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I. INTRODUCTION

"Students of federal taxation agree that the tax system suffers from delay in
getting the final word in judicial review, from retroactivity of the decision
when it is obtained, and from the lack of a roundly tax-informed viewpoint
ofjudges.,,1 - Justice Robert H. Jackson

The Fifth Circuit's tax decisions between June 1,2001 and May 31,2002
amply illustrate the first and third parts of Justice Jackson's comment. Given

* Associate Professor of Law, Texas Tech University School of Law, 2001. B.A., Haverford
College, 1982; J.D., University of Virginia, 1987; M.A., University of Virginia, 1988; LL.M., Columbia
University. 1993,

I. Jeffery L. Yablon, As Certain as Death-Quotations About Taxes (Expanded 2000 Edition),
86 TAX NOTES 231, 258 (2000) (quoting Justice Robert H. Jackson).
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that the Supreme Court takes so few tax cases each year, the circuit courts are,
as a practical matter, the "final word" in judicial review. In the Fifth Circuit,
at least for this survey period, that meant an average time of 695 days, or just
over two years, between the entry of the lower court's decision and the entry
of the Fifth Circuit's review.

As with most litigation, tax litigation comes down to substance and
procedure. By "substance" I mean controversy over the proper amount oftax.
By "procedure" I mean litigation over the proper process of enforcing the
Internal Revenue Code (the "Code"), either through, criminal prosecution or
through civil examination or collection. Five of the thirteen federal tax
opinions issued by the Fifth Circuit during this survey period concern
substance; eight concern procedure.

Both the substantive and procedural law of taxation are complex. As is
typical when faced with complexity, the cases exhibit a strong desire to
simplify. Unfortunately, it is often simpler to focus on form and avoid
substance. As this article discusses, this seems to be the tendency ofthe Fifth
Circuit during this survey period, particularly in the five substantive cases.

I have summarized the cases for this survey period in Table 1. The top
five cases are the ones I label as substantive, and I separate them from the
other procedural cases with a heavier, darker line. Viewed one way, the Fifth
Circuit seems to disagree with the Tax Court on almost all matters. Viewed
another way, however, the Fifth Circuit simply appears to review the
substantive cases more carefully than it does the procedural cases. This article
suggests that the former is the correct view. Moreover, as I hope to show, this
is no ill reflection on the Tax Court. Instead, it reflects the last part of the
Justice Jackson quote from above: one could wish that the Fifth Circuit judges
would acquire a more "roundly tax-informed viewpoint.,,2

TABLE 1

Case Appeal Days Appellant Main Subject

From On Disposi-

Appeal· tion

Izen S.D. 772 Izen Remand- Bivens

Tex ed

Bishop S.D. un- Bishop Affirmed §§ 7201, 7206

Tex known

Hathcock S.D. un- Hathcock Affirmed Status as Employee or

Tex known Independent Contractor

2. !d.
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*Calculated as days between the entry of the lower court decIsIOn
and entry of the Fifth Circuit decision as reflected in LEXIS
database.

Case Appeal Days Appellant Main Subject

From On Disposi-

Appeal* tion

Compaq Tax 821 Compaq Reversed Economic Substance

Ct. Doctrine

Jameson Tax 952 Jameson Remand- Valuation of Private

Ct. ed Holding Company

Copeland Tax 698 Copeland Reversed § 6621 Penalty Interest

Ct.

Mazurek E.D. 413 Mazurek Affirmed § 7609 Third Party

La. Summons on Behalf of

France

Cheshire Tax 527 Cheshire Affirmed § 60 I5 Innocent

Ct. Spouse Relief

Luongo N.D. 460 Luongo Affirmed § 6402 Offset Powers

Tex. in Bankruptcy

Carney N.D. un- Carney Affirmed Consequence of

Tex known Failing to Respond to

Request for

Admissions

Security N.D. un- Bank Affirmed Commencement of

State Bank Tex known Distribution of an

Estate

Your S.D. 470 Your Affirmed Use of Last Known

Insurance Tex Insur. Address to Send

Needs Needs Checks

Agency Agy.

Payne S.D. 1,145 IRS Remand- Unlawful Disclosure of

Tex. ed Taxpayer Information
. .
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II. SUBSTANTIVE DECISIONS

[Vol. 34:733

liThe law of taxation is more concerned with the substance of economic
opportunity than with classifying legal concepts, and tagging them with
names and labels."l - Justice Benjamin N. Cardozo

As the following cases show, the above statement is not necessarily true
in the Fifth Circuit, particularly in the Compaq and Estate ofJameson cases
discussed below.

A. Izen: Can Easy Cases Make Bad Law?

Case Name: [zen v. Catalina, 256 F.3d 324 (5th Cir. June 2001) (per
curiam).
Appealed From: Unreported Opinion (S.D. Tex.).
Appellant: Taxpayer
Disposition: Affirmed in Part, Vacated and Remanded in Part

Summary: Joe Alfred Izen, Jr. ("Izen"), a tax attorney, sued two Internal
Revenue Service (the "Service") criminal investigators (Terrance Catalina and
James Climer) for four million dollars in damages, alleging myriad
constitutional and nonconstitutional torts.4 Izen made his constitutional
claims under Bivens v. Six Unknown Named Agents ofthe Federal Bureau of
Narcotics.S Only two constitutional claims were relevant to the Fifth Circuit's
opinion: (1) a claim of malicious prosecution and (2) a claim of retaliatory
prosecution.6 Both claims stemmed from a criminal tax investigation and the
resulting four-count indictment for money-laundering.7 The government got
the indictment in 1995, but then dismissed it in May 1996.8 Izen sued,
claiming the criminal investigation and resulting indictment violated (I) his
Fourth Amendment right "to be free from malicious prosecution,"9 and (2) his
right to engage in protected First Amendment conduct without fear of
retaliatory action by the government. 10 The basic thrust of Izen' s complaint
was that the government had no probable cause for the criminal investigation
and that Catalina and Climer were out to get him. 11

3. Id. at 235 (quoting Justice Benjamin N. Cardozo).
4. Izen v. Catalina. 256 F.3d 324. 326 (5th Cir. June 2001) (per curiam).
5. Id. at 327 (citing Bivens v. Six Unknown Named Agents of the Federal Bureau of Narcotics.

403 U.S. 388 (1971».
6. See Id. at 326-27.
7. See Id. at 326.
8. Id.
9. Id. at 327 (quoting Kerr v. Lyford. 171 F.2d 220. 229 (5th Cir. 1999».

10. Id. at 326-27.
II. See Id.
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The district court dismissed the first claim under Federal Rule of Civil
Procedure 12(b)(6).12 In the Fifth Circuit, before one can maintain a Bivens
action for malicious prosecution, one must show a state law cause ofaction for
that tort. 13 Under Texas law, a plaintiff suing for malicious prosecution must
show that (I) the defendant caused or aided, (2) without probable cause and
(3) with malice, (4) the start of a criminal action against the plaintiffwhen (5)
the plaintiff was innocent, and (6) the criminal action terminated in the
plaintiffs favor, but (7) damaged the plaintiff. 14 The district court did not
think that the government's voluntary dismissal of the indictment was a
termination favorable to Izen and so did not meet element six. IS It therefore
did not opine on whether Izen had established the other elements. 16

On the second claim, the district court granted summary judgment to the
government. I? The court held that Izen, to maintain a claim of retaliatory
prosecution, had to prove that the government had no legitimate purpose for
its criminal investigation. 18 The court concluded that Izen could not genuinely
dispute the material fact that the Service investigators had some legitimate
reason for making a criminal investigation against him. 19 Therefore, he could
not possibly prove that the government had no legitimate purpose for the
investigation.20

In a per curiam opinion the Fifth Circuit held that the district court had
applied the wrong legal standards to both claims.21 As to the first claim, the
circuit panel pointed out that under both federal and Texas law, a dismissal of
charges could be a termination in favor of the plaintiff when the termination
was unilateral and not in exchange for something given by the plaintiff in
return, like a plea bargain or testimony.22 It therefore remanded "for
consideration of whether the defendants had probable cause and acted with
malice when prosecuting Izen.'m As to the second claim, the circuit panel
held that Izen did not have to show that a legitimate reason to prosecute was
lacking, but had to show only "that he was 'prosecuted at least in part to
retaliate for constitutionally protected conduct.' ,,24 Thus, even though the
Service had some legitimate reason for its criminal investigation, the court
thought there was "a genuine issue ofmaterial fact as to the reasons Izen was

12. [d. at 328.
13. [d.
14. [d. (citing Taylor v. Gregg, 36 F.3d 453, 455 (5th Cir. 1994».
15. [d.
16. See id.
17. [d.
18. [d.
19. Id.
20. [d.
21. Id. at 328-29.
22. [d. at 328.
23. [d. at 328-29.
24. [d. at 329 (quoting Gates v. City of Dallas, 729 F.2d 343, 346 (5th Cir. 1984».
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investigated and prosecuted.,,25 The court remanded for further case
development.26

Commentary: Asserting a Bivens action is hard to do, particularly against
the Service. Courts generally hold that the constitutional action is unavailable
when the design of a govemmerttal' program demonstrates that Congress
provided adequate remedies for constitutional violations that may occur in the
course of the administration of that program.27 Because the Code provides
extensive remedies for wrongful collection actions and unauthorized
disclosures,28 courts generally do not allow Bivens actions against Service
employees who are engaged in assessing or collecting taxes.29 The remedies
provided, however, concern only abusive assessment and collection actions,
not abusive criminal irtvestigations.30 So Izen had hope ofprevailing under a
Bivens theory. While the district court's ruling snuffed out that hope, the
circuit's ruling gave hope life again, not just for Izen, but for other taxpayers
who otherwise have no way to vindicate their rights.

Justice Stevens once wrote: "The maxim that 'hard cases make bad law'
may also apply to easy cases."31 This case demonstrates that idea. The district

,court's rulings established bad law by making a difficult action against the
government almost impossible to maintain. Given the character of this
plaintiff, however, it is not difficult to sympathize with the district court's
ruling. Izen is hardly a model attorney. He has been repeatedly subject to
discipline for violating rules ofcQnduct by the Arizona Supreme COurt,32 the
Texas Supreme Court,33 the Tax Courtl

34 and the Seventh Circuit,35 Common

25. Jd.
26. See id. at 330.
27. See. e.g.• Scweiker v. Chilicky, 487 U,S. 412, 423 (1988) (Marshall, J., concurring).
28. See, e.g., I.R.C. §§ 7422, 7426, 7429, 1430-33 (2000).
29. See. e.g., Vennes v. An Unknown Number of Unidentified Agents of the U.S., 26 F.3d 1448,

1453·54 (8th Cir. 1994) (rejecting no Bivens action to challenge jeopardy assessment); McMillen v. U.S.
Oep't ofTreasury, 960 F.2d 187, 190·91 (1st Cir. 1991) (rejecting no Bivens action to challenge tax lien);
Wages v. Comm'r, 915 F.2d 1230, 1235 (9th Cir. 1990) (rejecting no Bivens action to challenge levy);
Cameron v. Comm't, 773 F.2d 126, 129 (7th Cir. 1985) (rejecting no Bivens action to challenge return
processing); Tonn v. United States, 847 F. Supp. 711, 716·18 (D. Minn. 1993), aff'd, 27 F.3d 1356 (8th Cir.
1994) (rejecting no Bivens action to challenge examirtation ofpartnership return).

30. See, e.g., Vennes, 26 F.3dat 1453·54; McMillen, 960 F.2d at 190·91; Wages, 915 F.2d. at 1235;
Cameron, 773 F.2d at 129; Tonn, 847 F. Supp. at 716·18.

31. Hudson v. United States, 522 U.S. 93, 106 (1997) (holding no double jeopardy violation exists
for a criminal prosecution of conduct which had previously been the subject of occupational debannent
proceedings and fines).

32. In re Izen, No. S8-97-0012·0, 1997 Ariz. LEXIS 39, at·1 (Mar. 13, 1997) (stating Izen "is
hereby censured for conduct in violation ofhis duties and obligations as a lawyer").

33. DisciplimiryActions, 61 TEX. B.J. 787, 787 (1998)(noting a public reprimand on May 27, 1998
for the conduct sanctioned by the Arizona Supreme Court).

34. Johnson v. Comm't, 116T.C. Ill, 120 (2001), aff'd, 289 FJd452 (2002) (imposing sanctions
of $9,394 against Izen under Code § 6613(a)(2». "Izen's tactics demean the process and those involved
in it and accomplish nothing." Jd. "He has persisted in these tactics despite warnings and sanctions
imposed on his clients in similar cases. He has pursued claims that have been rejected so frequently that
they are 'entirely without colorable pretext or basis and are taken for reasons of harassment or delay or for
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to all the disciplinary actions is Izen's fast and loose manipulation of
procedural rules or substantive tax law. For example, Izen worked in the tax
shelter area, providing taxpayers with dubious legal cover for their attempts
to use various tax shelter devices.36

Just because Izen is not the most savory character, however, is no reason
to make a needle-eye of the hoops that a taxpayer must jump through to
maintain a Bivens action. In contrast to the district court's opinion, the circuit
panel's opinion preserves, for that narrow class of taxpayers who can assert a
Bivens action, some hope of vindicating their rights. In essence, the Fifth
Circuit did not allow the form of the taxpayer before them to abrogate the
substance of the rights that courts must allow taxpayers to assert against the
government.

Epilogue: On remand, the district court once again tossed Izen's claims
out the door, this time on summary judgment motion.3

? On the malicious
prosecution claim, the district court found that Catalina and Climer had
probable cause to begin a criminal investigation of Izen and that Climer had
not caused the criminal investigation because he was not involved in the
decision to start it.38 The court rejected the government's argument that the
very fact of a grand jury indictment proves probable cause as a matter of
law.39 On review of all the evidence available to the Service investigators at
the time they sought the indictment, however, the court concluded that "[t]his
collection of information amply suffices to satisfy as a matter of law the
probable cause standard.'o4O On the retaliatory prosecution claim, the court
held that Izen did not create a genuine issue of material fact regarding a
retaliatory motive.4

\ According to the court, Izen's arguments here were
based on the logic that, since the investigation lacked probable cause, the

other improper purposes.' " [d. (quoting Nis Family Trust v. Comm'r, 115 T.C. 523, 548 (2000».
35. Johnson v. Comm'r, 289 F.3d 452, 457 (7th Cir. 2002) (affirming imposition of § 6673(a)(2)

sanctions imposed by the Tax Court). "If anything, the Tax Court treated Izen too gently. But his travails
are not over. As his appeal is frivolous, we are issuing an order to show cause why he should not be
sanctioned for his antics in this court." [d.

36. Johnson, 116 T.C. at 118. Judge Cohen noted that :'(zen has a long history ofinvolvement with
sham trusts, both as counsel ofrecord and as counsel rendering an opinion on which taxpayers unfortunately
relied." [d. Judge Cohen gives the sad history of some of (zen's cases, noting in particular one case,
Trenerry v. Commissioner, where (zen provided two opinion letters to support a sham trust which, although
dated as being written in 1986, failed to even mention the controlling Tax Court case, Zmuda v.
Commissioner. [d. (discussing Trenerry v. Comm'r, 68 T.C.M. (CCHj 897 (\ 994), and Zmuda v. Comm'r,
79T.C. 714 (1982),aff'd, 731 F.2d 1417 (9th Cir. 1984».

37. (zen v. Catalina, 90 A.F.T.R.2d 6775, 6789, No. H-97-1568, 2002 U.S. Dist. LEX(S 20140
(S.D. Tex. Sept. 18, 2002). The court also threw out a Federal Tort Claims Act claim that (zen had added
on remand. [d.

38. [d. at 6784.
39. [d. at 6779.
40. /d. at 6782.
4 I. [d. at 6786.
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motive for the investigation therefore had to be retaliation.42 That logic failed,
said the court, because probable cause did exist.43 Even ifprobable cause did
not exist, however, the court found that "Izen completely fail[ed] to present
any evidence, direct or circumstantial, that Catalina or Climer had any
retaliatory motivation against him.'>44

B. Bishop: Juror Disqualification

Case Name: United States v. Bishop, 264 F.3d 535 (5th Cir. Oct. 2001),
cert. denied, 122 S. Ct. 1605 (2002).
Appealed From: Unreported Opinion (S.D. Tex.).
Appellant: Taxpayer
Disposition: Affirmed

Summary: After a seventeen~day trial, a jury convicted George Meredith
Bishop, III, oftwo counts ofattempted tax evasion in violation ofCode section
7201 (one count for tax year 1991 and the other for tax year 1994) and one
count of knowingly filing a false income tax return in violation of Code
section 7206.45 Bishop appealed the convictions, arguing that (1) the
indictments were defective,46 (2) the trial court committed various evidentiary
errors,47 (3) the government presented insufficient evidence to prove all the
elements of the alleged crimes,48 (4) the trial court erred in the jury
instructions,49 and, perhaps most importantly, (5) the trial court should have
granted a new trial because one of the jurors, Ms. Tharp, failed to reveal that
she had pled nolo contendere to a third degree felony for stealing
approximately $42,000 from her employer.50

The Fifth Circuit rejected all of Bishop's arguments.51 It found the
following: (I) the indictments clearly presented all the elements of the crime
to the grand jury,52 (2) the trial court made some evidentiary errors, but the
errors resulted in no prejudice to Bishop and were harmless,53 (3) the
government presented sufficient evidence to prove all the elements of the

42. [d.
43. [d.
44. [d.
45. United States v. Bishop, 264 F.3d 535, 543 (5th Cir. Oct. 2001), cerro denied, 122 S. Ct. 1605

(2002).
46. [d. at 545.
47. [d. at 546.
48. [d. at 552.
49. [d. at 553.
50. [d. at 554-57.
5 I. /d. at 546-48, 553·54, 557.
52. [d. at 546.
53. [d. at 547-48.
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alleged crimes beyond a reasonable doubt,54 (4) the jury instructions were
adequate,55 and (5) Tharp's failure to reveal the nolo contendere plea did not
clearly establish actual bias because her explanation ofwhy she did not reveal
it was reasonable, and Bishop could not demonstrate that she was actually
biased against him.56

Commentary: The circuit panel's discussion ofthe juror disqualification
issue is the most interesting part ofthis case. It is not entirely convincing. The
opinion first laid down the rule that "once the trial is complete, a felon's
serving as a juror is not an automatic basis for a new trial.,,57 Rather, the
burden was on the defendant to show that the juror was "actually biased" or
"fundamentally incompetent.,,58 Lying on ajurorquestionnaire can sometimes
be enough by itself to meet the burden if "a juror fails to answer a material
question accurately because he is biased.,,59 The court read past cases as
having made this a two prong test: ifthe juror had no plausible explanation for
the inaccuracy and other circumstantial facts suggest "a desire to serve on the
jury and determine the outcome of the case.,,60

In applying that test to this case, however, the court seemed to focus on
form over substance.61 The circuit panel first gave credence to Tharp's
explanation ofwhy she did not reveal the nolo contendere.62 Tharp explained
that she applied her criminal defense attorney's advice that she need not tell
anyone, such as prospective employers, about the charge because the
adjudication was deferred.63 Basically, the court seemed to think that a
layperson might reasonably believe that deferred adjudication wipes out all
records of a criminal proceeding until the person violates probation.64 In
reality, the court pointed out, the arrangement is treated as a pending charge,
and a successful probation prevents conviction.65

The court's explanation is not entirely persuasive. Tharp answered" 'no'
to the questions 'Have you ever been convicted of a state or federal crime
punishable by imprisonment for more than one year?' and 'Have you ever
been charged criminally other than with a traffic ticket?' " as well as to the
voir dire questions ofwhether she had ever been involved in a criminal matter,
as an accused, witness, or victim.66 Her explanation may work for the first

54. [d. at 553.
55. [d. at 554.
56. [d. at 557.
57. [d. at 554.
58. [d.
59. [d.
60. [d. at 555.
61. See id. at 556-57.
62. [d. at 556.
63. [d.
64. See id.
65. [d.

66. [d. at 545.
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question, but the other questions ask much more than whether she had been
convicted of a crime. Even if she thought she had no criminal record unless
she violated probation, she surely knew she had been involved in a criminal
matter.

