
TAXATION

During the survey period the Fifth Circuit considered numer-
ous federal tax cases dealing with various sections of the Internal
Revenue Code (Code). Many of these decisions merely followed
precedent; however, several contained significant holdings involving
both substantive and procedural tax questions. This article will dis-
cuss those significant decisions.

I. SUBSTANTIVE TAX DECISIONS

A. Interest Deductions

Section 163 of the Code allows a deduction against income for
all interestpaid during the taxable year.' "Paid", as defined by the
United States Supreme Court, does not include the surrendering of
a note as payment for interest because the taxpayer only gives his
promise to pay in the future.2 Accordingly, in a previous survey
period, the Fifth Circuit disallowed an interest deduction and
termed it "paper-shuffling" when a taxpayer simply executed a new
loan from the same lender to pay the accrued interest on an already
existing loan.' During the current survey period, the Fifth Circuit
considered a new application of the rule concerning the deductibil-
ity of interest payments when the source of such payment is a new
loan.4

In Franklin v. Commissioner,' the taxpayer borrowed
$2,250,000 from a bank which in turn sold participations in that
loan to five other banks.' A year later when the note became due,
the taxpayer renewed the loan and obtained a new loan from the
same bank to repay the accrued interest. The proceeds from the
interest loan were deposited in the taxpayer's account at the lead

1. I.R.C. § 163(a) (1976). This section provides that: "[tihere shall be allowed as a
deduction all interest paid or accrued within the taxable year on indebtedness." Id

2. Don E. Williams Co. v. Commissioner, 429 U.S. 569, 578 (1977).
3. Battelstein v. Commissioner, 631 F.2d 1182, 1184 (5th Cir. 1980), cert. denied, 451

U.S. 938 (1981).
4. See Franklin v. Commissioner, 683 F.2d 125 (5th Cir. Aug. 1982).
5. 683 F.2d 125 (5th Cir. Aug. 1982).
6. Id at 126.
7. Id
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bank upon which account a check was drawn payable to that bank
for the interest charges.8 This same procedure was followed the next
year.9 Each interest payment the lead bank received was distributed
to the participating banks in accordance with their rights under their
certificates of participation.' 0 Each year the taxpayer took interest
deductions for the entire amount of the interest loans. " The Com-
missioner of Internal Revenue (Commissioner) filed a notice of defi-
ciency asserting that the taxpayer was not entitled to any interest
deduction for the interest loans.' 2 At a redetermination hearing, the
Tax Court upheld the Commissioner's assessment.' 3

On appeal the Fifth Circuit held that the portion of the interest
payments attributable to the interests of the participating banks was
deductible.' 4 The court reasoned that the sale of participations went
far beyond a mere paper transaction in that the sale converted the
taxpayer's creditor from one bank to a group of banks.'5 The court
analyzed the relationship between the lead bank and each partici-
pating bank and concluded that under the terms of the participation
agreement, the participant was an assignee of a percentage interest
of the loan and the lead bank was the agent for servicing the entire
loan.' 6 Therefore, the court noted it was insignificant that the par-
ticipants were not named in the notes and that the borrower was not
a party to the participations.' 7

The Fifth Circuit rejected the Tax Court's reasoning that, from
a tax policy standpoint, the deductibility of the taxpayer's interest
should not be affected by whether the lead bank chose to sell the
participations. 8 The court stated that "[tihe significant fact is not
whether [the taxpayer] controlled the identity of the bank to which

8. Id at 126 n.l.
9. Id at 126. The second time the taxpayer renewed the loan, nine banks were in

participation. Id
10. Id at 126-27. The lead bank also retained its share of the interest payment. Id

Under the participation agreements, each participant purchased an ownership interest in the
loan, even though the lead bank continued in possession of the note. Id. at 128 n.9.

