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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

JACOBS, Judge: These cases were assigned to Chief Specia
Trial Judge Peter J. Panuthos pursuant to the provisions of section
7443A(b) (4) and Rules 180, 181, and 183.2 The Court agrees wth
and adopts the opinion of the Special Trial Judge, which is set
forth bel ow

OPI NI ON OF THE SPECI AL TRI AL JUDGE

PANUTHOS, Chief Special Trial Judge: By tinely notices of

deficiency, respondent determned that petitioners in these
consol i dated cases are liable for deficiencies, additions to tax,
and penalties as foll ows:

Leenn Enterprises, Inc., docket No. 39476-85

Additions to Tax

Year Defi ci ency Sec. 6653(a) (1)
6/ 30/ 80 $432, 667 $21, 633
6/ 30/ 81 1, 100, 399 55, 020

Leema Enterprises, Inc., docket No. 4797-86

Addition to Tax

Year Defi ci ency Sec. 6653(a) (1)
6/ 30/ 82 $785, 688 $39, 284
2 Al section references are to the Internal Revenue

Code, unless otherwise indicated. All Rule references are to the
Tax Court Rules of Practice and Procedure.



Leon E. Richartz, docket No. 41987-85

Additions to Tax

Year Defi ci ency Sec. 6653(a) (1) Sec. 6661
1979 $45, 528 $2, 276 -
1980 296, 373 14, 819 ---
1981 879, 244 43, 962 -
1982 871,014 43, 551 $87, 101

Leon E. Richartz, docket No. 25313-86

Additions to Tax
Year Defi ci ency Sec. 6653(a) (1) Sec. 6661

1983 $67, 501 $3, 375 $6, 750

Maria Rivera, docket No. 41343-85

Additions to Tax

Year Defi ci ency Sec. 6653(a) (1)
1980 $57, 648 $2, 882
1981 279, 751 13, 988

Maria Rivera, docket No. 22921-86

Additions to Tax

Year Defi ci ency Sec. 6653(a) (1) Sec. 6661
1982 $45, 823 $2, 291 $4, 582
1983 26, 894 --- ---

K. Richard Keel er, docket No. 8648-93

Additions to Tax

Year Defi ci ency Sec. 6653(a) (1)
1981 $4, 407, 190 $220, 360
1982 1, 533, 276 76, 664
1983 158, 894 7, 945
1984 3, 065, 654 153, 283

Respondent has al so determ ned that all petitioners are liable for
increased interest on an underpaynent attributable to a tax-

notivated transaction as defined in section 6621(c).



The issues presented for decision are: (1) Whether the
Treasury note/bond (T-bond) option activities, Treasury bill (T-
bill) option activities, and stock forwards activities (a market

for the future sale of corporate stock) of Merit Securities, Inc.

(Merit), a subsidiary of petitioner Leema Enterprises, Inc.
(Leema), |acked econom c substance; (2) whether participants in
Merit's T-bond option, T-bill option, and stock forwards prograns

had a profit notive; (3) whether participants in Merit's T-bond
option, T-bill option, and stock forwards prograns are liable for
additions to tax pursuant to section 6653; (4) whether participants
in Mrit's T-bond option, T-bill option, and stock forwards
prograns are liable for the 120-percent interest rate for tax-
noti vat ed transacti ons pursuant to section 6621(c); and (5) whet her
petitioners Maria Rivera and Leon E. Richartz are liable for
additions to tax pursuant to section 6661.

In docket Nos. 41343-85, 41987-85, 22921-86, and 25313-86
additional issues remain to be resolved. An appropriate order in
t hese dockets, permtting the parties an opportunity to resolve the
remai ni ng i ssues, wll be issued.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipulations
of facts are incorporated in our findings by this reference.

At the tinme the respective petitions in these cases were
filed, the principal place of business of petitioner Leenma
Enterprises, Inc., was located in Tiburon, California; petitioners

Leon E. Richartz and Maria R vera were residents of Tiburon,



California; and petitioner K Richard Keeler was a resident of

Evanst on, Wom ng.

Qur use in this opinion of the terns "loss", "gain", "profit
position", "spread", "straddle", "option", "market", "trade", and
"transaction” is not to be construed as a finding that the

transactions at issue are, or are not, valid for Federal incone tax
purposes. Rather, our use of those terns is only for conveni ence.

| . Corporate Structure

Petitioner Leema was the parent of a consolidated group of
conpanies that included Merit and Futures Trading, Inc. (FTl).
Merit shared an office with Leema and its subsidiaries. In
addition, Leema, Merit, and FTl shared the sane conputer systemand
enpl oyees. Merit was a registered broker/deal er throughout the
period at issue. Leera had two additional wholly owned
subsidiaries, Horizon Trading, Inc. (fornmerly Merit Trading, Inc.),
and Omi Securities, Inc. During the years at issue, petitioner
Leon E. Richartz (Dr. R chartz) owned the mpjority of Leema's
stock; for sone portion of those years petitioner Maria Rivera
owned 15 percent of Leema's stock. Dr. Richartz was Merit's
chai rman of the board of directors.

Merit operated three over-the-counter markets, one for options
to buy or sell T-bills, a simlar market for options in T-bonds,
and, subsequently, stock forwards.

A. T-bill and T-bond Options

Late in 1979, Merit began its T-bill and T-bond option

activity. T-bills and T-bonds represent debt obligations of the
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United States. T-bills are non-interest-bearing short-term
obligations wwth a maturity of 1 year or less. They are sold at
| ess than face val ue; the discount reflects the fact that a period
of time must elapse before the bill reaches maturity and the
obligation is payable at face value. T-bonds are interest-bearing

| ong-term obligations generally having maturities in excess of 10

years. T-bills and T-bonds are actively traded; their market
val ues depend upon changes in interest rates. As a rule, the
mar ket value of a given T-bill or T-bond will decline if interest
rates rise, and its value will increase if interest rates fall

Merit's markets did not deal directly with T-bills and T-
bonds. Rather, Merit dealt only wwth options. The two types of
options that Merit sold were "puts" and "calls". A put option
consists of a contract giving the holder the right to sell T-bills
or T-bonds on a specific future date at a specific price. A cal
option is a contract which gives the holder the right to purchase
T-bonds or T-bills on a specific future date at a specific price.
The price of an option is referred to as a premum The price at
whi ch the parties to an option agree that the underlying commodity
would be sold is called the "strike" price. An investor who
purchases or sells such a contract is said to have established a
"position".

When an investor holds a contract or a series of identica
contracts, he is said to have an "open position". Merit's
investors did not establish open positions. Rat her, Merit's

options were sold only in the form of "spreads". A spread is a



hedged position conposed of two substantially offsetting positions
--for exanple, the sale of a contract for a put option together
with the purchase of a contract for a put option--called a "put
spread”. Each of the offsetting positions is called a "leg" of the
spr ead.

In an open position, price changes in the underlying asset
directly affect the value of a futures contract. In the case of a
spread, the holder is both a purchaser and a seller of the sane
asset. Accordingly, when there is a change in the market price of
the underlying asset, the price of each l|leg changes; one |eg
appreci ates while the other depreciates.

The novenents in each |eg do not necessarily equal those in
the other, and the price differential between them coul d change.
A gainor loss will beincurredif the price differential w dens or
narrows; there will be no gain or loss if the spread remains
constant. The profit or |l oss potential of a spread is neasured by
the increase or decrease in the price differential between the
| egs. Owming a spread involves less risk than owning an open
position because the spread is less volatile than the price of
either leg. Therefore, the profit potential of a spread is |ess
than that of an open position.

Initial positions in the Merit T-bill option market took the
form of "conbination spreads”. A conbi nation spread involves
acquiring a put spread and a call spread at the sane tine. Each
put spread and call spread consists of two options--one bought and

one sold--on the sane underlying T-bill. A conbi nation spread
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further limts the risk to an investor, because the price
differential between the |egs of one spread would have to change
with respect to the price differential of the legs of the other
spread before there would be a net econom c effect.

(1) Merit's Noninal Pricing Fornmula

Because there was no publicly traded T-bill options nmarket,
Dr. Richartz engaged Dr. Leonard Auerbach to develop a pricing
systemfor the options. Dr. Auerbach has taught at the University
of California at Berkeley, the University of Southern California,
and St. Mary's Col |l ege. Dr. Auerbach adapted the Bl ack-Schol es
nmodel formula for pricing stock options as the basis for devising
a pricing formula for Merit's T-bill and T-bond options. The
Bl ack- Schol es formul a determ nes stock option val ues on the basis
of the price of the underlying security, the I ength of the option,
the strike price, therisk-free interest rate, and volatility. See
Black & Schol es, "The Pricing of Options and Corporate
Liabilities", 81 J. Pol. Econ. 637 (1973). Dr. Auerbach devel oped
and repeatedly revised a formula for Merit which could be used to
calculate a price estimted to be equal to the price that would
have applied in an open narket.

(2) Merit's Inconme Structure

Merit earned income fromoperating its option markets in two

ways. First, it collected a bid/ask differential on opening
positions. The bid/ask is the difference between the price a
dealer wll pay for an item and the price at which he will sel

that item The difference between the price paid to purchase an



item and the price received for selling it constitutes profit to
t he deal er.

Secondly, Merit retained the interest earned on the margin
deposits that it required fromits custonmers. "Margin" was the
anount of noney deposited by both buyers and sellers of Mrit's
contracts to ensure their performance pursuant to the terns of
those contracts. "Initial" margin is the m ni numdeposit required
when a position is established, and "maintenance" margin is the
nmoney that an investor nust maintain on deposit to allow the
investor to continue to hold that position.

Merit insiders--so-called nmarket makers--were not required to
pay the bid/ask price, and they were allowed to retain the interest
earned on cash they had deposited as margin with Merit.

(3) Trading in Merit Options

The options that Merit dealt with in its T-bill and T-bond
activities were available only through Merit. No participant in
the Merit T-bill or T-bond activity ever took delivery of any T-
bills or T-bonds with respect to this activity.

The options traded over the Merit option markets were not
listed on any formally organized exchange. Nor were these
instrunments registered with the Securities and Exchange Comm ssi on;
rather, Merit marketed its instrunents as private placenents.
Under Federal securities laws, a private placenent can be offered
only to high-inconme, sophisticated investors and to investors
represented by qualified advisers. In order to trade in the

mar ket pl ace, a potential participant had to fill out a
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guestionnaire indicating the participant's qualifications to
participate in the Merit markets.

The officers of Merit believed that the margin requirenments
for their option trades were governed by Regulation T, Credit by
Brokers and Dealers, 12 CF.R pt. 220 (1998), promul gated by the
Federal Reserve Board pursuant to the Securities Exchange Act of
1934 as anended, 15 U S.C. sec. 78g (1994). Under Regulation T,
the margin requirenents for "open" T-bill options are higher than
the deposits required as margins for offsetting spread positions.
It was not feasible for Merit to offer open positions, and it
of fered only spreads.

Merit provided a private placenent nenorandum (PPM to each of
its T-bill option investors. This docunent inforned potentia
investors that "anong other considerations, there are materia
i ncone tax considerations involved'. The section "Federal |ncone
Tax Aspects" contained the advice that T-bills--

are expressly excluded fromthe definition of a capita

asset under section 1221(5) of the Code. Accordingly,

based on the provisions of Sections 1234(a) and 1221 of

the Code, gain or |oss recognized by a holder of an

Option resulting fromthe sal e or exchange (i ncluding the

expiration) of such option would be recognized as

ordi nary inconme or |oss.

The PPM further advised that "gain or |oss recognized by a witer
resulting fromthe sale of T-Bills pursuant to the exercise of a
call by the holder would be taxable as ordinary gain or |oss".
Further, it advised that--

In the event a T-Bill is determned not to constitute a

"security,' * * * gain or loss realized by a witer of a
T-Bill option, which is attributable to the |apse of the
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option or any other closing transactions with respect

thereto, should be treated for tax purposes as ordinary

gain or |oss.

In practice, Merit's trades were placed by "investnent
advisers", a few individuals who traded for their own accounts or
as advisers for certain of their custonmers. These included, inter
alia, Dr. Richartz, Chris Carabini (for Mnex Corp.; see supra
note 1), Edward Seykota, Donal d Haberlein, and Al bert Al essandra.

In 1979, Merit's personnel designed a conputer system with
connections to the trading advisers' offices. Mrit devel oped and
made available toits custoners or their advisers conputer prograns
to assist themin analyzing possible positions. Merit's conputer
system enabled it to keep accurate track of the daily trades and
margin requirenents, as well as arecord of its custonmers' realized
and unrealized gains and | osses. The conputer system enabl ed
advi sers and custoners to analyze their trading positions and to
show t he i nconme tax consequences of the possible trading positions.
Merit's conmputers could also be used to devel op new prograns.

Merit required an initial margin deposit of $25,000 upon
opening an account. It also required custonmers to deposit
sufficient funds as a "maintenance margin".

