
TAXATION
The decisions on taxation rendered by the Fifth Circuit from

September 1, 1976 to August 31, 1977 involve questions of income,
estate, and excise taxation, as well as questions concerning the en-
forcement of the Internal Revenue Code and the collection of the
taxes imposed therein. Because the rendered decisions lend them-
selves to this broad categorization, they will be discussed within the
overll coverage of these specific areas. The Fifth Circuit decided its
greatest number of cases in the areas of individual and corporate
income taxation; therefore, this survey will address these cases first.

I. INCOME TAXATION-INDIVIDUAL

A. Determination of Gross Income

The primary task in the taxation of income is the identification
of those items that will be included in gross income. Internal Reve-
nue Code section 61 defines gross income as "all income from what-
ever source derived. . . ."I Despite its broad scope, Congress specif-
ically excluded items from the term "gross income." According to
section 103(a) of the Code, one of the items of income to be excluded
is interest on state obligations.' The Fifth Circuit construed this
section during the past term in Drew v. United States.3

In Drew, the taxpayer failed to report as income the interest
received on warrants issued to him by the Trinity River Authority
(TRA), a governmental body of Texas possessing the power of emi-
nent domain.4 The taxpayer received the warrants and a substantial
sum of cash as payment for property to be used by the TRA as a
water reservoir for the City of Houston. 5 The court stated that the
interest income arose under the state's power of eminent domain
and not under its borrowing power.' Section 103 only excludes from
gross income interest received on obligations incurred under the
state's borrowing power; therefore, the interest in Drew should not
have been excluded. 7

1. I.R.C. § 61.
2. I.R.C. § 103(a).
3. 551 F.2d 85 (5th Cir. Apr., 1977).
4. Id. at 86. The taxpayer exercised an option to receive interest-bearing warrants and

cash rather than the full purchase price in cash in order to claim the tax benefits of install-
ment reporting under section 453 of the Internal Revenue Code. Id.

5. Id.
6. Id. at 87.
7. In a previous decision construing the section 103 exclusion, the United States Su-
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The court cited two previous decisions which state that interest
on obligations arising from condemnation proceedings is not ex-
cluded from taxation.' The court then noted that although Drew was
not concerned with condemnation, the involuntary nature of the
transaction was sufficient to prohibit the exclusion.' Consequently,
after Drew, the exclusion is inapplicable not only to interest on
obligations resulting from condemnation proceedings but also to
interest on obligations arising from a "threat of condemnation. '"'
The court did not delineate what circumstances will constitute a
"threat of condemnation,"" but it is clear that all purchases of
property by the state involve at least a potential for condemnation
because of the state's power of eminent domain. 2 Until limited by
subsequent decisions, Drew renders suspect any exclusion from
gross income of interest received on obligations issued by the state
as payment for property conveyed to it.

Congress also excludes from gross income the value of meals
that an employer supplies to employees on the business premises for
the employer's convenience. In Smith v. United States,4 the court
held that cash payments received by a highway patrolman as reim-
bursement for the cost of meals eaten while on duty were excludable

preme Court stated:
It is clear from a consideration of the entire secton and of the subject matter that
the purpose of Congress, is thus excluding from gross income interest upon such
obligations, was to aid the borrowing power of the federal government by making
its interest-bearing bonds more attractive to investors. . . . The scope of the word
"obligations" as there employed must be narrowed accordingly, and not extended
to include interest upon indebtedness not incurred under the borrowing power ...

Helvering v. Stockholms Enskilda Bank, 293 U.S. 84, 87 (1934) (citations omitted).
In Drew, the court stated that the significant distinction between a debt incurred under

the power of eminent domain and that incurred under the borrowing power is the involuntary
nature of the eminent domain cases. The taxpayer here had no alternative but to sell the
property to the TRA due to its power of eminent domain. Hence, the transaction resulting in
the interest was involuntary. Drew v. United States, 551 F.2d 85, 87-88 (5th Cir. Apr., 1977).

8. Drew v. United States, 551 F.2d 85, 87 (5th Cir. Apr., 1977), citing American Nat'l
Bank v. United States, 421 F.2d 442, 451 (5th Cir. 1970); M.C. Parrish & Co. v. Commis-
sioner, 147 F.2d 284, 285 (5th Cir. 1945).

9. Drew v. United States, 551 F.2d 85, 89 (5th Cir. Apr., 1977).
10. Id.
11. The court only noted that the taxpayers had reported the sale as made under threat

of condemnation and had taken the tax benefits provided for involuntary conversions under
Internal Revenue Code section 1033 on their income tax returns. Id. at 87.

12. The court in Texas Highway Dep't v. Weber, 147 Tex. 628, 219 S.W.2d 70 (1949),
stated that the power of eminent domain is an inherent attribute of sovereignty.

13. I.R.C. § 119.
14. 543 F.2d 1155 (5th Cir. Dec., 1976), vacated and remanded, 46 U.S.L.W. 3372 (U.S.

Dec. 6, 1977) (No. 76-1243).



under section 119 of the Internal Revenue Code. In a similar case
in 1963, United States v. Barrett,'5 the court had likewise held that
payments received as reimbursement for meals eaten on duty were
excludable.

In retrospect, Smith afforded the Fifth Circuit its last oppor-
tunity to overrule its position in Barrett. The United States Su-
preme Court, in Commissioner v. Kowalski,'" stated that cash pay-
ments received by a highway patrolman as reimbursement for the
cost of meals eaten while on duty constituted income under section
61.'1 The Court noted that the cash payments were also not excluda-
ble under section 119 because that section only excludes from in-
come the value of meals furnished by the employer and not cash
payments received in lieu of the meals.'" Thus, the Court's decision
in Kowalski ends the conflict between the circuits" regarding the
question of whether cash payments constitute income.

B. Treatment of Gain on the Sale of Property

Another element of gross income frequently considered by the
Fifth Circuit is gain on the sale of property. Gain on the sale of
property is afforded favorable tax treatment under the Internal Rev-
enue Code.2 Before this favorable treatment is allowed, however,
the taxpayer must show that the transfer constitutes a sale of an
interest in property. The Fifth Circuit was faced with determining
the status of a transfer of an interest in land in Whitehead v. United
States.2' The taxpayers in Whitehead owned land having substan-
tial sand, gravel, and stone deposits. They entered into a contract

15. 321 F.2d 911 (5th Cir. 1963). In Barrett, the court stated that the cash payment
would be excluded if the meals were furnished on the business premises of the employer and
for his convenience. The court stated that the business premises of the Mississippi Highway
Patrol encompassed every road and highway in the state on a twenty-four hour daily basis.
Eating at various restaurants along those roads and highways therefore constituted the taking
of meals on the business premises of the employer. Further, the court stated that the patrol-
men were required to eat at restaurants along their route so that their patrol areas would not
be left unguarded. This requirement was for the convenience of the employer. Because the
taxpayers met both tests, they were entitled to the section 119 exclusion. Id. at 912-13.

16. 98 S. Ct. 315 (1977).
17. Id. at 319.
18. Id. at 319-20.
19. See Kowalski v. Commissioner, 544 F.2d 686 (3d Cir. 1976), rev'd, 98 S. Ct. 315

(1977); United States v. Keeton, 383 F.2d 429 (10th Cir. 1967); United States v. Morelan,
356 F.2d 199 (8th Cir. 1966); United States v. Barrett, 321 F.2d 911 (5th Cir. 1963). Contra,
Wilson v. United States, 412 F.2d 694 (1st Cir. 1969).

20. See, e.g., I.R.C. § 1202.
21. 555 F.2d 1290 (5th Cir. July, 1977).
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with Lone Star Cement Corporation to sell 1-1/3 million cubic yards
of the minerals for $200,000.2 The taxpayers also granted Lone Star
successive one-year options to purchase 50,000 cubic yards of miner-
als each year.23 Lone Star could exercise the options upon removal
of the initial quantity contracted for, and the exercise of one option
automatically created another option commencing one year later.'4

The taxpayers reported the transaction as a sale and treated the
gain as long-term capital gain.25 The Internal Revenue Service (IRS)
disallowed this treatment, contending that the transaction was a
lease and that the proceeds therefrom were ordinary income. 6 The
taxpayers appealed the trial court's decision in fvor of the IRS to
the Fifth Circuit. That court held that the transaction was a sale
and that the capital gains treatment was therefore proper.

The court stated that the transfer of an interest in minerals is
a lease if the owner retains an economic interest in the minerals. 8

The owner retains an economic interest if he has "acquired, by
investment, any interest in the oil [or other mineral] in place" and
secured by legal relationship "income derived from the extraction
of the [mineral], to which he must look for a return of his capi-
tal."29 The court further stated that "a sale results where an agree-
ment purports to transfer within a prescribed time period all, or a
specific, predetermined quantity of minerals in place, in exchange
for a fixed consideration."° In Whitehead, there was a transfer of a
specific, predetermined quantity of minerals, 1-1/3 million cubic
yards for a fixed consideration of $200,000; therefore, the court con-
cluded that the transaction was a sale.

While the court's analysis is well supported by existing case
law, Whitehead is significant because it presented an opportunity
for a federal appellate court to rule on the contention that "a sale
of substantial mineral deposits at a fixed price is converted into a

22. Id. at 1291.
23. Id.
24. Id. at 1292. In spite of the existence of the options to purchase additional minerals,

the buyer was not obligated to extract even the initial quantity purchased. Id.
25. Id. at 1291 n.i.
26. Id. at 1291.
27. Id. at 1294.
28. Id. at 1292, citing Commissioner v. Southwest Exploration Co., 350 U.S. 308, 314

(1956).
29. Id., quoting Palmer v. Bender, 287 U.S. 551, 557 (1933).
30. Id., quoting Vest v. Commissioner, 481 F.2d 238, 243 (5th Cir.), cert. denied, 414

U.S. 1092 (1973).
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lease by options for further purchases."'3' The court held that when
a substantial quantity of minerals is sold for a fixed (price with no
obligation to extract, the existence of options to purchase additional
quantities of the minerals at a subsequent date will not convert the
transaction from a sale into a lease.3" Hence, a taxpayer's convey-
ance of options with the sale of substantial quantities of minerals
to buyers who are under no obligation to extract those minerals will
result in proceeds that are treated as capital gains.

The court's holding is important in several respects. First, the
court expressly held that the options would not convert the sale into
a lease when there is no obligation upon the buyer to extract the
minerals. This statement apparently results from the court's lan-
guage in Vest v. Commissioner.3 3 In that decision, the court charac-
terized transactions in which the taxpayer looked solely to the ex-
traction of minerals for a return on his capital as lease transactions,
not sales."' Consequently, the court's statement that the options
would not convert the sale into a lease when there is no obligation
upon the buyer to extract the minerals means only that the tax-
payer's return on his capital cannot be linked to the amount of
minerals extracted.