11. Id at 127.
12. Id
13. 77 T.C. 173 (1981).
14. 683 F.2d at 129. The taxpayer conceded that he was not entitled to deduct the

interest attributable to the lead bank. Id
15. Id
16. Id at 128 n.9.
17. Id at 129. The court stated that "partial assignments are effective without the con-

sent of the obligor." Id at 129 n.10.
18. Id at 129.
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he owed money, but whether he borrowed from a creditor to pay the
same creditor. It is immaterial whether the payments were collected
directly by the banks to whom they were, in fact, legally due."' 9

The Fifth Circuit also rejected an argument, posed by the Commis-
sioner, that allowing an interest deduction for interest paid to partic-
ipating banks would impose an impracticable administrative burden
on the Internal Revenue Service (IRS) to trace each loan from the
lending bank to those banks in participation.2" The burden remains
on the taxpayer to prove his entitlement to a particular deduction;2
therefore, the court reasoned, once the taxpayer gives the names of
the participants, verification is routine.22

In Franklin the Fifth Circuit established a logical exception to
the general rule against the allowance of an interest deduction when
the interest is paid in the form of a promissory note to the original
lender. If, as one commentator has suggested, the real issue in de-
termining the deductibility of an interest payment is whether a lia-
bility was extinguished, 23 then certainly the participating banks'
portion of Franklin's interest payments should be deductible. The
taxpayer's liability for interest to the participating banks was clearly
extinguished, even though the liability to the lead bank was in-
creased. Moreover, the lead-participant relationship is analogous to
the situation where interest is deductible when paid to one lender
with funds borrowed from a second lender.24

It should be noted that in the absence of a clear participation
agreement to the contrary, some courts hold that a lead-participant
relationship is one of debtor-creditor.25 As such, the participating
bank has limited rights against the underlying borrower, while the
lead bank is principally liable to its participants. 26 Under this ar-
rangement, an argument could be made that interest paid in the
form of a promissory note to the lead bank does not extinguish any

19. Id
20. Id.
21. Id (quoting Battelstein v. Commissioner, 631 F.2d 1182, 1185 (5th Cir. 1980), cert.

denied, 451 U.S. 938 (1981)).
22. 683 F.2d at 129.
23. Comment, Battelstein v. Internal Revenue Service: Deductibility of Interest Payments

Financed by Additional Loans From the Same Lender, 35 TAX LAW. 275, 285 n.74 (1981).
24. The Fifth Circuit approved this arrangement in dictum in Battelstein. Battelstein v.

Commissioner, 631 F.2d 1182, 1184 n.3 (5th Cir. 1980), cert. denied, 451 U.S. 938 (1981).
25. See Hutchins, What Exactly is a Loan Participation, 9 RUT.-CAM. L.J. 447, 458

(1978) and cases cited therein.
26. Id. at 461-62.
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liability to the participating banks because the borrower has no di-
rect liability to them. Thus, an interest deduction would be disal-
lowed under the Franklin court's reasoning if the court found that
the participation agreement did not convey, as in the present case,
an ownership interest in the loan.

B. Tax Exempt Organizations- Unrelated Business Income

Through the tax laws, Congress allows certain organizations
and activities to be exempt from taxation.27 However, an otherwise
tax exempt organization is subject to taxation on any income de-
rived from activities that are unrelated to its exempt function.28 Un-
related business taxable income is defined as gross income derived
from any unrelated trade or business regularly carried on, less those
deductions directly connected with the carrying on of such trade or
business. 29 Authorities indicate that "[t]he theory behind the tax on
unrelated business income is that if an exempt organization engages
in activities of a commercial nature it distorts the exempt purpose of
the organization and is a form of unfair competition to taxable orga-
nizations. ' ' 30 The Fifth Circuit, however, in Louisiana Credit Union
League v. United States3 concluded that the presence or absence of
competition between exempt and nonexempt organizations is not in
and of itself determinative of whether a tax exempt organization's
business income should be taxed. 2

The general purpose of the Louisiana Credit Union League
(League) was to promote and develop credit unions in Louisiana.33

In connection with this purpose, the League endorsed and helped
administer the services provided to member credit unions by certain
insurance, debt collection, and electronic data processing compa-
nies.34 In return for its role as middleman, the League received fees
from the companies providing the services.3' The IRS considered

27. See I.R.C. § 501 (1976 & Supp. V 1981).
28. Id § 511.
29. Id § 512(a)(1) (1976). For an excellent discussion on tax exempt organizations and

unrelated business income see M. PHELAN, MEETING REPORTING REQUIREMENTS OF TAX-
EXEMPT ORGANIZATIONS (1976).