(4) Actual Initiation of Trades

(a) T-bill Transactions

A trade on the Merit markets began when an i nvestnent advi sor
woul d contact Merit enployees to seek a certain trading position
for hinself or his custoners. The parties would discuss the

interest rate to be used in pricing their options and, if before 11
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a.m Pacific tinme, would agree to an adjustnent to conformto the
interest rate in effect at 11 a.m--the close of the trading i n New
York that day. |If the discussion took place after 11 a.m, then
the price would be based upon the next day's close. Merit would
adjust the 11 a.m interest rate by the basis point adjustnent the
parties agreed to, and it would price the options accordingly. In
actual practice, premum values stayed the sanme, while strike
prices were adjusted. Merit calculated its clients' gains or

| osses on the basis of changes in prem umval ues over tine.?

3 The mechani cs of such trading are conplex. A
sinplified exanple conmes fromexam ning one |eg of the T-bond
trading of one of Merit's clients. On Dec. 12, 1980, the client
pur chased 285 put contracts each for T-bonds at a strike price of
$815, 000, paying a prem um of $23, 323 per contract. Twelve days
|ater, on Dec. 24, 1980, the client sold 250 of the put
contracts, receiving a prem um of $2,635 per contract. He
declared a loss of $5,172,000, representing the net of the
prem unms--a m nus $20, 688 per contract--tines 250 contracts.

Twel ve days later, in his next taxable year, the client
permtted the remaining put contracts to |lapse at a loss totaling
$816, 305 (35 x $23,323 premium. Thus, his total |oss on the
purchased put contracts was $5, 988, 305.

Like all Merit custoners, he had bal anced each of the above
transactions by maintaining an offsetting position in sold put
contracts. Thus, on Dec. 12, 1980, the client, who had purchased
285 put options, also sold 285 put options on identical bonds.
There were no transactions with these sold contracts until the
exercise date of Jan. 5 in the next calendar year. On that date,
the purchaser of the client's put options el ected not to exercise
those options. The client thus retained the prem um he had
recei ved ($22,755 x 285), for a gain of $6,485,175. This nore
than offset his | oss of $5,988,305 on his purchased put option
position.

Li ke other Merit custoners, the client had al so hedged the
effects of the put option spread by establishing an offsetting
call option spread. This formed a conbination spread. Wen the
call option facet of the client's conbination spread trades is

(continued. ..)
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Merit initially organized its option custonmers into two
groups--the A side and the B side. Menbers of the A side traded
only with nenbers of the B side, and vice versa.

Al nost all of the trades for the 1979-80 tax year denonstrate
what has been called an open-switch-close pattern. Six sets of
orchestrated trades or trading sequences took place in the 1979
Merit T-bill option market. In each of these sequences, only 3
tradi ng days were involved. The first occurred in the second week
of Decenber 1979, when all the investors "opened" a position by
buyi ng or selling an option spread fromnmenbers of the other side.
On Decenber 28, 1979, all participants "sw tched" by buying or
selling options that would offset the |loss |legs of their opening
positions. In so doing, every investor in the T-bill program
incurred a loss that was an ordinary |l oss for tax purposes.

Then, on January 4, 1980, in the subsequent taxable year, the
investors acquired offsetting positions to close out their gain
| egs--or they allowed their options to expire unexercised. They
incurred gains that approximated their taxable |osses incurred a
few days earlier, in the prior taxable year.

In 1980-81, trading in the Merit T-bill accounts was slightly
nore conpl ex, but 23 of 27 trading sequences followed the open-
swi tch-cl ose pattern which took place shortly before and shortly

after the end of the investors' taxable years.

(...continued)
figured in, he ended up with an overall econom c |oss of $205, 930
in the trade sequence.
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O 76 participants in the initial Merit T-bill market, only
one had a gain, of $961, at the end of the first taxable year of
i nvesting. Upon conpletion of their T-bill trading, only 12 of the
participants had earned overall profits; however, these were
generally very small.*

(b) T-bond Transactions

Merit also offered a market in T-bond options for which it
i ssued a separate PPM This PPM advised that "there are materi al
income tax considerations involved". The material under the
headi ng "Federal | nconme Tax Aspects"” provided an expl anati on of tax
aspects of trading in options. It traced the provisions of Rev.
Rul . 78-182, 1978-1 C. B. 265, which discussed trading comodity
options on the Chicago Board of Exchange. It discussed the
"special rules relating to the tax treatnent accorded to the witer
of an option on inter alia, securities such as T-Bonds". It
expl ai ned t hat - -

gain or loss recognized by a witer resulting fromthe

sal e of T-Bonds pursuant to the exercise of a call would

be taxable as capital gain or loss. Such gain or |oss

will be characterized as long-term* * * where the T-

Bonds sol d have been held for a period of at |east one
year * * *,

4 One not abl e exception was Case Enterprises, an offshore
entity set up by the Carabini famly, who also controlled Mpnex.
In its first participating transaction, Case Enterprises
deposited $1 mllion with Merit in Septenber 1981, the |last nonth
of its fiscal year, incurring | osses of $7,200, and in Cctober
1981 (the beginning of its next taxable year), it wthdrew
$992,800. In Septenber 1982, it again deposited $1 nilli on,

i ncurred substantial gains, and, 10 days later, in Cctober 1982
(the beginning of its third taxable year), it wthdrew
$1, 255, 000.
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The PPMfurther noted that upon a "closing transacti on" any gain or
loss was to be treated as short-term capital gain or short-term
capital |oss.

The Merit T-bond option market functioned simlarly to the T-
bill option market. The T-bond trades also featured an open-
switch-cl ose pattern. In the 1979 T-bond option market, there were
two trading sequences. In each, only three trading dates were
involved. The first occurred in the second week of Decenber 1979,
when each investor opened a position by buying (or selling) an
option spread from a nmenber of the other side. On Decenber 28
1979, every participant "swtched" by buying or selling an option
that would offset the loss leg of the opening position. Thi s
generated short-term capital |osses for 1979. A few days |later
but in 1980, each investor woul d buy or sell an offsetting position
or allow the option to expire unexercised. For 1979, each T-bond
investor realized a short-term| oss.

In 1980, the pattern shifted. Sone trade sequences foll owed
t he open-switch-cl ose pattern, and others appeared to be sel ected
to generate | ong-term capital gains.

For each participant, the first taxabl e year of T-bond trading
produced substantial |osses. O the 25 accounts (other than Merit)
in the T-bond option market between 1979-81, 9 nade profits,

generally in relatively small anounts.?®

> One not abl e exception was the case of Surya Trust. For

1979 through 1981, it posted T-bond option | osses of $341, 843 and
$9,474,174.71 and a gain of $10, 042, 498.97, respectively. |Its

(conti nued. ..)



B. Stock Forwards

(1) Formation

In 1981, Congress elimnated the tax advant ages of straddling.
It passed the Econom c Recovery Tax Act of 1981 (ERTA), Pub. L. 97-
34, sec. 508(a), (c), 95 Stat. 172, 333, parts of which operated to
deny deductions for | osses produced by tax straddl es except to the
extent that such | osses exceed the unrealized gains retained for
realization in the next taxable year.

In 1981, after enactnent of ERTA, Merit decided to offer a
market in forward contracts on selected |isted corporate stocks.
Stock forwards are contracts for the sale of shares of corporate
stock at a specified future date for a specified price. Merit's
forward contracts were simlar toits option contracts in that both
i nvol ved agreenents for the future purchase of a coommodity. 1In a
forward transaction, however, one party agrees that it wll be
obligated to buy or sell marketable corporate stock at a future
date (the settlenent date) at a fixed price. Merit's option
contracts, in contrast, involved the sale of a right, but not the
obligation, to buy or sell that commodity.

Merit's forward contracts were witten on common stocks traded
on the New York Stock Exchange or on the Anmerican Stock Exchange.
In the stock forwards market, Merit functioned as a cl eari nghouse,
whereby it was the opposite party to every transaction between

custoners inits market. 1t did not take positions that exposed it

°(...continued)
overall gain was $226, 481. 17.
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to market risk. Thus, Merit would find awlling party to take the
opposite position for every position it sold or purchased. Merit
enpl oyees, as well as others recruited by Merit, functioned as
mar ket makers who would accept positions offered by non-narket-
maker custonmers of Merit. These market nakers took "assignnments”
of stock from other non-market-mker custoners. Oten these
parties were subsidiaries, such as Omi and Horizon, controlled by
Dr. Richartz.

Al though it ostensibly offered open positions in stock
forwards, Merit traded only in spreads or conbi nati ons of spreads.
In a stock forwards spread position, an investor would purchase
both a |l ong contract to purchase stock fromMerit at a future date
and specified price together with an equival ent short contract to
sell the sane stock to Merit at another future date and specified
price.

A conbi nati on spread i nvol ved two spreads in different stock.
Typically in one of the spreads, the long position matures before
the short, while in the other spread, the short position matures
first. A conbi nation spread in stock forwards in two different
stocks operates as a hedge against adverse market noves.
Differences between the relative performances of each of the
spreads have an econom c effect.

Merit issued a PPMfor its stock forwards program advising
that the holder of a stock forwards position had three options for

acting with respect to that position: (1) The investor could hold
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the contract to maturity and take (or nake) delivery;® (2) he could
obtain Merit's "cancellation" of his position, thus freeing the
investor fromhis or her obligations under the contract; or (3) the
i nvestor could engage Merit "as a broker" to sell the investor's
contractual obligation to sonme other participant.

The PPM noted the passage of the | oss disallowance rules in
ERTA, but stated--

Because the Forward Contracts presumably represent

an interest in stock, and stock is excluded from the

definition of "personal property", the Contracts should

not constitute "positions"” which are subject to the | oss

di sal | owance rul es of Section 1092 of the Code.

The PPM al so di scussed "cancel |l ations” and the possibility of
deducting |l osses fromtrading i n stock forwards as ordi nary i ncone:

Al ternatively, an investor may, fromtine to tine,

negotiate with Merit to cancel his obligations under a

particul ar Forward Contract, rather than sell or perform

under such Forward Contract. Under these circunstances,

such investor may take the position that |osses, if any,

real i zed upon the cancell ation of a Forward Contract are

ordinary | osses, on the basis that a cancellation is not

a "sal e or exchange" for tax purposes * * *,

As with its earlier options nmarkets, Merit generated profits
fromits stock forwards programin two ways. First, it collected
a bid/ask differential on npbst opening positions. Second, it

retained the interest earned on custoners' deposits in their

6 The only docunentary evidence of delivery of assets in
any of the Merit markets pursuant to an option or forward
contract was the delivery of Tandy stock to an investor in
Cct ober 1983, which was redelivered the follow ng nonth, and the
delivery of Zapata stock to an investor partnership in Novenber
1983.
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tradi ng accounts. Merit typically charged a bi d/ask spread only on
openi ng trades.

Custoners of the stock forwards were required to nmake an
initial margin deposit of $25,000. Custoners were also required to
post a "mai ntenance” margin during the tinme they had established a
position. Like the option trades, Merit's stock forwards did not
trade as outright positions in the stock forwards. All its trades
took the form of spreads or conbination spreads.

Most margin accounts had excess funds on deposit. I n
general, margin deposits were greater than the anount required.
Mor eover, these accounts were left wth Mrit |onger than the
clients' spread positions were open.

(2) Trading in the Merit Stock Forwards Market

In order to trade, investors first had to fill out an offeree
guestionnaire in the PPM and, if they lacked the requisite
sophistication, their offeree representative was required to submt
a questionnaire as well. Inexperienced traders were required to be
represented in their trading by investnent advisers. O these
advi sers, at least eight traded their custoners' accounts in the
Merit stock forwards market--including petitioners Keeler and
Ri chartz, and Messrs. Al essandra, Seykota, Haberlein, and Monex--as
wel | as other custoners who traded for thenselves. There were 60
participants in the stock forwards market.

As was the case for its option nmarkets, Merit used a
denonstration nodel of its conputer system to show potenti al

custoners howthe stock forwards market worked. Merit di ssem nat ed
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i nformati on about potential trades by giving custoners and their
advi sers conputer termnals with nodens through which they could
dial into Merit. Printouts from these termnals also inforned
custoners of the status of their realized and unrealized gains
and/or losses in the Merit stock forwards trading.

(3) Nominal Pricing Fornula

Merit instructed M. Auerbach to develop a fornmula to
determine the initial price to be charged for stock forwards
contracts. The formula was designed to replicate the price that
woul d be offered in a freely conpetitive market. M. Auerbach
created such a fornmula, taking into account the costs of hol ding
the stock as well as the paynent of dividends.

(4) Actual Initiation of Trades

Merit's stock forwards market conducted trading activity from
early inthe norning until 11 a.m Pacific time. Merit's personnel
quoted the stock forwards prices to potential buyers as the
differential between the prices of two |l egs of a spread. Thus, if
the quoted forward price for a share of stock to be sold in My
were $1 nore than the quoted forward price for a share of the sane
stock to be sold in March, the quoted price of the spread was $1
Custoners could seek to negotiate cents off the spread price
Trades woul d take place with Merit, which attenpted to maintain a
mar ket equilibrium by taking offsetting positions with different
custonmers, or with Merit insiders and nmarket makers.

