Federal Taxation
by William R. Asbell, Jr.*
and
Donald Arthur Winslow**
During 1984, the Eleventh Circuit Court of Appeals decided more than
fifty cases relating to federal taxation. Several of those cases dealt with
significant issues in the area, although many of the decisions did not deal
with significant questions of law and, in many cases, did not result in
published opinions. This Article will summarize the more significant of
these developments of the law within the Eleventh Circuit.1
I.

A.

INCOME TAX

PartnershipIssues

The court of appeals revisited an old case' when it dealt with United
States v. Stafford.$ This case focuses on DeNean Stafford's contribution
of a letter of intent to a partnership allegedly in exchange for a partner* Associate in the firm of Sutherland, Asbill & Brennan, Atlanta, Georgia. Adjunct Professor of Law, Emory University. University of Georgia (A.B., 1973; J.D., 1980); Georgia
State University (M.B.A., 1975). Member, State Bar of Georgia; Certified Public
Accountant.
** Associate in the firm of Sutherland, Asbill & Brennan, Atlanta, Georgia. University of
California at Los Angeles (A.B., 1975); Cornell University (M.B.A., 1979); Cornell Law
School (J.D., 1980). Member, State Bar of Georgia.
1. One of the 1984 decisions, Brannen v. Commissioner, 722 F.2d 695 (11th Cir. 1984),
which involved significant questions related to the use of nonrecourse debt in tax shelters,
was discussed in last year's survey, Asbell & Winslow, Federal Taxation, 35 MERcER L. REv.
1277 (1984), in connection with the 1983 decision of Commissioner v. Tufts, 651 F.2d 1058
(5th Cir. July 27, 1981) (Unit A), rev'd, 461 U.S. 300 (1983).
2. This case has been well-traveled. The district court had first entered summary judgment for the taxpayer. Stafford v. United States, 435 F. Supp. 1036 (M.D. Ga. 1977), rev'd,
611 F.2d 990 (5th Cir. 1980). On remand the district court on cross motions for summary
judgment then granted the government's motion for summary judgment and the taxpayer
appealed. Stafford v. United States, 552 F. Supp. 311 (M.D. Ga. 1982).
3. 727 F.2d 1043 (11th Cir. 1984).
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ship interest. Each of the several issues on the second appeal related to
the basic question of whether the transaction fell within section 721 of
the Internal Revenue Code providing for nonrecognition of gain upon
contribution of property to a partnership. The district court ruled against
Stafford upon the government's urging that the letter of intent was not
property and that the transaction did not constitute an exchange.' The
court of appeals reversed, and thereby eliminated as precedent the district court opinion, which imposed unrealistic conditions on contributions
to a partnership.5
The court examined the district court's holding on the exchange requirement under two separate headings. It first addressed the district
court holding that Stafford's contribution of the letter was not an exchange because the limited partners had exercised no choice in accepting
the transfer of the letter of intent when the partnership agreement, as
drafted by the Stafford's attorneys, provided for the transfer before the
limited partners bought their interests. The court of appeals found this
approach to lack support in both the language and the principles of section 721. The regulations specifically recognize that a partner may arrange for a contribution of property as a part of the formation of the
partnership. 7 In addition, the district court had used the wrong perspective in judging the transaction. Stafford should not have been required to
reach an agreement with the limited partners as individuals, but properly
should be seen to have made an exchange between himself and the partnership." The Eleventh Circuit's holding recognizes the reality of this
type of transaction and removes the burdensome requirement of consent
of all limited partners, imposed by the district court's opinion.
The Eleventh Circuit next considered whether Stafford owned the letter of intent such that he could make an exchange of it for a partnership
interest. The Court questioned whether Stafford possessed the ownership
4.
5.
6.
7.

Id. at 1045.
Id. at 1055.
Stafford v. United States, 552 F. Supp. 311, 313-14 (M.D. Ga. 1982).
See Tress. Reg. § 1,721-1(b)(1) (1960).

8.

See W. McKi,

W. NELSON & R. WHrrmPW,

FEDERAL

TAxATION OF PARTNESHIPS AND

PARTNERS 4.0111] (Supp. 1983) thereinafter cited as McKs, NELSON & WHITMIR]. The
proper perspective in this case is between the partner and the partnership as "the exchange
in question was between Stafford and the partnership, not the limited partners." 727 F.2d at
1049. The court analogized between the purpose of § 721 and the purpose of § 351 which
allows nonrecognition of individuals and transferring property to corporations. Finding that
"post-transfer control of the transferee corporation by the contributing shareholder is a prerequisite to the tax treatment under § 351" the court of appeals rejected the "district court's
assumption that the individual members of the transferring limited partnership must agree
to the transfer before an exchange can occur under a § 721." Id.
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rights or whether the limited partnership had them.' Stafford could not
have contributed a letter already owned by the partnership. 10 In analyzing this question the court distinguished James v. Commissioner," a Tax
Court case in which the taxpayer entered into an agreement with two
other parties to arrange for financing of a rental apartment project to be
conducted by a corporation. In that case, the taxpayer contributed the
loan commitments to the corporation that was to hold the land of the
other parties after completion of the project. The taxpayer, however, had
been under agreement to produce the loan commitments and the commitments ran in favor of the corporation rather than the taxpayer individually.' 2 In Stafford, the court held differently because the taxpayer, Stafford, was under no obligation to produce a letter of intent and it ran in
favor of him rather than in favor of the partnership.'8
In connection with the second issue, whether the letter of intent constituted property that could be contributed, the court found on the facts of
this case that the letter possibly constituted property although it was not
willing to rule as a matter of law that this was so." The court noted that
the district court was correct when it stated that "'the key to the benefit
of nonrecognition afforded by section 721(a) is that property must be exchanged for an interest in the partnership.' 5 The district court, in
testing the property character of the letter of intent, held that it must
have value and be enforceable before it is property.1s Finding the letter to
be unenforceable as a matter of Georgia law, the district court concluded
that it was not property within the meaning of section 721.'7 The court of
appeals agreed that the letter of intent was unenforceable under Georgia
law.' 8 Nevertheless, it found that the letter of intent still could be prop9. 727 F.2d at 1049.
10. Id.
11. 53 T.C. 63 (1969).
12. Id. at 63-66.,
13. 727 F.2d at 1050. See United States v. Frizzell, 335 F.2d 487 (5th Cir. 1964), cert.
denied, 380 U.S. 961 (1965) (Frizzell was a similar case in which the taxpayer had been
under an agreement with other parties to perform certain services. Frizzell was to locate
potentially productive oil and gas properties for a partnership and in return he was to receive a salary and a specified interest in the properties acquired.).
14. The court, however, noted that: "We are not saying that a letter of intent, which on
its face does not state a binding agreement between the parties, will generally constitute
property for the purposes of § 721. Rather, our holding is limited to the letter and the facts
in the present case." 727 F.2d at 1054 n.15.
15. Id. at 1051 (quoting Stafford v. United States, 552 F. Supp. 311, 314 (M.D. Ga.
1982)).
16. 727 F.2d at 1051.
17. Id.
18. Id. at 1050.
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erty.1" The court stated that an enforceable contract perhaps would be
guaranteed property status, but the absence of enforceability did not necessarily preclude a finding that the document substantially committing
the parties to the fundamental aspects of the project was property.20 The
court noted that a letter of intent to which the parties felt 'morally
bound' is analogous to a transfer of good will that, although unenforceable, is treated as property.2 1 For this reason, the court reversed the district court's holding requiring legal enforceability of an agreement as a
prerequisite to finding property status under section 721.2
These holdings, however, did not result in a final finding that the letter
constituted property. The Eleventh Circuit left for the fact finder the determination of whether the letter had value.2 3 If the item had no value
then section 721 would not apply.
Finally, the court noted the long-standing question asked in prior considerations of this case had remained unanswered. 2 4 That question was
what was the quid pro quo for Stafford's receipt of the twenty-first partnership interest?2" The court repeated its concern that Stafford might
have received his partnership share wholly or partially in exchange for
services he was to provide as general partner. If the fact-finder determines that the partnership share was received in exchange for the letter
19. Id. at 1052.
20. Id. at 1051.
21. Id. at 1052. See McKim, NELsON & WHrrMnmR, supra note 8, I 4.0211] n.18. Unpatented know-how resulting from services is likewise not enforceable but can be property. Id.
at 1[4.0211] n.17.
22. 727 F.2d at 1054. The court noted several aspects of the law and the facts that make
it appropriate to conclude that the term 'property' is usually given a broad meaning for
purposes of § 721 or § 351. See generally E.I. DuPont de Nemours & Co. v. United States,
471 F.2d 1211, 1218 (1973); Stafford v. United States, 611 F.2d 990, 995 (5th Cir. 1980),
remanded, 552 F. Supp. 311 (M.D. Ga. 1982), rev'd, 727 F.2d 1043 (11th Cir. 1984); Hempt
Brothers, Inc. v. United States, 354 F. Supp. 1171, 1175 (M.D. Pa. 1973), affd, 490 F.2d
1172 (3d Cir. 1974), cert. denied, 419 U.S. 826 (1974). The court was particularly persuaded
by the taxpayer's transfer of his full interest in the venture which supported the conclusion
that the item transferred was property. In addition, as was noted in the previous opinion on
this subject, a taxpayer can create property by his provision of personal services. Finally, the
court noted that although the legal enforceability of the item is important it is not dispositive. In this case, the court said that the letter of intent played a unique role because it
"represented an agreement on the major terms that was quite firm in the view of the parties," and the principals "felt bound by the terms of the letter." 727 F.2d at 1052. Thus,
because the transferability of the letter was undisputed and Stafford had transferred his full
interest in the project to the partnership, the court concluded that the letter "encompassed
a sufficient bundle of rights and obligations to the deemed property for the purposes of §
721." Id. at 1054.
23. 727 F.2d at 1054-55.
24. Id. at 1054.
25. Id.
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of intent, the nonrecognition principles of section 721 would apply and
the taxpayer would prevail."6 If, however, Stafford received the partnership share as compensation for services the government would prevail."
Because the court reserved the question of the value of the letter of intent and the determination of the quid pro quo for the partnership interest in question,se planners seeking to use the Stafford decision have been
advised to (1) document by appraisal or otherwise the values assigned to
service-created property transferred to the partnership and (2) make sure
that they are fully compensated for services performed for the
partnership.se

