Mukerji v. Commissioner, 87 T. C. 926 (1986)

A transaction has economic substance if it involves a significant and realistic
possibility of economic profit, even if tax benefits are also a motive.

Summary

In Mukerji v. Commissioner, individual investors purchased computer equipment
from Comdisco, Inc., and leased it back to the company. The key issue was whether
these transactions were shams designed solely for tax avoidance or had economic
substance. The Tax Court held that the transactions had economic substance
because the equipment was purchased at or below fair market value, and there was
a reasonable expectation of profit from residual values and cash flows. This ruling
emphasized that transactions with a genuine potential for profit should be
respected, even if tax benefits were part of the motivation.

Facts

Aditya B. Mukerji, Charles F. Hurchalla, and Larry B. Thrall purchased used IBM
computer equipment from Comdisco, Inc. , or its subsidiary, and leased it back to
Comdisco for seven years. The equipment was subject to existing leases with end-
users at the time of purchase. The purchase price was paid with cash and largely
recourse notes. The lease payments from Comdisco were structured to match the
debt service on the notes, with potential for additional rent and residual value at the
end of the lease term.

Procedural History

The IRS disallowed the depreciation deductions claimed by the petitioners, asserting
the transactions were shams lacking economic substance. The Tax Court
consolidated the cases and held them as test cases for similar transactions. After
trial, the court found that the transactions had economic substance and should be
respected for tax purposes.

Issue(s)

1. Whether the transactions in question are shams and lack economic substance,
thereby disallowing the claimed depreciation deductions.

2. Whether petitioners are liable for additions to tax under sections 6653(a)(1),
6653(a)(2), and 6659.

3. Whether the additional interest amount under section 6621(d) should apply.

Holding

1. No, because the transactions have economic substance as the equipment was
purchased at or below fair market value, and there was a realistic possibility of
economic profit from residual values and cash flows.
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2. No, because there is no underpayment due to the transactions having economic
substance.
3. No, because there is no underpayment attributable to tax-motivated transactions.

Court’s Reasoning

The court applied the economic substance doctrine, finding that the transactions
were not shams because the equipment was purchased at a price at or below fair
market value. Expert testimony established that the residual values projected in the
private placement memoranda were reasonable, and petitioners could expect a
profit. The court distinguished this case from others like Rice’s Toyota World, Inc. v.
Commissioner, where the transactions lacked economic substance. The court noted
that the transactions had a business purpose beyond tax benefits, as petitioners
were prudent investors who believed in the potential for profit. The court also found
that the recourse nature of the financing and the potential for positive cash flow
after debt service supported the transactions’ economic substance.

Practical Implications

This decision reinforces that transactions with a genuine potential for profit, even if
tax benefits are part of the motivation, should be respected for tax purposes. It
impacts how similar computer leasing transactions are analyzed, emphasizing the
importance of fair market value purchases and realistic profit potential. The ruling
may encourage more structured financing in the computer leasing industry, as it
validates the economic substance of transactions with significant recourse financing.
Subsequent cases have applied this ruling to uphold similar transactions, while
distinguishing those lacking economic substance. Businesses and investors in
leasing arrangements should ensure their transactions have a realistic profit motive
to withstand IRS scrutiny.
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