The final price was the price of the forward spread, based

upon the 11 a.m price of the stock. The price took into account
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any agreed nodifications of the spread price nade earlier in the
day of the trade or after 11 a.m on the day before. Merit printed
and provided to custoners a record of transactions.

Forward spread positions had the potential for returning
economc profits if the underlying stock market prices noved in
advant ageous directions.

Merit engaged an accounting firmthat reviewed its system of
control and records, finding them adequate. The accountants did
not, however, audit each trade shown on Merit's books.

1. Trading Activity of Individual Petitioners

A. K. Richard Keel er

Petitioner Keeler is a professional trader who has traded
commodities for his own account and for the accounts of clients.
In all of such trading, M. Keeler has never taken delivery of the
underlying commodity.

M. Keeler opened a T-bill option account on Novenber 20
1980. He deposited a $150,000 check with Merit and established a
conbi nation spread of options in Mrit's account No. 139. On
Decenber 29, 1980, the T-bills were switched. As a result, M.
Keel er's account reflected deductible option |osses of $689, 600,

and unrealized gai ns of $667,685, carried over into the next year.’

! M. Keeler's taxable year 1980 is not at issue in this
case, but the trading is set forth as background for the trades
executed in 1981 and thereafter which are at issue.
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(1) 1981 Merit Transactions

M. Keeler closed out his option account in the opening days
of 1981. The account showed inconme of $1,657,260, taxable as
short-term capital gains, and |osses of $1,005, 940, reported as
ordinary | oss deductions. On February 3, 1981, M. Keeler wthdrew
his cash bal ance of $111,720.8 This ended his option trading with
Merit.

After passage of ERTA, M. Keeler began his participation in
the Merit stock forwards program On Novenber 18, 1981, he
deposited $700,000 with Merit and established six forward spreads
in six different stocks. In Decenber 1981, he engaged in 17
t axabl e transactions. One of those transacti ons produced a gai n of
$96, 600, but all the other 16 produced | osses, totaling $8, 250, 260
--including $1,100,620 in ordinary | osses for "cancell ations" and
$7,149,640 in short-termcapital |losses. M. Keeler's incone tax
return for 1981 indicated that these short-term capital |osses
operated to offset some $6,697,000 in gains from other conmodity
futures accounts.

M. Keeler's net realized | osses fromT-bill options and st ock
forwards in 1981, conpared to his adjusted gross incone in the sanme

year, were as foll ows:

AGI. Merit AGI. Loss % of A GI.
Per Return Losses w o Loss w o Merit Loss
(%3, 660) (%7, 598, 940) $7, 595, 280 100%

8 This was the amobunt remaining fromthe trading in the

T-bill account, which had shown a net cash | oss of $38, 280.
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(2) 1982 Merit Transactions

M. Keeler retained unrealized gains of $7,970,300 from his
1981 stock forwards trades and carried themover into January 1982.
At that tine, M. Keeler engaged in trades which produced short-
term capital gains of $7,984,320, and he withdrew his renaining
cash bal ance of $434, 060. °

For the next 5 nonths, M. Keeler nmade no trades in his Merit
account. Wien he resuned trading in July 1982, he deposited
$500, 000; in Novenber he deposited an additional $800,000; and in
Decenber he deposited an additional $300,000 (for a total of
$1, 600, 000 cash deposited). Inthe latter half of 1982, M. Keeler
established 36 spread transactions. Thirty-two of these nmade up
"conbi nati on spreads" consisting of four straddles in two different
stocks. The only taxable incidents in the account after January
t hat year occurred in Decenber 1982, when M. Keel er engaged in 43
taxabl e closing transactions. None produced any gain; all 43
produced | osses, totaling $9,955,447. These |osses consisted of
cancel | ati on | osses of $2, 725, 268 and short-termcapital | osses of
$7,230,179. M. Keeler used themto offset the | ong-term capital
gain of $7,984,320 fromtrades executed the previous January.

M. Keeler's reported ordinary loss from T-bill options and

stock forwards in 1982, conpared to his adjusted gross incone in

° When M. Keeler's |osses of $8, 250,260 from T-bill
option trading in 1980 are netted agai nst his gains of $7,984, 320
fromT-bill option trading in 1981, the result is an overal
| oss of $265,940. This anpunt, subtracted from his original
deposit of $700, 000, produces the bal ance of $434, 060.



the sane year, was as follows:

AGI. Merit Loss % of A G
Per Return Losses wo Merit Loss
$2, 799, 170? (%2, 725, 268) 97%
! M. Keeler's adjusted gross inconme was the figure
represented above. He deducted Merit stock forwards | osses of

$2, 725,268 for that year, however, in effect reducing his incone to
$73, 902.

(3) 1983 Merit Transactions

M. Keeler retained unrealized incone on the "gain" |egs of
his trading in the amount of $9,851,790 and carried it into 1983.
The taxable incidents of M. Keeler's 1983 trading in Merit stock
forwards, however, were very nodest in conparison to those of the
prior 2 years. His taxable transactions for that year took place
only in Novenber and Decenber 1983; his taxable year ended with a
net Merit trading loss of $35,230 of cancellation fees and an
addi tional unrealized | oss of $2,520. He did, however, report net
profits of $630,446 fromhis profession of "investnments". During
1983, M. Keeler established an additional 24 stock option
straddles; in 20 of these he retai ned both the gains and | osses and
carried them into 1984. |In 1983, M. Keeler neither added to, nor
subtracted from his cash margi n account.

M. Keeler's net realized | osses fromT-bill options and st ock
forwards in 1983, conpared to his adjusted gross incone in the sanme
year, were as foll ows:

AGI. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss

$621, 480 ($35, 230) $656, 710 5%
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(4) 1984 Merit Transactions

In January 1984, M. Keeler ended his participation in the
Merit prograns.' |In that nmonth, he incurred short-term capita
| osses of $9,591,801 and had Ilong-term capital gains of
$19, 180, 297--i ncl udi ng t he $9, 851, 790 he had retai ned as unrealized
capital gains from his trading in 1982. He w thdrew his cash
bal ance of $1,197,891. On his 1984 Federal income tax return, M.
Keel er netted his capital gains against his capital |osses and
applied the 60-percent reduction for taxable long-term capital
gains permtted by section 1202(a). He reported taxable incone of
$5, 079, 712 and taxes of $2,505,189. To this anpunt, he credited
prepaynents and credits of $1,740,800 and paid the resulting tax
liability of $764,399. "

B. Leon E. Richartz

Dr. Richartz taught economcs and finance courses at the
University of Illinois and the University of California at Berkel ey
and coauthored a book entitled "Vertical Mrket Structures”.
During his academ c career, Dr. R chartz began using conputers to
devel op tradi ng nodel s i n maki ng markets nore efficient. Beginning
in 1971, Dr. Richartz worked as a professional trader for his own

account and for others. He also tried to earn additional

10 Sec. 101(a) of the Deficit Reduction Act of 1984
(DEFRA), Pub. L. 98-369, 98 Stat. 494, repeal ed the exception of
stock fromthe | oss disallowance rules of sec. 1092, effective
for positions established after Dec. 31, 1983, in taxable years
begi nning after Dec. 31, 1983.

1 Sonetine later M. Keeler filed an anended return
seeking to apply carrybacks from 1985.



- 26 -

conpensation through selling or licensing electronic marketing
software that he had devel oped.

After he established Merit and its related conpanies, Dr.
Richartz functioned principally as a market maker; he would take
positions that a customer m ght wi sh to nake, but for which there
were no ready takers. Dr. R chartz would charge sonme "points" in
the process. As a market nmaker Dr. Richartz received interest on
hi s own excess margi n deposits and paid no bid/ask prem uns for his
trades on the Merit markets.

Dr. Richartz maintains a personal account, designated account
No. 51, in Merit's T-bill options activity. 1In 1979, he deposited
$25,000 with Merit. Hs trading followed the sane open-switch-
close pattern as that of every other trader in Merit T-bills. It
was opened on Decenber 13, 1979, and switched 15 days |ater on
Decenber 28, 1979. The switch produced an ordinary | oss deduction
of $77,440 for Dr. Richartz's 1979 tax return. Dr. Richartz
retai ned those positions in which he had a net unrealized gain of
$78,080 and carried themfor 4 days into the next taxabl e year when
he cl osed the account. Hi s realized |osses fromT-bill options in
1979, conpared to his adjusted gross incone in the sane year, were

as foll ows:

AGI. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss
$46, 804 ($77, 440) $124, 244 62%

In 1980, Dr. Richartz's trading was sonewhat nore invol ved.

On January 4, 1980, he closed the 1979 trades he had initiated 3
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weeks earlier, realizing a net gain of $1, 048. On February 19,
1980, he withdrewthe resulting $26,048 fromhis account and ceased
trading in that account for several nonths.

I n August 1980, Dr. Richartz opened a four-participant trade
sequence, joining wth Leema and an investnent adviser, M.
Al essandra, to take positions opposite Mnex, which had a taxable
year ended Septenber 30, 1980. The trade cl osed on Novenber 4,
1980. It produced $57,942 in ordinary |losses for Dr. Richartz, as
wel | as ordinary | osses of $14,955 for M. Al essandra. The trades
produced a taxable gain of $67,068 for Mnex, but that anmount was
not recogni zed until its taxable year ended Septenber 30, 1981.

Dr. Richartz performed no other T-bill trading until the end
of 1980. He then participated in four other T-bill sequences, al
opened and switched in Decenber 1980. They followed the famliar
open-swi tch-cl ose pattern. Qpened on Decenber 5 and 17, 1980, none
produced taxable gains that vyear. Instead, when the swtches
occurred on Decenber 29 and 30, 1980, Dr. R chartz realized
additional |osses of $1,142,630. He carried unrealized gains of
$1, 155,550 for 5 days into his next taxable year, when these
tradi ng sequences closed. On the next day, he w thdrew his cash
bal ance of $105, 276, representing a cash |oss of $44, 724.

Dr. Richartz included an ordinary oss fromhis T-bill options
of $450,901 on his 1980 Federal incone tax return. This |oss,
conpared to his adjusted gross incone in the sane year, reveal ed

the foll ow ng:



- 28 -

AGlI. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss
(%6, 649) (%450, 901) $444, 252 199%

! The parties agree that Dr. Richartz also reported short-
termcapital |osses of $670,883 on his 1980 return. The statutory
notice for 1980 did not disallow these |osses.

Dr. Richartz was also a partner in an entity known as Peng
Partners. Peng Partners naintai ned an account, designated account
No. 41, in Merit's T-bill options activity. 1In 1979, Dr. Richartz
reported fromPeng Partners a guarant eed paynent of a net $11, 946,
plus his proportionate share of partnership gains and | osses. In
1980, he reported i ncone of $37,105 and his proportionate share of
Merit-rel ated | osses of $21,204.

(1) 1981 Transactions

(a) T-bill Options

Early in 1981, Dr. Richartz realized capital gains retained
fromthe prior year of $1,219,370. Wth the passage of ERTA, Dr.
Richartz term nated his investnments inthe T-bill program In July
1981, he deposited cash of $37,000 and engaged in his |ast option
trades by openi ng and cl osi ng two sequences that produced a gai n of
$24,340. He accordingly withdrew $61, 340.

(b) St ock Forwards

Dr. Richartz began trading in Mrit's stock forwards in
Novenmber 1981. He deposited cash of $1,068,880 and established
spread positions in 12 separate trades. The next nonth, his
"switch" transactions produced 17 taxabl e transactions in his stock

f orwards account for 1981--all were | osses. For his stock forwards
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account in 1981, Dr. Richartz incurred a net of $913,230 in
ordinary losses and $1,713,090 in short-term capital |osses, a
total net |oss of $2,626,320. During 1981, Dr. Richartz did not
trade positions in which he had an unrealized gain of $2, 656, 440.
Those he retained and carried into January 1982. On his 1981
Federal income tax return, his net realized ordinary | osses fromT-
bill options and stock forwards in 1981, conpared to his adjusted

gross incone in the sane year, were as foll ows:

AGI. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss
$94 (%952, 710) $952, 615 1100%

! Dr. Richartz's Federal incone tax return for 1981 also
showed a short-termcapital |oss carryover from 1980 of $1,732.27
plus additional short-termcapital |osses of $3, 426,248 and short -
termcapital gains of $4,436, 741.

(2) 1982 Merit Transactions

I n January 1982, Dr. Richartz engaged in stock forwards trades
t hat produced short-termcapital gains of $2,668,910. He withdrew
hi s remai ni ng cash bal ance of $1, 111,470 in January and February.
He made no trades in his Merit account until April. Dr. Richartz
t hen deposited $25,000 into his account and i n Sept enber deposited
an additional $25,000. In 1982, he established 35 spread
transactions. In these spreads, Dr. R chartz engaged in 23 taxabl e
cl osing transactions. One of his trades resulted in a gain of
$56, 800, and his records reflect the receipt of "other" income of
$3,807. The other 22 of these transactions, however, produced
| osses which totaled $4,499,307. These |osses consisted of

cancel | ati on-fee ordinary | osses of $191, 792 and short-termcapital
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| osses of $4,307,515. They offset his long-term capital gain of
$2, 668,910 incurred in the previous January, |leaving himwith a net
capital loss of $1,826,589. This anount was used to of fset other
capital gains and to add to his capital |oss carryover.

