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I. INTRODUCTION

In 2001 several tax cases were decided by the Eleventh Circuit Court
of Appeals that are of interest to the private practitioner. Also, other tax
cases were decided by federal district courts within the Eleventh Circuit
that likewise are of interest to practitioners. Surveyed within this
Article are Eleventh Circuit cases that: (1) determined whether one has
standing to sue the IRS after paying another's tax obligation; (2)
clarified when attorney fees paid out of a punitive damages award are
included in a taxpayer's taxable income; (3) determined when a
deduction claimed by an estate is valued-at date of death or date of
distribution; (4) determined when a spinoff distribution by a parent
corporation of its interest in a subsidiary corporation results in taxable
gain; (5) determined that a beneficiary can sue for costs incurred in
resolving a non-ascertainable standard problem in a will and a trust; (6)
discussed the standards for sham transactions; (7) determined the
dischargeability of income tax liability in bankruptcy; and (8) ruled on
the anticipatory assignment of income from a covenant not to compete.

II. STANDING TO SUE THE IRS

One of the details confronting a real estate attorney each time he or
she closes a loan is paying off outstanding indebtedness secured by the
real estate. The attorney must rely on the accuracy of staff preparing
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the closing documents and payoff information provided by creditors. St.
Joe Title Services, Inc. v. United States1 helped the title agent out of a
difficult situation-specifically, a $30,000 error. In St. Joe Title Services,
Inc., the title company ("Sarasota Title") prepared a settlement
statement that erroneously labeled the SunTrust Bank as entitled to
receive only $45,384 for the payoff of the loan. However, the outstand-
ing amount left on the mortgage in question was :really $75,384.
Sarasota Title then mistakenly paid the $30,000 discrepancy to the IRS
in excess of what was owed.2

When SunTrust notified Sarasota Title that there was still a $30,000
deficiency in the mortgage's account, Sarastoa Title realized its mistake.
It paid the amount owed to SunTrust out of its own pocket and then
immediately notified the IRS of the overpayment, requesting a refund
check. The IRS refused to refund the overpayment. Sarasota Title then
filed suit in the Middle District of Florida. Both parties filed motions for
summary judgment.3

Because Sarasota Title was only the closing agent and not the
taxpayer in this debacle, the IRS maintained that Sarasota Title had no
standing to sue pursuant to 28 U.S.C. § 1346. 4 The district court
rejected this argument, citing to the United States Supreme Court case
of United States v. Williams.5 In Williams the district court interpreted
the Supreme Court to hold that a plaintiff who under protest had paid
property taxes that were assessed against a third party in order to
remove a cloud on the title of his or her own property does have standing
to sue for a tax refund under 28 U.S.C. § 1346 and 26 U.S.C. § 744.6
The district court also noted that the Supreme Court's ruling in Williams
"gives federal courts jurisdiction to hear 'any civil action against the
United States for the recovery of any internal revenue tax alleged to
have been erroneously or illegally assessed or collected."'7

The IRS attempted to distinguish the instant case from Williams by
contrasting the source of monies used to pay the taxes in each case. In
Williams the plaintiff herself paid the taxes out of her own pocket.
However, in this case Sarasota Title transferred funds to the IRS
directly from the equity in the property, which Sarasota Title did not

1. 2001 WL 1022516 (M.D. Fla. July 23, 2001).
2. Id. at *1.
3. Id.
4. Id. at *2.
5. United States v. Williams, 514 U.S. 527 (1995).
6. 2001 WL 1022516, at *2.
7. Id. (quoting Williams, 514 U.S. at 529).
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own. The court was not persuaded by this argument, noting that
Sarasota Title "is the party with an out-of-pocket loss of $30,000 "' and
"is without a realistic remedy in the event that it cannot obtain a refund
from the IRS."' °

The court concluded that under the precedent of Williams, "28 U.S.C.
§ 1346 clearly allows one from whom taxes are erroneously or illegally
collected to sue for a refund of those taxes."1 "Although Sarasota Title
was not originally assessed the tax, the IRS, by accepting payment after
being notified that the payment was sent in error and then refusing to
issue a refund, certainly imposed a tax on Sarasota Title." 12 The court
found the result to be unfair and that the IRS would obtain a windfall
from Sarasota Title if standing to sue were not afforded Sarasota
Title.'