B. Tax Accounting
In Knight-Ridder Newspapers, Inc. v. United States" the Eleventh
Circuit addressed three substantial tax accounting issues in connection
with the taxpayer's consolidated returns. The issues arose in connection
with the accounting methods used by a number of subsidiaries of KnightRidder Newspapers, a large chain which publishes a number of different
newspapers. The district court found in favor of the taxpayer on all issues
32
for three separate years.8 1 The court of appeals reversed on all issues.
The first issue concerned whether two subsidiaries of Knight-Ridder
could be required by the Internal Revenue Service to change from the
cash method to the accrual method of accounting. 3 In particular, the
subsidiaries were required to adopt an inventory system to account for
26. Id.
27. Id. at 1055. See Trees. Reg. § 1.721-1(b)(1) (1960) (the value of an interest in partnership capital so transferred to a partner as compensation for services constitutes income
to the partner under § 61). The taxpayer argued that if the partnership had been terminated and all assets distributed to its partners just after formation, the only property would
have been the partnership contributions of the other partners and the letter of intent. This
means that Stafford must have contributed his letter of intent in exchange for his partnership interest. This, of course, as the Court found, ignores the value of Stafford's commitment to perform services which could have had a separate value to the partnership and
accounted for Stafford's receipt of his partnership interest. 727 F.2d at 1054-55.
28. The Eleventh Circuit gave the district court rather explicit instructions on the standards to be followed if the fact-finder determines that the receipt of the partnership interest
was partly in compensation for services and partly in exchange for properly allocating the
value of the partnership share according to the value respective amounts received. 727 F.2d
at 1055. The Court was apparently concerned that it not face this case again in a posture
unsuitable for final decision.
29. George & Fireman, Stafford Revisited: Government's Litigating Position Rejected
by Eleventh Circuit, 1 J. PARTNERSHip TAx 244, 248 (1984).
30. 743 F.2d 781 (11th Cir. 1984).
31. Id. at 783.
32. Id. at 800.
33. Id. at 784.
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the cost of its sales rather than deducting its expenses as they were paid.
The Internal Revenue Code requires businesses that sell merchandise to
use inventories, and the use of inventories generally requires the use of
the accrual method of accounting.s" If inventories are used, costs attributable to goods in the inventory cannot be deducted currently as expenses
are paid, such as under the cash method used by the taxpayer in this
case. Inventory costs are deducted only as the goods to which they are
attributed are sold. These sales can occur significantly later than the time
at which the costs are actually paid or incurred.
The primary question before the court was whether newspapers could
be considered as 'merchandise,' the sale of which is an 'income-producing
factor.' This issue presented a rather unusual question because if the subsidiaries of the taxpayer were required to use inventories, the subsidiaries
would have virtually no inventories of finished goods. In addition, the
vast majority of their revenue was not derived from sales of newspapers
to readers, but rather from advertising. Thus, the taxpayers could argue
with some force that the newspaper business was a service business, providing information to readers and circulating advertisements of its clients.
The court, however, found that the subsidiaries were within the requirement of the regulations since the sale of merchandise (the newspapers
themselves) was an income-producing factor.35 The cost of the raw materials for the newspapers was 17.6% of the total revenues and the actual
sales price of the newspapers accounting for twenty percent of the revenues. The court further reasoned that the newspapers were no less 'merchandise' simply by their supplying information as well as a physical
product because books constitute 'classic' examples of merchandise and
34.

I.R.C. § 471 (1982) provides that:
Whenever in the opinion of the Secretary the use of inventories is necessary in
order clearly to determine-the income of any taxpayer, inventories shall be taken
by such taxpayer on such a basis as the Secretary may prescribe as conforming as
nearly as may be to the best accounting practice in the trade or business and as
most clearly reflecting the income.
Id. Treas. Reg. § 1.471-1 (1960) provides that
In order to reflect taxable income correctly, inventories at the beginning and end
of each taxable year are necessary in every case in which the production, purchase,
or sale of merchandise is an income-producing factor. The inventory should include all finished or partly finished goods, and in the case of raw materials and
supplies, only those which have been acquired for sale or which will physically
become a part of merchandise intended for sale ....
Id. A taxpayer using inventories must generally adopt the accrual method unless the Commissioner consents to the use of another method. Tress. Reg. S 1.446-1(c)(2)(i) (1960) provides that: "In any case in which it is necessary to use an inventory the accrual method of
accounting must be used with regard to purchase and sales unless otherwise authorized

under subdivision (ii) of this subparagraph." Id.
35. 743 F.2d at 790.
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yet they, too, supply information.3
The court further held that subsidiaries could not escape the inventory
requirement with an argument that the fluctuations of inventory from
year to year would be insubstantial." The court accepted the basic argument that the ultimate goal of the regulations is to correctly reflect income and, therefore, that purpose is not served by requiring inventories

when the fluctuation would be de minimis and have little effect on income.38 The court, however, found that comparing the fluctuation of inventories to taxable income resulted in the conclusion that the fluctuations were substantial.8 ' The court concluded that the $240,000
fluctuation in inventory relative to the $1,400,000 taxable income in the

taxable year under consideration was a substantial fluctuation, being
17.1 %. 40 Consequently, the court found that the Commissioner did not
abuse his discretion in requiring the taxpayer to change to the accrual

method in using inventories, as required
under Treasury Regulation sec41
tion 1.471-1 and section 1.446-1(c)(2).

Finally, the taxpayer argued that the Commissioner had consented to
its use of the cash method as a result of the Service's failure to object to
4
use of that method in connection with an earlier audit of the returns.
36. Id. See Wilkinson-Beane, Inc. v. Commissioner, 420 F.2d 351 (1st Cir. 1970). In Wilkinson-Beane the cost of physical merchandise, caskets for a funeral home, amounted to
15.1% of total cash receipts for the business. The court was unable to separate the relative
prices of the caskets from the funeral services and simply compared the costs of the caskets
to the total receipts. The court concluded that the cost of the caskets was substantial
enough to make them an income-producing factor and that the taxpayer; therefore, met the
standard of the regulation. The Knight-Ridder court followed Wilkinson-Beane and other
similar authorities in this respect. 743 F.2d at 791; see also McGarth & Son v. United
States, 549 F. Supp. 491 (S.D.N.Y. 1982) (funeral services); Rev. Rul. 74-279, 1974-1 C.B.
110 (optometrist with supply of eye glass frames); Rev. Rul. 73-485, 1973-2 C.B. 150 (business fitting persons with artificial limbs and orthopedic braces).
37. 743 F.2d at 791; accord Ezo Prod. Co. v. Commissioner, 37 T.C. 385 (1961) (the court
stated that inventories are not needed when they would be "so small as to be of no consequence." Id. at 392.
38. 743 F.2d at 791; see 4 B. BirrKA FEDERL TAXATION OF INcoME, ESTATES AND Girts
105.4.1 at 88 (1981).
39. In Ezo Prod. Co. v. Commissioner, the court appeared to favor a different method. It
stated the standard as requiring an inventory method when the fluctuation of inventories
was substantial relative to pretax income. Ezo Prod. Co. v. Commissioner, 37 T.C. 385, 38788, 392 (1961).
40. 743 F.2d at 792. The Court also suggested that a fluctuation in 1976 of $100,000 was
also substantial without comparing it specifically to a taxable income figure for that year.
The Court also noted that the fluctuation in one year was more important in any event
because the federal tax system is an annual system of accounting and a distortion in one
year means an absolute loss for the government, Id.
41. Id. at 800.
42. Id. at 793. The taxpayer did not argue that the Commissioner had required the use
of the case method in those earlier years, but merely consented to its use. Id.
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During the earlier audit of the returns, the revenue agent had considered
a proposal to switch to the accrual method but did not require the
change.4 3 The court of appeals did not state that the prior examination
constituted a consent, but held merely that the Commissioner cannot easily "waive for future years the discretionary power which Congress has
granted." 44 The court noted that:

Greater experience with the actual effects of a method or a significant
change in the nature of the taxpayer's business may convince the Commissioner that the consent for earlier years is no longer appropriate....
His decision to consent, for whatever reason, to the use of a method in
one year cannot bind his hands in perpetuity. As long as he has not
abused his discretion in determining that income is not clearly reflected
by the taxpayer's method, the Commissioner may require a change. As
we have seen, there is no abuse of discretion in this case."
This statement probably should be interpreted to mean that the Service's
implied consent to use an improper accounting method will not bind the
Service if it later seeks to change the use of that method. This interpretation would not, in the abstract, be a surprising holding.
It might be expected, however, that the Service's prior consent would
be a factor to consider in determining whether the use of the cash method
was improper. As noted above, the taxpayer had substantial arguments
that it should not be required to keep inventories. Its long history of using the cash method and the Service's implied consent might be considered to be weighty-even if not dispositive-factors in determining
whether the cash method clearly reflected income in the long term.
On the second issue, the court held that a number of the taxpayer's
subsidiaries failed to properly elect the guideline class life system for depreciating press equipment. 46 The requirements relating to this election
are found in both the Code and the regulations and consist of the filing of
a Form 5006 or the supplying of equivalent information to the Service7 in

addition to checking a box on Schedule G of the corporate tax return.' If

a taxpayer fails to make this election properly, it must depreciate its
equipment under the facts and circumstances method which generally
would require slower depreciation.
The subsidiaries failed to file Form 5006, did not inform the Commis43. Id.
44. Id. (citing Wood v. Commissioner, 245 F.2d 888, 892 (5th Cir. 1957)). See Lincoln
Elec. Co. v. Commissioner, 444 F.2d 491, 493 (6th Cir. 1971).
45. 743 F.2d at 793 (citing RCA Corp. v. United States, 664 F.2d 881, 889 (2d Cir. 1981),
cert. denied, 457 U.S. 1133 (1982)).
46. 743 F.2d at 793.
47. Id. See I.R.C. § 167(m)(1), (3) (1984); Tress. Reg. § 1.167(a)-1l (1982); Tress. Reg. §
1.167(a)-12 (1977).
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sioner of an election, and failed to check the box on Schedule G of their
returns.' 8 The taxpayer argued that the subsidiaries had substantially
complied with the requirements of the regulations by calculating the depreciation according to the guideline class life system, reporting the
amount accurately on the tax return, and maintaining books and records
adequate to allow an audit.' Although there are a number of Tax Court

