
Federal Taxation

by Steven C. Evans*

The most significant tax development in 1986 was the passage of the
Tax Reform Act of 1986 (TRA of '86).1 The TRA of '86 is the most exten-
sive overhaul of the Internal Revenue Code since the enactment of the
Internal Revenue Code of 1954.' Those cases dealing with issues or Code
sections affected by the TRA of '86 are accompanied by a brief discussion
of the relevant provisions of the TRA of '86.

I. INCOME

A. Assignment of Income

In Pollard v. Commissioner,3 the Eleventh Circuit faced an unusual at-
tempt by a group of taxpayers to shield themselves from income tax lia-
bility by 'assigning' their income to a church. The taxpayers were mem-
bers of the Calvary Temple Church in East Point, Georgia.' To become
members of one of the church's orders, (each 'order' consisted of one fam-
ily), taxpayers executed 'vows of poverty' and, theoretically, turned all of
their property and income over to the church. Each order applied to the
church for an 'allowance' that, in reality, approximated the taxpayer's in-
come. Most of the taxpayers worked for private or government employers,
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3. 786 F.2d 1063 (11th Cir. 1986).
4. Id. at 1064.
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although several worked for the church.' The Commissioner of the IRS
determined that taxpayers owed back taxes and assessed several penal-
ties. Taxpayers petitioned the Tax Court for a redetermination of their
liabilities, and the court denied the church members' claims.' Taxpayers
appealed several issues from the Tax Court's ruling.7

The first issue presented to the Eleventh Circuit was whether taxpayers
had 'assigned' their income to the church, thus causing the income to be
taxable to the church instead of the members. 8 The Eleventh Circuit up-
held the Tax Court's rejection of these claims.' Citing numerous prece-
dents, the court stated that an agency relationship must exist between
the religious orders and the church members to prove the existence of a
valid assignment of income.10 According to the Eleventh Circuit, however,
the Tax Court's findings clearly established that no agency relationship
existed." The Tax Court found that the church had no involvement with
taxpayers' employment; that taxpayers' paychecks were in their own
names; that the 'allowances' always approximated taxpayers' incomes;
that the church placed no restriction on taxpayers' use of the 'allowances'
and required no accounting for the allowance; and that some of taxpayers,
purchased automobiles and real property in their own names."2 The Elev-
enth Circuit upheld the Tax Court's findings and concluded that no
agency relationship existed.13

On appeal, taxpayers argued that their church conducted regular reli-
gious services and supported evangelical activity, while the churches in
the cases cited by the Eleventh Circuit were 'shams.' In response to tax-
payers' argument, the Eleventh Circuit acknowledged Calvary Church's
religious sincerity.' s The court stated, however, that the purported assign-

5. Id. at 1065.
6. Pollard v. Commissioner, 48 T.C.M. (CCH) 1303, 1328-31 (184), aff'd, 786 F.2d 1063

(11th Cir. 1986).
7. 786 F.2d at 1065.
8. Id.
9. Id.

10. Id. (citing Fogarty v. United States, 780 F.2d 1005 (Fed. Cir. 1986); Mone v. Com-
missioner, 774 F.2d 570 (2d Cir. 1985); Stephenson v. Commissioner, 748 F.2d 331 (6th Cir.
1984); Schuster v. Commissioner, 84 T.C. 764 (1985) aff'd, 800 F.2d 672 (7th Cir. 1986);
McGahen v. Commissioner, 76 T.C. 468 (1981), aff'd without published opinion, 720 F.2d
664 (3d Cir. 1983); Macior v. Commissioner, 48 T.C.M. (CCH) 91 (1984), aff'd without pub-
lished opinion, 758 F.2d 653 (6th Cir. 1985); Greeno v. Commissioner, 42 T.C.M. (CCH)
1112 (1981); White v. Commissioner, 41 T.C.M. (CCH) 1180 (1981); Lynch v. Commissioner,
41 T.C.M. (CCH) 204 (1980), aff'd by unpublished order, (1st Cir. 1981)).

11. Id.
12. Pollard v. Commissioner, 48 T.C.M. (CCH) 1303, 1326 (1984).
13. 786 F.2d at 1066.
14. Id.
15. Id.
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ment of income was a 'sham' regardless of the church's religious sincer-
ity." The Eleventh Circuit also noted that other courts had reached the
same conclusion with respect to members of established Catholic orders. 7

B. Interest Income

In United States v. Santarelli,8 the jury convicted a taxpayer of sub-
scribing to income tax returns containing false information under I.R.C. §
7206.9 The taxpayer, Dominic Santarelli, had advanced funds to Michael
Abbate. Santarelli did not report any interest income on his tax returns
in connection with Abbate's payments on the loans. At trial, Santarelli
produced evidence which tended to prove that the borrower was insolvent
during the tax years in question.' The trial court denied Santarelli's re-
quested jury instruction that would have required the jury to find that
Abbate's payments on the loan should be first applied to reduce the loan
principal, with any balance being applied to interest2 1 Santarelli con-
tended that Burnet v. Logan22 stood for the proposition that "when the
fair market value of property held for the production of income cannot be
determined with reasonable certainty, the owner of the property may con-
sider all payments to be returns of capital until he recoups his invest-
ment.""18 Consequently, Santarelli argued that he was entitled to consider
all of Abbate's payments as return of capital because of Abbate's poor
financial condition.2

The Eleventh Circuit agreed that Burnet would control if Santarelli
could show that he considered the payments to be repayments of princi-
pal at the time he received the payments.26 The Eleventh Circuit upheld
the trial jury's finding that Santarelli had considered the payments to be
interest payments.26 The jury's finding was supported by records found in
Santarelli's bedroom, which showed that Santarelli treated Abbate's pay-
ments as interest income in most instances. Consequently, the Eleventh
Circuit stated that Santarelli could not avoid prosecution "simply by

16. Id.
17. Id. (citing Fogarty v. United States, 780 F.2d 1005, 1005 (Fed. Cir. 198); Schuster v.

Commissioner, 84 T.C. 764, 764 (1985), aff'd, 800 F.2d 672 (7th Cir. 1986); Macior v. Com-
missioner, 48 T.C.M. 91, 92 (1984), affd without published opinion, 758 F.2d 653 (6th Cir.
1985)).

