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that for the Fifth Circuit. The explanation for this latter conclusion
can be found in many factors. It is true that taxpayers are parties-
appellant in many more cases than the government. It also seems
true that the courts of appeals are correctly reflecting a pro-
government viewpoint found in cases decided by the United States
Supreme Court.' Whatever the explanation, and however accurate
the courts of appeals may be in their decisions on the merits, tax-
payers' counsel must acknowledge the present statistical unlikeli-
hood of success in the courts of appeals.

Survey

I. SECTIONS 6851 AND 6861: JEOPARDY ASSESSMENT AND QUICK
TERMINATION

Congress, in enacting the Internal Revenue Code, recognized
that the ordinary procedures for the collection of revenue at the
close of the taxpayer's taxable year will not always be adequate.
Consequently, it has given the Internal Revenue Service (IRS) spe-
cial power to deal with situations in which there is reason to believe
that the collection of revenue is in jeopardy. Sections 6861 and 6851
are the statutory embodiment of this special power.' Section 6861

9. During the period between 1972 and 1974, the government won 88 percent of all tax
cases decided by the Supreme Court.

1. INT. REV. CODE OF 1954, § 6851(a)(1) provides:
(a) Income Tax in Jeopardy.-

(1) In General-If the Secretary or his delegate finds that a taxpayer designs
quickly to depart from the United States or to remove his property therefrom, or
to conceal himself or his property therein, or to do any other act tending to prejudice
or to render wholly or partly ineffectual proceedings to collect the income tax for
the current or the preceding taxable year unless such proceedings be brought with-
out delay, the Secretary or his delegate shall declare the taxable period for such
taxpayer immediately terminated, and shall cause notice of such finding and decla-
ration to be given the taxpayer, together with a demand for immediate payment of
the tax for the taxable period so declared terminated and of the tax for the preced-
ing taxable year or so much of such tax as is unpaid, whether or not the time
otherwise allowed by law for filing return and paying the tax has expired; and such
taxes shall thereupon become immediately due and payable. In any proceeding in
court brought to enforce payment of taxes made due and payable by virtue of the
provisions of this section, the finding of the Secretary or his delegate, made as
herein provided, whether made after notice to the taxpayer or not, shall be for all
purposes presumptive evidence of jeopardy.

INT. REV. CODE OF 1954, § 6861(a) provides:
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authorizes the immediate assessment of a deficiency and the de-
mand for immediate payment whenever the IRS believes that the
assessment or collection of the deficiency will be jeopardized by
delay. 2 Section 6851 gives the IRS the power to terminate the tax-
payer's taxable period upon a finding that the taxpayer plans to flee
from the United States.' After a quick termination is made pursuant
to section 6851, the IRS must serve notice of such termination on
the taxpayer and demand payment of any tax determined to be
owing for that year or for the preceding tax year.4 The power given
the IRS in sections 6851 and 6861 to demand immediate payment
of taxes can often result in hardship to the taxpayer.

This potential hardship in the application of these provisions
is increased by the operation of section 7421(a) which prohibits the
granting of an injunction restraining the collection of taxes by the
IRS.5 Fortunately for the taxpayer, section 6213 contains an express
exception to the anti-injunction statute.' If the IRS fails to issue a

(a) Authority for Making.-If the Secretary or his delegate believes that the
assessment or collection of a deficiency, as defined in section 6211, will be jeopard-
ized by delay, he shall, notwithstanding the provisions of section 6213(a), immedi-
ately assess such deficiency (together with all interest, additional amounts, and
additions to the tax provided for by law), and notice and demand shall be made
by the Secretary or his delegate for the payment thereof.
2. INT. REV. CODE OF 1954, § 6861(a); see note 1 supra for text of section 6861(a).
3. INT. REV. CODE OF 1954, § 6851(a)(1); see note 1 supra for text of section 6851(a)(1).
4. INT. REV. CODE OF 1954, § 6851(a)(1); see note 1 supra for text of section 6851(a)(1).
5. INT. REV. CODE OF 1954, § 7421(a), known as the anti-injunction statute, provides:
(a) Tax.-Except as provided in sections 6212(a) and (c), 6213(a), and 7426(a)
and (b)(1), no suit for the purpose of restraining the assessment or collection of any
tax shall be maintained in any court by any person, whether or not such person is
the person against whom such tax was assessed.

6. INT. REV. CODE OF 1954, § 6213(a) provides in part:
(a) Time for filing petition and restriction on assessment.

. . . Notwithstanding the provisions of section 7421(a), the making of such
assessment or the beginning of such proceeding or levy during the time such prohi-
bition is in force may be enjoined by a proceeding in the proper court.
In Enochs v. Williams Packing & Navigation Co., 370 U.S. 1 (1962), another exception

to the anti-injunction statute was recognized by the Supreme Court. The Court held that a
taxpayer is entitled to injunctive relief if he can show that under no circumstances could the
government prevail and that irreparable harm would result from denial of equitable relief.
In Lucia v. United States, 474 F.2d 565, 573 (5th Cir. 1973), the Fifth Circuit held that the
IRS should be enjoined from collecting taxes pursuant to a jeopardy if the "assessment is
entirely excessive, arbitrary, capricious, and without factual foundation, and equity jurisdic-
tion otherwise exists." In Willits v. Richardson, 497 F.2d 240 (5th Cir. 1974), the Fifth Circuit
used stringent terms to condemn the conduct of the IRS as aiders to narcotics officers in a
section 6851 quick termination. The actions of the IRS were such that the Lucia standard
entitled the taxpayer to injunctive relief. During the survey period the Fifth Circuit decided
Aguilar v. United States, 501 F.2d 127 (5th Cir. Sept. 1974), on the authority of Willits as
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notice of deficiency as required by section 6212, 7 the collection of the
deficiency may be enjoined pursuant to section 6213. Recently, the
scope of the section 6213 exception to the anti-injunction statute has
been extended. For example, it has been held that the IRS may be
enjoined from collecting taxes pursuant to section 6861 if the defi-
ciency notice required by that section has not been issued.8 Because
section 6851 does not contain a provision requiring the issuance of
a notice of deficiency, it is not clear if the section 6213 exception to
the anti-injunction statute is available to the section 6851 taxpayer.
The recent widespread use of the section 6851 quick termination
power by the IRS has given the courts the opportunity to decide if
the IRS can be enjoined from collecting taxes pursuant to this sec-
tion.

Section 6851 taxpayers seeking to enjoin the collection of taxes
have contended that section 6851 implicitly requires the issuance of
a notice of deficiency. Therefore, the argument continues, the sec-
tion 6213 exception to the anti-injunction statute should be applied
because the IRS has failed to issue the requisite deficiency notice.
In Clark v. Campbell9 the Fifth Circuit accepted this argument and
held that an injunction restraining the collection of taxes should be
granted if the IRS fails to issue a notice of deficiency when the
section 6851 quick termination power is used. In reaching this con-
clusion, the Fifth Circuit considered both the pertinent code provi-
sions and the underlying policies Congress sought to achieve by
enacting such provisions.

Answering a threshhold question, the court determined that the
application of section 6851 creates a deficiency within the code defi-
nition."0 The court then had to determine if the deficiency notice
procedure is applicable to section 6851. Writing for the court, Judge

well as on the authority of Clark v. Campbell, 501 F.2d 108 (5th Cir. Sept. 1974), petition for
cert. filed, 43 U.S.L.W. 3350 (U.S. Dec. 9, 1974) (No. 74-722).

7. INT. REV. CODE OF 1954, § 6212(a) provides:
(a) In general-If the Secretary or his delegate determines that there is a deficiency in

respect of any tax imposed by subtitle A or B or chapter 42 or 43 he is authorized to send
notice of such deficiency to the taxpayer by certified mail or registered mail.

