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P-PA, an individual, owned P-AC, an S corporation.
TAC is a wholly owned qualified subch. S subsidiary of
P-AC, and its itens of incone and gain are reported on
P-AC s Federal tax return. P-PA used TAC as an
i nvestment vehicle. TAC held the stock of conpanies
that P-PA decided to invest in. TAC entered into a
mast er stock purchase agreenent (MSPA) for the sale of
sone of those corporate stocks in 2000 and 2001 to DLJ,
an i nvestnent bank. The MSPA consisted of forward
contracts and share-Ilendi ng agreenents. The forward
contracts were prepaid in cash and woul d be settled
with variable nunbers of shares of stock. The share-
| endi ng agreenments called for TAC to |l end the shares of
stock subject to the forward contracts to DLJ.

P-PA and P-AC treated the MSPA as an open
transaction and did not report any gain or |oss on the


Joel Gutteridge
Text Box
Anschutz Case Decided as a Sale:  It was held that a sale occurred at the outset of the transaction due to not complying with the Securities Lending rules of Section 1058.  It was not held to be a sale under the Constructive Sale rules of Section 1259.


-2 -

transfers of stock. R determ ned that the MSPA was a
sale of stock and that P-AC was liable for built-in
gains tax pursuant to sec. 1374, |I.R C., as a result of
TAC s incone and gain being reported on P-AC s return.
R al so determ ned that there were deficiencies in the
personal incone tax of P-PA, the sole sharehol der of P-
AC, as a result of adjustnents including in his incone
a distributive share of the built-in gain.

Under sec. 1058, I.R C., no gain or loss is
recogni zed by a taxpayer who transfers securities
pursuant to an agreenent that neets the requirenents of
sec. 1058(b), I.R C

Sec. 1259, I.R C., provides for constructive sale
treatment if a taxpayer enters into a transaction
listed in sec. 1259(c)(1), I.RC

Hel d: The MSPA constituted a sale and TAC and P-
AC nust recognize gain to the extent of the upfront
cash paynents received in 2000 and 2001; the MSPA
called for the |l ending of shares but did not neet the
requi renents of sec. 1058(b), |I.R C, because it

limted TAC s risk of |oss.

Hel d, further: TAC did not engage in constructive
sal es of stock in 2000 and 2001 pursuant to sec. 1259,
. R C.

Robert A. Rudni ck, Jonathan R DeFosse, Richard J. Gagnon

Jr., and Thomas S. Martin, for petitioners.

Dennis M Kelly, M chael Cooper, and Jennifer Auchterl onie,

for respondent.

GCEKE, Judge: This deficiency case turns on the treatnent
of stock transactions entered into by the Anschutz Corp. (TAC), a
qualified subchapter S subsidiary of the Anschutz Co., during

2000 and 2001. TAC entered into a master stock purchase
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agreenent (MSPA) to sell shares of stock to an investnent bank.
The MSPA al so called for TAC to | end those sane shares to the
bank. The issue is whether this sale agreenment with concurrent
share lending requires TAC, and its parent, Anschutz Co., to
recogni ze built-in gain upon entering into the transaction. For
t he reasons stated herein, we conclude that TAC and Anschutz Co.
must recognize gain to the extent of the upfront cash paynents
received in 2000 and 2001 exceed TAC s basis in the stock.

FI NDI NGS OF FACT

1. Ceneral Background

Sonme of the facts have been stipulated, and the stipul ations
of fact and the attached the exhibits are incorporated herein by
this reference.

Philip F. Anschutz (M. Anschutz) resided in Colorado at the
tine he filed his petition.! M. Anschutz was the sole
shar ehol der of Anschutz Co., and is a cal endar year taxpayer.
Anschutz Co. was incorporated in Del aware on July 25, 1991. At
the time it filed its petition, Anschutz Co.’s principal place of
busi ness was Denver, Colorado. Anschutz Co. elected, effective
August 1, 1999, to be treated as an S corporation under section

1362. 2

INancy P. Anschutz is a party because she and M. Anschutz
filed joint Federal incone tax returns.

2Unl ess otherwi se indicated, all section references are to
(continued. . .)
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TAC was incorporated in Kansas on Decenber 17, 1959, and its
princi pal place of business was in Denver, Colorado. At al
times during 2000 and 2001, Anschutz Co. owned all of the
out st andi ng stock of TAC

Anschutz Co. elected to treat TAC as a qualified subchapter
S subsidiary under section 1361(b)(3)(B)(ii). As a result, al
assets, liabilities, incone, deductions, and credits of TAC were
treated as those of Anschutz Co. on the latter’s Federal incone
tax returns for 2000 and 2001.

The stock transactions at issue were entered into by TAC
We refer to M. Anschutz and Anschutz Co. collectively as
petitioners.

Respondent determ ned that TAC s stock transaction shoul d
have been treated as a closed sale. Because TACis a qualified
subchapter S subsidiary, its income would be reported on Anschutz
Co.’s tax return. As a result, respondent determ ned that
Anschutz Co. was liable for deficiencies in built-in gains tax
under section 1374 of $49, 724,005 and $63, 856, 385 for 2000 and
2001, respectively. Because Anschutz Co. is an S corporation and
thus a flowthrough entity, these determ nations caused

adjustnments to M. Anschutz’s distributive share of Anschutz

2(...continued)
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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Co.’s incone and gain. As a result of these adjustnents,
respondent determ ned correl ative deficiencies of $12,081, 726 and
$17,941,239 in M. Anschutz’'s incone tax for 2000 and 2001,
respectively.

2. Background of the Transactions at |ssue

Beginning in the 1960s, M. Anschutz invested in and
oper ated conpani es engaged in oil exploration and devel opi ng
natural resources. During the past two decades M. Anschutz
invested in and operated railroad conpanies. M. Anschutz’s
decision to invest in a particular conpany typically left him
hol ding |l arge bl ocks of its stock. M. Anschutz used TAC as an
i nvestnment vehicle to hold these stocks.

Over the past decade M. Anschutz began investing in rea
estate and entertai nment conpanies. These activities included
ownership of the Staples Center in Los Angeles, California, the
Los Angel es Kings of the National Hockey League, and the Los
Angel es Gal axy of Major League Soccer. |In the late 1990s and
early 2000s M. Anschutz needed substantial anounts of cash to
fund the acquisition, devel opnent, and expansion of these new
busi ness ventures.

In the course of researching various financing vehicles to
fund its expanding real estate and entertai nnent enterprises, M.

Anschut z and executives at Anschutz Co. consulted with Donal dson
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Lufkin & Jenrette Securities Corp. (DLJ).® M. Anschutz and
Anschutz Co. decided to raise funds by causing TAC to enter into
transactions with DLJ invol ving the appreci ated stock owned by
TAC. M. Anschutz believed that these transactions would all ow
TAC to receive cash, using the appreciated stock as collateral,

wi t hout having caused a sale for Federal incone tax purposes.

TAC entered into long-termsale and | endi ng agreenents with
regard to the stock at issue. The sale agreenents were
menorialized by a master stock purchase agreenent (MSPA) and
vari ous acconpanyi ng docunments but were referred to by
petitioners as “Prepaid Variable Forward Contracts” (PVFCs).
These PVFCs were acconpani ed by share-Iendi ng agreenents (SLAs)

Wi th respect to the shares subject to the PVFCs.

TAC and DLJ negotiated the structure, basic provisions, and
terms of all of the nenorializing docunments for the PVFCs and the
SLAs used in inplementing the stock transactions over the course
of a year. The parties disagree whether the PVFCs should be
vi ewed separately fromthe SLAs or as part of an integrated

transacti on.

3The principal party to the stock transactions with TAC was
DLJ Cayman |slands, LDC. DLJ Cayman |slands and Donal dson,
Lufkin & Jenrette Securities Corp. were subsidiaries of
Donal dson, Lufkin & Jenrette, a U S. investnent bank. On Nov. 3,
2000, DLJ was acquired by Credit Suisse First Boston, Inc.
(CSFB). This acquisition did not nmaterially affect the terns of
the stock transactions. W wll refer to Donal dson, Lufkin &
Jenrette, its subsidiaries, and CSFB as DLJ for sinplicity.



3. The Transacti ons

a. PVFGs

A forward contract is an executory contract calling for the
delivery of property at a future date in exchange for a paynent
at that tine. A PVFCis a variation of a standard forward
contract. In a typical PVFC, a securities owner (the forward
seller) holding an appreciated equity position enters into a
forward contract to sell a variable nunber of shares of that
equity position. The purchaser prepays its obligation under the
PVFC to purchase a vari abl e nunber of shares on a future date.
At the maturity date of the contract, the forward seller wll
settle the contract by delivering either: (1) Shares of stock
t hat had been pledged as collateral at inception of the contract;
(2) identical shares of the stock;* or (3) cash. Typically the
nunber of shares or the anmpbunt of cash to be delivered at
maturity is determned at or near the contract maturity date
according to the market price of the stock at issue.

