
Federal Taxation

by Steven C. Evans*

This Article reviews several substantive and procedural tax cases de-
cided by the Eleventh Circuit during 1989. The Eleventh Circuit decided
a large number of procedural tax cases in 1989,1 while the number of sub-
stantive tax cases decided by the court was surprisingly low.2

I. DEDUCTIONS

A. Capital Expenditures

Taxpayer in Sorrell v. Commissioner3 held general and limited partner-
ship interests in five Alabama limited partnerships during 1977 and
1978.4 One of the limited partnerships, Woodmere Apartments, Ltd.
("Woodmere"), paid a $15,000 investor services fee during 1977 to South-
ern Housing Partnership, Inc. ("SHP"), the managing general partner of
Woodmere, which taxpayer also controlled during this period. Although
the apartments were not occupied until 1978, Woodmere deducted the
entire investor services fee in 1977 under section 707(c) of the Internal
Revenue Code" (the "Code"). Taxpayer claimed his share of Woodmere's
loss on his 1977 income tax return.6
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1. See infra text accompanying notes 88-178.
2. See infra text accompanying notes 1-87. The author could locate only four substantive
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3. 882 F.2d 484 (11th Cir. 1989).
4. Id. at 485.
5. I.R.C. § 707(c) (1988).
6. 882 F.2d at 485.
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The Internal Revenue Service (the "IRS") disallowed taxpayer's share
of Woodmere's loss "to the extent it reflected the deduction of the [inves-
tor services] fee." The IRS claimed that this amount was a capital ex-
penditure that must be amortized over the life of the apartments. The
IRS relied on the pre-opening expense doctrine, which requires that "ex-
penditures made prior to the commencement of taxpayer's trade or busi-
ness must be capitalized."" Taxpayer "petitioned the Tax Court for a de-
termination of the . . . deductibility" of the investor services fee. "The
Tax Court determined that Woodmere was not actively engaged in a
trade or business in 1977, because the apartments were not occupied until
1978."'0 As a result, the Tax Court decided that Woodmere could not
take a deduction for the investor services fee as a trade or business ex-
pense under Code section 162(a). The Tax Court, however, decided that
the investor services fee was deductible under Code section 212(2) be-
cause the pre-opening expense doctrine does not apply to amounts de-
ductible under Code section 212.11 The IRS appealed the Tax Court's
decision.

12

The Eleventh Circuit noted that the pre-opening expense doctrine
"does not allow current deductions for expenses incurred by a taxpayer
prior to beginning business operations."1 The Eleventh Circuit gave two
reasons for the pre-opening expense doctrine. First, the taxpayer is not
engaging in a trade or business under the statutory language of Code sec-
tion 162(a) prior to, the beginning of a business. Second, expenses in-
curred during the pre-opening period are part of the cost of acquiring a
capital asset. 14

The Eleventh Circuit noted that Code section 212 provides an alternate
method for the deduction of expenses incurred in certain types of income-
producing activities not covered by Code section 162(a). 15 The income-
producing activities covered by Code section 212 are the management,
conservation, or maintenance of property held for the production of in-
come. "' Taxpayer argued that since the pre-opening expense doctrine re-
lates to the Code section 162 requirement that a taxpayer be engaged in a

7. Id.
8. Id.
9. Id.

10. Id.
11. Id. at 486.
12. Id.
13. Id. (quoting Johnsen v. Commissioner, 794 F.2d 1157, 1160 (6th Cir. 1986); Brell,

Business Start-Up Costs: Analyzing and Planning for Current Deductibility, 43 J. TAX'N
278, 278 (1975)).

14. Id. (citing Johnsen, 794 F.2d at 1157).
15. Id.
16. Id.
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trade or business, the lack of such a requirement in Code section 212
means that the pre-opening expense doctrine is not applicable to section
212." In support of his argument, taxpayer cited Hoopengarner v.
Commissioner.19

Recognizing that the courts have not given Hoopengarner a good recep-
tion,"' the Eleventh Circuit noted that all four courts of appeals to pub-
lish opinions on this issue have refused to follow that decision.20 The
Eleventh Circuit also noted that the legislative history of section 212 indi-
cates that its purpose was to remedy a disparity between Code section
162(a) and Code section 212.21 Prior to the enactment of section 212, "ex-
penses incurred in connection with income producing nonbusiness prop-
erty were not currently deductible, while similar business-related ex-
penses were [deductible].'2 "Refusing to apply the pre-opening expense
doctrine to 212(a) would also frustrate the congressional intent not to al-
low individuals a greater opportunity to deduct expenses under [section)
212 than a corporation could under [section] 162(a)."ss

In addition, the Eleventh Circuit posited that taxpayer's position would
frustrate the purpose of Code section 263, which requires that expenses
incurred to create or acquire a capital asset not be currently deductible .2

Finally, the legislative history of Code section 195 indicates that Congress
believed pre-opening expenses were not currently deductible under Code
section 212 or section 162(a)." As a result, the Eleventh Circuit con-
cluded that the pre-opening expense doctrine applied to Code section
212(2) and that the investor services fee paid by Woodmere was not cur-
rently deductible.26

B. Option Straddle Contracts

Taxpayers in Kirchman v. Commissioner2 7 engaged in commodity op-
tion and futures transactions on the London Metals Exchange between

17. Id. at 487.
18. 80 T.C. 538 (1983), aff'd, 745 F.2d 66 (9th Cir. 1984).
19. 882 F.2d at 487.
20. Id. (citing Fishmon v. Commissioner, 837 F.2d 309 (7th Cir.), cert. denied, 108 S. Ct.

