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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned the follow ng defi-

ciencies in, additions under section 6651(a)(1)! to, and

IAIl section references are to the Internal Revenue Code in
effect at all relevant tines. Al Rule references are to the Tax
Court Rules of Practice and Procedure.
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accuracy-rel ated penalties under section 6662(a) on petitioners’

Federal inconme tax (tax):

Addition to Accur acy- Rel at ed
Tax Under Penal ty

Year Defi ci ency Sec. 6651(a) (1) Under Sec. 6662(a)
2003  $4, 318, 104. 00 -- $863, 620. 80
2004 749. 00 -- - -
2005 93, 009. 45 $3, 962. 45 18, 601. 89
2006 89, 040. 00 -- 17, 808. 00
2007 211, 976. 00 16, 300. 70 42, 395. 20

The issues remaining for decision are:?

(1) Dd a certain transaction in 2003 between petitioner
Jonat han S. Landow and Derivium Capital, LLC, constitute a |oan
or a sale of securities? W hold that that transaction was a
sale of securities by petitioner Jonathan S. Landow.

(2) Inthe light of our holding with respect to issue 1, are
petitioners required to recogni ze under section 1042(e) any gain
realized on the sale of securities by petitioner Jonathan S.
Landow described in that issue? W hold that they are.

(3) Inthe light of our holdings with respect to issues 1
and 2, are petitioners entitled to defer under section 1033 any
gain realized on the sale of securities by petitioner Jonathan S.

Landow described in issue 1?7 W hold that they are not.

2Qur resolution of the issues presented for petitioners’
t axabl e year 2003 in the case at docket No. 15506-09 resolves the
i ssues presented for their taxable years 2005, 2006, and 2007 in
the case at docket No. 20206-09. Petitioners concede the defi-
ciency for their taxable year 2004, which is not related to the
i ssues presented here.
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FI NDI NGS OF FACT

All of the facts in these cases, which the parties submtted
under Rule 122, have been stipulated by the parties and are so
found. 3

Petitioners resided in New York at the tinme they filed the
petitions in these cases.

In 1994, petitioner Jonathan S. Landow (M. Landow) orga-
ni zed New York Medical, Inc. (NY Medical), under the |aws of
Del aware. M. Landow has devel oped NY Medical into a successful
provi der of nedical services.

Around early 2000, M. Landow was considering diversifying
hi s personal assets and sinmul taneously rewardi ng enpl oyees of NY
Medi cal through the establishnment of an enpl oyee stock ownership
plan (ESOP). In May 2000, M. Landow contacted Irwin Selinger of
Corporate Solutions Goup, LLC (CSG, an affiliate of Anerican
Express Corporate Services, to assist himin establishing an ESOP
for NY Medical. Around July 25, 2000, NY Medical and CSG exe-
cuted an agreenent (ESOP advisory agreenent) pursuant to which
CSG was to provide certain services to NY Medical, including
establishing and inplenenting an ESOP, financing that ESOP s

purchase of certain stock of NY Medical from M. Landow, and

3The parties reserved objections based on rel evancy to
certain of the stipulated facts. W need not and shall not
address those respective objections. That is because we have not
relied on any of the facts to which the parties reserved those
objections in resolving the issues presented.
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aiding M. Landow to defer under section 1042 any gain that he
realized on his sale of that stock. On a date not established by
t he record, NY Medical established the New York Medical, Inc.,
Enpl oyee Stock Omnership Trust (NY Medical ESOP) that was to be
effective on January 1, 2000.

At a tinme not established by the record between July and
Novenber 2000, NY Medical and M. Landow decided to engage in a
so-call ed seller-financed ESOP transaction with | everaged quali -
fied replacenent property (QRP), as defined in section 1042.
After that decision and pursuant to the ESOP advi sory agreenent,
CSG solicited on behalf of NY Medical certain information from
various financial institutions regarding the terns on which those
financial institutions would | end NY Medical the funds necessary
to purchase certain stock of that conmpany from M. Landow. At a
time not established by the record, NY Medical decided to obtain
financing for that purchase from G tibank, N A (Ctibank).

On Novenber 30, 2000, NY Medical, M. Landow, and Citi bank
executed a letter agreenent (Citibank |etter agreenent), and NY
Medi cal executed a demand note (Ci tibank demand note) payable to
Citibank. Pursuant to that letter agreenent, Ctibank agreed to
l end NY Medical $15 million, which was the anpunt payabl e under
that demand note. The Citibank |etter agreenent provided in
pertinent part:

As a condition to our [Citibank] making funds
available to NY Med[ical], NY Med[ical] shall use the
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proceeds to i medi ately make a $15, 000, 000 | oan to the
ESOT [the NY Medical ESOP] (the “ESOT Loan”). The ESOT
shal |l use the proceeds of the ESOT Loan to purchase the
stock of NY Med[ical] from Landow. Landow shall use
the proceeds of the sale of the stock to nake a loan to
NY Med[ical] (the “Sub Loan”). NY Med[ical] shall use
the proceeds of the Sub Loan to repay our advance [ of
$15 mllion] under the Note. The proceeds shall be
advanced to each party under the Bl ocked Account Agree-
mentsi¥ referred to above. This letter shall serve as
an instruction letter fromeach party to us to advance
the funds from each of the Bl ocked Accounts to fund the
ESOTl Loan, the Stock purchase and the Sub Loan. NY
Med[ical] hereby instructs us to debit the Bl ocked
Account mai ntai ned on behalf of NY Med[ical] and apply
the amounts therein to repay the advance under the

Not e.

“On Nov. 30, 2000, NY Medical, the NY Medical ESOP, and M.
Landow separately executed respective docunents, each of which
was titled “BLOCKED ACCOUNT AGREEMENT” (bl ocked account agree-
ment). Each of those bl ocked account agreenents contai ned
materially identical provisions. The blocked account agreenent
that M. Landow executed provided in pertinent part:

2. The Custoner [M. Landow] has opened the
Pl edged Account and will cause to be deposited therein
and will maintain therein cash fromtine to tine. The
Cust omrer hereby pledges to the Bank, and grants to the
Bank a lien, nortgage and security interest in, al
cash or other assets deposited fromtine to tine in the
Pl edged Account. At any tine anounts are due and
payable to the Bank with respect to the obligations of
the Custoner to the Bank, including the obligations
under Custoner’s guaranty of the $15, 000, 000 Demand
Not e of the New York Medical, Inc. to the Bank dated as
of the date hereof (the “Obligations”), whether prior
to or during the occurrence of a default or Event of
Default and whet her or not Bank has nade any demand or
the Obligations have matured, the Bank may, at its
di scretion, may [sic] appropriate and apply the funds
in the Pledged Account to the paynent of the bliga-
tions. The Bank shall have sol e dom nion and control
over the Pledged Account. * * *
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Pursuant to the G tibank |letter agreenent, on Novenber 30,
2000, (1) CGitibank Ilent NY Medical $15 million, (2) NY Medical
used the proceeds of that loan in order to |l end the NY Mdi cal
ESOP $15 million, (3) the NY Medical ESCOP used those proceeds to
purchase from M. Landow 450, 000 shares of NY Medical’s stock for
$15 mllion, (4) M. Landow used those proceeds to | end NY
Medical $15 million, and (5) NY Medical used the proceeds of that
loan to pay G tibank $15 mllion in full satisfaction of its
obligation under the G tibank demand note. After the above-
described transactions were effected, M. Landow (1) did not
retain any cash fromhis sale of certain stock of NY Medical to
the NY Medical ESOP and (2) held a note of NY Medical in the
amount of $15 million evidencing his | oan to that conpany.

After the sale of certain of M. Landow s stock of NY
Medical to the NY Medical ESOP, M. Landow sought to purchase
certain QRP in order to defer under section 1042 recognition of
any gain that he had realized on the sale of that stock. Be-
cause, as discussed above, M. Landow did not retain any cash
fromhis sale of certain stock of NY Medical to the NY Medica
ESOP, he was unable to buy that QRP wi t hout borrow ng the funds
to do so. Citibank offered to extend M. Landow a line of credit
not exceeding $12 nmillion in order to facilitate M. Landow s

purchase of certain QRP
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On Novenber 1, 2000, NY Medical, M. Landow, and Cti bank
executed a docunent titled “REVOLVING CREDI T NOTE (Ml tiple
Advances)” (revolving credit note). Pursuant to that note,
Ctibank nade available to M. Landow a |ine of credit not
exceeding $12 mllion (Ctibank Iine of credit), which was a
recourse | oan and on which M. Landow was all owed to draw during
t he peri od Novenber 1, 2000, to Cctober 31, 2001. Pursuant to
the revolving credit note, in the event of M. Landow s default
under that note Citibank retained “all of the rights and renedi es
provided to it (i) under the Loan Docunents, (ii) under applica-
ble laws, and (iii) as a secured party by the Uniform Comrerci al
Code in effect in New York State at that tinme.” The revolving
credit note also required M. Landow to nmaintain a m ni num net
worth of not |less than $30 million.

