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Gefen v. Commissioner, 87 T. C. 1471 (1986)

A limited partnership’s leasing transactions can have economic substance and allow
partners to deduct losses if the transactions are entered into with a profit motive
and involve genuine business risks.

Summary

In Gefen v. Commissioner, the U. S. Tax Court upheld the deductions claimed by a
limited  partner  in  a  computer  leasing  transaction.  The  partnership,  Dartmouth
Associates,  purchased  and  leased  computer  equipment  to  Exxon  through  an
intermediary. The court found the transaction had economic substance because it
was entered into  with  a  reasonable  expectation of  profit,  supported by market
research and arm’s-length negotiations. The partnership’s activities were deemed
for profit, and the limited partner’s basis and at-risk amount were sufficient to cover
the claimed losses. This case illustrates that tax benefits from leasing transactions
can be upheld if structured with genuine business purpose and risk.

Facts

Lois  Gefen  invested  in  Dartmouth  Associates,  a  limited  partnership  formed  by
Integrated Resources, Inc. , to purchase and lease IBM computer equipment. The
partnership acquired the equipment and leased it  to  National  Computer Rental
(NCR), which subleased it to Exxon. Gefen signed a guarantee assuming personal
liability for her 4. 94% share of the partnership’s $1,030,000 recourse debt to Sun
Life  Insurance.  The  partnership’s  projections  showed potential  for  profit  if  the
equipment retained at least 16% of its value at lease end. In 1979, IBM’s unexpected
product announcement significantly reduced the equipment’s residual value, but the
partnership continued operations until NCR defaulted in 1983.

Procedural History

The IRS issued a  notice  of  deficiency  to  Gefen for  1977-1979,  disallowing her
partnership loss deductions. Gefen petitioned the Tax Court, which heard the case
and issued its decision on December 30, 1986, upholding Gefen’s deductions.

Issue(s)

1.  Whether  the  partnership’s  computer  leasing  transactions  had  economic
substance.
2. Whether the partnership was engaged in an activity for profit.
3. Whether Gefen was entitled to include her share of partnership liabilities in her
partnership basis.
4. Whether Gefen was at risk within the meaning of I. R. C. § 465 for her share of the
partnership’s recourse indebtedness.

Holding
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1.  Yes,  because the transactions offered a reasonable opportunity for economic
profit based on market research and arm’s-length negotiations.
2. Yes, because the partnership was formed and operated with the predominant
purpose of making a profit.
3. Yes, because Gefen assumed personal liability for her share of the partnership’s
recourse debt and had no right to reimbursement.
4. Yes, because Gefen was personally and ultimately liable for her share of the
partnership’s recourse debt.

Court’s Reasoning

The Tax Court applied the economic substance doctrine, finding the partnership’s
transactions  had  substance  because  they  were  entered  into  with  a  reasonable
expectation  of  profit.  The  court  considered  market  research,  the  partnership’s
negotiations, and the potential for profit if the equipment retained value. The court
also applied the profit motive test from I. R. C. § 183, finding the partnership’s
activities were for profit based on its efforts to maximize returns. For basis and at-
risk issues, the court relied on I. R. C. §§ 752 and 465, concluding Gefen’s personal
liability and lack of indemnification put her at risk for her share of the recourse
debt. The court rejected the IRS’s arguments that the transaction lacked substance
or was a tax avoidance scheme, emphasizing the genuine business purpose and risks
involved.

Practical Implications

Gefen v. Commissioner provides guidance on structuring leasing transactions to
withstand IRS scrutiny.  Partnerships should conduct  thorough market  research,
engage in arm’s-length negotiations,  and ensure transactions have a reasonable
potential for profit. Limited partners can increase their basis and at-risk amounts by
assuming  personal  liability  for  partnership  debts,  but  must  do  so  without
indemnification.  This  case  has  been  cited  in  subsequent  rulings  to  uphold  the
validity of similar leasing transactions. Practitioners should carefully document the
business purpose and economic substance of transactions to support claimed tax
benefits.


