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Professional Services v. Commissioner, 79 T. C. 888 (1982)

Deductions  based  on  sham  transactions  lacking  economic  substance  are  not
allowable for federal tax purposes.

Summary

In Professional Services v.  Commissioner, the Tax Court addressed the issue of
whether a dentist’s creation of sham business trusts to generate tax deductions was
valid. Eugene Morton, a dentist, engaged in transactions involving the creation of
business trusts and claimed deductions for payments that were, in reality, circular
and lacked economic  substance.  The  Court  found that  these  transactions  were
designed solely to evade taxes and were devoid of economic reality, thus disallowing
the deductions. The decision emphasized the importance of economic substance
over form in tax law and highlighted the consequences of fraudulent tax practices,
including the imposition of fraud penalties under Section 6653(b).

Facts

In 1976, Eugene Morton borrowed $47,400 to purchase materials for business trust
organizations, but the loan was returned to his control before any repayment. In
1977, Morton paid $11,000 for similar materials and assistance in setting up trusts,
and established Professional Services, transferring his dental practice assets to it.
He then leased these assets back from Professional Services, claiming deductions
for the payments. These transactions were structured to circulate funds through
Morton’s controlled entities, with most of the funds returning to him the same day
they were transferred.

Procedural History

The Commissioner  of  Internal  Revenue disallowed the deductions  and assessed
deficiencies for 1976 and 1977, along with additions to tax for fraud. The case was
tried before  the U.  S.  Tax Court,  where Morton contested the disallowance of
deductions and the fraud penalties.

Issue(s)

1. Whether Eugene Morton is entitled to deduct $47,400 in 1976 for the purchase of
business trust materials?
2. Whether Eugene Morton is entitled to deduct $11,000 in 1977 for the purchase of
business trust materials and assistance?
3. Whether payments to Professional Services in 1977 are deductible, considering
the entity’s lack of economic substance?
4. If Professional Services is valid, whether its income is taxable to Eugene Morton
under grantor trust rules?
5. Whether Eugene Morton is liable for additions to tax under Section 6653(b) for
fraud?
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Holding

1. No, because the payment was not a true economic cost as the promissory note
was returned to Morton’s control before any repayment.
2.  No,  because  Morton  failed  to  prove  that  the  expenditure  related  to  the
management or conservation of income-producing property or was for tax advice.
3. No, because Professional Services lacked economic substance and was a mere
conduit for generating deductions without real economic cost.
4.  Not  applicable,  as  Professional  Services  was  not  recognized  for  federal  tax
purposes due to its lack of economic substance.
5. Yes, because Morton’s actions showed intent to evade taxes, as evidenced by the
sham nature of the transactions and his attempts to conceal the true nature of the
payments.

Court’s Reasoning

The Court focused on the economic reality of the transactions, emphasizing that
form must yield to substance in tax law. It found that Morton’s transactions were
prearranged  to  generate  tax  deductions  without  economic  cost,  as  funds  were
circulated through entities he controlled and returned to him without real liability.
The Court applied the sham transaction doctrine, disregarding the formalities of the
transactions due to their lack of economic substance. It also considered Morton’s
failure  to  disclose  the  alleged  liabilities  on  financial  statements  and  his
uncooperative  behavior  during  the  audit  as  evidence  of  fraud,  leading  to  the
imposition of penalties under Section 6653(b).

Practical Implications

This decision underscores the importance of economic substance in tax planning and
the  risks  of  engaging  in  transactions  designed  solely  to  generate  tax  benefits.
Taxpayers must ensure that transactions have a legitimate business purpose beyond
tax avoidance. The case serves as a warning that the IRS and courts will scrutinize
complex arrangements involving trusts or other entities, especially when controlled
by the taxpayer.  It  also highlights  the severe consequences of  fraud,  including
significant penalties, emphasizing the need for transparency and cooperation during
audits.  Subsequent  cases  have  cited  Professional  Services  to  support  the
disallowance  of  deductions  based  on  sham  transactions  and  to  uphold  fraud
penalties where intent to evade taxes is evident.


