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VEMORANDUM OPI NI ON

GCEKE, Judge: During 2001 the nenbers of Country Pine
Finance, L.L.C. (Country Pine Finance), sold an unrel ated
i nsurance busi ness, generating gain and | eaving themfacing a
contingent tax liability. The menbers entered into a Custom

Adj ustabl e Rate Debt Structure (CARDS) transaction in order to
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reduce their tax liabilities. The CARDS transaction generated a
| oss on Country Pine Finance’s 2001 Form 1065, U. S. Return of
Partnership I nconme. The issue for decision is whether Country
Pine Finance is entitled to this loss. For the reasons stated
herein, we find that Country Pine Finance is not entitled to the
cl ai med | oss.

The stipulations of fact and the attached exhibits are
i ncorporated herein by this reference. Charles C. Burnham Terry
L. Stewart, Wayne R Sharp, Jan P. Blick, Thomas E. Kol assa,
Edward M Burnham David L. Burnham Janmes M Burnham Janmes L.
Harvin 111, Thonmas A. Reitan, John S. Avery, Richard A Phillips
(petitioner), John R Bronl ey, and Stephen C. Adans were the
menbers of Country Pine Finance during its existence
(collectively, the nenbers).

Backgr ound

1. The Bur nhans

Charles C. Burnham Edward M Burnham David L. Burnham and
James M Burnham are brothers. The four were involved in two
busi ness ventures: (1) Blue Marlin, a real estate business; and
(2) Burnham I nsurance Group (BI G, an insurance broker.

A. Bur nham | nsur ance G oup

Charl es Burnham and his brothers formed BIGin 1978. BIG
existed until its sale in 2001. Between 1978 and 2001 BI G nerged

with or acquired 12 other entities, usually smaller insurance
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brokerages. Typically the owner of the nerged or acquired entity
woul d becone a BI G stockhol der. Mst of the nenbers other than
t he Burnhans becane BI G sharehol ders through these nergers and
acqui sitions.

B. Bl ue Marlin

The Burnham brothers and two unrel ated individuals, A Ivany
(M. Ivany), and George Markham (M. Markham, formed Blue Marlin
in the 1980s to develop a corporate office park on Country Pine
Lane in Cal houn, M chigan. The corporate park was nade up of
three buildings: (1) 100 Country Pine Lane; (2) 300 Country Pine
Lane; and (3) 500 Country Pine Lane. Blue Marlin built the 100
and 500 Country Pine Lane buil dings.

Later, Blue Marlin divested itself of its holdings. The 500
Country Pine Lane building was sold to three individuals, Thomas
Kol assa (M. Kol assa), Don Karsten (M. Karsten), and MIls Mayo
(M. Mayo). The 100 Country Pine Lane building was sold to M.
| vany. The 300 Country Pine Lane building was sold to BIG

2. Sale to HUB

Sonetime before 2001 the BI G st ockhol ders deci ded to sel
the conpany. At that tine the nmenbers and four unrel ated
i ndi vi dual s owned 84 percent of the shares outstanding, with the
remai ning 16 percent owned by an enpl oyee stock ownership plan.
The BI G stockhol ders decided to sell the conpany to HUB

I nternational (HUB). The stockhol ders of BI G and HUB entered
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into an agreenent and plan of nerger whereby BI G was nerged into
a wholly owned subsidiary of HUB. The stockhol ders of BIG
recei ved shares of HUB stock and cash in exchange for their BIG
shar es.

Bl G was val ued by an apprai ser before the stockhol ders
entered into the nerger agreenment. However, one of BIG s
busi ness |ines could not be valued accurately at that tinme. The
parties to the nmerger agreenent agreed that they would val ue that
business line 2 years later, in 2003, and that if the results of
that future valuation showed this business |line to be worth nore
than originally thought, HUB m ght make additional paynents to
t he Bl G st ockhol ders in 2003.

A. Requi renents of Sal e

During negotiations HUB infornmed the BlI G stockhol ders that
it was not interested in owning any real estate and woul d not
purchase the 300 Country Pine Lane building. The stockhol ders
decided to sell the 300 Country Pine Lane building to Country
Pine Enterprises, L.L.C. (Country Pine Enterprises).

B. Country Pine Enterprises

Country Pine Enterprises was fornmed to hold the 300 Country
Pi ne Lane buil ding, which was conveyed to Country Pine
Enterprises on June 29, 2001. Country Pine Enterprises then
| eased the 300 Country Pine Lane building to HUB. As a result,

the BIG offices remained in the 300 Country Pine Lane buil ding
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after the nerger. Country Pine Enterprises later acquired the
500 Country Pine Lane building and sone adjacent | and.

C. Results of Sal e

On June 18, 2001, HUB and BI G executed a |letter of intent
wher eby the stockholders of BIG agreed to sell their shares to
HUB. The nerger was put into effect on July 20, 2001, through a
subsidiary of HUB. The stockhol ders of BIG recei ved HUB st ock
and cash in exchange for their shares in BIG The BIG
sharehol ders all recogni zed gain on the exchange of their stock
and reported it on their individual Fornms 1040, U.S. Individual
| ncone Tax Return, for tax year 2001. Facing |arge conti ngent
tax liabilities as a result of this gain, the nenbers sought ways
to offset their gains. One possible solution was a CARDS
transacti on.

3. | nt roducti on to CARDS

The nmenbers participated in a CARDS transaction in 2001.
The transaction was devel oped by Chenery Associ ates, Inc.
(Chenery). The nenbers decided to participate after view ng two
present ati ons by Chenery.

A. Chenery Associates, |nc.

Chenery was incorporated in 1993. Roy Hahn (M. Hahn) was a
princi pal at Chenery. Chenery devel oped and marketed tax
shelters and worked with different investnent banks in New York

to inplenent its transactions. Chenery devel oped and i npl enent ed
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numer ous CARDS transactions, including the CARDS transaction at
i ssue, and received fees for each. A portion of the fees was
used to pay the third parties involved in the specific CARDS
transaction and their counsel.

B. Bob Baker

Bob Baker (M. Baker) was an insurance executive who |ater
founded his own weal t h nanagenent conpany, Asset Strategies. M.
Baker net M. Hahn in the m d-1990s, and they renai ned in contact
during their careers. M. Hahn introduced M. Baker to the CARDS
transacti on.

M. Baker also nmet M. Kol assa during the md-1990s. M.
Baker becanme acquainted with BI G and the ot her BI G stockhol ders
through M. Kol assa after M. Kolassa joined BIG Later, M.
Baker and David Burnham di scussed tax planning before the Bl G HUB
merger was consummated. M. Baker referred the nenbers to M.
Hahn.

