
TAXATION

Recent decisions rendered by the Fifth Circuit in the area of
taxation dealt primarily with income taxation and the enforcement
and collection provisions of the Internal Revenue Code. Accord-
ingly, this survey is divided into three sections: (1) income taxation
of individuals; (2) income taxation of corporations; and (3) enforce-
ment and collection of the federal income tax. The one case decided
by the court involving a subchapter S corporation will be examined
in the section concerning income taxation of corporations.'

I. INCOME TAXATION-INDIVIDUALS

A. Gross Income

1. "Boot" as Dividend Income

Stock and other securities may be exchanged in a tax-free
transaction if the transaction is a qualified corporate reorganiza-
tion.2 Section 368 defines several different transactions that are con-
sidered reorganizations: (1) mergers; (2) acquisitions by one corpo-
ration of the stock or substantially all of the property of another
corporation; (3) consolidations; (4) recapitalizations; and (5) mere
changes in form, identity, or place of organization.' If a corporate
transaction falls within one of these classifications, section 354(a)(1)
provides that "no gain or loss is recognized if stock or securities of
a corporation a party to a reorganization are in pursuance of a plan
of reorganization exchanged solely for stock or securities in the same
corporation or in another corporation a party to the reorganiza-
tion."' Thus, a stock-for-stock exchange is tax-free. Often cash or
other property is also exchanged. This additional consideration is
called "boot" and does not qualify for tax-free treatment.2 There-
fore, a reorganization involving boot will be only partially tax-free,
and the question in such a case is whether the boot should be treated
as a dividend and taxed as ordinary income, or treated as a capital
gain. The Fifth Circuit addressed this question in Shimberg v.
United States.'

1. See Winn v. Commissioner, 595 F.2d 1060 (5th Cir. May 1979) (subchapter S corpo-
ration); note 94 infra, and accompanying text.

2. I.R.C. §§ 354, 368.
3. Id. § 368.
4. Id. § 354(a).
5. Id. § 356(a)(1). This section provides that when a reorganization would otherwise be

tax-free except that boot is also received, gain is recognized to the extent of the sum of
such money and the fair market value of such property received as boot. Id.

6. 577 F.2d 283 (5th Cir. July 1978).
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La-Monte-Shimberg Corporation (LSC) was a Florida corpora-
tion engaged in home construction and sales. Mandell Shimberg, Jr.
controlled the corporation with almost sixty-seven percent owner-
ship.7 MGIC Investment Corporation (MGIC), a Delaware holding
company, was engaged in the financial guaranty business. MGIC
and LSC executed a merger agreement in September 1970. Pur-
suant to the agreement, LSC was to be merged into MGIC in a
transaction qualifying under section 368(a)(1)(A). The merger also
had to qualify under applicable state laws. 8 According to the merger
plan, LSC would cease to exist and MGIC would be the surviving
corporation. The agreement provided for LSC shareholders to re-
ceive, pro rata, $625,000 in cash and 32,132 shares of MGIC common
stock. An additional 32,132 shares held in escrow were to be deliv-
ered in five years upon satisfaction of all conditions of the agree-
ment. In December 1970, Shimberg received $417,449 and 21,461
shares of MGIC common stock. Therefore, because the taxpayer
received boot in the sum of $417,449, he had a recognized gain., At
this time, both corporations had undistributed earnings and profits
in excess of $625,000.10 If the exchange, however, had the effect of
the distribution of a dividend, then the boot is treated as a dividend
and taxed as ordinary income to the extent of the taxpayer's ratable
share of the undistributed earnings and profits of the company accu-
mulated after February 28, 1913." Therefore, because LSC had
earnings and profits in excess of the distribution, the whole of the
distribution would be taxed as ordinary income if it had the effect
of a dividend distribution. Shimberg claimed the boot received as a
long-term capital gain. The IRS, however, determined that the boot
received was a dividend taxable as ordinary income. 2

The district court, 3 relying on United States v. Davis' and

7. Id. at 284. His wife owned an additional 1.6% for the benefit of their children.
Nineteen other people owned the remaining shares. Id.

8. See DEL. CODE, tit. 8, § 252 (Supp. 1977); FLA. STAT. ANN. § 607.214, 607.234 (West
1977). These statutes permit consideration in addition to stock to be used in a statutory
merger. This additional consideration, however, is known as "boot" and does not qualify for
tax-free treatment. See note 5 supra, and accompanying text.

9. Shimberg v. United States, 577 F.2d 283, 285 (5th Cir. July 1978). This amount was
taxpayer's 66.8% share of the $625,000 in boot distributed. Id.

10. Id.
11. I.R.C. § 356(a)(2).
12. Shimberg v. United States, 577 F.2d 283, 285 (5th Cir. July 1978).
13. Shimberg v. United States, 415 F. Supp. 832 (1976), rev'd, 577 F.2d 283 (5th Cir.
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Wright v. United States,'" applied the "meaningful reduction" test
and held that the distribution of boot was not a dividend. The Fifth
Circuit, however, held this to be an incorrect test for determining
whether the exchange had the effect of a dividend distribution.' If
the "meaningful reduction" test were applied, section 356(a)(2)
would be rendered meaningless, because when a large corporation
merges with a small one in a reorganization, with the large corpora-
tion surviving, there is always a reduction in the shareholder's pro-
portionate interest unless the same shareholders control both corpo-
rations. '1

A dividend is a corporate distribution of property to its share-
holders out of its earnings and profits, either current or accumu-
lated.'" It is a severance of profits from the corporation and the
distribution of those profits to the shareholders.' 9 Because a pro rata
distribution of profits from a continuing corporation is a dividend,
and a corporate reorganization is merely a continuance of interests
in a modified form, the pro rata distribution of boot to shareholders
of one of the corporations must be the equivalent of the distribution
of a dividend under section 356(a)(2).2 A distribution that would
have been a dividend if made prior to the reorganization is still a
dividend if made as part of the transaction." In Shimberg, the Fifth
Circuit reasoned that "[t]he taxpayer should not be able to reap
the benefits of capital gain treatment simply because he received his
share of the distribution after the merger in the form of a 'boot'
rather than before the merger in the form of a dividend."2 2

The Fifth Circuit found that the district court's reliance on
Davis and Wright was erroneous.13 In Davis, the Supreme Court
interpreted section 302 to determine whether a stock redemption

July 1978). The district court concluded that because taxpayer's 66.8% interest in LSC was
exchanged for a less than 1% interest in MGIC, that a meaningful reduction occurred. There-
fore, it held the boot taxable as capital gain. Id. at 836-37.

14. 397 U.S. 301 (1970).
15. 482 F.2d 600 (8th Cir. 1973).
16. Shimberg v. United States, 577 F.2d 283, 287-88 (5th Cir. July 1978).
17. Id. at 288.
18. I.R.C. § 316(a).
19. United States v. Phellis, 257 U.S. 156, 170 (1921).
20. Rose v. Little Inv. Co., 86 F.2d 50 (5th Cir. 1936); King Enterprises, Inc. v. United

States, 418 F.2d 511 (1969).
21. H.R. REP. No. 179, 68th Cong., Ist Seas. 14-15 (1924); S. REP. No. 398, 68th Cong.,

1st Sess. 15-16 (1924).
22. Shimberg v. United States, 577 F.2d 283, 289 (5th Cir. July 1978).
23. Id. at 287-88.
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qualified as a capital gain.2" A stock redemption is taxable as ordi-
nary income unless the redemption is not essentially equivalent to
a dividend. 5 For capital gain treatment, the redemption must result
in a "meaningful reduction of the shareholder's proportionate inter-
est in the corporation. 126 If there is no meaningful reduction, it is
treated as a dividend and taxed as ordinary income. 7 In Wright, the
Eighth Circuit applied the "meaningful reduction" test to a corpo-
rate reorganization.28 This case involved the consolidation of three
close corporations owned and controlled by the same shareholders.
Boot was necessary to effectuate the transaction. The Eighth Cir-
cuit treated this as if there had been only one corporation of which
the shareholder had redeemed his shares. Because there was a
twenty-three percent reduction in the taxpayer's ownership, the
court concluded this was a meaningful reduction." Therefore, the
boot did not have "the effect of the distribution of a dividend"
under section 356(a)(2), and capital gain treatment was allowed."
In Shimberg, because the transaction did not have the characteris-
tics of a redemption, Davis was distinguished.3 1 There was not a
single boot distribution, but rather a pro rata distribution to all the
LSC shareholders. Moreover, Shimberg involved the merger of a
closely-held corporation into a publicly-held corporation. Therefore,
there was a basis for the Fifth Circuit to distinguish Wright upon
these facts. The court did not, however, indicate whether it would
follow the Eighth Circuit if it were confronted with the same facts
applying the section 302(b) stock redemption provisions to the sec-
tion 356 boot provisions affecting reorganizations.