Dr. Richartz also retained and carried unrealized inconme of
$1,857,057 in the "gain" legs of his 1982 stock forwards into his
next taxable year or the year follow ng.

Dr. Richartz's reported ordinary |losses from Merit stock
forwards in 1982, conpared to his taxable inconme in the same year,

were as foll ows:

T.1. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss
$2, 887¢ (%191, 792) $194, 679 99%

! Dr. Richartz's adjusted gross incone was $208, 894. He
deducted Merit stock forwards cancellation fees of $191,792 for
that year, however, reducing his incone by that anount.

(3) 1983 Merit Transactions

In 1983, Dr. Richartz neither added to nor subtracted fromhis
cash account for the stock forwards account. He engaged in no
taxabl e transactions until July. At that tinme he began trading,
and by Novenber he had realized net short-term capital gains of
$736, 285 and long-term capital gains of $1,437,766. In Decenber
1983, however, he incurred cancellation |osses of $65,448 and
short-term capital |osses of $2,234,054. In that nonth, he
reali zed an additional $55,342 in |long-termcapital gains, but the
overal | effect of these trades (including "other" incone of $8, 301)

was to leave himwith a net | oss of $61,807 at the end of 1983.
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Dr. Richartz's reported ordinary | osses fromstock forwards in

1983, conpared to his taxable incone in the sanme year, were as

foll ows:
T.1. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss
$52, 260* (%65, 448) $117, 708 56%

! Dr. Richartz's adjusted gross incone was $152,044. He
deducted Merit stock forwards cancellation fees of $65, 448,
however, reducing his inconme by that anount.

Dr. Richartz continued trading in the stock forwards account for
the next 2 years, which are not at issue here. At the end of his
tradi ng, he reported an economc profit fromstock forwards trades

of $103, 089.

C. Maria Rivera

Petitioner Rivera is a native of Spain. She began trading
with Dr. Richartz in 1971, meking trades based upon Dr. Richartz's
recommendati ons. Wen the Merit prograns began, Ms. Rivera all owed

Dr. Richartz to trade her account, understanding that he woul d use

her account, like his own, as a narket nmaker. Her Merit
investnments included trading inthe T-bill options, T-bond options,
and stock forwards contracts. As a market maker, M. R vera

recei ved i nterest on her excess nmargi n deposits and pai d no bi d/ ask

differential in acquiring her positions on the Merit markets.
During the period that Dr. Richartz actively traded her

account, Ms. Rivera suffered fromAddi son's di sease, a debilitating

illness that makes it difficult to work for |long hours or under
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stress. Ms. Rivera left the country during part of that period to
recover fromher illness.

(1) 1980 Merit Transactions

(a) T-Bill Options

For her 1980 taxable year, Ms. R vera clained ordinary | osses
of $81,001 fromT-bill option trades and capital |osses of $408, 527
from T-bond option trades. The 1980 T-bill trade followed the
yearend open-switch-close trading pattern. Her account, No. 203,
was opened with the purchase of 24 put and 24 call options on
Decenber 17, 1980. On Decenber 29, 1980, 12 days later, the switch
occurred by closing 22 of the contracts--each generating a | oss--
and replacing them with new ones. The switch termnations
generated ordinary | osses of $81,001. The account naintained an
unrealized gain of $80,985 a few days into 1981, her next taxable
year.

(b) T-Bond Options

Ms. Rivera's 1980 capital |osses arose fromtrading in her T-
bond account, No. 189. These also followed the open-sw tch-cl ose
pattern. The account shows the purchase of 20 T-bond contracts in
a conbination spread on Decenber 5, 1980. The switch canme on
Decenber 30, 1980, when the account closed out 17 contracts,
generating a capital loss of $408,527. She nmaintained an
unreal i zed capital gain on her bond transactions of $423,538 into
1981.

Ms. Rivera' s reported ordinary | osses fromT-bill options and

stock forwards in 1980, conpared to her taxable incone in the sane



year, were as foll ows:

T. 1. Meri t T. 1. Loss % of T.I
Per Return Losses w o Loss wo Merit Loss
(%6, 211) (%81, 001) $74, 790 1108%
! Ms. Rivera's adjusted gross incone was $107, 342. I n
addition to other deductions, she clained an ordinary |oss
deduction of $81,001 on T-bill trades, reducing her incone pro

tanto. She utilized her capital |osses as |long-termand short-term
carryovers.

(2) 1981 Merit Transactions

(a) T-Bill Options

On January 5, 1981, Ms. Rivera closed her T-bill account
realizing a net gain of $80,955. On the entire transaction, she
incurred a net loss of $45. Her T-bond account closed the sane
day, indicating proceeds of $426,959. Conpared to her 1980 | osses
in this account, the overall trading produced a net gain of
$18, 432.

(b) St ock Forwards

I n Novenber 1981, a stock forwards account was opened in M.
Rivera's nane. This account, No. 667, reflected an initial cash
deposit of $150,000; $51,400 was added in Decenber. Trading in
that account generated yearend short-term capital |osses of
$653, 550 and yearend cancel | ati on fees of $45, 750, or a total |oss
of $699,300. The account naintained unrealized capital gains of

$700, 180 i nto January 1982. 12

12 The data in evidence does not nake clear whether any of
the trades that conbined to produce the $699, 300 | oss was for an
econonmic gain. There is no indication that any such gains were
realized.
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Ms. Rivera's reported ordinary l|losses from Merit trading
activities in 1981, conpared to her adjusted gross incone in the

sane year, were as foll ows:

AGI. Merit AGI. Loss %of A GI.
Per Return Losses w o Loss w o Merit Loss
$13, 927 (%63, 176) $77, 103 82%

! Ms. Rivera's adjusted gross incone reflects ordinary | osses
from Merit trading totaling $63,176. This anmount includes
cancel lation fees and $17,426 identified as "options" on her
return. The capital | osses appear to have been i ncorporated in her
| oss carryover.

(3) 1982 Transactions

In January 1982, Ms. Rivera recognized the unrealized gains
from her stock forwards account, now totaling $701, 750. She
wi t hdrew her cash bal ance of $203, 850, then deposited $10,000 in
April and $14,035 in May. There was no trading in her account
until July 1982. At that time, her trades generated capital | osses
of $245,484. |In Cctober, the account incurred capital |osses of
$313,483, and in Decenber it incurred additional capital |osses of
$209, 385, for a total of $768, 352. These | osses exceeded the
$701, 750 capital gains realized in the previous January by $66, 602.
She al so incurred cancellation fees of an additional $35,877. The
amount of the cancellation fees, $35,877, was added to her cash
account . For 1982, all of her conbined cancellation fees and
| osses fromthe account exceeded her gains--including an anount of
$2,427 as "other" income--by $100,052. The account al so retained
an unrealized gain of $105,498 into 1983, plus a capital |o0ss

carryover of $123,570. These transactions, when conpared to her
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adj usted gross incone for 1983, produced the follow ng results:

AGI. Merit AGI. Loss % of A G|
Per Return Losses w o Loss w o Merit Loss
$50, 599 ($33, 666) $84, 265 140%

! Ms. Rivera's adjusted gross incone was the figure set forth
above. She deducted her cancellation fees, however, and when
adj ustnments were nade for the zero bracket amount, the deduction
had the effect of | owering her otherw se taxabl e i ncome by $33, 666.

(4) 1983 Transactions

In 1983, there was no activity in Ms. Rivera' s stock forwards
account until July. Thereafter, in trading during the |last half of
1983, she realized | osses of $317,463 and | ong-term capital gains
of $532, 276. The trading records indicate income of $218, 468
including an item of $3,655 as "other" incone. She retained
unreal i zed gains of $211,116 and carried theminto 1984. On her
tax return for 1983, she applied the capital |oss carryover of
$123,570 fromthe previous year. Respondent disallowed the capital
| oss carryover. Taking into account the long-term capital |oss
deduction, the disall owance increased her adjusted gross incone by
$49,428. This ampunt, when conpared to her adjusted gross incone

for 1983, produces the follow ng results:

AGlI. Merit AGI. Loss %of A GI.
Per Return Loss w o Loss w o Merit Loss
$47, 329 (949, 428. 40) $96, 775 51%

D. Leema Enterprises, Inc.

Leema, through its subsidiary Merit Securities, engaged in
trading on its own accounts in the T-bill, T-bond, and stock

forwards nmarkets. The tax results of its trades appeared on the
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consol i dated Federal inconme tax returns filed by Leema, Merit's
parent corporation. Leenma and its subsidiaries, including Merit,
report their inconme on the basis of a fiscal year ending on June
30. For taxable years 1980 through 1982, respondent disall owed
| osses reported by the Leema consolidated group with respect to
Merit's transactions that gave rise to realized | osses.

(1) 1980 Transactions: T-Bond Options

Beginning in June 1980, Merit's T-bond option account, No.
111, engaged in two separate tradi ng series, each of which featured
the open-switch-cl ose pattern of generating tax | osses.

On June 11, 1980, Merit set up four straddles involving puts
and calls in T-bonds in trade No. 210. On June 19, 1980, 8 days
|ater, Merit set up four additional straddles involving T-bond puts
and calls in trade No. 211. Six days later, Merit closed out the
purchased call contracts in a "switch" in trade No. 211. The
switch transactions generated short-term capital |osses of
$411,500. 17 for Merit's 1980 taxable year. On June 27, 1980, 2
days later, Merit closed out the purchased call contracts in trade
No. 210 by selling offsetting call contracts. This second switch
in the T-bond options generated additional short-term | osses of
$435,235. For its 1980 taxable year, Merit's total T-bond option

| osses were $846, 735.67. There were no realized gains.

13 One trade in the switch transactions which gave rise to
t hese | osses generated i ncone of $266. 09.
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(2) 1981 Transactions

(a) T-Bond Options

In its next taxable year, Merit closed out its remaining T-
bond option contracts and ended its participation in the T-bond
program These transactions generated short-termcapital gains of
$1, 091, 479. 16, or an apparent overall gain on T-bond trading of
$244, 742.

(b) T-Bill Options

Merit's trading in T-bill options began later in Merit's 1981
taxable year. Merit used four accounts.

By far the largest of Merit's T-bill tradi ng vol une--hundreds
of trades with many of its custoners--occurred in account No. 219.
Merit opened account No. 219 on Decenber 26, 1980, with 62 trades
whi ch constituted 31 spread transactions. Merit's only taxable
transactions during the cal endar year occurred 4 days later, on
Decenber 30, 1980. In one of two switch transactions, Merit
realized a gain of $50,050 in a switch of 11 T-bill option
contracts with a custoner identified as RPV. The other transaction
yielded a loss of $18,236 in a trade with G & G Associ at es.

Many of the trades involving account No. 219 term nated early
in January 1981, when Merit's custoners realized the correspondi ng
gains that related to their Decenber | osses and cl ai ned deducti ons
in their 1980 taxable years. By January 7, 1981, DMerit's
cunul ative realized gain in account No. 219 stood at $6,598.
Account No. 219 renmained inactive until May, and its realized gain

figure remai ned at $6,598 until June 30, 1981. On that date, the
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| ast day of its taxable year, Merit engaged in transactions that
produced realized yearend T-bill | osses of $3,238,420. Twelve of
t hese transactions were for | osses; there was one gain transaction
of $12,000. Merit retained and carried wunrealized gains of
$3, 330,690 in account No. 219 into its next taxable year.

During its taxable year 1981, Merit traded in three other T-
bill accounts, apparently as an accommobdation to other custoners'
trades. Activity in Mrit's account No. 133 began and ended
bet ween Septenber and the end of Novenber 1980. The trading |eft
Merit with a realized gain of $144,860. The principal purpose of
account No. 133 (and nost of its profits) arose fromits taking the
other side of a trade in which Merit's customer, Mpnex, sw tched
and closed a trade involving 1,650 call contracts. The swi tch
execut ed on Septenber 26, 1980, generated a | oss of $9, 060, 958. 50
for Monex, whose taxable year ended 4 days | ater.

Merit's account No. 221 traded only over a 10-day period from
Decenber 29, 1980, through January 7, 1981. Merit realized a |oss
of $2,940. |Its nost notable activity was taking the other side of
a trade in which Mrit's custoner Seykota switched and closed
trades involving 1,500 put and another 1,500 call contracts. The
swi t ches, executed on Decenber 31, 1980, generated | osses totaling
$9, 345,000 for M. Seykota, whose taxable year ended that day.

Simlarly, Merit's account No. 223 traded only over an 8-day
period during the | ast week of Decenber 1980 and the first week of
January 1981. It traded with a nunber of custonmers. |Its |argest

transaction arose froma trade on January 5, 1981, closing out a
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customer named M | burn Partners at a | oss of $119,000. At the end
of trading, account No. 233 showed a profit of $7,466 for Merit.

