1977 Fifth Circuit
Federal Taxation Decisions
By J. Patrick Meyer, Jr.*

The 1977 Fifth Circuit cases reviewed in this article have been limited to
those considered by the author to be interesting and of some significance.
Cases dealing with the criminal provisions of the Internal Revenue Code
have been arbitrarily omitted.

I.
A.

GENERAL INCOME TAX ISSUES

Investment Tax Credit

A taxpayer is entitled to claim an investment tax credit equal to a
certain percentage of the basis of qualified property depending on the
useful life of the property. The Internal Revenue Code defines the qualified
property generally as "tangible personal property."'
In Texas Instruments Inc. v. United States,2 the taxpayer's subsidiary
was engaged in the business of collecting, processing, and selling offshore
seismic information. This information was used to explore for oil and gas.
Although the information was submitted to the taxpayer's customers in
the form of pictures depicting the contours of the earth's strata, the actual
collecting and editing involved a complicated and costly computer process.
The taxpayer claimed that investment credit should be allowed on these
costs and that he should be allowed to use the double declining method of
depreciation on the total capitalized costs of tapes and films.
The Internal Revenue Service regulations under §48 of the Internal Revenue Code state that motion picture or television films or tapes are intangible property and not subject to the investment credit." In 1971, a federal
district court held that the master film negatives used in the motion picture film industry are tangible personal property despite the treasury regulation.' That decision was affirmed by the Ninth Circuit Court of Appeals.'
The legislative history of the 1971 reenactment of the investment credit
* Partner in the law firm of Hall, Bloch, Garland & Meyer, Macon, Georgia; Lecturer-inLaw, Walter F. George School of Law, Mercer University; Certified Public Accountant,
Georgia; University of Alabama (B.S., 1965); Emory University (J.D., 1968).
1. I.R.C. §48(a)(1)(A).
2. 551 F.2d 599 (1977).
3. Treas. Reg. §1.48-1(0 (1972).
4. Walt Disney Prod. v. United States, 327 F. Supp. 189 (C.D. Col. 1971).
5. 480 F.2d 66 (9th Cir. 1973), cert. denied, 415 U.S. 934 (1974).
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expressly approved of this decision. This legislative history is relevant to
pre-1971 tax years to determine whether property is tangible or intangible
for purposes of the investment tax credit. Thus, the Fifth Circuit held that
for purposes of investment credit and depreciation:
[Tihe value of the seismic data is entirely dependent upon existence of
the tapes and film. If the tapes and film are destroyed prior to any reproduction of the film analog, nothing would remain. An investment in the
data simply does not exist without recording of the data on tangible property. Thus the basis of the tangible tapes and films must include the cost
of collecting seismic tapes and films must include the costs of collecting
seismic data and recording it on the tangible property, with the result
being an asset constituting "tangible personal property."'
Thus, the taxpayer was allowed investment credit and accelerated depreciation of the tangible tapes and films.
Investment credit is also allowed for certain used tangible personal
property if after its acquisition by the taxpayer it is not used by the
"person" who used the property before the acquisition. In Holloman v.
Commissioner,' the issue was whether the property was disqualified by
virtue of its having been used, prior to its acquisition by the taxpayer, by
a partnership of which the taxpayer was a 50% partner.
The regulations under §48 provide, in part, that property used by a
partnership shall be considered as used by each partner.' In Edward A.
Moradian,9 the Tax Court found this regulation to be invalid to the extent
that it required property used by a partnership to be considered as being
used by all partners in all cases regardless of the percentage interest owned
by the partner. The Internal Revenue Service in Revenue Ruling 74-641°
indicated that it will continue to apply this regulation notwithstanding the
Tax Court's decision in Moradian.
The Internal Revenue Code defines "person" both in terms of an individual and a partnership." Further, the investment credit provisions refer to
a person as defined in certain specific code sections which, in turn, refer
to the partnership provisions establishing a "more than 50%" rule for
purposes of determining the disallowance of losses in certain situations."
The Tax Court in Moradian reasoned that since these particular partnership provisions were incorporated into the investment credit provisions,
Congress intended that these same rules apply to used property investment
credit.
6.
7.
8.
9.
10.
11.
12.

551 F.2d at 611.
551 F.2d 987 (5th Cir. 1977).
Treas. Reg. §1.48-3(a)(2)(ii) (1972).
53 T.C. 207 (1969), nonacq. 1973-1 C.B. 2.
1974-1 C.B. 12.
I.R.C. §7701(a)(1).
See I.R.C. §48(c)(1), 707(b), 179(d)(2)(A).
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The Fifth Circuit agreed with the Tax Court's interpretation of these
provisions, stating that:
[D]espite [the regulation referred to above] . . . the Code was intended
to attribute the use by a partnership to each individual partner only when
the partner owns more than a 50% interest in the partnership .... Furthermore, treating a partnership as an entity distinct from the individual
partners, unless the "more than 50 percent" rule applies, gives the effect
to [the definition section of the Internal Revenue Code] which specifically defines "person" to include a partnership.' 3
B.

Loss Deductions

In Meyer v. Commissioner,'" the issues were whether the uncollectible
portion of a judgment obtained by the taxpayers against a stockbroker in
a suit for rescission of stock purchase orders is a loss or a non-business bad
debt, and whether the legal fees incurred in the suit should be treated as
capital expenditures or as a deductible expense. Over a period of time, the
taxpayers placed orders for the purchase of certain stock and advanced
$38,000.00 in full payment for the stock. After waiting nine months, the
taxpayers instituted suit to rescind the order. The taxpayers recovered
from the brokerage firm cash and stocks amounting to $7,400.00 less than
the judgment or $3,700.00 less than what they had actually paid. In addition, the taxpayers spent $8,600.00 in legal fees to obtain the judgment and
compromise settlement.
The Internal Revenue Code allows individuals a deduction for losses (as
an ordinary loss) incurred in transactions entered into for profit though not
connected with a trade or business. 5 The Internal Revenue Code also allows individuals a deduction for non-business bad debts.'" However, this
latter section treats a loss as a short-term capital loss.
In Meyer, the Fifth Circuit held that the loss for the breach of contract
could not be a "debt." The relationship between the taxpayer and his
stockbroker was not one of debtor and creditor within the meaning of the
Internal Revenue Code nor was the transaction between the taxpayer and
his stockbroker a loan. 7 Thus, the uncollected portion of the amount advanced to the stockbroker was treated as a loss deduction and not as a nonbusiness bad debt. 8
The taxpayers also contended that they were entitled to deduct their
legal fees as a loss incurred in a transaction entered into for profit. The
Fifth Circuit said that when the suit for rescission was brought, the stock
13.
14.
15.
16.
17.
18.