18. 778 F.2d 609 (11th Cir. 1985).
19. Id. at 611; see I.R.C. § 7206(1) (1982).
20. 778 F.2d at 616.
21. Id.
22. 283 U.S. 404 (1931).
23. 778 F.2d at 616 (citing Burnet, 283 U.S. at 414).
24. Id.
25. Id.
26. Id. at 617.
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changing his accounting method on the eve of trial."27 The court further
stated that "[a] contrary rule would make a mockery of the federal in-
come tax system. '28 As a result, the court found that Santarelli's re-
quested instruction was inappropriate and upheld the denial of the
instruction."'

I. DEDUCTIONS

A. Casualty Loss

Taxpayers in Finkbohner v. United States"0 claimed a casualty loss of
$24,000 on their 1980 federal tax return as the result of flood damage.
Taxpayers owned residential property on a cul-de-sac next to Three Mile
Creek in Mobile, Alabama.31 Flood waters had entered and destroyed sev-
eral homes adjacent to taxpayers' property. The flood only damaged the
driveway and the grounds of taxpayers' property; however, municipal au-
thorities demolished seven of the twelve houses on the cul-de-sac for
safety reasons.2" The Commissioner disallowed all but $1,200 of the de-
duction taxpayers claimed, representing the cost of physical repairs less a
$100 deductible for each taxpayer under I.R.C. § 165(c)(3). 33 Taxpayers
brought suit against the United States for refund, and the jury awarded
taxpayers a refund at trial. The United States appealed the verdict.3 '

The issue before the Eleventh Circuit was the treatment to be given to
loss of fair market value due to 'buyer resistance.' 5 An expert witness
testified at trial that the fair market value of taxpayers's property had
declined from $120,000 to $95,000 due to 'buyer resistance.'" According
to taxpayers' expert witness, the demolition of other houses reduced the
attractiveness of taxpayers' home because their home was in a more lone-
some neighborhood, was more exposed to crime, and had less privacy. 7

The United States conceded that a temporary loss in fair market value
had taken place, but contended no permanent loss resulted.88

The Eleventh Circuit stated that the proper measure of damages was

27. Id.
28. Id.
29. Id.
30. 788 F.2d 723 (11th Cir. 1986).
31. Id. at 724.
32. Id.
33. Id. (citing I.R.C. § 165(c)(3) (1982));
34. Id..
35. Id. at 725.
36. Id. at 724.
37. Id.
38. Id.
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the fair market value of the property before the casualty less the value
just after the disaster based upon Helvering v. Owens.3s The court then
examined section 1.165-7 of the Treasury Regulations40 and concluded
that the regulation did not address the proper treatment for the loss of
fair market value due to 'buyer resistance.' The Eleventh Circuit then
examined precedent from the Fifth Circuit" and from other circuits 5 and
concluded that evidence which showed that buyers temporarily would pay
less for property recently subjected to flood damage is insufficient to sus-
tain a deduction based on loss of fair market value .' The court distin-
guished taxpayers' facts from the cited cases, however, because taxpayers'
case was based upon a theory of permanent, rather than temporary, im-
pairment.4 The Eleventh Circuit noted that the losses taxpayers' expert
witness calculated were permanent in nature and not a reflection of antic-
ipation of a future catastrophe by potential buyers.45 As a result, the
court affirmed the award of a refund according to the jury verdict at
trial.46

B. Charitable Deductions

Taxpayers in Lary v. United States47 claimed a deduction on their
1976 joint return for the value of a pint of blood donated by Dr. Lary to
the American Red Cross.4' The Commissioner disallowed this deduction
and taxpayers paid the deficiency and brought suit in federal district
court for a refund.4" The district court held that the Commissioner prop-
erly disallowed the deduction since the donation of blood is the perform-
ance of a service, which does not qualify as a charitable contribution
under the regulations. s

On appeal, taxpayers argued that the donation of the blood was a con-

39. 305 U.S. 468 (1939).
40. Treas. Reg. § 1.165-7 (1977).
41. 788 F.2d at 725 (citing Conner v. United States, 439 F.2d 974, 980 (5th Cir. 1981)

(Commissioner must allow loss in fair market value as casualty loss if greater than cost of
repairs)).

42. Id. at 726 (citing Capozzoli v. United States, 753 F.2d 1073 (5th Cir. 1985); Kaman-
ski v. Commissioner, 477 F.2d 452 (9th Cir. 1973); Citizens Bank v. Commissioner, 252 F.2d
425 (4th Cir. 1958)).