Second, the court held that the options would not convert the
sale into a lease when a substantial quantity of minerals was sold
for a fixed price. The term "substantial quantity" should, according
to the decision in Vest, require the quantity to be a "specific, prede-
termined quantity."" Also, the term "fixed price" excludes as sales
those transactions in which the landowner taxpayer's compensation
is dependent upon production. Hence, options granted under
agreements making the taxpayer's compensation contingent upon
the amounts or value of minerals extracted could convert the trans-
action from a sale into a lease.

Finally, the court viewed the transfer of the initial mineral
interest as a transfer of interest through the exercise of the options.

31. Id. at 1293.
32. Id. at 1294.
33. 481 F.2d 238 (5th Cir.), cert. denied, 414 U.S. 1092 (1973).
34. Id. at 243.
35. Id., citing Rhodes v. United States, 464 F.2d 1307 (5th Cir. 1972).
36. Wood v. United States, 377 F.2d 300 (5th Cir. 1967). See also Vest v. Commissioner,

481 F.2d 238 (5th Cir.), cert. denied, 414 U.S. 1092 (1973); Commissioner v. Pickard, 401 F.2d
615 (10th Cir. 1968); White v. United States, 401 F.2d 610 (10th Cir. 1968); Albritton v.
Commissioner, 248 F.2d 49 (5th Cir. 1957).

37. Whitehead v. United States, 555 F.2d 1290, 1294 n.12 (5th Cir. July, 1977).
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The transaction in Whitehead was characterized as two separate
transfers with two distinct modes of payment. In so ruling, the court
distinguished United States v. White,38 a case in which two modes
of payment took place. The taxpayer in White received a lump sum
payment plus ten percent of the value of the minerals extracted.,
The White court characterized the transaction before it as a lease.4"
Consequently, in drafting these agreements, the taxpayer should
provide that the initial transfer is a transaction distinct and sepa-
rate from the transfers of any additional mineral interests through
the exercise of options. An agreement in this form, which provides
for transfers of specific, predetermined quantities at a fixed consid-
eration not dependent upon the amount or value of the minerals
extracted, should qualify as a sale regardless of the existence of
options.

The court dealt further with the sale of assets in Dahigren v.
United States." In this case, the court construed section 1239(a)(2)
of the Internal Revenue Code, which provides for ordinary income
treatment of any gain from the sale of depreciable property to a
corporation by an individual owning more than eighty percent of the
value of that corporation's stock.2

The taxpayer here had brought suit for a refund in federal
district court after the IRS had disallowed capital gains treatment
of the proceeds from the taxpayer's sale of a patent to a corporation
in which he owned 79.975% of the total number of outstanding
shares."3 In its appeal of the district court's decision, the IRS relied
on United States v. Parker" and contended that the trial court erred
in refusing its requested jury instruction that "there is an inherent
value attribute in a majority or controlling block of corporate stock
which gives it a per share value greater than stock not in such
majority block."' 5 The Fifth Circuit agreed with the IRS that the
requested instruction should have been given.

The court reaffirmed the holding in United States v. Parker4

that impediments on the minority holders' stock serve to increase

38. 401 F.2d 610 (10th Cir. 1968).
39. Id. at 611.
40. Id.
41. 553 F.2d 434 (5th Cir. June, 1977).
42. I.R.C. § 1239(a)(2).
43. Dahlgren v. United States, 553 F.2d 434, 436 (5th Cir. June, 1977).
44. 376 F.2d 402 (5th Cir. 1967).
45. Dahlgren v. United States, 553 F.2d 434, 437 (5th Cir. June, 1977).
46. 376 F.2d 402 (5th Cir. 1067).
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the value of the stock held by the majority shareholder. ' In Parker,
the impediments on which the court relied were restrictions on the
transfer of the minority shares and the fact that Parker, as the
eighty percent shareholder, was in sole control of the corporation."
The court in Dahlgren indicated no impediments in the form of
restrictions on the transfer of the minority shares. The effect of
Dahlgren, then, is to reinforce dictum in Parker to the effect that
control by a single shareholder in itself makes the value of the shares
he holds worth more than those held by other shareholders. Because
the numerical count of the outstanding shares alone is not determi-
native,4" the jury must receive an instruction that a majority or
controlling block of shares has additional value not present in mi-
nority share. This value must be considered by the jury when deter-
mining whether the eighty percent test has been met.

The Fifth Circuit in Dahlgren and Parker has succeeded in
construing section 1239(a)(2) in a literal sense. However, no guide-
lines have been provided upon which the trial courts can rely in
placing dollar figures on the value to be accorded controlling or
majority shares. In the context of Dahlgren and Parker, no detailed
standards were needed because the percentages of outstanding
shares held by the controlling shareholders were 79.975% and eighty
percent, respectively. The court simply reasoned that the value of
the restriction on the transfer of minority shares and/or the value
of control of the corporation would be at least enough to push the
value of the majority or controlling shares over the eighty percent
requirement. This reasoning, however, will not deter any future at-
tempts by the IRS to treat the gain as ordinary income when the
taxpayer owns significantly lesser percentage of the total number of
shares outstanding. Hence, it is clear that guidelines for ascertain-
ing the value of stock held by majority or controlling shareholders
are needed.

47. Id. at 408. In Parker the majority shareholder owned exactly eighty percent of the
number of outstanding shares while the minority shareholder owned the remaining twenty
percent. The court held that the number of shares retained was not determinative because
section 1239(a)(2) refers to eighty percent of the value of the stock of the corporation. Id. The
court then reasoned that rstrictions on the transfer of the stock held by the minority share-
holder and the fact that the majority shareholder was in sole control of the corporation was
value as a matter of law. The majority shares must, therefore, comprise more than eighty
percent in value of the stock of the corporation. Id. at 409.

48. Id.
49. See Trotz v. Commissioner, 361 F.2d 927 (10th Cir. 1966).
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C. Deductions from Adjusted Gross Income

While the Fifth Circuit decided some important cases dealing
with the inclusion of certain items in gross income, it rendered a
greater number of decisions involving the deduction of items from
adjusted gross income.

The Fifth Circuit squarely confronted the issue of the deducti-
bility of prepaid items in Stice v. United States." Taxpayer Stice,
a farmer, made prepayments for fertilizer totaling $69,621 to his
wholly-owned subsidiary in December, 1969.11 On his 1969 tax re-
turn, Stice claimed a deduction for the amount paid as an ordinary
and necessary business expense.2 The IRS disallowed the deduc-
tion, but the trial court held for the taxpayer.53 The Fifth Circuit
reversed in favor of the IRS, holding that the payments were made
only to provide a basis for a significant tax deduction"4 and were,
instead of prepayments, merely nondeductible deposits.5

In so ruling, the court relied heavily on a position established
previously by the IRS in Revenue Ruling 75-152.11 In that ruling, the
Commissioner set out the tests that must be met before a deduction
in the amount of prepayments made for livestock feed will be al-
lowed. First, the payment must be for a purchase and not a mere
deposit. 7 Factors indicating a deposit rather than a purchase in-
clude the absence of specific quantity terms, the right to a refund
of any unapplied credit at the termination of the contract, the
seller's treatment of the expenditure as a deposit, and the right to
substitute other products for those specified in the contract. 8 Under
this first test, the Fifth Circuit ruled that the payments were depos-
its. The court reasoned that because the payments were made to the
taxpayer's wholly-owned subsidiary, the taxpayer necessarily had a
right to a refund of any unapplied credit at the termination of the
contract. Further, the taxpayer eventually substituted other prod-
ucts for those items set out in the contract. 9 Under the first test,

50. 540 F.2d 1077 (5th Cir. Oct., 1976).
51. Id. at 1078.
52. Section 162(a) authorizes a deduction for "all the ordinary and necessary expenses

paid or incurred during the taxable year in carrying on any trade or business. I.R.C. §
162(a).

53. Stice v. United States, 540 F.2d 1077, 1079 (5th Cir. Oct., 1976).
54. Id. at 1082.
55. Id. at 1081.
56. 1975-1 C.B. 144.
57. Id.
58. Id.
59. Stice v. United States, 540 F.2d 1077, 1080 (5th Cir. Oct., 1976).
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then, a deposit and not a prepayment was made. 0

The second test for deductibility of a prepayment, according to
the revenue ruling, requires that the expenditure be made for a valid
business purpose and not merely for tax avoidance."' Valid business
purposes, according to the IRS, include fixing maximum prices,
securing supply, and securing preferential treatment in anticipation
of shortages.2 Stated simply, there must be some business benefit
other than tax avoidance. Other relevant factors include whether
the prepayment is a condition imposed by the seller.63 In Stice there
was no such condition. 4 Further, the court noted that no price or
supply advantages inured to the taxpayer as a result of the prepay-
ments. As a result, a nondeductible deposit rather than a prepay-
ment had been made.6 5

The Stice decision is significant for two reasons. First, the Fifth
Circuit in its opinion accepted as a prerequisite to deductibility
compliance with the tests set out by the IRS in Revenue Ruling 75-
152.6 That ruling is limited to prepayments for livestock feed, but
the court's application of the tests set out in that ruling to the
prepayments of fertilizer suggests that other prepayments will also
be measured by the same standard.

Second, dictum in Stice clearly indicates the court's view on
the deduction of prepayments. In Stice, the court says: "[w]e seri-
ously question the allowability of deductions for prepayments in any
situation but the very narrow one where the prepayment is for feed,
and we find no support for the allowance of deductions in any other
type of prepayment situation." 7 This dictum reveals that the Fifth
Circuit will not be favorably disposed toward allowing deductions
for items of prepayment; therefore, the taxpayer is advised not to
rely on prepayments as a tool of tax avoidance. To insure a deduc-

60. Id.
61. Rev. Rul. 75-152, 1975-1 C.B. 144.
62. Id.
63. Id.
64. Stice v. United States, 540 F.2d 1077, 1081 (5th Cir. Oct., 1976).
65. Id. The court failed to mention the third test set out in the revenue ruling for the

deductibility of prepayments. Under this test, the deduction of the costs in the year of
prepayment must not result in a material distortion of income. Rev. Rul. 75-152, 1975-1 C.B.
144. Factors relevant to this determination include business custom, the relationship of past
purchases to the amount of the alleged prepayment, the time of year it was made, and the
materiality of the alleged prepayment when compared to the taxpayer's income for the year.
Id. at 145.

66. 1975-1 C.B. 144.
67. Stice v. United States, 540 F.2d 1077, 1079 (5th Cir. Oct., 1976) (emphasis added).
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tion, the taxpayer should not only pay in full for any items ordered
but should also take delivery of those items during the year in which
payment is made, thereby avoiding disallowance of the expenditure
as a prepayment.

