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The Fifth Circuit issued opinions in twenty-eight cases involving
federal taxation issues during the current survey period. Most of the
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cases decided tax procedure issues; seven of the cases, however,
involved tax evasion. One unprecedented ruling has provided shareholders a bailout potential through the exchange of stock of a
subsidiary for stock in the parent. I Three equally innovative and
somewhat questionable decisions granted savings and loan associations substantial tax benefits. 2
I.

SUBSIDIARY'S SALE OF STOCK TO PARENT'S SHAREHOLDERSAPPLICATION OF SECTION

304

The Fifth Circuit's opinion in Caamano v. Commissioner has
provided shareholders a possible bailout potential under the provisions of section 304. When a shareholder sells stock of one corporation to a related corporation, section 304 of the Internal Revenue
Code generally applies to make the sale a redemption subject to the
provisions of section 302 of the Code in determining whether the
exchange qualifies for exchange treatment. 4 If the provisions of

1. See Caamano v. Commissioner, 879 F.2d 156, 159 (5th Cir. Aug. 1989); infra notes
3-29 and accompanying text (discussing Caamano).
2. See San Antonio Sav. Ass'n v. Commissioner, 887 F.2d 577 (5th Cir. Nov. 1989),
petition for cert. filed, 58 U.S.L.W. 3819 (U.S. June 8, 1990) (No. 89-1928); First Fed. Sav.
& Loan Ass'n V. United States, 887 F.2d 593 (5th Cir. Nov. 1989), petition for cert. filed, 58
U.S.L.W. 3819 (U.S. June 8, 1990) (No. 89-1927); Centennial Sav. Bank FSB v. United States,
887 F.2d 595 (5th Cir. Nov. 1989), rev'd, No. 89-1926 (U.S. Apr. 17, 1991) (WESTLAW,
1991 WL 54897); infra note 91; infra notes 30-94 and accompanying text (discussing the savings
association cases).
3. 879 F.2d 156 (5th Cir. Aug. 1989).
4. Section 302 determines whether proceeds from a stock redemption will receive exchange
treatment and, thus, qualify gain on the transaction as a capital gain, or whether the entire
proceeds will be treated as a dividend. To qualify for exchange treatment and avoid dividend
income consequences, the distribution must meet the requirements of § 302(b)(I), (2) or (3).
Section 302(b)(1) provides that a redemption will be treated as a distribution in part or full
payment in exchange for stock if it is "not essentially equivalent to a dividend." A distribution
is not essentially equivalent to a dividend when there has been a meaningful reduction of the
shareholder's proportionate interest in the redeeming corporation. Section 302(b)(2) provides
that a redemption qualifies for capital gain treatment if two conditions are met: (a) the
distribution must be substantially disproportionate, requiring that the shareholder own, after
the distribution, less than eighty percent of his or her interest in the corporation before the
redemption, and (b) the shareholder must own, after the distribution, less than fifty percent
of the total combined voting power of all classes of stock entitled to vote. Section 302(c)(3)
provides that a redemption will qualify for exchange treatment if a shareholder terminates his
or her entire stock ownership in a corporation through a stock redemption. Constructive
ownership rules of § 318 of the Code apply to determine stock ownership under § 302 except
that family attribution rules under § 318 will not apply to § 302(c)(3) if certain conditions set
out in § 302 are met.
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section 302 that would qualify the sale as a stock redemption are
not met, the entire proceeds from the sale will represent a dividend
distribution to the shareholder. Section 304(a)(2) applies to a subsidiary corporation's acquisition of stock in its parent from the parent's
shareholders if the parent owns at least one-half (by vote and by
value) of all classes of stock in the subsidiary. The transaction has
generally been construed as a distribution from the subsidiary to the
parent and a subsequent distribution from the parent to the individual
shareholder. 5 If section 304 were not applicable to such an exchange,
section 1001 of the Code would apply and the transaction would be
a taxable exchange-the gain (or loss) on the exchange being measured by the difference between the fair market value of the property
received and the shareholder's tax basis in the stock surrendered (the
stock in the parent corporation). Any gain or loss on the exchange
would generally be treated as a capital gain or loss.
Section 304 is applicable when a corporation acquires from a
shareholder the stock of another corporation in exchange for "property" and the shareholder has at least a fifty percent ownership in
both corporations. It also applies if the acquiring corporation is a
subsidiary of a parent and the parent has at least a fifty percent
ownership in the subsidiary. 6 Section 317(a) of the Code defines
"property" to include money, securities and other property. 7 However, the term does not include stock in the corporation making the
distribution. s In Caamano v. Commissioner,9 the Fifth Circuit determined that stock in a subsidiary that was received by shareholders
of the parent in a corporate restructuring (wherein shareholders of
the parent received subsidiary stock and cash in exchange for the
shareholders' stock in the parent) also did not constitute "property"
for purposes of section 304; thus, the court ruled that section 304

5. See 26 U.S.C. § 304(a)(2) (1988); Treas. Reg. § 1.304-3 (1989). The Regulations
provide that the acquisition by a subsidiary of stock in its parent corporation is treated as
though the parent corporation had redeemed its own stock. See Treas. Reg. § 1.304-3(a) (1989).
To determine whether the sale qualifies as a stock redemption and, thus, for capital gain
treatment, reference is made to the individual shareholder's interest in the parent corporation
before and after the redemption. [d. For these purposes, the shareholder constructively owns,
after the redemption, parent stock acquired by the subsidiary represented by the shareholder's
percentage ownership in the subsidiary.
6. 26 U.S.C. § 304(a)(1)-(2) (1988).
7. [d. § 317(a) (1988).

8.

[d.

9.

879 F.2d 156 (5th Cir. Aug. 1989).
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was not applicable to the exchange of subsidiary stock for parent
stock. 10 As a result, section 1001 of the Code applied and the
shareholders received capital gain (and in some cases capital loss)
treatment on the difference between the value of the subsidiary stock
received less the shareholders' tax basis in the parent stock. ll Had
section 304 applied, the entire proceeds would have represented
ordinary dividend income to the shareholdersY
The shareholder in Caamano exchanged a number of shares in
a parent domestic corporation for cash and shares in a subsidiary
foreign corporation as part of a structural change, causing the
subsidiary to become the parent. 13 The primary purpose for the
corporate restructuring was to lower corporate taxes by retaining
earnings from operations outside the United States without subjecting
the earnings to United States income tax. 14
As noted previously, section 304 applies only to an exchange of
"property" for stock. While section 3l7(a) excludes stock in the
corporation making a distribution pursuant to section 304 from the

10. [d. at 158. The Sixth Circuit adopted the opinion of the Fifth Circuit in Bhada v.
Commissioner, 892 F.ld 39 (6th Cir. Dec. 1989). Bhada involved another shareholder in the
same corporation. The Sixth Circuit seemed to be unsure of its decision, commenting that the
issues were "both complex and confusing." [d. at 43. Apparently, the Fifth Circuit's decision
in Caamano, issued four months earlier, had a decisive effect on the Sixth Circuit's opinion;
the Sixth Circuit remarked that it gave "some deference to the conclusion of the Tax Court,
particularly when another circuit court has affIrmed the Tax Court on the identical issue."
[d.
I I. [d. See also Bhada v. Commissioner, 89 T.C. 959 (1987) (holding analogous distribution of stock not to be "property" for purposes of § 304).
12. 879 F.ld at 158. This is because the distribution would not meet the provisions of §
302. The Tax Court had concluded that the cash received by the shareholders would be
"property" for purposes of § 304 and, thus, the shareholders did have dividend income to
the extent of the cash received. See 89 T.C. at 970.
13. See 879 F.ld at 157. The restructuring caused the foreign based subsidiary to become
the parent so that the corporation was no longer a "controlled foreign corporation." [d. at
157-58. Subpart F of the Internal Revenue Code provides that certain types of income generated
by controlled foreign corporations are included in the gross income of the corporation's
U. S. shareholders whether or not such income is distributed. See 26 U.S.C. §§ 951-956 (1988).
A "controlled foreign corporation" is a foreign corporation in which more than 50070 of all
classes of stock are owned by 10070 or more U. S. shareholders. [d. § 957. Prior to the
restructuring in Caamano, the foreign subsidiary was a "controlled foreign corporation"
because its parent held more than 50070 control. 879 F.ld at 157. After the restructuring, and
when the parent's shareholders held 90070 of the stock in the subsidiary, the subsidiary was
not a "controlled foreign corporation" because none of the individual shareholders, though
U. S. citizens, had a 100/0 or more share of ownership. [d.
14. Caamano v. Commissioner, 879 F.ld 156, 157 (5th Cir. Aug. 1989).
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definition of "property," there has been a question of whether stock
in a subsidiary exchanged by' a shareholder of the parent for parent
stock would be included in the exclusion and, thus, would also not
be "property" under section 304.IS In Caamano, the Fifth Circuit
agreed with the Tax Court that stock in a subsidiary should be
excluded from the definition of "property" and section 304 should
not apply to a parent shareholder's exchange of parent stock for
subsidiary stock. 16 In reaching the conclusion, the court looked to
the language of section 304(b)(3)(B)17 to resolve what it termed the
"lack of clarity as to whether section 304 referred to distributions
by the acquiring corporation to the shareholders of the parent, or
the distribution by the parent to its own shareholders."ls
Section 304(b)(3)(B), which is applicable to an exchange of stock
for stock in a controlled corporation when the control element is
eighty percent or more, refers to an "acquisition" rather than a
"distribution." The Tax Court concluded, and the Fifth Circuit
agreed, that the language of the section could be applied to an
acquiring corporation's distribution of property to shareholders of
another corporation; this is because section 304(b)(3)(B) specifically
refers to "stock" as including stock received by an acquiring corporation from shareholders in control of the other corporation. 19
Thus, according to both courts, the reference to an "acquisition" in
section 304(b)(3)(B) means that the term "distribution" in section
317 does not refer exclusively to a distribution from a corporation;20
it could also include an "acquisition." Under this theory, there is
no "distribution" from the subsidiary to the parent, but rather, a
"distribution" from the subsidiary to the shareholders of the parent. 21
As such, the distribution of the subsidiary stock to the shareholders
would be stock in the "distributing" corporation and section 317

IS.
16.
17.