30. M. PHELAN, su'pra note 29, at 112.
31. 693 F.2d 525 (5th Cir. Dec. 1982).
32. Id at 541.
33. Id at 527.
34. Id at 528.
35. Id
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these fees taxable as unrelated business income and assessed
$77,092.67 as income tax on such fees.3 6 Thereafter, the League un-
successfully filed suit in the district court for a refund.37 On appeal,
the League argued that no unrelated business income tax could be
imposed without a showing of direct competition between the tax
exempt organization and a taxable entity.38 Thus, the League ar-
gued, because they were not in competition with any taxpaying enti-
ties, their endorsement receipts were not subject to the unrelated
business income tax. 39 The Fifth Circuit disagreed.4°

After studying the legislative history of the relevant Code sec-
tions, the court concluded that the prevention of unfair competition
was just one goal of Congress in taxing unrelated business income.41

In addition, the court noted that another such congressional goal
was to close the loophole that allowed tax exempt institutions to op-
erate commercial businesses at no-tax cost and prevent the loss of
revenue resulting from a smaller tax paying base.42 The court con-
cluded that the goal to eliminate unfair competition existed only as
a corollary to the larger goals of producing revenue and achieving
equity in the tax system.43

The court in further analysis noted that the Code and a rele-
vant treasury regulation 44 "establish a conclusive presumption that
the conduct of a trade or business by an exempt organization consti-
tutes unfair competition against taxable entities engaged in similar
activities. '45 The language of the treasury regulation, however, does
not suggest a conclusive presumption, but rather contemplates a re-

36. Id at 529.
37. Louisiana Credit Union League v. United States, 501 F. Supp. 934, 942 (E.D. La.

1980), aft'd, 693 F.2d 525 (5th Cir. Dec. 1982).
38. 693 F.2d at 530. The League's other contentions included
(1) that the receipts from the insurance activities did not constitute income at all,
(2) that the insurance and debt collection activities did not rise to the level of a
trade or business, and (3) that the insurance, debt collection and data processing
activities were substantially related to its exempt function.

Id The court rejected all of these arguments. Id at 543.
39. Id at 538-39.
40. Id at 543.
41. Id. at 540.
42. Id The court further noted that while the legislative history contemplated unfair

competition, "those who actually drafted the statute avoided the word [competition] as it it
were the plague." Id at 541.

43. Id
44. Treas. Reg. § 1.513-1(b) (1983).
45. 693 F.2d at 542 (emphasis added).
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buttable presumption. ' Moreover, application of this conclusive
presumption by lower courts will likely preclude consideration of
any evidence on whether unfair competition does indeed exist.
Therefore, while conceding that there was a congressional purpose
behind this section of the Code to prevent unfair competition, the
court ignored any consideration of this policy in determining
whether a tax should be imposed. 47 Thus, even assuming that no
taxable entity exists which could compete with a tax exempt organi-
zation's production of income from an unrelated activity, taxes can
still be imposed. Such a result frustrates congressional policy.

In its analysis, the Fifth Circuit observed that two lines of au-
thority developed with respect to the issue of unfair competition in
the context of the unrelated business income tax.48 Typical of cases
in one stream of authority is Hope School v. United States.49 In this
case, the Seventh Circuit concluded that unfair competition was the
primary consideration when determining whether a tax exempt or-
ganization's activities were to be taxed as unrelated business in-
come.50 The other line of authority is represented by the Eighth
Circuit's decision in Clarence LaBelle Post No. 217 v. United
States.51 The LaBelle court held that unfair competition is not the
sole criterion to be considered. 52

While seemingly following LaBelle in its holding that unfair
competition is not in and of itself determinative of the application of
the tax, the Fifth Circuit went further and deemed conclusive a pre-

46. See Treas. Reg. § 1.513-1(b) (1983). The regulation states in relevant part:

The primary objective of adoption of the unrelated business income tax was to

eliminate a source of unfair competition by placing the unrelated business activi-
ties of certain exempt organizations upon the same tax basis as the nonexempt
business endeavors with which they compete. . . . However, in general, any activ-
ity of a section 511 organization which is carried on for the production of income
and which otherwise possesses the characteristics required to constitute "trade or
business" within the meaning of section 162-and which, in addition, is not sub-
stantially related to the performance of exempt functions--presents sufficient like-
lihood of unfair competition to be within the policy of the tax.