C. Mller Canfield

MIler, Canfield, Paddock & Stone, P.L.C. (MIller Canfield),
was a law firmlocated in Mchigan. John Canpbell was an
attorney at MIller Canfield who provided | egal advice to the
menbers and Country Pine Finance on inplenenting the CARDS
transaction. M. Canpbell and MIler Canfield did not provide
any advice to the nmenbers or Country Pine Finance other than in

connection with the CARDS transacti on.
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D. Deci sion To Enter Into a CARDS Transacti on

On August 30, 2001, petitioner told M. Hahn that the
menbers wanted to enter into a CARDS transaction. The three
parties involved were: (1) Zurich Bank; (2) Fairlop Financial
Trading, L.L.C. (Fairlop Trading); and (3) Country Pine Finance.

4. The CARDS Transaction in General

A CARDS transaction has three phases: (1) The | oan
origination phase; (2) the |oan assunption phase; and (3) the
operational phase. |In general, three parties are required to
carry out a CARDS transaction: (1) A bank; (2) a borrower; and
(3) an assum ng party.

A. Loan Origi nati on

During the | oan origination phase, the bank agrees to | end
funds to the borrower. The borrower is a Delaware limted
l[iability conpany with two nenbers, both of whomare United
Kingdomcitizens to ensure that there are no U. S. incone tax
effects at the borrower level. The bank requires the borrower to
be capitalized in an anbunt equal to 3 percent of the funds to be
bor r owed.

The loan is typically for 30 years, with principal due after
30 years but interest due annually. The credit agreenent
menorializing the | oan i nposes restrictions on what the |oan
proceeds can be used for. Collateralization requirenents inposed

by the bank require the borrower to use the | oan proceeds to
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acquire highly stable itens such as Governnent bonds or highly
rated commercial paper. After initially collateralizing the |oan
wi th high-val ue, stable assets, such as Treasury bonds or

prom ssory notes fromthe bank, the borrower can substitute
collateral and gain access to the | oan proceeds. |In effect, the
| oan proceeds are initially used to purchase high-value itens to
serve as collateral for the loan until an equally high-value item
can be swapped for the purchased itens. This swapping of
collateral purportedly frees some of the | oan proceeds to be used
for investnent purposes as the borrowers see fit. However, the
decision to swap collateral is not left to the discretion of the
borrower. The bank ultimately deci des whether and on what terns
a certain asset or security can be used as collateral.

B. Loan Assunpti on

The second phase is the | oan assunption phase--when the
assum ng party would assune a portion of the | oan on behal f of
the borrower. The assuming party would receive only a portion of
the | oan proceeds but would agree to becone jointly and severally
l[iable for the entire amount of the original loan to the

borrower.! The assunming party would assune a portion of the |oan

1Suppose the anmpbunt of the original |oan fromthe bank to
the borrower was $10 nmillion. The assum ng party would assune a
portion, $1 mllion, of the loan. The $1 mllion would be
transferred fromthe borrower to the assuming party, and in
exchange the assum ng party would becone jointly and severally
liable for the entire $10 mllion | oan.
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equal to the present value of the principal anpbunt due in 30
years.

C. Operational Phase

The operational phase consists of periodic “reset dates”.
Each reset date allows the borrower to exchange collateral, with
correspondi ng adjustnents of the interest rate, and of the term
until the next reset date. The decision to swap collateral or
adjust the interest rate at a reset date is left to the
di scretion of the bank. |If new collateral is proposed, it often
results in a change of loan terns to reflect any adjustnments to
the anobunt of risk the parties face.

The purported purpose behind a CARDS transaction was to
provi de investnent financing. A CARDS participant would enter
into the CARDS transaction and use the assuned portion of the
| oan proceeds to nmake an investnent. The investnent property
woul d then be swapped as collateral. 1In theory, the investnent
woul d be successful if the rate of return on the investnent
property exceeded the costs of entering into the CARDS
transacti on.

5. Country Pine Finance and Third Parti es

A. Zurich Bank

Zurich Bank acted as the |l ender in the CARDS transacti on at
i ssue. Chenery had previously engaged Deutsche Bank in its

transactions, but M. Hahn’s contact at Deutsche Bank had noved
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to Zurich Bank. Shortly thereafter Zurich Bank was engaged. ZCM
Mat ched Fundi ng Corp. acted as Zurich Bank’s agent for purposes
of the CARDS transaction.?

B. Fairl op Tradi ng

Fairl op Tradi ng, the borrower, was organi zed as a Del anare
limted liability conpany on July 13, 2001, with Elizabeth A D
Syl vester and M chael Sherry, citizens and residents of the
Uni ted Ki ngdom the nenbers.

The Fairlop Tradi ng nmenbers contributed $444,182 to Fairl op
Tradi ng. Cash of $6,296 was contributed with the remaining
$437, 885 due pursuant to notes payable. Fairlop Tradi ng was set
up solely to take part in this CARDS transaction.

C. Country Pine Finance

Articles of incorporation for Country Pine Finance were
filed on Novenber 14, 2001. A certificate of dissolution for
Country Pine Finance was filed 1 year |ater, on Novenber 14,
2002. Petitioner served as Country Pine Finance's tax matters
partner at all relevant tines.

The nenbers nmade capital contributions to Country Pine

Fi nance on Novenber 21, 2001, and February 27, 2002, as foll ows:

Menber 11/ 21/ 01 2/ 27/ 02
Charl es C. Burnham $145, 497 $42, 010
Terry L. Stewart 132, 425 38, 235

2We refer to Zurich Bank and ZCM Mat ched Fundi ng Corp. as
Zurich Bank for sinplicity.
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Wayne R Sharp 76, 335 22,040
Jan P. Blick 48, 720 14, 067
Thomas E. Kol assa 61, 761 17, 832
Edward M Bur nham 41, 087 11, 863
David L. Burnham 36, 063 10, 413
Janmes M Bur nham 32, 862 9, 488
Janes L. Harvin, 111 31, 483 9, 090
Thomas A. Reitan 22,144 6, 394
John S. Avery 21, 651 6, 251
Richard A. Phillips 24, 550 7,088
John R Bronl ey 17, 807 5,141
St ephen C. Adans 17,613 5, 085

Total (rounded) 710, 000 205, 000

Country Pine Finance was forned specifically to carry out the
CARDS transaction. The anmobunts contributed were based on the
anount of the fees to be paid to Chenery. A portion of the fees
paid to Chenery was used to pay the third parties for their
participation in the transaction.

6. The CARDS Transaction at |ssue

A. Oigi nation

On Novenber 9, 2001, Zurich Bank and Fairlop Trading entered
into a credit agreenent. Fairlop Trading was required to pl edge
collateral in order to borrow funds. Fairlop Tradi ng entered
into a master pledge and security agreenent on Novenber 9, 2001,
in order to satisfy the collateral requirenent.