551 F.2d at 990.
547 F.2d 943 (5th Cir. 1977).
I.R.C. §165(c)(2).
I.R.C. §166(d).
547 F.2d at 946.
Id. at 947.
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had greatly decreased in value. At that point, the transaction entered into
for profit had ended." Thus, a portion of the legal fees incurred should be
allocated to the stock received by the taxpayers upon settlement of the
claim and become a part of the stock's basis, and a portion of the legal fees
would be deductible as a loss incurred in a transaction entered into for
profit. The allocation was made based on the percentage of the value of
the stock received to the total recovery.'"
In Irwin v. United States,' the taxpayer, an attorney, deducted a loss
on worthless stock in a liquidated company as an ordinary business loss
rather than as a long-term capital loss. The taxpayer had purchased approximately 14% of a personal finance corporation, and his law firm did
for summary
all the legal work for the corporation. The taxpayer's 2motion
2
judgment was granted and the government appealed.
The court of appeals said that in certain situations, "what normally is a
capital asset, may ... be treated as an ordinary asset and generate ordinary loss."3 The Fifth Circuit relied on its prior decision in Schlumberger
Technology Corp. v. United States, ' where the court, relying heavily on
the intent and facts of the transaction, adopted the following test:
[If securities are purchased by a taxpayer as an integral and necessary
act in the conduct of his business, and continue to be so held until the
time of their sale, any loss incurred as a result thereof may be fully deductible from gross income as a business expense or ordinary loss. If, on the
other hand, an investment purpose be found to have motivated the purchase or holding of these securities, any loss realized upon their ultimate
disposition must be treated in accord with the capital asset provisions of
the Code... In determining whether the transaction involved falls within
the category of "ordinary" or "investment" categories, the Court must
consider.., the circumstances of the transaction (its factual background,
the necessities of the particular time involved, and the intentions of the
taxpayer, both at the time the securities were originally purchased and at
the time they were disposed of) ....
The precise issue before the court in Irwin was whether there were any
material facts in dispute which would render the summary judgment improper. The facts necessary to compel the desired result cannot be specified with precision. However, there are certain minimum facts that the
taxpayer must establish. The court found that the nature of the facts and
the character of the taxpayer's evidence were not sufficient for the tax19.

Id.

20.

Id. at 948.

21. 558 F.2d 249 (5th Cir. 1977).
22. Id. at 251.
23. Id.
24. 443 F.2d 1115 (5th Cir. 1971).
25. Irwin v. United States, 558 F.2d 249, 251-252 (1977), quoting from Booth Newspapers
v. United States, 303 F.2d 916, 921 (Ct. C1. 1962).
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payer to meet his burden and that the summary judgment was thus inappropriate."
C.

Ordinary and Necessary Business Expenses

In another Fifth Circuit case27 a real estate developer acquired an option
to purchase certain tracts of land that were subject to an existing lease.
According to the option, the developer was obligated to sublease the property for two years and then pay the seller $1,000,000.00 at the end of the
two years. The developer also acquired the right to receive the lessee's
rental payments. In order to raise initial financing, the taxpayer and three
others formed a partnership of which the real estate developer was not a
member. The real estate developer subleased to the partnership a portion
of the land he had acquired. The investors were not entitled to receive any
of the lessee's rental payments nor did the investors have any right to the
use or possession of the land that they supposedly subleased.
Two years later, the investors and the real estate developer formed a
limited partnership to which the investors contributed their subleases.
Later, it was decided that the land could not be developed, and it was
eventually sold.
The taxpayer deducted rental payments made during the period of the
sublease arrangement. The district court held that the payments did not
qualify as rental payments under the Internal Revenue Code."
Under the Internal Revenue Code, a deductible rental expense must be
an ordinary and necessary expense for the use or possession of the property
and not give the taxpayer any title or equity in the property itself. 9 The
Fifth Circuit held that the payments to the real estate developer were not
rent but were payments to acquire equity interest. 3 The amount of the
taxpayer's interest in the limited partnership ultimately formed was determined by the amount of the taxpayer's capital contributions which included credit for all of the prior rental payments made. Further, prior to
the formation of the limited partnership, the taxpayer and other investors
had no right to use or possess the land they were subleasing.'
Another issue involved the acquisition by the taxpayer of a lease in
exchange for the payment of the transferor's delay rental under an oil lease.
The transferor retained the right upon the repayment of the delay rental
to reacquire 31/32 of the lease allegedly assigned to the taxpayer. The
district court held that the taxpayer was not entitled to a rental deduction for the amount paid.32 The court characterized the amount paid by
26.
27.
28.
29.
30.
31.
32.