2. Exclusions From Gross Income

Section 61(a) of the Internal Revenue Code provides that "gross
income means all income from whatever source derived . 32
Congress intended this section to include all economic gains and
accessions to wealth unless specifically excluded by statute.3 3 In

24. 397 U.S. 301 (1970).
25. Id.
26. Id. at 313.
27. Id.
28. 482 F.2d 600, 609 (8th Cir. 1973).
29. Id. at 609-10.
30. Id. at 610.
31. Shimberg v. United States, 577 F.2d 283, 287 (5th Cir. July 1978).
32. I.R.C. § 61(a).
33. James v. United States, 366 U.S. 213, 219 (1961); Commissioner v. Glenshaw Glass
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United States v. Garber,34 the Fifth Circuit considered the novel
question of whether income derived from the sale of a person's own
blood plasma is exempted from taxation.35 The taxpayer in Garber
had an extremely rare antibody in her blood, which only two or three
other known persons in the world possessed."6 Because her blood had
substantial commercial value, she contracted for its sale. 7 The IRS
charged the taxpayer with tax evasion regarding the benefits re-
ceived from the sale of her blood. The taxpayer argued that the
funds received from the sale of her plasma were excludable from
gross income under section 104(a)(2) of the Internal Revenue Code
as damages received for personal injuries."8 The Fifth Circuit, how-
ever, held that the funds constituted taxable income as a matter of
law .3

Co., 348 U.S. 426, 430 (1955).
34. 589 F.2d 843 (5th Cir. Feb. 1979).
35. Section 61(a) lists several specific items that are income; the sale of blood plasma

is not listed. The statute does, however, state that gross income includes "[g]ains derived
from dealings in property." Id. § 61(a)(3). The statute also states that it is not limited to the
enumerated items. Id. § 61.

36. United States v. Garber, 589 F.2d 843, 845 (5th Cir. Feb. 1979).
37. Id. In December 1967, taxpayer entered into a contract with Dade Reagents Inc.,

giving them the exclusive right to withdraw her blood plasma for conversion into a marketable
serum for a payment between $200 and $500 per "bleed" depending on the concentration of
antibodies or titre in her blood. Taxpayer simultaneously signed a release, relieving Dade
Reagents from liability for any damage, injury or loss that might result from stimulation or
withdrawal of blood. Dade Reagents advised taxpayer of the taxability of such payments and
at their suggestion, a savings account was opened in taxpayer's name in which Dade Reagents
would deposit a portion of the payments made to her so there would be funds available to
pay income taxes. The taxpayer, however, never made payments to the government from this
fund, and she later used it for personal uses.

In January 1970, after termination of her contract with Dade Reagents taxpayer negoti-

ated a contract with Biomedical Industries, Inc. that was signed on February 25, 1970. It
provided for payment of $700 per "bleed," and on March 1, 1972, payment was increased to
$1,600 per "bleed." She also received a salary of $200 per week, a Lincoln Continental, and a
sum of money in lieu of life insurance for which taxpayer was unable to qualify. She further
received 1,000 shares of Biomedical's common stock and a signing bonus of $25,000. Biomedi-
cal withheld money for taxes from the $200 weekly salary, but with respect to the other
benefits, taxpayer was treated as an independent contractor and nothing was withheld. Tax-
payer reported the $200 weekly salary on her income tax returns for 1970, 1971, and 1972,
but she did not report any other compensation for those years. Upon investigation by a special
agent, taxpayer told the agent that she believed the money earned from the sale of blood
plasma was not taxable because the plasma was part of her body. Id. at 845-46.

38. Id. at 847. Section 104(a)(2) provides that gross income does not include any
amounts received as damages "(whether by suit or agreement)" for personal injuries or
sickness. The regulations specify that "the term 'damages received (whether by suit or agree-
ment)' means an amount received (other than workman's compensation) through prosecution
of a legal suit or action based upon tort or tort type rights, or through a settlement agreement
entered into in lieu of such prosecution." Treas. Reg. § 1.104-1(c) (1978).

39. United States v. Garber, 589 F.2d 843, 847-48 (5th Cir. Feb. 1979).
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The essential requirement of the section 104(a)(2) exclusion is
that the income must derive from a tort claim against the payor. 0

Courts have uniformly applied the exclusion only to payments re-
sulting from the prosecution or settlement of a tort claim." In
Garber, the payments to the taxpayer for the sale of her plasma were
not made in settlement of a tort liability.42 Accordingly, as a matter
of law, the payments did not fall within the section 104(a)(2) exclu-
sion." The payments received by the taxpayer, therefore, were gross
income under section 61(a)."

The Fifth Circuit's interpretation in Garber conforms with the
purposes of section 104(a)(2).1 When damages are paid to compen-
sate for wrongful loss, there has been no economic gain or accession
to wealth by the taxpayer, but merely a restoration to the position
that he occupied prior to the loss. In such a case, the taxpayer is
"made whole," not enriched." Indeed, Garber is indicative of the
courts' predilection to broadly interpret section 61(a) absent a spe-
cific statutory exclusion.

3. Deductions From Gross Income

(a) Loss Deduction

A taxpayer is allowed a deduction for "any loss sustained dur-
ing the taxable year and not compensated for by insurance or other-

40. Id. at 847.
41. See Knuckles v. Commissioner, 349 F.2d 610 (10th Cir. 1965); Starrels v. Commis-

sioner, 304 F.2d 574 (9th Cir. 1962); Agar v. Commissioner, 290 F.2d 283 (2d Cir. 1961).
42. United States v. Garber, 589 F.2d 843, 847 (5th Cir. Feb. 1979).
43. Id.
44. Id. at 848. The court did not decide upon what classification of gross income the

funds would come under. The IRS has classified the donation of blood as a personal service.
See Rev. Rul. 162, 1953-2 C.B. 127-28. The Food and Drug Administration has classified blood
as a product. See 40 Fed. Reg. 53,532 (1975); 21 C.F.R. parts 606 & 640 (1979). The court
held that regardless of the classification, the income derived from its sale is taxable income.
United States v. Garber, 589 F.2d 843, 848 (5th Cir. Feb. 1979). In a dissenting opinion, Judge
Clark agreed that the funds were not received as damages for personal injuries. Id. at 849.
He felt, however, that the taxpayer had not rendered any personal services. Therefore, she
was selling a product. Id. at 850. Taxability on proceeds from the sale of a product depends
upon the seller's net income. This taxable gain is computed by subtracting the basis of the
product from the selling price. I.R.C. § 1001. Basis is defined as cost. I.R.C. § 1012. The
dissent admitted he had no idea what the basis would be. He felt, however, that the court
was wrong in not making the Government prove the basis to be other than zero. United States
v. Garber, 589 F.2d 843, 850 (5th Cir. Feb. 1979) (Clark, J., dissenting).