(3) 1982 Transactions

(a) T-Bill Options

During its taxable year 1982 (beginning July 1, 1981), after
passage of ERTA, Merit's T-bill operations slowed dramatically. It
had only two clients, Case Hol dings and Monex.'* Merit closed out
a nunber of its spreads, realizing carried-over gains of
$2,774,360. Its accounts, reflected on Leema's 1982 Federal income
tax return, show T-bill option trading incone of $2,766, 085,
apparently reflecting the unrealized appreciations retained from
trading in earlier years.

(b) St ock Forwards

During its taxable year 1982, Merit's principal trading
activity took place in its new stock forwards program Merit's
stock forwards account was account No. 601. Merit acted as the
"other side" for its stock forwards clientele. The nonmar ket
makers had approximately 17,000 trades. At the end of its taxable
year, Merit reported T-bill option income of $2,766,085 and
“cancel |l ation fee" deductions of $2, 845, 358.

Leema (Merit's parent corporation) had two additional wholly
owned subsidiaries which engaged in stock forwards trading:

Horizon Trading, Inc. (fornerly Merit Trading, Inc.) (Horizon),

14 Case Hol dings ended its T-bill trading in 1982. Merit
continued to trade T-bill options with its single remaining
custoner, Monex, until 1988.
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whi ch mai nt ai ned account No. 603, and Omi Securities, Inc., which
mai nt ai ned account No. 701. Horizon functioned as a market nmaker
Wi th respect to other traders. It traded for only 2 nonths at the
end of 1981 and the beginning of 1982. During Decenber 1981, it
had cancel | ati on-fee i ncome of $26, 347,590; the follow ng nonth, in
January 1982, it incurred cancellation-fee | osses of $26, 256, 320.
At the end of the taxable year, Horizon reported the $91, 270
di fference as incone on Leema's consolidated return.?®®
OPI NI ON

These cases are part of a series of cases that exam nes the
i nvestment prograns of Merit. W have addressed various aspects of
these prograns in other, previously issued opinions. See Lee v.

Comm ssioner, T.C Meno. 1997-172, affd. in part and remanded in

part 155 F.3d 584 (2d Cir. 1998); London v. Conm ssioner, T.C

Menpo. 1996-192; Al essandra v. Comm ssioner, T.C Meno. 1995-238,

affd. w thout published opinion 111 F.3d 137 (9th Cr. 1997)

Lanborn v. Conmi ssi oner, T. C. Meno. 1994-515; Sevkota .

Conmi ssioner, T.C. Menp. 1991-234, nodified T.C. Menp. 1991-541.

None of these previous cases is dispositive of the current cases,
whi ch i nvolve different petitioners and the holding of a newtrial
at which the parties presented different testinony and docunentary

evidence. W have accordingly addressed the issues in the present

15 Leema's ot her subsidiary, Omi Securities, Inc., also
functioned as a market maker, but it perfornmed no trading in the
stock forwards market until Leema's next taxable year.
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cases de novo, and we have based our findings and hol dings upon
consi deration of the evidence produced in these cases.

| ssue 1. Tax Straddl es and Econoni c Subst ance

These cases involve various "spreads".'® Wth respect to the
T-bill and T-bond options, a spread i s a hedged position conprising
two substantially offsetting option positions. Wen the interest
rate changes, the price of one leg of a T-bill or T-bond option
w Il appreciate in value while the other will depreciate.

In the case of stock forwards, the spread consisted of a | ong
| eg--one for the sale of a corporation's stock at a specific future
date--and a short | eg--a contract for the purchase of an equival ent
anount of that corporation's stock on a different future date.
Agai n, a change in the underlying stock price would cause one | eg
to appreciate, while the other woul d depreciate.

These spreads operated efficiently as tax straddles. A
typical tax straddle works as follows: first the investor
si mul taneously acquires offsetting positions. These positions have
different exercise dates, so that they do not cancel each other
out. As the market price of the underlying commpdity changes, one
leg will appreciate in value and the other will depreciate. At the
end of the investor’'s taxable year, he or she wll sell the

depreciated loss leg and replace it with a new contract. The sale

16 To be consistent with the parties' usage, we have
described the offsetting positions as "spreads". These
positions, however, also cone within the definition of the term
"straddle" as that termis used in the Internal Revenue Code.
See Katz v. Conmi ssioner, 90 T.C. 1130, 1136 n.12 (1988); Perlin
v. Conmi ssioner, 86 T.C. 388, 391 n.8 (1986).




- 42 -

produces a tax-deductible loss in that year, but no correspondi ng
gain. In the next taxable year, the investor wll sell or close
out the gain |egqg. Thus, the investor has not only obtained a
current deduction but also deferred taxable gain on his or her
investnment into the next year. Presumably, if the investor is
interested in further deferral, he or she could go back to the
first step in the second taxable year and, in effect, nove the
taxable gain into a third taxable year.?

These tax tactics were subject to sonme added refinenents. For
exanpl e, the sale or exchange of a purchased ("long") option was
deened to have the sanme character as the underlying property.
During 1979 t hrough June 23, 1981, T-bills--the underlying property
of the T-bill options--were excluded from the definition of a
capital asset by then section 1221(5). Accordingly, investors
reported | osses upon the sale of purchased options as ordinary
| osses.

In 1981, Congress enacted ERTA. The expl anati on acconpanyi ng

the legislation noted that "Congress was concerned about the

adverse inpact of Treasury bill straddles on Governnment tax
revenues." Staff of Joint Conm on Taxation, General Explanation

1 In Smith v. Conmi ssioner, 78 T.C. 350, 365 (1982), we
st at ed:

In fact, if petitioners' analysis of the tax lawis
correct, nothing but conm ssion costs and death woul d
prevent a taxpayer from perpetually straddling,

achi eving perhaps the ultimte tax goal of pernanent
deferral of taxation of an initial short-term capital
gain. * * *
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of ERTA, at 309 (J. Comm Print 1981). ERTA renoved the chief
advant age of commodity straddling--that is, taking a | oss on one
leg the first year and deferring the cognate gain fromthe other
leg into later tax years. Sec. 1092, added by ERTA sec. 508(a),
(c).

The conference report explained that the new |law "allows
straddle losses only to the extent such 1|osses exceed the
unrealized gains on offsetting positions. Disallowed |osses are
deferred. * * * The |loss deferral rule applies to activel y-traded
personal property (other than stock)". H Conf. Rept. 97-215, at
258 (1981), 1981-2 C.B. 481, 513.

The sane | egi sl ati on repeal ed section 1221(5) with respect to
obl i gations acquired after June 23, 1981, and subjected short-term
governnental obligations to new section 1232(a)(3) (now section
1232(a)(4)). The new law thus elimnated the possibility of
reporting ordinary | osses on the di sposition of options relatingto
Treasury bills.

After the enactnent of ERTA, Merit began to deal in stock
forwards. The PPM for its stock forwards advised that a forward
position in stock is not subject to the loss Iimtations of ERTA

See Rivera v. Conmm ssioner, 89 T.C 343 (1987).1

This Court has often exam ned the tax aspects of straddl es of

futures or forward contracts for financial instrunents. Were the

18 Congress repeal ed the statutory provision that stock
was not subject to the loss |imtation provisions of ERTA in
1984. See supra note 10.
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market is limted to transactions anong the straddl es' custoners

and the creator of the market, we have focused upon whether the

purported transactions existed 1in substance. Freytag V.

Conm ssioner, 89 T.C 849, 876 (1987), affd. 904 F.2d 1011 (5th

Gr. 1990), affd. 501 U.S. 868 (1991).

The underlying i ssue in these cases i s whether petitioners are
entitled to deduct | osses for various years between 1979 and 1984
resulting fromtheir trading on the Merit T-bill, T-bond, and stock
forwards markets. Respondent contends that even if petitioners'
straddl e transactions actually occurred, they |acked economc
subst ance.

The econom ¢ substance doctrine was articulated in Gegory v.
Hel vering, 293 U S. 465, 469 (1935), where the Suprene Court
expl ained: "the question for determnation is whether what was
done, apart fromthe tax notive, was the thing which the statute
i nt ended". The Court of Appeals for the Third GCrcuit has
explained the Suprene Court's holding in Gegory as "settled
federal tax law that for transactions to be recognized for tax
pur poses they nust have econom c substance. Therefore, economc

substance is a prerequisite to the application of any Code

provi sions all owm ng deductions”. Lerman v. Conm ssioner, 939 F.2d

44, 52 (3d Cr. 1991) (enphasis added), affg. Fox v. Conmm ssioner,

T.C. Meno. 1988-570.
The econom ¢ substance test involves an objective exam nation
of the transactions at issue. The test is whether the substance of

a transaction reflects its form and whether from an objective
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st andpoi nt the transaction was |likely to produce econom c benefits

aside from a tax deduction. Casebeer v. Conm ssioner, 909 F.2d

1360 (9th G r. 1990), affg. in part and revg. in part on another

ground Larsen v. Comm ssioner, 89 T.C 1229 (1987).

A review of the actual transactions and their characteristics
denonstrates that the substance of the Merit transactions did not
reflect their form The form was the investnment in financial
products; the substance was the production of tax deductions.

A Structure of the Merit Markets

Econom cally insubstantial tax-straddle progranms are often
characterized by trading exclusively in tax-advantaged assets and
by stressing the tax-avoi dance aspect of those assets. Realistic
proj ections of actual econom c returns, however, are notably absent.

Fox v. Comm ssioner, 82 T.C 1001 (1984); Leslie v. Conm ssioner,

T.C. Menp. 1996-86, affd. 146 F.3d 643 (9th Cir. 1998).

Here, the principal attraction of the Merit markets plainly was
the ability to generate tax deductions far in excess of the anounts
invested. Merit’s T-bills and T-bonds were both traded as options.
Thus, yearend |l osses on T-bill options could be ordinary | osses,
whi ch, unlike capital |osses, could be fully used as deductions to
reduce ordinary inconme from other sources.

Simlarly, the T-bond options were created and traded in a way
that they could produce capital losses and, in sonme defined
circunstances, long-termcapital gains. The T-bond PPMsets forth
explicitly the provisions of Rev. Rul. 78-182, 1978-1 C B. 265

whi ch di scuss the circunstances for generating tax advantages. To
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a know edgeabl e i nvestor, T-bond capital |osses would be useful in
elimnating short-term capital gains that had been retained from
spread transactions in prior years. Myreover, the long-termcapital
gains of fered taxation at 40 percent of the rate applied to ordinary
i ncone.

The subsequently devel oped stock forwards had their own tax
advant ages, which Merit again set forth in PPMs. Merit advised
that the forwards could be exenpt from the |oss disallowance
provi sions of ERTA, and thus, provide the traditional straddle
opportunity for current deductions and postponed i ncone. Mreover,
al t hough contracts for the sale of stock were capital assets in the
hands of the investors, the pronoters of Mrit clainmed that the
di sposition of those contracts woul d produce ordinary | osses if the
investors could arrange with Merit for *“cancellation” of the
contracts.

In contrast to the explication of tax benefits, none of the
Merit prograns depicted a realistic projection of the way in which
i nvestnments woul d produce neaningful economc profit. The PPMs
offered only abstract and technical discussions of spread
strategies, but no detailed projections of realistic economc
returns. No attenpt was made to denonstrate the size and |ikelihood
of profits, set forth in terns that take into account the pervasive
conbi nati on spread structure, the anount of transaction fees, and
the anount of forgone interest. The Merit progranms instead show
that their actual objectives were tax avoidance and not the

realistic production of profits.
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The tax-avoidance orientation of these tax straddles is
reflected in the historic background of the offerings. Fox v.

Conmi ssi oner, supra at 1016, 1017. In Merit's case, the T-bond and

T-bill prograns flourished until the effective date of ERTAin 1981,
when Congress elimnated the tax benefits of trading option
straddles. Merit’s trading in options stopped suddenly, even t hough
Congress had done nothing to inpair the economc profitability of
trading in options.® In the same year, however, Merit devel oped
anot her tax-favored plan, claimng that its newstock forwards woul d
provi de the benefits of tax straddling that had been the focus of
congressional disfavor in ERTA. Mreover, Mrit advised that the
resulting | osses could be ordinary | osses, because it could provide
its custoners with a “cancellation” of their contracts. It is clear
that Merit was interested only in offering tax-advantaged
instrunments. Wen Congress renoved the touted tax benefits desired
by the Merit prograns, Merit's interest in them dw ndl ed, even
t hough Congress did nothing to inpair the economc viability of
t hose prograns.

Merit’s restriction of its trades to spreads and conbi nation
spreads also indicates that its trading was designed for tax
benefits and not economc gains. Two |laws permt the deduction of
straddl e | osses, Code section 165 and section 108 of the Deficit

Reducti on Act of 1984 (DEFRA), as anended by the Tax Reform Act of

19 Even in the exceptional case, when investors reported
appreci abl e econom ¢ earnings, they imedi ately term nated
trading in those markets. See supra notes 3 and 4.
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1986 (TRA), Pub. L. 99-514, sec. 1808(d), 100 Stat. 2085, 2817.
Both require a “loss”. |If a transaction |acks econom c substance,
it cannot provide a basis for a deductible “loss”. Lerman v.

