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I. INCOME AND DEDUCTIONS

A. Gross Income

In Brock v. Commissioner,' the taxpayer, pursuant to a divorce decree,
received $600 per week "as alimony and child support." The divorce decree
further provided that if the taxpayer remarried, her former husband would
pay the taxpayer $100 per week for the support of each unmarried child
under the age of twenty-one, "until each child [became] self-supporting,
marrie[d], die[d] or [reached] twenty-one (21) years of age." 2 When
notified of a deficiency in income tax paid, the taxpayer contended that
the payment constituted child support and was properly excluded from
income under Internal Revenue Code §71(b). Section 71(a) of the Code
includes in a divorced wife's gross income all periodic payments received
under a divorce decree in discharge of a husband's legal obligations be-
cause of the marital or family relationship. Section 71(b) of the Code
provides that any amount fixed under a divorce decree for the support of
minor children of the husband shall not be included within the wife's gross
income.

The Fifth Circuit, relying heavily on the case of Commissioner v. Lester,3

concluded that the divorce decree in question failed to "fix" any part of
the payments as child support.4 In Brock, the support agreement between

Associate in King & Spalding, Atlanta, Georgia. Dartmouth College (A.B., 1973); Har-
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bia Bar.

1. 566 F.2d 947 (5th Cir. 1978).
2. Id. at 948.
3. 366 U.S. 299 (1961). In explaining the parameters of Internal Revenue Code §71(b), the

Supreme Court stated: "The agreement must expressly specify or 'fix' a sum certain or
percentage of the payment for child support before any other payment is excluded from the
wife's income. The statutory requirement is strict and carefully worded. It does not say that
'a sufficiently clear purpose' on the part of the parties is sufficient to shift the tax. It says
that the 'written instrument' must 'fix' that 'portion of the payment' which is to go to the
support of the children. Otherwise, the wife must pay the tax on the whole payment." 366
U.S. at 303.

In Lester, no allocation of payments between alimony and child support was made. How-
ever, a reduction clause provided that one-sixth of the payments would cease upon the
marriage, death, or emancipation of the children. 366 U.S. at 300.

4. 566 F.2d at 948-49.
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the taxpayer and her former husband differed from the support agreement
in Lester only in that the taxpayer's remarriage would convert alimony
payments into child support payments of $100 per month for each child.
The Fifth Circuit found that the taxpayer remained unmarried during the
period in question and held that the alimony payments could not be trans-
formed into "fixed" child support payments and must be included in the
wife's gross income.'

B. Constructive Dividends

It is a well-settled principle of law in the Fifth Circuit that if a corpora-
tion without an expectation of reimbursement, bestows an economic bene-
fit upon a shareholder, such economic benefit will constitute a constructive
dividend.' Internal Revenue Code §61(a)(7) provides that dividends shall
be included in a taxpayer's gross income. Pursuant to Internal Revenue
Code §316(a), a dividend is defined as "any distribution of property made
by a corporation to its shareholders" from earnings and profits accumu-
lated after February 28, 1913, or from earnings and profits of the taxable
year.7

In Loftin and Woodard, Inc. v. United States,8 the Fifth Circuit reviewed
the issue of whether the two principal shareholders of the taxpayer corpora-
tion had received a constructive dividend as a result of a land clearing
operation undertaken by the corporation on their behalf.' The constructive
dividend issue arose out of the purchase by the corporation of over 9,000
acres of wooded land in Yazoo County, Mississippi on April 17, 1963. The

5. Id. In Fryer v. Commissioner, 434 F.2d 67 (2d Cir. 1970), the Second Circuit held that
a support agreement like the one found in Brock lacked the specificity required by Lester and
Internal Revenue Code §71(b).

6. Gibbs v. Tomlinson, 362 F.2d 394 (5th Cir. 1966); Crosby v. United States, 496 F.2d
1384 (5th Cir. 1974). The almost inevitable constructive dividend income problems faced by
a closely held corporation have not gone unnoticed by at least one commentator. "Instances
of 'constructive' or 'disguised' distributions are commonly encountered in the context of
closely held corporations whose dealings with their stockholders are, more often than not,
characterized by informality." B. Bittker & J. Eustice, Federal Income Taxation of Corpora-
tions and Shareholders, 7.05, at 7-24 (3d ed. 1971).

7. Treas. Reg. §1.317-1 (1960), provides: "The term property, for purposes of Part 1,
subchapter C, chapter 1 of the Code, means any property (including money, securities, and
indebtedness to the corporation) other than stock, or rights to acquire stock, in the corpora-
tion making the distribution."

8. 577 F.2d 1206 (5th Cir. 1978).
9. Id. at 1213, 1215. "The determination of a constructive dividend is a question of fact,

reviewable by [a] court under the clear error criterion. Hardin v. United States, 461 F.2d
865 (5th Cir. 1972); [Battelstein Inv. Co. v. United States, 442 F.2d 87 (5th Cir. 1971)1;
Lengsfield v. Commissioner of Internal Revenue, 241 F.2d 508 (5th Cir. 1957). Under the clear
error 'test,' the reviewing court must determine whether the findings of the trial judge are
without substantial evidentiary support or are premised on the judge's misapprehension of
the effect of the evidence before it." 577 F.2d at 1215.
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two shareholders had planned to form a partnership to purchase this land
but when the partnership was unable to secure sufficient funds for such a
purchase, the shareholders utilized the corporation as the purchasing ent-
ity. The corporation subsequently sold the land to the partnership on
November 1, 1963, at the same price paid by the corporation for the land.
While no land was in fact cleared in fiscal year 1963, the corporation
performed the following services in preparation for the land clearing opera-
tion: (1) the repair of several structures already on the land; (2) the clear-
ance of boundary lines; and (3) the establishment of further drainage facil-
ities.' 0

The court held that in determining whether a constructive dividend
exists, the trial court must address two separate questions. "First, the trial
court must determine whether a constructive dividend was conferred"" by
ascertaining whether a distribution was primarily for the benefit of the
shareholder or primarily for the benefit of the corporation. 2 If, in fact, the
benefit was conferred primarily for the benefit of the shareholder and thus
a constructive dividend was conferred, then the second inquiry of the trial
court is the amount of that dividend.' 3

The Fifth Circuit held that it is impermissible for a court, as the district
court did below," to determine the existence of a dividend simply because
the value of a dividend may exceed the payments made in compensation
for services rendered for a particular year. The case was reversed and
remanded because the district court had failed to determine whether "the
land clearing operation was a 'distribution' conferred primarily for" the
benefit of its shareholders.' 5

The district court's method of measuring the amount of the constructive
dividend was also criticized. Internal Revenue Code §301(b)(1)(A) pro-
vides that the amount of any distribution of property to noncorporate
distributees shall be "the amount of money received, plus the fair market
value of the property received." Therefore, "in determining the amount of
taxable income. . within a constructive dividend, the court must dimin-
ish the value of the benefit conferred by the amount of any payment made
by the shareholder in return."'6

The Fifth Circuit held that the district court erred when it measured the
value of the benefit conferred by computing the costs incurred by the
corporation in supplying the benefit and then equating the value of serv-

10. 577 F.2d at 1211-12.
11. Id. at 1215.
12. Sammons v. Commissioner, 472 F.2d 449 (5th Cir. 1972).
13. 577 F.2d at 1215. See also United Aniline Co. v. Commissioner, 316 F.2d 701 (1st Cir.

1963); Challenge Mfg. Co. v. Commissioner, 37 T.C. 650 (1962).
14. 577 F.2d at 1215, 1217.
15. Id. at 1217.
16. Id. at 1219.
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ices rendered with the costs. The district court's rationale for equating the
value of services rendered with costs was criticized on two grounds. First,
the district court apparently held costs incurred to be equivalent to the
value of services rendered, pursuant to its belief that the corporation would
not have undertaken the land clearing project unless it was profitable.
However, this is not necessarily true, in that the price of clearing land is
based on expenses estimated prior to the accrual of those expenses. Thus,
it is possible that upon completion, a profit, if any, might be substantially
less than anticipated. The Fifth Circuit concluded that this fact seems
particularly true when a project, such as the land clearing operation in the
instant case, is to be completed over several years. 7

Second, the district court's means of determining whether or not the
project was in fact unprofitable was held to be incorrect. The district court
had "compared the fair market value figures testified to at trial with direct
and indirect costs."' 8 The Fifth Circuit emphasized that the inclusion of
indirect costs such as salaries and depreciation of equipment in the compu-
tation of a constructive dividend may have "produced a skewed resulting
interpretation of profitability."'" The court reasoned that further inquiry
as to whether the corporation was involved in a profitable venture would
be necessary; a court may not merely assume that a venture is unprofita-
ble. 0

It is apparent from a reading of the cases which measure constructive
dividends that costs may be used to measure fair market value only when
there is no "credible evidence" of fair market value or when evidence of
fair market value exists but is clearly rebutted. Thus, the Fifth Circuit
held that the unchallenged and uncontradicted testimony of three expert
witnesses, who testified on behalf of the taxpayers as to the fair market
value of the benefit conferred upon the shareholders by the corporation,
was sufficient evidence to establish fair market value and to meet the
taxpayers' burden on the issue of the value of the benefit conferred." The
district court was directed to reconsider the method of measuring value,
assuming that it decided an economic benefit had been conferred on the
shareholders in their capacity as such without expectation of repayment.2

The Fifth Circuit's final disagreement with the district court's treatment
of the constructive dividend issue arose out of the district court's use of a
calendar year when measuring the amount of the constructive dividend.
In calculating the value of the constructive dividend resulting from the
land clearing operation, the district court compared the costs incurred by

17. Id. at 1220.
18. Id.
19. Id.
20. Id. at 1221-22.
21. 577 F.2d at 1227-28.
22. Id. at 1228.
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the corporation in a given calendar year with the payments received from
the partnership in that same calendar year. Assuming a constructive divi-
dend existed, the district court could have measured the amount of the
constructive dividend by using one of two time frames: the time frame of
annual units (fiscal or calendar) or the time frame beginning with the
commencement of the project and ending with the project's termination.
Internal Revenue Code §446 outlines the permissible methods of account-
ing under the tax law. One of the methods is the completed contract-
approach.13 In order for a corporation to use that method, permission must
first be requested from the Commissioner. 4 Because the taxpayers did not
make such a request, the Commissioner was -not required to evaluate the
land clearing operation pursuant to the tax consequences which would
have resulted by use of the completed contract approach. Nonetheless,
§446(b) of the Code permits the Commissioner to exercise discretion in
choosing any accounting method which in the Commissioner's opinion
clearly reflects income, if the accounting method chosen by the taxpayer
does not do so. In an effort to give effect to the "substance" rather than
the "form" of the transaction, the Fifth Circuit held that even a combina-
tion of accounting methods 5 is appropriate if such combination clearly
reflects income.

In Baumer v. United States,' the Fifth Circuit was faced with the issue
of whether the income received by the son of a sole shareholder (hereinafter
referred to as "Son") of a closed corporation could be imputed to the
corporation. In January, 1966, the sole shareholder (hereinafter referred to
as "Father") had the corporation purchase a tract of real estate which
Father had discouraged Son from purchasing in 1965. At the request of
Son, and upon the agreement of Father, the corporation granted Son a one-
year option to purchase a one-half interest in the property for approxi-
mately one-half of the corporation's original purchase price." Father and
Son planned to build a motel on the property.

Because the property did not have adequate sewer services, Father and
Son were unable to have the property rezoned for commercial use. After
extensive efforts on the part of Son, a second tract of land with appropriate
sewer facilities was located and purchased by the corporation and the

23. Id. As the court notes, the origins of the completed contract method of accounting may
be traced to the Supreme Court's decision in Burnet v. Sanford, 282 U.S. 359 (1931).

24. See Treas. Reg. §1.451-3(c) (1976); Wright Contracting Co. v. Commissioner, 316 F.2d
249 (5th Cir. 1963), cert. denied, 375 U.S. 879 (1963).

25. See Treas. Reg. §1.446-1(c)(1)(iv)(a) (1973), which provides that any combination of
accepted methods of accounting may be used "if such combination clearly reflects income
and is consistently used." For a listing of other acceptable accounting methods, see Treas.
Reg. §1.446-1(c)(1)(i), (ii), and (iii) (1973).

