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Memorandum Findings of Fact and Opinion

This case is before the Court on the petition of Frederick R. Mayer and Jan Perry Mayer
(petitioners) for redetermination of respondent's determinations reflected in her notice of
deficiency. Respondent determined deficiencies in petitioners' Federal income tax as
follows:

The issues for decision are:

(1) Whether petitioners were engaged in the trade or business of trading securities. We
hold they were not.

(2) Whether petitioners may add their securities-related expenses to the cost basis of
stocks purchased and to the sales expenses of stocks sold if they were not engaged in
the trade or business of trading securities, but were investors in securities. We hold they
may not.

(3) Whether petitioners may treat certain investment income as income from a passive
activity under section 469. We hold they may not.

Findings of Fact

Some of the facts have been stipulated and are so found. The stipulations and exhibits
attached thereto are incorporated herein by this reference. Petitioners are husband and
wife; they resided in Denver, Colorado, when they filed their petition.

Petitioners' Federal income tax returns for the years in issue included a Schedule C,
Profit or (Loss) from Business or Profession (Sole Proprietorship), for an activity they
reported as the business "trader in securities". Petitioners reported gross receipts on
that Schedule C in the following amounts for each year in issue:

For each year in issue, petitioners determined their "cost of goods sold" by adding "cost
of securities sold in trading activities" to "net capital gains reported on Schedule D".
Accordingly, in each year, petitioners reported "cost of goods sold" equal to their "gross
receipts". For 1986 and 1987, this approach resulted in a net loss equal to the amount
of expenses reported for that year. For 1988, because petitioners determined that part
of the net loss from the securities activity was not allowable, petitioners reported a net
loss of $696,467.

Petitioners reported the following expenses on their Schedule C for the securities
activity for each of the years in issue:

The "investment management fee" represents the amount petitioners paid to Captiva
Corp. (Captiva), discussed below, for investment and other expenses incurred on
petitioners' behalf.



Petitioners reported the net capital gain they realized from their investment activities as
passive income on their 1987 and 1988 Federal income tax returns. This enabled
petitioners to offset their capital gains with passive losses from limited partnerships and
subchapter S corporations.

Captiva Corp.

In June 1980, Frederick R. Mayer (Mr. Mayer) sold for $134.5 million an oil drilling
company he had started in 1953; 60 percent of the sales proceeds went to him
personally. On December 21, 1982, he organized Captiva for the purpose of managing
petitioners' assets, particularly the proceeds from the sale of the drilling company. In
organizing Captiva, Mr. Mayer's concept was that he would be a manager of money
managers. Captiva never had any capital. Mr. Mayer felt it was easier to conduct
business in corporate form; he believed that it would be difficult to lease office space,
hire employees, and pay worker's compensation as an individual.

Mr. Mayer structured Captiva using pension funds as a model in both the investment
structure and the organizational structure. He was the sole shareholder and president of
Captiva. He hired Dr. Katherine N. Cattanach (Cattanach), a professor of finance at the
graduate business school at the University of Denver, as executive vice president;
Cattanach handled the investment side of Captiva. On January 1, 1983, Mr. Mayer hired
Gloria Higgins (Higgins) as vice president of finance and chief financial officer; Higgins
handled the operating side of Captiva.

The percentage of petitioners' total cash, stock, and bonds held in managed accounts,
by fair market value, was 86 percent on December 31, 1986; 92.5 percent on December
31, 1987; and 74.9 percent on December 31, 1988. Because petitioners wanted to
preserve their money, their primary focus was preservation of capital, which required
diversification. Thus, Mr. Mayer and Cattanach selected various money managers who
each had different specialties. The money managers were employed directly by
petitioners. During the years in issue, Mr. Mayer employed eight money managers,
each of whom had a different investment style. Mrs. Mayer employed only two of the
eight money managers to manage her accounts.

Petitioners presented no evidence that they managed the cash, stock, and bonds not
managed by money managers.