decisions upholding an election where there was substantial compliance
with the election requirements, the court found that the subsidiaries
failed clearly to inform the Service of the existence of an election.5 0 Notice was regarded as essential so that the Service could determine
whether an audit was needed and how extensive it should be.' The court
noted that in all but one of these cases the taxpayer's return indicated
that an election was being made even if the taxpayer did not comply with
other requirements. 1 The court found that there was nothing in the returns of the subsidiaries regarding this election.5 3 Therefore, the subsidiaries were not allowed to use this system for depreciation in the years in
question.
This holding, based on a synthesis of the case law, may provide some
guidance regarding the election of numerous accounting methods. The
holding, however, does not reach a number of issues. For example, taxpayers, who often fail to file the proper form with their returns, may indicate indirectly that an election has taken place by revealing their methods of accounting. The court's holding still may leave room for such
taxpayers to argue that they indicated indirectly the existence of an election through information supplied in connection with their returns.
The final question in Knight-Ridder was whether an advertising rebate
reserve used by one of the subsidiaries constituted an accounting method
rather than an improper deduction." If the technique in question was not
an accounting method, the Service was barred from challenging deduc48. 743 F.2d at 793-94.
49. Id. at 794.
50. Id. at 795. See generally American Air Filter v. Commissioner, 81 T.C. 709 (1983);
Columbia Iron and Metal Co. v. Commissioner, 61 T.C. 5 (1973); Hewlett-Packard Co. v.
Commissioner, 67 T.C. 736, 749 (1977); O'Dowd v. Commissioner, 35 T.C.M. 754 (1976),
aff'd, 595 F.2d 262 (5th Cir. 1979). In these cases the courts looked to whether the requirements related to the essence of the statutory and regulatory scheme. If it did not, then
literal compliance was not necessary for a valid election.
51. 743 F.2d at 796.
52. Id. at 795. The court did not deal substantively with American Air Filter which
could not be distinguished. The court only decided that it would not have to follow that case
and it was not precisely on point. Id.
53. Id.
54. Id. at 796.
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tions taken before 1972.5 If the change was of an accounting method, a
section 481 adjustment could be made by the Commissioner to prevent
duplication of income or deductions resulting from the change in method
despite the statute of limitations."
An accounting method is generally any material item that determines
the timing of income or deductions.57 Under a straightforward application
of this test it seems clear that the taxpayer's rebate reserve technique was
a method of accounting. When the rebates were actually paid, there was
without question a proper deduction. The reserve method simply accelerated this process by causing the amounts to be deducted when they were
added to the reserve, in advance of actual payment. The reserve only affected the time of deduction; it did not affect the question of whether a
rebate would be paid or deducted.
In reaching this conclusion, the court was required to discuss at length
and distinguish Schuster's Express, Inc. v. Commissioner," a Tax Court

decision holding that a taxpayer's maintenance of a reserve for self-insurance expenses when abandoned did not constitute a change in method
allowing the Commissioner to require section 481 adjustments. Finding
that the reserve was not a material item, the Tax Court, in Schuster, with
reasoning that is somewhat difficult to follow, appeared to base its holding on a belief that the taxpayer had contributed amounts to the reserve
that were greater than necessary to cover the expenses in question. In
other words, there were amounts contributed to the reserve that would
never be paid out in actual expenses. The issue was not merely a question
of timing; there was also a question of whether a deduction was proper, at
least to some extent. In reply to a similar argument made by KnightRidder, the Eleventh Circuit stated that:
55. Id. at 797.
56. Id. See also Graff Chevrolet Co. v. Campbell, 343 F.2d 568, 571-72 (5th Cir. 1965);
Note, Problems Arising from Changes in Tax Accounting Methods, 73 HARV. L. Rv. 1564,
1576-77 (1960).
57. Tress. Reg. § 1.446-1(e)(2)(ii)(a) (1973) provides that:
A change in the method of accounting includes a change in overall plan of accounting for gross income or deductions or a change in the treatment of a material
item used in such overall plan ....
A material item is any item which involves the proper time for the inclusion of the
item in income or the taking of a deduction.
Id. See Tress. Reg. § 1.481-1(a)(1) (1960). As the court noted, a change in material item
occurs when a taxpayer shifts from deducting dividends when paid to deducting them in the
year they are declared. Knight-Ridder, 743 F.2d at 798. See also Commissioner v. 0. Liquidating Corp., 292 F.2d 225, 231 (3d Cir. 1961), cert. denied, 368 U.S. 898 (1961); Graff Chevrolet Co. v. Campbell, 343 F.2d 569, 570 (5th Cir. 1965). (A change in a single item may
trigger a section 481 adjustment.).
58. 66 T.C. 588 (1976), affd per curiam, 562 F.2d 39 (2d Cir. 1977).
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To understand this, it is helpful to realize that though we talk about
the timing of deductions, the basic issue is whether income is reflected
and taxed. The reserve method determines when income will be taxed.
When deductions are taken early (at the time money is added to the
reserve), an equal amount of income is obviously not taxed. That income
is taxed, however, at the later time when deductions would have been
taken under a different system (i.e., at the time rebates are paid, the
absence of deductions means that an equal amount of income is taxed).
Most important, at the time the company ceases to use the reserve (e.g.,
when the company closes out its business), any remaining balance in the
reserve must be included in taxable income ....
Thus, no income is
avoided all together. Any excess deductions in earlier years are offset by
an equal amount of taxable income in the final day. The question becomes one of timing, whether income is taxed when the amounts are
added to the reserve or when the reserve is abandoned at the day of
Armageddon. Thus taxpayer's rebate reserve method was a 'material
item' and a method of accounting within section 481.11
For this reason, the court found that the Service could require the taxpayer to make the section 481 adjustment in question when it ceased to
use its rebate reserve method.
C.

Debt v. Equity

The Eleventh Circuit in 1984 issued two similar opinions dealing with
the often troublesome distinction between debt and equity. The decisions
do not break a great deal of new ground, but they do serve to illustrate
how the controlling authority is applied.
In Stinnett's Pontiac Service, Inc. v. Commissioner,"' the court was
called upon to decide whether advances to a corporation were deductible
as a worthless debt or whether in the alternative they were a contribution
to capital. 61 The court noted 6 2 the controlling authority of Estate of
Mixon v. United Stateses in which the former Fifth Circuit had detailed
thirteen factors to consider in determining whether advances constitute
debt or equity." In considering these factors, the court found that the
59. 743 F.2d at 799.
60. 730 F.2d 634 (11th Cir. 1984).
61. Id. at 637. I.R.C. § 166(a)(1) (West Supp. 1985) allows a deduction for "any debt
which becomes worthless within the taxable year." Id. Under Trees. Reg. § 1.166-1(c) (1983)
the right to a deduction is limited to a bona fide debt. On the other hand "a contribution to
capital shall not be considered a debt for purposes of section 166." Id.
62. 730 F.2d at 638.
63. 464 F.2d 394 (5th Cir. 1972).
64. Id. at 402. The factors are: (1) The names given to the certificate evidencing the
indebtedness; (2) the name given the advances to presence or absence of fixed maturity
date; (3) the source of payments; the right to enforce payment of principal and interest; (5)
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advances were contributions to capital and not bona fide debts because
there was no provision for specific repayment," the lender never requested repayment," and the debtor subordinated these advances to
other general creditors.6 7 The court, therefore, affirmed the district
court's holding on the distinction between debt and equity.
The Eleventh Circuit in Lane v. United States," was called upon again
to address this issue in a similar context. The narrow issue was again
whether the certain 'advances' constituted debt which could be deducted
when they became worthless." The court, looking again at the thirteen
factors set forth in Estate of Mixon, affirmed the district court's finding
that the two sets of transactions in question resulted in equity rather
than debt.70
In examining first whether advances from a shareholder to three corporations constituted debt or equity, the court stated that the fact that the
advances were set forth in the form of notes was not significant in the
determination of whether they are debt or equity. 7 As the court in Stin-

