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LaGrange v. Commissioner, 26 T.C. 191 (1956)

The court will disregard the form of a transaction and consider its substance when
determining tax liability if the transaction is designed primarily for tax avoidance,
even if it appears legitimate on its face.

Summary

Frank LaGrange entered into short sales of English pounds sterling. To realize a
long-term  capital  gain,  he  arranged  for  his  brokerage  firm  to  “purchase”  his
contracts before the delivery date. However, the brokerage firm bore no risk and
made no profit. The Tax Court held that this transaction was a sham, and the gain
was treated as a short-term capital gain. The court focused on the substance of the
transaction—that LaGrange remained liable and controlled the process—rather than
its  form,  which  was  designed  for  tax  benefits.  The  court  emphasized  that  the
primary purpose of the transaction was to avoid tax, and the brokerage’s role lacked
economic substance.

Facts

In 1949, LaGrange entered into two short sales of English pounds sterling for future
delivery. After the devaluation of the pound, LaGrange stood to make a profit. To
attempt to convert this profit into a long-term capital gain, which would be taxed at
a lower rate, he had his brokerage firm, Carl M. Loeb, Rhoades & Co., “purchase”
his contracts before the delivery date. The brokerage firm required LaGrange to
remain  fully  liable  for  any  losses  until  the  actual  delivery  of  the  pounds.  The
brokerage firm made no profit on the transaction. The IRS determined that the gains
from the short sales were short-term capital gains, and LaGrange contested this
determination.

Procedural History

The Commissioner of Internal Revenue issued a deficiency notice, treating the gains
as  short-term capital  gains.  LaGrange  petitioned  the  United  States  Tax  Court,
arguing that the gains should be treated as long-term capital gains because he had
held his “contract rights” for over six months. The Tax Court ruled in favor of the
Commissioner.

Issue(s)

1. Whether the purchase of LaGrange’s short sale contracts by his brokerage firm
was a bona fide transaction.

2. If the purchase was not bona fide, whether the gain from the transactions was a
short-term or long-term capital gain.

Holding
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1. No, because the court found the purchase of LaGrange’s contracts was not a bona
fide transaction.

2. Yes, because the holding period of the property delivered to cover the short sales
was less than six months, the gain was considered a short-term capital gain.

Court’s Reasoning

The court applied the principle of substance over form. The court noted that, while
taxpayers are entitled to structure their transactions to minimize their tax liability,
the transactions must have economic substance and be undertaken for a legitimate
business purpose. The court found the “purchase” of the contracts by the brokerage
lacked substance. The crucial fact was that LaGrange remained fully liable for any
losses until the short sales were consummated. The brokerage firm bore no risk and
the entire arrangement was structured to provide LaGrange with a tax advantage.
The court stated, “the so-called purchase of short sales contracts by Loeb, Rhoades
was  nothing  more  than  a  cloak  to  disguise  covering  purchase  transactions  by
petitioner.” The court emphasized that the formal structure of the transactions was
designed to achieve a particular tax result and that, in substance, the transactions
were no different than if LaGrange had directly covered the short sales himself.

Practical Implications

This case emphasizes the importance of the economic substance doctrine. Taxpayers
and their advisors must consider the true economic effects of a transaction, not just
its formal structure. Transactions designed solely for tax avoidance and that lack
economic substance are vulnerable to challenge by the IRS. The case demonstrates
that  a  transaction  will  be  recharacterized  if  it  is  designed  primarily  for  tax
avoidance. This ruling serves as a reminder that tax planning must be based on
sound business practices, and transactions should have an independent economic
purpose beyond merely reducing taxes. Future cases involving similar tax-motivated
transactions  would  likely  consider  this  case  when  analyzing  whether  the
transactions  are  bona  fide.