26. 580 F.2d 863 (5th Cir. 1978).
27. Id. at 866-67.
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combined properties became eligible for rezoning to a commercial classifi-
cation.Y

In January, 1967, the corporation granted Son an amended option, expir-
ing in June, 1969, to purchase both tracts of land for $100,000, approxi-
mately one-half of the corporation's purchase price. Son was also given the
right to assign his option. Later in January, the corporation, pursuant to
negotiations carried out by Father and Son, granted an option to purchase
the combined properties to a third party. The option provided that: (1) the
third party was to lend reasonable efforts in attempting to obtain commer-
cial zoning which would allow the property to be developed for motel use;
(2) the option was to remain open for six months with no charge to the third
party and could be extended for another six months at a cost of $3,000 per
month, with any option extension payments actually made applied to the
purchase price of the property; (3) the option purchase price was $500,000;
and (4) the option was assignable. The third party's option was extended
throughout 1968 and part of the property was rezoned for commercial use
in December, 1968. Immediately thereafter, Son exercised his option to
purchase a one-half interest in the combined properties. Nine days later,
the third party exercised its option on the property. In July, 1969, Son and
the corporation sold the combined properties to the third party's assignee
for $500,000, approximately one-half of which was paid to Son.2 9

The Commissioner contended that the sale by the corportion to Son of
a one-half interest in the combined properties was a "sham," entered into
to shift half of the corporation's gain to Son.30 The court, however, disa-
greed, stating that the critical inquiry was whether the corporation partici-
pated in the sale that produced the income. The income received from the
sale and distributed to the shareholders would be imputed to the corpora-
tion only if the corporation actively participated in the sale.3 ' In this re-
gard, the court stated:

28. Id. at 867.
29. Id. at 867-68.
30. Id. at 869. The Government argued that under the doctrine of Commissioner v. Court

Holding Co., 324 U.S. 331 (1945), the district court should have taxed the corporation on the
entire gain from the sale of corporate property to the third party purchaser. The Fifth Circuit,
in addressing this argument, discussed the Supreme Court decision in Court Holding Co. in
depth. In that case the corporation agreed to sell its only asset, an apartment house, to a third
party purchaser. Realizing that such a transaction would result in double taxation if it sold
the house and subsequently distributed the proceeds to its shareholders, the corporation
decided to distribute the property to the shareholders and allow them to sell said property to
the third party purchaser pursuant to the same terms negotiated by the corporation with the
third party purchaser. The Supreme Court, reversing the Fifth Circuit, held that "[a] sale
by one person cannot be transformed for tax purposes into a sale by another by using the
latter as a conduit through which to pass title." The Court served notice that it would look
to the "true nature of a transaction" and that "mere formalisms" designed to alter tax
liabilities would not be recognized. 324 U.S. at 334.

31. 580 F.2d at 870.
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'[Tihe proceeds of the sale of property distributed by a corporation to its
shareholders should be imputed to the corporation only if the sale was in
fact made by the corporation, not by the shareholders ... '

'[Tihe 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, post-distribution acti-
vities, or participated in any other significant manner, could the corpora-
tion be charged with earning the income sought to be taxed.'32

The Fifth Circuit concluded that while the corporation actively
participated in the sale transaction, Son had actively participated in the
sale of his own interest in the combined properties. Therefore, the court
held that if corporate property is distributed to a shareholder by means of
a valid option, and the sale of such property was "negotiated and consum-
mated by the shareholder rather than the corporation," the Commissioner
should not be permitted to impute income from that sale to the corpora-
tion.n3

Having decided that the income received by Son from the sale of the
combined properties could not be imputed to the corporation, the court
was faced with the question of whether the corporate property was sold by
the corporation to Son for less than adequate consideration, making the
ascertainable value of the property received by Son taxable to Father as a
constructive dividend .3 The court reasoned that because dealings between
closely held corporations and their shareholders have involved constructive
or disguised distributions in the past, courts have examined transactions
between these parties with a "jaundiced eye and microscopic vision. '35

Thus, dealings between a closely held corporation and its shareholders or
relatives of shareholders will not be perceived by the courts as arm's length
transactions but will be viewed as "arm-in-arm" transactions calling for
special scrutiny.s

Relying upon Palmer v. Commissioner,37 the taxpayers contended that

32. Id. at 870, quoting Hines v. United States, 477 F.2d 1063, 1069-70 (5th Cir. 1973)(em-
phasis in original).

33. 580 F.2d at 874-75. The Fifth Circuit also addressed the Government's argument that
its decision not to impute the income from the sale to the corporation would encourage
corporations to grant options to their shareholders on all corporate property if the property
was to be sold later. The court stated that each case would have to be evaluated on its own
facts. Evidence that a corporation distributed options to shareholders on each piece of corpo-
rate property that it planned to sell in the future would be a factor to be considered by a
district court in evaluating such an option transaction. Id. at 874.

34. Id. at 875.
35. Id. at 877.
36. Id.
37. 302 U.S. 63 (1937). This decision held that if the exercise price of an option to purchase

corporate assets represented the fair market value of such assets when issued, a subsequent
rise in the value of those assets at the time of exercise would not constitute a dividend.
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Father received no dividend because the benefit conferred upon Son by the
corporation (the option), when purchased, provided for an exercise price
which represented the then fair market value of the combined properties.3
In Palmer, a corporation distributed options exercisable for a period of
fifteen days to its shareholders. The options entitled the shareholders to
purchase shares of 'a second corporation from the corporation's portfolio.
However, the court distinguished Palmer from the present case in that the
options in Palmer ran for a period of only fifteen days and their issuance
was simply a convenient method of selling corporate property at arm's
length with neither the purpose nor the effect of distributing profits .39 In
direct, contrast, the option here remained open for two years. Moreover, it
was apparent that Father and Son anticipated that the value of the prop-
erty would increase substantially if favorable rezoning of the combined
properties was obtained. 0

The Fifth Circuit also emphasized that the value of a distribution is
measured by the fair market value of the property received. 4 While in
some cases the spread between the exercise price and the value of the
underlying property will accurately reflect the fair market value of the
option, in Baumer "the duration of the option period and the likelihood of
obtaining favorable rezoning had to be considered in determining the op-
tion's fair market value."' 2 Therefore, the court ruled that the amount or
value of the distribution must "be measured by the fair market value of
the option rather than by the spread between the exercise price and the
value of the underlying property.' 43

However, the commentators have indicated that this aspect of the Palmer decision is no
longer viable. See, e.g., Carlson, Taxation of "Taxable" Stock Rights: The Strange Persist-
ence of Palmer v. Commissioner, 23 TAx. L. Rav. 129 (1968); Whiteside, Income Tax Conse-
quences of Distributions of Stock Rights to Shareholders, 66 YALE L.J. 1016, 1026-27 (1957);
Comment, Taxation of Stock Rights, 51 CAuF. L. REV. 146, 150-51 (1963). See also Rev. Rul.
0-521, 1970-2 CuM. Buu-. 72.

38. 580 F.2d at 878.
39. Id. at 880.
40. Id.
41. Id. at 881. I.R.C. §301(b)(1)(A) provides:

(b) Amount Distributed.-
(1) General rule.-For purposes of this section, the amount of any distribu-
tions shall be-

(A) Noncorporate distributees.-If the shareholder is not a cor-
poration, the amount of money received, plus the fair market value
of the other property received.

42. 580 F.2d at 881. See also Treas. Reg. §1.421-6(d)(ii) (1978), which provides in perti-
nent part: "However, irrespective of whether there is a right to make an immediate bargain
purchase of the property subject to the option, the fair market value of the option includes a
value of the option privilege. The option privilege is the opportunity to benefit at any time
during the period the option may be exercised from any appreciation during such period in
the value of the property subject to the option without risking any capital.

43. 580 F.2d at 881. See Rev. Rul. 70-521, 1970-2 CuM. BuL.. 72.
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In determining the fair market value of an option it is apparent that the
value of an option privilege must be taken into consideration." Son's right
to decide whether or not he wished to exercise the option to purchase the
combined properties for a period of two and one-half years, at no cost, was
something of value. This opportunity constituted an option privilege.
When the cost to Son of keeping open his option to purchase the combined
properties, zero, is compared with the costs imposed on the third party
option holder, over $22,000, it is clear that the option privilege as well as
the option itself were of great value to Son."5

Thus, having indicated that the option to purchase the combined prop-
erties was probably granted to Son for insufficient consideration, the court
then addressed itself to the question of whether the grant of the option by
the corporation constituted a constructive dividend to Father. The court
concluded that it did. Adhering to the standard that an appeals court may
not disturb the finding of a district court unless there is "clear error" in
the district court's findings," and addressing the question of whether the
distribution primarily served a corporate purpose or a shareholder pur-
pose,47 the court concluded that there was sufficient evidence to support
the district court's finding that the grant of the option to Son primarily
served the interest of Father in his capacity as a shareholder of the corpora-
tion."

Finally, the Fifth Circuit addressed itself to the issue of the proper
valuation of the dividend. The court readily admitted that the question of
whether a dividend occurs at the time an option is granted or at the time
an option is exercised has not been definitively decided by the courts.
Because the result at bar would have been the same whether the dividend
occurred at the time of grant of the option or at the time of its exercise,
the court assumed that the dividend occurred at the time of the grant."
Because it could not ascertain the fair market value of the dividend, the
court utilized the "open transaction" doctrine, treating the transaction as
"open" until its value could be ascertained. 0

In determining the fair market value of the dividend at the time of the
grant, the burden is on the taxpayer. 5' While the taxpayer introduced
evidence concerning the fair market value of the combined properties, no
evidence was submitted as to (1) the duration of the option period or (2)

44. 580 F.2d at 881.
45. Id.
46. 577 F.2d at 1214; Honigman v. Commissioner, 466 F.2d 69, 74 (6th Cir. 1972). See 241

F.2d at 510.
47. 580 F.2d at 882. See 577 F.2d at 1215; 472 F.2d at 449.
48. 580 F.2d at 883.
49. Id. at 884.
50. Id. at 885.
51. See 496 F.2d at 1390.
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the likelihood of obtaining favorable zoning, both of which, along with the
exercise price, were part of the fair market value of the option at the time
of the grant. Therefore, the Fifth Circuit held that recognition of dividend
income by Father was justifiably deferred by the district court under the
"open transaction" doctrine.52

The court's remand of the case to the district court indicates that the
option must be valued pursuant to a three part formula. First, Son's exer-
cise price of approximately $100,000 must be subtracted from one-half of
the exercise price of approximately $250,000, paid by the third party option
holder on Son's one-half interest in the combined properties. Second, an
amount should be added which equals the value to Son of the privilege of
not having to seek rezoning. Finally, the court stated that an amount must
also be added to the above amounts which reflects the value to Son of
having his option remaining open without cost for two and one-half years.
While the third party option holder was allowed to maintain his option at
a cost of $3,000 per month for six months, a pro rata share of such amount
by Son would have amounted to $1,312.50 per month. Thus, the court
reasoned that because the third party paid over $150,000 more for its
option than Son paid for his option, the value of each month's extension
must exceed $1,312.50.5

In Webb v. Commissioner," the Fifth Circuit briefly affirmed the opin-
ion of the Tax Court, the rationale of which had been previously approved
by the Seventh Circuit.0 Webb held that the purchase of the stock of a
parent corporation by a subsidiary, and the subsequent dissolution of the
parent corporation, does not give rise to taxable dividend income to the
parent corporation.

C. Capital Gains v. Ordinary Income

In Caruth v. United States," the issue addressed was the proper tax
treatment of sales of real estate paid for partly in cash and partly in
promissory notes. The trustees of six trusts contracted to sell slightly more
than thirty-three acres of real estate to a limited partnership for $43,560
per acre. The purchase price consisted of payments of $20,000 per acre in
cash and $23,560 per acre in non-interest bearing notes. The trusts received
$663,020 in total cash payments and $781,037.56 in notes.57

The trustees contended on behalf of the taxpayers, the trusts, that the

52. 580 F.2d at 885-86.
53. Id. at 886.
54. 572 F.2d 135 (5th Cir. 1978).
55. 57 T.C. 293 (1976); Broadview Lumber Co. v. United States, 561 F.2d 698 (7th Cir.

