
Federal Taxation

by Henry B. Harris III*

This article summarizes the major issues confronted by the Eleventh
Circuit Court of Appeals in 1982 concerning questions of federal taxation.
The court decided more than twenty federal tax cases during that year,
and the following is a listing by subject matter of the most important of
those cases.

I. INCOME

A. Excessive Compensation

In Trinity Quarries, Inc. v. United States,1 the Eleventh Circuit af-
firmed the district court's disallowance of a portion of the salary deduc-
tions of two corporations as constituting excessive compensation and
recharacterized the excesses as dividends.' Taxpayers were two of six
corporations in the materials and paving businesses. Taxpayers and two
of the other corporations were owned by the same three individuals.
Those same individuals were shareholders in the remaining two corpora-
tions, but other parties owned 'substantial' interests in these latter two
corporations. The Commissioner aggregated8 the salaries paid by all six
corporations to the three shareholders and to a fourth individual4 (who
was the father of one of the shareholders and was the sole shareholder of

* Associate in the firm of King & Spalding, Atlanta, Georgia. University of Virginia

(B.S., 1975); University of Georgia (J.D., 1980). Member, State Bar of Georgia.
1. 679 F.2d 205 (11th Cir. 1982) (per curiam).
2. Id. at 210. The Eleventh Circuit affirmed the district court's opinion based upon the

district court's Findings of Fact and Conclusions of Law, which it attached to its opinion as
an appendix.

3. 679 F.2d at 211. The Commissioner determined that the only practical method of
computing reasonable compensation was to aggregate all salaries because of lack of records
and overlap of the operations of the six companies.

4. The district court's opinion stated that the excessive payments to the father were a
"distribution of profits." 679 F.2d at 210.
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the predecessor to one of the taxpayer corporations). The Commissioner
then determined what reasonable compensation for each would be for a
combined hypothetical entity consisting of all six corporations and disal-
lowed the excess. The factors on which the decision was based in-
cluded: (1) The corporations had never paid any dividends;" (2) the ra-
tio of purported compensation was in very close proximity to stock
ownership;6 (3) three of the four individuals were relatives;7 and (4) com-
pensation was dependent on profits.8

Circuit Judge Vance dissented9 only with regard to the court's willing-
ness to aggregate compensation paid by the two corporations, which were
owned in substantial measure by others, with the other four corporations.
Judge Vance pointed out that the operations of those two corporations
were wholly separate from the operations of the other four corporations
and that the presence of substantial ownership of those corporations by
others would assure that compensation was commensurate with services
rendered."0

B. Security Deposits

The Eleventh Circuit held in City Gas Co. v. Commissioners" that de-
posits made by customers opening accounts with City Gas are includable
in the taxpayer's income if the trial court determines on remand that the
primary purpose of the deposits is prepayment of income items."t City
Gas required its customers to make a deposit to secure payment of their
gas bills. The receipt for a customer's deposit stated that the deposit
would be returned to the customer upon discontinuance of service after
deducting amounts owed to City Gas. In practice, upon discontinuance of
service, City Gas billed their customers for the balance of gas used, any
outstanding service charges for repairs to the customer's appliances, any
unpaid turn-on and turn-off charges, and charges for any damage to me-
ters. A customer's deposit was usually netted against this final bill; any
overage was refunded to the customer; any shortage was due and payable

5. See Petro-Chem Marketing Co. v. United States, 602 F.2d 959 (Ct. Cl. 1979); Mc-
Candless Tile Serv. v. United States, 422 F.2d 1336 (Ct. Cl. 1970).

6. See Tress. Reg. § 1.162-7(b)(1) (1960).
7. 679 F.2d at 211; see Miller Box, Inc. v. United States, 488 F.2d 695, 700 (5th Cir.),

cert. denied, 417 U.S. 945 (1974).
8. See Gem Jewelry Co. v. Commissioner, 16 T.C.M. (P-H) 1 47,001 (1947), afl'd, 165

F.2d 991 (5th Cir. 1948).
9. 679 F.2d at 211 (Vance, J., dissenting).

10. Id. at 212.
11. 689 F.2d 943 (11th Cir. 1982).
12. Id. at 946.
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by the customer to City Gas."
The only issue before the court was whether the deposits were intended

to be applied to discharge income items (for example, charges for gas,
repair bills, turn-on and turn-off charges), or whether the deposits were
intended to secure property or the performance of non-income-producing
covenants (for example, damage to meters).14 If City Gas intended to
credit the deposit against future income items, current income recogni-
tion was mandated, 5 regardless of whether a refund of the deposit might
be required at some later date. If, on the other hand, City Gas intended
the deposit to secure property or the performance of non-income-produc-
ing covenants, the deposit should be treated as a liability,' regardless of
whether the taxpayer had unrestricted control of the funds.' 7 If the tax-
payer's purpose was mixed, as in most cases, and as City Gas conceded in
this case, the Eleventh Circuit held that the primary purpose of the de-
posit controls.'" The Eleventh Circuit remanded for a determination of
the taxpayer's primary purpose for obtaining the deposit.

C. Payments Under a Timber Cutting Contract

In Plant v. United States, 9 the Eleventh Circuit, following the Fifth
Circuit's holding0 in Crosby v. United States,2' held that a taxpayer
must treat certain payments from a timber cutting contract as ordinary

13. Id. at 944-45.
14. Id. at 944.
15. Van Wagoner v. United States, 368 F.2d 95 (5th Cir. 1966); Astor Holding Co. v.

Commissioner, 135 F.2d 47 (5th Cir. 1943); Clinton Hotel Realty Corp. v. Commissioner, 128
F.2d 968 (5th Cir. 1942); J & E Enter. v. Commissioner, 36 T.C.M. (P-H) 67,191 (1967).

16. Clinton Hotel Realty Corp v. Commissioner, 128 F.2d 968 (5th Cir. 1942); Growers
Credit Corp. v. Commissioner, 33 T.C. 981 (1960); Mantell v. Commissioner, 17 T.C. 1143
(1952).

17. 689 F.2d at 946. For example, a landlord who takes a security deposit equal to one
month's rent, anticipating crediting that deposit against the rental due for the last month of
the lease term, will have current income. The landlord who holds that deposit as security for
property damage, however, will not have current taxable income on receipt of that deposit. J
& E Enter. v. Commissioner, 36 T.C.M. 1 67,191 (1967).