The deductibility of alleged alimony payments was also before
the Fifth Circuit during its last term. The taxpayer in Stock v.
Commissioner"' was attempting to deduct under section 215 of the
Internal Revenue Code certain payments made to his ex-wife as
alimony."' In a separation agreement executed by the taxpayer and
his ex-wife, the taxpayer was to convey as alimony his interest in
all jointly held securities, one-half of the proceeds from the sale of
property the taxpayer held jointly with one Joseph Ginsburg
amounting to a total stated sum of $25,519.07, and the sum of $100
monthly for five years or until his ex-wife's remarriage, whichever
occurred first. 0 Both the IRS and the Tax Court denied the tax-
payer's deduction of his one-half interest in the sale proceeds of the
property held jointly with Ginsburg as alimony." The taxpayer ap-
pealed to the Fifth Circuit, and that court affirmed the lower court's
disallowance of the deduction."

The taxpayer contended that the payments were includable in
the gross income of his former spouse under section 71 of the Inter-
nal Revenue Code and therefore deductible by him under section
215. Section 71 requires an ex-wife to include in her gross income
any periodic payments received in discharge of a legal obligaton
that is imposed by a written instrument incident to the divorce and
that results from the family relationship.13 However, because the
taxpayer made the payments totaling $25,519.07 in installments
over a five-year period, the court relied on section 71(c)(1) to deny
his deduction. Section 71(c)(1) states that installment payments are
not periodic payments in the context of section 71(a)(1) when the
total sum to be paid is specified in the agreement. Because the
total sum to be paid of $25,519.07 was specifically set out in the
separtion agreement, the installment payments were not periodic

68. 551 F.2d 614 (5th Cir. Apr., 1977).
69. Section 215 allows a deduction for alimony when the amount paid is includible in

the income of the person receiving it under section 71. I.R.C. § 215.
70. Stock v. Commissioner, 551 F.2d 614, 615 n.1 (5th Cir. Apr., 1977).
71. Id. at 616.
72. Id. at 619.
73. I.R.C. § 71(a)(1).
74. I.R.C. § 71(c)(1).
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and hence not deductible under section 71(a)(1).75

In so holding, the court considered an exception to the section
71(c)(1) declaration that installment payments discharging a fixed
obligation specified in the divorce decree or separation agreement
are not periodic. Under Treasury Regulation 1.71-1(d)(3),78 these
types of installment payments are considered periodic payments if
they are in the nature of alimony and are subject to the contingen-
cies of the death of either spouse, the remarriage of the spouse
receiving the payments, or a change in the economic status of either
spouse." The taxpayer asserted two contentions in this regard. First,
he claimed that the payment of the proceeds from the sale of the
property jointly held with Ginsburg was contingent upon his ex-
wife's failure to remarry because his obligation to make $100
monthly payments was subject to this contingency.78 The court re-
jected this argument because there was no provision specifically
applicable to the proceeds from the sale of the property.7" Second,
the taxpayer contended that a state statute made obligations for
permanent alimony contingent upon the recipient's failure to re-
marry.8° The court rejected this second argument because, in its
view, the state statute was not applicable to installment payments
of a fixed sum."'

The effect of Stock is twofold. First, in order for the taxpayer
to claim that a payment is contingent upon the recipient's failure
to remarry, the contingency must be specifically set out in the provi-
sion that establishes the payment. The existence of the contingency
with respect to one payment is not sufficient for the court to apply
the terms of that contingency to another payment provided for in
the divorce decree or separation agreement.

Second, the court will not allow the taxpayer to claim that the
contingency required by Treasury Regulation 1.71-1(d)(3) is created
by statute in order that the payments may be deemed periodic. It
is now clear that only contingencies created by the parties and spe-

75. Stock v. Commissioner, 551 F.2d 614, 619 (5th Cir. Apr., 1977).
76. Treas. Reg. § 1.71-1(d)(3) (1957).
77. Id.
78. Stock v. Commissioner, 551 F.2d 614, 617-18 (5th Cir. Apr., 1977).
79. Id.
80. Id. at 618. The taxpayer was specifically referring to GA. CODE ANN. § 30-201 (1969).

It provides that any obligation to pay alimony shall cease upon the recipient's remarriage.
Id.

81. Stock v. Commissioner, 551 F.2d 614, 618 (5th Cir. Apr., 1977), citing Morris v.
Padgett, 233 Ga. 750, 213 S.E.2d 647 (1973); Herbert v. Huggins, 231 Ga. 489, 202 S.E.2d
443 (1973); Eastland v. Candler, 226 Ga. 588, 176 S.E.2d 89 (1970).
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cifically included in the provision of the divorce decree or separation
agreement establishing those installment payments are sufficient
for purposes of deeming the installment payments periodic, includa-
ble in the gross income of the recipient, and thus deductible by the
taxpayer under section 215 of the Internal Revenue Code.

The deductibility of the uncollectible portion of a judgment and
its accompanying expenses was also before the Fifth Circuit in early
1977. In Meyer v. Commissioner,"2 the taxpayer was attempting to
deduct certain expenses and the uncollectible portion of a judgment
arising from a suit for rescission of a stock purchase. In this case,
taxpayer had transmitted stock purchase orders to a member of the
New York Stock Exchange and had remitted payment of $38,001 in
advance to cover the orders.13 The brokerage firm failed to deliver
the stock, and the taxpayer brought suit to rescind the orders. He
incurred legal expenses of $8,613 in obtaining a judgment in the
amount of $41,602, which included $3,601 of interest.84 The broker-
age firm was facing bankruptcy, so the taxpayer agreed to accept
$34,225 as full payment of the judgment. 5 He then deducted the
difference between the amount of the judgment and the amount of
the settlement, $7,377, and the amount of his legal expenses, $8,613,
on his 1970 tax return. 6

The IRS challenged the deductions on four grounds. First, the
IRS asserted that the excess of the judgment of $41,602 over $38,001,
or a difference of $3,601, was not deductible because it represented
interest that had not been previously included in income. In his
suit, the taxpayer conceded that this excess was not deductible.88

Nevertheless, the Tax Court had to rule on the Service's other three
contentions. Its decision was affirmed by the Fifth Circuit in a five-
line per curiam opinion to which the Tax Court's memorandum
opinion was attached. Presumably, the Tax Court's memorandum
opinion represents the Fifth Circuit's view of the law in this area.

It is therefore necessary to examine the Tax Court's position on
the Service's other three contentions. The second ground asserted
by the IRS was that the difference between the amount invested,

82. 547 F.2d 943 (5th Cir. Feb., 1977).
83. Id. at 945.
84. Id.
85. Id.
86. Id.
87. Id.
88. Id.
89. Id. at 944.
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$38,001, and the amount of the settlement, $34,225, was only de-
ductible as a nonbusiness bad debt under section 166(d) of the
Internal Revenue Code rather than being deductible under section
165(c)(2) as a loss. 0 The purpose of this contention was to subject
the tax payer's deduction to a $1000 limitation under section 166(d)
instead of allowing the entire deduction without limitation under
section 165(c)(2).1' The Tax Court rejected the Service's contention,
in effect holding that a deficiency created by the settlement of a
judgment for a stockbroker's failure to deliver stock fully paid for is
not a "debt" within the meaning of section 166 of the Internal Reve-
nue Code."

The Tax Court also rejected the Service's third contention that
the legal expenses were not deductible but instead constituted capi-
tal expenditures because they were incurred for the purpose of re-
covering property." The court simply ruled that the taxpayer had
never held title or possession of the stock, so no capital expenditure
could have been made."4 According to the court, the expenses were
incurred in a transaction for profit even though their actual effect
was to diminish a loss. The court did accept the Service's fourth
contention, however, that legal fees attributable to property re-
covered as a part of the settlement amount must be included in the
basis of that property, or capitalized, and not deducted. "

Meyer v. Commissioner"" is significant because of the court's

90. Id. at 945.
91. Section 165(c)( 2 ) allows an individual to deduct in full losses incurred in transac-

tions entered into for profit even though the transaction was not connected with a trade or
business. Under this section, the taxpayer could have deducted the full amount of the differ-
ence between the amount invested, $38,001, and the amount of the settlement, $34,225, for a
total deduction of $3,776. Section 166(d) allows a deduction for a nonbusiness bad debt as a
short-term capital loss. Under section 1211, the deduction for capital losses, both short-term
and long-term, for the year 1970 (the year of the taxpayer's return) was limited to the lesser
of taxable income, the sum of the excess of short-term capital loss over long-term capital gain
and one-half the excess of long-term capital loss over short-term capital gain, or $1,000. The
specific dollar limitation amount was increased to $2,000 for the taxable year beginning in
1977 and to $3,000 for the taxable years beginning after 1977, but of course these amended
figures do not apply to this taxpayer. I.R.C. § 1211 (1977).

92. The court distinguished a Court of Claims decision, Iowa S. Utils. Co. v. United
States, 348 F.2d 492 (Ct. Cl. 1965), which held that the difference between the amount
recovered by a corporation in a shareholders' derivative suit for fraud against former officers
was a debt. The Meyer court simply stated that no fraud occurred. Meyer v. Commissioner,
547 F.2d 943, 947-48 (5th Cir. Feb., 1977).

93. Meyer v. Commissioner, 547 F.2d 943, 947-48 (5th Cir. Feb., 1977).
94. Id. at 948.
95. Id.
96. 547 F.2d 943 (5th Cir. Feb., 1977).
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holding that the difference between the amount of a judgment and
the amount ultimately recovered through a settlement agreement is
a loss, deductible in full, and not a bad debt deduction subject to
the dollar limitations of Internal Revenue Code secton 1211. The
transaction between the taxpayer and the stockbroker which re-
sulted in the taxpayer's payment to the stockbroker of the purchase
price of the stock was, according to the IRS, evidence of a principal-
agent relationship creating a fiduciary duty on the part of the agent
to deliver the stock.97 In a previous case involving breach of fiduciary
duties owed by officers of a corporation, Iowa Southern Utilities Co.
v. United States,98 the Court of Claims held that the existence of
fraudulent and misleading conduct created an obligation on the
part of the officers to repay profits fraudulently obtained.99 This
obligation had the characteristics of a debtor-creditor relationship,
thereby making any unrecovered sums "debts" for purposes of de-
ductibility.'00 The Meyer court rejected this rationale and refused to
classify the unrecovered sums as bad debts simply because no fraud
or misleading conduct had occurred here.'1' By so distinguishing
Iowa Southern, the court created a questionable dichotomy in its
treatment of the difference between the amount of a judgment and
the amount ultimately recovered. Under the court's reasoning, unre-
covered sums of judgments based on fraud or misleading conduct
are deductible as bad debts under section 166 while unrecovered
sums from other judgments are deductible in full as losses under
section 165.

