Merlo v. Commissioner, T. C. Memo. 2005-178 (U. S. Tax Court 2005)

In Merlo v. Commissioner, the U. S. Tax Court ruled that capital loss limitations
under sections 1211 and 1212 of the Internal Revenue Code apply to the calculation
of alternative minimum taxable income (AMTI). This decision impacts taxpayers
attempting to use capital losses to offset AMTI, clarifying that such losses cannot be
carried back to reduce AMTI in previous tax years. The ruling underscores the strict
application of tax laws governing AMT and reinforces the principle that statutory
provisions take precedence over taxpayer interpretations of legislative intent or
equity considerations.

Parties

Petitioner: Merlo, residing in Dallas, Texas at the time of filing the petition.
Respondent: Commissioner of Internal Revenue.

Facts

Merlo was employed by Service Metrics, Inc. (SMI) in 1999 and 2000, and became
vice president of marketing in July 1999. He received incentive stock options (ISOs)
from SMI, which were converted to options for Exodus Communications, Inc.
(Exodus) shares after Exodus acquired SMI in November 1999. On December 21,
2000, Merlo exercised his options to acquire 46,125 shares of Exodus at $0. 20 per
share, with a total fair market value of $1,075,289 on the date of exercise. Exodus
filed for bankruptcy on September 26, 2001, rendering Merlo’s shares worthless.
Merlo reported a capital gain on his 2000 tax return and attempted to carry back a
capital loss from 2001 to reduce his 2000 AMTI. The Commissioner determined
deficiencies in Merlo’s federal income taxes for 1999 and 2000.

Procedural History

The case was submitted fully stipulated under Tax Court Rule 122. The
Commissioner issued a notice of deficiency on November 13, 2003, for tax years
1999 and 2000. Merlo filed a petition with the U. S. Tax Court on December 18,
2003. On December 27, 2004, the Commissioner filed a motion for partial summary
judgment regarding the lack of substantial risk of forfeiture for Merlo’s stock
options. Merlo filed a cross-motion for partial summary judgment on December 28,
2004, asserting rights to carry back alternative tax net operating loss (ATNOL)
deductions. The Tax Court granted the Commissioner’s motion and denied Merlo’s
cross-motion in a Memorandum Opinion issued on July 20, 2005.

Issue(s)

Whether the capital loss limitations of sections 1211 and 1212 of the Internal
Revenue Code apply to the calculation of alternative minimum taxable income
(AMTI)?
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Whether Merlo may use capital losses realized in 2001 to reduce his AMTI in 20007
Rule(s) of Law

Sections 1211 and 1212 of the Internal Revenue Code limit the deduction of capital
losses to the extent of capital gains plus $3,000 for noncorporate taxpayers, and do
not permit carryback of capital losses to prior taxable years. Section 55-59 and
accompanying regulations govern the calculation of AMTI, with section 1. 55-1(a) of
the Income Tax Regulations stating that all Internal Revenue Code provisions apply
in determining AMTI unless otherwise provided.

Holding

The Tax Court held that the capital loss limitations of sections 1211 and 1212 apply
to the calculation of AMTI, and thus, Merlo cannot carry back his AMT capital loss
realized in 2001 to reduce his AMTT in 2000.

Reasoning

The Court’s reasoning was grounded in the statutory interpretation of the Internal
Revenue Code. The Court emphasized that no statute, regulation, or published
guidance explicitly exempts the application of sections 1211 and 1212 to AMTI
calculations. The Court relied on section 1. 55-1(a) of the Income Tax Regulations,
which mandates the application of all Code provisions to AMTI unless otherwise
specified. The Court rejected Merlo’s arguments based on congressional intent and
equity, citing prior case law that equity considerations are not a basis for judicial
relief from AMT application. The Court also noted that Merlo’s reliance on informal
IRS instructions was misplaced, as statutory provisions take precedence over such
instructions.

Disposition

The Tax Court directed that a decision would be entered under Rule 155, reflecting
the Court’s holdings and the parties’ concessions.

Significance/Impact

The Merlo decision clarifies the application of capital loss limitations to AMTI,
affecting taxpayers’ ability to offset AMTI with capital losses. The ruling reinforces
the principle that statutory provisions govern AMT calculations and that courts will
not override these based on perceived equity or taxpayer interpretations of
legislative intent. This case has been cited in subsequent tax litigation and remains a
key precedent in AMT law, impacting tax planning strategies involving ISOs and
capital losses.
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