
TAXATION
A limited number of tax decisions were rendered by the Fifth

Circuit during this survey period. Most of these decisions were not
noteworthy because they followed previously accepted opinions and
rulings. Nevertheless, the Fifth Circuit did render an important
opinion in Biedenharn Realty Co. v. United States.' This case, in-
volving the dealer-investor problem in regard to real estate sales, is
discussed in detail in this tax section. Following the Biedenharn
commentary is a brief survey of other cases decided during the
survey period. This survey includes cases dealing with the following
topics: trusts,2 Subchapter S corporations, 3 Miranda warnings to a
taxpayer,' and gift taxes.'

I. The Dealer-Investor Problem in Regard to Real Estate Sales

During this survey period, the ever recurring problem of
whether to treat the proceeds from the sale of realty as capital gains
or ordinary income arose once again in the case of Biedenharn
Realty Co. v. United States.' The taxpayer-plaintiff, Biedenharn
Realty Company, filed suit against the United States claiming a tax
refund for the tax years 1964, 1965, and 1966. In its original tax
returns for the three years, Biedenharn had listed profits of
$254,409.47 from 37 sales of 38 residential lots.7 The taxpayer had
divided this gain, attributing 60% to ordinary income and 40% to
capital gains. Later the Internal Revenue Service determined that
the profits from these sales were entirely ordinary income, and as-
sessed and collected additional taxes and interest.8

Biedenharn Realty Co. purchased the subject property in 1935
for the purposes of farming and future investment.' Between 1939

1. 526 F.2d 409 (5th Cir. Jan.), cert. denied, 97 S. Ct. 64 (1976).
2. Mathews v. Commissioner, 520 F.2d 323 (5th Cir. Oct., 1975), cert. denied, 424 U.S.

967 (1976).
3. Underwood v. Commissioner, 535 F.2d 309 (5th Cir. July, 1976).
4. United States v. Rothstein, 530 F.2d 1275 (5th Cir. May, 1976).
5. Gall v. United States, 521 F.2d 878 (5th Cir. Oct., 1975), cert. denied, 425 U.S. 972

(1976).
6. 526 F.2d 409 (5th Cir. Jan.), cert. denied, 97 S. Ct.,64 (1976).
7. Id. at 410.
8. Id.
9. Id. at 411. Joseph Biedenharn organized the Biedenharn Realty Company in 1923 as

a vehicle for holding and managing the Biedenharn family's numerous investments. The
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and 1966 the company carved three subdivisions from this property
and sold 38 lots. 0 Prior to sale of the lots, Biedenharn had improved
the land by adding streets, electricity, facilities for water, drainage,
and sewage. Of the 37 sales in question, Henry Biedenharn, the
manager of Biedenharn Realty Company, handled at least nine
while independent realtors effected all of the other transactions."
Henry Biedenharn devoted approximately 10% of his time to the
realty company, and the realty company did not maintain a sepa-
rate place of business.'"

The district court characterized Biedenharn Realty's case as
"the 'old, familiar, recurring, vexing and ofttimes elusive' problem
of whether to treat profit arising out of sales of subdivided real
estate as capital gains or ordinary income.' 3 It resolved the case for
the plaintiff realty company, placing importance on the following
facts: the taxpayer itself did not advertise, and the gains from the
sale of these lots contributed only 11.1% to the realty company's
gross income during the three years in question. Further, there was
a duration of 40 years of ownership, and parts of the property were
still being farmed. In essence, the district court found that the tax-
payer was merely liquidating part of its holdings and that the land
sales were not in the ordinary course of the taxpayer's business."
Hence, income from the sales was afforded capital gains treatment.

When the case was appealed, the Government argued that capi-
tal gains treatment turns on the purpose for which the property is
held at the time of sale, rather than the purpose at some earlier
time. 5 The Fifth Circuit panel disagreed and stated that if one
focused exclusively on the instant of sale, then, of course, the lot
being sold was at that particular moment "held primarily for sale."'"
The Government also unsuccessfully argued that any change in the
form of the asset made by the taxpayer prevents its disposition from
being a liquidation. The panel held this argument to be invalid in

investment company controlled, among other interests, valuable commercial properties, a
substantial stock portfolio, a motel, warehouses, a shopping center, residential real property,
and farm property.

10. Id.
11. Id. at 413.
12. Id. at 414.
13. 356 F. Supp. 1331, 1331 (W.D. La. 1973).
14. Id. at 1336.
15. 509 F.2d 171, 173 (5th Cir. 1975), rev'd, 526 F.2d 409 (5th Cir. Jan.), cert. denied,

97 S. Ct. 64 (1976).
16. 509 F.2d at 174.
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view of some earlier decisions. 7 Further, it noted that matters in the
circuit remained unchanged since the time of this now-famous pas-
sage:

If a client asks in any but an extreme case whether, in your opin-
ion, his sale will result in capital gains, your answer should proba-
bly be, 'I don't know, and no one else in town can tell you."8

Nevertheless, the panel affirmed the district court opinion.'"
On rehearing en banc the Fifth Circuit reversed the panel's

original decision.'" The court noted the trend in Fifth Circuit de-
cisions that the likelihood of capital gains treatment is very slight
when dispositions extend over a long period of time and are espe-
cially numerous. Conversely, when sales are few and isolated, the
taxpayer's claim to capital gains treatment is accorded greater def-
erence. 2' Following this trend, the court disallowed capital gains
treatment, emphasizing the substantial amounts of subdivided and
improved real property regularly sold by the realty company.