The revolving credit note permtted M. Landow to choose at
the tinme he drew against the line of credit thereunder one of two
alternative nethods of calculating interest: (1) An interest
rate that was one percentage point greater than the LIBOR rate as

defined in that note® or (2) an interest rate that was one and

°The revolving credit note defined the term“LIBOR rate” as
the interest rate that Ctibank’s London office offered to prine
banks in the London interbank narket.
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one-hal f percentage points |less than the base rate as defined in
that note.®

On Novenber 1, 2000, M. Landow executed a docunent titled
“CGeneral Hypothecation Agreenent” (hypothecation agreenent).
Pursuant to that agreenent, M. Landow pl edged as security for
the Gtibank line of credit certain rights to the QRP that he
intended to purchase with the | oan proceeds that he borrowed
against that line of credit. |In this regard, the hypothecation
agreenent provided in pertinent part:

|. That, as security for all indebtedness and
other liabilities of the undersigned [M. Landow] * * *
pursuant to the Revolving Credit Note dated the date
hereof * * * (the “Note”), together with all obliga-
tions of the undersigned hereunder or under any other
docunent or agreenent executed and delivered by the
undersi gned in connection with the Note and this Agree-
ment (the “Ooligations”), the Lender [Citibank] shal
have and is hereby given a lien upon and a security
interest in any and all property in which the under-
signed at any tinme has rights and which at any tine has
been delivered, transferred, pledged, nortgaged or
assigned to, or deposited in or credited to an account
with, the Lender, or any third party(ies) acting inits
behal f or designated by it, including, but not limted
to, Pledged Collateral (as herein defined)[™ contained

5The revolving credit note defined the term “base rate” as
the interest rate that Ctibank periodically published as its
base rate.

"The hypot hecati on agreenment defined the term “Pl edged
Coll ateral” to mean:

The undersigned [M. Landow] w Il maintain at all tines

in the Pledged Account assets acceptable to the Lender

[Ctibank], consisting of Eligible Floating Rate Notes,

Eligible CP [commercial paper] and ot her marketable

securities, cash and cash equivalents. Such Eligible
(conti nued. ..
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in the Pledged Account (as herein defined),!® or other-
Wi se at any tinme is in the possession or under the
control or recorded on the books of or has been trans-
ferred to the Lender, or any third party(ies) acting in
its behalf or designated by it, whether expressly as
collateral or for safekeeping or for any other or
different purpose, * * * and in any and all property in
whi ch the undersigned at any tinme has rights and in
which at any tine a security interest has been trans-
ferred to the Lender. Stock dividends and the distri-
buti ons on account of any stock or other securities
subject to the terns and provisions hereof, including
FRN I nterest (as herein defined)!® shall be deened an
increment thereto and if not received directly by the
Lender shall be delivered immrediately to it by the
undersigned in formfor transfer.

* * * * * * *

1. That, in addition to its rights and inter-
ests as herein set forth, the Lender may, at its option
at any tinme(s) follow ng the occurrence of an Event of
Default and wth notice to the undersigned, appropriate
and apply to the paynent or reduction, either in whole
or in part, of the anpbunt owi ng on any one or nore of
the Obligations, whether or not then due, any and al
nmoneys now or hereafter with the Lender, any affiliate
of the Lender or any third party acting in its behalf

(...continued)

Fl oating Rate Notes, Eligible CP and other marketable
securities, cash and cash equival ents, and any addi -
tional securities, cash and cash equival ents pledged to
the Lender fromtinme to tine and deposited in the

Pl edged Account, together with any income and distri bu-
tions in connection with the securities and any pro-
ceeds thereof deposited in the Pl edged Account, as to
whi ch the Lender has a perfected first position secu-
rity interest * * *

8The hypot hecati on agreenent defined the term “Pl edged
Account” to nmean “Account No. * * * in the nanme of the under-
signed [ M. Landow] nmaintained by Ctibank, N A"

The hypot hecati on agreenent defined the term“FRN Interest”
to mean “All interest paid in respect of Eligible Floating Rate
Notes and Eligible CP [comrercial paper]”.
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or designated by it, on deposit or otherwise to the
credit of or belonging to the undersigned, it being
under st ood and agreed that the Lender shall not be
obligated to assert or enforce any rights, liens or
security interests hereunder or to take any action in
reference thereto, and that the Lender may in its
discretion at any time(s) relinquish its rights as to
particul ar property or in any instance w thout thereby
affecting or invalidating its rights hereunder as to
any ot her property hereinbefore referred to or in any
simlar or other circunstance.

* * * * * * *

VII. That the Lender may, at its option and
wi thout obligation to do so, transfer to or register in
the nane of its nom nee(s), including any “clearing
corporation” or “custodi an bank” as defined in the
Uni form Commercial Code in effect in New York State and
any nom nee(s) thereof, all or any part of the afore-
mentioned property and it may do so before or after the
maturity of any of the Cbligations and with or w thout
notice to the undersigned.

VIIl. That the Lender nay assign or otherw se
transfer all or any of the Cbligations, and may deliver
all or any of the property to the transferee(s), who
shal | thereupon becone vested with all the powers and
rights in respect thereof given to the Lender herein or
otherwi se and the Lender shall thereafter be forever
relieved and fully discharged fromany liability or
responsibility wwth respect thereto, all w thout preju-
dice to the retention by the Lender of all rights and
powers not so transferred. Furthernore that the Lender
may, in connection with any such assignnent, transfer
or delivery, disclose to the assignee or transferee or
proposed assi gnee or proposed transferee any i nform-
tion relating to the undersigned furnished to the
Lender by or on behalf of the undersigned, provided,
that, prior to any such disclosure, the assignee or
transferee or proposed assi gnee or proposed transferee
shall agree to preserve the confidentiality of any
confidential information related to the undersigned
received by it fromthe Lender.

* * * * * * *
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XV. That the follow ng additional ternms and
conditions are as set forth bel ow

* * * * * * *

(g0 Mninmum Collateral Value. The undersigned
shall conply with the followi ng m ninmumcollatera
val ue requirenents.

* * * * * * *

(tit) If at any tinme the undersigned has not
satisfied the obligation to deposit additional Pledged
Coll ateral or repay the onligations as required in the
event of an FRN Facility Margin Call, such occurrence
shal |l be deened an Event of Default, and the Lender
shall have the imediate right, w thout notice or other
action * * * to exercise any or all of the renedies
avai l able to the Lender under this Agreenment or other-
wi se, including the right to imediately sell the
Pl edged Col | ateral.

On Novenber 1, 2000, NY Medical executed a docunment titled
“GENERAL SECURI TY AGREEMENT”. Pursuant to that agreenment, NY
Medi cal granted to Citibank a security interest in all of NY
Medi cal s assets as collateral for its obligations under the
revolving credit note.

Bet ween Novenber 2, 2000, and Novenber 29, 2001, M. Landow
purchased as QRP the following floating rate notes (FRNs)® at a

total cost of $15 mlli on:

A floating rate note is a debt instrunent with a variable
interest rate that is determ ned on the basis of a certain
benchmark (e.g., the yield for U S Treasury bills). The inter-
est rate on an FRN is adjusted periodically to reflect any
changes in the rel evant benchmark.
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Dat e of Pri nci pal Dat e of
Pur chase Anount | ssuer Maturity
11/ 2/ 2000 $3,094,000 Proctor & Ganble 8/ 15/ 2050
11/ 2/ 2000 3,000,000 E.I. Dupont 12/ 27/ 2039
6/ 20/ 2001 3,000,000 Merck & Co. 12/ 27/ 2040
9/ 17/ 2001 3,000,000 United Parcel Service 6/ 21/ 2051
11/ 13/ 2001 1,500,000 M nnesota M ning 12/ 21/ 2041
11/ 29/ 2001 1, 156,000 M nnesota M ni ng 12/ 21/ 2041
11/ 29/ 2001 250,000 E.I. Dupont 10/ 9/ 2041

(We shall refer collectively to the FRNs that M. Landow pur -

chased between Novenber 2, 2000, and Novenber 29, 2001, as the
FRN portfolio.)
During Decenber 2001, M. Landow received proposals from

certain financial institutions, including Ctibank and J.P.

Morgan Chase, in which those institutions proposed to nake
avai lable to M. Landow a line of credit not exceeding $13.5
mllion.

On February 11,

2002, M. Landow and petitioner Tracy A

Landow (Ms. Landow) executed the follow ng docunents that anmended
the revolving credit note and the hypothecation agreenent: (1) A
docunent titled “Anended and Restated REVOLVI NG CREDI T NOTE
(Mul'tiple Advances)” (anended revolving credit note) and (2) a
docunent titled “Amended and Restated General Hypothecation
Agreenent” (anmended hypot hecati on agreenent).

The amended revolving credit note anmended the revol ving
credit note by (1) increasing to $13.5 mllion the line of credit

that Ctibank was to make available to M. Landow (G ti bank
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increased line of credit), (2) substituting Ms. Landow for NY
Medi cal as a borrower under that note, and (3) reducing to $15
mllion the mninumnet worth that petitioners were to maintain.
In all other material respects, the anended revolving credit note
was identical to the revolving credit note.