This dichotomy creates no difficulties in the context of corpo-
rate bad debts such as those found in Iowa Southern because the
"creditor" was the corporation in that shareholder's derivative suit.
Under the Code, corporate taxpayers are allowed to deduct bad
debts in full, there being no dollar limitation. °0 However, the
individual who is unable to recover all of the amount of a judgment
based on fraud or misleading conduct is, under the court's reason-
ing, subject to the dollar limitations of deductibility under secton
166 and will not be allowed the full deduction as a loss under section
165. The Fifth Circuit should consider this potentially different

97. Id. at 946.
98. 348 F.2d 492 (Ct. C1. 1965). See note 92 supra.
99. Id. at 502.
100. Id.
101. Meyer v. Commissioner, 547 F.2d 943 (5th Cir. Feb., 1977).
102. I.R.C. § 166(a).
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treatment of corporate and individual taxpayers and should clarify
the law in this area.

During its last term, the Fifth Circuit also construed Internal
Revenue Code section 707(a), which applies to transactions between
a partner and a partnership. In Pratt v. Commissioner, 03 the tax-
payers were general partners in a partnership formed to build and
own two shopping centers."4 Under the partnership agreement, the
partners were entitled to compensation for managerial services and
expertise contributed by them. 105 The partnership kept its accounts
on the accrual basis' and at the end of its accounting year estab-
lished accounts payable to the general partners for the amounts due
them under the agreement. These amounts were not paid to the
general partners during that same year, but the partnership's ac-
counting for them resulted in a net loss that each partner could show
on his individual return.0 7 The individual partners were cash basis 08

taxpayers and therefore did not recognize the amounts involved as
income because the compensation was not actually received in that
year. The Fifth Circuit refused to allow the partnership to deduct
the management fees payable, thereby eliminating the net loss on
each of the partners' returns that was attributable to partnership
operations. 0

In so holding, the Fifth Circuit construed Internal Revenue
Code section 707(a), which governs transactions between a partner
and a partnership."0 That section states that "[i]f a partner en-
gages in a transaction with a partnership other than in his capacity
as a member of such partnership, the transaction shall, except as
otherwise provided in this section, be considered as occurring be-
tween the partnership and one who is not a partner.""' Thus, sec-
tion 707(a) allows a deduction to the partnership for payments made
to partners who are acting in capacities other than as members of
the partnership."' In Pratt, the court stated that the payments were

103. 550 F.2d 1023 (5th Cir. Apr., 1977).
104. Id. at 1024.
105. Id. at 1025.
106. Id. Under the accrual method of accounting, items are included in income in the

year earned and expenses are taken as deductions in the year they are incurred.
107. Id. at 1025 n.1.
108. Id. at 1025. Under the cash-basis method of accounting, income is recognized when

payment is received while expenses are recognized when payment is made.
109. Id. at 1027.
110. Id. at 1026.
111. I.R.C. § 707(a).
112. Id.
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compensation for the performance of basic partnership duties that
were within the scope of the partnership."' Thus, no deduction to
the partnership would be allowed.

In its decision, the court has interpreted section 707(a) as not
permitting a deduction of the amounts paid to partners for the
performance of services for which the partnership exists."' As a
result, items that are properly deductible as expenses by an accrual
basis partnership must be added back to net income (loss) to arrive
at the amount to be distributed among the general partners. While
the court's reasoning is logical, an examination of the regulations
accompanying section 707(a) leads one to a different conclusion.
Regulation 1.707-1(a) states:

A partner who engages in a transaction with a partnership other
than in his capacity as a partner shall be treated as if he were not
a member of the partnership with respect to such transaction.
Such transactions include, for example, loans of money or property
by the partnership to the partner or by the partner to the partner-
ship, the sale of property by the partner to the partnership, the
purchase of property by the partner from the partnership, and the
rendering of services by the partnership to the partner or by the
partner to the partnership.6

Certainly the fees payable by the partnership to the partners for
managerial services and expertise qualify as payments for services
rendered by the partners to the partnership. The court concedes as
much by stating that the payments were made for services rendered
in connection with activities in which the partnership was en-
gaged."7 It is apparent that the Fifth Circuit's decision and the
position of the Internal Revenue Service in Pratt is in conflict with
the Treasury Department's interpretation of congressional intent. It
will now be the responsibility of Congress to indicate its interpreta-
tion of section 707(a).

Tax consequences also arise upon the deduction by the partner-
ship of management fees paid by it to the general partner under
section 707(c), as evidenced by Cagle v. Commissioner. "I Here, the
general partner was to receive payment during the taxable year of

113. Pratt v. Commissioner, 550 F.2d 1023, 1026 (5th Cir. Apr., 1977).
114. Id. at 1027.
115. Id.
116. Treas. Reg. § 1.707-1(a) (emphasis added).
117. Pratt v. Commissioner, 550 F.2d 1023, 1027 (5th Cir. Apr., 1977).
118. 539 F.2d 409 (5th Cir. Sept., 1976).
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$90,000 from the partnership as a management fee."' The partner-
ship in its informational return deducted the $90,000 management
fee as an ordinary and necessary business expense and this deduc-
tion substantially contributed to a total partnership loss of
$105,972.120 The taxpayer, a limited partner, deducted his pro-rata
portion of the partnership loss on his individual return.1 ' The IRS
disallowed the deduction for the management fee and was upheld
by the Tax Court.'22 The Fifth Circuit affirmed, holding that the
management fee was a capital expenditure, not an ordinary and
necessary business expense, and therefore was not deductible.

The taxpayer relied on Internal Revenue Code section 707(c) to
support his claimed deduction for the management fee. 4 Section
707(c) provides that payments to a partner for services, without
regard to the income of the partnership, are treated as made to a
non-partner for purposes of section 61(a) (relating to gross income)
and section 162(a) (relating to ordinary and necessary trade or busi-
ness expenses). 2 The taxpayer contended that the payments to the
partner were deductible because, under the partnership agreement,
they were made without regard to partnership income.'2 The court,
however, noted that the management services performed in return
for the fee included a feasibility study of the partnership project,
coordination of the architecture and construction of the building
with the general contractors, and the arrangement of financing for
the project.'2 According to the court, these expenditures were non-
deductible capital expenditures because they were made for the
development of the partnership project, an office-showroom, which
was a capital asset.'

Cagle v. Commissioner29 provided the court with an opportun-
ity to construe section 707(c) of the Internal Revenue Code. The
passage of this section changed prior law which treated compensa-

119. Id. at 411.
120. Id. at 412.
121. Id. The Internal Revenue Code requires that each partner shall take into account

separately his distributive share of the taxable income or loss of the partnership. I.R.C. §
702(a)(9).

122. Cagle v. Commissioner, 539 F.2d 409, 410, 412 (5th Cir. Sept., 1976), Citing Cagle
v. Commissioner, 63 T.C. 86 (1974).

123. Cagle v. Commissioner, 539 F.2d 409, 416 (5th Cir. Sept., 1976).
124. Id. at 413.
125. I.R.C. § 707(c).
126. Cagle v. Commissioner, 539 F.2d 409, 413 (5th Cir. Sept., 1976).
127. Id. at 412.
128. Id. at 416.
129. 539 F.2d 409 (5th Cir. Sept., 1976).
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tion to a partner as his share of the profits of the partnership and
hence not deductible by the partnership.'30 Under section 707(c),
compensation paid to a partner without regard to the income of the
partnership is treated exactly like payments to non-partners for
purposes of inclusion in the gross income of the partner under sec-
tion 61(a) and for purposes of deductibility by the partnership under
section 162(a). According to the court, the taxpayer's argument that
all compensation paid to a partner without regard to partnership
income is deductible fails to consider the section 707(c) language
relating to deductibility of the payments as ordinary and necessary
business expenses. This language first requires that the payments
made to a partner be deductible as ordinary and necessary business
expenses under section 162. Then, if the payments to the partner are
made without regard to partnership income, they may be deducted
by the partnership under section 707(c). Thus, the Fifth Circuit in
Cagle established a two-tiered test for the deductibility of payments
made to a partner by a partnership. Any payments not first deducti-
ble under section 162 can never be deductible under section 707(c).

D. Credits against the Individual's Income Tax

Another area with which the Fifth Circuit dealt during its past
term was that of credits against taxes owed. Specifically, the court
construed the Internal Revenue Code sections pertaining to the in-
vestment tax credit. The Code authorizes a credit against the tax
owed by the taxpayer equal to a specified percentage of the cost of
tangible personal property used in the taxpayer's trade or busi-
ness.'3 ' In Holloman v. Commissioner,'32 the taxpayer, a dentist,
claimed the credit for used dental equipment purchased from an-
other dentist who was also the taxpayer's former partner. The IRS
cited section 48(c)(1) of the Internal Revenue Code to support its
denial of the claimed credit.'1

Section 48(c)(1) states that the credit is not available when the
same person used the property both before and after its acquisi-
tion.' 3 The IRS reasoned that, because the taxpayer had previously
used the equipment in partnership with the seller, the credit was not
available to the taxpayer.'13 The Tax Court overruled the IRS and

130. Id. at 413, citing Cagle v. Commissioner, 63 T.C. 86 (1974).
131. I.R.C. § 38; Treas. Reg. § 1.48-1(a).
132. 551 F.2d 987 (5th Cir. May, 1977).
133. Id. at 988.
134. I.R.C. § 48(c)(1).
135. Holloman v. Commissioner, 551 F.2d 987, 988 (5th Cir. May, 1977).
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allowed the credit,'36 and the IRS appealed. The Fifth Circuit held
that the prior use of the property was by the partnership and not
by the taxpayer as an individual; thus, the credit was allowed. 17

On appeal, the IRS contended that the taxpayer physically
used the equipment both before and after he purchased it and that
use of the equipment by the partnership was attributable to the
taxpayer because of his status as a fifty percent partner.' 38 The court
first rejected the contention that mere physical use of the property
would prevent his taking the credit because this interpretation
would eliminate the credit when one purchased equipment from
another and then hired the seller to operate it.' 39 In the court's
opinion, this result would be contrary to the purpose of the statute.
The court then stated that the user of the equipment here was the
partnership, thus presenting the issue of whether the partnership's
use was attributable to the taxpayer as a fifty percent partner.40

In support of its position, the IRS cited Treasury Regulation
1.48-3(a)(2)(ii), which states that property used by the partnership
is considered used by each partner.' The court, in rejecting the
Service's argument, relied on a previous decision by the Tax Court,
Moradian v. Commissioner, 142 which held that this same regulation
was invalid when interpreted to mean that property being used by
a partnership was also being used by each partner without regard
to his percentage interest. In Moradian, the Tax Court further held
that property used by a partnership would not be deemed to be used
by a partner unless that partner's percentage interest in the partner-
ship exceeded fifty percent.'