1977).
56. 566 F.2d 901 (5th Cir. 1978).
57. Id. at 903.
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promissory notes"8 in question did not bear interest. The trustees argued
that in ascertaining the value of the promissory notes, Internal Revenue
Code § §483(a), (b) and (c) should apply. The government contended that
because the notes in question were not definite as to time, amount, and
liability, the provisions of §483(d) should apply to take the notes out from
under §§483(a), (b), and (c). 59 "Section 483 deals with a special class of
promissory notes-those that bear no interest-and was designed to bifur-
cate the face amount of such notes so that. . . interest would be taxed as
ordinary income and . . .principal" 0 would be treated as capital gain.

In sum, the taxpayers contended that they should report for tax purposes
(1) the excess of cash received and (2) the "present value" of the promis-
sory notes over their basis in the property. The "present value" of the notes
would be determined by reference to a tabular schedule. The government
argued that instead of being valued according to the tabular schedule, the
note should be valued in accordance with Internal Revenue Code §1001.
Section 1001 (a) of the Code provides that the gain from the sale of property
shall be the excess of the "amount realized" over the taxpayer's adjusted
basis in the property. The term "amount realized" is defined in §1001(b)
of the Code to mean the "sum of money received" plus the fair market
value of property, other than money, that is received."

The Fifth Circuit agreed with the trial court that the notes were
"definite" as to liability. However, the court concluded that the trial
court's statement indicating that there was no question as to when the
notes were to be paid was erroneous. The trusts were to be paid whenever
there was net cash flow, and the time this would occur could not have been
ascertained when the parties entered into the agreement to sell the real
estate. Moreover, the amount of the payments of net cash flow was also
indefinite because, again, the cash flow had not been determined at the
time the parties entered into the agreement to sell the properties. Thus,
the court concluded that the tax treatment of promissory notes received
by the taxpayers would be governed by Internal Revenue Code §483(d) 62

58. The first note was payable as follows: "[wJithout interest . ..on or before May 7,
1984, provided, however, that the principal sum of this note shall be reduced in an amount
equal to each distribution by the [purchasers] to the [sellers], their successors and assigns,
of net cash flow . . . which the [sellers], their successors and assigns, are entitled to receive."
Id.

59. 566 F.2d at 903-04.
60. 566 F.2d at 905.
61. Id. at 903.
62. Id. at 904-05. The court disposed of the taxpayer's argument that the payments of net

cash flow were "prepayments" so as to take them out from under Internal Revenue Code
§483(b), by holding that a prepayment must necessarily mean payment before the due date.
The payments in the instant case were not payments, if made prior to the due date, but were
in fact payments made on the due date.
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and that the note would be valued in accordance with Internal Revenue
Code §§1001(a) and (b). 3

In Shimberg v. United States,"' the Fifth Circuit faced the question of
the proper tax treatment of a pro rata distribution of cash to shareholders
during a corporate reorganization. The taxpayers, husband and wife,
owned 68.4% of the stock of a corporation. In September, 1970, the corpora-
tion entered into a merger agreement with a second corporation. Pursuant
to the agreement, the shareholders of the merged corporation were to re-
ceive, pro rata, $625,000 in cash and 32,132 shares of common stock in the
surviving corporation, plus another 32,132 shares placed in escrow to be
delivered to the shareholders of the merged corporation in five years if the
conditions of the merger agreement were met.65

When the merger was consummated in December, 1970, the taxpayers
received $417,449, 21,461 shares of common stock in the surviving corpora-
tion, and an identical number of shares in the surviving corporation in
escrow. The taxpayers reported the amount received pursuant to the
merger as long-term capital gains. However, upon audit of the return, the
Internal Revenue Service determined that the cash received by the taxpay-
ers was a dividend and should be taxed as ordinary income."

Internal Revenue Code §368(a)(1) lists six types of corporate transac-
tions which are defined as "reorganizations." Included is a statutory
merger pursuant to state law such as the one which occurred in Shimberg.
If a transaction is deemed a "reorganization" under §368(a)(1), Internal
Revenue Code §354(a)(1) provides that no gain or loss will be recognized
if stock or securities of one corporation are "exchanged solely for stock or
securities" of another corporation that is part of the transaction. However,
if pursuant to the plan of reorganization, a shareholder of one corporation,
in addition to receiving stock or securities in the other corporation, receives
property or money, "boot," then the reorganization will not receive tax-
free treatment.67 Thus, while it was clear that the "boot" received by the
taxpayers was to be taxed, the issue of how it should be taxed, as proceeds

63. 566 F.2d at 906. The court further held that §1001 of the Code is not modified by
§§483(a) and (b).

64. 577 F.2d 283 (5th Cir. 1978).
65. Id. at 284-85.
66. Id. at 285.
67. I.R.C. §356(a)(1) provides:
(a) Gain on Exchanges.-

(1) Recognition of gain.-If-
(A) section 354 or 355 would apply to an exchange but for the fact that
(B) the property received in the exchange consists not only of property permitted
by section 354 or 355 to be received without recognition of gain but also other
property or money,

then the gain, if any, to the recipient shall be recognized, but in an amount not in excess of
the sum of such money in the fair market value of such other property.
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from the sale of a capital asset (capital gain), or as a dividend (ordinary
income), remained to be decided. The answer to this question was deter-
mined by whether the receipt of the "boot" had the effect of the distribu-
tion of a dividend.6

The Fifth Circuit said that the "meaningful reduction" test should not
be applied "indiscriminately" to reorganizations, particularly if the reorg-
anization could not be treated as a redemption." The court emphasized
that to apply the "meaningful reduction" test in the reorganization context
would render Internal Revenue Code §356(a)(2) meaningless and always
lead to the conclusion that a taxpayer's interest was "meaningfully re-
duced" if a large corporation "swallow[ed]" a smaller one.70

The Fifth Circuit held that a court must review all the facts and circum-
stances of a case in deciding whether "boot" received pursuant to a reorg-
anization has the effect of a dividend. The court then reasoned that be-
cause a dividend is defined by Internal Revenue Code §316(a) to mean a
distribution of property out of earnings and profits, and the rationale be-
hind allowing tax-free corporate reorganizations is 'a continuance of pro-
prietary interests in the continuing enterprise,"' it followed that a pro rata
distribution of "boot" to shareholders of one of the participating corpora-
tions would have the effect of a distribution of a dividend. 7

1

Moreover, the legislative history of §356(a)(2) makes it clear that if a
distribution would have been a dividend had it been made prior to the
reorganization, such distribution will be subject to the same treatment
when made as part of a reorganization." Thus, the effects of an actual
distribution and a hypothetical distribution must be compared. Prior to
the merger, the merged corporation had earnings of approximately
$725,000. If the merged corporation had made a pro rata distribution to its
shareholders of $625,000 prior to the merger, there can be no doubt that
such payments would have been dividends taxable as ordinary income.
The court held that the same result must obtain when the "boot" received
by the shareholders of a merged corporation was received pursuant to a

68. 577 F.2d at 286. I.R.C. §356(a)(2) provides:
(2) Treatment as dividend.-If an exchange is described in paragraph (1) but has the effect

of the distribution of a dividend, then there shall be treated as a dividend to each distributee
such an amount of the gain recognized under paragraph (1) as is not in excess of his ratable
share of the undistributed earnings and profits of the corporation accumulated after February
28, 1913. The remainder, if any, of the gain recognized under paragraph (1) shall be treated
as gain from the exchange of property.

69. 577 F.2d at 287. Pursuant to the "meaningful reduction" test, a court would compare
the taxpayer's interest in the merged corporation with that in the surviving corporation to
see if its interests had been meaningfully reduced. If the merger resulted in "a radical change
and meaningful reduction" in taxpayer's interest in the continuing business, then taxpayer's
receipt of "boot" would not have had the effect of a dividend. 577 F.2d at 286.

70. Id. at 288.
71. Id., quoting Lewis v. Commissioner, 176 F.2d 646, 648 (1st Cir. 1949).
72. Id.
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merger. Furthermore, the court held that a taxpayer will not be permitted
to receive capital gain treatment on the distribution simply because he
received "boot" after the merger, rather than receiving a dividend before
the merger.7 3

D. Ordinary and Necessary Business Expenses

Internal Revenue Code §162 provides a deduction for all ordinary and
necessary expenses paid or incurred in the carrying on of a trade or busi-
ness. In Loftin and Woodard, Inc. v. United States,7' in addition to issues
relating to the distribution of a constructive dividend, the Fifth Circuit
addressed itself to the question of whether the expenses incurred by the
corporation in the land clearing operation, prior to and after transfer of the
property to the partnership, were deductible as ordinary and necessary
expenses.

The identity of the true owner in interest of the property determines the
deductibility of any expenses incurred prior to the transfer of the land to
the partnership. If the corporation were the true owner in interest, its
expenses were necessarily capital expenses and could not be deducted as
ordinary and necessary business expenses. The court emphasized that the
corporation bought the land with a view toward selling it to the partnership
as soon as the partnership received appropriate financing. 5 The fact that
the corporation intended to transfer the property to the partnership was
held to be insufficient to support a finding of beneficial ownership by the
partnership.7" The corporation was committed to pay for the land in ques-
tion whether or not the partnership came up with sufficient funding. More-
over, the corporation listed the property as an asset on its fiscal 1963 tax
return but did not list the property as an asset on subsequent tax returns
once the property was sold to the partnership. Thus, the Fifth Circuit
affirmed the district court's finding that the corporation owned the land
prior to its transfer to the partnership. Therefore, expenses incurred by the
corporation prior to the transfer of the land to the partnership were capital
expenses and could not be deducted as ordinary and necessary expenses.7 7

With respect to the expenses incurred by the corporation in its land
clearing operation after the property was transferred to the partnership,
the district court allowed a deduction to the corporation for these expenses
but only to the extent that the amount deducted by the corporation did
not exceed the payments made to it for the year. The reason that only a

73. 577 F.2d at 289. The fact that the Fifth Circuit took great pains to state that its
decision should not be viewed as a harbinger of a return to the widely criticized "automatic
dividend" rule bears mentioning. Id. at 290 n.19.

74. 577 F.2d at 1233.
75. Id. at 1234-35.
76. Id. at 1235.
77. Id.
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partial expense deduction was allowed was because expenses which are
incurred when conferring a dividend, constructive or otherwise, are not
deductible. Because the district court decided that expenses incurred by
the corporation in the land clearing operation in excess of payments re-
ceived by the corporation from the partnership were constructive dividends
to the shareholders, the excess was deemed nondeductible to the corpora-
tion." Thus, the Fifth Circuit was required to remand the issue of the
deductibility of post-transfer expenses to the district court because its own
resolution was dependent on the district court's ultimate finding on the
constructive dividend issue.

The Fifth Circuit also remanded the case to the district court with the
specific instruction that if a constructive dividend was determined to exist,
the portion of nondeductible expenses related to the constructive dividend
must be measured in a manner consistent with that court's measurement
of the constructive dividend. Thus, if the district court determined on
remand that a constructive dividend was to be measured on a calendar
year basis, then the measurement of nondeductible costs over payments
received should also be done on a calendar year basis."9

In Steere Tank Lines, Inc. v. United States,"° the taxpayer was in the
business of transporting petroleum products in interstate commerce. The
Interstate Commerce Commission and state regulatory agencies required
it to show evidence of financial responsibility for payment of accident
claims. The issue addressed by the Fifth Circuit was whether the amount
that the taxpayer had paid to an insurance company in 1972, the tax year
in question, was an insurance premium deductible as a business expense
under Internal Revenue Code §162 or whether the payment was a non-
deductible reserve for accident claims. Pursuant to the insurance agree-
ment entered into between the taxpayer and the insurance company, the
insurance company would have become liable for successful accident
claims of third parties only if the taxpayer was insolvent."'

