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MVEMORANDUM OPI NI ON

RAUM Judge: The Conm ssioner determ ned a deficiency in
petitioners' 1989 inconme tax in the anpunt of $809, 180. The
i ssues for decision are: (1) Wether petitioners must recognize

the entire gain fromthe sale of 100,000 shares of WAl Mart stock
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in January 1989 even though they "repurchased"” 96, 600 shares of
VWl Mart in Decenber 1989, and alternatively (2) whether the sale
and "repurchase" of the stock qualifies as an involuntary
conversi on under section 1033.1

At the tinme of the filing of the petition, R chard and Dol ores
Hut cheson, petitioners, resided in Fresno, California. References
to petitioner in the singular will be to petitioner husband.

In May 1983, petitioners opened a cash nmanagenent account,
account no. 567-96135, with the Merrill, Lynch, Pierce, Fenner &
Smth, Inc. (Merrill Lynch) Fort Smth, Arkansas, office.
Account no. 567-96135, managed and controlled by petitioner,
included a margin account. Petitioner delivered Wal Mart stock to
Merrill Lynch for deposit in the account. At all times, the
account held only Wal Mart stock. The account executive assigned
to the account was Ms. Ed Dell Wortz, petitioner's maternal
grandnother's niece. She had been wwth Merrill Lynch in Fort
Smth, Arkansas, since 1980 and had been in the securities
i ndustry since 1955.

Petitioner's total annual sales through the account for 1983

t hrough 1988 are sunmarized as foll ows:

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue. Al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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Year Shar es Sales Price
1983 - - - -
1984 2,000 $ 80, 199
1985 15, 000 $537, 979
1986 18, 000 $748, 081
1987 15, 500 $812, 326
1988 31, 200 $891, 008

Late in 1988, petitioner was advised by his account executive,
Ms. Wortz, that he needed to reduce the anmount owed in the margin
account between $400, 000 and $600, 000. Petitioner and Ms. Wortz
agreed to nmake the margi n account reduction in early January
1989. This agreenment was not reduced to witing.

Prior to January 3, 1989, Merrill Lynch held in the
securities account 192,514 shares of Wal Mart stock. The stock
was val ued at $6, 040,126. By that time, petitioners through
their margin account had borrowed $3, 080, 889.75 and had $567, 137
of available credit. The basis of the stock was el even cents
($0. 11) per share.

On January 3, 1989, petitioner tel ephoned Ms. Wortz from
Fresno, California. He understood his tel ephone instruction to
Ms. Wrtz to be to sell $100,000 worth of Wl Mart. She
understood his instruction to be to sell 100,000 shares of
VWal Mart. On that day, January 3, 1989, Merrill Lynch nade the
followi ng sales on behalf of petitioner and account no. 567-

96135:
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Wal Mart Charge or SEC Fees Handling G oss Price
Shar es Mar k- up

69, 200 $8, 515. 06 $69. 20 $2. 35 $2, 076, 000
10, 500 $1, 292. 35 $10. 59 $ 317,625
20, 300 $2, 497. 92 $20. 39 $ 611, 537

Merrill Lynch sold 69,200 shares at 30; 10,500 at 30-1/4; and
20,300 at 30-1/8. Merrill Lynch used the proceeds fromthe
January 3, 1989, sales to pay off nobst of petitioners' margin

i ndebt edness. A sale of 3,400 shares of Walmart (sal es were

al ways nmade in nultiples of 100) at 30-1/4 (the highest price
received for Wal Mart shares on January 3) woul d have grossed
$102, 850 and netted approxi mately $102,426 to reduce petitioners
mar gi n debt .

Duri ng subsequent attenpts to resolve the dispute, Merril
Lynch, in order to accommobdate petitioner, offered to
"repurchase" Wal Mart stock "in excess of 10,500" (as stipul ated
by the parties), and offered a refund of the comm ssion on the
January 3 sales and to waive the comm ssion on the "repurchase".
Petitioner rejected the offer on about January 17, 1989, in a
letter to Merrill Lynch's Little Rock, Arkansas, nmanager.
Petitioner closed account no. 567-96135 on or about March 15,
1989, by having Merrill Lynch retransfer the remaining Wal Mart
shares in the account.

By Decenber 28, 1989, the price of WalMart had risen to 44-

1/2. On Decenber 28, 1989, petitioner and Merrill Lynch agreed
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to reopen account no. 567-96135. Merrill Lynch provided
$2,948, 702 of margin funds and petitioner deposited fresh funds
of $1, 350,000 (which he had borrowed fromhis father) into the
account to purchase Wal Mart and to reestablish petitioner's
position in Wal Mart common stock. At petitioner's direction,
Merrill Lynch acquired 96, 600? shares of Wal Mart common stock on
his behalf for the account for a total purchase price of
$4,298,702. Merrill Lynch waived the purchase comm ssions and
| ocat ed year end sellers of stock which had recently increased
substantially in val ue.

