
FEDERAL TAXATION

By J. PATRICK MEYER, JR.*

The selection of cases for comment and review have been limited to

those considered by the author to be interestng and significant. Al-
though all the decisions herein are not cases of first impression, the
interesting factual background and manner in which the general princi-
ples are presented by the Fifth Circuit deems them worthy of comment.
Since the purpose of the article is to review Fifth Circuit decisions, an
attempt has been made to eliminate any personal opinion from the
commentary.

The cases reviewed herein appear under the following headings: Cor-

poration and Stockholder Issues; Subchapter "S" Corporations; Other
Income Tax Issues; Estate and Gift Taxes; and Criminal and Nonsub-

stantive Matters.

CORPORATION AND STOCKHOLDER ISSUES

Bond Discount

The precise issue presented the court in Claussen's, Inc. v. U.S.' had
not heretofore been decided. The court held that amortizable bond dis-

count was not incurred by the taxpayer's predecessor when it issued its
own debentures to its stockholders in connection with the recapitaliza-
tion of its common stock.

Claussen's Bakeries, Inc. (Bakeries), the taxpayer's predecessor, ex-
changed its outstanding class A and class B common stock for new

common shares, stock purchase warrants and 6 per cent 40-year deben-
tures. New shares, warrants, and debentures were distributed to the
shareholders in proportion to their holdings of the original class A and
class B common stock. The district court held that the taxpayer had
incurred amortizable bond discount and allowed a deduction for the
bond discount in Claussen's Bakery, Inc.'s final return. Prior to the
recapitalization Bakeries had aggregate capital of $225,000. The new

common shares issued plus the face amount of the debentures exceeded
aggregate capital of the old class A and class B common shares by
$362,500. Bakeries had attempted to show this excess as goodwill but
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the SEC rejected this approach suggesting that this increment be shown
as amortizable bond discount. Bakeries followed this approach in its
financial statements but did not deduct any portion of the discount on
its income tax returns for the next seven years. In its 1963 final income
tax return, Bakeries sought to deduct the entire $362,500.

The taxpayer's theory was that the old shares had "an ascertainable
value to the corporation and if the corporation has to issue bonds with
a face amount greater than this value in order to retire the stock, it has
incurred discount in a true economic sense."' The district court held that
the taxpayer has incurred amortizable bond discount and allowed a
deduction for the entire $362,500 in Bakeries' final return.'

The Fifth Circuit in reversing the district court held:

The net effect of the transaction, therefore, was that the equitable
owners of Bakeries before the recapitalization were still the equitable
owners of the corporation after recapitalization. We are of the view
that where, as here, the common stockholders' equitable posture rela-
tive to the corporation and to one another is less substantially intact
in a bonds and common stock for common stock exchange, bond
discount does not arise.'

In a footnote, the court stated that in the cases cited by Bakeries in
support of its theory, "security holders involved held a radically differ-
ent form of participation in the reorganized corporate enterprise than
they held prior to reorganization." 5 Further, the Fifth Circuit stated that
bond discount should arise only, in economic terms, in a transaction
where the cost to the corporation of actually procuring funds is in excess
of the coupon rate of interest. The transaction, in the court's view,
completely lacked any substance. Corporate assets were not diminished,
bonds were not actually sold at a discount, and nothing more than the
stated rate of interest was ever paid. The corporation was attempting
to deduct as interest amounts which it had never paid nor became liable
to pay.

Corporate Acquisition Carryovers

Under section 382 of the Internal Revenue Code of 1954 (all subse-
quent references to sections are to sections of this Code), the "same
trade or business" requirements are satisfied where the successor corpo-

2. Id. at 72-5769.
3. Claussen's, Inc. v. United States, 28 Am. Fed. Tax R.2d 71-5599 (S.D. Ga. 1971).
4. 30 Am. Fed. Tax R.2d at 72-5770.
5. Id. at 72-5770, n.9.
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ration continues in the residential real estate development business even
though separate tracts of land are involved. Thus, the successor corpora-
tion did not lose its right to carry forward the net operating losses
previously sustained principally in connection with the development of
a particular tract of land. The court held that the particular develop-
ment (Riverwood) did not constitute a separate trade or business within
the meaning of section 382.6

The government took the position that section 382(a) required a
showing not only that the trade or business activities conducted after the
change in ownership were substantially the same as before, but in addi-
tion, required a showing that any discontinued activities which gave rise
to the net operating loss did not constitute more than a minor portion
of the taxpayer's business prior to the change in ownership. The River-
wood development constituted approximately 44 per cent of Coast
Quality's assets. Treasury Reg. § 1.382(a)-1(h)(7) states that a corpora-
tion which has discontinued more than a minor portion of its business
carried on before the change in ownership loses the carryover benefits.

Coast Quality contended that the district court's7 finding that it was
engaged in substantially the same trade or business before and after the
change in ownership was a finding of fact and could not be overruled
unless clearly erroneous. Although the Sixth Circuit8 had accepted this
theory, the Fifth Circuit considered the reliance of the court in Euclid-
Tennessee, Inc. on Duberstein9 and Rudolph'° misplaced. The court
stated that "in those cases only that when taxability turns on intent-a
subjective state of mind-the clearly erroneous standard of review ap-
plies to the factfinder's conclusion on ultimate fact . . . ."" The enact-
ment of section 382 was a "precise, objective standard"'' 2 that singled
out certain factors and made them determinative of the tax conse-
quences. Thus the district court's conclusion was one of law.

After review of the legislative history of section 382 the court con-
cluded that the statute, by employing the word "substantially," created
a permissible range of contraction of a corporate business. Further, the
court refused to interpret the "substantially the same business" require-
ment of section 382(a)(1)(c) in accordance with the principles enunciated

6. Coast Quality Constr. Co. v. United States, 463 F.2d 503 (5th Cir. 1972).
7. 325 F. Supp. 500 (E.D. La. 1971).
8. Euclid-Tennessee, Inc. v. Commissioner, 352 F.2d 991 (6th Cir. 1965).
9. Commissioner v. Duberstein, 363 U.S. 278 (1960).
10. Rudolph v. United States, 370 U.S. 269 (1962).
II. 463 F.2d at 508.
12. Id.
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in Libson Shops, Inc., v. Koehler.13 The Fifth Circuit followed the Tax
Court's'4 analysis of the relationship of section 382 to Libson Shops that
the Libson Shops construction of the phrase "same business" did not
mean an identity or similarity of economic endeavor whereas section
382(a)(1)(c) does require such an identity or substantial similarity of
business enterprise. Since the term "same business" does not have the
same meaning in Libson and section 382, the application of the Libson
doctrine in this case would render section 382 meaningless.

