Brown v. Commissioner, 85 T. C. 968 (1985)

Losses from transactions designed solely for tax benefits and lacking economic
substance are not deductible.

Summary

In Brown v. Commissioner, the Tax Court disallowed deductions for losses and fees
claimed by petitioners from forward contract transactions involving Ginnie Maes
and Freddie Macs. The court found these transactions to be factual shams,
orchestrated by Gregory Government Securities, Inc. , and Gregory Investment &
Management, Inc. , with the sole purpose of generating tax losses. The court also
upheld additions to tax for negligence against one petitioner but declined to impose
damages under section 6673, citing the novelty and complexity of the transactions at
the time.

Facts

In 1979, petitioners Dennis S. Brown, James E. Sochin, Ellison C. Morgan, and James
N. Leinbach entered into forward contracts with Gregory Government Securities,
Inc. (GGS), to buy and sell Ginnie Maes and Freddie Macs. These contracts were
part of a program promoted by William H. Gregory, who controlled both GGS and
Gregory Investment & Management, Inc. (GIM). The contracts were designed to
generate tax losses, with the loss leg of each contract being canceled shortly after
execution, and the gain leg being assigned to entities controlled by Gregory. No
actual Ginnie Maes or Freddie Macs were ever bought or sold under these contracts.

Procedural History

The Commissioner of Internal Revenue disallowed the deductions claimed by the
petitioners and issued notices of deficiency. The petitioners contested these
determinations in the U. S. Tax Court. The court consolidated these cases with over
1,400 others involving similar issues and transactions. The opinion in this case was
filed on December 18, 1985, after an earlier opinion was withdrawn on October 24,
1985.

Issue(s)

1. Whether petitioners realized deductible losses under section 165(c)(2) on forward
contracts as claimed on their income tax returns for 1979, 1980, and/or 19817

2. Whether the fees paid by petitioners with respect to such contracts are
deductible?

3. Whether petitioners, Ellison C. Morgan and Linda Morgan, are liable for additions
to tax under section 6653(a)?

4. Whether any of the petitioners are liable for damages under section 66737?

Holding
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1. No, because the forward contracts and related transactions were factual shams
and the deductions for fees and losses are disallowed.

2. No, because the fees were payments to participate in a program designed solely
to provide tax deductions and thus are not deductible.

3. Yes, because Ellison C. Morgan knew or should have known that the transactions
were shams and thus his actions constituted negligence.

4. No, because the novelty and complexity of the transactions at the time did not
warrant the imposition of damages, though future cases involving similar shams
might result in damages.

Court’s Reasoning

The court applied the substance-over-form doctrine, determining that the
transactions lacked economic substance and were designed solely for tax benefits.
The court noted that GGS controlled both sides of the transactions, including pricing
and execution, and that no actual securities were ever bought or sold. The court also
referenced prior cases like Julien v. Commissioner and Falsetti v. Commissioner,
which dealt with sham transactions and the disallowance of deductions. The court
found that the transactions did not fall under the protections of Smith v.
Commissioner or section 108 of the Tax Reform Act of 1984, as they were fictitious.
The court’s decision to uphold the addition to tax for negligence against Morgan was
based on his knowledge or reasonable expectation that the transactions were shams.
The court declined to impose damages under section 6673, citing the lack of clear
precedent at the time.

Practical Implications

This decision underscores the importance of economic substance in tax transactions.
Practitioners and taxpayers should be cautious of transactions that appear to be
designed solely for tax benefits without corresponding economic risk or substance.
The case also highlights the potential for additions to tax for negligence if taxpayers
knowingly participate in sham transactions. Future cases involving similar sham
transactions may result in damages under section 6673, as the court has indicated a
willingness to impose such penalties when appropriate. This ruling may influence
how similar cases are analyzed, potentially leading to more scrutiny of tax shelter
arrangements and a more conservative approach to claiming deductions from such
arrangements.
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