43. Id. at 727.
44. Id.
45. Id.
46. Id.
47. 787 F.2d 1538 (lth Cir. 1986).
48. Id. at 1539.
49. Id.
50. Lary v. United States, 608 F. Supp 258, 263 (N.D. Ala. 1985).
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tribution of property rather than a performance of a service. 1 The Elev-
enth Circuit, however, refused to decide the issue of whether the contri-
bution of blood was the performance of a service or the contribution of a
product." The court acknowledged that taxpayers would not be entitled
to a deduction if the contribution of blood were the performance of a
service because section 1.170A-l(g) of the Treasury Regulations" ex-
pressly prohibits a deduction for a contribution of services." The Elev-
enth Circuit also noted that, as a general rule, the value of the contribu-
tion of a product is deductible."

The Eleventh Circuit concluded, however, that further analysis was un-
necessary since taxpayers would not be entitled to a deduction even if the
blood donation were the contribution of a product." The Eleventh Cir-
cuit cited section 170(e)(1)(A) of the Internal Revenue Code of 1954,"
which provides that a charitable contribution shall be reduced by the
amount of ordinary income or short-term capital gain that the donor
would have recognized had he sold the property at its fair market value at
the time of the contribution." The court said that had Dr. Lary sold the
pint of blood, taxpayers would have been required to recognize profit
from the sale as income under I.R.C. § 61. 6"

The court noted that taxpayers offered no evidence concerning their
basis in the blood or the holding period of the blood.6 In a footnote con-
cerning the blood's 'holding period,' the court noted that red blood cells
have an average life of four months and blood platelets have an average
life of ten days. 1 Since taxpayers did not sustain their burden of proving
that any gain from a sale of the blood would have been long-term, the
Eleventh Circuit affirmed the judgment of the district court."

The TRA of '86 repealed the capital gain deduction for individuals."
Consequently, long- and short-term capital gains are taxed at the same
rate as ordinary income for tax years beginning in 1988." Congress re-

51. 787 F.2d at 1539.
52. Id.
53. Trees. Reg. § 1.170A-1(g) (1984).
54. 787 F.2d at 1539-40 (citing Tress. Reg. § 1.170A-1(g)).
55. Id. at 1540 (citing I.R.C. § 170(e)(1)(A) (1982)).
56. Id.
57. I.R.C. § 170(e)(1)(A).
58. 787 F.2d at 1540 (citing I.R.C. § 170(e)(1)(A)).
59. Id. (citing I.R.C. § 61 (1982)).
60. Id. (The holding period for long-term capital property was six months in 1976. See

I.R.C. § 1222(3) (repealed 1976)).
61. Id. n.3 (citing 2 ENCYCLOPEDIA BRrrrANICA 1117-21 (15th ed. 1984)).
62. Id. at 1541.
63. TRA of '86 § 301, Pub. L. No. 99-514, 100 Stat. 2216.
64. Id.
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tained the Code's capital gains structure, however, to facilitate reinstate-
ment of a rate differential if tax rates increase.6

C. Royalty Payments

Taxpayer in Maddrix v. Commissioner" owned an interest in a mineral
venture known as Investors Mining Program 77-2 (Investors Mining). In-
vestors Mining entered into an agreement with Olentangy Resources, Inc.
(Olentangy). The agreement gave Investors Mining the right to mine coal
reserves on property in West Virginia and provided for royalty payments
to Olentangy of $300,000 per year and three dollars per ton of coal mined.
The contract also provided that Investors Mining would pay Olentangy
$2,540,000 of the royalties at the commencement of the lease, with
$590,000 to be paid in cash and $1,950,000 to be paid in nonrecourse
promissory notes. Taxpayer contributed $31,230 in cash to Investors Min-
ing and executed a $103,239 nonrecourse note as his pro rata share of the
advance royalties.17

At the same time as the execution of the Olentangy agreement, Inves-
tors Mining entered into a mining services contract with Big Sandy Creek
Mining Co. (Big Creek), a corporation owned by the same four individu-
als who owned Olentangy. Under this contract, Big Creek agreed to mine
at least 100,000 tons of coal each year and to pay liquidated damages of
three dollars for each ton of coal below the minimum tonnage required.
The agreement gave Big Creek the option to pay these damages either in
cash or in promissory notes to Olentangy."

In 1977, Big Creek mined no coal on the property.6" Taxpayer claimed
royalty expenses of $134,471 on his 1977 tax return from the amounts
paid on behalf of Investors Mining. The Commissioner disallowed the de-
duction, and taxpayer filed suit in Tax Court seeking a redetermination
of the deficiency.70 The Tax Court entered a judgment for the Commis-
sioner,71 because the agreement had no requirement for annual uniform
royalty payments as section 1.612-3(b)(3) of the Treasury Regulations re-
quires.7 ' Taxpayer appealed.73

65. H.P. CoNF. RE. No. 99-841, 99th Cong., 2d Sess., reprinted in 1986 U.S. CODE CONG.
& ADMIN. NEws 9B at 106.

66. 780 F.2d 946 (11th Cir. 1986).
67. Id. at 947-49.
68. Id. at 948-49.
69. Id. at 949.
70. Id.
71. Maddriz v. Commissioner, 83 T.C. 613, 626 (1984), aff'd, 787 F.2d 1538 (11th Cir.

1986).
72. Treas. Reg. § 1.612-3(b)(3) (1977).
73. 780 F.2d at 950.
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Taxpayer argued on appeal that the liquidated damages clause in the
mining services contract proved the existence of required annual royalty
payments. The Eleventh Circuit examined section 1.612-3(b)(3)of the
Treasury Regulations, which provides that advance royalty payments are
generally deductible only in the year the mineral product is sold.7' The
regulation, however, contains an exception that allows a current deduc-
tion if a minimum royalty provision in the agreement "requires that a
substantially uniform amount of royalties be paid at least annually over
the life of the lease or for a period of at least twenty years."' The court
found that the arrangement in Maddrix did not constitute a requirement
for annual and uniform advance royalty payments and affirmed the judg-
ment of the Tax Court."