The anended hypot hecati on agreenent did not nake any nate-
rial amendnents to the portions of the hypothecati on agreenent
guot ed above. The only anendnents that the anended hypot hecati on
agreenent nmade to the terns of that hypothecati on agreenent were
to (1) increase to $13.5 mllion the line of credit that G tibank
was to nmake available to M. Landow, (2) add reference to M.
Landow as a borrower on the anended revol ving credit note, and
(3) delete fromthe definition of the term“Pledged Coll ateral”
the references in the hypothecation agreenent to “Eligible CP’
(We shall refer to the transactions by which G tibank extended
the Gtibank line of credit and the Ctibank increased |ine of
credit, M. Landow drew upon those lines of credit to purchase
the FRNs, and he pledged as collateral those FRNs as the G tibank
transaction.)

As of Decenber 31, 2002, the end of petitioners’ taxable
year 2002, M. Landow net the requirenents of section 1042 with
respect to his sale of certain stock of NY Medical to the NY
Medi cal ESOP. As a result, M. Landow was not required to

recogni ze any of the gain that he realized on that sale.
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In proposing a line of credit to M. Landow, Citibank
informed himthat the use of FRNs as OQRP woul d achieve a result
known as “zero-cost borrow ng”, ! which was M. Landow s obj ec-
tive. However, Ctibank failed to provide such zero-cost borrow
ing during 2001 and 2002. As a result, M. Landow did not neet
hi s objective of zero-cost borrowing and therefore M. Landow
retai ned CSG on June 12, 2002, in order to assist himin negoti-
ating with a different | ender a new | oan of $13.5 mllion that
woul d replace the Citibank increased line of credit.

From June to August 2002, M. Landow negotiated with Mrgan
Stanl ey Dean Wtter & Co. (Mdirgan Stanley) regarding that com
pany’s refinancing the G tibank increased line of credit. On
June 17, 2002, Morgan Stanley sent M. Landow a letter in which
it proposed providing himwith a so-called margin | oan of $13.5
mllion at an interest rate equal to the three-nonth London
interbank offered rate plus 35 basis points.'? In that letter,
Morgan Stanley also indicated that, as security for such a | oan,
it would require M. Landow to deposit with Mrgan Stanley not

only the FRN portfolio but also $5 mllion of additional assets.

11Zer o- cost borrow ng was possible, according to Ctibank,
because the interest that M. Landow earned on the FRNs woul d
entirely offset the periodic interest that G tibank charged on
any line of credit that it nmade available to him

12A basis point is equal to 0.01 percent.



- 15 -

On July 10, 2002, Morgan Stanley sent M. Landow a second
letter in which it changed to its so-called cost-of-funds index
rate the interest rate that it would set for any margin | oan that
it agreed to nake to him?¥® 1In that letter, Mdrgan Stanley al so
proposed charging M. Landow a nanagenent fee of 1.25 percent of
the $5 million of assets that that conpany required as additional
security for any $13.5 million margin loan that it nade to him

Around August 2002, CSG informed M. Landow about Deri vi um
Capital, LLC (Derivium. Sonetinme later in 2002, M. Landow
conducted certain research into Deriviumand its founder, Charles
Cathcart (M. Cathcart). As part of that research, M. Landow
read nunerous articles and other materials about Derivium and
M. Cathcart as well as certain marketing materials that Derivium
had prepared. |In addition, M. Landow engaged certain i ndepend-
ent financial advisors and |legal advisors to assist himin
eval uating Deriviumand any transactions that it m ght propose to
hi m

On August 19, 2002, Derivium prepared a separate docunent

titled “ESOP QRP LOAN- -1 NDI CATI VE FRN LOAN TERM SHEET” ( proposed

BMorgan Stanley’s cost-of-funds i ndex rate was cal cul at ed
by using certain short-terminterest rate indices.
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| oan term sheet)! with respect to each of M. Landow s FRNs.
In each of those docunents, Deriviumproposed to |l end M. Landow
on a nonrecourse basis 90 percent of the face value of the FRN to
whi ch the docunent pertained at a net interest rate cal cul ated by
reference to either the one-nonth London interbank offered rate
or the three-nonth London interbank offered rate and taking into
account interest paid on that FRN. Each of the proposed | oan
term sheets proposed prohibiting (1) Deriviumfromcalling before
maturity the loan to which each such sheet pertained unless M.
Landow was in default on that |oan and (2) M. Landow from
prepayi ng before maturity the principal of that |oan. The
respective proposed |loan termsheets set forth the terns of the
proposed | oans as ranging from27 to 38 years and required annual

net interest paynents on those loans (i.e., the respective

¥“Qur use of terns like “loan”, “lend”, “collateral”, “bor-
row, “maturity”, and “interest” when describing the proposed
transaction and the actual transaction between M. Landow and
Deriviumis for convenience only. Qur use of any such terns is
not intended to inply, and does not inply, that the transaction
at issue between M. Landow and Deriviumconstitutes a | oan for
t ax purposes.

Al t hough we have found that M. Landow purchased seven
FRNs, he purchased on different dates in Novenber 2001 two FRNs
i ssued by M nnesota Mning, both with maturity dates of Dec. 21
2041. In making its proposals to M. Landow, Deriviumtreated
and referred to those two FRNs as one FRN, and for conveni ence we
shall refer to those two FRNs as one FRN. As discussed bel ow,
Deri vi um proposed to nake only one loan to M. Landow with
respect to the two FRNs issued by M nnesota M ning and separate
| oans with respect to the remaining five FRNs that M. Landow
purchased, or a total of six |oans.
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anmounts, if any, that M. Landow was to pay after taking into
account the respective interest paynents under the FRNs) that
ranged from $1, 207.50 to $15, 098. 72 dependi ng on the respective
face val ues of the FRNs.

On August 29, 2002, Deriviumsent M. Landow certain infor-
mation with respect to the | oans that Derivium proposed to make
to him (proposed Derivium]loans), including a docunent titled
“MASTER AGREEMENT TO PROVI DE FI NANCI NG AND CUSTODI AL SERVI CES’
and a separate schedule A with respect to each of his FRNs. Each
of those schedul es contained information that was materially
identical to the information contained in the respective proposed
| oan term sheets that Deriviumhad prepared with respect to those
FRNSs.

On Septenber 20, 2002, Deriviumsent M. Landow certain
sanpl e docunents, including sanple docunents titled (1) “MASTER
AGREEMENT TO PROVI DE FI NANCI NG AND CUSTODI AL SERVI CES’,

(2) “SCHEDULE A-1 PROPERTY DESCRI PTI ON AND LOAN TERMS', and
(3) “SCHEDULE D DI SCLOSURE ACKNOW.EDGEMENT AND BROKER/ BANK
| NDEMNI FI CATI ON' .

From Septenber 23 to 26, 2002, Deriviumsent M. Landow
revi sed versions of certain of the docunents that it had sent to
hi m on August 29, 2002. Those revised versions of those docu-
ments did not materially differ fromthe docunents that Derivium

had sent to M. Landow on August 29, 2002.
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At M. Landow s request, around January 16, 2003, Derivium
sent himrevised versions of respective schedules A nunbered A-1
through A-6, with respect to the six loans for which his FRNs
were to serve as collateral (revised proposed schedul es A).1®
Each of those schedul es provided that M. Landow was permtted to
pay before maturity the principal of the loan to which each such
schedul e pertained but only under [imted conditions.

On a date not disclosed by the record between January 16 and
March 7, 2003, M. Landow requested from Derivium additional
revisions to certain of the docunents that Derivium had sent to
himw th respect to the proposed Deriviumloans. On March 7,
2003, M. Cathcart sent to M. Landow a letter responding to that
request. That letter stated in pertinent part:

To address the concern about what woul d happen in a

bankruptcy setting, we have the follow ng suggested
| anguage that we have added i n another case: “DC and

®The respective revi sed proposed schedul es A nunbered A-1
through A-6, pertained to the respective |oans for which the
followng FRNs were to serve as collateral:

Schedul e No. FRN
A1 E.|. Dupont maturing 10/9/2041
A-2 United Parcel Service maturing 6/21/2051
A-3 E.|. Dupont maturing 12/27/2039
A-4 Merck & Co. maturing 12/27/2040
A-5 M nnesota M ning maturing 12/21/2041
A- 6 Proctor & Ganble maturing 8/ 15/ 2050

"The record does not contain any letter or other communica-
tion by which M. Landow requested certain revisions to certain
of the docunents that Deriviumhad sent him
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t he Lender acknow edge that the Collateral is the asset

of the Cient and is not subject to the clains of any

creditors of DC or the Lender.” Please let us know if

t hat woul d acconplish the intended need.

For the pre-paynent provision, the Lender can agree to

pre-paynent at five-year w ndows, w th one-year advance

notice and a penalty of 6.0% Please |let us know if

t hat acconplishes the need in that area.

