was not disputed by the
Internal Revenue Service.
The Houston Chronicle did not intend to continue publication of the
competing newspaper and did not consider the subscription list to be a selfgenerating asset. The subscription list was considered valuable only to the
extent that it made available to the Houston Chronicle the names and
addresses of prospective customers.
The government contended that subscription lists were non-amortizable
as a matter of law under the Fifth Circuit's decision in Blaine v. United
States.2 The government raised an additional argument not discussed in
24.
25.
26.

1971 P-H Tax Ct. Mem. 71,222.
481 F.2d 1240 (5th Cir. 1973).
441 F.2d 917 (5th Cir. 1971).
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Blaine that the "mass asset" rule per se required that amortization be
denied.
Although some intangible assets, such as goodwill, are non-amortizable
as a matter of law," a brief review of the precedents in this area clearly
indicate: (a) the Treasury's regulations 8 clearly provide for the amortization of intangibles, and (b) most of the cases denying amortization rest
solely on the ground that the taxpayer failed to meet its burden of proof.
In the Blaine case, the Fifth Circuit specifically refused to find that the
insurance expiration lists there involved were non-amortizable as a matter
of law, but denied amortization on the basis that the taxpayer failed to
show by sufficient competent evidence the limited and ascertainable lives
of the intangibles.
The mass asset rule has been applied where distinct assets were inextricably linked to goodwill and where "seemingly separate assets possess the
same qualities as goodwill, possessing no determinable useful life and having self-generating capability."" But the mass asset rule, per se, does not
stand for the proposition of non-amortizability in every case involving
goodwill and other intangibles. Thus, the Fifth Circuit stated:
[W]e explicitly hold that which we left unsaid in Blaine v. United States
.. . newspaper subscription lists such as those before us are intangible
capital assets that may be depreciated for tax purposes if taxpayer sustains his burden of proving that the lists (1) have an ascertainable value
separate and distinct from goodwill, and (2) have a limited useful life, the
duration of which can be ascertained with reasonable accuracy.3
The government did not challenge the amount allocated to the subscription list ($71,000). The government did challenge the evidence presented
by the taxpayer and insisted that the evidence was insufficient to present
the issue to the jury. If the evidence was insufficient, the government's
motion for judgment notwithstanding the verdict should have been
granted. The Fifth Circuit held that the trial judge correctly determined
that the evidence was sufficient to enable the taxpayer to submit the case
to the jury. In reviewing the record, the court indicated several areas where
the taxpayer had presented sufficient evidence to defeat the government's
motion and to sustain the jury's verdict:
(a) testimony from taxpayer's officers and employees, regarding the cost
of obtaining new subscriptions and the anticipated useful life of a subscription list;
(b) corroborative testimony from the valuation engineers based on their
study;
27.
28.
29.
30.

See, e.g., Winn-Dixie Montgomery, Inc. v. United States, 444 F.2d 677 (5th Cir. 1971).
Treas. Reg. §1.167(a)-3.
481 F.2d at 1249.
Id. at 1251.
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(c) the results of a survey of the Houston Chronicle's current subscribers
regarding the useful life of an average subscription; and
(d) testimony connecting the survey with the competitor's subscription
list.
In summary on the issue of the amortization of subscription lists, the
Fifth Circuit stated:
Our view-that amortizability for tax purposes must turn on factual
bases-is more in accord with the realities of modern business technology
in a day when lists are bartered and sold as discrete vendible assets.
Extreme exactitude in ascertaining the duration of an asset is a paradigm
that the law does not demand. All that the law and regulations
require is
3
reasonable accuracy in forecasting the asset's useful life.