18. 689 F.2d at 947. Although to date neither the Eleventh Circuit nor the predecessor
Fifth Circuit expressly had adopted a primary purpose test, Judge Anderson found that the
Fifth Circuit, nevertheless, had used such a test in Van Wagoner v. United States, 368 F.2d
95 (5th Cir. 1966), Astor Holding Co. v. Commissioner, 135 F.2d 47 (5th Cir. 1943), and
Clinton Hotels Realty Corp. v. Commissioner, 128 F.2d 968 (5th Cir. 1942). 689 F.2d at 947.

19. 682 F.2d 914 (11th Cir. 1982), cert. denied, 51 U.S.L.W. 3753 (U.S. Apr. 19, 1983).
20. Case law of the former Fifth Circuit has been adopted as binding precedent by the

Eleventh Circuit. Bonner v. City of Pritchard, 661 F.2d 1206, 1207 (11th Cir. 1981) (en
banc); see Baker, A Primer on Precedent in the Eleventh Circuit, 1982 Eleventh Circuit
Survey, 34 MERCER L. REV. 1175 (1983).

21. 414 F.2d 822 (5th Cir. 1969).
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income since the taxpayer had not retained the required economic inter-
est"2 in the timber. In Plant, a large paper company entered into a
twenty-year cutting contract with the taxpayer, under which the paper
company agreed to pay the taxpayer for two thousand cords of wood a
year at the fair market value of the timber, whether or not any timber
was severed. Any timber severed above the two thousand cord minimum
also would be purchased at its fair market value. The contract also con-
tained a 'backlog' clause to allow the paper company to cut timber paid
for in advance at any time prior to the termination of the contract. The
possibility existed, however, that the paper company could not cut the
backlog prior to the termination of the contract. Additionally, the tax-
payer had not agreed to refund payments for any uncut timber. The Elev-
enth Circuit held2 that since the taxpayer might be paid for trees that
were never cut, the taxpayer had not retained an economic interest in the
timber.2"'

The court's holding in Plant seems to require only that all payments
under a timber cutting contract eventually be tied to actual timber sever-
ance for the seller to be treated as having retained an economic interest
in the timber. If a contract, therefore, either (1) requires that the backlog
be cut at the end of the contract, (2) transfers title to the backlog of
uncut trees to the purchaser, or (3) provides for a refund of any amounts
that relate to the uncut backlog at the end of the contract, then all pay-
ments under such a timber cutting contract would receive sale treatment.

The dissenting opinion's points out that the Plant decision reduces to
surplusage Treasury Regulation section 1.631-2(d)(2), 2" which specifically
contemplates ordinary income recognition to the extent a taxpayer who
has retained an economic interest in timber receives payments for uncut
timber due to termination of the contract. Since Treasury Regulation sec-
tion 1.631-2(d)(2) addresses contracts in which the taxpayer has a re-

22. 682 F.2d at 916. I.R.C. § 631(b) provides that income received under a timber sales
contract by the owner of that timber may be treated as capital gain if the owner held that
timber for more than twelve months and the owner retained an economic interest in the
timber.

23. 682 F.2d at 916-17.
24. See also Crosby v. United States, 414 F.2d 822, 825 (5th Cir. 1969).
25. 682 F.2d at 918 (Merritt, J., dissenting).
26. Tress. Reg. § 1.631-2(d)(2), T.D. 7728, 45 Fed. Reg. 72,650 (1980) provides:

[i]f the right to cut timber under the contract expires, terminates, or is abandoned
before the timber which has been paid for is cut, the taxpayer shall treat pay-
ments attributable to the uncut timber as ordinary income and not as received
from the sale of timber under section 631(b). Accordingly, the taxpayer shall re-
compute his tax liability for the taxable year in which such payments were re-
ceived or accrued. The recomputation shall be made in the form of an amended
return where necessary.
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tained economic interest, no contract could meet its conditions because
under Plant, a timber seller has not retained an economic interest when
he enters into any contract in which the possibility exists of recognition
of ordinary income due to timber remaining uncut. The Eleventh Circuit,
although not expressly striking Treasury Regulation section 1.631-2(d)(2),
has done so by implication.

II. DEDUCTIONS

A. Insured Losses-Failure to Make a Claim

In a case of first impression, Hills v. Commissioner,"s the Eleventh Cir-
cuit held that the failure to file an insurance claim for an insured theft
loss does not preclude a casualty loss deduction'" under section 165(a).30

The taxpayer's vacation house was burglarized for the fourth time in an
eight-year period, causing a loss of $760.00; if the taxpayer had filed a
claim with his insurance company, it would have been his fourth claim of
this type under that policy. Fearing such a claim would cause cancellation
of the policy,' 1 the taxpayer did not file the claim and deducted the loss
as a theft loss. As limited by section 165(c), s" section 165(a) allows a de-
duction for "any loss sustained during a taxable year and not compen-
sated for by insurance or otherwise.""s8 Judge Goldberg, writing for the
Eleventh Circuit,' 4 adopted a two-part transaction view of the stat-
ute: the taxpayer must establish, first, that he incurred a loss and, sec-
ond, that the loss was not compensated by insurance or otherwise."s

Judge Goldberg had no difficulty in finding that the taxpayer had suf-
fered a loss. The statute does not define the term 'loss' to impose a duty
upon the taxpayer to pursue available means of reimbursement. Since the
word 'compensation' connotes 'receipt' and since the taxpayer had not
'received' a reimbursement, the taxpayer satisfied the second part of the

27. The Fifth Circuit, in Crosby v. United States, 414 F.2d 822 (5th Cir. 1969), did not
consider whether Treas. Reg. § 1.631-2(d)(2) (1960) should have applied.

28. 691 F.2d 997 (11th Cir. 1982).
29. Id. at 1000-02.
30. I.R.C. § 165(a) (1976).
31. 691 F.2d at 998. The taxpayer's concern about policy cancellation was compounded

because the policy covering theft losses also provided fire insurance, which might have been
otherwise unobtainable because of the distance of the taxpayer's vacation house from the
nearest fire station. Id.