[d. at 158. Commentators disagree on the issue. [d. n.l.
[d. at 158.
[d. Section 304(b)(3)(B) applies to an exchange of stock for stock in a controlled

corporation when the control element in the transferee corporation is 80010. Technically, both
§ 304 and § 351 would apply to the transaction. However, § 304(b)(3)(A) provides that § 304,
rather than § 35 I, applies to the exchange. Still, § 304(b)(3)(B) provides that § 304 will not
apply to any liability assumed by the acquiring corporation, or to which the stock is subject,
if the liability was incurred by the transferor to acquire the stock.
18. 879 F.2d at 158.
19. See id.; Bhada v. Commissioner, 89 T.C. 959, 965 (1987).
20. See Caamano v. Commissioner, 879 F.2d 156, 158 (5th Cir. Aug. 1989).
21.

[d.
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would exclude the stock from the definition of "property" for
purposes of section 304. Consequently, section 304 would not apply
to the exchange. 22
The Fifth Circuit, in ruling that section 304 was not applicable
to the exchange by shareholders of their stock in a parent corporation
for stock in the parent's subsidiary, apparently was unconcerned that
the purpose of the exchange was to reduce income taxes. The
taxpayers' objective was to eliminate the receipt of subpart F income
from a foreign controlled corporation while reporting the receipt of
stock in the subsidiary as capital gain or loss (measured by the value
of the subsidiary stock, reduced by the shareholders' basis in the
parent stock).23 The alternative would be to report ordinary dividend
income to the extent of the value of the subsidiary stock. Had the
parent corporation distributed its subsidiary stock directly to its
shareholders, the distribution might have received dividend treatment;
there would' have been a question, at least, whether the distribution
would fail to qualify under section 355 because it lacked a business
purpose other than the avoidance of federal income taxes. 24 By
structuring the transaction so that the shareholders exchanged their
stock in the parent for stock in the subsidiary, the shareholders
avoided the question of whether the distribution of subsidiary stock
would otherwise receive dividend treatment based on the fact that
the distribution would not qualify for nonrecognition treatment under
section 355. Although the IRS sought to close the loophole in the
tax law by taxing the distribution as a dividend through the application of section 304(a), the Fifth Circuit refused to apply section
304 to the transaction. ~
The Fifth Circuit made a determination that the shareholders
could, in effect, avoid the consequences of section 304 by looking
to section 304(b)(3)(B), a section addressing another tax avoidance
exchange (occurring when stock is transferred to a controlled corporation and the shareholders involved have an eighty percent interest
in the transferee corporation). The court's comment that the issue is
"largely academic" because the 1986 Tax Act now causes ordinary

22.
23.
24.
because

[d.
[d. at 157.
Section 355 would possibly not provide for nonrecognition of any gain on the exchange
the exchange was made to avoid taxes. See 26 U.S.C. § 355(a)(l)(D)(ii) (1988).
25. See 879 F.2d at 159.
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income and capital gain rates to be the same ignores the fact that a
shareholder can reduce any gain on such a transaction by subtracting
from the distribution proceeds the shareholder's basis in the parent
stock (possibly causing the shareholder to have a loss rather than a
gain).26 In addition, if the shareholder has capital losses from other
transactions, the capital gain can be offset in full by the capital
10sses. 27
The Fifth Circuit did address the issue of whether its decision
provides corporations with a bailout potential. It concluded that its
decision did not. According to the court, the antibailout provisions
of section 355 would not apply to the transaction in any event since
a shareholder could not sell an interest in the subsidiary corporation
without simultaneously selling an interest in the parent. 28 The Fifth
Circuit failed to consider that another, more important tax avoidance
scheme was also present in Caamano; the exchange was initiated to
terminate the necessity of reporting subpart F income from a foreign
controlled corporation. 29
II.

REALIZATION OF INCOME IN EXCHANGE TRANSACTIONS

The Fifth Circuit issued three opinions in the current period
which were exceedingly favorable to savings and loan associations.
In San Antonio Savings Association v. Commissioner,3o First Federal
Savings & Loan Association v. United States3 1 and Centennial Savings
26. See id. at 158 n.2. The statement also ignores the fact that Congress may fully
reinstate preferential capital gains rates in the near future.
27. Capital losses may be used to offset ordinary income only to the extent of 53,000 per
tax year for taxpayers other than corporations; for corporate taxpayers, capital losses may
only be used to offset capital gains. See 26 U.S.C. § 1211 (1988).
28. See Caamano v. Commissioner, 879 F.2d 156, 159 (5th Cir. Aug. 1989).
29. See id. at 157. Section 355, which would otherwise cause a dividend distribution of
subsidiary stock to shareholders of a parent corporation to constitute a nontaxable distribution,
applies if there is no bailout scheme. See 26 C.F.R. § l.355-2(a)(b) (1990). The issue of whether
§ 355 would not have been applicable to a distribution of subsidiary stock by the parent to
its shareholders, because there was no corporate business purpose for the distribution, is
clouded by the fact that § 355 did not incorporate a business purpose requirement. The
Supreme Court in Gregory v. Helvering, 293 U.S. 465 (1935), imposed a business purpose test
on divisive reorganizations to which § 355 is applicable. See id. at 468-69. Regulations
promulgated in 1989 and, thus, not applicable to the transaction affected in Caamano, also
provide for a business purpose test to accomplish a tax-free distribution of subsidiary stock
to a parent's shareholders. See 26 C.F.R. § 1.355-2(b) (1990).
30. 887 F.2d 577 (5th Cir. Nov. 1989), petition for cert. filed, 58 U.S.L.W. 3819 (U.S.
June 8, 1990) (No. 89-1928).
31. 887 F.2d 593 (5th Cir. Nov. 1989), petition for cert. filed, 58 U.S.L.W. 3819 (U.S.
June 8, 1990) (No. 89-1927).
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Bank FSB v. United States,32 the Fifth Circuit ruled that each of the
taxpayer savings and loan associations in the three cases realized tax
losses when they exchanged ninety percent participation interests in
first mortgage loans with other savings and loan associations. 33
Two other courts of appeals have addressed similar· exchanges
between savings institutions. 34 The Sixth Circuit denied the savings
and loan association a tax loss,3' while the District of Columbia
Circuit permitted a loss deduction for a legitimate "exchange" of
mortgages, but denied a loss deduction (and, in fact, found a taxable
gain) when the savings institution canceled original mortgages and
then purchased similar mortgages secured by the same properties as
the original mortgages. 36
The Sixth Circuit, in Cottage Savings Association v. Commissioner,37 ruled that the savings association had no recognizable loss
on an exchange of mortgage interests because it did not change
"economic position[s]" as a result of the exchange. 38 On the other
hand, the District of Columbia Circuit, in Federal National Mortgage
Association v. Commissioner,39 agreed with the Fifth Circuit's
decisions40 that the exchange transactions between different savings
institutions did not lack economic substance and, consequently, permitted a loss deduction even though the sole motive for the savings
institution entering the transactions was to obtain tax losses. 41 Yet,
32. 887 F.2d 595 (5th Cir. Nov. 1989). rev'd, No. 89-1926 (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54897); see infra note 91.
33. See 887 F.2d at 593; 887 F.2d at 595; 887 F.2d at 609.
34. See Cottage Sav. Ass'n v. Commissioner, 890 F.2d 848 (6th Cir. 1989), rev'd, No.
89-1965 (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54928); infra note 38; Federal Nat'l
Mortgage Ass'n v. Commissioner, 896 F.2d 580 (D.C. Cir. 1990), petition for cert. filed, 59
U.S.L.W. 3001 (U.S. June 19, 1990) (No. 89-1987).
35. 890 F.2d at 853-55.
36. 896 F.2d at 584-86.
37. 890 F.2d 848 (6th Cir. 1989), rev'd, 89-1965 (U.S. Apr. 17, 1991) (WESTLAW, 1991
WL 54928); see infra note 38.
38. See id. at 853. The Supreme Court reversed the Sixth Circuit holding. See Cottage
Say. Ass'n v. Commissioner, No. 89-1965 (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54928).
The Court held that an exchange of properties constitutes a "disposition of property" for
purposes of I.R.C. § 100I(a) when the participation interests exchanged are "materially
different." Accordingly to the Court, properties are "materially different" when "they embody
legally distinct entitlements." See id.
39. 896 F.2d 580 (D.C. Cir. 1990), petition for cert. filed, 59 U.S.L.W. 3001 (U.S. June
19, 1990) (No. 89-1987).
40. See id. at 584-85. See also supra text accompanying notes 30-33 (discussing Fifth
Circuit position).
41. 896 F.2d at 584.
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the District of Columbia Circuit also ruled that the savings institution
in question had taxable gain of over $28 million, rather than its
claimed loss of $335 million, when it cancelled several of its original
notes, released the security for the notes and purchased new loans
from a third party lender. 42 (The new loans were secured by mortgages
on the same properties that served as securities for the original
loans.)"3
The Sixth Circuit in Cottage Savings reviewed the circumstances
relating to the savings institutions' exchange of their low-interest
mortgage 10ans. 44 As the Sixth Circuit noted, in the 1970s, savings
and loan associations were severely impacted by dramatic increases
in interest rates. 4S As a result, the savings institutions entered into
certain types of mortgage transactions in the 1980s through which
they sought to improve their economic standing. One type of transaction involved exchanges of mortgages with other savings institutions
pursuant to recommendations by the regulatory body of the savings
and loan industry, the Federal Home Loan Bank Board. 46 The Federal
Home Loan Bank Board (FHLBB) issued a memorandum providing
for a concurrent mortgage sales program structured to permit savings
institutions to recognize losses on their mortgage portfolios for
income tax purposes while freeing the savings institutions from the
duty to report the losses for regulatory purposes. 47
According to the Fifth Circuit in San Antonio Savings Association, the savings institutions would not sell their mortgage loans
directly because the FHLBB required its member institutions to
maintain certain liquidity levels for regulatory and financial accounting purposes. 48 The court noted that although many savings and loan
associations would have preferred to sell their low-interest mortgage
loans, recognize their accumulated losses (which losses would then
be, without question, deductible for tax purposes) and obtain sub-

ld. at S8S-86.
See id. at S8S.
44. See Cottage Sav. Ass'n v. Commissioner, 890 F.2d 848, 8S1 (6th Cir. 1989), rev'd,
No. 89-196S (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL S4928).
4S. ld.
46. See generally 12 U.S.C. § 1437 (1988) (designating the Federal Home Loan Bank
42.
43.