Zurich Bank applied a “haircut” to any pledged collateral.
The haircut varied depending on the type of collateral pledged.
For exanple, prom ssory notes from Zurich Bank or cash woul d not
be subject to a haircut, while | ong-termcomrercial paper m ght

receive a 10-percent haircut. The effect of the haircut woul d be
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to require the borrower to contribute or acquire additional
assets to serve as collateral to make up for the haircut applied.

On Decenber 4, 2001, Fairlop Trading informed Zurich Bank
that it intended to borrow €16, 613, 000. The notice of intent to
borrow i ndi cated that the €16, 613,000 woul d be used to purchase
assets from Zurich Bank to collateralize the | oan.

On Decenber 4, 2001, €16, 613,000 was deposited into Fairlop
Trading’ s Zurich Bank account. The €16,613, 000 was used to
purchase two prom ssory notes from Zuri ch Bank, one for
€13, 662, 660, the other for €2,990,340. Both prom ssory notes
mat ured on Decenber 4, 2002, and were used to collateralize the
€16, 613,000 |l oan from Zurich Bank to Fairlop Trading.

Fairl op Tradi ng borrowed €16, 613,000 from Zuri ch Bank, then
exchanged the €16, 613,000 for Zurich Bank prom ssory notes worth
€16, 613,000. This left Fairlop Trading ow ng Zurich Bank
€16, 613, 000, and Zurich Bank owi ng Fairlop Trading €16, 613, 000.
The €13, 662, 660 and €2, 990, 340 prom ssory notes were pl edged as
collateral for the loan. |If Fairlop Trading defaulted on the
| oan, Zurich Bank could use the prom ssory notes to satisfy the
debt .

Zurich Bank did not apply a haircut to prom ssory notes
i ssued by Zurich Bank pledged as collateral, so no haircut was
applied and Fairlop Trading did not have to contribute additional

collateral. The terns of the loan from Zurich Bank to Fairlop
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Trading matched the terns of the prom ssory notes except that
Fairlop Trading was required to pay 50 additional basis points of
interest. This 50-basis-point spread served as a portion of the
fees paid to Zurich Bank for entering into the CARDS transacti on.

The €13, 662, 660 note remained with Fairlop Trading. The
€2, 990, 340 note was | ater exchanged for a new note from Zurich
Bank and €1, 015, 493.60. The note had a principal anount of
€1,981,671.% Fairlop Trading i medi ately pl edged the €1, 981, 671
note and the euro as collateral.

B. Assunption by the Menbers

On Decenber 26, 2001, the nenbers entered into a purchase
agreenent to purchase the €1,981,671 prom ssory note and
€1, 015,493.60 fromFairlop Trading. In exchange for the note and
euro, the nenbers agreed to becone jointly and severally |iable
for the entire €16,613,000 |loan from Zurich Bank to Fairl op
Tradi ng and wai ved any right of contribution against Fairlop
Trading. The purported purpose of the waiver was to nmake the
menbers fully liable for the entire €16, 613,000 even if Fairlop
Trading still maintained control over any portion of the
proceeds. The nenbers imedi ately pl edged the prom ssory note

and euro as collateral for the | oan.

3The €6, 824 difference between the value of the original
note, €2,990, 340, and the value of the new note and euro,
€2,997,164, was due to interest received on the €2, 990, 340
prom ssory note.
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The nenbers contributed the €1,981, 671 note and
€1, 015,493.60 to Country Pine Finance. In exchange, Country Pine
Fi nance guaranteed the | oan. Country Pine Finance clained bases
in the €1,981, 671 prom ssory note and the €1, 015, 493. 60 of
$9, 658, 146 and $4, 938, 036, respectively. Country Pine Finance's
cl ai red bases were based on the nenbers’ purportedly becom ng
jointly and severally liable for the entire €16, 613, 000.

Shortly thereafter Country Pine Finance pl edged the
€1,981,671 note and the €1, 015, 493.60 as collateral for the | oan.
Again all anmounts lent by Zurich Bank were guaranteed by
col |l ateral purchased from Zurich Bank with those | oan proceeds.
None of the “liable” parties ever contributed any additional
collateral. |If Country Pine Finance had wanted to substitute
collateral for the note and euro, Zurich Bank woul d have had to
consent.

On Decenber 28, 2001, Country Pine Finance and Zurich Bank
entered into a cross-currency swap. Section 1.988-2(e)(2)(ii),

I ncone Tax Regs., defines a currency swap contract as a contract
involving different currencies between two or nore parties to
exchange periodic interimpaynents on or before maturity of the
contract and exchange the swap princi pal amount upon maturity of
the contract. The exchange of periodic interimpaynents is the
exchange of a paynment in one currency for a paynent in another

currency, with both paynents being determ ned by reference to an
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interest index applied to the swap princi pal anount. Sec. 1.988-
2(e)(2)(11)(©, Income Tax Regs.

The cross-currency swap was a conbi nation of an interest-
rate swap and a foreign exchange forward contract. Initially
Country Pine Finance transferred the €2,997,640 to Zurich Bank,
and Zurich Bank transferred $2,633,308 to Country Pine Fi nance.
These were the notional amounts of the swap.

On Decenber 28, 2001, the $2,633,308 Country Pine Finance
received from Zurich Bank was used to purchase a proni ssory note
with a principal amunt of $2,633,308 fromthe bank. The
prom ssory note was then pledged as collateral.

The interest portion of the currency swap required Zurich
Bank to pay to Country Pine Finance annual interest on the
€2,997,162 at the euro Interbank Ofered Rate (EURIBOR), “ and
Country Pine Finance to nmake nonthly interest paynents at the
U S. dollar London Interbank Offered Rate (LIBOR)® to Zurich Bank
on the $2, 633, 308.

The interest-rate swap all owed petitioner to receive
i nterest paynents equal to the amount of interest it would

eventually owe on the €1,981,671 note and the €1, 015, 493. 60.

‘Euro Interbank Ofered Rate refers to the short-termrate
of interest paid by one euro zone bank to another.

SLondon Interbank Offered Rate refers to the rate of
i nterest paid when one bank borrows from another in the London
i nt erbank | endi ng market .
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The foreign exchange forward contract allowed Country Pine
Fi nance to convert the $2,633,308 val ue of the prom ssory note
purchased from Zurich Bank back into euro on Decenber 4, 2002, at
the sane rate used to convert the euro into dollars on Decenber
28, 2001. This in effect would allow Country Pine Finance to end
up in the sanme econom ¢ position upon the closing of the cross-
currency swap as it was on the day it entered into the swap. The
cross-currency swap was closed out less than 1 year later on
Decenber 4, 2002.