The court, seemingly aware that the "plausible explanation" analysis was
insufficient, then decided that it really did not matter if Tharp was honestly
confused or deliberately lied.67 "Regardless ofwhether Tharp made a simple
mistake or actually lied in order to escape her past, there is no suggestion that
she especially desired to serve on the jury the second prong of the test for
disqualification. Her motivations appear to have been purely personal and do
not indicate she was prejudiced."68 The coUit then put the burden on Bishop
to demonstrate actual bias.69 Since he could only show, at most, actual lying,
he was not entitled to a new trial. 70 If Bishop's failure to demonstrate actual
bias was the real substance for rejecting a new trial, then query whether that
makes the plausible explanation analysis an empty formality and mere dicta.71

Epilogue: Bishop moved for rehearing.72 It was denied.73 Bishop
petitioned for a writ of certiorari.74 It was denied.75

C. Hathcock: How To Get Employees To Pay Your Employment Taxes

Case Name: Hathcock v. Acme Truck Lines, Inc., 262 F.3d 522 (5th Cir.
Oct. 2001), cert. denied, 535 U.S. 928 (2002).
Appealed From: Unreported Decision (S.D. Tex.).
Appellant: Taxpayer
Disposition: Affirmed

Summary: Bobby Hathcock was a truck driver employed by Acme Truck
Lines, Inc. ("Acme").76 Hathcock also owned the truck he drove.77 He leased
it to Acme for a percentage ofthe revenue earned by Acme's use ofthe truck.78

The lease agreement provided that Acme would pay Hathcock only the
percentage of the revenue earned by the truck after deducting from that

67. See id. at 556.
68. [d.
69. [d.
70. [d. at 556-57.
71. See id.
72. United States v. Bishop, No. 00-20282, 2001 U.S. App. LEXIS 23181, at *1 (5th Cir. Oct. 15,

2001).
73. [d.
74. Bishop v. United States, 122 S. Ct. 1605,1605 (2002).
75. /d.
76. Hathcock v. Acme Truck Lines, Inc., 262 F.3d 522, 524 (5th Cir. Oct. 2001), cert. denied, 535

U.S. 928 (2002). See http://www.acmetruck.com for information about Acme (last visited Jan. 27, 2003).
77. Hathcock, 262 F.3d at 524.
78. [d.
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percentage Acme's costs in employing a driver, including the driver's wages,
the employment taxes Acme owed for employing the driver, and the cost of
medical and other insurance paid by Acme.79 Hathcock had the right to choose
the driver of the truck,80 Hathcock chose himself as the driver.8t Per another
clause, Hathcock designated ten percent of his lease revenue as wages to be
paid to himself as driver.82 Acme paid Hathcock with two checks: a wage
check and a lease check,83 The fonner was to Hathcock as the driver
employee, from which Acme withheld his income taxes and the employee's
share ofFICA taxes.84 The second check was to Hathcock as the lessor ofthe
truck.8s Per the lease agreement, Acme deducted not only the gross wages it
had sent Hathcock in the first check, but also all the taxes which federal and
state laws imposed on Acme as the employer (FICA, FUTA and SUTA).86

Hathcock thought Acme had done him wrong in passing off its
employment taxes to him,87 He sued Acme for the amount of employment
taxes it withheld from his lease check, claiming "that Acme and only Acme
[was] responsible for FICA, FUTA, and SUTA taxes.,,88 Hathcock convinced
neither the district court nor the Fifth Circuit that Acme' s a~tions were amiss.89

Hathcock first argued that, as a matter oflaw, he could not wear both the
lessor hat and the employee hat.90 The circuit panel rejected that idea, relying
on "venerable" case law from the circuit, concluding that "Hathcock had the
option either to drive the truck himselfor to select a third-party driver, and the
lease agreement clearly contemplate[d] the lessor/driver dichotomy. When

79. Id.
80. Id.
81. /d.
82. Id.
83. Id.
84. Id. Code § 3101(a) imposes Old Age, Survivors, and Disability Insurance (OASDl, known as

Social Security) and Medicare taxes on employees that total 7.65%, and § 3102 requires employers to
withhold the taxes from wages paid to employees. I.R.C. §§ 3101(a), 3102 (2000). Section 3111(a)
imposes an identical 7.65% in OASDI and Medicare taxes on employers. Id. § 3111(a) (2002). These taxes
were added to the Code by the Federal Insurance Contribution Act (FICA). Section 1401 imposes the
combined rate of 15.3% on self-employment income. Id. § 140I(a), (b) (2002). Finally, § 3301, added by
the Federal Unemployment Tax Act (FUTA), imposes on employers another 6% tax on employee wages.
Id. § 3301.

85. Hathcock, 262 F.3d at 524.
86. Id. The circuit panel uses the acronym SUTA to "refer to both the Texas and Louisiana

counterparts to FUTA." /d. at 524 n.8. Note that although a self-employed person must pay both the
employee and employer share of OASDI and Medicare taxes, as per § 1401, there is no corresponding
requirement to pay the unemployment taxes ofFUTA in § 3301. §§ 1401 (a)-(b), 3301.

87. Hathcock, 262 F.3d at 524.
88. Id. at 523-24.
89. Id. at 528.
90. Id. at 524.
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Hathcock elected to drive the truck himself, he donned a second hat.,,91 So
Hathcock had two legal relations with Acme simultaneously.92

Hathcock next argued that, as a matter of fact, he was at all times an
independent contractor for Acme and never an employee.93 The Fifth Circuit
employs a five-part test to determine whether a worker is an employee or
independent contractor.94 Although the court recognized that normally "the
worker-status inquiry is fact intensive, and presumption weighs in favor of
submission ofsuch inquiries to the jury," the evidence presented "permit[ted]
only one reasonable conclusion: When wearing his truck driver's hat,
Hathcock was Acme's employee.,,95

Finally, Hathcock developed the novel argument that the Code prohibits
employers from passing their employment tax obligations through to third
parties.96 That is, he claimed that the FUTA and SUTA taxes imposed on
employers by section 3301 are the exclusive responsibility of employers.97

The court noted that nothing in the Code so provides and that while the state
statutes at issue forbid employers from passing their responsibility on to the
employee on account ofwhose employ the tax arises, even those "statutes do
not prohibit employers from charging back and deducting from independent
contractors, suppliers, lessors, or other non-employee personnel, funds to
defray the employer's costs in connection with those taxes.,,98 Since Hathcock
was not an employee in his capacity as a lessor, it was proper for Acme to pass
on all its employment costs, including employment taxes, to Hathcock.99

Commentary. This case allows trucking companies like Acme to shift
their obligation for FICA, FUTA, and SUTA taxes to their driver-employees,
thus accomplishing through contract what might be prohibited through
statute. IOO Hathcock thought this was a bad result; the Fifth Circuit thought

91. /d. at 525. The court cited Helms v. Sinclair Refining Co. which held that a person could work
for the same company both as employee and an independent contractor lit the same time when performing
different jobs. /d. at 525 n.9 (citing Helms v. Sinclair Ref. Co., 170 F.2d 289, 291 (5th Cir. 1948».

92. Id. at 525.
93. Id. It is not clear how this squares with Hathcock's bottom line assertion that Acme was solely

responsible for employment taxes because, if true, Hathcock's independent contractor status would mean
that he and not Acme was responsible for employment taxes. It would have seemed more to his benefit to
argue that he was at all times merely Acme's employee.

94. Id. at 526 n.I3 (citing Herman v. Express Sixty-Minutes Delivery Serv., 161 F.3d 299, 303 (5th
Cir. 1998». No single factor controlled as between (I) the degree ofcontrol exercised over the worker by
the employer, (2) the relative investments of the worker and employer in the enterprise, (3) the control
exercised by the employer over the worker's opportunity for profit, (4) the skill and initiative required by
the worker, and (5) the permanency of the relationship. Id.

95. Id. at 527.
96. Id. at 527-28.
97. Id. at 528 n.19.
98. Id. at 528.
99. Id.

100. See id. For example, in Texas, "[a]n employer may not deduct any part of [the employment tax]
from the wages of an individual in the employer's employ." TEX. LAB. CODE ANN. § 204.003 (Vernon
1996).
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otherwise. In one sense, it is a case ofdogs and tails. Here is a man, Hathcock,
who is skilled at driving trucks. He also owns a truck. Acme uses both his
skill and his truck. Which is the dog, and which is the tail? Though not well
articulated, at least in the court's opinion, Hathcock argued that it had to be
one or the other. That is, either the truck was the dog, in which case he was
simply an independent contractor who happened to drive the truck he leased
to Acme, or his labor was the dog, in which case he was simply an employee
who happened to own the truck he drove. Ifthe former were true, then Acme
had no business doing any withholding, and he, as lessor, should and would
bear all the costs of employing himself as driver. If the latter were true, then
Acme should not be allowed to pass on its employment tax obligation to its
employees.

Ample precedent supports Hathcock's argument that his sole relationship
with Acme was that of an independent contractor. 101 Both courts and the
Service have generally ruled that truck drivers like Hathcock, who own their
trucks, pay their own expenses, and depend on their own initiative, judgment,
and energy for a large part of their success, are independent contractors and
that the companies, like Acme, that engage them are not responsible for
employment taxes.102 This is so even when the parties enter into an exclusive
contract and the owner-operator paints the company logo on his truck. 103

Likewise, the Service has ruled that a single company like Acme can engage
some drivers as employees and others as independent contractors, with the key
distinction seemingly that the independent contractors are those who own their
own trucks and enter into leasing agreements with the companies they
choose. I04

On the other hand, the Service has also ruled that when, during the
holiday season, a local retail store hired drivers who owned their vehicles to
make short local deliveries and required the truck owner-operators "to report
for duty at a specified time each day, to report when leaving with a delivery,
to wait for loads, [and] to give notice when they are unable to perform services
on any particular day," and the firm retained the right to discharge the owner
operators at any time, then the firm was responsible for the employment
taxes. lOS

The basic problem for Hathcock and all others like him is that they are
signing lease agreements that have a driver-employer clause in them, and they

101. See. e.g., United States v. Mut. Trucking Co., 141 F. 2d 655, 658-59 (6th Cir. 1944); Rev. Rut.
55-593, 1955-2 C.B. 610.

102. Mut. Trucking, 141 F. 2d at 658-59; Rev. Rut. 55-593,1955-2 C.B. 610.
103. United States v. Silk, 331 U.S. 704, 708, 719 (1946); see RllV. Rut. 76-226, 1976-1 C.B. 322.
104. See Priv. Ltr. Rut. 96-45-001 (May 22,1996).
lOS. Rev. Rut. 70-602,1970-2 C.B. 225 (concluding that the facts recited "in the instant case show

that the company has the right to direct and control the owner-operators and drivers not only as to the result
to be accomplished by their services but also as to the details and means by which that result is
accomplished").
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are not signing employment contracts which have a bonus compensation for
using the employee's own toolS. 106 So the form of the agreement seems to
control the outcome. Under the actual facts, it seems Hathcock's only hope
would be to argue that the lease agreement was really an employment contact.
The circuit opinion does not permit much speculation on that approach,
however.

Finally, it is not clear what ultimate benefit Hathcock was aiming for in
this case. Sure, ifhe could have forced Acme to eat its own FUTA costs, then
that might have resulted in some money from past improper withholdings. 107

But it is not clear why he thought that Acme would not adjust other parts of
the total compensation package to make up for its new costs so that both of
their bottom lines would be about the same-in essence a win for Hathcock
here would likely have been a Pyrrhic victory ofform over substance. 108

Epilogue: Hathcock sought a writ of certiorari from the Supreme
Court. 109 He did not get one. I10 Meanwhile, state courts in Texas have followed
the Fifth Circuit's lead. 111

D. Unpacking the Compaq Case: Ask the Wrong Question,
Get the Wrong Answer

Case Name: Compaq Computer Corp. v. Commissioner, 277 F3d 778
(5th Cir. Dec. 2001).
Appealed From: Compaq Computer Corp. v. Commissioner, 113 T.C.
214 (1999).
Appellant: Taxpayer
Disposition: Reversed

Summary: Pity poor Compaq Computer Corporation ("Compaq"). In
July 1992, it sat on a $231.7 million long-term capital gain from spinning off

106. That is, Hathcock could say to Acme: "You cannot lease my truck. Ifyou want my truck, you
must hire me as a driver and pay me extra salary." Whether Acme would agree to the deal, of course,
depends on the parties' relative bargaining positions.

107. It would also have resulted In a whole truckload of attorneys' fees for his counsel who were
apparently going for class certification. See FROCK & BROUSSARD, P.C., Representative Cases, at
http://www.texastrucklaw.com/cases.htm (last visited Nov. 3, 2002) (commenting on the case at the web
site of Frock & Broussard, counsel for Acme).

108. See John A. Brittain, The Incidence a/Social Security Payroll Taxes, 61 AM. ECON. REv. 110,
122 (1971). Economists have long thought that the incidence of employment taxes actually falls upon
employees, at least in the long run. See id. (concluding from his empirical study that "the presence of a
payroll tax on employers tends to reduce the wage in dollars by roughly the same amount of the tax").

109. Hathcock v. Acme Truck Lines, Inc., 535 U.S. 928, 928 (2002).
110. Id.
Ill. See. e.g., Bridges v. Andrews Transp., Inc., 88 S.W.3d 801,805 (Tex. App.-Beaumont 2002,

no pet.) ("The Fifth Circuit's reasoning in that case was sound. The existence of an employer/employee
relationship does not render a simultaneously existing lessor/lessee relationship between the same parties
void as a matter of law.").
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Conner Peripherals. I12 What an awful position to be in! Luckily, Twenty-First
Securities Corporation, an investment finn; had an idea to allow Compaq to
keep more of the gain for itself and share less w~th the government.1I3 The
idea used American Depository Receipts (ADRs), which are units ofa foreign
corporation's stock created to allow the foreign stock to be traded on a U.S.
exchange.114 The plan was to buy the ADRs of a foreign corporation "cum
dividend," that is, after the declaration date but before the record date. I IS The
price ofthe shares would thus include the value of the declared dividend.116

Then Compaq would sell the shares "ex dividend," that is, without the right to
receive the dividend.117 In common parlance, Compaq "bought a dividend."118

Using the rounded numbers ofthe actUal deal, Compaq bought ADRs of
the Royal Dutch Petroleum Company ("Royal Dutch")from a third party for
a total price of $887.5 million.1I9 That price included a declared dividend
worth $22.5 million.120 Compaq thtm immediately sold the ADRs for $868.4
million. 12I Ofcourse, it cost just a bit to do all ofthis: $1.5 million. 122 So, all
told Compaq laid out a total of about $889 million and received a total of
$890.9 million, as illustrated in Figure 1.123

Figure 1124

ADR Transaction
ADR purchase cum dividend
ADR sale ex dividend

($887.5) .
$868.4

Net loss ($ 19.1)

112. Compaq Computer Corp. v. Comm'r, 217 F.3d 178. 780 (Sth Cir. Dec. 2001).
113. Id. at 179.
114. Id.
11 S. Id. at 179-80. When corporations pay dividends to shareholders, they first declare the dividend,

then look to see who are the owners ofthe shares entitled to a dividend. The declaration date is the date the
board of directors decides to pay a dividend and sets its amount. The record date comes some days later
when the corporation looks to its record books to determine who are the owners of the shares. In large
public corporations, the record date will occur some days after the declaration date.

116. Id.
117. Id.
118. See id. One way to sell ex dividend is to sell after the record date, which is generally many days

after the declaration date. Becal,lSC Compaq did not want to be subject to any market risk for the transaction,
it arranged to sell the shares ex dividend immediately after buying them cum dividend but delayed
settlement on the sale until after the record dat~. Id. at 780.

119. Id.
120. Id.
121. Id.
122. Id.
123. See id.
124. Figures 1-3 are based on the Tax Court's charting of the transaction. See Compaq Computer

Corp. v. Comm'r, 113 T.C. 214, 223 (1999), rev'd, 277 F.3d 778 (5th Cir. Dec. 2001).
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Dividend Payment
Gross Dividend Payout $ 22.5

Net Gain from ADR and Dividends Together $ 3.4

Transaction Costs ($ 1.5)

Bottom Line: GAIN $ 1.9

So it looks like Compaq spent $1.5 million to get a net gain of $1.9
million. Except that Royal Dutch did not actually pay Compaq $22.5 million.
It paid only $19.2 million because it withheld the Netherlands taxes on the
dividend payment (it was, remember, foreign stock). So Compaq did not really
receive a total of$890.9 million cash, but only $887.6 million cash. Looking
at just the cash flow, it looks like a net loss of $1.5 million.

Figure 2125

Cash-flow from ADR Transaction
ADR purchase cum dividend
ADR sale ex dividend

$(887.5)
$868.4

$ 22.5
($ 3.4)

Net loss ($ 19.1)
Cash-flow from Dividend Payment

Gross Dividend Payout
Netherlands Tax Withheld

Net Dividend Payout $ 19.1

Transaction Costs ($ 1.5)

Bottom Line: LOSS......................... ($ 1.5)

Why would Compaq want a sure $1.5 million loss? Put another way,
why would Compaq waste $1.5 million in transaction costs for a transaction
that ended up being a wash? Where was the profit in that?

Everyone knew the answer: taxes. In the usual case, the foreign tax
credit allowed by Code section 901 would let Compaq reduce its U.S. taxes
dollar for dollar against the $3.4 million in tax it paid the Netherlands. 126

Essentially, Compaq was betting that the federal government would reimburse

125. Id.
126. Compaq Computer Corp. v. Comm'r, 277 F.3d 778,782 (5th Cir. Dec. 2001).
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Compaq for the foreign taxes it paid. Ifso, then Compaq would not really lose
that $3.4 million because the federal government would give it back in the
form of a tax credit that could be used to offset the taxes due on the capital
gain from spinning offConner Peripherals. That was the plan. Therefore, the
transaction could also be described in the following manner:

Figure 3

Cash-flow from ADR Transaction
ADR purchase cum dividend
ADR sale ex dividend

($887.5)
$868.4

Net loss , , .. , .. , ($ 19.1)

Cash-flow from Dividend Payment
Gross Dividend Payout
Netherlands Tax Withheld

$ 22.5
($ 3.4)

Net Dividend Payout. , , , $ 19.1

Transaction Costs .. , , ,... ($ 1.5)

Reimbursement by federal government (through foreign
tax credit) $ 3.4

Bottom Line: GAIN , , $ 1.9

Thus, Compaq not only bought a dividend; it also bought a foreign tax
credit. That becomes clearer when one notes that the party who sold the ADRs
to Compaq (and immediately bought them back) was itselftax-exempt and so
could not make any use ofthe section 901(a) foreign tax credit allowed for the
$3.4 million Netherlands tax. 127 In other words, the tax-exempt entity holding
the Royal Dutch ADRs had no use for the potential tax credits and thus had no
difficulty selling the ADRs, buying them back, and getting a fee for doing so.
Notice that the difference between the cum-dividend price and the ex-dividend
price is the same as the net dividend payout. 128

It has long been the rule that a transaction may be disregarded for tax
purposes if it has no economic substance beyond that of providing a tax
benefit. 129 While "the existence of a tax benefit resulting from a transaction

127. See Compaq, 113 T.C. at 214.
128. ld. at 223.
129. Frank Lyon Co. v. United States, 435 U.S. 561, 572·73 (1978).
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does not automatically make it a sham as long as the transaction is imbued
with tax-independent considerations,"130 it is also true that:

The freedom to arrange one's affairs to minimize taxes does not include the
right to engage in financial fantasies with the expectation that the Internal
Revenue Service and the courts will play along. The Commissioner and the
courts are empowered, and in fact duty-bound, to look beyond the contrived
forms of transactions to their economic substance and to apply the tax laws
accordingly.131

The Service argued that Compaq was not entitled to the foreign tax credit
because the ADR transaction was a sham and lacked any economic purpose
aside from its tax effects. 132 The Tax Court agreed. 133 Both the Service and
the Tax Court saw the economic substance of the transaction as depicted in
Figure 2 above, and the Tax Court concluded that the Service "persuasively
demonstrate[d] that [Compaq] would incur a prearranged economic loss from
the transaction but for the foreign tax credit.,,'34 The Tax Court noted that
transactions could be divided into two kinds: "(1) closing out a real economic
loss in order to minimize taxes or arranging a contemplated business
transaction in a tax-advantaged manner and (2) entering into a prearranged loss
transaction designed solely for the reduction oftaxes on unrelated income.,,135
Compaq's ADR transaction was the latter kind, and so it was proper to
disregard it in computing Compaq's taxes for 1992. 136

In finding no economic purpose, the Tax Court engaged in two key
analytical moves. First, the court looked at the cash flow to see whether there
was actually or potentially an economic profit from the transaction
independent oftax savings. 137 Using the analysis in Figure 2 above, the court
concluded that there was no potential economic profit to Compaq from the
ADR transaction. 138 The nominal profit of the dividends was actually a loss
because the dividend distribution was only made net of Netherlands tax, as
reflected in the variance between the cum-dividend and ex-dividend pricing
on the ADRs. 139

The second analytical move was to look at the risks to which Compaq
was exposed in the transaction. 140 The Tax Court carefully reviewed how the

130. Holladayv. Comm'r, 649 F.2d 1176,1179(5thCir. 1981).
131. Saviano v. Comm'r, 765 F.2d 643, 654 (7th Cir. 1985).
132. Compaq, 113 T.e. at 220.
133. [d. at 227.
134. [d. at 222.
135. [d. at 220.
136. [d. at 222.
137. [d. at 220.
138. [d.
139. [d. at 223.
140. See id. at 223-24.
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transaction was carried out and concluded that Compaq had designed and
executed the transaction "to yield a specific result and to eliminate all market
risks."141 The lack ofpotential economic profit and the absence of risks were
enough to convince the Tax Court that the ADR transaction should be
disregarded for tax purposes because it lacked economic substance. 142

The Fifth Circuit reversed the Tax Court and rejected both analytical
moves, relying heavily on the thinking ofthe Eighth Circuit inIES Industries,
Inc. v. United States to conclude that (1) the ADR transaction had economic
substance because it made a profit (the economic substance test) and (2)
Compaq had some motive for the transaction other than to obtain tax benefits
(the business purpose test) because it assumed risk. 143

First, the circuit panel thought that using the Figure 2 analysis was to
"stack the deck" against poor Compaq.l44 "To be consistent," lectured the
court, "the analysis should either count all tax law effects or not count any of
them. To count them only when they subtract from cash flow is to stack the
deck against finding the transaction profitable.,,14s The Fifth Circuit preferred
to view the transaction as depicted in Figure 1.146 Again, parroting the analysis
in IES, the circuit panel decided that "[p]re-tax income is pre-tax income
regardless of the timing or origin ofthe tax.,,147 The fact that a tax had to be
paid to the Netherlands out of the gross dividends did not affect the fact that
Compaq had been paid the gross dividend of $22.5 million, even though it
only received $19.1 million in cash. 148 The court was sure that the principle
enunciated in Old Colony Trust v. Commissioner applied here. 149 The fact that
the Dutch Royal Petroleum Company paid part of the dividend to the
Netherlands to satisfy Compaq's Netherlands tax obligation did not mean the
dividend was not income to Compaq. ISO The panel opinion, in fact, expresses
some dismay that "the Commissioner does not explain why the Old Colony
principle does not apply here."lsl Applying Old Colony, the circuit panel
stated that "[b]ecause Compaq was entitled to payment of the dividend as of
the record date, Compaq was liable for payment of tax on the dividend;
accordingly, the payment of Compaq's Netherlands tax obligation by Royal

141. [d. at 224.
142. /d. at 225.
143. Compaq Computer Corp. v. Comm'r, 277 F.3d 778, 782-83 (5th Cir. Dec. 2001) (discussing

IES Indus., Inc. v. United States, 253 F.3d 350, 355-56 (8th Cir. 2001».
144. [d. at 785.
145. /d.