Conmi ssi oner, supra at 45.

Li ke other tax straddles, Merit trades appear to i ndicate that
its investors had actually incurred substantial yearend | osses. In
reality, there were no such |osses; the investors, who purchased
only straddles, were substantially protected against the economc
ef fect of actual | osses by hol ding onto unrealized gai ns--gains that
woul d be taxed only in the next year, or even |ater. Merit enployed
conbi nation spreads--that is, two spreads, each of whose novenents
in response to a market shift wuld counteract the other.
Combi nation spreads thus afforded even nore protection against
actual econom c effects--whether | osses or gains. Such tactics take
uni nt ended "advant age of the practical necessity of preserving the
integrity of separate taxable years. Congress never intended such

stratagens to prosper.” Fox v. Conm ssioner, supra at 1027

As petitioners point out, we have permtted the deduction of
straddl e | osses incurred by profit-notivated individuals who trade
consi stently on established markets and hedge their positions. See,

e.g., Laureys v. Comm ssioner, 92 T.C. 101 (1989). In those cases,

however, we have been convinced that the taxpayers had primarily
for-profit objectives and that the markets on which they invested
possessed a potenti al for delivering neaningful profits.

Petitioners have failed to nmake that show ng.
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B. Trading on the Merit Markets

The | ack of econom c substance of the Merit trades is evident
froman exam nation of the trades thenselves. Petitioners executed
their trades for tax deductions, not for econom c benefits. Their
tactics reveal many characteristics of tax-notivated, but
econom cal ly i nsubstantial, tax-straddl e trades. Chief anong these
is the deliberate incurring of first-year |osses. In dass v.

Commi ssioner, 87 T.C. 1087, 1172, 1176 (1986),2° we st at ed:

The one consistent thread which runs through all of the
cases consolidated in this proceeding is that |osses,
either ordinary or capital, were intentionally incurred
in year one, followed by countervailing gains in year two
or in many instances |later as a result of rollovers.

* * * * * * *

The intentionally realized | osses in year one were not
necessary or helpful in profiting fromdifference gains
in * * % [the taxpayers'] commodity straddle
transacti ons. Put in this light, the * * * options
strategy was "a nere device which put on the formof [*
* * option and futures transactions] as a disguise for
concealing 1its real <character,” the obtaining of
unal | owabl e | oss deductions. As such, the * * * options
transaction |acked econom c substance and was a sham
[Fn. refs. and citations omtted.]

20 dass v. Conm ssioner, 87 T.C. 1087 (1986), affd. sub
nom Bohrer v. Conm ssioner, 945 F.2d 344 (10th Cr. 1991), affd.
sub nom Lee v. Conm ssioner, 897 F.2d 915 (8th G r. 1989), affd.
sub nom Kielmar v. Conm ssioner, 884 F.2d 959 (7th G r. 1989),
affd. sub nom Dewees v. Conm ssioner, 870 F.2d 21 (1st GCr
1989), affd. sub nom Freidman v. Comm ssioner, 869 F.2d 785 (4th
Cr. 1989), affd. sub nom Keane v. Conm ssioner, 865 F.2d 1088
(9th Cr. 1989), affd. sub nom Ratliff v. Comm ssioner, 865 F.2d
97 (6th Gr. 1989), affd. sub nom Killingsworth v. Conm Sssioner,
864 F.2d 1214 (5th Gr. 1989), affd. sub nom Kirchnman v.

Conm ssioner, 862 F.2d 1486 (11th Gr. 1989), affd. sub nom
Yosha v. Conmm ssioner, 861 F.2d 494 (7th Cr. 1988), affd. sub
nom Herrington v. Conm ssioner, 854 F.2d 755 (5th Cr. 1988).
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In this case, the pattern of first year | osses i s unm st akabl e.

M. Keeler began with his T-bill investment in Novenber 1980.
Hi s only taxabl e transactions that year were the sales of 80 T-bil
contracts in Decenber. Each produced |osses. He left the T-bill
mar ket in February 1981. In Novenber 1981, M. Keeler began his
i nvol venent with the Merit stock forwards. Hs only taxable
transactions cane i n Decenber of that year, when 16 of his 17 stock
forwards trades produced | osses. The pattern held true in the next
year; in Decenber 1982, he engaged in 43 taxable transactions, al
resulting in losses. His trading was relatively quiet in 1983 and
ended in 1984.

Dr. Richartz's trades reveal a simlar pattern. Hs T-bill
i nvol venent began i n Novenber 1979, and his closings all took pl ace
in Decenber of that year, generating |osses of $77,440. In 1980,
he engaged in sonme mdyear trades with other Merit participants;
those trades generated a small gain. In Decenber, however, he
di sposed of 115 T-bill contracts, all for |losses. He then invested
in the stock forwards program begi nning in Novenber 1981. He nade
17 trades in Decenber, all for |osses. At the end of 1982, he
engaged in 23 stock forwards trades; 22 were for | osses. His single
gain transaction of $56,600 was vastly overshadowed by the | osses
of $4,499,307. His 1983 trading took place in the last half of that
year, and by Novenber he had nore than $2 million in capital gains.
In Decenber, however, he elimnated this gain by taking |osses,

| eaving his account at a m nus $61, 807.
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Al t hough the record does not provide as nuch detail concerning
the trades of Ms. Rivera, they nonetheless indicate yearend | oss-
only transactions for 1980, when switches in her account generated
a loss of $81,001 in T-bills and a | oss of $408,527 in T-bonds. In
1981, she had stock forwards | osses of $699,300; the summaries of
her account offer no indication that any of her stock forwards
trades generated gains. In 1982, she took |osses in July, Cctober,
and Decenber, elimnating her option gains incurred the previous
January. Her trades in 1983 were confined to the |ast half of the
year. Her records show a substantial profit going into the end of
t he year, but she reduced her gain to $218, 468 i n Decenber by taking
a loss of $536, 985. She further reduced her gain by applying a
capital loss carryover of $123,570.

Leena engaged in switch transactions shortly before the end of
its taxable year; on June 19 and 27, 1980, its switch transaction
in the T-bond option account yielded no gains but only |osses of
$846, 735.67. Its first involvemrent with T-bills reflected nodest
changes i n response to custoner trading, but, on the |ast day of its
t axabl e year, it engaged in 13 transacti ons, producing 12 | osses and
1 gain. The net of this yearend trading was a | oss of $3, 321, 822.
Al though the record | acks detail about Leema's |ast year in issue,
its tax return indicates option incone of $2,766,085 and
cancel | ation fee deductions of $2, 845, 358.

A further indication of a transaction |acking economc
substance is petitioners' consistent rolling of taxable inconme from

one year into the next. This practice conpleted the "tax
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centerpiece" of tax straddles--the closing of positions which
produce | osses for the first year and the novenent of the offsetting

gain to subsequent years by rollovers. Krunmhorn v. Comm Ssioner

103 T.C. 29, 51 (1994); dass v. Conm ssioner, supra. The Merit

trades again show consistent patterns of such rollovers, wth
realized | osses being taken in the first year and unrealized gains
being rolled over so that they will not be taxed until the next
year, or even |ater years.

M. Keeler's trading in the Merit T-bill program produced the

follow ng deferrals and roll overs:

Decenber 1980 Real i zed | oss ($689, 600)
Decenber 1980 Unreal i zed gain 667, 685
January 1981 Real i zed gain 651, 320

Trading in his stock forwards account showed a simlar pattern,

rolling gains from 1981 and 1982 into taxable status in 1984:

Decenber 1981 Real i zed | oss (%8, 250, 260)
Decenber 1981 Unreal i zed gain 8,207,410
January 1982 Real i zed gain 7,984, 320
Decenber 1982 Real i zed | oss (9, 955, 447)
Decenber 1982 Unreal i zed gain 9,851, 790
January 1983 Real i zed gain - 0-

Decenber 1983 Real i zed | oss (35, 230)
Decenber 1983 Unreal i zed gain (2,520)
January 1984 Real i zed gain 9, 588, 496

Dr. Richartz's T-bill activity showed the foll ow ng

patterns:
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Decenber 1979 Real i zed ordi nary | oss ($77, 440)

Decenber 1979 Unreal i zed gain 78, 205

January 1980 Real i zed capital gain 78, 488

Novenber/ Decenber

1980 Real i zed | oss (1, 200, 273)

Decenber 1980 Unrealized gain - 0-

January 1981 Real i zed gain 11, 115, 550

! Peng Partners indicated t he same open-swi tch-cl ose patterns
which are indicative of a lack of econom c substance. Dr.
Richartz's distributive share of Peng Partners' T-bill option | osses

are thus indistinguishable from his personal |osses from T-bill
option trading.

The pattern persisted in Dr. Richartz' stock forwards trading:

Decenber 1981 Real i zed | oss (%2, 626, 320)
Decenber 1981 Unrealized gain 2, 656, 440
January 1982 Real i zed gain 2,668,910

As a market maker, Dr . Richartz entered into taxable
transactions at various tinmes in the last half of 1982 and 1983.

The yearend results were as foll ows:

Decenber 1982 Real i zed | oss ($1, 826, 589)
Decenber 1982 Unreal i zed gain 1, 857, 057
January 1983 Real i zed gain 668
Decenber 1983 Real i zed | oss (61, 807)
Decenber 1983 Unrealized gain 82, 054
January 1984 Real i zed gain 1, 642, 552
Ms. Rivera's T-bond and T-bill accounts also reflect the

pattern of first-year |osses and deferral of gains:

T-bills:
Decenber 1980 Real i zed | oss ($81, 001)
Decenber 1980 Unrealized gain 80, 985
January 1981 Real i zed gain 80, 956
T- bonds:
Decenber 1980 Real i zed | oss (408, 527)
Decenber 1980 Unrealized gain 423, 538

January 1981 Real i zed gain 426, 959
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Her stock forwards account shows a simlar pattern, with trades that

rolled gains from 1981 and 1982 into taxable status in 1984:

Decenber 1981 Real i zed | oss ($699, 300)
Decenber 1981 Unreal i zed gain 700, 180
January 1982 Real i zed gain 701, 750
Decenber 1982 Real i zed | oss (100, 051)
Decenber 1982 Unreal i zed gain 105, 498
January 1983 Real i zed gain 328
Decenber 1983 Real i zed gain 218, 468
Decenber 1983 Unrealized | oss (211, 116)
January 1984 Real i zed gain 103, 376

The evidence in these cases provides |ess detail concerning
Leema's trading than is available for the individual petitioners.
Leena and Merit had taxabl e years endi ng on June 30. The avail able
evi dence shows | osses and gai ns i ncurred t hrough Leenma' s subsi di ary,

Merit, as foll ows:

T- bonds:
June 1980 Real i zed | oss ($846, 736)
June 1980 Unreal i zed gain - 0-
July 1981 Real i zed gain 1, 091, 479
T-bills:
June 1981 Real i zed | oss 3,227, 296
June 1981 Unreal i zed gain 3, 330, 690
July 1981 Real i zed gain 2,774, 360

Information regarding Merit's stock forwards trading is
sket chy. Its tax returns reveal T-bill option trading incone of
$2, 766,085 but stock forwards "cancellation fee" deductions of
$2, 845, 358.

Petitioners urge that their intentionally realized first-year
| osses on their spreads were nerely part of investnent prograns that

ext ended over several years. Their evidence, however, falls far
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short of denonstrating that these | osses were "necessary or hel pful

inprofiting fromdifference gains". (dass v. Conm ssioner, 87 T.C.

at 1176. The actual trading records set forth above show that
petitioners held their initial positions for arelatively short tine
before taking substantial |osses. Moreover, the anmount of | osses
taken was generally close to the anmount of the next year's gains.
These factors indicate that actual econom c gains from changes in
the spread positions were not significant and, in any event, were
overshadowed by the tax | osses that coul d be generat ed.

Two ot her factors which reflect | ack of econom ¢ substance are
a correlation of |losses to tax needs, coupled with a generalized

indifference to, or absence of, economc profits. Freytag v.

Conmm ssioner, 89 T.C. 849 (1987).

M. Keeler's tax returns indicate that his Merit |osses,
expressed as a percentage of his inconme before deduction of the
| osses, equal ed 100 percent of his adjusted gross incone in the
first year at issue and 97 percent of his adjusted gross incone for
the second year. In the third year, his Merit | osses were m ni mal
but the Merit program enabled himto defer taxation on incone of
approximately $9 mllion. It was not until the fourth year that he
reported the substantial deferred incone from the Merit
transactions. In the neantine, his indifference to, and | ack of,
econom c profits was marked. He persisted in the Merit prograns,
despite consistent econom c trading | osses which total ed $706, 401.

Dr. Richartz's tax returns indicate that his Merit |osses,

agai n expressed as a percentage of incone, equal ed 62 percent of his
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adj usted gross inconme in 1979, 99 percent of his adjusted gross
i ncone in 1980, 100 percent of his adjusted gross inconme in 1981,
and 92 percent of his taxable inconme in 1982.2' The percentage of
Merit | osses dropped to 56 percent of taxable income during 1983.
H s overall profit on T-bill options and stock forwards, after 6
years, was $59, 413.