Consi der a taxpayer holding 100 shares of Corporation X
stock, trading at $10 per share. The taxpayer enters into a PVFC

to deliver a nunber of shares in 1 year and receives a $1, 000

“ldentical” in this context does not nean the exact shares
pl edged at inception, but shares of stock of the same corporation
and class as those pledged at inception. This allows the seller
to retain the original shares but acquire additional shares in
t he open market at or around the contract’s maturity and deliver
t hose shares instead.
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upfront cash paynent. |If the stock is trading at $10 or bel ow,
t he taxpayer nust deliver all 100 shares. |If the stock is
trading at $20, the taxpayer nust deliver 50 shares or $1, 000
cash.

b. Shar e- Lendi ng Agr eenents

Share-1endi ng agreenents are often entered into by equity
hol ders who have taken a long position with respect to a stock
and plan on holding it for an extended period. The equity owner
can agree to lend the stock to a counterparty, who can then use
t he borrowed shares to increase market liquidity and facilitate
stock sales. For exanple, the equity owner can |l end shares to an
i nvest ment bank, which could then use the |lent shares to execute
short sales on behalf of its clients.

The borrower will normally pledge cash collateral, and the
lender will derive a profit lending the shares by retaining a
portion of the interest earned by this cash collateral. At the
end of the lending period, the counterparty will return the
borrowed shares to the equity owner/I| ender

4. TAC s Transactions

a. Transaction Terns

M. Anschutz caused TAC to enter into the MSPA. Both the
PVFCs and the SLAs were governed by the sane transaction
docunents. DLJ was the counterparty, and WI m ngton Trust Co.

(WIC) served as the collateral agent.
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The PVFCs required DLJ to make an upfront paynment to TAC in
exchange for a prom se by TAC to deliver a variabl e nunber of
shares to DLJ 10 years in the future. TAC and DLJ negotiated two
issues: (1) The amount of DLJ's upfront paynment in relation to
the fair market value of the shares; and (2) the anount of
appreciation TAC would be entitled to retain over the termof the
PVFCs.

TAC and DLJ decided that DLJ woul d make an upfront paynent
equal to 75 percent of the fair market value of the shares
subject to the PVFCs. The parties also agreed that there would
be a ceiling on TAC s entitlenent to any appreciation in the
stock over the termof the PVFC. If the fair market value of the
stock at issue in the PVFC were to increase over the termof the
contract, TAC was entitled to retain the first 50 percent of this
appreciation. Any additional appreciation above the first 50
percent would accrue to DLJ.

The MSPA al so required TAC to pl edge collateral in exchange
for the upfront cash paynent under the PVFC and required TAC and
DLJ to execute pledge agreenents for each transaction schedul e.
TAC pl edged the shares of stock at issue in the PVFCs as
collateral for the upfront paynent and to guarantee TAC s
performance under the PVFC. The pl edged shares were delivered to
WC as trustee. The pledge agreenents further required WIC to

enter into SLAs with DLJ. WC held title to the stock pursuant
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to the pl edge agreenents and acted as TAC s agent in entering
into the SLAs. TAC received a prepaid | ending fee cal cul ated by
reference to the value of the lent shares (discussed in detai
below); the fee was generally equal to 5 percent of the fair
mar ket val ue of the shares | ent under the SLAs.
The diagram below illustrates the general outline of the

transacti on.
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b. Transacti on Docunents

The stock transactions were nenorialized in the MSPA. The
MSPA required the execution of a transaction schedule for each
stock at issue. TAC and DLJ executed three transaction
schedul es.

The MSPA al so required that for each transaction schedul e
the parties execute a pledge agreenent establishing collateral

accounts with WIC. Pl edge agreenents were executed,
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corresponding to the three transacti on schedul es. Each pl edge
agreenent required WIC as coll ateral agent and DLJ to execute an
SLA that would allow WIC to | end shares of stock to DLJ. Three
SLAs were executed corresponding to the three pledge agreenents.

Al t hough each transacti on schedul e governed a certai n nunber
of shares of stock, these base nunbers of shares were further
divided into smaller segnents for each PVFC, called “tranches”.
A tranche is a nunber of related securities that are part of a
| arger securities transaction. The MSPA required that each PVFC
and each instance of share | ending be nenorialized by a pricing
schedul e and notice of borrow ng, respectively. Each pricing
schedul e and notice of borrow ng caused the establishnent of a
tranche.

There were a total of 10 pricing schedul es and notices of
borrowi ng executed pursuant to the 3 transaction schedules and 3
SLAs. Transaction 1 was nade up of six tranches; transaction 2
was made up of three tranches; and transaction 3 was nmade up of
one tranche.

The anounts of the upfront paynments and the nunbers of
shares to be delivered were decided by reference to formulas and
definitions contained in the MSPA, discussed in nore detai

bel ow.



i. MSPA

The MSPA between TAC as seller and DLJ as buyer was entered
into on May 9, 2000. The MSPA provided the basic franmework for
the stock transactions and defined certain terns and requirenments
that applied to all of the stock transactions. The MSPA al so
included terns that would apply differently depending on the
specific transaction schedule or pricing schedule at issue.
These ternms would be defined in greater detail in the transaction
schedul e or pricing schedul e as each was execut ed.

ii. Transaction Schedul es

As stated previously, TAC and DLJ executed three transaction
schedul es pursuant to the MSPA. Each corresponded to a different
corporate security.

Each transaction schedule identified the issuer, the type of
security at issue, and the maxi mrum nunber of shares that would be
subject to the transaction. The transaction schedul e further
defined certain terns, initially defined and contained in the
MSPA, as they would apply to all of the shares governed by that
specific transaction schedule. These terns included the
effective date and maturity dates of the transaction, the
“M ni nrum Aver age Hedge Price”, the “Hedging Term nation Date”,
the “Threshold Appreciation Price Miultiplier”, the “Purchase

Price Multiplier”, and the “Maxi num Borrow Cost Spread Trigger”.
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The effective date of a transaction schedule was the date on
whi ch TAC and DLJ executed the transaction schedule. Each
transaction schedul e had a range of maturity dates begi nning on
the 10th and ending on the 11th anniversary of the effective date
of the transaction.

Each stock transaction between TAC and DLJ was preceded by
DLJ)' s executing short sales of that stock in the open narket.
These short sales had to be executed between the effective date
of a transaction schedule and the hedging term nation date. The
hedgi ng term nation date was the final date for DLJ to execute
short sales to determ ne the “average hedge price”.

i Pri ci ng Schedul es

Each i ndividual stock transfer made pursuant to a
transacti on schedul e was nenorialized by a pricing schedule. The
execution of a pricing schedul e established a tranche for that
transaction.® The sum of the base shares in each tranche equal ed
t he nunber of shares subject to the transaction schedul e.

These terns included: (1) The average hedge price; (2) the
downsi de protection threshold price; (3) the threshold

appreciation price; (4) the purchase price; (5) the paynent

SEach individual tranche had both a transaction nunber and a
tranche nunber. Thus, a tranche could be identified as T1T1,
where the first nunber was the nunber of the transaction and the
second was the nunber of the tranche within that transaction.
Thus, the six tranches under transaction 1 can be represented as
T1T1 through T1T6, the three tranches under transaction 2 as T2T1
t hrough T2T3, and the tranche under transaction 3 as T3TL.
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schedule (within 5 days of execution of the pricing schedul e);
(6) the tranche notice date; and (7) the maturity dates.

The information in each pricing schedul e was generated by
DLJ’ s executing short sales of the stock that would be in the
tranche. These short sales in effect hedged DLJ s risk on the
forward contract, because the short sales protected DLJ froma
decrease in stock value during the termof the PVFC

The average hedge price was the average price DLJ received
on its short sales. The average hedge price and the downsi de
protection threshold price were equal. The downsi de protection
threshold price is so nanmed because it represents the | owest
val ue that TAC could receive for its shares on the settl enent
date. This in effect |ocked in a value per share that TAC woul d
get credit for when the PVFCs were settl ed.

TAC s entitlenent to the first 50 percent of any
appreciation of the shares was represented in the transaction
schedul e by the threshold appreciation price nmultiplier and in
the pricing schedule by the initial threshold appreciation price
multiplier of 1.50. The initial threshold appreciation price
mul tiplier was applied to the average hedge price to cal cul ate
the threshold appreciation price. The threshold appreciation
price was the maxi num anmount per share that TAC woul d retain.

In sum TAC was entitled to retain any stock val ue above the

downsi de protection threshold price and bel ow or equal to the
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t hreshol d appreciation price. Any value per share above the
t hreshol d appreciation price accrued to DLJ.

The short sal es and acconpanying information were used to
determ ne the upfront paynent TAC was entitled to receive under
each tranche. This upfront paynent was equal to 75 percent and
was represented in the transaction schedule by a purchase price
multiplier of .75. The anount of the upfront paynent was
cal culated in each pricing schedule. The base nunber of shares
in a tranche was multiplied by the average hedge price and the
purchase price multiplier of .75. The resulting anmunt was the
upfront paynment nmade to TAC under the PVFCs.

iv. Pl edge Agreenents

The MSPA required TAC and DLJ to establish collateral
accounts to hold shares subject to the MSPA, the transaction
schedul e, and the pricing schedule. TAC and DLJ entered into
t hree pl edge agreenents, each corresponding to one of the three
transacti on schedul es.