146. See id. at 785-86.
147. [d. at 784.
148. [d. at 787.
149. [d. at 784-85 (discussing Old Colony Trust Co. v. Comm'r, 279 U.S. 716, 729 (1929». Old

Colony held that income tax paid by the corporation on behalfofa corporation employee was wage income
to employee. 279 U.S. at 729.

150. See Compaq, 277 F.3d at 784-85.
151. [d. at 784.
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Dutch was income to Compaq."1S2 Thus, whether one excluded both the
Netherlands and U.S. tax consequences or included both taxes, the result was
the same: a profit. 153 The court thus concluded that the Tax Court had erred
and that "Compaq made both a pre-tax profit and an after-tax profit from the
ADR transaction."154

The Fifth Circuit also rejected the Tax Court's second analytical move:
the risk analysis. 155 The circuit panel was convinced that since the ADR
transaction had occurred on the floor of the New York Stock Exchange, the
transaction was subject to risks because it was "not in an environment
controlled by Compaq or its agents.,,156

Commentary: The Fifth Circuit's opinion has been widely criticized by
practitioners and academics as "just plain wrong," "really strange,"
"erroneous," "misguided," "embarrassing," and "messed up badly."157 The
critiques are quite powerful; even those who defend the decision concede that
the issue is close.158 The critiques boil down to three complaints about the
panel opinion: (1) it misanalyzes the economics of the ADR transaction by
applying the wrong tax doctrine, which leads it to favor form over substance;
(2) it misconceives the process of the ADR transaction, which leads it once
again to emphasize form over substance in concluding that Compaq had a bona
fide business purpose because it was subject to risks in the transaction; and (3)
it fails to give concrete guidance on how to apply the economic substance
doctrine. 159

The first problem with the opinion occurs because the court asked the
wrong question. Recall that the Tax Court used the Figure 2 analysis to
conclude that the transaction was an economic loser, and the Fifth Circuit held
that to be error because the Tax Court only accounted for the effect of the
Netherlands tax and not the U.S. tax. 160 But the Fifth Circuit simply asked the

152. Id.
153. Id. at 785-86.
154. Id. at 786.
155. Id. at 787.
156. Id.
157. Lee A. Sheppard, News Analysis-ShouldRiskless Profit Equal Economic Substance?, 94 TAX

NOTES 153, 153 (2002) (calling the opinion '~ust plain wrong" and "really strange"); Daniel N. Shaviro &
David A. Wisbach, The Fifth Circuit Gets It Wrong in Compaq v. Commissioner, 94 TAX NOTES 511, 511
18 (2002) (calling it "erroneous," "misguided," and "embarrassing"); Michael J. Mclntyre, A Vote in the
Compaq Debate, 94 TAX NOTES 1716, 1716 (2002) (calling it "messed up badly").

158. See David P. Hariton, The Compaq Case. Notice 98-5. and Tax Shelters: The Theory Is All
Wrong, 94 TAX NOTES 501, 501·09 (2002) (calling the Compaq case a "hard case"); William A. Klein &
Kirk J. Stark, Compaq v. Comm'r-Where Is the Tax Arbitrage?, 94 TAX NOTES 1335, 1335-47 (2002)
(arguing that the ADR transaction in Compaq was true economic arbitrage and not tax arbitrage, and
therefore, proving lack of economic substance was trickier than other commentators were admitting).

159. Klein & Stark, supra note 158, at 1335; Shaviro & Wisbach, supra note 157, at 516-17; see
Sheppard, supra note 157, at 153-54.

160. Compaq, 277 F.3d at 785-86.
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wrong question. 161 It asked whether the ADR transaction resulted in an
economic profit, all things considered. 162 As Figures 1 and 3 show, the answer
is yes. But the bottom-line profit or loss of a transaction is NOT the question
when asking whether a transaction should be disregarded for tax purposes.
The proper question is whether the ADR transaction had any reasonable
chance at an economic profit apart from the U.S. tax consequences. 163 That
is the whole idea: if the profit from a transaction accrues entirely because of
the U.S. tax benefits flowing from the transaction, then that is a huge signal
that the transaction may be a sham. 164 So the test has to eliminate the effect of
U.S. taxes; they should not be considered. 165 In other words, start with Figure
3, then take away the U.S. tax effects (here, the foreign tax credit) and see
what happens. What happens is that you have the Figure 2 analysis. You
could also test by asking whether the taxpayer would have engaged in the
transaction if it were a tax-exempt taxpayer. 166 So, take away the corporate
income tax, and it becomes obvious that Compaq would never have done this
ADR deal. There would simply be no reason for it. The Tax Court understood
the proper question. The Fifth Circuit did not.

Asking the wrong question and favoring form over substance also made
the Fifth Circuit misapply Old Colony. 167 In Old Colony, the employer agreed
to pay the employee's income tax liabilities so that his salary would be totally
tax free. 168 The Supreme Court there actually looked through form to the
substance of the deal and found that when a third party directly discharges an
obligation of the taxpayer, the transaction is income to the taxpayer as much
as if the third party had paid the taxpayer directly and the taxpayer had then
discharged the obligation. 169 But in Compaq neither the government nor
Compaq was trying to claim that the amount ofthe ADR dividend paid as tax
should have been left out ofreported income in calculating the proper U.S. tax

161. Id. at 785.
162. Id.
163. At least that is what the Service, Tax Court, and various commentators believe is the proper

question. At least one commentator argues forcefully that asking whether a transaction has a true economic
profit is the wrong question. See Hariton, supra note 158, at 502 (The presence or absence of profit "has
nothing to do with economic substance. The [ADR] transaction does lack economic substance, but this is
because it does not alter the taxpayer's economic position (that is, the taxpayer has no economic risk or
upside), not because it produces no •profit. ' "). For a good response to Mr. Hariton 's thoughts, see Mitchell
Kane, Compaq and IES: Putting the Tax Back Into After-Tax Income, 94 TAX NOTES 1215, 12 I7 ( 2002)
("Rather than taking the position that the taxpayer had no pre-tax profit, what the government should have
argued is that all of the taxpayer's after-tax profit was itself composed of tax savings.") (emphasis added).

164. Compaq, 277 F.3d at 784-85.
165. Id. at 785.
166. Shaviro & Wisbach, supra note 157, at 512.
167. Old Colony Trust Co. v. Comm'r, 279 U.S. 716 (1929).
168. Id. at 719-20.
169. Id. at 729.
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liability.170 The government was not trying to claim that Compaq's reportable

income was the $19.1 million It netted; all agreed that Compaq would report

the entire $22.5 million dividend as income on its V.S. tax returns. 171 The

question was not whether the part of the dividend paid in tax to the
Netherlands should be disregarded for reportable income purposes, but
whether that part ofthe dividend should be disregarded in figuring out whether

the ADR transaction carried with it any true economic profit aside from the
V.S. tax consequences. 172 Again, the wrong question led to the wrong answer.

Moreover, if the Fifth Circuit had looked beyond the form of the ADR
transaction to its substance, it would have also recognized that Compaq did not
really pay the Netherlands tax at all, or in other words, it paid in form only, not
in substance. 173 The tax-exemptentity who owned the ADR shares before and
after the transaction bore the economic incidence of the Netherlands tax. 174

That is why the difference between the cum-dividend price and ex-dividend
price of the ADR shares was almost exactly the same as the amount of
dividends actually paid out, net of the Netherlands tax. 175 Even though
Compaq formally paid the Netherlands.tax with a portion ofthe dividends, it
did not substantively pay the tax because the tax payment was built into the
transaction. 176 Soto the extent that Old Colony applies at all here, it should be
applied for its more general substance:-over-form proposition that "[t]he form
of the payment is expressly declared to make no difference.,,177 The Fifth
Circuit panel opinion simply misused the case.

Thesecond problem with the Fifth Circuit's opinion also stems from its
focus on form, an error exacerbated by asking the wrong question. The panel
opinion stated that the transactions were motivated by a legitimate business
purpose because they took place "on a public market," and therefore, they
were "not in an environment controlled by Compaq or its agents.,,178 The
opinion identifies four risks that Compaq thereby incurred: "(1) [t]he market
prices <lfthe ADRs could have changed ... ; (2) any of the individual trades
could have been broken up ... ; (3) [anyof the trades] could have been
executed incorrectly; and (4) the dividend might not have been paid or ... paid
in an amount different from that anticipated by Compaq."179 This list of
Compaq's risks demonstrates that the panel opinion both wrongly identified

170. Compaq Computer Corp. v. Comm'r,277 F.3d 778, 785 (5th Cir. Dec. 2001).
171. [d. at 780; see Figure 3 supra Part 11:0.
172. See Compaq, 377 F.3d at 779.
173. See id.
174. See id. at 779-80.
175. See id. at 780.
176. See id.
177. Old Colony Trust Co. v. Comm'r, 279 U.S. 716, 729 (1929).
178. Compaq, 227 F.3d at 787.
179. [d.
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the risks relevant to a business purpose analysis and ignored the Tax Court's
findings of fact.

When deciding whether a transaction has some purpose other than to
achieve tax benefits, not all risks are relevant. Specifically, when examining
transactions in marketable securities, the risks of taking a loss on the
investment versus making a gain-often called market risks-are the relevant
risks to examine. 180 Even the most basic personal finance primers, such as Eric
Tyson's Personal Financefor Dummies, stress that one should not make an
investment, for example in a mutual fund, based solely on past returns, but one
must also analyze the risk the fund accepted to achieve those returns. 181 One
must look at the ratio of risk to reward. 182 Compaq argued that it was just
investing the large capital gain it received from selling Conner Peripherals to
achieve a short-term return. 183 The Tax Court found, however, that in fact
Compaq did not act like an investor because it did not analyze the market risks
of its actions. 184 Moreover, the Tax Court found that, in fact, the transaction
had no market riskS. 18S The Tax Court analyzed the ADR transactions
accordingly:

Transactions that involve no market risks are not economically substantial
transactions; they are mere tax artifices. Tax-motivated trading patterns
generally indicate a lack of economic substance. The purchase and resale
prices were predetermined by Leo [an agent of Compaq], and the executing
floor brokers did not have authority to deviate from the predetermined prices
even if a price change occurred. In addition, the ADR transaction was
divided into 23 corresponding purchase and resale cross-trades that were
executed in succession, almost simultaneously, and within an hour on the

180. See Yosha v. Comm'r, 861 F.2d 494, 499·501 (7th Cir. 1988) (presenting Judge Posner's
discussion of market risks). In upholding the Tax Court's decision that a series of option straddles had no
economic substance, Posner noted: "[s]tradd1es that involve no market risks are not economically
substantial straddles and hedges; they are artifices created by accomplices in tax evasion, the brokers." Id.
at 500.

181. ERIC TYSON, PERSONAL FINANCE FOR DUMMIES 153·62, 208 (3d ed. 2000).
182. Id.
183. See Brieffor Compaq Computer, ~ 39, Compaq Computer Corp. v. Comm'r, 277 F.3d 778 (5th

Cir. Dec. 2001) (No. 00-60648), 2001 TNT 37-28, Doc. 2001-3437, http://tacampus.tax.orgl(''Compaq's
business purpose for engaging in the Royal Dutch dividend arbitrage was the same as its purpose for any
other alternative investment of the company's excess cash-to increase the investment earnings of the
company.").

184. Compaq v. Comm'r, 113 T.C. 214, 223 (1999). "Petitioner argues that there were risks
associated with the ADR transaction, but neither Tempesta (Compaq's assistant treasurer) nor any other
representative of petitioner conducted an analysis or investigation regarding these alleged concerns." Id.
In its briefs to the Fifth Circuit, Compaq points to evidence in the record (Tempesta's testimony) that
Tempesta did evaluate the risks as an investor would. Compaq's Brief, supra note 183, ~ 65. Evidently,
the Tax Court did not believe Mr. Tempesta's testimony. See Compaq, 113 T.C. at 223. As explained
below, the Fifth Circuit overrules this finding sub silentio and thereby usurps the Tax Court's role as
factfinder. Compaq, 277 F.3d at 780-81.

185. Compaq, 113 T.C. at 223.
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floor of the NYSE. Thus, there was virtually no risk of price fluctuation.
Special next-day settlement terms and large blocks ofADR's were also used
to minimize the risk of third parties' breaking up the cross-trades, and,
because the cross-trades were at the market price, there was no risk of other
traders' breaking up the trades. None of the outgoing cash-flow resulted
from risks. Accordingly, we havefound that this transaction was deliberately
predeterminedanddesignedbypetitionerandTwenty-First toyieldaspecific
result and to eliminate all market risks. 186

As evidenced by the Tax Court's opinion, the determination of risk for
this type of a deal meant market risk. 187 Of the four risks identified by the
Fifth Circuit, the risk that the trade might not have been executed properly is
not even a market risk. Many events could have hindered the trades: power
outages, a trading day so bad that the computer-generated trades would have
caused the market to close, and in this post 9-11 world, terrorist attacks. These
are not market risks. These are everyday risks ofliving, and they are common
to sham transactions as well as non-sham transactions. As two commentators
put it: "[t]or that matter, an asteroid might have struck the Earth in mid
transaction, making the transaction by no means risk-free."188

The next two "risks" identified by the Fifth Circuit were bare assertions
which were contradicted by specific factual findings of the Tax Court. 189

Market price fluctuation was not a risk because the agents had no authority to
deviate from the preset prices; ifthe market changed enough, the agent (Mr.
Leo) would simply re-set the prices accordingly so that the legs would still
match Up.190 Break up of the cross-trades by other traders was not a risk
because the trades were priced at market levels so there was no incentive for
other traders to break up the cross-trades. 191

The last risk-that Royal Dutch Petroleum would not actually pay the
dividends it had declared due and owing to shareholders-was made up by the

186. [d. at 223-24 (emphasis added).
187. [d. Even Congress recognized this. In the Taxpayer Relief Act of 1997, Pub. L. No. 105-34,

III Stat. 941 (1997), Congress wrote § 901 (k) to require that a taxpayer hold stock (or an ADR) for at least
sixteen days of a prescribed thirty-day period-including the dividend record date-in order to claim a
foreign tax credit. I.R.C. § 90 I(k) (2002). In other words, Congress legislated that a taxpayer cannot buy
a dividend with the attendant foreign tax credit without undergoing some minimal market risk. See id.
Compaq's market exposure did not meet that minimal threshold; it was exposed to price fluctuations for a
matter of seconds. See Brieffor the United States Justice Department, ~ 25, Compaq Computer Corp. v.
Comm'r, 277 F.3d 778 (5th Cir. Dec. 2001) (No. 00-60648), 2001 TNT 28-46, Doc. 2001-2101,
http://tacampus.tax.orgl(''Thetypicalcross-tradeiscompletedinamatterofasecondortwo,asis the
reverse transaction that immediately follows.").

188. Shaviro & Wisbach, supra note 157, at 516. Another commentator added, "[t]he Fifth ...
Circuit[] clearly believed that New York City tax shelter planners are business geniuses who have found
a way to make riskless profits." Sheppard, supra note 157, at 159.

189. Compaq, 113 T.C. at 223-24.
190. [d. at 218 ("Thus, when, between the sixth and seventh trades, the market price changed, Leo

modified the price for subsequent trades to compensate for the change.").
191. [d.
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Fifth Circuit. Not even Compaq argued (at least in its written briefs to the
Fifth Circuit) that it was exposed to any significant risk from nonpayment of
dividends. 192 The closest Compaq came to this argument was offering to the
Fifth Circuit the testimony ofCompaq's assistant treasurer (Mr.Tempesta) that
"he evaluated the risks ofengaging in the transaction, including Royal Dutch's
history of declaring dividends, and compared those risks to his projections of
the expected profits.,,193 In contrast to this limited view of the testimony, the
Tax Court found, as a matter offact, that "Tempesta's research of Royal
Dutch was limited to reading in the Wall Street Journal that Royal Dutch
declared a dividend and to observing the various market prices ofRoyal Dutch
ADR's."194

At its heart, the Fifth Circuit seemed swayed by the fact that the ADR
transactions took place in the form ofpublic trades, thus taking the form of a
market transaction. The Tax Court pierced the form, however, to find that, as
a matter of fact "[e]very aspect of petitioner's ADR transaction was
deliberately predetermined and designed ... to eliminate all economic risks
and influences from outside market forces on the purchases and sales in the
ADR transaction."195 Given those factual findings of the Tax Court, one
would expect the Fifth Circuit to rigorously examine the record and
demonstrate that the Tax Court's findings were not supported by reasonable
evidence. One would be wrong, which is part of the last problem with the
opinion.

The third and final problem with the Fifth Circuit panel's decision is that
it does not offer useful guidance to the bar. The opinion contains four defects.
First, it fails to offer guidance on when transactions should be disregarded for
tax purposes. Sec<;md, its preference for form over substance adds uncertainty
to the law. Third, the court chooses the wrong standard to review the Tax
Court's ultimate application ofthe economic substance doctrine to the facts of
this case. Fourth, the court's disregard of the factual findings that cut against
its favored analysis demonstrates that the court was not simply reviewing the
Tax Court's findings offact only for clear error.