In addition to cash, stock, and bonds held in managed accounts or otherwise,
petitioners also invested in venture capital transactions. The percentage of petitioners'
total assets invested in venture capital activities was 45.61 percent on Dec. 31, 1986;
49.21 percent on Dec. 31, 1987; and 44.91 percent on Dec. 31, 1988.

In addition to investing in an investment fund, Mr. Mayer employed eight money
managers. Their investment styles were:

(1) Relative value. A relative value investor is one who believes that everything
has an appropriate price and determines that price in order to decide if the
investment is appropriate.

(2) Investing in emerging industries.

(3) Contrarian. A contrarian buys stocks that other people are not buying. This
money manager generally held stocks from 1 to 3 years before selling them.



) Investing in high-tech companies.

) Investing in niche areas, that is, new trends in bolder businesses.

) Buying particular stocks in other countries' stock markets.

) Purchasing stock of large corporations traded on particular countries' stock
markets that were doing well.

(8) Investing in small capitalization stocks.
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Mr. Mayer, Cattanach, and Higgins met three times a year to determine the allocation of
funds among the money managers. Each money manager was given the sole
discretion to manage the portion of petitioners' investment portfolio allocated to him or
her in accordance with that manager's investment strategy. Typically, with respect to the
purchase and sale of securities in the managed accounts, the money managers
conducted research, made the buy/sell decision, chose the broker/dealer, and gave the
buy/sell order to the broker/dealer. The trade was settled by the custodian of the assets.
Petitioners had the right to terminate the relationship if the money manager managed
the account contrary to the agreed-upon investment style, and from time to time they did
SO.

The money managers Mr. Mayer used required a minimum investment of $500,000 or
more, depending on the manager. The managers were compensated based on a
percentage of the value of the account every year, somewhere between three-fourths of
1 percent, and 2 percent.

Petitioners deposited their investment portfolio assets that were managed by four of
their money managers in custodial banks. Five of the money managers also served as
custodians over the portion of petitioners' investment portfolio assets they managed, in
lieu of a bank.

Mr. Mayer had a letter of understanding with each of the money managers. The letters
of understanding reflected his goal for each account to increase by 10 percent a year,
over and above inflation. The letters of understanding typically stated in part:
That portion of capital which is placed with you is not necessary to meet any of
the Mayer family's living requirements. Therefore, the overriding goal for this
portion of the asset base is one of wealth maximization through capital
appreciation.

As the capital placed in this account is not necessary for living requirements, and
because there is a significant tax burden placed on investment income, returns gained
through capital appreciation are clearly to be preferred whenever a choice is to be
made.

Pursuant to their request, petitioners were sent all dividends and interest from their
accounts quarterly.

Unlike the other money managers, who were told that petitioners did not need the
money in the account for living purposes, Anderson and Hoagland, one of petitioners'
money managers, was told to be prepared to send 20 percent of the account to
petitioners within 5 days. During the years in issue, petitioners made regular monthly
withdrawals of $25,000 from the Anderson and Hoagland account. During that period,



petitioners also made withdrawals of principal from that account that were sizeable
relative to the value of the account. This caused securities to be liquidated, which
increased trading volume. The weighted average holding period for securities sold by
Anderson and Hoagland for Mr. Mayer was 234 days in 1986, 186 days in 1987, and
358 days in 1988. The weighted average holding period in days is derived by using the
following formula: [formula not provided]

Mr. Mayer would give a money manager 3 years to prove himself or herself. Mr. Mayer's
criteria were rate of return and compliance with the agreed investment niche; the
managers were not judged on whether they were rapidly turning over the stocks in the
portfolio. The money managers generally reported their investment performance to
Captiva in writing quarterly. Cattanach and Mr. Mayer also monitored the managers'
monthly reports to insure that the securities they were buying and selling comported
with their agreement as to investment style.

Mr. Mayer has no formal training in securities analysis, and he has never had a seat on
a stock exchange. Mr. Mayer and Cattanach read business publications, traded
information with knowledgeable people, and attended continuing education seminars.