558 F.2d at 252.
Foyt v. United States, 561 F.2d 599 (5th Cir. 1977).
See id. at 601.
I.R.C. §162.
561 F.2d at 603.
Id. at 602.
Foyt v. United States, 561 F.2d 599 (1977).
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the taxpayer as either a loan to the transferor or the purchase of an oil and
gas lease. The Fifth Circuit affirmed this holding.
33
The Texas Instruments
case involved a taxpayer's deduction for its
contribution to its qualified pension trust. In the years in issue, the taxpayer switched from the "aggregate method" to the "entry age normal
method" of determining the amount of contributions to its qualified pension trust.Y The Internal Revenue Code permits the use of either method.
The Internal Revenue Service recognized that the payments were in accord
with an appropriate actuarial method but argued that the contributions
35
did not satisfy the ordinary and necessary business expense standard.
The facts showed that if the taxpayer had continued to use the entry age
normal method, there would have been no deductible contribution for
1967. Based on this, the actuary recommended that the taxpayer change
to the aggregate method to compute its contribution to its pension trust
for 1967. It should be noted that the Employee Retirement Income Security
Act of 19743 now requires approval by the Internal Revenue Service of any
change in the funding method. In addition, one member of the taxpayer's
retirement committee testified that the change to the aggregate method
was made to avoid "wild swings where you go from $8,000,000.00 contribuTexas Instruments Inc. v. United States, 551 F.2d 599 (1977).
The Fifth Circuit explained the two methods as follows:
"The objective of the aggregate method is to fund the total estimated remaining
liabilities over the remaining working life of the participants. The present value of
benefits to be paid in the future is determined upon certain assumptions concerning
interest rate, administration expenses and future benefits. The present value of
future benefits is then reduced by the value of assets to determine the present value
of the benefits which have not been funded. The contribution for the year is then
equal to a level percentage of payroll which would completely fund the unfunded
benefits, if paid over the remaining working life of the plan participants.
"Under the entry age normal method, the 'normal cost' for the particular year is
first determined. These costs are computed on the assumption, (i) that every employee entered the plan (entry age) at the time of employment or at the earliest
time he would have been eligible if the plan had been in existence, and (ii) that
contributions of 'normal cost' have been made from the entry age to the date of
actual valuation. Theoretically, the contributions are then equal to the level percentage of payroll which, if contributed each year and accumulated at the rate of
interest used in the actuarial valuation, would result in a fund equal to the present
value of the pensions at retirement for the employees who survive to that time.
"Since 'normal cost' under the entry age normal method is determined on the
assumption that there have been prior contributions of 'normal cost,' which may
or may not be true, it is necessary to compute separately the past service costs on
that group of employees who did not enter the program at its creation. Hence the
annual contribution under the entry age normal method is comprised of two components: the normal cost and unfunded past services cost. The past services cost may
be reduced by contributions equivalent to the interest on the unfunded balance of
past services cost and an amount intended to reduce the principal amount of the
unfunded balance." 551 F.2d at 602.
35. Id. at 601-602.
36. I.R.C. § 412(c)(5).
33.
34.
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3
tion in one year to zero in the next.
The Internal Revenue Service argued that the contribution to the pension plan was not an ordinary expense because there were non-deductible
capital outlays. The government argued that taxpayer's pension trust was
substantially overfunded in the years in question. 3 However, no authority
could be found supporting the contention that contributions to a pension
trust must be capitalized if the value of the assets exceeds the accrued
liabilities computed under the entry age normal method. In arguing that
the trust was overfunded, the Internal Revenue Service referred to past
service costs and normal costs computed under the entry age normal
method when using the phrase "accrued pension liabilities." The result of
this argument is to impose on the taxpayers the entry age normal method
even though the Internal Revenue Code and the regulations recognize the
actuary methods for computing
aggregate method as one of the reasonable
39
trust.
pension
a
to
contributions
the
The government also argued that the contributions were not necessary
nor ordinary in the general sense. The government contended that the
taxpayer changed to the aggregate method solely for tax avoidance purposes. The Fifth Circuit found that the district court's decision was based
upon substantial evidence that the taxpayer could change its actuarial
method of computing its pension costs. 4 0 In so holding, the Fifth Circuit
quoted from the district court case:

[B]ut the evidence in this case clearly demonstrated that T.I. was carefully attempting to hew a path through the uncertain future using computers, surveys, regression analysis and past experience as its cutting
edge. While blunt, the tools used by T.I. are the only ones available to
mortal man to predict the inscrutable future. In the instant case, it is clear
that T.I. contributed money to its pension fund, not in blind adherence
to an arithmetic scheme, but out of a well reasoned faith that the average
figures chosen as a basis for its contribution would prove accurate in the
long run."
D.

Amortization, Depreciationand Depletion

The principal issue in A. Duda & Sons, Inc. v. United States42 was
whether the taxpayer was entitled to cost depletion deductions for peat top
soil that was subsiding "all the Duda day" 43 through oxidation as a natural
consequence of the land having been drained for cultivation. The top soil
on both Duda farms consisted of peat and muck soil which was uniquely
37.
38.
39.
40.
41.
42.
43.

551 F.2d at 602 n.3, 603.
Id. at 603.
Id. at 604.
Id. at 605.
Id., quoting 407 F. Supp. 1326 at 1335 (N.D. Tex. 1976) (the district court opinion).
560 F.2d 669 (5th Cir. 1977).
Id. at 672.
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suited for growing vegetables. Water covered the peat soil on both of the
farms. In order to cultivate the farms, the water table had to be lowered
and the soil drained and compacted. The effect of the cultivation was that
the heavily carbonized soil oxidized, releasing carbon dioxide gas, and
gradually subsided. In effect, one can either maintain the level of peat soil
or raise crops, but cannot do both.44
The government conceded that peat soil was a natural deposit as defined
in the depletion provisions of the Internal Revenue Code. The government
also did not dispute that the soil was subsiding at the rate contended by
the taxpayer nor did it dispute the jury's allocation of the cost of one of
the farms. The government's sole contention was that the taxpayer was not
entitled to a depletion deduction because extraction or severance of the
natural deposit is a necessary prerequisite. Since the taxpayer exhausts the
peat in the process of raising vegetables, the government denied any depletion deduction.
The Fifth Circuit said that the government's position had no support in
the language of the code section nor did the applicable legislative history
address the question." Further, the Fifth Circuit stated:
[D]epletion is predicated on allowing the owner of a capital interest of a
mineral or other depletion natural resource to make a tax free recovery to
that depleting captial asset ....
The depletion deduction is totally dependent upon statute and has no
independent significance in tax law as a legal or equitable principle. It is
solely a matter of legislative grace .... Unless we can find in the language
of §611, the applicable legislative history, or the relevant treasury regulations some recognition that a case of this general type merits a depletion
allowance, the taxpayer must fail. Logical consistency alone does not govern in the land of legislative grace; there must be some evidence that
Congress intended to include within the ambit of §611 the kind of case
presented here .... 41
The Fifth Circuit then reviewed the concept of depletion as it first appeared in the various revenue acts. Nothing could be found in the legislative history stating whether extraction was a condition precedent to a
depletion deduction. However, treasury regulations and various court cases
do refer to the terms "extraction" and "severance" repeatedly., 7
Although the court recognized that statements in the regulations, court
cases, and legislative history suggest that extraction or severance is necessary for the depletion deduction, it found that the statements are not
conclusive.
The Fifth Circuit then turned its inquiry towards the relationship of
44.
45.
46.
47.