The first defect has been well-noted by commentators. 196 In Rice's
Toyota World v. Commissioner,197 the Fourth Circuit shaped the following
two-part test for when a transaction would be disregarded for tax purposes:
(1) the transaction had "no economic substance because no reasonable
possibility of a profit exists" and (2) the taxpayer had no motive for the

192. Compaq's Brief,supranote 183, ~65.

193. [d. ~ 64.
194. Compaq, 113 T.C. at 217.
195. Id.at219.
196. Shaviro & Wisbach, supra note 157, at 517.
197. 752 F.2d 89 (4th Cir. 1985).
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transaction except to obtain tax benefits. 198 In ACM Partnership v.
Commissioner, the Third Circuit cautioned that while the economic substance
and business purpose tests were useful, they were only "factors" and not
"discrete prongs ofa 'rigid two-step analysis.' ,,199 The central inquiry for the
Third Circuit was "whether the transaction had sufficient substance, apart from
its tax consequences, to be respected for tax purposes.,,200 The Ninth and
Tenth Circuits go with the ACM approach over the Rice's Toyota World
approach.201 In contrast to the Third and Fourth Circuits, the Fifth Circuit's
opinion in Compaq expressly refuses to say whether a taxpayer's transaction
'has to fail both the economic substance and the business purpose inquiries.202

The second defect is the troublesome disconnect between what the
opinion says it is doing and what it actually does. The opinion asserts that it
has put substance over form. "The transaction was not a mere formality or
artifice but occurred in a real market subject to real risks. And, as has been
discussed, the transaction gave rise to a real profit whether one looks at the
transaction prior to the imposition of tax or afterwards.,,203

In fact, as the above analysis shows, the Fifth Circuit demonstrated a
preference for form over substance in a tax issue. Practitioners may be
excused for being confused on whether to follow what the court actually does,
or what the court says it does.

The third defect that should trouble practitioners is the circuit panel's
selection of a de novo standard to review the Tax Court's application of the
economic substance and business purpose tests. The court set out its basic
framework as follows:

The Tax Court's determinations of mixed questions of law and fact are
subject to de novo review. Jones v. Commissioner, 927 F.2d 849,852 (5th
Cir. 1991). In particular, "legal conc1usion[s)" that transactions are shams in
substance are reviewed de novo Killingsworth v. Commissioner, 864 F.2d
1214, 1217 (5th Cir. 1989) . . .. This is true even though the Tax Court has
characterized some of its determinations as "ultimate findings offact.,,204

198. Id.at91.
199. 157 F.3d 231, 247 (3d Cir. 1998).
200. Id.
201. See, e.g., James v. Comm'r, 899 F.2d 905, 908·09 (10th Cir. 1989) ("The better approach, in

our view, holds that 'the consideration ofbusiness purpose and economic substance are simply more precise
factors to consider in the [determination of] whether the transaction had any practical economic effects other
than the creation of income tax losses.' " (quoting Sochin v. Comm'r, 843 F.2d 351, 354 (9th Cir. 1988),
cerro denied, 488 U.S. 824 (1988»).

202. Compaq Computer Corp. v. Comm'r, 277 F.3d 778, 781-82 (5th Cir. Dec. 2001) ("Because we
conclude that the ADR transaction in this case had both economic substance and a business purpose, we
do not need to decide today which of these views to adopt.").

203. Id. at 788.
204. Compaq, 277 F.3d at 780-81.
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While this standard is followed in some circuits, it is not preordained,
even in the Fifth Circuit.20s The citation to Jones for the proposition that
mixed questions offact and law are reviewed de novo overstates the import of
that case. The issue in Jones was whether the taxpayer's tax home was in
Japan or Alaska.206 The court decided, without analysis, that "[t]he Tax
Court's conclusion regarding Jones' residency is a conclusion of law or at
least a determination of a mixed question of law and fact. As such, it is
reviewable de novo ...."207 This is hardly a square holding about mixed
questions of law and fact. Likewise, the citation to Killingsworth takes the
quoted matter out of context. The full text of the quote is as follows:

With respect to the Tax Court's findings of fact, the appropriate appellate
standard ofreview is whether those findings of fact were clearly erroneous.
For the Tax Court's conclusions oflaw, however, we are free to review on
a de novo basis. The Tax Court assumed that the straddle transactions
involved in the instant case were not factual shams, and logically, the
taxpayers have no quarrel with that assumption. The taxpayers do, however,
dispute the Tax Court's legal conclusion that the straddle transactions were
shams in substance and urge this Court to find, upon de novo review, that the
Tax Court was in error in that conclusion.20s

Thus, while the Killingsworth court recited the standard that the
taxpayers wanted, it did not indicate, either in words or actions, whether it
agreed with the taxpayer's assertion.209 The most reasonable inference to draw
from the full quote was that the court believed the Tax Court's decision about
economic substance was a conclusion of law and not one of mixed law and
fact.2IO Killingsworth was one of numerous appeals from the "largest
consolidated proceeding in Tax Court history," Glass v. Commissioner.2Il In
Glass, the Tax Court held that a complex series of straddles across tax years
were sham transactions that had no economic substance.212 The Tax Court
stated that it was focusing on an issue of law and concluded that the
transactions were shams as a matter oflaw.213 That decision was reviewed and
affirmed in nine circuits.214 Despite the Tax Court's own statements, two

205. In fact, the very Fourth Circuit case on which the Compaq court relies for adopting the business
purpose test and the economic substance test used clear error review and not de novo review. Rice's Toyota
World v. Comm'r, 752 F.2d 89, 92 (4th Cir. 1985).

206. 927 F.2d at 850.
207. [d. at 852.
208. Killingsworth, 864 F.2d at 1217.
209. [d. at 1216-17.
210. See id.
211. /d. at 1216 (citing Glass v. Comm'r, 87 T.C. 1087 (1986».
212. 87 T.C. at 1172.
213. [d.
214. Bohrerv. Comm'r, 945 F.2d 344, 345 (10th Cir. 1989); Lee v. Comm'r, 897 F.2d 915, 916 (8th
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reviewing courts treated the issue as a mixed question offact and law and used
a clear error standard ofreview.215 Two others treated the issue as a question
of law and used a de novo standard,216 and the rest simply did not articulate
what standard they were using. Put in context, then, Killingsworth is not even
persuasive, much less binding, authority for the proposition that a
determination which applies a multi-factored legal standard to reach an
ultimate conclusion should be reviewed de novo by the circuit court.

Moreover, other Fifth Circuit opinions lean more clearly towards a clear
error standard for reviewing Tax Court findings on sham transactions.217 For
example, in Herrington v. Commissioner, some of the taxpayers from the
Glass case made the argument that since the transactions were held to be
shams, the government should be required to treat the transactions as shams
for all purposes, including taxing the gain on one leg of the transactions.218

The Fifth Circuit agreed that if the issue of economic substance had been a
legal one, then the taxpayer's argument would have merit, but that circuit
panel (King and Johnson, Circuit Judges, and Little, District Judge) ruled that
the Tax Court's determination that the transactions lacked economic substance
was inherently factual in nature, and so the taxpayers could not use the duty
of consistency doctrine to get a refund.219

What is missing from the Compaq opinion is guidance for why the court
chose to review de novo rather than for clear error. Not all circuits agree with
Judge Posner that "[t]he question whether a particular transaction has
economic substance, like other questions concerning the application ofa legal
standard to transactions or events, is governed by the clearly erroneous

Cir. 1989); Kielmarv. Comm'r, 884 F.2d 959, 960 (7th Cir. 1989); Dewees v. Comm'r, 870 F.2d21, 22 (1st
Cir. 1989); Friedman v. Comm'r, 869 F.2d 785, 786 (4th Cir. 1989); Keane v. Comm'r, 865 F.2d 1088,
1090 (9th Cir. 1989); Ratliffv. Comm'r, 865 F.2d 97, 98 (6th Cir. 1989) (adopting the Seventh Circuit
Yosha opinion); Killingsworth, 864 F.2d at 1215; Kirchman v. Comm'r, 862 F.2d 1486, 1488 (11th Cir.
1989); Yosha v. Comm'r, 861 F.2d494, 502 (7th Cir. 1988); Herrington v. Comm'r, 854 F.2d 755, 756 (5th
Cir. 1988), cert. denied, 490 U.S. 1065 (1989).

215. See Keane, 865 F.2d at 1090; Yosha, 861 F.2d at 499.
216. See Kirchman, 862 F.2d at 1490 (noting that usually clear error standard was appropriate, but

the Tax Court had itself characterized its holding as a matter oflaw and not fact); Killingsworth, 864 F.2d
at 1217 (stating that a de novo standard of review is appropriate for the Tax Court's conclusions oflaw).

217. See. e.g., Herrington, 854 F.2d at 758.
218. [d. at 757.
219. [d. at 758; see also Agro Sci. Co. v. Comm'r, 934 F.2d 573, 576 (5th Cir. 1991) ("The Tax

Court found that the [taxpayers] did not intend to profit, except by tax deductions, from their $75,000 cash
investments in Coral projects. That finding stands unless it is clearly erroneous."). This case was decided
by Judges Reavely, Jones, and Smith. Agro Sci. Co., 934 F.2d at 574.
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standard.'0220 But at least other court opinions make it clear why they adopt
one standard or the other.221

The final defect in the Compaq opinion's usefulness as guidance is its
astonishing failure to adhere to the very standard it claims to follow. The
panel opinion starts out by claiming to review findings of fact for clear error
and findings oflaw de novo. The panel included the Tax Court's "ultimate"
findings of fact in the de novo category.222 Even accepting the panel's
promised review at face value, it failed to keep its promise. The most obvious
failure was in the circuit panel's risk analysis, as described above, where it
disregards the Tax Court's careful findings of fact. This is not simply
disregard ofthe ultimate findings offact, but ofthe subsidiary factual findings
that underlie those ultimate findings. For example, the circuit panel said that
Compaq was exposed to the risk of market price fluctuations.223 That
statement was directly contrary to the Tax Court's finding that, in fact,
Compaq was not so subject.224

So what was the Fifth Circuit doing here? Ifthe Fifth Circuit was saying
that Compaq was subject to price fluctuations as a matter of fact, then it was
reversing a Tax Court factual finding sub silentio with absolutely no
discussion of why the Tax Court's finding was clear error. If, on the other
hand, the Fifth Circuit meant that any transaction that takes place in the New
York Stock exchange is thereby exposed to the risk of market price
fluctuations as a matter of law, even when the transaction is rigged to
eliminate that risk,225 then the court's holding allows form to control
oversubstance.

This mistreatment ofthe Tax Court's factual findings demonstrates why
the Fifth Circuit selection of the de novo standard of review for mixed
questions of fact and law was incorrect. By choosing to review the Tax
Court's application of the economic substance and business purpose tests de
novo, the Fifth Circuit ended up reversing critical findings offact sub silentio,

220. Yosha, 861 F.2d at 499. For an excel1ent and intelligent exchange on this subject between
Judges Posner and Wood, compare Frederick v. United States, 182 F.3d 496, 499 (7th Cir. 1999) (Posner,
J.), cert. denied, 528 U.S. 1154 (2000)("[A] light appel1ate touch.[Le. clear error standard] is best. .. when
the issue on appeal is whether the trial court or jury correctly applied a rule of law to the facts. Such an
issue is fact- and case-specific, and so does not lend itself to unifonn resolution across different cases, the
sort of resolution that requires plenary appel1ate review."), with Yosha, 861 F.2d at 503 (Wood, 1.,
concurring) ("[T]he appropriate standard of review for mixed questions of law and fact is not the same in
al1 cases, and thus this is not a question that lends itself to unifonn resolution across different cases.").

221. See. e.g., James v. Comm'r, 899 F.2d 905, 909 (10th Cir. 1990) (discussing why the circuit
preferred to review the Tax Court detennination de novo rather than for clear error).

222. Compaq Computer Corp. v. Comm'r, 277 F.3d 778, 780-81 (5th Cir. Dec. 2001).
223. See id. at 787.
224. See Compaq Computer Corp. v. Comm'r, 113 T.C. 214, 219·20 (1999).
225. Compaq, 277 F.3d at 787; see a/so Shaviro & Wisbach, supra note 157 (using the more polite

tenn "pre-wired").
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which significantly undennines its ability to create and enforce a unifonn rule
oflaw.

Epilogue: Although the government asked for a rehearing en bane, the
Fifth Circuit did not grant one.226 The government did not file a petition for
certiorari.

E. Jameson: The Wrong Face on a Hypothetical Buyer in
Estate Valuation

Case Name: Estate ofJames(Jn v. Commissioner, 267 F.3d 366 (5th Cir.
Sept. 2001).
AppealedFrom: Estate ofJameson v. Commissioner, 77 T.C.M. (CCH)
1383 (1999).
Appellant: Taxpayer
Disposition: Vacated and Remanded.

Summary: Jameson owned all the stock of Johnco, a holding company
whose primary asset was the 5,405 acres of contiguous timberland in
Louisiana.227 The key issue in the case was the proper valuation ofthe Johnco
stock.228 The Taxpayer proposed one valuation and the Service proposed
another; the Tax Court thought them both wrong229 and the Fifth Circuit
reversed the Tax COurt.230

The central valuation problem was how and whether to factor in the
potential capital gains tax exposure that any buyer of the property would
face. 231 All agreed that Johnco had a fair market value of $6 million.232 The
problem was that Johnco's basis in the timberland was only about $218,000.233

Thus, any sale of the Johnco stock would transfer that low basis property.234
From this, the estate argued that if the buyer of the Johnco stock were to
liquidate the company, the buyer would be hit with huge capital gains.235

Therefore, no buyer would pay the full fair market value of $6 million but
would instead discount that by at least the potential thirty-five percent capital
gains tax hit on the potential $5.7 million gain, or $1.9 million.236 The Service
countered that if the buyer ofthe Johnco stock worked the timberland, selling

226. Berger v. Compaq Computer Corp., 279 F.3d 313, 313 (5th Cir. 2001).
227. Estate ofJameson v. Comm'r, 267 F.3d 366, 368 (5th Cir. Sept. 2001).
228. See id. at 369-70.
229. Jamesonv. Comm'r, 77 T.C.M.(CCH) 1383,~64(1999).

230. Jameson, 267 F.3d at 375.
231. [d. at 370-71.
232. /d. at 371.
233. [d.
234. /d.
235. [d.
236. [d. The Estate also argued for other discounts which are not relevant to this central issue in the

case. [d.
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it off slowly and engaging in creative tax strategies, th~ owner could avoid or
defer indefinitely any large capital gains.237 Therefore, the estate was not
entitled to any discount for the built~in capital gains tax liability.238 The Tax
Court rejected both extremes.239 It thought some discount for the capital gains
tax should be allowed, but not the full amount.240 The Tax Court reasoned that
the most likely hypothetical buyer would not immediately liquidate the
property but would follow a harvesting strategy that would pay offthe capital
gains in nine years.24\ The Tax Court assumed a 14% percent rate ofreturn for
working the timber property.242 The Tax CoUrt then allowed the present value
of the nine-year stream of tax payments as the proper discount from fair
market value, using a discount rate of 20%.243

The Fifth Circuit thought the Tax Court had committed a clear error in
assuming that the hypothetical buyer ofthe property would do anything other
than liquidate the company.244 It believed the Tax Court was internally
inconsistent in assuming that a hypothetical buyer would accept a hypothetical
14% rate of return when at the SllDle time demanding a hypothetical 20%
discount rate, since what is built into a discount rate is the expected rate of
return of alternative investments,24s

A reasonable hypothetical investor who required a 20% rate of return on
Johnco stock would not accept the Timber Property's modest 14% return.
Instead the investor would liquidate Johnco quickly and reinvest the
proceeds. "Courts may not permit the positing of transac.tions which are
unlikely and plainly contrary to the economiC interest of a hypothetical
buyer."246

The Fifth Circuit remanded because the record was "unclear" on what other
estimates ofJohnco's stock value were reasonable.247

Commentary: The difficulty with estate valuation is that "[nlot
infrequently, values assigned to estate assets or liabilities bear little
relationship to the ultimate value in the hands of a beneficiary."248 Justice

237. Id.
238. Id.
239. Id.
240. See id.
241. Id.
242. Id. at 372.
243. Id.
244. See id.
245. Id.
246. Id. (quoting Estate ofSmith v. Comm'r, 198 F:3d SIS, 529 (5th Cir 1999).
247. Id.
248. Edward Kessel, et aI., Taxpayers. IRS. and the Courts Continue to Struggle With the Valuation

Impact ofPost-Transfer Events, 96 J. TAX'N 28, 28 (2002).
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Holmes explained the reason for this long ago in Ithaca Trust Co. v. United
States:

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 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 iflater the
prophecy turns out false than when it comes out true.249

So, for example, if a decedent was a defendant in a lawsuit, the value of
the estate should be reduced by the potential judgment.250 The value of that
potential judgment depends on "prophecy" and not actual events, even if
shortly after the decedent's death the suit actually settles for an actual
amount.25t For example, in Estate ofSmith v. Commissioner, Exxon had sued
the decedent for $2.4 million in overpaid royalties.252 Smith died while the
suit was pending, and her estate settled the case for $680,000, but claimed a
$2.4 million deduction.253 The Service disallowed the excess above the
$680,000, and the Tax Court sustained the Service.254 The Fifth Circuit,
however, reversed and remanded because both the Service and the Tax Court
had failed to properly value the judgment.255 The circuit panel ruled that the
estate was entitled to credit for the hypothetical judgment likely as ofthe date
of death, regardless of the actual judgment issued later.256 The estate,
however, was not necessarily entitled to the full $2.4 million demanded by
Exxon, and so the Fifth Circuit remanded.257 On remand, the Tax Court
ruled that the litigation risks present as of the date of death resulted in a
hypothetical value of only $475,000 but that the Service was stuck with its
earlier concession of $680,000.258

249. Ithaca Trust Co. v. United States, 279 U.S. 151, 155 (1920).
250. Smith, 198 F.3d at 526.
25L See id.
252. Id. at 521.
253. Id. at 519.
254. Estate ofSmith v. Comm'r. 108 T.C. 412, 430 (1997).
255. Smith, 198 F.3d at 526, nonacq. in result, action on dec., 2000-004, 2000-19 I.R.B. 962 (May

9,2000).
256. Id. at 524 ("As we interpret Ithaca Trust . .. the net value of the property transferred should be

ascertained, as nearly as possible, as of that time.").
257. Id. at 525 ("The actual value of Exxon's claim prior to either settlement or entry ofajudgment

is inherently imprecise, yet 'even a disputed claim may have a value, to which lawyers who settle cases
every day may well testifY, fully as measurable as the possible future amounts that may eventually accrue
on an uncontested claim.' ").

258. Estate of Smith v. Comm'r, 82 T.C.M. (CCH) 909, 918 (2001).
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Coming back to Estate of Jameson, both the Tax Court and the Fifth
Circuit agreed that the potential capital gains tax liability built into the
timberland should affect the proper date-of-death valuation.2s9 Further, both
courts agreed that the relevant standard by which the prophecy should be
conducted was Johnco's hypothetical fair market value: the value a
hypothetical buyer would give for the shares to the estate, both being willing
and neither under a compulsion to buy or sell.260 Finally, both courts agreed
that only the facts existing on the date the decedent died should affect the
determination of the hypothetical sale.261

The Tax Court and Fifth Circuit, however, disagreed over what face to
put on that hypothetical buyer.262 The Tax Court foresaw the face ofa farming
investor, such as a timber company, who would use the property on a sustained
yield basis.263 The Fifth Circuit foresaw the face of a shortswing acquisition
and disposition investor who would liquidate the property.264 The Fifth Circuit
thought the Tax Court had been blind to its own assumptions of the
hypothetical buyer requiring a 20% return on investment each year when the
timber company would return only 14% per year.26S While the Fifth Circuit
may have been right that two different discount rates created a problem, its
remedy was wrong.

The Fifth Circuit appears to have swung a Damocleasian sword at the
knotty problem of estate valuation by its creation of a bright line rule that the
only proper valuation of an estate asset is its liquidation value.266 Thus, the
panel opinion rejected the Tax Court's hypothetical farming investor with this
odd analysis:

[T]he [Tax] court should not have assumed the existence ofa strategic buyer
ofthe Timber Property, a buyer that most probably would continue to operate
it for timber production. Fair market value analysis depends instead on a
hypothetical rather than an actual buyer. While it may well be true that the
Timber Property's best use is for sustainable yield timber production, this

259. Estate of Jameson v. Comm'r, 267 F.3d 366, 372 (5th Cir. Sept. 2001); Estate of Jameson v.
Comm'r, 77 T.C.M. (CCH) 1383, ~ 61 (\999).

260. Jameson, 267 F.3d at 370; Jameson, 77 T.C.M. (CCH), ~ 34.
261. Jameson, 267 F.3d at 370; Jameson, 77 T.C.M. (CCH), ~ 34. Both courts therefore rejected the

argument that a later settlement in which all the family members agreed on the value ofJohnco should affect
the analysis ofJohnco's value for estate tax purposes. See Jameson, 267 F.3d at 370; Jameson, 77 T.C.M.
(CCH), ~ 34.