3

III. CONTINGENCY FEE FROM PUNITIVE DAMAGES AWARD AND FEE

FROM POST-JUDGMENT INTEREST NOT TAXABLE INCOME

When a plaintiff is awarded a large jury verdict that includes punitive
damages, must the plaintiff include as taxable income that portion of the
award paid in attorney fees? Foster v. United States,4 decided by the
Eleventh Circuit in 2001, confirmed that the answer is "no" and that the
taxpayer is not to include in his or her income the amount of attorney
fees paid out of the jury's award. 5 Following Cotnam v. Commission-
er,'6 the court of appeals reasoned that, under attorney lien law, the
ownership of the portion of the award representing attorney fees vests
in the attorney ab initio. In Foster the taxpayer agreed to pay her
attorney a contingent fee of 50% for the trial. For the appeal, the
contingent fee arrangement was amended to treat all post-judgment
interest collected as an additional contingent fee.' The District Court
for the Northern District of Alabama held that under Cotnam the
taxpayer could treat the originally agreed upon contingent fee as
excluded from gross income and received directly by the attorney, but
the post-judgment interest paid as the additional contingent fee was

8. Id.
9. Id.

10. Id.
11. Id. at *3.
12. Id. (citations omitted) (emphasis added).
13. Id.
14. 249 F.3d 1275 (11th Cir. 2001).
15. Id. at 1277, 1281.
16. 263 F.2d 119 (5th Cir. 1959).
17. 249 F.3d at 1276-79.
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includable in the taxpayer's gross income and deductible under the
Internal Revenue Code ("I.R.C.") § 212.18 The district court reasoned
that at the point that the contingent fee was negotiated, the taxpayer's
claim, which had been upheld by the jury, had value, and the "uncertain-
ties" of the appellate process were insufficient to displace the applicabili-
ty of assignment of income principles.19 When the case was considered
by the court of appeals, the court affirmed the district court as to the
originally agreed upon contingent fee's exclusion from gross income.2 °

However, the court of appeals differed from the district court with
respect to the post-judgment interest paid as the original contingent
fee.21 The court of appeals held that the post-judgment agreement was
analogous to a pre-trial contingency fee agreement, and, thus, because
the case arose in Alabama, under Cotnam, the interest retained by the
attorney as the fee could not be included in the taxpayer's gross
income.2 2

IV. DEDUCTIONS CLAIMED BY ESTATE VALUED AT DATE OF DEATH

When does an executor value a deduction claimed by the estate under
I.R.C. § 2053(a)(3)? In O'Neal v. United States, 23 a case of first
impression, the Eleventh Circuit determined that the deduction "must
be valued as of the date of the decedent's death."24  Thus, "[e]vents
occurring after the decedent's death that alter the value must be
disregarded."

25

This decision leads to interesting results. In 1987, Mrs. O'Neal made
gifts of family company stock to nine of her children and grandchildren.
Each of the recipients agreed that upon the transfer of the stock each
would contribute on a pro rata basis toward the payment of donee gift
tax liability, if any.26 When Mrs. O'Neal died in 1994, her estate took
a Schedule K deduction of $9,407,226 pursuant to I.R.C. § 2053(a)(3) for
"claims for reimbursement of transfer gift tax liability by donees of 1987
gifts." 2 The estate used the government's per share stock values at the
time of the stock's transfer in 1987 in reaching the total deduction

18. Foster v. United States, 106 F. Supp.2d 1234, 1237-38.
19. Id. at 1238.
20. 249 F.3d at 1280.
21. Id. at 1276.
22. Id. at 1279-80.
23. 258 F.3d 1265 (11th Cir. 2001).
24. Id. at 1266 (internal citations omitted).
25. Id.
26. Id.
27. Id. at 1268.
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amount.2" The IRS notfied the nine donees that it would "assert
transferee gift tax liability against them based upon its pending
revaluation of the family company stock."2" The government appraiser
later issued his opinion that resulted in a sevenfold increase in the value
of the familycompany stock. As a result of this drastically increased
appraisal value, the IRS assessed additional gift taxes against the
donees totaling $9,407,226. After making partial payments totaling
$4,244,994, the grandchildren donees filed suit in Tax Court, contesting
the IRS revaluation. The Tax Court found that the grandchildren
donees were liable for an undetermined amount of gift taxes.3°

