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Patin v. Commissioner, 88 T. C. 1086 (1987)

Transactions lacking economic substance are disregarded for federal income tax
purposes, disallowing deductions for tax benefits.

Summary

In Patin v. Commissioner, investors sought tax deductions for payments made in a
gold  mining  investment  scheme.  The  Tax  Court  found  the  transactions  lacked
economic substance due to their primary focus on tax benefits rather than profit.
The court disallowed the deductions, noting the transactions were structured to
artificially inflate tax deductions through a circular flow of funds and unfulfilled
promises  of  ore  block  assignments.  The  decision  clarified  the  application  of
increased interest rates for tax-motivated transactions under section 6621(d) and
upheld additions to tax for negligence in some cases.

Facts

Investors  in  the  “Gold  Ore  Purchase  and Mining  Program” promoted  by  Omni
Resource Development Corp. paid $50 per ton for ore and a 50% royalty to Omni,
and  $50  per  ton  to  American  International  Mining  Co.  (AMINTCO)  for  mining
development.  The payments were structured with one-sixth cash and five-sixths
through promissory notes allegedly funded by Kensington Financial Corp. However,
Kensington’s  funds originated from AMINTCO via  a  circular  flow controlled by
Omni’s  principals.  No  mining  occurred,  and  the  notes  were  canceled  without
repayment. The investors claimed deductions for the full contract amounts as mining
development expenses.

Procedural History

The Commissioner  of  Internal  Revenue disallowed the deductions  and assessed
deficiencies. The cases were consolidated and tried before the U. S. Tax Court,
which ruled against the investors, disallowing the deductions and upholding the
deficiencies.

Issue(s)

1. Whether the transactions in the gold mining program had economic substance,
allowing for deductions under section 616 for mining development expenses or
section 617 for exploration expenses?
2. Whether the investors are liable for additional interest under section 6621(d) for
tax-motivated transactions?
3. Whether the investors Gomberg and Skeen are liable for additions to tax under
section 6653(a) for negligence or intentional disregard of rules and regulations?

Holding
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1.  No,  because  the  transactions  lacked  economic  substance,  being  primarily
motivated by tax benefits rather than profit,  and were thus disregarded for tax
purposes.
2. Yes, because the transactions were sham transactions, falling under the definition
of tax-motivated transactions in section 6621(d), warranting additional interest.
3. Yes, because Gomberg and Skeen acted negligently or with intentional disregard
of rules and regulations, justifying the additions to tax under section 6653(a).

Court’s Reasoning

The  court  applied  the  economic  substance  doctrine,  focusing  on  whether  the
transactions  had  a  business  purpose  beyond tax  benefits.  The  court  found the
transactions  lacked economic  substance  due to  the  absence of  genuine  mining
activities, overvalued assets, and the circular flow of funds that did not change
hands. The court emphasized the investors’ indifference to the venture’s success and
their  reliance  on  the  promoters’  unverified  claims.  The  court  also  noted  the
transactions were designed to artificially inflate deductions, as evidenced by the
promissory notes’ lack of substance and the failure to assign ore blocks or conduct
mining. The court’s decision was supported by case law such as Rice’s Toyota World,
Inc. v. Commissioner and Moore v. Commissioner. The court also clarified that sham
transactions fall under section 6621(d) for increased interest rates, and upheld the
negligence additions to tax against Gomberg and Skeen due to their unreasonable
reliance on advice without due diligence.

Practical Implications

This decision reinforces the importance of economic substance in tax transactions,
warning  investors  and  promoters  against  schemes  designed  primarily  for  tax
benefits.  Legal  practitioners  should  advise  clients  to  scrutinize  investment
opportunities  for  genuine  profit  potential  and  not  rely  solely  on  promised  tax
deductions. The ruling impacts how tax authorities assess similar tax shelter cases,
emphasizing the need for actual economic activity to support deductions. Businesses
should be cautious of arrangements that appear to lack substance, as they could
face disallowed deductions and additional interest. Subsequent cases, such as Rose
v. Commissioner, have further developed the economic substance doctrine, applying
it to various tax-motivated transactions.


