T.C. Memo. 1948-74

A motive to minimize taxes does not invalidate a transaction if the transaction is
otherwise real, complete, and bona fide in every respect.

Summary

Rosborough sold stock to family members and others, forming a partnership to
manage the investments. The Commissioner argued the sale was a sham to avoid
taxes and increase the stock’s basis. The Tax Court held that the sale and
partnership were bona fide, despite the tax motives, because the purchasers bore
the economic risks and benefits of ownership. The court emphasized that tax
minimization is a normal consequence of legitimate transactions and does not
automatically invalidate them.

Facts

Rosborough owned shares of Caddo and Rosboro stock and was heavily indebted. To
alleviate his financial situation and minimize taxes, he sold some of his Caddo stock
to eight purchasers (including family) and formed the Rosboro Investment Co.
partnership. The purchasers used the dividends from the Caddo stock to pay off
their notes. Rosborough used the stock sale proceeds to reduce his debt. The
Commissioner challenged the legitimacy of the sale and partnership, arguing they
were shams designed to avoid taxes.

Procedural History

The Commissioner determined a deficiency in Rosborough’s income tax,
disregarding the sale of Caddo stock and the existence of the Rosboro Investment
Co. partnership. Rosborough petitioned the Tax Court for a redetermination. The
Tax Court reviewed the case de novo.

Issue(s)

Whether the sale of Caddo stock by Rosborough to the eight purchasers was a bona
fide transaction that should be recognized for tax purposes, despite a tax avoidance
motive.

Whether the Rosboro Investment Co. was a bona fide partnership that should be
recognized for tax purposes, particularly with respect to Rosborough’s wife’s
interest.

Holding

1. Yes, because the sale of Caddo stock was a real transaction where the purchasers
assumed the benefits and burdens of ownership.

2. Yes, because the Rosboro Investment Co. was a bona fide business association
where capital, not personal services, produced the income, and Mrs. Rosborough
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owned an interest in the capital investment.
Court’s Reasoning

The Tax Court found the stock sale was bona fide because the purchasers were
financially responsible individuals who understood their obligations and had profit
motives. The court emphasized that a tax motive does not vitiate a transaction if it is
otherwise real. The court noted that the purchasers bore the economic risk and
benefit of owning the stock and paid taxes on the earnings. Rosborough relinquished
control over the stock, his position becoming akin to that of a secured creditor. The
court distinguished family partnership cases (Commissioner v. Tower, Lusthaus v.
Commissioner) because the Rosbhoro Investment Co.’s income was derived from
capital, not personal services, and Mrs. Rosborough had an unconditional ownership
interest in the contributed capital. The court stated, “a motive to minimize taxes will
not vitiate a transaction where the reduction of taxes is but a normal consequence of
the transaction, otherwise real, complete, and bona fide in every respect.”

Practical Implications

This case illustrates that tax avoidance motives, while relevant, do not automatically
invalidate a transaction. Courts examine the substance of the transaction to
determine if it is bona fide. This case is frequently cited in tax law to support the
principle that taxpayers can arrange their affairs to minimize taxes, provided the
transactions are real and have economic substance. The case underscores the
importance of analyzing who bears the economic risks and benefits of a transaction
when determining its validity for tax purposes. It influences how tax attorneys
advise clients on structuring transactions to achieve desired tax outcomes while
maintaining economic reality and avoiding characterization as shams.
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