Eventually, the IRS and the grandchildren donees settled for a
significant reduction in the IRS' initial valuation of the family company
stock. The children donees who had filed suit in district court soon after
settled on likewise terms. Thereafter, the probate court entered an order
holding that the claims of the nine heirs were now valid and enforceable
and the nine heirs received $563,314 in reimbursement monies from the
estate.3

Mrs. O'Neal's estate subsequently amended its tax return, reducing
the § 2053(a)(3) deduction from $9,407,226 to $563,314. This caused a
drastic increase in the value of Mrs. O'Neal's taxable estate, which in
turn forced the estate to pay $1.8 million in estate taxes. The estate
then filed suit in the Northern District Court of Alabama to resolve
whether it was entitled to a refund on the § 2053(a)(3) issue. After the
district court found against Mrs. O'Neal's estate, the estate appealed to
the Eleventh Circuit Court of Appeals.32

In considering the refund action, the court of appeals noted
that § 2053(a)(3) does not address when a claim against an estate must
be valued. The court acknowledged that ordinarily only personal
obligations of decedents present at the time of death may be deducted,
regardless of whether the personal obligations are then matured.33

However, the court also recognized that the Treasury Regulations
accompanying § 2053(a)(3) provide that such a deduction may be allowed
even "'though its exact amount is not then known, provided it is
ascertainable with reasonable certainty, and will be paid.'"34

28. Id.
29. Id. at 1267.
30. Id.
31. Id. at 1268.
32. Id.
33. Id. at 1271.
34. Id. (quoting Treas. Reg. § 20.2053-1(b)(3)).
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To determine whether such deductions should be valued only at death
or whether subsequent events affecting the valuation of the estate and
any available deductions should be considered, the court studied two
seminal cases that have created "two distinct and irreconcilable"
positions on this issue." These cases are the Supreme Court decision
in Ithaca TRust Co. v. United States,36 and the Eighth Circuit opinion
in Jacobs v. Commissioner."7

In Ithaca TRust, the Supreme Court adopted the aforementioned
general rule that estates and any applicable estate deductions should
only be valued on their present value at the time of the decedent's
death.3" This rule allows for quick and efficient handling of estates.
However, the court in Jacobs held that events subsequent to the
decedent's death would impact the total estate and deductions value. 9

This rule ostensibly reflects Congress's intent to allow deductions for
only actual claims, and not theoretical ones.4"

The Eleventh Circuit Court of Appeals followed the precedent of Ithaca
TRust, in which the estate of a widow who had been bequeathed a life
estate by her late husband, with the remainder going to a charitable
organization, died so soon after her late husband that his estate tax
return had not yet been filed.41 In determining the husband's estate's
correct deduction for its charitable contribution, there was a question of
whether the deduction "should be calculated using the actuarial value
of the widow's life expectancy at the date of her husband's death (a
decrease in value), or calculated by using the actual and known date of
her death (an increase in value).4 2 In deciding to use the former
means of calculation, Justice Holmes, writing for an unanimous Court,
reasoned:

The first impression is that it is absurd to resort to statistical probabili-
ties when you know the fact. But this is due to inaccurate thinking.
The estate so far as may be is settled as of the day of the testator's
death. The tax is on the act of the testator not on the receipt of
property by the legatees. Therefore the value of the thing to be taxed
must be estimated as of the time when the act is done. But the value
of property at a given time depends upon the relative intensity of the
social desire for it at that time, expressed in the money that it would

35. Id. at 1271.
36. 279 U.S. 151 (1929).
37. 34 F.2d 233 (8th Cir. 1929).
38. 258 F.3d at 1272.
39. Id.
40. Id.
41. Id.
42. Id.
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bring in the market. Like all values, as the word is used by the law,
it depends largely on more or less certain prophecies of the future; and
the value is no less real at that time if later the prophecy turns out
false than when it comes out true.43

The court of appeals, although ruling on how the estate and its
deductions should be valued, went on to say that it still, however, did
not know what that value was in the present case; thus, the court of
appeals remanded the case to the district court for an evidentiary
hearing on valuation."