45. Id. at 847.
46. Starrels v. Commissioner, 304 F.2d 574, 576 (9th Cir. 1962).
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wise." 7 The regulations provide that only a bona fide loss is deducti-
ble, and "[s]ubstance and not mere form shall govern in determin-
ing a deductible loss."" The taxpayer has the burden of showing
that a loss is bona fide.4" Section 641(b) provides that the taxable
income of a trust shall be computed in the same manner as for an
individual, unless otherwise provided. 0 Because there are no con-
flicting provisions, the loss deductions applicable to individuals also
apply to trusts.

In Fender v. United States,5 the Fifth Circuit considered the
validity of a loss deduction claimed in connection with the sale and
repurchase of municipal bonds held by trusts. Each trust owned
bonds that had substantially declined in value due to an increase
in interest rates in the general economy.2 The bonds were unrated
and, therefore, could not be sold on the public bond market. A
cotrustee sold these bonds to the Longview National Bank & Trust
Company (Bank) for approximately 50 percent of their par value
plus accrued interest. 3 Each trust reported a loss from the sale. The
cotrustee controlled 40.7 percent of the Bank's stock either individu-
ally or through the two trusts.54 Shortly after the sale, the cotrustee's
interest in the Bank increased to 50.15 percent. 55 Only forty-two
days after the sale, the trusts repurchased the same bonds from the
Bank for approximately 50.5 percent of par value plus accrued inter-
est. The Government argued that the sale resulting in the claimed
loss was not a bona fide sale and, therefore, was not deductible. 56

The Government appealed the district court's decision allowing the
taxpayer to take the loss deduction. 7

Although the market value of the bonds declined, the court

47. I.R.C. § 165(a).
48. Tress. Reg. § 1.165-1(b) (1977).
49. Rand v. Helvering, 77 F.2d 450, 451 (8th Cir. 1935).
50. I.R.C. § 641(b).
51. 577 F.2d 934 (5th Cir. Aug. 1978). Two trusts and their trustees sued to obtain a

refund for 1969 Federal income taxes assessed as a result of the IRS's disallowance of the
claimed loss. The district court found for the trusts and ordered a refund of the taxes and
penalties plus interest. Id. at 935.

52. Id.
53. Id. at 935-36.
54. Id. at 936.
55. Id. If the cotrustee controlled more than 50% of the bank's stock at the time of sale,

a deduction would automatically be denied as a sale to a related party. Id. at 937 n.4. I.R.C.
§ 267(a)(1), (b)(2).

56. Fender v. United States, 577 F.2d 934, 935 (5th Cir. Aug. 1978).
57. Id.

19801
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found that the issuer of the bonds remained financially sound and
capable of continuing to pay current interest and the full par value
of the bonds at maturity.58 The court noted that the trusts had
received large capital gains from the sale of other stock in the same
year. The ability to repurchase the bonds indicated that the trusts
would eventually be paid their original investment.59 In the court's
view, the cotrustee made the sale and repurchase merely to create
a tax loss.6 0 The court's chief concern in disallowing the loss was the
cotrustee's relative control over the bank." Therefore, the court
found that the taxpayer did not suffer an economic loss that quali-
fied for the loss deduction.2

(b) Charitable Deduction

A taxpayer may deduct "a contribution or gift to or for the use
of" certain qualfied charities. 3 In Winn v. Commissioner,4 the tax-
payers claimed a charitable deduction for a $10,000 check payable
to the Sara Barry Fund . 5 The asserted purpose of the donation was
to support Presbyterian missions in Korea. 6 The taxpayers' check
was made payable directly to the fund in order to prevent their local
Presbyterian church from using part of the contribution for an or-
ganization that the taxpayers did not support. 7 The check, en-
dorsed "For Deposit Sara Barry Fund," was deposited in Barry's
personal account, and the money was actually used for mission
work.e"

58. Id. at 936.
59. Id.
60. Id.
61. Id. at 937-38.
62. Id. at 938. The decision in Fender is consistent with Du Pont v. Commissioner, 118

F.2d 544 (3d Cir.), cert. denied, 314 U.S. 623 (1941). In Du Pont, two friends sold each other
approximately the same amount of stock at a loss. They repurchased the stock from one
another in the following year. Although they had no legal obligation to repurchase the stock,
the court found that sufficient dominion existed to assure repurchase and, therefore, to
prevent a bona fide sale with a resulting loss. Id. at 545. The decision in Fender is also
consistent with Rand v. Helvering, 77 F.2d 450 (8th Cir. 1935). The taxpayer in Rand was
denied a loss deduction for the sale and repurchase of stock from one of his employees. Id. at
451.

63. I.R.C. § 170(c).
64. 595 F.2d 1060 (5th Cir. May 1979).
65. Sara Barry was the husband-taxpayer's first cousin. Id. at 1065.
66. Id. Several local Presbyterian churches sponsored Barry's work. For example, the

Benoit Presbyterian Church sponsored several "Sara Barry Days" to solicit contributions
from community members. Id.

67. Id.
68. Id.



The tax court disallowed the claimed charitable deduction,
because it found that the Presbyterian church, although a qualified
charity, never received or had the use of the $10,000.9 The taxpayers
asserted that the funds were given in a church-sponsored program
and used in church-sponsored work. Accordingly, they argued that
the money was contributed for the use of the Presbyterian Church.7 0

On appeal, the Fifth Circuit held that the contribution would still
be "to or for the use of" a charitable entity even though the donor
determined which of the qualified entity's charitable purposes
would receive the benefit of the contribution.7'

The Fifth Circuit followed prior authority in reaching its deci-
sion. In Bauer v. United States, 72 a deduction was allowed for schol-
arship funds given to selected individual students attending quali-
fied educational institutions. The Bauer court held that a charity
need not have full control of the donated funds to allow a donor a
charitable deduction.73 The court stated that donations ultimately
utilized for charitable purposes are, in fact, made "for the use of" a
charitable institution." A donor can earmark a contribution made
to a qualified organization for a specific purpose without losing the
right to claim a charitable deduction.75

B. Devaluation of Income

In Mathes v. Commissioner,7" the Fifth Circuit considered the
validity of the taxpayers' attempt to devalue Federal Reserve notes
they had received as income. The taxpayers filed an amended return
devaluing the reported income by approximately forty percent. 7

1

The Commissioner issued a deficiency assessment based upon the
face amount of the notes. The taxpayers, however, asserted that
they had a legal right to report their income (the notes) in terms of

69. Winn v. Commissioner, 67 T.C. 499, 511 (1976).
70. Winn v. Commissioner, 595 F.2d 1060, 1065 (5th Cir. May 1979).
71. Id. The court found that the evidence sufficiently established that the funds were

donated for the use of the Benoit Presbyterian Church. Id.
72. 449 F. Supp. 755, 758-59 (W.D. La. 1978).
73. Id. at 758.
74. Id. See also Sisco Foundation v. United States, 295 F.2d 924 (Ct. Cl. 1961); Morey

v. Riddell, 205 F. Supp. 918 (S.D. Cal. 1962).
75. Phinney v. Dougherty, 307 F.2d 357 (5th Cir. 1962).
76. 576 F.2d 70 (5th Cir. July 1978).
77. Id. Donald and Patricia Mathes, husband and wife, filed joint returns for the years

1973 and 1974. They filed a Form 1040 return on May 20, 1975, which they labeled "Amended
5/19/75 for Statutory Dollars" for 1973. They did the same for their 1974 return. Id.

1980] TAX
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lawful statutory dollars. 78 The taxpayers based their actions upon
statutes that define the standard United States dollar "as either a
specific weight of gold in a coin or a specific weight of silver in a
coin. ' 1" 7 The Fifth Circuit, however, held that the method used by
these taxpayers to reduce their taxes was not lawful. 8

In support of its decision, the court cited Juillard v. Greenman
(Legal Tender Case),8' which held that:

Under the power to borrow money on the credit of the United
States, and to issue circulating notes for the money borrowed, ...
Congress is authorized to establish a national currency, either in
coin or in paper, and to make that currency lawful money for all
purposes, as regards the national government or private individu-
als.