Around April 9, 2003, M. Landow executed the follow ng
docunments with respect to the proposed Deriviumloans: (1) A
docunent titled “MASTER AGREEMENT TO PROVI DE FI NANCI NG AND
CUSTODI AL SERVI CES’ (Derivium master agreenent), (2) respective
schedul es A, nunbered A-1 through A-6, with respect to the six
| oans for which his FRNs were to serve as collateral titled “FRN
PROPERTY DESCRI PTI ON AND LOAN TERMS" (Derivium schedules A), 18
and (3) a docunent titled “SCHEDULE D FRN DI SCLOSURE ACKNOW.EDGE-
MENT AND BROKER/ BANK | NDEMNI FI CATI ON' (Deri vium schedul e D). 1°
(We shall refer collectively to the Derivium naster agreenent,
the Derivium schedules A, and the Deriviumschedule D as the
Derivium transaction docunents.) The Derivium nmaster agreenent

and the Derivium schedul es A were al so executed by Derivium and

Bancroft Ventures Ltd. (Bancroft), a conmpany which was |ocated in

8Each of the Deriviumschedul es A nunbered A-1 through A-
6, pertained to the sane | oan and FRN as the revised proposed
schedule A with the sane nunber. See supra note 16.

At no time before Apr. 9, 2003, the date on which M.
Landow and Deriviumentered into the transaction at issue, did
Deriviumrequest or require that M. Landow conplete a | oan
application or that he provide any personal financial inform-
tion.
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the Isle of Man and which was the entity that served as the
| ender under the Deriviumtransaction.
The Derivium master agreenment provided in pertinent part:

This Agreenent is made for the purpose of engagi ng DC
[Derivium to provide or arrange financing(s) and to
provi de custodial services to the Cient [M. Landow,
Wth respect to certain properties and assets (“Proper-
ties”) to be pledged as security, the details of which
financing and Properties are to be set out in loan term
sheets and attached hereto as Schedul e(s) A (“Sched-
ule(s) A").

* * * * * * *

3. FUNDI NG OF LOAN

The contenpl ated Loan(s) will be funded according
to the terns identified in one or nore term
sheets, which will be | abeled as Schedule A, indi-
vidual |y nunbered and signed by both parties, and,
on signing, considered a part of and nerged into
this Master Agreenent. The Cient understands
that by transferring securities as collateral to
DC and under the terns of the Agreenent, the di -
ent gives DC and/or its assigns, the right, wth-
out requirenent of notice to or consent of the
Client, to assign, transfer, pledge, repledge,
hypot hecat e, rehypothecate, |end, encunber, short
sell, and/or sell outright some or all of the
securities during the period covered by the |oan.
The dient understands that DC and/or its assigns
have the right to receive and retain the benefits
fromany such transactions and that the Cient is
not entitled to these benefits during the term of
a loan. The Client agrees to assist the rel evant
entities in conpleting all requisite docunents
that nay be necessary to acconplish such trans-
fers.

4. RETURN OF CLI ENT COLLATERAL

DC agrees to return, at the end of the |oan term
the sane collateral (or cash equivalent if the
Client’s collateral securities have reached their
maturity date or the collateral has been called by
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the issuer), as set out and defined in Schedul e(s)
A attached hereto, upon the Cient satisfying in
full all outstanding | oan bal ances, including al
out standi ng net interest paynents due, if any,
and/or all late paynent penalties due, if any.

5. REGQ STRATI ON AND SUBCUSTODI ANS

DC may place the Client Assets i) wth any dones-
tic or foreign depository or clearing corporation
or systemthat provides handling, clearing or

saf ekeeping services; ii) wth the issuer of a
security in non-certificate form iii) wth any
donmestic or foreign bank or depository as
subcustodi an; and DC will pay the fees and ex-
penses of the foregoing entities.

Each of the Deriviumschedules A provided in pertinent part:

3. Ant i ci pat ed
Loan Amount: 90% of the face value * * *

4. Interest Rate: Loan interest rate (LIR) wll be
indexed to [1 or] 3 nonth [as the
case nmay be] $US LIBOR (“LIBOR")

* * %
5. | nt er est Interest on the collateral wll be
Paynent s: recei ved by the Lender and applied

agai nst interest due on the Loan,
with the result that net interest
due per dollar on the Loan wll be
determ ned by the * * * Annual Net
Interest Rate Fornmula * * * The

* * * formula reduces to the Annual
Net Interest Paynent/Loan Anmount.

* * %

6. Lat e Paynent Alate fee of 5% of the Quarterly
Penal ty: Net Interest Paynment due wll be
assessed for any Net Interest Pay-
ment past due by 30 days or nore
and wil| be payable within 60 days
of the Net Interest Paynent due
dat e.
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7. Def aul t: Borrower will be considered in
default if any Quarterly Net Inter-
est Paynment or |ate paynent penalty
is past due by 90 days or nore.

* * * * * * *

10. Prepaynent: Except as provided for in Paragraph
14, prepaynent of the Loan can be
made on any date which is a five-
year anniversary date of this Loan,
provided DC is noticed of this
el ection at | east one year prior to
a five-year anniversary date and a
pre-paynent fee of 6.0% of the Loan
anount has been paid to DC or the
Lender at the tine of said el ec-
tion.

11. Margin
Requi renment : None, beyond initial collateral.

12. Non-Call able: Loan cannot be called by Lender
before maturity as | ong as Borrower
is not considered in Default. |If
Borrower is in Default, the Loan
may be called by Lender at Lender’s
di scretion.

13. Non-Recourse: Non-recourse to Borrower, recourse
agai nst the Collateral only.

14. Creditor DC and the Lender acknow edge t hat
c ai ns: the Collateral is the asset of the

Client and is not subject to the
clains of any creditors of DC or
the Lender. Should any creditor of
DC or the Lender contest the owner-
ship of the Collateral in any court
or simlar proceeding, DC shal
provi de i nmedi ate notice to the
Client and dient shall have the
right to prepay the Loan (w t hout
any fee) and recover the Coll ateral
provi ded that the benefit of any
transaction entered into by DC or
the Lender shall be held by the
Client for DC s or the Lender’s
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benefit and such benefit shall be
the only conpensation due to DC or
t he Lender.

The respective Derivium schedules A al so provided as foll ows:

Annual Net
Loan Term | nt er est

Schedul e No. (in years) Paynment Due
A-1 28 $921. 25

A-2 28 9, 480. 00

A-3 36 11, 055. 00

A-4 37 9, 480. 00

A-5 38 9, 322.56

A-6 27 11, 556. 09

The Derivium schedule D provided in pertinent part:

The dient understands that by transferring securities
as collateral to DC and under the terns of the Agree-
ment, the Client gives DC the right, without notice to
the dient, to transfer, pledge, repledge, hypothecate,
rehypot hecate, lend, short sell, and/or sell outright
sonme or all of the securities during the period covered
by the loan. The Cient understands that DC has the
right to receive and retain the benefits fromany such
transactions and that the Cient is not entitled to

t hese benefits during the termof a loan. On repaynent
of aloan in full by the Cient, including all out-
standi ng net interest paynents due, if any, and/or al

| at e paynent paynent [sic] penalties due, if any, DC
has the obligation to return to the Cdient the sane
collateral (or cash equivalent if the dient’s collat-
eral securities have reached their maturity date or the
coll ateral has been called by the issuer), as set out
and defined in Schedul e(s) A attached hereto.

None of the Deriviumtransaction docunents required M.
Landow t o nmake any paynents against the principal of the |oans
before maturity of those | oans.

On April 14, 2003, Deriviumexecuted a docunent titled

“LETTER OF AGREEMENT” as a supplenent to the Deriviumtransaction
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docunents (Deriviumletter agreenent). That agreenent provided
that Bancroft was to make certain paynents and credits to M.
Landow to conpensate himfor (1) the accrued interest on each of
his FRNs that remained unpaid on the date of the closing of each
of the loans that Bancroft nade to himand (2) the interest that
Wachovi a Securities (Wachovia) was to charge himon certain
mar gi n debt associated with the FRN portfolio between the tine
that he transferred fromC tibank to Wachovia that portfolio and
that margin debt and the tinme that he transferred to Bancroft’s
account with Wachovia that portfolio and that margin debt.
Pursuant to the Deriviumletter agreenent, on My 5, 2003,
Bancroft sent M. Landow a check in the anmnount of $4,846.41 as
conpensation for the interest that Wachovia charged him

On April 14, 2003, M. Landow sent Wachovia a letter in
whi ch he gave it instructions with respect to his FRN portfolio
and certain transactions that he anticipated undertaking. That
letter stated in pertinent part:

Landow wi | | deposit into the Account [a certain account

that M. Landow nai ntai ned at Wachovia] on April 16,

2003 the floating rate notes (“FRNs”) described bel ow

[the FRN portfolio] * * *

Si mul taneously with the recei pt of an aggregate of
$13.5 mllion * * * hereinafter defined as “Total Loan
Proceeds Due” from Bancroft Ventures Limted
(“Bancroft”), you are irrevocably authorized and uncon-
ditionally instructed to transfer and deliver (in
essence, a delivery vs. paynent transaction) the above-

described FRNs [the FRN portfolio] fromthe Account to
Bancroft * * *
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Pursuant to the Deriviumloan docunents, on April 15, 2003,
M. Landow instructed G tibank to transfer the FRN portfolio from
a certain account that he maintained at Citibank to a certain
account that he maintained at Wachovia. Around the sane date,
Citibank conplied with those instructions and transferred the FRN
portfolio to Wachovi a.