WC served as collateral agent. Each pl edge agreenent
provided for the establishnment of collateral accounts with WIC
delivery to WIC of the nunber of shares initially subject to the
applicabl e transaction and tranche, the creation of security
interests in the pledged shares, and rel ease of these pl edged

shares to WIC. The pl edge agreenent also dealt with the
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treatnent of incone and distributions related to the pl edged
shar es.
v. SLAs

The MSPA and the pl edge agreenents required WIC to enter
into SLAs with DLJ that allowed DLJ to borrow from WIC t he shares
pl edged as col |l ateral.

Three SLAs were executed, corresponding to the three
transacti on schedul es and pl edge agreenents entered i nto under
the MSPA. Individual acts of borrowing were initiated by DLJ.
The separate SLAs, |ike the transaction schedul es, were divided
into separate tranches. Each tranche was established by the
filing of a notice of borrowng with WIC

The tranche establishment notice assigned a tranche nunber
and identified the nunber of shares subject to the SLA tranche.
Each notice of borrow ng corresponded to a specific tranche
establ i shed under one of the three transaction schedules. Thus,
for each pricing schedule tranche T1T1 through T3T1, there is a
correspondi ng share-1endi ng tranche.

The SLAs further provided procedures for the transfer of
shares, periodic paynents of dividends and distributions with
respect to the shares at issue, paynent of fees, guaranties, and
for the recall of shares lent under the agreenment. The SLAs
provi ded that TAC could recall the pledged shares by notifying

WC, which would then informDLJ of the recall. Upon receiving
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notice, DLJ would return the nunber of borrowed shares subject to
that specific recall to TAC s collateral accounts at WIC. [|If TAC
recall ed shares fromDLJ, it would have to return a pro rata
portion of the prepaid lending fee it received upon the initial
share | endi ng.

c. Acceleration Provisions

Each PVFC had a maturity date of 10 to 11 years after
execution. However, DLJ could, pursuant to the MSPA, accelerate
the settlenent date of a PVFC if certain events occurred. |f DLJ
accel erated a transaction, TAC would have to deliver a nunber of
shares that would vary with the parties’ relative economc
positions at the tine of acceleration.

DLJ could accelerate a PVFC only if certain events occurred,
including TAC s filing for bankruptcy or a material change in
TAC s econonmi c position such that it was uncl ear whet her TAC
woul d be able to satisfy its obligations under the PVFC.  Lastly,
DLJ coul d accelerate the settlement of a PVFCif it was unable to
hedge its position with respect to the stock at issue in the
PVFC.

d. Executi on of PVFCs and SLAs

Each i ndi vidual PVFC was executed according to the sane

steps. DLJ, upon receiving notice that TAC wanted to execute a
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PVFC, woul d borrow shares of the stock at issue® in the pricing
schedule froman unrelated third party and sell those shares in
t he open market as part of a short sale. These short sales would
be used to generate the information in the pricing schedul e and
to determ ne TAC s upfront paynment. These short sales were
execut ed between the execution date of the pricing schedule and
the hedging term nation date, and the results of the short sales
were conpiled in the pricing schedule. The short sale proceeds
were used to fund the upfront paynent nmade as part of the PVFC
and left DLJ wwth an obligation to close out the short sale by
transferring identical shares to the original third-party |ender.
The PVFCs and the short sales worked to cancel out DLJ's risk of
| oss on the stock purchases. |If the fair market val ue of stock
subject to the PVFCs dropped over the course of the contract, the
short sales would earn a profit; if the fair market val ue
i ncreased, the PVFCs would earn a profit.

DLJ woul d not execute one short sale for the entire anount
of stock at issue in the pricing schedule. Instead, DLJ would
split the nunber of shares over a nunber of different short sales
as part of the process for establishing each tranche. The
vari ous prices received on these short sales were then averaged

to determi ne the average hedge price for the tranche.

5The corporate stocks at issue in the transactions are al
wi dely traded and avail able, so the borrowi ng of shares to
execute a short sale was not difficult.
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The other terns of the various pricing schedul es
menori al i zing each tranche under the MSPA were determ ned on the
basis of these initial short sales. As stated previously, the
aver age hedge price equal ed the downside threshold protection
price. The base nunber of shares was multiplied by the average
hedge price and the purchase price nmultiplier to determne TAC s
upfront paynment. The downsi de protection threshold price was
mul tiplied by the initial threshold appreciation price nultiplier
to determ ne the nmaxi mum anount of val ue per share that TAC woul d
be entitled to keep if the stock appreciated.

The cash proceeds of the short sales were used to fund the
upfront paynment of the PVFCs. Paynent was made wthin 5 days of
delivery of the pricing schedule to TAC

5. TAC s Three Transacti ons

a. Transaction 1

On May 9, 2000, TAC and DLJ executed a transaction schedul e
pursuant to the MSPA for transaction 1. Transaction 1
i npl enented a stock transaction with respect to a maxi mum of 10
mllion shares of Union Pacific Resources G oup, Inc. (UPR)
common st ock

The transaction schedule for transaction 1 provided an
effective date of May 9, 2000, and a range of maturity dates from
the 10th to the 11th anniversary of the effective date. The

transacti on schedul e further provided a hedging termnation date
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of Decenber 31, 2000, an initial threshold appreciation price
mul tiplier of 1.50, and a purchase price nmultiplier of .75.
Al t hough the MSPA allowed TAC to settle with either cash or
securities, the transaction schedul e deleted the cash settl enent
opti on.

On May 9, 2000, TAC, DLJ, and WIC entered into a pl edge
agreenent with respect to the stock subject to transaction 1.

As stated previously, transaction 1 was divided into six
tranches, corresponding to six pricing schedules. Three of the
six pricing schedules were for a total of 4 mllion shares of UPR
common stock. The other three were for a total of 2,217,903
shares of Anadarko Petrol eum Corp. (APC) comon stock

The pricing schedule for T1T1 was dated May 12, 2000, and
was for 1.5 mllion shares of UPR common stock. T1T1l had an
average hedge price of $21.49.7 TAC received an upfront cash
paynent of $24,181,087 for T1T1l. DLJ executed a share-| ending
notice, establishing a borrow ng tranche corresponding to T1T1.
The borrow ng tranche was for 1.5 mllion shares of stock. DLJ
actually borrowed 1,449,000. TAC received a prepaid | ending fee
of $1, 640, 143 for these shares.

The pricing schedule for T1T2 was dated May 12, 2000, and
was for 1.5 mllion shares of UPR common stock. T1T2 had an

average hedge price of $21.49. TAC received an upfront cash

'Al'l prices are rounded to two deci mal places.
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paynent of $24,181,087 for T1T2. DLJ executed a share-| ending
notice, establishing a borrow ng tranche corresponding to T1T2.
The borrow ng tranche was for 1.5 mllion shares of stock. DLJ
actually borrowed 1,449,000. TAC received a prepaid | ending fee
of $1, 640, 143 for these shares.

The pricing schedule for T1T3 was dated June 9, 2000, and
was for 1 mllion shares of UPR common stock. T1T3 had an
average hedge price of $23.76. TAC received an upfront cash
paynent of $17,818,725 for T1T3. DLJ executed a share-| ending
notice, establishing a borrow ng tranche corresponding to T1T3.
The borrowi ng tranche was for 1 mllion shares of stock. DLJ
actually borrowed 1 mllion. TAC received a prepaid | ending fee
of $1,131,914 for these shares.

On July 14, 2000, UPR nerged with APC. As a result, the 4
mllion shares at issue in tranches T1T1 through T1T3 were
converted to 1,820,000 shares of APC common stock. The 3,898, 000
shares actually lent pursuant to | ending tranches established
under T1T1 through T1T3 were converted to 1,773,590 shares of APC
common stock. Further, tranches 4-6, discussed below, dealt wth
shares of APC common stock, not UPR common stock

The pricing schedule for T1T4 was dated August 8, 2000, and
was for 951,117 shares of APC common stock. T1T4 had an average
hedge price of $49.85. TAC received an upfront cash paynent of

$35, 559,530 for T1T4. DLJ executed a share-lending notice,
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establishing a borrowi ng tranche corresponding to T1T4. The
borrowi ng tranche was for 951,117 shares of stock. DLJ actually
borrowed 747,182. TAC received a prepaid | ending fee of
$2, 370,635 for these shares.

The pricing schedule for T1T5 was dated August 10, 2000, and
was for 633,393 shares of APC common stock. T1T5 had an average
hedge price of $52.49. TAC received an upfront cash paynent of
$24,937,189 for T1T5. DLJ executed a share-1ending noti ce,
establishing a borrow ng tranche corresponding to T1T5. The
borrowi ng tranche was for 633,393 shares of stock. DLJ actually
borrowed 523,984. TAC received a prepaid | ending fee of
$1,662,479 for these shares.

