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During 1985, the Eleventh Circuit Court of Appeals decided numerous
cases relating to federal taxation. Many of those cases were significant,
although the court appears to be increasingly burdened by frivolous cases.
This Article will focus on the more significant tax law developments
within the Eleventh Circuit in 1985.
I.

INCOME TAx

A. Nature of Gross Income
In Stovall v.Commissioner, the Eleventh Circuit considered the nature of gross income under section 61 of the Internal Revenue Code
(IRC). 2 Taxpayer, a commodity futures trader, engaged in a fraudulent
taking of investors' money and treated it as his own. 3 The Tax Court had
held that taxpayer "exercised complete dominion over the funds within
the meaning of Commissioner v.Glenshaw Glass,"4 and the funds, therefore, constituted income under section 61.' The Tax Court based its deci* Associate in the firm of Sutherland, Asbill & Brennan, Atlanta, Georgia. University of
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1. 762 F.2d 891 (11th Cir. 1985).
2. I.R.C. § 61 (1982).
3. 762 F.2d at 892.
4. Id. at 893 (citing Commissioner v. Glenshaw Glass, 348 U.S. 426 (1955)).
5. 762 F.2d at 893.
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sion in part upon taxpayer's unfettered access to the funds on deposit,
and his authority or the authority of persons he controls to make trades
on behalf of the account. In addition, the Tax Court considered taxpayer's authority, as a futures trader, to manipulate the trades to derive
personal property at the expense of the depository, and the court found
that he had the ability to, and actually did, divert funds to his own use.'
The Tax Court also noted that taxpayer had failed to follow federal
regulations that required him to deposit the investors' funds in accounts
clearly reflecting the ownership of those amounts by the investors. That
court, applying United States v. Utah Construction and Mining Co.,7
gave collateral estoppel effect to a determination made in an administrative proceeding to revoke taxpayer's registration and certain trading privileges' It also noted that taxpayer failed to keep records that would accurately reflect his ownership in the investments. The court said his actions
were inconsistent with his claims that he was operating a bona fide cash
commodities business.' The Eleventh Circuit found nothing in this evidence showing that the Tax Court's conclusion was erroneous and found
substantial evidence to support the Commissioner's determination that
the investors' deposits with taxpayer constituted income to him. 10
B.

Ordinary Income versus Capital Gain

The Eleventh Circuit in Major Realty Corp. v. Commissioner" faced
two income tax issues relating to the sale of real estate. Taxpayer was
Major Realty Corporation (Major Realty), which had been incorporated
in 1959 "for the purpose of acquiring, developing, holding and selling real
estate. 12 Its primary operations were near Orlando, Florida, the location
of Disney World. In 1967, anticipating the growth of Disney World, taxpayer developed a master plan for development of a 2500 acre tract
known as Major Center. Under that plan, taxpayer would retain the property for development and lease the property or sell it if necessary,3 becoming a joint venturer in the development of the property it sold.'
Major Realty contracted to sell 175 acres located within Major Center.
The buyer was to start construction or secure commercial leases by a certain date. If the buyer defaulted by not pursuing construction and leases,
6. Id. at 894.
7. 384 U.S. 394 (1966).
8. 762 F.2d at 894 (citing United States v. Utah Constr. and Mining Co., 384 U.S. 394
(1966)).
9. 762 F.2d at 895.
10. Id.
It. 749 F.2d 1483 (11th Cir. 1985).
12. Id. at 1485.
13. Id.
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Major Realty could rescind the contract and have the property reconveyed to it, refunding all money to the buyer. The buyer assigned its
rights, and Major Realty executed a warranty deed to the assignee. The
next day Major Realty executed a supplemental agreement granting the
assignee a six-month period in which to exchange the property conveyed
for another 175 acres within the Center. Subsequently, the assignee decided to keep the property purchased and a final formal agreement was
recorded. The assignee, however, failed to start the construction or to secure a lease. The property was reconveyed to Major Realty and the reacquisition price was recorded as its cost basis. Major Realty was later unable to hold the Center for development and entered into a limited
under which the entire Center
partnership agreement with another party
14
would be acquired by the partnership.
Major Realty had reported the gain on the sale of the Center as a capital gain and measured the gain based upon the reacquisition price of the
175 acres, rather than their original cost. The Commissioner asserted that
the original 'sale' of that property was not a sale, but only an executory
contract or option, and that the tax basis of those properties should not
be changed. The Commissioner also found that the profit on the sale
should be reported as ordinary income because the Center was held primarily for sale in the ordinary course of business. 5
The Tax Court held that the first transaction was a sale, but that the
parties never 'intended' to close the sale on the date of the original deed.
The supplemental agreement indicated the purchaser was reluctant to
commit to an exact location. The sale, therefore, was actually closed when
the agreement formalizing the transfer was recorded. The court also concluded that the Center was not held for investment, but for sale in the
ordinary course of business, and the gain on the sale, therefore, was ordinary income.'
The Eleventh Circuit reversed the Tax Court's finding that the first
sale constituted an open transaction. It found this to be a question of fact
to be resolved by all the circumstances.' 1 The transfer of ownership, however, occurs upon the passage of title or passage of benefits and burdens,
whichever comes first.1 8 State law determines the passage of title and legal rights.1'9 As the Eleventh Circuit noted, the question of whether the
transaction is a completed sale for tax purposes is determined under a
federal standard, rather than the characterization of the contract under

14.

Id.

15. Id.
16.
17.
18.
19.

Id. at 1485-86.
Id. at 1486 (citing Cloudfelter v. Commissioner, 426 F.2d 1391 (9th Cir. 1970)).
749 F.2d at 1486 (citing Dettmers v. Commissioner, 430 F.2d 1019 (6th Cir. 1970)).
749 F.2d at 1486 (citing Fletcher v. United States, 436 F.2d 413 (7th Cir. 1971)).
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state law. The basic legal rights upon which this interpretation is based,
however, are determined under state law. 20 The court found that under
Florida law title would normally be transferred upon delivery of the deed,
and that the only question was whether "the Supplement's granting of a
right to exchange the property drained [the purchaser's] title of the usual
benefits and burdens of ownership."2 1 The Eleventh Circuit found that
under Florida law the supplemental granting of rights to exchange did
not drain the title of benefits and burdens even though the deed and the
supplement were part of the same transaction and must be construed together2 2 The court noted that the purchaser became unconditionally obligated to pay the full purchase price upon conveyance of the deed. The
right to exchange property would not relieve that obligation.2 The Eleventh Circuit recognized that the United States Supreme Court has used
the date of unconditional liability as a benchmark for determining when a
transaction is closed for tax purposes."' The court also noted that the
financing arrangements were negotiated at arm's length and that the purchaser paid property taxes for three years, acquired title insurance, and
engaged in continuous activity in preparing the site for construction.2 In
view of these economic realities, the Eleventh Circuit held that the Tax
Court's 'questionable finding' that the parties did not 'intend' to close the
transaction is "'immaterial to the characterization of the transaction for
tax purposes.'

"20

The Eleventh Circuit upheld the Tax Court's finding that the transaction generated ordinary income to taxpayer.27 Taxpayer had argued that
20. 749 F.2d at 1486. Compare Lyeth v. Hoey, 305 U.S. 188 (1938), with Fletcher v.
United States, 436 F.2d 413 (7th Cir. 1971), and Commissioner v. Stuart, 300 F.2d 872 (3d
Cir. 1962).
21. 749 F.2d at 1486.
22. Id. (citing Howell v. Fiore, 210 So. 2d 253 (Fla. Dist. Ct. App. 1968)).
23. 749 F.2d at 1486-87.
24. Id. at 1487 (citing Lucas v. North Texas Lumber Co., 281 U.S. 11 (1929)). See also
Commissioner v. North Jersey Title Ins. Co., 79 F.2d 490 (3d Cir. 1935).
25. 749 F.2d at 1487.
26. Id. (quoting Frank Lyon Co. v. United States, 536 F.2d 746, 751 (8th Cir. 1976), rev'd
on other grounds, 435 U.S. 561 (1978)). The Eleventh Circuit in Major Realty also found
that the ability to exchange in this case actually indicated a valid transfer more than a right
of repurchase because here the purchaser would bear the risk of property relating to property values in the neighborhood and still be obligated to pay the whole purchase price. 749
F.2d at 1487. On balance, the Eleventh Circuit found that this transaction transferred title
and benefits much like a prior case determined by the Tax Court. See Estate of Wiggins v.
Commissioner, 72 T.C. 701 (1979) (sale complete even though purchaser retained option to
exchange loss described in contract to the deed). The Eleventh Circuit also found that the
right of exchange is not consistent with intent to close the sale as an agreement to repurchase the property will not prevent the closing for tax purposes. 749 F.2d at 1487.
27. 749 F.2d at 1489.
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he retained property primarily for investment. The court was faced with
the question of whether the property was held "primarily for sale to customers in the ordinary course of taxpayer's trade or business"' 2 and, thus,
taxable as ordinary income"' or whether the property was held for investment purposes and taxable at capital gains rates. 30 The court noted that
'primarily' in this context means 'of first importance' or 'principally,'8 1
and that determination of the primary purpose for which property is held
is a question of fact. Since the Fifth Circuit's decision in United States v.
Winthrop,3 2 courts have relied on seven factors in determining the purpose for which property is held. These factors include:
(1) the nature and purpose of the acquisition of the property and the
duration of the ownership; (2) the extent and nature of the taxpayer's
efforts to sell the property; (3) the number, extent, continuity and substantiality of the sales; (4) the extent of subdividing, developing, and advertising to increase sales; (5) the use of a business office for the sale of
the property; (6) the character and degree of supervision or control exercised by the taxpayer over any representatives selling the property; and
3
(7) the time and effort the taxpayer habitually devoted to the sales. 3
The court in Major Realty noted that the most important factor is the
frequency and substantiality of the sales, since frequent sales would contradict an asserted intention that the property was held for investment
rather than sale.' Although this factor is not dispositive, ordinary income
28. Id. at 1487.
29. I.R.C. § 1221 (1982) provides that:
For purposes of this subtitle, the term "capital asset" means property held by the
taxpayer (whether or not connected with his trade or business), but does not include-(1) stock in trade of the taxpayer or other property of a kind which would
properly be included in the inventory of the taxpayer if on hand at the close of the
taxable year, or property held by the taxpayer primarily for sale to customers in
the ordinary course of his trade or business.
Id.
30. LR.C. § 1231(b)(1) (1982) provides that:
The term "property used in the trade or business" means property used in the
trade or business, of a character which is subject to the allowance for depreciation
provided in section 167, held for more than [one] year, and real property used in
the trade or business, held for more than (one] year, which is not-(A) property of
a kind which would properly be includable in the inventory of the taxpayer if on
hand at the close of the taxable year, (B) property held by the taxpayer primarily
for sale to customers in the ordinary course of his trade or business.
Id.
31. 749 F.2d at 1488 (citing Malat v. Riddell, 383 U.S. 569 (1966)).
32. 417 F.2d 905 (5th Cir. 1969).
33. 749 F.2d at 1488 (quoting United States v. Winthrop, 417 F.2d 905, 910 (5th Cir.
1969)).
34. 749 F.2d at 1488 (citing Suburban Realty Co. v. United States, 615 F.2d 171 (5th
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treatment usually follows when dispositions of subdivided property over a
period of years are continuous and substantial, rather than isolated and
35

few.

Under its own facts, the court noted that Major Realty had been incorporated with the stated purpose of acquiring, developing, holding, and
selling real estate, and that the corporation's major source of income was
from the sale of its land. Before 1968 all of the land was classified as held
for sale, and after 1968 it was designated as either for sale or held for
development. The only property being held for development was Major
Center-the property in question.3 Based upon these facts, taxpayer argued that Major Center was not held for sale. The court noted, however,
that all sales during two fiscal years consisted of parcels from Major
Center, and prior to the sale of the property to the limited partnership,
taxpayer had sold approximately sixteen percent of the total value of the
property (not including the 175 acres as described above). The Tax Court
found that
this was a significant amount and the Eleventh Circuit
7
3

agreed.