Id
47. See 693 F.2d at 539-42 (detailed discussion on the legislative intent regarding un-

fair competition).
48. See id at 540-41 (citing cases in both lines of authority).
49. 612 F.2d 298 (7th Cir. 1980).

50. Id at 304. In Hope School the court reasoned that unfair competition was the key
to whether the activities of the Hope School constituted an unrelated trade or business. Id

51. 580 F.2d 270 (8th Cir.), cert. dismissed, 439 U.S. 1040 (1978).

52. Id at 274.
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sumption that unfair competition always exists in the conduct of a
trade or business by an exempt organization.13 The Fifth Circuit's
ability to derive a ruling this conclusive from sections of the Code
and regulations shrouded in such diverse interpretations is
questionable. 4

II. COMPLIANCE AND PROCEDURE

In addition to decisions in substantive tax areas, the Fifth Cir-
cuit decided cases involving procedural matters and the IRS powers
necessary to assure enforcement of tax laws in a system where self-
compliance is foundational.

A. IRS Summons Powers

Through its summons power the IRS may compel the produc-
tion of any taxpayer's books, records, or other relevant data in order
to complete or ascertain the correctness of-any return.5 The scope
of this power has been widely contested and was at issue during the
survey period in United States v. El Paso Co. 56

In connection with an audit of the El Paso Company's (El Paso)
tax return, the IRS issued a summons seeking "any document...
or work papers which [identified] potential tax liabilities or tax
problems . . . ,, 5 Subsequent to El Paso's refusal to comply, the
IRS filed a petition to enforce the summons.5 8 At the hearing, El

53. 693 F.2d at 542.
54. The Fifth Circuit decided another case dealing with unrelated business taxable in-

come. In Waco Lodge No. 166, Benevolent & Protective Order of Elks v. Commissioner,
696 F.2d 372 (5th Cir. Jan. 1983), the court held that receipts collected by the Elks in 1976
from bingo games held at the lodge were taxable as unrelated business income. Id at 375.
However, in 1978 Congress excluded bingo games from the definition of "unrelated trade or
business." See I.R.C. § 513(f) (Supp. V 1981). Surprisingly, however, the court did not even
mention this section of the Code.

55. See I.R.C. § 7602 (1976). If the summoned party fails to comply, the IRS must
petition for enforcement in the appropriate federal district court. Id § 7604 (1976 & Supp.
V 1981). The Code further provides that a hearing to enforce a summons should be given
priority and "decided at the earliest practicable date." Id § 7609(h)(3) (1976). See Nath,
Internal Revenue Service Summonsesfor "Sensitive",4ccountants' Papers, 34 VAND. L. REV.
1561, 1573 n.50 (1981).

56. 682 F.2d 530 (5th Cir. Aug. 1982).
57. Id at 533. The loosely described documents sought by the IRS are generally re-

ferred to as the noncurrent tax account, the tax accrual work papers, or the tax pool analysis.
These documents are prepared in order to locate soft spots on the return and to insure that
the corporation sets aside a sufficient amount to cover contingent tax liability. Id at 533-35.