The court then turned its attention to the treatment of the lease acquisition cost incurred by Houston Chronicle. The taxpayer acquired the fee
interest in four separate parcels of real estate. Within a short time, the
taxpayer acquired the outstanding leasehold interests. The cost of acquiring the outstanding leasehold interests was amortized over the forty-five
months average unexpired term of the leases. Admittedly, the leases were
cancelled so that the taxpayer could demolish the existing buildings. The
government contended that the cost of acquiring a leasehold interest
should be allocated to the taxpayer's basis in the land. In the alternative,
both the taxpayer and the government argued that leasehold acquisition
cost should be amortized over the useful life of the new building constructed by the taxpayer. The district court rejected both parties' primary
arguments and ruled that the proposition advanced in the alternative by
each party was correct.
After reviewing the merits of each parties' principal argument, the Fifth
Circuit held that the precedent upholding the alternative argument was
more logical and more equitable. The leasehold acquisition cost "gave
taxpayer the use of the land that it already owned for the unchallenged
purpose of erecting a new building. These costs are more closely related to
the construction of the new building and must therefore be added to the
taxpayer's basis in that new building."3
The third issue raised in the Houston Chronicle case related to the
treatment of demolition losses. Generally, a taxpayer is entitled to a loss
deduction under section 165 of the Code upon the demolition of a building
unless at the time of acquisition the taxpayer intended to abandon or
demolish it. The parties were in agreement on the law controlling the issue
but were in sharp disagreement concerning the facts. In April 1962, the
taxpayer purchased tracts of land adjoining its existing building. Of the
$290,000 purchase price, the parties stipulated that approximately
31. Id. at 1253.
32. Id.at 1261.
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$151,000 was allocated to the buildings on the land purchased by the
taxpayer. Following the purchase, the taxpayer employed consulting engineers to determine the feasibility of using the present structures for its
purposes. After reviewing the engineer's report, the taxpayer's directors
determined in 1963 that the existing structures were not suitable for its
purposes. Several other parcels of land were acquired during the period
September 1964 through October 1965. Beginning in July 1966, all the
buildings on the recently acquired parcels of land were destroyed.
The taxpayer claimed an abandonment loss in 1963 in the approximate
amount of $151,000. The taxpayer presented substantial evidence that at
the time of the purchase it intended to use the existing buildings in its
business. Although the government did not introduce any direct evidence,
it did produce substantial evidence in opposition to the taxpayer's contention which was sufficient to present the issue to the jury.
In the district court, the taxpayer requested an instruction that would
advise the jury that the requisite intent at the time of the purchase was a
"dominant intent" at that time. However, the district judge refused the
request and submitted the issue to the jury as follows: "At the time of the
purchase by [taxpayer] of the . . . Building did the taxpayer intend to
use that building in its business of publishing a newspaper? 3 3 The jury
answered this question in the negative.
In answer to the taxpayer's objection to the district court's denial of its
requested instruction to the jury, the court stated that since the jury found
that the taxpayer "had no intent to use the building for business purposes-that is answer enough to the taxpayer's argument. ' 34 The Fifth
Circuit recognized that:
Recent cases have indeed held that the intent to abandon and demolish a
building must be "dominant" at the time of purchase if a §165(a) deduction is to be disallowed. . . and an interesting dichotomy has developed
in the Supreme Court regarding when intent must be "dominant" under
different sections of the code."
The taxpayer was apparently not satisfied with its substantial victory
in the Fifth Circuit and asked the United States Supreme Court to rule
on the subsidiary issue involving the quantum of intent to demolish that
is sufficient to bar the purchaser of a building from claiming a demolition
loss deduction. In the taxpayer's opinion, the failure of the district court
to instruct the jury as to "dominant intent" in combination with the special issues submitted to the jury was improper. In February 1974, the
Supreme Court denied certiorari.
Dixie Finance Co. v. United States" involved two separate purchases by
33.
34.
35.
36.

Id. at 1263.
Id. at 1266.
Id.