The disposition of Riverwood did not constitute a discontinuance of
more than a minor portion of Coast Quality's business within the mean-
ing of Treasury Reg. § 1.382(a)-l(h)(7). The taxpayer "was at all times
involved in the residential real estate development business. . . .River-
wood did not constitute a separate business in the sense intended
by § 382(a)(1)(C) of a distinct economic endeavor identifiable by objec-
tive characteristics like customers, employees, location and product. '"'5

Since Riverwood constituted approximately 44 per cent of Coast
Quality's assets, the government contended that this was the discontinu-
ance of more than a minor portion of business under the regulations.
In rejecting this loss-follows-asset theory the court stated:

[A]fter the change in ownership Coast Quality continued to acquire
new land for development. Furthermore, implicit in the government's
position that § 1.382(a)-l(h)(7) governs the outcome is the notion that
prior to its sale Riverwood was unrelated to the overall business of
Coast Quality. We are thus asked to hold that losses follow an asset
and may not be carried over in an economic endeavor that has not
altered materially and in which that type asset is an integral part. We
are unpersuaded that under the circumstances found here either a
literal reading of § 382(a) or the motivating rationale that we discern
from the scanty legislative history requires our acceptance of the loss-
follows-asset theory.'6

Liquidations

Mandatory and express provisions of section 334(b)(2) as reinforced
by section 381(a)(1) require the taxpayer to determine the basis of the
assets it received on liquididation of its wholly owned subsidiary by
reference to the cost of the subsidiary's stock. The Commissioner could

13. 353 U.S. 382 (1957).
14. Clarksdale Rubber Co., 45 T.C. 234 (1965).
15. 463 F.2d at 511-12.
16. Id. at 512.
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not require the taxpayer to run the gauntlet of section 269 nor could he
use section 269 as an exception to the mandatory rules of section
334(b)(2).1

7

The Fifth Circuit rejected the mechanical, literal approach to section
269. The proper test to determine the applicability of section 269 is
"whether the transaction or a particular factor thereof 'distorts the
liability of the particular taxpayer' when the 'essential nature' of the
transaction or factor is examined in the light of the 'legislative plan'
which the deduction of credit is intended to effectuate."' 8 When the
taxpayer determines its tax liability in accordance with the statutory
requirements there is no tax avoidance and no occasion for applying
section 269 as an exception to the cost basis rule of section 334(b)(2).

The remainder of the decision related to the application of section
453(d)(4)(a) prior to its amendment in 1966. Since the taxpayer received
an installment obligation upon the liquidation of its subsidiary, under
section 453(d)(4)(a) as it existed at that time, the installment obligation
received a stepped-up basis and no gain was recognized to the subsidiary
upon the disposition of the installment obligation in the liquidation. The
court stated that its decision was buttressed by section 381(a)(1) which
denies a carryover basis of assets acquired in a section 334(b)(2) liquida-
tion.

Debt or Equity

After reviewing 13 guidelines for resolving the debt-versus-equity con-
troversy, the Fifth Circuit concluded that debt was created where ad-
vances made by the taxpayer to a bank of which he was a shareholder,
director and officer, to improve its cash position in accordance with the
State Commissioner of Banking's requirement, such advances were not
pro rata to the percentage stock interest, and capitalization was ade-
quate.'9 However, no certificate was ever issued to the shareholder, there
was no fixed maturity date, no interest was paid and repayment was to
be made only from the surplus of the bank. The 13 guidelines as enunci-
ated by previous decisions of the court are:

(1) [T]he names given to the certificte evidencing the indebtedness;
(2) The presence or absence of a fixed maturity date;
(3) The source of payments;
(4) The right to enforce payment of principal and interest;

17. Supreme Invest. Corp. v. United States, 468 F.2d 370 (5th Cir. 1972).
18. Id. at 376, citing Higgins v. Smith, 308 U.S. 473 (1940).
19. Estate of Travis Mixon, Jr. v. United States, 464 F.2d 394 (5th Cir. 1972).
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(5) participation and management flowing as a result;
(6) the status of the contribution in relation to regular corporate

creditors;
(7) the intent of the parties;
(8) "thin" or adequate capitalization;
(9) identity of interest between creditor and stockholder;
(10) source of interest payments;
(11) the ability of the corporation to obtain loans from outside lend-

ing institutions;
(12) the extent to which the advance was used to acquire capital

assets; and
(13) the failure of the debtor to repay on the due date or to seek a

postponement. 0

After considering these factors the court concluded that it was the
intent of all parties concerned for the directors to make the cash ad-
vances for temporary working capital needs. Although the bank needed
additional capital funds, this was primarily from a working capital
standpoint rather than permanent funds. Banking authorities required
the loan as a showing of good faith on the director's part to insure
proper attention to the bank's operations. Further, the advance was to
be repaid as soon as possible, primarily from surplus created by collec-
tions on loans required by the bank examiners to be charged off, which
was without question not earnings or profits. The court stated that "the
usual indicia of a legitimate indebtedness are not present."', However,
the manner in which the transaction was handled was primarily dictated
by the state and federal banking authorities, "who were successful in
imposing a less than arm's-length bargain on the directors.""

In Plantation Patterns, Inc. v. Commissioner13 the Tax Court recog-
nized that intangible assets not reflected on the balance sheet may have
a bearing on the ability of the corporation to pay its debts. However,
the taxpayer had not demonstrated the relationship of the shareholder's
business skills to the financial ability of Plantation to pay its debts with
the requisite specificity sufficient to alter the debt-equity ratio analysis.
The taxpayer contended that the record amply demonstrated the finan-
cial genius of the shareholder who commanded a company with assets
of $11 million and annual gross receipts of over $10 million. Further, the
shareholder was a director of several successful corporations, a bank,
and two insurance companies.