The Eleventh Circuit noted that the promissory notes taxpayer issued
were nonrecourse, since Olentangy could only look to the minerals them-
selves for payment, and that the notes did not constitute a requirement
of royalty payments.77 The court also rejected taxpayer's argument that
the liquidated damages provision of the mining services contract consti-
tuted such a requirement.78 The court noted that the agreement required
Olentangy to accept promissory notes for the liquidated damages from
Big Creek in satisfaction of the royalties from Investors Mining.7' The
court emphasized that Big Creek was a newly formed corporation with
limited financial resources, and that the corporation was an affiliate of
Olentangy since the same four individuals owned both companies.' 0 The
Eleventh Circuit noted that, in substance, Olentangy agreed to accept
promissory notes from itself, and that the transaction added no value.
The court analogized this circular arrangement to an agreement by
Olentangy to accept a peppercorn each year for the royalties.8 Conse-
quently, the court found no 'requirement' of minimum annual royalty
payments.02

III. TAX CREDIrs

Taxpayer in Piggly Wiggly Southern, Inc. v. Commissioner 3 claimed
investment tax credits on its 1977 and 1979 corporate tax returns. Piggly

74. Id. (citing Treas. Reg. § 1.612-3(b)(3)).
75. Id. (quoting Tress. Reg. § 1.612-3(b)(3)).

76. Id. at 951.
77. Id. at 950-51 (citing Wing v. Commissioner, 81 T.C. 17, 38-42 (1983)).
78. Id. at 951.
79. Id.
80. Id.
81. Id. n.12.
82. Id. at 951.
83. 803 F.2d 1572 (11th Cir. 1986).
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Wiggly Southern, Inc. (Piggly Wiggly) had installed heating, ventilating,
and air conditioning (HVAC) units in several retail food stores and
claimed investment tax credits for the cost of the HVAC units." The
Commissioner disallowed the credits and Piggly Wiggly petitioned the
Tax Court for a redetermination."' The Tax Court found for Piggly Wig-
glya and the Commissioner appealed.' 7

The Eleventh Circuit noted that, in order to qualify as section 38 prop-
erty and qualify for investment tax credit treatment, the HVAC units
must constitute 'tangible personal property' under I.R.C. § 48(a)(1)(A).'
Section 1.48-1(c) of the Treasury Regulations specifically excludes struc-
tural components of buildings from the definition of 'tangible personal
property.'8 ' Section 1.48-1(e)(2) of the Treasury Regulations provides
that structural components include

a]Ill components ... of a central air conditioning or heating system, in-
cluding motors, compressors, pipes and conducts .... However, the
term "structural components" does not include machinery the sole justi-
fication for the installment of which is the fact that such machinery is
required to meet temperature or humidity requirements which are essen-
tial for the operation of other machinery or the processing of materials or
foodstuffs. Machinery may meet the "sole justification" test provided by
the preceding sentence even though it incidentally provides for the com-
fort of employees, or serves, to an insubstantial degree, areas where such
temperature or humidity requirements are not essential."

The Tax Court had found that taxpayer met the 'sole justification' test in
this case.'1 The evidence Piggly Wiggly presented established that the
sole justification for the installation of the HVAC units was to meet the
temperature and humidity requirements of refrigeration equipment in the
grocery stores.'8

On appeal, the Commissioner contended that the Tax Court should
have applied the standard test set forth in A.C. Monk & Co. v. United
States." In that case, the Fourth Circuit held that an electrical system
was a structural component and did not qualify for section 38 treatment,

84. Id. at 1573.
85. Id.
86. Piggly Wiggly Southern, Inc. v. Commissioner, 84 T.C. 739, 756 (1985), affd', 803

F.2d 1572 (11th Cir. 1986).
87. 803 F.2d at 1573-74.
88. Id. (citing I.R.C. § 48(a)(1)(A) (1982)).
89. Treas. Reg. § 1.48-1(c) (1985).
90. Tress. Reg. § 1.48-1(e)(2) (1985).
91. Piggly Wiggly Southern, Inc. v. Commissioner, 84 T.C. 739, 754 (1985), aff'd, 803

F.2d 1572 (11th Cir. 1986).
92. 803 F.2d at 1574.
93. 686 F.2d 1058 (4th Cir. 1982).
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since the system could reasonably be adapted to other operations." The
Eleventh Circuit, however, found the 'adaptable to other operations' test
inappropriate in light of the 'sole justification' exception." The court
stated that applying the 'adaptable to other operations' test would read
the 'sole justification' test out of the regulation, since any heating or air
conditioning system could be adapted to another use." Consequently, the
Eleventh Circuit refused to apply the test.9

The Commissioner also argued on appeal that the Tax Court misap-
plied the 'sole justification' test and that the factual determination by the
Tax Court was erroneous. 98 The Eleventh Circuit, however, found that
both of these arguments concerned the Tax Court's factual determina-
tions, which it could not reverse on appeal unless clearly erroneous." The
court held that substantial evidence supported the Tax Court's holding
and, therefore, refused to reverse the factual findings of the Tax Court
and affirmed the court's decision. 100