8. United States v. Ball, 326 F.2d 898 (4th Cir. 1964).
9. 501 F.2d 108 (5th Cir. Sept. 1974), petition for cert. filed, 43 U.S.L.W. 3350 (U.S.

Dec. 9, 1974) (No. 74-722).
10. Section 6211 defines a deficiency. In carefully considering section 6211, the Fifth

Circuit observed that ordinarily a deficiency is created when the IRS determines that the tax
liability exceeds the amount shown on the return filed by the taxpayer at the close of his tax
period. Because the IRS also may determine a deficiency in the absence of a return, the Fifth
Circuit concluded that a section 6851 quick termination creates a deficiency. 501 F.2d at 119.

[Vol. 7:531



1976]

Brown concluded that section 6851 derives its assessment power
from section 6861."1 Therefore, he reasoned that the deficiency no-
tice procedure of section 6861 is likewise applicable to section 6851.
Because section 6851 requires the issuance of a deficiency notice, the
Fifth Circuit held that the section 6213 exception to the anti-
injunction statute is applicable in situations in which the IRS, act-
ing pursuant to section 6851, fails to issue the notice of deficiency.'

In addition to construing the applicable code provisions, Judge
Brown relied on policy considerations to conclude that section 6851
requires the issuance of a deficiency notice. His observation that the
Congressional intention was to provide all taxpayers with a forum
in which to contest tax liability prior to payment was a compelling
factor in this conclusion.' 3 Noting the delay and practical ineffec-
tiveness of other remedies, Judge Brown reasoned that Congress
intended to give the section 6851 taxpayer the opportunity for a
redetermination suit.

The Fifth Circuit's decision in Clark is in conformity with the
result reached on the same question by the Sixth Circuit.'4 The
Second and Seventh Circuits, however, have held that an assess-
ment pursuant to section 6851 is not a "deficiency" within the
meaning of section 6211 and, therefore, that a deficiency notice is
not required. 5 The Supreme Court may possibly render a decision
on the applicability of the deficiency notice procedure to section
6851 sometime in the October 1975 term.' 6

Notwithstanding that section 6851 is only used in extraordinary
circumstances, the procedural safeguards of section 6861 should be
available to the section 6851 taxpayer. Additionally, a logical con-
struction of the applicable code provisions compels the conclusion
that section 6851 derives its assessment authority from section 6861.
Thus, the notice procedures of section 6861 should be applicable to
section 6851. Consequently, the Supreme Court should adopt the
reasoning of the Fifth Circuit and hold that section 6851 requires the
issuance of a deficiency notice.

11. Id. at 122.
12. Id. at 127.
13. Id. at 122.
14. Hall v. United States, 493 F.2d 1211 (6th Cir.), cert. granted, 419 U.S. 824 (1974).
15. Laing v. United States, 496 F.2d 853 (2d Cir.), cert. granted, 419 U.S. 824 (1974);

Williamson v. United States, 31 Am. Fed. Tax R. 2d 800 (7th Cir. 1971).
16. Oral arguments have been heard by the Court. See Arguments Before the Supreme

Court, 44 U.S.L.W. 3233 (U.S. Oct. 21, 1975).
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II. SECTION 7602: SUMMONS POWER OF THE IRS

The federal system of taxation is based on taxpayers determin-
ing and reporting their tax liability. Taxpayers, however, do not
always accurately report their tax liability. Consequently, Congress
has provided a procedure for the IRS to discover tax liability not
reported by taxpayers. Part of this procedure is found in section
7601 which authorizes inquiries by the IRS concerning tax liability
with respect to all persons in an internal revenue district. 7 In addi-
tion to this authorization to make general inquiries, the IRS has
been given the power in section 7602 to make specific inquiries
about "any person" to ascertain the correctness of a return.' Sec-
tion 7602 authorizes the issuance of a summons to the taxpayer to
expedite these specific inquiries. 9 Because of the widespread use of
the summons power of section 7602, taxpayers have raised questions
concerning the scope of the inquiry authorized by section 7602 and
the constitutionality of summonses issued pursuant to section 7602.

Both of these questions were presented to the Fifth Circuit in
United States v. Sun First National Bank. 0 A federal district court
ordered enforcement of a summons directing a bank trust officer to
produce documents and records relating to certain trusts. On appeal
the Fifth Circuit had to determine if section 7602 authorizes a sum-
mons seeking production of a random sample of records of a bank's
trust account. Additionally, the court had to decide if such a sum-
mons violates the fourth amendment. Writing for the court, Judge
Roney concluded that the summons was within the purview of sec-
tion 7602 because it sought information relevant to a legitimate

17. INT. REV. CODE OF 1954, § 7601(a) provides:
(a) General Rule-The Secretary or his delegate shall, to the extent he deems it
practicable, cause officers or employees of the Treasury Department to proceed,
from time to time, through each internal revenue district and inquire after and
concerning all persons therein who may be liable to pay any internal revenue tax,
and all persons owning or having the care and management of any objects with
respect to which any tax is imposed.

18. INT. REV. CODE OF 1954, § 7602 provides in part:
For the purpose of ascertaining the correctness of any return, making a return

where none has been made, determining the liability of any person for any internal
revenue tax or the liability at law or in equity of any transferee or fiduciary of any
person in respect of any internal revenue tax, or collecting any such liability, the
Secretary or his delegate is authorized -

(1) To examine any books, papers .... ;
(2) To summon the person liable for tax . . . ; and
(3) To take such testimony of the person concerned . . ..

19. See note 18 supra for text of section 7602.
20. 510 F.2d 1107 (5th Cir. Apr. 1975), cert. denied, 44 U.S.L.W. 3263 (Nov. 4, 1975).
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investigatory purpose and was issued in good faith." After conclud-
ing that the summons was valid under section 7602, Judge Roney
considered the constitutionality of the summons. Resolution of this
issue was simple. Judge Roney stated that the Fifth Circuit has
consistently upheld otherwise valid summonses against fourth
amendment challenges." Consequently, Sun First National Bank
indicates that taxpayers in the Fifth Circuit will not be successful
in attacking a section 7602 summons on the grounds that the sum-
mons is an unreasonable search proscribed by the fourth amend-
ment. Another case, however, indicates that taxpayers' attempts to
limit the scope of the section 7602 summons power may prove suc-
cessful.

In the preceding survey period 3 the Fifth Circuit held in United
States v. Humble Oil & Refining Co. 4 that a section 7602 summons
could not be utilized in a section 7601 inquiry. The court stated that
a section 7602 summons can be validly served only if the individuals
from whom information is sought are under investigation. 5 Because
the IRS was merely gathering data for a research project and not
conducting an investigation in that case, the court concluded that
a section 7602 summons could not be enforced." Subsequently, how-
ever, the Supreme Court decided United States v. Bisceglia" which
seems to be in direct conflict with the holding in Humble Oil. Con-
sequently, the Supreme Court recently vacated the decision in
Humble Oil and remanded the case for further consideration in light
of Bisceglia.5

On remand, the Fifth Circuit, in a per curiam opinion, reaf-
firmed its earlier judgment. 9 The court began by stating that
Bisceglia is not a blanket endorsement of "John Doe" summons in
all situations without reference to the factual circumstances sur-
rounding the issuance of the summons and the purpose of the sum-
mons.30 The court found significant differences between the factual

21. 510 F.2d at 1110.
22. Id.
23. For a discussion of the first opinion by the Fifth Circuit in Humble Oil, see Sur-

vey, Tax, Fifth Circuit Survey, 6 TEX. TECH L. REV. 752 (1975).
24. 488 F.2d 953 (5th Cir. 1974).
25. 488 F.2d at 960.
26. Id.
27. 420 U.S. 141 (1975). For further discussion see Note, Summons Power of the Inter-

nal Revenue Service Is Not Limited to Investigations Focusing Upon a Particular Person,
Return, or Potential Tax Liability, 7 TEX. TECH L. REV. 207 (1975).