20. Id. at 402.
21. Id. at 410.
22. Id. at 411.
23. 462 F.2d 712 (5th Cir. 1972).
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However, the Fifth Circuit refused to follow decisions of the Ninth
Circuit 4 where the intangible financial skills of a corporate shareholder
were considered for purposes of computing the corporation's debt-
equity ratio in determining whether shareholder advances and guaran-
tees of corporate debt constituted equity rather than debt for income tax
purposes. The court concluded that "intangible assets such as those
claimed . . . have no place in assessing debt-equity ratio unless it can
be shown by convincing evidence thatthe intangible asset has a direct
and primary relationship to the well-being of the corporation."25 Intan-
gible assets sought to be valued must be something more than the nor-
mal financial and business skills possessed by normal corporate man-
agement. The Fifth Circuit did state that it was not holding that "intan-
gible assets are never a proper consideration in assessing debt-equity
ratio,"2 although the courts should proceed cautiously in attempting to
value any such intangible assets.

Other equity factors were present. A substantial portion of the loans
were used to acquire capital assets. Guarantees of the shareholder were
the "real undergirding for the deal." z The fact that the debts were paid
on time was not considered significant. "The transaction must be judged
on the conditions that existed when the deal was consummated, and not
on conditions as they developed with the passage of time."28

Constructive Dividends

In Sammons v. Commissioner29 the "purpose test" and the "distribu-
tion test" were applied to resolve the constructive dividend issue in a
vertically integrated corporate arrangement. The taxpayer owned 99 per
cent of Reserve Life Insurance Co. which in turn owned a substantial
interest in Standard Steel Works, Inc. The taxpayer had guaranteed a
bank loan to Aero-Test Equipment Co., which was owned by Standard.
In consideration of the guaranty, Standard indemnified Sammons for
any losses he might incur. When Aero encountered financial difficulties
and was unable to repay the loan, Reserve and other life insurance
companies controlled by Sammons transferred approximately $1.2 mil-
lion to Aero for Aero's preferred stock. Of this amount approximately
$1.1 million was paid to Sammons in satisfaction of the note to him

24. Murphy Logging Co. v. United States, 378 F.2d 222 (9th Cir. 1967).
25. 462 F.2d at 723.
26. Id.
27. Id. at 722.
28. Id. at 723.
29. 31 Am. Fed. Tax R.2d 73-497 (5th Cir. 1972).
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which had been substituted for his guaranty of Aero's bank loan and in
satisfaction of Aero's other obligations which he had acquired by a
discount purchase from other creditors.

The taxpayer contended that the "purpose test" was not satisfied if
at least some business related justification for the distribution could be
shown and that any valid business purpose would be sufficient to over-
come the Commissioner's determination. However, where it is shown
that the corporate distribution was made primarily for the benefit of the
taxpayer, then a subordinate business justification would not cause the
transaction to be re-characterized.

Under the "distribution test," a transfer of funds can be a construc-
tive dividend only if "(1) the funds are diverted away from the parent-
subsidiary corporate structure and come within the control of the stock-
holder, and (2) no adequate consideration from the diversion passes
from the stockholder to the corporation, i.e. there must be a net distri-
bution." 0 The Commissioner urged that this general rule did not apply
where a fiscally sound parent transfers funds to an insolvent subsidiary
to pay debts of the subsidiary to shareholders of the parent. However,
the court apparently found sufficient justification for this transfer due
primarily to the indemnity obligation of Standard which was removed
by the payment of Aero's debt to Sammons. Thus, the court held that
the insolvency argument of the Commissioner did not apply to so much
payment in satisfaction of the taxpayer's claim to indemnity, but did
apply to so much of the payment as related to the discounted debt
obligations of Aero which were not subject to the indemnity agreement.

The court remanded the case to the Tax Court to determine what part
of the contribution by Reserve to Aero is more analogous to the transfer
of funds between brother-sister corporations than to a transfer between
vertically integrated corporations. This was necessary since Reserve
owned approximately 77 per cent of the stock of Standard and Sam-
nmons owned approximately 13 per cent of the stock of Standard. Thus,
a portion of the amount received by Sammons even though in payment
of his indemnity claim against Standard could be a constructive divi-
dend to Sammons. The Fifth Circuit also stated that the Tax Court
could consider any such benefit only incidental to Sammons and not the
proper subject for the application of the constructive dividend rule.

A bargain sale of corporate properties to the non-shareholder chil-
dren of a shareholder in direct proportion to the shareholder's interest
in the corporation was held to be a constructive dividend to the share-

30. Id. at 73-500.
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holder in Green v. United States." Under the assignment principal, the
dividend cannot escape taxation "simply because it fails to pass through
the hands of the particular taxpayer when "the dividend is diverted at
the behest of the shareholder into hands of others. 32

The court resolved the issue of the required degree of control over
corporate actions necessary to justify constructive dividend treatment.
The court held that "the appropriate test for determining control over
corporate action, in the present context, is whether the taxpayer has
exercised substantial influence over the corporate action whose tax con-
sequences are at issue. The inquiry is factual . . . . "3 The control
necessary was determined to be "something less than a shareholder
having the legal 'right' to purchase corporate property at a reduced price
or to compel payment of income to himself or another; something less
than a shareholder having the legal 'power' to control corporate ac-
tions. ' 34 The appropriate circumstances to consider in determining the
legal control necessary included, but were not limited to: taxpayer's
shareholdings, his relation to the corporation as an officer and director,
relationship of the recipient to the corporation and the relationship of
the recipient to the taxpayer.

Green owned 7.90571 per cent and his wife owned 2.83795 per cent
of the outstanding stock held by 22 shareholders. Green was president
and director of the corporation. "He was therefore in a key position to
exercise great influence over sales of corporate property simply by virtue
of his corporate office and membership on the board. ' 3

1

The court stated that this "substantial influence" approach was fully
compatible with its prior decisions and with decisions of the Tax Court.
Prior cases, particularly Hodgins v. Commissioner,3 6 did not hold that
a controlling corporate interest or unquestioned power to compel pay-
ment of income was a prerequisite to a constructive dividend treatment.

Allocation of Income

The Treasury's final regulations under section 482 were promulgated
in 1968. Treasury Reg. § 1.482-(2)(e) determines the standards to be
used for sales of tangible property. The Fifth Circuit 37 has ruled that a

31. 460 F.2d 412 (5th Cir. 1972).
32. Sammons v. United States, 433 F.2d 728, 730 (5th Cir. 1970).
33. 460 F.2d at 420.
34. Id.
35. 460 F.2d at 421.
36. 34 P-H Tax Ct. Mem. 65,225 (1965).
37. Lufkin Foundry & Mach. Co. v. Commissioner, 468 F.2d 805 (5th Cir. 1972).
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related group of corporations must show that the allocation of profits
was justified under one of the methods contained in those regulations
even though the transactions occurred in 1961 and 1962, prior to the
adoption of the final regulations.