2902 (1988); Lewis v. Commissioner, 861 F.2d 1232 (10th Cir. 1988); Johnsen v. Commis-
sioner, 794 F.2d 1157 (6th Cir. 1986); Aboussie v. United States, 779 F.2d 424 (8th Cir.
1985)).

21. Id.
22. Id.
23. Id. at 488 (quoting Johnsen, 794 F.2d at 1163).
24. Id. See I.R.C. § 263 (1988).
25. 882 F.2d at 489.
26. Id. at 490.
27. 862 F.2d 1486 (11th Cir. 1989).
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1975 and 1980.28 Taxpayers deducted "losses incurred in the first year of
a two year series of transactions involving commodities" under Code sec-
tion 165(c)(2). Eachtaxpayer incurred significant first-year losses and
many realized approximately offsetting second-year capital gains.2 Most
of these transactions were in the form an option straddle transaction.

An 'option straddle transaction' is a trading strategy involving both op-
tion and futures contracts. An option contract gives the holder of the
option the right to purchase a particular commodity for a particular price
on or before a certain date in the future. A futures contract is a contract
that 'requires the buyer to receive and the seller to deliver a specified
quantity of a given commodity at some future date.' A straddle is the
simultaneous holding of contracts to buy and to sell the same commod-
ity. Each contract is called a 'leg' of the straddle."0

In a complicated series of transactions, a commodities dealer in London
would execute simultaneous purchases and sales of options and future
contracts of the same commodity with different delivery dates. "The
dealer would then 'close out' the legs of the straddle by purchasing and
selling identical offsetting positions. . . .Because this second set of op-
tion contracts would be purchased and sold on a different date than the
original option contracts, the prices of the second contracts would dif-
fer." As a result, taxpayer incurred a loss in closing out one leg of the
contract and an approximate equal gain in closing out the other leg of the
contract. The loss was taken as a deduction by the taxpayers under Code
section 165(c)(2). 2

Taxpayers would defer recognition of the gain until the next taxable
year "by purchasing an identical offsetting position and replacing it with
a new position with a different delivery date.""3 This technique "is known
as a 'switch transaction.' ,,84

The tax results of these transactions would be that in the first year, the
taxpayers would have realized an ordinary loss, a short-term capital gain,
and an approximate offsetting capital loss. In the second year, the tax-
payers would have realized a capital gain approximately equal to the cap-
ital loss ... realized and reported in the first year.3 '

28. Id. at 1487-88.
29. Id. at 1488.
30. Id. (quoting Glass v. Commissioner, 87 T.C. 1087, 1101 (1986)).
31. Id.
32. Id. See I.R.C. § 165(c)(2) (1988).
33. 862 F.2d at 1488-89.
34. Id. at 1489.
35. Id.
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The IRS disallowed taxpayers' deductions under Code section 165(c)(2),
claiming that the transactions were not entered into for profit." The Tax
Court decided that the transactions were a sham and that the transac-
tions were calculated to achieve a tax avoidance objective-not invest-
ments held for non-tax profit objectives. 37 Taxpayers appealed.38

The Eleventh Circuit noted that the sham transaction doctrine requires
courts to look at the substance of a transaction rather than just the
form.3 ' The court pointed out that Code section 165(c)(2) allows deduc-
tions only for transactions motivated by profit or economic advantages,
which cannot consist of mere tax benefits. Although a taxpayer can struc-
ture a transaction to minimize tax liability, the "transaction must never-
theless have economic substance in order to be 'the thing which the stat-
ute intended.""

The Eleventh Circuit distinguished "shams in fact," which are transac-
tions that never occur, from "shams in substance," which are transactions
that occur but lack the substance that their form represents."1 Noting
that transactions whose sole function is to produce tax deductions are
substantive shams, regardless of the motive of the taxpayer, the Eleventh
Circuit found "that the sole function of these transactions was to obtain
deductions for federal income tax purposes." Consequently, the losses
were not deductible under Code section 165(c)(2).0

The Eleventh Circuit dismissed each of taxpayers' three arguments.
First, taxpayers argued that the Tax Court erred by focusing only on the
first year of the transaction. The Eleventh Circuit agreed that the Tax
Court was obligated to analyze the entire transaction, but found that the
Tax Court had analyzed the entire transaction by examining the first year
in the context of the entire scheme and trading strategy." Second, tax-
payers argued that "section 108 expressly provides for recognition of
losses incurred in the first year of straddle transactions . . . ."" The
Eleventh Circuit stated that Code section 108 does not apply to these
circumstances, however, because the court must consider the transaction
as a whole."