Mr. Mayer's work for Captiva included involvement in limited partnerships, S
corporations, and venture capital partnerships. This work was a full-time job for which
he drew a salary of approximately $90,000 annually.

Part of Captiva's function was to serve as a recordkeeping and bookkeeping center for
the securities owned by petitioners. Captiva also handled matters for petitioners' sons.

All of Captiva's expenses were reimbursed by petitioners and their sons. Captiva never
charged the family enough to reimburse all of its expenses, so it consistently operated
in a net operating loss position.

Petitioners' Securities Transactions
The number of each petitioner's sales and purchases of securities for each year in issue
was as follows: [Not provided]

Petitioners' gross proceeds from securities activities were the following amounts for the
following years: [Not provided]

The weighted average holding period in days for securities sold in each petitioner's
managed accounts was as follows: [Not provided]

See supra note 6 for the formula used to derive weighted average holding period in
days.

For each of the years in issue, the percentages of petitioners' stock sales (by dollar
value) with the holding periods listed below were as follows: [Not provided]

During the years in issue, petitioners received the following amounts of net long-term
capital gain (or loss), dividends, and interest, which constituted the following
percentages of their total securities income for that year: [Not provided]



These numbers include flow-through income, gain, and loss from partnerships. During
the years in issue, petitioners received the following amounts of long-term capital gain,
dividends, and interest from their managed accounts, which constituted the following
percentages of their total income from managed accounts for that year: [Not provided]

Total securities income equals the sum of net long-term capital gains (or losses),
dividends, interest, and net short-term capital gains (or losses).

This column reflects the percentage of total income from managed accounts that is
composed of long-term capital gains (or losses), dividends, and interest.

Opinion

The Internal Revenue Code does not define the term "trade or business". Commissioner
v. Groetzinger [87-1 USTC 9191], 480 U.S. 23, 27 (1987); Estate of Yaeger v.
Commissioner [89-2 USTC 9633], 889 F.2d 29, 33 (2d Cir. 1989), affg. [Dec. 45,451] 92
T.C. 180 (1989). Whether Mr. Mayer's securities activities during the years in issue
constituted a trade or business is a Higgins v. Commissioner [41-1 USTC 9233], 312
U.S. 212, 217 (1941); Estate of Yaeger v. Commissioner, supra at 33; Paoli v.
Commissioner [Dec. 47,506(M)], T.C. Memo. 1991-351. Petitioners have the burden of
proof. Rule 142(a); Welch v. Helvering [3 USTC 1164], 290 U.S. 111, 115 (1933). ™

Petitioners have not seriously contended that Mrs. Mayer was in the trade or business
of trading securities. Based on the entire record in this case, we agree with respondent
that she was not.

In determining whether a taxpayer in a securities activity is engaged in a trade or
business, courts have distinguished between "traders", who are in a trade or business,
and "investors", who are not. Moller v. United States [83-2 ustc 9698], 721 F.2d 810,
813 (Fed. Cir. 1983); see also Levin v. United States [79-1 USTC 9331], 220 Ct. CI.
197; 597 F.2d 760, 765 (1979). Management of securities investments, whatever the
extent and scope of such activity, is seen as the work of a mere investor, "not the trade
or business of a trader." Estate of Yaeger v. Commissioner, supra at 34; see also
Whipple v. Commissioner [63-1 USTC 9466], 373 U.S. 193, 202 (1963); Higgins v.
Commissioner, supra at 217; Paoli v. Commissioner, supra; Beals v. Commissioner
[Dec. 43,811(M)], T.C. Memo. 1987-171. This result is the same notwithstanding the
amount of time the individual devotes to the activity. Even "full-time market activity in
managing and preserving one's own estate is not embraced within the phrase "carrying
on a business,' and ... salaries and other expenses incident to the operation are not
deductible as having been paid or incurred in a trade or business." Commissioner v.
Groetzinger, supra at 30. Instead, an investor's expenses are deductible under section
212 as incurred in the production of income. Sec. 212; Whipple v. Commissioner, supra
at 200; United States v. Gilmore [63-1 USTC 9285], 372 U.S. 39, 45 (1963).