In doing so, the Fifth Circuit necessarily rejected the plaintiff's
argument that a taxpayer is not involved in the real estate business
if he hires a broker to sell his property. Biedenharn Realty was
asserting in this argument that the broker, acting as an independent
contractor, shielded taxpayers from ordinary income treatment.
However, the court thought that the brokers' activities should be
attributed to the plaintiff, at least in discounted form, because the
plaintiff determined the original prices and general credit policy. 22

Given this amount of participation by Biedenharn Realty, the court
concluded that the brokers used did not function as true indepen-
dent contractors. Thus, the plaintiff was not shielded from ordinary
income treatment because in spite of the brokers, Biedenharn
Realty was engaged in the "business" of selling realty. Even though
the court finally held for the government,23 its opinion was accompa-
nied by a dissent, comprised of five judges, who would have adhered
to the prior opinion handed down by the Fifth Circuit panel.2 4

17. Id. See note 60 and accompanying text. Support for the panel's decision in
Biedenharn is found in United States v. Winthrop, 417 F.2d 905, 909 (5th Cir. 1969).

18. 509 F.2d at 175.
19. Id.
20. 526 F.2d 409, 424 (5th Cir. Jan.), cert. denied, 97 S. Ct. 64 (1976).
21. Id. at 416.
22. Id. at 419.
23. Id. at 424.
24. Id.
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That there was a strong dissent in the en banc Biedenharn
opinion is indicative of the problem in this area, which is to distin-
guish between an investor endowed with capital gains treatment on
the sale of his real estate holdings, and one denied this privilege
because he is elevated to the status of a dealer. 5 The source for this
distinction is found in section 1221(1) of the Internal Revenue Code 6

which defines a capital asset to exclude "property held by the tax-
payer primarily for sale to customers in the ordinary course of his
trade or business." Thus, realty held by an investor is a capital
asset, the sale of which will result in capital gains treatment. Realty
held by a dealer is not a capital asset and, therefore, proceeds from
its sale are given ordinary income treatment. The terms "dealer"
and "investor" are not found in section 1221; therefore, judicial
interpretation has been necessary to define them. A common defini-
tion of a dealer is one who purchases property for resale to customers
he has or hopes to have for a price in excess of his costs." His gains
are principally derived from the operation of his business whereas
the investor's gains are largely attributable to the appreciation in
value of his property. 8

Even though the courts have attempted to further define and
clarify section 1221(1), their approach has been confused and at
times inconsistent. However, one commentator has recently sug-
gested" that the statutory language of section 1221(1) can be more
readily understood and would be more consistently applied if con-
strued as imposing the following two-pronged test: to be considered
a "dealer" with respect to property, the property must be held both
(1) primarily for sale to customers, and (2) in the ordinary course
of the taxpayer's trade or business.

25. Brown, Individual Investment in Real Estate, NEW YORK UNIVERSITY PROCEEDINGS
OF THE THIRTY-FOURTH INSTITUTE ON FEDERAL TAXATION 189, 190 (1976) [hereinafter cited as
Brown]. See also I.R.C. § 1237 which provides an investor limited relief because of its highly
restrictive conditions.

26. I.R.C. § 1221 CAPITAL ASSET DEFINED.
For purposes of this subtitle, the term "capital asset" means property held by

the taxpayer (whether or not connected with his trade or business), but does not
include-

(1) stock in trade of the taxpayer or other property of a kind which would
properly be included in the inventory of the taxpayer if on hand at the close of the
taxable year, or property held by the taxpayer primarily for sale to customers in
the ordinary course of his trade or business . ...
27. Kemon v. Commissioner, 16 T.C. 1026, 1032 (1951).
28. Brown, supra note 25, at 190-91.
29. Id. at 191.
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Fifth Circuit opinions have made reference to this two-step
approach,1° as evidenced by the following language from United
States v. Winthrop:31

Holding primarily for sale, however, is by itself insufficient to dis-
qualify the taxpayer from capital gain privileges. The sales must
also be made in the ordinary course of the taxpayer's trade or
business.

Moreover, in Winthrop, the Fifth Circuit enumerated seven factors
it would use to distinguish dealers from investors.2 Those factors
were:

(1) the nature and purpose of the acquisition of the property and
the duration of the ownership;
(2) the extent and nature of the taxpayer's efforts to sell the
property;
(3) the number, extent, continuity, and substantiality of the
sales;
(4) the extent of subdividing, developing, and advertising to in-
crease sales;
(5) the use of a business office for the sale of the property;
(6) the character and degree of supervision or control exercised
by the taxpayer over any representative selling the property;
(7) the time and effort the taxpayer habitually devoted to the
sales.

These seven factors can be used consistently with the two-pronged
analysis: in fact, they are merely an elaboration of it. The first factor
is designed to identify the taxpayer's purposes in regard to the prop-
erty. Although section 1221(1) does not refer to the taxpayer's pur-
poses, they are material in regard to the first prong of the statutory
test which provides that the property must be "held by the taxpayer
primarily for sale to customers." The latter six factors, viewed
collectively, are geared to the second prong of the statutory test
which states that the property must have been held "in the ordinary
course of the taxpayer's trade or business." These six factors deter-
mine whether the taxpayer's efforts to sell the property rose to the

30. Biedenharn Realty Co. v. United States, 526 F.2d 409, 424 (5th Cir. Jan) (concur-
ring opinion), cert. denied, 97 S. Ct. 64 (1976).

31. 417 F.2d 905, 911 (5th Cir. 1969).

