Miller v. Commissioner, 84 T. C. 827 (1985)

Losses from commodity futures straddles entered into before 1982 are deductible if
there was a reasonable prospect of any profit at the time the straddle was acquired.

Summary

In Miller v. Commissioner, the U. S. Tax Court ruled that losses from commodity
futures straddles entered into before 1982 are deductible under Section 108 of the
Tax Reform Act of 1984 if there was a reasonable prospect of any profit at the time
the straddle was acquired. The petitioner, an experienced commodity futures trader,
engaged in gold futures straddles primarily to realize tax losses in 1979. The court
found that despite the tax motivation, the transactions had a reasonable prospect for
profit, allowing the deduction of the losses. This decision was significant as it
established an objective test for deductibility based on market potential rather than
the taxpayer’s primary motive.

Facts

Gilbert R. Miller, a seasoned commodity futures trader, initiated gold futures
straddle transactions in 1979 with the primary intent of realizing tax losses. These
transactions were coordinated with Merrill Lynch’s Tax Straddle Department to
achieve a $100,000 tax loss goal. Miller executed a series of switches in December
1979, which resulted in the desired tax losses, totaling $103,325. The court found
that while Miller’s actions were tax-motivated, there was a reasonable prospect for
profit from the straddles if the market had reversed its course.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Miller’s 1979
income tax due to the disallowance of short-term losses from commodity futures
straddles. Miller petitioned the U. S. Tax Court. The case was decided after the
enactment of Section 108 of the Tax Reform Act of 1984, which the court applied
retroactively to allow the deduction of losses from pre-1982 straddles if entered into
for profit.

Issue(s)

1. Whether losses from commodity futures straddles entered into before 1982 are
deductible under Section 108 of the Tax Reform Act of 1984 if the taxpayer’s
primary motive was to realize tax losses.

2. Whether the phrase “transaction entered into for profit” in Section 108 should be
interpreted based on the taxpayer’s subjective intent or an objective test of market
potential.

Holding
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1. Yes, because Section 108 of the Tax Reform Act of 1984 allows the deduction of
losses from pre-1982 straddles if there was a reasonable prospect of any profit at
the time the straddle was acquired, regardless of the taxpayer’s primary motive.

2. Yes, because the legislative history of Section 108 indicates that Congress
intended to adopt an objective test, allowing losses if there was a “reasonable
prospect of any profit” from the transaction.

Court’s Reasoning

The court applied Section 108 to override its prior decisions in Smith v.
Commissioner and Fox v. Commissioner, which focused on the taxpayer’s primary
motive. The court interpreted the legislative history of Section 108 to establish an
objective test for deductibility, focusing on whether there was a “reasonable
prospect of any profit” at the time the straddle was entered into. The court found
that despite Miller’s tax motivation, the gold futures straddles had a reasonable
prospect for profit if the market had reversed, as evidenced by expert testimony.
The court invalidated the IRS’s temporary regulations that sought to apply the
subjective intent test from Smith and Fox, finding them inconsistent with Section
108. The court also rejected the IRS’s argument that the straddles lacked economic
substance, noting that Section 108 precludes such an analysis for deductibility
purposes.

Practical Implications

This decision established that losses from commodity futures straddles entered into
before 1982 are deductible if there was a reasonable prospect of any profit, even if
the taxpayer’s primary motive was to realize tax losses. It shifted the analysis from
the taxpayer’s subjective intent to an objective evaluation of market potential,
impacting how similar cases are analyzed. The decision provided clarity and relief
for taxpayers engaged in pre-ERTA straddle transactions, potentially affecting
billions in tax revenue. It also highlighted the tension between legislative intent and
IRS regulations, emphasizing the importance of legislative history in interpreting tax
statutes. Subsequent cases applying or distinguishing this ruling would need to
assess the market potential for profit at the time of entering the straddle, rather
than focusing solely on the taxpayer’s motives.
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