Id.
Id.
Id.
Id.

at
at
at
at

671.
672.
673.
675-676.
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extraction and severance to administrability of the tax laws. The court said
that "A fundamental tenet of our federal income tax system is the principle that before gain or loss is recognized there must be a taxable event."'"
An example of this is that a sale or exchange of property is a taxable event
whereas mere fluctation in value does not result in the recognition of any
gain or loss. Thus, the Fifth Circuit found that:
In the case of the depletion deduction, extraction is precisely the kind
of observable change accompanied by sufficient trustworthy information
to make tax recognition appropriate. Unlike the case of depreciating an
asset according to a fixed schedule, the depletion of a natural resource
lends itself to false claims that a requirement of extraction helps prevent.
This, then, is the function that Congress may have thought extraction
would serve in the administration of the depletion deduction provisions
... .Without the frequent references in the legislative history and current regulations to extraction or severance, the existence of this functional
relationship could not justify our holding."9
Duda also argued that it should be entitled to a depreciation deduction
under §167 of the Internal Revenue Code. Obviously, land is not a depreciable asset for tax purposes. Duda, thus, argued that the peat soil was not
a part of the land but that it was instead an exhaustible capital asset
separate from the land. However, this argument did not persuade the court
and, therefore, it denied any depreciation deductions for the subsidence of
Duda's peat soil.5
The Fifth Circuit in Laird v. United States5 was concerned with the
amortization of various intangible assets acquired by the owners of the
Atlanta Falcons National Football League franchise. When the professional football league franchise was acquired, 7.7 million dollars of an 8.5
million dollar purchase price was allocated to the cost of player contracts
with an estimated useful life of 5.25 years. The Internal Revenue Service
determined that only 1.5 million dollars should be allocated to player
contracts. As a part of the franchise agreement, the owners received the
right to share in television receipts from the televising of National Football
League games. At that time, the owners had a four year contract with CBS
to broadcast the games. The amount the owners could reasonably expect
to receive from the television rights was calculated to be 4.7 million dollars.52
The district court held that the television rights had a present value of
4.27 million dollars. 3 Basically, the district court used a subtraction out
48.

Id. at 677.

49.

Id.

50.
51.
52.
53.

Id. at 678.
556 F.2d 1224 (5th Cir. 1977).
Id. at 1227-1230.
391 F. Supp. 656 (N.D. Ga. 1975).
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method to determine the amount to be allocated to the player contracts.
The district court further found that the television rights had an unlimited
useful life since the owners could expect to receive a share of the television
pool as long as it was a member of the league. Thus, there was no depreciation deduction for the television rights. The district court allocated three
million dollars to the player contracts."4
The Internal Revenue Code allows depreciation of intangibles under
certain conditions. 5 The Internal Revenue Service in a 1971 Revenue Ruling stated that the cost of a standard football player's contract must be
capitalized and amortized over its useful life.5
However, in Laird, the Internal Revenue Service argued that the owners
of the football team acquired a bundle of assets or bundle of rights that
were so interrelated that they were not capable of separate valuation and
thus were not eligible for the depreciation deduction. 7 This is the so called
"mass asset" rule. However, the Fifth Circuit said that the mass asset
theory does not prevent amortization deduction of the football players'
contracts. The court relied on its decision in Houston ChroniclePublishing
Company v. United States"'where the court said:
[T]he "mass asset" rule does not prevent taking an amortization deduction if the taxpayer properly carries his dual burden of proving that the
intangible asset involved (1) has an ascertainable value separate and distinct from goodwill, and (2) has a limited useful life, the duration of which
can be ascertained with reasonable accuracy. 5'
The court found that the taxpayer had met these requirements with respect to the player contracts. Thus, the government's mass asset theory
was inapplicable."
The taxpayer's evidence on the valuation of the player contracts was
based largely on expert testimony of other highly respected general managers in the league who used various rating systems and their own personal
knowledge of the players. The district court rejected the experts' valuations since the figures arrived at were substantially greater than the district court's valuation figures, and because the court disapproved of the
comparison between rookie and veteran players. However, the court did
use a compromise approach based on the qualitative judgments of Atlanta's first coach, the expert testimony, and the cost of acquiring rookies."
Since the valuation of assets is a factual finding, the district court must
be sustained unless their finding was clearly erroneous.
54.
55.
56.
57.
58.
59.

556 F.2d at 1230.
I.R.C. §162.
Rev. Rul. 71-137, 1971-1 C.B. 104.
556 F.2d at 1231.
481 F.2d 1240 (5th Cir. 1973), cert. denied, 414 U.S. 1129 (1974).
Id. at 1250.

60.

556 F.2d at 1233.

61.

Id. at 1238.
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Given the inherent imprecision of the valuation function, our application
of that standard is guided by the principle announced by this Court in
Anderson:" "Valuation ...is necessarily an approximation . . . .It is
not necessary that the value arrived at by the trial court be a figure as to
which there is specific testimony, if it is within the range of figures that
may properly be deduced from the evidence .
".6.."3
Based on all of the evidence, the district court's valuation figure was reasonable.
With respect to the television rights, the taxpayer contended that the
district court erred by not allowing a deduction for the present value of the
four year television rights. The taxpayer construed the provision of the
letter agreements with the NFL to refer to the contract with CBS then in
existence. However, the court found that this was an erroneous interpretation and that it was clear from the agreements that the owners would have
a share of the television rights as long as their club wae a member of the
league. The television rights thus had an unlimited useful life and could
not be amortized or depreciated."
II.
A.