Petitioner had borrowed the $1,350,000 fromhis father, as
noted above, in order to conplete the Decenber 28, 1989,
purchase. Prior to that tine, petitioner was not indebted to his
father for the purchase of any WAl Mart shares. The parties
stipulated that petitioner's purpose for the Decenber 28 purchase
was to reacquire his investnent in Wal Mart and to formally
i npl ement a rescission of the January 3 sales in the sane year by
attenpting to bring the case within situation one of Rev. Rul.
80-58, 1980-1 C.B. 181, hereinafter described. The IRS did not
stipulate that petitioner's action acconplished a rescission.

Petitioners filed a formal arbitration claimfor rescission

against Merrill Lynch wth the National Association of Securities

2 Petitioners do not contest the sale of the first 3,400
shares, since their sal e approxi mates the $100, 000 worth of
Wal mart stock petitioner unquestionably authorized.
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Deal ers as required by the cash managenent account agreenent on
Decenber 29, 1989. The arbitration claimwas settled in October
1990. Merrill Lynch agreed to pay petitioners $250,000 but did
not admt any liability in making the January 3 sal es of
petitioner's Wal Mart st ock.

The 96, 600 shares of Wal mart stock purchased by Merril
Lynch on behal f of petitioner and account no. 567-96135 on
Decenber 28, 1989, were not the sanme shares of stock sold on
January 3, 1989. The nunber of purchased shares represented the
equi val ent sharehol der rights as the 96,600 shares sold on
January 3, 1989. The January 3, 1989, sales were to unrelated
third parties and the sales were without condition, other than
paynment for the shares of stock. The January 3 purchasers of the
Wal Mart shares did not agree, at the tine of sale, or at any
other tinme, that Merrill Lynch on behalf of the account or
petitioner could repurchase the shares.

Section 61(a)(3) includes in gross incone "all inconme from
what ever source derived, including * * * Gains derived from
dealings in property". Section 1001(a) defines the anmount of
gain fromsale or other disposition of property as "the excess of
the anount realized therefromover the adjusted basis". Section
1001(c) requires that "Except as otherwi se provided in this
subtitle, the entire anmount of the gain or loss * * * on the sale
or exchange of property shall be recognized." Petitioners do not

di spute that there was a sale of stock which gave rise to a
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correspondi ng realization of gain. They contend, however, that
because they rescinded the January 3 sale to the extent of 96, 600
shares, they need not recognize the gain on those 96, 600 shares
at this tinme. Alternatively, they argue that the sale of the
stock to the extent of 96,600 shares by Merrill Lynch was an

i nvol untary conversion pursuant to section 1033 which enabl es
themto claimnonrecognition treatnent.

1. Resci ssi on

Rev. Rul. 80-58, 1980-1 C B. 181 di scusses two situations
i nvol ving the inconme tax consequences of a reconveyance to a
t axpayer of property previously sold by that taxpayer. In the
first situation, A sold B a tract of land in 1978. The contract
required A to accept the land back if B was unable to obtain
busi ness zoning within 9 nonths after the sale. Later that year,
when B failed to get the zoning, he returned the land to A, and A
returned the sales price. 1In the second situation, the facts are
t he sane except that the period within which B could reconvey the
property to A was 1 year and the reconveyance occurred in 1979.
Id. at 181.

Rev. Rul. 80-58, supra, defines rescission as "the
abrogation, canceling, or voiding of a contract that has the
effect of releasing the contracting parties fromfurther
obligations to each other and restoring the parties to the
relative positions that they woul d have occupi ed had no contract

been made. A rescission nmay be effected by nmutual agreenent of



- 8 -
the parties, by one of the parties declaring a rescission of the
contract w thout the consent of the other if sufficient grounds
exist, or by applying to the court for a decree of rescission.”
Id. at 181-182. Wen the annual accounting principle is taken
into account, however, it supersedes the rescission if the
rescission occurs in a different year. |d.

In situation one, the rescission occurred in the sane
taxabl e year as the sale. As a result, the incone tax
consequences of the original sale would be disregarded for
Federal incone tax purposes. In situation two, the rescission
did not occur until the followng year. At the end of the sale
year, A and B were not in the sanme positions they were in before
the sale. In consequence, only the events of the first year,
1978, are considered in determning A's and B' s incone tax
ltabilities for 1978. "In both situations, the annual accounting
period principle requires the determ nation of incone at the
cl ose of the taxable year wi thout regard to subsequent events."
Id. at 182.