Board and the Board's powers and duties).
47. See San Antonio Say. Ass'n v. Commissioner, 887 F.2d S77, S79 (Sth Cir. Nov. 1989)
(discussing Memorandum R-49 as promulgated by the Federal Home Loan Bank Board),
petition for cert. filed, S8 U.S.L.W. 3819 (U.S. June 8, 1990) (No. 89-1928).
48. See id.
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stantial tax refunds, they could not do so without reporting the losses
for FHLBB regulatory purposes. 49 The reported losses in conjunction
with such sales would have brought the savings and loan associations'
liquidity below the minimum required by the FHLBB. so
To produce a tax loss that would not be a reported loss for
regulatory purposes, the savings institutions followed procedures set
out in a memorandum issued by the FHLBB.51 Some savings institutions utilized a three-cornered transaction whereby mortgage loans
were sold at a loss to a second savings and loan association and
other similar mortgage loans were acquired from a third party
association.52 Because the fIrst savings institution acquired similar
mortgages from the third savings association, the savings institution
would not have a loss for FHLBB regulatory purposes.53 In some
transactions, a savings institution would purchase from the borrower
original loans carrying low interest rates. 54 The borrower would be
paid additional funds in return for the execution of a new mortgage
secured by the same property, but greater in principal amount and
with a higher, but still below market, interest rate.55 In some transactions, two savings institutions simply exchanged mortgage loans.56
The third party transaction utilized in San Antonio Savings
Association was interesting.57 The mortgage exchanges occurred in
the form of a three-cornered transaction whereby one savings association transferred its fIrst-mortgage loans to a second savings and
loan association.58 On the same date as the fIrst transfer, the second
savings and loan association wired transfer cash to the fIrst savings

49.
50.
51.
52.

See id.
Id.
Id. at 580.
Id.
53. See id.
54. See Federal Nat'l Mortgage Ass'n v. Commissioner, 896 F.2d 580, 585 (D.C. Cir.
1990), petition for cert. filed, 59 U.S.L.W. 3001 (U.S. June 19, 1990) (No. 89-1987).
55. Id. The District of Columbia Circuit held that the savings institution had realized a
taxable gain on the transactions. See id. at 587-89.
56. See First Fed. Sav. & Loan Ass'n v. United States, 887 F.2d 593, 594 (5th Cir. Nov.
1989), petition for cert. filed, 58 U.S.L.W. 3819 (U.S. June 8, 1990) (No. 89-1927); Centennial
Say. Bank FSB v. United States, 887 F.2d 595, 597-98 (5th Cir. Nov. 1989), rev'd, No. 891926 (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54897).
57. San Antonio Sav. Ass'n v. Commissioner, 887 F.2d 577, 580 (5th Cir. Nov. 1989)
(explaining the "triangular transactions" consummated by the savings associations), petition
for cert. flied, 58 U.S.L.W. 3819 (U.S. June 8, (990) (No. 89-(928).
58. See id.
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association to equalize the value. S9 In the second leg of the transaction, the first savings association received ninety percent participation
interests in first-mortgage loans owned by a third savings and loan
association. 6O The first savings association then transferred cash to
the third savings and loan association to equalize the value. 61 On the
same date, the second savings and loan association transferred ninety
percent participation interests in another set of conventional mortgages to the third savings and loan association and received cash
from the third savings institution to complete the triangular transaction. 62 The cash payment from the third savings and loan to the
second savings and loan and the remaining principal balances on the
mortgages were approximately the same as the principal balances and
cash amounts involved in the two other participation transfers. 63 The
difference between the face value of the participation interests transferred by the first savings association and the cash received from the
second savings and loan association was claimed as a loss deduction
by the first savings association. 64 The IRS disallowed a loss deduction
because it contended that the first saving~ association did not sell its
mortgages in a completed, "realized" transaction; rather, according
to the Service, it merely swapped its mortgages (representing mortgage
loans secured by residential properties located in one city for mortgage loans secured by residential properties in another city).6s

59.
60.

See id.
See id.
61. See id.
62. See id.
63. See id.
64. See id. In Centennial Savings, the transaction involved a "reciprocal sale" of 90"70
participation interests in home mortgages; Centennial Savings sold mortgage participation
interests with a face value of $8,481,263 to the FNMA for $5,662,043 and then bought at the
same price from the FNMA. participation interests with the same face value as that of the
interests sold. See Centennial Sav. Bank FSB v. United States, 887 F.2d 595. 597 (5th Cir.
Nov. 1989), rev 'd. No. 89-1926 (U.S. Apr. 17, 1991) (WESTLAW. 1991 WL 54928); infra
note 91. In First Federal, the exchange was bilateral. See First Fed. Sav. & Loan Ass'n v.
United States, 887 F.2d 593, 594 (5th Cir. Nov. 1989), petition for cert. filed, 58 U.S.L.W.
3819 (U.S. June 8, 1990) (No. 89-1927). The Fifth Circuit determined that the differences in
the exchanges were not grounds for differentiating the cases and ruled in each of the three
cases that the taxpayer savings and loan association in question could deduct as a tax loss the
difference between the face value of the participation interests and the cash received for such
interests even though the cash was used to purchase other, almost identical, participation
interests. See id. at 594; 887 F.2d at 600.
65. See San Antonio Sav. Ass'n v. Commissioner, 887 F.2d 577, 580 (5th Cir. Nov.
1989), petition for cert. filed, 58 U.S.L.W. 3819 (U.S. June 8, 1990) (No. 89-1928).
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The Fifth Circuit agreed with the IRS that before gain or loss
can be recognized on an exchange of property, the items involved
must be "materially different."66 Still, the court found that, because
the mortgages involved different obligors and collateral, the mortgage
participation interests exchanged by the savings and loan associations
were "materially different. "67 The Fifth Circuit rejected the Service's
contention that the participating savings institutions received new
mortgages with the same risk of default and delinquency as the old
mortgages so that the savings institutions were left in the same
economic position after the exchange as they were before. 68 The court
explained that "while 'material difference' requires more than purely
form8J. differences, an 'economic substitute' can still sometimes be
materially different."69 The court decided that because the value of
mortgages depends on the performance of individual persons who
own the residential property which serves as collateral, "an exchange
of residential mortgages is not like swapping identical fungible commodities. "70
The Sixth Circuit, in Cottage Savings, had a different opinion. 7 )
According to the court, these "reciprocal sales transactions" between
savings institutions lacked substance. 72 The Sixth Circuit decided that
section 165 of the Internal Revenue Code was applicable; under
section 165 and the relevant regulations,73 a loss must be "sustained"
to be deductible. 74 The Sixth Circuit disallowed the loss deduction
because it concluded that the savings institution received a substantially identical pool of mortgages in the exchange and did not record
a loss on its books. 7s Thus, according to the Sixth Circuit, the savings
institution was not "poorer to the extent of the loss claimed. "76 The
Fifth Circuit in San Antonio Savings considered the application of
section 165 of the Code, but decided that the section was not

66.

See id. at 582-87.
[d. at 587.
[d. at 589.
[d. at 590.
[d. at 591.
71. See Cottage Say. Ass'n v. Commissioner, 890 F.2d 848, 855 (6th Cir. 1989), rev'd,
No. 89-1965 (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54928); supra note 38.
72. See id. at 853-55.
73. See 26 C.F.R. § 1.165-1(a) (1990).
74. See id.; 890 F.2d at 855.
75. See 890 F.2d at 855.
67.
68.
69.
70.

76.

[d.
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applicable when taxpayers participated in "closed and completed
transactions with the actual transfer of economic benefits from the
loan participations. "77 The Fifth Circuit decided that the savings
institutions suffered a real economic reduction in the value of the
mortgage participation interests transferred and that the "economic
reality of that loss was fixed by an identifiable event. "78
As noted previously, the District of Columbia Circuit, in Federal
National Mortgage Association v. Commissioner,79 ruled that a savings institution would have taxable gain when it purchased from a
borrower an original mortgage carrying a low interest rate, retired
the original loan and then purchased from another lender the borrower's new loan secured by the same collateral as the original loan
but carrying a higher (though still below market) interest rate. 80 The
savings institution in question, Federal National Mortgage Association, had reported a net tax loss on the transactions of over $335
million by treating the transactions as taxable exchanges of old
mortgages plus cash for new mortgages. 81 The loss was the difference
between the value of the new loans and the sum of the savings
institution's basis in the old loan, plus the cash payment made by
the savings institution to the lender on the new loan. 82 The mechanics
of the transactions were as follows: a lender would contact one of
Federal National Mortgage Association's borrowers who wanted to
obtain more credit but still at a below market interest rate. 83 The
lender would then obtain from Federal National Mortgage a commitment to buy the new mortgage from the lender at its face
amount. 84 The borrower would receive additional funds in return for
the execution of a new mortgage on the property which had been
collateral for the original loan, the original loan would be retired
and Federal National Mortgage Association would purchase the new
loan from the lender at the face amount. 85 The District of Columbia

77. San Antonio Say. Ass'n v. Commissioner, 887 F.2d 577, 580 (5th Cir. Nov. 1989),
petition for cert. filed, 58 U.S.L.W. 3819 (U.S. June 8, 1990) (No. 89-1928).
78. [d.
79. 896 F.2d 580 (D.C. Cir. 1990), petition for cert. filed, 59 U.S.L.W. 3001 (U.S. June
19, 1990) (No. 89-1987).
80. See id. at 586.
81. [d. at 585.
82. [d. at 586.
83. [d. at 585.
84. [d.
85. See id.
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Circuit agreed with the IRS that no taxable "exchange" had occurred. 86 According to the District of Columbia Circuit, once the
original mortgage was retired with the old loan marked "paid,"
there was no remaining property to be exchanged. 87 The court noted
that "the lender never acquired ownership of the [original] mortgage;
[Federal National Mortgage] remained the mortgagee until the mortgage was discharged. "88 Thus, according to the court, Federal National Mortgage had a taxable gain of over $28 million measured by
the difference between its basis in the original loans and the face
amount of such loans. 89 As a result of the District of Columbia
Circuit's characterization of the resale-refinance transactions as a sale
of the original mortgages and a purchase of the new mortgages,
Federal National Mortgage Association failed to receive the favorable
tax treatment accorded the savings institutions whose cases were
appealed to the Fifth Circuit.
In Centennial Savings Bank FSB v. United States,90 the Fifth
Circuit also addressed the issue of whether penalties that a savings
institution collected from its investors for early withdrawal of their
certificates of deposit constituted "income from discharge of indebtedness" under section 108 of the Code. 91 Characterization of the
funds as "income from discharge of indebtedness" would be favorable to the savings association because, according to the court, the
savings institution "could report the income over time rather than
immediately. "92 The savings association would not recognize any
current income if the penalties were characterized as discharge of
indebtedness; rather, it would reduce its basis in its depreciable assets
and would deduct less depreciation expense in future years. 93

86.
87.
88.
89.