CORPORATE ISSUES

Net Operating Losses

The Internal Revenue Code allows a taxpayer who sustains a net operating loss to carry back that loss three years and then forward five years. 5
For corporate taxpayers who have capital gains, the tax must be computed
under both the regular method and the alternative method, and the lower
amount paid. In computing the alternative method, the code does not
allow any deductions for net operating losses from the capital gains.
The Tax Court in ChartierReal Estate Co. v. Commissioner" held that
where the net operating losses exceeded ordinary income (net of all other
deductions) but were less than the sum of the net ordinary income plus
capital gains, the amount of the losses in excess of the ordinary income was
available for carryover to subsequent years. This is based on the premise
that the taxable income is that to which the net operating losses actually
apply in computing the tax liability. However, in United States v. Foster
Lumber Co.,' 7 the U.S. Supreme Court examined the interplay of these
various Internal Revenue Code sections and rejected the Chartierrule. The
Supreme Court concluded that Congress intended that the term "taxable
income" include capital gains for the purposes of the net operating loss
62. Anderson v. Commissioner, 250 F.2d 242, 249 (5th Cir. 1957), cert. denied, 356 U.S.
950 (1958).
63. 556 F.2d at 1239.
64. Id. at 1235-1237.
65. I.R.C. §172(b).
66. 52 T.C. 346 (1969), aff'd per curiam, 428 F.2d 474 (1st Cir. 1970).

67. 429 U.S. 32 (1976).
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provisions. That is the meaning of the term elsewhere in the code where
there is no express modification. That Supreme Court decision was controlling in Continental Equities,Inc. v. Commissioner8 where the taxpayer
attempted to carry over net operating losses two years subsequent to those
where alternative tax methods were used, resulting in no reduction of the
actual tax liability.
B.

Allocations

Another issue in the Continental Equities case involved the Commissioner's authority under §482 of the Internal Revenue Code to allocate
interest income from the taxpayer to other related corporations. Section
482 authorizes the Commissioner to "distribute, apportion or allocate gross
income, deductions, credits, or allowances between or among" commonly
controlled corporations to prevent any artifical shifting of those items and
to insure that the net income of each corporation within the control group
is accurately reflected on its own tax return. The Internal Revenue Service
regulations 9 require that when the income of one member of a control
group is increased, the income of another member of the control group
must be decreased so that the net income of the group as a whole is not
changed. The Internal Revenue Service is authorized to "deem" a correlative adjustment to have been made where allocation of an expense item to
that corporation would merely increase the net operating loss.70
In ContinentalEquities, the Internal Revenue Service deemed a correlative adjustment to be made where the adjustment was to a year where a
refund was barred by the statute of limitations. The taxpayer attempted
to require the Commissioner not only to make the correlative adjustment,
but also to actually issue a refund. Otherwise, in the taxpayer's opinion,
the primary adjustment could not be made. In rejecting this argument, the
Fifth Circuit said:
Moreover, acceptance of Continental's argument that the implementation
of the correlative adjustment through refunds to the related corporations
is a condition precedent to a primary judgment, would generate absurd
results at odds with the purposes of Section 482. It would make the Commissioner's ability to effect a Section 482 allocation dependent upon
whether the related corporations could qualify for refunds. Under such a
rule, commonly controlled corporations could shift income and loss items
among themselves for tax avoidance purposes with impunity whenever a
Section 482 allocation would not result in a refund to a related corporation, or whenever a related corporation that might be eligible for a refund
neglected to file a timely claim. To adopt Continental's suggestion would
be tantamount to judicial repeal of Section 482. 71
68.
69.
70.
71.

551 F.2d 74 (5th Cir. 1977).
Treas. Reg. §1.482-1(d)(2) (1976).
551 F.2d at 80.
Id. at 82.

FEDERAL TAXATION

19781
C.

Debt v. Equity

The perennial issue of debt vs. equity appeared once again in Slappey
Drive IndustrialPark v. United States.72 In that case, family members sold
to their wholly owned corporations various parcels of real estate for either
no down payment or a small down payment plus installment obligations.
The corporations did make some principal and interest payments. However, in no case did any of the corporations adhere to the terms of the
installment notes.
The Fifth Circuit said the "risk of business" standard is applicable in
determining whether a contribution is debt or equity for federal income tax
purposes. Obviously, shareholders of the corporation contribute their capital to the risk of the business because of the potential return. Whereas,
lenders, compensated by timely payments of interest," undertake less risk.
Numerous criteria have been developed by prior court decisions to aid
in determining the debt versus equity question. The court listed certain
factors, not to count them, but to evaluate each one since each case turns
on its own facts and circumstances. Those factors are:
(1) the names given to the certificates evidencing the indebtedness;
(2) the presence or absence of the fixed maturity date;
(3) the source of payments;
(4) the right to enforce payment of principal and interest;
(5) participation and management flowing as a result;
(6) the status of the contribution in relation to regular corporate
creditors;
(7) the intent of the parties;
(8) thin or adequate capitalization;
(9) identity of interest between creditor and stockholder;
(10) source of interest payments;
(11) the ability of the corporation to obtain loans from outside
lending institutions;
(12) the extent to which the advance was used to acquire capital
assets; and
(13) the failure of the debtor to repay on the due date or to seek
a postponement.7"
The court placed great weight on the fact that pone of the notes were
repaid on their due date. The taxpayer testified that the individuals were
more concerned with their status as shareholders and did not press for
repayment of the notes except when the corporations had "plenty of cash."
The court also noted that the funds were used to purchase real estate which
72.
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constitutes inventory for a real estate development firm. While the funds
were not used to purchase capital assets, they were used to finance the
initial operations of the business.
Another factor cited by the court was the identity of interest between
the stockholders and the creditors. Although in some instances there were
disproportionate holdings among the shareholders and creditors, all parties
were members of the same family. '5
Thus, the court found that in all cases, the purported "sales" of real
estate and certain "cash loans" actually constituted equity of the corporations rather than debt."
D. Accumulated Earnings
In Motor Fuels CarriersInc. v. Commissioner," an accumulated earnings
case, the taxpayer had an earned surplus of approximately 1.5 million
dollars prior to the years in question. During the tax years, this figure
increased to two million dollars. However, there was only one $20,000.00
distribution to shareholders during the corporation's existence. Motor Fuel
Carriers had only three points of intrastate operation. The taxpayer sought
to justify its accumulation during these years as necessary to finance an
expansion of its service.7"
Internal Revenue Code §532 provides, in part, that: "The accumulated
earnings tax . .. shall apply to every corporation ... formed or availed of
for the purpose of avoiding the income tax with respect to its shareholders
. . .by permitting earnings and profits to accumulate instead of being
divided or distributed." The Internal Revenue Code provides an objective
standard of "the reasonable needs of the business" to determine when
corporations exist for the prohibited purpose. In addition, the Internal
Revenue Code also allows the "reasonably anticipated needs of the business" as part of the "reasonable needs of the business.""
The minutes of the meeting of the taxpayer's board of directors in 1968
stated that the board intended to apply to the State Public Utilities Commission for a certificate for motor carrier routes to additional cities. The
estimated cost was one million dollars. In December, 1969, the taxpayer
made formal application for a certificate. In December, 1970, the state
approved the application. Later, in December, 1970, the board of directors
projected a $950,000.00 cost for expansion. Further, in 1970 the taxpayer
spent $416,000.00 for the terminal. The project was completed in 1972 at
a total cost of $1,029,000.00. Thus, the taxpayer actually completed the
project that it argued had been planned during the years in question. The
75.
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final cost was only $29,000.00 more than the original estimate made four
years earlier.80
The Fifth Circuit found that the taxpayer, as early as December, 1968,
had articulated in its corporate minutes, the intent to expand its services
at almost the exact cost of the expansion. The taxpayer, thus, had a clear
idea of what it needed to do to meet its expansion goals. Although the plans
were not set forth in the minutes or in other documentary materials with
precision or detail, the court held that: "The requirement of specific, definite and feasible plans does not demand that the taxpayer produce meticulously drawn, formal blueprints for action. . . .The test is a practical one
" 81

