
TAXATION

The Fifth Circuit decided numerous cases during the survey
period dealing with various aspects of federal taxation. The basic
purpose of this article is to analyze some of the more notable deci-
sions. In order to provide the tax practitioner with an overall view
of recent trends in the court's decisions concerning the interpreta-
tion of federal tax law, this survey is divided into three major sec-
tions: (1) income taxation; (2) estate and gift taxation; and (3) pro-
cedure and administration.

I. INCOME TAXATION

A. Tax Benefit Rule

The recovery of an item that was previously deducted must be
included in gross income in the year of recovery, except to the ex-
tent that the previous deduction did not result in any tax benefit
to the taxpayer.1 This is known as the "tax benefit rule."'2 The rule
is basically a statutory codification of prior court decisions.' Sec-
tion 111 of the Internal Revenue Code of 1954 (Code) allows tax
benefit treatment only to income attributable to the recovery of
bad debts, prior taxes, and delinquency accounts;4 but the courts5

1. 1 J. MERTENS, THE LAW OF FRDERAL INCOME TAXATION § 7.34, at 111 (1974). This
rule is included in § 111 and is worded in terms of the amount of the recovery that is not
included in income. I.R.C. § 111(a).

2. 1 J. MERTENS, THE LAW OF FEDERAL INcOME TAXATION § 7.34, at 111 (1974).
3. Id. See Amsco-Wire Prods. Corp. v. Commissioner, 44 B.T.A. 717 (1941); Marston

v. Commissioner, 41 B.T.A. 847 (1940); National Bank of Commerce v. Commissioner, 40
B.T.A. 72 (1939), affd, 115 F.2d 875 (9th Cir. 1940); Estate of Block v. Commissioner, 39
B.T.A. 338 (1939), aff'd sub nom. Union Trust Co. v. Commissioner, 111 F.2d 60 (7th Cir.),
cert. denied, 311 U.S. 658 (1940). In Block, the Board cited a number of previous cases
dealing with the tax benefit rule. 39 B.T.A. at 341. Int. Rev. Code of 1939, ch. 1, § 22(b)(12),
56 Stat. 812 (current version at I.R.C. § 111) was added by the Revenue Act of 1942, ch. 619,
§ 116, 56 Stat. 812 (1942) "in an attempt to harness the 'benefit theory' to a standard
formula which could be applied with reasonable uniformity." 1 J. MERTENS, THE LAW OF
FEDERAL INCOME TAXATION § 7.34, at 111 n.38 (1974). I.R.C. § 111(a) (1954) made no sub-
stantial changes in the provisions of Int. Rev. Code of 1939, ch. 1, § 22(b)(12), 56 Stat. 812.

4. I.R.C. § 111(a).
5. Dobson v. Commissioner, 320 U.S. 489 (1943); Helvering v. State-Planters Bank &

Trust Co., 130 F.2d 44 (4th Cir. 1942); Birmingham Terminal Co. v. Commissioner, 17 T.C.
1011 (1951).
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and the Treasury Regulations6 have broadened the rule of exclu-
sion by extending similar treatment to "all other losses, expendi-
tures, and accruals made the basis of deductions from gross income
for prior taxable years."' The taxpayer excludes the recovery from
gross income to the extent of the "recovery exclusion,"' which is
that portion of the recovery equal to the amount of the prior year's
deduction or credit that did not result in a tax benefit to the tax-
payer.9 Although the tax benefit rule has generally been absorbed
into the statute, it has been expressly stated that the unabsorbed
portion of the rule continues to apply.10

Where a person incurs indebtedness to acquire property, in-
come will be realized upon the discharge of this indebtedness for
less than full consideration. A shareholder who transfers property
to his corporation without consideration has made a contribution
to capital," and if the property is originally transferred as a loan,
the cancellation of the corporate obligation to pay results in a con-
tribution to the capital of the corporation to the extent of the
principal of the debt.13 A contribution to the capital of a corpora-
tion does not constitute income to the corporation.1

4 In such a
case, the contribution represents an additional price paid for the
shares of stock already held by the shareholder.1 5 Therefore, the
cancellation of corporate indebtedness by one of the corporation's
shareholders constitutes a contribution to capital, at least to the
extent of the principal balance of the loan, rather than discharge of
indebtedness income. This has been referred to as the "disappear-

6. Treas. Reg. § 1.111-1(a) (1956).
7. Id.
8. I.R.C. § 111(a).
9. Id. § 111(b)(4).
10. Dobson v. Commissioner, 320 U.S. 489, 506 (1943).
11. I.R.C. § 61(a)(12); Helvering v. American Chicle Co., 291 U.S. 426 (1934); United

States v. Kirby Lumber Co., 284 U.S. 1 (1931). However, income realized from the discharge
of indebtedness may be excluded from gross income for tax purposes, if the indebtedness
was incurred by a corporation or other person engaged in a trade or business and such
taxpayer elects and files notice with the IRS to have the basis of his property adjusted in
accordance with the regulations prescribed under I.R.C. § 1017. I.R.C. § 108; Treas. Reg. §3
1.108(a)-i (1956), 1.108(a)-2 (1967).

12. Treas. Reg. § 1.118-1 (1956).
13. Id. § 1.61-12(a) (1968). Such a discharge of indebtedness has been referred to as a

"gratuitous" forgiveness of debt. See id.
14. I.R.C. § 118(a).
15. Treas. Reg. § 1.118-1 (1956).
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ance of the cancellation of indebtedness" rule. 6

The discharge of indebtedness may also constitute a gift.17

Gifts are excluded from the gross income of the recipient. 8 There-
fore, the discharge of indebtedness by a shareholder of a debt owed
him by the corporation may be both a gift and a contribution to
the capital of the corporation. However, where unpaid interest on
a loan has been accrued and deducted, the "disappearance of the
cancellation of indebtedness" rule or the section 102(a)' 9 exclusion
of gifts from gross income provision may not automatically cause
the tax benefit rule, a distinct and separate principle, to also disap-
pear. The tax benefit rule specifically applies to the recovery of
interest that has been accrued and expensed.2 0 This raises the
question whether the tax benefit rule overrides any policy underly-
ing sections 102 or 118 of the Code2' that deal, respectively, with
the exclusion from gross income of gifts and contributions to capi-
tal. The Fifth Circuit addressed this question during the survey
period in Putoma Corp. v. Commissioner.22

Putoma Corporation and Pro-Mac Company, both Texas cor-
porations,"8 were engaged in the business of making complex struc-
tural aircraft parts for the F-Ill fighter jet to be built by General
Dynamics Corporation in Fort Worth. Both corporations used the
accrual method of accounting. J.M. Hunt owned 50 percent of the
stock of both corporations during the years in issue. On several
occasions, Hunt purchased machinery needed by Putoma and Pro-
Mac and resold it to the corporations at cost. Hunt received no
cash from the corporations with respect to these sales, but instead
received interest bearing notes secured by chattel mortgages.
Putoma and Pro-Mac claimed interest expense deductions on their
returns for the accrued interest on the notes. The interest, how-
ever, was not paid to Hunt who used the cash receipts and dis-
bursements method. He, therefore, did not include in his taxable

16. Putoma Corp. v. Commissioner, 66 T.C. 652, 665 (1976), afl'd, 601 F.2d 734 (5th
Cir. Aug. 1979).

17. Helvering v. American Dental Co., 318 U.S. 322, 331 (1943).
18. I.R.C. § 102(a).
19. Id.
20. See Tress. Reg. § 1.111-1(a) (1956).
21. I.R.C. §§ 102(a), 118(a).
22. 601 F.2d 734 (5th Cir. Aug. 1979).
23. Subsequent to the years in issue, Pro-Mac Co. merged into Putoma Corp. Id. at

741 n.8.
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income the accrued interest claimed as an interest expense deduc-
tion by Putoma and Pro-Mac. In 1970, Hunt forgave $24,950.44 of
accrued interest, the total amount owed to him by the corpora-
tions.2 4 The Commissioner determined that the cancellation of the
previously deducted liability for accrued interest gave rise to taxa-
ble income to Putoma and Pro-Mac under the tax benefit rule.2

The Tax Court majority, in a reviewed opinion, rejected the
Commissioner's argument relating to the cancellation of the ac-
crued interest and held that such cancellation constituted a non-
taxable gratuitous contribution to the capital of the two corpora-
tions, notwithstanding the tax benefits secured by the corporations
through their prior interest expense deductions.2 6 The court
pointed out that the Commissioner had issued discharge of indebt-
edness regulations many years ago which provided that any cancel-
lation by shareholders of a corporate debt was a contribution to
capital2 7 However, the court noted that the Commissioner had
nevertheless argued, with mixed results, that the cancellation was a
contribution to capital only to the extent of principal, and did not
include cancellation of previously deducted items resulting in a tax
benefit.2 The Tax Court relied on Helvering v. American Dental

24. Hunt forgave the accrued interest because Putoma and Pro-Mac had suffered
financial setbacks due to the drastic cutback in production of F-111 fighter jets. Id. at 741
n.9.

25. Id. at 741. In the alternative, the Commissioner argued that the amount of the
cancelled accrued interest was includable in Hunt's income. Id. The Commissioner did not
pursue this alternative argument on appeal and this issue was summarily dismissed by the
Fifth Circuit. Id.

26. Putoma Corp. v. Commissioner, 66 T.C. 652, 663-722 (1976), aff'd, 601 F.2d 734
(5th Cir. Aug. 1979). In rejecting the Commissioner's argument, Judge Wilbur, writing for
the majority, stated that the court was confronted with, "not an insolvable dilemma, but an
asymetrical transaction where one taxpayer took a deduction for the payment of interest
that a related taxpayer did not include in income." Id. at 671. The court stated that the tax
benefit rule disappeared under the "canopy" of the gratuitous cancellation of indebtedness
rule, which in turn, disappeared under the "canopy" of the contributions to capital rule, and
this was "[d]ue more to history than logic." Id. at 663. At another point in the Tax Court's
opinion, the court stated: "While a theoretically correct statement [of the tax benefit issue]
might indeed have merit considered de novo, we hardly write on a clean slate." Id. at 668.

27. Id. at 666.
28. Id. See Carrol McCreary Co. v. Commissioner, 124 F.2d 303 (2d Cir. 1941); Com-

missioner v. Auto Shop Safety Razor Co., 74 F.2d 226 (2d Cir. 1934) (both cases rejecting
the Commissioner's argument); but see Helvering v. Jane Holding Corp., 109 F.2d 933 (8th
Cir. 1940); Howard Paper Co. v. Commissioner, 43 B.T.A. 545 (1941); Bacon Auto Stores,
Inc. v. Commissioner, 42 B.T.A. 703 (1940) (all three cases agreeing with the Commissioner's
argument).
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Co.29 in deciding the tax benefit issue. American Dental Co. in-
volved previously deducted rent, as well as interest on trade ac-
counts. The Supreme Court held that a corporation which owed
back rent, and interest on notes it had acquired and deducted in
prior years, did not have taxable income by reason of a creditor's
agreement to cancel all interest and to accept partial payment of
the rent. 0 The forgiveness was held to be a gift and not taxable
income." The Tax Court found that American Dental Co. served
as precedent for a series of cases 2 which held that "the cancella-
tion of accrued and deducted items does not produce income to the
obligor, if the cancellations are a contribution to capital, even
though the items produced a prior tax benefit."'