36. Id. at 1490.
37. 87 T.C. at 1162.
38. 862 F.2d at 1491.
39. Id.
40. Id. (quoting Gregory v. Helvering, 293 U.S. 465, 469 (1935)).
41. Id. at 1492.
42. Id.
43. Id. at 1493.
44. Id. at 1493-94.
45. Id. at 1494.
46. Id.
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Finally, taxpayers argued that the transactions were not shams because
taxpayers accepted the risk of gains and losses in the transactions. Tax-
payers pointed to fluctuations in the price of the commodities that caused
the taxpayers not to recover in the second year the losses that had been
claimed in the first year. Although the Eleventh Circuit conceded that the
objective profit potential is a factor to consider, the court decided that
taxpayers' trading strategy ignored any potential profit.47 "Although there
may have been incidental and minimal risks of profit or loss, those risks
are insufficient to change the nature of these transactions." 48 As a result,
the Eleventh Circuit affirmed the decision of the Tax Court."

II. TAx FRAUD

A. Tax Shelters

United States v. Heller" involved the validity of an indictment against
two defendants, Heller and Adler, who allegedly "devised and imple-
mented fraudulent tax shelters." 1 Heller, the promoter of the tax shel-
ters, and Adler, his lawyer, created a series of limited partnerships for the
purpose of buying and selling shrubbery. The general partner of each lim-
ited partnership was a corporation under Heller's control. Each limited
partner contributed cash and promissory notes to fund the partnership.
Although the value of the promissory notes would ordinarily be excluded
from the limited partner's basis in the partnership, "Fin Serve (another
entity under Heller's control) would loan to each partnership cash equal
to the amount of any promissory notes that had been contributed to that
partnership. The promissory notes from the limited partners served as
collateral for this loan from Fin Serve."' As a result, each limited partner
had a basis in the partnership equal to the amount of his cash contribu-
tion plus the amount of any promissory note he had contributed to the
partnership.6

The partnerships would then use the cash to purchase commitments for
shrubbery from Island Foliage, another entity under Heller's control.84

The partnerships would not resell the shrubbery until the next tax year.
As a result, each limited partner was able to deduct ah amount equal to
his cash contributions plus the promissory note he contributed. The Elev-

47. Id.
48. Id.
49. Id. at 1495.
50. 866 F.2d 1336 (11th Cir. 1989).
51. Id. at 1337.
52. Id.
53. Id. at 1337-38.
54. Id. at 1338.
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enth Circuit noted that the validity of these deductions depended upon
the validity of the Fin Serve Loans. "[I]f these loans lacked economic
substance, the corresponding increases in basis . . . would not be
respected for tax purposes."

Clariden, a Swiss bank, loaned the cash to Fin Serve that Fin Serve
loaned to the partnerships. This loan... was backed by a corresponding
deposit Island Foliage made with Clariden .... The arrangement be-
tween Clariden and Island Foliage is called a 'fiduciary loan.' A fiduciary
loan is a Swiss practice in which the bank, [in this case Clariden], agrees
with a principal, [in this case Island Foliage], to loan funds to a specified
third party, [in this case Fin Serve]."

The provision of. the fiduciary loan agreement placed the risk of Fin
Serve's nonperformance on Island Foliage, not on Clariden. The Eleventh
Circuit noted that this arrangement involved "a simple circling of funds
from Island Foliage to Clariden to Fin Serve to the partnerships and then
back" again to Island Foliage.""

The indictment against defendants alleged, in part, that defendants
caused Island Foliage to lend fictitious funds to Fin Serve and that de-
fendants caused Fin Serve to lend fictitious funds to the partnerships."
The district court had dismissed portions of the indictment finding that
the loan from Clariden to Fin Serve was "real." 5' First, that Fin Serve
had, under Swiss law, a right to sue Clariden for the amount deposited,
even if Island Foliage did not deposit a like amount into Clariden's ac-
count, impressed the district court.60 Second, the district court concluded
that the funds circled among the parties were "real" because banks trans-
fer "real" money through debits and credits, and not in satchels of cash."

The Eleventh Circuit stated that "[tihe district court's findings [were]
irrelevant to the legal sufficiency of the indictment." ' The Eleventh Cir-
cuit noted that "Heller and Adler were not charged with violating Swiss
banking law, or with passing Monopoly money among themselves, [but
with defrauding the] limited partners and the [IRS] by representing that
the Fin Serve loan could enable the limited partners to reap a certain tax
benefit."'63 The Eleventh Circuit further noted that the federal tax law

55. Id.
56. Id.
57. Id. at 1339.
58. Id.
59. Id. at 1340.
60. Id.
61. Id.
62. Id.
63. Id. (emphasis in original).
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disregards transactions lacking an economic purpose that are undertaken
only to generate a tax savings.'