81'

The power to establish a national currency was delegated to the
Federal Reserve System.82 The Federal Reserve note is the measure
of value in our monetary system"3 and Congress has defined Federal
Reserve notes as legal tender for taxes.84 Therefore, the Fifth Circuit
found that the taxpayers could not legally devalue the Federal Re-
serve notes received as compensation."

II. INCOME TAXATION-CORPORATIONS

A. Gross Income

1. Subchapter S Corporation-Passive Income

Congress has enacted provisions in the Internal Revenue Code
that permit certain shareholders of closely held corporations to elect
to be taxed as though they were carrying on their activity as a
partnership.8 1 The purpose of these provisions is to avoid undue tax
influence and to aid the "small business by taxing the corporation's
income to shareholders who may be in lower brackets than their
corporations, and permitting the shareholders of corporations that
are suffering losses to offset the losses against individual income

78. Id. at 71.
79. Id. at 70.
80. Id. at 71.
81. 110 U.S. 421, 448 (1884).
81.1. Id.
82. 12 U.S.C. § 411 (1976).
83. Id. § 412.
84. 31 U.S.C. § 392 (1976).
85. Mathes v. Commissioner, 576 F.2d 70 (5th Cir. July 1978).
86. I.R.C. §§ 1371-79.
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from other sources."8 The subchapter S election is available only
to a small business corporation, not a member of an affiliated group,
that (1) does not have more than fifteen shareholders or a nonresi-
dent alien as a shareholder, and (2) does not have more than one
class of stock.88 There is a further requirement that each shareholder
must be an individual, unless it is an estate or trust of the type
defined in section 1371(e). 89 The election is effective only if all share-
holders of the corporation consent to the election on the day the
election is made. 0 An election is effective for succeeding years un-
less it is terminated.' While the election is in effect, the corporation
is not subject to the normal corporate taxes; all the corporate in-
come, whether distributed or not, is taxed to the shareholders.2

Normally, the corporation's income is taxed to the shareholders as
ordinary income. An exception, however, is made for each share-
holder's pro rata portion of the excess net long-term capital gain
over net short-term capital loss for the taxable year. This excess is
taxed as long-term capital gain to the shareholder.9 3

In Winn v. Commissioner,"4 the court considered the termina-
tion of a subchapter S election resulting from the electing corpora-
tion having "passive investment income" in excess of twenty per-
cent of its gross receipts. The taxpayers, husband and wife, 5 filed a
joint return, claiming a deduction for losses from a corporation,
Wagren Barge Company, which had elected subchapter S treat-
ment. The husband-taxpayer owned two-thirds of the stock of Wa-
gren and five other related companies, all of which were separately
incorporated, but which had the same shareholders, boards of direc-

87. B.I. BITTKER & J.S. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS AND

SHAREHOLDERS 6.01 (4th ed. 1979).
88. I.R.C. § 1371(a).
89. Id.
90. I.R.C. § 1372(a).
91. I.R.C. § 1372(d). A termination may occur in several ways:
(a) the refusal of a new shareholder to consent to the election, (b) revocation, with
the consent of all shareholders, (c) disqualifications (e.g., acquisition of stock by a
trust, corporation or other ineligible shareholder, issuance of a second class of stock,
etc.), (d) the corporation's deriving more that 80 percent of its gross receipts from
sources outside the United States, or (e) the corporation's deriving more than 20
percent of its gross receipts from "passive investment income."

B.I. BIrKER & J.S. EUSTICE, supra note 87, 6.01.
92. I.R.C. § 1373.
93. I.R.C. § 1375(a).
94. 595 F.2d 1060 (5th Cir. May 1979).
95. Id. at 1061. E.H. Winn, Jr. and Betty Lee Jones Winn were the taxpayers. E.H.

Winn, Jr. was the owner of the stock. Id.
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tors, and shared office space. " The companies operated an inte-
grated water transportation system. Security Barge Lines, one of the
related corporations, operated and supervised the system. It solic-
ited customers and arranged for the use of available barges and
other equipment from the related corporations to fill the agreements
under which the commodities were to be hauled. 7 Security assigned
the income and expense of each job to the related corporation that
had supplied the equipment.

Wagren entered cross-charter agreements with Security to rent
its barges to Security when needed, or to rent them to unrelated
barge companies under Wagren's own contracts. 8 The agreements,
known as charter parties, encompass varying degrees of responsibil-
ity on the part of the owner. In a "fully found" charter, the owner
delivers all equipment fully manned to perform a particular job.
The "bareboat" basis involves the charter of barges without equip-
ment or crew. Complete control of the barge is given to the charterer
and the owner performs no services. When affreightment services
are provided, such as moving the barge to the desired port for load-
ing, arranging for towing and tug services, or barge cleaning, the
owner earns "affreightment income." Income received by an owner
for mere bareboat chartering is called "barge charter income.""
Wagren received barge charter income for bareboat charter parties
with Security and other unrelated companies. Wagren's barge
charter income constituted more than twenty percent of its gross
receipt for the years in question, years in which Wagren had elected
subchapter S treatment.

The subchapter S election terminates "if, for any taxable year
of the corporation for which the election is in effect, such corpora-
tion has gross receipts more than 20% of which is passive investment
income."'0 Section 1372 includes rents as one type of "passive in-
vestment income."'1' Rents are defined as "amounts received for the
use of, or right to use, property (whether real or personal) of the
corporation. . . . Payments for the warehousing of goods or for the

96. Id. at 1061-62.
97. Id. at 1062.
98. Id.
99. Id.
100. I.R.C. § 1372(e)(5). See also note 91 supra.
101. I.R.C. § 1372(e)(5)(C). "For purposes of this paragraph, the term 'passive invest-

ment income' means gross receipts derived from royalties, rents, dividends, interest, annui-
ties and sales or exchanges of stock or securities ... " Id.
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use of personal property do not constitute rents if significant serv-
ices are rendered in connection with such payments."'' ° Therefore,
because the barges were personal property, the question arose
whether Wagren rendered significant services.1°  The only activities
conducted by Wagren were the establishment and maintenance of
seaworthiness, general repair and maintenance of barges, dockage
when not in use, delivery of barges to sites where needed, manage-
ment decisions, and cross-charter arrangements. Under maritime
law, barge owners have an implied duty to furnish their vessels in a
seaworthy condition.' 4 Yet, mere compliance with this duty does
not establish the rendition of significant services. Moreover, al-
though maintenance and general repair may amount to significant
services, the total costs claimed by Wagren for cleaning and barge
repairs were insignificant when compared with the total barge
charter income received by Wagren.'"5 The Fifth Circuit, therefore,
found that Wagren's "barge charter income" was rent that consti-
tuted "passive investment income," thus excluding the taxpayers
from subchapter S treatment.' °0 The taxpayers argued that the
barge charter income was earned by Wagren as a part of an active
business endeavor, basing their argument on the court's holding in
House v. Commissioner. 107

The Fifth Circuit in House, however, was interpreting the
predecessor of the present section 1372(e)(5).'" The prior statute
provided for the termination of subchapter S status if more than
twenty percent of the corporation's gross income came from "per-
sonal holding company income."' ' The statute defined "personal

102. Treas. Reg. § 1.1372-4(b)(5)(vi) (1976).
103. Winn v. Commissioner, 595 F.2d 1060, 1063 (5th Cir. May 1979).
104. The Southwark, 191 U.S. 1 (1903); Church Cooperage Co. v. Pinkney, 170 F. 266

(2d Cir.), cert. denied, 214 U.S. 526 (1909).
105. Winn v. Commissioner, 595 F.2d 1060, 1064 (5th Cir. May 1979).
106. Id. at 1065.
107. 453 F.2d 982 (5th Cir. 1972).
108. Id. at 983.
109. The prior statutory language provided:
(5) Personal holding company income.