The TRA of '86 repealed the investment tax credit for property placed
into service after December 31, 1986.10' Several transitional rules are
available in certain circumstances.10 2

IV. PARTNERSHIP TAX

Taxpayer in Ledbetter v. United States'8 was a general partner in sev-
eral partnerships that were in the business of owning and leasing com-
mercial aircraft. Capital was a material income-producing factor in the
partnerships. 104 Taxpayer received a distributive share of the partner-
ship's profits and losses and, in addition, received management fees that
were payable without regard to the partnership's profits or losses. On his
federal income tax returns for 1973-1975, taxpayer treated the manage-
ment fees as 'earned income' eligible for the fifty-percent maximum tax
rate provided by former I.R.C. § 1348. 05 The Commissioner determined
that only thirty percent of the managerial fees were eligible for section

94. Id. at 1066.
95. 803 F.2d at 1575.
96. Id. at 1574-75.
97. Id. at 1575.
98. Id.
99. Id. at 1575-76 (citing Fan. R. Civ. P. 52(a); Estate of Broadhead v. Commissioner,

391 F.2d 841 (5th Cir. 1968)).
100. Id. at 1576.
101. TRA of '86 § 211, Pub. L. No. 99-514, 100 Stat. 2166.
102. See, e.g., id. § 211(e)(1).
103. 792 F.2d 1015 (11th Cir. 1986).
104. Id. at 1016.
105. Id.; I.R.C. § 1348 (1976) (repealed 1981).
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1348 treatment. The Commissioner relied upon section 1.1348-3(a)(3)(i)
of the Treasury Regulations,'" which provides that no more than thirty
percent of the net profits (including guaranteed payments under I.R.C. §
707(c)) received from a business in which both personal services and capi-
tal are material income-producing factors may be considered as 'earned
income' for section 1348 purposes.107 Taxpayer filed suit for a refund in
the district court after the Commissioner asserted a deficiency. The dis-
trict court determined that section 1.1348-3(a)(3)(i) of the Treasury Reg-
ulations was invalid and the United States appealed." 8

The Eleventh Circuit stated that it considered the payments in this
case to be payments for services by an employer to an employee and de-
ductible as a business expense to the partnership, thus reducing the part-
nership's net profits.'" The court relied upon I.R.C. § 707(c), 110 which
provides that guaranteed payments (payments determined without regard
to the income or loss of a partnership) are considered to be made to a
person who is not a member of the partnership."' Former I.R.C. § 1348"2
provided for a maximum tax rate of fifty percent on 'earned income'
within the meaning of I.R.C. § 911(b).1 3 I.R.C. § 911(b), in turn, provides
that, in the case of a taxpayer involved in a trade or business in which
both personal services and capital are material income-producing factors,
earned income means "a reasonable allowance as compensation for the
personal services rendered by the taxpayer, not in excess of 30 percent of
his share of the net profits of such trade or business"" 4 under regulations
prescribed by the Secretary. Section 1.1348-3(a)(3)(i) of the Treasury
Regulations provides that, for purposes of section 1348, earned income
from a trade or business in which capital and personal services are both
material income-producing factors shall not exceed thirty percent of an
individual's share of the net profits from the business including guaran-
teed payments under I.R.C. § 707(c).11

In Ledbetter, taxpayer argued that by enacting section 1.1348-3(a)(3)(i)
of the Treasury Regulations, the Secretary amended I.R.C. § 707(c) by
giving a new definition to 'net profits.""' Under I.R.C. § 707(c), guaran-
teed payments would be deductible by the partnership in computing

106. Treas. Reg. § 1.1348-3(a)(3)(i) (1976).
107. 792 F.2d at 1016 (citing Treas. Reg. § 1.1348-3(a)(3)(i)).
108. 792 F.2d at 1016.
109. Id. at 1017.
110. 1.R.C. § 707(c) (1982).
111. 792 F.2d at 1016-17 (citing LR.C. § 707(c)).
112. I.R.C. § 1348 (1976) (repealed 1981).
113. 1.R.C. § 911(b) (1982).
114. Id.
115. Treas. Reg. § 1.1348-3(a)(3)(i).
116. 792 F.2d at 1018.
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gross income. Under the regulation, however, net profits are defined to
include guaranteed payments.1 ' The government responded that I.R.C. §
911 was the only statutory provision dealing with partnership income
when both services and capital are material income-producing factors.",

The Eleventh Circuit, however, found no inconsistency between sec-
tions 707(c) and 911(b), since section 911(b) provides only that the limit-
ing factor is thirty percent of a taxpayer's share of the net profits of such
a trade or business. 110 The court also noted that section 707(c), which
provides that guaranteed payments are a deduction in computing net
profits, was in effect when Congress passed section 1348.120 Consequently,
the court held that the regulation "expressly changed the meaning of 'net
income' without any statutory authorization. 1 2 1 The court noted that
conflicting authority existed between the Second Circuit 2 and the Sixth
Circuit 12 regarding the validity of the regulation. The Eleventh Circuit,
however, agreed with the Sixth Circuit and found that the regulation was
"'plainly inconsistent with the revenue statutes' 124 and affirmed the dis-
trict court's holding." 2

Congress repealed former I.R.C. § 1348 in 1981 and reduced the maxi-
mum individual tax rate to fifty percent. 2 The TRA of '86 further re-
duced the maximum tax rate for individuals to twenty-eight percent for
taxable years beginning in 1988.121 For tax years beginning in 1987, the
maximum taxable rate is thirty-eight and one-half percent. s