The regulations 38 specify three methods by which an arm's-length
price is determined. These are the comparable uncontrolled price
method, resale price method and cost plus method. Further, the regula-
tions 39 state that where one of the three methods is applicable, the
taxpayer can avoid its application only by demonstrating that some
other pricing method is clearly more appropriate. In Lujkin the specific
question was whether any quantum of evidence relating to the tax-
payer's internal transactions with his own subsidiaries would be suffi-
cient to establish arm's-length dealing between them. The Tax Court40

had held that the evidence introduced by Lujkin prepared by its indepen-
dent certified public accountant relating to the reasonableness of the
discounts commissions was sufficient to overcome the Commissioner's
presumption of correctness.

However, the Fifth Circuit disagreed. The Fifth Circuit's reading of
the regulations requires that evidence of transactions of uncontrolled
companies unrelated to the taxpayer must necessarily be presented. In
so holding, the Court stated:

No amount of self-examination of the taxpayer's internal transac-
tions alone could make it possible to know what prices or terms unre-
lated parties would have charged or demanded. We think it palpable
that, if the standard set by these unquestioned regulations is to be met,
evidence of transactions between uncontrolled corporations unrelated
to Lufkin must be adduced in order to determine what charge would
have been negotiated for the performance of such marketing services.,,

Further, under the latest authority as enunciated by the Supreme
Court,42 it is "obvious that a court cannot discern whether a disparity
in tax treatment exists if it has only evidence of what has occurred in
control situations. ' 43

Since Lufkin had not shown that any of the three methods contained
in Treasury Reg. § 1.482-2(e) were inapplicable, nor that another or

38. Treas. Reg. § 1.482-2(e)(I)(ii) (1968).
39. Treas. Reg. § 1.482-2(e)(1)(iii) (1968).
40. 40 P-H Tax Ct. Mem. 71,101 (1971).
41. 468 F.2d at 808.
42. Commissioner v. First Sec. Bank, 405 U.S. 394 (1972).
43. 468 F.2d at 808.
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more appropriate method ought to be used, the Fifth Circuit remanded
the case to the Tax Court to adduce the proper evidence.

SUBCHAPTER "S" CORPORATIONS

Election

"A taxpayer cannot simply enter a telephone booth and change into
a Subchapter S suit . . . [and] leap tall tax requirements at a single
bound."44 In construing a contractual arrangement whereby (1) a tax-
payer purportedly agreed to purchase all the stock of a subchapter "S"
corporation, (2) shares continued to be registered in the names of the
former owners, (3) the shares would be placed in escrow pending full
payment, and (4) the taxpayer receives the irrevocable proxies authoriz-
ing him to exercise full voting rights during the escrow period, the Fifth
Circuit found that the taxpayer held sufficient incidents of ownership to
make him sole shareholder of the corporation although formal title to
the stock did not pass to the taxpayer until the full purchase price was
paid and the escrow terminated. Since the taxpayer did not file the
requisite written consents electing subchapter "S" status, the corpora-
tion was a normal corporation and all dividends which were paid to the
sellers as part of the purchase price were taxable to the purchaser as
constructive dividends.

The agreements establishing the schedule of payments and escrow
arrangement were merely the seller's way of protecting continuing pay-
ments of the purchase price. The language of the agreements strongly
indicates that the conditions of the contracts were not conditions preced-
ent. The court stated that the agreements more closely approximated
a conditional sale with the condition subsequent that sellers could re-
trieve their stock if the corporation failed to make a designated profit
and if the taxpayer refused to comply with the terms of his guarantee.

Passive Income

Termination of subchapter "S" status is effected if more than 20
percent of a corporation's gross receipts is from a prohibited class of
income. Prior to its amendment in 1966, the caption of section
1372(e)(5) read "Personal Holding Company Income." Where a finance
company was admittedly not a personal holding company, the Fifth
Circuit45 held that any interest received by it was not within the prohib-

44. Pacific Coast Music Jobbers, Inc. v. Commissioner, 457 F.2d 1165, 1166 (5th Cir. 1972).
45. House v. Commissioner, 453 F.2d 982 (5th Cir. 1972).
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ited class of income so that its subchapter "S" status was not termi-
nated. The statute now reads that subchapter "S" status will be termi-
nated if a corporation has gross receipts "more than 20% of which is
passive investment income.""

The Commissioner had attempted to argue that the words "personal
holding company" and "passive investment" were to be ignored, and
that only the word "interest" had any meaning. However, the court was
of the view that the words "personal holding company income" and
"passive investment income" were deliberately employed by Congress
to make clear its legislative purpose and that the word "interest" could
not be read in isolation. Although sub-headings on the respective sec-
tions of the statute will not be read to destroy the clear meaning of the
statute, it is proper to consult headings and the section's content to
derive a complete, common, clear and total meaning of the statute.

In the Tax Court,47 the taxpayer had argued that the repayments of
principal should be included in the term "gross receipts," and that its
loan acquisition charges were not interest. The Tax Court held that the
acquisition charges were interest. This amount, included with other
items of interest, exceeded 20 percent of gross receipts even if principal
repayments were included in gross receipts. For this reason, the Tax
Court specifically refrained from expressing an opinion with respect to
the inclusion of principal repayments in gross receipts.

Although the court did not reach the issue, the taxpayer contended
that the Tax Court had erred in failing to find that the term "gross
receipts" within the meaning of section 1372(e)(5) included repayment
of principal. The Fifth Circuit merely stated that if the Tax Court had
ruled correctly regarding the meaning of the term "interest," its finding
on this issue would also have been correct.

One Class of Stock

In two cases decided on the same day but by different panels of
judges, the court held regulation 1.1371-1(g) invalid. In Shores Realty,
the initial capitalization was $600. Advances from two of four stock-
holders and a corporation controlled by two of the stockholders
amounted to $58,000. These advances were carried on the books as
loans, and demand notes were issued with interest at 6 per cent. Under

46. INT. REV. CODE OF 1954 § 1372 (e)(5).
47. Jasper L. House, Jr., 39 P-H Tax Ct. Mem. 70,125 (1970).
48. Shores Realty v. United States, 468 F.2d 572 (5th Cir. 1972); Amory Cotton Oil Co. v.