32. I.R.C. § 165(c) (1976).
33. I.R.C. § 165(a) (1976).
34. Although Judge Goldberg has been officially assigned to the new Fifth Circuit, he

was sitting by designation in Hills.
35. 691 F.2d at 1002.
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test.36 The result the Commissioner argued for would have rewritten the
statute to deny loss deductions for all losses 'covered' by insurance rather
than losses 'compensated' by insurance. Judge Goldberg refused to re-
write the statute and pointed to legislative history to support his conclu-
sion that Congress did not intend to exclude all 'covered' losses from
deductibility.

3 7

In an earlier decision, the Sixth Circuit in Kentucky Utilities Co. v.
Glenn,"8 had denied the taxpayer a casualty loss deduction on similar
facts. By analyzing the Kentucky Utilities facts against the two-part
transaction test, however, Judge Goldberg was able to conclude that his
opinion was not inconsistent with the Sixth Circuit decision. In Kentucky
Utilities, the taxpayer suffered a casualty loss in connection with an in-
dustrial generator manufactured by Westinghouse. Westinghouse believed
that its warranty did not cover the loss. Lloyds of London insured the
taxpayer's loss and agreed to reimburse the taxpayer. Lloyds informed
the taxpayer, however, that it would sue Westinghouse on the warranty
claim, under its right of subrogation. The taxpayer valued its relation-
ship with Westinghouse and did not want to litigate the matter directly,
or have Lloyds do so indirectly. The parties ultimately agreed to divide
the loss among themselves, with each of the three parties bearing a por-
tion of the loss." The Sixth Circuit denied Kentucky Utilities a section
165(a) deduction for the portion of the loss it agreed to bear, on the
grounds that Kentucky Utilities has not sustained a loss, 0 since Lloyds
did not dispute its liability on the direct insurance claim. Judge Goldberg

36. Id. at 1006.
37. Id.; see J. SEIDMAN, SEIDMAN'S LEGISLATIVE HISTORY OF FEDERAL INcoME TAX LAWS,

1938-1861 at 1018 (1938); see also Tress. Reg. § 1.165-1(d)(2) which provides, regarding the
timing of a loss deduction, that a casualty loss is sustained when a claim for reimbursement
is abandoned. Tress. Reg. § 1.165-1(d)(2), T.D. 7522, 42 Fed. Reg. 63,411 (1977). Judge
Goldberg suggested that the Hills, by not filing a claim, had simply abandoned their claim
for reimbursement.

38. 394 F.2d 631 (6th Cir. 1968). For other decisions following the Kentucky Utilities
holding, see Waxiler Towing Co. v. United States, 510 F. Supp. 297 (W.D. Tenn. 1980); Bart-
lett v. United States, 397 F. Supp. 216 (D. Md. 1975); Morgan v. Commissioner, 47 T.C.M.
(P-H) 78, 116 (1978). For the position of the Internal Revenue Service, see Rev. Rul. 78-
141, 1978-1 C.B. 58 (following Kentucky Utilities); cf. Private Ruling 8102010 (September
29, 1980) (taxpayer not entitled to a medical expense deduction when he chose not to file for
insurance benefits). The Service would also deny a taxpayer a trade or business deduction
for a reimbursable loss under I.R.C. § 162, reasoning that the failure to make an insurance
claim is not 'normal, usual or customary in business,' precluding the expense from being
'ordinary and necessary.' Accord Kentucky Utils. Co. v. Glenn, 394 F.2d 631 (6th Cir. 1968);
cf. Heidt v. Commissioner, 274 F.2d 25 (7th Cir. 1959).

39. 394 F.2d at 632-33.
40. The court did allow Kentucky Utilities a loss deduction for the deductible amount

under the insurance policy, which was not reimbursable by Lloyds of London.
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interpreted the Sixth Circuit's opinion as denying the loss deduction, not
because of the taxpayer's failure to make an insurance claim, but because
of the taxpayer's failure reasonably to pursue Westinghouse (the so-called
'principal to the loss transaction') on its liability under its equipment
warranty. Using the two-part analysis, the Sixth Circuit had denied the
deduction, according to Judge Goldberg, based upon the first part of the
two-part test. Since the taxpayer had failed to pursue the principal to the
loss transaction, the taxpayer had not sustained a loss.4" In Judge
Goldberg's view, therefore, the Sixth Circuit did not reach the second
part of the two-part test-the question whether the loss had been com-
pensated. In a footnote, 42 Judge Goldberg stated that in Hills the ques-
tion of the necessity to pursue the principal to a loss transaction to satisfy
the first part of the two-part test was not before the court. Presumably,
the principal to the loss transaction in Hills was the thief and again, pre-
sumably, Judge Goldberg would have imposed only a limited duty, if any,
on the taxpayer to pursue the thief. The Sixth Circuit's actual reasoning
in connection with the deductibility of the casualty loss in Kentucky
Utilities is not unclear, but Judge Goldberg may have amplified that rea-
soning sufficiently to avoid a split in the circuits and to provide comfort
to taxpayers outside of the Eleventh Circuit.

B. Deductibility of Accounting Fees

In Ellis Banking Corp. v. Commissioner,'4 the Eleventh Circuit held
that accounting fees paid by the taxpayer in connection with the investi-
gation of the financial condition of a corporation in preparation for a pro-
posed acquisition of that corporation's stock by the taxpayer were nonde-
ductible capital expenditures. 44 Ellis Banking Corporation was a Florida
bank holding company that sought to expand its business in Florida. Due
to the then existing restrictions on statewide branch banking, Ellis under-
took its expansion program by acquiring other banks around the state.
Pursuant to that program, Ellis executed a stock purchase agreement
with the shareholders of a Tallahassee bank, under which the sharehold-
ers of the Tallahassee bank would exchange their stock for stock of Ellis.
The stock purchase agreement was contingent upon (1) Federal Reserve
Board approval, (2) SEC registration, (3) the ability to treat the acquisi-
tion as a 'pooling of interests' for accounting purposes, and (4) the

41. 691 F.2d at 1004. Judge Goldberg based this interpretation on the Sixth Circuit's
citation of Sam T. Wallingford Grain Corp. v. Commissioner, 74 F.2d 453 (10th Cir. 1934),
which denied a taxpayer a bad debt deduction when the taxpayer had failed reasonably to
pursue his debtor on the debt.