The Fifth Circuit, in affirming the Tax Court's decision, cited
American Dental Co. as precedent and noted that, although the
definition of a "gift" for income tax purposes as stated in Ameri-
can Dental Co. had been modified in the case of Commissioner v.
Jacobson,3 4 that case cited American Dental Co. with approval.3 5

Judge Skelton, writing for the majority, stated that "American
Dental has continued to be a leading case that precludes taxation
of cancelled debts that have been deducted previously, in situa-
tions similar to the facts in [Putoma Corp.]." The court also

29. 318 U.S. 322 (1943).
30. Id. at 331.
31. Id. As the Tax Court pointed out, the definition of a "gift" in Helvering v. Ameri-

can Dental Co., 318 U.S. 322, 331 (1943), as "a release of something to the debtor for noth-
ing," is no longer viable as a result of Commissioner v. Jacobson, 336 U.S. 28 (1949). Putoma
v. Commissioner, 66 T.C. at 667. Jacobson established the principle that there must be in-
tent in determining whether there has been a gift for income tax purposes. 336 U.S. at 50-
51. The court in Putoma noted:

A contribution to capital is hardly a gift. When a shareholder makes a contribu-
tion to capital by cancelling a debt, he simply converts a debt obligation to an
equity interest, expecting a yield on his investment and a higher price for disposi-
tion of his stock. It may be gratuitous but hardly a gift proceeding from detached
and disinterested generosity when the intended "beneficiary" is the donor himself.

66 T.C. at 667 n.17.
32. South Bay Corp. v. Commissioner, 345 F.2d 698 (2d Cir. 1965); Commissioner v.

Fender Sales, 338 F.2d 924 (9th Cir. 1964); Hartland Assocs. v. Commissioner, 54 T.C. 1580
(1970).

33. 66 T.C. at 667.
34. 336 U.S. 28 (1949). See note 31 supra.
35. Putoma Corp. v. Commissioner, 601 F.2d 734, 749 (5th Cir. Aug. 1979). See Com-

missioner v. Jacobson, 336 U.S. 28, 51 (1949).
36. 601 F.2d at 749.
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cited Commissioner v. Duberstein3 7 as authority for its finding that
Hunt had made a gift to Putoma and Pro-Mac by discharging their
indebtedness." In Duberstein, a corporation transferred an auto-
mobile to a taxpayer who had supplied the corporation with the
names of potential customers for its products. The question in the
case was whether the transfer was a nontaxable gift to the tax-
payer.3 9 The Supreme Court held that the most critical considera-
tion as to whether a gift has been made for income tax purposes is
the transferor's "intention" or basic reason-the dominant rea-
son-for making the transfer. 40 This intention is necessarily a
question of fact.41

On appeal, the Commissioner argued that the tax benefit rule
should be applied "across the board" in every case where an ex-
pense item had been deducted but not paid by a taxpayer and was
recovered in a later year.4 He argued this specifically as it applied
to Putoma Corp. and Pro-Mac Co.' The Fifth Circuit did not
agree." The court stated that a judicially created rule, such as the
tax benefit rule, cannot supersede or take precedence over statutes
enacted by Congress, even though the rule is viable and may be
applied in a proper case.' The court expressed the view that sec-
tion 102,46 dealing with the exclusion of gifts from income, and sec-
tion 118,4  dealing with the exclusion of contributed capital from a
corporation's gross income, are exceptions to the tax benefit rule.'8

The Commissioner further argued that under Treasury Regulation
section 1.61-12(a),4

9 a contribution to the capital of a corporation
by the gratuitous cancellation of a previously deducted debt by a
shareholder applies to the principal of the debt and not to the in-

37. 363 U.S. 278 (1960).
38. 601 F.2d at 748.
39. Commissioner v. Duberstein, 363 U.S. 278, 280 (1960).
40. Id. at 285-86 (citing Bogardus v. Commissioner, 302 U.S. 34, 43 (1937)). See

Putoma v. Commissioner, 601 F.2d at 748 (citing Commissioner v. Duberstein, 363 U.S. 278
(1960)).

41. 363 U.S. at 289.
42. 601 F.2d at 743.
43. Id.
44. Id.
45. Id.
46. I.R.C. § 102(a).
47. Id. § 118(a).
48. 601 F.2d at 742.
49. Tress. Reg. § 1.61-12(a) (1968).
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terest.' The court stated that, while the regulation limits the can-
celled debt to the principal, it considered the regulation merely the
Commissioner's interpretation of the statutes and that such an in-
terpretation was invalid.5 1

The court held that when the requirements set forth in the
American Dental Co., Jacobson, and Duberstein cases for nontax-
able gratuitous gifts to persons, or corporations like Putoma and
Pro-Mac, or gratuitous contributions to the capital of such corpo-
rations, are met, the tax benefit rule is not applicable and is super-
seded by sections 102(a) and 118(a) of the Code.2

Judge Rubin, writing in dissent on the tax benefit issue, noted
that because of the majority's decision, "[a]n income tax deduction
will have been realized for a fictitious expense.' 3 He expressed the
view that American Dental Co. could be distinguished on its facts
because the cancellation of indebtedness emanated from creditors,
not shareholders." Therefore, he concluded, American Dental Co.
could not possibly have involved a contribution to corporate capi-
tal." He further pointed out that neither the Commissioner nor
the taxpayers contended that Treasury Regulation section 1.61-
12(a) 6 was invalid, and for the majority to hold that it was
"merely . . . the Commissioner's interpretation of the statutes,
which is not binding on [the court]" was to ignore the legal effect
of regulations promulgated by the Commissioner under the Code.' 7

50. 601 F.2d at 750.

51. Id. at 751.

52. Id.

53. Id. at 752 (Rubin, J., dissenting).

54. Id. at 752-53.

55. Id.

56. See notes 49-51 supra, and accompanying text.

57. 601 F.2d at 754 (Rubin, J., dissenting). Distinctions have been made between legis-
lative regulations and interpretative regulations. Legislative regulations are given the force
and effect of law unless the regulation exceeds the scope of the delegated power (Panama
Refinery Co. v. Ryan, 293 U.S. 388 (1935)), is contrary to the statute (M.E. Blatt Co. v.
United States, 305 U.S. 267 (1938)), or is unreasonable (Joseph Weidenhoff, Inc. v. Commis-
sioner, 32 T.C. 1222 (1959), acq. 1960-2 C.B. 7). Interpretative regulations, though not hav-
ing the force and effect of law, have generally been accorded great weight by the courts. See
Cammarano v. United States, 358 U.S. 498 (1959); Commissioner v. South Tex. Lumber Co.,
333 U.S. 496 (1948); Helvering v. R.J. Reynolds Tobacco Co., 306 U.S. 110 (1939); Helvering
v. Winmill, 305 U.S. 79 (1938).

1981] 365
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B. Corporate Liquidations

1. The Kimbell-Diamond Doctrine Is Abrogated by the Fifth
Circuit

Section 331(a) of the Code provides, in part, that amounts dis-
tributed in complete liquidation of a corporation shall be treated
as full payment in exchange for the shareholder's stock."' Section
1001(c) of the Code provides that the entire amount of the gain or
loss on the sale or exchange of property shall be recognized, except
in certain situations.5 One important exception to the general rule
that the shareholder's gain or loss is to be recognized upon a com-
plete liquidation is that, under certain conditions, no gain or loss
shall be recognized by a parent corporation upon the receipt of
property distributed in complete liquidation of a subsidiary. 0

This nonrecognition provision is coupled with a basis provi-
sion, section 334(b), 6

2 which generally requires the parent corpora-
tion to assume the subsidiary's basis in the distributed assets."
Therefore, a later sale of the assets by the parent corporation will
require it to recognize any gain or loss that would have been recog-
nized by the subsidiary had it made the sale. This so-called "carry-
over basis" provision has one important exception under section
334(b)(2), which allows the parent corporation to take a cost basis
in the assets instead of a carryover basis.6 Thus, the basis of the

58. I.R.C. § 331(a)(1).
59. Id. § 1001(c). See Tress. Reg. § 1.331-1(b) (1968).
60. I.R.C. § 332; Tress. Reg. § 1.332-1 (1960). To qualify, the parent corporation must

possess at least 80% of the total combined voting power of all classes of stock of the subsidi-
ary and must own at least 80% of the total number of shares of all other classes of stock.
I.R.C. § 332(b)(1); Tress. Reg. § 1.332-2 (1960). The distribution by the subsidiary must
either be a complete cancellation or redemption of its stock, and a complete transfer must
occur within one taxable year (I.R.C. § 332(b)(2); Tress. Reg. § 1.332-3 (1960)), or the distri-
bution must be made pursuant to a plan of liquidation under which the transfer of all the
property must be completed within the three years from the close of the taxable year during
which the first of any series of distributions was made (I.R.C. § 332(b)(3); Trees. Reg. §
1.332-4 (1960)).

61. I.R.C. § 334(b).
62. Id. § 334(b)(1).
63. Id. § 334(b)(2); Tress. Reg. § 1.334-1(c) (1972). If a corporate taxpayer complies

with the requirements of § 334(b)(2), it must take a cost basis, that is, § 334(b)(2) is a
mandatory section. See Broadview Lumber Co. v. United States, 561 F.2d 698, 711 (7th Cir.
1977); Supreme Inv. Corp. v. United States, 468 F.2d 370, 377 (5th Cir. 1972). See generally
Pugh, Combining Acquired and Acquiring Corporations and Their Subsidiaries Following
a Purchase of Stock: Some Anomalies of Form and Substance, 35 TAx L. Rav. 359 (1980).
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property in the hands of the parent corporation will be equal to
the cost of the stock it originally purchased with certain possible
adjustments." A cost basis under section 334(b)(2) of the Code
must be used if two basic conditions are met." First, at least 80
percent of the stock must have been acquired by "purchase," as
defined in section 334(b)(3), during a period of not more than
twelve months. 6 Second, the distribution must be pursuant to a
plan of complete liquidation under section 332 adopted not more
than two years after the purchase. 7

The "purchase" requirement is to insure that a taxable trans-
action has occurred, 8 and was included to prevent corporate tax-
payers, who had acquired assets through tax-free transactions,
from receiving the benefits of a stepped-up cost basis. 9 The term
"purchase" is defined in section 334(b)(3)70 as any acquisition of
stock except: (1) transactions in which the basis of the stock car-
ries over from the transferor7 1 or is determined under section
1014(a) (stepped-up basis of inherited property);7 1 (2) exchanges to
which section 351 (tax-free exchange by control group of property
for stock in the controlled corporation) applies;73 and (3) acquisi-
tions from "related persons" within the meaning of section
318(a). 4

There was no counterpart to the present section 334(b)(2) in

64. Treas. Reg. § 1.334-1(c)(4) (1972) lists the adjustments that must be made for de-
termining the parent corporation's adjusted basis. The reason for these adjustments is to
place the parent corporation in the same basic position as if it had liquidated the subsidiary
immediately after acquiring its stock. See Bonovitz, Problems in Achieving Parity in Tax
Treatment Under Sections 337 and 334(b)(2), 34 N.Y.U. INST. FED. TAx. 57, 89 (1976).