The pricing schedule for T1T6 was dated August 10, 2000, and
was for 633,393 shares of APC common stock. T1T6 had an average
hedge price of $52.49. TAC received an upfront cash paynent of
$24,937,189 for T1T6. DLJ executed a share-1ending noti ce,
establishing a borrow ng tranche corresponding to T1T6. The
borrowi ng tranche was for 633,393 shares of stock. DLJ actually
borrowed 523,984. TAC received a prepaid | ending fee of
$1,662,479 for these shares.

b. Transaction 2

On Decenber 5, 2000, TAC and DLJ executed a transaction
schedul e for transaction 2 for 2 mllion shares of Union Pacific

Corp. (UPC) common stock. It was |later anmended to allow for a
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maxi mumof 3 mllion shares of UPC conmon stock. The transaction
schedul e for transaction 2 stated an effective date of Decenber
5, 2000, a range of maturity dates, a hedging term nation date of
January 30, 2001, an initial threshold appreciation price
mul tiplier of 1.50, and a purchase price multiplier of .75. The
transaction schedule further stated that transaction 2 could not
be settled in cash

On Decenber 5, 2000, TAC and DLJ executed a pl edge agreenent
for the shares subject to transaction 2. On February 9, 2001,
DLJ and WIC, as agent for TAC, entered into an SLA with respect
to the shares at issue in transaction 2.

Transaction 2 was executed through three pricing schedul es.
The pricing schedule for T2T1 was dated January 4, 2001, and was
for 750,000 shares of UPC commobn stock. T2T1 had an average
hedge price of $50.56. TAC received an upfront cash paynent of
$28, 440,562 for T2T1l. DLJ executed a share-lending notice,
establishing a borrow ng tranche corresponding to T2T1. The
borrowi ng tranche was for 750,000 shares of stock. DLJ actually
borrowed 750, 000. TAC received a prepaid | ending fee of
$1, 896, 037 for these shares.

The pricing schedule for T2T2 was dated January 4, 2001, and
was for 750,000 shares of UPC commobn stock. T2T2 had an average
hedge price of $51.09. TAC received an upfront cash paynent of

$28, 742,681 for T2T2. DLJ executed a share-lending notice,
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establishing a borrowi ng tranche corresponding to T2T2. The
borrowi ng tranche was for 750,000 shares of stock. DLJ actually
borrowed 750, 000. TAC received a prepaid | ending fee of
$1, 916, 178 for these shares.

The pricing schedule for T2T3 was dated January 16, 2001,
and was for 1.5 mllion shares of UPC commobn stock. T2T3 had an
average hedge price of $51.61. TAC received an upfront cash
paynent of $58,061, 250 for T2T3. DLJ executed a share-| ending
notice, establishing a borrow ng tranche corresponding to T2T3.
The borrow ng tranche was for 1.5 mllion shares of stock. DLJ
actually borrowed 1.5 mllion shares. TAC received a prepaid
| endi ng fee of $3,870,750 for these shares.

c. Transaction 3

On April 5, 2001, TAC and DLJ executed a transaction
schedul e for transaction 3 to execute a stock transaction with
respect to a maximumof 2 mllion shares of UPC commobn stock.

On April 5, 2001, TAC, DLJ, and TWC entered into a pl edge
agreenent with respect to the shares subject to transaction 3.
WC, as agent for TAC, and DLJ entered into an SLA with respect
to the shares of transaction 3.

Transaction 3 consisted of only one pricing schedule for al
2 mllion shares at issue. The pricing schedule for T3T1 was
dated April 25, 2001, and had an average hedge price per share of

$56. 07. TAC received an upfront cash paynent of $84, 109, 350 for
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T3T1. DLJ executed a share-lending notice, establishing a
borrowi ng tranche corresponding to T3T1. The borrow ng tranche
was for 2 mllion shares of stock. DLJ actually borrowed 2
mllion shares. TAC received a prepaid | ending fee of $5,607, 290
for these shares.

d. Total Paynents Received

TAC recei ved upfront paynents under the PVFCs totaling
$350, 968, 652 and $23, 398,050 in prepaid | ending fees under the
SLAs.

6. Later Years

a. Anendnents to Docunentation

The parties to the MSPA have continued to nonitor the
transactions with regard to their business goals. DLJ, for
i nstance, has continued to adjust its hedges under the PVFCs.
The MSPA, pl edge agreenents, and SLAs were anended on June 13,
2003, to reflect DLJ' s being acquired by Credit Suisse First
Boston and to introduce the concept of “share reduction cash
paynments”. This anmendnent dealt with cash dividends or dividend
equi val ent paynents received by TAC wth respect to the stocks
subject to the transactions at issue. The share reduction
program gave TAC two options: (1) It would pay DLJ cash equal to
any cash dividends or dividend equival ent paynents; or (2) use

the paynents to acquire additional shares of the particular stock
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at issue and pl edge those additional shares as coll ateral under
t he pl edge agreenents.

b. Share Recalls

In 2006, during respondent’s audit of petitioners, TAC
recalled a portion of the shares pursuant to its authority under
the SLAs. The decision to recall shares was an attenpt by
petitioners to show respondent that the SLAs were valid.

Shortly before trial, petitioners recalled the renaining
shares |l ent under the SLAs. The shares of stock were recalled to
again show the legitimcy of the SLAs and TAC s right of recall.
In both instances, TAC paid DLJ a pro rata portion of the prepaid
| ending fee, as required by the SLAs.

7. Settling the PVFCs at Maturity

The PVFCs will be settled at their maturity dates when it
w Il be determ ned how many shares, or the cash equival ent, nust
be delivered to DLJ (the settlenent shares). The MSPA sets out
the process for calculating the settlenent shares or anmount of
cash that TAC nust deliver.

The nunber of settlenent shares required to be delivered at
a PVFC s maturity date is determ ned by nultiplying the base
nunber of shares in each tranche by the average settlenent ratio.
The average settlenment ratio will be calculated before the
maturity date and is determ ned by reference to the adjusted

settlenment price.



- 28 -

The adjusted settlenent price will be the New York Stock
Exchange trading value nmultiplied by the distribution adjustnent
factor. The distribution adjustnent factor is applied in order
to account for any distributions made with respect to the stock
at issue at or near the maturity date.

Once the adjusted settlenment price is calculated, it will be
conpared to the downsi de protection threshold price and the
t hreshol d appreciation price, which, as discussed above, provided
the range of values in which TAC woul d keep sone appreciation of
t he stock.

| f the adjusted settlenent price was |l ess than or equal to
t he downsi de protection threshold price, the average settlenent
ratio wll be 1. Applying aratio of 1 to the base nunber of
shares neans that TACw | be required to deliver at nost the
base nunber of shares and wll not have to return any additional
value to DLJ. In effect, if the adjusted settlenent price was
| ess than or equal to the downside protection threshold price,
then TAC just had to deliver the nunber of shares at issue in the
tranche. No matter how far the value of the stock fell, TAC
woul d not have to return any portion of the upfront cash paynent.
Thus, the downside threshold protection price |locked in a m ninmum
val ue that TAC was guaranteed to receive credit for.

| f the adjusted settlenent price was between the downsi de

protection threshold price and the threshold appreciation price,
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the average settlenent ratio was a ratio that when applied to the
base nunber of shares in each tranche would reduce TAC s ultinmate
delivery obligation by a certain nunber of shares. The shares
TAC was entitled to keep would be equal in value to any
appreciation of the stock that TAC was entitled to retain.

| f the adjusted settlenent price was greater than the
t hreshol d appreciation price, the average settlenent ratio was a
fraction that when applied to the base nunber of shares in each
tranche would allow TAC to keep the first 50 percent of
appreciation and all ow any excess appreciation to go to DLJ as
previ ously expl ai ned.

Once the average settlenent ratio was determned, it was
mul tiplied by the base nunber of shares in each tranche. TAC was
then required to deliver that nunber of shares to DLJ to satisfy
its obligation under the PVFCs. The shares used to settle the
PVFCs coul d be those in TAC s collateral accounts at WIC (to
whi ch the I ent shares were returned) or simlar shares.
Al ternatively, cash could be used to nake the settlenment paynent.

8. Pr ocedur al Post ure

M. Anschutz and Anschutz Co. treated the PVFC portions of
t he MSPA as open transactions and not as closed sal es of stock.
Nei ther reported gain or loss fromthe stock transactions on his

or its Federal incone tax returns.
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TAC had bases during 2000 of $0.87 and $1.91, respectively,
in the UPR and APC shares subject to transaction 1. TAC had a
basis of $1.51 during 2001 in the UPC shares subject to
transactions 2 and 3. On August 22, 2007, respondent issued a
notice of deficiency to Anschutz Co. for tax years 2000 and 2001.
The notice of deficiency determned that TAC had entered into
cl osed sal es of stock, had received 100 percent of the fair
mar ket val ue for the stock, and thus was |liable for section 1374
built-in gains tax in 2000 and 2001 to the extent the val ue
recei ved exceeded Anschutz Co.’s basis in the stock. The built-
in gains tax was calculated by reference to the shares of stock
that were pledged to WIC, then borrowed by DLJ. The deficiencies
do not include shares pledged as collateral by TAC but not
borrowed by DLJ.