474 F.2d 501 (5th Cir. 1973).
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Dixie of two other loan companies. In the first transaction, Dixie paid
approximately $312,000 for the stock of Empire Mortgage Investment of
which fifty percent was allocated, by the contract, to the stock and fifty
percent was allocated to a covenant not to compete and to goodwill. After
Dixie reviewed the accounts receivable of the acquired company, further
negotiations were begun to reduce the purchase price for the workers' account receivable. As a part of the reduction of the purchase price, the
acquired company insisted that the value assigned to the covenant not to
compete be reduced to $1.
In the second transaction, Dixie purchased all of the outstanding stock
of Friendly Loan Company for $650,000 of which $526,000 was allocated,
by the contract to the covenant not to compete. Although several shareholders of the acquired company refused to sign the covenant, they were
paid on a basis consistent with those shareholders who did sign the covenant. Further, there was no evidence to indicate that Dixie policed the
covenant not to compete to insure that it was deriving the benefits contracted for.
The Fifth Circuit upheld the district court" on the second transaction
that the allocation to the covenant not to compete had no basis in economic reality and that no part of the purchase price should be allocated
to the company.
In regard to the first transaction, since the parties had modified their
original contract allocating certain amounts to the covenant not to compete, which allocation should the court accept? The Fifth Circuit stated
that it "opts for that allocation which most truly reflects the intention of
the parties in an arms-length, good faith bargaining situation. , 38 There was
no showing that the first allocation was a subterfuge or that any event had
transpired during the interval between the first and second agreements
that reduced the initial value of the covenant. The modification was purely
an afterthought and a sham. Thus the allocation originally agreed to between the parties in the first transaction was upheld.
OTHER INCOME TAX ISSUES

Gross Income
The issue presented in Bath v. United States39 was whether a payment
received by the taxpayer was the tax-free bequest or compensation for
personal services rendered during the decedent's lifetime. This was a factual question since the payment had some of the characteristics of a bequest and some of the characteristics of taxable compensation.
The decedent's will left one-third of her estate in trust for the benefit of
37.
38.
39.

Apparently the district court's opinion is unreported.
474 F.2d at 505.
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the taxpayer. In contesting the will, the taxpayer asserted that he had
entered into a contract with the decedent whereby the decedent would
bequeath him one-third of her estate in return for the taxpayer managing
the decedent's business. From the facts, the executor could have presented
substantial defenses to the claim. In an apparent "non-adversary" proceeding, both the executor and the taxpayer testified that there was no
compensation due to the taxpayer for personal services rendered to the
decedent. However, the executor did not assert any of his available and
meritorious defenses, but rather acquiesced in the taxpayer's claim.
In the district court, a jury concluded that the payment was a bequest
and thus not includible in taxpayer's income. The government appealed
from the denial of its motion for a directed verdict and for a judgment
notwithstanding the verdict.
The Fifth Circuit affirmed the denial of the government's motions because of the conflict in substantial evidence as to the nature of the payment. The Fifth Circuit stated:
[Iln the light of the absence of true adversary litigation, the total waiver
of substantial defenses, and an admission by the parties that the compensation claimed had already been paid, it is not possible to determine
conclusively the nature of this payment solely by the character of the
claim. Nor does a label applied in a State Court judgment conclusively
determine what a payment "represents." 40
Federal law determines whether the item was a bequest or payment for
services. However, even where federal tax consequences turn on local characterization, determinations of a state trial court are not binding on federal
authorities. The Fifth Circuit specifically stated that the holding should
not be extended beyond the peculiar facts of the Bath case.
In a per curiam opinion, the Fifth Circuit" affirmed the Tax Court's42
opinion which charged the taxpayer-lessors with constructive receipt of
income based on the amortized cost of improvements made by lessees.
Judge Goldberg (concurring in part and dissenting in part) stated that
although section 109 of the Internal Revenue Code clearly prevented the
Internal Revenue Service from charging a lessor with the constructive receipt of taxable income at the time the improvements were made by the
lessee or at the time the lease terminated, section 109
does not prevent taxing the lessor for the value he receives when the lessee
allows him to use the lease for personal purposes during the life of the lease
. ..[Blut the value of that use is not necessarily related in any way to
the cost of erecting the improvements. . . Rather the value received by
the taxpayer-lessor should be computed on the basis of the fair market
value of using the property as improved. 3
40.
