Ewing v. Commissioner, 91 T. C. 396 (1988)

Losses from commodity straddle transactions are deductible only if the primary
purpose of entering into the transactions was for economic profit, not tax benefits.

Summary

In Ewing v. Commissioner, the Tax Court ruled on whether investors could deduct
losses from gold futures straddle transactions under I. R. C. § 165(c)(2) and § 108(a).
The court determined that the transactions were primarily motivated by tax benefits
rather than economic profit, thus disallowing the deductions for the initial year but
allowing them as offsets against gains in the subsequent year under § 108(c). The
case clarified that the primary motive test applies to pre-1982 straddle transactions,
impacting how tax practitioners analyze similar cases and emphasizing the need to
assess the taxpayer’s intent at the transaction’s inception.

Facts

Petitioners, including Philip M. Ewing, engaged in gold futures straddle transactions
through F. G. Hunter & Associates during 1980 and 1981. They claimed ordinary
losses in 1980 by canceling losing legs of the straddles and reported long-term
capital gains in 1981 from the assignment of winning legs. The transactions were
designed to generate tax losses while deferring and converting gains, with
promotional materials focusing heavily on the tax benefits of the straddle strategy.

Procedural History

The Commissioner issued notices of deficiency, disallowing the claimed losses and
asserting additions to tax for negligence and increased interest. Petitioners
appealed to the U. S. Tax Court, which consolidated their cases for trial. The Tax
Court heard arguments on the deductibility of the losses under § 165(c)(2) and §
108(a), as well as the applicability of § 108(c) for offsetting gains in subsequent
years.

Issue(s)

1. Whether the petitioners’ straddle transactions were entered into primarily for
profit under § 108(a) and § 165(c)(2)?

2. Whether the losses disallowed in 1980 can be used as offsets against gains in
1981 under § 108(c)?

3. Whether petitioners are liable for increased interest under § 6621(c) and
additions to tax under § 6653(a)?

Holding

1. No, because the court found that the primary motive for entering the transactions
was to obtain tax benefits, not economic profit.
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2. Yes, because under § 108(c), losses disallowed in one year can be used to offset
gains in subsequent years to accurately reflect the net gain or loss from all positions
in the straddle.

3. Yes for increased interest under § 6621(c) due to the tax-motivated nature of the
transactions, but no for additions to tax under § 6653(a) as the court found no
negligence or intentional disregard of rules.

Court’s Reasoning

The court applied the primary motive test from Fox v. Commissioner and Smith v.
Commissioner, determining that the petitioners’ primary motive was to obtain tax
benefits, evidenced by the promotional materials’ focus on tax strategies and the
structure of the transactions to generate tax losses. The court rejected the
reasonable expectation of profit test from Miller v. Commissioner, which was later
reversed, and instead relied on the subjective primary purpose standard. The court
allowed the use of disallowed losses as offsets against subsequent gains under §
108(c) to reflect the true economic outcome of the straddle. The decision to impose
increased interest under § 6621(c) was based on the transactions being tax-
motivated, but negligence penalties under § 6653(a) were not upheld due to the
petitioners’ reliance on professional advice.

Practical Implications

This decision underscores the importance of assessing the primary motive for
entering into straddle transactions, particularly for tax practitioners analyzing
pre-1982 transactions. It clarifies that losses from such transactions are deductible
only if primarily motivated by economic profit, impacting how similar cases are
approached. The ruling also highlights the potential for using disallowed losses to
offset future gains, affecting tax planning strategies. For businesses and investors,
this case serves as a reminder of the IRS’s scrutiny of tax-motivated transactions
and the risk of increased interest penalties. Subsequent cases have referenced
Ewing when addressing the deductibility of losses and the application of § 108(c),
reinforcing its significance in tax law.
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