The Fifth Circuit ruled that the question of whether insurance expenses
incurred by the taxpayer in fiscal year 1972 were deductible would depend
on whether taxpayer's insurance arrangement and payments made pur-
suant thereto were characterized as fixed and definite payments or depos-
its to a reserve account."2 The court concluded that if a taxpayer estab-
lishes a reserve fund to protect itself against contingent or future losses,
payments to such a fund shall not be currently deductible. A deduction
for payments to such a fund shall not be allowed unless the liability be-
comes fixed.8o Therefore, the Fifth Circuit held that payments made by the

78. Id. at 1235-36.
79. Id. at 1236.
80. 577 F.2d 279 (5th Cir. 1978).
81. Id.
82. Id. at 281.
83. Id. at 282.
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taxpayer pursuant to its insurance agreement with its insurance company
were not deductible because they were not fixed and definite expenses at
the time they were made. The taxpayer, in essence, had no insurer as there
was no risk incurred by the insurance company beyond the taxpayer's
insolvency, and consequently the insurance company had no incentive to
keep premiums low. Moreover, because the insurance company was liable
under the insurance agreement only if the taxpayer became insolvent, the
insurance company's only incentive would have been to "extract payments
as large as possible to protect itself" against the taxpayer's insolvency8 4

Thus, the court placed special emphasis on the fact that there was no
element of risk shifted to the insurance company."

The court's opinion also evinced a particular concern that if an expense
deduction was allowed for payments made to the reserve fund for contin-
gent or future needs, the taxpayer would be permitted to defer taxation for
several years on an indeterminate portion of its income.86

In OTM Corp. v. United States,"1 a case which has been the subject of
some criticism," the taxpayer was denied a portion of a rental expense
deduction on equipment rented from an "associated company.""i The dis-
trict court had denied a portion of such deductions because it determined
that the equipment in question had been rented at a price greater than its
reasonable value.

When the government denied the taxpayer a deduction for its "excess
rentals," it failed to reduce the income of the associated company by an
equal sum. When the assessment was made against the taxpayer, the
statute of limitations for assessment against, and claims for refund by the
associated company, had not run. The associated company eventually paid
income tax on an amount equal to the amount of the excess rentals.6 0

84. Id. at 283.
85. Id. at 280. The Fifth Circuit distinguished the case of United States v. Weber Paper

Co., 320 F.2d 199 (8th Cir. 1963), relied upon by taxpayer. In Weber Paper Co., several
businesses had been unable to get flood insurance, so they decided to combine funds to set
up an "inter-insurance plan," pursuant to which each business made payments to a corpora-
tion they had formed for that purpose. When flood losses were incurred by a participant in
the plan, the corporation made pro rata payments from this combined fund. Thus, there was
an element of risk shifting among the insurers because the funds of one participant in the
inter-insurance plan would be used to pay flood losses suffered by other participants. In the
instant case, there was no risk shifting. To reiterate, the insurance company became responsi-
ble for losses suffered by the taxpayer only if the taxpayer became insolvent.

86. 577 F.2d at 283.
87. 572 F.2d 1046 (5th Cir.) cert. denied, - U.S. -, 99 S. Ct. 612; 58 L. Ed. 2d 678

(1978).
88. Levine, The IRS' Position on Use of Section 482: Recent Cases Have Caused Concern,

49 J. TAx. 206, 207-08 (1978).
89. 577 F.2d at 1047. The two individuals who owned 99% of the stock of the taxpayer

also owned two-thirds of the associated company. The taxpayer's auditor owned the other
one-third interest of the associated company.

90. Id. at 1048.
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The fact that a taxpayer may deduct only those amounts paid for rentals
which are reasonable is beyond dispute." Pursuant to Internal Revenue
Code §482, however, if two or more businesses are owned or controlled
directly or indirectly by the same business, the government may make a
"correlative adjustment" by allocating income and deductions among the
businesses, if the government is of the opinion that such an allocation is
necessary to reflect clearly the income of the businesses. The taxpayer
contended vigorously that the government's failure to reduce the gross
income of its associated company estopped the government from denying
its expense deductions for "excess rentals."" However, the regulations
accompanying §482 indicate that the section may be invoked only at the
instance of the government. 3

The Fifth Circuit held that because the government chose not to make
a "correlative adjustment" and could not be compelled by the taxpayer to
do so, the taxpayer could not complain that the income of its associated
company was not reduced." While the associated company might have
filed a claim for refund, and if it had done so its case might have been
joined with taxpayer's case, no such case was brought. The court noted
that Internal Revenue Code §162 does not provide for "correlative adjust-
ment" and the partial disallowance of the taxpayer's expense deduction as
to "excess rentals" was upheld. 5

E. Interest Deductions

In Gulf, Mobile and Ohio Railroad Co. v. United States,"' the tax-
payer sought a deduction for original issue discount arising from the ex-
change of debentures for its preferred stock.97 The taxpayer issued five
percent income debentures that were to be exchanged voluntarily for up
to 283,4381/ shares of the taxpayer's outstanding preferred stock. An
income debenture in principal amount of $100 could be traded for one
share of preferred stock with a stated value of $100. The taxpayer would
then cancel the stock. The five percent interest on the income debentures
was payable currently if earned, and the cumulative interest was limited
to fifteen percent. The taxpayer's primary reason for making the exchange
offer was to save taxes.' Dividend payments by-the taxpayer on the pre-

91. Brown Printing Co. v. Commissioner, 255 F.2d 436 (5th Cir. 1958).
92. 572 F.2d at 1048.
93. Treas. Reg. §1.482-1(b)(3) (1968) provides in pertinent part: "Section 482 grants no

right to a controlled taxpayer to apply its provisions at will, nor does it grant any right to
compel the district director to apply such provisions."

94. 572 F.2d at 1048.
95. Id. at 1048-49.
96. 579 F.2d 892 (5th Cir. 1978).
97. Id. at 893.
98. Id. at 893-94.
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ferred stock were not deductible, but payments of interest on the deben-
tures were deductible. The taxpayer exchanged 187,116 income deben-
tures for an equal number of shares of preferred stock. The principal
amount of the debentures, $18,711,600.00, exceeded the total market
value of the preferred stock, $11,869,092.44, and thus the difference
yielded a discount of $6,842,507.56."1

In determining whether a deduction would be granted the taxpayer for
the discount arising from the aforementioned exchange, the Fifth Circuit
was forced to examine what the government argued was the Supreme
Court's absolute ban on discount in Commissioner v. National Alfalfa
Dehydrating & Milling Co. '00 In National Alfalfa, the taxpayer required its
shareholders to exchange their $50 par five percent cumulative preferred
shares for $50 face value five percent sinking fund debentures. The Su-
preme Court denied a taxpayer's claim for a discount on the difference
between the fair market value of the cumulative preferred shares and the
face value of the debentures. The Fifth Circuit stated that the transaction
in National Alfalfa was simply a "swap of one form of investment for
another."10' The cost of capital which was invested in National Alfalfa was
the same whether represented by the preferred shares or by the debentures.
The court concluded that the pivotal test of National Alfalfa was "whether
'some cost. . . of acquiring the use of capital' occurred, not whether addi-
tional capital was required."'0 2 Thus, the Fifth Circuit joined the Second
Circuit'03 by refusing to read National Alfalfa as establishing an absolute
ban on discount when a corporation exchanges its bonds for its preferred
shares.

The Fifth Circuit distinguished National Alfalfa from the case in ques-
tion by finding that the taxpayer here had in fact incurred an "additional
cost" for the use of capital. This finding was based on three grounds. First,
the original value received by the taxpayer for the shares was less than the
face amount of the debentures. The evidence introduced in the district
court had indicated that the original consideration received for the pre-
ferred shares was approximately $9.50 to $11.00 per share, far less than the
$100 face amount of the bonds. Second, unlike the preferred shares, the
debentures would give holders thereof the benefit of a sinking fund. In

99. Id. at 894-95.
100. 417 U.S. 134 (1974).
101. 579 F.2d at 896.
102. Id., quoting Commissioner v. National Alfalfa Dehydrating & Milling Co., 417 U.S.

134, 147 (1973).
103. Id. See Cities Service Co. v. United States, 522 F.2d 1281 (2d Cir. 1974), cert. denied,

423 U.S. 827 (1975). The Second Circuit held that the taxpayer had incurred an additional
cost for the use of capital when it exchanged debentures for its own preferred shares for two
reasons: (1) the face amount of the debentures was greater than the stated value of the
preferred shares; and (2) the original issue price of the preferred shares was less than the face
amount of the debentures.
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direct contrast, in National Alfalfa, the Supreme Court said that the sink-
ing fund provisions there were comparable for both the debentures and
stock.'0 ' Third, the present case was distinguished from National Alfalfa
in that the exchange was "completely voluntary and was affected by mar-
ket forces," while in National Alfalfa the amended articles of incorporation
required preferred shareholders to exchange shares for debentures or lose
"'all rights and privileges.' '5

In determining the amount of discount, it is generally accepted that if
debentures are sold for cash, discount will be measured by the difference
between the face amount of the debentures and their issue price. In afree
market exchange of bonds for preferred shares, the issue price of the deben-
tures will equal the market value of what the corporation got for the deben-
ture. 0 Thus, because in the present case the taxpayer got preferred stock,
the Fifth Circuit held that in order to determine the amount of discount,
the stock's market value, as determined by the mean exchange price dur-
ing the exchange period, must be subtracted from the face amount of the
debentures. This discount is then deductible as interest under Internal
Revenue Code §163(a).'0 7

In Anderson v. Commissioner,'° the question presented was in which
year or years may a cash basis taxpayer take a deduction for prepaid
interest under Internal Revenue Code §163(a). The taxpayer purchased a
motor home park for $2,995,000, the purchase price to be paid over twenty
years. The agreement to purchase the property also required a prepayment
of $500,000, representing interest on the loan for approximately thirty
months. After an extended delay, the transaction was closed on December
30, 1968.100

The taxpayer had income of $652,894.36 for 1968, and as a cash basis
taxpayer, he had deducted the $500,000 in prepaid interest in that year.
When this deduction was combined with the taxpayer's other deductions,
the result was a net loss of $28,491. Internal Revenue Code §461(a) pro-
vides that a deduction may be taken in a "taxable year which is the proper
taxable year" pursuant to the method of accounting used to compute taxa-
ble income. However, §466(d) of the Code provides that if the method of
accounting regularly used by the taxpayer does not clearly reflect the in-
come of a taxpayer, the government has the prerogative to substitute that
accounting method for one which it believes will clearly reflect income.
The Internal Revenue Service, in a turnabout from past policy,"10 had

104. 417 U.S. at 154.
105. 579 F.2d at 899, quoting National Alfalfa Dehydrating and Milling Co. v. Commis-

sioner, 472 F.2d 796, 798 n.1 (10th Cir. 1973).
106. Id. at 900; See, e.g., Bader v. United States, 172 F. Supp. 833, 836 (S.D. 111. 1959).
107. 579 F.2d at 900.02.
108. 568 F.2d 386 (5th Cir. 1978).
109. Id. at 387.
110. Id. at 388. At one time the Internal Revenue Service resisted cash basis taxpayers'
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adopted a policy which required a cash basis taxpayer to deduct a prepay-
ment of interest gradually over the period for which it was paid."'

The Fifth Circuit, joining several other circuits, upheld the Service's
position requiring a cash basis taxpayer to 'take a deduction for prepaid
interest over the period for which it was paid."2 Such a special accounting
treatment of prepaid interest is consistent with the treatment of other
prepayments such as prepaid insurance or rent."3 Moreover, the court
noted that prepaid interest was being increasingly employed as a method
of tax avoidance in real estate transactions. The court emphasized that
§446(c)(4) of the Code authorizes a combination of accounting methods,
and thus the problems as to the fairness of requiring a taxpayer to change
his accounting method with respect to a single item were minimized."4

In an effort to prevent a material distortion of the taxpayer's income, the
Fifth Circuit reasoned that because only two days of the thirty-month
period for which the interest was paid occurred in the 1968 tax year, and
because the substantial amount of the prepayment, $500,000, would result
in a net loss for the year for a taxpayer with more than $650,000 in income,
the Commissioner had properly exercised the authority to use accounting
methods which would clearly reflect the taxpayer's income."'