[d. at 586.
[d.
[d. at 587.
[d. at 586.
90. 887 F.2d 595 (5th Cir. Nov. 1989), rev'd, No. 89-1926 (U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54897).
91. See id. at 600-09. Based on the test articulated in Cottage Savings, see supra note 38,
the Court agreed with the Fifth Circuit that the exchange of mortgages "gave rise to an
immediately deductible loss," but determined that the early withdrawal penalties collected did
not constitute income from discharge of indebtedness because the depositors who paid the
penalties "did not 'discharge' Centennial from any repayment obligation." See No. 89-1926
(U.S. Apr. 17, 1991) (WESTLAW, 1991 WL 54897).
92. 887 F.2d at 600-09.
93. See 26 U.S.C. § 1017(a) (1988). The tax year in issue was 1981. Prior to amendments
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Although the concept of "income from discharge of indebtedness" should have no application unless a debt incurred in the form
of borrowed money was later cancelled, the Fifth Circuit nonetheless
ruled that receipt of penalties would constitute discharge of indebtedness income, deciding that the savings institution had discharged
a debt for less than its accrued obligation when the investor withdrew
his or her money before the end of the term. 94 The so-called "debt"
the savings association was canceling was an accrued interest expense
on its investors' certificates of deposit. The savings association would
have deducted the accrued interest for tax purposes and, in turn,
would have recognized a liability for the accrued interest payable.
By including such a liability as indebtedness subject to the provisions
of section 108, the Fifth Circuit provided the savings and loan
association with substantial tax benefits. The savings institution had
reduced its prior years' taxable income by the accrued interest expense
on investors' deposits; when the interest was not paid to the investors
because of the penalties on early withdrawal, the Fifth Circuit ruled
that the savings institution need not recapture the prior years' deductions as current taxable income, permitting it, instead, to reduce
the basis in its depreciable assets by the amount of the penalties.
The Fifth Circuit's decisions in the three cases involving savings
and loan associations were, from the standpoint of tax liability, very
favorable to the savings and loans involved. To reach such propitious
decisions, the court departed from its general pattern of strictly
construing the income tax provisions in a manner usually inimical to
the taxpayer.
III.

ESTATE AS TAXPAYER-WHEN

Is

THE ESTATE UNDULY

PROLONGED?

Commenting that "[a]n IRS deficiency notice is clothed with a
'presumption of correctness,' " the Fifth Circuit determined, in Brown
v. United States,9S that the Commissioner has authority to decide

to § 108 made in 1986, a taxpayer was not required to report the discharge of indebtedness
as income if the indebtedness discharged was "qualified business indebtedness" and if the
taxpayer reduced the tax basis in the taxpayer's depreciable assets (under § 1017) by the
amount of the indebtedness.
94. See 887 F.2d at 600. The Tax Court and the Seventh Circuit have held to the contrary.
See Colonial Sav. Ass'n v. Commissioner, 85 T.C. 855 (1985), aiI'd, 854 F.2d 1001 (7th Cir.
1988), cert. denied, 489 U.S. 1090 (1989).
95. 890 F.2d 1329 (5th Cir. Dec. 1989).
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whether an estate's administration has been "unduly prolonged" and
to deem the estate closed for federal income tax purposes once a
reasonable time has elapsed for the administrator to have performed
all the ordinary duties of administration. 96 In Brown, the administration of the estate had continued for over twelve years and all the
required duties of the administrator had been performed. 97 The Fifth
Circuit agreed with the IRS that the "period of administration" of
an estate for federal tax purposes is not necessarily the period the
administrator keeps the estate open; rather, it can be the period
actually required to perform the ordinary duties of administration. 98
As the court noted, the issue of whether administration has been
unduly prolonged is a question of federal, not state law. 99 The court
pointed to the increasing popularity of the independent estate administrations under which an estate might legally remain open indefinitely with no court supervision of the estate's administration. lOll The
court was concerned with the potential for prolonging the estate as
a separate taxpayer to achieve income-splitting and tax avoidance
goals, particularly when the estate fiduciary was also the sole or
principal beneficiary of the estate's assets. 101
IV.

TRUST FUND TAXES

The taxes that employers must withhold on wages paid to
employees lO2 are held in trust by employers in a special fund for the
United States. 103 If the employer fails to pay the so-called "trust
fund taxes" to the IRS, responsible officers or employees who
"willfully" fail to collect and pay the trust fund taxes are personally

96.
97.
98.

See id. at 1335, 1343.
See id. at 1333.
See id. at 1335, 1339. The taxpayers in Brown relied on a 1944 opinion of the Fifth

Circuit, Frederich v. Commissioner, 145 F.2d 796 (5th Cir. 1944), as precedent for their
position that the period of administration envisioned by § 641(a)(3) of the Code is the period
"actually consumed" by an administrator. See 890 F.2d at 1339-41. The court agreed that
Frederich provided support for the taxpayers' position, but decided that because of later Fifth
Circuit decisions limiting the case to its special facts, Frederich was not binding precedent.
See id.
99. See 890 F.2d at 1338, 1342.
100. See id. at 1342 (citing TEX. PROB. CODE ANN. §§ 145(h), 149B, lSI, 152 (Vernon
1980».
101. See id. at 1338.
102. See 26 U.S.C. §§ 3102(a), 3402(a) (1988).
103. See id. § 7501(a).
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liable for a penalty equal to the amount of the delinquent taxes. 104
The Fifth Circuit considered questions relating to liability for such
taxes by "responsible parties" and the definition of an "employee"
in the current survey period.

A.

Who Is a "Responsible Person"?

The Fifth Circuit, in Gustin v. United States,IO' held that an
employee of a corporation who had authority to sign checks in excess
of $2,500 only upon express approval could nonetheless be a responsible person for trust fund taxes in excess of $2,500. 106 The court
noted that the employee, Gustin, had authority over the day-to-day
management of the corporation and had authority to issue corporate
checks under the amount of $2,500 without approval. I07 The court
decided that limiting the amount of a check an employee can issue
would not of itself prevent the employee from being a responsible
party, commenting that the IRS would not have objected to receipt
of the tax deficiencies by several small checks. lOS Gustin signed the
employee tax returns (Forms 941) and signed the payroll checks from
which the taxes were withheld. I09 The court pointed out that Gustin
paid other creditors with funds due the United States. llo Further, the
court stated that an employee can be a responsible person even
though the employee had no responsibility within the corporation
for the calculation or payment of the taxes; according to the court,
the question of responsibility is irrelevant if the employee had the
actual authority to pay the taxes. III
The Fifth Circuit concluded that Gustin was not a responsible
person for taxes during one quarter because it determined that he
did not "willfully" fail to pay taxes in that quarter to the United
States. 1I2 The court pointed to the fact that Gustin had made reasonable efforts to make certain that the withheld taxes had been paid
to the Service and had been told by owners of the corporation that

104.
105.
106.

107.
108.
109.
110.

111.

112.

See id. §§ 6672(a), 7202.
876 F.2d 485 (5th Cir. July 1989).
Id. at 492.
Id.
Id.
Id.
Id.
See id. at 491-92.
Id. at 493.
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the taxes would be paid. 113 Gustin had conferred with IRS agents
when first informed the taxes were not paid and, as a result, had
set up a meeting between the agents and the owners of the corporation
in an attempt to resolve the issue. 1I4 Although Gustin was not
permitted to attend the meeting, and, thus, could not have known
whether the taxes were paid, he was informed by the owners after
the meeting that the parties had reached an agreement and that the
taxes would be paid "immediately." lIS
The court considered whether Gustin would be liable for unpaid
trust fund taxes after he became president of the corporation. 1I6 The
court held that a person assuming control of a company is not a
"guarantor of its past tax liabilities. "117 Thus, the court ruled that
Gustin would not be responsible for payment of taxes prior to the
date he gained control of the company unless he "knowingly dissipated the trust funds. "118

B.

Who Is an «Employee"?

In Breaux & Daigle, Inc. v. United States,1I9 the Fifth Circuit
referred to the factors that must be considered in determining whether
a worker is an employee or an independent contractor.120 The factors
are: "degree of control, opportunities for profit or loss, investment
in facilities, permanency of relation, and skill required in the claimed
independent operation."121 The court pointed out that no one factor
is controlling nor is the list exclusive. III According to the court,
doubtful questions should be resolved in favor of employment. l23

113. [d.
114. [d. at 487.
115. [d.
116. [d. at 493.
117. [d.; see Slodov v. United States, 436 U.S. 238, 253-54 (1978).
118. Gustin v. United States, 876 F.2d 485, 493 (5th Cir. July 1989). The court noted that
§ 7501 of the Internal Revenue Code does not impose a trust on "after-acquired funds." [d.
Thus, according to the court, if funds paid to creditors after Gustin was notified of previous
tax deficiencies were all acquired after Gustin obtained control of the company, he would not
be a responsible party under § 6672 for trust fund taxes incurred previously. [d.
119. 900 F.2d 49 (5th Cir. May 1990).
120. [d. at 51. .
121. [d. The factors were identified by the Supreme Court in United States v. Silk, 331
U.S. 704, 716 (1947).
122. 900 F.2d at 51.
123. [d. at 52.
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Even though the employer in Breaux did not control the intimate
details of the pickers' work, the court noted that the degree of
control necessary for a particular endeavor is "commensurate with
the nature of that task."I24 The court also decided that the fact that
the workers furnished their own equipment would not be determinative in instances where the value of the employees' tools was
minimal. 125

v.