After finding that the expansion plans were definite and met the test of
the reasonably anticipated business needs, the court determined that the
earnings accumulated were reasonable for those anticipated needs. In
doing so, the court looked to the net liquid assets at the end of each taxable
year. The court included accounts receivable within the net liquid assets.
The Supreme Court in Ivan Allen v. United States"' specifically reserved
its view on whether or not receivables should be included in the computation. The Fifth Circuit determined that due to the taxpayer's business and
its short billing cycle, the receivables should be characterized as readily
available assets along with cash and securities.8
E.

Partnerships

In Pratt v. Commissioner,8 ' the taxpayers were general partners in a
partnership created to build and own two shopping centers. The partnership kept its books and records on the accrual method of accounting. The
individual partners were on the cash basis. The partnership agreement
provided that the general partners were to receive a fee of 5% of the gross
base lease rentals and 10% of all overrides for their management services.
There was no contention that these fees did not fairly represent the value
of the services. Due to the difference in methods of accounting between the
partnership and its partners, this fee was deducted by the partnership as
it accrued but would not be reported as income by the individual partners
until actually or constructively received. In the years in issue, no payments
had been made to the general partners. There was no contention that these
fees did not fairly represent the value of the services.
The taxpayers relied on Internal Revenue Code §707(a) which states: "If
a partner engages in a transaction with the partnership other than in his
capacity as a member of such partnership, the transaction shall, except as
80.
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otherwise provided in this section, be construed as occurring between the
partnership and one who is not a partner." Thus, the transaction in Pratt
must be examined to determine if it was one other than in the capacity as
a member of the partnership.88
The Fifth Circuit held that the partnership agreement which provided
for the percentage payment was made with the general partners as partners. The services to be rendered were activities for which the partnership
was created in the first place. In order to deal with a partner as an outsider,
the transaction dealt with must be something outside the scope of the
partnership. Thus, the provisions relied upon by the taxpayers did not
permit the partnership to treat payments as ordinary and necessary business expenses for the performance of services for which the partnership
exists.8" Therefore, payments to the general partners for their management
services were included in their distributive share of the partnership profits.
The Fifth Circuit allowed the partnership a deduction for interest payments accrued on the partnership books for the interest due the taxpayers
on promissory notes representing bona fide loans made by the taxpayers
to the partnership." The Commissioner had conceded this issue on appeal.
F.