65. I.R.C. § 334(b)(2). See B. Brrrica & J. EUSTICE, FEDERAL INcoME TAXATION OF
CORPORATIONS AND SHAREHOLDERS 11.44, at 11-43 (4th ed. 1979) [hereinafter cited as Brrr-
KEE & Eusric].

66. I.R.C. § 334(b)(2)(B).
67. Id. § 334(b)(2)(A).
68. S. REP. No. 1622, 83d Cong., 2d Sess. -, reprinted in [1954] U.S. CODE CONG. &

AD. NEws 4621, 4895. See Broadview Lumber Co. v. United States, 561 F.2d 698, 713 (7th
Cir. 1977).

69. Broadview Lumber Co. v. United States, 561 F.2d 698, 713 (7th Cir. 1977).
70. I.R.C. § 334(b)(3). See generally Note, Section 334(b)(2): The "Purchase" Re-

quirement, 30 TAX LAw. 188 (1976).
71. I.R.C. § 334(b)(3)(A)(i). For example, an acquisition by gift (id. § 1015(a)), contri-

bution to capital (id. § 362(a)(2)), or tax-free reorganization (id. § 362(b)) would require the
transferee to carryover the transferor's basis in the acquired stock.

72. Id. § 334(b)(3)(A)(ii). See id. § 1014(a).
73. Id. § 334(b)(3)(B). See id. §§ 351, 358.
74. Id. § 334(b)(3)(C). See id. § 318(a).
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the Internal Revenue Code of 1939.75 The Kimbell-Diamond 6 doc-
trine was created to correct an inequity in the 1939 Code, where a
corporation that was interested in acquiring another corporation's
assets, but which was required to purchase that corporation's stock
in order to obtain the assets, was forced to take a carryover basis
in the assets upon prompt liquidation of the acquired corpora-
tion.77 In Kimbell-Diamond Milling Co. v. Commissioners the
Tax Court was faced with a situation in which a fire had destroyed
Kimbell-Diamond's milling assets. With the fire insurance pro-
ceeds, the company acquired 100 percent of the stock of another
milling company and liquidated the company in order to receive
the assets. The Tax Court held that when viewed, in substance, as
a single transaction, it amounted to a purchase of assets, and the
taxpayer would receive a cost rather than a carryover basis.79 The
Kimbell-Diamond doctrine provided the taxpayer and the IRS
with a judicial exception to the statutory carryover basis rule and
was an often used precedent under the 1939 Code.80 However, the
cost basis that was attainable in the courts under the Kimbell-Dia-
mond doctrine employed fictions and a subjective intent standard
in determining whether a cost basis was warranted.81

Against this background, Congress enacted section 334(b)(2)
to effectuate the principles derived from the Kimbell-Diamond

75. See Int. Rev. Code of 1939, ch. 1, § 113(a)(15), 53 Stat. 43 (now I.R.C. § 334). The
predecessor to § 332 was found in Int. Rev. Code of 1939, ch. 1, § 112(b)(6), 53 Stat. 38, and
was quite similar to the present provisions.

76. Kimbell-Diamond Milling Co. v. Commissioner, 14 T.C. 74 (1950), aff'd per
curiam, 187 F.2d 718 (5th Cir.), cert. denied, 342 U.S. 827 (1951).

77. BrrrKER & EusricE, supra note 65,1 11.44, at 11-42. See Cabax Mills v. Commis-
sioner, 59 T.C. 401, 408 (1972).

78. 14 T.C. 74 (1950), affd per curiam, 187 F.2d 718 (5th Cir.), cert. denied, 342 U.S.
827 (1951).

79. Id. at 80. The court relied on the principles established in Commissioner v. Court
Holding Co., 324 U.S. 331 (1945), in which the Supreme Court held that the incidence of
taxation depends upon the substance, not the form of the transaction (id. at 334), and in
Commissioner v. Ashland Oil & Ref. Co., 99 F.2d 588 (6th Cir. 1938), cert. denied, 306 U.S.
661 (1939), in which the Sixth Circuit held that a transaction involving only an acquisition
of property must be viewed as a whole, and closely related steps will not be separated either
at the suggestion of the taxpayer or the Commissioner. Id. at 591.

80. See BrrrKza & EUSTcE, supra note 65, 11.44, at 11-42 n.98, and accompanying
text; South Bay Corp. v. Commissioner, 345 F.2d 698, 703 (2d Cir. 1965); United States v.
M.O.J. Corp., 274 F.2d 713, 717 (5th Cir. 1960).

81. Cabax Mills v. Commissioner, 59 T.C. 401, 408 (1972). The Tax Court in its opin-
ion cites a series of cases as examples of the use of this subjective intent standard. Id.
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doctrine.82 The legislative history is unclear as to whether section
334(b)(2) was enacted to supersede the Kimbell-Diamond doctrine
or merely to borrow from it.8 The IRS has opposed the application
of the doctrine to situations not covered under the 1954 Code,"
and the courts are split with regard to the continuing vitality of
the doctrine under the present section 334(b)(2).11 Without affirm-
atively deciding, the Fifth Circuit implied that the doctrine was
still viable under the 1954 Code in Griswold v. Commissioner.s6 In
1972, the court held in Supreme Investment Corp. v. United
States,87 that in enacting section 334(b)(2), Congress made a major
change by substituting a series of objective tests in place of the

82. S. REP. No. 1622, 83d Cong., 2d Sm. -, reprinted in [19541 U.S. CODE CONG. &
AD. NEWS 4621, 4894.

83. Throughout the committee proceedings, the only mention of this issue is that §
334(b)(2) "effectuates" the principles of Kimbell-Diamond. Id. at -, reprinted in [1954]
U.S. CODE CONG. & AD. NEWS at 4679, 4894.

84. The IRS manual lists the use of the Kimbell-Diamond doctrine as a "prime issue,"
that is, one it will litigate and will not generally concede or compromise. See [1980] 3 STAND.

FED. TAX REP. (CCH) 2434.01. But see American Potash & Chem. Corp. v. United States,
402 F.2d 1000, 1001 n.2 (Ct. Cl. 1968) (in which the IRS no longer argued that the Kimbell-
Diamond approach was not viable, but instead, that it was not applicable to the facts of the
case); Rev. Rul. 74-35, 1974-1 C.B. 85, 85 (in which in language implicitly acknowledging the
doctrine, the IRS refers to Rev. Rul. 67-274, 1967-2 C.B. 141, as representing "an applica-
tion of the Kimbell-Diamond principle").

85. The Court of Claims upheld the continued vitality of the Kimbell-Diamond doc-
trine in American Potash & Chem. Corp. v. United States, 399 F.2d 194 (Ct. Cl. 1968),
holding that Congress did not intend to eliminate the doctrine by enacting § 334(b)(2). Id.
at 207. The court concluded that "Congress intended to inject some degree of certainty into
[this] area of the tax law" by offering an objective test, instead of having to prove a tax-
payer's intent, for obtaining a cost basis in acquired assets. Id. at 207-08. The court noted
that § 334(b)(2) applies only to corporations and it held that Kimbell-Diamond remains
viable to individuals. Id. at 208. However, no other court has expressly followed this direct
alfirmance of the doctrine's continued existence. In two cases, where the transactions specif-
ically qualified under § 334(b)(2), the Ninth Circuit has refused to apply Kimbell-Diamond.
See Pacific Transp. Co. v. Commissioner, 483 F.2d 209, 213 (9th Cir. 1973), cert. denied, 415
U.S. 948 (1974) (holding that the Kimbell-Diamond doctrine was no longer controlling);
Boise Cascade Corp. v. United States, 288 F. Supp. 770, 774 (D. Idaho 1968), aff'd per
curiam, 429 F.2d 426 (9th Cir. 1970) (summarily affirming the district court's decision which
held that § 334(b)(2) eliminated the subjective intent test of Kimbell-Diamond). The Sev-
enth Circuit has ruled that the doctrine was inapplicable in cases falling within the stan-
dards of § 334(b)(2). Broadview Lumber Co. v. Commissioner, 561 F.2d 698, 712, 714 (7th
Cir. 1977). The Tax Court has held that the only exception to § 334(b)(1) is found in §
334(b)(2), and therefore, the Kimbell-Diamond doctrine has been abolished. International
State Bank v. Commissioner, 70 T.C. 173, 181 (1978).

86. 400 F.2d 427, 431 (5th Cir. 1968).
87. 468 F.2d 370 (5th Cir. 1972).
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corporate taxpayer's subjective intent to obtain corporate assets.88

Supreme Investment Corp. did not, however, abolish the
doctrine.5

The Fifth Circuit, in In re Chrome Plate, Inc.,e° held "posi-
tively and conclusively that the Kimbell-Diamond doctrine is abol-
ished in regard to corporate taxpayers, and the only opportunity to
receive a cost basis in complete liquidation of a subsidiary is by
fully complying with [section] 334(b)(2)."' 1 Chrome Plate con-
cerned a corporate restructuring that ultimately left the corporate
assets in question in the possession of another corporation under a
section 332 liquidation, but intermediate steps included transfers
to and from a common parent of both the acquiring corporation
and the liquidated corporation. The stock ownership and timing
requirements of section 334(b)(2)92 were met, but the subsidiary
that ultimately acquired the assets of the liquidated corporation
acquired them from the common parent corporation in a section
351 exchange." Section 334(b)(3)(B) prohibits the use of a cost ba-
sis rule for assets acquired in a complete liquidation involving a
section 351 exchange."4

Although the Fifth Circuit agreed with the taxpayer that sec-
tion 334(b)(2) would have applied if the parent had received the
assets of the liquidated corporation directly, it refused to ignore
the section 351 transfer.9 The court noted that it was not dealing

88. Id. at 377.
89. See id. at 377-79.
90. 614 F.2d 990 (5th Cir. Apr. 1980), cert. denied, 49 U.S.L.W. 3247 (U.S. Oct. 7,

1980) (No. 79-2050).
91. Id. at 1001 (emphasis added). See id. at 1000. The Fifth Circuit affirmed the dis-

trict court's holding on the issue. See Chrome Plate, Inc. v. District Director, 442 F. Supp.
1023, 1029 (N.D. Tex. 1979), aff'd, 614 F.2d 990 (5th Cir. Apr. 1980), cert. denied, 49
U.S.L.W. 3247 (U.S. Oct. 7, 1980) (No. 79-2050).

92. See notes 63-74 supra, and accompanying text.
93. I.R.C. § 351(a) provides, in general, for the nonrecognition of gain or loss upon the

transfer, by one or more persons, of property to a corporation solely in exchange for stock or
securities in such corporation, if immediately after the exchange, such person or persons are
in control of the corporation to which the property was transferred. Tress. Reg. § 1.351-
1(a)(1) (1967). "Control" is defined under I.R.C. § 368(c) (the definition of "control" is in-
corporated by reference in § 351(a) as meaning a person having at least 80% of the total
combined voting power of all classes of stock entitled to vote and at least 80% of the total
number of shares of all other classes of stock of such corporation).

