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Ps incorporated their farm ng operations in 1993.
Prior to the incorporation, P-H engaged in commodities
trading activities through several brokerage accounts.
After the incorporation, P-H continued to engage in
such activities through those accounts. Ps treated the
gains and | osses fromP-H s comodities trading
activities as ordinary incone or |oss, as applicable,
on their 1994-96 Federal incone tax returns.

Held: Since P-Hs commodities trading activities
do not constitute hedgi ng transactions, gains and
| osses therefromare capital in nature.

Hel d, further, Ps are liable for penalties under
sec. 6662, |I.R C., as determned by R

Bob A Goldman, for petitioners.

Lisa K. Hartnett, for respondent.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
HALPERN, Judge: By notice of deficiency dated January 22,
2001 (the notice of deficiency), respondent determ ned
deficiencies in, and penalties with respect to, petitioners’

Federal incone tax as foll ows:

Penal ty
Year Defi ci ency (Sec. 6662(a))
1994 $25, 310 $5, 062. 00
1995 3,749 - 0-
1996 19, 408 3, 881. 60

Petitioners tinely filed a petition for redeterm nation. The
i ssues for decision are whether petitioners: (1) Properly
characterized gains and | osses (i.e., as ordinary rather than
capital) attributable to petitioner Herman Welter’s commodi ties
trading activities during the years at issue and (2) are liable
for the penalties determ ned by respondent.?

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect for the years at issue, and al
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.

! The parties stipulated that petitioners inproperly
omtted frominconme in 1995 and 1996 anounts attributable to a
sec. 481 adjustnent resulting froma prior audit. The parties
further stipulated: (1) Petitioners are entitled to increased
standard deductions for 1995 and 1996, and (2) respondent’s
adjustnents relating to a net operating | oss deduction for 1995,
sel f-enpl oynent incone for 1995 and 1996, and Soci al Security
benefits for 1994, 1995, and 1996 are conputational. W need not
further discuss those issues.



FI NDI NGS OF FACT

Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference. At the tine they filed the petition, petitioners
resided in Onslow, |owa.

For many years prior to the years at issue, petitioners
engaged in farmng operations in Jones County, lowa. |In 1993,
petitioners incorporated their farm ng operations by transferring
their farm ng equi pnent, grain, and livestock to two subchapter C
corporations: Wlter Seed & Honey Co. and Land of M|k & Honey
Farns, Inc. (the corporations). Petitioners retained ownership
of their farmand and |l eased it to the corporations for use in
the corporations’ farm ng operations. Petitioners also received
a nodest salary fromthe corporations.

During the years at issue, each of the corporations
mai ntained its own books and records, had its own bank account,
and filed Federal income tax returns. One of the corporations,
Land of MIk & Honey Farns, Inc., is listed as the “producer”
and the “operator” on Governnent forns relating to Federal
agricultural subsidy prograns for each of those years.

Prior to the incorporation of petitioners’ farmng
operations, petitioner Herman Welter (M. Wlter) engaged in
commodities trading activities through several brokerage

accounts. M. Wlter continued to engage in such activities
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t hrough those accounts after the incorporation, wthout
transferring the accounts to the corporations. Petitioners
represented to respondent that they continued to naintain the
br okerage accounts in M. Wlter’'s nanme after the incorporation
as a matter of convenience and to avoid additional filing and
account mai ntenance fees and expenses. During the years at
issue, M. Welter’s commodities trading activity consisted
primarily of futures transactions in soybeans, oats, and corn.
On their Federal incone tax returns for the years at issue,
petitioners reported the foll ow ng anbunts as gain or |oss from

M. Welter’s commodities trading activity:

Year Gin (Loss)
1994 ($189, 164. 00)
1995 33, 248. 07
1996 (142, 345. 30)

In each instance, petitioners treated the gain or |oss as
ordinary incone or loss. In the notice of deficiency, respondent
recharacteri zed such anounts as capital gain or |oss, as
appl i cabl e.