V. CORPORATE TAX

Taxpayers in Knowlton v. Commissioner12 9 were the shareholders of a
personal holding company, Dunmovin Corporation.30 Dunmovin was

117. Id. (citing Tress. Reg. § 1.1348-3(a)(3)(i) (1976)).
118. 792 F.2d at 1018.
119. Id.
120. Id.
121. Id.
122. Id. (citing Kampel v. Commissioner, 634 F.2d 708 (2d Cir. 1980) (upholding the

validity of Trees. Reg. § 1.1348-3(a)(3)(i)).
123. Id. at 1019 (citing Zabler v. Commissioner, 684 F.2d 356 (6th Cir. 1982) (holding

Treas. Reg. § 1.1348-3(a)(3)(i) invalid)).
124. Id. (quoting Commissioner v. South Tex. Co., 333 U.S. 496, 501 (1948)).
125. Id.
126. Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, § 101(c)(1) 95 Stat. 172

(codified at 26 U.S.C. § 1(c)(1) (1982)).
127. TRA of '86 § 101(a), Pub. L. No. 99-514, 100 Stat. 2096.
128. Id. § 101(h), Pub. L. No. 99-514, 100 Stat. 2098.
129. 791 F.2d 1506 (11th Cir. 1986).
130. Id. at 1507.
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completely liquidated in 1978 pursuant to I.R.C. § 333.131 On their 1978
tax return, taxpayers reported capital gain on the liquidating distribution
of $124,396.00. In computing their capital gain for 1978, taxpayers had
excluded the value of 24,950 shares of General Motors stock they had
received as part of the distribution.' In excluding the value of the stock,
taxpayers relied upon I.R.C. § 333(e)( 2 ).13

3 This section provides that the
excess of the value of money, stock, or securities acquired by
noncorporate shareholders after December 31, 1953, over the earnings
and profits of the corporation is capital gain to the noncorporate share-
holders in an I.R.C. § 333 distribution.13 Dunmovin acquired stock of E.I.
duPont Nemours before 1954. As the result of an antitrust action, the
court forced duPont in 1963 and 1965 to divest itself of General Motors
stock that duPont acquired prior to 1954.13 As the result of the divesti-
ture, Dunmovin received General Motors stock in 1963 and 1965.
Dunmovin thus had a carryover basis in the stock and was allowed to
tack its holding period to duPont's holding period.1 Consequently, tax-
payers contended they acquired the General Motors shares before Janu-
ary 1, 1954, under section 333(e)(2). 137 The Commissioner, however, de-
termined that Dunmovin acquired the shares after December 31, 1953,
and assessed a substantial deficiency. 38 The Tax Court affirmed the defi-
ciency' 39 and taxpayers appealed. 40

The issue before the Eleventh Circuit was whether taxpayers had 'ac-
quired' the shares after December 31, 1953. 141 The Eleventh Circuit
stated that an exception to the ordinary meaning of 'acquired' applies
when the shares received represent no more than a change in form of
shares previously acquired.14' The Eleventh Circuit agreed with the Tax
Court's finding that the legislative history was not useful in determining
the meaning of the word 'acquired' in the statute.43 The court then ex-
amined several revenue rulings. In Revenue Ruling 56-171,1"44 M corpora-

131. Id.; see I.R.C. § 333 (1982).
132. 791 F.2d at 1507.
133. I.R.C. § 333(e)(2) (1982).
134. Id.
135. 791 F.2d at 1508.
136. Id.
137. Id. at 1507.
138. Id.
139. Knowlton v. Commissioner, 84 T.C. 160, 162 (1985), affd, 791 F.2d 1506 (11th Cir.

1986).
140. 791 F.2d at 1508.
141. Id.
142. Id.
143. Id. at 1508-09.
144. Rev. Rul. 56-171, 1956-1 C.B. 179.
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tion's shareholders had acquired N corporation shares in a statutory
merger under section 368(a)(1)(A).14

5 The Commissioner held that the
shares of N corporation had the same acquisition date as the shares of M
corporation for purposes of sections 333(e)(2) and 333(f)(1) of the
Code.146 The ruling, unfortunately, did not contain any rationale.1 47 The
Commissioner later explained this ruling in Revenue Ruling 58-92." 8 He
stated that the acquisition in Revenue Ruling 56-171 represented a mere
change in the nature or form of the stock, since taxpayers received the
new shares in a nontaxable exchange or distribution.14

9 In Rev. Rul. 58-
92, however, taxpayers acquired the shares as part of a section 351 organi-
zation. 5' 0 In an obscure analysis, the Commissioner stated that the IRS
would treat the stock as if the corporation had purchased it, since the
corporation would recognize gain on any appreciation of the stock if the
corporation were liquidated.151 Consequently, the Commissioner at-
tempted to distinguish the receipt of stock in a section 351 organization
from the receipt of stock in a section 368(a)(1)(A) merger and held that
only the latter situation represented a mere change in form of stock. 52

After reviewing these rulings, the Eleventh Circuit in Knowlton deter-
mined that the acquired shares represented more than a mere change in
form of stock."3 The court noted that Dunmovin received 24,950 shares
of General Motors stock without surrendering anything in return."' The
court reasoned that Dunmovin owned something quite different after the
distribution than it owned before the distribution, since Dunmovin's own-
ership of duPont stock did not represent ownership of the assets of du-
Pont."'5 Consequently, the court concluded that taxpayers acquired the
General Motors stock after 1954." The Eleventh Circuit also concluded
that the Tax Court did not abuse its discretion in refusing to consider
taxpayers' claim that their basis in the General Motors stock sold in 1978
should be increased; taxpayers raised this issue for the first time after
trial, even though they could have raised the issue earlier.' 7