41.
42.
43.

Id. at 292.
Conole v. Comm'r, 473 F.2d 1037 (5th Cir. 1973).
30 T.C.M. 467 (1971).
473 F.2d at 1038.
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To determine the addition to its bad debt reserve and consequently its
bad debt deduction, the taxpayer in Atlantic Discount Co. v. United
States," used general industry and banking standards. The figure used by
Atlantic was a minimum reserve expected by bankers lending money to
Atlantic although the actual loss experience of Atlantic showed only one
year of the prior twelve where actual losses reached that figure. The government utilized the "Black Motor formula"45 and its authority under
section 166 to determine the reasonableness of the additions to taxpayer's
bad debt reserves. The district court granted the refund claimed by the
taxpayer pointing out that the taxpayer's management considered a variety of factors that resulted in a larger figure than that permitted by the
Black Motor formula.
However, the Fifth Circuit stated that the Black Motor formula itself
considered a variety of factors and that additional testimony relating to
changing economic conditions was too speculative to be considered. Further, "[ilndustry wide composite figures are less relevant for a company
like Atlantic with an extensive financial history than they are for a company in business too brief a time to develop actual bad debt experience.""
Thus, the Fifth Circuit concluded that the taxpayer did not carry its burden of proof to overcome the Commissioner's determination.
In determining its bad debt reserves, the taxpayer also applied its percentage against gross outstanding receivables rather than gross receivables
less the unearned discount. Since the taxpayer only has a tax basis for the
amount of money loaned and not for the face amount of the note, it was
improper to apply the bad debt reserve percentage against the gross receivables.
The Fifth Circuit 7 denied, without allocation, any travel expense deduction to the taxpayer who carried a forty pound flight kit bag and a twenty
pound overnight bag between his home and place of employment where the
taxpayer stated that he would have driven to work even if it had not been
necessary to carry the bags. The Fifth Circuit refused to follow the rule in
44. 473 F.2d 412 (5th Cir. 1973).
45. Black Motor Co., 6 B.T.A. 300 (1940), aff'd, 125 F.2d 977 (6th Cir. 1940). As stated
by the Fifth Circuit the "Black Motor formula" is:
(1)Compute an average percentage based on bad debts for the current and five
preceding tax years divided by the accounts and notes receivable outstanding; (2)
multiply the percentage by the receivables outstanding at the end of the current
tax year, thereby giving the "loss reserve"; (3) add the charges to the reserve during
the current tax year, thereby giving the "total reserve requirement"; and (4) subtract the balance in the reserve at the end of the preceding tax year. The resulting
amount is the deductible addition to the bad debt reserve.
473 F.2d at 413.
46. 473 F.2d at 415.
47. Fausner v. Comm'r, 472 F.2d 561 (5th Cir. 1973).
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other circuits" that some allocable portion of the expenses should be allowed as a business expense deduction. The taxpayer introduced no evidence that he incurred any expense in excess of his personal nondeductible expenses in transporting the two bags.
CapitalAssets
In a per curiam decision, the Fifth Circuit held that, under the particular
facts of the case, proceeds of the sale of undeveloped land under threat of
condemnation must be treated as capital gains although the land was
originally purchased for resale.49 The threat of condemnation by state authorities required the taxpayer to change its intentions and thereafter hold
the land for investment purposes. At the time of the disposition of the land,
the taxpayer's purpose with regard to the land had been altered by circumstances beyond its control and could not be considered within section
1221(1).