In'this case, the Eleventh Circuit stated that the government could ar-
gue that the transaction, "stripped of the smoke and mirrors, . . . [was]
nothing but a simple promise on behalf of the partnerships to pay Island
Foliage for future deliveries of shrubbery." 5 The Eleventh Circuit noted
that a jury could find the transaction to be nothing but an executory con-
tract between Island Foliage and the partnership and that the provisions
of the fiduciary loan agreement made Clariden's participation in the
transaction economically unnecessary and a sham." The Eleventh Circuit
stated that even assuming arguendo that Fin Serve had the right to sue
Clariden for the amount of the loan if Island Foliage did not deposit this
amount with Clariden, "Heller and Adler. . . were charged with 'falsely
[and] fraudulently . . . representing that the limited partners would be
able to claim income tax deductions larger than the amount of cash they
invested.' ",67 Thus, the Eleventh Circuit noted that a jury could find that
Heller and Adler had borrowed no money at all for purposes of federal
tax law and thus had violated the law even if the transfers were "real." 68

As a second basis for dismissing the indictment, the district court held
that "neither Heller nor Adler could have formed the requisite criminal
intent" because of a lack of prior IRS statement or court opinion con-
demning schemes similar to this one." The Eleventh Circuit noted that
although defendants could not point to a court decision or IRS statement
to demonstrate a lack of intent, the absence of an official statement
prohibiting the defendant's behavior was not enough as a matter of law to
say that the defendants could not have formed the requisite criminal in-
tent. 0 The Eleventh Circuit also noted that the rule against sham trans-
actions was quite well settled and that a jury could find that the defend-
ants' conduct fell factually within this prohibition.7 1

B. Standard of Proof

Taxpayer in Henson v. Commissioner" was a stockholder in several
small loan companies, including Alco Finance, Inc. ("Alco"). During 1973
there were discussions between taxpayer, the President and Chief Execu-

64. Id. at 1341.
65. Id.
66. Id.
67, Id. at 1342.
68. Id.
69. Id.
70. Id. at 1342-43.
71. Id. at 1343.
72. 887 F.2d 1520 (11th Cir. 1989).
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tive Officer of Alco, Albert Long, and others with respect to the expansion
of Alco through the acquisition of one or more other small loan compa-
nies. A lawyer in taxpayer's law firm prepared incorporation papers for a
proposed holding company named Alco Industries, Inc. ("Alco II"), and
although Long decided that the expansion of Alco was not feasible and
that he did not need or want the new corporation, he signed the incorpo-
ration documents at the request of Henson."'

Documents were produced that purported to confirm the sale by Hen-
son of almost 40,000 shares of American Family Corporation stock to Alco
II for $157,000 in 1974.74 The documentation implied that the stock
would be used as credit for purchasing two financing companies. Docu-
ments that purported to confirm the agreement of Henson to repurchase
the shares from Alco II in view of Alco II's decision not to purchase the
two loan companies were also produced. Although the American Family
Corporation stock certificate for the shares was reissued in the name of
Alco II in 1974 and retransferred back to Henson in 1975, Long testified
that he was not aware of the plan to use stock as collateral for loans to
purchase the two loan companies.7 Although Long remembered receiving
a dividend check in the name of Alco II, Henson had told Long that he
was doing something to the effect of "cheating on his taxes.' '76

The IRS determined a deficiency in Henson's income for 1974 and
added a fifty percent penalty tax under, Code section 6653(b) for fraud.7
Henson petitioned the Tax Court for review of this determination. The
IRS asserted that the sole objective of Henson's transaction was to realize
a substantial tax loss to offset a capital gain of over $200,000 based on
Henson's sale of stock in another corporation which occurred in 1974. 7
The Tax Court found in favor of the IRS, and Henson appealed.79

The Eleventh Circuit noted that while the burden is on the taxpayer to
overcome the presumption of a deficiency asserted by the IRS under
Code section 6653(b), the burden is on the IRS to establish fraud by clear
and convincing evidence.8 The Eleventh Circuit noted that the Tax
Court had given substantial credibility to Long's testimony and no credit
to Henson's testimony." As a result, the Eleventh Circuit was reluctant
to find error in the Tax Court's credibility findings.2

73. Id. at 1522.
74. Id. at 1523.
75. Id. at 1524.
76. Id.
77. Id. at 1521.
78. Id. at 1525.
79. Id. at 1521.
80. Id. at 1525 (citing Mitchell v. Commissioner, 89 F.2d 873 (2d Cir. 1937)).
81. Id. at 1525-26.
82. Id. at 1526 (citing Marsellus v. Commissioner, 544 F.2d 883 (5th Cir. 1977)).
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The Eleventh Circuit also found that the IRS had carried the burden of
proof with respect to both the validity of the sale and the proof of fraudu-
lent intent.8 With respect to the validity of the sale, the Eleventh Circuit
noted that Long's testimony had established clear and convincing evi-
dence that Henson's sale was but a "sham" and set up solely for the pur-
pose of taking a deduction to offset his $200,000 capital gain."" Long testi-
fied he was not aware of the purported sale until he received a dividend
check and that he was not involved in the organization of Alco II. With
respect to proof of fraudulent intent, the Eleventh Circuit noted that
Henson's actually setting up this transaction and claiming the tax benefit
as if it were a genuine sale were more than enough evidence of fraudulent
intent.5 The Eleventh Circuit also relied on Henson's statement that the
dividend check "was in some way connected with his intention to cheat
on his taxes."ss Consequently, the Eleventh Circuit affirmed the Tax
Court.87