Capital Gains vs. Ordinary Income

An additional issue in A. Duda & Sons, Inc. v. United States88 was
whether cattle sales by the taxpayer constituted capital gains or ordinary
income. The taxpayer maintained two herds, one commercial and one
purebred. The taxpayer insisted that it decided which offspring of the
purebred herd it would retain and which it would cull according to objective criteria. Further, the taxpayer claimed that until it did cull certain
cattle from its purebred herd, that it held them for breeding purposes. Any
sales from the purebred herd were made because that animal was not
qualified for breeding purposes. Thus, the taxpayer sought capital gains
treatment on the sale of those cattle pursuant to §1231 of the Internal
Revenue Code.8
In deciding the issue, the Fifth Circuit considered the frequency of sales,
advertising efforts and the method by which the taxpayer differentiated
between cattle sold and cattle retained. The evidence at trial showed that
the taxpayer extensively advertised its purebred herd for sale and that it
sold annually up to one half of the calves produced from its purebred herd.
Further, the evidence showed that occasionally the taxpayer would sell a
qualified breeding animal if it had other suitable animals available. 0
85. Id. at 1026.
86. Id. at 1027.
87. Id.
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The Fifth Circuit found that the substantial sales and extensive advertising weighed against Duda's claims that the purebred cattle were held
primarily for breeding purposes." Further, Duda's own criteria for deciding
which animals to retain also weighed against it. If Duda had a superior
animal suitable for its own breeding purposes and a prospective purchaser
wished to buy it, Duda would sell the animal if it had other suitable
superior breeders."2 Duda did not initially retain all the cattle in the hope
that they would measure up to its high standards.
Slappey Drive IndustrialPark v. United States3 involved the treatment
of the gain from sale of non-residential tracts of land. Primarily, the taxpayer was involved in the development of residential acreage. The taxpayer sold three parcels of land for non-residential purposes. In each sale,
the prospective purchaser approached the taxpayer. The taxpayer attempted to persuade the court to look just to those three sales of land to
determine whether the gain was ordinary or capital. However, the court
refused to do this, saying that the corporations undoubtedly intended to
incorporate those parcels in the residential development when they were
acquired. When it was decided that the parcels were not suitable for residential development, alternative buyers were found within a short period
of time. The gain on the sales was held to be ordinary income.'
The Fifth Circuit is apparently placing a higher burden of proof on a real
estate development firm to show that a particular tract of land qualifies
for capital gains treatment than on other taxpayers.
In Whitehead v. United States," a purchaser bought 1,333,333.33 cubic
yards of sand, gravel, and stone in place. The total purchase price was
$200,000.00. These minerals were conveyed to the purchaser by general
warranty deed. The purchase price was to be paid over a period of time.
However, if the purchaser removed and sold a quantity of the deposits
which when multiplied by 15¢ per cubic yard exceeded the annual payment, the excess was to be paid to the sellers on the next annual due date.
This additional payment reduced the total debt.
The transaction would constitute a lease and not a sale if the landownerseller retained an economic interest in the minerals. To have retained an
economic interest, the taxpayer must have acquired, by investment, an
interest in the mineral in place, and secured by legal relationship, income
derived from the extraction of the mineral to which he must look for return
of his capital." The Fifth Circuit relied on its prior decision in Vest v.
Commissioner," where the court said:
91.
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[A] sale results where an agreement purports to transfer within a subscribed time period all, . . . or a specific, predeterminedquantity of materials in place, in exchange for a fixed consideration. The economic effect
of an agreement exhibiting these terms is abundantly clear. Not only does
the transferor part completely with his interest in the minerals in place,
he also requires a right to receive payments which is not dependent upon
extraction by the transferee."
The Fifth Circuit held that the transfer in Whitehead was a sale as described in Vest and that capital gains treatment of the proceeds was appropriate.9
Internal Revenue Code §1239 provides that any gain on the sale or exchange of depreciable property, direct or indirect, between related persons
is treated as ordinary income. The definition of related persons in §1239
includes, among other things, "an individual and a corporation more than
80 percent in value of the outstanding stock of which is owned, directly or
indirectly, by such individual
.. " The issue in Dahigren v. United
States' was whether the ownership by the taxpayer of 79.75% of the capital stock of the company to which he made a sale of depreciable property
constituted more than 80% in value of the outstanding stock of that company within the meaning of §1239 of the Internal Revenue Code. 0 ' A jury
found for the taxpayer.
The government contended that the trial court erred by failing to give
the jury charge known as the "Parker principle."'' 2 The Dahigren court
said that for purposes of §1239, the Parker principle is that:
The fact finder must be made aware of a rule of law to the effect that
among the ingredients or attributes of value in the making of such a
determination is the fact, if it be true, that the stock to be valued represents a majority or controlling stock of the corporation. 03
The court, quoting from its decision in Parker, also said:
If the 80% determination is to be [merely] on a basis of a number of
shares outstanding, no reason exists for the use of the words "in value."
... Or, if number of shares and voting power were the sole indicia, Congress could have limited § 1239 by using terms similar to those which §351
draws from §368(c), in an analogous situation within the Code's framework. "In value" is a broader phrase, and we think that it calls for the
familiar, though difficult, process of fair market valuation.10'
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The law clearly recognizes that in determining whether stock ownership
is or is not in excess of 80% in value, that a smaller number of shares could
equal more than 80% in value. Thus, the jury should have been told of this
principle.
III.

MISCELLANEOUS INCOME TAX DECISIONS

In Byram v. Commissioner,'"I the taxpayer purchased a tract of land and
then divided the tract into two parts. When the taxpayer sold a portion of
the land, he allocated the cost of the entire tract to the portion sold. The
Tax Court recognized the taxpayer's theory of "equitable apportionment,"
but held that the taxpayer failed to present sufficient evidence upon which
such an allocation could be made.'"
The Internal Revenue Code provides that the basis of property is its cost.
Further, the treasury regulations provide:
When a part of a larger property is sold, the cost or other basis of the entire
property shall be equitably apportioned among the several parts, and the
gain realized or loss sustained on the part of the entire property sold is
the difference between the selling price and the cost or other basis allocated to such part.' 7
Both parties recognized that the cost basis of the tract could be equitably apportioned. However, since the taxpayer never showed the fair market
value of the tract, he failed to sustain his burden of proof and the Fifth
8
Circuit affirmed the Tax Court.'0
A corporation's election to come under the provisions of subchapter S of
the Internal Revenue Code is effective only if all of the shareholders of the
corporation consent to the election.'"0 The treasury regulations define
shareholders as those who bear the tax consequences of the election. The
beneficial ownership of stock and not the record ownership controls for this
purpose." 0
In Wilson v. Commissioner,"' the issue turned on the definitions of
shareholder and beneficial ownership. One of the record shareholders held
one of 100,000 shares issued at 1¢ par value merely to accomodate his
brother. That shareholder never assumed any active role in the corporation
and never actually received a stock certificate. That shareholder's wife did
not consent to the subchapter S treatment. Since the case arose in a community property state, her consent was necessary if the husband was considered to be a shareholder.
105.
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The corporation sustained losses in five of the seven years of its existence. Those losses were deducted on the shareholder's individual return.
In the last year of the corporation's existence the Internal Revenue Service
determined that the corporation was ineligible for subchapter S treatment
because the corporation's passive investment income exceeded 20% of its
gross receipts for that year. Since the taxpayer was unable to dispute this
finding, he argued that the subchapter S election was invalid at its inception because one shareholder's wife failed to consent."' The Tax Court held
that the consent was proper since, under the facts, the record shareholder
was not considered to be a beneficial shareholder; therefore, the wife's
consent was not necessary."' Since the Tax Court's decision was not clearly
erroneous, the Fifth Circuit affirmed, saying:
In sum, Ira's objective behavior would have been no different had there
been an explicit agreement that he would hold a share in name only,
having no right to participate in corporate affairs or earnings, and having
no power to alienate his share or even to retain it against a request for its
return....
In reaching our result, we have emphasized the facts here rather than
undertaken a detailed analysis of the factual pattern in other cases ....
We do not today write for all shareholders or all corporations in the
shadow of subchapter S. We attempt economic realism and an avoidance
of making the S more sinuous than corporate life demands. We simply
posit the proposition that not every person whose name appears on a
certificate of stock or on a stock ledger is a shareholder who must consent
to subchapter S election."'
The Internal Revenue Code provides that within ninety (90) days after
a notice of deficiency is mailed, the taxpayer may file a petition with the
Tax Court for a redetermination of that deficiency."' In Drake v.
Commissioner,"' the taxpayer's attorney mailed a petition for redetermination of tax liability to the Tax Court at 6:00 p.m. on the 19th day
following the mailing of the notice of deficiency. The envelope was not
postmarked in that city but was regionally postmarked in another location
on the following afternoon. The taxpayers were unaware of this change in
the post office procedures adopted under the post office area processing
system. When the statute was adopted in 1954, each local post office cancelled the mail within several hours of the deposit. The government conceded that the petition for redetermination was, in fact, timely deposited
in the mail. Under the facts, the taxpayers asserted that they should be
excused and their petition considered timely." 7
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This was not the first time the Fifth Circuit had considered this problem.
In Rich v. Commissioner,"18 it was admitted that the case presented a
grossly inequitable situation; however, the court held that "The language
of the section [7502] is clear, explicit and strictly limited. It applies only
if there is a postmark date or a date of registration falling within the
prescribed period.""' The court in Drake said that there were alternative
mailing methods available to the taxpayer. The fact that the petition was
mailed at 6:00 p.m. on the last day should have caused the taxpayer or his
attorney to take other steps. For instance, the petition could have been
mailed by registered mail or by certified mail in which case the date of
registration or the date of the postmark on the receipt is treated as the
mailing date. Therefore, the court held that in this situation the petition
was not timely filed. The court said that to create an exception where "the
undisputed facts clearly fall within the literal and unambiguous language
of the statute would do violence to the statutory scheme and substantially
undermine the purpose of the provision."' '