F. Loss Deductions

In Fender v. United States,"6 the taxpayers claimed a loss deduction in
connection with their sale and subsequent repurchase of unrated munici-
pal bonds. The taxpayers were trusts set up by an experienced investment
banker, Fender, for the benefit of his two sons. In the tax year in question,
the trusts had substantial capital gains. In an effort to offset these gains,
Fender, in his capacity as co-trustee of the trusts, attempted to sell munic-
ipal bonds owned by the trusts."7 The bonds, originally purchased for
$435,017, had suffered a significant decline in value. Because the taxpayers
were unable to sell the bonds in the public market, they sold them over

efforts to deduct prior prepayment of interest in the years of payment, however, after the
decision in Fackler v. Commissioner, 39 B.T.A. 395 (1939), acq. 1939-1 Cum. BULL. 11, acq.
withdrawn, 1968-3 CUM. BuLL. 3, and Court Holding Co. v. Commissioner, 2 T.C. 531 (1943),
acq. 1943 CUM. BUL 5, acq. withdrawn, 1968-2 Cum. BUL 3, the Internal Revenue Service
accepted the position that interest paid for less than five years in advance by cash basis
taxpayers would be deductible in the year in which the amount was paid.

111. Rev. Rul. 68-643, 1968-2 Cum. BUL. 76.
112. See Resnik v. Commissioner, 555 F.2d 634 (7th Cir. 1977); Sandor v. Commissioner,

536 F.2d 874 (9th Cir. 1976); Burck v. Commissioner, 533 F.2d 768 (2d Cir. 1976).
113. 568 F.2d at 388; see Asimow, Principal and Prepaid Interest, 16 U.C.L.A. L. REv.

36, 74-84 (1968).
114. 568 F.2d at 388.
115. Id. at 389.
116. 577 F.2d 934 (5th Cir. 1978).
117. Id. at 935.
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the counter to a bank for $225,000, plus accrued interest. Fender controlled
40.7% of the purchasing bank's stock at the time of the sale.'", As a result
of the aforementioned sale, each trust sustained a loss of $106,258.35.

Forty-two days after the sale of the bonds to the bank, the taxpayers
repurchased the bonds for virtually the same price at which they had sold
them to the bank. While the sale and repurchase of the bonds had been at
a price reflecting the fair market value of the bonds, the Internal Revenue
Service disallowed the loss deduction sought by the taxpayers."'

Internal Revenue Code §165(a) allows a deduction for "any loss sus-
tained during the taxable year and not compensated for by insurance or
otherwise." However, a loss deduction shall not be allowed unless it is bona
fide. 120 The burden of showing that a loss is bona fide rests with the tax-
payer.' Significantly, the Fifth Circuit held that the district court's con-
clusion that the sale of the bonds to the bank was a bona fide sale could
be reviewed because it was a conclusion of law.2 2 While the court recog-
nized that a tax avoidance purpose on the part of taxpayers would not
alone justify disallowance of the loss deduction, 2 3 the court emphasized
that because the issuer of the bonds was financially sound and capable of
paying the current interest on the bonds as it became due, as well as able
to pay the full par value of the bonds at maturity, there was no apparent
reason for the taxpayer to sell the bonds.'24

Thus, the ultimate question became whether the taxpayers ever actually
ran the risk of being unable to repurchase the bonds at their pleasure, i.e.,
whether the bank simply performed the safekeeping function of a ware-
houseman for the taxpayers. This depended upon whether the taxpayers
were in control of the bank which purchased the bonds.'25 The taxpayers
contended that they did not have an agreement with the bank to repur-
chase the bonds and claimed that they did not control over fifty percent
of the shares of the bank until after the bonds were sold to the bank.
Nonetheless, the Fifth Circuit held that the taxpayers need not have had
complete control of the bank for the sale in question to have not been bona
fide. 12

6

118. Id. at 935-36.
119. Id.
120. Treas. Reg. §1.165-1(b) (1960) provides in part: "Only a bona fide loss is allowable.

Substance and not mere form shall govern in determining a deductible loss."
121. 577 F.2d at 936, citing Rand v. Helvering, 77 F.2d 450, 451 (8th Cir. 1935).
122. 577 F.2d at 936, citing Biedenharn Realty Co., Inc. v. United States, 526 F.2d 409,

416 n.25 (5th Cir.), cert. denied, 429 U.S. 819 (1976); Casner v. Commissioner, 450 F.2d 379,
387 (5th Cir. 1971); Waterman S.S. Corp. v. Commissioner, 430 F.2d 1185, 1192 (5th Cir.
1970); American Nat'l Bank v. United States, 421 F.2d 442, 451 (5th Cir. 1970).

123. 577 F.2d at 936.
124. Id.
125. Id.
126. Id. at 937, quoting DuPont v. Commissioner, 118 F.2d 544, 545 (3rd Cir.), cert.

denied, 314 U.S. 623 (1941).
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In sum, the court held the sale of bonds from the trusts not to have been
bona fide and disallowed the loss deduction for the following reasons: (1)
the taxpayers controlled the largest single block of the bank's stock, 40.7%,
at the time of the sale of the bonds; (2) the bank had been greatly assisted
by the investment banker in a recent investigation by state and federal
banking authorities; (3) the bank would not have agreed to the sale but
for its special relationship with taxpayers, the evidence of which could be
inferred from the facts that the bonds were unrated and would not nor-
mally have been purchased by the bank, would have been difficult to sell,
and were not purchased by a second bank with which the taxpayers did
not have the relationship they had with the purchasing bank; and (4) the
bank president testified that the bank and the investment banker had an
"understanding" that the taxpayers would repurchase the bonds in ninety
days.' " Thus, the Fifth Circuit held that the taxpayers had sufficient con-
trol over the bank to force a resale of the bonds by the purchasing bank.
The court ruled that the taxpayers did not suffer a bona fide loss for which
a loss deduction would be allowable. 128

G. Net Operating Loss Deductions
Internal Revenue Code §172(a) permits a taxpayer who sustains a net

operating loss to carry the loss back.'" In Glenn v. United States, 30 the
taxpayers, husband and wife, sustained a net operating loss in 1970, and
were entitled to carry the loss back. The operating loss carryback resulted
in a sizeable overpayment in 1967. The taxpayers, after receiving an exten-
sion, filed a return for the loss year, 1970, on September 13, 1971, and filed
an administrative claim of refund on April 26, 1974.' 3' The Fifth Circuit
had to decide whether it lacked jurisdiction to determine if the taxpayers
were entitled to a refund because they had not filed their claim for refund
within the time limits set forth in Internal Revenue Code §6511. Section
6511(a) provides, inter alia, that in order for a claim for refund to be timely
it must be filed by the taxpayer "within 3 years from the time the return

"To divest a sale of its fundamental incident of finality plainly requires a controlled or
sympathetic vendee. Such dominion might be . . . accomplished . . .boldly through con-
tracts or options to repurchase and the creation of fictitious entities or it might be . ..
accomplished through the more subtle ties of affectionate interest among families and friends,
business or otherwise." Id.

127. 577 F.2d at 937, 938.
128. Id. at 938.
129. I.R.C. §172(a) provides:
"(a) Deduction allowed.-There shall be allowed as a deduction for the taxable year an

amount equal to the aggregate of (1) the net operating loss carryovers to such year, plus (2)
the net operating loss carrybacks to such year. For purposes of this subtitle, the term 'net
operating loss deduction' means the deduction allowed by this subsection."

130. 571 F.2d 270 (5th Cir. 1978).
131. Id. at 270-71.
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was filed." However, §6511(d)(2)(A) of the Code provides a special limita-
tion period within which a claim for refund must be filed when a net
operating loss is involved.

The Fifth Circuit held that the taxpayers' administrative claim for re-
fund would have been filed within the limitation period had it been filed
on or before April 15, 1974, the fifteenth day of the fortieth month following
the end of the taxable year, 1970, in which the net operating loss oc-
curred.'

32

The court ruled out the taxpayers' use of the other limitation period
provided in Internal Revenue Code §6511(c)(1), which states that if an
agreement 3 extending the period for assessment of the tax is made within
the normal three-year period for filing a claim for refund, pursuant to
Internal Revenue Code §6501(c) (4), the period for filing a claim for refund
may not expire prior to six months after the expiration of the period within
which an assessment may be made pursuant to the agreement. The tax-
payers conceded that an agreement entered into in 1970 to extend the time
for filing for a claim of refund did not constitute an "agreement extending
the period for assessment of the tax."' 3' Thus, the court held that because
the taxpayers had not filed their claim for refund on or before April 15,
1974, they were precluded from recovering their overpayment.

In Williams v. Commissioner, 131 the taxpayer was a substantial share-
holder in a corporation that filed a voluntary petition for reorganization
under Chapter X of the Bankruptcy Act. At the time the petition for
reorganization was filed, the taxpayer had pledged his shares of stock as
security for loans with three banks. In January, 1969, the trustee in bank-
ruptcy submitted a list, excluding taxpayer, of validated common share-
holders to the bankruptcy court. In February, 1969, the reorganization plan
of the trustee was approved by the court. 3 '

The taxpayer contended that a capital loss deduction which it took in
1969 for his "worthless stock" in the corporation resulted in a capital loss
carryover applicable to the 1971 tax year-the year of the deficiency in
question. The Fifth Circuit held that the taxpayer was not entitled to carry
over its loss from 1969, because the loss was not evidenced "by a closed
and completed transaction fixed by an identifiable event, as required by
Treas. Reg. 1.165-1(b)."' ' 37

Further, the court held that the fact that the taxpayer was excluded
from the list of validated shareholders only indicated that the trustee

132. Id. at 271.
133. Id. See Treas. Reg. §301.6501(b) (1956), which indicates that an agreement to extend

the period for assessment of the tax contemplated by I.R.C. §6501(c)(4) must be in writing.
134. 571 F.2d at 271.
135. 584 F.2d 90 (5th Cir. 1978).
136. Id. at 92.
137. Id. at 95.
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questioned the right of the shareholder to receive stock in the reorganized
corporation.

The plan of reorganization merely provided that such of those stockhold-
ers as were found after adjudication by the court not to be entitled to
participate in the distribution of stock of the reorganized corporation
would not participate. This adjudication. . . did not take place until well
after 1969 [the year of the alleged loss].131

The taxpayer did not assign an interest in his shares of the petitioning
corporation to the trustee until after the aforementioned adjudication was
settled in 1975. The Fifth Circuit concluded that there were no facts sup-
porting the taxpayer's contention that he suffered a loss as a result of a
"sale or exchange" of his stock in 1969.

II. CORPORATE ISSUES

A. Depreciation Deductions

In Royal St. Louis, Inc. v. United States, 39 the question was whether the
taxpayer was entitled to a depreciation deduction which arose out of a
lease of a hotel by the taxpayer pursuant to which the taxpayer agreed to
furnish the lessee with furniture and other personalty "necessary for the
initial operation of the hotel.""10 The taxpayer was denied a deduction for
depreciation on the personal property that was furnished to the lessee.

The lease agreement in question provided that the lessee was to main-
tain all the furnishings and equipment of the hotel in "first class condi-
tion.' The Fifth Circuit was requested to determine whether the lease
required the lessee, at the expiration of the lease, to return to the lessor
personal property of equal value as that furnished the lessee. If in fact the
lease did impose such an obligation on the lessee, the taxpayer would not
be entitled to a depreciation deduction."2

After an extensive review of the lease provisions, the Fifth Circuit held
that the lease agreement did require the lessee to return to the lessor
personal property of equal value as that originally furnished lessee by
lessor."' Therefore, the fact that lessee was required to maintain personal

138. Id. at 94.
139. 578 F.2d 1017 (5th Cir. 1978).
140. Id. at 1018.
141. Id. at 1017-18. This requirement of the lessee to maintain the furnishings and equip-

ment of the hotel in "first class condition" was distinguished by the court from the require-
ment provided for in other sections of the lease agreement that the lessee keep and maintain
and return the leased premises" in good rentable order and condition, reasonable wear and
tear excepted." Id. at 1018-20.

142. Id. at 1020, citing Kem v. Commissioner, 432 F.2d 961 (9th Cir. 1970).
143. 578 F.2d at 1020.
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property for taxpayer, so as to prevent any loss in value of personal prop-
erty, precluded taxpayer from taking a depreciation deduction to recoup
any economic loss he might suffer.