42. 691 F.2d at 1004 n.24.
43. 688 F.2d 1376 (11th Cir. 1982).
44. Id. at 1382.
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financial condition of the target not being materially different from the
financial condition disclosed in financial statements already furnished to
Ellis, and on which Ellis had based the proposed exchange ratio. The
stock purchase was ultimately consummated but not until a downward
adjustment of the exchange ratio had occurred pursuant to an inspection
of the books of the target bank. Specifically, the contested accounting
fees were expended for: (1) An update of previously certified statements
of Ellis to be filed with the SEC in conjunction with the Ellis stock to be
issued in the transaction and (2) research to determine whether treat-
ment of the acquisition as a 'pooling of interests' was appropriate. 5

The court cited Woodward v. Commissioner 6 and United States v.
Hilton Hotels'7 for the proposition that costs incurred by a buyer in con-
nection with a purchase of a capital asset, such as appraisals of the prop-
erty, or the cost of meeting conditions to the sale, must be capitalizable.'
In both Woodward" and Hilton Hotels, 0 the taxpayers were denied de-
ductions for costs of appraisals to establish the value of certain stock,
which appraisals would, in turn, establish the purchase price of stock held
by dissenters to mergers. Additionally, the court cited Commissioner v.
Idaho Power Co.51 for the proposition that the requirement of capitaliza-
tion takes precedence over the allowance of a deduction." Based upon
this precedent and a finding that the expenses were incurred in connec-
tion with the acquisition of an asset with an extended life, capitalization
was held to be appropriate."

At the same time that the Eleventh Circuit was reviewing Ellis, the
Fourth Circuit was reconsidering (and ultimately reversing) its panel de-
cision" in N.C.N.B. Corp. v. United States." N.C.N.B. was a North Car-
olina bank holding company with an expansionist policy similar to that of
Ellis. Generally, however, N.C.N.B. was expanding by enlarging its own

45. Id. A witness for Ellis, an accountant for Peat, Marwick, Mitchell & Co., testified
that some portion of the contested fees were also for accountants' time spent observing
Ellis' auditors, in anticipation of including the target bank in Ellis' annual audited consoli-
dated financial statements. The Eleventh Circuit ultimately remanded solely for determina-
tion of what portion of the contested fees were expended for deductible 'general auditing
expenses.' Id. at 1383.
46. 397 U.S. 572 (1970).
47. 397 U.S. 580 (1970); see also Beneficial Indus. Loan Corp. v. Handy, 16 F. Supp. 110

(D. Del. 1936), aff'd per curiam, 92 F.2d 74 (3d Cir. 1937).
48. 688 F.2d at 1379.
49. 397 U.S. at 577-78.
50. 397 U.S. at 583.
51. 418 U.S. 1 (1974).
52. 688 F.2d at 1379.
53. Id. at 1379-80.
54. 651 F.2d 942 (1981), vacated en banc, 684 F.2d 285 (4th Cir. 1982).
55. 684 F.2d 285 (4th Cir. 1982) (en banc).
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branch banking system, rather than by acquisition of other existing
banks. In connection with its expansion of its branch banking system,
N.C.N.B. incurred costs (1) to conduct market studies of various regions
of the state, (2) to conduct feasibility studies of particular branch loca-
tions, and (3) to apply to the Comptroller of the Currency for permission
to open branch banks in specific locations." The Fourth Circuit panel,
relying on the so-called one-year5 7 rule, held that the N.C.N.B. expendi-
tures provided the taxpayer with benefits beyond one year and, therefore,
must be capitalized.ss The Fourth Circuit (en banc) vacated the panel
decision, however, and in doing so held that the one-year rule was hence-
forth not determinative,5 9 but was only one of many criteria to be used in
judging deductibility versus capitalization. The Fourth Circuit reasoned
that the expenditures were currently deductible on several grounds: (1)
The expenditures did not create or enhance a separate and distinct capi-
tal asset which was readily convertible into cash;60 (2) the expenditures
were similar to costs incurred by banks in developing credit card systems,
which are currently deductible;" (3) cases denying deductions for costs
incurred to obtain licenses were distinguishable because the Comptroller's
permission to open a branch bank is not the same as the exclusive territo-

56. Id. at 286-87.
57. See United States v. Akin, 248 F.2d 742, 744 (10th Cir. 1957); see also Georator

Corp. v. United States, 485 F.2d 283 (4th Cir. 1973), cert. denied, 417 U.S. 945 (1974); Dar-
lington-Huntsville Coca-Cola Bottling Co. v. United States, 393 F.2d 494 (4th Cir.), cert.
denied, 393 U.S. 962 (1968); Richmond Television Corp. v. United States, 345 F.2d 901 (4th
Cir.), vacated on other grounds and remanded, 382 U.S. 68, original holding on this issue
reaffirmed, 354 F.2d 410 (4th Cir. 1965). But see United States v. Wehrli, 400 F.2d 686 (10th
Cir. 1968).

58. 651 F.2d at 962.
59. 684 F.2d at 288. The Fourth Circuit cited Commissioner v. Lincoln Say. & Loan

Ass'n, 403 U.S. 345 (1971) as undercutting the sanctity of the one-year rule. The Supreme
Court stated therein: "[Tihe presence of an ensuing benefit that may have some future
aspect is not controlling; many expenses concededly deductible have prospective effect be-
yond the taxable year." 403 U.S. at 354. Specifically addressing the deductibility of Lincoln
Savings' contributions to a Federal Reserve fund, the Supreme Court held:

What is important and controlling, we feel, is that the . . . payment serves to
create or enhance for Lincoln what is essentially a separate and distinct ... asset
and that, as an inevitable consequence, the payment is capital in nature and not
an expense, let alone an ordinary expense, deductible under § 162(a) ....

403 U.S. at 354.
60. 684 F.2d at 288; see Commissioner v. Lincoln Sav. & Loan Ass'n, 403 U.S. 345 (1971);

Briarcliff Candy Corp. v. Commissioner, 475 F.2d 775 (2d Cir. 1973) (expansion expendi-
tures to develop new markets for candy resulting in 159 dealer contracts were deductible).

