Julien v. Commissioner, 82 T. C. 492 (1984)

Interest deductions are disallowed for payments made on purported loans for
transactions that lack economic substance and are designed solely to generate tax
deductions.

Summary

Julien and Fabiani engaged in purported cash-and-carry silver straddle transactions,
claiming interest deductions on loans allegedly used to purchase silver. The U. S.
Tax Court disallowed these deductions, ruling that the transactions were shams with
no economic substance, designed only to generate tax benefits. The court found no
actual purchase of silver or genuine indebtedness occurred, and even if the
transactions had occurred, they served no purpose beyond tax avoidance.

Facts

Jay Julien and Joel Fabiani claimed interest deductions on their tax returns for
1973-1975 and 1974-1975, respectively, for payments made to Kroll, Dalon & Co. ,
Inc. and Euro-Metals Corp. for alleged loans used to purchase silver in cash-and-
carry straddle transactions. These transactions involved simultaneous purchases of
silver bullion and short sales of the same amount for future delivery. Julien and
Fabiani also engaged in similar transactions with Rudolf Wolff & Co. , Ltd. and I. M.
Fortescue (Finance) Ltd. in 1975-1976.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Julien’s and
Fabiani’s federal income taxes and disallowed their claimed interest deductions. The
cases were consolidated and heard by the U. S. Tax Court, which ruled in favor of
the Commissioner, disallowing the interest deductions.

Issue(s)

1. Whether Julien and Fabiani substantiated the existence of loans purportedly used
to purchase silver in 1973, 1974, and 19757

2. If the loans existed, were they applied to transactions lacking economic substance
such that no interest on those loans is deductible under section 163(a)?

3. If the alleged transactions had economic substance, should gain realized in the
second year of each transaction be characterized as short-term gain?

Holding

1. No, because Julien and Fabiani failed to provide sufficient evidence that the loans
or silver purchases actually occurred.

2. No, because even if the transactions had occurred, they served no economic
purpose beyond generating tax deductions.
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3. The court did not reach this issue because it found no interest deductions were
allowable.

Court’s Reasoning

The court applied the principle that interest deductions are disallowed for
transactions that lack economic substance and are entered into solely for tax
avoidance. The court found that Julien and Fabiani failed to provide credible
evidence of actual silver purchases or loans, relying only on their own testimony and
documents from the brokers involved, who were under their control. The court also
noted that the transactions were prearranged to generate interest deductions in one
year and long-term capital gains in the next, with no genuine risk or economic
purpose. The court cited Goldstein v. Commissioner, 364 F. 2d 734 (2d Cir. 1966),
for the proposition that interest deductions are not intended for debts entered into
solely to obtain deductions.

Practical Implications

This decision reinforces the principle that tax deductions for interest on loans are
disallowed when the underlying transactions lack economic substance and are
designed solely for tax avoidance. Practitioners should advise clients that engaging
in sham transactions to generate deductions will be challenged by the IRS. This case
also highlights the importance of maintaining proper documentation and third-party
verification for transactions involving commodity straddles. Subsequent cases have
cited Julien in disallowing deductions for similar tax shelters, and it contributed to
the enactment of section 263(g) of the Internal Revenue Code, which requires
capitalization of carrying charges for certain straddle transactions.
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