The "economic interest" test, which was originally conceived to determine who had depletable interest in minerals, was invoked to determine
whether the taxpayers were entitled to capital gains treatment from the
sale of the water and surface rights." Under the economic interest test,
generally a taxpayer has retained an economic interest where (a) the interest in minerals was acquired by investment, and (b) taxpayer must look
solely to the extraction of the minerals to recoup his investment.
In Vest, although the taxpayer transferred by warranty deed all of the
water rights within certain depths, the transferee was under no duty to
remove any designated amounts of water. The payments for the water
rights extended over a 75 year period. However, if the transferee did not
extract any of the water, there was no obligation on the transferee's part
to make any payments.
Although a bare right, measured by production does not necessarily
constitute an economic interest in the minerals, taxpayer's rights in the
present case were inextricably linked to the extraction of the minerals.
There was no sale of all water in place or a specific quantity thereof. Thus,
the proceeds from the sale of the water rights were ordinary income.
Alternative arguments to sustain capital gains treatment on the sale of
patent rights were presented in Dennis v. Commissioner.5' The taxpayer
first argued that he was a holder within the meaning of section 1235(b).
The taxpayer's second argument was that the note received in the tax free
exchange had no independent significance and was not the type contemplated in section 1232. Thirdly, the taxpayer argued that section 351 and
48. See, e.g., Sullivan v. Comm'r, 368 F.2d 1007 (2d Cir. 1966); Tyne v. Comm'r, 385 F.2d
40 (7th Cir. 1967).
49. Ridgewood Land Co. v. Comm'r, 477 F.2d 135 (5th Cir. 1973).
50. Vest v. Comm'r, 481 F.2d 238 (5th Cir. 1973).
51. 473 F.2d 274 (5th Cir. 1973).
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its predecessor were not applicable because the transaction was an "open
transaction" since the note had no ascertainable fair market value.
A transfer of all substantial patent rights is a "sale or exchange" under
section 1235 if the transferor is a holder within the meaning of section
1235(b). A holder under section 1235(b) is (a) the individual whose efforts
created the property or (b) any other person who has acquired his interest
in the property in exchange for considerations in money or money's worth
prior to actual reduction to practice of the invention. Since the taxpayer
received an assignment from the inventor in August 1944, this indicated
the taxpayer's own belief that his January 1944 agreement did not cover
the improved invention which was reduced to practice in July 1944.
The taxpayer's section 1235 argument failed because (a) the taxpayer
was not a co-inventor, and (b) did not receive an assignment of the invention until after the reduction to practice of the invention.
The taxpayer's second argument that the note was not the type contemplated by section 1232, but rather was solely evidence of an indebtedness
to pay a prescribed amount in installments and thus qualifying under
section 453(d) for long term capital gains treatment, was rejected for the
reasons stated in United States v. Hertwig5 (which involved the same
transaction). The note was a security representing a continuity of interest
in the corporate business. Further, section 351 applied to the original
transaction to make it non-taxable and therefore section 453 which determines when gain is to be recognized on a taxable transaction it could not
possibly apply in the present situation.
The court rejected the taxpayer's third argument that the "open transaction" doctrine applied since the initial exchange was tax free under
section 351. The operation of section 351 is in no way inhibited by the
question whether stocks or securities received in a section 351 transaction
do or do not have an ascertainable fair market value. Thus the Fifth
Circuit affirmed the judgment of the Tax Court which held that the payments received by the taxpayer on the note were ordinary income in the
53
year received.
Section 481 Adjustments
The question before the court in Grogan v. United States54 had not
heretofore been raised. The precise issue was whether the transformation
of a taxpayer's interest in pre-1954 inventory and receivables from that of
a sole proprietor to a partnership in which the taxpayer had a 91.6% interest justified including those items in income at the time section 481 adjustments are made even though the amounts would have been excluded had
52.
53.
54.
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the taxpayer not changed from a sole proprietor to a partnership. The
district court 55 held that the partnership was a new entity and was not
entitled to exclude the pre-1954 amounts from its income.