An election under subsection (a) made by a small business corporation shall
terminate if, for any taxable year of the corporation for which the election is in
effect, such corporation has gross receipts more than 20 percent of which is derived
from royalties, rents, dividends, interest, annuities, and sales or exchanges of stock
or securities (gross receipts from such sales or exchanges being taken into account
for purposes of this paragraph only to the extent of gains therefrom). Such termina-
tion shall be effective for the taxable year of the corporation in which it has gross

1980] TAX



TEXAS TECH LAW REVIEW

holding company income" to include interest."10 Section 542(c)(6),
however, expressly exempted business active companies of the type
involved in House from the definition of "personal holding com-
pany.""' Therefore, the Fifth Circuit held that the interest re-
ceived by the companies that were not classified as personal holding
companies under section 542, could not be "personal holding com-
pany income.""' In Winn, however, the Fifth Circuit did not find
any statutory provision to take Wagren's barge charter income out
of the section 1372(e)(5) classification of "passive investment in-
come."" 3 Accordingly, the taxpayers' reliance on House was mis-
placed.

2. Constructive Dividend

Generally, any distribution of property by a corporation to its
shareholders is considered a dividend if made out of accumulated
or current earnings and profits."' A formal declaration of a dividend
is not necessary to treat a corporate distribution as a dividend."'

The distribution, however, must be made by a corporation to its
shareholders in their capacity as shareholders." ' The determination
of whether a corporate distribution is a dividend is usually a ques-
tion of fact."7 When a distribution is determined to be a dividend
payment, it is not deductible by the corporation as a business ex-
pense."'8 Thus, litigation frequently occurs to determine whether a
distribution is a deductible business expense or a nondeductible
dividend payment. In Olton Feed Yard, Inc. v. United States, "' the
Fifth Circuit considered whether a guarantor's fee was a deductible
business expense under section 162(a) or a nondeductible dividend
distribution under section 316.

The taxpayer corporation in Olton was organized to provide

receipts of such amount, and for all succeeding taxable years of the corporation.
I.R.C. § 1372(e)(5) (prior to amendment in 1966).

110. Id.
111. I.R.C. § 542(c)(6).
112. House v. Commissioner, 453 F.2d 982 (5th Cir. 1972).
113. Winn v. Commissioner, 595 F.2d 1060, 1063 (5th Cir. May 1979).
114. I.R.C. § 316(a).
115. Gurtman v. United States, 353 F.2d 212 (3d Cir. 1965).
116. Sammons v. United States, 433 F.2d 728, 730 (5th Cir.), cert. denied, 402 U.S. 945

(1970).
117. Hardin v. United States, 461 F.2d 865, 872 (5th Cir. 1972).
118. See note 130 infra, and accompanying text.
119. 592 F.2d 272 (5th Cir. Apr. 1979) (per curiam). In the lower court, the jury found

the payments to the shareholders were not ordinary and necessary business expenses under
section 162(a). Id. at 273. See note 130 infra, and accompanying text.
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feed for company-owned cattle and cattle owned by others. Twenty
individuals originally purchased the stock. 12" The majority of the
shareholders were customers of the feed yard and used the facilities
to feed their cattle. An initial loan for construction of the feed yard
facilities, and various other loans, were obtained from the Plainview
Production Credit Association (PPCA). In order to obtain the loans,
each shareholder was required to sign a guarantee agreement in
proportion to his stock ownership in the corporation. The sharehold-
ers, however, did not receive a fee for the signing of these guaran-
tees.

In November 1973, the taxpayer obtained additional financing
from PPCA for the purchase of large amounts of grain. 2 ' Again,
PPCA required the shareholders of the corporation to guarantee the
debt in proportion to their stock ownership in the corporation.' 2 The
shareholders had been told at a shareholders' meeting that they
would receive a reasonable fee, to be determined at a later date, for
their guarantees. The shareholders signed the agreement without
receiving any written evidence of an obligation on the part of the
taxpayer to pay a guarantor's fee. 23

During the next year, the board approved a resolution to pay
the shareholders a percentage of the entire line of credit., The
board determined the amount of the fee upon consultation with
representatives of other feedlots, bankers, and lenders. PPCA, how-
ever, required shareholders to guarantee the outstanding loan bal-
ance, and not the entire line of credit. Because no reserve for this
payment had been established, the taxpayer borrowed the money
from PPCA. In the year of payment, the taxpayer had substantial
retained earnings from profitable years since its inception, and cur-
rent net profits in excess of the amount of the fee. 25 The taxpayer
claimed a deduction for the amount of fees paid. The district court,
however, held the payments were not ordinary and necessary busi-
ness expenses under section 162(a) and denied the deduction.'26

120. Olton Feed Yard, Inc. v. United States, 592 F.2d 272, 274 (5th Cir. Apr. 1979) (per
curiam). Five of the shareholders were directors who own approximately one-half of the
outstanding stock. Id.

121. Id.
122. Id.
123. Id. A few of the shareholders testified they would not have signed the agreement

without the promise of a fee. Most of them, however, indicated they would have signed it
anyway, because it would protect or enhance their investment in the corporation. Id.

124. Id.
125. Id. at 274-75.
126. Id. at 273.
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The Fifth Circuit's first consideration was the necessity of the
fee to obtain the shareholder's loan guarantee. The court held that
these payments were constructive dividends because the taxpayer
failed to show the necessity for the payment.'1 It found that the
corporation had been profitable for several years and was in a posi-
tion to distribute some of these profits to the shareholders as divi-
dends. The evidence indicated that the shareholders signed the
guarantee to protect and enhance their interest in the corporation.' s

The payments resembled a dividend because they were made in
proportion to each shareholder's stock ownership and were paid in
the eleventh month of the taxpayer's fiscal year.'1

B. Deductions From Gross Income-Ordinary and Necessary
Expenses

The Internal Revenue Code provides that "[tlhere shall be
allowed as a deduction all the ordinary and necessary expenses paid
or incurred during the taxable year in carrying on any trade or
business . . . ."10 The statute lists rent as an allowable deduction
if it is "required to be made as a condition to the continued use or
possession, for purposes of the trade or business, of property to
which the taxpayer has not taken or is not taking title or in which
he has no equity."' 3' Generally, it is inappropriate to inquire into the
reasonableness of the rent paid. 32 An exception to the general rule
exists when there is a close relationship between the lessor and the
lessee,' 33 or the existence of a contract "between persons having an
interest on both sides of a transaction.' ' 34

The Fifth Circuit considered the reasonableness of rental pay-

127. Id. at 275.
128. Id.
129. Id at 276. The Fifth Circuit in Olton was consistent with a prior case decided by

the court, Tulia Feedlot, Inc. v. United States, 513 F.2d 800 (5th Cir.), cert. denied, 423 U.S.
947 (1975). Under similar facts, however, the court held that the reasonableness of the pay-
ment must also be considered in determining deductibility. Id. at 804. The reasonableness of
the payment in Olton was not challenged by the Government; therefore, it was not before
the court. Olton Feed Yard, Inc. v. United States, 592 F.2d 272, 275 n.4 (5th Cir. Apr. 1979)
(per curiam).

130. I.R.C. § 162(a). In order for payments to qualify as ordinary and necessary business
expenses, they must be appropriate, helpful, and of a common or frequent occurrence in the
type of business carried on by the taxpayer. Lilly v. Commissioner, 343 U.S. 90, 96-97 (1952).

131. I.R.C. § 162(a)(3).
132. 4A J. MERTENS, THE LAw OF FEDERAL INCOME TAXATION § 25.110 (1972).
133. Id.
134. Brown Printing Co. v. Commissioner, 255 F.2d 436, 438 (5th Cir. 1958).
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ments in Safway Steel Scaffolds Co. v. United States. '3 In Safway,
the sole shareholders of the taxpayer corporation, two brothers, were
the lessors of the property leased to the corporation. The two broth-
ers purchased four parcels of land in downtown Atlanta for $9,500.
They assembled a single commercially useable parcel and leased it
to the taxpayer on January 1, 1948. 13 The lease provided for a
twenty year term with annual rental of $2,400. The taxpayer lessee
was required to pay all taxes and utilities, and was allowed to make
improvements on the vacant lot. At the expiration of the lease,
however, all attached improvements accrued to the lessors. The
lease did not contain an option for renewal.