TAX PROCEDURE

A. Notice of Tax Deficiency-Actual Receipt by Taxpayer
In Jones v. United States,l26 the Fifth Circuit reaffirmed its
position that notice of a tax deficiency is not invalid merely because
the taxpayer did not receive the notice. 127 The court recognized that
a taxpayer can prevent the IRS from collecting a tax that has been
assessed if the Service did not send the taxpayer a proper notice of
deficiency.l28 Still, the court ruled that the Service is not required to
prove that the taxpayer actually received a notice of deficiency; the
notice is sufficient if the Service can show it mailed the notice to
the taxpayer at the taxpayer's "last known address. "129
124.
125.

[d.
[d. at 53.
126. 889 F.2d 1448 (5th Cir. Nov. 1989).
127. [d. at 1450.
128. [d.
129. [d.; see Keado v. United States, 853 F.2d 1209, 1212 (5th Cir. 1988). In Abeles v.
Commissioner, 91 T.C. 1019 (1988), the Tax Court ruled that a taxpayer's last known address
is the address on the taxpayer's most recently filed return unless the taxpayer has given the
Service clear and concise notification of a different address. [d. at 1031. In Mulder v.
Commissioner, 855 F.2d 208 (5th Cir. 1988), the Fifth Circuit ignored prior court decisions,
which had held that unless notified otherwise, the Service was entitled to consider as the last
known address the taxpayer's address on the tax return for the year in question. See id. at
211. The Fifth Circuit in Mulder ruled that the Service must exercise reasonable diligence to
ascertain a taxpayer's last known address. [d. In Pomeroy v. United States, 864 F.2d 1191
(5th Cir. 1989), the Fifth Circuit commented that the current state of the Service's computer
capabilities permits the Service to perform a computer search, without umeasonable effort or
delay, to determine the taxpayer's address. [d. at 1194. Still, the Court determined that a
notice sent to the taxpayer's address on the taxpayer's most recent return and on the two
most recent extension requests was sufficient since the taxpayer in Pomeroy did not give the
Service clear and concise notice of an address change. [d. at 1194-95. In Abeles, the Tax
Court stated that the address appearing on the taxpayer's most recently filed return is available
to the agent issuing a notice of deficiency if the address could be obtained by a computer
generation of a Service computer transcript using the taxpayer's federal identification number.
See 91 T.C. at 1034-35. In the case of a jointly filed return, both taxpayer identification
numbers must be used. [d. at 1035.
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Statute of Limitations-When Does It Begin to Run?

A three-year statute of limitations applies to the mailing of a
notice of deficiency to a taxpayer .130 The period of limitations begins
to run on the date the tax return is filed. 131 In Emmons v. Commissioner,132 the Fifth Circuit ruled that a tax return is "filed" on the
date of the postmark; the return is "delivered" on that date. 133
Section 7502 of the Internal Revenue Code provides that a return is
"delivered" to the Internal Revenue Service when the document is
posted. l34 Yet, the Fifth Circuit pointed out in Emmons that the
"plain language" of section 7502 applies only if the return was timely
filed. 13s Thus, the court concluded that late filings are not considered
delivered or filed until they are received by the Service. 136 The court
was not concerned that its opinion would cause a different rule to
apply to timely versus late returns, concluding that it could not ignore
the plain language of the statute. 137 As the court explained, "all
timely returns are considered filed as of the postmark date and all
late returns are considered filed as of the date of delivery." 138
C.

Production of Documents-Nonpossession of Records

The Fifth Circuit, in United States v. Sorrells,139 reaffirmed its
position that a taxpayer who asserts the nonpossession of records as
a defense to an IRS summons bears the burden of producing credible
evidence of nonpossession and noncontrol of the documents sought. l40
The burden is not met by a statement of nonpossession plus an
assertion of a Fifth Amendment privilege in response to crossexamination on the statement. 141

130. 26 U.S.C. § 6501(a) (1988). See Emmons v. Commissioner, 898 F.2d 50, 50 (5th Cir.
Apr. 1990).
131. 26 U.S.C. § 6501(a) (1988).
132. 898 F.2d 50 (5th Cir. Apr. 1990).
133. [d. at 51.
134. 26 U.S.C. § 7502(a) (1988).
135. 898 F.2d at 51.
136. [d.
137. [d.
138. [d.
139. 877 F.2d 346 (5th Cir. July 1989).
140. See id. at 349.
141. See id. at 351-52; United States v. Rylander, 460 U.S. 752, 757-60 (1983).
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Seizure of Property by the Internal Revenue Service
1.

Property of the Taxpayer

The Fifth Circuit ruled that, depending upon state law, in a
community property state all of a husband's earnings and one-half
of his wife's earnings may be subject to a federal tax lien levied
against the husband. 142 In Medaris v. United States,143 the husband
had not filed income tax returns for a period of years. l44 Although
the IRS notified the husband of an intent to levy against his property
because of his unpaid income taxes, it did not notify his wife. 14S The
IRS levied upon all of the husband's income and upon one-half of
his wife's income. l46 As the court recognized, a federal tax lien
attaches to "all property and rights to property" belonging to a
taxpayer. 147 While state law determines the extent to which a taxpayer
has an interest in property, once the taxpayer's legal interest in
property is determined by consulting state law, federal law dictates
the tax consequences. l48 The court determined that, under Texas law,
all of a spouse's income is subject to the spouse's "sole management,
control, and disposition" even though one-half the income belongs
to the other spouse under Texas' community property laws. 149 Because
the sole management of community property is, under Texas law,
subject to the liabilities of the spouse incurring the income, the court
concluded that the taxpayer-husband had a "property interest" in
the income that could be levied upon by the IRS.ISO The court also
concluded that the IRS could levy on one-half of the wife's income
because, under Texas community property laws, the taxpayer-husband
had a one-half interest in the wife's earnings. lSI The court agreed
with the trial court that the IRS was not required to give notice of

See Medaris v. United States, 884 F.2d 832, 833-34 (Sth Cir. Oct. 1989).
884 F.2d 832 (Sth Cir. Oct. 1989).
144. [d. at 833.
14S. [d.
146. [d.
147. [d.; see 26 U.S.C. § 6321 (1988).
148. 884 F.2d at 833; see United States v. National Bank of Commerce, 472 U.S. 713, 722
(198S); Broday v. United States, 4SS F.2d 1097, 1099 (Sth Cir. 1972).
149. 884 F.2d at 83S; see TEX. FAM. CODE ANN. §§ S.OI(b), S.22(a)(I), S.61 (Vernon 1975
& Supp. 1991).
ISO. 884 F.2d at 83S.
lSI. See id. at 834.
142.

143.
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the levy to the wife because under the Code provisions, the IRS is
only required to provide notice to the person "liable" for the payment
of the taxes. 152

2.

Requirements for Seizure of Property-Penalties for Rescuing
Seized Property

Federal statutes provide criminal penalties for "forcibly rescuing
or dispossessing" property seized by the Internal Revenue Service. 153
The taxpayer in United States v. Flores 154 attempted to avoid the
penalties when he drove away an automobile the Service had seized,
contending that the Service's seizure of his automobile was not
lawful. 155 While Flores, a "chronic tax delinquent," was discussing
his various tax failings with IRS agents at a revenue service facility,
some IRS agents levied on Flores' only known asset, a 1984 Cadillac
automobile. 156 Still, Flores drove the automobile away when he left
the facility in spite of explicit warnings from several agents not to
do so and in defiance of a seizure warning tag on the automobile. 157
Flores was later convicted of rescuing property levied on and seized
by the IRS.158 Flores appealed his conviction based upon his contention that the automobile was unlawfully seized. 159
The Fifth Circuit ruled that the Service need not obtain a writ
of attachment prior to seizing property; it noted that judicial intervention is not necessary before the Service can make a seizure of
property in a public place. l60 Neither a court-ordered money judgment
nor any other type of judicial proceeding is a prerequisite to the
Service's right to seize property.161 The court rejected the taxpayer's
contention in Flores that because the Service had delegated the
authority to sign a notice of levy form to revenue agents at employ-

Id. at 835; see 26 U.S.C. §§ 6303(a), 6331(d) (1988).
See 18 U.S.C. §§ 2233, 7212(b) (1988).
887 F.2d 543 (5th Cir. Oct. 1989).
Id. at 544.
Id.
Id.
Id.
Id.
160. Id. at 544-45; see also G.M. Leasing Corp. v. United States, 429 U.S. 338, 351-59
(1977) (applying a fourth amendment analysis to a similar situation).
161. United States v. Flores, 887 F.2d 543, 545 (5th Cir. Oct. 1989); see Fuentes v. Shevin,
407 U.S. 67, 91-92 (1977); Phillips v. Commissioner, 283 U.S. 589, 593-97 (1931); Baddour,
Inc. v. United States, 802 F.2d 801, 807 (5th Cir. 1986).
152.
153.
154.
ISS.
156.
157.
158.
159.
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ment levels of OS-9 or higher, the service of the notice by an agent
who was only a OS-7 made the seizure invalid. 162 The court determined that the fact that the notice was served and the seizure tag
was placed on the automobile by an agent who was only a OS-7
was, at best, only a technical violation. l63 The court held that the
seizure was performed by authorized agents and affirmed Flores'
conviction for rescuing the seized property.l64

E.

Suit Against the Internal Revenue Service
1.