C. Operational Phase

The nenbers asserted that the purpose for entering into the
CARDS transaction was to finance a real estate investnent.
According to the nenbers, they would purchase real estate and use
the real estate as collateral. |If the nenbers’ investnent was
profitable, earnings fromthe real estate would exceed the costs
of the CARDS transacti on.

Zurich Bank told the nenbers at the initiation of the CARDS
transaction at issue that they would not be able to use real
estate as collateral. On Cctober 30, 2001, M. Hahn sent
petitioner an email informng himthat Zurich Bank woul d not
allow the nenbers to swap commercial real estate as coll ateral
for the loan at that tinme because Zurich Bank could not properly
eval uate any possible real estate before the initiation of the

CARDS transaction. The nenbers decided to enter into the CARDS
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transaction even though it would be sone tine before real estate
coul d possibly be used as collateral. The nenbers decided to
enter into the CARDS transaction in 2001 anyway because the tax
| oss was needed in 2001.

Real estate was never substituted as collateral, and neither
t he nenbers nor Country Pine Finance ever attenpted to substitute
any specific piece of real estate as collateral. During 2002
petitioner nmade attenpts to determ ne whether real estate in a
general sense could be substituted, but the nenbers never
attenpted to purchase or use a specific piece of real estate as
collateral. Nor did the nenbers have any specific piece of real
estate evaluated by Zurich Bank for collateralization purposes.

Li kew se the nenbers never attenpted to substitute any type of
collateral other than real estate for the prom ssory notes.

On August 15, 2002, Zurich Bank informed Fairlop Tradi ng and
the nenbers that Zurich Bank was no longer willing to maintain
the loan. All of the borrowed funds were paid back with the
pl edged col l ateral, and no additional capital contributions were
ever made. Country Pine Finance was di ssol ved on Novenber 14,
2002, by unani nous vote of the nenbers.

7. Country Pine Finance's and Menbers’ Returns

Country Pine Finance filed a Form 1065 for tax year 2001 on
Sept enber 16, 2002, claimng a $7,917,051 net short-term capital

| oss on a “Euro Promi ssory Note” and a $4, 045,820 | oss on the
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sal e of business property. The $4,045,820 | oss was reported on a
Form 4797, Sal es of Business Property, as an ordinary |oss on a
“Euro Deposit”.

The | osses resulted from Country Pine Finance's swapping the
note and euro for U S. dollars as part of the cross-currency
swap. Country Pine Finance clained a basis of $14,596,182 in the
euro. This was the U.S. dollar value of the initial |oan from
Zurich Bank to Fairlop Trading, €16,613,000. The nenbers clai ned
this high basis in the euro because of the nenbers’ agreeing to
be liable for the amount of the entire loan from Zurich Bank to
Fai rl op Tradi ng.

The euro were a nonfunctional currency within the definition
of section 988.° See sec. 1.988-1(c), Incone Tax Regs. Wen
Country Pine Finance exchanged the €2,997,640 for $2,633,308, it
claimed a loss on the disposition of the euro equal to the
di f ference between $14, 596, 182 and $2,633,308. Section 1.988-
1(a) (1), Incone Tax Regs., provides that disposition of a
nonfunctional currency is a section 988 transaction. Thus the
menbers’ transfer of the euro was treated as a section 988
transaction. The |loss was split between the prom ssory note and
the euro. This resulted in a $7,917,051 net short-term capital

| oss on the promissory note and a $4, 045,820 | oss on the euro.

5Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code (Code), and all Rule references are to
the Tax Court Rules of Practice and Procedure.
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Country Pine Finance filed a docunent titled “D sclosure
St at enent For Reportabl e Transaction Under Reg. 1.6011-4T" (the
di scl osure statenent). The disclosure statenent stated that
Country Pine Finance had entered into a “Custom Adj ustable Rate
Debt Prograni and that the principal tax benefits were the
$7,917,000 short-termcapital |oss and the $4, 045, 000 ordi nary
| oss. The disclosure statenent further indicated that Country
Pi ne Finance estimated a reduction in Federal incone tax
liability of its menbers for 2001 of $3,120,000 as a result.

Attached to the Form 1065 were Schedules K-1, Partner’s
Share of Inconme, Credits, Deductions, etc., for all of the
menbers. Each Schedule K-1 reported a nenber’s share of the net
short-termcapital |oss and the ordinary | oss.

Each nmenber filed his own Form 1040 reporting both his gains
fromthe exchange of BI G stock and the clained flowthrough
| osses from Country Pine Finance. The |osses from Country Pine
Fi nance were used to offset the nenbers’ various gains on the
di sposition of BIG stock. However, sone of the nenbers decided
not to claimall of the | osses available to them on the advice
of their personal return preparers who had determ ned that the
transaction m ght be chall enged by the Internal Revenue Service
(IRS). The percentage of the |loss clainmed by each nenber who did

not claimthe entire | oss available to himwas based on his
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return preparer’s estimation of a hypothetical future settlenent
with the IRS should the IRS chall enge the transaction.

On Cctober 17, 2006, respondent issued a notice of final
partnership adm ni strative adjustnment (FPAA) to Country Pine
Fi nance for taxable year 2001. The FPAA disall owed the clai nmed
net short-termcapital loss and the ordinary |oss. The FPAA did
not assert any penalties against Country Pine Finance or its
menbers.

The FPAA included a docunent titled “Explanation of
Adj ust nent s” whi ch provi ded numerous alternative argunents in
support of the adjustnents made in the FPAA including that:

(1) The CARDS transaction | acked econom ¢ substance, was
entered into primarily for tax-avoi dance purposes, and was
prearranged or predeterm ned;

(2) application of the substance-over-formor step-
transaction doctrine would disallowthe |oss; or

(3) neither Country Pine Finance nor any nenber was
entitled to a deduction under section 165, 465, or 988.

On January 17, 2007, petitioner filed his petition
contesting the determnations in the FPAA. A trial was held on
January 26-30 and February 5-6, 2009, at a special session of the
Court in Chicago, Illinois. Both petitioner and respondent

presented fact w tnesses and expert w tnesses.
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Respondent submitted two expert reports prepared by Dr. A
Lawr ence Kol be (Dr. Kol be) and Dennis Logue (M. Logue). Dr.

Kol be’ s report focused on a financial analysis of the CARDS
transaction and the lack of rationality of entering into the
CARDS transaction versus standard nortgage-based real estate
financing. M. Logue’'s report evaluated the relationshi ps anong
Zurich Bank, Fairlop Trading, and Country Pine Finance in the
context of the banking industry and the bona fides of the
purported | oans. M. Logue concluded that the |oan transactions
to which Zurich Bank, Fairlop Trading, and Country Pine Finance
were parties were not carried out in accordance with industry
nor ns.