94. See note 73 supra, and accompanying text; 614 F.2d at 995.
95. 614 F.2d at 996. The court noted that "[tio qualify under § 334(b)(2), there must

be strict compliance with its requirements." Id.
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with a factual situation in which the statutory requirements of sec-
tion 334(b)(2) had been met, and that the Court of Claims and the
Tax Court had affirmatively dealt with the same factual scenario."
The court stated that Congress was well aware of the Kimbell-Dia-
mond doctrine and its subjective intent test, yet it chose to provide
only one exception to the carryover basis rule of section 334(b)(1).
This exception, found in section 334(b)(2), establishes an objective
intent requirement. 7 The court found that a plain reading of sec-
tion 334(b)(1), which reads, "except as provided in paragraph
(2)," 98 made it apparent that Congress intended to codify the Kim-
bell-Diamond rule completely in section 334(b)(2)." The court was
unconvinced by the Court of Claim's reasoning in American Pot-
ash & Chemical Corp. v. United States,'"0 which questioned the
logic of the applicability of section 334(b)(2) to corporations and
not individual taxpayers.' 0 ' It argued that Congress either ignored
or chose to exclude the individual taxpayer and that it was not
within the court's jurisdiction to equalize the situation by twisting
the plain meaning of the statute.'"s

In conclusion, the Fifth Circuit noted that in truth, the Kim-
bell-Diamond doctrine was a double-edged sword that could be,
and often was, used by the IRS to require a taxpayer to receive a
cost basis which the latter did not want. 03 However, the mechanis-
tic approach of section 334(b)(2) assures the corporate taxpayer
that it will only receive a cost basis if it fulfills the statutory
requirements.' 4

2. Corporate Liquidation Is Compatible with a Reorganization

The liquidation and reorganization provisions of the Code pro-
vide divergent tax advantages to corporate taxpayers because of
the provisions' functional differences. For example, liquidating dis-
tributions to shareholders are treated as full payment in exchange

96. Id. at 999. See note 85 supra, and accompanying text.
97. Id.
98. I.R.C. § 334(b)(1).
99. 614 F.2d at 999.
100. 399 F.2d 194 (Ct. C1. 1968). See note 85 supra.
101. 614 F.2d at 1000 (citing American Potash & Chem. Corp. v. United States, 399

F.2d 194, 208 (Ct. C1. 1968)).
102. 614 F.2d at 1000.
103. Id.
104. Id.
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for stock under section 331(a), and thus, ordinarily produce an im-
mediate recognition of gain or loss under section 1001(c).10 5 The
underlying assumption for the treatment of a liquidating distribu-
tion as an exchange for stock, instead of a regular corporate distri-
bution, is that it theoretically involves the complete termination of
the shareholder's investment in corporate form.'" On the other
hand, under section 354, there will generally be no recognition of
gain or loss if stock or securities in a corporation that is a party to
a reorganization are exchanged solely for other stock or securities
in that corporation, or in another corporation that is a party to the
reorganization.10 7 Instead, there is merely a substitution of basis
for the distribution received under section 358, so that any gain or
loss will not be recognized until the taxpayer liquidates his invest-
ment.108 Section 368(a)(1) of the Code defines six forms of corpo-
rate transactions eligible for this favorable "reorganization" tax
treatment.10' The underlying assumption of the tax-free reorgani-
zation provisions is that the new property is substantially an unliq-
uidated continuation of the old investment, and therefore, any gain
or loss realized is not recognized for tax purposes at the time of the
exchange. 1 This is known as the "continuity of interest"
principle.1

Within the basic context of the above provisions, the Govern-
ment appealed to the Fifth Circuit in General Housewares Corp. v.

105. See notes 58-59 supra, and accompanying text. But see note 60 supra, and ac-
companying text.

106. See BrrrKER & EUSTICE, supra note 65, 11.02.
107. I.R.C. § 354(a). To qualify for this nonrecognition treatment, the reorganization

must be pursuant to a plan of reorganization. Id. Furthermore, to the extent that the princi-
pal amount of any securities received exceeds the principal amount of any securities surren-
dered, gain, as defined under I.R.C. § 1001(a), shall be recognized. Id. §§ 354(a)(2), (3),
356(d). "Securities" are generally defined as corporate debt having a maturity of over five
years. See generally Nye v. Commissioner, 50 T.C. 203, 214 (1968), acq. 1969-2 C.B. XXV.
Stock rights or warrants are not included in the term "stock or securities." Treas. Reg. §
1.354-1(e) (1979).

108. I.R.C. § 358(a). See BrrrK= & Eus'rncE, supra note 65, 14.34.
109. I.R.C. § 368(a)(1)(A)-(F). Tax practitioners identify these six forms of tax favored

reorganizations by the alphabetical subparagraph defining each. For example, a "C" reor-
ganization is the exchange of substantially all of the assets of one corporation solely for
voting stock in another, while an "A" reorganization is a merger or consolidation complying
with state statutory requirements. See I.RC. § 368(a)(1)(A), (C); BrrrKER & EusTicE, supra

note 65, 11 14.02, 14.10.
110. BrrrKER & EuSTICE, supra note 65, 1 14.01, at 14-4.
111. Id. $ 14.11.
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United States, ' contending "that the taxpayer-favoring provi-
sions relating to a complete corporate liquidation cannot apply
when the liquidation is an integral step of a corporate reorganiza-
tion." 1 8 The Government argued that the continuity of proprie-
tary interest required for the reorganization provisions of the
Code1"' was conceptually incompatible with a complete liquidation,
which requires the cessation of all business at the corporate level
and the distribution to the shareholders of all the corporation's as-
sets remaining after payment of its debts.11 5

In 1968, Olivier Company, Inc.11 (Olivier) and its shareholders
entered into certain transactions involving a plan of complete liq-
uidation adopted by Olivier and a plan of reorganization between
Olivier and another corporation, U.S. Industries (U.S.I.). The plans
were dated November 1 and November 4, 1968, respectively. In ex-
ecuting these plans, three basic transactions occurred. First, pursu-
ant to a plan of reorganization, Olivier transferred its only asset,
stock in a third corporation, to U.S.I. in exchange for 142,494
shares of U.S.I. stock. This exchange constituted a valid tax-free
transaction, under section 361(a), in a "C" reorganization pursuant
to section 368(a)(1)(C). 1 Next, pursuant to its plan of liquidation,
Olivier sold 34,000 shares of U.S.I. stock, about 25 percent of the
shares received in the exchange, for approximately $1,000,000.118
The total gain realized on the sale of this stock was $691,330.50.
Finally, pursuant to both its plans of liquidation and reorganiza-
tion, Olivier distributed all of its remaining assets to its sharehold-
ers, Plantation Patterns, Inc. (Plantation), which owned two-thirds
of Olivier's stock, and Sellers, who owned one-third. As a result of

112. 615 F.2d 1056 (5th Cir. Apr. 1980).
113. Id. at 1059.
114. See BrrTKER & EusTicE, supra note 65, 1 14.11.
115. 615 F.2d at 1059. See BrrrKcR & EUSTICE, supra note 65, 11.02.
116. The present taxpayer's suit was brought by General Housewares as successor in

interest to Plantation Patterns, Inc. (Plantation) by merger, to recover income taxes paid in
1969 that were alleged to have been assessed and collected against Plantation as transferee
of Olivier. 615 F.2d at 1058.

117. Id. at 1057. See notes 107-11 supra, and accompanying text.
118. Olivier used the majority of the proceeds from the stock sales to pay creditors.

The Government conceded that this sale complied literally with the requirements of § 337.
Id. at 1060. I.R.C. § 337(a) essentially provides that no gain or loss to a corporation shall be
recognized on the sale or exchange of assets, if, within a 12 month period beginning on the
date on which the corporation adopts a plan of complete liquidation, all of the assets of the
corporation, except those retained to meet claims, are distributed in complete liquidation.
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this distribution, Plantation owned four-tenths of one percent of
the outstanding U.S.I. stock, while Sellers owned two-tenths of one
percent.

The main issue on appeal was whether Olivier was liable for
tax on the $691,330.50 realized gain pursuant to the plan of reor-
ganization, or whether the gain was the tax-free result of a sale of
property by a corporation in the process of a plan of complete liq-
uidation under section 337.11 The district court held for the tax-
payer and rejected the Government's argument that the liquida-
tion and reorganization provisions of the Code were so
conceptually incompatible as to prevent the application of a liqui-
dation provision in the absence of conflict with any reorganization
provision.1 2 0 The Government argued on appeal that section 337,
relating to complete liquidations, cannot apply to a corporate liqui-
dation that occurs only as an integral step in a corporate reorgani-
zation, since this would allow the corporation a tax-free liquidation
benefit while at the same time allow the shareholders a reorganiza-
tion tax benefit with respect to the proceeds received as a result of
the liquidation-reorganization. 21 The Government relied on FEC
Liquidating Corp. v. United States,'22 as well as other decisions,"28

119. 615 F.2d at 1058. See note 118 supra, concerning § 337.
120. General Housewares Corp. v. United States, 78-2 U.S.T.C. 1 9693, at 85,339 (N.D.

Ala. 1977). See id. at 85,328 (setting forth the Government's chief argument).
121. 615 F.2d at 1060.
122. 548 F.2d 924 (Ct. Cl. 1977). FEC Liquidating Corp. is the only decision that ad-

dressed the precise issue in General Housewares. See id. at 926.
123. See Liddon v. Commissioner, 230 F.2d 304 (6th Cir. 1971); Abegg v. Commis-

sioner, 429 F.2d 1209 (2d Cir. 1970), cert. denied, 400 U.S. 1008 (1971); Lewis v. Commis-
sioner, 176 F.2d 646 (1st Cir. 1949); Telephone Answering Serv. Co. v. Commissioner, 63
T.C. 423 (1974), affd without pub. op., 39 A.F.T.R. 2d 786 (4th Cir. 1976), cert. denied, 431
U.S. 914 (1977); Wilson v. Commissioner, 46 T.C. 334 (1966); James Armour, Inc. v. Com-
missioner, 43 T.C. 295 (1964). The Government relied on these decisions as authority for its
position in both the FEC Liquidating Corp. and General Housewares cases. These decisions
denied liquidating treatment to the distribution of assets to shareholders who liquidated
their corporations shortly before reincorporating the operating assets in a separate corpora-
tion in which they continued to own a substantial interest. These liquidations were usually
made as an integral part of a corporate reorganization. However, as the Fifth Circuit noted,
these decisions can be distinguished on their facts from the General Housewares and FEC
Liquidating Corp. cases because the shareholders in all of the above cited decisions retained
a substantial continuing interest (50% or more) in the reorganized corporate enterprise.
615 F.2d at 1062. In the instant case, however, the taxpayers' former 100% stock ownership
of Olivier was transformed by the "C" reorganization into a .6% interest in the outstanding
shares of U.S.I., and Olivier was completely liquidated as a corporate entity. Id.
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as authority for its argument."" In FEC Liquidating Corp., the
Court of Claims found that the liquidation and reorganization pro-
visions were mutually inconsistent and, therefore, sections 337(a)
and 368(a)(1)(C) could not concurrently apply to a reorganization
similar to the one that occurred in General Housewares.2 5 The
Court of Claims held that the continuity of interest requirement
for a tax-free reorganization excluded a "complete liquidation,"
which, for tax purposes, requires the planned disassociation of the
shareholders from the business if the enterprise continues. 26

The Fifth Circuit refused to follow FEC Liquidating Corp.,
since it agreed with the district court's analysis of the legislative
intent with respect to section 337.27 The district court concluded
that it was apparent from the legislative history that Congress,
when enacting the liquidation provisions, was under the assump-
tion that the term "complete liquidation" meant the distribution
of substantially all of the corporate assets and dissolution of the
corporate shell, unless the taxpayer attempted what is known as a
"liquidation-reincorporation."1 8 The Fifth Circuit also agreed with
the district court that section 337 applied to the General
Housewares facts and that the decisions relied upon by the FEC
Liquidating Corp. court and the Government 12' dealt with func-
tionally distinguishable situations. 80 The Fifth Circuit noted that
the Ninth and Second Circuits have held that where there is a
bona fide liquidation for a valid business purpose in connection
with a corporate reorganization which results in a significant shift
of control (that is, a lessening of the former shareholder's interest

124. 615 F.2d at 1060.
125. 548 F.2d at 928.
126. Id. See Brrrxm & EusTIcE, supra note 65, 1 14.32, at 14-103 n.274; Comment,

The Applicability of Section 337 to Sales to Third Parties in a "C" Reorganization: The
FEC Liquidating and General Housewares Decisions, 66 CAL. L. REv. 623 (1978); Note, Sec-
tion 337 Sales as Part of Reorganizations: A Closer Look at FEC Liquidating Corp. and the
Meaning of "Complete Liquidation," 31 VAD. L. REv. 639 (1978).