The Eleventh Circuit also found that this decision was aided by the
presence of improvements and other development activities aimed at increasing sales of property within Major Center.u These improvements
further supported the conclusion that taxpayer sold the Center in the ordinary course of business.39 The Court found that taxpayer would have
preferred to develop the property itself, but that if it would be more beneficial to sell rather than to develop, taxpayer would do that as well. The
Eleventh Circuit also emphasized taxpayer's stated purpose of buying and
selling real estate. In fact, the entire tract could not be developed with
taxpayer's resources alone. Even if the original intent were to develop the
property, the facts indicated that there was a change of purpose from
investment to sales, precluding capital gain treatment. 0
Taxpayer also argued that the sale was not ordinary because it was too
large to be classified in that category." The court held that sale of real
estate was the usual business of this taxpayer, and it was not a departure
Cir.), cert. denied, 449 U.S. 920 (1980)).
35. 749 F.2d at 1488 (citing Houston Endowment, Inc. v. United States, 606 F.2d 77 (5th
Cir. 1979)).
36. 749 F.2d at 1488.
37. Id.
38. Id. at 1489 (citing Biedenharn Realty Co. v. United States, 526 F.2d 409, 417 (5th
Cir.) (en banc), cert. denied, 429 U.S. 819 (1976)).
39. 749 F.2d at 1489 (citing Houston Endowment, Inc. v. United States, 606 F.2d 77, 82
(5th Cir. 1979)).
40. 749 F.2d at 1489 (citing Biedenharn Realty Co. v. United States, 526 F.2d 409, 423
(5th Cir.) (en banc), cert. denied, 429 U.S. 819 (1976)).
41. 749 F.2d at 1489.
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from normal events. 42 Taxpayer was not liquidating its business. It used
the funds from the sale to invest in other property and developments.
Based upon these findings, the Eleventh Circuit affirmed the Tax Court's
course of
holding that the sale of Major Center was a sale in the ordinary
4
business, which should be taxed at ordinary income rates.

C.

Valuation of Charitable Contributions

Anselmo v. Commissioner"'presented the Eleventh Circuit with a valuation case confronting some timely issues. In this case, taxpayers challenged the correctness of a notice of deficiency, readjusting the amount of
a charitable deduction based on the value of 461 low-quality Bolivian
gems that taxpayers had donated to charity. The Commissioner's expert
valued the gems as if sold in bulk to a manufacturer. Taxpayers valued
the gems as components of finished jewelry sold at retail.45 The case is
remarkable primarily for the 'creative' arguments raised by taxpayers and
rejected by the Eleventh Circuit.
The deduction was taken pursuant to a tax shelter, which required taxpayer to purchase and subsequently donate the gems.-Taxpayers claimed
a deduction five times the stones' original cost based upon the difference
between the wholesale price of the stones where cut and mined and the
retail price of stones in the United States. Taxpayers received three appraisals valuing the stones at approximately the amount of the deduction.4 The appraisals determined the stones' value based upon their retail sales price as parts of finished jewelry, that is, the price of the jewelry
less the scrap value of the metal determined the appraised value. Taxa tax
payer donated the gems to the Smithsonian Institution and claimed
7
deduction for the appraised value under I.R.C. § 170(a)(1).'
The Commissioner asserted the value of these stones to be approximately the cost of the stones rather than the appraised value based upon
the fair market value of the stones as jewelry. In response to taxpayer's
assessed a deficiency based upon its appraispetition, the Commissioner
4
als of the stones.

The amount of a deduction for the charitable contribution is the fair
market value of the contribution. 4 Although the expert witnesses gener42. Id. (citing United States v. Winthrop, 417 F.2d at 912).
43.

749 F.2d at 1489.

44. 757 F.2d 1208 (lth Cir. 19S5).
45. Id. at 1210-11.
46. Id. at 1210. The taxpayer later asked Dr. Joel Arem, "a recognized authority on

gems," to confirm this value, and he did. Id.
47.

Id. (citing I.R.C. § 170(a)(1) (1982)).

48. 757 F.2d at 1211.
49. See Treas. Reg. § 1.170A-1(c)(1) (1982).
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ally agreed on the size and quality of the stones, which the court characterized as being of overall poor quality, they disagreed on the relevant
market for valuing these gems. Taxpayers assumed that the gems would
be mounted in finished jewelry and sold in retail stores. The Commissioner assumed that all the stones would be sold together to a single jewelry manufacturer, who would use them to finish the jewelry, with the
result that a large bulk sale would produce a discount from the usual
price.50 The Tax Court had concluded that the Commissioner's experts
were correct in assuming that the gems would be marketed to retail manufacturing jewelers. The Tax Court rejected those experts' opinion, however, because they improperly assumed the gems would be sold as a group
with a substantial discount rather than individually. For that reason the
Commissioner failed to rebut the presumption of correctness of the fair
market value as stated in the notice of deficiency. 51 The court also rejected the expert opinions offered by taxpayers, finding no retail market
in which the buyer and seller bargained over a portion of the price of a
finished jewelry item. The relevant market was that in which the stones
would sell individually to retail manufacturing jewelers. Because none of
the experts for either party had an opinion as to the value of the stones in
that market, the Tax Court concluded that the presumed correctness of
the notice of deficiency was not overcome by either side.52 On appeal, taxpayers contended that the Tax Court erred in not using a retail market
standard to value the stones.53
The Eleventh Circuit noted that under the Treasury Regulations the
amount of a charitable contribution is the fair market value of the property at the time of the contribution with that value being determined as
"'the price at which the property would change hands between a willing
buyer and a willing seller, neither being under any compulsion to buy or
sell and both having reasonable knowledge of relevant facts.' "' It found
that the selection of the relevant market for evaluation is not, as taxpayers claimed, a question of law. The Tax Court's finding as a question of
fact, therefore, will be set aside only if clearly erroneous. The court believed this finding to be compelled by the Treasury Regulations, which
50. Id.
51. With the assertion of an increased deficiency, the Internal Revenue Service bore the
burden of proving a lower valuation was proper. 757 F.2d at 1211 (citing Reiff v. Commissioner, 77 T.C. 1169, 1173 (1981)).
52. 757 F.2d at 1211-12. The Commissioner's determination of value in the notice is presumed correct. See Helvering v. Taylor, 293 U.S. 507 (1935); and Southwestern Life Ins. Co.
v. United States, 560 F.2d 627 (5th Cir. 1977), cert. denied, 435 U.S. 995 (1978). The taxpayers bear the burden of proving a higher value. See I.R.C. § 7453 (1982); T.C.R. PRAc. P.
142(a).
53. 757 F.2d at 1213.
54. Id. (quoting Tress. Reg. § 1.170A-1(c)(2) (1982)).
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contemplate a process in which both buyer and seller have reasonable
knowledge of all facts and act in a rational manner with the consequence
that any item has one given price."' The selection of the relevant market
at a precise time is, therefore, tantamount to selecting the price. The
court reasoned that the value of an item is a question of fact, and accordingly, the relevant market must also be a question of fact rather than a
question of law."
After the Eleventh Circuit analyzed the asserted error in valuation in
this light, the court noted that the property had recently been purchased
for $15,000 and that taxpayers' experts had asserted that a value of
$80,680 be placed on the property, absent a general increase in the price
of such property. On this basis, the court found that taxpayer's suggestion of error had no merit.57 The court stated that "[c]ommon sense tells
us that a sale of the Anselmo gems between a reasonable buyer and seller,
both with knowledge of the relevant facts, would never occur at a price
above $15,000, because the buyer would have the option of purchasing
equivalent stones directly from [the Anselmos' seller] for that amount.""
Taxpayers also argued that the court erred in choosing the market in
which to value the stones and that the court should have applied the federal estate and gift tax regulation test to ascertain a fair market value of
the property for contribution purposes. Taxpayers argued that the estate
and gift tax regulations require the use of the retail market as used by
their appraisers. Because loose stones are not generally sold in the retail
market, they further asserted that the Internal Revenue Code required
the value be measured by calculating the portion of sales price of a jewelry item attributable to the stone.' The Eleventh Circuit disagreed and
held that nothing in the Code or Regulations indicates that this would be
appropriate. The rules governing charitable contributions are different
from the rules governing valuations in the estate and gift tax context because in the contribution context a taxpayer wishes to inflate the value of
the contribution and in the context of estate and gift taxes a taxpayer
wishes to reduce the value. For that reason, the estate and gift tax regulations focus upon preventing such an abuse by undervaluing property."
55.
56.

757 F.2d at 1213.
Id.

57. Id.
58. Id. The Eleventh Circuit noted that Rev. Rul. 80-69, 1980-1 C.B. 55-56 covered a
similar point when it stated that "[tihe best evidence of fair market value depends on actual
transactions and not on some artificially calculated estimate of value contrary to prices at
which the very gems at issue changed hands in the market place." 757 F.2d at 1213 (citing
Rev. Rul. 80-69, 1980-1 C.B. 56). See also Rev. Rul. 80-233, 1980-2 C.B. 69; Rev. Rul. 80329, 1980-2 C.B. 70.
59. 757 F.2d at 1213.
60. Id. at 1213-14.
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Nevertheless, the court noted that in the usual case valuations would
be the same under either set of rules, and for that reason it addressed
taxpayer's arguments under those regulations. 1' The estate tax regulations essentially state that fair market value is to be determined using the
market in which the item is most commonly sold and if it is sold in a
retail market, that is the market that should be considered. 2 The fair
market value is to be determined in the same way as in the contribution
context, by assuming a willing buyer and a willing seller having knowledge of all the facts. Taxpayers contended that the public would most
commonly buy jewelry at retail, and therefore, the stones should be valued as a portion of the item sold at retail.13 The Eleventh Circuit held
that the reference in the regulations to the 'public' means the most customary purchasers of the item. This does not always mean the individual
retail consumer. Many items are sold to intermediaries prior to the
purchase by the consuming public. In this case, the 'public' is the jewelry
manufacturers and retail stores that create the items rather than the ultimate consumer of finished jewelry items. The Eleventh Circuit affirmed
the Tax Court's decision."
D. Disallowance of Deductions
In Carbine v. Commissioner," the Eleventh Circuit considered a taxpayer's entitlement to deductions on account of payment of life insurance
premiums. Taxpayer was a substantial stockholder in an insurance agency
and had guaranteed certain of the agency's obligations to a bank. The
agency had obtained a life insurance policy on taxpayer to provide additional collateral to secure a term note. When the agency made the payments on the term note and did not have funds to pay the premiums as
well, taxpayer personally paid those premiums to prevent the bank from
selling securities owned by taxpayer and held by the bank under a hy61.
62.

Id. at 1214.
Treas. Reg. § 20.2031-1(b) (1986). The Treasury Regulations state:
[Flair market value of a particular item of property includable in the decedent's
gross estate is not to be determined by a forced sale price. Nor is the fair market
value of an item of property to be determined by the sale price of the item in a
market other than in which the item is most commonly sold to the public, taking
into account the location of the item wherever appropriate. Thus, in the case of an
item of property includible in the decedent's gross estate, which is generally obtained by the public in the retail market, the fair market value of such an item of
property is the price at which the item or a comparable item would be sold at
retail.

Id.
63.
64.
65.