Petitioner submtted expert reports by Gordon L. Klein (M.
Klein) and Frank A. De Lisi (M. De Lisi). M. Klein focused on
Country Pine Finance' s business purpose for entering into a CARDS
transacti on and whet her Country Pine Finance coul d have generated
a nontax economc profit fromthe CARDS transaction. M. De Lisi
studi ed the docunents nenorializing the various stages of the
CARDS transaction and concluded that it would have been
reasonabl e for Zurich Bank to allow Country Pine Finance to

substitute commercial real estate as collateral for the | oan.
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Di scussi on

TEFRA in Genera

Part nershi ps do not pay Federal incone taxes, but they are
required to file annual information returns reporting the
partners’ distributive shares of tax itens. Secs. 701, 6031.

The individual partners then report their distributive shares of
the tax items on their Federal incone tax returns. Secs. 701-
704. Upon formation a limted liability conpany with two or nore
menbers is treated as a partnership unless it elects to be
treated as a corporation. Sec. 301.7701-3(b)(1)(i), Proced. &
Adm n. Regs. Country Pine Finance did not elect to be treated as
a corporation and thus is treated as a partnership for Federal

i ncone tax purposes.

To renove the substantial adm nistrative burden occasi oned
by duplicative audits and litigation and to provide consi stent
treatnment of partnership tax itens anong partners in the sane
partnership, Congress enacted the unified audit and litigation
procedures of the Tax Equity and Fiscal Responsibility Act of
1982 (TEFRA), Pub. L. 97-248, sec. 402, 96 Stat. 648. See

Randel|l v. United States, 64 F.3d 101, 103 (2d Gr. 1995); H

Conf. Rept. 97-760, at 599-600 (1982), 1982-2 C.B. 600, 662-663.
Under TEFRA, all partnership itens are determined in a
si ngl e partnership-1evel proceeding. Sec. 6226; see al so Randel

v. United States, supra at 103. The determ nation of partnership
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itens in a partnership-level proceeding is binding on the
partners and may not be challenged in a subsequent partner-1|evel
proceedi ng. See secs. 6230(c)(4), 7422(h). This precludes the
Government fromrelitigating the sanme issues with each of the
partners.

| n partnership-1level proceedings such as the case before us,
the Court’s jurisdictionis limted by section 6226(f) to a
redeterm nation of partnership itens and penalties on those
partnership itens. Section 6231(a)(3) defines the term
“partnership itenf as any itemrequired to be taken into account
for the partnership’ s taxable year under any provision of
subtitle A of the Code to the extent the regul ati ons provide that
such itemis nore appropriately determ ned at the partnership
| evel than at the partner level. The |loss clained on Country
Pine Finance’s Form 1065 is a partnership item properly
determ ned at a partnership-Ilevel proceeding. Sec.
301.6231(a)(3)-1(a)(1)(i), Proced. & Adm n. Regs.

1. Burden of Proof

Tax deductions are a matter of legislative grace, and a
t axpayer has the burden of proving that he is entitled to the

deductions clainmed. Rule 142(a)(1l); INDOPCO, lnc. V.

Commi ssioner, 503 U.S. 79, 84 (1992); New Colonial Ice Co. V.

Hel vering, 292 U S. 435, 440 (1934). The burden of proof on

factual issues that affect a taxpayer’s liability for tax may be
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shifted to the Conmm ssioner where the “taxpayer introduces
credi ble evidence with respect to * * * such issue.” Sec.
7491(a)(1). Petitioner does not claimthat the burden shifts to
respondent under section 7491(a). |In any event, petitioner has
failed to establish that he has satisfied the requirenents of
section 7491(a)(2). On the record before us, we find that the
burden of proof does not shift to respondent under section
7491(a) .

[, Econom ¢ Subst ance Doctri ne

“The legal right of a taxpayer to decrease the anmount of
what ot herwi se would be his taxes, or altogether avoid them by
means which the |aw permts, cannot be doubted.” Gegory v.

Hel vering, 293 U. S. 465, 469 (1935). However, even if a
transaction is in formal conpliance with Code provisions, a
deduction wll be disallowed if the transaction is an economc

sham Am Elec. Power Co. v. United States, 326 F.3d 737, 741

(6th Cr. 2003).

The parties have not formally stipul ated where an appeal of
this case will lie. At trial counsel for both petitioner and
respondent indicated that appeal would likely lie with the Court
of Appeals for the Sixth Crcuit, and both petitioner and
respondent focus on caselaw of that circuit in their posttrial
briefs. However, absent stipulation to the contrary, appeal nmay

lie in the Court of Appeals for the District of Colunbia Crcuit
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because Country Pine Finance was di ssolved. See sec. 7482(b)(1)
(flush | anguage). \Whether appeal lies in the Court of Appeals
for the Sixth Grcuit or the District of Colunbia Circuit does
not affect our decision.

The Court of Appeals for the Sixth Grcuit has stated that
“*The proper standard in determning if a transaction is a sham
is whether the transaction has any practicable economc effects

other than the creation of incone tax |osses.’” Dow Chem Co. V.

United States, 435 F.3d 594, 599 (6th G r. 2006) (quoting Rose v.

Conm ssi oner, 868 F.2d 851, 853 (6th Cr. 1989), affg. 88 T.C

386 (1987)). “[When ‘it is patent that there [is] nothing of
substance to be realized by [the taxpayer] from[a] transaction
beyond a tax deduction,’ the deduction is not allowed despite the
transaction’s formal conpliance with Code provisions.” Am Elec.

Power Co. v. United States, supra at 741 (quoting Knetsch v.

United States, 364 U.S. 361, 366 (1960)). “If the transaction

has econom ¢ substance, ‘the question becones whet her the
t axpayer was notivated by profit to participate in the

transaction.’” Dow Chem Co. v. United States, supra at 599

(quoting llles v. Conmm ssioner, 982 F.2d 163, 165 (6th Gr.

1992), affg. T.C. Meno. 1991-449). *“'I1f, however, the court
determ nes that the transaction is a sham the entire transaction
is disallowed for federal tax purposes,’” id., and no subjective

inquiry into the taxpayer’s notivation is nmade, id. at 599. A
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court “wll not inquire into whether a transaction s primary

obj ective was for the production of incone or to nake a profit,
until it determnes that the transaction is bona fide and not a

sham” Rose v. Conmi ssioner, supra at 853.

In Horn v. Conmm ssioner, 968 F.2d 1229, 1239 (D.C. G

1992), revg. Fox v. Comm ssioner, T.C Meno. 1988-570, the Court

of Appeals for the D.C. Crcuit stated that a transaction | acked
econom ¢ substance if: (1) The taxpayer had no busi ness purpose
ot her than obtaining tax benefits in entering the transaction;
and (2) the transaction | acks any reasonabl e possibility of

earning a profit. See also Andantech L.L.C. v. Conm Ssioner,

T.C. Meno. 2002-97, affd. in part and remanded in part 331 F. 3d
972 (D.C. Gr. 2003). The test in Horn is disjunctive;
satisfaction of either prong satisfies the conditions for a
determ nation that the subject transaction has econom c

substance. Countryside Ltd. Pship. v. Conm ssioner, T.C. Meno.