In contrast to trade or business expenses, a taxpayer's investment-related expenses
that are deductible under sec. 212 are subject to a limitation under sec. 67(a), and do
not reduce alternative minimum taxable income.

In determining whether a taxpayer who manages his own investments is a trader,
nonexclusive factors to consider are (1) the taxpayer's investment intent, (2) the nature



of the income to be derived from the activity, and (3) the frequency, extent, and
regularity of the taxpayer's securities transactions. Moller v. United States, supra at 813.
Thus, a taxpayer's activities constitute the trade or business of trading only where both
of the following are true:

(1) The taxpayer's trading is substantial. King v. Commissioner [Dec. 44,174], 89 T.C.
445, 458-459 (1987); Paoli v. Commissioner, supra; Walker v. Commissioner [Dec.
47,007(M)], T.C. Memo. 1990-609. In this regard, sporadic trading will not constitute a
trade or business. Commissioner v. Groetzinger, supra at 35; Paoli v. Commissioner,
supra.

(2) The taxpayer seeks to catch the swings in the daily market movements, and to profit
from these short-term changes, Moller v. United States, supra at 813; Purvis v.
Commissioner [76-1 USTC 9270], 530 F.2d 1332, 1334 (9th Cir. 1976), affg. [Dec.
32,652(M)] T.C. Memo. 1974-164; Liang v. Commissioner [Dec. 20,917], 23 T.C. 1040,
1043 (1955); Walker v. Commissioner, supra, rather than to profit from the long-term
holding of investments, Estate of Yaeger v. Commissioner, supra at 33; Paoli v.
Commissioner, supra. In connection with this, courts look at whether the taxpayer's
securities income is principally derived from the frequent sale of securities rather than
from dividends, interest, or long-term appreciation. Moller v. United States, supra at
813; Purvis v. Commissioner, supra at 1334; King v. Commissioner, supra at 458-459;
Liang v. Commissioner, supra at 1043.

Mr. Mayer meets the first prong of this two-part test. In each year in issue, his trading
was substantial, both in dollar amount and in number of trades. Thus, whether or not
Mr. Mayer was in the trade or business of trading depends on whether he sought to
capitalize on short-term swings in the market, or instead strove for long-term
appreciation of his capital. Mr. Mayer admitted that his focus was long-term capital
growth. This goal was further reflected in his letters of understanding with the money
managers. The emphasis on capital growth and profit from resale indicates an
investment-motivated activity. Estate of Yaeger v. Commissioner, supra at 34.