United States, 468 F.2d 1046 (5th Cir. 1972).
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Treasury Reg. § 1.1371-1(g) the Commissioner determined that the
advances constituted equity and a second class of stock. The district
court49 concluded that the advances did not constitute a second class of
stock.

In affirming the district court, the Fifth Circuit stated that it was
unnecessary "to inquire into the evidentiary basis" for the district
court's finding that the advances were bona fide indebtedness "because
we believe that the 'debt-equity' analysis frequently employed in income
tax cases is not applicable to this case."50 There is no legislative history
of the one class of stock criterion which indicates any concern for the
"debt versus equity" capitalization problem.

The court also expressly rejected the regulation's proportionality
standard finding "no support for the proposition that 'dispropor-
tionality' was intended by Congress to transform what the principals to
the corporation denominated debt obligation into preferred stock."15 1

Congress did not impose any proportionality requirement on loans and
advances to the corporation by its shareholders.

The advances in Amory had been made over a period commencing
in 1927 and extended to the early 1960's. The district court,5" without a
jury, found in favor of the taxpayer, holding that the loans should be
recharacterized as equity but that they did not constitute a second class
of stock. The Fifth Circuit panel expressly rejected "the concept that
the debt-equity distinction has no relevance to the subchapter S corpora-
tion and that as a matter of law recharacterization of debt to equity may
not be employed for the subchapter S corporation. '5 3

Recharacterization of debt arose in connection with the efforts of
regular corporations to avoid double taxation by paying interest rather
than dividends. Although a subchapter "S" is designed to avoid double
taxation, "there are a number of ways in which a subchapter S corpora-
tion can use debt obligations for the purpose of tax avoidance. . . .A
bar on inquiry into whether debt is what it purports to be may impinge
on elimination of schemes that serve no legitimate purpose."54

Standards for finding second classes of stock were enunciated in
Amory Cotton Oil as follows:

(1) [T]he general purpose of the subchapter S is to "permit small

49. 27 Am. Fed. Tax R.2d 71-679 (S.D. Fla. 1971).
50. 468 F.2d at 576.
51. Id. at 577, 578.
52. 320 F. Supp. 951 (N.D. Miss. 1970).
53. 468 F.2d at 1050.
54. Id.
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businesses to select a form of organization without the necessity of
taking into account major differences in tax consequences."
(2) The statutory framework envisions stockholder loans to the sub-
chapter S corporation."
(3) the particular use of debt . . .whether in a specific instance it
serves a purpose within the contemplation of subchapter S.s5

Applying these tests to the case at bar, the court held that the district
court did not err in concluding that the notes, though representing capi-
tal, were not a second class of stock.

The Amory panel expressly rejected the Seventh Circuit's view in the
Portage Plastics56 decision. The Portage decision rested "upon what is
considered to be an imperative necessity for identity of rights and inter-
est between holders of stock and holders of debt interests, which in turn
rests upon the policy of avoiding difficulties of allocation of earnings
and losses." 7 The Amory panel could not accept "this focus upon a
single policy which gives no room for consideration of Congress' recog-
nition that subchapter S corporations will often have limited capital and
must borrow, and its apparent intention that borrowing from stockhold-
ers may occur without causing a loss of the special tax status."" Fur-
ther, the proportionality standard, as a saving factor, is not "to be
elevated to the status of a sine qua non for all cases.""9

Upon rehearing, the Seventh Circuit 0 reversed itself and is now
aligned with the Fifth Circuit decisions. Although the advances in
Portage were contributions to capital, the criteria to determine the debt
versus equity question in other contexts is not suitable for purposes of
section 1371 (a)(4).

OTHER INCOME TAX ISSUES

Deductions

Alleged loans created by borrowing against the guaranteed annual
return of a life insurance policy were held to be without economic
substance or business purpose, and so-called interest payments thereon
were held to be non-deductible as interest or as a business expense or
as an expense paid for the production of income."' In Salley, the tax-

55. Id. at 1051, 1052.
56. Portage Plastics Co., Inc. v. United States, 30 Am. Fed. Tax R.2d 72-5229 (7th Cir. 1972).
57. 468 F.2d at 1053.
58. Id. at 1053-54.
59. Id. at 1054.
60. Portage Plastics Co., Inc. v. United States, 31 Am. Fed. Tax R.2d 73-864 (7th Cir. 1973).
61. Salley v. Commissioner, 464 F.2d 479 (5th Cir. 1972).
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payer purchased a $20,000 life insurance policy for an annual premium
of $26,000. The policy carried a guaranteed annual return of $25,000.
Instead of claiming the guaranteed annual return, the taxpayer "bor-
rowed" the amount of returns. The court, relying on the interpretation
given section 163(a) in Knetsch v. United States,"2 held that the so-called
loans were without economic substance and neither the life insurance
company nor the taxpayer received any substantial new funds from this
premium-loan duet.

The court distinguished Campbell v. Cen-Tex, Inc.6" where the court
concluded that similar transactions demonstrated economic substance
since the prepayment of premiums allowed additional death benefits and
larger loan values to the policies.

Following the rationale of the Ninth Circuit's decision in Feldman v.
Wood,64 the court held 5 that the taxpayer was entitled to a deductible
loss for income tax purposes for the demolition of a building owned by
the taxpayer but demolished by the tenant under the terms of the lease
which permitted, but did not require, the tenant to destroy the building.
Further, the lease did not require replacement of the buildings or any
compensation to the taxpayers. The court stated that this decision was
not inconsistent with its decision in Holder v. United States" where the
taxpayer was not entitled to a loss deduction because the lease required
the tenant to replace the buildings.

Perennial issues of business versus non-business bad debts for a tax-
payer who is supposedly in the business of organizing, promoting and
managing corporations were decided against the taxpayer in Miles Pro-
duction Co. v. Commissioner.7 The Supreme Court," in reversing the
Fifth Circuit's decision in United States v. Generes," adopted the
"dominant" motivation test rather than the "significant" motivation
test of the Fifth Circuit in Generes.