32. Id. at 905, 911 (5th Cir. 1969). (The numbering indicates no hierarchy of import-
ance).
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level of a trade or business. 33

Even with this detailed analytical approach, judicial treatment
of the entire dealer-investor area has not been consistent and the
result has been confusion. Use of the Winthrop factors is usually
accompanied by a statement that no single factor controlled.3 4 Nev-
ertheless, the outcome of the cases is often justified by stressing one
or two items while apparently disregarding the others .3 This situa-
tion has led to a hopeless conflict in the cases and frequent state-
ments by the courts that each case turns on its own facts.36 The
court's attitude is exemplified by this statement in United States
v. Winthrop:37

Finding ourselves engulfed in a fog of decisions with gossamerlike
distinctions, and a quagmire of unworkable, unreliable, and often
irrelevant tests, we take the route of ad hoc exploration to find
ordinary income.

Even though the courts, including the Fifth Circuit, have not
always expressly applied the two-pronged analysis, many of the
prevailing views can be classified under one prong or the other. The
following discussion of Supreme Court and Fifth Circuit approaches
is categorized according to the half of the test that it addresses.

The Supreme Court's decision in Malat v. Riddell is a land-
mark in the dealer-investor inquiry.3

1 In Malat,39 the district court
had found that the taxpayer held the property both for development
and for sale, depending on which course appeared to be the most
profitable. In this situation the taxpayer who held property for a
dual purpose was denied capital gains treatment if his sales motive
was "substantial.""4 On appeal the Supreme Court set forth the
dealer-investor problem as follows:4"

33. Brown, supra note 25, at 193.
34. Comment, When a Dealer's Real Estate Sales May Qualify for Capital Gain Treat-

ment Under Section 1221(1), 57 MARQ. L. REv. 691, 696 (1974).
35. Id.; but see Biedenharn Realty Co. v. United States, 526 F.2d 409, 427 (5th Cir.

Jan.), cert. denied, 97 S. Ct. 64 (1976).
36. Williams v. United States, 329 F.2d 430, 431 (5th Cir. 1964); Thompson v. Commis-

sioner, 322 F.2d 122, 127 (5th Cir. 1963).
37. 417 F.2d 905, 906 (5th Cir. 1969).
38. 383 U.S. 569 (1966).
39. Id. at 570.
40. See, e.g., Municipal Bond Corp., 41 T.C. 20 (1963), rev'd, 341 F.2d 683 (8th Cir.

1965); American Can Co. v. Commissioner, 317 F.2d 604 (2nd Cir. 1963); Rollingwood Corp.
v. Commissioner, 190 F.2d 263, 266 (9th Cir. 1951).

41. 383 U.S. 569, 572 (1966).
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The purpose of the statutory provision with which we deal is to
differentiate between the 'profits and losses arising from the every-
day operation of a business' on the one hand and 'the realization
of appreciation in value accrued over a substantial period of time'
on the other.

In light of this rationale, the Supreme Court held that the word
"primarily" as used in section 1221(1) means "of first importance"
or "principally." Thus the element of substantiality advanced by
the district court was not enough. The taxpayer would have ordi-
nary income treatment only if his principal (as opposed to substan-
tial) purpose in holding the property was for re-sale.

Technically, Malat decided no broader issue than that the
courts are required to determine the taxpayer's single, dominant
purpose for holding the property.2 This holding emphasized the first
prong of the statutory-dealer test by requiring a determination of
the taxpayer's primary purpose in holding the property, 3 as com-
pared to the tendency of some courts to focus on the taxpayer's
purposes at the time of sale."

Similar to the Malat directive to determine the taxpayer's pri-
mary purpose for holding the property is the first of the Winthrop
factors, which is the nature and purpose of the acquisition of the
property and the duration of its ownership. Like Malat, this part of
Winthrop speaks to the first prong of the statutory test concerning
the taxpayer's purpose in the property. Consistently with
Winthrop's first factor, a number of Fifth Circuit cases 5 have al-
lowed landowners with original investment intent to sell subdivided
property and remain subject to capital gains treatment. This ac-
quisition purpose, however, has not always been conclusive of capi-
tal gains treatment for the sale proceeds, as is evidenced by the
Biedenharn decision. The acquisition purpose, however, does have
an evidentiary bearing on the purpose for which the property was
held at the time of sale, because the original purpose may be

42. Brown, supra note 25, at 195. See generally Kirkpatrick, Real Estate: How to Sepa-
rate the Investors from the Dealers, TuLANE TWENTY-THIRD ANNUAL TAX INSTITUTE 407, 422
(1974) [hereinafter cited as Kirkpatrick].

43. Bynum v. Commissioner, 46 T.C. 295 (1966). See generally Kirkpatrick, supra note
42, at 421.

44. Biedenharn Realty Co. v. United States, 509 F.2d 171, 174 (5th Cir. 1975), rev'd,
526 F.2d 409 (5th Cir. Jan.), cert. denied, 97 S. Ct. 64 (1976).

45. See, e.g., Cole v. Usry, 294 F.2d 426 (5th Cir. 1961); Estate of Barrios v. Commis-
sioner, 265 F.2d 517 (5th Cir. 1959); Smith v. Dunn, 224 F.2d 353 (5th Cir. 1955).
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deemed to continue unless it is shown to have changed subse-
quently.46 For example, in Smith v. Dunn7 the taxpayer inherited
the property. Desiring to liquidate his inheritance, he subdivided
and improved the lots to increase their sales potential. The court
held that the sale proceeds were entitled to capital gains treatment,
because of the taxpayer's original investment purpose. 4"

Similarly, in Wood v. Commissioner," the taxpayer purchased
property with an original investment intent of leaving it to his wife
and he held the property primarily for leasing purposes. Neverthe-
less, some sales were made to obtain funds to make payments on
the purchase price of the property and some sales were made in
order that the remainder might be made more attractive to prospec-
tive tenants. The court held that the taxpayer's original investment
intent had not been abandoned, and therefore, that the proceeds
from these sales should be treated as capital gains.