757 F.2d at 1214.
Id. at 1214-15.
777 F.2d 662 (11th Cir. 1985).
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pothecation agreement. Taxpayer sought to deduct the premium payments under I.R.C. § 21206 as expenses for the production of income.67
The Tax Court ruled the payments were not deductible because of the
provisions of I.R.C. § 264."
Taxpayer first contended that section 264 applies only to premiums
paid by a taxpayer in the course of 'a trade or business' and thus disallows trade business expenses deductible under section 162, but not under
section 212, which addresses nonbusiness expenses." The Eleventh Circuit rejected this argument and relied upon the prior Second Circuit case
of Meyer v. United States,7e which held that the predecessor to section
264 applied to the predecessor of section 212.71
The court then focused on whether taxpayer was 'directly or indirectly'
the beneficiary of the life insurance policy, so that section 264(a)(1) would
disallow the deduction for premium payments. Although taxpayer was
not a designated beneficiary of the policy, he could have benefited from it
because the liabilities in his estate would be reduced if he died while the
note was outstanding."3 Taxpayer claimed that he was not a beneficiary in
an indirect sense because if the note was fully paid, he would never become the owner or beneficiary of the policy.7 The Eleventh Circuit held

that a single indirect benefit present in this case was enough to satisfy
section 264(a)(1) and found that prior case law supported the proposition. 7 Since taxpayer failed to offer contrary cases, the Eleventh Circuit
saw no reason to depart from this rule and affirmed the decision of the
Tax Court disallowing taxpayer's deduction of these premiums. 7 5

I.R.C. § 212 (1982).
777 F.2d at 663.
Id. at 664 (citing I.R.C. § 264(a)(1) (1982). Section 264(a)(1) provides as follows:
No deductions shall be allowed for . .. [premiums paid on any life insurance
policy covering the life of any officer... employee, or... person financially interested in any trade or business carried on by the taxpayer, when the taxpayer is
directly or indirectly a beneficiary under such policy.

66.
67.
68.

Id.
69. Id. See I.R.C. §§ 162, 212, 264(a)(1) (1982).
70. 175 F.2d 45 (2d Cir. 1949)).
71. 777 F.2d at 664 (following 175 F.2d at 47).
72. 777 F.2d at 665.
73. Id. See D'Angelo Assocs. v. Commissioner, 70 T.C. 121 (1978).
74. 777 F.2d at 665-66. See Glassner v. Commissioner, 43 T.C. 713 (1965), aff'd, 360 F.2d
33 (3d Cir.), cert. denied, 385 U.S. 819 (1966), and Klein v. Commissioner, 31 B.T.A. 910
(1934), aff'd, 84 F.2d 310 (7th Cir. 1936); see also Rieck v. Heiner, 25 F.2d 453 (3d Cir.),
cert. denied, 277 U.S. 608 (1928).
75. 777 F.2d at 666-67.
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E. Subchapter S Corporations
A somewhat unusual Subchapter S corporation issue arose in Selfe v.
United States.76 The court in that case reversed a district court summary
judgment in favor of the government with respect to losses taken by a
taxpayer who was a shareholder in a Subchapter S corporation. Shareholder's position depended upon whether she could increase her basis in
the stock of the corporation due to her guarantee of a loan to the corporation when she alleged that, in fact, she 7had borrowed money and subsequently advanced it to the corporation.
Taxpayer relied upon the earlier Fifth Circuit case of PlantationPatterns, Inc. v. Commissioner.7' In that case, the former Fifth Circuit held
that a loan is deemed made to a stockholder who guarantees a corporate
note when the evidence shows that the lender looked primarily to the
stockholder to pay the obligation.7 ' In Selfe, the Government countered
with the observation that in no decision cited by taxpayer was a shareholder's guarantee of loans made to a Subchapter S corporation allowed
to increase his basis in the corporation."0 Moreover, the Sixth Circuit
Court of Appeals had held in Brown v. Commissioners ' that a shareholder's basis increases in a Subchapter S corporation only when the
shareholder-guarantor is required to pay the corporation's debt."
The Eleventh Circuit disagreed with this limitation imposed by the
Sixth Circuit in Brown, at least as an absolute rule. The Eleventh Circuit
concluded that under principles in PlantationPatterns, a shareholderguarantor may increase the basis in that stock when the evidence shows
that the shareholder borrowed funds and subsequently advanced them to
the corporation." The court concluded that in the case before it material
facts were still at issue, and the court reversed and remanded for a determination of whether the creditor looked primarily to taxpayer for repay76. 778 F.2d 769 (11th Cir. 1985).
77. Id. at 770. See I.R.C. § 1371 (1977). The case concerned a net operating loss to a
shareholder of a Subchapter S corporation as provided in section 1374. Section 1374 provides that a shareholder's portion of a net operating loss in a Subchapter S corporation shall
not exceed the adjusted basis of the shareholder's stock in the corporation and the adjusted
basis in the indebtedness of the corporation to the shareholder. Id.
78. 462 F.2d 712 (5th Cir.), cert. denied, 409 U.S. 1076 (1972).
79. 462 F.2d at 724.
80. 778 F.2d at 772.
81. 706 F.2d 755 (6th Cir. 1983).
82. Id. at 757.
83. 778 F.2d at 772-73. The court also looked to principles for characterizing debt versus
equity under the formerly proposed, but now withdrawn, regulations issued under I.R.C. §
385 and under the case law used by the Eleventh Circuit, which applies a thirteen factor
analysis to characterize a taxpayer's interest in the corporation. 778 F.2d at 773. See In re
Lane, 742 F.2d 1311 (11th Cir. 1984).
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ment. 8 4 The lower court was also instructed to determine if taxpayer's
guarantee amounted either to an equity interest or shareholder loan to
the corporation; that is, if the creditor's loan to the corporation was in
reality a loan to taxpayer5
F. Panama Canal Treaty
The Eleventh Circuit in Harris v. United States" held that the 'clear
language' of the Panama Canal Treaty creates a binational tax exemption
for Panama Canal Commission (PCC) employees." During 1979, petitioners, Ralph and Joan Harris, resided in territory that once constituted the
Canal Zone within the Republic of Panama. Petitioners worked for and
received a salary from the PCC. They filed a joint federal income tax
return and paid taxes allegedly due. In 1980, the Harrises filed a refund
claim for excess taxes of $6647 paid in 1979, claiming that article XV,
paragraph 2, of the Agreement in Implementation of Article III of the
Panama Canal Treaty agreement exempts United States citizens from
taxation of income derived from their PCC employment.ss The Government contended, however, that the agreement allows an exemption only
from Panamanian taxation. The Harrises brought suit in the District
Court for the Southern District of Georgia, where they then resided. On
cross-motions for summary judgment, the court granted plaintiffs' motion
and entered judgment against the Government for the amount sought,
plus interest. The Eleventh Circuit affirmed.ss
The Harrises' based their exemption argument on their reading of paragraph 2 of article XV of the Agreement, which states:
United States citizen employees and dependents shall be exempt from
any taxes, fees, or other charges on income received as a result of their
work for the Commission. Similarly, they shall be exempt from payment
of taxes, fees or other charges on income derived from sources outside
84. 778 F.2d at 775.
85. Id.
86. 768 F.2d 1240 (11th Cir. 1985).
87. Id. at 1247 (citing Panama Canal Treaty, Sept. 7, 1977, United States-Panama, art.
XV, - U.S.T. -, T.I.A.S. No. 10031). The first Panama Canal Treaty was adopted in 1903,
when the United States constructed the canal. Isthmian Canal Convention, 33 Stat. 2234,
T.S. No. 431 (Nov. 18, 1903). The first treaty granted to the United States "the rights,
powers and authority... which the United States would possess and exercise if it were the
sovereign of the territory ...... Id. at art. III, 33 Stat. 2234, 2235, T.S. No. 431. The second
treaty became effective on October 1, 1979, and restored to Panama territorial sovereignty
over the Canal Zone and granted the United States the right to manage, operate and maintain the canal until the year 2000. Panama Canal Treaty, Sept. 7, 1977, United States-Panama, - U.S.T. -, T.I.A.S. No. 10031 at 6-16. See 22 U.S.C. § 3611 (1982).
88. 768 F.2d at 1240-41.
89. Id. at 1241.
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After noting that United States citizens employed by the Canal Zone
historically had received favorable tax treatment, the Eleventh Circuit
stated that the clear language of the agreement controls unless it "'effects a result inconsistent with the intent or expectations of its signatories.' "" The court then noted that paragraph 2 of article XV speaks in
clear and sweeping terms, and it provides that United States citizens who
are employees of the PCC "'shall be exempt from any taxes, fees, or
other charges on income received as a result of their work for the
Commission.' ,,e2
The court then considered the Government's argument that notwithstanding the apparent language of paragraph 2, the context in which paragraph 2 is found suggests that the exemption applies only to payment of
Panamanian taxes. The Government pointed to such a limitation in the
language of paragraphs 1 and 3. Paragraph 1 establishes an exemption for
the Commission itself, limited to payment of taxes in the Republic of
Panama.93 Paragraph 3, dealing with personal property, gift, and inheritance taxes of United States citizen employees, contains an identical limitation, which provides that the presence of property of Americans within
the territory of the Republic of Panama should not give rise to the exercise of a tax." The court held that the limitations in the language of
paragraphs 1 and 3 provided persuasive evidence that the absence of similar language in paragraph 2 was intentional,not, as the Government contends, merely an oversight. The court noted that the Government was
90. Id. (quoting Panama Canal Treaty: Implementation of Article III, Sept. 7, 1977,
United States-Panama, art. XV, para. 2, - U.S.T. _ T.I.A.S. No. 10031 at 40).
91. 768 F.2d at 1242 (quoting Sumitomo Shoji America, Inc. v. Avagliano, 457 U.S. 176,
180 (quoting Maximov v. United States, 373 U.S. 49, 54 (1963))).
92. 768 F.2d at 1243 (quoting Panama Canal Treaty: Implementation of Article III,
Sept. 7, 1977, United States-Panama, art. XV, para. 2, - U.S.T. _ T.I.A.S. No. 10031 at 40)
(emphasis added by court).
93. 768 F.2d at 1244. The entire text of paragraph 1 reads as follows: By virtue of this
Agreement, the Commission, its contractors and subcontractors are exempt from payment
in the Republic of Panama of all taxes, fees or other charges on their activities or property.
Panama Canal Treaty: Implementation of Article III, Sept. 7, 1977, United States-Panama, art. XV, para. 1, - U.S.T. -, T.I.A.S. No. 10031 at 40.
94. Panama Canal Treaty: Implementation of Article III, Sept. 7, 1977, United StatesPanama, art. XV, para. 3, - U.S.T. - T.I.A.S. No. 10031 at 40. Paragraph 3 states:
United States citizen employees and dependents shall be exempt from taxes, fees
or other charges on gifts or inheritance or on personal property, the presence of
which within the territory of the Republic of Panama is due solely to the stay
therein of such persons on account of their or their sponsor's work with the
Commission.
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represented by a very distinguished negotiating team."
The court closely examined the legislative history and treaty negotiations that led to the adoption of the Panama Canal Treaty. The court
pointed to statements by the chief Panamanian negotiator of the agreement, the Panamanian Minister of Foreign Relations, and Demetrio B.
Lakas, Panama's President at the time of the negotiations, indicating
that the language at issue clearly created a tax exemption for United
States citizen-PCC employees in both countries.ss The head of the Panamanian negotiating staff noted that" 'Itihe general spirit of such a provision was that the United States citizens working in the canal administration should be granted some type of economic incentive in addition to
their salaries for obtaining the highest yield in their specialized
functions.' "
The court also dismissed the Government's reliance on the Senate
hearings and the Senate Report accompanying the Treaty, which indicated some confusion as to whether the tax exemption would apply to
United States taxes as well as Panamanian taxes.98 The court noted that