262. Jameson, 267 F.3d at 371-72.
263. [d. at 371.
264. [d. at 372.
265. [d.
266. [d. at 371-72.
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does not mean that the first, or economically rational, purchaser of lohnco
stock would so operate or lease the property.267

This analysis is odd because the Fifth Circuit admitted that lohnco's best
value could be for timber production and yet rejected the idea that the face of
the hypothetical buyer could therefore be a farming investor.268 At the same
time, the Fifth Circuit failed to give any reason why a shortswing investor was
any more hypothetical or less strategic than a timber company,z69 The Tax
Court was simply predicting that the most likely buyer of lohnco would be a
timber company or pension fund that would operate the property.270 The Fifth
Circuit conceded that farming would be the best use of the property and yet
insisted that the hypothetical buyer must be a shortswing investor who would
promptly unload the property, presumably to someone who would farm it,271
At the very least, this question of prophecy seems a factual issue that should
be resolved by the trial court and not the appellate court.

Perhaps the Fifth Circuit simply meant that the Tax Court committed
clear error.272 The panel opinion insisted that the Tax Court's "internally
inconsistent assumptions" of a twenty percent discount rate and a fourteen
percent return "fatally flawed its decision."m According to the Fifth Circuit,
if the hypothetical buyer would require a twenty percent yearly return on
investment, then analyzing a use of the property that yielded only a fourteen
percent yearly return appeared clearly erroneous.274 So the Fifth Circuit put
a liquidator's face on the hypothetical buyer.275 The fact that the buyer would
not make twenty percent off the' deal was irrelevant to the Fifth Circuit
because "the investor would liquidate lohnco quickly and reinvest the
proceeds."276 Therefore, the hypothetical investor would be willing to pay the
$6 million fair market value of lohnco's assets less a $1.9 million built-in
capital gains hit,277

It is the Fifth Circuit's analysis, not the Tax Court's, that seems clearly
erroneous. Why would any investor who requires a twenty percent return buy
and sell lohnco, only to end up with the same amount of cash that it started
with? What is the point of that deal? If the lohnco transaction did not yield

267. /d.

268. See id.
269. See id.
270. See id. at 371.
271. See id. at 372.
272. Id. ("'fthe evidence did not support an economic case for the buyer ofJohnco's stock to engage

in long-term timber production, then the Tax Court's discount of the capital gains liability over nine years
of further production was erroneous.").

273. Id.
274. Id.
275. Id.
276. Id.
277. See id.
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a net gain, then it would seem to make more sense to put the money directly
in other investments that would yield the required hypothetical twenty percent
return. It would be far more sensible to imagine a shortswing investor paying
for Johnco only an amount that would both recoup its thirty-four percent
capital gains hit and generate that hypothetical twenty percent return. So the
Fifth Circuit's hypothetical shortswing investor would want a fifty-four
percent discount. If that is true, however, then one can quite easily
imagine-or prophesy-another hypothetical investor who, agreeing with the
Tax Court's analysis oftimber yield and capital gains payoffover nine years,
would be willing to pay LESS ofa discount than fifty-four percent in order to
get the twenty percent return on investment. In other words, the Fifth Circuit's
hypothetical shortswing investor who planned to take the full thirty-four
percent capital gains tax hit up-front may be outbid by the Tax Court's
hypothetical farming investor who, recognizing the fourteen percent return,
would negotiate an initial discount of something like only forty percent.

The Tax Court's analysis painted a far more convincing face on the
hypothetical buyer than did the Fifth Circuit's because, implicit in the Tax
Court's analysis, was the understanding that a hypothetical sale included not
only a hypothetical buyer, but also a hypothetical seller.278 Given the Tax
Court's finding that the best use of the Johnco assets would be for sustained
yield-a finding that the Fifth Circuit did not touch-it was far more
reasonable to prophesy a sale where the buyer so used the assets rather than
liquidated because the estate would reject a lowball offer from a buyer who
would liquidate the assets (for example, by clear-cutting).279

Of course, neither the Tax Court nor the Fifth Circuit used a cash flow
analysis to decide the value ofJohncO.280 And rightly so, because the valuation
should be done by using the fair market value of the assets.281 But that
analysis might be useful in deciding what hypothetical face to put on the
hypothetical investor. Viewed that way, it does not seem clearly erroneous for
the Tax Court to have prophesied that Johnco would be bought by a timber
company or pension fund. Instead, that seems just the sort of inquiry Justice
Holmes contemplated in Ithaca Trust: "Like all values, as the word is used by
the law, it depends largely on more or less certain prophecies ofthe future ..

,,282

Epilogue: Valuation cases are inherently messy. In rejecting the Tax
Court's hypothetical buyer, the Estate of Jameson court appears to be
choosing form over substance by laying down this bright-line rule for estate
valuations: use the form of a hypothetical shortswing investor to value the

278. See id. at 371.
279. See id.
280. See id. at 371-72.
281. Rev. Rul. 59-60,1959-1 C.B. 237.
282. Ithaca Trust Co. v. United States, 279 U.S. 151, 155 (1920).
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estate, regardless ofwhether there is any substantial support for supposing that
to be the most likely hypothetical buyer.283 The more recent case of Dunn v.
Commissioner reinforces this observation.284 In that case, the Fifth Circuit
followed Estate ofJameson to hold that the Tax Court (same judge) erred as
a matter of law by not using the liquidation value of the estate property to
account for the effect ofbuilt-in capital gains on the property's value.285 WhiIe
it may be easier to always assume, when the estate property at issue is a
closely-held corporation, that the hypothetical buyer wears the face of an
investor who will simply liquidate assets, making that a uniform assumption
seems to depart from the task of prophecy which, although it contains
significant uncertainty, is really a question of substance.

III. TAX PROCEDURE AND TAX ADMINISTRATION DECISIONS

"Congress should know how to levy taxes, and if it doesn't know how to
collect them, then a man is a fool to pay them.,,286 - J. P. Morgan

A. Copeland: Service Loses Interest in Section 6621

Case Name: Copeland v. Commissioner, 290 F.3d 326 (5th Cir. May
2002).
Appealed From: Copeland v. Commissioner, 79 T.C.M. (CCH) 2127
(2000).
Appellant: Taxpayer
Disposition: Affirmed in Part, Reversed in Part, Remanded

Summary: The taxpayers participated as limited partners in a tax shelter
scheme in the late 1970s and early 1980s.287 In a test case, Krause v.
Commissioner, the Tax Court held that similar partnerships were not
legitimate profit-motivated entities, but were created simply to generate loss
deductions for their partners and so denied the loss deductions generated by
the partnerships,288 The Copeland taxpayers, who had been limited partners
in similar partnerships, did not contest that result,289 Instead, they sought (1)
to take a section 165 loss deduction only for their initial investments into the

283. Jameson, 267 F.3d at 372.
284. 301 F.3d 339 (5th Cir. Aug. 2002).
285. [d. at 354.
286. GERALD CARSON, THE GOLDEN EGG: THE PERSONAL INCOME TAX-WHERE IT CAME FROM,

How IT GREW 119 (Houghton Mimin 1977) (quoting J. P. Morgan). Carson termed this "the indiscretion
ofa lifetime," [d.

287. Copeland v. Comm'r, 290 F.3d 326, 327 (5th Cir. May 2002).
288. 99 T.C. 132, 175-77 (1992), ajJ'd sub nom. Hildebrand v. Comm'r, 28 F.3d 1024 (10th Cir.

1994).
289. Copeland, 290 F.3d at 328.
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partnerships and (2) to avoid the penalty interest provisions of section
6621 (d).290 The Tax Court denied the loss deduction and approved the penalty
interest.29

\ On appeal, the Fifth Circuit affirmed the loss deduction denial but
reversed on the penalty interest issue because it was precluded by the plain
language of the applicable regulation.292

The taxpayers argued that since the Krause court had held the
partnerships a sham, then the partnerships could not exist for income tax
purposes, and the profit-motive test for each limited partner's investment must
be applied to each limited partner.293 Since they had a legitimate profit motive
for entering into the partnerships, they were entitled to take a section 165 loss
deduction.294 The Fifth Circuit agreed with the Tax Court that while "certainly
creative," the Copelands' argument failed.29S Relying on the plain language
definition of partnership in section 761(a), the Fifth Circuit agreed with the
Tax Court that" 'a court decision that a partnership activity ... lacks a profit
objective ... is not equivalent to[] a holding that the investors intended to
create an entity other than a partnership.' ..296 Since the taxpayers intended to
create the partnerships, and the partnerships actually conducted transactions
and activities, they could indeed exist for income tax purposes.297 In other
words, they engaged in activities, even though those activities did not stem
from a legitimate profit-motive. Accordingly, the Fifth Circuit affirmed the
loss disallowance.298

The Fifth Circuit also relied on plain language to reverse the application
of the penalty interest provisions in section 6621 (d).299 That section imposes
an increased rate ofinterest (120% ofthe otherwise applicable interest rate) on
substantial underpayments of tax (anything over one thousand dollars)
attributable to tax-motivated transactions.30o The statute lists five types oftax
motivated transactions that get zapped with the penalty interest.30

\ The statute
also authorizes the Service to define other tax-motivated transactions that
should be subject to the penalty interest.302 In Copeland, the Service relied on
a sixth type of tax-motivated transaction defined by Temporary Regulations

290. [d. at 328-29.
291. /d.
292. [d. at 330, 338.
293. /d. at 329.
294. [d.
295. /d.
296. [d. at 330 (citing Vanderschraafv. Comm'r, 74 T.C.M. (CCH) 7, II (1997».
297. [d.
298. [d.
299. [d. at 330-3 I. During the years in question the provision was codified at § 6621(c). See id. For

convenience, this article will refer to its current placement in § 6621 (d).
300. See id. (discussing I.R.C. § 6621(c)(I) (2002».
301. See id. at 331 (discussing § 6621(c)(3».
302. See id. (discussing § 6621 (c)(3)(B».
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promulgated under the authority in section 6621.303 The sixth candidate for the
penalty interest was "[a]ny deduction disallowed for any period under section
183, relating to an activity ehgaged in by an individual or an S corporation that
is not engaged in for profit.,,304 Section 183, in turn, provides that "[i]n the
case of an activity engaged in by an individual or an S corporation, if such
activity is not engaged in for profit, no deduction attributable to such activity
shall be allowed under this chapter except as provided in this section.,,305
Accordingly, the Fifth Circuit reasoned that there can never be a "deduction
disallowed for any period under section 183" within the meaning of the
regulation for a partnership.306 The court noted that although the Tax Court
used the profit-motive tests embodied in section 183 and its regulations to
disallow the partnership losses, "the deductions were not actually disallowed
under I.R.C. § 183, but under I.R.C. §§ 162 and 174, neither of which are
limited-as is § 183-to activities engaged in by individuals and S
corporations, to the exclusioh ofpartnerships."307

Commentary: Pardon the pun, but the Fifth Circuit is "plainly" right.
The Tax Court relied on the reasoning of the Ninth Circuit in Hill v.
Commissioner,308 which in tum followed the Tenth Circuit in Hildebrand v.
Commissioner,309 both ofwhich were appeals from the Krause cluster ofcases.
The Ninth Circuit tried to finesse the issue this way: "the Secretary has
authority to define certain transactions as tax motivated, the Secretary has
defined transactions lacking a profit motive under § 183 as tax motivated, the
transactions in this case lack a profit motive under § 183, petitioners[']
activities relating to these transactions are therefore tax motivated.,,3IO

The problem with this chain of logic is that it misrepresents what the
regulation says. The regulation does not define "transactions lacking a profit
motive under § 183 as tax motivated.,,311 Instead, the regulation defines
transactions lacking a profit motive as "[a]ny deduction disallowed for any
period under section 183."312 The fact that section 183 is used to test the profit
motive of a transaction is irrelevant to the operation of the regulation. If the
deduction is disallowed under a different Code section, it does not come within
the regulation.

The main theme of this review is the clash of form and substance. Here
is a case where it seems that form wins out over substance. A closer look,

303. See id.
304. See id. at 332 (quoting Temp. Treas. Reg. § 301.6621-2T, A-4 (1984».
305. Jd. at 334 (discussing I.R.C. § 183(a».
306. Jd. at 332.
307. Jd. at 336.
308. 204 F.3d 1214, 1220 (9th Cir. 2000).
309. 28 F.3d 1024, 1028 (10thCir. 1994).
310. Hill, 204 F.3d at 1220.
311. See id.
312. Jd. (quoting Treas. Reg. § 301-6627-2T A4-1(1987».
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however, suggests otherwise. After all, it is not as though the taxpayers did
not owe a pile ofmoney to the Service for their unfortunate foray into the tax
shelter mania of the late 1970s. The penalties were just the twenty thousand
dollar tail wagging on the $1 ,058,000 dog.313 Additionally, the section 6621 (c)
penalty interest is punitive in design.314 Accordingly, it is in the best tradition
of Anglo-American law to construe punitive provisions against the
government to protect liberty.31S Finally, when Congress expressly delegates
to the Service such formidable control over the law, it is no "disservice" to
hold the Service to the wording of its regulations.

B. Mazurek: "Mais Oui" Enforce a Summons for France

Case Name: Mazurek v. United States, 271 F.3d 226 (5th Cir. Nov.
2001).
AppealedFrom: Mazurek v. United States, No. 99-2003 clw 99-2229,86
A.F.T.R.2d 6293, 2000 U.S. Dist. LEXIS 14131 (E.D. La. Sept. 19,
2000).
Appellant: Taxpayer
Disposition: Affirmed

Summary: The French Tax Authority (FTA) was investigating the
liabilities of Zbigniew Mazurek and needed some information from a
Louisiana bank.316 So, per the relevant treaty with the United States, the FTA
asked the Service to summons the information from the bank.317 The Service
accordingly served a summons on the bank, with a copy to Mazurek, per
section 7609.318

Mazurek made two responses.319 First, he started a proceeding in France,
alleging that the FTA had no authority to investigate him because he was not
a resident ofFrance during the period under investigation.320 Second, he filed
a motion to quash the summons in the Eastern District of Louisiana, alleging

313. See Copeland v. Cornm'r, 79 T.C.M. (CCH) 2127, 2128 (2000), ajJ'd, 290 F.3d 326 (5th Cir.
May 2002). In addition to the disallowance oftheir $175,000 initial contributions to the partnerships, which
they lost, they were hit with approximately $864,000 in taxes and accumulated interest at the regular rate,
plus $194,000 in penalties other than the § 6621 (c) penalty interest. See id. In contrast, this decision got
them out ofabout $20,000 of § 6621(c) penalty interest. Copeland v. Comm'r, 290 F.3d 326, 338 (5th Cir.
May 2002).

314. Copeland, 290 F.3d at 332.
315. See Bryan T. Camp, Dual Construction ofRICO: The Road Not Taken in Reeves, 51 WASH.

& LEE L. REv. 61, 82 (Winter 1994) (discussing tradition and examples of exceptions).
316. Mazurek v. United States, 271 F.3d 226,228 (5th Cir. Nov. 2001).
317. Id. The official name of the treaty is the Convention Between the Government of the United

States and the Government of the French Republic for the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion with Respect to Tax on Income (the "U.S.-France Tax Treaty"). Id.

318. Id. at 229.
319. Id.
320. Id.
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that under French law, the FTA was required to suspend its investigation
during the pendency of the residency challenge.321 Enforcing the summons
would therefore be improper because it would allow the FTA to circumvent
French law by conducting its investigation through the United States when
barred by French law from doing SO.322 The Service countered the motion to
quash with a motion to enforce.323

The Fifth Circuit affirmed the district court's decision to deny the motion
to quash and grant the motion to enforce.324 The court noted that when the
Service issued summonses, the Supreme Court had imposed only a "slight"
and "minimal" burden on the Service to make a prima facia case for
enforcement by showing the following: (1) the summons was issued for a
legitimate purpose, (2) the information sought could be relevant to that
purpose, (3) the Service did not already have the information sought, and (4)
the Service had followed all administrative steps required by the Internal
Revenue Code.325 The Service could establish these four factors by affidavit,
and once established, the taxpayer bore a heavy burden to disprove any of
them or show any other reason why the summons should not be enforced.326

The main issue in the case was whether the summons to the Louisiana
bank had been issued for a proper purpose.327 The Service said it had been
issued for the purpose of complying with the terms of the U.S.-France Tax
Treaty.328 Mazurek urged the court to look beyond the terms of the treaty,
arguing that the Service should not be a patsy for French malfeasance.329 The
Fifth Circuit resisted the urge.330 It first decided that the Service need not
address the foreign country's good faith in the affidavit used to establish the
Powell factors. 331

As long as the 1l~.S acts in good faith, it need not also attest to-much less
prove-the good faith ofthe requesting nation. Requiring district courts and
the IRS to look into the good faith ofthe requesting country's investigation
would-at least when, as here, the taxpayer concedes that the treaty partner
is interested only in civil tax collection-unwisely necessitate an inquiry into
the propriety of the FTA's actions under French law.332

32\. Id.
322. See id.
323. Id.
324. Id. at 235.
325. Id. at 230 (citing United States v. Powell, 379 U.S. 48, 57·58 (1964».
326. See id. at 230·3 \.
327. /d. at 23 \.
328. See id. at 229.
329. See id. at 232.
330. See id. at 233.
33 \. Id. at 23 \.
332. fd. at 231·32.
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The court then looked at Mazurek's allegations ofimproper purposes and
concluded "Mazurek's argument is not wholly convincing under the instant
circumstances."333 Basically, the court said that it was up to the FTA to police
itself, and as long as its request complied with the U.s.-France Tax Treaty, the
court would not go behind the treaty to discern the propriety of the FTA's
request under French law.334 First, the Fifth Circuit noted that the specific
languageofthe treaty did not prohibit U.S. compliance with a French request
properly made under the treaty and did not require that the United States
independently assure itselfofthe FTA's good faith.335 Second, the court noted
that the Treasury Department's Technical Explanation did not contradict that
interpretation of the French tax treaty.336 Third, the court noted that although
Mazurek found some support in one district court's interpretation of similar
treaties,337 that court had been interpreting a different treaty with different
language and the opinion had been questioned by the same court in later years
because the Supreme Court had, in an intervening case,338 held that the Service
need not attest to the good faith of the Canadian authorities in requesting a
summons under the relevant tax treaty with Canada.339 Finally, the Fifth
Circuit said that it was not troubled by any potential bad faith in this case
because the only assertion by Mazurek was that the FTA could not obtain the
requested information until the French residency proceeding was finished. 340

The court noted that any potential damage to Mazurek was simply a case ofthe
FTA getting the information sooner rather than later, and therefore,
enforcement of the summons would not really circumvent the FTA's ability
to obtain information in the same way it would if the prohibition against the
FTA had been permanent.341 The court also expressed doubt that the FTA was
really prohibited from obtaining the information because it had made its
request before Mazurek had started the French residency proceeding.342

Commentary. Summonses are not self-enforcing.343 As the Supreme
Court has said, "[i]t is the court's process which is invoked to enforce the
administrative summons and a court may not permit its process to be

333. [d. at 233.
334. See id. at 231-32.
335. See id. at 233.
336. See id.
337. See id. The court was referring to United States v. Lincoln First Bank, 45 A.F.T.R.2d 80-942,

80-945,1980 U.S. Dis!. LEXIS 10216, at *10 (S.D.N.Y. 1980) ("[GJovernmental agencies of the United
States should not be employed to provide information to a foreign country which could not be obtained
under the laws of that country. A holding to the contrary could result in an unintended circumvention of
applicable foreign laws and related domestic laws.").

338. United States v. Stuart, 489 U.S. 353 (\ 989).
339. [d. at 369.
340. See Mazurek, 271 F.3d at 234.
341. See id.
342. See id.
343. I.R.C. §§ 7402(b), 7604(a) (2002); see United States v. Harris, 628 F.2d 875, 879 (5th Cir.