Holding an asset for many years also indicates that the tax-
payer's purpose was to hold the property for investment rather than
for sale in a trade or business. 0 In Cole v. Usry," Mrs. Cole pur-
chased property that had been in the family since 1826 and con-
tained the family residence. The interval between her acquisition of
the property and her sale of it was a quarter of a century, and the
court took note of this long holding period in reaching its decision
for capital gains treatment.

Even where an original investment purpose is established, it is
often difficult to determine if the taxpayer has abandoned it and
entered into the business of selling real estate, or if he is merely
liquidating his investment when he subsequently sells lots. This
determination was one of the difficulties faced by the Fifth Circuit
in Biedenharn.52 In these instances the court must determine
whether the original investment character of the property has con-
tinued despite accompanying sales activities. To overcome the pre-
sumption of continuing investment character, there must be signifi-

46. 3B J. MERTENS, THE LAW OF FEDERAL INCOME TAXATION § 22.138 at 990 (rev. ed. 1973)
[hereinafter cited as MERTENS].

47. 224 F.2d 353 (5th Cir. 1955).
48. Id. But see Brown v. Commissioner, 143 F.2d 468 (5th Cir. 1944) (taxpayer inherited

property and later sold the property to pay off a mortgage on it. The court held proceeds from
the sale were to be given ordinary income treatment).

49. 276 F.2d 586 (5th Cir. 1960).
50. MERTENS, supra note 46, § 22.15 at 119.
51. 294 F.2d 426 (5th Cir. 1961).
52. 526 F.2d 409.
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cant, objective evidence of a change from the original investment
purpose. 3

Objective evidence of a change of purpose may be provided by
continuing or increased purchases and sales of realty. For example,
when a physician first purchases one or two pieces of property he
makes an investment; but, if his purchases continue, at some point
they may become so extensive as to change his purpose from invest-
ment to "holding the property for sale in the course of a business. ' ,
The facts of Winthrop also illustrate this change of purpose doc-
trine.55 There, the taxpayer inherited property which he subdivided
and commenced selling in 1936. From 1945 to 1963 a total of 456 lots
were sold. The court found the sales aspect controlling and held that
these sales were the sole object of Winthrop's business. Therefore,
the sale proceeds were subject to ordinary income treatment.

The court's decision in Thompson v. Commissioner6 presents
essentially tpe same theory. There, the taxpayer bought property
near Borger, Texas, as an investment. In 1944 he began selling the
property. The court found no evidence that he thereafter held the
lots for any purpose other than for sale to prospective purchasers.
The taxpayer himself had testified that he never refused to sell any
lots, that he was always willing to quote a price, and that his whole
purpose in subdividing was to sell what he could.57 In its decision
that the sale proceeds should be treated as ordinary income, the
court noted that what was once an investment or what may have
started out as a liquidation of an investment may become a busi-
ness.

Some taxpayers have overcome evidence of dealer-like activi-
ties, and thus minimized the sales aspect of a transaction, by assert-
ing a "liquidation" theory. The focus of the liquidation theory is
that the taxpayer should be allowed a certain degree of promotional
and developmental activity in the sale of his investment without

53. Goldberg v. Commissioner, 223 F.2d 709, 712 (5th Cir. 1955). Theoretically, a dealer
in real estate who originally bought property for sale in his business could change his purpose
in holding the property from that of business to one of investment. However, his would be a
difficult burden of proof in regard to his holding purpose. He would especially have to empha-
size his purpose at or near the time of sale as being one of investment and not of business.

54. Bernstein, "Primarily for Sale:" A Semantic Snare, 20 STAN. L. REv. 1093, 1102
(1968).

55, United States v. Winthrop, 417 F.2d 905 (5th Cir. 1969).
56. 322 F.2d 122 (5th Cir. 1963).
57. Id. at 127.
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incurring subsequent classification as a dealer." The Fifth Circuit
has recently stated that the question of liquidation is simply the
opposite side of the inquiry into whether one is holding property
primarily for sale in the ordinary course of his business."

The Fifth Circuit's tolerance of these dealer-like activities by
an investor was exemplified in Estate of Barrios v. Commissioner:"0

The idea of selling a large tract of land in lots embraces necessarily
the construction of streets for access to them, the provision of
drainage and the furnishing of access to such a necessity as water.
It is hardly conceivable that taxpayer could have sold a lot without
doing these things. To contend that reasonable expenditures and
efforts, in such necessary undertakings are not entitled to capital
gains treatment is to reject entirely the established principle that
a person holding lands under such circumstances may subdivide
it for advantageous sale.

The Fifth Circuit has drawn a line that is unclear at best be-
tween allowable sales-promoting activity for liquidation and sales
activity which raises one to the level of a business or trade. For
example, the court's statement in Barrios' should be compared to
its opinion in a subsequent decision where the taxpayer also argued
the liquidation theory on the sale of his inherited property. There,
the court stated that "the flexing of commercial muscles with fre-
quency and continuity, design and effect does result in disqualifica-
tion [for capital gains treatment] because it indicates one has en-
tered the business of real estate sales."6"

The Fifth Circuit has also recognized the liquidation theory in
forced change of purpose situations. In Goldberg v. Commissioner,"2

a corporation constructed houses for rent, but they were subse-
quently sold because of insufficient rental income. The Fifth Circuit
recognized the situation as the liquidation of an unprofitable busi-
ness and allowed the taxpayer capital gains treatment. A similar
situation arose in Ross v. Commissioner.6 3 There, the taxpayer pur-
chased property for the construction of rental houses; however, a

58. This argument has been most successful in cases of inherited property or property
held over a long period of time. See, e.g., Smith v. Dunn, 224 F.2d 353 (5th Cir. 1955).