127. 615 F.2d at 1061. See General Housewares Corp. v. United States, 78-2 U.S.T.C. 1
9693, at 85,328-29 (N.D. Ala. 1977).

128. 78-2 U.S.T.C. 9693, at 85,329 (N.D. Ala. 1977). A common example of a liquida-
tion-reincorporation device occurs when a closely-held corporation sells its operating assets
to another corporation owned by its own shareholders under the guise of a § 337 tax-free
transaction. Id. at 85,329 n.2.

129. See note 123 supra.
130. 615 F.2d at 1061. See General Housewares Corp. v. United States, 78-2 U.S.T.C.

9693, at 85,329-34 (N.D. Ala. 1977); note 123 supra.
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in the new corporation), the mere continuity of interest of the for-
mer shareholder in the new corporation will not preclude the ap-
plication of the sections 331 and 337 liquidation benefits to the
liquidated corporation and its shareholders. 1" The court concluded
that section 337, precluding recognition of gain or loss at the cor-
porate level from the sale of assets pursuant to a plan of complete
liquidation, may apply to sales made to third parties by a corpora-
tion pursuant to a plan of reorganization qualifying under section
368(a)(1)(C).1

3 2

II. ESTATE AND GIFT TAXATION

A. Gifts of Community Property Interests to Spouse

Section 2036(a)(1) of the Code provides in part, that a dece-
dent's gross estate "shall include the value of all property to the
extent of any interest therein of which the decedent has at any
time made a transfer . . under which he has retained for his life
.* . the possession or enjoyment of, or the right to the income
from, the property." '

The purpose of this provision is to prevent the circumvention
of the federal estate tax by the use of inter vivos schemes that do
not "significantly" alter the lifetime enjoyment of property suppos-
edly transferred by a decedent.'" When transferred property is re-
quired to be included under this provision, it has essentially been
deemed testamentary in nature'35 because the transfer leaves the
transferor a significant interest in, or control over, the property

131. 615 F.2d at 1063 (citing Breech v. United States, 439 F.2d 409 (9th Cir. 1971);
Commissioner v. Berghash, 361 F.2d 257 (2d Cir. 1966)). The IRS apparently acknowledges
the fact that if the shareholders of the liquidated corporation own less than 20% of the
stock of the acquiring corporation, there is little potential for the liquidation-reincorpora-
tion device. See Rev. Proc. 79-14, 1979-1 C.B. 496, 497, which states that the IRS will not
issue an advance ruling with respect to § 337 "when more than a nominal amount of the
stock (that is, more than 20 percent in value) of both the selling corporation and the
purchasing corporation are owned by the same persons."

132. 615 F.2d at 1063.
133. I.R.C. § 2036(a)(1).
134. United States v. Estate of Grace, 395 U.S. 316, 320 (1969). See H.R. R"P. No.

708, 72d Cong., 1st Sess. -, reprinted in 1939-1 C.B. (Part 2) 457, 490-91; S. REP. No. 665,
72d Cong., 1st Sess. -, reprinted in 1939-1 C.B. (Part 2) 496, 532. See also United States
v. O'Malley, 383 U.S. 627, 631 (1966).

135. United States v. Estate of Grace, 395 U.S. 316, 320 (1969); In re Estate of
Lumpkin, 474 F.2d 1092, 1097 (5th Cir. 1973).
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transferred during his lifetime.' 86 An example of such a retained
interest would be a purported gift with a retained life estate in the
donor. The wording of this statutory provision makes it clear that
in order to be applicable to income, there must be a "right to the
income."' 3 7 The Supreme Court has stated that "[t]he term 'right,'
certainly when used in a tax statute, must be given its normal and
customary meaning. It connotes an ascertainable and legally en-
forceable power .... "188

A gift of property from one spouse to the other, or a gift of a
spouse's one-half community property interest to the other spouse,
results in separate ownership of the property by the donee.3 9

However, in Texas, the income from separate property becomes
the community property of both spouses."

In Estate of Wyly v. Commissioner,"' the Commissioner con-
tended that as a result of Texas community property law, a donor-
spouse has a retained life interest within the meaning of section

136. United States v. Estate of Grace, 395 U.S. 316, 320 (1969); In re Estate of
Lumpkin, 474 F.2d 1092, 1097 (5th Cir. 1973).

137. I.R.C. § 2036(a)(1).
138. United States v. Byrum, 408 U.S. 125, 136 (1972).
139. Story v. Marshall, 24 Tex. 305 (1859).
140. Arnold v. Leonard, 114 Tex. 535, 273 S.W. 799 (1925). The community property

system in Texas is provided for in its constitution. Tx. CONST. art. 16, § 15. This section is
supplemented and enhanced by Tix. FAM. CODE ANN. ch. 5 (Vernon 1975). Tax. CONST. art.
16, § 15 states that it is "self-operative," and authorizes statutes pursuant to it, if not incon-
sistent. Therefore, the basic elements of Texas marital property law occupy a status above
that of state statutes, and neither the legislature nor affected parties may validly take steps
that are inconsistent with them. See Graham v. Franco, 488 S.W.2d 390, 392 (Tex. 1972);
Williams v. McKnight, 402 S.W.2d 505, 508 (Tex. 1966); Kellett v. Trice, 95 Tex. 160, 169,
66 S.W. 51, 54 (1902); Gorman v. Gause, 56 S.W.2d 855, 857 (Tex. Comm'n App. 1936,
holding approved). Tax. CONST. art. 16, § 15 sets forth two basic classifications of marital
property. "Separate property" of a spouse is defined as that acquired by its owner before
marriage, or acquired after marriage by gift, devise, or descent. Tax. CONST. art. 16, § 15.
"Community property" is all other property acquired by a spouse during marriage. Tax.
FAm. CODE ANN. § 5.01 (Vernon 1975). Separate property income is community property in
Texas because the Texas Constitution impliedly excludes separate property income from the
definition of separate property. Arnold v. Leonard, 114 Tex. 535, 541, 273 S.W. 799, 802
(1925). Neither spouse may change the character of separate property income from commu-
nity property to separate property before the income comes into existence. Gorman v.
Gause, 56 S.W.2d 855, 857 (Tex. Comm'n App. 1936, holding approved).

141. 610 F.2d 1282 (5th Cir. Feb. 1980). The Fifth Circuit consolidated Estate of Wyly
v. Commissioner, 69 T.C. 227 (1977), Estate of Castleberry v. Commissioner, 68 T.C. 682
(1977), and Frankel v. United States (an unreported district court decision), because they all
involved the same question of law. 610 F.2d at 1284.



TEXAS TECH LAW REVIEW

2036(a)(1) in the property transferred.1 42 Mr. Wyly created an ir-
revocable trust, naming his wife the life income beneficiary with
the remainder to go to their grandchildren per stirpes in trust. The
trustees were given the power to invade the corpus for the benefit
of Mrs. Wyly, and she could withdraw up to $5,000 of corpus annu-
ally. The trust was funded with shares of stock which were commu-
nity property of the Wylys. Since Mr. Wyly was not a beneficiary
of the irrevocable trust, he gave his one-half share of the commu-
nity interest to his wife to the extent of her interest in the corpus.
Mr. Wyly died in 1972 and the Commissioner assessed a deficiency
against his estate following an audit of the estate tax return, deter-
mining that the decedent had retained an interest in community
property transferred to the trust. 48 The Tax Court agreed with
this position.144

In Estate of Castleberry v. Commissioner,45 the decedent
made gifts to his wife of his one-half community property interest
in several municipal bonds. On the decedent's federal estate tax
return, the petitioner did not include any portion of the value of
these bonds in the decedent's gross estate. The Commissioner de-
termined that a portion of their total fair market value should be
includable under section 2036(a)(1). 146 Again, the Tax Court up-
held the Commissioner's determination.147

In the district court decision, Frankel v. United States, 48 the
decedent had made seven lifetime transfers between 1960 and
1972, giving his community property interest in several bonds to
his wife. The taxpayer brought suit in district court for the refund
of taxes paid on the basis that the above transferred interest
should not have been included in the decedent's estate. The dis-
trict court granted partial summary judgment for the taxpayer on
that issue, without discussing its reasoning.1 49

On appeal, none of the taxpayers disputed that the donors be-

142. 610 F.2d at 1286. The Service's position on this issue appears in Rev. Rul. 75-504,
1975-2 C.B. 363.

143. Estate of Wyly v. Commissioner, 69 T.C. 227, 228-29 (1977), rev'd, 610 F.2d 1282
(5th Cir. Feb. 1980).

144. Id. at 233.
145. 68 T.C. 682 (1977), rev'd, 610 F.2d 1282 (5th Cir. Feb. 1980).
146. Id. at 683.
147. Id. at 693.
148. This is an unreported decision.
149. 610 F.2d at 1285.
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came automatically possessed of a community property interest in
the income from their gifts.150 However, they argued that the resul-
tant interests were so "limited, contingent, and expectant" that
they did not approach the level required to come under section
2036(a)(1) of the Code.'' The Fifth Circuit noted that the precise
question presented by these three cases was dealt with by the
court in Commissioner v. Estate of Hinds'" under the predecessor
of section 2036(a)(1).'" In Hinds, the decedent and his wife, who
were domiciled in Texas, transferred certain community property
in trust to a trust company in New York. The wife was made the
life income beneficiary with the remainder to go to their children
per stirpes. The Commissioner determined that the decedent had
retained an interest in the community property transferred for the
same reason argued in Wyly.'" The Tax Court held that only one-
half of the community property interest, that is, one-fourth of the
whole property transferred, was includable in the transferor-
spouse's estate. 55 Although the Commissioner appealed on an-
other issue decided by the Tax Court, the taxpayer urged that the
court affirm the Tax Court on the retained interest issue." 6 Thus,
the Fifth Circuit was barred from upholding the taxpayer's original
position that no part of the gift was includable in the gross estate.
Nevertheless, the court stated that irrespective of the character of
the income as separate or community property, the decedent donor
did not retain the possession, enjoyment, or the right to the in-
come."" In Revenue Ruling 75-504,'" the Commissioner treated
the above statement as dictum because the issue of includability
was not fully argued to the court.' 5 ' The Commissioner concluded
that a community property interest in the income from transferred
property was a retained interest, and therefore, Hinds would not

150. Id. at 1286.
151. Id.
152. 180 F.2d 930 (5th Cir. 1950), afrg 11 T.C. 314 (1948), nonacq. 1949-1 C.B. 5.
153. Int. Rev. Code of 1939, ch. 3, § 811(c), 53 Stat. 121 (now I.R.C. § 2036(a)).
154. See 180 F.2d at 931.
155. Estate of Hinds v. Commissioner, 11 T.C. 314, 324-25 (1948), nonacq. 1949-1 C.B.