Because S corporations are flowthrough entities, the built-
in gain respondent determ ned on Anschutz Co.’s returns, |less the
tax on that gain, then flowed to M. Anschutz. On August 22,
2007, respondent issued a notice of deficiency to M. Anschutz
for 2000 and 2001. The notice of deficiency determ ned
deficiencies in M. Anschutz’s inconme tax with respect to the
adj ustnents to Anschutz Co.’s tax liabilities.

On August 21, 2007, Anschutz Co. filed its petition in

docket No. 18942-07. On August 23, 2007, M. Anschutz filed his
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petition in docket No. 19083-07. A trial in these consolidated
cases was held on February 9-10, 2009, in Washington, D.C

Respondent submitted an expert report in support of his
position that closed sales of stock occurred in 2000 and 2001.
Petitioners submtted a report in rebuttal.

OPI NI ON

The Conm ssioner’s determ nations in the notice of
deficiency are presuned correct, and the taxpayer bears the
burden of proving, by a preponderance of the evidence, that
these determ nations are incorrect. Rule 142(a)(1); Welch v.

Hel vering, 290 U. S. 111, 115 (1933). Under section 7491(a), if

t he taxpayer produces credi ble evidence with respect to any
factual issue relevant to ascertaining the taxpayer’s liability
and neets other requirenents, the burden of proof shifts fromthe
taxpayer to the Comm ssioner as to that factual issue. Neither
party addressed the burden of proof. Because we decide this case
on the basis of the preponderance of the evidence, we need not
deci de upon which party the burden rests.

Section 61(a)(3) provides that gross incone includes gains
derived fromdealings in property. Section 1001(a) provides that
the gain fromthe sale or other disposition of property shall be
the excess of the anmount realized over the adjusted basis, as

cal cul ated by reference to section 1011
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The stocks at issue were owned by TAC, a qualified
subchapter S subsidiary. Normally, an S corporation is not
subj ect to Federal incone taxes. Sec. 1363(a). Like a
partnership, it is a conduit through which inconme and | oss flow
to its shareholders. Normally, if an S corporation di sposes of
stock, any gain on the disposition wll flowto the corporation’s
owners.

Anschutz Co. elected S corporation status on August 1, 1999.
Anschutz Co. also elected to treat TAC as a qualified subchapter
S subsidiary under section 1361(b)(3)(B). As a result, al
i ncome, deductions, and credits of TAC were includable in
Anschutz Co.’s Federal inconme tax returns for 2000 and 2001.

Section 1374(a) provides an exception to the general rule of
flowthrough treatnment. Section 1374(a) inposes a corporate-
| evel tax on the net recognized built-in gain of an S corporation
that has converted from C corporation to S corporation status.
The tax generally applies to built-in gain recognized during the
10-year period beginning with the first taxable year for which
the corporation is an S corporation. See sec. 1374(d) (7).
Built-in gain is nmeasured by the appreciation of any asset over
its adjusted basis at the tinme the corporation converts fromC

corporation to S corporation status. N.Y. Football G ants, Inc.

v. Comm ssioner, 117 T.C 152, 155 (2001); see sec. 1374(d)(3).

An S corporation generally is not liable for the built-in gains
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tax on the disposition of any asset if it establishes that it did
not own the asset on the day it converted fromC to S status, or
that the fair market value of the asset was less than its

adj usted basis on the first day of the first taxable year for

which it was an S corporation. N.Y. Football Gants, Inc. v.

Conmi ssi oner, supra at 155.

TAC owned the stock at issue and entered into the stock
transactions with DLJ. Because the fair market value of the
stock exceeded its adjusted basis on the first day TAC becane a
qualified subchapter S subsidiary, the built-in gains tax will be
triggered if the stock transactions are treated as conpl eted
sales for Federal incone tax purposes. Because TACis treated as
a qualifying subchapter S subsidiary, its assets, liabilities,
and itenms of inconme and deductions are attributed to its parent,
Anschutz Co. Petitioners concede that if we find the PVFCs and
SLAs constitute sales for Federal tax purposes, then the built-in
gains tax will apply.

Because Anschutz Co. is an S corporation, M. Anschutz would
normal Iy have to report Anschutz Co.’s incone on his own return
Section 1366(f)(2) provides that any section 1374 tax paid by an
S corporation is treated as a | oss sustained by that corporation.

N.Y. Football Gants, Inc. v. Conmnm ssioner, supra at 157 & n.5.

If we find that Anschutz Co. was required to report gain upon

TAC s entering into the MSPA, Anschutz Co. will be required to
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pay built-in gains tax. This tax will then be treated as a | oss
for Anschutz Co. See sec. 1366(f)(2). Treating the stock
transactions as closed sales wll have an inpact on M.
Anschutz’s distributive share of Anschutz Co.’s incone and | oss,
consisting of an increase in his incone to the extent the gain
fromsale treatnent exceeds the built-in gains tax. Accordingly,
respondent determ ned deficiencies in M. Anschutz’s incone tax
as a result of determning that built-in gain fromthe stock
transactions was attributable to Anschutz Co.

Respondent puts forth two argunments in support of his
determ nations: (1) That the MSPA triggered a sale under section
1001; and (2) that there was a constructive sal e under either
section 1259(c)(1)(A) or (C. W wll address each in turn.

|. Section 1001 Sale of Stock

A Respondent’s Ar gunent

Respondent argues that TAC s transfers of stock during 2000
and 2001 should be treated as cl osed transactions for Federal tax
purposes. His argunent conprises three parts: (1) TAC
transferred legal title and the benefits and burdens of
ownership; (2) the SLAs are not true |lending arrangenents, but a
way for TAC to deliver the shares of stock to DLJ; and (3) TAC
transferred the shares to DLJ in exchange for an ascertai nabl e
anount of consideration equal to 100 percent of the fair market

val ue of the stock
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To determ ne whether an agreenent transfers substantially
all of the incidents of ownership, we look at all of the facts
and circunstances surrounding the transfer, relying on objective
evi dence of the parties’ intentions provided by their overt acts.

Ragghi anti v. Comm ssioner, 71 T.C 346, 349-350 (1978); Pac.

Coast Music Jobbers, Inc. v. Commi ssioner, 55 T.C. 866, 874

(1971), affd. 457 F.2d 1165 (5th Cir. 1972): Dunne v.

Conmi ssioner, T.C. Menop. 2008-63.

I n Dunne v. Conm ssioner, supra, we conpiled the follow ng

nonexcl usive factors that are evaluated in determ ning whether a
transaction transfers the accoutrenents of stock ownershi p:

(1) Wether the taxpayer has legal title or a contractual
right to obtain legal title in the future;

(2) whether the taxpayer has the right to receive
consideration froma transferee of the stock

(3) whether the taxpayer enjoys the econom c benefits and
burdens of being a sharehol der;

(4) whether the taxpayer has the power to control the
conpany;

(5) whether the taxpayer has the right to attend
shar ehol der neeti ngs;

(6) whether the taxpayer has the ability to vote the

shares;
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(7) whether the stock certificates are in the taxpayer’s
possession or are being held in escrow for the benefit of that
t axpayer

(8) whether the corporation |ists the taxpayer as a
sharehol der on its tax return;

(9) whether the taxpayer lists hinself as a sharehol der on
hi s individual tax return;

(10) whether the taxpayer has been conpensated for the
anount of incone taxes due by reason of sharehol der status;

(11) whether the taxpayer has access to the corporate books;
and

(12) whether the taxpayer shows by his overt acts that he
believes he is the owner of the stock.

No one factor is necessarily determnative, and the weight of a
factor in each case depends on the surrounding facts and
circunmstances. |1d.

Respondent argues that in determ ning whether a sale
occurred, we nust look at all relevant docunents to determ ne
whet her TAC has transferred the indicia of ownership. Respondent
contends that this includes the MSPA, all transaction schedul es,
all pledge agreenents, and all SLAs. Respondent argues that al
of these docunents nust be anal yzed because they are interrel ated
and the parties treated the PVFCs and the SLAs as one

transacti on.
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1. Did TAC Transfer Legal Title and the Benefits
and Burdens of Owmership?

Respondent points out that TAC transferred legal title to
t he stock but concedes that transfer of title wthout transfer of
the benefits and burdens of the stock m ght not qualify as a sale
for Federal tax purposes. Respondent further argues that TAC
transferred the benefits and burdens of ownership upon entering
into the MSPA, including: (1) The right to vote the pledged
shares as a shareholder; (2) control and the right to dispose of
t he pl edged shares; and (3) substantially all of TAC s econom c
rights in the pledged shares. TAC received substantial upfront
cash paynents for the shares.

2. \Were The SLAs Leqgitimte Share-Lendi ng Agreenments?