Wrongful Levy Action

Section 6332 of the Code requires that a third party who
possesses the property of a delinquent taxpayer that is subject to
levy must surrender the property to the IRS upon demand. 16s If the
third party refuses to do so, the third party will become individually
liable to the United States for an amount equal to the value of the
property not surrendered. l66 In addition, the third party may be
subject to "a penalty equal to 50 percent of the value of the
property. "167 A third party may sue the government pursuant to
section 7426 of the Internal Revenue Code if property of the third
party is wrongfully confiscated by the Service to satisfy another
person's tax liabilities. l68

162.
163.

887 F.2d at 545.
[d.

164.

[d.
See 26 U.S.C. § 6332 (1988).
166. See id. § 6332(d)(I). A bank must wait 21 days after service of levy to surrender any
deposits levied upon by the Service. [d. § 6332(c).
167. [d. § 6332(d)(2). In United States v. Bell Credit Union, 860 F.2d 365 (10th Cir. 1988),

165.

the court held that a credit union was liable for a 50070 penalty for refusing to surrender a
delinquent taxpayer's share of accounts in the credit union. [d. at 372. The credit union
alleged that it had a right of set-off in the accounts for amounts that the taxpayer owed the
credit union. [d. at 366. In rejecting the credit union's claim, the Tenth Circuit acknowledged
that a person holding property subject to a levy by the Service follows a "perilous path"
when that person refuses to surrender the property based upon a contention that the person
has a superior lien. [d. at 372. According to the court, the result of forcing the Service to
litigate may be the imposition of the 50070 penalty. [d. Section 6332(d)(2) of the Code provides
that the penalty is applicable if the person refuses to surrender the property "without reasonable
cause." [d. at 366. The Tenth Circuit held that "reasonable cause" for failing to honor a
levy does not include a clearly erroneous view of the law adhered to after an investigation
should have disclosed the error. [d. at 372.
168. See 26 U.S.C. § 7426(a)(I) (1988).
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In Texas Commerce Bank-Fort Worth, N.A. v. United States,169
the Fifth Circuit addressed the issue of whether a third party may
contest an IRS levy in a section 7426 action prior to relinquishing
the property to the IRS.170 As the Fifth Circuit pointed out in Texas
Commerce Bank, in order to state a cause of action under section
7426, "the plaintiff must show: (1) that a levy has been filed against
property in plaintiff's hands, (2) that plaintiff has an interest in or
a lien on the property which is senior to the interest of the United
States, and (3) that the levy was wrongful."171 A levy is "wrongful"
if it seizes property that does not belong, in whole or in part, to the
delinquent taxpayer. 172 In Texas Commerce Bank, the IRS levied on
a bank account and a check of a delinquent taxpayer to satisfy a
tax lien filed as a result of the taxpayer's failure to pay employment
taxes. 173 The check, issued by a customer of the delinquent taxpayer,
was made payable to the delinquent taxpayer and to Texas Commerce
Bank. 174 The bank contended that it had a prior lien on the check
as the taxpayer had pledged any funds coming into its possession as
security for loans from the bank. 17s The Fifth Circuit concluded that
the bank had a prior lien on the check and ruled that the bank could
file suit against the IRS pursuant to section 7426 of the Code for a
declaration of the rights of the parties. 176
The Fifth Circuit rejected the Service's contention that Texas
Commerce Bank was liable for the fifty percent penalty for failure
to relinquish the check. 177 The Service conte~ded that the bank was
required to surrender the check prior to filing a wrongful levy suit
against the government; according to the Service, failure to surrender
the property immediately upon receipt of a notice of levy subjects a
third party to the fifty percent penalty even if a court later determines
that the third party has a superior claim to the property.178 Still,
after noting that it had expressly held that banks should assert their

169.
170.
171.
172.
173.
174.
175.
176.
177.
178.

896 F.2d 152 (5th Cir. Mar. 1990).
See id. at 158-60.
[d. at 156 (emphasis in original).
[d.
[d. at 154-55.
[d. at ISS.
See id.
See id. at 159-60.
[d. at 161.
See id. at 156, 160-61.
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claims of lien priority in a section 7426 action, the Fifth Circuit
decided that the statute permits a third party to file suit without
regard to whether the property levied upon has been surrendered. 179
The court ruled that a meritorious wrongful levy action instituted
prior to the surrender of the levied property constitutes "reasonable
cause" to dishonor the levy for purpose of the fifty percent penalty
clause of section 6332(c)(2).ISO

2.

Recovery of Attorneys' Fees from the Internal Revenue Service

Section 7430 of the Internal Revenue Code provides for
reasonable administrative and litigation costs in any administrative
or court proceeding brought by or against the United States in
connection with the determination, collection or refund of any
tax, interest or penalty if the taxpayer is a "prevailing party." 181
To qualify as a "prevailing party," a taxpayer must "substantially" prevail with respect to the amount in controversy and must
establish in the proceeding that the position of the United States

179. See id. at 159. The Fifth Circuit mentioned that it had expressly held that banks
should assert their claims of lien priority in a § 7426 action. See United States v. Citizens &
S. Nat'l Bank, 538 F.2d 1l0l, 1106 (5th Cir. 1976), cert. denied, 430 U.S. 945 (1977). But it
also commented that the statute, 26 U.S.C. § 6332, permits third parties to file suit even
though the property was not surrendered. See Texas Commerce Bank-Fort Worth, N.A. v.
United States, 896 F.2d 152, 157 (5th Cir. Mar. 1990). It acknowledged that there is a
procedural distinction between a levy enforcement action and a wrongful levy action. [d. at
159. The Texas Commerce Bank case was a wrongful levy action, not a levy enforcement
action. The bank had taken "legally enforceable" measures to assert its property interest prior
to the government's suit. [d. at 158. Thus, the bank had "reasonable cause" to dishonor the
levy and, according to the Fifth Circuit, could not suffer a 50010 penalty for asserting a valid,
superior property interest in the check. [d. at 160.
180. 896 F.2d at 161.
181. Reasonable administrative costs include the administrative fees or similar charges
imposed by the Service, the fees of expert witnesses, and the expenses of any studies, analyses,
engineering reports, tests or projects found to be necessary for the preparation of the case.
26 U.S.C. § 7430(c)(2) (1988). Reasonable litigation fees include such expenses and fees as
well as attorneys' fees up to $75 per hour (unless the court determines that an increase in the
cost of living or a special factor, such as the limited availability of qualified attorneys for
such proceeding, justifies a higher rate). [d. § 7430(c)(I). Another statute that provides for
attorneys' fees against the government is the Equal Access to Justice Act, 28 U.S.C. §
2412(d)(I)(A) (1988). The Act provides that attorneys' fees may be awarded to a "prevailing
party" in any civil action brought by or against the United States or any agency or official
of the United States acting in his or her official capacity. [d. The Equal Access to Justice Act
provides that a "prevailing party" is entitled to an award of attorneys' fees unless the court
finds that the position of the United States was substantially justified. [d.

HeinOnline -- 22 Tex. Tech L. Rev. 637 (1991)

638

TEXAS TECH LA W REVIEW

[Vol. 22:613

was not substantially justified. 182 In Powell v. Commissioner,183 the Fifth Circuit ruled that a taxpayer may also recover
from the IRS attorneys' fees incurred in litigating the issue of whether
the taxpayer is a "prevailing party" under section 7430"84 The Fifth
Circuit held that fees should be awarded a taxpayer in litigating the
issue under section 7430 without requiring the taxpayer to show that
the government's position on the fees question was not substantially
justified" 8s The court noted that a private citizen's incentive "to
vindicate his rights through . . . section 7430 litigation would be
much reduced if, after prevailing on the merits against a government
position that was not substantially justified and prevailing in the fee
dispute, he could not obtain fees for the fee dispute because the
government's fee position there was 'substantially justified.' "186 As
the court stated, the "threat of prolonged, un-reimbursable proceedings could discourage" section 7430 litigation" 87

182. Pursuant to 1988 amendments to § 7430 of the Code, the "position of the United
States" is defined as the position taken by the United States in a judicial proceeding and in
any administrative proceeding beginning on the date the Service expresses its position in the
earlier of a notice from its Office of Appeals or in a 9O-day letter. 26 U.S.C. § 7430(c)(7)
(1988). There is no recovery for administrative costs for any position of the Service taken in
an administrative proceeding prior to that period, for example, in a 30-day letter or in an
audit report.
183. 891 F.2d 1167 (5th Cir. Jan. 1990).
184. Id. at 1172. The Fifth Circuit considered the similar issues and problems of awarding
fees for fee litigation under the Equal Access to Justice Act ("EAJA"). See id. at 1170-72;
28 U.S.C. § 2412 (1988). The court noted that several circuits have adopted a rule that limits
the government's ability to oppose an EAJA fee request for expenses incurred in EAJA
litigation. 891 F.2d at 1170. According to the court, the most persuasive of these was Trichilo
v. Secretary of Health & Human Servs., 823 F.2d 702 (2d Cir. 1987). The court in Trichilo
reasoned that a plaintiff's fee recovery should include counsel's time spent litigating the fee
issue itself where the government's position in the underlying dispute was detertnined to be,
or "conceded to be," not substantially justified. Id. at 708. The court in Trichilo decided that
the policy of the EAJA would be undermined if a plaintiff who prevailed on the merits against
a government position that was not substantially justified could recover fees for the underlying
litigation, but not for the expenses in litigating the fee issue. Id.
185. See 891 F.2d at 1171.
186. Id. The court noted that other circuits, in considering requests for reimbursement in
fee disputes, have evaluated the government's fee position independently from its position on
the merits despite the fact that the government's underlying position on the merits was
unreasonable. See, e.g., United States v. Estridge, 797 F.2d 1454, 1459-60 (8th Cir. 1986);
CornelIa v. Schweiker, 741 F.2d 170, 171-72 (8th Cir. 1984).
187. 891 F.2d at 1171. Prior to the 1986 amendments to § 7430, the statute set a maximum
of $25,000 on the litigation expenses a taxpayer could recover but did not limit the maximum
hourly rate. Id. at 1173. The appeal in Powell was governed by the provisions of § 7430 prior
to the 1986 amendments. The court in Powell reversed the Tax Court decision that limited
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Dec/aratory Judgment-Frivolous Return