III. TAX PROCEDURE

A. Jurisdiction

Taxpayer in Solitron Devices, Inc. v. United States"8 was a supplier of
microwave communication components to the government." During 1975
the government determined that Solitron had received excess profits dur-
ing 1970. This matter was not resolved until September 1984 when tax-
payer and the government reached a settlement regarding the amount of
excess profits in an action before the Claims Court." The stipulation re-
quired taxpayer to refund one million dollars to the government without
any reduction for credits or deductions under Code section 1481(b).
Meanwhile, the IRS audited taxpayer's 1970 tax return and in 1978 as-
sessed a one million dollar deficiency against taxpayer by disallowing a
net loss carryback for that year. Solitron petitioned the Tax Court for a
redetermination of this deficiency, and in 1983 the Tax Court sustained
the deficiency." The Eleventh Circuit affirmed the Tax Court's decision."

83. Id.
84. Id. at 1527.
85. Id.
86. Id.
87. Id. at 1528.
88. 862 F.2d 846 (11th Cir. 1989).
89. Id. at 847.
90. Id.
91. Id.
92. Solitron Devices, Inc. v. Commissioner, 744 F.2d 95 (11th Cir. 1984).
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In 1985 taxpayer filed an amended return for the tax year ending
1970." Based on taxpayer's repayment of $600,000 in excess profits, tax-
payer claimed a refund of $300,000 as an overpayment. The IRS denied
the claim and taxpayer instituted an action in district court. The district
court granted summary judgment for the government, and taxpayer
appealed."

The government claimed that the district court was without jurisdic-
tion pursuant to Code section 6512(a). Section 6512(a) provides that a
taxpayer who has petitioned the Tax Court for a determination of defi-
ciency may not institute an action against the government in another
court except in certain limited circumstances,9 none of which were pre-
sent in this case." The government claimed that the district court did not
have jurisdiction because taxpayer had already petitioned the Tax Court
with respect to the 1970 tax year." Taxpayer argued that it could not
raise that issue before the Tax Court because the Claims Court's judg-
ment regarding excess profits was not entered until October 1, 1984."1
Taxpayer relied upon a case" in which a court determined that although
a prior action in Tax Court bars a subsequent action for taxes in a district
court, the Tax Court action did not bar an action for interest.'"0 The
Eleventh Circuit noted that this was not the circumstance in this case.101

The district court, therefore, did not have jurisdiction. 2

The Eleventh Circuit, however, noted that taxpayer could have re-
quested that the Tax Court defer reaching a decision on his liability until
the Claims Court had made a final determination of the amount of excess
profits.101 The Eleventh Circuit also noted that taxpayer "could have
moved for reconsideration of the Tax Court's finding of facts within 30
days after its order"' 0' or that taxpayer could have asked the Tax Court
to "'revise' its decision within 30 days of its order."10' Finally, the Elev-
enth Circuit noted that taxpayer could have asked the court "to remand
the cause back to the Tax Court prior to its decision becoming final, be-

93. 862 F.2d at 847.
94. Id.
95. I.R.C. § 6512(a) (1988).
96. 862 F.2d at 848.
97. Id.
98. Id. at 849.
99. Britton v. United States, 532 F. Supp. 275 (D. Vt. 1981).

100. 862 F.2d at 849.
101. Id.
102. Id.
103. Id.
104. Id. (citing TAX CT, R. 161).
105. Id. (citing TAx CT. R. 163).
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cause of the intervening order entered by the Claims Court."'106 Conse-
quently, the Eleventh Circuit decided that the district court did not have
jurisdiction.07

B. Assessment

In United Sates v. Chila,"' the IRS assessed taxpayer as a responsible
person of Professional Concrete Services, Inc. for back taxes amounting
to nearly $40,000 for the third and fourth quarters of 1979.109 The govern-
ment brought suit pursuant to Code section 7401, seeking to reduce the
tax liabilities against taxpayer to judgment. Following the filing of mo-
tions for summary judgment, the government and taxpayer stipulated as
to the undisputed issues. Curiously, taxpayer stipulated that he was a re-
sponsible person and did not contest the amount of the taxes. Instead,
taxpayer contended that the assessment was faulty because the IRS failed
to comply with the requirements of Code section 6203 and the regulations
thereunder.110 In addition, taxpayer argued that the lawsuit was not valid
because he had not received the "notice and demand" provided for under
Code section 6303(a). The district court granted the government's motion
for summary judgment."'

The Eleventh Circuit agreed that the documents presented by the gov-
ernment in support of its assessment clearly met the requirements of the
statute and the regulation.11 Taxpayer conceded in his brief that the
judgment of the district court in a prior case relating to assessments
meant "that a Certificate of Assessments and Payments is presumptive
proof of a valid assessment."'1 ' Taxpayer, however, suggested that the
Eleventh Circuit was not bound by this case because it was wrongfully
decided. Taxpayer apparently did not realize that the Eleventh Circuit
had expressly affirmed this case. The Eleventh Circuit noted that it was,
of course, bound by this precedent.114

Taxpayer also appealed based on the ground that he had not received
the notice and demand required by Code section 6303(a). The district
court concluded that it was unnecessary to decide this issue because the
requirement of a notice was required only when the IRS was using ad-