OPI NI ON

Commpdities Trading Activity

A. Arqgunents of the Parties

Petitioners claimordinary inconme and | oss treatnent with
respect to M. Welter’'s coomodities trading activity on the

ground that such activity consisted of hedging transactions
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within the neaning of 26 C.F. R section 1.1221-2 (1996) (forner
section 1.1221-2). Respondent contends, anong other things, that
M. Welter’'s commodities trading activity is not described in
former section 1.1221-2.

B. Law

The term “capital asset” includes all classes of property
not specifically excluded by section 1221. Sec. 1.1221-1(a),
I ncone Tax Regs. Section 1221, as in effect during the years at
issue, did not contain a specific exclusion relating to hedging
transactions. However, former section 1.1221-2(a)(1) provided
that, notw thstanding section 1.1221-1(a), |Incone Tax Regs., the
term*“capital asset” does not include property that is part of a
hedgi ng transaction.? Former section 1.1221-2(b) defined the
term “hedgi ng transaction” as follows:?3

(b) Hedging transaction defined. A hedging
transaction is a transaction that a taxpayer enters

into in the normal course of the taxpayer’s trade or
business primarily —

(1) To reduce risk of price changes or
currency fluctuations with respect to ordinary

2 That regulatory exclusion was codified in 1999. See sec.
1221(a)(7) and (b)(2), added by the Ticket to Wrk and Wrk
| ncentives | nprovenent Act of 1999, Pub. L. 106-170, sec.
532(a)(3), 113 Stat. 1928.

3 Forner sec. 1.1221-2(g)(2)(i) provided that, in the case
of transactions entered into prior to Cct. 1, 1994, taxpayers
could rely on the rules of sec. 1.1221-2T, Tenporary |nconme Tax
Regs., 58 Fed. Reg. 54037 (CQct. 20, 1993) (former sec. 1.1221-
2T). The definitions of “hedging transaction” in former sec.
1.1221-2(b) and former sec. 1.1221-2T(b)(1), respectively, are
substantially identical.
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property * * * that is held or to be held by the
t axpayer; or

(2) To reduce risk of interest rate or price
changes or currency fluctuations with respect to
borrowi ngs made or to be nade, or ordinary
obligations incurred or to be incurred, by the
t axpayer

C. Di scussi on

At trial, M. Wlter testified that he engaged in
comodities trading primarily “to reduce the risk fromthe grain
that we have to buy.” However, petitioners stipulated that they
di d not produce any commodities during the years at issue and the
corporations conducted all of the farm ng operations in question.
Essentially, petitioners contend that they and the corporations
shoul d be treated as a single economc unit for purposes of
applying fornmer section 1.1221-2(Db).

Unfortunately for petitioners, their position is undercut
both by the | anguage of former section 1.1221-2(b) and by | ong-
standi ng principles of Federal incone taxation. Forner section
1.1221-2(b) clearly contenplates that, in order for a transaction
to qualify as a hedgi ng transaction, the taxpayer entering into
the transaction and the taxpayer whose risk is thereby hedged
nmust be one and the sanme. Furthernore, it is axionmatic that:

(1) Absent extraordinary circunstances, a corporation’s business
is not attributable to its shareholders for tax purposes, see

Burnet v. dark, 287 U S. 410 (1932), and (2) a person who

chooses the corporate formto conduct his business activities may
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not subsequently disregard that formin order to gain a tax

advant age, see Mdline Props., Inc. v. Conm ssioner, 319 U S. 436

(1943).
We recently decided a case presenting a question simlar to

the question in this case. In Pine Creek Farns, Ltd. v.