2008-3 n. 20.

| V. Petitioner’s Argunents

Petitioner argues that the CARDS transaction had econom c
substance and was entered into to permt Country Pine Finance to
finance real estate investnents on the nenbers’ behalf.

Petitioner contends that the CARDS transaction satisfies both the
obj ective and subjective requirenents of the econom c substance

test and that the clainmed | oss should be all owed.
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Petitioner argues that the CARDS transaction had | egal
significance to Country Pine Finance and the nenbers because the
| oans were bona fide and the nenbers were jointly and severally
liable for the entire €16,613,000. Petitioner also argues that
Fairl op Tradi ng, the nenbers, and Country Pine Finance were all
at risk for the | oan proceeds.

Petitioner focuses on the profit potential of the CARDS
transaction as if real estate had been substituted for coll ateral
and points to his expert reports in support of this contention.
Petitioner argues that if real estate had been allowed as
collateral, the nmenbers woul d have used the proceeds to invest in
real estate and attenpt to earn a profit.

V. Respondent’s Argunents

Respondent argues that the clained | oss should be disall owed
because the CARDS transaction | acked econom c substance and that
the nmenbers did not have a nontax reason for entering into the
transacti on.

Respondent first argues that the CARDS transaction | acked
econom ¢ substance and had no practical effect other than the
creation of inconme tax | osses because: (1) The initial |oan, (2)
the nmenbers’ assunption of the | oan and contribution to the
capital of Country Pine Finance, and (3) the nenbers’ entering
into the cross-currency swap served no purpose other than the

creation of tax | osses. Respondent argues that none of the
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parties were ever at risk because the various credit agreenents
required Fairlop Trading and Country Pine Finance to pledge high-
value collateral and it was in Zurich Bank’s discretion to all ow
any collateral to be swapped. Respondent argues that Zurich Bank
woul d not allow collateral to be swapped because it woul d be
agai nst Zurich Bank’s financial interest to do so, as it would
expose the bank to unnecessary ri sk.

Respondent di sagrees that we shoul d eval uate t he CARDS
transaction as if Country Pine Finance had been able to
substitute real estate as collateral. Respondent contends that
this woul d be i nappropriate because any potential profit from an
investnment in real estate that the menbers could earn would be
profit froma separate transaction, not the transaction that gave
rise to the tax loss at issue. Respondent further contends that
what ever profit Country Pine Finance may or may not have been
able to earn fromsubstituting collateral, the artificial tax
| osses at issue would remain. Respondent contends that even if
we were to assune that real estate could be substituted, the
substitution would result in an entirely new | oan between Zurich
Bank and Country Pine Finance because it would require the
parties to negotiate new | oan terns. Respondent concl udes that
because substitution of real estate would lead to an entirely new

loan, the initial CARDS transaction that was consummated and
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carried out would have been irrelevant to the real estate
financing but for the tax | osses generated.

Respondent next argues that even if we were to accept that
the initial |loan and assunption were necessary and that real
estate could be substituted as collateral, the new | oan would
still be a sham designed solely to achieve tax benefits because
Country Pine Finance and its nenbers had no chance of nmaking a
profit on any future real estate investnent. Respondent points
to his expert witness reports and argues that Country Pine
Fi nance would still not earn a profit because Zurich Bank woul d
requi re onerous |loan terns requiring paynents that would far
exceed any potential profit. Respondent contends that in order
for Country Pine Finance to make a profit, Zurich Bank woul d have
to both allow real estate as collateral and agree to | oan terns
that would be contrary to its own financial interests.

In the alternative respondent argues that even if we find
that the CARDS transaction had econom c substance, the |oss
shoul d be disall owed because the nmenbers participated in the
CARDS transaction only in order to create an artificial tax | oss.
Respondent contends that Country Pine Finance fails the
subj ective prong because testinony of the nmenbers shows that they
had no know edge or understanding of the CARDS transaction, did
not read, review, or renenber the CARDS transaction docunents,

and decided to enter into the transaction for the tax | oss.
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Respondent points to the nenbers’ failure to research or obtain
any assurance of the availability of real estate as coll ateral
both before and after they entered into the CARDS transaction as
evi dence that the nenbers were just after the tax | oss and not
truly interested in financing a real estate investnent.

VI. Analysis

A. (bjective Analysis

We begin by anal yzing the objective profit potential of the
transaction giving rise to the clained tax loss. The transaction
giving rise to the | oss was the swap of €2,997,164 for $2, 633, 308
as part of the cross-currency swap. Country Pine Finance cl ained
a basis totaling $14,596,182 in the euro and the prom ssory note.
As a result of this inflated basis, Country Pine Finance clai ned
| osses totaling $11,962,871 when it received the $2,633,308 from
Zurich Bank as part of the cross-currency swap.

There were no third parties in this transaction. Country
Pi ne Finance, Fairlop Trading, and Zurich Bank were invol ved
specifically to enter into this CARDS transaction. Fairlop
Trading’s operating agreenent indicates that its only purpose was
the CARDS transaction, it could not enter into any other business
transactions, and it was never able to access the | oan proceeds.
The CARDS transaction consisted of prearranged steps entered into

to generate a tax loss; the | oan proceeds were never at risk and
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the transaction giving rise to the tax | oss was cashfl ow
negati ve.

None of the | oan proceeds ever left Zurich Bank’s control,
as both Fairlop Trading and Country Pine Finance used Zurich Bank
accounts. Although Country Pine Finance and the nenbers
purportedly becane liable for the | oan proceeds, the various |oan
agreenents required Fairlop Trading, the nenbers, and Country
Pine Finance to imedi ately pledge trustworthy collateral for
those | oan anmounts. The proceeds of the initial | oan from Zurich
Bank to Fairlop Trading were used to purchase prom ssory notes
from Zurich Bank that were then used to collateralize the initia
| oan. The nenbers i mredi ately pl edged the €1, 981, 671 note and
the €1, 015,493 as collateral after assum ng the |oan. Later,
Country Pine Finance imedi ately pledged the euro contri buted by
the nenbers as collateral for the loan that it now guaranteed.
After the euro were swapped for dollars as part of the cross-
currency swap, the $2,633,108 recei ved was used to purchase a
prom ssory note from Zurich Bank as collateral for that anount.
There was no chance that Zurich Bank, Fairlop Trading, or the
menbers woul d ever | ose any noney on the CARDS transaction ot her

than fees. See Am Elec. Power Co. v. United States, 326 F.3d at

743 (hol ding that in corporate-owned life insurance plan,
al t hough i ndi vidual parts of transaction represented act ual

transfers of risk anong parties, overall structure of
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transaction ensured that no risk existed for taxpayer at overal
pl an | evel).

