Zmuda v. Commissioner, 79 T. C. 714 (1982)

The economic substance doctrine can be used to disregard the tax effects of
transactions involving offshore trusts that lack economic substance and are created
solely for tax avoidance.

Summary

In Zmuda v. Commissioner, the Tax Court held that the petitioners’ creation of three
offshore common law business trusts lacked economic substance and were shams
for tax purposes. The Zmudas established these trusts in the British West Indies
using preprinted forms and a nominal foreign creator, transferring their U. S. real
estate contracts and deeds to one trust while retaining complete control. The court
found that these trusts did not alter any economic relationships, thus the income
they generated remained taxable to the Zmudas. Additionally, the court disallowed
deductions for expenses related to establishing the trusts and for claimed casualty
losses due to insufficient proof of basis. The case underscores the application of the
economic substance doctrine to disregard tax-motivated transactions that lack
economic reality.

Facts

In 1977, George and Walburga Zmuda, residents of Olympia, Washington,
established three common law business trusts in the Turks and Caicos Islands:
Sunnyside Trust Co. , Medford Trust Organization, and Buena Trust Organization.
They used preprinted forms purchased from an organization in Alaska and enlisted a
local notary and her brother as the nominal creator and trustees. The Zmudas
transferred deeds of trust and real estate contracts to Buena Trust in exchange for
beneficial interest certificates, which had no real value or control over the trust’s
assets. They retained control over the trusts’ bank accounts in the U. S. and
funneled income back to themselves. The IRS challenged the validity of these trusts
and the deductions claimed for expenses related to their creation.

Procedural History

The IRS issued a notice of deficiency for the tax years 1976, 1977, and 1978,
asserting that the income from the trusts should be included in the Zmudas’ taxable
income and disallowing various deductions. The Zmudas petitioned the U. S. Tax
Court, which heard the case and issued its opinion on November 8, 1982, ruling in
favor of the IRS on most issues.

Issue(s)

1. Whether the income received by Buena Trust in 1977 and 1978 should be
included in the Zmudas’ taxable income because the trust lacked economic
substance and was a sham for tax purposes.

2. Whether the Zmudas are entitled to a deduction under IRC Section 212 for
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expenses incurred in setting up the offshore trusts.

3. Whether the Zmudas are entitled to a charitable deduction for donated property
in excess of the amount allowed by the IRS.

4. Whether the Zmudas are entitled to a casualty loss deduction for losses in 1976
and 1977.

5. Whether the Zmudas are entitled to a business expense deduction for expenses
incurred in 1977 to prepare property for sale.

6. Whether the Zmudas are liable for additions to tax under IRC Section 6653(a) for
negligence in 1977 and 1978.

Holding

1. Yes, because the creation of Buena Trust did not alter any cognizable economic
relationships and was a sham for tax purposes, the income it received is taxable to
the Zmudas.

2. No, because the expenses were not for the production or collection of income,
management of income-producing property, or tax planning, and the Zmudas failed
to allocate any portion of the expense to a deductible purpose.

3. Yes, because the Zmudas donated property to charity, but the court reduced the
deduction to $50 due to insufficient evidence of the donated items’ value.

4. No, because the Zmudas failed to prove the basis of the property lost or damaged
in the claimed casualty losses.

5. No, because the Zmudas failed to show that the properties were held for the
production of income.

6. Yes, because the Zmudas did not make reasonable inquiries into the validity of
their tax positions and ignored their accountant’s advice, demonstrating negligence.

Court’s Reasoning

The Tax Court applied the economic substance doctrine, emphasizing that
transactions without economic reality are disregarded for tax purposes. The court
found that the Zmudas’ trusts were mere paper entities created solely for tax
avoidance, with no economic substance. The Zmudas retained complete control over
the trust assets and income, which continued to flow back to them. The court cited
Gregory v. Helvering to support the principle that taxpayers may minimize taxes but
not through sham transactions. The court also rejected the Zmudas’ deductions for
trust setup expenses, as they were not related to income production or tax planning
under IRC Section 212. The court disallowed casualty loss deductions due to lack of
proof of basis and business expense deductions for lack of evidence that the
properties were held for income production. The court upheld the negligence
penalty, noting the Zmudas’ failure to heed their accountant’s advice.

Practical Implications

Zmuda v. Commissioner reinforces the application of the economic substance
doctrine to complex tax avoidance schemes, particularly those involving offshore
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trusts. Attorneys should advise clients that creating entities without economic
substance will not shield income from taxation. The case highlights the need for
clear proof of basis for casualty losses and the importance of linking expenses to
income production for deductions. Practitioners should also emphasize the risk of
negligence penalties for failing to make reasonable inquiries into tax positions.
Subsequent cases, such as Coltec Industries, Inc. v. United States, have further
developed the economic substance doctrine, affirming its role in challenging tax
shelters.
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