The Fifth Circuit also noted that the section 48(c)(1) prohibi-
tion against the use by the same person both before and after ac-
quisition refers to section 179(d)(2)(A) for clarification of the pro-
hibited relationship. Section 179(d)(2)(A) in turn refers to section
707(b), which establishes a "greater than fifty percent test" for
determining whether losses are allowed between partnerships and a
member partner.'" The court concluded that the reference within

136. Holloman v. Commissioner, 34 T.C.M. 1354 (CCH 1975).
137. Holloman v. Commissioner, 551 F.2d 987, 990 (5th Cir. May, 1977).
138. Id. at 989.
139. Id.

140. Id.
141. Treas. Reg. § 1.48-3(a)(2)(ii).
142. 53 T.C. 207 (1969).
143. Id. at 211.
144. I.R.C. § 707(b).
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section 48(c)(1) to these sections established the same kind of test
for the purpose of determining who may use the property before and
after acquisition without destroying the taxpayer's opportunity to
take the investment credit on the property.' Therefore, use by a
partnership will not be attributed to the partner for purposes of
denying the tax credit under section 48(c)(1) unless that partner's
interest in the partnership is in excess of fifty percent.146 Because the
taxpayer in Holloman was only a fifty percent partner, the Fifth
Circuit affirmed the Tax Court's decision allowing the credit.' 7

Holloman represents the first decision by a circuit court of ap-
pels on the issue of whether the use of property by a partnership will
be attributed to a partner for purposes of denying the investment
tax credit under section 48(c)(1). Although the Tax Court addressed
this issue squarely in Moradian and held that the partner's interest
must exceed fifty percent before the credit will be disallowed under
section 48(c)(1), the IRS has ignored that decision and continued to
disallow the credit to any partner who purchased property from a
partnership, regardless of that partner's percentage interest. 48 The
Fifth Circuit's decision in Holloman to uphold the Tax Court on
that identical issue will undoubtedly be more difficult for the IRS
to ignore.

II. INCOME TAXATION-CORPORATE

The activity of the Fifth Circuit in the area of corporate taxa-
tion during its last term was far more limited than its activity in
the area of individual income taxation. Nevertheless, the cases de-
cided are worthy of examination.

In Texas Instruments, Inc. v. United States, 4 the court consid-
ered the propriety of a carryforward of any excess credit for foreign
taxes paid by a Western Hemisphere Trade Corporation (WHTC). 50

The court's decision on the allowance of a credit for taxes paid
by a WHTC represents the first decision by any appellate court on

145. Holloman v. Commissioner, 551 F.2d 987, 990 (5th Cir. May, 1977).
146. Id.
147. Id.
148. See Rev. Rul. 74-64, 1974-1 C.B. 12.
149. 551 F.2d 599 (5th Cir. Apr., 1977).
150. Id. at 601. The court addressed another issue in this case. The court allowed a

deduction for a contribution to an employees' pension plan even though that contribution was
required solely as a result of a change in actuarial methods. In so doing, the Fifth Circuit
impliedly rejected the Service's contention that a corporation should not be allowed to change
actuarial methods and deduct a contribution required by the new method when no contribu-
tion would be required under the former method. Id. at 604.
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this particular issue.'5' A subsidiary of Texas Instruments, GSIF,
was operating as a WHTC during the tax years in question.' Favor-
able tax treatment was accorded to WHTC's because they were
taxed in 1969 at a rate of thirty-four percent rather than the forty-
eight percent rate then applicable to a domestic corporation's in-
come in excess of $25,000.13 The favorable tax treatment also al-
lowed a credit against United States taxes for any foreign taxes
paid, but that credit could not exceed the United States tax applica-
ble to the income on which foreign taxes were paid.'54 When the
WHTC is only one of a group of corporations that collectively files
a consolidated return, Internal Revenue Code secton 1503(b) pre-
vents the use of any excess tax credits, resulting from the WHTC's
payment of foreign taxes in amounts greater than the United States
taxes on the same income, to reduce the foreign taxes of the other
corporations in the consolidated group. 55 GSIF, the Texas Instru-

151. Id. at 606.
152. Id. Section 921 defines a Western Hemisphere Trade Corporation as a domestic

corporation that receives ninety-five percent of its gross income for the three years preceding
the tax year in question from sources outside the United States and that derives ninety pecent
of its gross income from the active conduct of a trade or business. I.R.C. § 921.

153. I.R.C. § 11 (1969) imposed a tax of forty-eight percent on corporate income in
excess of $25,000. The thirty-four percent tax rate then applicable to WHTC's is not specifi-
cally set out in the Internal Revenue Code but instead must be computed. Section 922
authorizes a deduction from the taxable income of such corporations of a fraction of that
income. The numerator of the fraction is fourteen percent and the denominator, in percent,
equals the sum of the normal tax rate plus the surtax rate on corporate income. In 1969, then,
the denominator equaled forty-eight percent (twenty-two percent tax on income up to $25,000
with a twenty-six percent surtax imposed on income exceeding $25,000). The fraction there-
fore resulted in a deduction equal to twenty-nine percent of taxable income. In effect, only
seventy-one percent of a WHTC's income is taxed. If that income exceeded $25,000 in 1969,
seventy-one percent of the taxable income would be taxed at the forty-eight percent tax,
resulting in an effective tax rate of thirty-four percent (.71 x .48 = .34). This tax advantage
is gradually being reduced pursuant to section 922(b), which provides for a gradual reduction
of the numerator to a final figure of two percent in 1979. The reduction of the numerator
consequently reduces the deduction from taxable income, thus increasing the amount of
taxable income subject to the regular corporate tax rates.

154. Section 901 authorizes a credit from United States tax for taxes paid to foreign
countries. Section 904(a) limits the credit allowed to the portion of the United States tax
applicable to the income earned in the foreign country. In the event the foreign taxes paid
exceed the United States taxes on the same income, section 904(d) authorizes a carryback
and carryforward of the excess tax paid to the foreign country.

155. I.R.C. § 1503(b). An example of how these excess credits arise is helpful. Assume
corporations A and B together comprise a consolidated group and that corporation A is a
WHTC. Each has foreign income of $100. Assume further that foreign taxes of $45 are levied
against corporation A. United States taxes of $34 are levied against corporation A ($100 x
34% tax rate applicable to domestic corporations under section 11). Corporation A is entitled
to a foreign tax credit of $34 under sections 901 and 904, and thus pays no United States tax
because the foreign tax credit eliminates the $34 of United States tax owed. However, the
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ments subsidiary, had $337,000 of these excess foreign tax credits
that, under section 1503(b), could not be used to reduce the taxes
of the other corporations on the consolidated return.5 ' GSIF at-
tempted to carry these credits forward to use against its own income
in later years, but the IRS refused to allow the carryforward. 57

In rejecting the Service's original denial of the carryforward, the
court relied on the legislative history of section 1503(b). The Senate
Finance Committee stated that the purpose of section 1503(b) was
to prevent the use of the excess foreign tax credits of a WHTC "to
offset U.S. tax on other foreign-source income either in the current
year or in the years to which the unused credits may be carried."5 8

The underscored language literally states that the excess of foreign
taxes paid by a WHTC over the United States tax on the same
income cannot be credited against the United States tax on foreign
income earned by other corporations reporting on the same consoli-
dated return. However, the committee's statement that the credits
cannot be so used either in the current year or in the years to which
they may be carried is determinative in this case. This statement
in fact indicates the intent of Congress that the excess of the foreign
taxes paid over the United States tax on the same income may be
carried forward to later years for use against the United States tax
on income earned by that WHTC.'19 The court relied expressly on

excess of the foreign tax paid, $45, over the United States tax owed, $34, or a total of $11,
cannot be used to reduce the United States tax owed by corporation B due to section 1503(b).

156. Texas Instruments, Inc. v. United States, 551 F.2d 599, 606 (5th Cir. Apr., 1977).
157. Id.
158. S. REP. No. 1393, 86th Cong., 2d Sess. 1770, 1775 (1960), cited in Texas Instru-

ments, Inc. v. United States, 551 F.2d 599, 607 (5th Cir. Apr., 1977).
159. Because the excess (unused) foreign tax credits may only be applied against United

States tax on the income of the WHTC, the question arises as to how these credits may be
utilized. It is obvious that the credits will continue to accumulate as long as the same amount
of income that initially caused the credit to arise is earned each year. The existence of any
excess credit in the first place must arise from a foreign tax rate in excess of the United States
tax rate on the same income. In the unlikely event that the same amount of income that
initially caused the credit to arise is earned each and evey year, the only two ways in which
the excess credits could ever be used involve changes in the tax rates of the foreign country
and/or the United States. First, if the tax rates of the foreign country are lowered below those
of the United States on the same income, foreign tax credits accumulated from prior years
could then be utilized to reduce or eliminate the United States tax. Second, if the United
States tax rates on income earned by the WHTC are increased to exceed the foreign tax rates
applicable to the same income, the foreign tax credits accumulated and carried forward from
prior years could then be utilized to reduce or eliminate the United States tax. The United
States tax rates applicable to WHTC's have in fact been increased from the thirty-four
percent rate in effect in 1969. The presently effecive rates are as follows:
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this language in allowing the carryforward.'10

In summary, Texas Instruments, Inc. v. United States' is sig-
nificant because it is the first decision in which an appellate court
held that excess unused foreign tax credits of a W-TC may be
carried forward against future United States taxes on that corpora-
tion's income. While the effect of this holding is somewhat dimin-
ished by an increase in the tax rates applicable to WHTC's,' 2 its
impact as the first decision allowing a carryforward, nevertheless,
substantially benefits these corportions.

Another area of substantial benefit to a corporation is the code
provision allowing for the carryforward and carryback of its net
operating losses as deductions to reduce its taxable income in other
years.'13 The Fifth Circuit construed the provisions relating to the
carryforward and carryback of net operating losses in Continental
Equities, Inc. v. Commissioner. "I In this case, the taxpayer corpora-
tion had incurred net operating losses in 1964 and 1965.115 In 1966,
the taxpayer recognized a deficit as to ordinary income, but had
capital gains of approximately $270,000, which resulted in taxable

1976-35%
1977-38%
1978-41%
1979-44%

I.R.C. § 922(b). See note 153 supra for the method of calculating the above rates, keeping in
mind that the normal tax rate plus surtax rate is now forty-six percent rather than forty-eight
percent. I.R.C. § 11 (1977).

As far as the use of the excess foreign tax credits is concerned, a change in the level of
the income earned by the corporation could allow the credit to be used. In 1969, the United
States tax rate applicable to income of the WHTC was thirty-four percent. See note 153
supra. For a tax credit carryforward to arise the foreign tax rate must necessarily exceed this
thirty-four percent United States rate. However, when the foreign country has a variable tax
rate schedule based on the amount of income a corporation earns, the applicable foreign rate
could drop below the fixed United States rate of thirty-four percent in the event income drops
below a certain level. In this case, the United States taxes on the income would exceed the
foreign taxes, thus allowing the foreign tax credits carried forward from previous years to be
used to reduce or to eliminate the United States tax owed.

