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Freytag v. Commissioner, 89 T. C. 849 (1987)

Losses from fictitious financial transactions are not deductible for federal income tax
purposes.

Summary

In Freytag v. Commissioner, the U. S. Tax Court held that losses from forward
contracts orchestrated by First Western Government Securities were not deductible
because the transactions were illusory and lacked economic substance. The court
found that the transactions were designed solely for tax avoidance, with no real
potential for profit. The decision underscores that for a loss to be deductible, it must
arise from a bona fide transaction with a genuine economic purpose beyond tax
benefits.

Facts

Petitioners  entered  into  forward  contract  transactions  with  First  Western
Government Securities,  aiming to generate tax losses.  First  Western structured
these transactions to produce losses that matched the clients’ tax preferences. The
firm used a proprietary pricing algorithm that did not reflect market realities and
managed client  accounts  to  limit  losses  to  the  initial  margin.  The  transactions
involved  no  actual  delivery  of  securities,  and  settlements  were  manipulated  to
produce desired tax outcomes. Only a small  percentage of clients made profits,
primarily First Western employees.

Procedural History

The case was heard by the U. S. Tax Court as one of over 3,000 cases involving
similar transactions with First Western. It was selected as a test case to determine
the deductibility of losses from these forward contracts. The court assigned the case
to a Special Trial Judge, whose opinion was adopted by the full court.

Issue(s)

1.  Whether  the  forward  contract  transactions  with  First  Western  should  be
recognized for federal income tax purposes.
2.  If  recognized,  whether these transactions were entered into for profit  under
section 108 of the Tax Reform Act of 1984, as amended.
3. Whether certain petitioners are liable for additions to tax for negligence.

Holding

1.  No,  because  the  transactions  were  illusory  and  fictitious,  lacking  economic
substance.
2. No, because even if  the transactions were bona fide, they were entered into
primarily for tax avoidance purposes, not for profit.



© 2025 SCOTUSreports.com. All rights reserved. | 2

3.  Yes,  because  petitioners  were  negligent  in  claiming  deductions  from  these
transactions.

Court’s Reasoning

The  court  determined  that  the  transactions  were  not  bona  fide  because  First
Western  controlled  all  aspects,  including  pricing  and  settlement,  to  produce
predetermined tax  results.  The  firm’s  pricing  algorithm was  disconnected  from
market realities, and the hedging program was inadequately managed. The court
also found that the transactions lacked a profit motive, as they were designed to
match clients’ tax preferences. The court cited the absence of real economic risk
and the manipulation of transaction records as evidence of the transactions’ sham
nature.  Furthermore,  the  court  noted  that  petitioners  did  not  investigate  the
program’s legitimacy despite clear warning signs, leading to the negligence finding.

Practical Implications

This  decision  has  significant  implications  for  tax  practitioners  and  taxpayers
engaging in complex financial transactions. It reinforces that tax deductions must be
based  on  real  economic  losses  from  transactions  with  substance,  not  those
engineered solely for tax benefits. The ruling impacts how tax shelters and similar
arrangements  are  structured  and  scrutinized,  emphasizing  the  importance  of
economic substance over form. It also serves as a cautionary tale for taxpayers and
their  advisors  to  thoroughly  vet  investment  opportunities,  particularly  those
promising  high  tax  benefits.  Subsequent  cases  have  cited  Freytag  to  deny
deductions from transactions lacking economic substance, influencing tax planning
and compliance strategies.