The taxpayer constructed a building at the cost of $128,025 on
the lot, which was depreciated over a thirty-four year period.3 7 The
land with improvements reverted to the lessors at the end of the
term. The taxpayer and owner-lessors of the lot and building subse-
quently entered into a new lease with a three year term and a net
annual rental of $21,600. Both parties agreed that this was a fair
rental amount for the lot and improvements. While the taxpayer
contended that the entire amount of the rent was deductible, the
Government contended that the amount of the rent allocable to the
improvements was not deductible under section 162(a)(3). 3

8 Al-
though the Fifth Circuit found the monthly rental to be reasonable
in amount, the court adopted the Government's position that the
rent allocable to the improvements was nondeductible. 3

The taxpayer argued that the court should look only to the
reasonableness of the stated rental amount in the 1968 contract. The
court concluded, however, that it was proper to examine all the
circumstances and view the entire history of the taxpayer and the
lessors as a series of transactions to determine the tax conse-
quences."10 The court described the test to be applied in the case of
a close relationship between a lessor and lessee in the following
manner: "'If, viewing the circumstances in which the lease is made,
it is such a lease as reasonable [persons] dealing at arm's length

135. 590 F.2d 1360 (5th Cir. Mar. 1979).
136. Id. at 1361.
137. Id. at 1361-62. The taxpayer sought to depreciate the building over a twenty year

period, but in 1959, it entered into an agreement with the Commissioner to depreciate the
building over a thirty-four year period. Id. at 1362 n.3.

138. Id. at 1362.
139. Id.
140. Id.
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would make, then it is valid and binding. . . for tax purposes.'",
Parties dealing at arm's length would not have allowed an improve-
Ment with a thirty-four year useful life to revert at the end of a
iwenty year least without some transfer of economic benefit. Ac-
cordingly, the court's analysis must be applied on a case-by-case
basis to determine whether the agreement is one that is at arm's
length. 42

III. ENFORCEMENT AND COLLECTION UNDER THE INTERNAL REVENUE

CODE

Jerome Rutz, Commissioner of the IRS, recently stated that
"Americans are underestimating their income by as much as $135
billion and that the government is losing as much as $35 billion a
year in taxes as a result.""11 3 An IRS study of 1976 income indicated
that taxpayers failed to report between $75 billion and $100 billion
of income collected through legal activities."' The study also esti-
mated that between $25 billion and $35 billion earned through ille-
gal activities was not reported."5 These facts might be one reason
that there were numerous cases decided by the Fifth Circuit involv-
ing the enforcement of the Internal Revenue Code.

A. Failure to File

The Internal Revenue Code provides that one who is required
to pay taxes or make a return and who willfully fails to pay such
tax or make a return is subject to certain penalties. 4 ' In United
States v. Wade,"7 the Fifth Circuit found the taxpayer guilty of
willfully failing to file income tax returns for the years in question.
The testimony revealed that the taxpayer received checks in the
amounts of $184,330.06 in 1972 and $128,371.01 in 1973 for subcon-
tract work."18 The taxpayer endorsed these checks which the payor
bank honored.

141. Id., quoting Brown Printing Co. v. Commissioner, 255 F.2d 436, 440 (5th Cir. 1958).

142. Safway Steel Scaffolds Co. v. United States, 590 F.2d 1360, 1362 (5th Cir. Mar.

1979). Accord, Audano v. United States, 428 F.2d 251 (5th Cir. 1970).

143. LUBBOCK AVALANCHE JOURNAL, Sept. 6, 1979, § B, at 6, col. 1.
144. Id.
145. Id.
146. I.R.C. § 7203. The penalty upon conviction is a misdemeanor and subjects one to

a fine of not more than $10,000, or imprisonment not more than one year, or both, together
with costs of prosecution. Id.

147. 585 F.2d 573 (5th Cir. Jan. 1979). The taxpayer was a person required to file a
return under section 6012. See I.R.C. § 6012.

148. United States v. Wade, 585 F.2d 573, 574 (5th Cir. Jan. 1979).
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The taxpayer argued that the evidence was insufficient to con-
vict him because the Government had not proved he had income in
excess of expenses. The court, however, followed its precedent and
held that, in a prosecution for failing to file a return, the Govern-
ment is not required to prove that a tax liability existed if the proof
establishes that a taxpayer had sufficient gross income requiring
him to file a return.4 9 The taxpayer also argued that the Govern-
ment failed to prove willfulness.'50 The evidence established, how-
ever, that the taxpayer had filed prior returns and had received a
notice for the years in question that he would be subject to penalties
if he did not comply with the tax laws. Therefore, the Fifth Circuit
found that the taxpayer knew he was required to file tax returns and
that he intentionally failed to file without justifiable excuse.,"

B. Tax Evasion

Section 7201 imposes certain penalties on any "person who will-
fully attempts in any manner to evade or defeat any tax imposed
by this title or the payment thereof."'' 2 In a criminal prosecution for
willful evasion of income taxes, the Government must prove beyond
a reasonable doubt (1) the existence of a tax deficiency, (2) an
attempt by the person to evade or defeat such taxes, and (3) willful-
ness. "3 During the current survey period, the Fifth Circuit consid-
ered two methods utilized for proving a tax deficiency.

1. Net Worth Approach

In a prosecution for tax evasion using the net worth approach,
the jury is presented with circumstantial evidence and "asked to
infer guilt from the existence of a substantial increase in net worth,
which, when coupled with the negation of all reasonably possible
sources of nontaxable income, can only be attributable to unre-
ported taxable income."' 54 Instead of negating all reasonably possi-

149. Id. See Spies v. United States, 317 U.S. 492, 496 (1943).
150. United States v. Wade, 585 F.2d 573, 574 (5th Cir. Jan. 1979).
151. Id. See also United States v. Brown, 548 F.2d 1194, 1199 (5th Cir. 1977).
152. I.R.C. § 7201. A conviction under this section is a felony and one convicted may

be fined $10,000, or imprisoned not more than five years, or both, together with the costs of
prosecution. Id.

153. Sansone v. United States, 380 U.S. 343, 351 (1965); Holland v. United States, 348
U.S. 121, 130-39 (1954); United States v. Calles, 482 F.2d 1155, 1158 (5th Cir. 1973).

154. United States v. Schafer, 580 F.2d 774, 777 (5th Cir. Sept. 1978). See Holland v.
United States, 348 U.S. 121, 125 (1954); United States v. Tunnell, 481 F.2d 149 (5th Cir.
1973), cert. denied, 415 U.S. 948 (1974); Merritt v. United States, 327 F.2d 820 (5th Cir. 1964).
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ble sources of nontaxable income, the Government may show there
is a likely taxable source of the unreported income.' 5 The net worth
approach basically consists of five steps:

(1) calculation of net worth at the end of a taxable year, (2) sub-
traction of net worth at the beginning of the same taxable year, (3)
addition of nondeductible expenditures for personal, including liv-
ing, expenditures, (4) subtraction of receipts from income sources
that are nontaxable, and (5) comparison of the resultant figure
with the amount of taxable income reported by the taxpayer to
determine the amount, if any, of underreporting. 6

Because many of the figures represent only approximations, and
because the taxpayer has the right to remain silent, the Government
must prove that it has conducted a full and adequate investigation
of the taxpayer's finances and that it has investigated all leads
furnished by the taxpayer that are "reasonably susceptible of being
checked."