On April 21, 2003, M. Landow executed certain docunents
aut hori zing Wachovia to transfer each of M. Landow s FRNs from
hi s account at Wachovia to a certain account that Bancroft
mai nt ai ned at Wachovia. On the sanme date, Bancroft sold each of
t hose FRNs.2° Bancroft realized net sales proceeds of
$14, 257, 180.88 fromthe sale of the FRN portfolio. At the tine
Bancroft sold the FRN portfolio, M. Landow was not aware of that
sal e and did not become aware that Bancroft had sold the FRN
portfolio until sone tinme after 2003.

On April 22, 2003, Deriviumsent M. Landow a facsimle. 1In
that facsimle, Deriviuminformed M. Landow (1) that Bancroft
had conpl eted certain “hedging transactions” with respect to the
FRN portfolio, (2) that the total of the six |oans that Bancroft
was to make to himwas $13.5 million, and (3) that those | oans
were to close and the proceeds were to be transferred to M.

Landow on April 24, 2003.

2Bancroft’s sale of each of the FRNs was to settle on Apr.
24, 2003.



- 26 -

On April 24, 2003, Bancroft transferred to M. Landow $13.5
mllion. (We shall refer collectively to the transactions in
whi ch M. Landow transferred the FRN portfolio to Bancroft and
Bancroft transferred to M. Landow $13.5 million in cash as the
Deriviumtransaction.) On the sane date, Deriviumsent M.
Landow a facsimle in which it informed himthat each of the six
| oans had cl osed and that the proceeds of those | oans totaling
$13.5 mllion had been transferred to his account at Wachovi a.
On April 24, 2003, Deriviumsent M. Landow a second facsimle.
Deriviumincluded with that facsimle two docunents titled
“VALUATI ON CONFI RVATI ON' and “ACTI VITY CONFI RVATI ON' (activity
confirmati on docunents), respectively, wth respect to each of
the FRNs that Bancroft had sold on April 21, 2003. The respec-
tive activity confirmation docunents listed the principal anounts
of the six loans and the total value of the collateral (i.e., the
FRNs) transferred to Bancroft with respect to those | oans.

After the Deriviumtransaction was effected, M. Landow used
a portion of the proceeds that he received as part of that
transaction to repay the outstandi ng bal ance on the G tibank
increased line of credit of $13.5 mllion.

From around July 2003 through around April 2005, Bancroft
sent M. Landow the following with respect to each of the six
| oans that it nmade pursuant to the Deriviumtransacti on docu-

ments: (1) Quarterly account statenents reflecting the interest
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accrued on the loan, any credits arising frominterest accrued on
the FRN that served as collateral for the |oan, and the net
amount of interest due from M. Landow for each of the cal endar
quarters ended June 30 and Septenber 30, 2003, March 31, June 30,
Sept enber 30, and Decenber 31, 2004, and March 31, 2005 and

(2) yearend account statenents reflecting interest paynents that
M . Landow nmade during each of the cal endar years 2003 and 2004.
From around Cct ober 2003 through August 2005, M. Landow paid
Bancroft for each cal endar quarter for which he received an
account statenent, except the quarter ended June 30, 2003, 2! net
interest of $12,953.72.

At a tinme during 2004 not established by the record, peti-
tioners filed Form 1040, U.S. Individual Income Tax Return (Form
1040), for their taxable year 2003 (2003 joint return). In that
return, petitioners claimed, inter alia, a deduction of $167, 159
for investnment interest paid, including investnent interest paid
to G tibank and Bancroft of $120,083 and $35, 587, respectively.
Petitioners attached to the 2003 joint return Schedule D, Capital
Gains and Losses (Schedule D), for their taxable year 2003 (2003

Schedule D). In that schedule, petitioners reported for their

2lFor the cal endar quarter ended June 30, 2003, the interest
that accrued on the FRN portfolio during that quarter was greater
than the interest that accrued during that quarter on the six
| oans that Bancroft had made to M. Landow. As a result, on July
14, 2003, Bancroft paid M. Landow the difference between those
anounts.
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t axabl e year 2003 a net short-termcapital |oss of $1,147, 323
consisting of total short-termcapital gains of $201,773 and a
short-termcapital |oss carryover fromtheir taxable year 2002 of
$1,349,096. In the 2003 Schedule D, petitioners also reported
for their taxable year 2003 a net long-termcapital |oss of
$130, 290 consisting of a long-termcapital |oss of $2,187 and a
| ong-termcapital |oss carryover fromtheir taxable year 2002 of
$128,103. Petitioners clainmed in the 2003 joint return a capital
| oss of $3,000 and carried forward the remai nder of the |oss
reported in the 2003 Schedule D (i.e., $1,274,613) to their
t axabl e years 2004, 2005, 2006, and 2007. Petitioners did not
report in the 2003 Schedul e D or anywhere else in the 2003 joint
return any gain with respect to the Deriviumtransaction.

At a tinme during 2005 not established by the record, peti-
tioners filed Form 1040 for their taxable year 2004 (2004 joint
return). In that return, petitioners clained, inter alia, a
deduction of $45,278 for investnment interest paid during that
year.?? Petitioners attached to the 2004 joint return Schedule D
for their taxable year 2004 (2004 Schedule D). In that schedul e,
petitioners reported for their taxable year 2004 a net short-term

capital loss of $1,120,292 consisting of total short-term capital

22Petitioners netted the interest that accrued on M.
Landow s FRNs agai nst the interest that accrued on the six |oans
that Bancroft had made to himand included the difference in the
investnment interest for which they clainmed a deduction in the
2004 joint return.
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gai ns of $24,031 and a short-termcapital |oss carryover from
their taxable year 2003 of $1,144,323. |In the 2004 Schedul e D
petitioners also reported for their taxable year 2004 a net | ong-
termcapital |oss of $215,987 consisting of total long-term
capital |osses of $85,697 and a long-termcapital |oss carryover
fromtheir taxable year 2003 of $130,290. Petitioners clained in
the 2004 joint return a capital |oss of $3,000 and carried
forward the renmai nder of the |oss reported in the 2004 Schedule D
(i.e., $1,333,279) to their taxable years 2005, 2006, and 2007.
Petitioners did not report in the 2004 Schedul e D or anywhere
else in the 2004 joint return any gain with respect to the
Derivium transacti on.

On August 18, 2005, Bancroft sent M. Landow a letter in
which it informed himthat “Optech Limted (‘' Optech’) has ac-
quired your Floating Rate Loan(s) from Bancroft Ventures Limted
(*Bancroft’) and Optech is now the | ender of record for your
transaction(s).” That letter also informed M. Landow that
i nterest paynents due on the six loans, including interest due
for the cal endar quarter ended June 30, 2005, were to be paid to
Optech Ltd. (Optech).

From around August 2005 to around April 2007, Optech sent
M. Landow the following with respect to each of the six |oans
that Bancroft had made pursuant to the Deriviumtransaction

docunents: (1) Quarterly account statenments reflecting the
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interest accrued on the loan, any credits arising frominterest
accrued on the FRN that served as the collateral for the |oan,
and the net anobunt of interest due from M. Landow for each of
the cal endar quarters ended June 30, Septenber 30, and Decenber
31, 2005, March 31, June 30, Septenber 30, and Decenber 31, 2006,
and March 31, 2007, and (2) yearend account statenents reflecting
i nterest paynents that M. Landow made during each of the cal en-
dar years 2005 and 2006. From around August 2005 to around
Sept enber 2007, Optech sent to M. Landow with respect to each of
the six |oans that Bancroft had made to himan invoice for
interest due on the loan for each of the cal endar quarters ended
June 30, 2005, through Septenber 30, 2007.

Around July 18, 2005, M. Landow engaged John W Mbscow (M.
Moscow), an attorney with the law firm of Rosner, Mscow &
Napi erala, LLP. M. Landow engaged M. Mbscow to investigate the
status of Bancroft and of the FRN portfolio that M. Landow had
transferred to Bancroft pursuant to the Deriviumtransaction
docunents.

On Septenber 19, 2005, M. Landow sent Optech a letter in
whi ch he requested that Optech provide himw th docunmentation
evi dencing that Optech had acquired the FRN portfolio from
Bancroft and where Optech was holding that portfolio. M. Landow
did not receive any response from Qptech. On each of Septenber

21 and Qctober 25, 2005, and April 13, 2006, M. Landow contacted
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Optech and restated his request that Optech provide himwth
docunent ati on evi denci ng that Optech had acquired the FRN portfo-
lio fromBancroft and where Optech was hol ding that portfolio.
M. Landow did not receive any response from Qptech.