B. Allocations

The issue faced by the Fifth Circuit in Singleton v. Commissioner'"
related to the payment of dividends to the taxpayers, shareholders in a
parent corporation, by the parent corporation. The taxability of these divi-
dends depended upon the characterization of a distribution made to the
parent corporation by its subsidiary. The government contended that a
distribution of $803,750, made by the subsidiary corporation to its parent
in 1965, was part of a duly declared dividend of $1,000,000, paid out of
earnings and profits, and then distributed to the shareholders of the sub-
sidiary, including the parent corporation. The taxpayer contended that the
distribution to shareholders was simply an advance of the "allocable"
amount of the subsidiary's tax liability which the government found to be
due seven years later.145

For the fiscal years ending March 31, 1964 and 1965, the parent and an
affiliated group of subsidiaries filed consolidated federal income tax re-
turns. In March, 1965, the parent wrote one of its subsidiaries stating that
the filing of its consolidated return allowed the income of the subsidiary
to be offset by the losses of the parent. Because of the minority stockholder
interest in the subsidiary (the parent owned only eighty percent of the
subsidiary's stock), the letter advised the subsidiary that a payment of a
dividend to all shareholders of the subsidiary was preferred to a payment
to the parent alone for the use of its losses in the consolidated return. The
parent further agreed to reimburse the subsidiary for any tax deficiencies
that the Internal Revenue Service might assert against the subsidiary.'

The minutes of the board of directors of the subsidiary in March, 1965,
indicate that the board followed the advice of the parent in the aforemen-
tioned letter, and paid a dividend to all shareholders, including the parent.
The dividend paid to the parent of $803,750 approximated the $862,800 in
tax savings the subsidiary received as a result of the parent's losses and
the filing of the consolidated tax return."4

1

The taxpayer contended that the entire $803,750 payment was simply
the subsidiary's allocable part of its ultimate tax liability, while the gov-
ernment coAtended that it was a true dividend. 4 The Fifth Circuit con-
cluded that the aforementioned letter and minutes indicated that the sub-

144. 569 F.2d 863 (5th Cir. 1978).
145. Id. at 864-65.
146. Id. at 865.
147. Id. at 864.
148. Id.
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sidiary was not paying its allocable share of tax savings for 1964 and 1965,
but was simply using its position as an eighty percent shareholder in its
subsidiary to have the shareholders pay the parent an amount in dividends
equal to the savings the subsidiary received as a result of filing the consoli-
dated return."'

The letter suggested that the subsidiary pay out a dividend "to compen-
sate [parent] for the use of its losses in the consolidated return."'50 The
court reasoned that the fact that the subsidiary did not perceive itself as
paying the parent its "allocable" part of the ultimate tax liability, but
simply a dividend, was further borne out by the language in the letter that
it was not anticipated that the Internal Revenue Service would determine
the consolidated return to be improper, or assert certain deficiencies for
any reason. 5' Moreover, it was apparent that the earnings and profits of
the subsidiary were such that it could have paid out the dividend of
$1,000,000, as well as the subsidiary's allocable amount of tax liability. 52

The Fifth Circuit held that, as the subsidiary had a "clear intent to pay
the $1,000,000 as a dividend, the $803,750 received by [the parent] must
be considered as a dividend unless [the subsidiary] had insufficient earn-
ings and profits to pay both amounts without impairing capital."'5 3 The
court concluded that the payments received by the taxpayers could not be
received as a tax-free return of capital.

C. Foreign Tax Credit

In Mid-Continent Supply Co. v. Commissioner,"' the taxpayer was a
parent corporation of a group of affiliated corporations and subsidiaries
which filed a consolidated federal income tax return. Among the group of
affiliated corporations were four domestic subsidiaries qualifying for the
special deductions under §922 of the Code, as Western Hemisphere trade
corporations."'

149. Id. at 868. The court stated that the fact that a different "tax incidence would have
resulted" had the subsidiary been able to make a voluntary contribution of its allocable share
of tax liability to its parent, an 80% shareholder, and ignore the right of minority sharehold-
ers, could not justify a "judicial reconstruction" of the transaction to permit the corporation
to achieve this result.

150. Id.
151. Id.
152. Id. at 868 n.5.
153. Id. at 868.
154. 571 F.2d 1371 (5th Cir. 1978).
155. Id. at 1373. I.R.C. §921 defines a "Western Hemisphere trade corporation" to mean

a domestic corporation which does all of its business, other than incidental purchases, in
North, Central, or South America, or in the West Indies, and derives 95% or more of its gross
income for the three-year period immediately preceding the taxable year from outside the
United States. Also, at least 90% of its gross income for such period must result from the
active conduct of a trade or business.
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The Code allows a Western Hemisphere trade corporation a special de-
duction from taxable income which results in Western Hemisphere trade
corporations being taxed at a rate of 35.2% instead of the 49.2% rate that
is usually applied to corporations. The four Western Hemisphere trade
corporations and other members of the taxpayer's affiliated group had
foreign-source income and paid foreign taxes in 1970.156

The taxable income of the four Western Hemisphere trade corporations
for 1970, before allowing any deduction under Internal Revenue Code §922,
was as indicated in Table 1.

Table 1

Mid-Continent Supply Western Hemisphere Co. $426,065.11
Loffland Brothers International, Inc. $143,341.47
Loffland Brothers Co. of Canada $538,763.58
Midco Caribe Co. $550,411.93

Aggregate Income of Western
Hemiphere Trade Corporation Members $1,658,582.09157

The consolidated taxable income for the group in 1970 was $6,736,875.01,
before the allowance of any §922 deduction.1 58

For purposes of computing the §922 deduction, the parties stipulated
that the portion of consolidated taxable income to be attributed to the
Western Hemisphere trade corporations affiliated with taxpayer was
$920,062.36. This figure was arrived at by applying the formula given in
Treas. Reg. §1.1502-25, and was determined before allowing any §922 de-
duction for these affiliates.'59 See Table 2.

Table 2

Consolidated Taxable Income Portion of
Taxable Income of Western Hemis- Consolidated
of all Members phere trade cor- Taxable Income
(after adjustment x poration Members Attributable to
for losses) Sum of Taxable Western Hemis-

Income of all phere trade
Members (before corporation
losses) Members

156. 571 F.2d at 1373. The foreign taxes paid by the members of taxpayer's affiliated
group that would be available for credit against United States taxes for 1970 were as follows:
Western Hemisphere Trade Corporation Members $442,639.96
Non-Western Hemisphere Trade Corporation Members $997,331.89
Total $1,439,971.85

157. Id. at 1373.
158. Id.
159. Treas. Reg. §1.1502-25(a) (1966) provides:
(a) In general. The consolidated section 922 deduction for the taxable year shall be deter-

mined by multiplying the fraction specified in section 922(2) by that portion of the consoli-
dated taxable income attributable to those members of the group which are Western Hemi-
sphere trade corporations for such year.

1979] 1009



MERCER LAW REVIEW

$6,736,875.01 x $ 1,658,582.09 - $920,062.36
$12,144,459.38

Consolidated x 14% Western Hemis-
Taxable Income Normal Tax Rate phere trade
of Western plus surtax rate corporation
Hemisphere Members'
trade corpora- Special
tion Members Deduction

$920,062.36 X 14 - $261,806.36180
49.2

The taxpayers elected to use a consolidated foreign tax credit when
filing their income tax returns for the 1970 taxable year, this credit being
determined in accordance with the overall limitation on taxes paid to
foreign countries.' The Fifth Circuit based its ruling on the applicability
of the special limitation of §1503(b)(1) of the Code to the circumstances
of the case. This section was said to apply to eliminate any foreign tax
credit attributable to the special fourteen percent tax rate differential
granted to Western Hemisphere trade corporations under Code §922, when
these corporations filed consolidated returns with domestic corporations
and elected to use the overall limitation of the foreign tax credit.'62

Pursuant to §1503(b)(1), the amount of taxes which may be taken into
account for purposes of a foreign tax credit under Internal Revenue Code
§901 shall be reduced to the extent that the amount of foreign taxes paid
by the Western Hemisphere trade corporation exceeds the taxes computed
on the portion of the consolidated taxable income attributable to such
Western Hemisphere trade corporations. The taxpayer and the Commis-
sioner computed the special limitation of §1503(b)(1) as is shown in Table
3.

It is apparent that the discrepancy between taxpayer's and the Commis-
sioner's reduction of the foreign tax credit stemmed from the Commis-
sioner's determination that the portion of the consolidated taxable income
attributable to the Western Hemisphere trade corporations under the regu-
lations was $920,062.36, and not $1,658,852.09, as claimed by the tax-
payer.' The Fifth Circuit upheld the Commissioner's computation of the

160. 571 F.2d at 1373.
161. See Treas. Reg. §1.1502-4; I.R.C. §904(a)(2).
162. 571 F.2d at 1374.
163. Id. at 1374-75.
164. Treas. Reg. §1.1502-25(c) (1966) provides:
(c) Portion of consolidated taxable income attributable to Western Hemisphere trade

corporations.
(1) In general. For purposes of paragraph (a) of this section, the portion of the consolidated

taxable income attributable to those members of the group which are Western Hemisphere
trade corporations, is in an amount equal to the consolidated taxable income (computed
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Table 3

Taxpayer's Computation:

Section 1503(b)(1)(A) Amount:
Lesser of:

(1) Foreign taxes paid of $442,639.96

(2) U.S. tax on Western Hemisphere trade
corporation's portion of consolidated
taxable income without §922 deduction:

(49.2%) x ($1,658,582.09) = $816,022.39
$442,639.96

Section 1503(b) (1) (B) Amount:
U.S. tax on Western Hemisphere trade
corporation's portion of consolidated
taxable income with §922 deduction:

(49.2%) x ($1,658,582.09) less
($261,806.36) = $687,213.66 $687,213.66

Section 1503(b)(1) Reduction:
Excess of §1503(b) (1) (A) amount
over §1503(b) (1) (B) amount:

$ -0-

Commissioner's Computation:

Section 1503(b) (1) (A) Amount:
Lesser of:

(1) Foreign taxes paid of $442,639.96

(2) U.S. tax on Western Hemisphere trade
corporation's portion of consolidated
taxable income without §922 deduction:

(49.2%) x ($920,062.36) = $452,670.58
$442,639.96

Section 1503(b) (1) (B) Amount:
U.S. tax on Western Hemisphere trade
corporation's portion of consolidated
taxable income with §922 deduction:

(49.2%) x ($920,062.36) less
($261,806.36) = $323,861.95 $323,861.95

Section 1503(b) (1) Reduction:
Excess of §1503(b)(1)(A) amount
over §1503(b) (1) (B) amount:

$118,778.0116.3
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reduction under Internal Revenue Code §1503(b)(1), and held that "the
phrase 'portion of the consolidated taxable income attributable' to the
Western Hemisphere trade corporations must be determined in accordance
with . . . Treasury Regulation §1.1502-25(c)."'1 5

III. ESTATE AND Gwr TAX

A. Alternate Valuation

Internal Revenue Code §2032(a)(1), provides that an executor may elect
to determine the value of a gross estate by valuing property distributed
within six months after the decedent's death as of the date of distribution.
In Reardon v. United States, 6 the government contended that a judgment
of possession in favor of the taxpayers in regard to certain property
amounted to a distribution within the meaning of §2032(a)(1) of the Code.
Accordingly, the government valued the property as of the time of the
judgment. 67 The taxpayers contended that the judgment had no effect on
their rights because the succession was by intestacy, and the heirs were
seised of the property at the moment of death. 6 8 The Fifth Circuit
affirmed the rationale of the district court that the judgment of possession
closed the succession and gave the heirs possession of property as to which
they had previously enjoyed only "a temporary presumption of owner-
ship."1

69

B. Ordinary and Necessary Expenses

In Alfred L DuPont Testamentary Trust v. Commissioner, 7 0 the tax-

without regard to the section 922 deduction) multiplied by a fraction, the numerator of which
is the sum of the taxable income of those members which are Western Hemisphere trade
corporations, and the denominator of which is the sum of the taxable incomes of all the
members.