IV.

ESTATE AND GiFT TAX ISSUES

Under §2035 of the Internal Revenue Code, prior to its amendment in
1976, a gift made within three years of the donor's death was presumed to
be made in contemplation of death and, thus, included in the donor's
estate. This presumption could be overcome if the donor's estate could
show that the gifts were not substitutes for testamentary dispositions. The
burden was on the taxpayer to show a dominant lifetime motive for the
gifts. In 1976, this provision was amended to provide that, with certain
exceptions, all gifts made within three years of the date of the donor's
death are automatically included in the donor's estate. This amended
provision applies to decedents dying after December 31, 1976, but does not
apply to transfers made before January 1, 1977.
Cunningham v. United States 2' was decided under the law as it existed
prior to the 1976 amendment. It is cited in this article primarily because
the case shows the facts which the courts looked to under the law prior to
the 1976 amendment to determine whether a gift was made in contemplation of death. Those factors are:
(a) the age of the decedent at the time the transfers were made; (b) the
decedent's health, as he knew it, at or before the time of transfers; (c) the
interval between the transfers and the decedent's death; (d) the amount
of the property transferred in proportion to the amount of the property
retained; (e) the nature and disposition of the decedent; (f) the existence
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of a general testamentary scheme of which the transfers were a part; (g)
whether the donees to the decedent were the natural objects of his bounty;
(h) the existence of the long established gift-making policy on the part of
the decedent; (i) the existence of a desire on the part of the decedent to
escape the burden of managing the property by transferring the property
to others; (j) the existence of a desire on the part of the decedent to
experience vicariously the enjoyment of the donees of the property transferred; and (k) the existence of the desire by the decedent of avoiding
estate taxes by means of making intervivos transfers of property.'
Although the 1976 act changed the treatment of gifts made within three
years of the donor's death, the above factors are still important since many
transfers were made prior to December 31, 1976. Therefore, these issues
may be litigated for several more years.
In Cunningham, the court considered primarily the age and health of the
decedent, the size of the gifts, the pattern of giving, and the relationship
of the donees to the decedent. The decedent died suddenly of a heart
attack two years after the transfers. The challenged gifts represented only
approximately 15% of the decedent's total worth. The evidence further
showed that the decedent had made ninety-five gifts over a 30 year period
totaling over one million dollars. The court concluded that there was substantial evidence upon which the jury could conclude that the gifts were
not made in contemplation of death. Thus, the judgment in favor of the
taxpayer was affirmed.
In Estate of Salter v. Commissioner,'2 the central issue was whether the
estate was entitled to a marital deduction. The decedent's will provided
that all of his property would go to his wife "with any residual after her
death to my hereinafter named children in equal parts.' ' ' 4 The Commissioner determined that the marital deduction was not allowable to the
estate.
Under §2056 of the Internal Revenue Code, an estate is allowed a marital
deduction not to exceed 50% of the decedent's adjusted gross estate. However, no deduction is allowable with respect to any interest which is
"terminable." An exception to the terminable interest rule is a devise to
the wife of a life estate coupled with an unlimited and unrestricted power
of appointment. The Tax Court sustained the Commissioner's determination holding that according to Mississippi law, the interest received by the
widow under the will constituted a life estate with a limited power of
disposition, which is a terminable interest ineligible for the marital deduc25
tion.,
It was conceded that under Mississippi law the will did not confer upon
the widow the right to dispose of the residual by her will. The issue was
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narrowed to whether the will vested the widow with an unlimited power
of disposal at her sole option during her lifetime. The nature of the interest
received by the widow is a matter of state law. To discover a state's law a
federal court will look "to the state's highest court as the best authority
on its own law, but, significantly, in the absence of authoritative rulings
from that source, the federal court must apply what it finds to be the state
law 'after giving proper regard to relevant rulings of other courts of the
state'".'6 The Fifth Circuit said that a review of the Mississippi cases

failed to reveal an instance where the Mississippi Supreme Court had
determined the effect of a bequest worded as the one here.
The widow in this case had filed a petition in the Chancery Court to
construe the will. The Chancery Court held that the widow had the right
to receive all of the income from the property; and that she had complete,
absolute and full power of disposition over the property. This interpretation of the Chancery Court met the requirements of the marital deduction
provisions of the Internal Revenue Code.12 The Fifth Circuit proceeded to
discuss whether or not, in its opinion, the Mississippi Supreme Court
would have affirmed the Chancery Court's decree had there been an appeal. Relying on other Mississippi Supreme Court opinions, the Court
determined that the Mississippi Supreme Court would have affirmed the
decree of the Chancery Court holding that the decedent conferred on his
widow an absolute and unqualified right of disposition of the property. 28
Thus, the Tax Court opinion was reversed.
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