nett's Pontiac held, "[w]hile the issuance of a note may evidence a bona
fide indebtedness, an unsecured note due on demand with no specific maturity date, and no payments is insufficient to evidence a genuine debt.' 7 ,
On the other hand, there was no fixed maturity date for the majority of
the notes in question. 73 The obligee testified that he would demand repayment when it was good for the business. 74 The court also noted that a
true lender is concerned with whether there are to be interest payments
under a note.7 5 It was clear in this case that the obligee had no firm expectation that interest would be paid on the advances. Thus, the subjective intent of the parties was not to create a debt relationship. Furthermore, although a basic right to enforce payment may have existed, the
obligee took none of the customary steps to guarantee repayment in the
participation in management flowing as a result; (6) the status of the contribution in relation to regular corporate creditors; (7) the intent of the parties; (8) 'thin' or adequate capitalization; (9) identity of interest between creditor and stockholder; (10) source of interest
payments; (11) ability of a corporation to obtain loans from outside lending institutions;
(12) the extent to which the advance was used to acquire capital assets; and (13) the failure
of the debtor to repay on the due date or to seek postponement.
65. Id.
66. Id. at 405-06.
67. Id. at 406.
68. 742 F.2d 1311 (11th Cir. 1984).
69. See also I.R.C. § 166(a)(1) (West Supp. 1984).
70. 742 F.2d at 1313-14.
71. Id. at 1315.
72. 730 F.2d at 638.
73. 742 F.2d at 1316.
74. Id.
75. See Curry v. United States, 396 F.2d 630 (5th Cir.), cert. denied, 393 U.S. 967 (1968).
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event the business failed. Finally, there was no evidence that the corporations ever tried to satisfy their obligations.
With regard to the second type of transaction in question, the court
held that the taxpayer was not entitled to a section 166 bad debt deduction with respect to losses incurred as a result of guarantees of corporate
obligations to institutional lenders. 6 The district court in reaching this
conclusion had relied upon Putnam v. Commissioner7 and interpreted
this case as not holding that all guaranteed liability is characterized solely
as debt.7 8 The court of appeals noted that in Casco Bank & Trust Co. v.
United States7 9 the Court of Appeals for the First Circuit had held that
unsatisfied advances made in discharge of a guarantee are not, as a matter of law, bad debt losses.80 The Eleventh Circuit noted that the correct
procedure was a careful review of the Mixon factors and, in sum, found
that it was the guarantor's intent at the time the guarantees were extended to use them as short term substitutes for infusion of more capital
stock. 81 It thus affirmed the district court's holding that these guarantees
did not constitute debts, deductible when worthless.6 '
D. Interest Income
The court in Bradley v. United States" considered whether a transaction between the taxpayers and a limited partnership constituted a sale of
property rather than an option to purchase with the consequence that the
payments resulting were interest income under section 61(a)(4)." The
taxpayer sold real estate to the limited partnership under a contract calling for an initial payment of interest and five subsequent annual interest
payments followed by six annual payments constituting both principal
and interest." The taxpayers originally filed several income tax returns
showing these amounts as interest income. 6 They subsequently filed
claims for refund contending that payments were for a continuing option
and not interest income. These claims were denied and a suit for refund
followed with the district court finding after trial that the payments con76. 742 F.2d at 1313-14.
77. 352 U.S. 82 (1956).
78. 742 F.2d at 1319.
79. 544 F.2d 528 (1st Cir. 1976), cert. denied, 430 U.S. 907 (1977).
80. 742 F.2d at 1319.
81. Id. See also Kavich v. United States, 507 F. Supp. 1339 (D.C. Neb. 1981).
82. 742 F.2d at 1320. See Plantation Patterns, Inc. v. Commissioner, 462 F.2d 712, 72223 (5th Cir. 1972), cert. denied, 409 U.S. 1076 (1972).
83. 730 F.2d 718 (11th Cir. 1984).
84. I.R.C. § 61(a)(4) (1982).
85. 730 F.2d at 719.

86. Id.
87. Id.
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stituted interest 8
The taxpayers based their case on an assertion that the transaction
lacked sufficient economic substance because no genuine indebtedness existed. 9 Under this view, although the transaction purported to be a sale,
it was in effect an option and the 'interest' payments constituted payment
sufficient to keep the option open. The Eleventh Circuit followed the general rule that the Commissioner can bind a taxpayer to the form in which
the taxpayer cast a transaction.' When the taxpayer fails to submit any
evidence of mistake, undue influence, fraud, or duress, the court will not
release the taxpayer from the transaction formerly employed. The taxpayers sought to rely on Frank Lyon Co. v. United States," a case employing an economic substance analysis. In that case, the Commissioner
had pierced the form of a taxpayer's transaction, but the Court held the
transaction had to conform with its form.2 The Eleventh Circuit distinguished Frank Lyon Co. on the basis that the taxpayer in that case did
not seek to abandon its own form of agreement, and that case, was, therefore, inapplicable." The court, thus, affirmed the district court's finding
that the tax was properly paid on the interest income."
E. Deductibility of Support Payments
In Strealdorf v. Commissioner,95 the court held that the taxpayer's
payments to his former wife were child support and not deductible from
his gross income as alimony payments following the wife's remarriage."
This holding was based upon an analysis of Georgia law that alimony
payments generally cease upon remarriage of the wife unless the divorce
decree otherwise specifically provides." In this case, the divorce decree
provided for a specified sum of payment per month to the former wife as
'alimony and child support' with the sum to be reduced proportionately
as each child no longer needed support.9 Given these ambiguous facts,
the court of appeals in affirming the Tax Court decision concluded that
after remarriage the payments were child support and not alimony, and
88. Id.
89. Id. at 720.
90. See Spector v. Commissioner, 641 F.2d 376, 381 (5th Cir.), cert. denied, 454 U.S. 868

(1981).
91. 435 U.S. 561 (1978).
92. Id. at 583-84.
93. 730 F.2d at 720-21.
94. Id. at 721.
95. 726 F.2d 1521 (11th Cir. 1984).

96.

Id.

97.

See O.C.G.A. § 19-6-5 (Michie 1982).

98. 726 F.2d at 1522.
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hence not deductible by the taxpayer."
This result is possibly open to question under Georgia law established
by the Georgia Supreme Court case of Wiley v. Wiley.100 In that case a
divorce decree provided that the alimony would cease when the child support ceased although it elsewhere required that the husband would continue car and house payments until the wife remarried.' 0' Taken together,
these provisions indicated a specific intent to continue alimony payments
when the wife remarried. The majority in the Strealdorf case found that
the divorce decree did not contain any similar language evidencing this
specific intent to continue alimony payments after remarriage and that
the husband's legal obligation to pay alimony ended after the remarriage.
Therefore, the nature of the lump sum payments automatically converted
to child support for income tax purposes. 02 The majority summarized its
holding as: "[I]n Georgia the remarriage of a former wife operates to
deprive a divorced husband of the Internal Revenue Service's presumption of a tax deductible alimony-status for lump sum payments unless the
divorce decree specifically provides for the continuation of alimony."' 0 3
The difficulty with this position is the lack of clarity in either the
Strealdorf's divorce decree or Georgia law that permits the contrary interpretation, as reached by Judge Hill (dissenting) that the "rule in Georgia
is that where the parties agree to make the alimony payments coincide
with the period of time when the children shall receive support, the parties have 'otherwise provided' for alimony to continue after
remarriage."' 04
99.
100.

Id. at 1522-23.
342 Ga. 271, 253 S.E.2d 750 (1979).

101. Id.
102. 726 F.2d at 1522-23.
103. Id.
104. Id. at 1527 (Hill, J., dissenting). The reasoning of the Tax Court as adopted by the
Eleventh Circuit on this point seems to miss the mark to some extent
The decree dissolving the marriage of Mr. Strealdorf and Mrs. Henry provided
that the $555-per-month payments were for alimony and child support and that
such payments were to be reduced by one-third as each of their three children
reached majority or otherwise was no longer required to be supported. There was
no expressed indication that such payment should end or continue in the event of
the remarriage of Mrs. Henry; yet, under Wiley v. Wiley, supra, it seems clear
that the Georgia courts would construe the decree to require that the payments be
continued so long as any of the children was entitled to the support, notwithstanding the remarriage of Mrs. Henry. Such a construction of the decree would
rest on Mr. Strealdorf's continuing obligation to support the children and an interpretation of the decree that the payments were for the support of the children.
Unlike Burns v. Rivers 1244 Ga. 631, 261 S.E.2d 581 (1979)), the decree in the
present case required no payments to be made Mrs. Henry in excess of those to be
used for the support of the children, and consequently, there was nothing in the
decree to indicate that any payments for her should continue beyond her remar-
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F. Family Trusts
In O'Donnell v. Commissioner,05 the court of appeals affirmed a grant
of partial summary judgment to the government to the effect that the
taxpayer was not entitled to a deduction for contributions made to 'family trusts' from salary payments received by the taxpayer when the trust
had no charitable attributes or any other attributes which might give rise
to a deduction.'" In the usual case, a family trust is a tax protestor's
scheme for tax reduction or avoidance through multiple income splitting
and incurrence of extensive administration expenses.0, Such schemes
have been uniformly disapproved by the courts.'" Usually family trusts
.are set up so that the income flows from the employer to the trust. The
taxpayer claimed that the court denied him the right to produce evidence
showing that the instant scheme was different.'" The income in question
went from the employer to the taxpayer and then to the trust.1 The
court of appeals labeled the taxpayer's position "incredible." ' This arrangement was in fact an even less sophisticated effort to accomplish the
usual objective of a family trust arrangement, because the taxpayer received the income from the employer first.1 18
G.

PersonalHolding Company Provisions

One Eleventh Circuit case concerned an application of the Code's personal holding company provisions. In Dothan Coca-Cola Bottling Co. v.
riage. Thus, we find and hold that under Georgia law, Mr. Strealdorf had no continuing legal obligation to make alimony payments to Mrs. Henry after her remarriage. Therefore, the payments to her are neither includible in her income under
section 71(a)(1) nor deductible by him under section 215(a).
726 F.2d at 1526. The difficulty is that the parties did not attempt as in Burns v. Rivers, 244
Ga. 631, 632, 261 S.E.2d 581, 583 (1979), to make an allocation between alimony and child
support. Thus, it might be appropriate, as the Tax Court implied and as the Eleventh Circuit stated, to infer from Georgia law that once the remarriage and the statutory obligation
to pay alimony has ceased, unless otherwise provided for, to include that the presumption of
alimony lapses and that the payment is for child support. However, the parties in Strealdorf
did tie alimony expressly to the continued necessity of child support and, thus, it seems that
they did intend something in the way of alimony to continue after remarriage or at least for
so long as the children needed support. 726 F.2d at 1522. This brings the Strealdorf case
very close to the Wiley case.
105. 726 F.2d 679 (11th Cir. 1984).
106. Id. at 682.
107. Id. at 681.
108. See, e.g., Shultz v. Commissioner, 686 F.2d 490, 492-94 (7th Cir. 1982).
109. 726 F.2d at 681.
110. Id.
111. Id.
112. Id.
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United States" the court affirmed a district court judgment"1 4 as not
clearly erroneous with respect to a fact finding under those provisions."'
At issue was the seventy percent penalty tax imposed under the personal
holding company provisions.' 6 In order to be subject to such a tax the
company in question must satisfy two criteria: (1) more than fifty percent of its stock must be owned by less than six individuals; and (2) at
least sixty percent of its adjusted ordinary gross income must be personal
holding company income.111 It was stipulated that the first criterion was
satisfied so that only the second was at issue.11 8
This case depended upon whether payments made to the taxpayers,
two Coca-Cola bottling corporations, were rent for tangible assets which
are not personal holding company income or royalties for use of the CocaCola franchise which would be such income.' 9 The taxpayers had for a
number of years leased their tangible assets and sublicensed their
franchise rights to affiliated partnerships.120 At a later time the taxpayers
began charging ten cents for each gallon of soft drink syrup purchased 2in1
addition to the fixed rental that the taxpayers had collected annually.
This fee was later increased to twenty cents per gallon. The issue turned
upon how much of this gallonage payment constituted rent for the use of
the franchise."' If it amounted to more than six cents of each twenty
cents then the personal holding company penalty tax payment would apply as a tax on undistributed passive income of personal holding
companies. 12