95. 768 F.2d at 1244.
96. Id. at 1245.
97. Id. (quoting a letter from Juan Antonio Tack, the head of the Panamian negotiating
staff).
98. Id. The Government, in its brief, had quoted the following interchange between Senator Richard Stone and Herbert J. Hansel, Legal Advisor to the State Department, who
was testifying before the Senate Foreign Relations Committee:
Senator Stone: I think it was article XV, section 1 that raised an interesting
question. I will read it to you. "By virtue of this agreement the Commission, its
contractors and subcontracts are exempt from payment in the Republic of Panama of all taxes, fees, or other charges on their activities or properties." Then, in
No. 2, referring to U.S. citizen employees and dependents, it says, "shall be exempt from any taxes, fees, or other charges on income received as a result of their
work for the Commission. Similarly, they shall be exempt from payments of taxes,
fees, or other charges on income derived from sources outside the Republic of
Panama."
Of course, when that was announced, the press reported the glee of the Zonians
that they were now exempt from U.S. income tax. When Senator Glenn asked you,
are there any words that you would like to see in the treaty, I was just asking
myself, would you like to see the words, United States, in there somewhere?
Mr. Hansell: I am sorry to be a source of disappointment for the Panamians, but
obviously we are not entering into an agreement between the United States and
Panama that would exempt U.S. citizens from U.S. tax. The purpose of this, of
course, was to exempt them from Panamanian tax.
Senator Stone: Wouldn't you think that we could put in the understanding that
I suggested to you, the clarification of our interpretation which then, when ratified
by the Congress, by the Senate, and deposited, would clarify that in a little more
formal way than simple advices, since you don't want to put words back in the
treaty through negotiation?
Mr. Hanselh The one comment I would have with respect to that, and this re-
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this confusion did not indicate that the parties to the agreement intended
that the exemption not apply to United States taxes, but rather that the
confusion required clarification before the Treaty was to be signed. An
extensive exchange of notes between Panama and the United States followed, and these notes supplied additional clarification and assurances
regarding many of the provisions covered in the Treaty documents."
The court considered several other factors leading to its conclusion that
article XV, paragraph 2 created a binational tax exemption for PCC employees. First, it noted that American citizen-PCC employees historically
were either exempted from United States taxes, or were taxed at a reduced level prior to the Treaty. The court also noted that the tax treatment of PCC employees is unique in that these employees are not subject
to the fundamental principle of United States tax law that the world-wide
income of United States citizens is subject to taxation by this government, regardless of the person's residence or the source of her income.100
Finally, the court noted that the amount of potential tax revenues that
would be lost through the exemption at issue was slight and that the
number of Americans to benefit by such an exemption was declining. The
court concluded that the Government failed to produce competent evidence that Panama and the United States intended to agree on something different from that appearing on the face of article XV of the
agreement. 101
G.

Family Law and Tax
In Serianni v. Commissioner,10 2 the Eleventh Circuit held that a translates to a couple of other points, is that we are dealing with an internal U.S . matter, not a matter between the United States and Panama. That is, we don't agree
with Panama how we are going to tax our citizens. This is obviously an internal
matter. I would hope we could find ways of dealing with internal matters other

than as understandings.
Panama Canal Treaties: Hearings Before the Committee on Foreign Relations, 95th
Cong., 1st Sess. 268 (1977) (Statement of Herbert Hansell, Legal Advisor to Department of

State).
The court in Harris responded as follows:
Far from supporting the government, the colloquy underscores the significance of
the government's failure to clarify Article XV(2). The Senator was concerned that
the tax issue could spawn litigation and suggested clarification through one of several established diplomatic channels. Hansell rejected the suggestion and responded by characterizing it as an "internal matter" which the government would
find a way to avoid.
768 F.2d at 1246.
99. 768 F.2d at 1246.
100. Id. at 1247.
101. Id.
102. 765 F.2d 1051 (11th Cir. 1985).
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fer of stock from a husband to his former wife pursuant to a special equity award was incident to a nontaxable division of property and was not
a taxable event to the husband. The court, therefore, required the wife to
pay taxes on the stock liquidation proceeds and the interest on them.'0 3
The petitioner, Josephine M. Serianni (Josephine) and her former husband, Charles Serianni (Charles) were married in November of 1949.
Prior to her marriage, Josephine had accumulated $2400 in cash, and jewelry valued at approximately $7000. At the time of their marriage,
Josephine transferred her cash and jewelry to Charles, who used these
assets to develop his Florida paving business, which prior to their marriage had a net worth of $40. Charles proved to be an astute businessman.
The paving business prospered, and he acquired several other businesses,
4
including a twenty-six percent stock interest in Servan Land Company.?
In 1972 Charles petitioned for, and in 1973 was granted, a divorce in a
Florida state circuit court.105 Shortly before the divorce decree was issued,
Servan contracted to sell the land that comprised its principal asset.
Servan's stockholders adopted a resolution approving Servan's liquidation. The proceeds of Charles' stock interest, $937,500, were put in escrow
for Josephine, pursuant to the divorce decree. This amount represents the
'special equity interest' Josephine had in Charles' business enterprises.'"
The Internal Revenue Service determined that Josephine, and not
Charles, was liable for tax imposed on gain realized on the liquidation
proceeds of the Servan stock transferred to her pursuant to the divorce
decree. The Tax Court affirmed.107 In her appeal, Josephine contended
that the divorce decree granted her a twenty-two percent special equity
interest in all of Charles' properties, and not a one hundred percent interest in Charles' stock holdings in Servan.10 8
The court of appeals held that the special equity award consisted of
103.
104.

Id. at 1057.
Id. at 1053.

105. Id.
106. Id. at 1053-54. In a footnote, the court cited the state court's construction of 'special equity interest.' The court said: "Where the wife has contributed materially by her
industry and services to the husband's acquisition of property, she has a special equity in
his estate and when a divorce is granted she is entitled to an award in satisfaction of her
equity." Id. at 1054 n.2.
107. Id. at 1051. See Serianni v. Commissioner, 80 T.C. 1090 (1983).
108. 765 F.2d at 1054. Josephine's argument was based on the state court's statement in
its decree that "[The] Wife by clear and convincing evidence has proven beyond a reasonable doubt special equities in all of the properties of [her] Husband, real, personal and intangible." Id. at 1053 n.2. She argued that this statement was the operative language of the
court's division of property, and that the transfer of the stock to satisfy her special equity
was, in effect, an assignment of Charles' 78% right to the Servan stock in exchange for her
22% right to each of Charles' other properties. Since the Tax Court considered and dismissed this argument, the court of appeals refused to consider it. Id. at 1056.
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one hundred percent of Charles' stock interest in Servan.'" The transfer
of stock from Charles to Josephine, therefore, was incident to a nontaxable division of property and was not a taxable event to Charles. The
court held that Josephine's basis in the stock was her husband's cost plus
her own capital additions and that she was liable for tax imposed on gain
realized on the liquidation proceeds of the stock and the interest income
on it.10
The thrust of Josephine's claim that she was liable for the tax on only
twenty-two percent of the Servan stock proceeds was based on language
in the state court's decree that Josephine had proven "'special equities in
all of the properties of [Charles].' ""' This language, she contended,
meant that the division of property was to be made from each of the
properties of Charles.' The court convincingly short-circuited this argument, noting that a simpler and more logical reading of the decree was
that the decree merely recognized that Josephine had equities in 'all' of
Charles' properties and that this interest was the reason for the award of
1
title to the stock.

3

The court devoted much of its opinion to a consideration of whether
the sale of stock triggered a tax liability on Charles' part. This determination, the court reasoned, turned on the nature and extent of Josephine's
interest in the stock before it was sold. 114
The court noted that the issue at bar required an analysis of two leading cases, one from the United States Supreme Court and the other from
the Fifth Circuit. In the former case, United States v. Davis,"' the Supreme Court held that a husband's transfer of appreciated stock to his
wife pursuant to a divorce decree, and in exchange for her marital rights,
constituted a taxable event to the husband, enabling the wife to take the
higher basis in the stock. The Court noted that the wife's inchoate rights
in her husband's property "do not even remotely reach the dignity of coownership" 6 and resemble more closely "a personal liability of the hus' 7
band than a property interest of the wife."
In the Fifth Circuit case, Bosch v. United States," s the court held that
a husband would not be taxed upon a transfer of land to his wife, pursu109. Id. at 1056.
110. Id. at 1057.
Ill. Id. at 1056 (quoting In re The Marriage of Charles S. & Josephine M. Serianni, No.
72-6622-Johnson, slip op. (Fla. Cir. Ct. Apr. 24, 1973)) (emphasis added).
112. 765 F.2d at 1056.
113. Id.
114. Id. at 1056-57.
115. 370 U.S. 65 (1962).
116. Id. at 70.
117. Id. But see I.R.C. § 1041 (West 1985) (effectively repealing result in Davis).
118. 590 F.2d 165 (5th Cir. 1979), cert. denied, 444 U.S. 1044 (1980).
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ant to a Florida divorce decree in which the court awarded the wife a
special equity in the land.1 1' The wife took her husband's original basis in
the land, and she was responsible for the tax upon its sale.1 20 The court in
Bosch distinguished Davis on the ground that the special equity interest
differed materially from the marital rights at issue in Davis.'2 The special equity "constituted a division of existing property
interests, and it
122
did not constitute a taxable event to the husband.

The court in Serianni held Josephine responsible for the tax on the
stock proceeds, choosing to follow the decision in Bosch, which it found
factually more apposite than Davis. The controlling factor, according to
the court, was the preexisting, equitable interest Josephine held in the
Servan stock, quite distinct from the inchoate marital rights claimed by
the wife in Davis.'28 The court noted, but merely passed over, several significant differences between its facts and those in Bosch.'24 In Bosch, the
wife had contributed a much more significant sum to her husband to improve the land at issue than Josephine had contributed to Charles.
Josephine's contribution to the Servan stock was very indirect while Mrs.
Bosch's contribution to the purchase of the land was direct. Moreover,
the land was the only piece of property divided by the spouses in2 Bosch,
5
whereas numerous interests were involved in the Serianni's case.
While these distinctions do not necessarily invalidate the Eleventh Circuit's reliance on Bosch, they attenuate the force and scope of its holding.
The Serianni decision can be cited for the proposition that a divorce decree's award of a special equity to one spouse does not constitute a taxable event to the other spouse, but rather constitutes a division of existing
property interests.
II.

A.

ESTATE TAX

Inclusion of Property within Gross Estate
The court considered a wide variety of basic estate tax issues in Estate

119. 590 F.2d at 168. Josephine agreed that the result in Bosch applies to 22% of her
Servan stock, but claims that Davis applies to the other 78%. This argument is consistent
with her assertion that the state court's divorce decree awarded her a 22% special equity
inti est in all of Charles' properties. 765 F.2d at 1055-56.
120. 590 F.2d at 168.
1?1. Id.
122. Id.
123. 765 F.2d at 1055. See also Serianni v. Commissioner, 80 T.C. 1090, 1102 (1983) (Tax
Court discusses recent Florida Supreme Court cases distinguishing between special equity
interest and 'lump sum alimony').
124. 765 F.2d at 1055.
125. Id.
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of Whitt v. Commissioner."s This case was an appeal from the Tax Court
decision relating to the inclusion of property in a decedent's estate and
related gift tax questions. The case centered around numerous parcels of
farm land (seventeen parcels were at issue on appeal) that had been
s
owned by the decedent and used in family farm operations.
The Eleventh Circuit, in affirming the Tax Court's decisions, made
three major holdings. The court first set forth the rules relating to its
standard of review. It noted that the taxpayer has the burden of proving
by a preponderance of the evidence that the Commissioner's determination in the notice of deficiency is erroneous.2 8 The Eleventh Circuit
noted that taxpayer must overcome this presumption of correctness,
which attaches to the deficiency determination and the facts that support
it.'