Al t hough respondent next argues that TAC transferred a
nunmber of indicia of ownership to DLJ, were we to give effect to
the SLAs according to their ternms, TAC s ability to recall the
shares woul d accordingly return those rights and indicia of
ownership to TAC. To that end, respondent argues that the SLAs
were not true share-Ilending agreenents but nerely a neans of
delivering the shares to DLJ pursuant to stock sales. If we
agree with respondent that the SLAs were not true share-| ending
agreenents and the shares of stock could not actually be
recalled, it would support respondent’s argunents that the
benefits and burdens of stock ownership were transferred to DLJ

along with legal title to the pl edged stock.
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Respondent’ s argunent concerning the SLAs is based on his
contention that the SLAs do not conformw th industry standards
governing typical share-lending agreenents. Respondent contends
that TAC s SLAs lack the following attributes nornmally found in a
share-1ending agreenent: (1) A pledge of liquid collateral; (2)
a securities lending fee payable by the borrower; (3) a right
exerci sable by the lender to receive distributions payable on the
securities; and (4) a right exercisable by the | ender to denmand
return of the |l ent shares w thout substantial conditions or
restrictions.

3. TAC Recei ved 100-Percent Value in 2000 and 2001

Respondent argues that TAC received 100 percent of the fair
mar ket val ue of the pledged shares in 2000 and 2001, not only the
cash paynents equal to 80 percent of the fair nmarket val ue of the
stock at that tine.

As di scussed above, TACis entitled to retain any stock
val ue above the downsi de protection threshold price and bel ow or
equal to the threshold appreciation price. Respondent argues
that this right can be valued as an equity option. Respondent
al so argues that TAC s right to any dividends can al so be val ued
as an equity option. Respondent relies on his expert report in
calculating the fair market values of these options.

Respondent contends that because the SLAs are not

legitimate, any additional value that TACis entitled to keep at
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the PVFC maturity dates is nore properly viewed as a paynent from
DLJ to TAC than as TAC s retaining shares of stock. In
accordance with this view, respondent contends that TAC, instead
of being able to retain shares, was given equity options that
woul d pay out should the stock appreciate or any dividends be
paid out on the stocks.

Respondent’s valuation of this equity option and the
di vidend option and DLJ's fees for entering into the transactions
make up the difference between the 80 percent of the fair market
val ue of the shares received as cash and 100 percent of the fair
mar ket val ue of the stock at the time TAC and DLJ entered into
t he transacti on.

Respondent contends that TAC received the 100 percent as
follows: (1) 75 percent of the fair market val ue as the upfront
cash paynent under the pricing schedules; (2) 5 percent of the
fair market value as the prepaid lending fee; (3) an equity
option equal in value to the present value of any appreciation in
t he pl edged shares above the downsi de protection threshold and
not in excess of the threshold appreciation price; (4) a dividend
option equal in value to the present value of any dividend rights
over the termof the PVFCs; and (5) the remainder as DL) s fees

for entering into and structuring the transaction.



B. Petitioners’ Argunent

Petitioners argue that TAC executed two separate
transacti ons--PVFCs and SLAs--and neither constitutes a current
sal e for Federal tax purposes.

Petitioners argue that the PVFCs are not current sales
because the identity and quantity of stock being sold will not be
determ nable until the PVFC maturity dates. Petitioners contend
that the taxpayer’s basis, the holding period, and the nunber of
securities to be sold cannot be known until the future delivery
date, and it is therefore inpossible for the parties to know how
many shares will be sold and whether TACw II| ultimately realize
a gain or loss on the transaction.

Petitioners rely heavily on Rev. Rul. 2003-7, 2003-1 C. B
363, and argue that the PVFCs at issue are substantially
identical to those addressed in the revenue ruling. In Rev. Rul.
2003-7, supra, the taxpayer entered into a forward contract with
an investnment bank to deliver a variable nunber of shares of
st ock, depending on the fair market value of the stock on the
delivery date.

The sal e agreenent required the taxpayer to pl edge as
col l ateral the maxi mum nunber of shares that m ght have to be
delivered at maturity. Rev. Rul. 2003-7, supra, states that the

t axpayer informed his counterparty bank that he intended to use
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the shares pledged as collateral to satisfy his ultinmate delivery
obl i gati on.

The taxpayer received an upfront paynment in exchange for his
obligation to deliver stock at a |later date and had the
unrestricted right to deliver the pledged shares, cash, or
identical shares to satisfy his delivery obligation. The revenue
ruling held that the taxpayer had not caused a sal e under section
1001.

Petitioners assert that any differences between the instant
case and the PVFCs in Rev. Rul. 2003-7, supra, are immterial,
including the fact that the transaction schedul es for
transactions 1 and 2 deleted the cash settlenent option.
Petitioners point to testinony by DLJ enpl oyees that TAC coul d
settle in cash, rather than in shares, because it nmade no
difference to the bank. Petitioners further contend that their
position is stronger than that of the taxpayer in Rev. Rul. 2003-
7, supra, because, unlike the taxpayer in the ruling, TAC never
stated to DLJ that it intended to cover the PVFCs with the shares
pl edged as col |l ateral.

Petitioners concurrently argue that the SLAs are not current
sales. Petitioners point to |ongstanding caselaw that has held
share lending not to be current sales and contend that Congress’
enact nent of section 1058 in 1997 reaffirnms the tax-free nature

of share-Ilending transactions.
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Petitioners contend that the SLAs at issue satisfy the
requi renents of section 1058, which provides a special rule for
determ ning taxation under agreenents that call for the |ending
of shares of stock. Section 1058(a) provides that if a taxpayer
transfers securities subject to an agreenent that neets the
requi renents of section 1058(b), no gain or |loss shall be
recogni zed on the transfer in exchange for a promse to return
identical shares at the end of the agreenent period. Section
1058(b) inposes four requirenments that nust be net in order to
sati sfy that subsection

(1) The agreenment nust provide for the return of identical
securities. Sec. 1058(b)(1).

(2) If dividends, interest, or equivalent paynents are mde
between the initial transfer by the transferor and the
return of identical securities by the transferee with respect to
the transferred shares, the agreenment nust provide for the
paynment of those anobunts to the transferor. Sec. 1058(b)(2).

(3) The agreenent nust not reduce the risk of |oss or
opportunity for gain of the transferor in the securities
transferred. Sec. 1058(b)(3).

(4) The agreenent nust neet any further requirenents that
the Secretary has prescribed by regulation. Sec. 1058(b)(4).

Petitioners argue that the SLAs do not violate section

1058(b) because: (1) DLJ is required to return shares to TAC of
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the sane issuer, class, and quantity as those borrowed; (2) while
the share | oans are outstanding, DLJ is required to pay TAC
anounts equal to all interest, dividends, and other paynments with
respect to the lent shares; (3) the SLAs do not reduce TAC s risk
of loss or opportunity for gain in the borrowed shares.

Petitioners dispute respondent’s contention that the SLAs
are illusory and violate section 1058(b) because the PVFCs |limt
TAC s risk of loss. Petitioners argue that we should | ook only
at the docunents connected with the SLAs thensel ves, not those

connected with the PVFCs. Petitioners point to Sanmueli v.

Comm ssioner, 132 T.C 37, 48-49 (2009), and contend that this

Court has rejected the idea that section 1058 all ows | ooking
beyond the | ending agreenent itself to sinultaneously executed

hedgi ng transactions. In Sanueli v. Conm ssioner, supra at 47,

this Court held that a share-lending did not neet the

requi renents of section 1058(b) because it strictly limted the
transferor’s ability to recall the shares, thus reducing the
transferor’s opportunity for gain.

Petitioners point to proposed but never finalized
regul ati ons issued under section 1058 and contend that the
determ nation of whether a share-lending agreenent limts a
|l ender’s risk of loss is nade by reference to the lender’s
ability to recall the I ent shares. The proposed regul ations

indicate that an agreenent to |lend shares that allows the | ender
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to termnate the | oan upon notice of not nore than 5 business
days does not |imt the lender’s risk of loss. Petitioners argue
t hat because the SLAs can be term nated upon TAC s denmand and
because the SLAs are separate and distinct fromthe PVFCs, they
do not imt TAC s risk of loss and therefore satisfy the
requi renments of section 1058.

Petitioners conclude that because the PVFCs and SLAs do not
require petitioners to recogni ze gain, respondent’s
determ nati ons shoul d not be uphel d.

C. Analysis
1. Was There a Sal e?

We agree with respondent that the shares subject to the
VPFCs and | ent pursuant to the SLAs were sold for Federal incone
tax purposes. TAC transferred the benefits and burdens of
ownership to DLJ in exchange for val uabl e consi deration
Petitioners nust recognize gain in an anmount equal to the upfront
cash paynents recei ved upon entering into the transactions.

TAC entered into an integrated transacti on conprising two
| egs, one of which called for share | ending. The transaction
conprised PVFCs and SLAs. The two legs were clearly related and
i nt erdependent, and both were governed by the NSPA

The MSPA required TAC to enter into a pl edge agreenent upon
execution of a transaction schedule, and the pl edge agreenent

required WIC to enter into an SLA with DLJ upon execution of a
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pl edge agreenent. Further, if DLJ could not maintain its hedges
(hedges based on TAC s | ending shares to DLJ), DLJ could
accel erate the PVFCs.