5.
156. Commissioner v. Estate of Hinds, 180 F.2d 930, 932 (5th Cir. 1950). The taxpayer

took the position that the amount of tax imposed under the decision was too small to justify
additional litigation. Id.

157. Id.
158. 1975-2 C.B. 363.
159. Id.
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be followed by the Service. 1" As noted by the Fifth Circuit in
Wyly, "[flor at least 25 years following Hinds, the conduct of the
Commissioner in maintaining its argument was hardly sufficient to
give notice that it retained a contrary viewpoint.""'

The Fifth Circuit stated in Wyly that it meant "to breathe
new life into the 'dicta' of Hinds,''162 since it believed that a "do-
nor's community property interest in the income produced by
these transferred properties is so limited, contingent, and expec-
tant that it does not amount to a 'right to the income,' [within the
meaning of section 2036(a)] as defined by United States v.
Byrum."I" The court further reasoned that the interest was
neither "substantial" nor "significant" as the Supreme Court and
the Fifth Circuit had called for in United States v. Estate of
Grace' and In re Estate of Lumpkin.165 The court did not believe
that "an interest, created solely by operation of law as the una-
voidable result of what was in form and within the intendment of
the parties the most complete conveyance possible, is a retention
within [section 2036(a)]."" The court went on to say that there
must be some act or omission on the part of the donor, such as an
express or implied agreement between the donor and donee at the
time of transfer for section 2036(a) to apply.167 Finally, the court

160. Id.
161. 610 F.2d at 1287. See, eg., Estate of Wier v. Commissioner, 17 T.C. 409 (1951),

acq. 1952-1 C.B. 4, withdrawn and nonacq. 1966-1 C.B. 4.
162. 610 F.2d at 1285.
163. Id. at 1294. See note 138 supra, and accompanying text. A spouse receiving in-

come from his or her separate property holds what is known as a "special community" or a
"sole management community" interest in the income. Tax. FAm. CODE ANN. § 5.22(a)(2)
(Vernon 1975) (codifying prior law). Texas courts have held that, in the absence of actual or
constructive fraud on the part of the managing spouse, this interest represents an absolute
right. Moody v. Smoot, 78 Tex. 119, 14 S.W. 285 (1890). This means that a spouse can, in
the absence of fraud, manage it as he or she sees fit. Hawkins v. Britton State Bank, 122
Tex. 69, 74-75, 52 S.W.2d 243, 245-46 (1932). The only relevant consequence of a spouse's
ownership of a community interest in income from separate property is an inchoate stand-
ing to complain of actual or constructive fraud on the part of the managing spouse. See, e.g.,
Carnes v. Meador, 533 S.W.2d 365 (TeL Civ. App.-Dallas 1975, writ ref'd n.r.e.); Givens v.
Girard Life Ins. Co. of America, 480 S.W.2d 421 (Tex. Civ. App.-Dallas 1972, writ ref'd
n.r.e.). The Fifth Circuit held that this "inchoate standing to complain" does not constitute
a "right to the income" under § 2036(a)(1) of the Code. 610 F.2d at 1290.

164. 395 U.S. 316 (1969).
165. 474 F.2d 1092 (5th Cir. 1973). See note 135 supra, and accompanying text.
166. 610 F.2d at 1294.
167. Id. Judge Roney concurred in the result of the court's decision and in that por-

tion of the opinion which held that the community property interest of the donor in the
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noted that its decision placed spouses in community property
states on an equal footing with those in non-community property
states and found it inconceivable that Congress intended a con-
trary result. 16

B. Estate Tax Valuation of a Community Property Interest in
a Closely-Held Corporation

The Code provides little guidance in determining the value of
unlisted stock since it merely states that in the case of unlisted
securities, which cannot be valued by reference to recent sales,
value is to be determined by taking into account all factors, includ-
ing the value of stock or securities of corporations engaged in the
same or similar lines of business which are listed on an ex-
change. 169 The value of stock included in a decedent's estate is a
question of fact.170 Generally, the taxpayer has the burden of show-
ing that his valuation of property is correct,17 1 since the Commis-
sioner's determination is presumed to be correct.1 7 2 Courts have
often recognized that the per share value of a block of stock that
represents control of a corporation may be greater than the per
share value of a block of stock that does not represent control. 17

income of the donated property was insufficient to amount to the right to income from the
property. Id. at 1296. However, he dissented with respect to this portion of the court's opin-
ion as he believed the cases cited by the court did not support the proposition that the
creation of a § 2036(a)(1) retained interest may not arise solely by operation of law, but
requires an act or omission of the donor. Id. See, e.g., First Nat'l Bank v. United States, 342
F.2d 415 (5th Cir. 1965). See also Guynn v. United States, 437 F.2d 1148 (4th Cir. 1971);
Estate of Skinner v. United States, 316 F.2d 517 (3d Cir. 1963); Estate of McNichol v. Com-
missioner, 265 F.2d 667 (3d Cir. 1959), cert. denied, 361 U.S. 829 (1959); Estate of Gutchess
v. Commissioner, 46 T.C. 554 (1966), acq. 1967-1 C.B. 2.

168. 610 F.2d at 1295.
169. I.R.C. § 2031(b).
170. Treas. Reg. § 20.2031-2(f) (1976).
171. Rushton v. Commissioner, 498 F.2d 88, 94 (5th Cir. 1974) (citing Krauss v. United

States, 140 F.2d 510, 511-12 (5th Cir. 1944)).
172. Id. One of the factors that is given particular emphasis by the Service in deter-

mining the value of close corporation stock is the degree of control represented by the block
of stock to be valued. Treas. Reg. § 20.2031-2(f) (1976); Rev. Rul. 59-60, 1959-1 C.B. 237. In
its analysis of this factor, the Service has recognized that a minority interest in a close
corporation is more difficult to sell than 4, similar block of listed stock. Rev. Rul. 59-60,
1959-1 C.B. 237, 242. The Service has also recognized that a controlling interest represents
an added element of value. Id.

173. See, e.g., Worthen v. United States, 192 F. Supp. 727, 730 (D. Mass. 1961); Whit-
temore v. Fitzpatrick, 127 F. Supp. 710 (D. Conn. 1954); Estate of Kotz v. Commissioner, 27
T.C.M. (CCH) 825 (1968).
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The difference between the per share price of a block of stock that
represents control of a corporation, and one that does not, is
known as a "control premium."' 74 One of the most significant
problems in the valuation of shares of closely-held corporations
concerns whether a reduction from the value, otherwise determina-
ble for such shares, may be allowed because the block of shares
being valued is a minority interest in the business.17 5 A discount is
warranted in valuing a minority interest in a closely-held corpora-
tion in order to give proper weight to both the limited market for
the stock and the difficulties involved when a minority shareholder
attempts either to influence management or to cause a liquidation
to convert the asset value into cash. 76

In Estate of Bright v. United States,177 an additional problem
in the valuation of shares of closely-held corporations arose with
respect to the community property interest in those shares. The
issue in this case was whether an element of control could be at-
tributed to the decedent in determining the value of the decedent's
interest in the stock of several closely-held corporations, where the
decedent's one-half community property interest would constitute
a minority interest if considered separately from her surviving hus-
band's share, but would constitute a controlling interest if consid-
ered together. 78 In Bright, Mary Frances Smith Bright of Dallas,
Texas, died in 1971. Until her death, she and her husband, H.R.

174. See generally Smith, Closely held stock: corporate control gains importance as
an element of stock valuation, 4 TAx. FOR LAW. 78 (1975); Hill, The Sale of Controlling
Shares, 70 HAsv. L. Rxv. 987 (1957).

175. Smith, Court decisions now recognize valuation discounts for community prop-
erty interests, 53 J. TAx. 28, 28 (1980). See also Treanor & Johnson, Valuation of commu-
nity property minority interests reflect judicial inconsistencies, 52 J. TAx. 356 (1980).

176. Obermer v. United States, 238 F. Supp. 29, 34 (D. Hawaii 1964). The fair market
value of the stock would be "the price at which the property would change hands between a
willing buyer and a willing seller, neither being under any compulsion to buy or sell and
both having reasonable knowledge of relevant facts." Tress. Reg. § 20.2031-1(b) (1965). See
United States v. Simmons, 346 F.2d 213 (5th Cir. 1965).

177. 619 F.2d 407 (5th Cir. June), rehearing granted en banc, 628 F.2d 307 (5th Cir.
Oct. 1980).

178. Id. Under Texas law, the death of one spouse terminates the community and
divides the community property into two undivided equal estates, one going to the surviving
spouse and the other to the deceased spouse's estate. Caddel v. Lufkin Sand & Lumber Co.,
255 S.W. 397 (Tex. Comm'n App. 1923, jdgmt. adopted). The deceased spouse's estate must
include one-half of the community property gross estate for estate tax purposes. Commis-
sioner-v. Chase Manhattan Bank, 259 F.2d 231, 239 (5th Cir. 1958), cert. denied, 359 U.S.
913 (1959).

382 [Vol. 12:359
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Bright, owned as their community property, 55 percent of the com-
mon stock of several corporations. Mrs. Bright's one-half interest
in these companies was included in her estate, 17' but the value at-
tached to this property reflected no consideration of a control pre-
mium. The IRS assessed a deficiency against the estate to reflect
this added amount. The taxpayer paid the tax, then sued for a re-
fund in federal district court.18 0 The Government appealed the dis-
trict court's judgment for the taxpayer.1 81 The district court ruled,
before it accepted evidence on fair market value, that no element
of control could be attributed to the decedent's interest in the
stock.8 2

The Government argued that the district court should have
viewed the decedent's interest in the stock of the companies in re-
lation with her husband's interest.188 It asserted that the district
court should have held a hearing to determine if the 27.5% of the
stock in the companies would have ever been sold as a minority
interest or whether it would have been sold as part of a control
block.1 " If the district court found that these shares would never
have been sold separately, the Government argued, the court erred
in refusing to attribute a control premium to them.18 The dece-
dent's estate (taxpayer) argued that a willing buyer would not have
paid any control premium for the decedent's 27.5% share because
it was only a minority interest."8 6

The Fifth Circuit held that the district court erred in not
holding an evidentiary hearing to determine whether a willing
seller would have broken up the control block of which his shares
were a part and thereby sacrificed his control premium.1 8 7 The
court reasoned that the district court erroneously assumed that a
hypothetical willing seller would have broken up the control block

179. The decedent's will bequeathed her interest in the stock of these companies to a
trust, naming her husband as trustee and her children as the beneficiaries.