28. 421 U.S. 943 (1975).
29. 518 F.2d 747 (5th Cir. Sept. 1975).
30. Id. at 748.

TAX
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context and purpose of the summons in Bisceglia and the underlying
circumstances and purpose of the summons in Humble Oil. In
Bisceglia the summons was issued to a bank after the deposit by an
unknown customer of some 400 badly deteriorated one hundred dol-
lar bills."1 Thus, the circumstances constituted an extraordinary
transaction which gave rise to a strong suspicion of unpaid taxes.32

In Humble Oil on the other hand, the information sought in the
summons did not relate to a specific, extraordinary transaction.33

The likelihood of unpaid taxes was not suggested by the facts of
Humble Oil." After distinguishing the surrounding circumstances of
Bisceglia and Humble Oil, the Fifth Circuit discussed the differ-
ences in the purposes of the summonses in the two cases. In
Bisceglia the issuance of the summons was the first step in the
investigative process;3" the information sought in the Humble Oil
summons was to expedite an IRS research project.3" Because of these
distinctions between the purposes for issuance of the summons and
the factual contexts of Bisceglia and Humble Oil, the Fifth Circuit
concluded that its earlier decision was correct.

The distinctions between Bisceglia and Humble Oil discussed
in the per curiam opinion are supported by a close reading of
Bisceglia.37 Thus, the Fifth Circuit was justified in limiting the hold-
ing of Bisceglia to its facts. More important, a policy consideration
demands that Bisceglia be restricted to its facts. Because summon-
ses issued pursuant to section 7602 have been upheld against consti-
tutional attack,3" the summons power of section 7602 should not be
construed broadly. A broad construction of section 7602 could result
in the use of the summons power by the IRS to harass taxpayers.
The Fifth Circuit decision in Humble Oil will prevent such an abuse
by the IRS.

31. Id.
32. Id.
33. Id.
34. Id.
35. Id.
36. Id.
37. See United States v. Bisceglia, 420 U.S. 141, 152 (1975) (concurring opinion) ("We

do not decide that a 'John Doe' summons is always enforceable where the name of an individ-
ual is lacking and the Service's purpose is other than investigatory.").

38. United States v. Sun First Nat'l Bank, 510 F.2d 1107, 1110 (5th Cir. Apr. 1975),
cert. denied, 44 U.S.L.W. 3263 (Nov. 4, 1975).

540 [Vol. 7:531
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III. SECTION 6013(e): THE INNOCENT SPOUSE STATUTE

In 1971 Congress added subsection (e) to section 601311 to pre-
vent the unjust results which had occurred under prior law. Prior
to 1971 it had been held that spouses who filed a joint tax return
were jointly and severally liable for unreported income, even though
one spouse was unaware of it."° Subsection (e) relieves an innocent
spouse of liability if certain requirements are met.' The Fifth Cir-
cuit has now interpreted each provision of subsection (e) in its deci-
sions in Sanders v. United States2 and Allen v. Commissioner." The
rules announced in these cases will serve as important guidelines for
deciding future cases.

39. INT. REV. CODE OF 1954, § 6013(e), amending INT. REV. CODE OF 1954, § 6013. Section
6013(e) provides:

(1) In General.-Under regulations prescribed by the Secretary or his delegate,
if-

(A) a joint return has been made under this section for a taxable year
and on such return there was omitted from gross income an amount
properly includible therein which is attributable to one spouse and which
is in excess of 25 percent of the amount of gross income stated in the
return,
(B) the other spouse establishes that in signing the return he or she did
not know of, and had no reason to know of, such omission, and
(C) taking into account whether or not the other spouse significantly
benefited directly or indirectly from the items omitted from gross income
and taking into account all other facts and circumstances, it is inequita-
ble to hold the other spouse liable for the deficiency in tax for such tax
year attributable to such omission,

then the other spouse shall be relieved of liability for tax (including interest, penal-
ties, and other amounts) for such taxable year to the extent that such liability is
attributable to such omission from gross income.
(2) Special rules.-For purposes of paragraph (1)-

(A) the determination of the spouse to whom items of gross income
(other than gross income from property) are attributable shall be made
without regard to community property laws, and
(B) the amount omitted from gross income shall be determined in the
manner provided by section 6501(e)(1)(A).

For a discussion of the legislative history of this subsection, see S. REP. No. 1537, 91st
Cong., 2d Sess. 2 (1970), reprinted in 3 U.S. CODE CONG. & AD. NEWS 6089 (1970).

40. As the law existed prior to the addition of subsection (e) spouses who filed a joint
return were jointly and severally liable for any tax liability plus any penalties arising there-
from. The "innocent spouse" was liable even though he had no knowledge that there was gross
income omitted from the tax return. See, e.g., Horn v. Commissioner, 387 F.2d 621 (5th Cir.
1967), and Louise M. Scudder, 48 T.C. 36 (1967).

41. There are three requirements that must be satisfied. See note 39 supra.
42. 509 F.2d 162 (5th Cir. March 1975).
43. 514 F.2d 908 (5th Cir. June 1975).
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A. The "No Reason to Know" and
"Significant Benefit" Tests

In Sanders the taxpayer, Mrs. Sanders, brought an action to
recover taxes paid as a result of a deficiency assessment. During the
tax years in question, Mrs. Sanders and her husband filed joint
returns. The IRS had utilized the "bank deposits plus expenditures
accounting method"" to determine that there was unreported in-
come that would justify the deficiency assessment.

If Mrs. Sanders had had "no reason to know" of the omitted
income, then she would have satisfied the requirement of subsection
(e)(1) (B). The first issue at trial and on appeal concerned the proper
standard to be applied in order to determine whether Mrs. Sanders
had reason to know of the unreported income.45 Judge Thornberry,
writing this opinion, rejected the government's contention that the
standard under subsection (e)(1)(B) required the taxpayer to prove
that" . . . [s]he was completely without fault and could not possi-
bly have discovered the omission before executing the returns."4'
The court decided instead that a subjective "reasonably prudent
taxpayer" standard was appropriate to resolve the "reason to know"
issue. The court enumerated six factors that are relevant to deter-
mine whether a taxpayer has met this "reasonably prudent tax-
payer" standard. These factors are:

(1) unusual or lavish expenditures; (2) participation in business
affairs or bookkeeping, . . . (3) the "guilty" spouse's refusal to be
forthright . . . [4] the claimant spouse's emotional condition dur-
ing the period in question, [5] the complexity of the financial
transaction that produced the funds, and [6] the complexity of
the method used by the IRS for deducing the omission."

Judge Thornberry further stated that ignorance of the legal tax
consequences is insufficient to bestow section 6013(e) protection
against liability for omitted income. After applying the enumerated
factors to the factual situation in Sanders, the court determined

44. Sanders v. United States, 509 F.2d 162, 165 (5th Cir. March 1975). The Commis-
sioner apparently relied on section 446(b).

45. The Commissioner did not appeal the district court ruling that Mrs. Sanders had
satisfied the requirement of section 6013(e)(1)(A). Consequently, Mrs. Sanders would be
entitled to a refund if the other requirements of subsection (e) were met. Id. at 165.