1980).
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abused."344 Accordingly, when the Service seeks court enforcement of a
summons, the courts will review the request to ensure that the Service is not
abusing court process.345 Given the extremely broad nature of the Service's
summons power, however, the review is generally very lenient,346 Over the
years, the courts have consistently given extraordinary leeway to the Service's
desires for information.347 For example, although using a civil summons as
a pretext to gather information for a criminal investigation is an improper
purpose, and such a summons will not be enforced,348 it is the rare case indeed
where courts have decided that the Service has crossed this line.349 Generally,
as long as the Service has not made a formal referral to the Department of
Justice seeking a criminal indictment, a summons may be issued in aid of the
Service's investigation, even if the agent issuing the summons personally
believes such a referral will be made.350

The wrinkle of how closely courts should scrutinize the propriety of a
foreign country's request for information is relatively new. The seminal case
so far, and the one relied upon by the Fifth Circuit, is United States v.
Stuart. 3S1 Stuart, however, failed to give clear guidance on the issue. In
Stuart, the taxpayers alleged that the Canadian tax authorities were conducting
a criminal investigation, and therefore, the use ofa summons was an improper
purpose.3S2 The Ninth Circuit agreed with the taxpayers that the Service's
summons would be issued in good faith only when Canadian authorities were
acting in good faith and that the good faith ofCanadian authorities should be
judged by the same standard used to judge the Service's good faith.3S3

Accordingly, the Ninth Circuit held that the U.S. court should inquire as to
whether the Canadian tax authorities had referred the case for criminal
prosecution.354

344. United States v. Powell, 379 U.S. 48, 58 (1964).
345.. See id.
346. See generally MICHAEL I. SALTZMAN, IRS PRACTICE AND PROCEDURE ch. 13 (2d ed. 1991)

(discussing the Service's investigatory powers). Courts consider the summons power analogous to the
grandjury's subpoena powers. See, e.g., United States v. Bisceglia, 420 U.S. 141, 148 (1975).

347. See SALTZMAN, supra note 346, at ch. 13.
348. United States v. LaSalle Nat'l Bank, 437 U.S. 298, 316 (1978) (upholding a summons issued

for the sole purpose of criminal investigation when the Service had not yet decided whether to refer the
matter to the Department of justice for criminal prosecution).

349. [d. at 316 ("Because criminal and civil fraud liabilities are coterminous, the Service rarely will
be found to have acted in bad faith by pursuing the former."); see also SALTZMAN, supra note 348, at ch.
13.08 (gathering cases).

350. I.R.C. § 7602(b) (2000); United States v. Michaud, 907 F.2d 750, 752 (7th Cir. 1990) (en bane).
351. United States v. Stuart, 489 U.S. 353 (1989).
352. [d. at 353.
353. Stuart v. United States, 813 F.2d 243, 249 (9th Cir. 1987).
354. [d.
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The Supreme Court reversed, holding that the summons should be
enforced regardless ofwhat the Canadians were doing or why they wanted the
information.3S5 The Court summarized its holding as follows:

We conclude that the IRS need not attest that a Canadian tax investigation
has not yet reached a stage analogous to a Justice Department referral by the
IRS in order to obtain enforcement ofa summons issued pursuant to a request
by Canadian authorities under the 1942 Convention. So long as the IRS itself
acts in good faith, as that term was explicated in United States v. Powell, 379
U.S., at 57-58, and complies with applicable statutes, it is entitled to
enforcement of its summons. Accordingly, the judgment of the Court of
Appeals is reversed, and the case is remanded for further proceedings
consistent with this opinion.356

The ambiguity reflected in the Court's language is also reflected in the
Fifth Circuit's opinion in Mazurek. The court seems to hold that whether or
not the FTA was violating French law in requesting the summons was beyond
the scope of the court's inquiry.3S7 On the other hand, in footnotes and in its
last reason for enforcement, the court seeks to reassure the reader that it has
indeed looked at the substance of the taxpayer's complaint and sees nothing
that leads it to believe a true violation ofFrench law has occurred.358 The court
also hints that had the taxpayer been arguing that the French were conducting
a criminal investigation and violating French law in doing so, it might have
taken a different approach.359

The Fifth Circuit has been generally more strict with the Service than
have other circuits.360 This opinion reflects the Fifth Circuit's tradition of
giving close and substantive review to the admittedly lenient standards of
review of the Service's formal information-gathering powers.

C. Cheshire: New Rule for Evaluating Innocent Spouse Claims

Case Name: Cheshire v. Commissioner, 282 F.3d 326 (5th Cir. May
2002), cert. denied, 123 S. Ct. 92 (2002).
Appealed From: Cheshire v. Commissioner, 115 T.C. 183 (2000).
Appellant: Taxpayer
Disposition: Affirmed

355. See Stuart, 489 U.S. at 354.
356. [d. at 370.
357. See Mazurek v. United States, 271 F.3d 226, 234 (5th Cir. Nov. 2001).
358. See id. at 232 n.14, 234.
359. See supra quote at note 332.
360. See. e.g., United States v. Tweel, 550 F.2d 297,300 (5th Cir. 1977) (stating that a voluntary

disclosure of information to the Service, when not told of a pending criminal investigation within the
Service, violated the Fourth Amendment). The Seventh Circuit has described Tweel as an "outlier" opinion.
United States v. Kotny, 238 F.3d 815, 819 (7th Cir. 2001).
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Summary: Kathryn Cheshire sought innocent spouse reliefunder section
6015 from the deficiency asserted by the Service for her jointly filed 1992
income tax return.361 The deficiency stemmed from a large retirement account
distribution her husband had received from his employer.362 He rolled some
of it over into an IRA, but deposited most of it in their joint checking account,
and they used the money to pay off their home mortgage, to buy a new Ford
Explorer for family use, to buy another car for their daughter, and for other
similar purposes.363 On their 1992 joint return, they reported a distribution of
$199,771.05 and reported $56,150.12 as the taxable amount of the
distribution.364 Mr. Cheshire told Mrs. Cheshire that their accountant had told
him that retirement distributions used to payoffmortgages were nontaxable.365

In fact, Mr. Cheshire had not received that advice, and of course, that was
simply not true.366 The Cheshires divorced the next year, and Mrs. Cheshire
received title to both the house and the Ford Explorer.367 The Service audited
their 1992 return and concluded they owed additional taxes on the unreported
income from the retirement distribution.368

Mrs. Cheshire invoked the protections of section 6015.369 That section
essentially gives three avenues ofreliefto taxpayers who think they should not
be liable for tax liabilities resulting from their spouses' errors: traditional
relief under section 6015(b), elective proportionate liability under section
6015(c), and discretionary equitable relief under section 6015(f).370 Mrs.
Cheshire tried all three.371 She lost.372

Mrs. Cheshire first asked for traditional innocent spouse treatment under
section 6015(b), which provides, in relevant part:

[I]f-
(A) a joint return has been made for a taxable year;
(B) on such return there is an understatement of tax attributable to

erroneous items of one individual filing the joint return;
(C) the other individual filing the joint return establishes that in signing

the return he or she did not know, and had no reason to know, that
there was such understatement;

361. Cheshire v. Comm'r, 282 F.3d 326, 329 (5th Cir. May 2002),cert. denied, 123 S. Ct. 92 (2002).
362. [d.
363. [d.
364. [d. at 330.
365. [d.
366. [d.
367. [d.
368. [d.
369. [d.
370. I.R.C. § 6015(b), (c), (f) (2000).
371. Cheshire, 282 F.3d at 331.
372. [d.
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(0) takiQg into account all the facts and circumstances, it is inequitable
to hold the other individual liable for the deficiency in tax for such
taxable year attributable to such understatement; and

(E) the other individual elects ... the benefits ofthis subsection not later
than the date which is 2 years after the date the Secretary has begun
collection activities with respect to the individual making the
election,

then the other individual shall b~ relieved of liability for tax (including
interest, penalties, and other amounts) for such taxable year to the extent
such liability is attributable to such understatement,373
In a fully reviewed decision (11-4), the Tax Court held that Mrs. Cheshire

did not qualify for relief under section 6015(b) because she failed to meet
criteria (C) in that she could not establish that she did not know or have reason
to know of the understatement,374

The Fifth Circuit affinned, holding that Mrs. Cheshire knew about the
distributions, knew how they had been spent, and knew that those amounts had
been deducted from the amount reported to the Service as income.375 The
parties stipulated that Mrs. Cheshire "did not have actual knowledge that the
deduction was improper.,,376 Nonetheless, the court reasoned that Mrs.
Cheshire had "reason to know" within the meaning of section 6015(b)(C)
because she had actual knowledge ofthe transaction itselfand how the money
was spent,377 Since her innocent spouse claim "consist[ed] only of her
mistaken beliefthat money spent to payoffa mortgage is properly deductible
from retirement distributions,"378 the claim had to fail because "[i]gnorance of
the law cannot establish an innocent spouse defense to tax liability."379

Mrs. Cheshire also sought reliefunder the elective proportionate liability
provisions in section 6015(c).38o In contrast to section 6015(b), this section
automatically gives relief to any spouse who makes a proper election by
essentially splitting all the items on the joint return and allocating that part of
each item to the individual spouse to whom it properly belongs.381 Because the
retirement distributions were all allocable to Mr. Cheshire, the deficiency
arising from the failure to report the distributions would also be allocable to
Mr. Cheshire.382 Section 6015(c)(3)(C), however, bars the election if the

373. § 6015(b).
374. Cheshire v. Cornm'r, 115 T.C. 183, 193 (2000), affd, 282 F.3d 326 (5th Cir. Feb. 2002), cert.

denied, 123 S. Ct. 92 (2002).
375. Cheshire, 282 F.3d at 334.
376. [d.
377. [d.
378. [d. at 334-35.
379. [d. at 335.
380. [d.
381. I.R.C. § 6015(c)(I), (d)(2000).
382. Cheshire, 282 F.3d at 335.
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Service proves "that an individual making an election under this subsection
had actual knowledge, at the time such individual signed the return, of any
item giving rise to a deficiency (or portion thereof) which is not allocable to
such individual.,,383

The Tax Court held that the Service had proved that Mrs. Cheshire had
actual knowledge ofthe retirement distributions.384 The Fifth Circuit affirmed,
once again distinguishing ignorance of the law from ignorance of the
transaction that created the problem:

[T]he plain meaning of § 6015(c)(3)(C) suggests that a spouse with actual
knowledge of the income-producing transaction cannot receive innocent
spouse reliefeven ifshe lacks knowledge ofthe incorrect tax reporting ofthat
transaction. This reading of the plain meaning ... is compelling in light of
the general principle that ignorance of the law is not a defense.38S

Finally, Mrs. Cheshire requested that the Service grant her equitable
innocent spouse reliefunder section 6015(f).386 That section gives the Service
discretion to give reliefwhen the taxpayer is not eligible for reliefunder either
section 6015(b) or (c), but it would nonetheless be "inequitable to hold the
individual liable for any unpaid tax or any deficiency.,,387 The Service refused
equitable relief, and Mrs. Cheshire asked the courts to find that the Service had
abused its discretion,388 The Tax Court and the Fifth Circuit concluded that the

. Service had not abused its discretion because Mrs. Cheshire had significantly
benefitted from the transaction giving rise to the tax liability in that she had
title to the house and the Ford Explorer.389

Commentary: Congress significantly changed the innocent spouse rules
in the IRS Restructuring and Reform Act of 1998 (RRA).390 Prior to the RRA,
spouses had one avenue ofrelief - the one now codified in section 6015(b).391
When the requested relief stems from an omitted income item, the Fifth
Circuit aligns with all other courts in using a "knowledge-of-the-transaction"

383. § 6015(c)(3)(C).
384. Cheshire v. Corom'r, 113 T.C. 183, 196 (2000), affd, 282 F.3d 326 (5th Cir. Feb. 2002), cert.

denied, 123 S. Ct. 92 (2002).
385. Cheshire, 282 F.3d at 336.
386. [d. at 338.
387. § 6015(f)(1).
388. Cheshire, 282 F.3d at 338.
389. [d. The benefit received is also part of the § 6015(b) inquiry and was contested in this case.

Because the Fifth Circuit decided that Mrs. Cheshire did not qualifY under § 6015(b)( I )(C), it did not reach
the (b)(I)(D) issue, though in light of its decision on § 6015(f) it would have likely held for the government.
See Cheshire, 282 F.3d at 335.

390. IRS Restructuring and Reform Act of 1998, Pub. L. No. IOS-206, § 3201,112 Stat. 685, 734-40
(1998).

391. Prior to the RRA, innocent spouse relief was allowed only pursuant to then § 6013(e). The
RRA recodified § 6013(e) as § 6015(a) and created the two new avenues of relief in subsections (b), (c),
and (d). [d.
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test to deny relief to any spouse who knew or had reason to know about the
income transactions that were omitted from the return.392 As the Ninth Circuit
pointed out, however, applying that test to deduction items could always deny
relief because erroneous deductions are reported on returns, and therefore,
spouses who sign the returns will always either know or have reason to know
ofthe/act ofthe deductions.393 Therefore, in Price v. Commissioner, the Ninth
Circuit developed an alternative test: when the taxpayer is seeking relieffrom
a tax liability caused by an erroneous deduction item, the taxpayer's mere
knowledge of the erroneous transaction is not enough to preclude relief.394

Instead, the spouse needs to know, or have reason to know, that the deduction
is not allowed.39s In other words, the taxpayer needs to know, or have reason
to know, that the deduction is being erroneously reported.396

Cheshire demonstrates the limits of the Price test. Here the parties
stipulated that Mrs. Cheshire did not have actual knowledge of the erroneous
tax treatment ofthe retirement distributions.397 The Fifth Circuit's holding that
she nonetheless had "reason to know" moves the court closer to the
knowledge-of-the-transaction test used for omitted income items.398

Essentially, the Fifth Circuit says that if a taxpayer knows the legally
significant/acts about the item so that a hypothetical taxpayer with knowledge
ofthe law would know the deduction was not allowed, then the taxpayer may
not claim ignorance ofthe law as a defense.399 The line between this standard
and the Tax Court's standard for knowledge of the transaction for omitted
income items is wafer thin, particularly since the taxpayer must demonstrate
that he or she had no reason to know and not just prove the negative ofactual
knowledge.400

Cheshire is also noteworthy because ofthe interplay between the section
6015(b) knowledge standard (which the taxpayer must prove) and the section
6015(c) knowledge standard (which the Service must prove). The Tax Court
decided that the tests were different in that the former was an objective reason
to know test and the latter was a test of subjective actual knowledge.401 This

392. Reser v. Comm·r. 112 F.3d 1258, 1265 (5th Cir. 1997) (discussing standards under prior
statute).

393. Price V. Comm'r, 887 F.2d 959, 965-66 (9th Cir. 1989).
394. Jd.
395. Jd. at 965 (stating that the test was whether a reasonably prudent taxpayer signing the return

"could be expected to know that the return contained the substantial understatement").
396. Jd.
397. Cheshire v. Comm'r, 282 F.3d 326, 334 (5th Cir. Feb. 2002), cert. denied, 123 S. Ct. 9~ (2002).
398. Jd.
399. See id. at 334-35.
400. See id.
401. Cheshire v. Comm'r, 113 T.C. 183, 195 (~OOO), aff'd, 282F.3d 326 (5th Cir. Feb. ~002), cert.

denied, 123 S. Ct. 92 (2002) (holding that the knowledge standard for denial of§ 601 5(c) relief"is an actual
and clear awareness (as opposed to reason to know) of the existence of an item which gives rise to the
deficiency (or portion thereof)").
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was the point of the six-judge concurrence.402 This Tax Court reinforced the
difference in King v. Commissioner,403 which involved an erroneous deduction
item. In King, the taxpayer sought relief from liabilities resulting from
deductions related to her husband's activities, which were disallowed under
section 183 for a lack ofprofit motive.404 In holding for the taxpayer, the Tax
Court interpreted the section 6015(c) knowledge standard to be "actual
knowledge of the factual circumstances which made the item unallowable as
a deduction."40s Notice that this is the same "legally significant facts" test as
the Fifth Circuit used for the section 6015(b) knowledge inquiry, only
requiring actual knowledge instead of a reason to know standard.406

Thus, the knowledge standards used for section 6015(b) and section
6015(c) are the same in the sense that both use the plain vanilla knowledge-of
the-transaction test for omitted income items and knowledge-of-the-Iegally
relevant-facts test for erroneous deduction items.407 They remain different in
the sense that section 6015(b) contains an objective reason to know component
and section 6015(c) is an actual knowledge test.

D. In re Luongo: Service Offset Rights Trump Debtor Exemption
Rights in Bankruptcy

Case Name: In re Luongo, 259 F.3d 323 (5th Cir. July 2001).
Appealed From: United States v. Luongo, 255 B.R. 424 (N.D. Tex.
2000).
Appellant: Taxpayer
Disposition: Affirmed

Summary: Constance Luongo owed unpaid 1993 taxes.408 She filed a
"straight" Chapter 7 bankruptcl09 on May 19, 1998, for which she received
her discharge on September 10, 1998.410 Since her 1993 tax liability was more
than three years old and the Service had not filed a Notice ofFederal Tax Lien,
the bankruptcy court's September 10, 1998 discharge order relieved her ofany
further personal responsibility for the debt.411

402. Id. at 200 (Thornton, J., concurring).
403. 116 T.C. 198,203-04 (2001).
404. Id. at 199-201.
405. Id. at 204.
406. See Cheshire v. Comm'r, 282 F.3d 326, 337 n.26 (5th Cir. Feb. 2002), cerl. denied, 123 S. Ct.

92 (2002).
407. See id.
408. In re Luongo, 259 F.3d 323, 327 (5th Cir. July 2001).
409. See II U.S.C. §§ 701-784 (2000). This article will refer to the Bankruptcy Code as B.C.
410. Luongo, 259 F.3d at 332-33.
411. §727.
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When Luongo filed for bankruptcy, she had not filed her 1997 income tax
return and did not do so until August 15, 1998.412 She reported a $1,400
overpayment for 1997 and asked for a refund.413 Instead, in November the
Service set that amount off against the 1993 tax liability which had been
discharged.414 Luongo then reopened the bankruptcy case, amended her
schedules to claim the refund as exempt property, and filed an adversary
proceeding under Bankruptcy Code (B.C.) section 505 seeking the return of
her overpayment.

Luongo raised three arguments.4lS First, she argued that B.C. section
524(a)(2) prohibited the Service from offsetting a discharged liability.416
Second, she argued that even ifthe Service could do an offset, it could only do
so for mutual pre-petition debts and her 1997 overpayment arose post-petition
when she filed her return, whereas her 1993 debt arose pre-petition.417 Finally,
she argued that since she had claimed her 1997 overpayment as exempt, the
Service could not use it to setoff her liabilities, per B.C. section 522(c).418

For its part, the Service argued that the bankruptcy court did not have
jurisdiction to rule on the issue because only the bankruptcy trustee could
bring an adversary action under B.C. section 505.419

The bankruptcy court granted Luongo relief, and the district court
reversed.420 Neither court bought the Service's argument.421 The Fifth Circuit
rejected everyone's arguments. First, the court held that although the discharge
did, through section 524(a)(2), "operate[] as an injunction against ... an act
to collect, recover, or offset any [discharged] debt,..422 B.C. section 553
expressly preserved a creditor's right to offset mutual pre-petition debts.423

The Fifth Circuit joined seemingly every other circuit and district court in
holding that section 553's preservation ofcreditor offset rights trumped section
524(a)(2)'s discharge injunction against offset.424 No surprises there.

Second, the Fifth Circuit also followed settled precedent in holding that
both debts were pre-petition.42S Luongo's 1997 tax liability arose on

412. Luongo, 259 F.3d at 332.
413. See id.
414. Id. at 333.
415. Id. at 327, 333-35.
416. Id. at 327, 333.
417. See id. at 327, 333-35.
418. Id. at 327, 335 (citing 11 U.S.C. § 522(c) (2000».
419. Id. at 327-28 (citing § 505(a)(2)(8».
420. Id. at 327.
421. See id.
422. /d. at 333 (quoting § 524(a».
423. See id.
424. See id.
425. See id. at 334.
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December 31, 1997 because" '[a] tax obligation accrues when the event that
triggers [the] liability has occurred.' ,,426 The fact that her return was not due

until April 15, 1998 and was not actually filed until August 15, 1998, was
irrelevant.427

The Fifth Circuit cut new ground on the exemption issue. Section 541
provides that the filing of a bankruptcy petition creates a bankruptcy estate,
composed of"all 'legal and equitable interests ofthe debtor.' ,>428 Section 522
provides that "notwithstanding section 541 of this title, an individual debtor
may exempt from property ofthe estate" certain items.429 The Fifth Circuit
seized on this language to hold that before a debtor may exempt an item, the
item must first be "property ofthe estate" under section 541.430 While section
541 is extremely broad, the Fifth Circuit did not believe that Luongo's
overpayment for her 1997 tax liability qualified as property of the estate.43

\

The court noted that under Code section 6402(a) "the debtor is generally only
entitled to a tax refund to the extent that her overpayment exceeds her unpaid
tax liability."432 Because the Service set off her overpayment (as it was
permitted to do), there was no refund to become part ofthe estate for Luongo
to exempt.433

The panel split over the Service's argument that Luongo had no standing
to invoke section 505 to determine her refund rights, and therefore, the
bankruptcy court had no jurisdiction to decide the issue in the first place.434

The Service based its argument on the literal language ofsection 505(a)(2)(B)
which provides, in relevant part, that the bankruptcy court may not determine
" 'any right of the estate to a tax refund, before the earlier of--(i) 120 days
after the trustee properly requests such refund from the governmental unit from
which such refund is claimed; or (ii) a determination by such governmental
unit ofsuch request.' ,,435 Since neither triggering event occurred, the Service
reasoned, the bankruptcy court was withoutjurisdiction.436 At the very least,
the Service argued, since section 505(a)(2) is permissive and not mandatory,
the bankruptcy court abused its discretion to take the case.