The district court found that the personal holding company penalty tax
did not apply.' 2 4 The court based its decision upon a record of documents
and transcripts of evidence used by the trial court in the Court of Claims
involving identical factual and legal issues with other parties.'2M Although
the trial court had recommended a finding for the taxpayer, the Court of
Claims did not accept the panel's recommendation.' 2'6 After spending the
113. 745 F.2d 1400 (11th Cir. 1984).
114. Id. at 1401.
115. Id.; see I.R.C. §§ 541-47 (1982).
116. See I.R.C. §§ 542(a)(2), 543(b)(2), 543(a) (1982).
117. 745 F.2d at 1401.
118. Id. at 1401-02.
119. Id. at 1401. The partnership had transferred these assets to the taxpayers in exchange for shares of common stock at the incorporation of the taxpayers. The taxpayers
themselves had never actively engaged in the bottling activity. Id.
120. Id.
121. Id.
122. Id.
123. Id. at 1402.
124. Id. at 1401.
125. Id. at 1402.
126. Id.
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majority of its opinion deciding that the clearly erroneous standard applied even to decisions of the district court not based upon live
evidentary testimony, the Eleventh Circuit found that the district court
opinion was not clearly erroneous-that is, the taxpayers were correct
that the gallonage payment "was intended to, and actually did, apply to
rental of tangible assets and was not a payment of a royalty by the partnerships for the use of Taxpayer's franchise."' "1 7 This holding was based
upon the trial court's examination of the lease agreements, the government's expert testimony which was unpersuasive, as well as the testimony
of the taxpayer's expert witness that the franchise for bottling Coca-Cola
had no value. The court further stated that the district court had:
noted that the total rent called for in the leases and sub-bottlers contract
was not sufficient to cover the fair rental value of both the tangible and
intangible assets leased, a fact which provides further support for plaintiffs' position that the per-gallon payments were for the lease of tangible
assets rather than for the Coca-Cola franchises, and that the rentals were
not merely a facade." 8
Therefore, the court of appeals affirmed the holding of the district court
that the personal holding company penalty did not apply.12'
As might be expected, this decision drew a dissent. Judge Johnson
found that the district court's decision hinged upon a clearly erroneous
finding that the Coca-Cola bottling franchises had no value.' 30 He would
have found that the value was substantial and that the value was indicated by what other investors would pay for such franchises, which in
essence, provide monopoly power to use the Coca-Cola name.13 1 In response to the suggestion that the gallonage payment would not cover the
fair rental value of both the tangible and intangible assets, Judge Johnson
noted that:
The District Court and the majority note that the payments made to
the taxpayers were not sufficient to cover the fair rental value of all tangible and intangible assets, including the franchises, that were leased to
the partnerships. I am not convinced that the value of 'all' the assets has
been established, unless the value assigned to the franchises is zero, in
which case an error has clearly been made. 3
127. Id. at 1404.
128. Id.

129. Id.
130. Id. at 1404 (Johnson, J., dissenting).
131. Id. at 1405.
132. Id. at 1406. Judge Johnson continued this line of thoughtMoreover, even assuming the payments fell short of the fair rental value of all
the assets leased, this would not dispose of the government's contention that the
taxpayers created a facade for tax sheltering purposes. The taxpayers argue that,
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Judge Johnson then cut to the heart of the problem on appeal. The district court had concluded that the Coca-Cola franchises had little or no
value and therefore did not categorize any part of the gallonage payment
as royalties. 1 "3While it is hard to say which side is correct in this dispute,
a finding of no value in such a franchise must almost certainly be wrong.
In order to correct this situation, Judge Johnson would have reversed the
district court's holding in order that a specific valuation of these rights
could be made on remand.'

II. TAx

PROCEDURE

A. Injunctions Against Tax Return Preparersand Tax Advisors
In 1984, the Eleventh Circuit issued one major opinion dealing with the
ability of the Internal Revenue Service to enjoin tax return preparers and
tax advisors from soliciting taxpayers with schemes to reduce taxes. In
United States v. Ernst & Whinney,'3 the Service sought an injunction
against a major accounting firm to prevent it from interfering with the
administration of the Internal Revenue laws. 1' 6 The district court had
dismissed the action and the Internal Revenue Service appealed. 37 The
court of appeals reversed and remanded the case, thereby keeping alive
the prospect that an injunction might issue.'"
This case grew out of Ernst & Whinney's promotion and use of an investment tax credit system designed to enable a client to claim greater
amounts of tax credits.13 ' Ernst & Whinney determined which clients
were potentially able to obtain a tax savings through the use of this
credit. Its consultants would identify properties potentially eligible for
the credit.
if their intent had been to shelter income, they would have sheltered more by
making payments in excess of the assets' fair rental value. It is equally plausable,
however, that the underpayment evidences an attitude of caution in structuring
financial arrangements having the potential for significant tax exposure. The 70percent penalty tax imposed by Section 541 of the Internal Revenue Code operates specifically to discourage taxpayers from putting large amounts of their income into tax-sheltering corporations. The underpayment in this case may actually be reasonable compensation in light of the risks of audit and penalty

assessment.
Id. at 1406 n.2.
133. Id. at 1402.
134. Id. at 1406 (Johnson, J., dissenting).
135. 735 F.2d 1296 (11th Cir. 1984).

136. Id. at 1297.
137. Id. See United States v. Ernst & Whinney, 549 F. Supp. 1303 (N.D. Ga. 1982).

138. 735 F.2d at 1298.
139. Id. See I.R.C. §§ 38, 46-48 (West Supp. 1985).
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The Internal Revenue Service believed that Ernst & Whinney systematically used misleading terminology that misrepresented the nature of
the property in question and its qualification for the investment tax
credit.'4 0 The Service contended that this resulted in the overuse of the
tax credit by Ernst & Whinney's clients. Thus, the Service sought an injunction preventing Ernst & Whinney from promoting this service, advising its clients to use alleged deceptive terminology to claim the credit,
creating misleading audit documentation to support the claims, and hindering Service attempts to discover the identities of taxpayers who used
this service."'

In support of its position, the Service relied both upon section
7402(a)"12, which provides the district court with power to issue, among
other things, injunctions for the proper enforcement of the Internal Revenue laws, and section 740714 which relates to the activities of income tax
return preparers and allows injunctions to be issued in connection with
various offenses by 'tax preparers.' The latter contains an exception that
a tax preparer charged with conduct subject to penalties under Code section 6694"' can block an injunction by filing a $50,000 bond with the
Service as a surety for the penalties. Ernst & Whinney filed such a bond
after the filing of this suit and then moved to dismiss, arguing that the
bond barred an injunction under section 7407 and that section 7402 gave
no authority to enjoin any other activities. The district court accepted
5
both points urged by Ernst & Whinney."1
The Eleventh Circuit dealt first with the possibility of an injunction
against Ernst & Whinney as a 'tax advisor.' It found that the district
court's rule 12(b)(6) dismissal of the complaint against Ernst & Whinney
as a tax advisor under section 7402 was improper. 1" The district court
had found that this section was merely jurisdictional and that it applied
only if there was some violation of another specific tax provision relating
to Ernst & Whinney's advising activities."17 The court of appeals dis140. 735 F.2d at 1298.
141. Under I.R.C. § 7609 (West Supp. 1984), the Service also issued a 'John Doe' summons seeking records from Ernst & Whinney regarding clients using the tax credit service.
Records relating to the southeast region were turned over to the Service, but the other
records were not. The District Court for the Northern District of Ohio ordered Ernst &
Whinney to comply with the remaining summons in an enforcement action. United States v.
Ernst & Whinney, 584 F. Supp. 1073 (N.D. Ohio 1984), affd, 84-2 U.S. TAx CAS. (CCH)
9999 (6th Cir. 1984).
142. I.R.C. § 7402(a) (1982).
143. I.R.C. § 7407 (1982).
144. I.R.C. § 6694 (1982).
145. 735 F.2d at 1299.
146. Id. at 1301.
147. Id. at 1300.
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agreed and found no need to show a violation of a particular Code section
in order to obtain an injunction."' s Finding that section 7402 gave the
Service a broad range of powers, the Eleventh Circuit joined several other
courts that had interpreted the provision to authorize injunctions even
when there was only general interference with administration of the tax
laws."' The court, however, did not rule on the propriety of an injunction, finding that factual disputes remained. 150 The court noted that the
decision to issue such an injunction is governed by the traditional factors
that guide the district court's use of an equitable remedy. 1" 1
The Eleventh Circuit next found that the district court was, to some
extent, correct that the bond barred the injunction against Ernst &
Whinney as a 'tax preparer.'" The court's ruling on this point, however,
allowed an exception. The bond prevented the Service from securing an
injunction under section 7407(b)(1)(A)"'5 with respect to penalty conduct
under section 66941" and Treasury Regulation section 1.6694-1.1"' That
latter Code section prohibits among other things willful understatement
of tax liabilities. Ernst & Whinney argued that the Service's complaint
alleged a pattern of activity designed to understate that liability. The
Service responded that its allegations included not simply penalty conduct but also a "pattern of deception and falsification" 166 that is actually
prescribed by section 7407(b)(1)(D), which is a catch-all provision allowing an injunction, despite a bond, against a tax return preparer who
has "engaged in any other fraudulent or deceptive conduct which substantially interferes with the proper administration of the Internal Revenue laws."' 7 The district court had held that the Service was impermissibly attempting to subdivide conduct that had an overall goal of
understating tax liability. '" The court of appeals, however, stated that
148.

Id.