180. The district court's opinion is unreported.
181. 619 F.2d at 408-09.
182. Id. at 409.
183. Id. at 410.
184. Id.
185. Id.
186. Id. The taxpayer cited two cases that supported this contention. Estate of Lee v.

Commissioner, 69 T.C. 860 (1978); Sundquist v. United States, 74-2 U.S.T.C. 13,035 (E.D.
Wash. 1974).

187. 619 F/2d at 411.
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and sold his shares as a minority interest.' The court noted that
the test used to determine fair market value'89 is conjunctive, that
is, the court is bound to determine a price at which both a willing
buyer and a willing seller would have traded. 90

III. PROCEDURE AND ADMINISTRATION

A. Tax Evasion

Section 7201 of the Code provides:

Any person who willfully attempts in any manner to evade or de-
feat any tax imposed by [the Code] or the payment thereof shall,
in addition to other penalties provided by law, be guilty of a fel-
ony and, upon conviction thereof, shall be fined not more than
$10,000, or imprisoned not more than 5 years, or both, together
with the costs of prosecution."'

The Government has the burden of proving every element of the
crime beyond a reasonable doubt.1 92 The crime of tax evasion re-
quires proof of: (1) a tax deficiency; (2) an affirmative act consti-
tuting evasion or attempted evasion of the tax due; and (3) willful-
ness.les The Government must prove beyond a reasonable doubt
that the defendant willfully attempted to evade and defeat income
taxes for each year in question by filing, with the IRS, tax returns
which he knew were false.'" It is not sufficient to simply prove
that a lesser tax was paid than was due.'9" Nor is a negligent, care-
less, or unintentional understatement of income sufficient.'" A tax
return is not criminally fraudulent merely because it is errone-

188. Id.
189. See note 176 supra.
190. 619 F.2d at 411. The court found Lee and Sundquist (see note 186 supra, and

accompanying text) unpersuasive even though they were virtually indistinguishable from
Bright. Id. at 412.

191. I.R.C. § 7201.
192. Holland v. United States, 348 U.S. 121 (1954); United States v. England, 347 F.2d

425 (7th Cir. 1965).
193. Sansone v. United States, 380 U.S. 343 (1965); United States v. Callahan, 588

F.2d 1078 (5th Cir. 1979); United States v. Buckley, 586 F.2d 498 (5th Cir. 1978).
194. United States v. Pomponio, 429 U.S. 10 (1976); United States v. Bishop, 412 U.S.

346 (1973).
195. See Holland v. United States, 348 U.S. 121 (1954).
196. Id.
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ous. 19
7 When the taxability of unreported income is problematical

as a matter of law, the unresolved nature of the law is relevant to
prove that the defendant may not have been aware of a tax liabil-
ity or may simply have made an error in judgment. 198 The rele-
vance of a dispute in the law does not depend on whether the de-
fendant actually knew of the conflict.""'

In United States v. Garber,200 the Fifth Circuit was asked to
decide whether, in a criminal prosecution for tax evasion, a jury
should be allowed to hear expert testimony concerning a legal con-
troversy which might exist pertaining to the taxability of certain
funds received by a taxpayer, or whether the existence of such con-
troversy constituted a pure question of law for the trial judge.201

The court also was inclined to address the collateral and "novel"
issue of whether funds derived from the sale of a person's own
blood plasma constitute income as defined under section 61(a) of
the Code.202 Even though this second issue was discussed at great
length by both the majority and the dissent, 0 3 the court expressly
declined to decide whether such funds constitute taxable

197. Id.
198. Nordstrom v. United States, 360 F.2d 734 (8th Cir.), cert. denied, 385 U.S. 826

(1966).
199. United States v. Critzer, 498 F.2d 1160 (4th Cir. 1974). In this case, the Fourth

Circuit reversed a criminal tax fraud conviction against a Cherokee Indian who failed to
report a portion of her income derived from land held by the United States in trust for the
Eastern Cherokee Band. The evidence clearly established that the underreporting was in-
tentional. However, there was disagreement among recognized authorities as to whether the
income was taxable. The court stated:

As a matter of law, [the] defendant cannot be guilty of willfully evading and de-
feating income taxes on income, the taxability of which is so uncertain that even
co-ordinate branches of the United States Government plausibly reach directly
opposing conclusions. As a matter of law, the requisite intent to evade and defeat
income taxes is missing. The obligation to pay is so problematical that [the] de-
fendant's actual intent is irrelevant. Even if she had consulted the law and
sought to guide herself accordingly, she could have had no certainty as to what
the law required.

Id. at 1162 (emphasis added).
200. 607 F.2d 92 (5th Cir. Nov. 1979) (en banc). This case was originally decided in

February 1979 by a three judge Fifth Circuit panel. United States v. Garber, 589 F.2d 843
(5th Cir.), rev'd on rehearing en banc, 607 F.2d 92 (5th Cir. Nov. 1979). See Fifth Circuit
Survey-Taxation, 11 TEx. TECH L. Rav. 535, 538-40 (1980).

201. 607 F.2d at 95-97.
202. Id. at 97. See I.R.C. § 61(a). See also Fifth Circuit Survey-Taxation, 11 Tax.

TECH L. Rav. 535, 538-40 (1980).
203. This case was decided by a 5-4 decision with one judge concurring.
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income.2 o0

The taxpayer in Garber had an extremely rare antibody in her
blood that only two or three other known persons in the world pos-
sessed. Since her blood had substantial commercial value, she con-
tracted for its sale.105 For all three years in issue, one of Garber's
two "employers," Biomedical Industries, Inc., had withheld a por-
tion of her weekly "salary" payments (these amounts were in addi-
tion to the amounts she was paid for her plasma) for taxes and
provided her with a yearly W-2 Form, noting the taxes withheld.
Every year, Garber attached these W-2 Forms to her income tax
return and paid the taxes due. All other payments from Biomedi-
cal Industries, Inc. and from her other "employer," Associated Bio-
logical, Inc., were paid directly to the defendant by check.'"e No
income taxes were withheld from these payments, no W-2 Forms
were filed, and Garber paid no taxes on these amounts. However,
Biomedical did file a Form 1099 Information Return with the IRS
showing the portion of Garber's donor fees not subjected to with-
holding.0 7 Garber testified in her own defense that she did not
think the funds were taxable since they were obtained by giving up
something from her body.'0 8 Garber also indicated that she had
never sought any professional advice from a lawyer or accountant
on the taxability of the funds.2 0'

At trial, both the government prosecutor and the defendant

204. 607 F.2d at 97. The majority acknowledged that "[nlo court has yet determined
whether payments received by a donor of blood or blood components are taxable as in-
come." Id. It further stated, "We need not and do not undertake the complex task of resolv-
ing what the law should be, nor is it necessary to decide whether, as the trial court con-
cluded, the question is purely one of law for the court and not the jury to resolve." Id. As
the dissent noted on rehearing, "[u]nfortunately, under the majority opinion, when the case
goes back to Judge Fulton for retrial, he will be unable to tell from the majority opinion
whether he correctly ruled that defendant Garber's income was taxable." Id. at 102. It
should be noted that in the first appellate review of this case, the three judge panel ruled in
a 2 to 1 decision that the funds constituted taxable income as a matter of law. 589 F.2d at
848. See Green v. Commissioner, 74 T.C. -, TAx CT. REP. (CCH) Dec. 37,229 (1980).

205. Sale of the taxpayer's plasma allegedly brought her $80,200 in 1970, $71,400 in
1971, and $87,200 in 1972. 607 F.2d at 94 n.1.

206. These payments were based on the concentration of antibodies or titre in her
blood found in each "bleed." Id. at 93-94.

207. I.R.C. § 6041(a) requires all persons engaged in a trade or business and making
payments of $600 or more in any taxable year to another person for rent, salaries, wages,
compensations, remunerations, etc., to file a Form 1099 Information Return with the IRS
except under special situations. See Treas. Reg. §§ 1.6041-1 (1978), 1.6041-3 (1973).

208. 607 F.2d at 101.
209. Id.

[Vol. 12:359386



TAXATION

offered expert testimony, outside the presence of the jury, support-
ing their opposing positions as to the taxability of the funds.2 10

The district court heard the testimony of these two experts, but
refused to admit either opinion into the evidence that went to the
jury because it deemed the question of taxability to be one of law
for the court to decide."1' The district court ruled as a matter of
law, and the jury was so instructed, that the moneys Garber re-
ceived for her blood plasma, whether considered a personal service
or a product, were income subject to federal income taxation.2 1 2

The court refused the defense's requested instructions that a mis-
understanding as to the defendant's liability for the tax is a valid
defense to the charge of willful tax evasion. 1 3

In reversing the defendant's conviction, the Fifth Circuit held
that the combined effect of the trial court's evidentiary rulings,
which excluded the defendant's proffered expert testimony and her
requested jury charge, prejudicially deprived the defendant of a
valid theory of defense.'14 The court stated that a taxpayer lacks
the necessary intent (willfulness) to commit the crime of tax eva-
sion if a valid legal controversy surrounds the taxability of funds
received."1 5 The majority stated that the trial court erred in refus-
ing to instruct the jury "that a reasonable misconception of the tax
law on her part would negate the necessary intent."2 6 As the ma-
jority noted with respect to the issue of whether funds received for
blood are taxable, "[nieither position is frivolous, and the fact that
both are urged without clear precedential support in law demon-
strates that the court should not have restricted the evidence or

210. Id. at 94-95.
211. Id. at 95. The court did permit the Government to introduce testimony, over

defense objection, of an IRS agent who qualified as an expert in the field of taxation. This
agent offered his opinion that additional taxable income was due, but not reported in the
years in question. Id.

212. Id. at 96.
213. Id.
214. Id. at 97.
215. Id.
216. Id. at 99. In his concurring opinion, Judge Hill concluded (as did the minority)

that the sale of plasma constituted income derived from services and was, therefore, a taxa-
ble transaction under § 61(a)(1). Id. at 100 (Hill, J., concurring). However, he agreed with
the other four judges constituting the majority that the defendant should have been permit-
ted to demonstrate its novelty, "not so that the jury could pass upon the tax consequences
of the transactions, but so that the jurors could better determine the question of willful-
ness." Id.

19811
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instructed as it did. '21 7 The majority cited United States v.
Critzer218 for its holding that "when the law is vague or highly de-
batable, a defendant-actually or imputedly-lacks the requisite
intent to violate it."' 9 The majority concluded that to hold other-
wise would advocate the conviction of unsophisticated taxpayers
who failed to seek expert tax advice as to whether certain income
was taxable, while acquitting a prudent taxpayer who could find
advice that taxes were not due on such debatably taxable
income.22

Judge Ainsworth, in his dissenting opinion, expressed the view
that under existing law, "it [was] clear that the inherent confusion
which would result from [the] receipt of expert testimony on the
state of the law precludes such testimony where the defendant's
actual reliance on the expert opinion is not involved. '221 Judge
Tjoflat, in his dissenting opinion, noted that the new rule of evi-
dence created by the majority embraces any case where someone is
charged with an offense in which willfulness is an element.2 2

Therefore, if the defendant avers that the law is too vague to give
adequate notice of what conduct is proscribed, the trial court must
allow the parties to introduce the testimony of experts as to their
opinions on the state of the law.2 3

B. Taxpayers' Recovery of Attorneys' Fees

The Civil Rights Attorneys' Fees Awards Act of 197624 pro-
vides in part that:

in any civil action or proceeding, by or on behalf of the United
States of America, to enforce, or charging a violation of, a provi-
sion of the United States Internal Revenue Code, .. . the court
in its discretion, may allow the prevailing party, other than the

217. Id. at 99.
218. 498 F.2d 1160 (4th Cir. 1974). See note 200 supra, and accompanying text.
219. 607 F.2d at 98 (citing United States v. Critzer, 498 F.2d 1160, 1162 (4th Cir.