Lending the shares subject to the PVFCs was a vital part of
the transaction and was contenpl ated during the parties’
negotiations. Wile evaluating DL)' s potential as a source of
financing, TAC and its executives viewed presentations by DLJ as
to how the transactions at issue would occur. The presentation
provi ded an overview of a transaction as a whole and stated that
DLJ woul d borrow shares from TAC pursuant to the SLAs to cover
its initial short sale obligation.

This isin line wwth testinony of TAC and DLJ executives
involved in the planning and negotiating of the transactions.
Scott Carpenter, a managi ng director of the Anschutz | nvest nent
Conpany, who was involved in the negotiations of the stock
transactions, testified that the MSPA required execution of the
pl edge agreenents, and the pl edge agreenents required execution
of the SLAs. Philip Turbin, enployed by DLJ during the
negotiations with TAC, testified that the borrowed shares were
used to close out the initial short sales. This is inline with
the overall structure of the transaction as initially presented
to TAC

Petitioners argue that our decision in Sanueli supports

their contention that the SLAs were separate and distinct from
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the PVFCs. W disagree. The taxpayers in Samueli argued that
the reduction of their opportunity for gain should not be
determ native because they could have entered into a separate

hypot heti cal transaction. Sanueli v. Conm ssioner, supra at 48-

49. This Court rejected the taxpayers’ argunent and anal yzed the
parties’ actual agreenent under section 1058. 1d.

Petitioners m scharacterize the Court’s ruling in Sanuel i
when they argue that the PVFCs are outside the |ending agreenent.
We have held that the agreenent consists of both the SLAs and
PVFCs.

If we anal yze the MSPA as a whole, it is clear that TAC
transferred the benefits and burdens of ownership, including:

(1) Legal title to the shares; (2) all risk of loss; (3) a major
portion of the opportunity for gain; (4) the right to vote the
stock; and (5) possession of the stock.

Nei t her petitioner nor respondent disputes that TAC
transferred legal title to the stock. Likew se, neither party
di sputes that TAC did not possess the stock or have the
opportunity to vote the stock.

Anal yzi ng the MSPA makes clear that TAC transferred all risk
of loss and nost of the opportunity for gain with regard to the
stock subject to the PVFCs and lent to DLJ. TAC received 75
percent of the cash value of the stock up front. Even if the

stock value fell over the termof the PVFCs, TAC woul d not have
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to pay any of this anount back. DLJ could do with the Ient stock
whatever it wanted and in fact disposed of the stock al nost
imediately to close out its original short sales.

The parties focus on the validity of TAC s right to recal
the stock lent to DLJ. Petitioners argue that the ability to
recall the shares neans that TAC only tenporarily transferred the
benefits and burdens of ownership but could recall the stock at
any tinme. Thus, in petitioners’ view, although TAC transferred
legal title, possession, the right to vote, risk of |oss, and
nmost opportunity for gain, the transfer was only tenporary and
coul d be rescinded at any tinme upon notice to WIC and DLJ.

Respondent argues that the recalls should be ignored because
they were shans neant to influence the result of this case. 1In
respondent’s view, if we ignore the recalls, petitioner could not
recall the benefits and burdens of ownership.

Al though we agree with petitioners that TAC could recall the
shares, the recalls were acconplished only to influence the tax
analysis. The recalls were not a foreseeable economcally
noti vated event when the transactions at issue were structured.
They were rather an after-the-fact effort to change the earlier
tax effect which was fixed in 2000 and 2001.

Once TAC I ent shares to DLJ, DLJ used themto close out its
original short sales. For all intents and purposes, those |ent

shares were gone and coul d not be recovered.
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The transaction docunents support a finding that the share
recalls were really TAC borrowi ng shares from DLJ. Because DLJ
closed out its original short sales with the I ent shares, the
shares later transferred to TAC were in substance DLJ borrow ng
shares fromthird parties and delivering themto TAC. Pursuant
to the MSPA, TAC was required to pay back the prepaid | ending fee
pl us an additional anmount if DLJ's borrowi ng costs exceeded the
anount of the prepaid lending fee. Wth regard to the 2009 share
recalls, TAC was required to bear any additional borrow ng costs
of DLJ.

Accordingly, we find that TAC transferred the benefits and
burdens of ownership to DLJ in 2000 and 2001, and the later
recalls were in substance a separate event akin to TAC borrow ng
shar es.

Petitioners cannot avail thenselves of section 1058. The
MSPA viol ates the requirenent of section 1058(b)(3) that the
agreenent not limt the lender’s risk of loss or opportunity for
gain. The MSPA elimnated TAC s risk of loss wwth regard to the
| ent shares.

The crux of petitioners’ argunment with regard to section
1058 is that the PVFCs are separate fromthe SLAs and that none
of the transactions conducted pursuant to the PVFCs and the SLAs
are taxable events. Petitioners’ argunment mght hold true if the

SLAs were separate and distinct fromthe PVFCs. However, the two
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are |inked, and we cannot turn a blind eye to one aspect of the
transaction in eval uati ng anot her.

TAC entered into one agreenent that called for the | ending
of shares and |imted its risk of loss. Once the PVFCs and SLAs
are viewed together, it is clear that the MSPA viol ates section
1058(b) (3) because the MSPA limted TAC s risk of |oss under the
agreenent through its use of the downside protection threshold.
The downsi de protection threshold guaranteed that no part of the
paynment, equal to 75 percent of the fair market value of the
stock, received by TAC at initiation of the agreenent would have
to be paid back when the PVFCs were ultimately settled. At
settlenment, if the adjusted stock price was at or bel ow the
downsi de protection threshold, the average settlenent ratio was
1. This neant that the maxi num TAC had to deliver was the base
nunber of shares in each tranche without any regard to the fair
mar ket val ue of those shares.

We can |l ook to tranche T1Tl1l as an exanple. That tranche had
an average hedge price of $21.49 and was for 1.5 mllion shares
of UPR stock. TAC received an upfront paynment of $24, 181, 087 for
agreeing to deliver a variable nunber of shares 10 to 11 years in
the future. Because of the loss limtation, TAC woul d never have
to return that upfront paynment. Even if the stock dropped to $1
a share, TAC would not have to account for this deval uati on by

gi ving back any portion of their upfront paynment. Petitioners
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could not | ose any value per share if the fair market val ue
dr opped bel ow the downward protection threshold price. This
limtation of the risk of |oss under the agreenent violates
section 1058(b) (3).

Petitioners contend that TAC s risk of loss was not limted
because TAC could recall the shares. This argunent is not
convi nci ng because it ignores the inpact of the PVFCs. W cannot
ignore that the SLAs were coupled with the PVFCs. Petitioners
argue that the transactions are in no way rel ated; but as
di scussed above, this is not credible.

The parties entered into an agreenent to sell and | end
shares by integrated transactions. The PVFCs and SLAs were
clearly related. One could not occur without the other. To the
extent that petitioners argue TAC and DLJ coul d have entered into
the PVFCs without correspondi ng share-1endi ng agreenents, that
hypot hetical transaction is not before the Court. The
transaction before the Court transferred the benefits and burdens
of ownership of the Ient shares, and petitioners do not satisfy
t he section 1058 safe harbor.

2. \What Must Petitioners Recoqgnize?

We next determ ne the amount of gain petitioners nust
recogni ze on the MSPA. Respondent argues that TAC received val ue
equal to 100 percent of the fair market value of the shares that

were subject to the PVFCs and were | ent pursuant to the SLAs. W
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di sagree. Petitioners are required to recognize gain only to the
extent TAC received cash paynents in 2000 and 2001.

Respondent relies on his expert report in arguing that TAC
recei ved 100 percent of the fair market value. Respondent’s
argunment in support of his contention that TAC received 100
percent of the fair market value upfront is that the SLAs were
not legitimte and that TAC woul d never have possession of the
shares after initially lending themto DLJ. Thus, the PVFCs
woul d never actually be settled within the terns of the MSPA
because TAC woul d never regain possession of the shares and never
have to calculate and return shares to DLJ. Because TAC woul d
never regain possession of the shares at issue, any gain TAC
m ght receive upon appreciation of the stock was not really a
retention of shares but could be viewed as a paynent fromDLJ to
TAC equal in value to any stock appreciation. Respondent’s
expert testified that this paynent profile could be priced as the
payout of equity options received in 2000 and 2001.

Al t hough certain portions of TAC s contracts can be val ued
as equity options representing TAC s entitlenment to sone
appreciation in price and future dividends, whether petitioners
wi |l ever receive that value will not be determ ned until the
contracts are settled. Further, as respondent’s expert

testified, the probability of the stock price’'s being above the
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downward protection threshold price is only 43 to 48 percent for
TAC s three transacti ons.

Respondent’s determ nations, to the extent they treat
petitioners as having received additional value in excess of the
cash received, are incorrect. Accordingly, petitioners nust
recogni ze gain to the extent TAC received cash upfront paynents
in 2000 and 2001, which would include the 75-percent paynent
based upon the fair market value of shares and the 5-percent
prepai d | ending fee.