M. Mscow sent M. Cathcart, Derivium s founder, separate
letters on Novenber 29, 2005 (Novenber 29, 2005 letter), and
Decenber 1, 2005 (Decenber 1, 2005 letter), that were addressed
to different places regarding the Deriviumtransaction and
certain concerns of M. Landow about that transaction.® Those
letters stated in pertinent part:

You have been the subject of a recent article in
For bes magazi ne, as has Derivium Capital LLC and
Bancroft Ventures Ltd (I1OM. M client, Dr. Landow, is
concerned about the custody and control of his securi-
ties [the FRN portfolio] * * *. As you know he negoti -
ated a contract different fromthat proposed to others,
and he has every expectation that you will return his
securities to him The sentence in the Forbes article
that you sold the stock is therefore extrenely disturb-

i ng.

We have not received any notice pursuant to para-
graph 14 of the Schedule A-4 FRN Property Description
and Loan Terns.[? G ven your contractual obligation
to return the securities and the absence of such notice
it is our expectation that you are in a position to
return the securities when obligated to do so.

23The record does not establish whether M. Cathcart sent
M. Landow or M. Mscow any response to the Novenber 29, 2005
letter or the December 1, 2005 letter.

24pPar. 14 of the “Schedule A-4 FRN Property Description and
Loan Terms” required Deriviumto notify M. Landow in the event
that a creditor of Deriviumor Bancroft contested ownership of
the FRN that was the subject of that schedul e.
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Because M. Landow was unable to confirmthat Optech had
acquired the FRN portfolio from Bancroft, around March 2006 he
opened a bank account with Long Island Comrercial Bank in the
name of “Jonathan S. Landow FBO Accrued Interest Charges for
Floating Rate Note Portfolio” (interest escrow account). In
March 2006, M. Landow deposited into the interest escrow account
$51, 814. 88, which equal ed four quarterly interest payments of
$12,953.72 on the six loans that Bancroft had made pursuant to
the Deriviumtransaction docunents. Thereafter, and until Apri
2009, M. Landow deposited into the interest escrow account al
quarterly interest paynents due on the six |oans that Bancroft
had made pursuant to the Deriviumtransaction docunents.

At a tinme during 2006 not established by the record, peti-
tioners filed Form 1040 for their taxable year 2005 (2005 j oi nt
return). In that return, petitioners clained, inter alia, a
deduction of $109, 906 for investnent interest paid during that
year, including $51,815 that M. Landow paid to “BANCROFT &
SUCCESSOR" during that year.?® Petitioners attached to the 2005
joint return Schedule D for their taxable year 2005 (2005 Sched-
ule D). In that schedule, petitioners reported for their taxable

year 2005 a net short-termcapital |oss of $991, 991 consisting of

2Petitioners netted the interest that accrued on M.
Landow s FRNs agai nst the interest that accrued on the six |oans
that Bancroft had made to himand included the difference in the
investnment interest for which they clainmed a deduction in the
2005 joint return.
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total short-termcapital gains of $125,301 and a short-term
capital loss carryover fromtheir taxable year 2004 of
$1,117,292. In the 2005 Schedule D, petitioners also reported
for their taxable year 2005 a net long-termcapital |oss of

$99, 628 consisting of total |long-termcapital gains of $116, 359
and a long-termcapital |oss carryover fromtheir taxable year
2004 of $215,987. Petitioners claimed in the 2005 joint return a
capital loss of $3,000 and carried forward the renai nder of the
| oss reported in the 2005 Schedule D (i.e., $1,088,619) to their
t axabl e years 2006 and 2007. Petitioners did not report in the
2005 Schedul e D or anywhere else in the 2005 joint return any
gain with respect to the Deriviumtransaction.

At a tinme during 2007 not established by the record, peti-
tioners filed Form 1040 for their taxable year 2006 (2006 j oi nt
return). In that return, petitioners clained, inter alia, a
deduction of $55,040 for investnment interest paid during that
year, including $38,860 that M. Landow paid with respect to “FRN
NOTES” during that year.?® Petitioners attached to the 2006
joint return Schedule D for their taxable year 2006 (2006 Sched-
ule D). In that schedule, petitioners reported for their taxable

year 2006 a net short-termcapital |oss of $1,082, 140 consisting

2pPetitioners netted the interest that accrued on M.
Landow s FRNs agai nst the interest that accrued on the six |oans
that Bancroft had made to himand included the difference in the
investnment interest for which they clainmed a deduction in the
2006 joint return.
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of total short-termcapital |osses of $93,149 and a short-term
capital loss carryover fromtheir taxable year 2005 of $988, 991.
In the 2006 Schedule D, petitioners also reported for their
t axabl e year 2006 a net long-termcapital gain of $378,116
consisting of total |ong-termcapital gains of $477,744 and a
| ong-termcapital |oss carryover fromtheir taxable year 2005 of
$99,628. Petitioners claimed in the 2006 joint return a capital
| oss of $3,000 and carried forward the remai nder of the |oss
reported in the 2006 Schedule D (i.e., $701,024) to their taxable
year 2007. Petitioners did not report in the 2006 Schedul e D or
anywhere else in the 2006 joint return any gain with respect to
t he Deriviumtransaction.

At a tinme during 2008 not established by the record, peti-
tioners filed Form 1040 for their taxable year 2007 (2007 joi nt
return). In that return, petitioners clained, inter alia, a
deduction of $144,122 for investnent interest paid during that
year, including $51,815 that M. Landow paid with respect to “FRN
NOTES” during that year.?” Petitioners attached to the 2007
joint return Schedule D for their taxable year 2007 (2007 Sched-
ule D). In that schedule, petitioners reported for their taxable

year 2007 a net short-termcapital gain of $2,522,746 consisting

2’Petitioners netted the interest that accrued on M.
Landow s FRNs agai nst the interest that accrued on the six |oans
that Bancroft had made to himand included the difference in the
investnment interest for which they clainmed a deduction in the
2007 joint return.
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of total short-termcapital gains of $3,226,770 and a short-term
capital loss carryover fromtheir taxable year 2006 of $704, 024.
In the 2007 Schedule D, petitioners also reported for their
t axabl e year 2007 a net |long-termcapital gain of $312,942
consisting of only long-termcapital gains. Petitioners reported
in the 2007 joint return a capital gain of $2,835,688 consisting
of the net short-termcapital gain and the net |ong-term capital
gain that they reported in the 2007 Schedule D. Petitioners did
not report in the 2007 Schedul e D or anywhere else in the 2007
joint return any gain with respect to the Deriviumtransaction.
On March 31, 2009, respondent issued to petitioners a notice
of deficiency (2003-2004 notice) wth respect to petitioners’
taxabl e years 2003 and 2004. 1In that notice, respondent deter-
m ned, inter alia, that the Deriviumtransaction constituted a
sale by M. Landow of the FRN portfolio with respect to which
petitioners are required to recognize a capital gain of $13.5

mllion.?28

28Because of respondent’s determ nation with respect to the
Deriviumtransaction, respondent further determ ned in the 2003-
2004 notice to use the short-term|oss carryover and the |ong-
termloss carryover that petitioners clained in the 2003 Schedul e
Dto offset a portion of the gain that respondent determ ned
resulted fromthe Deriviumtransaction. As a result, the capital
| oss carryforward of $1,274,613 that petitioners clained in their
2003 joint return was reduced to zero and was not available to
carry forward to their taxable years 2004, 2005, 2006, and 2007.
However, because, as di scussed above, petitioners reported in the
2004 Schedule D long-termcapital |osses for their taxable year
2004 in excess of short-termcapital gains for that year, peti-

(continued. . .)
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On July 6, 2009, respondent issued to petitioners a notice
of deficiency with respect to petitioners’ taxable years 2005,
2006, and 2007 (2005-2007 notice). In that notice, respondent
determned, inter alia, to reduce the respective capital |oss
carryovers that petitioners had reported in their 2005 joint
return, their 2006 joint return, and their 2007 joint return.
That determ nati on was based on respondent’s determ nation in the
2003- 2004 notice that the Deriviumtransaction constituted a sale
in 2003 by M. Landow of the FRN portfolio and that petitioners
are required to recognize a capital gain of $13.5 million for
their taxable year 2003. As discussed supra note 28, the short-
termloss carryover and the long-termloss carryover that peti-
tioners claimed in the 2003 Schedule D were used to offset a
portion of the gain that respondent determ ned resulted fromthe
Deriviumtransaction. As a result, the capital |oss carryover
that petitioners clainmed in their 2003 joint return was not
available to carry forward to any of their taxable years after
2003.

As of around May 2010, M. Landow had not paid any of the
$13.5 mllion principal of the six |loans that Bancroft had nade

to himpursuant to the Deriviumtransaction docunents.

28(. .. continued)
tioners are entitled for their taxable year 2004 to the $3, 000
deduction for capital |osses that they clained in their 2004
joint return.
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OPI NI ON
Petitioners bear the burden of proving that respondent’s
determ nation in the 2003-2004 notice that the Deriviumtransac-
tion constitutes a sale in 2003 by M. Landow of the FRN portfo-

lio is erroneous.?® See Rule 142(a); Wl ch v. Helvering, 290

U S 111, 115 (1933).