149. Id. See United States v. Ekblad, 732 F.2d 562 (7th Cir. 1984) (§ 7402 used to enjoin
individual's harrassment of IRS agents and designed to hinder their effectiveness). Cf.
United States v. Hart, 702 F.2d 749 (8th Cir. 1983); United States v. Van Dyke, 568 F.
Supp. 820 (D. Ore. 1983). Moreover, this section has supported injunctions of parties encouraging taxpayers to make fraudulent claims. See United States v. Landsberger, 692 F.2d
501 (8th Cir. 1982); United States v. May, 555 F. Supp. 1008 (E.D. Mich. 1983).
150. 735 F.2d at 1300. See, e.g., Hecht Co. v. Bowles, 320 U.S. 321, 329-30 (1944); SEC v.
Carriba Air, Inc., 682 F.2d 1318, 1322 (11th Cir. 1982).
151. 735 F.2d at 1306.
152. Id.
153. I.R.C. § 7407(b)(1)(A) (1982).
154. See infra note 144.
155. Tress. Reg. § 1.6694-1 (1978).
156. 735 F.2d at 1303-04.
157. I.R.C. § 7407(b)(1)(D) (1982).
158. United States v. Ernst & Whinney, 549 F. Supp. 1303, 1308 (1982).
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this was not an 'all of nothing' proposition.15' In considering the range of
conduct in question, the court found that: (1) advising clients to make
unjustified tax credit claims by means of deceptive terminology fell
within the section 6694 penalty conduct;' o (2) misleading documentation
generated in the course of that advising also is within the scope of penalty
conduct;1 61 but (3) promotion and marketing of the allegedly fraudulent
investment tax credit service was not within the scope of penalty
62
conduct.1
On the latter point, the court compared Ernst & Whinney's promotional activities as an aggressively marketed scheme to actions that might
fall within section 7407(b)(1)(C), which allows a court to enjoin tax
preparers who "guaranteed the payment of any tax refund or the allowance of any tax credit."1o 3 The court noted1 " that, although Ernst &
Whinney's actions might not fit neatly within that subsection, the analogy supported the possibility of an injunction under the catch-all section
7407(b)(1)(D). 1' 1 Again the court did not find that an injunction should
issue but merely that the complaint alleged a pattern of activity which if
proven could support injunctive relief.116
B.

Attorney's Fees for Taxpayers

The Eleventh Circuit in 1984 had several opportunities to construe the
provisions of the Equal, Access to Justice Act (EAJA),1' 7 which permits
the government's adversaries in certain tax cases to claim attorney's fees
if victorious. These decisions should be important precedent in interpreting the Act, as well as influential in construing new section 74301"1 which
was added to the Internal Revenue Code in 1982 and contains similar
provisions.
Types of Actions Justifying Fees. In Ashburn v.United States 69
the United States appealed from a judgment in the district court awarding attorney's fees. The court concluded that plaintiffs were not entitled
1 70
to those fees and, therefore, reversed the decision of the district court.

159. 735 F.2d at 1304.
160. Id.
161. Id. at 1305.
162. Id. at 1306.

163. Id.
164. Id.
165. I.R.C. § 7407(b)(1)(D) (1982).
166. 735 F.2d at 1306.
167. Pub. L. No. 96-481, 94 Stat. 2325 (1980).
168. I.R.C. § 7430 (West Supp. 1985).
169. 740 F.2d 843 (11th Cir. 1984).
170. Id. at 844.
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The Equal Access to Justice Act provides in pertinent part that:
[A] court shall award to a prevailing party other than the United States
fees and other expenses . . . incurred by that party in any civil action

. . . brought by or against the United States in any court having jurisdiction of that action, unless the court finds that the position of the United
States was substantially justified or that special circumstances make an
award unjust. 7 1
Under this provision the court in Ashburn found two primary questions: (1) What was the position of the United States; and (2) What was
of the phrase 'substantially justified' as used in this
the meaning
2
provision?0
The first issue is whether the position of the United States refers to the
position taken in litigation or, in addition, the position of the agency underlying the litigation. The district court had looked to the underlying
position of the agency, not merely the litigating conduct. Although this
position would be the same in most cases, it was not in this case because
the government had conceded the issues after the suit was filed.
The court considered the language and legislative history of the statute
to be ambiguous on this point and as a result looked to the 'broad purposes' of the Act to resolve it.17 The court found that the Act was to
encourage persons who might otherwise be deterred by litigation expenses
to challenge unreasonable governmental behavior." 4 On the other hand,
the court noted that the 'substantial justification' requirement was in essence a compromise such that not all prevailing parties would be entitled
to attorney's fees. '7 The court held that the litigating position interpretation best implemented this legislative compromise because agency action,
in order to be overturned by the court, often must be arbitrary and capricious and it would be difficult to deny attorney's fees on the basis of substantial justification in such an event. 17 Thus, the Eleventh Circuit
joined several other circuits which also had concluded that the position of
the litigating position of the government
the United States refers only to
7
and not the agency position."
171. 28 U.S.C. § 2412(d)(1)(A) (1982).
172. 740 F.2d at 846.
173. Id. at 847.
174. Id. at 849.
175. Id.
176. Id.
177. Id. at 849-50; see United States v. 2,116 Boxes of Boned Beef, 726 F.2d 1481, 1487
(10th Cir. 1984); Spencer. v. NLRB, 712 F.2d 539, 557 (D.C. Cir. 1983); Ellis v. United
States, 711 F.2d 1571, 1575 (Fed. Cir. 1983); Tyler Business Servs., Inc. v. NLRB, 695 F.2d
73, 75 (4th Cir. 1982). But see Rawlings v. Heckler, 725 F.2d 1192, 1195 (9th Cir. 1984);
National Resources Defense Council, Inc. v. United States EPA, 703 F.2d 700, 707 (3d Cir.
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The court held that the district court abused its discretion in determining that the government's position was not 'substantially justified. 78 The
government conceded the case eleven months after the complaint was
filed. The court held that the government should not be compelled to
decide immediately upon service of the complaint whether to concede the
case. 179 Therefore, the court concluded plaintiffs should not recover attorney's fees under the Act because the government's position was justified
in studying the merits of the case before dismissal. 8 '
In White v. United States,181 the court affirmed the district court's
award of attorney's fees to plaintiff, but building upon the Ashburn decision, reversed in part for the failure of the district court to apply the
correct legal standard in determining the amount of the recovery."82
The substance of the case centered on whether payments in connection
with a divorce were support payments or property settlement. The district court had found that the payments were in discharge of a property
settlement and, therefore, not taxable.183 The district court upon application of the taxpayer for fees and expenses awarded an amount for legal
fees incurred during the administrative phase and during litigation.8
This prompted the government's appeal. 8' The government asserted that
its position was 'substantially justified' within the meaning of the Act and
consequently no award of fees should be made. Second, even if its position was not so justified, the government contended that no fees are permitted for costs incurred at the administrative level. 1"
The primary issue was whether fees paid in connection with a divorce
constituted alimony or property settlement: The Eleventh Circuit held
that part of the government's position, that the fees constituted alimony,
was unreasonable or not substantially justified, when prior case law focussing on several factual aspects of the case established that the payments
were for a property settlement."87 The court concluded that, although the
government need not prevail to avoid a fee award, the case law was
1983).

178. 740 F.2d at 850.
179.

Id.

180. Id.
181.

740 F.2d 836 (11th Cir. 1984).

182. Id. at 838.
183. Id. at 839. See White v. United States, 550 F. Supp. 96, 100 (M.D. Ala. 1982).
184. 740 F.2d at 839.

185. Id.
186. Id.
187. Id. at 839-41. See Riley v. C.I.R., 649 F.2d 768, 773 (10th Cir. 1981); Lambros v.
C.I.R., 459 F.2d 69, 71 (6th Cir. 1972); McCombs v. C.I.R., 397 F.2d 4, 7 (10th Cir. 1968);
Campbell v. Lake, 220 F.2d 341, 342-43 (5th Cir. 1955); Joslin v. C.I.R., 52 T.C. 231 (1969),

aff'd, 424 F.2d 1223 (7th Cir. 1970).
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"clearly against the government" as the courts had "consistently held
that such payments [as in consideration in this case] constitute support,
not alimony." 18 The court, thus, found the government's position in litigating the case was not reasonable and affirmed the district court exercise
of discretion on this point.1"
The second issue related to the award of attorney's fees concerned payments made by the ex-husband for taxes and clothing. The government
originally took the position that these constituted alimony. Within three
months after plaintiff's assertion of this issue, however, the government
conceded. On this point, the court expanded upon Ashburn v. United
States'" in which the court held that "the position of the United States
as used in the act refers to the government's litigating position, not the
Service's position on the underlying action."'" For this reason, the government's concession in litigation within three months after the litigation
was commenced meant that the government acted reasonably and was
substantially justified in its actions."
The court's decision on the second substantive issue telegraphed its position with regard to the possibility of fees for costs incurred at the administrative level. The district court found that the fees for services performed at the administrative phase were includible in the fees to be
awarded. 1"1 The court of appeals, however, held that "an award of fees
incurred at the administrative level is inappropriate under the EAJA."'"
The court found that because the administrative procedure of the Service
did not constitute an adverse agency adjudication and it was not willing
to extend the definition of awardable fees to fees incurred in anticipation
of litigation.?95 The first recoverable attorney's fees are the cost of preparing and filing a petition or complaint commencing a civil action.'" This
position will reduce the amount of fees recoverable as substantial costs
can be incurred in protracted administrative proceedings with the Service
even years before the filing of petition or complaint.
This holding may be extended to have a broader reach in applying the
attorney's fees provision added by the Tax Equity and Fiscal Responsibility Act of 1982.197 In that Act, Congress added to the Internal Revenue
188.
189.
190.
191.
192.

740 F.2d at 841.
Id.
740 F.2d at 843.
Id. at 842.
Id. See Alspach v. District Director of Internal Revenue, 527 F. Supp. 225, 229 (D.

Md. 1981).
193. 740 F.2d at 839.
194. d. at 842.
195.

Id.