A deductible loss was realized by accrual method taxpayers in the
year in which the contract of sale was entered into rather than the later
year when the bill of sale was delivered and the sales price was actually
paid since the liability of parties was fixed and the amount of liability

62. 364 U.S. 361 (1960).
63. 377 F.2d 688 (5th Cir. 1967).
64. 335 F.2d 264 (9th Cir. 1964).
65. Hightower v. United States, 463 F.2d 182 (5th Cir. 1972).
66. 444 F.2d 1297 (5th Cir. 1971).
67. 457 F.2d 1150 (5th Cir. 1972).
68. United States v. Generes, 405 U.S. -_, 92 S.Ct. 827 (1972).
69. 427 F.2d 279 (5th Cir. 1970).
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was either readily ascertainable or determined with reasonable accuracy
in the earlier year.70 The only condition in the contract of sale was for
the buyer to reach a lease agreement with the land owner. Since this
condition was fulfilled in the earlier year, liability of the parties was
fixed at that point. The court followed its earlier decision in Frost
Lumber Industries, Inc. v. Commissioner,7' wherein it was stated that
"where the taxpayer's books are kept on an accrual basis, where the
amount is reasonably certain in fact and determinable in amount, it may
be treated as a gain or a loss even though the exact amount may not
have been precisely ascertained."" Further, the court stated that actual
sale closing in a later year was a formality rather than an event which
fixed the liability of the parties.7 1

Capital Gains

Sale of minerals in place for a specified sum per acre was held to be
taxable as capital gains in Rhodes v. United States.7' The taxpayer
entered into an agreement "to grant, bargain, sell, assign, convey, trans-
fer and set over unto"75 its wholly owned corporation all merchantable
brick clay deposits in fee simple at a purchase price of $7,500 per acre.
The contract clearly contemplated a sale of the deposits and not a lease,
and, more importantly, the purchaseprice was not dependent on extrac-
tion of minerals nor was there any guaranty of the presence of mer-
chantable brick clay deposits of any specific quantity on any particular
tract.

The court followed its decision in Crowell Land & Mineral Corp. v.
Commissioner7 and distinguished the case from Albritton v.
Commissioner,7 7 Wood v. United States7 and Rutledge v. United
States.79 In each of the three latter cases, payment was either a percen-
tage of the retail sales value or a set amount per cubic yard of minerals
removed which was to be paid periodically throughout the life of the

70. Snider v. Commissioner, 453 F.2d 188 (5th Cir. 1972).
71. 128 F.2d 693 (5th Cir. 1942). See also Gillis v. United States, 402 F.2d 501, 506 (5th Cir.

1968).
72. 128 F.2d at 694.
73. The Fifth and Ninth Circuits have now decided this issue in favor of the taxpayer whereas

the Seventh and Eighth Circuits have decided it for the government.
74. 464 F.2d 1307 (5th Cir. 1972).
75. Id. at 1309.
76. 242 F.2d 864 (5th Cir. 1957).
77. 248 F.2d 49 (5th Cir. 1957).
78. 377 F.2d 300 (5th Cir. 1967).
79. 428 F.2d 347 (5th Cir. 1970).
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agreement with a guaranteed minimum monthly royalty payable in ad-
vance.

The record did not indicate that the relationship of the taxpayer to
their wholly owned corporation made the payment dependent on extrac-
tion. "Where the contract on its face clearly divorces payments from
extraction, and where nothing else indicates the dependence of the for-
mer upon the latter, the mere relatinship of the parties inter sese cannot
supply the necessary relationship between payments and extraction.""0

Therefore, the transaction under discussion did not constitute a lease,
rather it constituted a valid sale of minerals in place.

Valuation of Mineral Interests

In connection with the determination of an alleged constructive divi-
dend arising from the sale of remainder interests in certain oil fields of
a corporation, the appropriate method of valuing mineral interests was
considered by the court in Greene v. United States.8' Treasury
Reg. § 1.6112(d) specifies that the analytical appraisal methods of val-
uation, such as the present value method, should not be used if the value
of the property can be determined based on actual costs and compara-
tive sales. Taxpayers introduced evidence of other comparable sales in
the general locality. The government's appraisal expert disputed the
validity of the taxpayer's comparable sales and testified that he would
value the mineral interests by means of the present value method. The
district court8" allowed the question of proper valuation to be submitted
to the jury on generalized instructions. These instructions failed to give
adequate recognition to the Commissioner's own regulations since it
allowed the jury to determine whether the analytical method was more
reliable than the comparative sales method. The regulations require that
the comparative valuation method must be determined not to be reason-
ably reliable before consideration can be given to the analytical method.

The case was remanded since the jury could have determined from
the instructions given that the comparative value was a reasonable
method of appraisal and yet to reject it as a means of determining the
value of the mineral interests. Further, the jury was never given a chance
to determine whether the difference in size rendered the prior sales non-
comparable to the sales in question.

80. 464 F.2d at 1312.
81. 460 F.2d 412 (5th Cir. 1972).
82. Central Oil Co. v. United States, 27 Am. Fed. Tax R.2d 71-410 (S.D. Miss. 1970).
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ESTATE AND GIFT TAXES

Gross Estate

Proceeds of a life insurance policy were excluded from decedent's
gross estate in a community property situation where decedent com-
pleted a "third-party ownership" form wherein he transferred all his
right, title and interest to the insurance and every incident of ownership
thereof to his wife even though that instrument did not contain the
words "for the use and benefit of her separate estate.""3 The decedent
here was forced "to make a conscious decision between irrevocably
assigning all his rights, title and every incident of ownership to Mrs.
Parson, or expressly retaining ownership and naming a beneficiary." '84

Completion of the third-party ownership form was an assignment or
deed of gift and constituted a positive affirmative act which clearly
expressed an intention to make a gift of the policies.

The second issue in Parson involved the estate tax treatment of four-
teen life insurance policies purchased prior to the decedent establishing
residence in Texas. The executor included one-half of the proceeds in
the gross estate tax return. However, the Commissioner determined that
the full amount of the proceeds were includable in the gross estate less
a deduction for one-half of the premiums paid with community funds.
The district court85 applied a tracing principle and included in the dece-
dent's gross estate only the portion of the proceeds applicable to the
premiums paid with community funds. The court examined the Texas
law and determined that a Texas court would follow the so-called "in-
ception of title rule." Under the inception of title rule, property acquired
prior to establishing residence in a community property state retains its
character of ownership subject to the community's right of reimburse-
ment. Thus, the Commissioner's assessment was upheld as to this issue.