58. Id at 533.
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Paso defended its refusal based on assertions of relevance, the attor-
ney-client privilege, and the work product doctrine.59 In affirming
the district court's decision, the Fifth Circuit rejected El Paso's con-
tentions, including an additional public policy argument.60

El Paso argued that permitting the routine summoning of tax
pool analyses would have a chilling effect on a company's willing-
ness to properly prepare such analyses, thereby causing the accuracy
of financial reports to suffer. 6' Thus, the public policy behind the
securities laws of full disclosure and investor protection would be
violated.62 Rejecting this public policy argument as speculative, the
Fifth Circuit reasoned that the powers of the Securities and Ex-
change Commission adequately ensure that corporations will prop-
erly prepare their financial reports.63

With questionable reasoning, the court also dismissed El Paso's
assertion that its tax pool analysis was irrelevant and therefore not
subject to production.6' The court stated that the relevance test for
an IRS summons is not the same as the relevance standards used in
deciding whether to admit evidence in court; rather, the test is
"whether the summons seeks information which 'might throw light
upon the correctness of the taxpayer's return.' ",65 The court ignored
opinions from other circuits including United States v. Coopers &
Lybrand,66 in which the Tenth Circuit found that a tax pool analysis
file was irrelevant and therefore not subject to production under an
IRS summons.67 Holding that mere convenience does not make an
item producible under an IRS summons, the Coopers & Lybrand
court reasoned that "the Government cannot go on a 'fishing expe-
dition' " through a taxpayer's records.68

In rejecting El Paso's argument regarding the attorney-client
privilege, the court refused to decide whether a lawyer's analysis of

59. Id On appeal El Paso also contended that the district court's judgment encom-
passed all of El Paso's documents that treat "tax problems" and was consequently too broad
and therefore unjust. Id at 535. The Fifth Circuit concluded that the judgment only
reached the tax pool analysis and the memoranda used to prepare the analysis. Id. at 536.

60. Id at 544-45.
61. Id at 544.
62. Id.
63. Id
64. Id at 537.
65. Id. at 537 (quoting United States v. Wyatt, 637 F.2d 293, 300 (5th Cir. 1981)).
66. 550 F.2d 615 (10th Cir. 1977).
67. Id at 621.
68. Id (quoting United States v. Theodore, 479 F.2d 749, 754 (4th Cir. 1973)).
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the soft spots in a tax return constituted legal advice.69 Instead, the
court reasoned that the privilege was defeated for two reasons.70

First, the privilege was lost because the communications with coun-
sel were no longer confidential as they were voluntarily disclosed to
independent auditors who certified the corporation's books.7 Sec-
ond, El Paso failed to assert the privilege in a manner specific
enough to allow the adverse party to test the merits of the claim.72

In other words, the court rejected El Paso's blanket assertion of the
privilege because the government would not be able to defend
against such claim.

Finally, the Fifth Circuit dismissed El Paso's contention that
the work product doctrine immunized the tax pool analysis from
production.73 The court concluded that the tax pool analysis was
not prepared "in anticipation of litigation."74 By strained reasoning,
the court ruled that the primary motivation for the analysis prepara-
tion was to "anticipate, for financial reporting purposes, what the
impact of litigation might be on the company's tax liability."75 In
reaching this conclusion, the court nevertheless recognized that the
tax pool analysis involved the weighing of legal arguments, predict-
ing the stance of the IRS, and forecasting the ultimate likelihood of
sustaining El Paso'sposition in court.76 This recognition by the court
alone contradicts the policy behind the work product doctrine as
established by the Supreme Court in Hickman v. Taylor.77 Implicit
in any legal opinion which notes that a soft spot exists in a return is
the possibility of litigation. Therefore, a legal analysis which finds

69. 682 F.2d at 539.
70. Id at 539-42.
71. Id at 539-40. The court stated that "[c]onfidentiality as to these documents [tax

pool analysis and supporting memoranda] is neither expected nor preserved, for they are
created with the knowledge that independent accountants may need access to them to com-
plete the audit." Id at 540.

72. Id at 542. The court cited United States v. Davis, 636 F.2d 1028, 1040 (5th Cir.
1981), as holding "that an attorney's work in preparing a tax return did not fall under the
work product doctrine because the work was not primarily motivated to assist in future
litigation over the return." Id at 543.

73. Id at 544.
74. Id at 542.
75. Id at 543.
76. Id
77. 329 U.S. 495 (1947). In Hickman the Court held that the work of preparing for trial

demands insulation from opposing counsel's inquiries, absent a special showing of need. Id
at 519.
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that a return contains soft spots is necessarily prepared in anticipa-
tion of litigation and indicates the likelihood thereof for success.