The Fifth Circuit majority dismissed the Service's arguments.437 It first
pointed out that the rest ofsection 505 was broadly written and appeared to be

426. !d. (quoting In re Midland Indus. Servo Corp., 35 F.3d 164, 167 (5th Cir. 1994».
427. See id.
428. !d. at 335 (quoting II V.S.C. § 522(b) (2000».
429. § 522(b) (emphasis added).
430. Luongo, 259 F.3d at 335.
431. See id.
432. !d. (citing to In re Davis, 889 F.2d 658, 661 (6th Cir. 1987».
433. See id.
434. See id. at 328.
435. Id. (quoting II V.S.c. § 505(a)(2)(B) (2000».
436. See id.
437. See id. at 329.
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broadly conceived by the taxwriters.438 Turning to the technical argument, the
majority added that just because section 6402 permitted the offset, which
eliminated Luongo's, and hence the estate's, refund rights such that the actual
refund never became part ofthe estate for Luongo to exempt, did not mean that
Luongo, and hence the estate, did not have a claim for a refund, which is all
that section 505(a)(2)(B) meant by the "right of the estate to a refund"
language.439 Ifthe Service's reading (adopted by the dissent) were correct, the
majority thought it "would have a far-reaching impact on the scope of the
bankruptcy court's jurisdiction over tax matters.,,440 Third, other courts had
also rejected the Service's argument,441 Finally, the majority found that the
bankruptcy court did not abuse its discretion to hear the matter because the
debtor's claim involved construction ofprimarily bankruptcy law and not tax
law.442

Judge Garza dissented from this part of the opinion.443 He believed that
the plain meaning of section 502(a)(2)(B) precluded bankruptcy court
jurisdiction to determine the merits of a refund claim unless it was the trustee
who brought the claim for the benefit of the estate.444 In this case, the debtor
was bringing the adversary action for no one's benefit except her own (because
she was claiming the refund as exempt property).445 Accordingly, the
bankruptcy court was without jurisdiction.446

Commentary: A debtor who successfully completes the bankruptcy
process is rewarded with an order that discharges the debtor from all pre
bankruptcy debts.447 Depending on which chapter ofthe B.c. the debtor uses,
some debts may be excepted from discharge.448 Unless specifically excepted,
however, the debtor's obligation to pay is discharged.

Debtors and others are often confused about discharge. Discharge
relieves the debtor from personal obligation to pay and creates an injunction
barring creditors from attempting to collect discharged debts from the debtor

438. See id.
439. [d. at 329-30 n.4.
440. [d.
441. See id. at 330.
442. /d. at 332.
443. [d. at 336.
444. [d.
445. See id. at 338.
446. [d. at 344.
447. See II U.S.C. §§ 727(a), (b); 944(b); 1141(d)(I)(A); 1228(a), (b), (c); 1328(a), (c) (2000).

Discharge orders do not generally list what specific debts are discharged. See § 1328(c). To do so would
truly burden the courts and is unnecessary. Debtors and creditors may always return to court to ask whether
a particular debt has been discharged, just as Luongo did in this case. See Luongo, 259 F.3d at 327.
Likewise, creditors would resist such a list because later-discovered facts might reveal that a debt should
not have been discharged.

448. See § 523(a).
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personally.449 The discharge does not destroy the pre-petition liability.450 The
discharge is best thought of as "a total prohibition on debt collection efforts
against a debtor."45I For example, creditors may use any rights created by non
bankruptcy law to offset amounts they owe to the debtor against discharged
debts.452 But because the discharge relieves the debtor ofany further personal
obligation to satisfy the discharged debt, creditors cannot offset a post-petition
debt they owe the debtor against a discharged debt.453

The wrinkle added by the Luongo case is whether a debtor can avoid a
creditor's offset power by seeking an exemption for the claimed refund.454

The Fifth Circuit is one of the first circuits to recognize the distinction
between an overpayment and a refund.455 Most courts skip right over that part
of the analysis in their hurry to grapple with the intricate and interesting
question of whether or not the Service can setoff a refund that is exempt
property.456

Epilogue: The Fifth Circuit's jurisdictional holding has gained the
approval of at least one other court of appeals.457

E. In re Carney: The Perils ofIgnoring Procedure

Case Name: In re Carney, 258 F.3d 415 (5th Cir. July 2001).
Appealed From: Unreported Decision (N.D. Tex.).
Appellant: Taxpayer
Disposition: Affirmed

Summary: In January 1995, John H. Carney filed bankruptcy.458 The
Service filed a proof of claim for certain tax liabilities which it believed
Carney owed, but had not yet assessed against him.459 Carney did not object

449. § 524(a)(I), (2).
450. See Johnson v. Home State Bank, 501 U.S. 78, 84 (1991) ("[AJ bankruptcy discharge

extinguishes only one mode ofenforcing a claim-namely, an action against the debtor in personam."); see
also United States v. Conston, Inc. (In re Conston), 181 B.R. 769, 773 (D. Del. 1995) (collecting cases).

451. C. RICHARD MCQUEEN & JACK F. WILLIAMS, TAX ASPECTS OF BANKRUPTCY LAW § 10:2 (3d
ed. 1997).

452. See. e.g., Davidovich v. Welton (In re Davidovich), 901 F.2d 1533, 1539 (lOth Cir. 1990)
(allowing a creditor to offset its pre-petition debt to the debtor against a discharged debt).

453. See id. at 1538; see also Langolis v. United States, 155 B.R. 818, 824 (N.D.N.Y. 1993)(holding
that the Service could not allocate post-petition overpayments to discharged taxes).

454. In re Luongo, 259 F.3d 323, 332 (5th Cir. July 2001).
455. See id.
456. See. e.g.,In re Bourne, 262 B.R. 745, 748-61 (Bankr. E.D. Tenn. 2001 )(providing an excellent

discussion, review, and analysis of the conflict between §§ 522 and 553).
457. See Gordon Sel-Way, Inc. v. United States (In re Gordon Sel-Way, Inc.), 270 F.3d 280, 288-89

(6th Cir. 2001).
458. In re Carney, 258 F.3d 415,416 (5th Cir. July 2001).
459. Id. at417.
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to the proofof claim.460 In 1997, after Carney had received his discharge, the
Service assessed the taxes and began to collect them.461 Carney went back to
the bankruptcy court to obtain judicial relief against the Service's collection
efforts.462

Unfortunately for Carney, he never got to argue the merits of his case
because the bankruptcy court, the district court, and the Fifth Circuit all agreed
that he had goofed up discovery beyond repair.463 The error centered on
Federal Rule of Civil Procedure (FRCP) 36, which governs requests for
admissions.464 The Service had sent Carney a request that he admit to owing
the taxes the Service had listed on its proof of claim.465 Carney failed to
respond to the request for admission within the thirty days allowed by FRCP
36(a).466 He was busy trying to compel the Service to answer his own
discovery.467 His failure to respond thus resulted in a deemed admission ofthe
requested facts.468 Worse, he ignored that failure and its consequences.469

Even after the Service moved for summary judgment based, in part, on his
deemed admission, Carney never tried to withdraw the admission as allowed
by FRCP 36(b),470 but instead insisted that the Service be compelled to answer
his own discovery requests.471

On appeal, Carney argued that the bankruptcy court had erred in granting
summary judgment against him based on a deemed admission because he had
presented detailed contradictory evidence in a sworn affidavit.472 The Fifth
Circuit majority emphasized that "a deemed admission can only be withdrawn
or amended by motion in accordance with Rule 36(b)."473 The admission
"cannot be overcome at the summary judgment stage by contradictory

460. ld.
461. ld.
462. ld.
463. See id. at 418-22.
464. ld. at 418.
465. ld.
466. Id.
467.ld.at417.
468. ld. at 418. FRCP 36(a) provides the following:
[t]he matter is admitted unless, within 30 days after service ofthe request, or within such shorter
or longer time as the court may allow or as the parties may agree to in writing, subject to Rule
29, the party to whom the request is directed serves upon the party requesting the admission a
written answer or objection addressed to the matter.

FED. R. CIV. P. 36(a).
469. Carney, 258 F.3d at 418.
470. FED. R. CIV. P. 36(b) (allowing a party to withdraw a deemed admission if the party convinces

the court that the withdrawal would (\) advance the presentation of the merits of the case and (2) not
prejudice the party which had obtained the admission).

471. Carney, 258 F.3dat417.
472. ld. at417-18.
473. Id.at419.
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affidavit testimony or other evidence in the summary judgment record," nor
can the litigant invoke Rule 36(b) for the first time on appeal.414

Carney next argued that he had a verbal agreement with opposing counsel
that extended the time he had to respond to the request for admissions.47S

Carney could present no evidence ofsuch an agreement, however, except his
own affidavit testimony.476 The Fifth Circuit rejected the argument because,
although FRCP 36(a) allows the parties to agree to a period longer than thirty
days, it also requires the agreement to be "in writing, subject to Rule 29.'1477
FRCP 29 requires that, to be valid, an agreement to extend response periods
must be in the form of a "written stipulation.'1478

Carney next faulted the bankruptcy court for not letting him file a
response to the request for admissions out of time.479 The Fifth Circuit's
response reiterated the same issue: Carney had no cause to complain because
he never followed the proper procedure to undo the damage caused by his
deemed admissions.48o

Finally, Carney thought the bankruptcy court had erred in granting
summary judgment against him without allowing him more time for
discovery.48\ While the. Fifth Circuit agreed that Carney's affidavit
"contain[ed) specific factual allegations supporting its conclusions" on the
merits of his case,482 it again held against Carney because he "filed only a
motion to compel discovery at the same time as his reply to the IRS's motion
for summary judgment, not a Rule 56(f) motion as required in this Circuit.'1483
The court concluded that "Carney's pattern of non-responsiveness to the
mandates of our rules of procedure require affirmance of the summary
judgment against him.',484

In dissent, District Judge Duplantier expressed concern about the broad
scope ofthe requested admission.48s He believed that "it is beyond the intent
of the Rule to countenance a request for admission such as the one by the
I.R.S., which can be paraphrased: 'Admit that We win the case.' ..486 Judge
Duplantier noted that "Carney made it clear to the trial court throughout the
proceedings that he never intended to give up his claim."487 Given such

474. Id. at 420.
475. Id. at 418.
476. Id.
477. FED. R. elv. P. 36(a).
478. Carney, 258 F.3d at 419.
479. Id.at419-20.
480. Id. at 42\.
48\. Id.
482. Id.
483. Id. at 422.
484. Id.
485. Id. at 422-23 (Duplantier, J., dissenting).
"~ M~~1 •
487. Id. at 422-23.
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repeated and explicit denials, Judge Duplantier concluded that "dismissal of
his suit is a draconian penalty for failure to file another denial that he owed the
taxes.,,488

Commentary: Form matters.489 That lawyers live and die by procedure
means that substance often yields to form, as it did here.49o The Fifth Circuit
made Carney an object lesson: "For our litigation system to work effectively,
litigants must comply with the Federal Rules of Civil Procedure. Carney's
plight in this case exemplifies how repeated failures to do so ultimately
preclude a party from presenting the merits ofhis case.'>491

While one cannot seriously quarrel with the idea that "litigants must
comply with the Federal Rules of Civil Procedure,'>492 one can apply the idea
too mechanically. The interesting part of this case is the Fifth Circuit
majority's moth-like attraction to the lure of a bright line rule: as long as the
request for admission is in the form of a factual statement, the failure to
properly object or correct a·prior procedural misstep is fata1.493 The dissent
thought the request for admission was, in substance, an admission of the
ultimate issue in the case.494 The majority did not care, holding that Rule 36
allows litigants to request admissions as to a broad range ofmatters, including
ultimate facts, as well as applications of law to fact.49s

Not all courts are so quick to ignore the substance behind the form.496 For
example, in Kosta v. Connolly, the plaintiffs failed to respond to the
defendant's requested admissions that plaintiffs had performed all the acts
which constituted a violation of state law.497 In refusing to deem the facts to
be true, the court noted that the "purpose of [FRCP] 36(a) is to expedite trial
by eliminating the necessity of proving undisputed and peripheral issues.,,498
"We should not employ the rule to establish facts which are obviously in
dispute or to answer questions oflaw."499 Ofcourse, the court did require the
plaintiffs to respond formally to the requests for admissions within twenty
days.soo Form does matter.so I

488. Id.
489. See id. at 422 (Benavides, 1., majority opinion).
490. See id.
491. Id.
492. Id.
493. Id. at419.
494. Id. at 422-23 (Duplantier, 1., dissenting).
495. Id. at 419 (Benavides, J., majority opinion).
496. See, e.g., Playboy Enters., Inc. v. Welles; 60 F. Supp. 2d 1050, 1057 (S.D. Cal. 1999)(noting

that the defendant's request for plaintiff to admit that she was a public figure was an improper request
asking for application offacts to law).

497. 709 F. Supp. 592, 594 (E.D. Pa. 1989).
498. Id. (citing Peter v. Arrien, 319 F. Supp. 1348, 1349 (E.D. Pa. 1970».
499. Id. (citing Driver v. Gindy Mfg. Corp., 24 F.R.D. 473, 475 (E.D. Pa. 1959».
500. Id. at 595.
501. See id.



HeinOnline -- 34 Tex. Tech L. Rev. 788 2002-2003

788 TEXAS TECH LAW REVIEW [Vol. 34:733

That the Fifth Circuit majority might have been a bit too eager to teach
the object lesson in Carney is supported by the advisory committee notes to
the 1970 amendment of Federal Rule of Civil Procedure 36, which point out
that while

admission ofa matter involving the application oflaw to fact may narrow the
issues for trial, "requests for admission involving the application of law to
fact may create disputes between the parties which are best resolved in the
presence of the judge after much or all of the other discovery has been
completed...S02

However, as demonstrated by this review, the Fifth Circuit here acted-dare
I say it-true to form.

F. Security State Bank: Getting Fancy with Plain Language ofthe
Bankruptcy Code

Case Name: Security State Bank v. Commissioner (In re Van Gerpen),
267 F.3d 453 (5th Cir. Oct. 2001).
Appealed From: In re Van Gerpen, 245 B.R. 513 (Bankr. S.D. Tex.
1999).
Appellant: Bank
Disposition: Affirmed

Summary: In a case offirst impression, the Fifth Circuit has decided that
the phrase "the date on which the trustee commences distribution" in B.C.
section 726(a)( 1) refers to the date on which the bankruptcy court approves the
bankruptcy trustee's final report and accounting, and does not refer to any
dates before that time on which the trustee may have made actual payments to

, creditors.503 To see how this counterintuitive result is a sensible reading ofthe
statute, read on.

This case was a fight between Security State Bank (the "Bank") and the
Service over which was entitled to be paid first out of the debtor's estate.504

Since debtors do not usually have enough to pay all claims, the question of
priority is generally critical.505 The debtor, Milton Van Gerpen, filed his
Chapter 7 bankruptcy petition in 1997.50

1; Both in 1997 and 1998, attorneys
for the Chapter 7 trustee applied for and received several interim distributions

502. Playboy Enters.• Inc. v. Welles, 60 F. Supp. 2d 1050,1057 (S.D. Cal. 1999) (discussing FED.
R. C1v. P. 36 advisory committee's notes).

503. Security State Bank v. Comm'r (In re Van Gerpen), 267 F.3d 453, 455 (5th Cir. Oct. 2001)
(quoting 11 U.S.c. § 726(a)(I) (2000».

504. [d.
505. See id.
506. [d. at 454.
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from the estate for their legal fees.507 In 1999, the debtor filed two proofs of
claim on behalf of the Service, and the Service filed a third.508 Most of the
claims were entitled to priority status pursuant to B.C. section 507(a)(8).509
The Bank objected to the proofs ofclaims being given priority status, however,
arguing that they had been filed too late to receive priority status.51O The
relevant statute, B.C. section 726(a), requires that property of the estate shall
be distributed

first, in payment ofclaims ofthe kind specified in, and in the order specified
in, section 507 of this title, proof of which is timely filed under section 501
of this title or tardily filed before the date on which the trustee commences
distribution under this section.51 1

The Service claimed the protection of this statute, arguing that a trustee
"commences distribution" within the meaning ofthat section only on the date
when the bankruptcy court has approved the bankruptcy trustee's final report
and accounting.512 Since the Service's proofs of claim, although otherwise
late-filed, were filed before that date, they were entitled to priority position.513

The Bank countered that since the trustee had distributed the interim legal fees
in 1997 and 1998, the trustee had commenced distribution within the meaning
of section 726(a)(I) before the Service filed its proofs of claim, and so the
Service's late claims had to step to the back of the payout line.514

Both the bankruptcy and district courts found for the Service,515 and thus,
were in accord with the only reported case on the issue, In re Wilson, which
had held that the trustee commences distribution on the date that the
bankruptcy judge approves the trustee's final report and accounting.516 The
Fifth Circuit agreed, finding that "in bankruptcy law, the term 'distribution'
carries a particular meaning, to the extent that it borders on being a term of
art.,,517 The court noted that, in practice, the Chapter 7 trustee's job was to
liquidate the assets of the estate, and the term distribution referred to the
divvying up of the liquidated estate to the various creditors.518 Payments

507. Id. at 455.
508. Id.
509. Id. (discussing II. U.S.C. § 507(a)(8) (2000».
510. Id.
51!. §726(a)(I).
512. See In re Van Gerpen, 267 F.3d at 455.
513. Id.
514. Id. at 456.
515. In re Van Gerpen, 245 B.R. 513, 514 (Bankr. S.D. Tex. 1999). The district court opinion is not

reported.
516. 190 B.R. 860, 862 (Bankr. E.D. Mo. 1996).
517. In re Van Gerpen, 267 F.3d at 456.
518. Id. (citing 6 COLLIER ON BANKRUPTCY 726-5, ~ 726.01 (15th ed. rev. 2000) ("Normally the

distribution is carried out by the [Clhapter 7 trustee, after the trustee has reduced the estate to cash by
liquidating the debtor's nonexempt assets.").



HeinOnline -- 34 Tex. Tech L. Rev. 790 2002-2003

790 TEXAS TECH LAW REVIEW [Vol. 34:733

made during the process ofliquidating the estate were not distributions within
the meaning of section 726(a)(2) because they were not part of the payout
scheme.519 The court further agreed with the district court that the Bank's
proposed construction would, in practice, deny the benefits of section
726(a)(2) in most cases because trustees often pay minor expenses ofthe estate
before the claims bar date and creditors would have no reliable way of
knowing when the trustee made an interim payment.520 "We cannot accept,"
wrote the circuit panel, "that Congress intended to consign the decision over
whether and when tardy claims may be filed to such an elusive basis."521 The
Fifth Circuit, therefore, accepted the district court's and Wilson's holdings that
the term distribution in section 726(a)(2) referred to the final distribution ofthe
estate522 and that the term "commences" in the same section referred to the date
on which "the trustee commenced the process of distribution.,,523

Commentary: Two aspects ofthis case are worth noting. First, the Fifth
Circuit here does not rely upon a simple textualist approach, but instead
decides the case by moving beyond the formal meaning of statutory words to
the context in which the statute was meant to apply.524 In essence, the court
takes a substance over form approach.525 It is not clear, however, that a
textualist approach would yield a different result. For example, the definition
of distribution in Merriam-Webster's Dictionary of Law is as follows:

1: the act or process of distributing: as
a: the apportionment by a court of the property and esp.
personal property of an intestate among those entitled to
it according to statute (compare descent devise). Note:
The laws dealing with intestate succession are often
called laws ofdescent and distribution.
b: the payment or transfer to a beneficiary of interest to
which he or she is entitled under a trust
c: the transfer by a corporation or mutual fund ofmoney
or property to a shareholder in his or her capacity as a
shareholder
d: the initial offering to the public of a security by a
corporation
e: the delivery of a controlled substance

519. See id. at 456 n.8. The court stated that, for example, payment of commissions for asset sales
were not distributions even though the commissions came out of the property of the estate. See id.