The reasoning of the Parson case regarding the effectiveness of as-
signments of life insurance policies in a community property state was
followed in Bintliff v. United States.8" In Bintliff the decedent purchased
a whole life policy in 1955. Two term policies purchased in 1957 and
1958 were converted in 1961 to one whole life policy. On all policies
decedent's wife was designated as the "owner." From 1955 to 1960 the
wife paid the premiums from her separate income from her architecture

83. Parson v. United States, 460 F.2d 228 (5th Cir. 1972).
84. Id. at 231.
85. Parson v. United States, 308 F. Supp. 1159 (E.D. Tex. 1970).
86. 462 F.2d 403 (5th Cir. 1972).
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partnership. However, beginning in July, 1960, premiums on the policies
were paid from the business bank account of the decedent. Further, in
June, 1963, approximately three months before his death, decedent and
his wife assigned one of the policies as collateral security for a bank
loan. One-half of the debt was deducted from the decedent's gross es-
tate. The district judge 7 held that one-half of the proceeds was not
includable in the decedent's estate but that one-half of the premiums
paid on the policies from 1960 to 1963 was includable in the decedent's
gross estate as premiums paid in contemplation of death.

The district court was correct in including only one-half of the prem-
iums paid by the decedent from 1960 to 1963 since "[i]t is settled law
in this court that the premiums paid in contemplation of death, not the
whole of the life insurance proceeds, are includable in the decedent's
gross estate under Section 2035. ' '

81

However, the district court was reversed on the grounds that the
assignment of the policy as collateral for debt legally binding upon the
other beneficiary and enforceable against the estate required the inclu-
sion of one-half of the community debt in the decedent's gross estate
under section 2042(1). Proceeds of the policy were not taxable under
section 2042(2) since the decedent's act of cosigning the assignment of
his wife's insurance policy to the bank as security for the community
loan was not sufficient to attach an incident of ownership in the policy
to the decedent.

In Keeter v. United States, 9 decedent's husband died in 1930 the
owner of an insurance policy on his life in the amount of $100,000. In
1926 decedent's husband had elected a settlement option whereby insur-
ance proceeds would be held under four identical contracts issued to
decedent and their daughters in equal shares. Decedent was to receive
the interest on her share of the proceeds for life and the principal and
accrued interest from the proceeds were to be paid to the executors or
administrators of the decedent after death. Decedent died leaving a will
which stated in part that "any property over which [she might] hold the
power of appointment or distribution" was to be devised in equal por-
tions for her daughters. In this situation the court held that the decedent
had a general power of appointment for estate tax purposes which was
exercised by the above quoted provision in her will. The general power

87. Bintliff v. United States, 329 F. Supp. 1356 (E.D. Tex. 1971).
88. 462 F.2d at 406.
89. 461 F.2d 714 (5th Cir. 1972).
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of appointment, created before October 21, 1942, was includable in he
gross estate of the decedent since it was exercised. 0

Section 2041(b)(l) defines a general power of appointment as "a
power which is exercisable in favor of the decedent, his estate, his credi-
tors or the creditors of his-estate." This power is regarded as a general
power even though the method of exercising it may be restricted.

The executor argued that the decedent did not receive the unrestricted
power to dispose of the insurance proceeds solely from the settlement
option. The power to distribute the funds came from the laws of Florida
which empowered the decedent to make a will.

However, the court stated that

[t]he settlor "created" a general power of appointment, for estate tax
purposes, when he elected to place the residuum of the insurance pro-
ceeds into a position from which the decedent could appoint freely and
without restriction. The fact that the position chosen by the donor was
one formed by a previously-existing legal right of the decedent donee,
in this case the statutory right to make a will, does not vitiate at all
the practical and realistic consequences of the original grant from the
settlor.11

The court noted that the Seventh Circuit, 2 under substantially similar
facts, upheld the taxpayer. Since the court could not distinguish the
Dallman case on its facts, the court disagreed with the Seventh Circuit
on the law stating:

In essence, we hold that there is no substantive difference between
directly granting the power to dispose of property and placing that
same property in such a position that the donee is able to dispose of it
to her benefit by means of some power that existed prior to or separate
from the settlor's grant. 3

In both Dallman and Keeter, the settlors granted absolute powers of
appointment to the donees subject only to the proviso that the donees
exercise the power by means of a will. Thus the settlors simply put the
proceeds into a receptacle from which the donee could appoint, but it
was the action and the power of the donees that disbursed the funds.

Deductions

Under a separation agreement a husband was to pay a wife $1,500 per

90. INT. REV. CODE OF 1954, § 2041(a)(1).
91. 461 F.2d at 718.
92. Second Nat'l Bank v. Dallman, 209 F.2d 321 (7th Cir. 1954).
93. 461 F.2d at 719.

[Vol. 24



FEDERAL TAXATION

month as alimony until her death or remarriage. Further, if the husband
predeceased the wife, payments were to be continued by his estate. The
agreement recited the obligation of the husband to establish a testamen-
tary trust directing the trustees to distribute from the testamentary trust
the difference between the amount distributed from the inter vivos trust
and $1,500. Under a previously established irrevocable inter vivos trust,
the trustees had full discretionary power to distribute the principal in-
come of the trust to the wife, or to the decedent's descendants or to
accumulate the trust income.

The husband predeceased the wife and his executors deducted from
the gross estate the commuted value of the promise to pay $1,500 to a
woman of his wife's age until her death or remarriage. The district
court"4 held that consideration for the husband's obligation was the
relinquishment by the wife of her support rights which constituted full
and adequate consideration under sections 1043 and 2053. Since under
Georgia law the wife's right to support may be satisfied by periodic
payments, the finding in the district court was not clearly erroneous. 5

Upon the trial the government had attempted to amend the pre-trial
order to permit proof that the value of the estate's obligation was con-
tingent and thus nondeductible since it was uncertain and unascertaina-
ble. The trustees of the inter vivos trust could distribute the entire $1,500
in one month to the wife leaving no obligation upon the testamentary
trustees. The trial judge denied the motion as untimely. Although the
trial judge is vested with broad discretion, the interest of justice and
sound judicial administration requires amendment of the pre-trial order
where no substantial injury will be occasioned to the opposing party.
The case was remanded to the district court so that evidence might be
admitted regarding valuation of the estate's obligation.