57

The taxpayer in United States v. Schafer " had built a small
partnership into a corporate empire, acquiring substantial wealth in
the process. During 1970, 1971, and 1973, the tax years in question,
the taxpayer led a lifestyle of conspicuous consumption. This in-
cluded purchasing expensive coin and stamp collections, diamond
rings, furs, art work, a luxurious house, and investments in stocks
and bonds. 59 For the three years in question, the taxpayer paid
taxes of $4,294.2410 The Government's expert witness, however, cal-
culated the taxpayer's tax for the three years in the amount of
$64,505.69.161

The Government initially identified, with reasonable specifi-
city," the taxpayer's basis in every asset involved in transactions
occurring in the tax years in question. Only those assets involved in
a purchase or sale transaction were valued to determine the change
in net worth. It was not necessary to value assets that were on hand
at the beginning and the end of the tax years in question because
the two figures would balance in the net worth computation.' In
proving the opening cash balance, the Government had the difficult

155. Holland v. United States, 348 U.S. 121, 138 (1954).
156. United States v. Schafer, 580 F.2d 774, 775 (5th Cir. Sept. 1978).
157. Holland v. United States, 348 U.S. 121, 138 (1954).
158. 580 F.2d 774 (5th Cir. Sept. 1978).
159. Id. at 776. There was evidence from which the jury could have inferred that many

of these purchases were paid for with checks drawn on the accounts of his business. Id. at
n.4.

160. Id. at 777.
161. Id.
162. Id. at 778.
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burden of disproving the existence of a large "cash hoard." The
taxpayer and his wife were credited with $1,000 at the beginning of
1970 and at the end of each year in question. The opening balances
of some other assets were stipulated by the parties, while the bal-
ances of the remaining assets were based on circumstantial evi-
dence." 3 After the assets were totaled, the liabilities were calcu-
lated. The Government calculated the beginning net worth by sub-
tracting the beginning liabilities from the beginning assets. It then
calculated the net worth at the end of each year. At the end of the
first year alone, the Government showed an increase in net worth
of over $47,000.1'1 The court found the net worth calculations to be
reasonably certain and accurate." 5 This, coupled with the fact that
the taxpayer had started with a small partnership but now con-
trolled several corporations, which was evidence of a likely source
of taxable income, justified the court in holding that additional
taxes were due and owing.'"6

In the tax evasion statute, the word "willfully" means a volun-
tary, intentional violation of a known legal duty;'67 proof of bad
intent or evil motive is not required.' Willfulness is usually shown
by circumstantial evidence,' and in Schafer, it was shown by evi-
dence of a consistent pattern of under-reporting large amounts of
income and by a failure to keep proper records. In addition, the
taxpayer denied IRS agents access to certain records.

This conduct could certainly lead the jury to believe that the
taxpayer had acted willfully. 70 Accordingly, the Fifth Circuit in
Schafer found that the taxpayer's filing of false and fraudulent in-
come tax returns constituted an affirmative act of evasion.' The
court followed prior authority by allowing the use of circumstantial
evidence to prove willfullness.'1 The court's analysis was also con-
sistent with prior authority in finding willfulness from affirmative
acts of evasion, such as concealment of financial transactions or

163. Id. at 779.
164. Id. at 780.
165. Id.
166. Id. at 776, 780.
167. United States v. Pomponio, 429 U.S. 10, 12 (1976) (per curiam).
168. Id.
169. See Spies v. United States, 317 U.S. 492, 499-500 (1943).
170. United States v. Schafer, 580 F.2d 774, 782 (5th Cir. Sept. 1978).
171. Id. See Sansone v. United States, 380 U.S. 343, 352 (1965).
172. See Spies v. United States, 317 U.S. 492 (1943); United States v. Brown, 548 F.2d

1194 (5th Cir. 1977).
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hampering the investigation.'
In United States v. Hiett,7 4 the Fifth Circuit considered a re-

lated question dealing with the burden of proof in a criminal prose-
cution for income tax evasion. The taxpayer argued that the Gov-
ernment had failed to prove the existence of a tax deficiency beyond
a reasonable doubt. 75 To prove a tax deficiency, the Government
must show that the taxpayer had unreported income and that the
income was taxable. The Government again utilized the net worth
method to establish the unreported income. As referred to above, "'
there are two ways to prove that the unreported income was taxable:
(1) the Government can show there is a likely taxable source of the
unreported income, " or (2) it can negate all possible nontaxable
sources of that income.'78 In Hiett, the Government conceded that
it did not establish a likely taxable source for the taxpayer's unre-
ported income. Therefore, the question was whether it negated all
possible nontaxable sources.

Because it is impossible to negate all possible nontaxable
sources of income, the taxpayer will usually furnish the IRS with
"leads" to possible nontaxable sources. "' In Hiett, the taxpayer did
not furnish any leads because of his claimed fifth amendment privi-
lege and the requirement that the Government bear the burden of
proof.'10 The taxpayer argued, therefore, that the Government had
to negate every possible source of nontaxable income, an impossible
task.' 8' The Fifth Circuit concluded, however, that in an income tax
evasion case based on the net worth approach, in which the taxpayer
furnishes no leads to nontaxable sources, the Government satisfies
its burden of negating all possible nontaxable sources by showing
that it conducted a thorough investigation that failed to reveal any
nontaxable source. 82

In order to be deemed a thorough investigation, the examina-
tion must remove any reasonable doubt that the taxpayer's unre-

173. See Holland v. United States, 348 U.S. 121 (1954); Windisch v. United States, 295

F.2d 531 (5th Cir. 1961); McGrew v. United States, 222 F.2d 458 (5th Cir. 1955).
174. 581 F.2d 1199 (5th Cir. Nov. 1978).
175. Id. at 1200.
176. See notes 154-55 supra, and accompanying text.
177. Holland v. United States, 348 U.S. 121, 138 (1954).
178. United States v. Massei, 355 U.S. 595 (1958).
179. In these cases, courts have held that the Government satisfies its burden if it

negates each of these leads. Kramer v. Commissioner, 389 F.2d 236, 239 (7th Cir. 1968).
180. United States v. Hiett, 581 F.2d 1199, 1201 (5th Cir. Nov. 1978).
181. Id.
182. Id. at 1202.
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ported income came from nontaxable sources. In a prior Fifth Cir-
cuit case, United States v. Penosi, ,83 the court held that when no
leads are furnished by the taxpayer, "the government agent did
enough to carry the burden of proof when he interviewed friends and
relatives and checked with financial and government institutions at
both the present and former residence of the defendant." In Hiett,
the Government contacted banks and third parties to determine
whether the taxpayer had received any income by gift, loan, inheri-
tance, or other nontaxable source.' 8 The Government found no non-
taxable sources that could account for the taxpayer's unreported
income.'8 5 Consequently, the court held that the Government satis-
fied its burden of proof.

2. Bank Deposits Method

In United States v. Boulet,'18 the Fifth Circuit affirmed a con-
viction for willful tax evasion based upon a reconstruction of the
taxpayer's income during the years in question by use of the bank
deposits or cash expenditures method. This method entails a num-
ber of steps. First, all of the taxpayer's bank deposits and similar
accounts in a single year must be added in order to determine the
amount of gross deposits. Second, amounts deposited that are non-
taxable must be identified, such as gifts, transfers of money between
accounts, repayment of loans, and cash that the taxpayer had in his
possession prior to the year in question that was deposited during
that year. This step is known as the purification process. Third, the
amount determined in the purification process must be subtracted
from the gross deposits in order to yield net taxable bank deposits.
Fourth, the net taxable bank deposits must be added to the amount
of expenditures made in cash not originally deposited in a bank
account. The resulting amount is deemed to equal gross income.
The figure is then reduced by the appropriate deductions and ex-
emptions to determine "corrected taxable income," and is com-
pared with the taxable income reported by the taxpayer on his
return. "

The main concern in the bank deposits method is the possibil-
ity that the taxpayer deposited cash received from a nontaxable

