33 T.C. 511 (1959)

The court held that interest deductions are not allowed when the underlying
transactions lack economic substance and are created solely for tax avoidance
purposes.

Summary

In Kaye v. Commissioner, the U.S. Tax Court denied interest deductions to taxpayers
who engaged in a series of transactions designed solely to generate tax savings. The
taxpayers, along with the help of a broker, ostensibly purchased certificates of
deposit (CDs) with borrowed funds, prepaying interest at a high rate. However, the
court found these transactions lacked economic substance because they were
structured merely to create the appearance of loans and interest payments, while
the taxpayers did not bear any real economic risk or benefit beyond the intended tax
deductions. The court’s decision underscored the principle that tax deductions are
disallowed when based on transactions that are shams.

Facts

Sylvia Kaye and Cy Howard, both taxpayers, separately engaged in transactions with
Cantor, Fitzgerald & Co., Inc. (CanFitz), a brokerage firm. CanFitz offered them a
plan to realize tax savings by acquiring non-interest-bearing CDs with borrowed
funds. According to the plan, the taxpayers would “purchase” CDs from CanFitz,
using borrowed funds. CanFitz would make a “loan” to the taxpayers, and the
taxpayers would prepay interest at a rate of 10 percent, with the loan secured by the
CDs. In reality, the taxpayers never possessed the CDs, which were held as
collateral by Cleveland Trust Company for loans made to CanFitz, and the entire
scheme was designed to generate interest deductions. The taxpayers’ purchases of
CD’s from CanFitz were carried out with borrowed funds and culminated in resales
of the certificates of deposit. The amount deducted as interest by Sylvia Kaye is $
23,750. The amount deducted as interest by Cy Howard is $ 38,750. Each petitioner
individually entered into a series of separate transactions with the same broker
which purported to be for the purchase, on margin, of certificates of deposit issued
by various banks. The IRS disallowed the interest deductions, arguing the
transactions lacked economic substance.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the taxpayers’
income taxes, disallowing deductions for the interest payments made by the
taxpayers. The taxpayers challenged the Commissioner’s determinations in the U.S.
Tax Court.

Issue(s)

Whether the payments made by the taxpayers to CanFitz were deductible as interest

© 2025 SCOTUSreports.com. All rights reserved. | 1



under Section 23(b) of the Internal Revenue Code of 1939.
Holding

No, because the court found that the payments were not in substance interest on an
indebtedness. The court determined the purported loans were shams.

Court’s Reasoning

The Tax Court found that the transactions lacked economic substance and were
entered into solely to reduce the taxpayers’ tax liabilities. The court emphasized that
the CD purchases and related loans were merely formal arrangements. The court
noted that the taxpayers did not bear the risk of ownership of the CDs, and they did
not have any real economic stake in the transactions beyond the expected tax
benefits. The court observed that the transactions were structured so that the loans
were essentially self-canceling; when the CDs were sold, the loans were offset. In
short, the substance of the transactions was a scheme to generate tax deductions,
not bona fide commercial transactions. The court cited Gregory v. Helvering to
emphasize that tax law looks to the substance of a transaction, not merely its form.
The court stated: “Although the arrangements were in the guise of purchases of
CD’s for resale after 6 months to obtain capital gains, they were in reality a scheme
to create artificial loans for the sole purpose of making the payments by the
petitioners appear to be prepayments of interest in 1952.”

Practical Implications

The Kaye case has significant implications for tax planning and litigation. It
reinforces the principle that tax deductions must be based on transactions that have
economic substance and are not merely tax-avoidance schemes. When advising
clients, attorneys must carefully scrutinize transactions, especially those involving
complex financial instruments or arrangements, to ensure they have a legitimate
business purpose and are not designed solely for tax benefits. If a transaction lacks
economic substance, as in Kaye, the IRS and the courts are likely to disallow any tax
benefits. This case is relevant in cases where individuals or entities are attempting
to deduct interest payments or other expenses related to transactions that are
devoid of economic reality. Moreover, the case underscores the importance of
documenting the business purpose and economic rationale behind any financial
transaction to support the validity of tax deductions.
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