61. 684 F.2d at 291; see First Sec. Bank v. Commissioner, 592 F.2d 1050 (9th Cir. 1979);
Iowa-Des Moines Nat'l Bank v. Commissioner, 592 F.2d 433 (8th Cir. 1979); First Nat'l
Bank v. United States, 558 F.2d 721 (4th Cir. 1977); Colorado Springs Nat'l Bank v. United
States, 505 F.2d 1185 (10th Cir. 1974).
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rial authority given by a readily saleable license to operate a television
station, for example;"" (4) under the rules of the Comptroller of the Cur-
rency, the expenditures must be accounted for as deductions;" and (5) to
deny deduction for these expenditures would undercut the Congressional
intent in its passage of section 195," which allows a five-year amortiza-
tion of start-up costs associated with beginning a new trade or business if
those costs would have been deductible if they had been incurred in the
expansion of an existing trade or business . 5

In a footnote to Ellis," the Eleventh Circuit acknowledged that if the
Fourth Circuit en banc opinion held that the N.C.N.B. investigation ex-
penditures were deductible, a banker would be in the anomalous position
of being able to deduct expenses for expansion by branch banking but not
be able to deduct expenses for expansion by acquisition of existing banks.
The Eleventh Circuit felt, however, that the anomaly was resolved more
appropriately by denying the type of deduction in N.C.N.B. than by al-
lowing the type of deduction before the court in Ellis.s6

It seems, however, that Ellis and N.C.N.B. may be reconciled if Com-
missioner v. Lincoln Savings & Loan Association" is used as the bench-
mark. Lincoln Savings focussed on whether the contested expenditures
were incurred in the acquisition of a separate and distinct saleable asset.
In Ellis, undoubtedly, the bank was acquiring a separate and distinct
saleable asset: the stock of another banking company. Certainly there
were other potential buyers for that stock. In N.C.N.B., however, ex-
penses incurred to choose a location for a branch bank are not nearly as
identifiable with a saleable asset. There would be very few, if any, buyers
for one single newly-established N.C.N.B. branch bank. The cases in the
area, led by Lincoln Savings, N.C.N.B., and the credit card cases,"9 are
moving toward a more lenient view of expansion related expenses, but are
holding the line, as does Ellis, on expenditures specifically identifiable

62. 684 F.2d at 291-92. Additionally, the court pointed out that many of the cases deny-
ing deductions for license acquisition costs were based on the one-year rule; see, e.g., Chan-
dler Trailer Convoy, Inc. v. Commissioner, 42 T.C.M. (P-H) 73,285 (1973); Radio Station
WBIR, Inc. v. Commissioner, 31 T.C. 803, 815 (1959), or the fact that the licenses were not
to expand an old business, but were to go into a completely new business; see, e.g., Radio
Station WHEC, Inc. v. Commissioner, 37 T.C. 821 (1962).

63. 684 F.2d at 293; see Commissioner v. Idaho Power Co., 418 U.S. 1 (1974).
64. I.R.C. § 195 (1976).
65. 684 F.2d at 291. As the well-reasoned dissenting opinion points out, I.R.C. § 195 was

not meant to add more items to the currently deductible category; it was meant to broaden
the category of capital items for which an amoritzation deduction would then be allowable.
684 F.2d at 295 (Murnaghan, J., dissenting).

66. 688 F.2d at 1379-80 n.7.
67. Id.
68. 403 U.S. 345 (1971).
69. See supra note 59.
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with asset acquisition, for example, stock registration costs and appraisal
fees. Thus, Ellis does not foreclose the deduction of expansion costs. It
may actually sanction such deduction through its acknowledgement of the
potential reversal of N.C.N.B. and the anomaly of the deductibility of the
N.C.N.B. type of expansion expenditures and not the Ellis type of expan-
sion expenditures.

C. Casualty Loss

The Eleventh Circuit in Maher v. Commissioner0 denied a taxpayer's
casualty loss deduction for the death of twenty-two coconut palm trees
brought about by a 'lethal yellowing' disease. The court based its holding
on precedent,'7 which traditionally has denied a taxpayer a casualty loss
deduction for disease caused losses, since those losses have never been
considered "sudden, unusual or unexpected." '

The taxpayer reasoned that the initial infiltration of the tree was the
sudden, unusual, or unexpected event necessary to sustain his deduction.
Since no antidote existed to combat the 'lethal yellowing' disease, once
the disease-carrying insects infiltrated a tree, the tree would surely die.
The court acknowledged the logic of the taxpayer's argument but, none-
theless, found for the Government and expressed no opinion "regarding
whether the taxpayers' loss should be deductible or the correctness of the
arguably arbitrarily drawn lines between loss from disease and other
causes ... "78

70. 680 F.2d 91 (lth Cir. 1982).

71. Id. at 93; see, e.g., Burns v. United States, 284 F.2d 436 (6th Cir. 1960) (no deduction
for tree damage due to Dutch Elm disease; loss occasioned by disease, however contracted,
is not a casualty within the meaning of the statute).

72. 680 F.2d at 93 (quoting Burns v. United States, 174 F. Supp. 203, 210 (N.D. Ohio
1959)). As judicially defined, a casualty must be occasioned by a "sudden, unexpected or
unusual cause." Matheson v. Commissioner, 54 F.2d 537, 539 (2d Cir. 1931). The definition
excludes progressive deterioration of property through a steadily operating cause or by nor-
mal depreciation. Rosenberg v. Commissioner, 198 F.2d 46, 49 (8th Cir. 1952); Fay v.
Helvering, 120 F.2d 253 (2d Cir. 1941).

73. 680 F.2d at 93; see also Rev. Rul. 57-599, 1957-2 C.B. 142 (no casualty deduction for
losses from diseased trees). But see, e.g., Cristo v. Commissioner, 1982 Tax Ct. Mem. Dec.
(P-H) 82,514 (Sept. 13, 1982) (casualty loss deduction occasioned by Southern pine beetles
allowed); Black v. Commissioner, 46 T.C.M. (P-H) 1 77,337 (1977) (same); Nelson v. Com-
missioner, 37 T.C.M. (P-H) V 68,035 (1968) (same); Rev. Rul. 79-174, 1979-1 C.B. 99 (same).
The court in Maher points out that Nelson and Black are not disease cases, distinguishing
pine beetles on the theory that the beetles themselves cause the damage rather than a dis-
ease. 680 F.2d at 92.
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D. Abandonment Loss