106. Id. (citing 28 U.S.C. § 2106 (1988)).
107. Id. at 850.
108. 871 F.2d 1015 (11th Cir. 1989).
109. Id. at 1016.
110. Id. at 1017.
111. Id.
112. Id.
113. Id. at 1018 (citing United States v. Dixon, 672 F. Supp. 503 (M.D. Ala. 1987), aff'd

per curiam, 849 F.2d 1478 (11th Cir. 1988)).
114. Id.
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ministrative remedies to collect a tax, not when filing a civil action., The
district court noted that the filing of an action gave the taxpayer ade-
quate time to consider and pay the tax owed before any judgment or lien
could be made against his property.1 6 The district court further noted
that there was nothing in the Code that suggested that notice of an as-
sessment and demand for payment are prerequisites to a civil action.117

The Eleventh Circuit agreed with the district court that there was sub-
stantial authority for the position taken by the IRS with respect to this
notice and demand.116 ,In particular, the Eleventh Circuit noted dicta in a
Supreme Court decision' enforcing "the view that the lack 'of notice
under [Code] section 6303(a) deprives the government of administrative
remedies only.' "150 As a result, the Eleventh Circuit affirmed the judg-
ment of the district court.1 21

C. Levy

In United States v. Metropolitan Life Insurance Co.,123 Fitzhugh Jack-
.son purchased an annuity contract in 1975 from Metropolitan Life Insur-
ance Company ("Metropolitan''). The IRS assessed a deficiency against
Jackson for unpaid taxes for the years 1970 to 1974.128 In 1984 Jackson
still owed the IRS $156,000. The IRS served Metropolitan with a Notice
of Levy under Code section 6332(a), requiring Metropolitan to transfer all
the property held by Metropolitan and owned by Jackson or in which
Jackson had property rights. Metropolitan responded by stating that al-
though it was obligated with respect to an annuity contract owned by
Jackson, the annuity contract was not property subject to levy within the
meaning of Code section 6332(a)."'

In 1987 the government filed suit against Metropolitan, claiming that
Metropolitan had wrongfully failed to respond to the levy and seeking to
impose liability on Metropolitan for the cash withdrawal value of the an-
nuity.' 21 The government also sought to impose a fifty percent penalty
against Metropolitan under Code section 6332(c)(2) "for refusing to com-

115. Id.
116. Id.
117. Id. (citing Security Indus. Ins. Co. v. United States, 830 F.2d 581 (5th Cir. 1987)

(dictum); United States v. Berman, 825 F.2d 1053 (6th Cir. 1987); Marvel v. United States,
719 F.2d 1507 (10th Cir. 1983)).

118. Id. (quoting Security Indus. Ins. Co., 830 F.2d at 587).
119. Jersey Shore State Bank v. United States, 479 U.S. 442 (1987).
120. 871 F.2d at 1019 (quoting Security Indus. Ins. Co., 830 F.2d at 587).
121. Id.
122. 874 F.2d 1497 (11th Cir. 1989).
123. Id. at 1498.
124. Id.
125. Id.
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ply with the levy without reasonable cause.' 12
6 The district court granted

the government's motion for summary judgment, and Metropolitan
appealed.

1 2
7

The Eleventh Circuit noted that a third party who receives notice of a
tax levy against the property of another taxpayer can avoid the obligation
to surrender the property in one of two ways."2 "First, it can show that it
is not in possession of any of the taxpayer's property or rights to prop-
erty. Second, it can show that at the time it received notice of the levy
the property was already subject to attachment or execution under judi-
cial process. '"'2 Metropolitan argued that the annuity contracts were not
property subject to levy under Code section 6331. Metropolitan relied
upon cases decided prior to 1966 in which delinquent taxpayers' interests
in unmatured life insurance policies or endowment contracts were not
considered property subject to levy. The Eleventh Circuit, however, noted
that Congress passed section 104 of the Federal Tax Lien Act of 1966130
(the "Act")in response to these cases."  This Act enables the govern-
ment to levy against an insurance company for the amount of the loan
value of life insurance policies and endowment contracts.8 2 The Eleventh
Circuit also noted that the Supreme Court's decision in United States v.
National Bank of Commerce " made Metropolitan's argument untena-
ble.'" In National Bank of Commerce, the Supreme Court held that once
it has been determined that the taxpayer has an interest in property
under state law, federal law determines whether the custodian of the
property is obligated to surrender it to the IRS." " In Metropolitan Life,
the parties agreed that taxpayer had a right to withdraw the cash with-
drawal value of the annuity under state law. 36 The Eleventh Circuit held
that this right was sufficient to obligate Metropolitan to surrender the
funds upon receipt of the notice of levy.17

Metropolitan argued that it was not subject to the fifty percent penalty
under Code section 6332(c)(2) because it had reasonable cause to deny
that it was obligated to surrender the cash withdrawal value of the annu-

126. Id.
127. Id.
128. Id. at 1499.
129. Id. (citing United States v. National Bank of Commerce, 472 U.S. 713 (1985)).
130. Pub. L. No. 89-719, § 104(b), 80 Stat. 1125, 1135 (codified as amended at 26 U.S.C.