During the years in issue, Ms. Rivera's Merit |osses, as a
percentage of incone, equal ed 108 percent of her taxable inconme in
1980, 82 percent of her adjusted gross inconme in 1981, and 40
percent of her taxable inconme in 1982. Merit |osses equal ed 51
percent of taxable inconme during 1983. Her overall profit on T-bill
and T-bond options and stock forwards during the years at issue was
$1, 102.

Leema's patterns do not |end thenmselves to this analysis
because of its wuse of a subsidiary to engage in trading.
Neverthel ess, Merit's trades denonstrate nultim|llion-dollar | osses
whi ch assi sted handsonely in elimnating nuch of the ot her corporate
income in Leema's consolidated returns.

The trading at issue is plainly tax notivated. Each of
petitioners' trades reveals consistent first-year |osses. Al
petitioners deliberately incurred these | osses either to generate
tax deductions or to create |osses that woul d offset other gains.

The taxable transactions that occur in the first year or first 2

21 At times, petitioners gave effect to their Merit |osses
by deducting theminstead of by making adjustnents to gross
income. In such cases, conparison to taxable inconme reveals the

tax effect of those | osses.
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years are overwhelmngly trades that yield |osses, not incone.
Moreover, the trading pattern shows consistent retention of
unrealized gains to be carried into the next taxable year or years.

Petitioners claimthat their trades were notivated by profit
potential; any tax | osses were incurred to take advant age of yearend
opportunities. W do not accept this characterization. Petitioners
have present ed vol um nous expert testinony, conputerized charts, and
printouts of past trading in support of their clains that the Merit
trading was profit notivated. The pervasive flaw in these
presentations is that they are taken out of the context of the total
Merit trading. For exanple, petitioners state that M. "Keeler's
account increased in value during January 1982, Septenber, 1982,
February 1983, April, 1983, June, 1983, August, 1983, Septenber,
1983, and Cctober, 1983." The context of M. Keeler's trades in
those years shows, however, that the account decreased in val ue
during the other unlisted 16 nonths of that 2-year period. The gain
in January 1982 represented the reaping of rollover gains fromthe
prior year's trades, but these gai ns were approxi mately $80, 000 | ess
than the prior nonth's (and previous taxable year's) losses. The
gains from the other 7 listed nonths do not reflect any trading
activity; they show only nodest market fluctuations that resulted
fromapplication of M. Auerbach's algorithns used to create prices
for the Merit markets.

Petitioners next contend that "OF his [i.e., M. Keeler's]
conbi nation spreads, fromopening to closing, nore than 25 percent

were profitable.” W are nore inpressed with the converse; that is,
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that sonme 75 percent of his spreads |ost noney. Petitioners next
add: "At the end of 1981, sonme of his closing transactions caused
himto realize gains totaling $96,600." The record reveals that,
at the end of 1981, M. Keeler's other closing transactions caused
himto realize overall net |osses of $8, 250, 260.

We have exam ned petitioners' many diagrans depicting each
investor's range of profit possibilitiesinthe Merit markets. They
may wel | be individually accurate. |Indeed, the realization of token
profits in straddl e transactions--where a loss in one leg is of fset
by a gain in the other--is not unexpected. It is a given that the
straddle prograns had the potential of generating a profit.
Petitioners' denonstration, however, overlooks the fact that the
straddle prograns were nore efficient at generating skewed tax
deductions. Here the patrons of the Merit markets utilized themto
generate tax deductions, not to earn economc profits. In rejecting
simlar contentions, the Court of Appeals for the Third Crcuit
expl ai ned the governing principle as foll ows:

The potential for a profit existed but the taxpayers

avoi ded nmaking a profit by intentionally realizing | osses

inthe first year which "were not necessary or hel pful in

profiting fromdifference gains in petitioners' commodity

straddl e transactions.” * * * [ ass v. Conm ssioner, 87

T.C.] at 1175-76. * * * [Lerman v. Comm ssioner, 939 F. 2d
at 49.]

Nor are we convinced by petitioners' argunents that the Merit
trades were not characterized by uniformresults. Petitioners urge
that, instead of uniformresults, "sone investors nade noney, sone
broke even, and sonme |ost hundreds of thousands of dollars".

However, when uniformty of results was needed--as in first-year
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| osses for tax purposes--the trades produced uniformty. O the 79
T-bill accounts, 4 were owned by Merit. O the other 76, only 1

made a first-year profit--in the anount of $961. Moreover, three

of the four Merit accounts |ost noney as well. In the T-bond
mar kets, all 26 investors incurred first-year losses. In the stock
forwards market, all 52 investors incurred first-year losses. In

all the progranms, econom c | osses far outwei ghed t he nodest econom c
gai ns. In fact, only two of the non-Merit investors showed any
profits as a result of their overall stock forwards trading. ??

C. O her Factors in the Merit Markets

A nunber of other factors contribute to our conclusion that the
Merit prograns | acked econom ¢ substance. Merit set the prices and
controlled these markets, trading only with a small circle of savvy

trading advisers or sophisticated custoners. See Freytag V.

Commi ssioner, 89 T.C. 849 (1987). These individuals were able to

keep up with the Merit program by using conputer |inkups. Meri t
enpl oyees provi ded conputeri zed i nformati on sufficient to gui de tax-
notivated trades. The conputer prograns infornmed the advisers and
their clients of current | osses and unrealized gains that could be
generated by any trade.

We have eval uated petitioners' denonstration that a nunber of

trades were executed for short-term capital gains instead of for

22 ] nvestor H ndshaw showed an overall trading gain of
$5, 161 (account No. 631) but deferred the tax on $275,000 in
unrealized gains through 1982 into 1983. Simlarly, investor RPV
showed an overall profit of $6,365 (account No. 673). It
deferred approxi mately $500, 000 from 1981 into 1983.
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generally nore favorable long-term capital gains. Such trading
they claim denonstrates that economc profits, and not tax savi ngs,
were the object of the trades. Again, petitioners have presented
evi dence of such trades w thout expl aining their context--including
the extent to which the short-termcapital gains they incurred were
offset by simlarly artificial short-termcapital |osses.
Petitioners also contend that it is "sinply not the case" that
Merit's trading was characterized by uniform patterns. G ossi ng
over undeni able |ockstep patterns of the early Merit markets,

petitioners urged that Merit trading becane nore and nore
idiosyncratic". They indicate that the percentage of open-sw tch-
close trades varied anong the various accounts. Petitioners'
argunment obscures the fact that, when Merit trades needed to be
uniformfor tax purposes, they were uniform The investors in each
of the Merit prograns uniformy incurred |l osses intheir first years
of trading.?® They then deferred taxable gains into subsequent
years. After posting first-year |osses, they could afford to be
nore idiosyncratic in their trading. Sonme investors--such as
petitioners Keeler and Richartz in 1983--having begun a series of
tax deferrals, chose to engage in very little activity. Such
inactivity does not require a finding that the trades were
econom cal ly substantial. |In fact, during 1983, petitioners Keel er

and Richartz, while generating little in ternms of economc results,

were deferring the reporting of mllions of dollars of taxable

2 W have noted the single mnor exception supra p. 14 and
note 4.
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incone into 1984. Petitioners' actual trading patterns may i ndeed
have becone nore idiosyncratic, but the trades still represented
substantial tax avoi dance.

Anot her indication of alack of econom c substance is the fact
that the prices of the itens traded on the Merit markets were not
set by market forces. Instead, the prices were set by Merit itself,
according to forrmul as derived by its enployees. As was the case in

Freytag v. Comm ssioner, supra, the parties have expended a great

deal of time, energy, and resources in arguing the theoretical
viability of Merit's pricing structure for options and forwards.
Those considerations are largely irrelevant. The |oss | egs of
tax straddl es presented the opportunity for large tax | osses at the
end of a taxable year. Economcally, these are not | osses at all
because they are bal anced by the offsetting (but unrealized for tax
pur poses) gain legs. Thus, alleged negotiations between Merit and
its custoners as to the prices of the legs are not particularly
significant, because the prices offset each other. W expl ained

that point in Smth v. Conm ssioner, 78 T.C. 350, 379 (1982):

Nei t her were petitioners' prices the product of an
econonmi cal ly adversarial or tax-consequence adversari al
process. Wiile the relative prices of straddle |egs are
of great econonic consequence to a straddle trader, the
absolute prices have little or no econom c significance.
The buyer or seller of a straddle suffers no economc
benefit or detrinment by agreeing to |l eg prices above the
mar ket or below the market. To the extent that one |eg
is economcally deprived of its true value by such
pricing, the other leg' s value is equally enhanced. * *
* [Fn. ref. omtted. %

24 Moreover, the historic stock prices, rates, and
(continued...)
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We thus decline petitioners' invitation to give effect to
al | eged negoti ations that, conpared to the mani fest tax advant ages,
mattered very little to the parties. Petitioners' reply brief sets
forth a detailed exanple of the effect of negotiations on the
pricing of T-bills in trade No. 74. It focuses upon a conbination
spread between petitioner Keeler and another investor. I n that
spread, the fornmula strike prices per T-bill were $89. 14 and $89. 02
for the respective legs. Petitioners urge that negoti ated changes
produced actual prices of $89.01 and $88.89, respectively. They
denonstrate that, if the nmarket noved to a price of $89.05, the
negoti ati ons would produce an 18-cent change in the price of a T-
bill option spread.

W accept that negotiations for strike prices could, in theory,
produce an econom c effect. Petitioner's exanple, however, fails
to denonstrate that, froman objective standpoint, the transaction
was |ikely to produce econoni c benefits aside froma tax deducti on.

See Casebeer v. Conm ssioner, 909 F.2d 1360 (9th Cr. 1990).

The trading in account No. 74 began on Novenber 21, 1980; it
ended on January 5, 1981. During the 45 days of its existence
recorded trades took place on 3 days--the open-sw tch-cl ose days.

For petitioner Keeler, the results were as foll ows:

24(...continued)
dividend data that Merit used to conpute its formula prices are
unavai l able. Thus, the validity of the prices actually charged--
to the extent it is relevant--cannot be verified.
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First-Year Gain Deferred Overall Econom c Econom ¢ Cost as
Tax Loss to Second Year Cost Percent of Tax Loss
$689, 600 $667, 685. 40 ($38, 280) 5. 55%

The above transactions reflect the actual econom c substance
of petitioner Keeler's investnments in Merit's T-bill options. They
denonstrate that tax deferrals were the object of the trades, and
that there were no econonmic profits. The actual econom c costs were
m ni mal when conpared with the tax deferrals; in reality, the
econonmi c | osses represent a cost of obtaining tax benefits.

A nore extensive exam nation of trade No. 74 underscores this
point. Five investors, other than Merit itself, engaged in trade
No. 74. Three of them including petitioner Keeler, incurred
econom c | osses, but the other two can show that their trades in
trade No. 74 produced nodest profits of approxi mately $3, 000 each- -
at | east before conm ssions and forgone interest on margi n accounts
are taken into account. 1In the context of this single trade, these
nodest profits mght be sonme evidence of econom c substance.
Petitioners have nmade such argunents, pointing out occasiona
positive changes in investors' Merit accounts. These argunents,
however, do not hold up when they are considered in the context of
the investors' total T-bill trading. Wth the exception of
petitioner Keeler, four other non-Merit investors engaged in T-bill
trading sequences in addition to trade No. 74. When all five
investors' overall trading in the T-bill nmarket is considered, the
pattern of consistent yearend tax deferrals and overall econom c

profits becones obvious:
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First- Year Overall Econom c Loss as Percent
Tr ader Def err al Ef f ect of Deferra
Ti mons $3, 309, 819 (%165, 087) 4.99%
Wl ker 9,917, 243 (367, 560) 3.71
Rapi en 3,232,101 (133, 020) 4,12
Oiglia 1,520, 610 (77, 390) 5.09
Keel er 689, 600 (38, 280) 5.55

Utimately, the record does not reveal any basis to conclude
that the assertedly "negotiated" trades in issue were likely to
produce econom ¢ benefits aside froma tax deduction.

Petitioners' citation of isolated instances of profitable
transacti ons does not affect this conclusion. To the contrary, we
have consistently held that "the fact that the entire transaction
produces a nominal net gain wll not inpute substance into an

ot herwi se shamtransaction." Krunmhorn v. Conmmi ssioner, 103 T.C. at

55. The Merit program |like other tax straddles, turned its back
on the possibility of any nmeani ngful profits, because its function
was t he generation of early | osses and t he post ponenent of any gain.

W al so take note of Merit's practice of charging bid/ ask only
on the opening transaction. It may be questioned why the operators
of a market would levy a charge only on the first use of its
resources and, thereafter, permt its traders to operate free of
charge. Here, the first trade was in fact only the first link in
a prearranged chain of transactions. That is why a fee was charged
only at the outset.