1. Section 1259 Constructive Sale

A. Respondent’s Argunents

Respondent argues in the alternative that TAC caused
constructive sales of the stock at issue. Respondent asserts two
alternative grounds for finding a constructive sale under section
1259: A constructive short sale by TAC under section
1259(c) (1) (A); and a constructive forward contract sal e under
section 1259(c)(1)(C.

Congress enacted section 1259 because it was concerned that
t axpayers hol di ng appreciated equity positions were entering into
certain conplex financial transactions in order to sell their
positions w thout paying any tax. Section 1259(a)(1) provides
that if there is a constructive sale of an appreciated financi al
position, the taxpayer shall recognize gain as if such

appreci ated position were sold at its fair market val ue on the
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date of such constructive sale. Any gain shall be taken into
account for the taxable year during which the constructive sale
occurred. Sec. 1259(a)(1). Section 1259(b)(1) provides in
pertinent part that the term “appreciated financial position”
means any position with respect to stock if there would be gain
were such a position sold at its fair nmarket val ue.

| f a constructive sale of an appreciated financial position
occurs, section 1259(a)(2) provides rules for adjusting the
financial product’s basis and hol ding period. Section
1259(a)(2) (A) provides that the owner of the appreciated
financial position will increase his or her basis in that
position to account for the gain recognized on the constructive
sale. Further, the owner’s holding period for the financial
position will reset as of the date of the constructive sale.
These rules are intended to prevent an owner of an appreciated
financial position fromhaving to recognize gain tw ce--once as
of the date of the constructive sale, and again when the
financial transaction leading to the constructive sale treatnent
eventual |y cl oses.

Section 1259(c)(1) lists certain transactions that are
treated as constructive sales if entered into with respect to an
appreci ated financial position. Three of the enunerated
transactions are relevant. Section 1259(c)(1)(A) provides that a

t axpayer shall be treated as having nmade a constructive sal e of
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an appreciated financial position if the taxpayer enters into a
short sale of the same or substantially identical property.
Section 1259(c)(1)(C provides that a taxpayer is treated as
havi ng nmade a constructive sale with respect to an appreciated
financial position if the taxpayer enters into a futures or
forward contract to deliver the same or substantially identica
property. Lastly, section 1259(c)(1)(E) allows the Secretary to
prescribe regul ati ons describing transactions that wll be
treated as constructive sales if they are substantially simlar
in effect to those listed in section 1259(c)(1)(A)-(D). Section
1259(d) (1) defines a forward contract as a contract to deliver a
substantially fixed anount of property (including cash) for a
substantially fixed price.

Respondent argues first that DLJ acted as an agent for TAC
and executed a short sale on TAC s behalf for the stocks at issue
in the PVFCs. Respondent argues that the constructive sale
occurred as follows: (1) TACinforns DLJ that it intends to sel
shares of stock pursuant to a transaction schedule; (2) DLJ,
acting as TAC s agent, engages in the short sales used to
generate the terns of a pricing schedule; (3) DLJ borrows shares
pursuant to an SLA; and (4) DLJ uses the borrowed shares to cl ose
out the initial short sale.

Respondent argues in the alternative that the PVFCs trigger

a constructive sale under section 1259(c)(1)(C) because the NMSPA
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is a forward contract to deliver “the sane or substantially
identical property” as TAC s appreciated financial positions in
the stock at issue.

B. Petitioners’ Argunents

Petitioners dispute respondent’s characterization of the
transaction as a constructive sale under either section
1259(c) (1) (A or (O.

Petitioners argue that there could be no constructive short
sal e under section 1259(c)(1)(A) because TAC did not cause any
short sales to occur. Petitioners argue that DLJ was not acting
as TAC s agent but rather was a counterparty to the transaction,
and the decision to execute short sales was DLJ's al one.

Petitioners next argue that TAC did not cause a forward
contract constructive sale under section 1259(c) (1) (C because
the PVFCs were not forward contracts: the nunber of shares to be
delivered is not a substantially fixed anmount of property.
Petitioners again point to Rev. Rul. 2003-7, supra, and argue
t hat because the revenue ruling found 20 percent to be a
substantial variance, then 33.3 percent nust be a substanti al
vari ance.

C. Analysis

TAC did not cause constructive sales during 2000 and 2001.
TAC did not cause short sales of substantially simlar property

or enter into forward contracts for a substantially fixed anount
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of property. DLJ was not acting as an agent for TAC, DLJ
executed short sales in order to neet its contractual obligations
to TAC. Further, use of the short sales was DLJ' s hedgi ng
transaction, a neans for DLJ to limt its |losses on its purchase
of TAC s stocks should they decrease in value. The constructive
short sale provisions are intended to force a taxpayer to
recogni ze gain upon entering into short sales that limt the
taxpayer’s loss. TAC did not limt its |loss through short sales;
DLJ did.

TAC s transactions were |ikew se not constructive forward
contracts. As discussed above, a forward contract is treated as
a constructive sale if it is for a substantially fixed anount of
property for a substantially fixed price. Sec. 1259(c)(1)(0O,
(d)(1). Section 1259 does not define the terns “substantially
fi xed amount of property” or “substantially fixed price”.

Section 1259 gives the Secretary two sources of authority for
i ssuing regulations to carry out Congress’ intent--section
1259(c) (1) (E) and (f)--but no regul ati ons have been issued
defining either phrase.

The |l egislative history provides sone gui dance as to
determ ning whether a transaction is treated as a constructive
sal e under section 1259. The Senate Finance Conmttee report, S
Rept. 105-33, at 125-126 (1997), 1997-4 C.B. (Vol. 2) 1067, 1205-

1206, in stating that a forward contract results in a
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constructive sale only if it provides for delivery of a
substantially fixed anobunt of property at a substantially fixed
price, goes on to say that “a forward contract providing for
delivery of an anount of property, such as shares of stock, that
is subject to significant variation under the contract terns does
not result in a constructive sale.” The report does not define
or provide any guidance relative to the term “significant
variation” and the Secretary has not issued any regul ations
interpreting this term

The Senate Finance Commttee report provides nore detail ed
gui dance when di scussing the Secretary’s regulatory authority
under section 1259(c)(1)(E) to issue regulations to carry out the
pur pose of section 1259. 1d. at 126, 1997-4 C.B. (Vol. 2) at
1206. Congress anticipated that the Secretary would use his
authority to issue regulations treating as constructive sal es
financial transactions which, |like those |listed in section
1259(c) (1), have the effect of elimnating “substantially all of
the taxpayer’s risk of |oss and opportunity for incone or gain”
with respect to the appreciated financial position. |[d.
However, transactions in which the taxpayer elimnated his risk
of loss, or opportunity for inconme or gain, but not both, were
not to be treated as constructive sal es under section 1259. |d.

The report goes on to state that it is not intended that

risk of loss and opportunity for gain be considered separately.
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If a transaction has the effect of elimnating substantially al

of the taxpayer’s risk of loss and substantially all of the

t axpayer’s opportunity for gain with respect to an appreci ated
financial position, it is intended that the Secretary’s

regul ations would treat the transaction as a constructive sale.
Id. Again, however, section 1259 and the |egislative history do
not define “substantially all”

Rev. Rul. 2003-7, supra, provides sone |imted guidance in
eval uati ng whether TAC s PVFCs trigger constructive sale
treatnent. In that revenue ruling the taxpayer entered into a
forward contract to deliver a variable nunber of shares of stock,
depending on the fair market value of the stock on the delivery
date. The taxpayer received an upfront paynent in exchange for
his obligation to deliver stock at a |ater date. The taxpayer’s
delivery obligation varied by 20 shares: the taxpayer woul d have
to deliver no fewer than 80, and no nore than 100, shares of the
stock at issue. The revenue ruling held that the taxpayer had
not entered into a constructive sal e under section 1259(c)(1)(C
because the variation in the nunber of shares deliverable, 20,
was significant, and the agreenent was not a contract to deliver
a substantially fixed anount of property for purposes of section
1259(d) (1) .

TAC s stock transactions were not forward contract

constructive sal es because they were not forward contracts as
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defined in section 1259(d)(1)--they did not provide for delivery
of a substantially fixed amount of property for a substantially
fixed price. Section 1259 does not define the term
“substantial”, and the Secretary has not issued regul ations
provi di ng any additional guidance. TAC s ultimate delivery
obligation may vary by as nmuch as 33.3 percent; this is in excess
of the variance in Rev. Rul. 2003-7, supra. TAC may ultimtely
del i ver between 6, 025,261 and 9, 037,903 shares of stock to settle
the PVFCs. W find this variance in TAC s delivery obligation to
be substantial. TAC did not cause a constructive sal e under
section 1259(c)(1)(C.

[11. Concl usion

Petitioners nust recognize gain on the MSPA to the extent of
cash received in 2000 and 2001. Petitioners did not cause a
constructive sale under section 1259(c)(1) (O

To reflect the foregoing,

Decisions will be entered

under Rul e 155.