The primary purpose of section 481 is to prohibit over or under taxation
or loss of items where a taxpayer changes his method of accounting.
Changes in methods of accounting initiated by the taxpayer give rise to
section 481 adjustments. However, changes not initiated by the taxpayer
do not justify inclusion in income of pre-1954 amounts.
The operative facts show that the taxpayer transferred the assets of the
sole proprietorship to a partnership (Grogan Feed Company) in which he
had a 91.6% interest. The partnership used the cash receipts and disbursements method of accounting. This partnership sold practically all of its
feed to a second partnership (Grogan Poultry Company) which used the
accrual method of accounting. The Commissioner changed the Feed Company's method of accounting to the accrual method and invoked the provisions of section 481(a) to include all of the Feed Company's receivables in
income. Some of the receivables included in income were stipulated to
have arisen in pre-1954 years.
Although the district court recognized that the Internal Revenue Code
at times referred to partnerships as entities and at other times as conduits,
the district court found that the first partnership was not a mere continuation of a predecessor but was a separate entity which justified the application of section 481(a).
The Fifth Circuit disagreed with this approach stating:
The proper inquiry is whether the person who will be liable for the tax
occasioned by Section 481 adjustments can invoke the exclusionary provisions of Section 481(a). The obvious import of the exclusionary language
of Section 481(a) is to excuse from taxes on pre-1954 receivables and
inventories any person who (1) owned those amounts on December 31,
1953 and (2) would be liable for taxes on them solely because of a Section
481 adjustment not initiated by the taxpayer."
The court reasoned that the taxpayer would be liable for the taxes on
the income whether he operated a proprietorship or a partnership. Only his
percentage interest in the partnership had changed. Since Grogan was the
actual out of pocket taxpayer, he was entitled to the exclusionary provisions of section 481(a).
ESTATE AND GiFr TAXES

Insurance
The purchase by the decedent of a flight insurance policy followed by
55.
56.

346 F. Supp. 564 (N.D. Ga. 1972).
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the immediate assignment of the policy to his son, caused inclusion of the
proceeds in the decedent's gross estate as a transfer in contemplation of
death under section 2035.17 The district court,58 which held for the taxpayer, apparently confused expectation of death with contemplation of
death.
Followinq its holdings in Bel v. United States59 and First National Bank
0 the burden of proof as to the dominant and
at Lubbock v. United States"
impelling motive for the transfer rests upon the taxpayer to persuade a
court that the decedent was not motivated by purposes associated with
death. Since the estate's only compelling life motive related to the disability features of the insurance policy, the court overruled the district court
and, in keeping with Bel, included the entire proceeds of the policy in the
decedent's gross estate and not merely the amount of the premiums paid.
The decision in Estate of Lumpkin v. Commissioner" appears to be a
significant and unexpected victory for the Internal Revenue Service. The
Fifth Circuit, in overruling the full Tax Court,62 required inclusion in the
decedent's gross estate of the full amount of group term life insurance
where the optional settlement provision in the policy gave the decedent the
right to vary the time and manner in which the proceeds would be paid to
the beneficiaries.
The group term policy was a non-contributory policy. The beneficiaries
under the "Contingent Coverage" provisions were fixed and under no circumstances could the employee change the beneficiaries or the order of
priority. The optional modes of settlement basically gave the insured employee the right to extend the period of time over which monthly payments
were made to the beneficiaries, and consequently to reduce them in
amount. By exercising these rights, the employee could not benefit himself
or his estate nor could he change the beneficiary designations.
Relying on prior Supreme Court decisions in Lober v. United States 3
and United States v. O'Malley, 4 the Fifth Circuit concluded that the right
to alter the time and manner of the enjoyment of property gave the holder
a substantial degree of control within the meaning of sections 2036 and
2038. Since the court viewed the Congressional intent behind section 2042
was to make the estate taxation of life insurance analogous to that of other
properties, the decedent's right to elect the optional mode of settlement
was substantial and an incident of ownership within the meaning of section
2042(2). The court stated that the decedent could have assigned the right
57.