Shortly before the parties filed their respective opening

briefs, we decided Calloway v. Conm ssioner, 135 T.C. 26 (2010).
We held on the basis of the facts presented there that a transac-
tion between the taxpayer and Deriviumin which the taxpayer
transferred to Derivium purportedly as collateral certain securi-
ties and Derivium purportedly |lent the taxpayer an anount equal
to 90 percent of the fair market value of those securities
constituted the taxpayer’s sale of those securities, and not a

| oan to the taxpayer of that amount. In reaching that hol ding,
we found that the taxpayer (1) transferred to Deriviumlega
title to certain securities that he owed, (2) gave Deriviumthe
right to sell those securities at any tine and wi thout notice to
the transferor and to retain any and all benefits from any such

sale, and (3) left the taxpayer with at best an option to repur-

2As di scussed above, our resolution of the issues presented
by respondent’s determ nation in the 2003-2004 notice that the
Deriviumtransaction constitutes a sale in 2003 by M. Landow of
the FRN portfolio resolves the issues presented by respondent’s
determ nations in the 2005-2007 notice. See supra notes 2 and
28.
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chase the securities at the end of the termof the purported |oan
in question. 1d. at 34-36.

In resolving the issue presented in Calloway, we relied on
various facts relating to the Deriviumtransaction at issue in
that case, including the following: (1) The taxpayer transferred
to Deriviumunder the agreenents that he executed the securities
that he owned and gave it an unrestricted right to sell those
securities and retain all benefits fromany such sale;3% (2) the
purported | oan was nonrecourse; (3) except for the securities
that the taxpayer transferred to Derivium purportedly as coll at-
eral for the purported |oan there were no nmargin requirenents;

(4) the taxpayer was entitled to credit against the interest that
accrued on the purported | oan from Derivium any dividends paid on

the securities that he transferred to that conpany; and

ln Calloway v. Conmi ssioner, 135 T.C. 26, 29 (2010), the
agreenent between the taxpayer and Derivium provided in pertinent
part:

“[Petitioner] understands that by transferring securi-
ties as collateral to * * * [Derivium and under the
terms of the * * * [master agreenent], * * * [peti-
tioner] gives * * * [Deriviun] the right, w thout
notice to * * * [petitioner], to transfer, pledge,

repl edge, hypot hecate, rehypothecate, |end, short sell,
and/or sell outright sone or all of the securities
during the period covered by the loan. * * * [Peti -
tioner] understands that * * * [Deriviun] has the right
to receive and retain the benefits fromany such trans-
actions and that * * * [petitioner] is not entitled to
t hese benefits during the termof a loan. * * * [ Enpha-
sis added.]” [Bracketed insertions, asterisks, and

enphasis in Calloway. ]
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(5) Deriviumdid not require the taxpayer to make any paynent of

the principal of the purported | oan before maturity. Calloway v.

Conmi ssi oner, supra at 29, 34-36.

The facts |listed above on which we relied in Calloway are
present in the instant cases. In the Deriviumtransaction at
i ssue here: (1) M. Landow transferred to Bancroft under the
Deriviumtransaction docunents the FRNs that he owned and gave it
an unrestricted right to sell those FRNs and to retain al
benefits fromany such sale;3 (2) each of the six |oans that
Bancroft nmade to M. Landow pursuant to the Deriviumtransaction
docunents were nonrecourse |loans; (3) except for the FRNs that
M. Landow transferred to Deriviumas collateral for the |oans
that Bancroft made to himthere were to be no margin require-
ments; (4) under each of the Deriviumschedules A M. Landow was

entitled to credit against the interest accrued on each | oan the

31The Derivium naster agreenent that M. Landow executed
provided in pertinent part:

The dient [M. Landow] understands that by transfer-
ring securities as collateral to DC [Derivium and
under the ternms of the Agreenent, the Cient gives DC
and/or its assigns, the right, w thout requirenment of
notice to or consent of the Client, to assign, trans-
fer, pledge, repl edge, hypothecate, rehypothecate,

| end, encunber, short sell, and/or sell outright sone
or all of the securities during the period covered by
the loan. The dient understands that DC and/or its
assigns have the right to receive and retain the bene-
fits fromany such transactions and that the Cient is
not entitled to these benefits during the termof a

| oan.
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interest accrued on each FRN that he transferred to Derivium 3%
and (5) Deriviumand Bancroft did not require M. Landow to nake
any paynments of the principal of any of the six |oans before
maturity.

Petitioners do not dispute that the facts |isted above
relating to the Deriviumtransaction at issue here are materially
i ndi stinguishable fromthe facts |isted above relating to the

Deriviumtransaction at issue in Calloway v. Conmn Ssi oner, supra.

Petitioners argue, however, that there are certain other facts in
the present cases that nmake the Deriviumtransaction at issue
here materially distinguishable fromthe Deriviumtransaction at
issue in Calloway. Therefore, petitioners maintain, Calloway
does not control the resolution of whether the Deriviumtransac-
tion at issue here constitutes a sale by M. Landow of his FRN

portfolio.*

32\ do not find it material that in the present cases M.
Landow was required by the Deriviumtransacti on docunents to pay
quarterly to Bancroft the net difference between the interest
accrued on each of the six |oans that Bancroft nade to him
pursuant to those docunents and the interest accrued on each of
the FRNs that he transferred to Bancroft, whereas in Calloway v.
Conm ssi oner, supra at 29, the taxpayer was required to pay
interest only at the end of the three-year |oan term

%%pPetitioners also contend that the Deriviumtransaction is
mat erially indistinguishable fromthe Citibank transaction which
respondent acknowl edges constituted a loan by Ctibank to M.
Landow that was collateralized by the FRN portfolio. Because of
respondent’ s acknow edgnment that the Citi bank transaction consti -
tuted a loan to M. Landow and because petitioners maintain that
the Ctibank transaction and the Deriviumtransaction are materi -

(continued. . .)
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Petitioners point out that in the Deriviumtransaction at
i ssue here, unlike in the Deriviumtransaction at issue in
Call oway, (1) M. Landow did not enter into the Deriviumtransac-
tion for the purpose of mnimzing his risk of loss with respect
to the FRN portfolio and nonetizing the value of that portfolio
w t hout paying tax on the proceeds; (2) at all times petitioners
treated the Deriviumtransaction as a |loan; and (3) M. Landow
“never surrendered his FRNs to Deriviumor its affiliates, and
has taken significant steps to |ocate and recover the FRNs” in
contrast to the taxpayer in Calloway who “voluntarily surrendered

his collateral at the expiration of the three-year loan terni.3

33(...continued)
ally the sanme, petitioners assert (1) that the Deriviumtransac-
tion constitutes six |oans by Bancroft to M. Landow that were
collateralized by the FRN portfolio or (2) that the G tibank
transaction constituted a sale in 2000 by M. Landow of the FRN
portfolio. On the record before us, we reject petitioners’
contentions. On that record, we find the Ctibank transaction to
be materially distinguishable fromthe Deriviumtransaction.

3Wth respect to the third alleged difference between these
cases and Calloway v. Conm ssioner, supra, it appears that
petitioners are contending that M. Landow did not abandon his
obligations under the Deriviumtransacti on docunents and t here-
fore did not allow Bancroft to retain the FRNs that he trans-
ferred to it. However, the six |oans that Bancroft nade to M.
Landow had ternms ranging from27 to 38 years, and none of those
| oans had reached maturity as of the tinme that the parties
subm tted these cases under Rule 122. More inportantly, because
t hose six | oans were nonrecourse | oans, M. Landow, |ike any
ot her nonrecourse borrower, had the right to “walk away” fromhis
obligations to repay those |l oans and to allow the |l ender to
retain the FRNs that he had transferred to it.
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Petitioners are correct that none of the above-listed facts

were present in Calloway v. Conm ssioner, 135 T.C 26 (2010).

However, those facts were present in Shao v. Comm ssioner, T.C

Meno. 2010-189, and/or Kurata v. Conm ssioner, T.C. Mno. 2011-

64,3 two cases in which we held that Calloway was controlling
and that the respective transactions at issue in those cases
constituted sales of securities by the respective taxpayers, and
not | oans to those respective taxpayers. 36

In Shao v. Commi ssioner, supra, there was no evidence that

t he taxpayer entered into the transaction for the purpose of
nmoneti zing her securities w thout paying tax on the proceeds.
Id. In fact, the taxpayer in Shao entered into the Derivium
transaction at issue in that case in order to replace a certain
mar gi n account that she had nmaintained wwth a certain financial
institution. 1d. Mreover, the taxpayer in Shao treated her
transaction as a loan at all tinmes and did not “voluntarily
surrender” at the end of the termof her purported | oan the

securities that she had transferred to Derivium as purported

W deci ded Shao v. Comm ssioner, T.C Mnp. 2010-189, and
Kurata v. Conm ssioner, T.C Meno. 2011-64, on the sanme day or
after the day the parties filed their respective reply briefs.