59. Biedenharn Realty Co. v. United States, 526 F.2d 409, 417 (5th Cir. Jan.), cert.
denied, 97 S. Ct. 64 (1976).

60. 265 F.2d 517, 520 (5th Cir. 1959).
61. United States v. Winthrop, 417 F.2d 905, 911 (5th Cir. 1969).
62. 223 F.2d 709 (5th Cir. 1955).
63. 227 F.2d 265 (5th Cir. 1955).
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change in zoning ordinances subsequently rendered the taxpayer's
property unsuitable for rental use. The court again allowed favor-
able tax treatment and classified the sale as a liquidation of assets
rather than a dealer-like sale. 4

New light was shed on the liquidation theory in Biedenharn.6 5

The government unsuccessfully argued there that Barrios' should be
overruled.6 The government contended that original investment
purpose is irelevant and that, therefore, the liquidation inquiry
should never be reached. According to the government, once a tax-
payer decides to sell, he has changed his purpose with respect to his
land and his new purpose should govern for tax purposes." The Fifth
Circuit on rehearing in Biedenharn rejected this argument. The
court noted that original investment intent is crucial to the liquida-
tion theory, because the liquidation theory preserves the capital
gains character of the transaction even in the face of subsequent
"normal" real estate sales activities.8 In rejecting the government's
contention that prior investment intent is always irrelevant, the
court sanctioned continued use of the liquidation theory, but placed
new and severe restrictions on it.6" The court warned that it would
gravitate toward the government's view in instances of willful
change of purpose and would grant the taxpayer little, if any, bene-
fit from original investment purpose in such cases.7" Thus, the court
emphasized the second prong of the statutory-dealer test to the
exclusion of the taxpayer's purposes for holding the property.

The court did state that in cases of unanticipated, externally-
induced factors which make it impossible to continue pre-existing
use of the realty, it would continue to place unusually strong
taxpayer-favored emphasis on the nature and purpose of the acquis-
ition of the property. Thus, in the "forced" sale context, original
investment intent accompanied by sales activity would be more

64. Accord, Ridgewood Land Co., Inc. v. Commissioner, 477 F.2d 135, 136 (5th Cir.
1973) (The taxpayer, a land company, acquired property for development and sale to custom-
ers in the ordinary course of business. Subsequently, the taxpayer learned that its original
plans could not be accomplished because of impending condemnation and, thereafter, the
land was held for investment. The Fifth Circuit held that the land had been properly treated
as a capital asset at the time of its sale.)

65. 526 F.2d at 421.
66. Id.
67. Id. at 420.
68. Id.
69. Id. at 422.
70. Id.
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likely to be viewed as a liquidation of an investment rather than a
business of the taxpayer.

In addition to the decisions that relate to the first prong, the
Fifth Circuit has decided several cases that illustrate the second
prong of the statutory test. The second prong requires that the prop-
erty be held in the ordinary course of the taxpayer's trade or busi-
ness.7 The last six factors enumerated in United States v.
Winthrop 2 relate to whether the taxpayer's sales efforts and activi-
ties were sufficient to constitute a trade or business.73 As the Fifth
Circuit stated in Galena Oaks Corp. v. Scofield:74

Congress intended to alleviate the burden on a taxpayer whose
property has increased in value over a long period of time. When,
however, such a taxpayer endeavors still further to increase his
profits by engaging in a business separable from his investment,
it is not unfair that his gain should be taxed as ordinary income.75

The Biedenharn court stated that the most important and
preeminent of Winthrop's factors is the frequency and substantial-
ity of sales.78 Isolated or casual transactions do not constitute a
business nor make one a dealer even though he may have future
resale for profit as a motive. In contrast, a dealer is one whose sales
are made in the course of his business," and the number and conti-
nuity of sales is indicative of a business.78 The trend in Fifth Circuit
decisions is that the likelihood of capital gains is slight if disposi-
tions extend over a long period of time and are numerous.79 In
Thompson v. Commissioner, 0 for example, the taxpayer's sales were
frequent both in numbers and in the generation of income and net

71. Where the existence of a business is undisputed, the taxpayer can still avoid ordi-
nary income by proving what his main business was at the time of sale and then by establish-
ing that the sale was outside the normal course of the business. E.g., United States v.
Winthrop, 417 F.2d 905, 912 (5th Cir. 1969); Comment, When a Dealer's Real Estate Sales
May Qualify for Capital Gain Treatment Under Section 1221(1), 57 MARQ. L. REv. 691, 709
(1974); Bernstein, "Primarily for Sale:" A Semantic Snare, 20 STAN. L. Rxv. 1093, 1101
(1968).

72. 417 F.2d 905 (5th Cir. 1969).
73. Id. at 910.
74. 218 F.2d 217 (5th Cir. 1954).
75. Id. at 220.
76. 526 F.2d at 416.
77. MERTENS, supra note 46, § 22.138 at 986.
78. White v. Commissioner, 172 F.2d 629, 630 (5th Cir. 1949).
79. Biedenharn Realty Co. v. United States, 526 F.2d 409, 416 (5th Cir. Jan.), cert.

denied, 97 S. Ct. 64 (1976).
80. 322 F.2d 122, 124 (5th Cir. 1963).
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profits. The court placed emphasis on this fact in delegating ordi-
nary income to the taxpayer. Wood v. Commissioner8 exemplifies
the situation where sales activity attains the level of a business. In
Wood, the taxpayer purchased property for the purpose of ultimate
resale after an enhancement in value. However, he financed and
supervised the plotting and subdividing of the tract, and over a 35
month period 81 sales were made. The sale proceeds were deemed
to be ordinary income.