165. 571 F.2d at 1375. Treas. Reg. §1.1502-25(c) (1966) determines the computation of the
"portion of the consolidated taxable income attributable" to Western Hemisphere trade

corporations. The Fifth Circuit refused to accept taxpayers' argument that in computing the
reduction of §1503(b)(1) the term "portion of the consolidated income attributable" to West-
ern Hemisphere trace corporations means "the aggregate of the separate taxable incomes on
each WHTC member." The court emphasized that the existence of losses by other members
of taxpayer's affiliated group demands the use of basic consolidated reporting principles
which make the "portion of the consolidated taxable income attributable" to the Western
Hemisphere trade corporations less than the aggregate of the separate taxable income of each
of the Western Hemisphere trade corporations.

166. 565 F.2d 381 (5th Cir. 1978).
167. Id. at 381, citing Stoutz v. United States, 324 F. Supp. 197, 200-03 (E.D. La. 1970),

aff'd, 439 F.2d 1197 (5th Cir. 1971).
168. 565 F.2d at 381.
169. Id. at 381-82. The court held that "when Louisiana taxpayers receive, as heirs to a

succession, a judgment of possession [in intestacy proceedings,] that judgment constitutes
a "distribution" for fixing the date on which the property may be alternately valued for
federal tax purposes under [I.R.C.] §2032(a)(1). Id. at 382.

170. 574 F.2d 1332 (5th Cir. 1978).
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payer's assets included an elaborate residence, "Nemours," which during
the tax years in question was the home of the testator's widow. The tax-
payer attempted to take a deduction for the expense of maintaining the
estate under Internal Revenue Code §212 as an expense incurred "for the
production of income."

In an earlier decision, dealing with this same property, the Fifth Circuit
affirmed a decision of the Tax Court that §212 of the Code was inappli-
cable because "Nemours" was not held for the "production of income.""'
The only income collected was a nominal rental charge of $1. On appeal
before the Fifth Circuit, the taxpayer argued for the first time that the
expenditures were deductible under Internal Revenue Code §§651 and 661,
as distributions of income to a beneficiary. In addressing this issue in the
remand hearing, the Tax Court stated that in 1925, the testator transferred
"Nemours" to Nemours, Incorporated. Pursuant to the terms of a 1929
amendment to the aforementioned agreement, the testator made a contri-
bution to the capital of Nemours, Incorporated of $2,000,000 in securities.
In return, Nemours, Incorporated became obligated to pay the cost of
maintaining "Nemours." When the testator died, the stock of Nemours,
Incorporated passed to the testator's executors, who dissolved the corpora-
tion and received the assets, obligations, and liabilities of the corporation
as well."' The Tax Court concluded upon remand that the testator's widow
received the benefit of having "Nemours" maintained not in her capacity
as a beneficiary, but as a result of the "contractual arrangements" between
Nemours, Incorporated and testator, entered into prior to testor's death.''
The Fifth Circuit affirmed the Tax Court's disallowance of the §§651 and
661 deductions.

7 4

IV. MISCELLANEOUS TAX DECISIONS

A. Withholding and the Federal Insurance Contributions Act

In United States v. Kennedy Construction Co. of NSB Inc.," 5 the tax-
payer, a general contractor, had been engaged in the construction of a
condominium and, in the building of the condominium, entered into an
agreement with a subcontractor in April, 1972. Having not been paid for

171. Alfred I. DuPont Testamentary Trust v. Commissioner, 514 F.2d 917,920-21 (5th Cir.
1975), affirming 62 T.C. 36, 47 (1974).

172. 66 T.C. 761, 766-67 (1976).
173. Id. at 767-68.
174. Thus the taxpayer was not allowed to take a deduction for the maintenance expenses

pursuant to §§651 and 661 when the payments for said expenses were not distributed to the
widow in her capacity as a beneficiary, but as a lessee pursuant to a lease agreement entered
into in 1925. This lease agreement had been amended in 1929 by providing that the lessor
would be responsible for maintenance of "Nemours." 571 F.2d at 1333.

175. 572 F.2d 492 (5th Cir. 1978).
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work on prior jobs, the subcontractor developed a cash shortage and by
March, 1973, was unable to meet its payroll. The general contractor then
entered into a supplemental agreement with the subcontractor to provide
funds to meet the subcontractor's payroll. A special payroll checking ac-
count was established at a local bank in the subcontractor's name. The
checks drawn on this account had to bear the signatures of one of two
named officials on behalf of the general contractor, and of a named officer
of the subcontractors.'

When the subcontractor failed to make timely payments of federal with-
holding taxes, and of taxes due under the Federal Insurance Contribution
Act, which had been withheld from the employees' wages, the government
brought suit against the general contractor for the taxes. The government
contended that having paid wages to the subcontractor's employees, the
general contractor was liable for taxes under Internal Revenue Code
§§3505(a) and (b). Section 3505(a) of the Code provides that when a
lender, surety or "other person, who is not an employer, . . . pays wages
directly [to employees employed by another,] such other person shall be
liable [for the taxes] required to be deducted and withheld from such
wages by such employer."' 77 Thus the ultimate issue to be determined was
whether the general contractor paid wages "directly" to such employees.

The Fifth Circuit, in examining the legislative history of §3503(a) of the
Code, emphasized that prior to its passage, the government had no re-
course against third persons who directly or indirectly paid wages to em-
ployees, but failed to withhold taxes.'78 The court adopted the principles
stated by the Supreme Court in Commissioner v. Court Holding
Company, 'I that the "true nature of a transaction [may not be] disguised
by mere formalisms, which exist solely to alter tax liabilities. . ".. ' 0 The
Fifth Circuit stated:

The true nature of this transaction devolves from the following critical
facts: At the end of each pay period Kennedy [the general contractor]
made advances of funds in the amount required and for the specific pur-
pose of paying net wages to specific employees [of the subcontractor].
The funds were advanced only after verification by Kennedy that the
sums proposed to be paid were being paid to employees for work on Ken-
nedy's job. Payment was made from an agreed upon checking account into
which the funds provided by Kennedy had been deposited. Payment to
the employees was made by checks which were required to be signed and
were signed by Kennedy. 8

176. Id. at 493.
177. Id. at 494.
178. Id., citing S. REP. No. 1708, 89th Cong., 2d Sess. 3742 (1966).
179. 324 U.S. 331 (1945).
180. Id. at 334.
181. 572 F.2d at 496.
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Based on the foregoing facts, the Fifth Circuit held that the substance
of the transaction was a direct payment by the general contractor to the
employees of a subcontractor and, therefore, the general contractor was
responsible for the federal withholding and Federal Income Contributions
Act taxes.'

B. Banking

In Citizens & Peoples National Bank of Pensacola v. United States, i1.3
the Fifth Circuit was required to decide whether the Internal Revenue
Service or the bank was entitled to receive proceeds from the general
operating checking account of a nursing home. The government claimed
priority to the proceeds to recover delinquent taxes owed by the nursing
home. The alleged priority was based upon a Notice of Levy served upon
the bank at 12:30 p.m., on May 20, 1975. At the time when this Notice was
served, the bank was in possession of two checks drawn on it by the nursing
home, of which the bank was payee. The checks were in full payment of
the principal amount and accrued interest of a loan made to the nursing
home by the bank. The bank's claim to the proceeds was based upon an
allegation that it had decided to honor the checks at 11:00 a.m., on May
20, and had taken action pursuant to that decision. The bank contended
that these circumstances pre-empted the tax lien.'8

4

The parties agreed that the case should be decided pursuant to §4-
303(1)(d) of the Uniform Commercial Code. This section provides, inter
alia, that any legal process served upon a payor bank shall come too late
to terminate or modify the bank's duty to pay an item or to charge the
customer's account for the item, if the legal process is served or received
after the bank has "evidenced by examination of such indicated account
and by action its decision to pay the item.""' In reexamining the facts
presented, the Fifth Circuit disagreed with the district court's holding that
the bank had examined the nursing home's account and taken actions
which evidenced an intention to pay the items in question. In fact, the only
examination of the nursing home's account, or action taken in regard to it
by the bank, was limited to a decision of a teller of the bank to place the
checks made payable by the nursing home to the bank, together with the
note evidencing the nursing home's debt to the bank, so they could be put
through. Moreover, a vice-president of the bank "knew" that the nursing
home had sufficient funds in its account to pay the checks, which was
sufficient to show that the bank had made a decision to pay the checks."'8

182. Id.
183. 570 F.2d 1279 (5th Cir. 1978).
184. Id. at 1280-81.
185. Id. at 1281.
186. Id. at 1282.
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The court then referred to Comment 3 to §4-303 of the Uniform Commer-
cial Code, which provides:

The sixth event conferring priority is stated by the language "or otherwise
had evidenced by examination of such indicated account and by action
its decision to pay the item." This general "omnibus" language is neces-
sary to pick up other possible types of action impossible to specify particu-
larly but where the bank has examined the account to see if there are
sufficient funds and has taken some action indicating an intention to pay.
An example is what has sometimes been called "sight posting" where a
bookkeeper examines the account and makes a decision to pay but post-
pones posting. . . It is not intended to refer to various preliminary acts
in no way close to a true decision of the bank to pay the item, such as
receipt of the item over the counter for deposit, entry of a provisional
credit in a passbook, or the making of a provisional settlement for the item
through the clearing house, by entries in accounts, remittance or other-
wise. All actions of this type are provisional and none of them evidences
the bank's decision to pay the item .... IS

The Fifth Circuit held that the teller in the instant case had not engaged
in "sight posting" or made any bookkeeping entries. The only action taken
by the bank that could have been viewed objectively was the decision of
the teller to physically place the checks with the notes.'8 The court held
that the bank had not taken any definitive action evidencing a decision to
pay the checks in question and, therefore, by virtue of its Notice of Levy,
the government was entitled to the proceeds in the nursing home's ac-
count."9

C. The Delinquency Penalty

An issue addressed in Loftin and Woodard, Inc. v. United States8 0 relat-
ing to the audit of the taxpayer's 1961 tax return at the taxpayer's own
request deserves mention. The taxpayer filed a late return in 1961 and
pursuant to Internal Revenue Code §6651(a) incurred a ten percent delin-
quency penalty. The taxpayer subsequently filed a claim for refund on its
1961 return, alleging that it was entitled to a carryback of its 1962 losses.
The Commissioner, upon auditing the 1961 return, reevaluated the return
in its entirety.' As a result of this evaluation, several deductions originally
asserted by the taxpayer were disallowed. The disallowed deductions,
amounting to $34,000 in income, should have been declared when the 1961
return was filed."' The Commissioner granted the taxpayer its loss carry-

187. U.C.C. §4-303, comment 3 (1972 version).
188. 570 F.2d at 1283.
189. Id. at 1284.
190. 577 F.2d at 1206.
191. Id.
192. Id., citing Lewis v. Reynolds, 284 U.S. 281 (1932).

1016 [Vol. 30



FEDERAL TAXATION

back, and after the refund resulting from the loss carryback was decreased
by the "newly found deductions," the taxpayer was entitled to a refund of
$5,854 for the 1961 tax year. However, the Commissioner reduced tax-
payer's refund by computing an amount derived by applying the ten per-
cent delinquency penalty of §6651(a) to the additional $34,000 of income
resulting from the disallowed deductions, leaving taxpayer with a net re-
fund of slightly over $2,000.11

While both parties agreed that under Internal Revenue Code §6501(a)
the government may not assert a claim for an "additional tax" against a
taxpayer after three years have passed since the filing of a return, the
parties disagreed as to the critical issue of whether the Commissioner's use
of an "additional" or "increased" late filing delinquency penalty as a set-
off against a refund constituted an imposition of an "additional tax."'' 4

The Fifth Circuit, relying upon a 1950 Supreme Court case,' held that
the imposition of an increased deficiency penalty did not constitute an
assessment of an "additional tax" in violation of §6501(a) of the Code. The
court concluded that the delinquency penalty was in existence because of
the taxpayer's late filing of its 1961 return, and did not arise in 1967, when
the Commissioner discovered items which had been improperly reported
in the past. Had the disallowed deductions been discovered in 1961, the
amount of the late filing penalty would have been increased, and their later
discovery could not alter this fact.'" Thus, while the collection of an addi-
tional tax may be barred by the three-year limitation period, the right of
the government to retain payments previously received, when they do not
exceed "the amount which might have been assessed and demanded," was
upheld. " '

V. PROCEDURAL AND NONSUBSTANTIVE MATrERS

A. Dismissal of Case/Failure to Prosecute

In Freedson v. Commissioner,' the notices of deficiencies owed by the
taxpayers were dated April 26, 1972, and July 24, 1972. The taxpayers filed
petitions protesting the assessments of deficiency and additional taxes on
July 24, 1972, and August 7, 1972. The action had been set for trial on three
separate occasions and the taxpayers sought a continuance on each occa-

193. 577 F.2d at 1245.
194. Id.
195. Id. at 1246, citing Manning v. Seeley Tomb & Box Co., 338 U.S. 561 (1950). In that

case the issue faced by the Supreme Court was whether the interest on a validly assessed
deficiency is abated when the deficiency itself is abated by the carryback of a net operating
loss.