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60.
61.
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63.
64.
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to elect the optional mode of settlement and avoided inclusion of the
proceeds in his estate.
Gift Tax Annual Exclusion
The transfer of farm land in trust where the donors were named as
beneficiaries and where the donors subsequently assigned part of the beneficial interest to other individuals, resulted in gifts of future interests not
subject to the annual gift tax exclusion. 5 The farm lands had generally
very little income. Although the trust instrument authorized the sale of
small parcels of the farm land, the disbursement of income or corpus was
conditional on unanimous agreement of all beneficiaries or majority
approval of the directors of a local bank. The receipt of income was contingent upon a future event which rendered the possession and enjoyment of
the property a future interest.
CRIMINAL AND NON-SUBSTANTIVE

MArERS

Summons
In United States v. Moore,6 Moore, an attorney, was served a subpoena
with respect to certain records he maintained concerning clients who were
suspected narcotics dealers. The subpoena was issued by the Intelligence
Division of the Internal Revenue Service rather than the Audit Division.
Moore refused to comply with the subpoena on the grounds that (a) the
sole purpose of a subpoena was to pursue criminal matters; (b) the records
were his work projects; and (c) all of the matters sought were within the
attorney-client privilege.
The question whether the Internal Revenue Service has the right to
subpoena taxpayer's records in aid of a criminal investigation was recently
decided by the Supreme Court in Donaldsonv. United States, 7 where the
Supreme Court stated that: "We hold that under §7602 an Internal Revenue summons may be issued in the aid of investigation if it is issued in
good faith and prior to a recommendation for criminal prosecution." 6 The
Fifth Circuit interpreted this to mean that although a taxpayer may be on
a list of suspected narcotics violators, it was no more relevant than if a
taxpayer were on a list of suspected criminal tax violators. In both instances, the question is whether there was a concomitant purpose of a civil
audit investigation. The Fifth Circuit stated that it was impossible to
concede that the sole purpose of the subpoena was to obtain a list of
suspected narcotics dealers. Even if evidence of narcotics traffic would be
65.
66.
67.
68.
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revealed by the summons, it was also inevitable that tax non-disclosures
would be revealed. Thus, the Fifth Circuit upheld the lower court's enforcement of the subpoena.
For the third time, a tax preparer's projects summons case reached the
9
circuit level. In United States v. Carter,"
the Internal Revenue Service
sought enforcement of the summons requiring the tax preparer to list the
names, addresses and social security numbers of clients and customers for
whom he had prepared returns in 1970 and 1971.
The Fifth Circuit relied on decisions in the Seventh ° and Fourth Circuits7 ' upholding the enforcement of such a summons. In the Theodore
case, the Internal Revenue Service had sought all of the returns and all of
the work done by a tax preparer for certain years. Although the Fourth
Circuit stated that this summons was too broad and amounted to a fishing
expedition, the Internal Revenue Service's secondary request for only the
names, addresses and social security numbers of Theodore's clients was
upheld.
Carter's objections to the summons under the Fourth and Fifth Amendments were denied. The information sought was relevant since Carter had
incorrectly prepared a sample return for the service's investigator, and the
summons did not amount to an unreasonable search and seizure. Relying
on Couch v. United States72 the court stated that Carter's privilege against
self-incrimination was not violated. Carter was only asked to resubmit
information previously furnished to the government. Again, the Fifth Circuit relied on United States v. Donaldson3 to uphold the summons issued
in good faith and prior to a recommendation for criminal prosecution.
The Fifth Circuit asserted that there was no provision requiring the
Internal Revenue Service to identify a particular taxpayer prior to the
issuance of the summons. However, in prior cases, this point has been
disputed.