160. Texas Instruments, Inc. v. United States, 551 F.2d 599, 608 (5th Cir. Apr., 1977).
161. 551 F.2d 599 (5th Cir. Apr., 1977).
162. See I.R.C. § 922(b) (1977). An increase in the United States tax rates applicable

to WHTC's simply means that the excess of foreign taxes paid over United States taxes on
the same income is lessened, thus reducing the amount of credits to be accumulated and
carried forward.

163. I.R.C. § 172(a). A net operating loss is simply the excess of allowable deductions
over gross income. I.R.C. § 172(c). The net operating loss can be carried back three years and
carried forward five years. I.R.C. § 172(b)(1)(B).

164. 551 F.2d 74 (5th Cir. Apr., 1977).
165. Id. at 77.
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income of $257,000.'"1 Because of the existence of the capital gains,
the corporate taxpayer was required to compute its tax pursuant to
section 11 and also to compute its alternative tax under section
1201(a).11 The corporation's tax is the lesser of the two computa-
tions.'" In Continental Equities, the lesser of the two computations
was the tax resulting from the alternative tax computation.

The problem in Continental Equities arose from the existence
of section 1201(a)(2) which, as construed by the Supreme Court in
United States v. Foster Lumber Co.,'"5 does not allow the deduction
of a net operating loss from capital gains. The taxpayer then at-
tempted to carry the net operating losses forward to 1967 and 1969,
in effect ignoring the income in 1966 which resulted from the capital
gains.' 0 The IRS denied the carryforward to 1967 and 1969 but was
reversed by the Tax Court."' After the Tax Court's holding, the
United States Supreme Court's decision on the same issue was an-
nounced in Foster Lumber. In that case, the Court held that the net
operating loss carryforward must be reduced by the amount of any
intervening taxable income, in accordance with section 172(b)(2),
even though the net operating loss deduction could not be taken
under section 1201(a)(2) in any year in which the taxable income is
comprised solely of capital gains."' The Fifth Circuit cited Foster
Lumber as being dispositive, overruled the Tax Court, and denied
the carryforward of the net operating loss deduction to 1967 and
1969.

Another issue addressed by the court in Continental Equities
which is even more significant involves the propriety of a section 482
allocation made by the IRS. Section 482 authorizes the IRS to allo-
cate gross income and deductions among two or more organizations
owned by the same interests in order to clearly reflect their income
and expenses.'7 3 In Continental Equities the IRS ruled that the cor-
porate taxpayer had realized unreported interest income on loans
made to related corporations in 1968, 1969, and 1970.'14 In 1974 the

166. Id.
167. The alternative tax for corporations is computed by calculating the tax on taxable

income reduced by the capital gain plus a tax of twenty-five percent of the net capital gain.
I.R.C. § 1201(a).

168. Id.
169. 429 U.S. 32, 38 (1976).
170. Continental Equities, Inc. v. Commissioner, 551 F.2d 74, 78 (5th Cir. Apr., 1977).
171. Continental Equities v. Commissioner, 33 T.C.M. 812 (CCH 1974).
172. United States v. Foster Lumber Co., 429 U.S. 32, 38 (1976).
173. I.R.C. § 482.
174. Continental Equities, Inc. v. Commissioner, 551 F.2d 74, 78 (5th Cir. Apr., 1977).
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IRS allocated the interest income for those years to Continental
Equities and the corresponding interest expense to the related cor-
porations. 75 The taxpayer contended that this allocation was impro-
per because the claims for refunds that would result from increasing
the expense deductions of the related corporations were barred by
the statute of limitations and would never be paid. In affirming the
Tax Court's decision which rejected the taxpayer's claim, the Fifth
Circuit held that the payment of refunds to related corporations for
additional expenses allocated to them was not a prerequisite for the
allocation to the taxpayer of the corresponding income. 7"

In reaching this conclusion, the court focused on Treasury Reg-
ulation 1.482-1(d)(2). This regulation states that whenever the in-
come of one corporation is increased, the income of the related cor-
poration must be decreased under section 482.17 This decrease in
the income of the related corporation is known as a correlative ad-
justment, and it is made if the tax liability of the related corporation
would be affected for any pending taxable year. However, the ad-
justment shall merely be deemed to have been made if it would have
no effect on tax liability of the related corporation for any pending
taxable year.'78 The term "pending taxable year" means any taxable
year in which the related corporation's tax return has been filed and
also any year during which the corporation's claim for a credit or a
refund is not barred by operation of law.'

In Continental Equities, the IRS simply elected to deem that a
correlative adjustment had been made. 8 ' The court upheld this
action because the tax liability of the related corporations could not
have been affected for any pending taxable year because any claims
by the related corporations for refunds were barred by operation of
law. 8 ' The Service's action thus met the requirements of Treasury
Regulation 1.482-1(d)(2), and the adjustment was therefore proper
in spite of the fact that refunds neither could have been nor had
been paid.

The court's decision in Continental Equities is important be-
cause it illustrates the application of Treasury Regulation 1.482-
1(d)(2) to those fact situations in which no pending taxable year

175. Id. at 79.
176. Id. at 80.
177. Treas. Reg. § 1.482-1(d)(2).
178. Id.
179. Id.
180. Continental Equities, Inc. v. Commissioner, 551 F.2d 74, 81 (5th Cir. Apr., 1977).
181. Id.
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presently exists. Here, any claims for refunds by the related corpora-
tions that resulted from the Service's correlative adjustment in-
creasing their expenses were already barred by operation of law at
the time the adjustment was made. Therefore, no pending taxable
year existed for these corporations. As a result, the Service's adjust-
ment could not possibly affect tax liability for any pending taxable
year.

Another possible construction of the regulation, which was im-
plicitly rejected by the court's decision, involves the treatment of
the phrase "any pending taxable year" as a prerequisite to alloca-
tion. This interpretation would require that a pending taxable year
must exist for all affected corporations before the adjustment could
be made. This interpretation would prevent the IRS from making
these adjustments after any claims for refunds that might be cre-
ated by the Service's correlative adjustments were barred by opera-
tion of law. Instead, the court's holding will allow the IRS to make
allocations which increase the income of one related corporation
without any offsetting decrease to the income of other related corpo-
rations. This action by the IRS is made possible by its simply await-
ing the date on which all claims for refunds by related corporations
are time-barred and then, in an audit, allocating additional income
to a related corporation. This practice, which is very possible under
the court's holding, thwarts the basic purpose of section 482, which
is to provide a clear and accurate reflection of the income and ex-
penses of related corporations. The existence of a pending taxable
year for all affected corporations as a condition precedent to the
making of correlative adjustments would insure that income would
not be recognized without an offsetting decrease in the income of a
related corporation. Instead, the court's holding results in a sophis-
ticated form of double taxation and will certainly operate to the
future detriment of related corporations having intercompany in-
come and/or expenses.

III. ESTATE TAXATION

By passing the Tax Reform Act of 1976, Congress totally re-
vamped the tax structure affecting estates. This action has caused
a great deal of uncertainty in the estate taxation area and increased
the likelihood of litigation. During this survey period, the Fifth Cir-
cuit decided several cases in this area. A particular segment of es-
tate taxation considered by the Fifth Circuit in its last term was the
deduction allowed for the amounts of all transfers for public, chari-
table, and religious uses. This deduction, allowed under Internal
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Revenue Code section 2055, was at issue in Estate of Baumberger
v. Commissioner. " There, the decedent by will had made numerous
specific bequests and devises but left the residue and remainder of
his estate to an endowment in his name which was devoted to the
education of Texas children. s3 The decedent's will also provided
that estate taxes should be paid out of the estate and specified
which estate assets were to be sold to raise the money for that
payment.' 4 The estate took a deduction for the section 2055 charita-
ble contribution, but that deduction was partially disallowed by the
IRS. The Tax Court upheld the Service's determination of the size
of the charitable deduction, and the Fifth Circuit affirmed.' 5

The Service's partial disallowance of the charitable deduction
was based on section 2055(c). This section provides that when estate
taxes are to be paid in whole or in part out of bequests, legacies, or
devises qualifying for the charitable deduction, the amount deducti-
ble must be reduced by the amount of these taxes.'8 The IRS con-
tended that there would be no residuary estate under the terms of
the will until the estate taxes had been paid. Therefore, the pay-
ment of estate taxes necessarily reduced the value of the residuary
estate, and this reduction constituted a payment of taxes out of
bequests, legacies, or devises qualifying for the charitable deduction
for purposes of determining the applicability of section 2055(c).
Under the Service's argument, then, the amount of the charitable
deduction would be reduced by the amount of estate taxes paid.

The estate argued that the taxes were not payable out of be-
quests, legacies, or devises qualifying for the charitable deduction
because the deqedent's will stated which property was to be sold for
the payment of taxes.'87 The court, in rejecting the estate's conten-
tion, relied on dictum in First National Bank v. United States!s" to
the effect that section 2055(c) does apply to cases in which the estate
taxes are to be paid out of the estate and a charity is to take as a
residuary legatee. 81 In order to determine the value of the residuary
estate and hence the amount deductible, estate taxes must first be
paid.'1 Therefore, the amount of a residuary estate qualifying for

182. 551 F.2d 90 (5th Cir. Apr., 1977).
183. Id.
184. Id.
185. Id. at 91.
186. I.R.C. § 2055(c).
187. Estate of Baumberger v. Commissioner, 551 F.2d 90, 91 (5th Cir. Apr., 1977).
188. 490 F.2d 1054 (8th Cir. 1974).
189. Id. at 1057 n.6.
190. Estate of Baumberger v. Commissioner, 551 F.2d 90, 91 (5th Cir. Apr., 1977).
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the charitable deduction must be reduced by the amount of the
estate taxes paid under section 2055(c).

Baum berger presented the Fifth Circuit with its first opportun-
ity to determine the applicability of section 2055(c) to a charity
designated as a residuary legatee when estate taxes were to be paid
from the proceeds of the sale of specific estate property. In First
National Bank, the Ninth Circuit had ruled that section 2055(c) was
inapplicable to a situation in which the taxes were expressly made
payable out of private bequests made in the will.' 9 ' However, the
Ninth Circuit in dictum stated that section 2055(c) would apply
when the charity was a residuary legatee. The Fifth Circuit adopted
this reasoning in Baumberger.

The reasoning of Baumberger appears to require that the chari-
table deduction be reduced by the amount of estate taxes paid in
instances when the charity is a residuary legatee and any taxes are
expressly required to be paid out of the estate. To avoid significant
reductions in the amount of charitable bequests, legacies, and de-
vises deductible in the future, the attorney should avoid designating
the charity as a residuary legatee and instead should specify a fixed
amount as a charitable contribution. Specification of a fixed
amount as a transfer for charitable purposes would avoid any reduc-
tion of the charitable contribution unless the remaining estate is
insufficient to pay the tax.