46. Id. at 166.
47. Id. at 167-68. The court stated, however, that the last factor, while permissible, is

not to be given significant weight.
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that Mrs. Sanders had satisfied the "reasonably prudent taxpayer"
standard, and thus was entitled to protection under section 6013(e)
provided she also had met the other requirements imposed by this
subsection. "

Another requirement for section 6013(e) protection is that the
allegedly innocent spouse received no significant benefit because of
the omission of the income from the joint tax return. The second
issue at trial and on appeal concerned whether Mrs. Sanders had
met this requirement imposed by subsection (e)(1)(C). The Fifth
Circuit held that Mrs. Sanders had received no significant benefit
from the omission. Moreover, even if she had received such benefit,
it would have been inequitable to have held her responsible for the
tax deficiency. The Fifth Circuit noted that Congress intended for
courts applying the "significant benefit" test of subsection (e)(1)(C)
to consider the equity of holding the innocent spouse liable for the
deficiency. The Fifth Circuit thus liberally construed the subsection
and concluded that if it would be inequitable to hold a spouse liable
for the deficiency created by the unreported income, then the inno-
cent spouse satisfies the "no significant benefit" requirement and
is therefore entitled to protection from liability.

B. The "Twenty-five Percent Rule" and Special Rules

In Allen v. Commissioner4 the taxpayer, Mrs. Allen, appealed
from an adverse ruling by the Tax Court. The controversy arose
when the IRS assessed a deficiency against Mrs. Allen and her hus-
band because there was substantial income omitted from their joint
return. Most of the omitted income, about 73 percent of the reported
gross income, was derived from a grain storage business conducted
by Mr. Allen. Mrs. Allen had no knowledge of how this business was
conducted by Mr. Allen because it was located in another state and
because her husband spent most of his time away from home.

Subsection (e)(1)(A)5 requires that a spouse claiming protec-
tion under section 6013(e) must prove that there was an omission
from gross income which was properly includible therein and which
was attributable to the other spouse. Such omission must also be

48. The Fifth Circuit disagreed with the district court as to the weight certain factors
should be given, but decided to uphold the district court finding that Mrs. Sanders met the
requirement of section 6013(e)(1)(B) because such finding was not clearly erroneous. Id. at
170-71.

49. 514 F.2d 908 (5th Cir. June 1975).
50. See note 39 supra.

TAX
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proven to have been in excess of 25 percent of the amount of gross
income actually reported in the tax return. The Tax Court held that
Mrs. Allen had not satisfied these requirements and thus was not
entitled to section 6013(e) protection. The Tax Court holding re-
quired Fifth Circuit interpretation of the other provisions of section
6013(e).

Because Mrs. Allen was a resident of a community property
state, the Fifth Circuit had to decide the initial question of how to
apply the special rules of section 6013(e)(2) governing gross income
from community property. This subsection provides that, for the
purposes of section 6013(e)(1) in general, "the determination of the
spouse to whom items of gross income (other than gross income from
property) are attributable shall be made without regard to com-
munity property laws, . . ."I' If a court determines that the omitted
income was "income from property," the income is deemed to be
that of both spouses in a community property state.

Judge Morgan, writing for the Fifth Circuit, stated that even if
the income is produced "from property," it will be disregarded for
purposes of subsection (e)(1) if the income is generated by the sub-
stantial services of one spouse. Mrs. Allen argued that the grain
storage business required the substantial services of her husband.
She contended, therefore, that the omitted income derived from the
grain business was attributable to Mr. Allen and that such income
should have been disregarded by the Tax Court. The Fifth Circuit
held, however, that the income from the Allen grain business was
community property attributable equally to both spouses because
Mrs. Allen had offered no proof that Mr. Allen had indeed rendered
substantial services to the business. Consequently, only one half of
the omitted income was attributable to Mr. Allen.5" The Fifth Cir-
cuit then went on to consider a second question concerning the
interpretation of another provision of section 6013(e).

The Tax Court's ruling that Mrs. Allen had not met the 25
percent requirement of subsection (e)(1)(A) was not based solely on
its reasoning that the omitted income was cognizable community
property. The Tax Court also accepted the IRS contention that
overstatements53 made in the report of Mr. Allen's gross income

51. INT. REV. CODE OF 1954, § 6013(e).
52. The amount of omitted income from the community property was $172,008.73.

Thus, the amount of omitted income attributable to Mr. Allen was $86,004.37. Allen v.
Commissioner, 514 F.2d 908, 914 (5th Cir. June 1975).

53. The overstatements were the result of Mr. Allen using the accrual method instead
of his appropriate cash basis method to report income from grain storage receipts. The

[Vol. 7:531
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should have been deducted from the amount of omitted income
attributable to Mr. Allen in determining whether the 25 percent test
was satisfied. When these overstatements were deducted from the
amount of omitted income attributable to Mr. Allen, the remainder
was less than the 25 percent requirement of subsection (e)(1)(A).54

The Fifth Circuit rejected this contention of the Commissioner
and held instead that the statute provides protection only in the
case of erroneously omitted income, not in the case of
overstatements of income. According to the Fifth Circuit, the 25
percent calculation is made by considering only the amount omitted
and then determining whether that amount exceeds the amount
stated in the income tax return as gross income. 5 Applying this
method of calculation to the facts in Allen, the Fifth Circuit con-
cluded that Mrs. Allen had met the 25 percent requirement." Thus,
in Sanders and Allen the Fifth Circuit gave a liberal interpretation
to section 6013(e). This interpretation will afford innocent spouses
the relief the statute was designed to provide.

IV. GiFr VERSUS TAXABLE INCOME

A problem frequently raised in tax litigation is whether funds
received by a surviving spouse from a deceased spouse's former
employer are taxable income or are nontaxable gifts. The Fifth Cir-
cuit recently reviewed this problem in Jensen v. United States.5"
Jensen's wife bought stocks from her employer, Graybar Electric
Company (Graybar), through its stock purchase plan. When Mrs.
Jensen died, Graybar exercised its option to redeem all of her stock.
Under its special death benefit plan, Graybar also exercised its priv-

amount of grain storage receipts that Mr. Allen reported was $66,814.69. Id. at 914.
54. Applying this method, the Commissioner deducted the $66,814.69, amount of over-

statements, from $86,004.37, omitted income attributable to Mr. Allen, to get $19,189.68. The
Commissioner also made adjustments for several other items. The amount of gross income
reported on their tax return was $235,735.00. Therefore, the amount of unreported income
attributable to Mr. Allen was less than the 25 percent of the reported gross income as required
by section 6013(e)(1)(A). Id.

55. It should also be noted that, in making this calculation, the court observed that
"both disallowed deductions and additional deductions, allowable but not taken, should be
disregarded when dealing with innocent spouse relief under section 6013(e)." This ruling was
based on the grounds that the statute granted relief only for tax liability resulting in omissions
from gross income by one spouse. Id. at 915.

56. The omitted income attributable to Mr. Allen was $86,004.37 and the reported
income was $235,000.00. Therefore, the omitted income was in excess of 25 percent of the
stated gross income. See note 52 supra.

57. 511 F.2d 265 (5th Cir. Apr. 1975).
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ilege to pay cash dividends to her estate. The cash dividends were
equal to the amount of dividends paid on an equivalent number of
outstanding shares held by other shareholders, and would have con-
tinued for a 5-year period. Although Graybar's plan expressly stated
that former shareholders had no right to receive such dividend pay-
ments, Graybar had nevertheless exercised its option to pay them
in all but six cases over the past 30 years. The district court held
that the dividend payments received by Mrs. Jensen's estate were
gifts and hence were not taxable income.