1974)).
220. 607 F.2d at 98.
221. Id. at 107 (Ainsworth, J., dissenting). See White v. United States, 216 F.2d 1 (5th

Cir. 1954). See also Cooley v. United States, 501 F.2d 1249 (9th Cir. 1974), cert. denied, 419
U.S. 1123 (1975); Lisansky v. United States, 31 F.2d 846 (4th Cir.), cert. denied, 279 U.S.
873 (1929).

222. 607 F.2d at 109 (Tjoflat, J., dissenting).
223. Id.
224. 42 U.S.C. § 1988 (1976).
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United States, a reasonable attorney's fee as part of the costs.223

During the survey period, the Fifth Circuit reviewed several
tax cases226 involving what meaning should be given to the phrase
"any civil action or proceeding, by or on behalf of the United
States of America,"'

227 as it relates to actions for the recovery of
attorneys' fees.22 8 Prince v. United States22 9 was the first case in
which the court was called upon to interpret the term "proceed-
ing" for the purpose of deciding when a taxpayer may recover at-
torney's fees from the IRS.230

In Prince, the executors had instituted a suit for the refund of
taxes in a United States district court.2 "

3 The district court held
that the taxpayers were not entitled to an award of attorneys' fees
because they failed to prevail in their suit for a refund of taxes
paid.32 This meant that they were not the "prevailing party" as
expressly required under the Civil Rights Attorneys' Fees Awards
Act of 1976.233 On appeal, the executors argued that "proceeding"
referred to administrative as well as judicial proceedings.2 3' In af-
firming the lower court on this issue, the Fifth Circuit stated that
the difference in cost between awarding attorneys' fees in tax suits
brought by the IRS, as the Act expressly permits, and allowing
such awards in tax suits brought in response to government-initi-
ated administrative proceedings would be significant.2 85 The court
concluded that "[i]f Congress had intended 'proceeding' to encom-
pass administrative proceedings, it seems clear that it would have

225. Id.
226. Key Buick Co. v. Commissioner, 613 F.2d 1306 (5th Cir. Mar. 1980); Alfonso v.

United States, 613 F.2d 1309 (5th Cir. Mar. 1980); Jones v. United States, 613 F.2d 1311
(5th Cir. Mar. 1980); Prince v. United States, 610 F.2d 350 (5th Cir. Jan. 1980).

227. 42 U.S.C. § 1988 (1976).
228. See note 226 supra.
229. 610 F.2d 350 (5th Cir. Jan. 1980).
230. Id. at 352.
231. Prince v. United States, 78-2 U.S.T.C. 9766 (S.D. Ala. 1978), afl'd, 610 F.2d 350

(5th Cir. Jan. 1980).
232. Id. at 85,587.
233. Id. See notes 224-25 supra, and accompanying text.
234. 610 F.2d at 352.
235. Id. Because of the procedural peculiarities of the United States tax review system

requiring the taxpayer to initiate almost all tax cases, the taxpayer is seldom the defendant.
Tax Court suits may only be filed by a taxpayer or his transferee or fiduciary. TAx CT. R.
PRAc. & P. 13(a). Refund suits in a district court or the United States Court of Claims are
also filed by taxpayers. These suits account for the great majority of tax litigation.
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made this intent more plain in the statutory language." '

The Fifth Circuit was again confronted with this issue in a
trilogy of cases3 37 coming before it two months after Prince was
decided. In Key Buick Co. v. Commissioner,5 the IRS audited
Key Buick's returns for the years 1967, 1968, and 1969. After dis-
trict and appellate conferences, the IRS issued a formal Notice of
Deficiency of $9,600, $101,727.20, and $54,990.88 for the three
years, respectively. Key Buick petitioned the Tax Court, which, af-
ter trial, granted most of the relief sought by the taxpayer.2 9 Key
Buick then moved for an award of attorneys' fees, which was de-
nied by the Tax Court.24 Judge Politz wrote the Fifth Circuit's
opinion affirming the Tax Court's decision.2 41 The court applied
the doctrine of ejusdem generis242 in construing the statutory
phrase "civil action or proceeding," and came to the conclusion
that it meant litigation."8 It noted that the legislative history ap-
peared to confirm this interpretation, 2 4 and that the courts to date
had construed section 19882 5 to require "defendant status" of tax-
payers in order for them to be able to recover attorneys' fees. 4 6

In Alfonso v. United States,'7 the taxpayer was again the
plaintiff in a district court action seeking an award for attorneys'

236. 610 F.2d at 352.
237. Key Buick Co. v. Commissioner, 613 F.2d 1306 (5th Cir. Mar. 1980); Alfonso v.

United States, 613 F.2d 1309 (5th Cir. Mar. 1980); Jones v. United States, 613 F.2d 1311
(5th Cir. Mar. 1980).

238. 613 F.2d 1306 (5th Cir. Mar. 1980).
239. Key Buick Co. v. Commissioner, 35 T.C.M. (CCH) 1359 (1976).
240. Key Buick Co. v. Commissioner, 68 T.C. 178, 184 (1977), aff'd, 613 F.2d 1306 (5th

Cir. Mar. 1980).
241. Judge Politz wrote the opinions for this trilogy of cases.
242. The doctrine of ejusdem generis requires that, in interpreting a statute, the

broad language should be construed in light of the narrow or specific language. United
States v. Insco, 496 F.2d 204, 206 (5th Cir. 1974).

243. 613 F.2d at 1308.
244. Id. See generally remarks by Senator Allen, author of the amendment embodying

the language at issue, at 122 CONG. R c. 31829 (Sept. 22, 1976); Sen. Goldwater, id. at 32176
(Sept. 23, 1976); Sen. Tunney, id. at 33312 (Sept. 29, 1976); Sen. Kennedy, id. at 33312-13
(Sept. 29, 1976); Rep. Anderson, id. at 35115 (Oct. 1, 1976); Rep. McClory, id. at 35116 (Oct.
1, 1976); Rep. Drinan, id. at 35116 (Oct. 1, 1976). But see the remarks by Senator Allen after
the bill was signed into law in which he states that he intended "proceeding" to include
administrative proceedings. 123 CONG. Rac. 1281-82 (Jan. 14, 1977).

245. 42 U.S.C. § 1988 (1976).
246. 613 F.2d at 1309. See, e.g., Klotz v. United States, 602 F.2d 920 (9th Cir. 1979);

Patzkowski v. United States, 576 F.2d 134 (8th Cir. 1978); Aparacor, Inc. v. United States,
571 F.2d 552 (Ct. Cl. 1978).

247. 613 F.2d 1309 (5th Cir. Mar. 1980).
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fees.2 8 The taxpayer sought review in district court of a jeopardy
assessment issued by the IRS. The Government agreed to abate
the jeopardy assessment and the taxpayer filed a motion for attor-
neys' fees. The motion was denied and the taxpayer appealed,249

arguing that there was a distinction between jeopardy assessments
and other IRS administrative proceedings.2 0 The Fifth Circuit af-
firmed the district court's decision stating that the taxpayer's argu-
ment erroneously assumed that the severity of an administrative
proceeding governs the taxpayer's right to recover attorneys'
fees.

2 5 1

The Fifth Circuit's statement in Key Buick Co. that attorneys'
fees may be awarded in instances where a taxpayer is cast in a
defendant's role 2  materialized in Jones v. United States.2 53 In
this case, the taxpayer sought a refund of withholding and FICA
taxes and the Government counterclaimed for taxes in an amount
almost seven times that which could have been contested in good
faith.2 5 The Government conceded that it had posted a lien and
counterclaimed for a sum far in excess of the amount it believed to
be due as an "attention-getter" or "bargaining wedge. '2 5 In the
district court, the taxpayer prevailed in his refund claim and suc-
cessfully defended against the Government's counterclaim, which
was rejected with prejudice.2 6 However, his motion for an award of
attorneys' fees was denied.2 5

On appeal, the Fifth Circuit addressed the issue of an attor-
ney's fee award by applying the rule set forth by the Supreme
Court in Christiansburg Garment Co. v. EEOC.2 58 In deciding
whether attorneys' fees should be awarded a prevailing defendant
under Title VII,'" which contains language virtually identical to
that in the statute at issue,260 the Supreme Court held in Chris-

248. Id. at 1310. The district court's opinion is unreported.
249. Id.
250. Id.
251. Id. at 1310-11.
252. Key Buick Co. v. Commissioner, 613 F.2d at 1309.
253. 613 F.2d 1311 (5th Cir. Mar. 1980).
254. Id. at 1313-14. The district court's opinion is unreported,
255. Id.
256. Id. at 1312.
257. Id.
258. 434 U.S. 412 (1978).
259. 42 U.S.C. § 2000(e)-5(k) (1976).
260. Compare id. with 42 U.S.C. § 1988 (1976).

1981]



TEXAS TECH LAW REVIEW

tiansburg that "a district court may in its discretion award attor-
ney's fees to a prevailing defendant in a Title VII case upon a find-
ing that the plaintiff's action was frivolous, unreasonable, or
without foundation, even though not brought in subjective bad
faith.""' Judge Politz, again writing the opinion for the court,
noted that the court had previously applied the Christiansburg
standard to section 1988 cases arising out of a civil rights con-
text.2" Therefore, the court decided it would hold that standard
equally applicable to section 1988 tax cases." ' The court empha-
sized that the taxpayer had the burden of going forward with evi-
dence demonstrating that the Government's action was frivolous,
unreasonable, or without foundation.2 " It found that the appellant
in Jones had carried this burden, and therefore, should have been
awarded attorneys' fees with respect to the Government's
counterclaim. 6 5

IV. CONCLUSION

It should be reemphasized that the purpose of this article was
to analyze the more notable decisions rendered by the Fifth Circuit
during the survey period. The omission of cases from this survey
does not indicate their lack of substantive value. With respect to
the tax cases surveyed, it may be seen that the Fifth Circuit gener-
ally found it helpful to rely on precedents established by other
courts, or Fifth Circuit decisions dealing with oth~r areas of the
law, in order to resolve the issues on taxation presented. Few, if
any, meaningful trends may be observed from these decisions.
Nevertheless, the holdings, themselves, will be very useful for tax
planning purposes.

Mark V. Scheehle

261. Christiansburg Garment Co. v. EEOC, 434 U.S. 412, 421 (1978).
262. 613 F.2d at 1313. See Little v. Southern Elec. Steel Co., 595 F.2d 998 (5th Cir.

1979); Lopez v. Arkansas Indep. School Dist., 570 F.2d 541 (5th Cir. 1979).
263. 613 F.2d at 1313.
264. Id.
265. Id. at 1313-14.
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