V. SPINOFF DISTRIBUTION BY A PARENT CORPORATION RESULTS IN
TAXABLE GAIN

McLaulin v. Commissioner,4  another case of first impression,
determined that the spinoff distribution by a parent corporation of its
100% ownership interest in its subsidiary corporation to three sole
shareholders of the parent corporation did not qualify as a tax free
distribution under the five year active business requirement of I.R.C.
§§ 355(a)(1)(C) and (b)(2)(D)(ii).46 The Tax Court found that the spinoff
resulted in taxable gain to the parent corporation because the spinoff
took place on the same day that the subsidiary corporation redeemed the
stock of an unrelated individual shareholder in a taxable transaction.
Thus, the parent corporation acquired 100% control of the subsidiary.4

The case involved a corporation engaged in the forest products
business. The parent corporation, which was owned by four individual
shareholders, owned a 50% interest in a subsidiary that produced and
sold pressure-treated lumber in central Florida. The subsidiary was 50%
owned by the parent company and 50% owned by another individual.
That individual served as the subsidiary's chairman. The parent
company became dissatisfied with the chairman's management of the
subsidiary and agreed to buy his shares in the subsidiary. The parent
company loaned the money to the subsidiary, and the money was used
to redeem all of the shares of the individual. The redemption was a
taxable transaction to the individual. One day after the redemption, the
parent company owned 100% of the subsidiary. In an effort to maintain
its S corporation status, the parent company spun off the subsidiary's
shares pro rata to the parent's four shareholders. When the parent filed
its S corporation income tax return, it did not report any taxable gain

43. 279 U.S. at 155 (internal citations omitted).
44. 258 F.3d at 1275.
45. 276 F.3d 1269 (11th Cir. 2001).
46. Id. at 1270-71.
47. Id. at 1270-71, 1274-75.
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from the spinoff. Instead, it claimed that no gain or loss was recognized
because the spinoff qualified for nonrecognition treatment under I.R.C.
§ 355. The IRS, however, maintained that although the subsidiary had
been engaged in an active trade of business for more than five years on
the date of the distribution to the parent's shareholders, the spinoff
nevertheless failed the active business requirement of §§ 355(a)(1)(C)
and (b)(2)(D)(ii). Because actual control of the subsidiary Was acquired
by the parent within the five year period in a transaction in which gain
or loss was recognized, i.e., the redemption of the manager's shares, the
Tax Court agreed with the IRS on this point."

The court of appeals reviewed the active business requirement of § 355
(a)(1)(C), which it held requires that control of the subsidiary not be
acquired within the five year period, or if it is acquired within such -five
year period, it is acquired by reason of a transaction in which no gain or
loss is recognized.49 The court reasoned that the parent loaned cash to
the subsidiary. The next day the subsidiary used that cash to redeem
the 50% individual's shares. The day before the redemption, the parent
owned 50% of the subsidiary and the individual owned the other 50%.
The next day, after the redemption, the parent owned 100% of the
subsidiary. Therefore, the parent acquired control of the subsidiary in
a taxable transaction, and thus failed to meet the statutory language of
§ 355(b)(2)(D)(ii).50

VI. BENEFICIARY CAN SUE FOR COST INCURRED IN RESOLVING
NONASCERTAINABLE STANDARD PROBLEM

Porter v. Ogden, Newell & Welch 5' involved a will and a deed of trust
that gave the trustee the power to distribute principal to a beneficiary's
son for his "maintenance, support and welfare."5 2 The documents were
prepared by a Florida law firm. A Kentucky law firm later reviewed the
documents and suggested that the son be given the option to serve as co-
trustee along with the bank.53 Afterwards, the son was advised that
as co-trustee he might be seen as holding a general power of appoint-
ment under Florida law because of the power to invade the corpus for

48. Id. at 1270-75.
49. Id. at 1273-74.
50. Id.
51. 241 F.3d 1334 (11th Cir. 2001).
52. Id. at 1337.
53. Commerce Bank v. Ogden, Newell & Welch, 81 F. Supp. 2d 1304, 1305 (M.D. Fla.

1999).

1464 [Vol., 53



FEDERAL TAXATION

one's "welfare."54 The son then busily set about to avoid the potential
damage.