In United States v. Arthur Young & Co. ,78 the Second Circuit
held that tax accrual work papers were shielded from the IRS sum-
mons power under a privilege similar to the work product doctrine,
although they did not name the privilege.79 In Arthur Young the
court reasoned that the corporation's own books and audit
workpapers furnish the IRS with the raw data needed to calculate
the taxpayer's tax liability. 80 The court was of the opinion that
preventing the summoning of the tax accrual work papers was con-
sistent with the policy of the securities laws to preserve accurate and
full financial disclosure. 8' Additionally the court noted, that under
a rule similar to the work product doctrine, the IRS could procure
those documents if a showing was made that they were absolutely
necessary. 82 The Fifth Circuit in El Paso relied on Arthur Young in
upholding the relevance of the taxpool analysis,8 3 yet completely ig-
nored its holding preventing the summoning of the accrual papers
under a privilege similar to the work product doctrine.

The Fifth Circuit labeled as speculative the contention that cor-
porations might not divulge sensitive information to auditors re-
garding soft spots on the return,84 although this argument is quite
logical. Not surprisingly, the IRS recognized the resistance to the
production of tax pool analyses and internally tightened and re-
stricted the requirements for summoning these types of docu-
ments. Recognizing that these restrictions did not have a
retroactive effect in the instant case,8 6 the court ignored the obvious
intent of the IRS to limit such summonses by rejecting all legal theo-
ries on which defenses against the summoning of a tax pool analysis
could be based.

78. 677 F.2d 211 (2d Cir. 1982).
79. Id at 221.
80. Id. at 220.
81. Id. at 220-21.
82. Id at 221.
83. 682 F.2d at 537-38.
84. Id. at 544.
85. See I Internal Revenue Manual-Audit (CCH) § 4024.4 (May 14, 1981). See gener-

ally Nath, supra note 55, at 1573 n.49 (discussing the current position of the IRS with regard
to summoning the work papers of independent accountants). The court in El Paso noted the
IRS's concern about these documents and their sensitivity by mentioning these new guide-
lines and restrictions. 682 F.2d at 545.

86. 682 F.2d at 545.
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B. Statute of Limitations

Section 6501 of the Code establishes a three year limitation
upon the imposition of additional tax on any filed return 87 unless
the return is false or fraudulent, in which case additional tax may be
imposed at any time.88 According to the Second and Tenth Circuits,
when a nonfraudulent amended return is filed after a fraudulent re-
turn is filed, the limitation period begins after the filing of the non-
fraudulent return.8 9 However, during the survey period, the Fifth
Circuit in Nesmith v. Commissioner90 held that the filing of a non-
fraudulent return did not trigger the three year statute of limitations
when the original return was fraudulent.91 In its per curiam deci-
sion, the court relied upon the position taken by the Third Circuit in
Badaracco v. Commissioner.92 The Badaracco court reasoned that
the language of section 6501(c)(1) was clear on its face and refused
to accept any interpretation other than the plain meaning of the stat-
ute.93 Without additional reasoning, the Fifth Circuit simply
adopted the holding of Badaracco .94

As the dissent in Badaracco commented, the fact that other cir-
cuits have reached a different result indicates that the intent of the
statute is actually far from clear.9" The difference of opinion stems
from an interpretation of the words "at any time" as used in section
6501(c)(1). The Second and Fifth Circuit interpretations allowing
additional tax to be imposed, even after three years from filing the
nonfraudulent return, appear to comport with the plain meaning of
the statute's language. However, the Tenth Circuit looked beyond
the language to the policy behind this section and determined that
the policy did not exist subsequent to the filing of a correct, non-
fraudulent return.96 The court reasoned that the purpose of section
6501(c) was to provide the government time to unearth information

87. I.R.C. § 6501(a) (1976).
88. Id § 6501(c)(1). This section provides: "[i]n the case of a false or fraudulent return

with the intent to evade tax, the tax may be assessed, or a proceeding in court for collection
of such tax may be begun without assessment, at any time." Id

89. See Dowel v. Commissioner, 614 F.2d 1263, 1265 (10th Cir. 1980); Britton v.
United States, 532 F. Supp. 275, 278 (D. Vt. 1981), aft'd, 697 F.2d 288 (2d Cir. 1982).