Petitioners liken thenselves to the taxpayers in situation
one above. In petitioners' case, the original sale took place on
January 3, 1989, when the 100, 000 shares of Wal Mart stock were
sold. After unsuccessful negotiations with Merrill Lynch,
petitioner attenpted to utilize the unilateral rescission clause
in Rev. Rul. 80-58, supra: "A rescission may be effected * * *

by one of the parties declaring a rescission of the contract
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w t hout the consent of the other if sufficient grounds exist".
Id. at 181-182. As nore fully set forth hereinafter, petitioner,
on Decenber 28, 1989, through Merrill Lynch, "reacquired" 96, 600
shares of WAl Mart stock. Petitioners assert that their
"repurchase"” of shares put themin all material respects in the
sane position they occupied in January 1989. They contend that
the "sufficient grounds" for rescission with Merrill Lynch are

ei ther nmutual m stake or conversion.

Petitioner attenpted to bring hinself within the first
situation described in Rev. Rul. 80-58, supra, to reflect a
rescission to the extent of 96,600 of the 100,000 shares sold on
January 3, 1989, by having Merrill Lynch purchase for him 96, 600
shares of Wal Mart on Decenber 28, 1989. He wanted Merrill Lynch
to report to the RS on Form 1099 a sale of only 3,400 shares for
1989. However, the record indicates that Merrill Lynch was
advi sed by tax experts not to change Form 1099 to reflect a
resci ssion, and was warned by the tax experts that it "could be
subject to civil and possibly crimnal sanctions by the IRSif it
did so." Nevertheless, Merrill Lynch agreed to help petitioner
"repurchase"” 96,600 shares in his attenpt to claimthe benefits
of Rev. Rul. 80-58, supra, but nade no representation as to what
effect such "repurchase" mght have. 1In a letter to petitioner's
| awyer, Merrill Lynch's counsel stated that it "is nerely
treating this as a custonmer who is purchasing shares in his

account." However, because it would be assisting in the
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transaction, Merrill Lynch agreed not to charge conm ssions, but
required that petitioner deposit sufficient funds or stock "to
i mredi ately pay for the purchase of 96,600 shares.” The record
further indicates that petitioner accepted Merrill Lynch's offer,
and, as previously stated above, deposited cash with Merril
Lynch prior to the Decenber 28, 1989, purchase of 96, 600 shares.

Wil e petitioners focus on the m sunderstandi ng between
petitioner and Merrill Lynch on January 3, 1989, it is the sale
of the 96,600 share portion of the 100,000 shares of Wal Mart
stock that they are attenpting to rescind. |In this attenpt, they
have confused Merrill Lynch with the actual purchasers of the
stock. Merrill Lynch was nerely the seller's agent.

Rev. Rul. 80-58, supra, discusses the incone tax
consequences of a rescission between a buyer and a seller. For
the rescission to be effective, both buyer and seller nust be put
back in their original positions. Rev. Rul. 80-58, supra, 1980-1
C.B. 181, 181. In their brief, petitioners address only the
rel ati onshi p between thensel ves and Merrill Lynch. However, the
buyer and the seller in the instant case are the January 3
purchasers of the Wal Mart stock and the petitioners,
respectively, not Merrill Lynch and petitioners. As noted above,

Merrill Lynch acted nerely as an agent.?

3 There is not here involved any issue as to Merrill
Lynch's liability as an agent. Accordingly, we need not address
t hat subject here. However, even if petitioners could establish
that Merrill Lynch was liable to petitioners, see Restatenent,
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Nei t her buyer nor seller was put back into "the relative
positions that they would have occupi ed had no contract been
made." 1d. at 181. The parties (petitioners and the IRS)
stipulated that the January 3 sales were nade w thout condition.
The buyers never relinquished to petitioner the stock purchased
on January 3, 1989. Although petitioner purchased 96, 600 shares
of WAl Mart stock in Decenber 1989, he stipulated that those
shares were not the sanme shares of stock sold on January 3, 1989.
To facilitate the Decenber 28 purchase, petitioner borrowed
$1, 350,000 fromhis father. Petitioner did not owe any noney to
his father for stock purchases prior to the January 3 sale.

Even if the parties involved are petitioners and Merrill
Lynch, as petitioners contend, the requirenents of Rev. Rul. 80-
58, supra, have still not been satisfied. Before the end of
1989, petitioners submtted the rescission claimagainst Merril
Lynch to arbitration. As an alternative to the unilatera
rescission theory, petitioners allege that this claimwas the
equi val ent of application to a court for a decree of rescission
because the agreenent between petitioners and Merrill Lynch

cont ai ned an enforceable arbitration provision.