[First,] the son lobbied the Florida Legislature to change the law. He
succeeded and the Florida Legislature changed the law so that the
inclusion of the word "welfare" in a Florida trust instrument does not
give the trustee the ability to do more than disperse limited amounts
of the corpus, thereby complying with the limiting requirements of the
tax laws. 55

Second, the son obtained a Private Letter Ruling from the IRS stating
"that it would not find the trust to be a part of the [son's] estate."16

Third, the son obtained a "judicial reformation of the trust instrument
to remove the word 'welfare' from [the trust] on the ground that the
word's presence was a scrivener's error."5" Fourth, the son sought
another private letter ruling to which the IRS responded "that the
judicial reformation would not trigger any adverse tax consequences." 8

To cap it all off, the son then filed a legal malpractice case against the
Florida law firm and the Kentucky law firm that prepared the trust and
rendered advice on the trust.59

The district court dismissed the son's complaint as premature because
no damages had been suffered.6 ' The Eleventh Circuit reversed and
held that the estate had suffered economic loss in "fixing the potential
tax problem raised by the trust,"61 and remanded the case for trial.6 2

VII. SHAM TRANSACTIONS

The sham transaction doctrine will disallow a transaction for tax
purposes" if such transaction serves no business purpose or lacks
economic substance other than the generation of tax benefits.6 4 The
Eleventh Circuit Court of Appeals addressed the sham transaction
doctrine in two cases involving the deductibility of interest and fees
incurred on life insurance policy loans and the recognition of income on

54. 241 F.3d at 1337.
55. Id.
56. Id.
57. Id.
58. Id.
59. See id.
60. Id. at 1338.
61. Id. at 1341.
62. Id.
63. United Parcel Serv. v. Commissioner, 254 F.3d 1014, 1020 (11th Cir. 2001).
64. Winn-Dixie Stores, Inc. v. Commissioner, 254 F.3d 1313, 1316-17 (11th Cir. 2001).
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parcel insurance.6 5 The latter of these cases involved many millions of
dollars of alleged unreported income and a detailed discussion of the
Eleventh Circuit's analysis of sham transactions.6 6

On appeal from the United States Tax Court, the Eleventh Circuit
held in United Parcel Service v. Commissioner67 that the restructuring
by United Parcel Service of America, Inc. ("UPS") of its excess-value
business had a business purpose and, therefore, did not constitute a
sham transaction. 6

1 In this case, UPS spun off its excess-value charge
business, which constituted the amounts its customers paid in order for
UPS to assume liability of a parcel's declared value in excess of $100.
UPS reimbursed customers for parcels that were lost or damaged having
a declared value of up to $100 and would assume liability for parcels
valued in excess of $100 if the customer paid such "excess-value
charge."6 9 UPS generated a great deal of income from these charges
because claims were relatively small in relation- to the excess-value
charges received. The excess-value charges were treated as income on
the 1983 return after deducting claims paid."0

In 1983, UPS also formed a Bermuda subsidiary and then distributed
the majority of stock in the subsidiary to its shareholders as a taxable
dividend. An insurance policy was then purchased by UPS from
National Union Fire Insurance Company ("National Union"), an
unrelated insurance company, which assumed the risk of loss for the
damaged or lost parcels. With the premium paid to National Union
consisting of the excess-value charges collected by UPS, a reinsurance
treaty was entered into between National Union and the former
subsidiary of UPS, in which the former subsidiary assumed the risk of
loss assumed by National Union in exchange for the excess-value
charges received by National Union from UPS, less its fees, commissions,
and certain excise taxes. UPS, however, remained responsible for
administering any claims made against the policy it acquired from
National Union. Thereafter, UPS continued to collect the excess-value
charges, pay claims, and then remit the balance as a premium to
National Union, which paid said amount to the former subsidiary, less
its fees, commissions, and taxes. In 1984, UPS did not report any
revenue from the collection of excess-value charges, and the Internal

65. Winn-Dixie Stores, Inc., 254 F.3d 1313; United Parcel Serv., 254 F.3d 1014.
66. 254 F.3d 1014.
67. 254 F.3d 1014 (11th Cir. 2001).
68. Id. at 1020.
69. Id. at 1016.
70. Id.
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Revenue Service assessed a deficiency equal to the excess value charges
for that year.7 1