196. Id.
197.

Pub. L. No. 91-190, § 292, 96 Stat. 324, 572 (1982).
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Code a new section 7430 s which contains provisions similar to the
EAJA'" and extends fee awards to all civil tax proceedings including
those in the Tax Court. The Eleventh Circuit cited the legislative history
on that newer provision as support for its conclusion under the EAJA. 00
Thus, it might be expected that the similar result would be obtained in
the Eleventh Circuit on that point.
Interpleader Actions. In Cable Atlanta, Inc. v. Project, Inc.0 1 the
Eleventh Circuit faced a somewhat unusual question relating to an award
of attorney's fees against the government under the Equal Access to Justice Act.2 02 In that case, plaintiff, Cable Atlanta, moved for attorney's fees

against the government for expenses which had been occasioned by the
government's serving a notice of levy for the amount of taxes owed by a
creditor of Cable Atlanta. 0 3 Cable Atlanta filed an interpleader action
that eventually led to payment of the fund to the United States.'0 4 The
district court awarded attorney's fees against the government under the
Act. 20 5 The court of appeals reversed, holding in a case of first impression

s
in the circuit that such fees cannot be assessed against the government.'"
Absent the Act, it was clear that there would be no right for attorney's
fees out of the fund to pay the United States tax lien.201 The only question was whether the Act changed this rule. 2" The Eleventh Circuit followed other courts which had found that the "statute does not form an
independent basis upon which to award attorney's fees and, therefore,

198. I.R.C. § 7430 (West Supp. 1985).
199. See supra note 167.
200. 740 F.2d at 839 (citing H. Rep. No. 404, 97th Cong., 1st Sess. 14); but see Kaufman
v. Egger, 85-1 U.S. TAX CAs. (CCH) 9278 (1st Cir. 1985); Penner v. United States, 584 F.
Supp. 1582 (S.D. Fla. 1984); and Hallman v. Murphy, 586 F. Supp. 1 (N.D. Ga. 1983), appeal by gouernment not authorized.
201. 749 F.2d 626 (11th Cir. 1984).
202. 28 U.S.C. § 2412(b) (1982).
203. 749 F.2d at 626-27.
204. Id.
205. Id. at 627. Cable Atlanta, Inc. v. Project, Inc., 572 F. Supp. 1113 (1983).
206. 749 F.2d at 626.
207. Id. at 627. See Spinks v. Jones, 499 F.2d 339, 340 (5th Cir. 1974). See also I.P.C. §§
6321-22 (1982). The theory is that the federal tax lien attached prior to the commencement
of the interpleader action and, thus, had priority over that claim.
208. 28 U.S.C. § 2412(b) (1982) provides in pertinent part:
Unless expressly prohibited by statute, a court; may award reasonable attorney's
fees and expenses of attorneys ... to the prevailing party in any civil action
brought by or against the United States. . . .The United States shall be liable
for such fees and expenses'to the same extent that any other party would be liable
under the common law or under the terms of any statute which specifically provides for such an award.
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does not change prior law in the matter."'" In essence, this decision
treats a potential award of attorney's fees in such cases as inevitably coming out of the fund which is the subject of the interpleader action and
follows previous authority in denying such fees.210
C. Retroactive Change of Position by the Internal Revenue Service
The Eleventh Circuit confronted two cases concerning a retroactive
change in position by the Service. The decisions taken together show the
breadth of discretion given the government in this area. Only when the
Service takes an almost indefensible position, such as in the second case
discussed below, does it exceed its authority.
In Wendland v. Commissioner' the court considered an appeal from
the Tax Court. The taxpayers were limited partners in a partnership that
acquired a coal mining lease. The partnership characterized the entire
cost of acquisition as an advance royalty.' 1 ' The Tax Court disallowed the
deduction taken for the advance royalties in a year in which no coal was
mined. 21 The primary concerns on the appeal, however, dealt with procedure, including the retroactive change in the Service's position.
First, the court observed that, although the instant appeal concerned
the same partnership and transaction as an appeal to the Ninth Circuit,
these taxpayers were not collaterally estopped from litigating the same
issue.' 1 ' Despite that finding, the Eleventh Circuit followed the Ninth
Circuit in finding on the second point that the retroactive application of a
1977 Treasury Regulation s relied upon by the Commissioner was permissible in resulting in the disallowance of the deductions that related to
a partnership formed in 1976.2, 6 The court noted that this decision will
209. 749 F.2d at 627. See also Chevron U.S.A., Inc. v. May Oilfield Servs., Inc., 739 F.2d
489, 499 (10th Cir. 1984); Miller's Mut. Ins. Ass'n v. Wassail, 738 F.2d 302, 304 (8th Cir.
1984).
210. The Eleventh Circuit also denied plaintiff's claim for attorney's fees under Georgia
law. See O.C.G.A. § 23-9-90 (Michie 1982). That provision can be read to allow the payment
of the attorney's fees of the person bringing an interpleader action out of the cost of the
action. The court, however, said no Georgia case that had construed the statute to justify an
attorney's fees award directly against the prevailing claimant to the interpled fund. 749
F.2d at 628. See Eaton Yale & Towne, Inc. v. Strickland, 228 Ga. 430 (1971); Helmken v.
Meyer, 118 Ga. 657 (1903). Thus, this state statute did not provide a basis in the court's
view for awarding attorney's fees to the plaintiff.
211. 739 F.2d 580 (11th Cir. 1984).
212. Id. at 581.
213. Id.
214. Id.; see Divine v. Commissioner, 500 F.2d 1041, 1045 (2d Cir. 1974).
215. Treas. Reg. § 1.612-3(b) (1977).
216. 739 F.2d at 581.
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stand under Code section 7805(b) " unless the Secretary has abused his
discretion in making that application retroactive.'1 " The court found that
no abuse of discretion occurred in this case when the taxpayers had notice of the impending amendment to Treasury Regulation section 1.6123(b)(3) which provided that advance royalties are deducted from the
gross income in the year in which the mineral is produced. 2 9 The news
release announcing the suspension of the prior rule22 0 was published on
October 29, 1976 and the partnership was formed two months later on
December 30, 1976.221 Moreover, 2the
court stated that the 1977 amend2
ment did not change settled law.
In contrast to the situation in Wendland, the Service in Baker v.
United States22 was held to have abused its discretion when it attempted to treat taxpayers inconsistently on a retroactive basis.2 24 The
Eleventh Circuit affirmed a district court finding that the Service should
not have disallowed retroactively a deduction for educational expenses
taken in 1977.225 One of the taxpayers was a veteran enrolled in flight
training courses. He deducted the cost of that flight training as a cost
associated with his employment even though
tuition was partially reim2
bursed by tax exempt veterans benefits.' 2
Under the prior position of the Service the deduction was valid despite
the reimbursement.2 27 This position was modified in 1980.228 The Service
at that time ruled that Code section 162(a)22 would not permit the deduction for an expense when the taxpayer is specifically reimbursed for
that expense. The Service distinguished flight training allowances from
payments made for other educational programs, characterizing the former
as a tuition reimbursement while determining that the latter was a living

217. I.R.C. § 7805(b) (1982).
218. 739 F.2d at 581.
219. Id. at 581-82.
220. Id. at 581. Rev. Rul. 70-20, 1970-1 C.B. 144.
221. 739 F.2d at 581. The proposed regulation was published in final form on December
19, 1976. On that day the service issued Rev. Rul. 77-489, 1977-2 C.B. 177, thereby revoking
Rev. Rul. 70-20, 1970-1 C.B. 144 and Rev. Rul. 74-214, 1974-1 C.B. 148 which indicated that
lump sum royalties were deductible when paid or accrued.
222. 739 F.2d at 582; see also Redhouse v. Commissioner, 728 F.2d 1249 (9th Cir. 1984).
In that case, a California resident was a limited partner in the same partnership and was
found subject to the retroactive application of the amendment.
223. 749 F.2d 1465 (11th Cir. 1984).
224. Id. at 1470.
225. Id.
226. 748 F.2d at 1468; see 38 U.S.C. § 3101(a) (1982). The reimbursement was for 90%
of the tuition. 748 F.2d at 1468.
227. 748 F.2d at 1466; Rev. Rul. 62-213, 1962-2 C.B. 50.
228. 748 F.2d at 1466; Rev. Rul. 80-173, 1980-2 C.B. 60.
229. I.R.C. § 162(a) (West Supp. 1985).
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stipend consisting of a level payment without regard to costs. Subsequently, the Service reversed its previously-held position as to general
educational benefits ruling that no veteran can deduct amounts expended
for educational programs that3 0are allocable to tax free benefits paid by
the Veterans Administration.
The district court on motion for summary judgment ruled that the taxpayers were entitled to a refund when the Service had abused its discretion by retroactively denying a deduction for taxpayers receiving educational benefits for flight training courses while not retroactively
disallowing the same deduction for those taxpayers whose entitlement to
benefits accrued by reason of their enrollment in other education programs. 2 1 The government argued that the benefits for flight training
courses were computed differently from the other programs in question.28
A veteran was entitled to reimbursement of ninety percent of the flight
training costs whereas general educational benefits were computed according to the number of the veteran's dependents and degree of participation in a course of study. The government had prevailed on this point
before the Ninth Circuit Court of Appeals.'
The Eleventh Circuit Court of Appeals, however, disagreed with the
Ninth Circuit and found the methods of determining benefits would not
justify the different treatment of taxpayersss The court found that the
purpose of all types of educational benefits was to encourage participation
in such programs and found that in each case a nontaxable benefit is tied
directly to the veteran's participation in the program.3 5 The government's change of position recognized the lack of distinction between these
educational programs, finding that they should all be treated similarly.'
The latter ruling incorporating the change in position, however, was not
to be applied retroactively, so the disparate treatment still existed between taxpayers seeking to deduct other educational costs and those
seeking to deduct flight training costs.28 7 It was this unequal treatment
the court that the taxpayers in the present case should
that persuaded
2
prevail. 3

230.
231.
232.
233.
234.
235.
236.
237.
238.