The Eleventh Circuit in Middleton v. Commissioner4 affirmed the Tax
Court's holding7 5 that a partnership's voluntary offer to deed certain un-
developed real property back to the mortgagees constituted an abandon-
ment of the property, resulting in a capital loss to the taxpayer/partner.
The partnership acquired several parcels of undeveloped land from 1973
to 1975 partly for cash and partly subject to nonrecourse mortgages. In
May 1975, the partners determined that much of the property now had a
fair market value of less than the amount of the debt on the property. To
avoid expending further sums in connection with the properties, the part-
ners agreed that the partnership would attempt to renegotiate the terms
of the debt and, absent success in such renegotiations, the partnership
would offer the mortgagees deeds in lieu of foreclosure. The mortgagees
refused to renegotiate the terms of the debt and also refused to accept
the voluntary reconveyances of the property; the partnership informed
the mortgagees that it was 'abandoning' the properties.76

The Eleventh Circuit agreed with the taxpayers that the 19757 aban-
donment was the realization event, rather than the 1977 foreclosure of
the mortgages and transfer of title.7s The taxpayers agreed that no sale or
exchange of the properties had occurred, since they had received no com-
pensation upon their abandonment of the properties. The taxpayers rea-
soned that since a sale or exchange was a prerequisite to capital loss
treatment under section 1211,7 the abandonment could not result in a
capital loss but must result in an ordinary loss under section 165.80

The Tax Court relied on Freeland v. Commissioner,"1 which held that a
voluntary reconveyance of property to the mortgagee for no monetary
consideration was a sale within the meaning of section 1211, even though
the mortgagor had no personal obligation on the mortgage debt and even
though the fair market value of the property was less than the debt on
the property.8 2 The court in Freeland premised its finding of a sale on (1)
the mortgagor being relieved of property with a lien on it, (2) the mortga-
gor being relieved of an obligation to pay property taxes, and (3) a finding
that Crane v. Commissioners8 mandated the conclusion that relief from

74. 693 F.2d 124 (11th Cir. 1982).
75. 77 T.C. 310 (1981), aff'd per curiam, 693 F.2d 124 (11th Cir. 1982).
76. Id. at 315.
77. Some properties were abandoned in 1976.
78. 77 T.C. at 321.
79. I.R.C. § 1211 (1976).
80. I.R.C. § 165 (1976).
81. 74 T.C. 970 (1980).
82. Id. at 982-83.
83. 331 U.S. 1 (1947).
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indebtedness (regardless of personal liability thereon) was sufficient to
support the finding of a sale or exchange."

The Tax Court acknowledged that the parties in Freeland implicitly
agreed that a loss sustained from an abandonment was an ordinary loss.
The court in Freeland, therefore, had to reach the conclusion that a fore-
closure sale had occurred and not an abandonment. In Middleton, the
Commissioner did not concede that the finding of an abandonment would
dictate ordinary loss treatment. Rather, the Commissioner stated its posi-
tion in the alternative: if the losses were not sustained as a result of
putative foreclosure sales, then the losses, nevertheless, were capital
losses as each 'alleged' abandonment constituted a 'sale or exchange.'86

The Tax Court in Middleton found that all the facts necessary to sup-
port an abandonment had occurred and that treatment as an abandon-
ment would not be denied simply because title had not reverted to the
mortgagee or because the mortgagee had not instituted foreclosure pro-
ceedings.8 " Thus, the court adopted the Commissioner's secondary posi-
tion and found that an abandonment in the context of encumbered real
property should result in the same treatment as the Freeland putative
sale analysis. The court reasoned that in this context the economic re-
sults to the taxpayer from an abandonment and from a voluntary recon-
veyance were the same.

The Eleventh Circuit, by its acceptance of the Tax Court's reasoning in
Middleton, became the second circuit to follow Freeland87 additionally,
the Eleventh Circuit has closed any loophole left open by Freeland re-
garding a potential distinction between an abandonment of real property
and a reconveyance in lieu of foreclosure.

84. 74 T.C. at 981.
85. 77 T.C. at 320.
86. Id. at 320-21. The court had to decide whether there had been an abandonment or a

voluntary reconveyance in lieu of foreclosure to determine in what year the taxpayer had
recognized the capital losses.

87. The Seventh Circuit also adopted Freeland in Laport v. Commissioner, 671 F.2d
1028 (7th Cir. 1982). One undecided question is whether the relief from real property taxes
could supply the quid pro quo for a sale or exchange of unencumbered real property. (The
Freeland analysis is premised on the relief from debt supplying the quid pro quo for the
putative sale). In an attempt to shift the loss to the later year in which title was transferred
back to the mortgagee, the Commissioner argued that relief from property taxes was relief
from a recourse liability. It followed, therefore, that the Middleton abandonment was simi-
lar to the abandonment of a recourse mortgaged property. At least one case had held that
the abandonment of property subject to a recourse debt does not result in a loss until the
foreclosure sale because the loss could not be fixed until the time of the sale, since the
possibility of a deficiency judgment existed. Commissioner v. Green, 126 F.2d 70 (3d Cir.
1942). Since the parties had stipulated the amount of the loss, this argument did not carry
much weight in Middleton. See Hope v. Commissioner, 50 T.C.M. (P-H) 1 81,324 (1981);
Amon v. Commissioner, 50 T.C.M. (P-H) 81,535 (1981).
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III. Givr TAX

The Eleventh Circuit parted ways with the Seventh Circuit88 and the
Tax Court s9 by deciding in Dickman v. Commissioner"o that parents' in-
terest-free demand91 loans to their son and a corporation (owned in ex-
cess of eighty percent by their son and his family) should be treated as
taxable gifts to the extent of the value" of the right to use the loaned
funds. s The Tax Court' found that the facts in Dickman were indistin-
guishable from its earlier holding in Crown v. Commissioner" and sum-
marily refused to reconsider its decision in Crown." The Eleventh Cir-
cuit, on the other hand, after a rather cryptic legal analysis, based its
reversal of the Tax Court on the theories that (1) the gift tax provisions
should be applied broadly,97 (2) the right to use money, even on an 'at
will' basis, is a property right, and (3) other cases involving the right to
use property for an indefinite period on an 'at will' basis have established
that such a right has an exchangeable value.'8 The court also relied on
Blackburn v. Commissioner" and Estate of Berkman v. Commissioner,"0

two cases holding that below-market-rate term loans constituted gifts, to
support its conclusion. The dissent in Crown had cited Blackburn for the
proposition that gifts had taken place in the no-interest context and that
the demand versus term distinction only went to the determination of

88. Crown v. Commissioner, 585 F.2d 234 (7th Cir. 1978).
89. Crown v. Commissioner, 67 T.C. 1060 (1977), afl'd, 585 F.2d 234 (7th Cir. 1978); see

also Johnson v. United States, 254 F. Supp. 73 (N.D. Tex. 1966).
90. 690 F.2d 812 (11th Cir. 1982), cert. granted, 103 S. Ct. 1181 (1983) (No. 82-1041).
91. There was some dispute over whether one of the loans was a term or demand loan.