The IRS determined that the payments received by the former
subsidiary must be treated as income to UPS, and the Tax Court agreed.
The Eleventh Circuit reversed by rejecting the Tax Court's conclusion
that the restructure of the excess-value business had no business
purpose, that the sole motivation of UPS was tax avoidance, and that
the premiums paid to National Union were excessive. 2 The Eleventh
Circuit held that the economic-substance doctrine, also known as the
sham-transaction doctrine, determines whether an item constitutes
income to a taxpayer.7 3 Under this doctrine, the court noted that if a
transaction has no economic effect other than tax benefits, then the
transaction will not be recognized for tax purposes.74 Obligations
enforceable by independent parties give rise to economic effect, and the
Eleventh Circuit held that the restructure of the excess-value business
created such an obligation.75 Not only did the structure create a policy
exposing National Union to a risk of loss, the court reasoned, but UPS
no longer retained the benefit of the excess-value charges. The court
also noted that UPS could no longer use the charges as it deemed fit, as
the continuing benefits of such income had been lost.76

Although the court held that this transaction had a real economic
effect on all the parties and, therefore, precluded a finding that the
transaction constituted a per se sham-transaction, the court held that it
could still deem the transaction a sham if no business purpose exist-
ed.77 Unlike the Fourth Circuit Court of Appeals, which requires a
finding of a tax-avoidance purpose in addition to a lack of economic
substance,7" the Eleventh Circuit stated that it would fail to recognize
the tax effects of a transaction if it had no economic effect.79 Unlike
the Tax Court, the Eleventh Circuit held that a business purpose does
not require that a transaction be "free of tax consideration.""° In other
words, tax planning cannot overturn a valid business purpose, which the

71. Id. at 1016-17.
72. Id. at 1020.
73. Id. at 1018.
74. Id.
75. Id.
76. Id. at 1018-19.
77. Id. at 1019.
78. See Rice's Toyota World, Inc. v. Commissioner, 752 F.2d 89, 91-92 (4th Cir. 1985).
79. 254 F.3d at 1019.
80. Id.
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Eleventh Circuit found to exist via a reduction of UPS's exposure to
liability.8 l

In Winn-Dixie Stores, Inc. v. Commissioner,2 the Eleventh Circuit
upheld the Tax Court's finding that Winn-Dixie could not deduct interest
and fees incurred in borrowing against certain whole-life insurance
policies that it purchased on its employees." Winn-Dixie had pur-
chased life insurance policies on more than 36,000 of its employees,
naming itself as sole beneficiary, borrowed against the value in the
policies and thereupon deducted the interest and fees resulting from this
program. The Tax Court held that the program did not have a business
purpose and that the policy loans were a sham, denying the deductibility
of the interest and fees paid on the loans. The Tax Court also held that
the program could never generate a pre-tax profit, a finding which was
not challenged on appeal.84 As such, absent a finding that the program
satisfied a business need of Winn-Dixie, such as to compensate the
company for the loss of key employees or serve as an employee benefit,
neither of which existed, the Eleventh Circuit held that the program
lacked economic substance.85 The Eleventh Circuit also confirmed that
the Tax Court correctly recognized that "'transactions whose sole
function is to produce tax deductions are substantive shams. '"86

VIII. DISCHARGING TAx LIABILITY IN BANKRUPTCY

A. Background

When a taxpayer may discharge income tax debt in bankruptcy is a
common question faced by tax practitioners. In In re Fretz,87 Dr. Fretz
worked diligently as an emergency room physician for a period of ten
years from 1982 to 1992. However, Dr. Fretz also suffered from
alcoholism during this period of time. During Dr. Fretz's years of
alcoholism, he never filed any income tax returns or paid any income
taxes. In March 1990 Dr. Fretz was contacted by the IRS concerning his
failure to file income tax returns between the years 1982 and 1988.
Eventually criminal charges were filed against him for willful failure to
file a tax return, a violation of 26 U.S.C. § 7203. In 1994, Dr. Fretz

81. Id.
82. 254 F.3d 1313 (11th Cir. 2001).
83. Id. at 1314.
84. Id. at 1314-16.
85. Id. at 1316-17.
86. Id. at 1316 (quoting Kirchman v. Commissioner, 862 F.2d 1486, 1492 (11th Cir.