While the court's decision in Baumberger involved a charitable
deduction, the marital deduction was at issue in Ray v. United
States. " There, the executors of the decedent's estate claimed a
marital deduction based upon the decedent's ownqrship of United
States Treasury bonds as his separate property. 9 3 Prior to his death
the decedent, a resident of Texas, borrowed one million dollars from
a bank and used it to purchase treasury bonds that were redeemable
upon his death to pay his estate taxes. The terms of the bank note
expressly provided that the loan proceeds were the decedent's sepa-
rate property, that the loan would be repaid out of the decedent's
separate funds, and that only the decedent's separate property
would secure the loan. 9' After the decedent's death, the executors
asserted in the estate tax return a marital deduction equal to one-
half the value of the decedent's separate property, which consisted

191. First Nat'l Bank v. United States, 490 F.2d 1054 (8th Cir. 1974).
192. 538 F.2d 1228 (5th Cir. Sept., 1976).
193. Id. at 1229.
194. Id.
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almost entirely of the treasury bonds.", The IRS deemed the bonds
to be community property and, therefore, because the marital de-
duction in community property states is calculated only on the de-
cedent's separate property that passes to the surviving spouse,' 8

denied the estate's claim to the marital deduction.' 7 The district
court, however, held that the bonds were the decedent's separate
property, thus entitling the estate to the marital deduction.'98 The
Fifth Circuit affirmed. 99

The IRS contended that the property was community property
because there was no other separate property in the decedent's es-
tate with which he could have discharged the loan and because
community property was in fact used to repay the loan. Therefore,
the IRS reasoned, the treasury bonds were community property.2

Both the district court20' and the Fifth Circuit rejected the Service's
argument.20 2 Under Texas law, whether property purchased on
credit is community or separate depends on the credit agreement.
If the agreement states that the proceeds of the loan are the debtor's
separate property and that only the debtor's separate property will
be liable for repayment, as the agreement in Ray did, the proceeds
of the loan will be considered separate property. 03 Consequently,
the loan proceeds were the decedent's separate property and as such
qualified for the marital deduction when left to the surviving
spouse.

2 04

Ray has two interesting aspects. First, the treasury bonds pur-
chased by the taxpayer, which were redeemable at par to pay estate
taxes, are no longer available because the law authorizing their
issuance has been repealed.20s Second, the court's interpretation of

195. Section 2056 authorizes a marital deduction of up to one-half of the value of
decedent's adjusted gross estate for the value of a property interest passing from the decedent
to the surviving spouse. In community property states, the marital deduction is calculated
after the adjusted gross estate is reduced by the amount of decedent's share of community
property. I.R.C. § 2056(c)(2)(B). In effect, then, this reduction of the adjusted gross estate
results in a marital deduction based only on the decedent's separate property.

196. I.R.C. § 2056(c)(2)(B). See note 195 supra.
197. Ray v. United States, 538 F.2d 1228 (5th Cir. Sept., 1976).
198. Ray v. United States, 385 F, Supp. 372 (S.D. Tex. 1974), aff'd, 538 F.2d 1228 (5th

Cir. Sept., 1976).
199. Ray v. United States, 538 F.2d 1228, 1230 (5th Cir. Sept., 1976).
200. Id. at 1229-30.
201. Ray v. United States, 385 F. Supp. 372, 377-78 (S.D. Tex. 1974). aff'd, 538 F.2d

1228 (5th Cir. Sept., 1976).
202. Ray v. United States, 538 F.2d 1228, 1230 (5th Cir. Sept., 1976).
203. See Gleich v. Bongio, 128 Tex. 606, 99 S.W.2d 881, 884 (1937).
204. Ray v. United States, 538 F.2d 1228, 1230 (5th Cir. Sept., 1976).
205. Pub. L. No. 92-5 § 4(a), 85 Stat. 5 (1971).
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the Texas community property laws and subsequent allowance of
the marital deduction under section 2056 created a windfall not only
for the decedent's estate but also, barring amendment of the Code,
for future estates as well. The benefit reaped by the decedent's
estate is due to the language of section 2056 and Congress' concern
with equalizing tax treatment between the community property and
common law states. In a common law jurisdiction, property earned
or otherwise acquired by a married individual belongs to that indi-
vidual.20 In a community property state, all property earned or
acquired by a married individual other than by gift, devise, or de-
scent is deemed to belong one-half to each spouse. 2

"
7 Because the

community property laws automatically vest in the wife a one-half
interest in property earned or acquired by the husband, section 2056
was enacted to allow an individual living in a common law state to
also reduce his estate by transferring up to one-half of its value to
his surviving spouse. 2

1
8 The marital deduction thus equalizes the

estate tax treatment to be accorded under the two different systems
of property ownership.

However, barring the marital deduction in community property
states would not have taken into account the existence of any sepa-
rate property held by the taxpayer at his death. Thus, section
2056(c)(2)(B) was added to the Internal Revenue Code to allow the
taxpayer holding separate property to claim the marital deduction
after reducing his gross estate by the amount of his share of the
community property. 09 In effect, then, the marital deduction in a
community property state is based on the value of the separate
property in the decedent's estate.

If the marital deduction were based on the total value of the
separate property in the estate, the amount of the deduction would
be the same whether the decedent lived in a common law state or a
community property state. However, the amount of the deduction
in a common law state is based on the value of the gross estate less
those deductions, including indebtedness, authorized by sections
2053 and 2054 of the Code.210 If the decedent in Ray had lived in a

206. S. REP. No. 1013, 80th Cong., 2d Sess. 26 (1948).
207. E.g., TEX. FAMILY CODE ANN. § 5.01 (1975).
208. S. REP. No. 1013, 80th Cong., 2d Sess. 26-28 (1948).
209. The Code states that decedent's gross estate shall be reduced by the value of

property held by the decedent as community property. I.R.C. § 2056(c)(2)(B)(i).
210. Section 2053 authorizes a deduction from the gross estate for indebtedness relating

to property when the total value of that property was included in decedent's gross estate.
I.R.C. § 2053(a)(4).
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common law state and his total estate had been comprised solely of
the proceeds of the loan, his estate would have been reduced by the
amount of the loan indebtedness, or the same amount of his estate,
thus reducing his adjusted gross estate to zero and leaving no prop-
erty that could qualify for the marital deduction .2 1

In a community property state, the Code provides for a reduc-
tion of the decedent's gross estate not only by the amount of the
community property therein but also by the proportionate amount
of section 2053-2054 deductions. Under section 2056(c)(2)(B)(iv),
the amount of the 2053-2054 deductions is determined by multiply-
ing the total of those deductions by a fraction, the denominator of
which is the decedent's gross estate and the numerator of which is
the value of decedent's separate property.213 Therefore, the dece-
dent's gross estate is not reduced dollar for dollar by the amount of
section 2053-2054 deductions attributable to his separate prop-
erty.214 Rather, the gross estate is reduced only by the amount of
those deductions deemed attributable to his separate property. 215

When the actual amount of those deductions attributable to dece-
dent's separate property exceeds the amount deemed attributable
to the property, a tax benefit results for decedents residing in com-
munity property states.

For example, assume that taxpayers A and B lived in a common
law state and a community property state, respectively. Further
assume that A had property value at one million dollars and no
section 2053-2054 deductions, while B had an estate of ten million
dollars, one million of which was separate property, and no section
2053-2054 deductions. Each taxpayer here is entitled to a marital
deduction of $500,000.216

211. A gross estate of $1,000,000 less section 2053 deductions for loan indebtedness of
$1,000,000 results in a taxable estate of zero. Therefore, the decedent would have no property
that would qualify for the deduction.

212. I.R.C. § 2056(c)(2)(B)(iv).
213. Treas. Reg. § 2 0.2056(c)-2(a)(4).
214. Id.
215. Id.
216. Taxpayer A's marital deduction is calculated as follows:
50% (gross estate - section 2053-2054 deductions) = 50% (1,000,000 - 0) = 50%
(1,000,000) = 500,000.

Taxpayer B's marital deduction is calculated as follows:
50% (gross estate - community property in the gross estate - the amount of section
2053-2054 deductions bearing the same ratio to total deductions as decedent's sepa-
rate property bears to his gross estate) =
50% (10,000,000 - 9,000,000 - 0) = 500,000
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Next assume under the same facts the existence of $100,000 in
section 2053-2054 deductions. Taxpayer A is entitled to a marital
deduction of $450,000, or one-half of his remaining gross estate of
one million dollars after being reduced by $100,000 worth of deduc-
tions. On the other hand, taxpayer B is entitled to a marital deduc-
tion of $495,000, or one-half of his ten million dollar gross estate less
nine million dollars of community and $10,000 in section 2053-2054
deductions.217 The $10,000 bears the same ratio to the total deduc-
tions of $100,000 as the one million dollars of separate property
bears to decedent's gross estate of ten million dollars.

The disparity between the marital deductions allowed in the
common law and community property states results from the Code's
attempt to limit section 2053-2054 deductions from the separate
estate in community property states to only those amounts properly
attributable to the decedent's separate property. No disparity
would arise in the event those deductions increased proportionately
with the size of the estate. In that event, taxpayer B could reasona-
bly expect to have section 2053-2054 deductions in an amount equal
to ten times those of taxpayer A, or one million dollars. In this case,
taxpayer B could claim a marital deduction of $450,000, or one-half
of his ten million dollar estate reduced by nine million dollars of
community property and $100,000 of section 2053-2054 deduc-
tions. 18 Thus, to attain the goal of equality between common law
and community property decedents, the Code assumes that section
2053-2054 deductions do increase proportionately with the size of
the estate.

Ray v. United States"' demonstrates the fallacy of this assump-
tion. In Ray, the decedent's separate property consisted almost en-
tirely of the one million dollars in loan proceeds, and his section
2053-2054 deductions were largely composed of the loan indebted-
ness. However, he was able to claim a large marital deduction be-

217. Taxpayer B's marital deduction is computed as follows:
50% (gross estate less community property in the gross estate less an amount of
section 2053-2054 deductions bearing the same ratio to total deductions as dece-
dent's separate property bears to his gross estate).

The ratio of decedent's separate property, 1,000,000, to his total gross estate, 10,000,000, is
1/10. Thus, the deductible portion of section 2053-2054 deductions is 1/10 of the 100,000 total,
or 10,000. Therefore, B's marital deducton is:

50% (10,000,000 - 9,000,000 - 10,000) = 50% (990,000) = 495,000.
218. The marital deduction would be:
50% (10,000,000 - 9,000,000 - 100,000) = 50% (900,000) = 450,000.

The 100,000 deduction is 1/10 of total section 2053-2054 deductions of 1,000,000.
219. 538 F.2d 1228 (5th Cir. Sept., 1976).
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cause the Code deems a portion of the loan indebtedness to be
attributable to his immense community property holdings. 20 His
gross estate was required to be reduced by the amount of his com-
munity property and only a small portion of the section 2053-2054
deductions actually attributable to his separate property. Because
a sizable separate property estate remained after these deductions,
a large marital deduction was available, and a substantial tax bene-
fit therefore arose.