The court declined to reach the issue, pointing out that both term and demand loans pro-
duce gift tax consequences. Id. at 814 n.3.

92. The case was remanded for a determination of the value of the gifts. The Commis-
sioner had applied the I.R.C. § 6621 rates (interest rates applicable to underpayments of
tax) in determining the amount of the gifts. 690 F.2d at 820.

93. The loan balances to the son ranged in amounts from $144,716.00 in 1971 to
$342,916.00 in 1976. The loans to the corporation fluctuated over a five-year period from
1971 to 1976 ranging in amounts from $207,875.00 outstanding at the end of 1976 to a high
of $669,733.00 in 1972, indicating that parents had called some of the loans from time to
time. Id. at 813 n.2.

94. 49 T.C.M. (P-H) 80,575 (1980).
95. 67 T.C. 1060 (1977), aff'd, 585 F.2d 234 (7th Cir. 1978).
96. 49 T.C.M. (P-H) at 2428.
97. 690 F.2d at 815; see Commissioner v. Wemyss, 324 U.S. 303 (1945); Smith v.

Shaughnessy, 318 U.S. 176 (1943); Robinette v. Helvering, 318 U.S. 184 (1943).
98. 690 F.2d at 815; see Passailaigue v. United States, 224 F. Supp. 682, 686 (M.D. Ga.

1963); Thriftimart, Inc. v. Commissioner, 59 T.C. 598, 615-16 (1973), remanded on other
issues sub nom. Hilton v. Thriftimart, Inc., 77 Lab. Cas. (CCH) 10,925 (9th Cir. July 17,
1974); Sullivan v. Commissioner, 16 T.C. 228, 231 (1951).

99. 20 T.C. 204 (1953).
100. 48 T.C.M. (P-H) 1 79,046 (1979).
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how value was established, that is, in the term loan context the payments
could be discounted back to the date the loan was made to determine the
value of the gift, whereas in the demand loan context an 'after the fact'
measurement of the length of time the money was used had to be made to
establish value.101

It generally is agreed that the transfer of the principal amount of the
interest-free loan to the borrower does not constitute a taxable gift.'0"
The debate is over the gift taxability of the income that may or may not
be earned on the loaned funds while in the hands of the borrower. In that
regard, the Eleventh Circuit surprisingly acknowledged that an owner is
free to use or not to use his property as he wishes and "there are no tax
implications from the failure of an owner to make the highest and best
use of such property."'03 How, then, would the Eleventh Circuit propose
to value the use of the loaned funds?

One value analysis might proceed as follows: If there has been a gift,
section 2512'0 requires that the gift of the property given be determined
on the date of the gift. Next, a 'continuing' gift analysis must be adopted;
the amount of the gift would be the sum of the values to the donee of
holding the loan proceeds for one day (or one hour), for each day (or
hour) during the taxable period that the demand loan is outstanding.
Treasury Regulation section 25.2512-1105 provides that the value of gifted
property is the value at which such property would change hands "be-
tween a willing buyer and a willing seller." It is most unlikely that an
independent willing buyer could be found who would have paid the
Dickmans to loan them large sums of money, knowing that at any instant
the Dickmans could recall those funds. Thus, the value of such a demand
loan would be nonexistent, and an aggregation of daily gifts of property
with no value results in no gift tax.

Another valuation possibility is a hindsight measurement of value
transferred.'06 To accomplish this task would require a tracing of the in-
vestment, if any, of the loaned funds by the borrower and a gift tax levy
upon any income earned therefrom or any gain realized therefrom. The
difficulties in rationalizing this hindsight approach with the statutory
mandate that a gift be valued on the date made are evident. Moreover,

101. 67 T.C. at 1068 (Simpson, J., dissenting); see also Rev. Rul. 73-61, 1973-1 C.B. 408.
102. Burnet v. Guggenheim, 288 U.S. 280 (1933) (holding that a transfer of title by deed

of trust reserving power of revocation in the grantor was not taxable while that power ex-
isted but became so when it was surrendered); see Joyce & Del Cotto, Interest-Free
Loans: The Odyssey of a Misnomer, 35 TAx. L. REv. 459, 495-501 (1980).

103. 690 F.2d at 817.
104. I.R.C. § 2512 (1976).
105. Treas. Reg. 25 § 25.2512-1, T.D. 6826, 1965-2 C.B. 367, 369.
106. See Joyce & Del Cotto, supra note 102 and analysis therein.
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even absent that hurdle, the difficulties in tracing the loaned funds into
and out of investment media would certainly preclude the adoption of
such an approach.

That the Eleventh Circuit struggled with its Dickman reasoning is ob-
vious from its vague holding that "interest-free loans do have gift tax
consequences.' 0 7 That the law makes no provision for such an applica-
tion of the gift tax is evident from the Eleventh Circuit's failure to de-
scribe just what those 'gift tax consequences' are. That the gift tax does
not apply in this context is further evidenced by Judge Fay's concurrence,
which seemingly admonished Judge Hill for laboring to find some legal
support for the court's decision. 08 The Eleventh Circuit no doubt be-
lieved that interest-free loans should be subject to the gift tax. Whether
gratuitous interest-free loans should be subject to the gift tax is a ques-
tion for the legislature; whether the Supreme Court'0 9 will leave that
question for the legislature's resolution is, as always, difficult to predict.