Comm ssioner, T.C Meno. 2001-176, the taxpayer-corporation

rai sed corn, soybeans, and cattle. It also engaged in
commodities trading activities involving corn, soybeans, cattle,
and hogs, treating the | osses therefromas ordinary |osses. The
Comm ssi oner recharacterized the portion of the overall |oss
attributable to hog futures as a capital |oss, notw thstandi ng
that the taxpayer’s majority sharehol der was a maj or sharehol der
of two other closely held corporations that conducted hog
farrow ng and hog finishing operations, respectively. In
uphol di ng respondent’ s determ nation, we stated:

Therefore, the business transactions of * * * [the
corporations engaged in the hog business] cannot be
attributed to * * * [the commopn sharehol der] and from*
* * [the conmmon sharehol der] to petitioner. W find no
exceptional circunmstances which would cause us to
ignore the corporate entities and attribute the
production of hogs to petitioner. Wile it may have
been easier for * * * [the commobn sharehol der] to

mai ntain all the hedging transactions in one account
under petitioner’s nanme, the hog futures transactions
cannot be treated as hedgi ng transacti ons of
petitioner. * * *

Under the reasoning of Pine Creek Farns, Ltd. v.

Conmm ssi oner, supra, the business activities of the corporations

cannot be attributed to M. Welter. Petitioners do not argue
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that the corporations were devoid of substance or were nerely M.
Welter's alter egos; indeed, the evidence points to the contrary.
Thus, while it may have been nore convenient for M. Wlter to
mai ntai n the existing brokerage accounts in his own nane
follow ng the incorporation of petitioners’ farm ng operations,
the comobdities transactions he engaged in through those accounts
during the years at issue do not qualify as hedgi ng transactions
within the nmeaning of former section 1.1221-2(b). It follows
that gains and | osses attributable to such transactions are
capital in nature. W therefore sustain respondent’s adjustnents
wWith respect to M. Welter’s combdities trading activity.
1. Penalties

Section 6662 inposes a penalty equal to 20 percent of the
portion of any underpaynent which is attributable to, anong ot her
t hi ngs, a substantial understatenent of incone tax. Sec. 6662(a)
and (b)(2). An understatenent of incone tax is deened
substantial if it exceeds the greater of: (1) 10 percent of the
tax required to be shown on the return for the year, or (2)
$5,000. Sec. 6662(d)(1)(A). For these purposes, the amount of
an understatenent is reduced to the extent it is attributable to
a position (1) for which there is substantial authority, or (2)
whi ch the taxpayer adequately disclosed on his return and for
which there is a reasonable basis. Sec. 6662(d)(2)(B). In

addition, the section 6662 penalty does not apply to the extent
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t he taxpayer can show that there was a reasonabl e cause for the
under paynent and that he acted in good faith with respect
thereto. Sec. 6664(c)(1).

Gving effect to respondent’s adjustnents in the notice of
deficiency, petitioners’ tax liabilities for 1994 and 1996 were
$26, 258 and $20, 785, respectively.* Petitioners reported tax of
$948 and $1, 377 for those years. Since each of the resulting
understatenments of $25,310 and $19,408 is greater than $5, 000,

t hose understatenents are substantial wthin the nmeani ng of
section 6662(d)(1)(A).°> Petitioners do not contend that any
mtigating factors apply (e.g., substantial authority or adequate
di scl osure), and petitioners’ counsel conceded at trial that the
issue is purely conputational. Accordingly, petitioners are
liable for penalties under section 6662 as determ ned by
respondent.

To reflect the foregoing,

Decision will be entered

for respondent.

4 Because their compdities trading | osses were capital in
nature, petitioners are entitled to deduct only $3,000 of such
| osses for each of the years at issue. See sec. 1211(b).
Regar di ng respondent’s ot her adjustnents, see supra note 1

5 Ten percent of the tax required to be shown on
petitioners’ 1994 return is $2,626, and 10 percent of the tax
required to be shown on petitioners’ 1996 return is $2,079.

Since $5,000 is greater than each of those anpunts, that figure
controls for purposes of determ ning the existence of substanti al
understatenents in this case. See sec. 6662(d)(1)(A).