As the Wood court noted, the activities of subdividing, develop-
ing, and improving the property are additional indications that the
property is held for sale to customers in a business rather than for
investment.8 2 Such activities are designed to attract customers;
therefore, very little else is required to mark one as a dealer.13 As
previously mentioned, it is possible for a taxpayer to engage in
subdividing and improving and still obtain capital gains treatment
if the court pccepts the liquidation argument. 4 In these situations,
even though the second prong of the test appears to have been met,
the first prong has not; therefore, the seller is not treated as a dealer.

Advertising to increase sales is yet another indication that the
taxpayer is engaging in the real estate business. However, it is not
an essential factor and its absence does not guarantee the taxpayer
capital gains. As the Fifth Circuit stated in Thompson:5 lack of
promotional activity-" merely because business was good, indeed
brisk, does not make it any less in the ordinary course of such a good
business." The Fifth Circuit has pointed out that the construction
of homes, the building of roads, addition of utilities and staking off
subdivided parcels itself constitutes a highly visible form of adver-
tising.8

Another Winthrop factor relating to the second prong is the
character and degree of supervision or control exercised by the tax-
payer over any representative selling the property. Some investors
hire real estate brokers or developers to undertake a wide variety of

81. 276 F.2d 586 (5th Cir. 1960).
82. Williams v. United States, 329 F.2d 430 (5th Cir. 1964); cf. United States v. Temple,

355 F.2d 67 (5th Cir. 1966) (The taxpayer, inter alia, subdivided the property, improved it,
and advertised it for sale; however, the court held the gains were taxable as capital gains.)

83. See, e.g., McFaddin v. Commissioner, 148 F.2d 570 (5th Cir. 1945); MERTENS, supra
note 46, § 22.138 at 994, 995.

84. Estate of Barrios v. Commissioner, 265 F.2d 517 (5th Cir. 1959).
85. 322 F.2d 122, 124 (5th Cir. 1963).
86. Biedenharn Realty Co. v. United States, 526 F.2d 409, 418 (5th Cir. Jan.), cert.

denied, 97 S. Ct. 64 (1976).
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activities that make their property more salable. The problem with
this arrangement from the taxpayer's point of view is that the activi-
ties of the broker may be attributed to the investor, even if the
investor himself does not engage in the activities. If this happens,
the investor again runs the risk of having engaged in sufficient sales
activities to constitute a business. If the investor retains control over
the details of sales or engages in other dealer-like activities then he
truly exposes himself to dealer status. In Gamble v. Commissioner7

the taxpayer gave an exclusive sales agency on the sale of his prop-
erty to a realtor, reserving to himself the fixing of prices and terms.
This control exercised by the taxpayer directly involved him in the
sales activities. In reaffirming this same rationale, the Biedenharn
court stated that the employment of brokers should not shield the
plaintiff from ordinary income treatment. According to the court,
the brokers' activities should, at least in discounted form, be attrib-
uted to the plaintiff."8

A logical corollary to this agency attribution rule exists in the
situation where an investor delegates broad authority to a broker,
thereby treating the broker as an independent contractor. Because
the investor does not control the transaction, the activities of the
broker are not imputed to him. For example, in Fahs v. Crawford9

the taxpayer turned his property over to a real estate broker and
developer who built dwellings thereon. The realtor was given the
exclusive right to buy and sell to others all or any of the lots. The
taxpayer neither supervised nor controlled the realtor and the court
held that the taxpayer was not, therefore, in the real estate business.

It is obvious from a survey of these factors that there is no
consistency in their application, and that it is difficult to predict the
outcome of a given case. The Biedenharn decision does little to
clarify the problem, but it is the latest pronouncement of the Fifth
Circuit in this uncertain area. Perhaps it is most notable for its
construction of the Winthrop seven-factor test. It can be safely said
that the Biedenharn court placed primary emphasis on the sales
activity factor. Whether it placed pre-eminent emphasis on this
factor, as the dissent contended, 0 remains to be seen from its ap-
proach in future cases. Regardless of the degree of emphasis how-

87. 242 F.2d 586 (5th Cir. 1957).
88. 526 F.2d at 419.
89. 161 F.2d 315 (5th Cir. 1947); accord, Smith v. Dunn, 224 F.2d 353 (5th Cir. 1955).
90. 526 F.2d at 425.
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ever, the Fifth Circuit has unduly weighted the second prong of the
statutory test.

Biedenharn is also significant for its differentiation of willful
taxpayer change of purpose and forced change of purpose. Because
of this distinction, taxpayers should be wary of relying on the liqui-
dation theory to obtain capital gains. The likely effect on investors
will be to force them to sell their property in one large block rather
than subdividing it and selling the individual lots, in order to avoid
sales activities.

Tax planning for capital gains on the sale of real estate has been
referred to as planning for an IRS dispute and possible litigation."
In those rare instances when a client goes to his attorney prior to a
purchase of property, there are certain steps that can be taken to
minimize the possibilities of ordinary income treatment. If the
client is already in the real estate business his purchase and subse-
quent treatment of the property should be geared toward distin-
guishing his business holdings from the investment property, if it is
in fact an investment. In general, all acts which would enhance the
value of the property in the long run should be separated from those
activies which might be considered his trade or business. 2 For ex-
ample, the requisite separation might be achieved by including pro-
perly worded resolutions in corporate minutes, statements of invest-
ment purpose in a partnership agreement, and maintenance of re-
cord title separate from other real properties."