§ 6332(b) (1988)).
131. 874 F.2d at 1500.
132. Id.
133. 472 U.S. 713 (1985).
134. 874 F.2d at 1500.
135. 472 U.S. at 724.
136. 874 F.2d at 1500.
137. Id.
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ity to the IRS.18 The Eleventh Circuit, however, did not believe Metro-
politan had reasonable cause because the decision in National Bank of
Commerce made clear that it was obligated to surrender the value of the
annuity upon receipt of the notice of levy.' 3 As a result, the Eleventh
Circuit affirmed the grant of summary judgment against Metropolitan.14 0

D. Responsible Person

In Merchants National Bank of Mobile v. United States,"" the IRS
assessed a penalty under Code section 6672 against Merchants National
Bank of Mobile ("Merchants") for failure to collect and pay over taxes
withheld from the wages of employees of Maritime Coatings, Inc. ("Mari-
time") during 1979 as a responsible person."' Maritime, a marine sand-
blasting and painting company, was located in Mobile, Alabama. Al-
though Maritime was successful in its early operations, its financial
condition deteriorated during 1978 and 1979, and as a result, Maritime
and Merchants entered into a restrictive loan agreement. 3 The terms of
the loan agreement required Maritime to pay Merchants any payment
that it received from a pledged account receivable. These payments were
deposited into a "collateral" account and then used to reduce Maritime's
debt to Merchants. Merchants had exclusive control over this account,
although Maritime continued to maintain a general account that was re-
plenished from time to time by advances from the collateral account with
the consent of Merchants."'

Testimony showed that the collateral account had been the only source
of funds for Maritime's general account while it was in effect."5 In one
instance, Maritime requested that Merchants release money from the col-
lateral account. Merchants refused to release the money unless Maritime
signed a letter stating that "[a]ll payroll tax deposits required by state
and federal governments ha[d] been made.'" 6 An officer of Maritime tes-
tified that one of Merchant's officers knew that this money was being
used to pay employees while payroll taxes remained unpaid. There was
also testimony that Maritime's bookkeeper had talked to an officer of
Merchants and that the officer admitted knowing that payroll taxes had
not been paid, but denied knowing of the amount. An officer of

138. Id. at 1501.
139. Id.
140. Id.
141. 878 F.2d 1382 (11th Cir. 1989).
142. Id. at 1383.
143. Id. at 1383-84.
144. Id. at 1384.
145. Id. at 1385.
146. Id.
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Merchants, however, testified that he had relied upon the statement in
the letter with respect to the payment of payroll taxes.147

The Eleventh Circuit noted that the test of liability under Code section
6672 is broad and functional."16 The Eleventh Circuit also noted 49 that a
bank was found not to be a responsible person in United States v. Hill,'
while a lender was a responsible person in Commonwealth v. National
Bank of Dallas.51 The Eleventh Circuit noted that in Hill the company
had unencumbered funds and control over its bank account.' 5 ' In this
case, as in Commonwealth, Merchants had almost complete control over
the operation of Maritime during its last three quarters of operation. i53

The Eleventh Circuit especially relied upon evidence that "checks drawn
by Maritime for the payment of withholding taxes were kept in the desk
drawer of [Maritime's president] on instructions from (Merchants], to
present them for payment" only if funds were available.'54 The Eleventh
Circuit found that Merchants actually exercised authority over the opera-
tions of, Maritime by deciding which checks were to be honored and
which checks were to be dishonored. 55 As a result, the Eleventh Circuit
concluded that the trial court properly submitted the issue of whether the
bank was a responsible person to the jury and affirmed the judgment of
the trial court.' 5'

E. Innocent Spouse

Madeline and Robert Stevens, the protagonists in Stevens v. Commis-
sioner, 6 were married in 1965. In 1974 Mr. Stevens formed his own se-
curities firms, R. L. Stevens and Co. ("RLSC"), which specialized in life
insurance annuities and tax shelters.15 During the early days of RLSC,
the Stevens had difficulty meeting ordinary household expenses. In 1977
they moved to Sarasota, Florida, and as Mr. Stevens' business began to
flourish, the Stevens' personal lifestyle became increasingly rich. The Ste-
vens owned two luxurious homes, several boats, numerous cars, including
Cadillacs and twin Jaguar XE convertibles, as well as diamond and gold

147. Id. at 1386.
148. Id. See I.R.C. § 6672 (1988).
149. 878 F.2d at 1387-88.
150. 368 F.2d 617 (5th Cir. 1966).
151. 665 F.2d 743 (5th Cir. 1982).
152. 878 F.2d at 1387 (distinguishing Hill, 368 F.2d at 617).
153. Id. at 1388 (citing Commonwealth, 665 F.2d at 743).
154. Id.
155. Id.
156. Id. at 1388-89.
157. 872 F.2d 1499 (11th Cir. 1989).
158. Id. at 1500-01.
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jewelry. 15 ' Occasionally, Mrs. Stevens performed part-time clerical ser-
vices for Mr. Stevens' business. Syndicators of tax shelters frequently vis-
ited Mr. Stevens at home and in the presence of Mrs. Stevens discussed
the pros and cons of the shelters they promoted.'"0 In addition, business
discussions regularly occurred in the presence of Mrs. Stevens at large
formal parties and seminars in their home. The Stevens were divorced in
1983.