In addition to Mr. Mayer's goal of long-term appreciation, we look to the two
fundamental criteria that distinguish traders from investors: The length of the holding
period of the securities and the source of the profit. 1d. at 33; see also Moller v. United
States, supra at 813. These factors indicate that Mr. Mayer was an investor, not a
trader. For the years in issue, the weighted average holding periods for securities sold
in Mr. Mayer's managed accounts were 317 days in 1986, 439 days in 1987, and 415
days in 1988. For each of the years in issue, the percentage of stocks sold with holding
periods of 30 days or less ranged from .01 percent to 5.41 percent. By contrast, the
percentage of stocks sold with holding periods of 1 year or more ranged from 32.47 to
44.17 percent. Approximately two-thirds or more of petitioners' stocks sold during the
years in issue were held more than 6 months. The lengthy holding periods of
petitioners' stocks, averaging approximately 1 year for stocks sold in Mr. Mayer's
accounts, belie any effort to capitalize on daily or short-term swings in the market.
Compare Estate of Yaeger v. Commissioner [89-2 USTC 9633], 889 F.2d at 34
(taxpayer was an investor, despite extremely high volume of transactions, where "most
of his sales were of securities held for over a year" and he did not sell any security held
less than 3 months) and Purvis v. Commissioner, supra at 1334 (taxpayer was mere
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investor where 31 of his 75 sales of securities were of stock held more than 6 months,
and substantial number were admittedly held as investments or were held for periods
exceeding 3 years) with Paoli v. Commissioner, supra (many of taxpayers' transactions
involved securities held less than 1 day, and 78.49 percent of taxpayers' 1982 securities
proceeds involved stocks held less than 31 days; however, taxpayers were mere
investors where sales of stock were not regular and continuous) and Connelly v.
Commissioner [Dec. 39,475(M)], T.C. Memo. 1982-644 (taxpayer was trader or dealer
where all of his numerous securities transactions generated short-term capital gains and
losses, and he reported no dividend income). In addition, the record indicates that in
each year 84 to 88 percent of petitioners' total securities income and 82 to 95 percent of
the income from petitioners' managed accounts consisted of dividends, interest, and
long-term capital gain, an indicium of investors, not traders. See, e.g., Moller v. United
States [83-2 USTC 9698], 721 F.2d at 815 (taxpayers who derived "the vast majority of
their income in the form of dividends and interest * * * [and from] the long-term holding
of securities" were mere investors); Estate of Yaeger v. Commissioner, supra at 34
(taxpayer who profited from dividends, interest, and capital growth from resale of
securities held over 1 year was investor).

In 1986, 70.66 percent of petitioners' stocks were held longer than 6 months. In 1987,
65.42 of petitioners' stocks were held longer than 6 months. In 1988, 77.56 percent of
petitioners' stocks were held longer than 6 months.

Although Mr. Mayer handled his securities investments in a businesslike manner, that
fact is irrelevant to our determination of whether he was a trader or a mere investor. See
Higgins v. Commissioner [41-1 USTC 9233], 312 U.S. at 213; Moller v. United States,
supra at 814. In Higgins v. Commissioner, supra at 217, the taxpayer had substantial
investments in real estate, stocks, and bonds. He devoted a considerable amount of
time to oversight of his investments. Id. He maintained two offices from which he
conducted his investment activities. In his New York office, the taxpayer employed an
office manager, an assistant, an accountant, and a stenographer/clerk. Higgins v.
Commissioner [Dec. 10,710], 39 B.T.A. 1005, 1006 (1939), affd. [40-1 USTC 9445] 111
F.2d 795 (2d Cir. 1940), affd. [41-1 USTC 9233], 312 U.S. 212 (1941). The taxpayer
employed an additional employee who worked in the Paris office. Id. Despite the
taxpayer's businesslike conduct of his investment activities, the Supreme Court held
that he was a mere investor, and his activity did not constitute a trade or business.
Higgins v. Commissioner [41-1 USTC 9233], 312 U.S. at 217. We reiterate that even
"full-time market activity in managing and preserving one's own estate is not embraced
within the phrase “carrying on a business™. Commissioner v. Groetzinger [87-1 USTC
9191], 480 U.S. at 30; see also Wilson v. United States [67-1 USTC 9378], 179 Ct. Cl.
725; 376 F.2d 280, 292-293 (1967); Beals v. Commissioner [Dec. 43,811(M)], T.C.
Memo. 1987-171.

Thus, we find that despite the scope and extent of his activity, Mr. Mayer was an
investor, not a trader. As such, he was not conducting a trade or business.
Commissioner v. Groetzinger, supra at 30; Whipple v. Commissioner [63-1 USTC =
9466], 373 U.S. at 202; King v. Commissioner [Dec. 44,174], 89 T.C. at 459; Paoli v.
Commissioner [Dec. 47,506(M)], T.C. Memo. 1991-351. Petitioners argue that if they
were investors and not traders, they are entitled to capitalize their securities-related
expenses by adding such expenses to the cost basis of stocks purchased and to the
sales expenses of stocks sold. Respondent argues that petitioners' expenses cannot be



capitalized and are deductible, if at all, under section 212. Petitioners bear the burden of
proving what portion of their expenditures are nondeductible capital expenditures and
what portion are deductible expenses. Rule 142(a); Estate of Boyd v. Commissioner
[Dec. 37,851], 76 T.C. 646, 658 (1981).

