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Gray v. Commissioner, 88 T. C. 1306 (1987)

Expenses claimed for fraudulent tax shelter transactions cannot be deducted as
legitimate mining development costs.

Summary

In Gray v. Commissioner, the U. S. Tax Court ruled against taxpayers who invested
in  the  ‘Gold  for  Tax  Dollars’  tax  shelter  promoted  by  International  Monetary
Exchange (IME). The court found that the investors did not hold legitimate property
interests and the entire scheme was a fraudulent factual sham. Consequently, the
claimed  mining  development  deductions  were  disallowed,  and  penalties  for
negligence and late filing were imposed on some investors. The decision highlights
the court’s scrutiny of tax shelters and the necessity for real economic substance
behind claimed deductions.

Facts

Investors, including the Grays and other petitioners, participated in the ‘Gold for Tax
Dollars’  promotion  by  IME,  investing  cash  and  claiming  deductions  based  on
nonrecourse loans or option sales. The scheme promised deductions of at least four
times the cash investment for mining development expenditures. The investments
were tied to gold mining concessions in Panama and French Guiana, but the actual
mining was managed independently of the investors’ interests. No real development
work was done on the individual plots leased to investors, and the mineral claim
leases were fictitious.

Procedural History

The IRS disallowed the deductions claimed by the investors and issued deficiency
notices. The taxpayers petitioned the Tax Court for relief. The case was consolidated
with similar cases involving other investors in the same tax shelter. The Tax Court
ultimately found for the Commissioner, disallowing the deductions and imposing
penalties.

Issue(s)

1. Whether the petitioners properly deducted amounts as development expenses
under section 616(a)?
2.  Whether  some  of  the  petitioners  acted  negligently  with  regard  to  these
deductions?
3. Whether the addition to tax for untimely filing a tax return is due from petitioners
in docket number 17018-83?
4.  Whether  interest  on  substantial  underpayments  attributable  to  tax-motivated
transactions is due from petitioners under section 6621(c)?

Holding



© 2025 SCOTUSreports.com. All rights reserved. | 2

1. No, because the petitioners did not hold any property interests for which mining
development expenditures could be made, and the entire scheme was a fraudulent
factual sham.
2. Yes, because the investors failed to exercise due diligence in evaluating the tax
shelter, except for the Beckers, where the Commissioner conceded the issue.
3.  Yes,  because  the  petitioners  in  docket  number  17018-83  failed  to  provide
evidence to counter the IRS’s determination of late filing.
4. Yes, because the underpayments were attributable to tax-motivated transactions,
specifically a sham or fraudulent transaction under section 6621(c)(3)(A)(v).

Court’s Reasoning

The court found that the ‘Gold for Tax Dollars’ promotion was a fraudulent factual
sham  because  the  mineral  claim  leases  were  issued  without  regard  to  actual
geographical locations,  and the development costs were not related to any real
mining activities. The court noted the scheme’s reliance on fictitious documentation
and the  lack  of  economic  substance  behind the  claimed deductions.  The  court
applied  the  legal  rule  that  expenses  related  to  sham  transactions  cannot  be
deducted,  referencing  cases  like  Saviano  v.  Commissioner  and  Julien  v.
Commissioner.  The court  also considered the investors’  negligence in failing to
recognize the scheme’s fraudulent nature, citing the Seventh Circuit’s opinion in
Saviano, which warned of the scheme’s commercial surrealism. The court imposed
penalties for negligence and late filing where applicable, and applied the increased
interest  rate  under  section  6621(c)  for  substantial  underpayments  due  to  tax-
motivated transactions.

Practical Implications

This decision underscores the importance of economic substance in tax shelters and
the scrutiny courts apply to such schemes. Attorneys and tax professionals must
advise  clients  to  thoroughly  investigate  tax  shelters  and  ensure  that  claimed
deductions are supported by real economic activities. The case also highlights the
risks  of  penalties  and  increased  interest  rates  for  participating  in  fraudulent
schemes. Subsequent cases have continued to apply this principle, reinforcing the
need for genuine business purpose behind tax deductions. This decision serves as a
cautionary  tale  for  taxpayers  and  professionals  involved  in  tax  planning,
emphasizing due diligence and the potential  consequences of engaging in sham
transactions.


