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Commodity straddle transactions entered into by professional commodity dealers or
persons regularly engaged in investing in regulated futures contracts are presumed
to be ‘entered into for profit’ under Section 108 of the Tax Reform Act of 1984,
unless the IRS rebuts this presumption.

Summary

Paul Perlin and Henry and Ellen Hershey, professional commodity dealers, engaged
in commodity straddle transactions and claimed losses. The IRS challenged these
losses, arguing the transactions were shams and not entered into for profit. The Tax
Court held that the transactions were not shams and that, as professional dealers,
the petitioners benefited from a statutory presumption that their transactions were
‘entered into for profit.’ The IRS failed to rebut this presumption, and thus the losses
were deemed allowable under Section 108 of the Tax Reform Act of 1984. The court
analyzed transaction costs, trading patterns, and the economic substance of the
straddles in reaching its decision.

Facts

Petitioners were professional commodity dealers or active investors in regulated
futures contracts. Paul Perlin traded commodity futures for himself and for Hillbrook
Farm, Inc., an S corporation he co-owned with Henry Hershey. They engaged in four
commodity straddle transactions: a silver straddle (Perlin individually), a soybean
straddle,  and two T-Bond straddles (all  for  Hillbrook).  These straddles involved
buying  and selling  futures  contracts  in  different  delivery  months  for  the  same
commodity.  Petitioners  used ‘switch’  transactions  and ‘day trades’  within  these
straddles, realizing short-term capital losses in certain years and deferring gains to
later years. The IRS challenged the deductibility of these losses.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
federal  income  taxes  for  the  years  1978-1980,  related  to  losses  claimed  from
commodity straddle transactions. The petitioners challenged these deficiencies in
the United States Tax Court.

Issue(s)

1. Whether the petitioners’ investments in commodity straddles for the taxable year
ending December 31, 1980, were sham transactions, devoid of economic substance.

2. Whether the petitioners’ investments in commodity straddle transactions for the
taxable years ending December 31, 1978, through December 31, 1980, satisfied the
‘entered into for profit’ requirement of Section 108 of the Tax Reform Act of 1984.
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Holding

1. No, because the transactions were bona fide, cleared through normal channels,
and the IRS failed to prove they were prearranged or fictitious.

2. Yes, because as professional commodity dealers, the petitioners benefited from
the statutory presumption that their transactions were ‘entered into for profit,’ and
the IRS failed to rebut this presumption.

Court’s Reasoning

Regarding  the  sham  transaction  issue,  the  court  found  the  IRS’s  evidence
unpersuasive, relying heavily on testimony from another trader that was deemed
unreliable.  The  court  emphasized  that  the  trades  cleared  normally  and  were
properly documented. For the ‘entered into for profit’  issue, the court analyzed
Section  108(b)  of  the  Tax  Reform  Act  of  1984,  which  provides  a  rebuttable
presumption of profit motive for commodity dealers. The court examined the IRS’s
arguments  for  rebutting  this  presumption  based  on  temporary  regulations,
specifically  focusing  on  transaction  costs,  trading  patterns,  and  the
disproportionality of tax results to economic consequences. The court found that
transaction  costs  were  minimal  and  did  not  negate  profit  potential.  While
acknowledging  the  difficulty  in  defining  ‘regular  trading  patterns,’  the  court
concluded the straddle  transactions  fell  within  Perlin’s  broad trading activities.
Critically,  the  court  invalidated  the  ‘disproportionate  tax  results’  factor  in  the
regulations as incompatible with the statute and the nature of straddle transactions,
which inherently generate larger gross gains/losses relative to net profit/loss. The
court concluded the IRS failed to rebut the presumption, and therefore, the ‘entered
into for profit’ requirement was satisfied.

Practical Implications

Perlin  v.  Commissioner  clarifies  the  application  of  the  ‘entered  into  for  profit’
presumption  for  professional  commodity  dealers  under  Section  108  of  the  Tax
Reform Act of 1984. It highlights that the IRS bears the burden of rebutting this
presumption and that factors used for rebuttal must be consistent with the statute’s
intent. The case suggests that focusing solely on the disproportionality of tax losses
to net economic gain in straddle transactions is an invalid basis for rebutting the
presumption. It emphasizes the importance of considering actual transaction costs
and the taxpayer’s professional status when evaluating profit motive in commodity
trading loss cases. This case is relevant for attorneys advising commodity traders
and for understanding the limits of regulatory interpretations in tax law, particularly
concerning statutory presumptions.


