Perrett v. Commissioner, 74 T. C. 111 (1980)

Transactions must have economic substance beyond tax benefits to be recognized
for tax purposes.

Summary

In Perrett v. Commissioner, the Tax Court denied a partnership’s claimed loss on the
sale of Jowycar stock and interest deductions related to a series of loans due to lack
of economic substance. Michael Perrett, a tax specialist, orchestrated a complex
plan involving loans between himself, trusts for his children, and his law partnership
to purchase and sell Jowycar stock. The court found that these transactions were
primarily designed for tax avoidance, with no genuine economic purpose or effect.
The court also upheld a negligence penalty for 1970 but not for 1972, emphasizing
that reliance on professional advice does not automatically shield taxpayers from
penalties when transactions lack substance.

Facts

Michael Perrett, a certified tax specialist, set up trusts for his children and borrowed
$100,000 from Anglo Dutch Capital Co. , which he then loaned to the trusts. The
trusts subsequently loaned the money to Perrett’s law partnership, which used it to
purchase Jowycar stock. Within weeks, the partnership sold half the stock to Anglo
Dutch at a loss, claiming a deduction under Section 1244. The remaining stock was
later pledged as security for the original loan, and eventually surrendered to Anglo
Dutch in exchange for debt cancellation. The partnership also claimed interest
deductions for payments made to the trusts. The transactions were orchestrated by
Harry Margolis, who was involved with both Jowycar and Anglo Dutch.

Procedural History

The Commissioner of Internal Revenue disallowed the partnership’s claimed loss on
the Jowycar stock sale and the interest deductions, asserting that the transactions
lacked economic substance. The case was tried before the Tax Court’s Special Trial
Judge Lehman C. Aarons, who issued a report. After reviewing the report and
considering exceptions filed by the petitioners, the Tax Court adopted the report
with minor modifications, sustaining the Commissioner’s position on the stock loss
and interest deductions, and imposing a negligence penalty for 1970 but not for
1972.

Issue(s)

1. Whether the partnership’s sale of Jowycar stock in December 1970 was a bona
fide transaction that generated a deductible loss under Section 1244.

2. Whether the partnership’s payments to the Perrett and Clabaugh children’s trusts
were deductible as interest under Section 163(a).

3. Whether the petitioners were liable for negligence penalties under Section
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6653(a) for 1970 and 1972.
Holding

1. No, because the stock purchase and sale transaction lacked significant economic
substance and was primarily for tax avoidance.

2. No, because the transactions between the trusts and the partnership were not
loans in substance, and the trusts were mere conduits of the funds.

3. Yes, for 1970, because the built-in loss aspect of the Jowycar stock transaction
was patently untenable, justifying the penalty. No, for 1972, as the failure of the
plan to shift income through loans was not sufficient grounds for the penalty.

Court’s Reasoning

The Tax Court applied the economic substance doctrine, finding that the Jowycar
stock transactions lacked any substantial economic purpose beyond tax reduction.
The court noted the absence of arm’s-length dealings, as evidenced by Perrett’s
failure to investigate Jowycar’s financial situation and the rapid, unexplained drop in
stock value. The court also found that the trusts served merely as conduits in a
circular flow of funds, negating any genuine indebtedness for interest deduction
purposes. The negligence penalty for 1970 was upheld due to the egregious nature
of the tax avoidance scheme, despite Perrett’s reliance on professional advice. The
court distinguished this case from others where some economic substance was
present, emphasizing that the transactions here were devoid of any real economic
effect.

Practical Implications

This decision underscores the importance of economic substance in tax transactions,
particularly in the context of stock sales and interest deductions. It serves as a
warning to taxpayers and practitioners that even complex, professionally advised
transactions will be scrutinized for genuine economic purpose. The ruling impacts
how similar tax avoidance schemes should be analyzed, emphasizing the need for
real economic risk and benefit beyond tax savings. It also affects legal practice by
reinforcing the application of the economic substance doctrine and the potential for
negligence penalties when transactions are found to lack substance. Subsequent
cases have cited Perrett in denying deductions for transactions lacking economic
substance, further solidifying its influence on tax law.
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