The nmenbers knew in COctober 2001 that they would not be able
at that tinme to substitute real estate as collateral. Because
the parties knew that they would not be able to substitute real
estate as collateral and that the only collateral that woul d be
accepted by Zurich Bank w thout the bank’s inposing a haircut was
Zurich Bank prom ssory notes, the nenbers knew that they would
have to purchase Zurich Bank prom ssory notes and pl edge them as
collateral. Because the nenbers knew that they would be using
Zurich Bank prom ssory notes as collateral, they knew that they
woul d never truly be at risk for any of the | oan proceeds.

After entering into the CARDS transaction, none of the
parties ever made any additional contributions to capital or ever
attenpted to use the | oan proceeds. Once the |oans cane due, the
vari ous prom ssory notes were used to pay back the | oans. The
terms and interest rates of the currency swap and the forward
contract allowed Country Pine Finance to back out of the
transactions w thout paying any anmounts other than the fees
required as part of the transaction.

If we | ook past the predeterm ned steps, the CARDS
transaction | acks econom ¢ substance because it was cashfl ow
negati ve. Respondent’s expert Dr. Kol be testified that the CARDS

transaction had a negative net present value and rate of return
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relative to the capital invested. Both calculations indicate
that the CARDS transaction was cashfl ow negati ve.

Dr. Kol be cal cul ated the net present value and rate of
return relative to capital by reference to the anmounts Country
Pi ne Fi nance received and paid out as part of the CARDS
transaction. After taking into account fees and interest, Dr.
Kol be cal cul ated that Country Pine Finance received about €2.2
mllion on Decenber 28, 2001, and paid back €3.1 mllion on
Decenber 4, 2002. Applying the relevant cost of capital at the
time the menbers decided to enter into the transaction, 3.806
percent,” resulted in the transaction’s having a negative net
present value of €771,042. Dr. Kol be also cal cul ated that
Country Pine Finance paid nearly 36 percent interest on the |oan,
significantly higher than the rel evant cost of capital, 3.806
percent. Dr. Kol be concluded that Country Pine Finance had no
possibility of profit and that any use of the | oan proceeds woul d
create a material and unnecessary drag on that investnent.

W find this testinony accurate. Country Pine Finance paid
nore than $700,000 in order to borrow €2,997,164 for 1 year.
Those funds were then used to purchase investnents that woul d
never earn a profit. Because the restrictions inposed by Zurich

Bank neant that Country Pine Finance woul d never be able to

This figure is the EURIBOR on that date plus 50 basis
points, as required by the | oan terns.
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substitute collateral that could earn a profit, the transaction
woul d al ways be cashfl ow negative. The CARDS transaction was

al ways a | osing proposition froma nontax perspective because for
Country Pine Finance to earn a profit, Zurich Bank woul d have to
all ow the substitution of collateral that would earn nore than
the cost of the initial |oans w thout inposing any nore onerous
terms than the ones in place when the transaction was initiated.
Thi s woul d have been against Zurich Bank’s econom c interests
because it woul d have exposed Zurich Bank to increased risk

W t hout a correspondi ng econonm c benefit. See Mahoney v.

Comm ssi oner, 808 F.2d 1219, 1220 (6th Gr. 1987) (in

commodi ti es-tradi ng-based tax shelter, grant of conplete
di scretion over transaction in one party is curious in face of
al l eged risk involved and | ack of experience of taxpayers), affg.

85 T.C. 127 (1985); New Phoenix Sunrise Corp. & Subs. v.

Comm ssioner, 132 T.C. at ___ (slip op. at 33). As it was
initially structured, the CARDS transaction resulted in interest
paynments to Zurich Bank w thout the bank’s facing any econom c
ri sk because the | oans were guaranteed with Zurich Bank

prom ssory notes. Zurich Bank had no reason to allow Country

Pi ne Finance to substitute collateral because it would have
exposed the bank to increased risk without a correspondi ng
financial benefit. Although Zurich Bank coul d have adjusted the

|l oan ternms to account for this increased risk, for exanple by
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increasing the interest rate, the adjustnent in |oan terns would
have negatively affected Country Pine Finance. Country Pine
Fi nance woul d have had to either provide additional capital for
col | ateral purposes or pay higher interest on the loan. This
woul d have resulted in higher costs and an increased negative
cashf | ow.

Country Pine Finance argues that we should | ook at the CARDS
transaction as if real estate could have been substituted, but we
must | ook at the transaction that gave rise to the tax | oss. See

Am Elec. Power Co. v. United States, 326 F.3d at 744. As

respondent points out, the substitution of real estate would have
been a separate transaction fromthe one giving rise to the tax
benefit. That transaction is separate from any hypotheti cal
future swap of real estate as collateral, and any profit fromthe
real estate investnent would not be a profit fromthe CARDS
transaction. See i1d. (“Mney generated by neans of abusive tax
deducti ons can always be applied to beneficial causes, but the
eventual use of the noney thus generated is not part of the
econom c-sham analysis.”). Even if we were to find that the
CARDS transaction had a profit potential if real estate were
substituted, the clained | oss generated by the currency swap
woul d remai n.

The substitution of real estate would have created a new

transaction with new ternms. Each reset date all owed Country Pine
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Fi nance to swap collateral, but this would require Zurich Bank to
eval uate the new col |l ateral and determ ne whet her any haircut
woul d apply. Further, the parties would al so have to negoti ate
new terns, including the applicable interest rate and termuntil
t he next reset date.

Petitioner’s argunments overl ook the fact that the nenbers
entered into the transaction having reason to believe that real
estate could not be used as collateral. The possibility of real
estate as collateral was never explored before the decision to
enter into the CARDS transaction, and the record indicates that
petitioner knew in Cctober 2001 that real estate could not be
substituted. The nenbers and Country Pine Finance never received
confirmation from Zurich Bank that real estate could be
substituted. The nmenbers |ikew se did not determ ne whether rea
estate had been allowed as collateral in any of the other
Chenery-inpl enented CARDS transactions. Further, if Zurich Bank
was applying a haircut to highly stable corporate and U. S.
Treasury bonds, it is not credible that a long-termreal estate
i nvestment woul d be all owed w thout a substantial haircut that
woul d require the nenbers to contribute additional collateral or
pay substantially higher fees.