0n brief, petitioners cite repeatedly the concurring
opi ni on of Judge Holnes in Calloway v. Comm ssioner, 135 T.C at
53, as support for certain of their argunents. W note that
Judge Hol mes was the author of our opinion in Shao v. Conm s-
sioner, supra, which held Calloway to be controlling.
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collateral for that purported loan. 1d. Although the taxpayer
in Shao, |ike any other nonrecourse borrower, had the right to
“wal k away” fromthe purported | oan at the concl usion of the
three-year termof that purported | oan, she chose to pay a
significant renewal fee in order to extend the termof the
purported loan. 1d. Despite the foregoing factual differences

fromCalloway v. Conmni ssioner, supra, we held in Shao that

Call oway was controlling and that the Deriviumtransaction at
issue in Shao constituted a sale of securities by the taxpayer,

and not a loan to the taxpayer by Derivium Shao v. Conm s-

si oner, supra.

In Kurata v. Conm ssioner, supra, there also was no evi dence

that the taxpayers entered into the Deriviumtransaction at issue
there for the purpose of nonetizing their securities wthout
payi ng tax on the proceeds. [|d. Mreover, the taxpayers in
Kurata treated the transaction as a |loan during the term of that
purported |l oan and reported gain fromthe sale of the securities
when they chose to surrender those securities at the concl usion
of the three-year termof the purported loan. |1d. Despite these
factual differences fromCalloway, we held in Kurata that
Calloway was controlling and that the Deriviumtransaction at
issue in Kurata constituted a sale of securities by the taxpay-
ers, and not a loan to the taxpayers by Derivium Kurata v.

Conmi sSsi oner, supra.
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Petitioners also point to certain other facts that they
contend make the Deriviumtransaction at issue here materially
di stingui shable fromthe Deriviumtransaction at issue in
Call oway, including the followng: (1) M. Landow retained the
ability to prepay the | oan principal under the Deriviumtransac-
tion docunents and (2) those docunents provided that the FRN
portfolio continued to be an asset of M. Landow. ¥

Wth respect to the provision in the Deriviumtransaction
docunents invol ved here that gave M. Landow the right to prepay
the loan principal, which the taxpayer in Calloway did not have,
that right of M. Landow was extrenely limted. He had the right
to prepay the | oan principal only once every five years and only
after having given Derivium and Bancroft one-year advance noti ce.
The purported |oan at issue in Calloway was for a termof three

years, Calloway v. Conm ssioner, supra, which was two years | ess

than the earliest point at which M. Landow was able to prepay
the principal of his |loan. Moreover, another condition to M.
Landow s ability to prepay the loan principal was the requirenment
that he pay at the tine he gave the required notice a fee of 6

percent of the | oan principal, which equaled $810,000--a signifi-

%"As noted supra note 35, we decided Shao v. Conmi ssioner,
supra, and Kurata v. Conm ssioner, supra, on the same day or
after the day the parties filed their respective reply briefs.
| f those two cases had been rel eased before the parties filed
their respective briefs, we presune that petitioners would have
poi nted out that the facts |isted bel ow were not present in those
cases.
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cant disincentive to M. Landow s exercising his prepaynent
right.

Wth respect to the provision in the Deriviumtransaction
docunents that the FRN portfolio was to remain the asset of M.
Landow, we find that provision to be neaningless. This is
evi denced by the fact that on the sane date on which M. Landow
transferred the FRNs to Bancroft, Bancroft sold those FRNs, which
it was expressly allowed to do in those docunents, and used 90
percent of the sale proceeds to make the six loans in question to
M. Landow.

Based upon our exam nation of the entire record before us,
we find that the Deriviumtransaction at issue here is not
mat erially distinguishable fromthe Deriviumtransaction at issue

in Calloway v. Conmi Ssioner, supra. On that record, we further

find that Calloway is controlling in these cases. On the record
before us, we find that the Deriviumtransaction constitutes a
sale by M. Landow of the FRN portfolio to Bancroft, and not a

| oan by Bancroft to M. Landow that was collateralized by that
portfolio.

We turn now to petitioners’ argunment that if we were to
find, as we have, that the Deriviumtransaction at issue here
constitutes a sale by M. Landow of the FRNs, they would not be
requi red under section 1042(e) to recogni ze any gain that M.

Landow realized as a result of that sale. That is because,
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according to petitioners, gain under that section is recogni zed
only where the taxpayer disposes of qualified replacenment prop-
erty (i.e., the FRN portfolio), and M. Landow did not dispose of
the FRN portfolio; Deriviumdid.

Petitioners’ argument m sreads our Opinion in Calloway v.

Commi ssioner, 135 T.C. 26 (2010). In Calloway, an inportant fact
was that Deriviumsold the taxpayer’s stock inmmediately after the
taxpayer transferred it to Derivium |d. at 34-36, 38-39. That
fact, conbined with other facts, led us to hold in Calloway that
the taxpayer sold his stock when he transferred it to Derivium
Id. at 39. W did not hold in Calloway, as petitioners suggest,
that Derivium s i medi ate sale of the taxpayer’s stock consti -
tuted the sale with respect to which the taxpayer was subject to
tax. 1d. In nmaking their argunent under section 1042(e),
petitioners are focusing on the wong transaction, nanely,
Bancroft’s i medi ate sale of the FRNs. The transaction on which
we nust focus to address petitioners’ argunent under section
1042(e) is M. Landow s disposition by sale of the FRNs to
Bancroft.

On the record before us, we have found that M. Landow sold
the FRN portfolio when he transferred that portfolio to Bancroft
pursuant to the Deriviumtransaction docunents. On that record,

we further find that petitioners are required under section
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1042(e) to recognize for their taxable year 2003 any gain that
M. Landow realized as a result of that sale.
Petitioners also argue that if we were to find, as we have,
that the Deriviumtransaction constitutes a sale by M. Landow of
the FRNs, that sale would constitute a theft and therefore an

i nvol untary conversi on under section 1033(a).3% Consequently,

%8Sec. 1033(a) provides in pertinent part:
SEC. 1033. | NVOLUNTARY CONVERSI ONS.

(a) General Rule.--I1f property (as a result of its
destruction in whole or in part, theft, seizure, or
requi sition or condemation or threat or inmm nence
thereof) is compulsorily or involuntarily converted--

* * * * * * *

(2) Conversion into noney.--lnto noney or
into property not simlar or related in service or
use to the converted property, the gain (if any)
shal | be recogni zed except to the extent hereinaf-
ter provided in this paragraph:

(A) Nonrecognition of gain.--If the
t axpayer during the period specified in sub-
paragraph (B), for the purpose of replacing
the property so converted, purchases other
property simlar or related in service or use
to the property so converted, or purchases
stock in the acquisition of control of a
corporation owni ng such other property, at
the election of the taxpayer the gain shal
be recognized only to the extent that the
anount realized upon such conversion (regard-
| ess of whether such amount is received in
one or nore taxable years) exceeds the cost
of such other property or such stock. Such
el ection shall be nmade at such time and in
such manner as the Secretary may by regul a-
tions prescribe. * * *
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according to petitioners, they are entitled to purchase repl ace-
ment property as required by section 1033(a)(2)(A) and thereby
defer under section 1033(a) any gain that M. Landow realized as
a result of that sale.

In Wheeler v. Conmm ssioner, 58 T.C 459 (1972), we expl ai ned

t he scope and the purpose of section 1033 as foll ows:

Congress clearly intended to extend the benefits of
section 1033 * * * only to public takings and casualty-
i ke conversions, and the limtation of its benefits to
i nvol untary conversions--i.e., those “wholly beyond the
control of the one whose property has been taken”--
reflects that intent.

Id. at 463 (quoting Dear Publ. & Radio, Inc. v. Comm ssioner, 274

F.2d 656, 660 (3d Cir. 1960), affg. 31 T.C. 1168 (1959)).

M. Landow voluntarily entered into the Deriviumtransaction
in which he transferred to Bancroft the FRN portfolio in exchange
for $13.5 mllion in cash and gave Bancroft the right, inter
alia, to sell the FRN portfolio without notice to himand to
retain the proceeds of that sale.

On the record before us, we find that M. Landow s sal e of
the FRN portfolio to Bancroft in exchange for $13.5 mllion in
cash does not constitute an involuntary conversion, as defined in
section 1033. On that record, we further find that petitioners
are not entitled to defer under that section any gain that M.

Landow realized as a result of that sale.?

¥I'n the light of our finding that petitioners are not
(continued. . .)
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We have considered all of the contentions and argunents of
the parties that are not discussed herein, and we find themto be
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing and the concessions of the parties,

Deci sions will be entered

under Rul e 155.

39(...continued)
entitled to defer under sec. 1033 any gain that M. Landow
realized as a result of his sale of the FRNs, we need not and
shall not address petitioners’ argunent that they are entitled to
an extension of the period under sec. 1033(a)(2)(B) within which
t hey must purchase repl acenent property.