183. 452 F.2d 217, 220 (5th Cir. 1971).
184. United States v. Hiett, 581 F.2d 1199, 1202 (5th Cir. Nov. 1978).
185. Id.
186. 577 F.2d 1165 (5th Cir. Aug. 1978).
187. Id. at 1167.
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source or from a prior year's taxable income that had been retained
as cash. Therefore, the Government has the burden of establishing
the amount of cash that the taxpayer had at the beginning of the
period in order to negate the possibility that bank deposits or cash
expenditures in the year under investigation originated from non-
taxable sources.' In United States v. Bianco,58 the Second Circuit
suggested that, in a cash expenditure case, the proof of a likely
taxable source is insufficient to relieve the Government of its burden
of proof.190 Under Bianco, the Government must prove that a full
and adequate investigation was made. 9'

In Boulet, the taxpayer argued that the Government failed to
establish with reasonable certainty the amount of cash that he had
in his possession at the beginning of the year. 9 2 The taxpayer con-
tended that there were funds in his possession from a prior year that
were deposited in the year in question and erroneously considered
income for that year.9 3 He further argued that among his deposits
were other items that were not income, such as checks cashed for
his patients, and that the failure to delete these items distorted his
apparent income.'94 Under the taxpayer's argument, because the
Government could not analyze each deposit separately to prove that
it was a taxable source, it had the dual burden of establishing with
reasonable certainty the cash held at the beginning of each year in
question, and of negating all other sources of nontaxable income
during those years.'95 The court followed the Second Circuit's rule'"1
and held that the Government must satisfy the latter requirement
by proof of an adequate investigation that failed to disclose nontax-
able sources.9 7 When leads are furnished by the taxpayer, therefore,
the Government must investigate those leads with respect to cash
on hand that can be checked.' In Boulet, the Fifth Circuit con-

188. Id. at 1168, citing United States v. Penosi, 452 F.2d 217, 219-20 (5th Cir. 1971),

cert. denied, 405 U.S. 1065 (1972).
189. 534 F.2d 501 (2d Cir.), cert. denied, 429 U.S. 822 (1976).
190. Id. at 507. See notes 177-78 supra, and accompanying text.

191. United States v. Bianco, 534 F.2d 501, 506-07 (2d Cir.), cert. denied, 429 U.S. 822

(1976).
192. 577 F.2d at 1169.
193. Id.
194. Id. at 1170-71.
195. Id. at 1168. See also United States v. Marshall, 557 F.2d 527, 530 (5th Cir. 1977).

196. United States v. Slutsky, 487 F.2d 832, 840-41 (2d Cir. 1973), cert. denied, 416 U.S.

937 (1974).
197. United States v. Boulet, 577 F.2d 1165, 1171 (5th Cir. Aug. 1978).
198. United States v. Slutsky, 487 F.2d 832, 843-44 (2d Cir. 1973), cert. denied, 416 U.S.

937 (1974).
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cluded that the Government had met its burden by conducting a
thorough investigation of all leads furnished.'"

C. The Withholding System

The Internal Revenue Code requires employers to collect both
income and FICA taxes from their employees.2 " The Code further
provides that these funds are to be held in "a special fund in trust
for the United States."' Thus, an employee receives net wages with
a credit for taxes that were, or should have been, withheld even if
they are never remitted to the Government. The only recourse by
the IRS to recover such taxes is by an action against the employer. 20 2

Section 6672 imposes a penalty on any "person required to collect,
truthfully account for, and pay over any tax imposed by this title
who willfully fails to collect such tax, or truthfully account for and
pay over such tax, or willfully attempts in any manner to evade or
defeat any such tax or the payment thereof. 203 The term "person"
is defined to include "an officer or employee of a corporation . . .
who as such officer [or] employee . . . is under a duty to perform
the act in respect of which the violation occurs. 204 Accordingly,
liability is imposed only upon a responsible person, who has will-
fully failed to perform a duty to collect, account for, and pay over
the tax.205 In Slodov v. United States,"81 the Supreme Court defined
the phrase "responsible person," and recognized that the statute
applies "when the same individual or individuals who caused the
delinquency in any tax quarter are also the 'responsible persons' at
the time the Government's efforts to collect from the employer have
failed . . . "20 The taxpayer in Slodov argued that the statute
applied only to persons who have all three duties-collecting, ac-
counting, and paying over."8 The Supreme Court, however, con-
cluded that a person is responsible under section 6672 if he has a
duty to perform any one of the functions. 209

199. 577 F.2d 1165, 1171 (5th Cir. Aug. 1978).
200. I.R.C. § 3402. See id. §§ 3401-3404.
201. Id. § 7501.
202. Id. § 3403.
203. Id. § 6672.
204. Id. § 6671(b).
205. Mazo v. United States, 591 F.2d 1151 (5th Cir. May 1979).
206. 436 U.S. 238 (1978).
207. Id. at 245-46.
208. Id. at 246-47.
209. Id. at 250.
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In Hornsby v. Internal Revenue Service, 10 the Fifth Circuit
examined the willfulness requirement of section 6672. The taxpayer
in Hornsby was president of a corporation that had withheld taxes
from wages to its employees, but had failed to pay those amounts
to the Treasury as required by law. The taxpayer did not dispute
the fact that he was a financially responsible person. He did argue,
however, that the failure to pay the taxes was not willful because
he had delegated all accounting responsibilities to his subordinates,
including the payment of taxes."'

The Fifth Circuit had previously held, in Newsome v. United
States,"' that a person willfully breaches his duty if he voluntarily,
consciously, and intentionally fails to collect, account for, and pay
over the taxes due. The responsible person has willfully breached his
duty if he knows or is aware that the money owing to the Govern-
ment for unpaid withholding taxes is used for other corporate pur-
poses."2 When an assessment is made against a corporate officer as

a responsible person, the taxpayer has the burden of proof to show
that he did not willfully fail to ensure that the taxes were paid.'"
The court in Newsome stated that the taxpayer cannot satisfy this
burden merely by showing that he had delegated his responsibility
to someone else.' A responsible person has a fiduciary duty to care
properly for the funds entrusted to him for ultimate payment to the
United States. 216 He cannot satisfy his duty by merely delegating his
duty to someone else.217

The court found that the taxpayer was the only person author-
ized to sign corporate checks during most of the period in question
and that he was aware of the necessity of withholding deposits. 21 8

Consequently, the court found that the taxpayer had failed to prove
that he did not willfully breach his duty as a responsible person." 9

The Fifth Circuit in Hornsby affirmed its prior decision in Newsome
and followed the Supreme Court in Slodov in holding that a respon-
sible person willfully breaches his duty to the Government when he

210. 588 F.2d 952 (5th Cir. Mar. 1979).
211. Id. at 953.
212. 431 F.2d 742 (5th Cir. 1970).
213. Id. at 746.
214. Anderson v. United States, 561 F.2d 162 (8th Cir. 1977).
215. 431 F.2d 742, 747 (5th Cir. 1970).
216. See Slodov v. United States, 436 U.S. 238 (1978).
217. Hornsby v. IRS, 588 F.2d 952, 953 (5th Cir. Mar. 1979).
218. Id. at 954.
219. Id.



1980]

is aware that he owes the Government withholding taxes, but
merely delegates his duty to someone else for its discharge.

IV. CONCLUSION

The Fifth Circuit decided numerous cases during the survey
period dealing with the broad subject of taxation. Because the pur-
pose of this article is to analyze the more notable decisions, the
omission of cases from this survey does not indicate their lack of
substantive value. The cases were chosen with the view of structur-
ing this article as an aid for the practicing attorney in the area of
taxation concerning new and recurring problems. Although the
Fifth Circuit did not make any major changes in its traditional
interpretation of specific Code sections, the court's decisions further
clarified its position with regard to gross income, exclusions and
deductions from gross income, and subchapter S status. Moreover,
the court reaffirmed its position regarding tax enforcement and
collection.

Steven Joseph Schultz
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