Agency 2 sec. 44 (1958) ("If an authorization is anbi guous
because of facts of which the agent has no notice, he has
authority to act in accordance with what he reasonably believes
to be the intent of the principal although this is contrary to
the principal's intent"), petitioners would be bound to the
January 3 buyers by the apparent authority Merrill Lynch

exerci sed on behalf of petitioners. See 3 Am Jur. 2d, Agency,
secs. 71, 270 (1986).
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In Hope v. Commi ssioner, 55 T.C 1020 (1971), affd. 471 F.2d

738 (3d Gr. 1973), the taxpayer sold his stock for $20 a share,
but | ater discovered that the stock at that time was trading for
over $50 a share on the market. 1d. at 1026. |In the year of the
sale, he filed a conplaint for rescission against the agent and
the purchasers of the optioned stock. 1d. The follow ng year,
the parties settled the dispute. 1d. at 1027. Wen his case
canme before the Tax Court, the taxpayer argued that "his

conpl aint requesting a rescission of the sal e postponed his
obligation to return the income fromthe sale until the year in
which the suit was settled.” [d. at 1030. This Court disagreed,
hol di ng that since the taxpayer had unfettered discretion to use
the funds when he received them "the nere filing of the suit by
the petitioner was not of itself sufficient to postpone the
realization of gain on the conpleted sale.” 1d. at 1030-1031.
The Court also held that settlenent of the suit was not the sane
as rescission. |d.

Li ke the taxpayer in Hope, petitioners here had unhi ndered
control over the funds they received fromthe January 3, 1989,
sale. Although they brought proceedings for rescission, since
both the funds and the decision to seek a rescission were wholly
within their control, they have failed to denonstrate that a
resci ssion occurred which woul d post pone realization of the gain.

See Hope v. Conm ssioner, 471 F.2d 738, 742 (3d Gr. 1973).

Mor eover, the settlenent of petitioners' proceedings, which
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occurred in the year followi ng the transaction, does not anobunt

to a resci ssion. Hope v. Conmi ssioner, 55 T.C. at 1031.

Petitioners present other argunments expl ai ni ng why they have
sufficient grounds for a unilateral rescission under Rev. Rul.
80-58, 1980-1 C.B. 181. 1In light of our conclusions above, that
petitioners confused the buyers with the agent, that neither
buyers nor seller were put back into their pre-sale positions,
and that a settlenent is not a rescission, we need not address
t hese argunents.

2. | nvol unt ary Conver si on

Section 1033(a) allows nonrecognition of gain "If property
(as a result of its destruction in whole or in part, theft,
sei zure, or requisition or condemation or threat or inmm nence
thereof) is compulsorily or involuntarily converted".
Petitioners contend that the sale of the Wal Mart stock by Merril
Lynch constituted a "seizure", and thus there was an involuntary
conversi on under section 1033(a). Petitioners |ook to Wbster's
Third International Dictionary (1966) and define seizure as "to
take by force" or "to take hold of." Because the sale by Merril
Lynch was unaut hori zed, they argue, the stock was "seized".

Petitioners equate Merrill Lynch's actions with conmon-| aw
conversion. Since a common-|aw conversion has occurred, they
assert, they should be given the benefit of section 1033. W
think that petitioner's argunent stretches the statute beyond

permssible limts. Petitioners' argunents to the contrary,
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i nvol untary conversion pursuant to section 1033 is statutory, not
defined by the common |aw. Indeed, it has even been stated that
"Congress clearly intended to extend the benefits of section 1033
and its predecessor only to public takings and casualty-1ike
conversions, and the limtation of its benefits to involuntary
conversions--i.e., those 'wholly beyond control of the one whose
property has been taken'--reflects that intent."” Weeler v.

Conmm ssi oner, 58 T.C. 459, 463 (1972).

In addition to their common-| aw conversi on argunent,
petitioners treat "seizure", defined by themas "to take by
force," as equivalent to theft. Petitioners seek to conpare
thensel ves to the taxpayer in Rev. Rul. 66-355, 1966-2 C. B. 302.
There, the taxpayer's financial nanager pledged shares of the
taxpayer's stock to a bank, w thout the taxpayer's perm ssion, to
secure the manager's personal |oan. The bank subsequently sold
the shares to liquidate the loan. 1d. at 302. The ruling holds
that the manager's actions anmounted to theft for purposes of

section 1033. Once again, petitioners' situation is quite

different. Despite the settlenent between Merrill Lynch and
petitioners, Merrill Lynch has never agreed, and petitioners have
not denonstrated, that Merrill Lynch was at fault civilly, much

less crimnally. At nost, there was only a mutual m stake of
fact between petitioner and Merrill Lynch. Petitioners have
failed to establish that an involuntary conversion has occurred.

Cr. Hope v. Conmi ssioner, 55 T.C. at 1033-1035.




Accordi ngly,

Deci sion will be entered

for respondent.