In an opinion issued in 1974, the Fifth Circuit used the logic of "researchinvestigation" or "canvas-examine" dichotomies to distinguish the Carter
case.7 The Internal Revenue Service is not empowered by section 7602 to
issue a summons in aid of research projects or inquiries absent an investigation of taxpayers from whom information is sought.
Injunctions
Section 7421(a) has been interpreted to mean that the tax assessment
and collection procedures can not be enjoined unless the complaintant
69.
70.
71.
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shows that the government could under no circumstances prevail and that
there is no adequate remedy at law. The Supreme Court in Enochs v.
Williams Packing Co.7- stated:
The question of whether the government has a chance of ultimately prevailing has to be determined on the basis of the information available to
it at the time of suit. Only if it is then apparent that under the most liberal
view of the law and the facts, the United States could not establish its
claim, may the suit for an injunction be maintained."
In Crenshaw County Private School Foundation v. Connally,77 the foundation asserted that section 7421(a) was not applicable since the act sought
to be enjoined did not constitute an assessment or a collection and the
purpose of the contested tax policy was not to raise revenue but to require
private schools to adopt a racial integration policy. The foundation had
been denied tax exempt status since it refused to adopt a racially nondiscriminatory policy.
The Fifth Circuit disagreed with the foundation's contention since the
withdrawal of tax exempt status directly involved the assessment and
collection of taxes. Further, the Fifth Circuit followed the Fourth Circuit's
decision in Bob Jones University v. Connally8 that the government's policy
with respect to racial discrimination was irrelevant to the disposition of the
case.
Although it is clear that Congress may not, pursuant to a taxing scheme,
impose filing requirements for individuals that require them to submit
incriminating evidence of criminal activity. However, Congress is empowered to impose taxes on illegal activities. In Vasilinda v. United States79
the government was not demanding information from the taxpayer, but
solely was demanding taxes on illegal activities based on information gathered by the Internal Revenue Service on its own.
Crimes
In United States v. Douglas,"' the taxpayer was convicted of failing to
supply proper information to the Internal Revenue Service. The taxpayer,
who was undeniably mentally competent, advanced the proposition that
the internal revenue system was unconstitutional and that any voluntary
payment of taxes constituted treason against the United States.
The taxpayer objected to the district court's failure to charge the jury
that willfulness included "bad purpose." The Fifth Circuit stated that bad
purpose or evil motive was not the appropriate test of section 7203. Willful75.
76.
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ness within that statute required only that the act be intentionally done
with awareness of the action taken and not just negligently or inadvertently. The instruction given by the district court was therefore proper and
the jury was entitled to conclude that the total omission was deliberate and
voluntary.
In a net worth case, the government must either prove a likely source of
income or negate all sources of possible non-taxable income. However, the
government does not need to do both. The net worth method requires an
accurate showing of the beginning net worth since that figure is the keystone of the net worth calculations.
In United States v. Calles,8' the Internal Revenue Service used the taxpayer's own sworn statements, made at the time that the taxpayer entered
the country, that his beginning net worth was zero. Unpaid bills and loans
made by the taxpayer during years prior to the years in question were
evidence that the taxpayer had a zero net worth. Further, the government
used the appellant's own statements regarding income received by the
taxpayer through extortion which provided the government with a likely
source of income.
The taxpayer had claimed that his expenditures during 1969 and 1970
were made out of a cash hoard brought into this country in 1962. Since
Calles raised this argument, it was proper for the government to introduce
evidence of his financial condition in 1962, 1963, and 1967. Since the defense of the cash hoard was raised by the taxpayer, the government was
required to rebut. The evidence presented was not too remote for that
purpose.
The Fifth Circuit upheld the admissability of the taxpayer's tax returns
for the three years prior to the years under indictment.82 These returns were
admissable to corroborate the taxpayer's beginning net worth as computed
by the Internal Revenue Service. Further, the consistent pattern of understating large amounts of income and the taxpayer's inadequate records
permitted an inference of willfulness sufficient to create a jury question.
81.
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