196. 577 F.2d at 1246.
197. Id. at 1247, quoting 284 U.S. at 283.
198. 565 F.2d 954 (5th Cir. 1978).
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sion.1" The Tax Court dismissed the taxpayers' petition for failure to pro-
secute. " On appeal, the Fifth Circuit stated that Rule 123 of the Tax
Court Rules of Practice and Procedure provides that a court may dismiss
an action at any time and enter a decision against a petitioner for failure
to prosecute. Moreover, ". . . the Advisory Committee Note [to Rule
123(b)] indicates that [the] standards for applying Rule 41 of the Federal
Rules of Civil Procedure should govern dismissals by the Tax Court."'

The Fifth Circuit upheld the Tax Court's dismissal of the taxpayers'
action. The court concluded that the "taxpayers [could] not. . . assign
priorities to other legal matters at the expense of this case without suffering
any prejudice."20 2 The taxpayers had been warned two and one-half years
prior to dismissal that further requests for continuance would be looked
upon unfavorably by the court. Moreover, the court stressed the taxpayers'
failure to comply with informal or formal discovery requests. Thus, the
Fifth Circuit held that the severe remedy of dismissal of the action was
justified based on the taxpayers' "unreasonable hindering" of the progress
of the case."

B. Disregard of stipulations

Brief mention should be made of the fact that in Loftin and Woodard,
Inc. v. United States,20 4 the district court chose to disregard a stipulation
entered into between the taxpayer and the government. The stipulation
provided that certain payments made by the partnership to the corpora-
tion for clearing land were reflected by entries made in the partnership
books as of December 31, 1964 .2 This stipulation was significant in deter-
mining the constructive dividend amount because the district court mea-
sured the constructive dividend by comparing costs with payments for the
calendar year. Had this stipulation not been disregarded, the district court
would not have approved a major deficiency against the taxpayer because
the difference between costs and payments would have been insignificant.
The district court ignored this stipulation, stating that the corporation's

199. Id. at 955.
200. 67 T.C. 931 (1977).
201. 565 F.2d at 954-55. The Fifth Circuit held further that "it is well settled that an

appellate court will not reverse the trial court's dismissal absent an abuse of discretion." Id.
at 954, citing Ramsay v. Bailey, 531 F.2d 706 (5th Cir. 1976), cert. denied, 429 U.S. 1107
(1977); Pond v. Braniff Airways, Inc., 453 F.2d 347 (5th Cir. 1972).

202. 565 F.2d at 955.
203. Id. The Fifth Circuit cited examples of the taxpayer's failing to give complete an-

swers to interrogatories and "being difficult to reach" for pretrial conferences. The court
might have also referred to taxpayer's failure to respond to the Government's Request for
Admissions, which eventually led to the Tax Court's entry of an order that the Government's
Request for Admissions be deemed admitted. 65 T.C. 333 (1975).

204. 577 F.2d at 1206.
205. Id. at 1231-32.
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books were inherently more reliable than those of the partnership."5

The Fifth Circuit held that the district court could have ignored the
stipulation only if there was a showing of "manifest injustice," and no such
showing was made.0 7 Thus, in addition to the other grounds stated herein,
this case was remanded to the district court to determine what role the
stipulation should be assigned. s08

C. Denial of Motion for Continuance

In Mid- Continent Supply Co. v. Commissioner,'2 0 the taxpayer appealed
the xenial of its motion for continuance of the trial to permit discovery of
a technical advice memorandum issued by the Internal Revenue Service
in connection with the audit of another taxpayer's return. The Tax Court
denied such motion on the ground that the production of such documents
would have made available no evidence because the case had been fully
stipulated. The Fifth Circuit upheld the Tax Court's denial of the tax-
payer's motion for continuance, holding that the taxpayer "failed to dem-
onstrate that the Tax Court [had] abused its discretion in denying its
request for a continuance. 2 10

D. Mitigation of Effect of Limitation Period

In B. C. Cook & Sons v. Commissioner,2 1 ' the issue faced by the Fifth
Circuit arose out of a loss deduction granted the taxpayer corporation by
the Tax Court for 1965.21" An employee of the taxpayer had embezzled
funds in a manner which erroneously increased the taxpayer's cost of goods
for the years 1958 through 1961. Thus, the taxpayer received a double
benefit: (1) its gross income, and therefore its taxable income, for the years
1958 through 1961 was reduced by the erroneous increase of the cost of
goods sold item; and (2) its taxable income for 1965 was reduced by the
loss deduction."' After the loss deduction was granted the taxpayer in
1965, the government asserted a tax deficiency for the 1958 through 1961
tax years under Internal Revenue Code § §1311-1314. These sections of the
Code permit an adjustment of a deduction "erroneously allowed" to a
taxpayer.

206. Id. at 1232.
207. Id. The court cited Henry v. Commissioner, 362 F.2d 640, 643 (5th Cir. 1966), a case

which held, inter alia, that ". . . stipulations entered into freely and fairly shall not be set
aside except to avoid manifest injustice."

208. 577 F.2d at 1233.
209. 571 F.2d at 1376.
210. Id. at 1376. The court concluded further that the taxpayer had no right to rely upon

a technical advice memorandum issued to another taxpayer, particularly when the Commis-
sioner had subsequently recognized the position stated therein to be erroneous.

211. 584 F.2d 53 (5th Cir. 1978).
212. 59 T.C. 516 (1972).
213. 584 F.2d at 54.
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The Fifth Circuit affirmed the Tax Court's holding that, as used in
§1312(2) of the Code, the term "deduction" means only those items sub-
tracted, or "deducted," from gross income in arriving at taxable income,
and not those items, such as cost of goods sold, which bear on the calcula-
tion of gross income. Thus there was no erroneous deduction to correct, and
the time limitation barred correction of the cost of goods sold item." '

E. Summons/Partnerships

In United States v. Hankins,215 the issues addressed by the Fifth Circuit
arose after the death of one of two brothers, who had formed a partnership
for the operating of a planing mill and lumber business. The partnership
continued to operate until the death of one partner in November, 1972. The
deceased partner's widow and sons sold their interest in the partnership
to the surviving partner, and the partnership was converted into a corpora-
tion. The surviving partner then sold certain stock in the corporation to
the deceased partner's sons, equal in value to their previous interests in
the partnership. The surviving partner filed a 1972 income tax return as a
sole proprietor. In January, 1973, an informant wrote the Internal Revenue
Service alleging he had seen alterations to the 1971 business records,
thereby raising a potential tax fraud. A revenue agent began an investiga-
tion of the 1971 records of the business, but the agent's repeated requests
for the 1972 business records were denied by taxpayer. The taxpayer re-
fused to comply with summonses requesting records of the partnership and
relating to the state tax return of the deceased partner, on several
grounds."'6

The taxpayer argued that, as a surviving partner and purchaser of the
entire interest of the deceased partner, he necessarily owned all partner-
ship papers, and that the Fifth Amendment protects the papers from invol-
untary disclosure. " The Fifth Circuit held that the taxpayer's fifth
amendment privilege against self-incrimination would not be violated by
disclosure of the partnership papers. The court relied heavily on Fisher v.
United States," a case which held that ". . . neither a partnership nor
individual partners, are shielded from compelled production of partnership
records on self-incrimination grounds."2 9 The court held that the subse-
quent acquisition of partnership papers by the surviving partner, as his
own, did not change "either the identity or character of the books, papers

214. Id.
215. 565 F.2d 1344 (5th Cir. 1978).
216. Id. at 1345-48.
217. Id. at 1348.
218. 425 U.S. 391 (1976).
219. Id. at 408.
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and records from what they undoubtedly were at the time they were
made. "222

In addressing the surviving partner's argument that he had no duty to
comply with a summons requesting the 1972 records of the business be-
cause he owned the business as a sole proprietor, the court stressed that
the district court never found that the surviving partner had operated a
sole proprietorship in 1972. The Fifth Circuit stated that the business was
being operated for the benefit of the heirs, devisees, and legatees of the
deceased partner, as well as for the surviving partner. Moreover, even after
the surviving partner purchased the outstanding partnership interests of
the deceased partner's wife and sons, these purchases were allowed by the
Chancery Court "in trust," on the condition that the taxpayer/surviving
partner sell a certain amount of stock in the successor corporation to the
deceased partner's sons.Y' Thus the business was not a sole proprietorship
in the year following the deceased partner's death, and the court held that
the surviving partner could not assert a fifth amendment privilege over the
summoned records of the business for that period. 22

The Fifth Circuit held that the fact that the surviving partner served as
executor of the deceased partner's estate would not allow the surviving
partner to assert a fifth amendment privilege in the records pertaining to
the estate tax return because the surviving partner was not acting in a
"personal or private capacity," but in a representative capacity. The court
reiterated its ruling that the books, papers, and records of the estate did
not lose their identity when the estate was closed.12

The Fifth Circuit also held that the surviving partner could not be re-
quired to produce a witness before a special agent of the Internal Revenue
Service, who was familiar with the books, records, and papers of the corpo-
ration for 1973, and who would not claim the fifth amendment privilege.
The government had not made a showing that it was unable to discover
who kept the corporate documents desired, nor had it subpoenaed such
persons, or a person likely to have the requisite information. The court
reasoned that the surviving partner could not be required to compel the
attendance of a witness, nor could he "speak for the strictly personal right"
to claim the fifth amendment privilege. 22

220. 565 F.2d at 1349, citing Bellis v. United States, 417 U.S. 85, 96 n.3 (1974).
221. Id. at 1349.
222. Id.
223. Id. The Fifth Circuit further held that "the requirement that [the surviving partner]

testify before the Internal Revenue Agent is ... subject to the rule ... that [while] he must
appear in response to the summons, thereafter the Internal Revenue Service must propound
specific questions, and the witness may then claim the [fifth amendment] privilege as to
each question .. " Id. at 1349-50, citing United States v. Malnik, 489 F.2d 682 (5th Cir.
1974); United States v. Roundtree, 420 F.2d 845 (5th Cir. 1970).

224. 565 F.2d at 1350. The court also held that the administrative summons issued to the
corporation's accountant was sufficient to request work papers relating to the estate tax
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The surviving partner also sought to have his conviction for contempt
reversed. On the date ordered by the court for production of records, after
an enforcement hearing, the surviving partner failed to produce certain
records, and pages were found missing from records that were in fact pro-
duced. The Fifth Circuit ruled that no evidence was produced by the
surviving partner at the enforcement hearing or the contempt hearing
indicating that he would be unable to produce the missing records as
ordered by the court. Therefore, the district court's contempt order was
affirmed against the surviving partnerY5

return and the 1973 corporate tax return. However, the court held that the administrative
summons of I.R.C. §7602 was insufficient to require the accountant to take the witness stand
when the only personal consequence of the investigation from the accountant would be crimi-
nal liability on tax fraud. Id. at 1351.

225. Id. at 1351-52. The court held that "the government had carried its burden to obtain
enforcement of its summonses by showing that they were administratively regular and that
the information sought was relevant, material, and not in the hands of the Commissioner."

Id. at 1351, citing United States v. Powell, 379 U.S. 48 (1964). The Fifth Circuit further held
that an attorney for taxpayer could not appeal a contempt citation as to which sentence was
deferred, for failing to answer questions as to records as to which he claimed the attorney-
client privilege, because a final decision had not been rendered by the district court. Id. at
1352.
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