Transfers Subect To Gift Tax

In Kaufman v. United States," community funds were used to pur-
chase life insurance policies on the decedent. Beneficiaries were desig-
nated at the time of the purchase of the policies. Upon his death the wife
received approximately two-thirds of the insurance proceeds and two
daughters received the remaining one-third. The Commissioner and the
district court held 7 that upon decedent's death, the wife made a taxable

94. Sherman v. United States, 334 F. Supp. 1311 (N.D. Ga. 1971).
95. Sherman v. United States, 462 F.2d 577 (5th Cir. 1972).
96. 462 F.2d 439 (5th Cir. 1972).
97. Kaufman v. United States, 338 F. Supp. 23 (W.D. La. 1971).
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gift of one-half of the amount paid to the daughters. The Chase
Manhattan" rule prohibits the constructive presumption of a gift where
the wife receives more than her share of the total community insurance
proceeds. The Chase Manhattan rule would only apply where the surviv-
ing spouse in a community property state received less than her share
of community property. Some other evidence of donative intent must
be introduced in order to assess a gift tax where the surviving spouse
receives at least or more than her share of the community property.

Gift Tax Exclusions

Under section 2503, gift tax exclusions are allowed for gifts in trust
to minors where the corpus and undistributed income of the trust are
distributed to the beneficiary when he attains 21 years of age. The trust
instruments in question provided that the corpus and undistributed in-
come were to be distributed to the beneficiary when he attained 35 years
of age. The taxpayer attempted to argue that the attorney's typist inad-
vertently typed the wrong age. Upon receipt of the notice from the
district director that the instruments did not qualify for the gift tax
exclusion the instruments were retroactively amended to qualify under
section 2503(c). The Tax Court" held the taxpayers failed to prove the
original intent was to distribute the corpus and undistributed income
when the beneficiaries attained age 21. The Fifth Circuit'"" could find
no reason to overrule the Tax Court's findings, particularly in light of
the silence of the taxpayer's attorney who had personal knowledge of
the reason for the omission of the critical language. There was, there-
fore, substantial doubt as to whether the amendment in fact incorpo-
rated the original intent of the donor.

CRIMINAL AND OTHER NON-SUBSTANTIVE MATTERS

Substantial rather than literal compliance is all that is required of a
special agent in giving the Miranda' 0' warnings as required by IRS news
releases 897 and 949.101 Since the defendant was not in custody or other-
wise deprived of his freedom at the time of the interview by the special
agent, or actually compelled or coerced to furnish the statement of
documents, the Miranda warnings were not required.

98. Commissioner v. Chase Manhattan Bank, 259 F.2d 231 (5th Cir. 1958).
99. Era Davis Harris, 40 P-H Tax Ct. Mem. 71,172 (1971).
I00. Harris v. Commissioner, 461 F.2d 554 (5th Cir. 1972).
101. Miranda v. Arizona, 384 U.S. 436 (1966).
102. United States v. Bland, 458 F.2d I (5th Cir. 1972).
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In United States v. Bland,0 3 prior to an interview by a special agent,
the revenue agent had full access to all of taxpayer's books and records
and probably made photocopies of pertinent records. When the special
agent accompanied the revenue agent to the taxpayer's offices, the reve-
nue agent did not introduce the special agent as such. The taxpayer
argued that these records should not be allowed into evidence, asserting
that the presence of the special agent changed the nature of the inquiry
to a criminal matter, and that he was entitled to the full protection of
the Internal Revenue Service guidelines then in force, specifically with
respect to the Miranda warnings. The Fifth Circuit held that the tax-
payer had consented to the release of the records originally to the reve-
nue agent and unless that consent was involuntary the records were
properly admissible. Absent any facts on the part of the special agent
which materially misrepresented the nature of the inquiry, failure of the
agent to warn the taxpayer that the inquiry had changed to a criminal
matter did not result in fraud. Under the doctrine of the Prudden,04 case,
the taxpayer must be able to demonstrate, by clear and convincing
evidence, that the agent's misconduct had affirmatively misled him. The
record indicated that the taxpayer was not misled by the special agent's
silence, for he did not know the difference between a special agent and
a revenue agent. Further, during the initial conference the taxpayer gave
the requested information over the repeated objections of his accoun-
tant.

In meeting its burden of proof in a tax fraud case by use of the net
worth method, the government should not be expected to account with
exactitude; and substantial, although imprecise, proof of under-
statement of income is sufficient to carry the government's burden.'05

Precision in the amount of unreported income is not essential, and
merely demonstrating that substantial amounts of non-tax exempt in-
come were unreported can be enough to establish fraud. "Failure to
prove the full amount of unreported income alleged to exist does not
preclude a finding that there may be a lesser amount of unreported
income, which might support an inference of fraud by clear and convinc-
ing evidence."' 0 6

In sustaining a conviction for willfully signing and filing a false in-
come tax return, the Fifth Circuit'07 held admissible full details of defen-

103. Id.
104. United States v. Prudden, 424 F.2d 1021 (5th Cir. 1970).
105. Lee v. United States, 466 F.2d 11 (5th Cir. 1972).
106. Id. at 17.
107. United States v. Waller, 468 F.2d 327 (5th Cir. 1972).
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dant's long-established fiscal and accounting practices even though the
evidence related to dates and events outside tax years covered by the
indictment. The defense from the outset had been that any omissions
from the tax return were due to inadvertent or careless bookkeeping
practices. The government was merely meeting this contention.

Section 6332(b) provides a method whereby the government may, by
levy instead of foreclosure, obtain from an insurance company the cash
loan value of a delinquent taxpayer's unmatured life insurance policy
in satisfaction of an outstanding tax lien. The date for the satisfaction
of the levy is 90 days after the service of the notice of the levy. In United
States v. Prudential Insurance Co. of America,' prior to the expiration
of the 90 day period, the insured allowed the policy to lapse. Under its
terms, the insurance policy was automatically extended as paid up term
insurance which, as specifically provided in the policy, did not have any
cash value. Thus, although there was cash value in the policy on the day
of levy, there was no cash value on the date provided for satisfaction.
The Fifth Circuit upheld the insurance company's denial of any amount
subject to payment on the ground that section 6332 and section 6331
did not constitute an obligation to pay the cash value on the day of levy
but to pay the amount specifically provided by section 6332 90 days
after notice of levy. Under section 6332 the amount the government
could seize was limited to the amount the insured could obtain from the
insurance company within 90 days after notice of levy.

108. 461 F.2d 208 (5th Cir. 1972).
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