90. 699 F.2d 712 (5th Cir. Mar. 1983) (per curiam).
91. Id at 714.
92. 693 F.2d 298 (3d Cir. 1982).
93. Id. at 301.
94. 699 F.2d at 714.
95. 693 F.2d at 306 (Hunter, J., dissenting).
96. Dowell v. Commissioner, 614 F.2d 1263, 1266 (10th Cir. 1980).
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the taxpayer failed to furnish and to file an assessment.91 Conse-
quently, once the government receives the information from the
filing of a nonfraudulent amended return, there is no reason to per-
mit assessment "at any time" without limitation.98 With the circuits
divided on this issue, section 6501 definitely merits additional legis-
lative clarification. Obviously, the IRS favors the statutory con-
struction that would allow it to impose additional tax without time
constraints. However, Congress should consider the inequities of
such a rule on a taxpayer who attempts to honestly comply with the
requirement to file, albeit late, and the fact that such a rule would
not further the policies behind section 6501.

C. Appellate Sanctions

During this survey period the Fifth Circuit reviewed several
cases involving taxpayers disenchanted with the entire tax system.
In a previous survey period, the Fifth Circuit threatened to begin
imposing rarely used sanctions upon taxpayers prosecuting frivolous
appeals.99 The court carried out its threat during the current survey
period.

In Knighten v. Commissioner," the taxpayer filed a signed but
otherwise blank Form 1040.101 The lower court held that as filed,
such a return did not qualify as a statutorily required return. 0 2 On
appeal, the taxpayer argued that his refusal to complete the form
was proper in that wages are not income and that the tax laws and
the Tax Court are both unconstitutional.1 3 The Fifth Circuit re-
jected all of these arguments as frivolous and in a rare move as-
sessed a penalty of double costs upon the taxpayer pursuant to rule
38 of the Federal Rules of Appellate Procedure. 1°4 While infre-
quently imposed, rule 38 sanctions operate to compensate the party

97. Id
98. Id
99. Lonsdale v. Commissioner, 661 F.2d 71, 72 (5th Cir. 1981).

100. 702 F.2d 59 (5th Cir. Mar. 1983) (per curiam).
101. Id at 60.
102. Id
103. Id The court refused to address Knighten's last contention that the Tax Court is

unconstitutional because it was raised for the first time in his reply brief. Id at 60 n.l.
However, on petition for rehearing the taxpayer pointed out that questions of subject matter
jurisdiction may be raised at any time and that an unconstitutional court can have no juris-
diction. Knighten v. Commissioner, 705 F.2d 777, 778 (5th Cir. May 1983). Thereupon, the
Fifth Circuit again rejected this argument as frivolous. Id

104. 702 F.2d at 61. See FED. R. ApP. P. 38. Rule 38 provides: "[i]f a court of appeals
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prevailing in the lower court for the expense and delay of defending
meritless arguments on appeal.° 5 Additionally, the rule seeks to de-
ter the prosecution of frivolous appeals and thus preserve the appel-
late court calendar for cases worthy of consideration. 10 6 The Fifth
Circuit's action in the instant case should serve as a reminder and
warning that the court can and will impose sanctions under rule 38.

III. CONCLUSION

The Fifth Circuit's tax decisions illustrate the complexity and
intricacy of the tax law. This complexity, coupled with the tax law's
elusive congressional intent, allows the Code to be judicially con-
strued in many different ways, a fact demonstrated by the conflict
between the Fifth Circuit's decisions and judicial treatment in other
circuits. Nevertheless, because of the court's willingness to accept
different interpretations of the Code, practitioners should be en-
couraged not to accept the plain or accepted meaning of the Code
provisions. Instead, they should continue to seek to interpret and
argue the tax law in the light most favorable to their clients.

Nicholas S. Pappas

shall determine that an appeal is frivolous, it may award just damages and single or double
costs to the appellee." Id

105. See Ruderer v. Fines, 614 F.2d 1128, 1132 (7th Cir. 1980).
106. Id.
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