Prior to the Jensen case the Ninth Circuit58 had considered the
taxability of the dividend payments received under Graybar's spe-
cial death benefit plan. In Harper v. United States" the Ninth
Circuit held that the payments were nontaxable gifts. The Fifth
Circuit, however, speaking through Judge Wisdom, held that the
dividends were taxable income.

Judge Wisdom relied on the test stated in the landmark deci-
sion of Commissioner v. Duberstein° in which the Supreme Court
set forth the primary factors to be considered in determining
whether a transfer is a gift. The Fifth Circuit noted that the transfer
would not constitute a gift if an "anticipated benefit of an economic
nature" or other similar factors were present." Judge Wisdom found
most persuasive the fact that Graybar had a longstanding practice
of exercising its option to pay dividends each time it exercised its
option to redeem the stocks of a deceased employee. Graybar's long-
standing practice was found to have induced employees to purchase
company stock. This, in turn, constituted a benefit to Graybar for
the reason that employee stock purchases provided the primary
source of Graybar's working capital. The Fifth Circuit further deter-
mined that Graybar did not pay the dividends out of affection,
admiration, respect, or charity. These findings were exactly con-
trary to those of the Ninth Circuit in Harper, where the court found
that Graybar had received no benefit from the same plan and that
Graybar had paid the dividends out of affection.2 It is, therefore,

58. Harper v. United States, 454 F.2d 222 (9th Cir. 1971).
59. 454 F.2d 222 (9th Cir. 1971).
60. 363 U.S. 278 (1960). The Supreme Court defined a gift as a transfer "proceed[ing]

from a 'detached and disinterested generosity', [citation omitted] 'out of affection, respect,
admiration, charity, or like impulses' [citation omitted]." Id. at 285.

61. Jensen v. United States, 511 F.2d 265, 269 (5th Cir. Apr. 1975), quoting Commis-
sioner v. Duberstein, 363 U.S. 278, 285 (1960).

62. Harper v. United States, 454 F.2d 222, 225 (9th Cir. 1971). This is not the only point
on which the Fifth Circuit differed from the Ninth; the Fifth Circuit also stated that Graybar
had a moral obligation to make the dividend payments under its redemption plan. Jensen v.
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apparent that a determination of whether a dividend payment re-
ceived under Graybar's special death benefit plan is taxable income
or nontaxable gift will depend on the circuit in which the recipient
resides.

V. DEDUCTIONS

A. Filing Fee Paid to Have Name
Placed on Political Party Ballot

Deductibility under sections 162, 164, and 212 was at issue in
Nichols v. Commissioner.63 There the Fifth Circuit was confronted
with an attempt by a Georgia Supreme Court judge to deduct a
filing fee paid to the state political party in order to have his name
placed on a primary ballot as a candidate. The Tax Court held that
this fee was not deductible. On appeal, the Fifth Circuit affirmed
this decision.

Section 162 provides for deduction of expenses that are ordinary
and necessary in carrying on any trade or business. 4 Section 212
relates to deduction of expenses for the production of income. 5 The
taxpayer argued that the required filing fee was deductible under
one or both of these provisions. The Fifth Circuit rejected this argu-
ment, choosing instead to adhere to the rule of nondeductibility
announced in its earlier decision in Campbell v. Davenport."6 In
Campbell similar filing fees were held to be nondeductible expenses
under sections 162 and 212 because they were incurred "as . . .

United States, 511 F.2d 265, 272 (5th Cir. Apr. 1975). The Ninth Circuit specifically found
that Graybar was not obligated to make the payments. Harper v. United States, 454 F.2d
222, 225 (9th Cir. 1971).

Subsequent to the Jensen decision, the Fourth Circuit also had to decide the taxability
of the divided payments under Graybar's plan in Pearson v. United States, 519 F.2d 1279
(4th Cir. 1971). In Pearson the Fourth Circuit specifically adopted the reasoning of the Fifth
Circuit in Jensen and concluded that benefits received by the taxpayer under Graybar's death
benefit plan were taxable income. The Fourth Circuit also rejected the holding of the Ninth
Circuit in Harper. 519 F.2d 1279 at 1280.

63. 511 F.2d 618 (5th Cir. Apr. 1975).
64. INT. REV. CODE OF 1954, § 162(a), in part, provides:
There shall be allowed as a deduction all the ordinary and necessary expenses paid
or incurred during the taxable year in carrying on any trade or business . . ..

65. INT. REV. CODE OF 1954, § 212 provides:
In the case of an individual there shall be allowed as a deduction all the ordinary
and necessary expenses paid or incurred during the taxable year-

(1) for the production or collection of income; ....
66. 362 F.2d 624 (5th Cir. 1966).
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expense[s] of attaining the office, not in performing the judicial
function."67

The taxpayer in Campbell was permitted, however, to deduct
his filing fee as a tax under section 164. The attempt by the judge
in Nichols to rely on this portion of the Campbell decision was
likewise unsuccessful because of a post-Campbell amendment to
section 164. The amendment provided that the taxes deductible
under section 164, in addition to those specifically set forth, are
limited to those paid in carrying on a trade or business or an activity
described in section 212.11 Therefore, the filing fee paid by the tax-
payer in Nichols was not deductible. 9

B. Interest Paid For Loans on Life Insurance Policies

Prior to 1964 taxpayers whose tax bracket was 50 percent or
higher had the opportunity to make a net profit by systematically
borrowing on life insurance policies to pay part or all of the policy
premiums and then deducting the interest paid on such loans. If the
annual increase in the cash value of the policy exceeded the net

67. Id. at 627, quoting McDonald v. Commissioner, 323 U.S. 57, 60 (1944). The
Campbell court relied heavily on the Supreme Court decision in McDonald v. Commissioner,
323 U.S. 57 (1944). In the McDonald case the Supreme Court disallowed, under the predeces-
sor sections to sections 162 and 212, a deduction to a judge who was required to contribute to
a political party to obtain that party's support in the election. The Supreme Court based its
decision on the grounds that the expense was not incurred in the business of being a judge,
but was incurred in becoming one.

68. INT. REV. CODE OF 1954, § 164 states:
(a) General Rule-Except as otherwise provided in this section, the following
taxes shall be allowed as a deduction for the taxable year within which paid or
accrued:

(1) State and local, and foreign, real property taxes.
(2) State and local personal property taxes.

In addition, there shall be allowed as a deduction State and local . . . taxes
not described in the preceeding sentence which are paid or accrued within the
taxable year in carrying on a trade or business or an activity described in section
212 ... .

69. Nichols v. Commissioner, 511 F.2d 618 (5th Cir. Apr. 1975). Judge Clark filed a
dissenting opinion in which four other judges concurred. Judge Clark based his dissent on
the grounds that while Campbell was not distinguishable, McDonald was. He reasoned that
McDonald and Nichols were distinguishable because the deduction claimed by the taxpayer
in McDonald was for a campaign expense; and the deduction claimed in Nichols was not for
a campaign contribution, but for a required filing fee. Thus, Judge Clark concluded that
Campbell overly restricted the McDonald holding. See note 67 supra and accompanying text.

Judge Clark also analogized the filing fee to a fee paid to an employment agency. Several
Tax Courts have held that the fees paid to employment agencies are deductible as necessary
expense incurred in a taxpayer's business. Judge Clark, therefore, believed that this filing fee
likewise should be deductible. Nichols v. Commissioner, 511 F.2d 618 (5th Cir. Apr. 1975).
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interest cost to the taxpayer, he would realize a profit. 0 Congress,
however, eliminated the profitability of such schemes in 1964 by
enacting section 264(a)(3). 1 This section generally prohibits any
deductions for interest paid on loans made against life insurance
policies where the policy was purchased pursuant to a plan of sys-
tematic direct or indirect borrowing against part or all of the in-
creases of the cash surrender value of the policy.