1989)).
87. 244 F. 3d 1323 (11th Cir. 2001).
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acknowledged his tax deficiencies for income taxes incurred during the
1982-1992 tax years. Dr. Fretz also agreed to pay penalties as
authorized by 26 U.S.C. §§ 6653(b) and 6651(a), (f).88

In 1997, Dr. Fretz filed for Chapter 7 bankruptcy. The IRS filed an
answer, denying that Dr. Fretz was entitled to discharge his liability for
the taxes and penalties and counterclaimed for taxes, interest, and
penalties in an amount in excess of $1 million. The I.R.S argued that
pursuant to 11 U.S.C. § 523(a)(1)(C), Dr. Fretz was not entitled to have
any of his taxes or penalties discharged because his prior repeated
failures to file amounted to a willful attempt to evade or defeat taxes.
In siding with Dr. Fretz and ruling the taxes as properly dischargeable
under his bankruptcy, the bankruptcy court determined that the IRS
must prove by a preponderance of the evidence that Dr. Fretz fraudu-
lently intended to shirk his proper payment of taxes.89 The bankruptcy
court noted that Dr. Fretz's alcoholic state of mind would not lend itself
to concoct and follow a "scheme or design" to evade taxes.9 ° "Ultimate-
ly, the [bankruptcy] court concluded that 'Dr. Fretz'[s] conduct did not
contain sufficient aggravating circumstances to raise the late filing of
returns and failure to pay to the level of willfulness that would make the
debt at issue non-dischargeable."'9 1

B. Procedure

The IRS appealed the bankruptcy court's decision to the district court.
The district court similarly found for Dr. Fretz, noting that the case at
hand was strikingly similar to the case of In re Haas,92 which was also
decided by the Eleventh Circuit.93 The district court held that intent
as contemplated by 11 U.S.C. § 523(a)(1)(C) would necessitate some
active effort or a willful attempt to evade taxes. The.IRS then appealed
to the Eleventh Circuit.94 In its ruling, the Eleventh Circuit first noted
the following points in its discussion: (1) the review of the bankruptcy
court's factual findings is under the clearly erroneous standard; (2) the
"fresh start" policy afforded under Chapter 7 of the Bankruptcy Code is
only available to the "honest but unfortunate debtor;" and (3) the IRS

88. Id. at 1325.
89. Id. at 1326.
90. Id.
91. Id.
92. 48 F.3d 1153 (11th Cir. 1995), abrogated in part, In re Griffith, 206 F.3d 1389 (11th

Cir.) (en banc), cert. denied, 531 U.S. 826 (2000).
93. 244 F.3d at 1326.
94. Id.
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bears the burden to prove by a preponderance of the evidence that a
particular claim is nondischargeable. 9'

C. The Conduct Requirement

The Eleventh Circuit said it was concerned primarily with whether Dr.
Fretz "willfully attempted in any manner to evade or defeat" his income
taxes.96 Thus, it looked closely at the conduct requirement of 11 U.S.C.
§ 523(a)(1)(C). Dr. Fretz argued that the court of appeals should follow
its decision in Haas in determining the disposition of his case. In that
case, a taxpayer filed accurate returns but simply did not pay his taxes.
The court in Haas found that a mere failure to pay taxes does not satisfy
the conduct requirement of 11 U.S.C. § 523(a)(1)(C). 97 In Haas the
Eleventh Circuit distinguished between the assessment of taxes on the
one hand, and the payment or collection of taxes on the other, and held
that the conduct requirement of 11 U.S.C. § 523(a)(1)(C) applied only to
the "assessment" of taxes, and not to the payment of taxes.98

However, in In re Griffith99 the Eleventh Circuit abrogated this
aspect of Haas.0 ° Griffith concerned the transfer of property between
family members for insufficient consideration so as to avoid paying
income taxes. 10' In response to this blatant tax evasion and to numer-
ous criticisms of this aforementioned holding, the Eleventh Circuit over-
turned this part of Haas."2 Thus, after the court's decision in Griffith,
"§ 523(a)(1)(C) precludes [a] discharge when the debtor 'willfully
attempted ... to evade or defeat' a tax at the payment stage, just as
surely as it does where the attempted evasion occurs at the assessment
stage."

10 3

The court's decision in Griffith was largely due to public policy
concerns. In pondering this matter, the court contrasted the public
interest in allowing honest debtors to have truly "fresh starts" when
filing for bankruptcy against the government's policy of deterring and
punishing tax evasion."4 The court resolved the issue by determining
that in order to disallow a tax debt to be discharged, the debtor's conduct

95. Id. at 1326-27.
96. Id. at 1324.
97. Id.
98. Id. at 1328 (citing In re Haas, 48 F.3d at 1159).
99. 206 F.3d 1389 (11th Cir. 2000).