520. Id. at 457.
521. Id.
522. See id.
523. Id. at 456 (quoting In re Wilson, 190 B.R. 860, 862 (Bankr. E.D. Mo. 1996».
524. See id. at 456-57.
525. See id.
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2: something distributed.526

All ofthese meanings suggest that a distribution is something more than
a bare payment.527 Likewise, nonlegal dictionaries also suggest that the verb
distribute means more than pay by defining the verb as "to divide among
several or many, apportion."S28 In that sense, therefore, the Van Gerpen
trustee's interim payments to the trustee's attorneys for services rendered
would not fit within the dictionary definition of distribution.

The second part of the case worthy of comment is the court's decision
that the section 726(a)(2) date ofdistribution is the date when the bankruptcy
court approves the trustee's final report and accounting.529 This holding leans
heavily on In re Wilson and is not necessarily wrong; it was just not necessary
to decide this case and should therefore be considered dicta. The other
candidate for the section 726(a)(1) date when the trustee commences
distribution is the date on which the trustee mails the first check to a creditor
pursuant to the approved final distribution.530 Cutting against this alternative,
however, is the language in section 726(a)(2)(C), which permits the trustee to
pay tardy, general, unsecured claims so long as "proof of such claim is filed
in time to permit payment of such claim."531 That language strongly suggests
that the relevant date is the date of actual payment.S32

Epilogue: The Fifth Circuit's decision in Security State Bank (In re Van
Gerpen) has been followed by the Tenth Circuit Bankruptcy Appellate Panel
in In re Anderson.S33

G. Your Insurance Needs Agency: IfSomeone Steals Your Refund
Checks, Askfor New Ones

Case Name: Your Ins. Needs Agency, Inc. v. United States, 274 F.3d
1001 (5th Cir. Dec. 2001).
Appealed From: Your Ins. Needs Agency, Inc. v. United States, 86
A.F.T.R.2d 2000-6051,2000 U.S. Dist. LEXIS 13653 (S.D. Tex. 2000).
Appellant: Taxpayer
Disposition: Affirmed

526. MERRIAM-WEBSTER'S DICTIONARY OF LA W (1996), http://dictionary.lp.findlaw.com/.
527. See id.
528. See Anderson v. Baer (In re Anderson), 275 B.R. 922, 926 (BAP. 10th Cir. 2002) (quoting

MERRIAM-WEBSTER'S COLLEGIATE DICTIONARY 230 (10th ed. 1993».
529. See In re Van Gerpen, 267 F.3d at 456-57.
530. See In re Anderson, 275 B.R. at 927 (Cordova, J., concurring) ("Drawing the line at the point

in time when the court approves the Trustee's final report, although practically sound, is in the nature of
judicial guess-work about § 726(a)(1) in an effort to divine Congress's intent.").

531. II U.S.C. § 726(a)(2)(C) (2002).
532. See id.
533. In re Anderson. 275 B.R. at 927.
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Summary: David Earl used an outside accountant, David Shand, to
prepare and submit both personal income tax returns for himself and
employment tax returns for his corporation, Your Insurance Needs Agency,
Inc. (YINA).534 This was an unfortunate choice because Shand had a habit of
stealing his client's refund checks by forging their signatures.S3S Shand was
able to do this because he put his own office address on the return as the
taxpayer's address, and the Service sent the checks to his office.536 Although
Earl discovered the scheme in late 1994,537 he and YINA did not ask for
replacement checks until February 1997, over two years later, when they filed
an administrative claim for refund.S38 The Service rejected the claim, and the
taxpayers filed suit.539

The parties disputed whether the district court had jurisdiction over the
refund suit.540 The Service took the position that since the taxpayers had lost
out on the refund because their agent had stolen the refund checks, their
exclusive reliefwas to ask for a replacement check under 31 U.S.C. § 3343(b),
which authorizes the Treasury Department to issue replacement checks when
the original one was lost or stolen and cashed through forgery.541 The Service
then pointed out that the victim of check fraud has to make the claim for a
replacement check "within 1 year after the date of issuance of the check.,,542
Earl and YINA had waited too long and could not maintain the court action.543

The taxpayers countered, however, that the same statute also provided that
"nothing in this subsection affects the underlying obligation of the United
States, or any agency thereof, for which a Treasury check was issued."544
They argued that the Service's "underlying obligation" was to send them a
refund, and the Service had not yet done SO.545 The Service retorted that it had
fulfilled the underlying obligation to issue the refund when it sent the check
to the address on the return, even though it was the address of the thieving
accountant.546

The Fifth Circuit saw the central issue as "whether the refunds for tax
overpayment, disbursed by timely-issued refund checks mailed to the address
shown on Earl's and Your Insurance's tax returns, remain owing when the

534. Your Ins. Needs Agency, Inc. v. United States, 274 F.3d 1001, 1002 (5th Cir. Dec. 2001).
535. !d.
536. [d.
537. !d. Neither the district nor circuit court opinions specify the date with any more precision, nor

is it necessary for the analysis to do so.
538. [d.
539. [d.
540. [d. at 1003-05.
541. [d. at 1005.
542. [d. (citing 31 U.S.C. § 3702(c)(I) (2000».
543. Id. at 1007.
544. [d. at 1004 (citing § 3702(c)(2».
545. [d. at 1005.
546. [d.
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refund checks were stolen and forged."s47 The Fifth Circuit had little difficulty
in concluding that the Service had fulfilled its duty because it had properly
mailed the checks in the name of Earl and YINA and "mailed them to the
address on the returns, the only address the IRS had available to it, a fact not
disputed."S48

Commentary: The parties in this case were focused on the form of the
action, with the taxpayer claiming to simply be pursuing a standard refund suit
and the government claiming that it was "a claim for replacement checks under
31 U.S.C. § 3343(b), dressed up as refund claims in order to avoid the
statutory jurisdictional and limitations bars."s49 The Fifth Circuit skipped over
the parties' fight about the form of the action and concluded "we have no
choice but to evaluate the merits ofthe putative refund suit."sSO Thus, the court
gave the taxpayers what they deserved: a judgment on the merits of their
claim.551

Although the result was not a happy one for the taxpayers, it was entirely
reasonable. The court here showed an appreciation for the inherent difficulty
of communicating with millions of taxpayers. What many taxpayers,
politicians, and evenjudges fail to recognize is that, with well over 200 million
returns and 90 million refunds per year, the Service is basically a bulk
processing organization.552 As such, the Service relies heavily on the address
listed on the taxpayer's return.553 For example, the address on the taxpayer's
return is considered to be the default last known address ofthe taxpayer.SS4 All
sorts ofcritical procedural steps in tax assessment and collection depend upon
the concept of "last known address."sss For example, when the Service
performs an examination of a taxpayer's return and determines that the
taxpayer owes more taxes than previously reported, the Service must send a
document called a Notice of Deficiency to the taxpayer "at his last known
address.,,556 Further, when the Service must notify a taxpayer of certain
collection actions or summons actions it is taking, it must make the
notification to the taxpayer's last known address.557 Altogether, fifteen
statutory provisions require the Service to use the taxpayer's last known
address to carry out its duties and obligations.ss8 Treasury Regulations define

547. Id.
548. Id. at 1006.
549. Id. at 1005.
550. Id.
55\. See id.
552. See, e.g., United States v. Brockamp, 519 U.S. 347, 352 (1997).
553. See Your Ins. Needs Agency. Inc., 274 F.3d at 1006.
554. Treas. Reg. § 30\.6212·2(a) (1954).
555. See id.
556. I.R.C. § 6212(b) (2000).
557. See id. I.R.C. § 6331(d) (discussing notice of intent to levy); § 7609 (1954) (discussing notice

of summons issued to a third party).
558. See id. § 982 (stating the penalty for a taxpayer to comply with a "formal document request"
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a taxpayer's last known address as "the address that appears on the taxpayer's
most recently filed and properly processed [f]ederal tax return, unless the
Internal Revenue Service (IRS) is given clear and concise notification of a
different address."S59

Although neither section 6402 nor its regulations use the term last known
address, the Fifth Circuit's decision fits very nicely with rationales for making
the Service responsible for determining a reasonable last known address but
not being the guarantor of final delivery of the document to be sent, whether
it is a Notice ofDeficiency or a refund check.560 The Fifth Circuit wisely left
for another day the issue ofwhether the 31 U.S.C. § 3343(b) right to receive
a replacement check is the exclusive remedy for situations such as that faced
by the taxpayers here.

Epilogue: YINA has been followed by the district court for the Northern
District of Indiana in Clark v. United States. 561

H It's a "Payne" To Win Damages for Unlawful Disclosure

Case Name: Payne v. United States, 289 F.3d 377 (5th Cir. May 2002).
AppealedFrom: Payne v. United States, 91 F. Supp. 2d 1014 (S.D. Tex.
1999).
Appellant: United States
Disposition: Remanded

for foreign-based documents where the term formal document request includes mailing the request to the
taxpayer's last known address); § 6015 (The Service's notice offinal determination of the taxpayer's claim
for innocent spouse relief must be mailed to the last known address.); § 6110 (If one person requests
disclosure of a document identifYing another person, the Service must send notice of that request to the
other person at that person's last known address.); § 6212 (Notice of Deficiency must be sent to the
taxpayer's last known address.); § 6245 (The Service must send notice ofFinal Partnership Adjustment to
the partnership at its last known address.); § 6303 (Within 60 days ofassessing unpaid tax, the Service must
give notice to the taxpayer at the taxpayer's last known address.); § 6320 (After filing a Notice of Federal
Tax Lien, the Service must send notice of the right to a Collection Due Process hearing to the taxpayer's
last known address.); § 6325 (If the Service revokes a certificate of lien release or nonattachment, it must
send notice to the taxpayer's last known address.); § 6330 (Before making the first levy to collect for any
given tax period, the Service must send notice of the right to a Collection Due Process Hearing to the
taxpayer's last known address.); § 6331 (The Service must send notice of intent to levy to the taxpayer's
last known address.); § 6332 (When levying on a life insurance contract, the Service must send a copy of
levy to the taxpayer's last known address.); § 6335 (The Service must give notice ofsale ofseized property
to taxpayer at the last known address.); § 690 I (The Service must send notice ofits determination ofliability
for transferee liability to the person subject to transferee liability at that person's last known address.); §
7603 (The Service may serve summons on the taxpayer by mailing it to the taxpayer's last known address.);
§ 7609 (The Service may give the taxpayer notice ofa summons issued to a third party by mailing it to the
taxpayer's last known address.).

559. Treas. Reg. § 310.6212-2(a)(1954). The regulation then refers the reader to Rev. Proc. 90-18,
1990-1 C.B. 491 for information on what constitutes "clear and concise notification." Id.

560. See Your Ins. Needs Agency, Inc. v. United States, 274 F.3d 1001, 1006 (5th Cir. Dec. 2001).
561. Clark v. United States, 206 F. Supp. 2d 954, 956 (N.D. Ind. 2002).
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Summary: This case raises the question of when, during a criminal
investigation, a Service employee is allowed by section 6103(k)(6) to disclose
to third parties that the taxpayer is under criminal investigation.562 The case
also demonstrates the difficulty of obtaining damages from the Service.563

Jerry Payne's odyssey began in October 1991 when two Service
employees came to his office to let him know he was being investigated for
criminal violations of the Tax Code.564 Special Agent (SA) Batista was
performing the criminal investigation.565 During the course of the criminal
investigation, particularly after March 1992~ Batista contacted numerous third
parties, including Payne's employees, relatives, and clients (Payne was an
attorney.).566 The contacts ranged from personal interviews, to summonses,
to letters.567 In these contacts, Batista revealed that Payne was under criminal
investigation and typically asked about Payne's involvement in illegal
drugs.568 In March 1993, Batista concluded his investigation with a
recommendation for prosecution.569

Payne successfully defended all criminal and civil charges against him.570

Of the five criminal counts, three were dismissed by the trial court, and a jury
acquitted Payne of the other two.S71 The Service next asserted civil tax
liabilities against Payne which, but for the Service's assertion of fraud, were
untimely.S72 Ultimately, the Fifth Circuit reversed the Tax Court's finding of
fraud and thereby dismissed the civil tax liabilities.S73

Payne was less successful in his later suit for damages under section
7431, which gives taxpayers the right to sue the Service when any Service
employee knowingly, or by reason of negligence, violates the confidentiality
provisions of section 6103 by disclosing information about the taxpayer.S74

Payne asserted Batista had violated section 6103 by disclosing that he was
under criminal investigation.S7S In Batista's defense, the Service asserted that
his actions had been authorized by section 6103(k)(6).S76 That section
authorizes a Service employee to disclose taxpayer information when (I) the
employee seeks information" 'with respect to the ... enforcement of any ...

562. Payne v. United States, 289 F.3d 377, 379-81 (5th Cir. May 2002).
563. See id. at 382-85.
564. Id. at 379.
565. Id.
566. Id. at 379-80.
567. Id. at 380.
568. Id.
569. Id.
570. Id.
571. Id.
572. Id.
573. Id.
574. Id. at 38\ (citing I.R.C. § 7431 (a) (2000».
575. Id.
576. Id.
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provision [of the Internal Revenue Code],' (2) the infonnation sought is 'not
otherwise "reasonably available"[,]' and (3) ·it is 'necessary to make
disclosures of [the taxpayer's] return infonnation in order to obtain the
additional infonnation sought.'''577 The district court agreed with Payne that
the shelter of section 6103(k)(6) was not available to Batista because the
Service failed to prove that Batista's third party contacts met the second and
third requirements. 578 Namely, Batista did not first seek the infonnation from
Payne before going to third parties, and Batista disclosed more infonnation
than was necessary to obtain the infonnation he sought.579 In particular, the
district court thought that Batista's disclosure of the criminal nature of the
investigation was not necessary to obtain the infonnation sought.580

On appeal, the Service first argued that Payne was not a "reasonably
available" source ofinfonnation as a matter of law because a "taxpayer under
investigation is an inherently unreliable source ofinfonnation."581 The Fifth
Circuit rejected this proposition, giving many examples of how and when a
taxpayer under investigation can provide the Service with objective
infonnation or else direct the Service to particular third parties who have that
infonnation.582 The court concluded that "such a detennination [ofwhether the
taxpayer is a "reasonably available" source of infonnation] must be made in
light of the 'facts and circumstances of [each] case,' and that the taxpayer's
cooperation legitimately fonns part of the inquiry."583

The Service next argued that Payne was not a "reasonably available"
source of infonnation as a matter of fact and that Batista acted in good faith
so that he could not be held to have acted willfully or negligently as required
by the statute in order to impose liability.584 The Service based its argument
on the difference between written and oral disclosures.585 The Service argued
that while internal procedures regulated the disclosure of infonnation about
the criminal nature of the investigation in written communications with
taxpayers, other internal guidance authorized or required such disclosure
(including displaying the special agent's badge which has "Criminal
Investigative Division" stamped on it) when making face~to-face contacts.586

Since the district court had made a blanket finding of fact that there was no

577. [d. at 382 (quoting I.R.C. § 6103(k)(6) (2000)).
578. See id.
579. See id.
580. See id.
58\. [d.
582. [d. at 382-83.
583. [d. at 383-84 (quoting 26 C.F.R. § 30\.6103(d)(6)-I(a) (2002)).
584. [d. at 382, 384.
585. [d. at 385.
586. [d.
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evidence that any disclosure had been reasonable or in good faith, the Service
argued for a remand.587

The Fifth Circuit granted the remand, explaining that the district court had
not adequately taken into account the difference between written and oral
contacts in light ofanother Fifth Circuit case decided after the district court's
decision that drew a sharp distinction between written and oral third party
contacts.588

As Judge Garza's concurrence and dissent point out, however, the
majority opinion conflates the second and third inquiries ofthe extent to which
Payne was a "reasonably available" source of information and whether it was
neceSsary for Batista to reveal the criminal nature ofthe investigation in order
to obtain the information sought.589 Judge Garza's opinion clarifies that the
district court should keep separate its inquiry into each of the three elements
of the Service's section 6103(k)(6) defense.59o Judge Garza also gives a
thorough explanation ofwhy the necessary element means only "appropriate
or helpful" and not "strictly essential.,,591

Commentary: This is a case about the form of an investigation, not its
substance. Section 6103 's command to keep taxpayer information confidential
does not drive the Code provisions gov~rningexaminations and investigations;
instead, it is the provisions governing information gathering and examination
that drive section 6103. Thus, section 6103(a) gives the general rule that
"[r]eturns and return information shall be confidential ... except as authorized
by this title."S92 That exception is huge. If any other provision in the Code
allows or authorizes disclosure, it trumps section 6103.593 Thus, for example,
if Congress or the Service writes a statute or regulation that requires a special
agent to identifY himself or herself as part of the Criminal Investigative
Division, that provision trumps sectjon 6103.594

587. Id.
588. Id. (discussing Gandy v. United States, 234 F.3d 281,286-87 (5th Cir. 2000». Gandy held that

Service employees acted in good faith in revealing the criminal nature of an investigation in oral contacts
and distinguished Barrett v. United States. Gandy, 234 F.3d at 287. Barrett held that it was unnecessary
for a Service employee to disclose the criminal nature of an investigation when sending circular letters.
Barrett v. United States, 51 F.3d475, 479 (5th Cir. 1995).

589. Payne, 289 F.3d at 385-91 (Gana, J., dissenting in part and concurring in part).
590. Id. at 383. Thus, the majority did not think it necessary to remand for further evidence on the

district court's "blanket finding of no evidence that any disclosure of Payne's return information was
necessary." Id. at 384. Instead, the majority simply remanded for further factual development on whether
Batista's disclosure of the criminal nature of the investigation was necessary. Id. To that extent, Judge
Garza dissented, suggesting that the district court should first make more specific findings as to whether all
the information sought from third parties was "reasonably available" from Payne. Id. at 389. Only then
should the district court evaluate whether it was necessary for Batista to tell third parties about the criminal
nature of the investigation in order to obtain the information sought. Id.

591. Id.
592. I.R.C. § 6103(a) (2000).
593. See id.
594. See id.
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Further, as Judge Garza well points out, the section 6103 restraints on the
form of the investigation do not operate to limit the substance of an
investigation.595 The Service's investigatory powers are plenary: it may open
an investigation not only when it believes the tax laws are being violated but
also when it wants assurance that they are not.596 In the Fifth Circuit, as in
other circuits, the court will "not question the right, wisdom, or necessity of
a particular IRS investigation" when a taxpayer sues under section 7431 for
violation of section 6103.597

The district court apparently thought that the Service employees did not
have good reason to seek the information they sought, and this judgment
appeared to playa part in its decision.598 The circuit opinion, particularly in
,Judge Garza's concurrance, correctly distinguishes between the substance of
an investigation and its form.

This case also demonstrates why it is a long, hard road to win damages
from the Service. Even assuming that the Service is not able to demonstrate
the extent to which Payne was "reasonably available" and the extent to which
disclosing the criminal nature of the investigation was "necessary" to obtain
the information sought from third parties, Payne receives damages only "for
each act ofunauthorized ... disclosure"599 Again, particularly through Judge
Garza's concurrence, the Fifth Circuit recognized this by remanding to the
district court to link damages to the particular disclosures which violated
section 6103.600

IV. CONCLUSION

In the thirteen cases reviewed in this article, the Fifth Circuit
demonstrated a distressing attraction to form over substance in the substantive
cases, but fortunately showed less of that tendency in the procedural cases.
This suggests that while a generalist court may add value to the judicial
process in the latter group, it adds little value in the former, and Justice
Jackson's observation that the tax law suffers from a lack of "tax-informed
viewpoint" in the reviewing courts remains true.

595. See Payne, 289 F.3d at 388-89.
596. See Barrett v. United States, 795 F.2d 446, 451 (5th Cir. 1986).
597. /d. at 451; see also United States v. Bisceglia, 420 U.S. 141, 148 (1975).
598. See Payne v. United States, 91 F. Supp. 2d 1014, 1026 (S.D. Tex. 1999), rev'd, 289 F.3d 377

(2002).
599. I.R.C. § 7431(c)(l)(A)-(B) (2000).
600. See Payne, 289 F.3d at 385.