Rev. Rul. 83-3, 1983-1 I.R.B. 10.
Baker v. United States, 575 F. Supp. 508, 509 (1983).
748 F.2d at 1407.
See Manocchio v. Commissioner, 710 F.2d 1400 (9th Cir. 1983).
748 F.2d at 1468.
Id.
Id. at 1409.
Id.
Id. at 1469-70.
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D. Summons Compliance
In United States v. Centennial Builders, Inc." 9 the court considered
an appeal by taxpayers from enforcement of eight Internal Revenue Service administrative summonses." 0 The summonses were a result of an undercover investigation conducted as part of the Service's 'Business Opportunity Project' in which agents would pose as prospective purchasers
of businesses and contact the owners who were suspected of concealing of
income. In the course of those contacts, the agent would request information about income that was undisclosed to the Service, but which the
owner would disclose to a prospective buyer. In this case, the taxpayers
asked the special agent whether he was a Service agent. He denied that
he was and proceeded with his questions.2 41 Subsequently, several summonses were issued."'
The first question relating to the validity of these summonses concerned'the purpose of their issuance. Before the Tax Equity and Fiscal
Responsibility Act of 1982"' (TEFRA), summonses could be issued only
for a civil purpose supporting a criminal tax purpose. 2 4 Congress enacted
TEFRA after these summonses were issued and the Service acquired
power to issue summonses solely for criminal tax purposes so long as the
Service had not referred the case to the Justice Department for criminal
prosecution."' The Eleventh Circuit held that even under pre-TEFRA
law a summons should be enforced unless the taxpayer could prove that
the single purpose of the Service as an institution was to gather evidence
for a criminal investigation.2'4 The Eleventh Circuit reasoned that in this
case the evidence was sufficient to indicate that when the summonses
were issued the Service had not abandoned, in an institutional sense, a
civil tax case against the taxpayer. Moreover, the court said that it would
be inappropriate to grant the taxpayer's request in any event because if
"7
the summonses were not enforced due to a "solely criminal purpose"''
the Service presumably can reissue identical summonses that were proper
239. 747 F.2d 678 (11th Cir. 1984).
240. Id. at 680.

241. Id.
242. Id. Summonses were issued to banks, corporations, and accountants requesting various books and records of the taxpayer for periods in question. The taxpayers directed
these persons not to comply under I.R.C. § 709(b). 747 F.2d at 680.
243. Pub. L. No. 91-190, 96 Stat. 324 (1982).
244. 747 F.2d at 681.
245. Id.
246. Id. See United States v. Johnson, 652 F.2d 475, 477 (5th Cir. Aug. 3, 1981) (Unit A).
The subjective intent of an agent in question is not relevant.
247. 747 F.2d at 681.
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under the new provisions of Code section 7602.248
The taxpayers also contended that it was an abuse of process for the
courts to enforce the summonses in this situation. They contended that in
expressly denying that the special agent was a representative of the government, the agent had employed 'deceptive conduct' to win the taxpayer's cooperation and violated the fourth and fifth amendment rights of
the subjects. 24 The court treated these arguments briefly.250 The constitutional arguments were based on United States v. Tweet. 251 In this case,
an agent told the taxpayer that no special agent was involved in the case.
This information led the taxpayer's accountant to believe that only a civil
investigation was being conducted. The agent did not disclose that the
audit had been requested by the Justice Department's Organized Crime
and Racketeering Division which only investigates criminal matters. The
Fifth Circuit, in Tweet, held that the agent's subsequent microfilming of
records constituted an illegal search in violation of the fourth amendment
because consent was obtained through deception. 252 The Eleventh Circuit,
however, distinguished Tweet by noting that the case before it was an
undercover investigation. 2 51The Tweet case was limited to the situation
of an agent acting in his official capacity in which it is expected that he
will deal in an honest and forthright manner with taxpayers.
Thus, the court joined the Ninth Circuit Court of Appeals which held
in Jones v. Berry'" that taxpayer's constitutional rights are not concerned when the Service's undercover agent obtains information by
falsely pretending to be interested in buying a business.2 55 The Ninth Circuit found that there was no expectation of privacy in the information
revealed and, therefore, no fourth amendment search.'M
The possibility that any other decision would have resulted in disallowance of the use of an undercover agent affirmatively misrepresenting his
true identity apparently concerned the Eleventh Circuit. The court noted
"[a] contrary position would enable individuals suspected of crimes to negate the effects of undercover investigations merely by inquiring of all
associates at. the outset whether they were government agents."2 7 The
court stated that: "We are not here to prescribe 'fair' rules for the
248.
249.

I.R.C. § 7602 (1982).
742 F.2d at 682.

250. Id.
251.
252.
253.
254.
255.
256.
257.

550 F.2d 297 (5th Cir. 1977).
Id. at 298-300.
747 F.2d at 682.
722 F.2d 443, 447 n.5. (9th Cir. 1983).
747 F.2d at 682.
722 F.2d at 447-48.
747 F.2d at 683.
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'game' of lawman versus lawbreaker."2 8 Thus, the court upheld the constitutionality of the special agent's acquisition of information and the dis25
trict court was held to have properly ordered the summonses enforced. 9
The Service did not fare so well in United States v. Wylie2s° in which
the Eleventh Circuit faced a procedural question relating to'a summons.
The case was complicated by the government's omission. The government
had begun a tax investigation of Willie Baker. An administrative summons was issued to bookkeeper Margie Wylie directing her to produce
documents relating to Baker's taxes. 2s1 Baker directed Wylie not to comply with the summons and an enforcement action was initiated in the
district court. The district court issued an order quashing the summons
and the government filed its notice of appeal almost two months later.2s6
In the time between the proceedings in the district court and the oral
argument to the Eleventh Circuit, Wylie had turned over the records to
Baker's attorney and the Eleventh Circuit faced the question of whether
Wylie's then current lack of control over the records mooted the case.26s
The Eleventh Circuit held that it did and dismissed the action.'"
The court's holding is based upon the effect of a district court judgment while on appeal. If a party loses in the district court and does not
obtain a stay of judgment, then the other party may treat the judgment
as final .2 s The district court below quashed the summons and the government failed to obtain a stay. 2s" These proceedings freed Wylie to take
any action with the records she wished.2s The court noted that this will
not interfere with the enforcement of tax summons because the government's ability to obtain a stay of an unfavorable ruling is insurance
against that event. 2" Thus, the court dismissed the case and provided the
Service with an opinion setting forth a blueprint on how to preserve its
rights in a summons case when it has lost in the district court but wishes
to appeal. 2 "
258. Id. at 684.
259. Id.
260. 730 F.2d 1401 (11th Cir. 1984).

261. Id. at 1402.
262. Id.
263. Id.
264. Id.
265. Id.; see American Grain Ass'n v. Lee-Vac, Ltd., 630 F.2d 245, 247 (5th Cir. 1980).
266. 730 F.2d at 1403; see FED. R. Civ. P. 62.
267. 730 F.2d at 1402. As the court noted, Wylie could not have taken such action prior
to the district court's order. Id. See United States v. Asay, 614 F.2d 655, 660 (9th Cir. 1980);
Couch v. United States, 409 U.S. 322, 329 n.9 (1973).

268. 730 F.2d at 1403.
269.. The government also informed the court that the case may not be moot because if
the court were to reverse the ruling below it could begin contempt proceedings against Wylie for turning over the records. Id. See United States v. Cortese, 709 F.2d 1496 (3rd Cir.
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One notable Eleventh Circuit case involved the method of the government's proof in a criminal case. In United States v. Carter270 the court
considered, along with several other issues, the convictions of two individuals for tax evasion under section 7206.121 The government at trial
proved a tax deficiency underlying this conviction by use of the case expenditures method272 which is a variant of the net worth method,"' but
no specific instructions were given on this method of proof. The Eleventh
Circuit reversed, 7 finding that under the Supreme Court decision in
Holland v. United States17 the net worth method, being a somewhat uncertain method of proof, requires that charges stemming from it should
be "especially clear including a summary of the nature of the net worth
method and the assumptions upon which it rests and the inferences available both for and against the accused. ' 27 The Court found "no principled
basis" to distinguish Holland as the cash expenditures method involves
the same concerns for the defendant's right to a fair trial.277 Thus, the
court held that the trial court erred in failing to charge the jury with the
type of instructions required by Holland, and reversed the convictions on
this count.

1983). The Eleventh Circuit apparently disagreed with the represented holding of the
Cortese court although it is not clear exactly what that court held. The Cortese decision is
reported as one in which the district court decision is affirmed without opinion by the appeals court and no citation is given to the district court's holding. If the Cortese decision
held, as represented by the Service, there would appear to have been at least jurisdiction to
decide the merits of the summons enforcement order by the district court. The Eleventh
Circuit's finding of no jurisdiction due to mootness appears to reach a decision different
from the Third Circuit. In any event the Eleventh Circuit appears to be correct in finding
that absent a stay of the court's order where there was no summons and no order that was
disobeyed, there should be no contempt. See Reisman v. Caplin, 375 U.S. 440, 446 (1964).
270. 84-2 U.S. TAx CAs. (CCH) 9537 (11th Cir. 1984).
271. One of these individuals also was convicted on another count of filing a false tax
return under I.R.C. § 7206(1) (1982). The court affirmed on this count finding the evidence
to be sufficient. 84-2 U.S. TAx CAs. (CCH) at 84,549.
272. 84-2 U.S. TAx CAs. (CCH) 9537 at 84,548. See United States v. Penosi, 452 F.2d
217 (5th Cir. 1971).
273. 84-2 U.S. TAx CAS. (CCH) 9537 at 84,548. United States v. Newman, 468 F.2d 791,
793 (5th Cir. 1972). See United States v. Hiett, 581 F.2d 1199 (5th Cir. 1978).
274. 84-2 U.S. TAx CAS. (CCH) $ 9537 at 84,548. The Court reviewed the decision under
the plain error standard. See FED. R. CaM. P. 30, 52(b).
275. 348 U.S. 121 (1954).
276. 84-2 U.S. TAX CAS. (CCH) 1 9537 at 84,548 (quoting Holland, 348 U.S. at 129)).
277. 84-2 U.S. TAx CAs. (CCH) 9537 at 84,548.