Simlarly, Merit's consistent practice of retaining its
clients' margin deposits in anounts |larger than required--and for

periods | onger than tradi ng took place--suggests that the deposits
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served a purpose ot her than guaranteeing the i nvestors' good faith.
Merit kept the interest generated by these deposits, during a tine
when interest rates were relatively high. Merit insiders, however,
such as Dr. Richartz and Ms. Rivera, were allowed to keep the
interest on their own deposits. This practice suggests that the
mar gi ns were used as a source of interest incone for Merit and its
insiders, and not as a basis for maintaining a valid market.
Additionally, there were no deliveries of the wunderlying
commodity in Merit's history of trading options in T-bills and T-
bond options and only two deliveries pursuant to forward contracts
in corporate stock. This suggests that Merit was not dealing in
valid trades, but rather only in made-up positions that could be
bal anced as Merit (or the investnent advisers) desired in order to
generate tax deductions or offsets. Petitioners argue that
deliveries of the underlying commopdities are the exception to the
rule in commodity transactions, and they poi nt out that contenporary
derivative markets have no delivery of the underlying asset at all
We understand that, even on valid markets, nost options contracts
are offset and do not result in delivery of the underlying
comodi ti es. The fact remains, however, that evidence of a
meani ngful nunber of deliveries of the itens sold on the Merit
mar ket s woul d have supported a finding that the markets possessed
economc validity. Merit has made no such showing. |Its evidence
of two deliveries of stock (one of which was | ater undone) does not
di ssuade us from the belief that the thousands of other Merit

transactions took place with no concern for delivery, or even the
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exi stence, of the underlying comuodities. Merit was "playing a

football ganme without the football". See Price v. Conm ssioner, 88

T.C. 860, 884 (1987).

Petitioners' counsel have ably conpartnentalized the el enents
of respondent's criticisns of the Merit program and then gone to
work on each singly. But in the end, we nust bring all these
el ements together. Treating the facts as a bundl e, we cannot escape
the conclusion that the Merit markets |acked econom ¢ substance.
Al though the form appeared as markets for particular financial
instrunments, the substance was the creation of straddles to generate
| oss deductions w thout corresponding econom c | osses. From an
objective standpoint, the straddles were wunlikely to produce
econom ¢ benefits aside fromtax deductions. |In short, the Merit
trades |acked econom c substance and cannot support the | osses

cl ai med. See Casebeer v. Conm ssioner, 909 F.2d 1360 (9th Cr

1990) . 25

| ssue 2. Prinmary Profit Objective

Qur holding as to econom ¢ substance may obviate the need to

di scuss at length the question of petitioners' profit notives; in

2 Petitioners contend that, to the extent their
deductions are disall owed under the Merit progranms because of a
| ack of econom c substance, the correspondi ng i ncome shoul d be
removed fromtaxable inconme as well. W agree. In a sham
situation, we nust give effect neither to the deductions nor to
the incone generated by the programat issue. Sheldon v.

Conmm ssioner, 94 T.C. 738, 762 (1990); see Julien v.

Commi ssioner, 82 T.C 492, 498, 508-509 (1984); see al so

&ol dstein v. Conmm ssioner, 364 F.2d 734 (2d Cr. 1966), affg. 44
T.C. 284 (1965); cf. DEFRA sec. 108(c), 98 Stat. 630, as anmended
by the Tax Reform Act of 1986 (TRA), Pub. L. 99-514, sec.
1808(d), 100 Stat. 2817.
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any event, we find that their notives were not primarily for profit.
The laws that permt the deduction of valid straddl e | osses do so
only "if such loss is incurred in a trade or business, or if such
loss isincurredin atransaction entered into for profit though not
connected with a trade or business". DEFRA sec. 108; see Code sec.
165. For a taxpayer to be in a "trade or business", the taxpayer's

activity nust have a "primarily for profit" notive. Pol akof v.

Comm ssioner, 820 F.2d 321 (9th Gr. 1987), affg. per curiamT.C.

Meno. 1985-197; Zell v. Conmm ssioner, 763 F.2d 1139 (10th Cr.

1985), affg. T.C Meno. 1984-152. Thus, whether a taxpayer is in
a trade or business or not, he or she nust have incurred tax
straddle |l osses in an activity engaged in primarily for profit.
Qur tinme focus on a taxpayer's profit notiveis at the tine the
taxpayer initiated his transactions. Nevertheless, all the
ci rcunst ances surroundi ng t he taxpayer's transacti ons, includingthe
di sposition of the options, are material to the question of the

taxpayer's intent. See Fox v. Comm ssioner, 82 T.C at 1022. W

accord greater weight to objective facts than to a taxpayer's self-

serving statenents characterizing his or her intent. See id. In
this regard, "It is a fundanental |egal nmaxi mthat the consequences
of one's acts are presuned to be intended."” 1d.

Here, the Merit investors who defend their investnents were
know edgeabl e; many were insiders in the Merit markets. Al were
awar e that spread transactions offered i npressive tax savings while
mnimzing the risk associated with those savings. Al were aware

of the tax-advantaged nature of the assets being sold, such as T-
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bills that would yield ordinary |osses and stock forwards which
prom sed ordinary |l osses with "cancell ations”. W believe that such
i nvestors would not invest in newand untried ventures in marketing
options in Treasury obligations or stock forwards unl ess they woul d
benefit from pronpt and sizable tax deductions. Their argunents
about econom c possibilities are self-serving and unconvi ncing. The
tax returns refl ect that they acconplished what they set out to do--
obtain first-year deductions from their spread positions and
post pone gains. Oher objective facts, including the tax-flavored
aspect of the instrunments involved, their alnpst imediate
disposition for tax losses, and the investors' substantia
indifference to profits all conbine to show that petitioners'
primary objective was obtaining tax benefits. We, therefore,
concl ude that because petitioners |acked a "primarily for profit”
notive, they failed to neet the statutory requirenents for deducting

the | osses at issue. ?®

26 W note that none of the individual petitioners have
cl ai med coverage of the per se rule applicable to commpdities
dealers; that is, that any loss incurred "shall be treated as a
loss incurred in a trade or business”". TRA sec. 1808(d).

Citing cases such as International Trading Co. V.
Comm ssioner, 484 F.2d 707 (7th Gr. 1973), revg. and remandi ng
57 T.C. 455 (1971), petitioner Leena argues that, as a
corporation, it need not denonstrate that it was in a trade or
busi ness or otherw se engaged in an activity primarily for
profit. Qur conclusion that the Merit trades | acked econom c
substance vitiates any claimthat petitioners m ght make under

either the per se rule or International Trading Co. "[E]conomc
substance is a prerequisite to the application of any Code
provi sions all ow ng deductions”. Lernman v. Conm ssioner, 939

F.2d 44, 52 (3d Gr. 1991), affg. Fox v. Conmm ssioner, T.C Meno.
1988- 570.
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| ssue 3. Section 6653(a) Additions to Tax

We nust additionally decide whether each petitioner is liable
for an addition to tax under section 6653(a) for each of the years
at issue. Section 6653(a) provides that if any part of any
under paynent is due to negligence or intentional disregard of rules
or regul ations, there shall be added to the tax an anount equal to
5 percent of the underpaynent. Negligence is a |lack of due care or
the failure to do what a reasonable and ordinarily prudent person

woul d do under the circunstances. Krunmhorn v. Conmi ssioner, 103

T.C. at 56; Freytag v. Conmi ssioner, 89 T.C. at 887.

In this case, M. Keeler, presumably an experienced trader
repeatedly invested in untried types of transactions with a small
new, and inexperienced conpany. He invested in a program whose
pronoters i nvent ed and operated t he markets i nvol ved and who cr eat ed
the prices for the market's commodities by conputer, rather than by
mar ket principles. He has denonstrated no objective basis for
believing that the Merit prograns possessed econonm ¢ substance or
that he proceeded with a primarily for-profit nmotive. M. Keeler
nevertheless did not hesitate to clai menornous tax deductions and
deferral s.

M. Keel er urges that he studied the PPM s and gave themto his
accountants and talked to Merit's principals. W are not persuaded

that these actions suffice to avoid the negligence penalty.
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Rel i ance upon disinterested expert advice may satisfy the prudent
person standard, but only when the taxpayer has shown that he
provi ded correct and conplete information to an adviser who knows
sonet hi ng about the business in which the taxpayer has invested.

Freytag v. Commi ssioner, 904 F.2d at 1017; Collins v. Comm SSi oner,

857 F.2d 1383, 1386 (9th G r. 1988), affg. Dister v. Conm Ssioner,

T.C. Menpo. 1987-217. Here M. Keeler has failed to nake that
show ng.

Simlarly, Dr. R chartz and his corporation, Leema, are both
chargeable with know edge of how Merit operated--not as a valid
econom c enterprise, but rather as one forned and used to obtain
imediately large tax deductions and deferrals of  highly
guestionable validity. Neither Dr. Richartz nor any of Merit's
princi pal s exhi bited any concern about the obvious | ack of econom c
substance or about the absence of any neaningful profit notive in
selling and operating the Merit markets. The additions to tax under
section 6653(a) are properly inposed upon Dr. R chartz and Leenn

Ms. Rivera is also subject to the section 6653(a) additions to
tax. We have taken into account her circunstances, which included
alimted famliarity with English and her illness during at |east
sone of the period in issue. She apparently placed her trust in Dr.
Richartz. M. R vera, however, was also a part-owner of Merit and
a participant inits activities. Having appraised the evidence and
her testinony, we believe that she was aware of its activities and
of its tax-benefit orientation. She filed tax returns which clai ned

| arge, but economcally unsubstantial, tax savings. It was not
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reasonabl e for her to do so. W hold that the i nposition of section
6653(a) additions is warranted in the case of Ms. R vera as well.

| ssue 4. Section 6621(c) Additional |Interest

Section 6621(c) (formerly section 6621(d)) provides for an
increase in the interest rate where there is a substantial
under paynent (i.e., one that exceeds $1,000) in any taxable year in
whi ch the understatenment is "attributable to 1 or nore tax notivated
transactions". Tax-notivated transactions include "any straddle (as
defined in section 1092(c) without regard to subsections (d) and (e)
of section 1092)". Sec. 6621(c)(3)(A)(iii).

Al of the positions in the Merit T-bill and T-bond options,
as well as the stock forwards, constitute "straddles" wthin the
meani ng of section 6621(c)(3)(A(iii). W recognize that section
1092(d) ordinarily operates to exenpt section 1092(c) from
application to positions in corporate stock or to property that is
not "actively traded". Section 6621(c)(3)(A)(iii), however,
provi des that section 1092(d) does not apply tolimt the definition
of "straddle" for purposes of the additional interest penalty.
Accordingly, the additional interest inposed by section 6621(c) is
applicable to all petitioners herein.

| ssue 5. Section 6661 Substantial Understatenent of Tax

Respondent has al so determ ned that petitioners R chartz and
Ri vera are subject to the provisions of section 6661, because of
their trading in the Merit stock forwards. Section 6661(a) inposes
an addition to tax when there is a "substantial understatenent of

incone tax for any taxable year". Section 6661(b)(2)(A) defines
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"understatenent” as the excess of the anbunt of tax required to be
shown on the return over the anount of tax actually reported on the
return. The understatenent is "substantial" when the anount of the
under st at enent exceeds the greater of 10 percent of the anobunt of
tax required to be shown on the return for the taxable year or
$5,000. Sec. 6661(b)(1)(A). There is an exception to this addition
to tax, however, if there is substantial authority for the position
taken on the taxpayer's return, or when there i s adequate di scl osure
on the return of the relevant facts affecting the treatnent of the
item Sec. 6661(b)(2)(B)(i) and (ii).

In this case, there was neither substantial authority for
petitioners' positions nor adequate di sclosure. As set forth above,
we have determned that the trading in the Merit stock forwards
mar ket s | acked econom ¢ substance and was not undertaken "primarily
for profit". Any substantial authority that exists with respect to
such tradi ng establ i shes that petitioners' positions were erroneous;
the deduction of losses in transactions that lack the requisite
profit notive and econom c substance is not permtted. Uni t ed

States v. Ceneres, 405 U.S. 93, 103 (1972); Gegory v. Helvering,

293 U.S. at 469. Nor do petitioners' returns adequately discl ose
the facts surrounding their clains of Merit stock forwards | osses.
| dentification of the controversy here resol ved agai nst petitioners
can only be made by exam ning the records of Merit's operation and
petitioners' trading pattern. That information did not appear on,
or wth, petitioners' Federal incone tax returns. Accordingly, the

additions to tax under section 6661(c) are properly inposed.
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To reflect the fact that additional issues remain to be
resol ved i n docket Nos. 41343-85, 41987-85, 22921-86, and 25313- 86,
and to reflect our agreenment with petitioners' contention that if
the Merit programtrades are deened to | ack econom ¢ substance so
as to deny clained | oss deductions, then the correspondi ng i ncomne

shoul d be renoved fromtaxable i ncone, see supra note 25,

In docket Nos. 41343-85,

41987- 85, 22921-86, and 25313- 86,

an appropriate order will be

i ssued.

In docket Nos. 39476-85,

4797-86, and 8648-93, deci sions

will be entered under Rul e 155.