Additionally, care should be taken in making statements on
income tax returns because they can be used as evidence against the
taxpayer. In White v. Commissioner9 the taxpayer indicated on his
income tax returns that his profession was "real estate." His state-
ment was held to be an admission against interest. Use of an inde-
pendent contractor can also enable the taxpayer to liquidate an
investment and retain capital gains treatment. In deciding whether
to hire one, the taxpayer should balance the competing advantages
and disadvantages. If he does use an independent contractor, he
must surrender control of the property, yet he thereby increases the
possibility of capital gains treatment. Furthermore, the attorney
should advise his client not to reinvest the proceeds from the sale

91. Kirkpatrick, supra note 42, at 408.
92. Comment, When a Dealer's Real Estate Sales May Qualify for Capital Gain Treat-

ment Under Section 1221(1), 57 MnAQ. L. REv. 691, 713 (1974).
93. Id. at 712-13 n.69.
94. 172 F.2d 629, 630 (5th Cir. 1949).
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of investment realty in additional land and not to maintain an
inventory of land, if he can avoid it, because both of these acts are
indicative of a business or trade in realty."

Finally, if litigation should ensue from a particular sale, it is
wise not to stipulate any fact in a doubtful area because the stipula-
tion could operate against the taxpayer. This situation arose in
United States v. Winthrop" where the parties stipulated that
"Winthrop was primarily engaged in selling the Betton Hills prop-
erty and that though he was a civil engineer by profession, he did
little work of this type during the period in question save that done
on the Betton Hills property." The court held the taxpayer was
engaged in the business of selling property.

In essence, the dilemma facing a taxpayer today is a real one if
capital gains are sought from the sale of investment property. Nor
is the role of an attorney as a tax planner in this area an easy one.
Perhaps the situation is best described by the dissent in
Biedenharn, "We all but lay down as law that ordinary income is
whatever we say it is."97

Deborah Welch

I. Survey of Other Cases

A. Substance Versus Form

Mathews v. Commissioner,' decided in October of 1975, in-
volved rental payments to a trust by a lessee who was also the settlor
of the trust. The beneficiaries of the trust were the "children" of the
settlor, because the settlor's wife was their guardian. The trustee
was the settlor's attorney.

The case arose when the settlor attempted to deduct the rental
payments under the lease as business expenses.2 The court declined
to decide the case on the strict legal form of the transaction, but

95. Brown, supra note 25, at 231D.
96. 417 F.2d 905, 906 (5th Cir. 1969).
97. 526 F.2d at 425 n.6.

1. 520 F.2d 323 (5th Cir. Oct., 1975).
2. Id. at 324.
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rather based its decision on the "overall" view.'
The taxpayer argued that he had escaped the influence of Van

Zandt v. Commissioner,' where the taxpayer/settlor, in order to
maintain tight control of the trust assets after their transfer to a
trust, appointed himself trustee. The court in Mathews considered
only one element of the Van Zandt decision.5 Van Zandt was cited
for the proposition that a transaction will not be upheld simply
because some business purpose can be advanced as a possible justi-
fication for the transaction.' The Mathews court was more con-
cerned with business reality. Their view was that no change had
been caused by the trust and rental agreements. The settlor still
retained control over the property in substantially, if not exactly the
same manner as before the transaction. Because the only true pur-
pose for the trust was to siphon off income of the settlor to his
children for better tax treatment, the court denied the deduction

A second case, with similar results, was Underwood v.
Commissioner.8 The case involved two corporations, wholly-owned
by the Underwoods, who owned barbeque cafeterias in Lubbock,
Texas and Albuquerque, New Mexico. By claiming the losses of the
Albuquerque corporation, the Underwoods were able to obtain tax
deductions on their personal tax returns.' After several years of
losses, the Underwoods' basis in the Albuquerque corporation was
reduced to zero. 10

To enable the Underwoods to continue their deductions, a
three-cornered transaction was conceived." This plan centered
around a group of notes payable by the Albuquerque corporation to
the corporation controlling the Lubbock operation. The Lubbock
corporation cancelled the notes due it by the Albuquerque corpora-
tion. To replace them, the Underwoods executed their own personal
note to the Lubbock corporation. The note had the same total face
value and interest rate as those cancelled. In the third step, the
Albuquerque corporation executed to the Underwoods a note identi-

3. Id. at 325.
4. 341 F.2d 440 (5th Cir. 1965).
5. 520 F.2d at 325.
6. Id.
7. Id.
8. 535 F.2d 309 (5th Cir. July, 1976).
9. By electing Subchapter "S" status, the losses of the corporation could be "passed

thru" to the shareholders, I.R.C. § 1374.
10. I.R.C. § 1376(b).
11. 535 F.2d at 310-11.
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cal in face value and interest rate as that executed by the Under-
woods.

The Commissioner denied the Underwoods' deduction of subse-
quent losses arising from the Albuquerque corporation, and the
Fifth Circuit upheld this decision. The court found justification for
its decision in the legislative history of the Subchapter "S'" provi-
sion which states that the total deduction available to the share-
holder/taxpayer was to be limited to the shareholder's investment.'2

The Tax Court, as well as the Fifth Circuit, characterized the trans-
action by the Underwoods as a guarantee of the indebtedness of
their Albuquerque corporation, rather than as an investment calling
for an increased basis.' 3 Because no money had actually been in-
vested, and because no obligation on the part of the Underwoods
would arise unless they were forced to pay as guarantors, the court
reasoned that no change in the investment occurred to justify an
increased basis.' 4

The holding of Raynor v. Commissioner was cited by the court
as the controlling rule:

No form of indirect borrowing, be it guarantee, surety, accomoda-
tion, co-making, or otherwise, gives rise to the indebtedness from
the corporation to the shareholders until and unless the sharehold-
ers pay part or all of the obligation. Prior to that crucial act,
"liability" may exist, but not debt to the shareholders.' 5

The Underwood court concluded that no actual investment had
been made. The court was concerned only with what had actually
taken place, and the label put on a transaction by the taxpayer did
not control the outcome.