In summary, Ray is most notable for creating a new tax avoid-
ance scheme whereby Texas taxpayers can actually create a marital
deduction within the present language of the Code. Whether other
community property taxpayers may do likewise depends on the
property status, community or separate, of such loan proceeds
under the community property laws of those states.

IV. EXCISE TAXATION

The Fifth Circuit in Frey v. United States' was required to
interpret a savings clause in repealing legislation. In this case the
IRS has assessed a tax under the authority of section 4741 against
taxpayer on his transfer of 209 ounces of marijuana.222 Approxi-
mately two years after the assessment, section 1101 of the Compre-
hensive Drug Abuse Prevention and Control Act of 1970,23 which
included the repeal of section 4741, became effective. The taxpayer
then filed suit claiming a refund for portions of the assessment he
had previously paid.2 4 He conceded that an express savings clause
in the Comprehensive Drug Prevention and Control Act of 1970225

excluded from the effect of the repeal civil seizure, forfeitures, in-
junctive proceedings, and prosecutions for any violations of the law
prior to the effective date of the repeal. 226 However, because this
savings clause did not mention tax assessments, the taxpayer rea-
soned that they were not "saved" but rather were barred as a result

220. Assume Ray's total estate was $10,000,000 and that section 2053-2054 deductions
totaled $1,000,000, or the amount of the loan indebtedness. Under the court's decision, Ray
had separate property of $1,000,000, and his marital deduction would be calculated as follows:

50% (10,000,000 - 9,000,000 - 100,000) = 50% (900,000) = 450,000.
$900,000 of the section 2053-2054 deduction was thus deemed attributable to his $9,000,000
of community property when it was attributable in fact to his $1,000,000 in separate property.

221. 558 F.2d 270 (5th Cir. Aug., 1977).
222. I.R.C. § 4741 (1971).
223. Pub. L. No. 91-513, 84 Stat. 1236 (1970).
224. Frey v. United States, 558 F.2d 270, 271 (5th Cir. Aug., 1977).
225. Pub. L. No. 91-513, 84 Stat. 1236 (1970).
226. Id. at § 1103.
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of the repeal. The taxpayer further reasoned that the insertion of the
special savings clause negated the applicability of the general sav-
ings clause pertaining to all federal legislation." 7 The district court
accepted the taxpayer's contention, but the Fifth Circuit reversed. 2

2

The court held that the special savings clause was a mere redun-
dancy and that the general savings statute would apply to preserve
the taxpayer's liability for the tax assessment. 2

1
9

The court's decision in Frey is indicative of the construction the
Fifth Circuit will give to special savings clauses in light of the gen-
eral savings clause. It appears that when the special savings clause
encompasses items that are also well within the confines of the
general savings clause, the special savings clause will be deemed
redundant. In other words, the Fifth Circuit will not ignore the
general savings clause and declare it the intent of Congress to re-
frain from "saving" all those actions not expressly mentioned in the
special savings clause. By this construction, the Fifth Circuit has
provided a second layer of protection for the Service's causes of
action when both the general and special savings clauses exist.
Thus, any cause of action not expressly saved by a special savings
clause may nevertheless be saved by the general savings clause
applicable to all federal legislation. As a result, few causes of action
arising prior to the repeal of the statutory basis for that cause of
action should escape prosecution solely because of that repeal.

V. ENFORCEMENT OF THE INTERNAL REVENUE CODE

The largest number of cases decided by the Fifth Circuit during
its last term related to the enforcement of the Code and the collec-
tion of the taxes authorized by it. The cases decided involve four
major areas: filing requirements, 23

0 discovery of the taxpayer's re-

227. Title I, section 109 of the United States Code states:
The repeal of any statute shall not have the effect to release or extinguish any
penalty, forfeiture, or liability incurred under such statute, unless the repealing Act
shall so expressly provide, and such statute shall be treated as still remaining in
force for the purpose of sustaining any proper action or prosecution for the enforce-
ment of such penalty, forfeiture, or liability.

1 U.S.C. § 109 (1970).
228. Frey v. United States, 558 F.2d 270, 272, 274 (5th Cir. Aug., 1977).
229. Id. at 274.
230. The cases decided in this area during the last term are United States v. Marshall,

557 F.2d 527 (5th Cir. Aug., 1977); Drake v. Commissioner, 554 F.2d 736 (5th Cir. June, 1977);
United States v. Wilson, 550 F.2d 259 (5th Cir. Apr., 1977); Marsellus v. Commissioner, 544
F.2d 883 (5th Cir. Jan., 1977); United States v. Cohen, 544 F.2d 781 (5th Cir. Jan., 1977),
cert. denied, 45 U.S.L.W. 3753 (U.S. May 17, 1977) (No. 76-1186).
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cords,23' tax liens, 32 and collection of employment taxes. 233 While
examination of each case decided in these four areas would reveal
the latest trends in the Fifth Circuit's enforcement of the Code and
collection of taxes, that examination will not be undertaken in this
survey because the cases decided generally followed established
Fifth Circuit principles and procedures. Instead, the discussion in
this section will involve only the area of the collection of withholding
taxes and, specifically, the court's decision in United States v. Coco-
nut Grove Bank.24

There, a subcontractor and a bank had entered into an agree-
ment whereby the bank was to advance funds to the subcontractor
as needed for the express purpose of meeting weekly payroll expen-
ses. 2 The bank in turn would be repaid as the subcontractor re-
ceived periodic progress payments on the amount of work done.3

The bank did in fact advance money under the agreement, and the
subcontractor used it to meet a part of its payroll costs, neglecting
only to pay the employment taxes.2 37 Because of the subcontractor's
poor financial condition, the IRS brought suit against the bank to
collect the employment taxes owed by the subcontractor.

The Service's suit was based on section 3505(b) of the Internal
Revenue Code. This section states that any person who supplies
funds for the specific purpose of paying wages can be held liable for
employment taxes not paid by the recipient of those supplied funds
if the lender has actual notice of the recipient's inability or intent
not to pay them. 238 The district court held that the bank was respon-
sible for instituting reasonable routines and procedures for deter-
mining whether the subcontractor intended or was able to pay the
taxes. If the bank failed to do so, it would be deemed to have actual
notice or knowledge of the subcontractor's inability or intent not to
pay them.211 The Fifth Circuit reversed and remanded, holding that

231. United States v. Greenleaf, 546 F.2d 123 (5th Cir. Jan., 1977); United States v.
Rizzo, 539 F.2d 458 (5th Cir. Sept., 1976).

232. Randall v. Nakashima, 542 F.2d 502 (5th Cir. Jan., 1977); Kleine v. United States,
539 F.2d 427 (5th Cir. Sept., 1976); United States v. Citizens & S. Nat'l Bank, 538 F.2d 1101
(5th Cir. Sept., 1976), cert. denied, 45 U.S.L.W. 3651 (U.S. Mar. 29, 1977) (No. 76-908).

233. Coastal Chem. Corp. v. United States, 546 F.2d 110 (5th Cir. Jan., 1977); United
States v. Coconut Grove Bank, 545 F.2d 502 (5th Cir. Jan., 1977).

234. 545 F.2d 502 (5th Cir. Jan., 1977).
235. Id. at 503.
236. Id. at 504.
237. Id. Employment taxes include both taxes withheld and social security taxes.
238. I.R.C. § 3505(b).
239. United States v. Coconut Grove Bank, 545 F.2d 502, 504-05 (5th Cir. Jan., 1977).
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the bank did not have an affirmative duty to investigate outside its
organization to ascertain the subcontractor's intent or ability to pay
employment taxes. 40

In reaching this conclusion, the court stated that the purpose
of section 3505(b) is to prevent the practice of net payroll financ-
ing." In net payroll financing, the lender advances funds to a con-
tractor or subcontractor in amounts only sufficient to pay the com-
pany's net payroll, thus excluding federal employment taxes.2 12 If

the contractor becomes insolvent, these employment taxes are lost
to the government. Because section 3505(b) imposes liability on
lenders who advance funds specifically to meet net payroll costs
when these lenders have notice or actual knowledge of the subcon-
tractor's inability or intent not to pay employment taxes, section
3505(b) eliminates the abuses of net payroll financing.

The issue in Coconut Grove Bank concerned the bank's actual
notice or knowledge of the subcontractor's inability or intent not to
pay employment taxes. Section 6323(i)(1) deems actual notice or
knowledge to exist when the fact is brought to the attention of the
individual involved or when that individual could have learned
about the fact in the exercise of due diligence." 3 The IRS contended
that the due diligence requirement of section 6323(i)(1) imposed an
affirmative duty upon the bank to determine whether the borrower
was able or intended to pay the employment taxes. 2"1

Noting that the question was one of first impression,245 the court
examined the legislative history behind section 3505(b). In hearings
before the Ways and Means Committee, Assistant Treasury Secre-
tary Stanley Surrey testified that section 3505(b) "will not impose
upon lenders a general obligation to determine the purpose of every
loan or the ability of the borrower to pay subsequent withholding
taxes." '246 The court relied on this language to hold that section
3505(b) did not "impose an affirmative duty upon a lender to inves-
tigate outside its organization to determine a borrower's ability to
pay er6ployment taxes." '47

240. Id. at 508.
241. Id. at 505.
242. Id.
243. I.R.C. § 6323(i)(1).

244. United States v. Coconut Grove Bank, 545 F.2d 502, 506 (5th Cir. Jan., 1977).
245. Id. at 508.
246. Id. at 507, quoting Proposed Amendments to the Internal Revenue Code: Hearings

on H.R. 11256, 11290 Before the House Committee on Ways and Means, 89th Cong., 2d Sess.
36, 39 (1966).

* 247. United States v. Coconut Grove Bank, 545 F.2d 502, 508 (5th Cir. Jan., 1977).
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The holding of Coconut Grove Bank defines the limits of a
lender's obligation to investigate the borrower when the funds are
to be used to meet payroll costs. According to the Fifth Circuit, the
actual notice or knowledge requirement does not impose a duty
upon the lender to investigate outside its organization to determine
the borrower's ability or intent to pay employment taxes. However,
when information that would lead a lender in the exercise of due
diligence to question the borrower's ability or intent to pay employ-
ment taxes is in the possession of the lender, section 3505(b) would
appear to deem this to be actual notice or knowledge of any subse-
quent inability or intent not to pay. The lender's possession of such
information should be deemed actual notice or knowledge in order
to prevent section 3505(b) from being completely ineffective. With
these upper and lower limits now established for the invocation of
section 3505(b), other courts in later decisions must determine
when, within these limits, the provisions of section 3505(b) will
apply.

David W Hammer
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