The court further noted that the Tax Court's findings of fact will

not be set aside unless they are clearly erroneous.' 30 The court found,
however, that if a case depends upon legal characterization of the facts,
there is a question of law that is freely reviewable on appeal.' 3 1
With these standards set, the Eleventh Circuit analyzed the issues relating to the inclusion of the properties in the decedent's estate. It noted
that the Commissioner had determined that the properties were included
in the gross estate under I.R.C. § 2036132 because the decedent had retained the possession or use or right to income from those parcels until
his death. In the alternative, the Commissioner had determined that the
parcels were includible in the gross estate under section 2033 because the
decedent had not effectively transferred them during
his lifetime. The
33
Tax Court had agreed with the latter conclusion.1
The Eleventh Circuit found that under section 2033,1ss which provides
for the inclusion in the decedent estate of all property owned by him, an
interest must be created under state law, 33 and it is the equitable owner126. 751 F.2d 1548 (11th Cir.), cert. denied, 106 S. Ct. 523 (1985).
127. 751 F.2d at 1550.
128. Id. at 1556 (citing Carson v. Commissioner, 560 F.2d 693 (5th Cir. 1977); Byram v.
Commissioner, 555 F.2d 1234 (5th Cir. 1977); Rockwell v. Commissioner, 512 F.2d 882 (9th
Cir.), cert. denied, 423 U.S. 1015 (1975)). See also Ireland v. United States, 621 F.2d 731
(5th Cir. 1980).
129. 751 F.2d at 1556 (citing Rockwell v. Commissioner, 512 F.2d 882, 885 (9th Cir.),
cert. denied, 423 U.S. 1015 (1975); Toledano v. Commissioner, 362 F.2d 243 (5th Cir. 1966)).
130. 751 F.2d at 1550 (citing Brannen v. Commissioner, 722 F.2d 695 (11th Cir. 1984);
Cates v. Commissioner, 716 F.2d 1387 (11th Cir. 1983)).
131. 751 F.2d at 1556 (citing Fender v. United States, 577 F.2d 934 (5th Cir. 1978);
Casner v. Commissioner, 450 F.2d 379 (5th Cir. 1971)).
132. I.R.C. § 2036 (1982).
133. 751 F.2d at 1556.
134. I.R.C. § 2033 (1982).
135. 751 F.2d at 1556 (citing Morgan v. Commissioner, 309 U.S. 78 (1940)); Estate of
Bright v. United States, 658 F.2d 999 (5th Cir. 1981) (en banc).

1986]

FEDERAL TAXATION

1447

ship rather than the legal title that is taxed.'" The properties, therefore,
would be includible under section 2033 only if, under the law of Alabama,
the decedent was the equitable owner of an interest in those properties.
On the facts in this case, this could only have occurred if the decedent
never effectively conveyed legal title to the other members of his family. 37 For this reason, the court affirmed the Tax Court's findings concerning three tracts of land because the estate introduced no deeds under
which the decedent conveyed his interest to such property. For these
properties the estate did nothing to specifically rebut the Commissioner's
13
findings.
With regard to the other parcels, the Eleventh Circuit noted that it was
not apparent that the Commissioner determined they were includible in
the estate under section 2033. The Tax Court's conclusion that they were
so includible produced a mixed finding of fact and law that was freely
reviewable on appeal. The Eleventh Circuit held that these parcels were
includible in the estate only if they were never conveyed to the grantees
during the decedent's lifetime. Since the deeds were executed and recorded five years before his death, these parcels were conveyed unless the
deeds were never delivered to the grantees."3 Under Alabama law, recordation creates a rebuttable presumption of delivery."1 0 The court noted
this as the rule for one who is party or privy to a deed. A deed generally
gives rise to no presumption under Alabama law when one is neither
privy nor party to it,141 but if a grantor's creditor challenges the recording
of a deed the recordation creates a "prima facie presumption of delivery,
placing the burden on the creditor to prove that it was merely a sham
delivery to the recording office and that no title in fact passed. 1'42 In light
of this state of affairs, the court found that the Tax Court's conclusion
could not be affirmed with regard to the section 2033 issue when the only
evidence at trial with regard to these parcels was a recorded deed. There
136. 751 F.2d at 1556-57 (citing Commissioner v. Chase Manhattan Bank, 259 F.2d 231
(5th Cir. 1958), cert. denied, 359 U.S. 913 (1959); Treas. Reg. § 20.2033-1 (1963)).
137. 751 F.2d at 1557. See, e.g., Mortimer v. Commissioner, 17 T.C. 579 (1951) (no delivery of deeds).
138. 751 F.2d at 1557.
139. Id. (citing Duncan v. Johnson, 338 So. 2d 1243 (Ala. 1976); Gulf Red Cedar Co. v.
Cranshaw, 53 So. 812 (Ala. 1910)).
140. 751 F.2d at 1557 (citing Blount v. Blount, 48 So. 581 (Ala. 1909); Henslee v. Henslee, 82 So. 2d 222 (Ala. 1955)).
141. 751 F.2d at 1557 (citing Baker v. Blackburn, 5 Ala. 417 (1843)).
142. 751 F.2d at 1558 (citing Coulson v. Scott, 52 So. 436 (Ala. 1910)). Because the Eleventh Circuit found that the Commissioner made no affirmative finding on these parcels with
regard to section 2033 or that they had been effectively conveyed, the court in Whitt found
that there was no presumption of correctness to overcome and it did not have to resolve the
question of whether the recording of these deeds would on those facts create a presumption
of delivery against the Commissioner. 751 F.2d at 1558.
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for concluding that such parcels had not been effectively
was no basis
143
conveyed.
The court, however, considered section 2036 an alternative ground for
affirmance.'4 The Eleventh Circuit noted that the Commissioner had determined that the decedent had retained possession or use for the right to
income from each of the tracts, and that the conveyances had all been
gratuitous. On these facts the parcels had been included in the gross estate under section 2036, with the Tax Court finding that this determinathese rights pursuant to express
tion implied that the decedent retained
14 5
or implied agreements with grantees.
The court noted that the purpose of this section is to include in a decedent's estate the gratuitous lifetime transfers that are essentially testamentary. 1 6 If the decedent retained "substantial present economic benefit of the property during his lifetime, 147 the property is to be included in
the gross estate. For purposes of this section, the terms 'possession' and
'enjoyment' mean retention of" 'an income interest or, in the case of real
property, the lifetime use of the property.' "148 For this property to be
includible, there must be "a contemporaneous or subsequent agreement
that the grantor should remain in possession or that he should receive the
income from the property."'14' The right of possession and enjoyment
143. 751 F.2d at 1558.
144. Id. (citing I.R.C. § 2036 (1982)). The court noted that if the factual findings permit
aflfirmance on an alternative basis, a court may do so in the absence of prejudice. 751 F.2d at
1558 (citing Howard v. Gonzales, 658 F.2d 352 (5th Cir. 1981); Stegmeier v. Trammell, 597
F.2d 1027 (5th Cir. 1979)). The court also noted that since the Commissioner had relied
primarily on section 2036, the estate could not be prejudiced if the Eleventh Circuit affirmed the Tax Court on this basis. 751 F.2d at 1558.
145. 751 F.2d at 1558. Section 2036 provides:
The value of the gross estate shall include the value of all property to the extent
of any interest therein of which the decedent has any time made a transfer (except
in the case of a bona fide sale for an adequate and full consideration in money or
monies worth), by trust or otherwise, under which he has retained for his life or
for any period not ascertainable without reference to his death or for any period
which does not in fact end before his death-(1) the possession or enjoyment of,
or the right to the income from, the property, or (2) the right, either alone or in
conjunction with any person, to designate the persons who shall possess or enjoy
the property or the income therefrom.
I.R.C. § 2036(a) (1982).
146. 751 F.2d at 1558 (citing United States v. Grace Estate, 395 U.S. 316 (1969)).
147. 751 F.2d at 1558 (citing Commissioner v. Estate of Holmes, 326 U.S. 480 (1946);
First Nat'l Bank v. United States, 342 F.2d 415 (5th Cir. 1965)).
148. 751 F.2d at 1558-59 (quoting United States v. Byrum, 408 U.S. 125, 147, reh'g denied, United States v. Byrum, 409 U.S. 898 (1972)).
149. 751 F.2d at 1559 (citing Tubbs v. United States, 472 F.2d 166 (5th Cir. 1973), aff'g,
348 F. Supp. 1404 (N.D. Tex. 1972), cert. denied, 411 U.S. 983 (1973); Guynn v. United
States, 437 F.2d 1148 (4th Cir. 1971); Estate of McNichol v. Commissioner, 265 F.2d 667 (3d
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need not be retained under the deed. The manner in which the parties
have dealt with the property can manifest the existence of an implied
agreement'"0 and the agreement need not be enforceable under state
51
law.
The court noted that two groups of property (a total of eight parcels)
had been included in the estate under section 2036 by the Commissioner,
and erroneously included under section 2033 by the Tax Court. The first
group consisted of properties about which testimony had been elicited,
and the second consisted of properties about which the only evidence
presented was the deeds themselves. With regard to the group that was
the subject of testimony, the testimony indicated that the tracts had been
placed in a granddaughter's name with the understanding that decedent
would continue to farm the land and that he would receive the income
from those properties. The grantee did not take possession of the land or
receive any income until the decedent passed away. For that reason, the
properties were held includible in the gross estate under section 2036, and
15 2
the court affirmed on that basis.

The other parcels about which no testimony was elicited received similar treatment. The court stated that the estate had the burden of overcoming the presumption of correctness that the rights of income had been
retained under implied agreements and that the introduction of deeds did
not meet this finding. The section presumes that legal title has been
transferred, but the burden is also on the estate to disprove the existence
of an implied agreement retaining the right to use the land and the income therefrom, despite the transfer of title. Because the estate had not
done this, these tracts were includible in the estate under section 2036,
and the Eleventh Circuit affirmed the Tax Court's decision on this
Cir.), cert. denied, 361 U.S. 829 (1959)).
150. 751 F.2d at 1559 (citing Estate of McCabe v. United States, 475 F.2d 1142 (Ct. Cl.
1973); Tubbs v. United States, 472 F.2d 166 (5th Cir. 1973); Guynn v. United States, 437
F.2d 1148, 1150 (4th Cir. 1971).
151. 751 F.2d at 1559 (citing McCabe v. United States, 475 F.2d 1142, 1146-47 (Ct. CL
1973); Estate of McNichol v. Commissioner, 265 F.2d 667, 670 (3d Cir.), cert. denied, 361
U.S. 829 (1959)). The court found that its earlier decision of Estate of Wyly v. Commissioner, 610 F.2d 1282 (5th Cir. 1980) did not apply. The court said:
There we held that a husband who gave his community property interest in certain assets to his wife did not retain the right to the income generated by those
assets by virtue of Texas community property law, since under that law his only
interest in that income was the expectency [sic] of an accounting in the case of
fraud. Here, on the other hand, the Commissioner and the Tax Court found that
the economic benefit which the decedent enjoyed in these properties until his
death was substantial, direct and present.
751 F.2d at 1559 n.5 (citation omitted).
152. 751 F.2d at 1559-60.
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ground. 1 8
The court then reached its third major issue, that of gift tax, with respect to those properties that had been effectively conveyed during decedent's lifetime (a total of six parcels). The Commissioner determined that
the completed gifts were made in the years in which the deeds were recorded rather than the years in which the deeds were executed. The Tax
Court had held that the evidence showed these deeds were effectively
conveyed during decedent's lifetime as gifts, and that they were not completed until the time the Commissioner determined. The appellate court
said this was a finding of fact that could not be overturned unless clearly
15
erroneous. '

The Eleventh Circuit noted that a transfer of property is a gift if it is
"'for less than an adequate and full consideration in money or monies'
[sic] worth.'

"'1

The properties were clearly worth more than the stated

consideration, and although there was testimony about services performed afterwards by the recipients, the Tax Court found that these services were not a bargained-for consideration. The Eleventh Circuit found
this not to be clearly erroneous and would not reverse it. Prior to 1970,
the donor was required by law to pay the gift tax in the calendar year in
which the gift was made. 1 " The tax to be imposed is one on completed
gifts that are deemed to occur if" 'the donor has so parted with dominion
and control as to leave in him no power to change its disposition, whether
for his own benefit or for the benefit of another.'