100. Id. at 1395-96.
101. Id.
102. Id.
103. 244 F.3d at 1328 (quoting In re Griffith, 206 F.3d at 1393).
104. Id.
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regarding the assessment or payment of the taxes in question must be
willful.105

In deciding In re Fretz, the Eleventh Circuit disagreed with the
district and tax courts, distinguishing Dr. Fretz's conduct from that of
the debtors in Haas and Griffith.'06 Significantly, Dr. Fretz neglected
to file returns and to pay taxes during the years in question, unlike the
debtors in Haas and Griffith who did file yearly returns.0 7 Moreover,
Griffith only held that actively evading taxes in and of itself may invoke
§ 523(a)(1)(C); it certainly did not establish that affirmative acts of
evasion are required for a debtor to fall under § 523(a)(1)(C).'0 8 The
Eleventh Circuit concluded its reasoning by holding that § 523(a)(1)(C)
covers both acts of commission and acts of omission.' 9 Thus, Dr.
Fretz's conduct satisfied the requirements of § 523(a)(1)(C)."'

D. The Mental State Requirement

The court of appeals also clarified that conduct undertaken in an
attempt to evade tax liability "is considered willful under § 523(a)(1)(C)
if it is done [1] voluntarily, [2] consciously, or [3] knowingly and
intentionally.""' In Dr. Fretz's case, the court attributed importance
to the fact that although Dr. Fretz ascribed his failure to pay or file
taxes to his alcoholism, he still functioned in his workplace environment
during the period in question, and also testified that during his period
of tax delinquency he was well aware of his duty to pay taxes. 1 2

Finding that this evidence placed Dr. Fretz squarely within the third
definition of willful conduct, the court "held that Dr. Fretz fell within the
scope of § 523(a)(1)(C) and, therefore, the taxes, interest and penalties
[were] not dischargeable in bankruptcy." 113

IX. ANTICIPATORY ASSIGNMENT OF INCOME

In Jorgl v. Commissioner,"4 the Eleventh Circuit affirmed, in an
unpublished opinion, the Tax Court's ruling that an amount allocated to
a covenant not to compete is included in income even if the taxpayers

105. Id.
106. Id. at 1329.
107. Id.
108. Id.
109. Id. at 1330.
110. Id.
111. Id.
112. Id. at 1331.
113. Id.
114. 79 T.C.M. (CCH) 1318 (2000), affd, 264 F.3d 1145 (11th Cir. 2001).
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did not receive any proceeds relative to such covenant.'15 In this case,
the taxpayers transferred stock in their wholly-owned corporation to a
charitable remainder unitrust the day before the corporation voted to list
the business for sale. Upon the sale of the business by the trust, a
portion of the purchase price was allocated to a covenant not to compete,
and the taxpayers executed a covenant not to compete separate and
apart from the purchase agreement. The entire purchase price,
including the amount allocated to the covenant not to compete, was paid
by the purchasers to the seller, the charitable remainder unitrust."6

The taxpayers argued that not only were they not parties to the
purchase agreement because ownership had been previously transferred
to the trust, but also argued that because the trust received the entire
proceeds of the sale, the covenant not to compete should not result in tax
consequences to them."'

The Tax Court began its discussion by acknowledging the principles
that the earner of income must report such income for tax purposes and
that the mere assignment of the right to receive income cannot shield
the assignor from tax liability. As such, if an amount has been allocated
to the taxpayers' covenant not to compete, then the taxpayers will be
deemed to have assigned their right to receive the income from the
covenant to the trust."8  The Tax Court found that the taxpayers
understood that they were promising not to compete, that the taxpayers
intended their covenant to be a part of the transaction, and that the
taxpayers knew that the purchasers attributed importance to the
taxpayers' covenant." 9 Because the taxpayers failed to show that
parties to the "transaction did not mutually intend that an allocation of
the purchase price be made" to the taxpayers' covenant not to compete,
and because the Tax Court found that "an allocation of price paid for the
covenant extended by the trust would lack economic reality," the
Eleventh Circuit held that the taxpayers were required to include the
value of the covenant not to compete in their income.'2

115. 79 T.C.M. at 1319.
116. 79 T.C.M. at 1319-21.
117. 79 T.C.M. at 1321.
118. 79 T.C.M. at 1321-22.
119. 79 T.C.M. at 1324.
120. 79 T.C.M. at 1325-26.
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