The Stevens filed joint federal income tax returns for the years 1976
through 1979. Following an audit of these returns, the IRS issued a notice
of deficiency, asserting deficiencies for these years totalling over
$346,000.1 The Stevens filed a joint petition in Tax Court in October
1983 for redetermination of the deficiencies. Following the Stevens di-
vorce, Mrs. Stevens filed an amended petition claiming relief under the
"innocent spouse" provision of Code section 6013(e). The Tax Court re-
jected that defense and assessed joint liability against the Stevens."

The Eleventh Circuit discussed two of the three issues raised by Mrs.
Stevens on appeal. First, Mrs. Stevens contended that the wrong "stan-
dard" was applied by the Tax Court concerning the knowledge element of
the innocent spouse test."1" The Eleventh Circuit noted that in order to
obtain relief from liability on a joint return, the spouse must prove that
she did not know, and had no reason to know, that there was a substan-
tial understatement of tax liability on the return. '" Mrs. Stevens con-
tended that the inquiry was whether, in signing the returns, she knew or
had reason to know that the deductions had no basis in law or fact."'
The Eleventh Circuit held that Mrs. Stevens was making a purely seman-
tic argument without a meaningful distinction.'" The Eleventh Circuit
noted the Tax Court had inquired to determine whether the innocent
spouse knew or had reason to know that the returns contained phony
deductions, and, thus committed no error.""

Second, Mrs. Stevens contended that the Tax Court had erred in con-
cluding that she failed to satisfy the knowledge element of the innocent
spouse test. The Eleventh Circuit noted that the Tax Court's analysis
must focus on whether the spouse had sufficient knowledge of the facts
underlying the claimed deductions such that a reasonably prudent person

159. d. at 1501.
160. Id.
161. Id. at 1502.
162. Id.
163. Id. at 1504.
164. Id.
165. Id. at 1504-05.
166. Id. at 1505.
167. Id.
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in the taxpayer's position seriously would question whether the deduc-
tions were phony. 108 The Eleventh Circuit listed the following factors as
relevant: The spouse's level of education; the spouse's involvement in the
family business and financial affairs; the presence of lavish or unusual
expenditures compared to the family's past levels of income; and the
spouse's evasiveness and deceit concerning the couple's finances.' " In
support of her contention, Mrs. Stevens asserted that:

she was a housewife solely concerned with raising her children ... that
her role did not include managing the family's finances ... that she did
not know that Mr. Stevens was investing ... in tax shelters ... that she
never discussed investments with Mr. Stevens because she was not per-
mitted to do so. .and that she did not want the expensive cars, boats
and jewelry that were purchased for her."70

The IRS noted that Mrs. Stevens had performed bookkeeping and secre-
tarial services for Mr. Stevens' business and was present on several occa-
sions when Mr. Stevens discussed tax shelters with business clients and
colleagues. The Tax Court concluded that Mrs. Stevens' participation in
Mr. Stevens' business affairs, along with the lavish lifestyle, should have
given Mrs. Stevens reason to know that the joint tax returns in question
substantially understated their tax liability.17 1

The Eleventh Circuit agreed and noted that the record contained nu-
merous facts that would lead a reasonable person to believe phony deduc-
tions were taken on the tax returns.172 The Eleventh Circuit stated that a
spouse cannot be excused from the implication of knowledge merely be-
cause she was a homemaker and relied on her husband to handle the fam-
ily's finances, particularly when Mrs. Stevens was present during numer-
ous conversations regarding Mr. Stevens' business investments." 8 That
Mrs. Stevens was "not permitted" to discuss investments and that Mr.
Stevens made an effort to keep her ignorant about the family's finances
also did not exonerate Mrs. Stevens from liability according to the Elev-
enth Circuit. The Eleventh Circuit stated that Mr. Stevens' evasiveness
should have caused Mrs. Stevens to question Mr. Stevens about the valid-
ity of the tax return.' The Eleventh Circuit stated that "[a] spouse can-
not harbor doubts about the accuracy of a return and then turn a blind
eye toward it."' 75 Finally, the Eleventh Circuit stated that Mrs. Stevens'

168. Id.
169. Id. (citations omitted).
170. Id. at 1506.
171. Id.
172. Id. at 1506-07.
173. Id.
174. Id.
175. Id. at 1507.
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statement "that she 'did not want' the expensive cars, boats, and jewelry
.. . in no way [was] probative of her assertion that she had no reason to
know of" phony deductions. ' The Eleventh Circuit noted that, given the
Stevens' affluence and dramatic increase in resources in such a short pe-
riod of time, it is hard to conceive that Mrs. Stevens would not have been
inclined to question seriously the accuracy of the tax returns. ' As a re-
sult, the Eleventh Circuit concluded that the Tax Court was correct in
deciding not to consider whether Mrs. Stevens satisfied the other neces-
sary elements for innocent spouse relief and affirmed the decision of the
Tax Court.17 8

176. Id.
177. Id.
178. Id. at 1508.
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