"'1

The Eleventh Cir-

cuit noted that the elements of the completed gift are:
(1) a donor competent to make the gift; (2) a donee capable of taking
the gift; (3) a clear and unmistakable intention on the part of the donor
to absolutely and irrevocably divest himself of the title, dominion, and
control of the subject matter of the gift, in praesenti; (4) the irrevocable
transfer of the present legal title and of the dominion and control of the
entire gift to the donee, so that the donor can exercise no further act of
dominion or control over it; (5) a delivery by the donor to the donee of
the subject matter of the gift or of the most effectual means of commanding the dominion of it; (6) acceptance of the gift by the donee. 1"'
The court found that under Alabama law, an inter vivos gift is not
complete until the donor clearly intends to relinquish title and all present
153. Id. at 1560.
154. Id.
155. Id. (quoting I.R.C. § 2512(b) (1982)).
156. 751 F.2d at 1560 (citing I.R.C. § 2501(a)(1)).
157. 751 F.2d at 1560 (quoting Tress. Reg. § 25.2511-2(b) (1983)).
158. 751 F.2d at 1560-61 (quoting Guest v. Commissioner, 77 T.C. 9, 16 (1981); Weil v.
Commissioner, 31 B.T.A. 899 (1934), aff'd, 82 F.2d 561 (5th Cir.), cert. denied, 299 U.S. 552
(1936)).
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and future dominion over the property, and the property is delivered to
the donee and the donee accepts it."' The court then found that the
Commissioner determined the gifts were not complete until the deeds
were recorded and implicit in this determination was a finding that absent evidence to the contrary, decedent did not possess the requisite intent until the time of recordation because only recordation could protect
these deeds against a subsequent disposition of the property by the decedent. 160 The court noted that it was not holding that in every instance a
gift is incomplete until recording of the deed, but that in this case there
were sufficient facts to support the Tax Court's finding in support of the
Service's determination. The court noted that most of the deeds were executed on the same day, reciting only nominal consideration, and that
none were recorded for several years, with all being recorded within one
period of fifteen months. In addition, decedent never declared the transfers to be gifts prior to the date of their recording. As a result, the Eleventh Circuit found that the parcels were made gifts in the years of recording, which meant that the amount of gift tax would be higher because
the
1
value had increased since the time that the deeds were executed. '
B.

Deductions from Estate

In Estate of Thies v. Commissioner,' the Eleventh Circuit held that
unpaid balances due on mortgages relating to property in which decedents retained a life estate were not deductible for estate tax purposes,
when descendants were merely accommodation parties to notes and mortgages for which their children were primarily liable.'" Decedents, husband and wife, owned several parcels of realty in Florida as tenants by
the entirety. In 1974, decedents made gifts of remainder interests in two
of these parcels to their two children while retaining a life estate for
,themselves. In 1975 and 1976, each child mortgaged his parcel, the children and their spouses along with decedents being the mortgagors, and a
local bank being the mortgagee. The first child signed a note with the
bank and used the mortgage proceeds to add to a building on her parceL
The second child signed a note with a different bank and received money
159. 751 F.2d at 1561 (citing First Alabama Bank v. Adams, 382 So. 2d 1104 (1980);
White v. Sims, 326 So. 2d 733 (Ala. 1976); Garrison v. Grayson, 224 So. 2d 606 (Ala. 1969)).
160. 751 F.2d at 1561. The court noted that ALA. CODE § 35-4-90(a) (1975) provides in
part: "All conveyances of real property... are inoperative and void as to purchasers for a
valuable consideration, mortgagees and judgment creditors without notice, unless the same
have been recorded before the accrual of the right of such purchasers, mortgagees or judgment creditors." Id.
161. 751 F.2d at 1561,
162. 770 F.2d 981 (11th Cir. 1985).
163. Id. at 983-84.
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to invest in his business. Decedent-husband cosigned the note, but he did
not receive any consideration for doing so, since his signing was meant
only to facilitate his son's loan approval. Taxpayer-estates (the estates)
claimed that they were entitled to deduct the balances due on the mortgages because the balances represented valid claims against the estates or,
alternatively, unpaid obligations of the estates. The Tax Court denied the
deductions and the estates appealed.'"
The court of appeals affirmed, denying the deduction on the ground
that decedents were mere accommodation parties to the notes and mortgages for which their children were primarily liable, and on the ground
that no evidence was presented showing that decedents intended to pay
any mortgage indebtedness or believed they were obligated to do so. The
court noted that the estates had a right of set-off against their children
for any amounts paid on the indebtedness.'1 5
The court noted that the Tax Court has consistently held that a claim
against an estate cannot result in a deduction for estate tax purposes unless the claim is "presented and allowed or otherwise determined as valid
against an estate and actually paid or to be paid."" Because any claim
that may be asserted against the estates based on the mortgages is subject
to the estates' right to recourse against the children, there is no valid
claim against the estates actually paid or to be paid. The court concluded, therefore, that the estates were not entitled to deduct balances
due on the mortgages.""
C. Special Use Valuation
Estate of Sherrod v. Commissioner,'" in which the Eleventh Circuit
considered an estate's qualification for special use valuation of property
as farm land under section 2032A, was another estate tax case decided
during the survey period. 17 0 In this case, the Eleventh Circuit reversed a
finding of the Tax Court that estate property qualified for such
valuation,.7
164. Id. at 982-83. The Tax Court found that the balances due on the mortgages were
not deductible by the estate under I.R.C. § 2053 (1982). 770 F.2d at 982.
165. 770 F.2d at 983.
166. Id. (quoting Estate of Courtney v. Commissioner, 62 T.C. 317, 321 (1974)).
167. 770 F.2d at 983-84 (quoting Commissioner v. Wragg, 141 F.2d 638, 640 (1st Cir.
1944)) "[When] the decedent's right over against the primary obligor was worth its face
value, no deduction has been allowed for secondary liability [unless the estate ultimately

would have to bear the loss]." Id.
168.
169.
170.

770 F.2d at 984.
774 F.2d 1057 (11th Cir. 1985).
Id. at 1059 (citing I.R.C. § 2032A(b)(1)(C)).

171.

774 F.2d at 1067.
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The property at issue was 1478 acres in three categories: 278 acres in
row crops, 1108 acres in timber land, and 100 acres of pasture. The timber land was in a state of natural forestation at the time of decedent's
death. Much of the pasture land was either not used presently or was
leased to a third party, and all of the crop land was leased to unrelated
parties. The lease set annual rental that was not dependent upon production. These usages reflected decedent's reduced farming activities during
his life. He generally rented out portions of his land best suited to row
crops and pasture, although he did look after his timber land by inspecting it several times a year either alone or with his son."'
The executors valued the 1478 acres on the estate tax return under the
special use evaluation provision provided by Code section 2032A. The Internal Revenue Service disallowed this claim and valued the property at
fair market value, which produced an estate tax deficiency. This determination was based upon an asserted absence of 'qualified use' within the
meaning of section 2032A, because the activities of decedent and his son
did not reach the level of an active trade or business in which they materially participated with regard to either the timber land or the rest of the
land. 3 The Tax Court, however, disagreed, holding that the family had
exercised management and control over the acreage, paying taxes on it,
inspecting the timber land, keeping in contact with the tenants, negotiating rental agreements, and deciding whether to retain or sell the property.
These practices constituted sound land management practices that were
similar to the practices of others with this type property. With this view,
the Tax Court found an active farming business consisting primarily of
the 1108 acres of timber land and the management of 370 acres in row
crops and pasture land, which was an integral part of management of the
other acres."'
The Eleventh Circuit reversed."7 It found that section 2032A is a
highly technical provision intending to preserve family farms that would
otherwise have to be liquidated to pay the estate tax.' 6 Under this section, the two basic 7requirements of 'material participation' and 'qualified
use' must be met.1 1
The material participation test focuses on the eight-year period prior to
the decedent's death. During that period of time, there must be at least
five years of material participation by the decedent or a member of his

172. Id. at 1058-59.
173. Id. at 1059-60.
174. Id. at 1060.
175. Id. at 1067.
176. Id. at 1062 (citing HR. REP. No. 98, 94th Cong., 2d Seas. 3, 21, 22, reprintedin 1976
U.S. CODE CONG. & AD. NEws 2897, 3375, 3376).
177. 774 F.2d at 1062 (citing I.R.C. § 2032A(b) (1982)).
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family in the operation of business on 'qualified real property.' The fair
market value of that property must constitute at least twenty-five percent
of the fair market value of the estate as a whole.17 8 Two types of activities
can qualify. They can be either actual physical
labor or sufficient involve9
ment in important managerial decisions.7
The Commissioner conceded that the timber land equaled twenty-six
percent of the fair market value as a whole. The Tax Court found that
the limited needs of timber farming constituted activities sufficient to
show material participation, and the Eleventh Circuit did not find that
this conclusion was incorrect as a matter of law.'"s The court then turned
to the qualified use test that determines whether real property is used
from the date of the death. The fair market value of this property and
related personal property must be equal to or exceed fifty percent of the
fair market value of the overall adjusted gross estate. 81 This test confines
the section's benefit to estates likely to experience liquidity problems if a
substantial portion of the estate is tied up in a family farm. The timber
land as stated above made up only twenty-six percent of the overall adjusted gross estate. The Eleventh Circuit noted that the crop and pasture
land does not fall within the qualified use category. Much of this land was
not used, and the remainder was leased to unrelated parties. The Court
found that the legislative history of section 2032A shows that in order to
qualify for the special use valuation, the decedent's financial stake must
be more than a landlord collecting rent. The use of the property by a
tenant is irrelevant. 82 The rental of the property at issue fell within this
83
unacceptable range.
The executors argued that once the court had determined that the timber operation was a trade or business, then all decedent's real property
utilized in, or related to, that farming operation should be categorized as
qualified real property under section 2032A.1" The court found that the
178. 774 F.2d at 1062 (citing I.R.C. §§ 2032A(b)(1)(B), 2032A(b)(1)(C)).
179. 774 F.2d at 1062 (citing Tress. Reg. § 20.2032A-3(e)(1) (1980)). See also S. REP. No.
97-144, 97th Cong., 1st Sess. 133-35, reprinted in U.S. CODE CoNG. & AD. NEws 105, 233-35.
180. 774 F.2d at 1063.
181. Id. (citing I.R.C. §§ 2032A(b)(1)(A), 2032A(b)(3) (1982)).
182. 774 F.2d at 1064 (citing H. REP. No. 94-1380, 94th Cong., 2d Sess. 23, reprinted in
1976 U.S. CODE CONG. & AD. NEws 3378). See also Schuneman v. United States, 570 F.
Supp. 1327 (C.D. Ill. 1983), rev'd, No. 84-2651 (7th Cir. Feb. 10, 1986); Estate of Trueman v.
United States, 54 A.F.T.R.2d 84-6514 (Ct. Cl. 1984); Estate of Abell v. Commissioner, 83
T.C. 679 (1984).
183. 774 F.2d at 1063-64. The Seventh Circuit subsequently reached the opposite conclusion with respect to a lease that it found generated rent substantially dependent on production. Schuneman v. United States, No. 84-2651 (7th Cir. Feb. 10, 1986).
184. 774 F.2d at 1064. This argument appears to grow out of § 2032A(b)(2), which provides: "[flor purposes of this section, the term 'qualified use' means the devotion of the
property to any of the following: (A) use as a farm for farming purposes, or (B) use in a
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executors erred in asserting that the phrase 'trade or business' has the
same meaning for section 2032A as elsewhere in the Code, and stated that
the phrase should be applied restrictively in the present case, in light of
the particular objectives of section 2032A.1s 5 For this reason the Eleventh
Circuit reversed the Tax Court's decision that had in principle accepted
the estate's argument.'e The Tax Court had found that in addition to the
active timber business, decedent used his property in the manner in
which it was best suited and that the renting of property was consistent
with good land management and helped pay the taxes on other parts of
the property. This led the Tax Court to conclude that this non-timber
land was managed in a manner that aided, and was an integral part of,
the management of the timber land showing that the entire acreage was a
single logical unit for purposes of a special use valuation under section
2032A. 8 7
The Eleventh Circuit stated that rental property physically connected
to qualifying farm land should not automatically be classified as qualifying real property for purposes of section 2032A. The section provides that
non-qualifying real property must be 'functionally related' to other qualifying real property.ss The court, therefore, found that the Tax Court
erred in its application of section 2032A(e)(3) by treating the non-timber
land as an inseparable unit with the timber land. The court said it was
not relevant that it was a prudent decision to rent the non-timber land
because Congress has made it clear that mere passive rental of property
can not qualify the taxpayer for special use valuation.' s o The payment of
trade or business other than the trade or business of farming." I.R.C. § 2032A(B)(2) (1982).
185. 774 F.2d at 1065 (citing Estate of Cowser v. Commissioner, 736 F.2d 1168 (7th Cir.
1984)).
186. 774 F.2d at 1065.
187. Id.
188. Id. at 1066. The Eleventh Circuit noted that the legislative history includes a gloss
on § 2032A(e)(3):
Qualified real property also includes roads, buildings, and other structures and
improvements functionally related to the qualified use. On the other hand, elements of value which are not related to the farm or business use (such as mineral
rights) are not to be eligible for special use valuation. For example, if there is an
oil lease on a farm, the full value of the mineral rights is to be taken into account
for estate tax purposes. Similarly, if there are buildings or other improvements on
(or contiguous with) the farm and the buildings or other improvements are neither
functionally related to the farm nor qualify as a farmhouse and related improvements, these buildings and other improvements are not treated as qualified farm
real property.
774 F.2d at 1066 n.11 (quoting H.R. REP. No. 94-1380, 94th Cong., 2d Sess. 24, reprinted in
1976 U.S.CODE CONG. & AD. NEWs 3378).
189. 774 F.2d at 1066. This is so even if the decedent was renting the property due to his
retirement, old age, or infirmity. Id. at 1066 n.12 (citing Schuneman v. United States, 570 F.
Supp. at 1327, revd, 84-2651 (7th Cir. Feb. 10, 1986)).
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local property taxes on the timber land did not establish a functional relationship because the same could be said of any passive investment income. The estate failed to meet the fifty percent threshold test required
assets were entiunder section 2032A(b)(1)(A), and none of the estate's
90
purposes.
tax
estate
for
valuation
use
special
tled to
III. TAX PROCEDURE