As of October 2001, before the initiation of the CARDS
transaction, petitioner knew that any potential real estate could

not be evaluated, and thus could not used as coll ateral.
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However, the nmenbers decided to forge ahead with the CARDS
transacti on even though there was no real estate investnent to
finance. The menbers entered into the CARDS transaction in 2001
in order to generate |osses that could be used to offset the gain
on the exchange of the BIG stock. Petitioner testified that the
reason the nmenbers decided to enter into the transaction in 2001
was the tax benefit even though Zurich Bank coul d not eval uate
real estate.

Further, M. MIller testified that the nenbers had hoped to
revisit the CARDS transaction in 2003 in regard to the second BIG
business |ine. The nenbers were interested in revisiting the
CARDS transaction to generate additional |losses in 2003 if the
subsequent valuation of BIG s second business |line, discussed
supra page 4, had resulted in additional paynents fromHUB to the
Bl G sharehol ders, resulting in additional gains.

Country Pine Finance and the nenbers engaged in a
transaction in order to create a tax loss. The transaction had
no profit potential and was cashfl ow negative. Even if we accept
that real estate could be substituted as collateral and that
Country Pine Finance would earn a profit on that real estate, the
artificial loss would remain. This artificial |oss would be
unrelated to the hypothetical real estate financing arrangenent.

See Coltec Indus., Inc. v. United States, 454 F.3d 1340, 1358

(Fed. Cir. 2006); see also Kornman & Associates, Inc. v. United
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States, 527 F.3d 443, 456 (5th Cir. 2008) (“The Trust

acknow edges that it only suffered a $200, 000 econonmic | 0ss in
connection with these transactions, yet it clained a $102.6

MIllion tax loss on its return.”); Cencto Investors, LLC v. United

States, 515 F.3d 749, 750-751 (7th Cr. 2008); New Phoeni X

Sunrise Corp. & Subs. v. Conmi ssioner, 132 T.C. ___ (slip op. at

33); Maguire Partners-Master Invs., LLCv. United States, 103

AFTR 2d 2009- 763, at 2009-772, 2009-1 USTC par. 50,215, at 87,444
(C.D. Cal. 2009) (“First, the clained basis is fictional, because
* * * [taxpayers] paid only $1.5 mllion and $675,000, * * * but
gai ned an increased basis of $101, 500,000 and $45, 675, 000,

respectively.”); Klamath Strategic Inv. Fund, LLC v. United

States, 472 F. Supp. 2d 885, 894 (E.D. Tex. 2007), affd. in part
and vacated in part 568 F.3d 537 (5th Gr. 2009). This is not
the case of a business decision with only two possi bl e out cones,
gain or loss, having resulted in a loss. Rather, a real estate

i nvestment would not nmake legitimate the |l oss incurred on the
CARDS transaction. Although petitioner asks us to evaluate the
transaction as if real estate could have been substituted as
collateral we nust |look at the transaction giving rise to the tax
|l oss at issue; an illegitimte |oss cannot be grafted onto a

hypot hetical legitimte transaction.



B. Subjective Analysis

The clainmed loss is also disall owed because the nenbers did
not have a nontax business purpose for entering into the CARDS
transaction. Al though the nenbers testified that the decision
was made to secure financing for future real estate investnents,
that testinony is not credible. There is substantial evidence
that the decision to enter into the CARDS transaction was solely
tax notivat ed.

The nenbers knew or had reason to know in Cctober 2001 that
real estate could not be substituted at that tinme but decided to
enter into the CARDS transaction anyway. The decision to go
ahead even without real estate as viable collateral was driven by
the desire for a tax loss. Petitioner testified that the
decision to enter into the transaction in 2001 was to take
advant age of the tax benefits. Notes taken by the nmenbers during
the Chenery presentations focused on the tax benefits, and the
menbers never researched or evaluated an investnent in rea
est ate.

The nenbers repeatedly testified that they did not read any
of the relevant docunents but only signed the signature pages.
Jan Blick, Stephen Adanms, Thomas Reitan, Edward, Janes, and David
Bur nham John Brom ey, Thomas Kol assa, John Avery, and Janes
Harvin all testified that they did not renmenber and in any event

woul d not have bothered to read any of the transaction docunents.
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Further, nost of the nenbers testified that they had no know edge
of Zurich Bank, Fairlop Trading, or CARDS in general. The
menbers’ |ack of due diligence in researching the CARDS
transaction indicates that they knew they were doi ng nothing nore
t han purchasing a tax loss and not entering into a legitimte
busi ness or financing transaction with any nontax objectives.

See Pasternak v. Conm ssioner, 990 F.2d 893, 901 (6th G r. 1993),

af fg. Donahue v. Conm ssioner, T.C Meno. 1991-181.

The nenbers’ claimto have a nontax notive for Country Pine
Fi nance’ s serving as a financing vehicle and their becom ng
jointly and severally liable for €16,613,000 in exchange for only
€2,997,640 is undercut by the fact that none of the nenbers
performed any research into the CARDS transaction, performnmed any
econom ¢ anal ysis of a possible real estate investnent, or read
any of the docunents nenorializing the transaction. The nenbers
al | had busi ness backgrounds and had owned or coowned their own
busi nesses before joining BIG |In spite of these backgrounds,
the nenbers entered into the transaction w thout bothering to
read any of the docunents they signed, even though they were
purportedly becomng liable for €16,613,000. It is not credible
that the nmenbers would voluntarily nake thenselves liable for
t hat anount w thout reading any of the nenorializing docunents.
The fact that the nmenbers never bothered to verify that rea

estate could be substituted as collateral for the | oan proceeds
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undercuts the clained reason for the CARDS transaction in the
first place.

Most of the nenbers were involved in the purchase of the 300
Country Pine Lane building by Country Pine Enterprises. Had the
menbers really been interested in financing possible real estate
pur poses, their collective business experiences should have shown
how contrived the CARDS transaction was. Wayne Sharp testified
that he entered into the CARDS transaction even though he was not
interested in financing real estate. The other nmenbers testified
in only the nost general terns that the purpose behind Country
Pi ne Finance was to finance real estate. However, none of the
menbers ever truly investigated how such financi ng woul d worKk.
The record shows that the nenbers entered into the CARDS
transaction solely for the tax loss and did not have a legitimte

busi ness purpose. Accordingly, Country Pine Finance |ikew se

fails the subjective requirenent of Rose v. Comm ssioner, 868
F.2d 851 (6th G r. 1989).

C. Concl usion

The CARDS transaction | acked econom ¢ substance and stood no
chance of earning a profit. The nenbers did not have a nontax
busi ness purpose for entering into the CARDS transacti on.

Because we find that the CARDS transaction |acked econom c
substance, it is disregarded for tax purposes and Country Pine

Fi nance’'s clained |l oss is disall owed.



To reflect the foregoing,

Deci sion will be entered

for respondent.