IV. PROCEDURAL ISSUES

In Baumer v. United States,10 the Eleventh Circuit followed the prin-
ciple of 'law of the case"" in finding that an option to purchase real es-
tate had an ascertainable fair market value when granted. A prior Fifth
Circuit panel" s had ruled on the substantive question, that when a fa-
ther's wholly-owned corporation granted his son an option to purchase
real estate then under contract to the corporation, the father had received
a constructive dividend from the corporation in an amount equal to the
difference between the option's exercise price and the fair market value of
the underlying property on the day of the option's exercise." 8s Since the
taxpayer had not produced any evidence concerning the value of the op-

107. 690 F.2d at 819.
108. Id. at 820 (Fay, J., concurring).
109. The Supreme Court has granted certiorari, 103 S. Ct. 1181 (1983) (No. 82-1041).
110. 685 F.2d 1318 (11th Cir. 1982).
111. The principle of 'law of the case' requires that:

a decision of a legal issue or issues by an appellate court. . . must be followed in
all subsequent proceedings in the same case in the trial court or on a later appeal
in the appellate court, unless [1] the evidence on a subsequent trial was substan-
tially different, [21 controlling authority has since made a contrary decision of the
law applicable to such issues, or [3] the decision was clearly erroneous and would
work a manifest injustice.

Id. at 1320 (quoting White v. Murtha, 377 F.2d 428, 431-32 (5th Cir. 1967)) (emphasis and
brackets added by the Eleventh Circuit); see also Schwartz v. NMS Indus., 575 F.2d 553,
554 (5th Cir. 1978).

112. 580 F.2d 863 (5th Cir. 1978).
113. Id. at 887-88.
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tion at the date of its grant, the open transaction doctrine. required
that the amount of the dividend be determined on the date the option
was exercised rather than the date of its grant."' The circuit court re-
manded to the district court for a determination of value of the underly-
ing property on the exercise date and, therefore, the resulting value of the
option. On remand, the district court allowed the taxpayers to introduce
testimony regarding the value of the option at the date of grant and,
based upon this evidence' the district court found that the option did
have an ascertainable value as of the date of grant and, consequently,
that the open transaction doctrine did not apply."7  The Government
objected to the admission of the new testimony; the Eleventh Circuit
pointed out that the Fifth Circuit panel had remanded for "resolution of
a narrow factual issue, the fair market value of the option when exer-
cised."' 18 The Eleventh Circuit held that to have permitted the additional
testimony was outside the scope of the Fifth Circuit's mandate and was,
therefore, impermissible. The Eleventh Circuit remanded once again, in-
structing the district court to value the constructive dividend in accor-
dance with the Eleventh Circuit's directives, that is, on the date of its
exercise.'1 '

In Urban Industries v. Thevis,1"0 the Eleventh Circuit held that appel-
lant's registration, in a Georgia district court, of a Kentucky district
court's judgment against appellee was ineffective since that judgment had
not become final.' 2 ' A properly registered Internal Revenue Service tax
lien (although registered after the appellant's lien),' 2' therefore, had pri-

114. See Burnet v. Logan, 283 U.S. 404 (1931).
115. 580 F.2d at 884-85.
116. 518 F. Supp. 813 (N.D. Ga. 1981). The district court also based its finding on the

intervening promulgation of Rev. Rul. 80-186, 1980-2 C.B. 280, which holds that a transfer
of an option to purchase real property to a related party is subject to gift tax on the date the
option is granted, not on the date of its exercise. As the Eleventh Circuit pointed out, how-
ever, the Fifth Circuit panel assumed that the appropriate date for valuation was the date of
grant. Since the taxpayers introduced no evidence on the value of the option as of that date,
the open transaction doctrine had to apply; the Eleventh Circuit did not find this analysis
inconsistent with the dictates of Rev. Rul. 80-186. 685 F.2d at 1321.

117. 518 F. Supp. at 815. The date of grant was in a year on which collection of a tax
liability therefrom would have been barred by the statute of limitations.

118. 685 F.2d at 1321.
119. Id. at 1322.
120. 670 F.2d 981 (11th Cir. 1982).
121. Id. at 985. The appellant's judgment was "merely pending on appeal without stay

or supersedeas and had not become final by appeal or expiration of time of appeal." Id. at
984.

122. Resolution of the conflicting claims of appellant and the IRS is controlled by the
"first in time, first in right" principle. Id. (citing Foshee v. Lloyds, New York, 643 F.2d 1162,
1165 (5th Cir. May 1, 1981); United States v. City of New Britain, 347 U.S. 81, 85 (1954)).

19831 1317



1318 MERCER LAW REVIEW [Vol. 34

ority over the appellant's judgment. Appellant filed its judgment pursu-
ant to section 1963,128 which allows the registration and enforcement of a
district court judgment in any other district court if that judgment has
"become final by appeal or expiration of time for appeal. 12 4 The Elev-
enth Circuit, following the reasoning of Abegglen v. Burnham,'"5 held
that the plain meaning of the statute required a final judgment before a
registration of such a judgment under section 1963 would be effective. 12

Additionally, the Eleventh Circuit held that the district court's determi-
nation that the appellee's residence was Atlanta was not clearly errone-
ous; therefore, since the place of filing of such a tax lien is the taxpayer's
residence, 2 7 the filing in Atlanta was appropriate.' s

123. 28 U.S.C. § 1963 (1976).
124. Id.
125. 94 F. Supp. 484 (D. Utah 1950); see also Kaplan v. Hirsh, 91 F.R.D. 106 (D. Md.

1981); Goldsmith v. Midwest Energy Co., 90 F.R.D. 249 (N.D. Ohio 1980); Lipton v.
Schmertz, 68 F.R.D. 249 (S.D.N.Y. 1974). Contra Dorey v. Dorey, 77 F.R.D. 721 (N.D. Ala.
1978).

126. 670 F.2d at 985.
127. I.R.C. § 6323(f) (1976 & Supp. 1981). The appellants had argued that the tax lien

was invalid because it had not been filed at the taxpayer's place of residence; the appellant
argued that the appellee had no place of residence for purposes'of I.R.C. § 6323(0, since at
the time of the confiscation of the property subject to the lien, appellee was an escaped
prisoner. The court pointed out that while in prison a prisoner retains his former residence,
which was, without dispute, Atlanta. See Ellingburg v. Connett, 457 F.2d 240, 241 (5th Cir.
1972). The Eleventh Circuit refused to frustrate the intent of the statute by finding that the
appellee's residence was other than Atlanta.

128. 670 F.2d at 986.