A.

Burdens of Proof

During the survey period, the Eleventh Circuit considered two cases
that dealt with the burdens of proof at trial."' Gatlin v. Commissioner"'
concerned procedural aspects of a tax case concerning the fair market
value of stock contributed to charity. Both parties produced expert witnesses on the issue of valuation, and the Tax Court adopted a value that
constituted a compromise between those suggested by the conflicting
experts. 1 "3
Taxpayers appealed, challenging the Tax Court's method. They argued
that the Commissioner's deficiency notice was without a rational basis
and that the Commissioner's expert would not adhere to it. The burden
of proof, therefore, should have shifted to the Government. As a result,
taxpayers argued that their evidence was given less weight than it should
have received.'"
The Eleventh Circuit rejected taxpayer's arguments. The court noted
that as a general rule the Tax Court will not accept a request to review
the motives or procedures influencing the Internal Revenue Service because a Tax Court trial is a de novo proceeding, and the decision should
be based upon the merits of the case, not upon the administrative record.'"5 In this case, the Tax Court held such a proceeding and made its
finding based upon the evidence received.'"
The court would have been more willing to accept taxpayer's argument
if the case had concerned unreported income rather than a deduction. In
190. 774 F.2d at 1067.
191.. Other cases discussed in the preceding text dealt with procedural problems, such as
burdens of proof, but those cases are more significant because of the issues of substantive
law they considered.
192. 754 F.2d 921 (11th Cir. 1985).
193. Id. at 922.
194. Id. at 923.
195. Id. (citing Conforte v. Commissioner, 74 T.C. 1160 (1980), aff'd in part and rev'd in
part, 692 F.2d 587 (9th Cir. 1982); Llorente v. Commissioner, 74 T.C. 260 (1980), aff'd in
part and rev'd in part, 649 F.2d 152 (2d Cir. 1981); Jackson v. Commissioner, 73 T.C. 394
(1979)).
196. 754 F.2d at 923.
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such income cases, when the Commissioner's determination is shown to
be arbitrary or capricious, the burden of proof or persuasion can shift to
the Commissioner. This only occurs when the Commissioner produces no
substantive evidence and the asserted deficiency is shown to have been
derived from unreliable evidence. ' " This rule means that a taxpayer is
not required to prove a negative-no unreported income-if the Commissioner cannot support his deficiency claim. ' "
Gatlin was a deduction case, and in such cases the taxpayer must always support his entitlement to the deduction and the amount of that
deduction.'19 The taxpayer is the party most likely to have access to the
facts substantiating the deduction. Accordingly, he should have the burden of proving the right to that deduction. This does not require him to
prove a negative. 00
The court again considered the burden of proof in tax cases in Mays v.
United States,201 which seemed to be a relatively simple case. The question was whether taxpayer had presented substantial evidence to rebut
the prima facie validity of the Service's determination of a deficiency.
The district court had granted summary judgment for the United
20'
States.
The Eleventh Circuit noted that in a tax refund suit, as in a Tax Court
proceeding, the Commissioner's determination is presumptively correct,
and the burden of proof is on the taxpayer.20 In Mays, the Commissioner
had disallowed various business expenses of taxpayer. Taxpayer had submitted in response a computer printout purporting to summarize these
expenses. This document had been prepared after the audit of the returns
and did not refer to the original records. Taxpayer presented no contemporaneous documentation of these expensess10 The Eleventh Circuit concluded that taxpayer did not overcome the presumption accorded the
Commissioner's determinations. It concluded, therefore, that the district
197. Id. (citing Jackson v. Commissioner, 73 T.C. 394 (1979); Weimerskirch v. Commissioner, 596 F.2d 358 (9th Cir. 1979), rev'g, 67 T.C. 672 (1977)).
198. 754 F.2d at 923 (citing Cohen v. Commissioner, 266 F.2d 5 (9th Cir. 1959)).
199. 754 F.2d at 923 (citing Conforte v. Commissioner, 74 T.C. 1160 (1980); Rockwell v.
Commissioner, 512 F.2d 882 (9th Cir.), cert. denied, 423 U.S. 1015 (1975)).
200. 754 F.2d at 924. The court also noted that the Service's original notice for deficiency and the method of calculating the deficiency is not evidence before the Tax Court.
The Tax Court makes its own finding of facts and conclusions of law. If taxpayer faces a
case that is not substantially justified and he prevails, his remedy is for the attorney's fees
under the equal access to justice act. Id. See 28 U.S.C. § 2412(d)(1)(A) and I.R.C. § 7430(a)
(1982). See also Ashburn v. United States, 740 F.2d 843 (11th Cir. 1984).
201. 763 F.2d 1295 (11th Cir. 1985), cert. denied, 106 S. Ct. 416 (1985).
202. 763 F.2d at 1296.
203. Id. at 1297 (citing Helvering v. Taylor, 293 U.S. 507 (1935); Anselmo v. Commissioner, 757 F.2d 1208 (11th Cir. 1985)).
204. 763 F.2d at 1296.
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court had held correctly that the Government was entitled to summary
judgment.'s
B.

Waiver of Right to Appeal

A recent case, White v. Commissioner,'0 presented a nearly frivolous
procedural question. In that case, taxpayers had petitioned for a redetermination of deficiencies of income tax. The parties had negotiated a settlement prior to the trial and stipulated to entry of judgment for a specified deficiency. The Tax Court entered judgment accordingly, and
again challenging the Service's disallowance of
taxpayers appealed
7
deductions.2
The Eleventh Circuit, in a per curiam opinion, rejected taxpayers' arguments. The court noted that generally a party who consents to entry of
judgment waives the right to appeal.'08 The court noted there are only
two exceptions to this rule-lack of actual consent and lack of subject
matter jurisdiction to enter the judgment.2" The Whites did not attempt
to fit within either category, but simply challenged the disallowance by
the Commissioner of certain deductions. With ample justification, the
court thus held that: taxpayers had waived the right to appeal, and accordingly dismissed that appeal. 10
C. Miscellaneous Issues
In Gordon v. United States,11 the Eleventh Circuit held that the Internal Revenue Service acted properly when it asserted a deficiency against
a wife after a tax refund granted to the wife and her former husband, and
credited to a separate tax liability incurred by the husband, was disallowed because the filed returns understated the amount of tax liability.
The court also held that the fact that a husband and wife were divorced
when they filed tardy, joint tax returns and were divorced when a deficiency determination was made did not exempt either of them from joint
and wife were
and several liability for tax deficiency when the husband
1
still married at the end of the tax years at issue.2
Petitioner, Gordon, and her former husband, Elkinton, filed tardy tax
205. Id. at 1297.
206. 776 F.2d 976 (11th Cir. 1985).
207. Id. at 976.
208. Id. at 977 (citing Swift & Co. v. United States, 276 U.S. 311 (1928); Tapper v. Commissioner, 766 F.2d 401 (9th Cir. 1985)).
209. 776 F.2d at 977.
210. Id. at 978.
211. 757 F.2d 1157 (11th Cir. 1985).
212. Id. at 1160-61.
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returns for 1972 and 1973 in March 1975. The two were divorced in January 1974,
but they chose to file a joint return as permitted by the tax
laws. 213 The couple claimed a refund of $3118.30 for 1973 and $1,996.81
for 1972.14 The Internal Revenue Service allowed an immediate refund
subject to disallowance as the result of an audit. The Internal Revenue
Service discovered that Elkinton had an outstanding tax liability as the
result of an unpaid penalty charged against him in one of his business
dealings. The amount of the penalty, for which Elkinton was solely responsible, was $8754.50. " 0 Instead of issuing a refund check for the

$5115.11, the Service applied the full amount to Elkinton's outstanding
liability for the penalty. The Service then audited the joint returns and
found that they understated the amount of tax due for 1972 and 1973 by
$3527.98. Although the amount that had been withheld from the taxpayers' income for 1972 and 1973 exceeded the amount of taxes they owed
according to the audit, it did not exceed taxpayers' liability by as much as
the amount of the refund already credited to Elkinton's account. As a
result, taxpayers' net tax payments were less than the amount due. Because they had filed a joint return, they were jointly and severally liable
for any taxes due on the return.216 Accordingly, the Service filed deficiency notices against both Gordon and her ex-husband. Gordon's deficiency was determined to be $3527.98, an amount that she paid, plus interest and penalties, totalling $5117.17. Gordon filed suit in the United
States District Court for the Middle District of Florida seeking recovery
of the payment. Gordon argued that there had been no deficiency with
respect to herself, but only with respect to Elkinton, since he had received the full benefits of the refund payment that had created the deficiency. The Government agreed that Gordon was entitled to a refund of
$143.44, the part of the refund that represented taxes on her income, but
otherwise asserted that the Service's actions had been correct. The dis213. Id. at 1158 (citing I.R.C. §§ 6013(a), 6013(d)(1)(A) (1982)). I.R.C. § 6013(d)(1)(A)
(1982) specifies that the status of two individuals as husband and wife is determined for tax
purposes as of the end of each taxable year. 757 F.2d at 1158. Elkinton and Gordon were
still married at the end of 1972 and 1973 and, thus, were entitled to file joint returns for
these years. 757 F.2d at 1158.
214. 757 F.2d at 1158. The couple had paid $11,264.80 in taxes for 1972, all the result of
withholding on Elkinton's income, and $4605.08 in taxes in 1973, of which $4392.28 was the
result of withholding on Elkinton's income and $212.70 was the result of withholding on
Gordon's income. The tax return showed the couple's tax liability for 1972 to have been
$9267.99 and their liability for 1973 to have been $1486.78. 1d.
215. Id. at 1159. The penalty was assessed for Elkinton's failure, as an officer of R.C.M.
Enterprises, Inc., to withhold and pay proper taxes for employees of the corporation. Id. n.1.
216. Id. at 1159. The Internal Revenue Code specifies that taxpayers who file a joint
return are jointly and severally liable for tax due on income reported by the return. I.R.C. §
6013(d)(3) (1982). Section 6013(e) creates certain exceptions to the rule of joint liability,
but, according to the court in Gordon, none applied here. 757 F.2d at 1160.
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trict court accepted Gordon's arguments and ordered that she be refunded the full $5117.17, plus interest.2 17 The Government appealed and
the Eleventh Circuit reversed. 18
The Eleventh Circuit first held that the Internal Revenue Service followed proper procedures first in allowing Elkinton the preaudit refund
subject to repayment if it were determined that the refund was excessive
and, second, in applying the refund to an existing tax liability. The court
did note, however, that it was error for the Government to apply
1
Gordon's portion of the repayment, $143.44, to Elkinton's liability.2'
The court then rejected Gordon's argument that it was wrong to allow
the Service to assess a deficiency against a taxpayer if such a deficiency
would not have existed if the Service had not erroneously allowed a refund. According to the court, a policy that would delay the Commissioner's issuance of refunds until after audits were made would be
"eco20
nomically burdensome, and is certainly not required by statute.'