B. Constitutional Protection of Taxpayers

The United States Supreme Court decided two important cases
during 1976 in the area of constitutional protections due a taxpayer
during an Internal Revenue Service (IRS) audit or investigation.
Both cases will have an impact on Fifth Circuit practice and, read
together, the cases may indicate that another major decision in this
area is forthcoming.

12. S. REP. No. 1983, 85th Cong., 2d Sess. reprinted in [1958] U.S. CODE CONG. & AD.
NEWS, 5008.

13. 535 F.2d at 311-12.
14. Id.
15. Raynor v. Commissioner, 50 T.C. 762, 770-71 (1968).
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In Beckwith v. Unites States,'" the Court announced that
Miranda warnings" were not due a taxpayer unless and until he was
placed in a custodial situation. Statements made by a taxpayer to
an IRS agent during preliminary stages of an IRS investigation were
deemed voluntary and uncoerced, thus obviating the need for
Miranda protection.'8 It would appear that the Court involved itself
in this area in order to resolve what had been a difference of opinion
among the Circuts.'5 This stated position eliminates any conflict
and can be read as an indication that the present Supreme Court
may be unwilling to make any additions to the constitutional pro-
tections afforded a criminal defendant in a tax case. On the same
day, however, in an opinion that is somewhat confusing when com-
pared with Beckwith, the Court refused to answer the question of
whether the taxpayer's personal books and records are constitution-
ally protected.

The confusion arises because the defendant in Beckwith raised
a claim concerning books and records, but the Court did not speak
to it. In Fisher v. United States,20 the Court actually ruled that an
accountant's work papers do not come under the taxpayer's privi-
lege against self-incrimination, even if they are in the hands of the
taxpayer, or more precisely, in the hands of his attorney. The Court
explained that because the accountant was the creator of the work
papers in question, the taxpayer was not, by their introduction into
evidence, testifying against himself, and therefore was not under
any compulsion or coercion.2' However the Court proceeded to dis-
cuss at length the decision in United States v. Boyd." The Court's
reference to and concern for the Boyd decision is difficult to under-
stand because the Court did not decide the question presented in
Boyd.

The Boyd case held, among other things, that an accused could
not be forced to turn over his private papers.3 The Court in Fisher

16. 425 U.S. 341 (1976).
17. Miranda v. Arizona, 384 U.S. 1 (1968).
18. 425 U.S. at 347.
19. The Seventh Circuit had announded a broader test in United States v. Dickerson,

413 F.2d 1111 (7th Cir. 1969), when it held that the freedom from self-incrimination was
imperiled when a taxpayer is confronted with interrogation by the I.R.S. Id. at 116-17.

20. 425 U.S. 391 (1976).
21. Id. at 401.
22. 116 U.S. 616 (1886).
23. Id. at 622.
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stated that Boyd had been eroded on many of its points," but did
not say specifically that the rule concerning private papers and their
constitutional protection was one of those. In fact, the Court ex-
pressly held that the question was not before it, and that it would
not decide that issue. 5 Thus the Court left no hint whether private
books and records of the taxpayer are testimonial in character, and
if so, at what stage they should or would be given constitutional
protection.

It is obvious that the Fifth Circuit is in complete agreement
with the Supreme Court on this issue. The rationale and conclusion
of Beckwith were used, just ten days after the Beckwith decision,
by the Fifth Circuit in deciding United States v. Rothstein.6 Under
similar factual circumstances, and faced with an argument request-
ing the protection of Miranda warnings for both oral statements and
books and records, the court simply stated that since no custodial
situation was involved, no coercion existed and no Miranda warn-
ings were necessary. 7

It remains to be seen what either court will do when the position
of a taxpayer's personal books and records is squarely presented as
an issue. However, since the question concerning books and records
was raised by the taxpayer in Rothstein, it appears that the Fifth
Circuit would answer the conflict between Beckwith and Fisher by
going beyond what the Supreme Court actually did in those cases.

C. Miscellaneous

In the only case concerning gift taxes decided by the Fifth
Circuit in this survey period, Gall v. United States, the court denied
an annual exclusion under section 2503(b) of the Internal Revenue
Code to a husband and wife in connection with gifts to their children
via trusts set up with the children as beneficiaries. 9 The trusts
provided that a testamentary power of appointment could not be
exercised until the beneficiaries were 19 years of age. 30 Texas law
provides that no person could execute a will, and thus could not

24. 425 U.S. at 407.
25. Id. at 414.
26. 530 F.2d 1275 (5th Cir. May, 1976).
27. Id. at 1277-78.
28. Gall v. United States, 521 F.2d 878 (5th Cir. Oct., 1975).
29. The sections of the Internal Revenue Code of 1954 which are relevant to the Gall

decision were not changed by the 1976 amendments to the Code.
30. Id. at 879.
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exercise a testamentary power of appointment, until age 19.31

While it appears that the limitation set by law and that im-
posed by the trusts are similar, Texas law provides an exception.
Should a person marry, that person has the right to execute a will
even if under 19 years of age.3 The trusts did not include a similar
exception. It was on this basis, and this alone, that the Fifth Circuit
was able to conclude that the limitation was not set by law, but by
the trust itself, thus disqualifying the gift from exclusion under
section 2503(c).3

The only conclusion to be drawn from this case could be that
in drafting trust instruments, the law-both Federal and
State-must be followed in mirror-image fashion.

Robert Doty

31. TEx. PROB. CODE ANN. § 57 (1967).
32. Id.
33. 521 F.2d at 880.
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