According to the Fifth Circuit, a taxpayer may not sue the
government for a declaratory judgment that the taxpayer's return
was not frivolous. 188 In Warren v. United States,189 the taxpayers had
obliterated the jurat from their form 1040 tax return for the past
twenty-five years, contending that signing the jurat would be perjury
because they did not have any special knowledge of the tax code and
their returns were prepared by professional accountants. l90 Although
the taxpayers had always paid their taxes and provided the information required to complete their returns accurately, the IRS determined that their returns were frivolous. 191 Recognizing that the
government cannot be sued without its consent,192 the Fifth Circuit
noted that the Declaratory Judgment Act,193 which provides that a
United States court, upon the filing of an appropriate pleading, may
declare the rights and other legal relations of any interested party as
against the government, excepts controversies "with respect to Federal
taxes."I94 In addition, the Anti-Injunction Act l9S provides that suits
may not be brought for the purpose of restraining the assessment or
collection of any tax. l96 The court affirmed that the two provisions
prohibit federal courts from entertaining proceedings for declaratory
relief in cases involving federal taxes. 197 The Fifth Circuit commented
that a taxpayer could invoke the equitable jurisdiction of the court
by paying at least a part of a penalty assessed against him or her
for filing a frivolous return and then suing for a determination of

Powell's recovery of attorneys' fees to $75 per hour. Id. at 1173-74. It decided that the
taxpayer could recover attorneys' fees based upon an hourly rate charged by Powell's attorneys
of $200 per hour but limited to a maximum of $25,000. Id.
188. See Warren v. United States, 874 F.ld 280, 282 (5th Cir. June 1989).
189. 874 F.ld 280 (5th Cir. June 1989).
190. Id. at 281. The jurat states: "Under penalties of perjury, I declare that I have
examined this return, including accompanying schedules and statements, and to the best of
my knowledge and belief, it is true, correct, and complete. Declaration of preparer (other than
taxpayer) is based on all information of which preparer has any knowledge." Id. at 281 n.1
(citing Mosher v. IRS, 775 F.ld 1292, 1293 (5th Cir. 1985), cert. denied, 475 U.S. 1123
(1986».
191. See id. at 281.
192. Id. at 282.
193. 28 U.S.C. §§ 2201-2202 (1988).
194. Id. § 2201; see 874 F.ld at 283.
195. 26 U.S.C. § 7421(a) (1988).
196. Id.
197. 874 F.ld at 282.
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liability for such penalty.198 In addition, the taxpayer could pay the
entire penalty and sue for a refund under section 7422 of the Code. l99
VI.

TAX SHELTERS AND TAX PROTESTORS

The Fifth Circuit made short shrift of the arguments of various
tax shelter promoters and tax protestors who appeared before the
court to present their "frivolous" appeals. Most of these taxpayers
found themselves subjected to double penalties and costs.
In United States v. Campbell,200 a promoter of a tax shelter was
subjected to penalties under section 6700 of the Code and was
enjoined from further sales of interests in the tax shelter. The
taxpayer, an attorney, marketed contracts of a Brazilian corporation
formed by the taxpayer to produce a monoclonal antibody.101 Purchasers of interests in the contracts were told they could take tax
deductions in the amount of eight times their investment. 202 The
contracts were sold for a cash down payment of $75,000 and a
promissory note for the Brazilian cruzerio equivalent of the remaining
$525,OOO.lO3 As the taxpayer predicted in his promotional dialogues
with potential investors, the cruzerio continuously plunged in value
so that American dollars could be used to cancel the debt for only
a fraction of the $525,000 face value. 204 Thus, in effect, investors
could claim a $600,000 tax deduction for a $75,000 cash outlay.lOS
The Fifth Circuit determined that the Service had correctly assessed
gross valuation overstatement penalties against the taxpayer pursuant
to section 67oo(a)(2)(B) of the Code. 206 Although it also decided that
the taxpayer's sales activities should be enjoined, it limited the

198. [d. The court pointed out that there is an exception to the Anti-Injunction Act where
it is clear that the government could not prevail under any circumstances and equitable
jurisdiction otherwise exists. See 26 U.S.C. § 6703(c)(2) (1988).
199. 874 F.2d at 282.
200. 897 F.2d 1317, 1320-23 (5th Cir. Mar. 1990).
201. [d. at 1318.
202. [d. at 1319.
203. [d.
204. [d.
205. [d. The Fifth Circuit recognized that "[t]he key to the plan was the Brazilian cruzerio
and its expected continual downward plunge." [d. In 1970, $1 in American currency could be
exchanged for 4.950 cruzeiros. [d. By 1987, the exchange rate was $1 for 51,900 cruzeiros.
[d. n.3.
206. [d. at 1322.
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permanent injunction entered by the district court to five years. 207
The IRS subjected sellers of master art plates to penalties for
promoting and selling tax shpJters pursuant to section 6700 of the
Code in Shuman v. United States. 208 The taxpayer in Shuman would
purchase original lithographic or serigraphic plates from a creating
artist at a cost between $44,000 and $85,000 per plate; the plates
were then sold to investors for prices ranging between $75,000 and
$150,000 per plate. 209 In reversing the trial court's grant of a summary
judgment motion in favor of the taxpayers, the Fifth Circuit recognized a genuine factual issue regarding the value of the plates. 21O
The Fifth Circuit displayed its vexation with tax protestors in
Sandvall v. Commissioner,21l subjecting the taxpayers to penalties for
taking deductions for payments to a foreign trust which the Tax
Court found to be a sham. 212 The court affirmed the Tax Court's
determination that the Sandvalls be penalized under section 6673 of
the Code for instituting proceedings before the Tax Court primarily
for delay.213 In addition, because the Fifth Circuit decided that the
appeal was frivolous, the Sandvalls were subjected to double costS. 214
The court pointed to the "time and energy" expended by judges,
staff and support personnel on the "meritless appeals" of the taxpayers, noting that claims of worthy litigants had been delayed
because the court's limited resources were devoted to the "processing
and disposition of the Sandvalls' frivolous and meaningless arguments."2IS The court decided that the time had come for the Sandvalls
"to join the rest of their fellow citizens at the annual income
roundup. ' '216

207. [d. at 1324.
208. 891 F.2d 557, 558 (5th Cir. Jan. 1990). cerro denied, _ _ U.S. _ _, 110 S. Ct.
2175, 109 L. Ed. 2d 504 (1990).
209. [d. at 557. The taxpayer paid a small cash downpayment and signed a long-term
promissory note for the plates. [d.
210. See id. at 558-59. The actual value of the plates was a key issue because the investor's
basis for taxation purposes "is the keystone for claiming depreciation and investment tax
credit." [d. at 557. The problem was, "If the item is grossly overvalued by the seller. then
deductions for depreciation and investment tax credit are unreal and produce distortions when
reported by the investor." [d. at 557-58.
211. 898 F.2d 455 (5th Cir. Apr. 1990).
212. [d. at 459.
213. [d.
214. [d.; see FED. R. APP. P. 38.
215. 898 F.2d at 459-60.
216. [d. at 459.
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VII. TAX EVASION
The Fifth Circuit addressed issues relating to tax evasion in seven
cases during the survey period. In United States v. Masat,217 the
court set out the three required elements for the crime of tax evasion.
They are: "the existence of a substantial tax deficiency, willfulness,
and an affirmative act made with the intent to evade taxes. "218
According to the court, "A person may not be convicted of tax
evasion on the basis of willful omissions alone; the person must also
undertake an affirmative act of evasion. "219 Because the trial court
in Masat instructed the jury that there were two elements of tax
evasion-a tax deficiency and a willful attempt to evade, the Fifth
Circuit remanded the case for a new trial. 220 The court was concerned
that the jury was confused by the instructions; a question to the trial
court from the jury indicated that the jurors were uncertain whether
failure to payor failure to fIle was sufficient to require a conviction
for tax evasion. 221 The court observed that the trial court never
"squarely told the jury that an affirmative act other than failure to
file was necessary for conviction."222 The court stated that "an
affirmative act must be a commission, rather than an omission."223
In United States v. Smith,224 the Fifth Circuit reviewed the
methods used by the IRS to determine tax fraud.22$ The government
may employ one or both of two generally accepted analytical methods: the specific items theory or the net worth analysis. 226 Applying
the specific items theory, the government may present evidence that
a specific item of income was not disclosed on the return or may
demonstrate that specific deductions were not experienced by the
taxpayer. 227 Net worth analysis attributes a taxpayer's increase in
217.
218.

896 F.2d 88 (5th Cir. Feb. 1990).
[d. at 97; see Sansone v. United States, 380 U.S. 343, 351 (1965).
896 F.2d at 97; see Spies v. United States, 317 U.S. 492, 499 (1943).
896 F.2d at 97, 99.
[d. at 99.