Section 264(c), however, establishes certain exceptions to this
general rule. It allows, among others, a deduction for the interest
paid "if such indebtedness was incurred in connection with the
[taxpayer's] trade or business." 2 The Congressional history of this
section indicates that the exceptions listed in section 264(c) were
intended to apply "even though the borrowing may take the form
of a systematic plan." 3 The House Report indicates that under
subsection(c)(4) "[t]he interest deduction is not to be denied
where the indebtedness actually is to finance business obligations,
rather than to carry insurance." 4 The Fifth Circuit is the first ap-
pellate court to decide whether an interest payment on an insurance
policy loan qualifies as an exception to the general rule of nondeduc-
tibility of such payments.

In connection with the purchase of certain capital stock in 1963,
the corporate taxpayer American Body & Equipment Co. v. United
States"5 was required by the seller to take out insurance on the life
of its president in an amount equal to the unpaid stock purchase
price. Although the taxpayer was not required to take out life insur-
ance for the amount of indebtedness it had assumed as part of the
stock purchase price, the taxpayer nevertheless took out a policy
with a face value so high that it was presumed by the Fifth Circuit
to cover the assumed indebtedness as well as the unpaid stock pur-
chase price. 6 Each year the policy was in force the taxpayer received
cash dividends and borrowed against the cash value of the policy.
During the tax year in dispute the taxpayer paid $26,000 for the
annual premium, received a dividend of $5,400, and took out a loan

70. See H.R. REP. No. 749, 88th Cong., 1st Sess. 61 (1963), reprinted in 1 U.S. CODE
CONG. & AD. NEWS 1369 (1964).

71. INT. REV. CODE OF 1954, § 264(a)(3), amending INT. REV. CODE OF 1954, § 264(a).

72. INT. REV. CODE OF 1954, § 264(c)(4).
73. H.R. REP. No. 749, 88th Cong., 1st Sess. 62 (1963), reprinted in 1 U.S. CODE CONG.

& AD. NEWS 1371 (1964).
74. Id.
75. 511 F.2d 647 (5th Cir. Apr. 1975).
76. Id.
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on the policy for approximately $21,000. It also paid approximately
$5,600 in interest to the insurance company on all previous loans
from the company. The taxpayer reported this interest payment as
a deduction pursuant to section 264(c)(4).11 A dispute arose over the
allowability of this interest deduction.

The Fifth Circuit, speaking through Judge Bell, stated that
Congress' intent when it passed section 264(c)(4) was to permit a
deduction when "[t]he debt against cash value . . . [was] . . .
incurred for a business purpose apart from the insurance plan itself
... ,' Judge Bell determined that the taxpayer's payment of
interest to the insurance company was "systematically incurred for
the purpose of [carrying] life insurance, [and] not for [any] inde-
pendent business purpose."79 He therefore concluded that the tax-
payer could not deduct the interest paid on the loan from the insur-
ance company. Judge Bell also noted that the decision not to permit
a deduction under subsection (c)(4) was specifically limited to the
facts in American Body.80

Judge Thornberry, who concurred, based his opinion on a com-
pletely different approach to subsections (a)(3) and (c) of section
264. He felt that the deductions under section 264(c) were not really
exceptions to the general rule of nondeductibility. Instead, he con-
cluded that they constituted "a different rule."'" Under his ap-
proach, the taxpayer would have to establish not only that the bor-
rowed money was spent for some business purpose, but also that the
indebtedness was genuine. Only by satisfaction of these two require-
ments would the taxpayer be permitted to deduct the interest paid
on the loan. Judge Thornberry would not have allowed the taxpayer
in American Body to deduct the interest payment because of the
taxpayer's failure to establish either of the two requirements.

In view of the legislative history of section 264(c), it seems that
Judge Thornberry's approach is the correct one. The House Report
specifically states that the interest paid on an insurance loan is
deductible under section 264(c) even if there is a systematic plan of
borrowing.82 Thus, the existence of such a plan would not prevent
an interest deduction if the taxpayer could prove that the interest

77. Id. at 648.
78. Id. at 649.
79. Id.
80. Id. at 649 n.3.
81. Id. at 649.
82. See notes 73-74 supra and accompanying text.
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payment falls within section 264(c). If the taxpayer claims a deduc-
tion pursuant to section 264(c)(4) as indebtedness incurred in his
trade or business, the controlling issue should be whether it was
incurred in the taxpayer's trade or business.

VI. SECTION 482: ALLOCATION OF INCOME AMONG COMMONLY

CONTROLLED ENTITIES

Under section 482 the Commissioner of the IRS has the power
to allocate deductions from gross income, credits, or allowances
among two or more commonly controlled entities if such action is
necessary to prevent evasion of taxes or to clearly reflect income.83

In Fitzgerald Motor Co. v. Commissioner,4 a case of first impres-
sion, the Fifth Circuit determined under what circumstances the
Commissioner may utilize his section 482 powers.

Three Georgia corporations were controlled solely by a common
shareholder. During the tax years in question the corporations made
loans to each other. There was no evidence of the rate of interest, if
any, charged by the lending corporations. The Commissioner em-
ployed his section 482 powers and assessed a deficiency against two
of the corporate lenders because the interest income reported by
them did not reflect receipt of an "arms-length rate of interest" on
the loans." The Commissioner then allocated interest income to
these two corporations at the rate of 5 percent per annum on the
amount of their loans. 6 Both entities filed a joint petition in the Tax
Court for a redetermination of the assessed deficiencies.

The Tax Court followed its longstanding rule that for the Com-
missioner to allocate income to a taxpayer on money loaned to a

83. INT. REV. CODE OF 1954, § 482. For a discussion of taxation of interest free loans
among members of commonly controlled entities see O'Hare, The Taxation of Interest Free
Loans, 27 VAND. L. REV. 1085 (1974).

84. 508 F.2d 1096 (5th Cir. Feb. 1975).
85. Treas. Reg. § 1.482-2(a)(1)(1972), amending Treas. Reg. § 1.482-2 (1968), provides,

in part:
Where one member of a group of controlled entities makes a loan or advance...
to . . . another member of such group, and charges no interest, or charges interest
which is not equal to an arm's length rate . . . the district director may make
appropriate allocation to reflect an arm's length interest rate for the use of such
loan or advance.
Treas. Reg. § 1.482- 2 (a)(2) (1972), amending Treas. Reg. § 1.482-2 (1968), provides, in

part "For the purposes of this paragraph, the arm's length rate shall be the rate of interest
which was charged, or would have been charged at the time the indebtedness arose, in
independent transactions with or between unrelated parties under similar circumstances."

86. See Treas. Reg. § 1.482-2(a)(2)(ii) (1972), amending Treas. Reg. § 1.482-2 (1968).
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commonly controlled entity at less than an "arms-length rate of
interest," the borrowed funds must have produced income for the
borrower. Under this rule, the corporations had the burden of "trac-
ing" the loans they had made and of proving that the loans had not
produced income. Because they failed to do so, the Tax Court up-
held the deficiency assessment. On appeal, the Fifth Circuit joined
several other circuits87 in rejecting the "tracing rule" followed by the
Tax Court. The Fifth Circuit, speaking through Judge Coleman,
followed this trend set by those other circuits, and held that the
Commissioner can allocate income to one taxpayer who loans money
to a commonly controlled entity at less than an "arms-length rate
of interest," even if the borrowed money produced no income for the
borrower. Henceforth, the primary issue in cases like Fitzgerald will
be whether the interest rate for the money loaned among commonly
controlled entities is the same as interest rates in arms-length trans-
actions among similar entities that are not commonly controlled. 8

1

The Fifth Circuit agreed that the two corporate lenders in Fitzgerald
did not charge an "arms-length rate of interest" on the money they
loaned and, therefore, upheld the assessed deficiency.

