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Smith v. Commissioner, 78 T. C. 353 (1982)

Losses from commodity tax straddles are not deductible under section 165(c)(2) if
the taxpayer lacks a profit motive beyond tax benefits.

Summary

In Smith v. Commissioner, the Tax Court addressed the deductibility of losses from
commodity tax straddles in silver futures, a tax avoidance strategy used by the
petitioners. The court found that the petitioners, who sought to defer short-term
capital gains, did not possess the requisite profit motive necessary for deducting
their losses under section 165(c)(2). Despite the transactions being legally binding
and generating real losses, the court ruled that the primary motivation was tax
deferral, not economic profit, leading to the disallowance of the claimed deductions.
This decision underscores the importance of a bona fide profit motive in transactions
involving tax strategies.

Facts

In 1973, petitioners Harry Lee Smith and Herbert J.  Jacobson, both real estate
developers, sold partnership interests at a substantial gain. To defer these short-
term capital  gains,  they entered into commodity tax straddles in silver futures,
facilitated  by  Merrill  Lynch’s  tax  straddle  department.  The  straddles  involved
simultaneous  long  and  short  positions  in  different  delivery  months,  aimed  at
generating losses in 1973 and gains in 1974. The petitioners reported significant
short-term capital losses on their 1973 tax returns, which the IRS challenged.

Procedural History

The IRS determined deficiencies  in  the  petitioners’  1973 federal  income taxes,
leading to consolidated cases in the Tax Court. The court heard arguments on the
deductibility  of  the  straddle  losses,  with  the  petitioners  asserting  that  their
transactions were legitimate and should be recognized for tax purposes. The IRS
countered that the losses were not deductible due to a lack of profit motive and
other reasons.

Issue(s)

1. Whether the losses from the commodity tax straddles were real and measurable?
2. Whether these losses should be integrated with the gains from the subsequent
year?
3. Whether the transactions lacked economic substance?
4. Whether the losses were deductible under section 165(c)(2) as incurred in a
transaction entered into for profit?

Holding
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1. Yes, because the transactions resulted in real, measurable losses, though smaller
than claimed by the petitioners.
2. No, because the step transaction doctrine and nonstatutory wash sale rules did
not require integration of the losses with subsequent gains.
3. No, because the transactions complied with commodity exchange rules and were
not shams.
4.  No,  because the petitioners  lacked the requisite  profit  motive  necessary  for
deducting the losses under section 165(c)(2).

Court’s Reasoning

The court determined that the petitioners’ transactions resulted in real losses, but
these losses were not as large as claimed due to the artificial pricing used in the
straddles. The court rejected the IRS’s argument for integrating the losses with
subsequent gains,  citing the lack of  a  statutory or  common law basis  for  such
integration. The court also found that the transactions had economic substance, as
they complied with commodity exchange rules. However, the court disallowed the
deductions under section 165(c)(2), concluding that the petitioners’ primary motive
was  tax  deferral,  not  economic  profit.  The  court  emphasized  the  lack  of
contemporaneous evidence of  a  profit  motive  and the petitioners’  focus  on tax
benefits as key factors in its decision.

Practical Implications

This  decision  limits  the  use  of  commodity  tax  straddles  for  tax  avoidance  by
requiring a  genuine profit  motive  for  loss  deductions.  Legal  practitioners  must
advise  clients  that  tax-driven  strategies  without  a  profit  motive  may  not  be
deductible. Businesses engaging in similar transactions must document their profit
objectives to support potential loss deductions. The ruling influenced subsequent
legislation,  such  as  the  Economic  Recovery  Tax  Act  of  1981,  which  addressed
commodity tax straddles. Later cases, such as United States v. Winograd and United
States  v.  Turkish,  have  distinguished  this  case  by  focusing  on  fraudulent
manipulation  in  commodity  markets.