Because of our decision on this issue, we do not reach the issue of whether the mere
fact that petitioners ceded full discretion over their accounts, and engaged in no trading
in such accounts themselves, precludes them from being classified as "traders". See,
e.g., Snyder v. Commissioner [35-1 USTC 9344], 295 U.S. 134, 139 (1935); Moller v.
United States [83-2 USTC 9698], 721 F.2d 810, 813 (Fed. Cir. 1983); Levin v. United
States [79-1 USTC 9331], 220 Ct. Cl. 197; 597 F.2d 760, 765 (1979).

Section 1.263(a)-2, Income Tax Regs., cited by petitioners, provides in part:
The following paragraphs include examples of capital expenditures:

(e) Commissions paid in purchasing securities. Commissions paid in selling securities
are an offset against the selling price.

Petitioners are correct that under this regulation, commissions paid in purchasing
securities must be capitalized. See, e.g., Woodward v. Commissioner [70-1 USTC
9348], 397 U.S. 572, 575-576 (1970). "[L]egal, brokerage, accounting, and similar costs
incurred in the acquisition or disposition of property are capital expenditures." Id. at 576.
Where a taxpayer incurs investment adviser expenses, courts look at the nature of the
services performed by the adviser to determine whether these expenses must be
capitalized. See, e.g., Honodel v. Commissioner [Dec. 37,686], 76 T.C. 351, 365 (1981),
affd. [84-1 USTC 9133] 722 F.2d 1462 (9th Cir. 1984); Cagle v. Commissioner [Dec.
32,828], 63 T.C. 86, 96 (1974), affd. [76-2 USTC 9672] 539 F.2d 409 (5th Cir. 1976).
Services performed in the acquisition process are capital in nature. Woodward V.
Commissioner, supra at 575; Honodel v. Commissioner, supra at 365. Thus, fees paid
in connection with the acquisition of particular investments are capital in nature.
Honodel v. Commissioner [84-1 USTC 9133], 722 F.2d at 1466. On the other hand, fees
paid for investment counsel and advice with respect to investments are deductible as an
expense incurred in the production of income.

Petitioners did not prove that they paid any commissions or acquisition-related
expenses of a capital nature during the years in issue. Although petitioners submitted
two exhibits purporting to allocate "transaction fees" to purchases and/or sales of
securities, they provided no information on the breakdown of these transaction fees. It
appears from the record that these transaction fees consisted in large part of general
overhead rather than costs specifically allocable to individual purchases and sales.
These expenses are not capitalizable under section 263. Secs. 1.212-1(g), 1.263(a)-2,
Income Tax Regs. See generally Woodward v. Commissioner, supra at 575-576. Thus,
petitioners did not meet their burden of proof on this issue and cannot capitalize their
transaction costs.

Respondent determined that petitioners' treatment of their net capital gain derived from
their investment activities in 1987 and 1988 as passive income was erroneous. Section
469(c) defines passive activity" to mean an activity that involves the conduct of a trade
or business, or the expenses of which are deductible under section 212, in which the



taxpayer does not materially participate. Mr. Mayer's full-time work managing
petitioners' investments constitutes "material participation". Sec. 469(h); sec. 1.469-
5T(a)(1), Temporary Income Tax Regs., 53 Fed. Reg. 5725 (Feb. 25, 1988). In addition,
petitioners' income from their securities investments constitutes "portfolio income",
which is not included in the computation of passive activity gross income. Sec.
469(e)(1)(A). Portfolio income includes gains and losses, not derived in the ordinary
course of a trade or business, that are attributable to the disposition of property held for

investment. Sec. 469(e)(1)(A)(ii). Accordingly, petitioners' income from their investments
was not passive income.