VII. ESTATE TAXATION

A. Section 2042: Incidents of Ownership-Powers Held in a
Fiduciary Capacity

In recent years several important decisions 9 have construed
section 2042(2), which provides that if a decedent holds "incidents
of ownership" on a life insurance policy on his own life then the
value of the insurance policy is includable in his gross estate. 0 The
Fifth Circuit recently decided two cases dealing with the incidents

87. See Kervy Inv. Co. v. Commissioner, 500 F.2d 108 (9th Cir. 1974); Kohler Corp. v.
Commissioner, 486 F.2d 1 (8th Cir. 1973); B. Forman Co. v. Commissioner, 453 F.2d 1144,
cert. denied, 407 U.S. 924 (1972).

88. See note 85 supra.
89. See, e.g., Estate of Lumpkin v. Commissioner, 474 F.2d 1092 (5th Cir. 1973); Estate

of Skifter v. Commissioner, 468 F.2d 699 (2d Cir. 1972); Estate of Fruehauf v. Commissioner,
427 F.2d 80 (6th Cir. 1970).

90. INT. REV. CODE OF 1954, § 2042(2), provides that:
The value of the gross estate shall include the value of all property . ...

(2) Receivable by other beneficiaries-To the extent of the amount re-
ceivable by all other beneficiaries as insurance under policies on the life
of the decedent with respect to which the decedent possessed at his death
any of the incidents of ownership, exercisable either alone or in conjunc-
tion with any other person . . ..
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of ownership of insurance policies held in a fiduciary capacity.9'
In 1973, the Fifth Circuit interpreted section 2042(2) in Estate

of Lumpkin v. Commissioner" to hold that a decedent's right to
control the time and manner of proceeds payment was an "incident
of ownership" under that section. In reaching this decision the court
relied heavily on two United States Supreme Court cases93 in which
the Court developed the "substantial control" test for purposes of
sections 2036 and 2038. The Fifth Circuit analogized the facts in
Lumpkin to those in the Supreme Court cases and concluded that
the life insurance proceeds were within the decedent's substantial
control and were includible in his gross estate under section 2042(2).

The substantial control test was again applied to a section
2042(2) problem recently in Rose v. United States.4 The decedent
was the sole trustee of three trusts established for the benefit of his
children. Acting as trustee, the decedent purchased three life insur-
ance policies on his own life. The decedent was the owner and bene-
ficiary of each of the policies, and the premiums for each were paid
out of trust property. Each policy empowered the decedent to ex-
change the policies for whole life insurance, to withdraw dividend
accumulations, to surrender any dividend additions for the cash
value, and to effect other changes with respect to the insurance
policies. The trust provisions did not forbid the decedent from exer-
cising any of these powers.

The precise issue presented to the Fifth Circuit by Rose was
whether the powers held by the decedent in his fiduciary capacity
as trustee were "incidents of ownership" under section 2042(2). The

91. Terriberry v. United States, 517 F.2d 286 (5th Cir. Aug. 1975); Rose v. United
States, 511 F.2d 259 (5th Cir. Apr. 1975). For an excellent discussion of the Rose case, the
district court opinion in Terriberry, and the history of section 2042, see Note, Incidents of
Ownership in a Grantee Fiduciary: Terriberry v. United States, 28 TAx LAW. 607 (1975).

92. 474 F.2d 1092 (5th Cir. 1973).
93. The two cases were United States v. O'Malley, 383 U.S. 627 (1966), and Lober v.

United States, 346 U.S. 335 (1953).
In Lober, the Supreme Court held that a settlor who retained the power to determine

when the trust property would be enjoyed had sufficient control over the trust to cause
inclusion of the value of the trust property in his gross estate under section 811(d)(2) of the
Internal Revenue Code of 1939, the predecessor of section 2038 of the Internal Revenue Code
of 1954.

In O'Malley the Supreme Court held that a settlor's power to change the time and
manner of enjoyment of trust income under an irrevocable trust would cause the value of the
trust property to be included in the settlor's gross estate under section 811(c)(1)(B) of the
Internal Revenue Code of 1939, the predecessor to section 2036 of the Internal Revenue Code
of 1954.

94. 511 F.2d 259 (5th Cir. Apr. 1975).

TAX
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representative of the estate argued that a trustee stands in a differ-
ent position than an individual because under Louisiana law, the
state in which the decedent resided, a trustee could not obtain any
economic benefit by virtue of this control. Judge Goldberg, writing
for the court, rejected this argument and stated that the "substan-
tial control" test employed in Lumpkin was controlling. He rea-
soned that Treasury Regulation 20.2042-1(c)(2) specifically gov-
erned and was directly contrary to the representative's contention.
This regulation provides that the term "incidents of ownership"
includes the decedent's power to surrender or cancel the policy. The
court concluded that the powers held by the decedent, even though
held only in a fiduciary capacity, were "incidents of ownership"
within the meaning of section 2042(2). 5 Therefore, the value of the
insurance policies was includible in the decedent's gross estate.

The second current section 2042 case decided by the Fifth Cir-
cuit was Terriberry v. United States." In this case, the taxpayer and
her husband, residents of Florida, established separate revocable
trusts. Each was named co-trustee of the other's trust because Flor-
ida law required that someone other than the settlor-beneficiary be
named co-trustee of a trust where the settlor was also a trustee. The
decedent's wife transferred several life insurance policies on the
decedent's life into the trust she had established. Under the trust,
the decedent was granted the power to elect a settlement option
under the policy when it was surrendered or when it matured. 7 He
could only exercise this power, however, in his capacity as trustee."
The provisions of the trust expressly prohibited the incidents of
ownership of the policy from becoming vested in the decedent.

In an opinion by retired Supreme Court Justice Tom C. Clark,99

the Fifth Circuit held that the decedent's power under the trust was

95. Judge Goldberg noted that the Second Circuit in Estate of Skifter v. Commissioner,
468 F.2d 699 (2d Cir. 1972), reached the opposite conclusion. In Skifter, the Second Circuit
stated that Treas. Reg. 2042-1(c)(4) (1958), applies only to "reservation of powers by the
transferor as trustee." Id. at 705 (emphasis added).

96. 517 F.2d 286 (5th Cir. Aug. 1975).
97. Article III, Section 3, of the trust provided that:
To the extent permitted by the contracts of insurance and the insuring companies,
but only to the extent that ownership of the contracts of insurance shall not become
vested in the Grantor's husband, G. Gilson Terriberry as an individual, the Grantor
and her husband . . . or either of them, as Trustee(s) may upon surrender or
maturity of the insurance contracts elect a settlement option . ...

Id. at 288-89 (emphasis added).
98. Id.
99. Justice Clark was sitting by designation.
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an "incident of ownership" within the meaning of section 2042(2)
even though the power was held only in a fiduciary capacity.' ®

Justice Clark stated that the rules set forth in Lumpkin and Rose
were applicable to the facts in Terriberry and that the value of the
insurance policies was therefore includible in the decedent's gross
estate.