The TRA of '86 repealed I.R.C. § 333 in connection with the Act's re-

145. Id. at 179; see I.R.C. § 368(a)(1)(A) (1982).
146. 1956-1 C.B. at 180.
147. 791 F.2d at 1509 (citing Rev. Rul. 56-171, 1956-1 C.B. 179).
148. Rev. Rul. 58-92, 1958-1 C.B. 174.
149. Id. at 176.
150. Id. at 175; see I.R.C. § 351 (1982).
151. 1958-1 C.B. at 175.
152. Id.
153. 791 F.2d at 1510.
154. Id.
155. Id. at 1510-11 (citing Klein v. Board of Tax Supervisors, 282 U.S. 19, 24 (1930)).
156. Id. at 1511.
157. Id. at 1511-12.
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peal of the General Utilities'" doctrine.'6 9 Generally, for distributions af-
ter August 1, 1986, gain or loss on distributions in complete corporate
liquidating must be recognized at the corporate level.'" However, a tran-
sitional rule is available for corporations with a value of five million dol-
lars or less (with partial relief available for corporations with values be-
tween five and ten million dollars) owned-by ten or fewer shareholders. 1 '1
These corporations may liquidate prior to January 1, 1989, and elect to
have the prior versions of I.R.C. §§ 333, 336, 337 and 338 apply.1 62

VI. TAX PROCEDURE

A. Tax Court Jurisdiction

Taxpayers in Benzvi v. Commissioner' 63 received a form letter from the
IRS stating that it would not allow the deductions and credits from their
investment in Liberty Financial 1983 Government Securities Strategy.
The letter also suggested that if taxpayers had already filed their return,
they should amend it.'" In addition, the letter stated that the IRS
planned to review taxpayers' return and listed penalties that the IRS
could assess against taxpayers. After receiving the letter, taxpayers filed a
petition in Tax Court for redetermination of deficiency.'"5 The Tax Court
dismissed the petition and taxpayers appealed.'"

The Eleventh Circuit noted that under I.R.C. § 6213(a),1s7 a taxpayer
may petition the Tax Court for a redetermination of deficiency. As a pre-
requisite, however, the IRS must have notified taxpayer that the IRS ex-
amined the taxpayer's return and assessed a deficiency.'" The court
noted that although the Code requires no specific form for a deficiency
notice, the notice must at least indicate the existence of a deficiency de-

158. TRA of '86 § 631, Pub. L. No. 99-514, 100 Stat. 2269.
159. General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935) (General Utili-

ties is often cited for holding that gain is recognized by a corporation upon a distribution of
appreciated property to its shareholders. In fact, although the government argued for the
recognition of gain by a corporation upon such a distribution, the court did not find it nec-
essary to rule on this issue. The doctrine of nonrecognition, nevertheless, has come to be
known as the "General Utilities doctrine.").

160. Id.
161. TRA of '86 § 633(d), Pub. L. No. 99-514, 100 Stat. 2277.
162. Id.
163. 787 F.2d 1541 (11th Cir.), cert. denied, 107 S. Ct. 273 (1986).
164. Id. at 1542.
165. Id.
166. Id.
167. I.R.C. § 6213(a) (1982).
168. 787 F.2d at 1542 (citing Commissioner v. Gooch Milling & Elevator Co., 320 U.S.

418, 420 (1943); Corbett v. Frank, 293 F.2d 501, 502 (9th Cir. 1961)).
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termination by the IRS and the amount of the deficiency.16 '
Taxpayers in Benzvi contended that the letters received were "in sub-

stance 1 7 deficiency notices, since the letters had set forth the tax year
and the questioned deductions, leaving only the application of "simple
arithmetic"171 to determine the exact deficiency. The Eleventh Circuit
stated that "[v]ery few tax controversies, however, are matters of simple
arithmetic." ' The court also noted that the letters pointed out that the
IRS had not yet received taxpayers' return.1 7 3 Consequently, the Eleventh
Circuit concluded that the letters did not constitute the deficiency notices
contemplated by I.R.C. § 6213(a).17 ' The court also held taxpayers were
not denied a judicial forum or due process, since taxpayers would have
their "ticket to the Tax Court"'' if the IRS ultimately determined that a
deficiency existed after reviewing taxpayers' returns.' As a result, the
Eleventh Circuit affirmed the Tax Court's dismissal of the case for lack of
jurisdiction.

7 7

B. Withholding Taxes

In Roth v. United States,'78 Roth, an executive vice president of a
small corporation, filed suit to recover a two hundred dollar penalty he
paid for failure to pay federal employment taxes withheld under I.R.C. §
6672.'19 At trial, Roth testified that the president of Leewood Develop-
ment Corporation instructed him not to pay to the I.R.S. federal employ-
ment taxes Leewood withheld from its employees. Dobbins, Leewood's
president, denied that he had given these instructions and claimed he did
not know the taxes were unpaid."80 The trial court instructed the jury
that it must find Roth relieved of liability if Dobbins prevented Roth
from paying the payroll taxes."' The jury found for Roth and the govern-
ment moved for a judgment notwithstanding the verdict."02 The trial
court denied the motion and the United States appealed."83