2

The court next disposed of Gordon's claim that since she and her husband were divorced when they filed joint tax returns and when the deficiency determination was made, she was not liable for the deficiency. The
court noted that under I.R.C. section 6013(d)(3), taxpayers who file a
joint return are jointly and severally liable for tax due on income reported
by the return. This was held to be so even though Gordon and Elkinton
were divorced in 1974, since the status of two individuals as husband and
wife is determined for tax purposes as of the end of the tax years in question, which, under the facts at bar, were 1972 and 1973. The court stated
that it viewed the dispute as a clear cut case of statutory interpretation,
and that Gordon had failed to offer any substantive, binding authority
that section 6013(d)(3) means anything other than "precisely what it
says.""1

The court refused to consider a decision from the Tax Court,

Fine v. Commissioner,'2 which had facts similar to those of the instant
case and which both Gordon and the Government extensively relied on,
noting that while the Tax Court has "considerable expertise in tax mat217. 757 F.2d at 1159.
218. Id. at 1161.
219. Id. at 1159-60.
220. Id. at 1160. The court quoted the Ninth Circuit's opinion in Warner v. Commissioner, 526 F.2d 1, 2 (9th Cir. 1975), which noted that "the Commissioner, confronted by
millions of returns and an economy which repeatedly must be nourished by quick refunds,
must first pay and then look. This necessity cannot serve as the basis of an 'estoppel."' 757
F.2d at 1160 (quoting Warner v. Commissioner, 526 F.2d 1, 2 (9th Cir. 1975)).
221. 757 F.2d at 1161.
222. 70 T.C. 684 (1978). Both parties argued extensively on appeal as to whether Fine
dictated a judgment in favor of the Government, which prevailed in that case. 757 F.2d at
1161.
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Summons Enforcement

La Mura v. United States2 4 concerned the effort of an airline pilot,
who was also a minister of the Universal Life Church, to quash several
administrative summonses issued to various financial institutions and the
telephone company. The Service assigned a special agent with the Criminal Investigation Division of the Internal Revenue Service to investigate
taxpayer's returns for 1980 and 1981 as part of an investigation focused
on uncovering bogus charitable contributions by tax protestors. The Government believed that taxpayer had made 'contributions' to the Universal
or
Life Church and the church subsequently returned the funds to him
22
accounts.
own
its
in
funds
equivalent
to
access
unfettered
gave him
The summons to the bank requested records of accounts maintained by
taxpayer from 1977 until 1983. The summons to the telephone company
requested records of phone service from 1972 through 1982. Taxpayer petitioned the district court to quash the summonses. 2 2 Taxpayer believed
that the summonses had been issued for an improper purpose and were
not relevant to the taxable years under investigation. The Government
contended that the bank records were necessary to enable it to analyze
taxpayer's lifestyle before, during, and after the years in which the contributions were made and that the telephone records were necessary to locate persons who might have knowledge of the nature of taxpayer's in27
volvement in the Church.
The district court's primary concern was that the summonses covered
years not under investigation. It concluded that the summonses were
After observing
overbroad and overreaching and quashed them both.2
that the Service summons power under I.R.C. § 760229 was broad and
expansive,23 0 the court set forth the factors that the Service must demonstrate in order to obtain summons enforcement.2 1 First, the investigation
must be conducted pursuant to a legitimate purpose. Second, the inquiry
must be relevant to that purpose. Third, the information sought must not
223.
224.
225.
226.
227.
228.
229.
230.
United
231.
United

757 F.2d at 1161 (citing Fine).
765 F.2d 974 (11th Cir. 1985).
Id. at 982.
Id. at 977. See 26 U.S.C. § 7609(b)(2) (1982).
765 F.2d at 977.
Id.
I.R.C. § 7602 (1982).
765 F.2d at 974 (citing United States v. Arthur Young & Co., 465 U.S. 805 (1984);
States v. Gottlieb, 712 F.2d 1363 (11th Cir. 1983)).
765 F.2d at 979 (citing United States v. Powell, 379 U.S. 48, 57-59 (1964)). See also
States v. Reis, 765 F.2d 1094 (11th Cir. 1985).
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be already in the Government's possession. Finally, the Service must not
have taken the administrative steps necessary to the issuance of a summons. The Service can satisfy this burden merely by presenting the affidavit of the agent who issued the summons. Thereafter, the burden shifts
to the party contesting the summons to disprove one of the elements. The
only elements disputed here were whether the tax investigation was conducted pursuant to a legitimate purpose and whether the information
sought was relevant to that investigation.28 2 The court of appeals noted
that the government met the four-pronged burden of proof since the special agent had submitted a sworn affidavit.2 8
On the issue of improper motive, the only evidence submitted by taxpayer was in his own affidavit. He alleged that as a result of an ongoing
criminal investigation of himself and other members of the Universal Life
Church, he was being discouraged from making further contributions to
the church. The court of appeals summarily reasoned that this may well
be the effect of the investigation, rather than its purpose."
Taxpayer's only remaining argument against enforcement of the summons was that the information requested was not relevant to the investigation. The court of appeals noted that the Government has the burden
of showing relevance in the summons enforcement context. If the information sought by the summons "'might throw light upon the correctness
of the taxpayer's return,' "285 then it is deemed to be relevant.2 8 6 The
court quickly determined that the information requested by the summons
was clearly relevant to the extent that it covered the taxable years under
investigation, and to the extent that the district court had held the
records for 1980 and 1981 to be irrelevant, the district court had committed clear error. Moreover, the Government had explained that it was necessary to examine the years-prior to 1980 to determine if taxpayer's lifestyle had changed significantly in the years when he had made substantial
charitable contributions. It was, therefore, necessary to examine the period thereafter in order to determine whether the impact of the contributions on his lifestyle had been delayed. The court of appeals concluded
that the district court had also been in error when it held that records for
years other than 1980 and 1981 were not relevant.22 7
232. 765 F.2d at 979-80 (citing In re Newton, 718 F.2d 1015, 1019 (11th Cir. 1981), cert.
denied, 104 S. Ct. 1678 (1984)).
233. 765 F.2d at 980.
234. Id. at 980-81.
235. Id. at 981 (quoting Foster v. United States, 265 F.2d 183, 187 (2d Cir. 1959), cert.
denied, 360 U.S. 912 (1960)).
236. 765 F.2d at 981 (citing United States v. Wyatt, 637 F.2d 293, 300 (5th Cir. 1981)).
237. 765 F.2d at 982-83.
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E. Frivolous Cases
In 1985, the Eleventh Circuit was also burdened by numerous cases
that might charitably be referred to as frivolous. 38s These cases do not
merit individual discussion here. Their presence as published opinions is
probably due to the Eleventh Circuit's concern that other taxpayers be
dissuaded from adopting similar positions. In any event, one might hope
that taxpayers and their attorneys would exercise sufficient judgment, in
the future, to prevent the waste of the court's time with such meritless
cases.
One example of such a frivolous case was Hobson v. Fischbeck13 in
which the Eleventh Circuit Court of Appeals considered an apparent tax
protestor's argument that he was entitled to damages against two employees of the Internal Revenue Service for investigating his tax deficiencies
and for his failure to file federal income tax returns for 1977 through
1980. In addition, tax protestor sought an injunction expunging the words
'tax protestor' from all government records. The district court dismissed
238. Bierman v. Commissioner, 769 F.2d 707 (11th Cir. 1985) (concerning assertions that
wages are not income and that taxpayer is not a person liable for taxes because he is a free
man and unenfranchised as an individual not subject to taxation, resulting in an award to
the Government of double costs and reasonable attorney's fees for the cost of defending
appeal by taxpayer, are warned by the tax court that his positions are frivolous); Ricket v.
United States, 773 F.2d 1214 (11th Cir. 1985) (tax return containing only taxpayer's signature, date and envoking Fifth Amendment privilege was frivolous return within the meaning
of statute providing for $500 penalty for filing such return, and resulting also in imposing
double costs and attorneys fees upon taxpayer) 773 F.2d at 1215-16; Counts v. Commissioner, 774 F.2d 426 (l1th Cir. 1985) (filing of a modified Form 1040 redefining titles of line
items did not constitute a return, with the result that additions to tax for late filing and
intentional disregard of the rules was proper and allowed tax commissioner to use reasonable means to reconstruct taxpayer's income) 774 F.2d at 427-28; Waters v. Commissioner,
764 F.2d 1389 (11th Cir. 1985) (assertion that wages are not taxable income results in assessed double costs and reasonable attorneys fees, in addition to damage award of $2500 in
favor of the Internal Revenue Service under section 6673, based upon a finding that the
taxpayer's position was frivolous and instituted primarily for delay) 764 F.2d at 1389-90;
Madison v. United States, 752 F.2d 607 (11th Cir. 1985) (request for refund of taxes withheld on the basis that the taxpayer was a" 'natural individual and unenfranchised freeman,'
who 'neither requested, obtained nor exercised any privilege from an agency of government
for the year"' was subject to dismissal under FE. R Civ. P. 12(b)(6) and also supported a
frivolous return penalty under Code section 6702, notwithstanding the fact that taxpayer
had marked 'not a return' on the documents) 752 F.2d at 608-09; Madison v. United States,
758 F.2d 573 (11th Cir. 1985) (same case as preceding on petition for rehearing; assertion
that the Treasury Department and Internal Revenue had no power over petitioner and subject matter was frivolous) 758 F.2d at 573-74; Hyslep v. United States, 765 F.2d 1083 (11th
Cir. 1985) (a $500 civil penalty for filing frivolous return when a signed Form 1040 was filed
to obtain refund and contained information indicating on its face that self-assessment was
incorrect and frivolous) 765 F.2d at 1084.
239. 758 F.2d 579 (11th Cir. 1985).
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the complaint, concluding that it lacked subject matter jurisdiction to
grant the equitable relief sought by taxpayer and that defendants were
immune from money damages.'4 0
The court of appeals affirmed the findings of the district court. The
court noted that federal tribunals are expressly proscribed by statute
from entertaining suits brought to impair the assessment and collection
of taxes.'4 1 In addition, the Supreme Court has held that no injunction
may issue unless the plaintiff can show that under no circumstances
would the Government prevail and that an independent basis 4 exists for
equity jurisdiction, both of which elements were lacking here.' 2
Finally, and perhaps most significantly, the court remanded the case to
the district court to determine the amount of the Government's reasonable attorney's fees, which it directed the district court to impose on taxpayer, along with double costs. The arguments presented by taxpayer
were "without even arguable merit.' '
The court concluded that economic sanctions were appropriate since taxpayer "chose to vex the government with this litigation.""'

240.
241.
242.
(1962)).
243.
244.

Id. at 580-81.
Id. (citing Barr v. Matteo, 360 U.S. 564 (1954)).
758 F.2d at 581 (citing Enochs v. Williams Packing & Navigation Co., 370 U.S. 1
758 F.2d at 581.
Id.