B. Section 2035: Gifts Made in Contemplation of Death-"Split-
Gift Theory"

Section 2035101 creates a rebuttable presumption that any trans-
fer made without adequate consideration within 3 years of death is
made in "contemplation of death" and thus is includible in a dece-
dent's gross estate. The representatives of the estate have the bur-
den of rebutting this presumption. The leading case on the "con-
templation of death" statute, United States v. Wells, 102 established
the test for determining whether a transfer is made in contempla-
tion of death. The test requires a subjective analysis of the trans-
feror's state of mind. The facts of each case must be reviewed "to
detect the dominant motive of the donor."' 1 3 Such motives may be
either life motives or death motives. If it is determined that the
transferor was dominantly motivated by death, the transfer is "in
contemplation of death." In Block v. United States' the Fifth Cir-
cuit was confronted with the interesting contention that a decedent
(under section 2035) could make one gift while simultaneously influ-
enced by two separate and distinct motives-one a life motive and
the other a death motive. The decedent in Block established an
irrevocable inter vivos trust that provided for trust income to be
paid to his sister-in-law for her life, then to her two sons for their
lives, and upon the sons' deaths, the remainder to their descen-
dants. The Commissioner assessed a deficiency on the gross estate
of the decedent when the executor failed to include the value of the

100. The Second and Sixth Circuits may have a different rule, but the Fifth Circuit
chose not to follow their rule. See Terriberry v. United States, 517 F.2d 286, 290 n.3 (5th Cir.
Aug. 1975).

101. INT. REV. CODE OF 1954, § 2035.
This section also provides that if the transfer is made more than 3 years prior to the date

of the transferor's death, the transfer will be deemed not to have been made in contemplation
of death.

102. 283 U.S. 102 (1931). There, the Supreme Court was applying section 402(c) of the
Revenue Act of 1918.

103. Id. at 119.
104. 507 F.2d 603 (5th Cir. Feb. 1975).
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trust property therein. The deficiency was assessed, however, only
against the secondary life estates and the remainder interest.

The IRS contended that the decedent had distinct and separate
motives in creating the trust: a life motive for creating the primary
life estate for his sister-in-law and a death motive for creating the
secondary life estates and the remainder interest. The IRS reasoned,
therefore, that the portion of the trust property attributable to the
secondary life estates and remainder interest was includible in the
decedent's gross estate by virtue of section 2035. The IRS contended
that the rest of the gift of trust property, that attributable to the
primary life estate created out of life motives, was not includible
under section 2035 as a gift made in "contemplation of death."

Although Judge Morgan rejected this IRS's "split-gift" theory,
he did not completely rule out the possibility of applying such a
theory in a case that presented the appropriate facts. Judge Morgan
stated that the "split-gift" theory might be applied in cases where
the life and death motives are distinct and ". . . capable of isola-
tion from each other, and the separate property to which each mo-
tive relates is easily identified."''05 The Fifth Circuit held that Block
was not such a case.

C. Section 2031: The Value of Property Included in the
Decedent's Gross Estate-The "Fair Market Value" of Oil

Production Payments

As a general rule, property includible in a decedent's gross es-
tate is valued at its "fair market value." This rule is often easier to
state than it is to apply. A difficult case calling for its application
involved an attempt to value an oil production payment. A produc-

105. Id. at 606.
Judge Morgan noted that the Second Circuit had approved the "split-gift" theory in

Garrett's Estate v. Commissioner, 180 F.2d 955 (2d Cir. 1950). In Garrett the decedent
established a trust which consisted of income-producing securities and several life insurance
policies. Under the trust provision, the income from the securities would be used to pay the
premiums on the life insurance policies, and the income remaining was paid to the trust
beneficiaries. The Commissioner established that it took three-tenths of the income to pay
the insurance premiums. The Second Circuit held that the transfer of the three-tenths of the
securities was motivated by death motives because apparently the decedent intended that
the beneficiary enjoy the proceeds only after his death. Seven-tenths of the securities from
which the income was paid to the beneficiary was not made in contemplation of death because
this transfer was motivated by life motives.

Perhaps the factual situation in Garrett is an example of a case where the Fifth Circuit
may also apply the "split-gift" theory.

106. Estate of Frankel v. United States, 512 F.2d 1007, 1008 (5th Cir. May 1975).
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tion payment is a "right to receive a specified share of the produc-
tion from a mineral in place, or its proceeds, if, as and when such
production occurs."''0 In Estate of Frankel v. United States"7 the
Fifth Circuit was confronted with the issue of whether the risks
assumed by a decedent who had the right to receive such a payment
could be compensated for that risk by discounting the principal
balance owed to the decedent at his death.

Approximately 4 years prior to his death, the decedent in
Frankel transferred certain oil and gas interests in return for the
right to reserve a production payment that was to bear a 6 percent
per annum rate of interest and that had a face value of $8 million.
When a dispute arose over the valuation of the production payment,
the Commissioner analogized the payment to assets held by a dece-
dent in the form of unpaid notes. Relying on a Treasury Department
Regulation'' dealing with valuation of such notes for estate tax
purposes, the IRS argued that the includible value of the decedent's
oil production payment was that of its entire unpaid principal bal-
ance. The IRS refused to reduce the entire unpaid principal value
by an amount reflecting any risks assumed by the decedent in own-
ing the production payment. The representatives of the estate, on
the other hand, asserted that the risks of nonpayment of oil produc-
tion income should have been considered in assessing the value of
such a payment and that the interest rate carried by the production
payment was not intended as an allowance to compensate for such
risks. The representatives further argued that because the interest
rate failed to reflect the decedent's risk of nonpayment, a "risk
discount figure" should have been applied to the unpaid principal
in order to fairly determine the value of the oil production payment
for section 2031 purposes.

The Fifth Circuit agreed with the representatives. It distin-
guished interest rates for production payments from interest rates
on notes for purposes of determining the value of property includible
in a person's gross estate. This ruling was based on the premise that
the mere payment of interest does not reflect the risks assumed by
a "willing buyer" who purchases an oil production payment. In

107. 512 F.2d 1007 (5th Cir. May 1975).
108. Treas. Reg. § 20.2031-4 (1958) provides:
The fair market value of notes, secured or unsecured, is presumed to be the amount
of unpaid principal, plus interest accrued to the date of death, unless the executor
establishes that the value is lower or that the notes are worthless.
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reaching this conclusion, the court relied on two Tax Court cases. 0 9

In one of the cases, L.L. Stanton,"" the Tax Court applied a similar
"willing buyer" test"' to determine the value of oil production pay-
ments in the process of assigning a value to a charitable deduction.
The Fifth Circuit quoted and relied on the Stanton rationale: "In
view of the uncertainties unvolved [sic] in recovery of oil and gas
over a period of time it seems clear that fair value could not be the
same as the present value of estimated net revenue.""'

VIII. CONCLUSION

The cases discussed exemplify Mr. Davis' opening observation
that the Fifth Circuit is no longer a taxpayer's forum. Tax attorneys
therefore should consider this as an additional factor when advising
clients either to litigate a question of tax liability or to appeal a
decision of a lower court. In some cases, however, the Fifth Circuit
did accept arguments by taxpayers that the IRS must strictly com-
ply with the procedures set forth in the Internal Revenue Code.
These latter cases are indicative of the reluctance of the Fifth Cir-
cuit to permit the IRS to circumvent the procedural protections
afforded the taxpayer by Congress.

Nolan Greak
Michael Petty

109. Earl Hightower, 41 P-H Tax Ct. Mem. 1305 (1972); L.L. Stanton, 36 P-H Tax Ct.
Mem. 208 (1967).

110. 36 P-H Tax Ct. Mem. 208 (1967).
111. See Treas. Reg. § 20.2031-9 (1958); Treas. Reg. § 20.2031-1(b) (1965), amending

Treas. Reg. § 20.2031-1 (1958).
112. Estate of Frankel v. United States, 512 F.2d 1007, 1010 (5th Cir. May 1975). An

expert witness is needed to establish the amount of the risk factor.
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