219.
220.
221.
222. [d.
223. [d. at 97.
224. 890 F.2d 711 (5th Cir. Dec. 1989).
225. [d. at 713.
226. [d.
227. See id. The Fifth Circuit explained that the government can present evidence that a
specific item of income was not disclosed on the return, such as the failure to include wages
from employment or the failure to report interest income from a savings account. See id. The
government may also demonstrate that erroneous deductions were claimed or that deductions
were inflated. See id.
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acquisitions to taxable income if the taxpayer cannot trace the source
to donations or nontaxable transactions. 228 Essential to the net worth
methodology is the taxpayer's opening net worth; the government
must prove the taxpayer's opening net worth with reasonable certainty.229 Accordingly, "sloppy or mediocre financial and accounting
evaluation upon which a conviction is obtained" may also be the
"genesis for reversal. "230 The court did note that while it would not
tolerate "slipshod methods of financial analysis," "mathematical
exactitude" was not required. 231 "The government is required to
prove likely sources of unreported income or negate nontaxable
sources of income."232 According to the Fifth Circuit in Smith, the
government proved a likely source of income when it presented
evidence showing that the taxpayer participated in the operations of
businesses which he owned. 233
The Fifth Circuit considered the issue of "willfulness" in four
cases in the survey period. In United States v. Buford,234 the court
acknowledged that a taxpayer's acts must be "willful."23s "Willful"
was defined as a "voluntary intentional violation of a known legal
duty."236 In Buford, the Fifth Circuit determined that the trial court
had erroneously instructed the jury that the government need not
prove that a taxpayer knew a particular act or failure to act was a
violation of the law and that there is a presumption that every person
knows what the law forbids. 237 According to the Fifth Circuit, ig228. See id. The court reflected that "[t]he net worth method has long been approved as
a tool to prove a willful violation as required by 26 U.S.C. § 7201." [d.; see Holland v.
United States, 348 U.S. 121, 126-27 (1954).
229. See 890 F.2d at 713. See also 348 U.S. at 132 (stating that an "essential" condition
to hearing "cases of this type is the establishment, with reasonable certainty, of an opening
net worth, to serve as a starting point.").
230. 890 F.2d at 713. See United States v. Achilli, 234 F.2d 797, 803 (7th Cir. 1956),
a/I'd, 353 U.S. 373 (1957).
231. 890 F.2d at 713. See also United States v. Terrell, 754 F.2d 1139, 1146 (5th CiT.)
(holding that the government need only be able to identify net worth with "reasonable
specificity"), cert. denied, 472 U.S. 1029 (1985).
232. 890 F.2d at 714. See 348 U.S. at 137.
233. 890 F.2d at 714. The Fifth Circuit also pointed to the taxpayer's investments in
mineral interests, real estate and stock, bonds and commodities and to various gambling
activities, all of which involved significant sums. [d.
234. 889 F.2d 1406 (5th Cir. Nov. 1989).
235. [d. at 1409; see 26 U.S.C. § 7206{l) (1988).
236. See 889 F.2d at 1409; United States v. Pomponio, 429 U.S. 10, 12 (1976).
237. See 889 F.2d at 1408-09. The Fifth Circuit decided that the trial court's instruction
to the jury relieved the government of the burden of proving that the legal duty violated was
"known" to them. See id. at 1409.
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norance of the law "goes to the heart of the defendant's denial of
specific intent. "238
In United States v. Kim,239 the Fifth Circuit held that the
consistent underreporting of income, the maintaining of numerous
bank accounts, and the acquisition of extensive real estate that was
"well out of line" with the taxpayer's reported income, "amply"
supported an element of willfulness on the part of the taxpayer. 240
In United States v. Wilson,241 the court ruled that the diversion of
funds from a corporation controlled by the taxpayer and the failure
to report the funds as income or as a return of capital was sufficient
to imply "willful intent" to file a false return. 242 In another case,
the Fifth Circuit determined that a taxpayer may introduce psychological testimony to bear on intent if the testimony addresses the
manner in which the taxpayer's mental afflictions affected the taxpayer's actions or whether it impaired the taxpayer's ability to
reason. 243
The Fifth Circuit also considered the reliance on a qualified tax
preparer as an affirmative defense to willful filing of a false tax
return. 244 In United States v. Wilson,24s the court ruled that before
raising the defense, the taxpayer "must demonstrate that he provided
full information to the preparer and then filed the return without
having reason to believe it was incorrect."246 In United States v.

238. [d. (quoting United States v. Davis, 583 F.2d 190, 194 (5th Cir. 1978». The court
decided that a trial court, when instructing that specific intent is required. may not instruct
that ignorance of the law is no excuse. See id.
239. 884 F.2d 189 (5th Cir. Sept. 1989).
240. See id. at 192.
241. 887 F.2d 69 (5th Cir. Oct. 1989).
242. [d. at 73 (citing United States v. Thetford, 676 F.2d 170, 175 (5th Cir. 1982), cert.
denied, 459 U.S. 1148 (1983».
243. See United States v. Masat, 896 F.2d 88, 94 (5th Cir. Feb. 1990). The taxpayer alleged
that "he suffered from post traumatic stress disorder and paranoia, and that his affirmative
acts of hiding assets were not motivated by a desire to evade taxes, but were a result of his
paranoid desire to protect his privacy." [d. at 93. The court determined that the trial court
did not err in refusing to admit the testimony of the psychologist. See id. at 94. The court
commented that while the evidence might have been helpful to the jury in determining the
taxpayer's mental state, it dealt primarily with the issue of his sincerity, something which the
court stated was "within the ability of the ordinary juror to determine." [d.
244. See United States v. Wilson, 887 F.2d 69, 73 (5th Cir. Oct. 1989); United States v.
IGni, 884 F.2d 189, 192-93 (5th Cir. Sept. 1989); see also Bursten v. United States, 395 F.2d
976, 981 (5th Cir. 1968), cert. denied, 409 U.S. 843 (1972) (recognizing the defense).
245. 887 F.2d 69 (5th Cir. Oct. 1989).
246. 887 F.2d at 73. See also United States v. Markham, 537 F.2d 187, 195 (5th Cir.
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Kim,247 the court stated that "giving false information to an accountant bears on [the] intent to evade and defeat the payment of taxes."248
The Fifth Circuit ruled that the failure of an IRS agent to reveal
to a taxpayer a tentative determination of fraud prior to talking with
the taxpayer does not amount to "fraud, trickery, and deceit. "249
The court also decided that the prosecution of a defendant on a tax
fraud indictment would place the defendant in double jeopardy when
the defendant had been indicted in another state on similar charges. 2so
In United States v. Bryan,2S1 the court decided that indictments in
two separate states actually targeted a single conspiracy to sell illegal
tax schemes even though some of the persons named in the two
indictments differed. 2S2 The court stated that "[t]he essential issue in
a double jeopardy analysis involving conspiracy is whether one, or
more than one, agreement existed. "2S3 The court cited the pronouncement of the Supreme Court that "multiple conspiracies require
multiple agreements.' '2S4

1976), cerro denied, 429 U.S. 1041 (1977) (stating that to form a valid defense, an expert's
opinion must be relied upon in good faith and with full disclosure of relevant facts to the
expert).
247. 884 F.2d 189 (5th Cir. Sept. 1989).
248. [d. at 193. See also United States v. Daniels, 617 F.2d 146, 150 (5th Cir. 1980)
(standing for the proposition that concealment of facts from an accountant can lead to a
finding of "willful" evasion on the part of the taxpayer). The court in Kim ruled that the
jury was "entitled to conclude that [the taxpayer] deliberately fabricated the information for
the returns." 884 F.2d at 193.
249. United States v. Knight, 898 F.2d 436, 438 (5th Cir. Mar. 1990).
250. See United States V. Bryan, 896 F.2d 68, 71-72 (5th Cir. Feb. 1990), cerro denied,
_ _ U.S. _ _, III S. Ct. 133, lI2 L. Ed. 2d 101 (1990). The defendant was charged for
conspiracy to sell illegal tax schemes. See id. at 70.
251. 896 F.2d 68 (5th Cir. Feb. 1990), cerro denied, _ _ U.S._ _, III S. Ct. 133, lI2
L. Ed. 2d 101 (1990).
252. [d. at 71-72. The court noted that both indictments "detailed marketing seminars, the
deposit of funds in the Cayman Islands, and the formation of various business entities to
facilitate the activity." [d. at 72.
253. [d. at 71. See United States v. Levy, 803 F.2d 1390, 1394 (5th Cir. 1986).
254. 896 F.2d at 71. See Braverman v. United States, 317 U.S. 49, 53 (1942); United States
v. Marable, 578 F.2d lSI, 154 (5th Cir. 1978). In Marable, the Fifth Circuit enumerated five
factors to be construed in the single-multiple agreement analysis:
(1) the time-frames of the charged conspiracies; (2) the persons acting as conspirators;
(3) the statutory offenses charged in the indictments; (4) the overt acts charged by
the government or any other description of the offense charged which indicates the
nature and the scope of the activity which the government sought to punish in each
case; and (5) places where the events alleged as part of the conspiracy took place.
578 F.2d at 154.
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The Fifth Circuit also considered in Bryan whether an attorney
who provides tax advice regarding an illegal tax shelter can be
prosecuted for tax fraud. 2Ss The court held that it was not necessary
that an attorney sign or actually prepare a tax return in order to be
guilty of willfully aiding and assisting in the preparation of a false
tax return; it is sufficient if the attorney participated in the fraudulent
tax scheme. 2s6 The court noted that the attorney in Bryan spoke at
seminars set up to generate clients for the tax shelter, that he discussed
the procedure by which investors in the scheme would generate
taxable losses on paper and that he counseled investors on how they
could avoid discovery or tracing through postal cancellation markings. 2s7 The court referred to the statut&S8 providing criminal penalties
for aiding or assisting in the preparation of a fraudulent tax return,
pointing out that the statute does not apply solely to tax return
preparers. 2S9

VIII.

CONCLUSION

The Fifth Circuit considered numerous diverse tax issues during
the current survey period. Generally, its decisions were more favorable to taxpayers than in previous survey periods. The court provided
taxpayers with more direction in defending tax evasion charges. 260 It
clarified the procedures for third parties to follow in wrongful levy
actions 261 and broadened taxpayers' ability to recover attorneys' fees
in successful suits against the IRS.262 In somewhat questionable
decisions, the court granted substantial tax benefits to savings and
loan institutions. 263 The court also provided corporations with potential tax savings in the distribution of subsidiary stock to their shareholders. 264

255. 896 F.2d 68, 74 (5th Cir. Feb. 1990), cert. denied, _ _ U.S._ _, III S. Ct. 133,
112 L. Ed. 2d 101 (1990).
256. See id. The court determined that the attorney's participation went beyond the mere
rendering of tax advice. See id.
257. See id.
258. See 26 U.S.C. § 7206(2) (1988).
259. 896 F.2d at 74.
260. See supra notes 217-59 and accompanying text.
261. See supra notes 165-80 and accompanying text.
262. See supra notes 181-87 and accompanying text.
263. See supra notes 30-94 and accompanying text.
264. See supra notes 3-29 and accompanying text.
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