169. Id. (citing Olsen v. Helvering, 88 F.2d 650, 651 (2d Cir. 1937)).
170. Id.
171. Id.
172. Id. at 1543.
173. Id.
174. Id.
175. Id. at 1544.
176. Id.
177. Id.
178. 779 F.2d 1567 (11th Cir. 1986).
179. Id. at 1568 (citing I.R.C. § 6672 (1982)).
180. Id.
181. Id.
182. Id.
183. Id.
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The sole issue on appeal was whether an otherwise responsible corpo-
rate officer, acting according to the directions of his supervisor to not pay
withholding taxes, should be included in the statutory consideration of a
'responsible person."" The court first examined the nature of the funds,
noting that the statute deems taxes withheld by an employer to be trust
funds of the United States."" Consequently, the statute creates a "dis-
tinct and definite obligation"'"' s in each responsible officer to remit the
funds to the IRS.8 7 In the court's view, no instruction by Lockwood's
president could override the statutory obligation. 85 Since Roth was a re-
sponsible person based on his "status, duty, and authority,"a'8 the Dob-
bins' instructions could not override Roth's obligation to pay the funds to
the government.' 90 The court also cited the Fifth Circuit case of Howard
v. United States"' in support of its holding. Consequently, the Eleventh
Circuit reversed the judgment of the district court and entered a judg-
ment notwithstanding the verdict.1

9
2

Chief Judge Godbold dissented in part.'" Noting that although Roth
was executive vice president of Leewood, the dissenter pointed out that
Roth was neither a stockholder nor a director of the corporation.'" As a
result, Roth did not have the authority to handle corporate funds under
the bylaws of the corporation unless Dobbins delegated the authority to
him. The Chief Judge believed that Dobbins' instructions to Roth had
removed him from the 'responsible person' status contemplated by the
statute by removing Roth's only source of authority."' The dissenter dis-
tinguished Howard, the case the majority relied upon, because the tax-
payer in Howard was a director, stockholder, treasurer, and executive
vice-president of the corporation.'" In addition, Chief Judge Godbold
noted that 'wilfulness' is a required element for the section 6672 penalty.
The Chief Judge pointed out that the jury instruction rejected by the

184. Id. at 1570.
185. Id. at 1571 (citing I.R.C. § 7501 (1982)).
186. Id. at 1572.
187. Id. at 1570-71 (citing I.R.C. § 7501 (1982)).
188. Id. at 1572.
189. Id. at 1571 (citing Mazo v. United States, 591 F.2d 1151 (5th Cir.), cert. denied, 444

U.S. 842 (1979) (responsibility defined in terms of status, duty, and authority instead of
knowledge)).

190. Id. at 1571-72.
191. 711 F.2d 729 (5th Cir. 1983) (responsible person remains liable for taxes despite

instructions from corporate CEO).
192. 779 F.2d at 1572.
193. Id. (Godbold, C.J., dissenting).
194. Id. at 1573.
195. Id.
196. Id. at 1574 (distinguishing Howard, 711 F.2d 729 (5th Cir. 1983)).
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majority addressed the issue of wilfulness.'" Finally, the dissenter noted
that no fact finder addressed the issue of 'reasonable cause,' which may
excuse a failure to pay withholding taxes. 96

C. Lien on Proceeds of Tax Judgment

In Bradley, Arant, Rose & White v. United States,'" a law firm
brought an action alleging that it had a lien in the proceeds of a tax-
refund judgment.200 Brad's Machine Products, Inc. retained the law firm
to pursue Brad's claims for federal income tax refunds and to defend
charges of tax deficiencies.20 As a part of the fee arrangement, Brad's
executed a security agreement that gave the law firm a lien on proceeds of
the refund suit. In an unrelated matter, the Court of Claims awarded a
judgment against Brad's that exceeded $1,650,000202 In 1980, the Tax
Court entered a refund judgment for Brad's of approximately $880,000 in
the tax suits.20 3 The United States Government issued three checks total-
ing this amount on October 21, 1981, to "Brad's, c/o IRS, Birmingham,
Alabama. 20 4 Because of the unrelated judgment, the clerk of the court
issued a writ of execution for levy on the checks to a United States attor-
ney on October 22, 1981, and a United States Marshall deposited them
into a Treasury Department account.20 The law firm brought an action in
state court alleging that the firm's lien on the proceeds of the refund suit
was superior to the government lien. The state court removed the action
to federal district court, the district court dismissed the lawsuit for lack
of subject matter jurisdiction, and the law firm appealed.2"

The Eleventh Circuit agreed with the district court's decision that no
res was created over which the state court had jurisdiction.20 7 The checks
were never delivered to Brad's and remained in the custody and control
of the United States.2" Since Brad's was not in actual possession of the
checks, Brad's did not acquire title or any other interest in the checks
upon which execution could be levied.10" Thus, the state court was with-

197. Id. at 1575.
198. Id. at 1576.
199. 802 F.2d 1323 (11th Cir. 1986).
200. Id. at 1324.
201. Id.
202. Id.
203. Id.
204. Id.
205. Id.
206. Id. at 1325.
207. Id.
208. Id.
209. Id. at 1325-26.
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out subject matter jurisdiction since no res was created.", In addition, a
district court has no jurisdiction over a suit removed from a state court
when the state court lacks subject matter jurisdiction., Consequently,
the Eleventh Circuit affirmed the district court's dismissal of the lawsuit.
The court did not address, however, the merits of the firm's claim."'

210. Id. at 1325.
211. Id. (citing Minnesota v. United States, 305 U.S. 382 (1939)).
212. Id. at 1326.
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