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Larsen v. Commissioner, 89 T. C. 1229 (1987)

Sale-leaseback transactions must have economic substance beyond tax benefits to
be recognized for tax purposes.

Summary

Vincent  T.  Larsen  entered  into  four  sale-leaseback  transactions  with  Finalco
involving  computer  equipment.  The  IRS  disallowed  losses  claimed  by  Larsen,
arguing  the  transactions  lacked  economic  substance  and  were  tax-avoidance
schemes. The Tax Court held that two transactions (Hon and Anaconda) were shams
due to insufficient residual value, while the other two (Irving 1 and Irving 2) had
economic substance based on reasonable residual value expectations. The court also
ruled  on  various  tax  implications,  including  depreciation  methods  and  at-risk
amounts, finding Larsen liable for additional interest on underpayments.

Facts

In  1979,  Larsen  purchased  computer  equipment  from Finalco  in  four  separate
transactions,  which  were  then  leased  back  to  Finalco.  The  transactions  were
structured as sale-leasebacks with recourse and nonrecourse notes. Finalco retained
interests in remarketing and residual value sharing. Larsen relied on advice from his
attorney for these investments but did not independently assess the equipment’s
value or market conditions.

Procedural History

The IRS issued a deficiency notice for Larsen’s 1979 and 1980 tax years, disallowing
losses from the transactions. Larsen contested this in the U. S. Tax Court, which
heard  the  case  as  one  of  five  representative  test  cases.  The  court’s  decision
addressed  the  economic  substance  of  the  transactions,  ownership  rights,
depreciation  methods,  and  interest  deductions.

Issue(s)

1. Whether the Hon and Anaconda transactions were devoid of economic substance
and should be disregarded for tax purposes?
2. Whether the Irving 1 and Irving 2 transactions were supported by economic
substance?
3.  Whether  Larsen  acquired  the  benefits  and  burdens  of  ownership  in  the
equipment?
4.  Whether  Larsen  was  entitled  to  deduct  interest  paid  on  the  recourse  and
nonrecourse notes?
5. Whether Larsen was at risk under section 465 with respect to the recourse notes
and assumptions?
6.  Whether  Larsen  was  entitled  to  use  the  half-year  convention  method  of
depreciation in 1979?
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7. Whether Larsen is liable for additional interest under section 6621(c)?

Holding

1. Yes, because the Hon and Anaconda transactions lacked economic substance as
the equipment’s residual value was insufficient to support the transactions beyond
tax benefits.
2. Yes, because the Irving 1 and Irving 2 transactions had reasonable residual value
expectations, supporting economic substance.
3. Yes, because Larsen acquired sufficient benefits and burdens of ownership in the
Irving transactions.
4.  Yes,  because  interest  paid  on  both  recourse  and  nonrecourse  notes  was
deductible, as the notes represented genuine debt.
5. Yes for recourse notes, because Larsen was personally liable; No for assumptions,
because they were devices to avoid at-risk rules.
6. No, because Larsen was not in the equipment leasing business until December
1979, limiting his taxable year for depreciation purposes.
7.  Yes,  because  Larsen’s  underpayments  were  attributable  to  tax-motivated
transactions,  making  him  liable  for  additional  interest.

Court’s Reasoning

The  court  analyzed  each  transaction’s  economic  substance  by  examining  the
equipment’s  fair  market  and  residual  values.  For  the  Hon  and  Anaconda
transactions, the court found the residual values too low to support economic profit,
labeling  them as  shams.  The  Irving  transactions,  however,  showed  reasonable
residual value, supporting economic substance. The court applied the “benefits and
burdens” test from Frank Lyon Co. v. United States to determine ownership, finding
Larsen  held  sufficient  ownership  in  the  Irving  transactions.  The  court  allowed
interest deductions on both recourse and nonrecourse notes but disallowed at-risk
amounts for assumptions due to protection against loss. The half-year convention
was  denied  due  to  Larsen’s  late  entry  into  the  equipment  leasing  business.
Additional  interest  was  imposed  under  section  6621(c)  for  tax-motivated
transactions.

Practical Implications

This decision underscores the importance of economic substance in tax planning,
particularly  for  sale-leaseback  transactions.  Practitioners  must  ensure  clients
understand the need for a genuine business purpose and economic profit potential
beyond tax benefits. The ruling affects how similar transactions should be structured
and documented to withstand IRS scrutiny. It also impacts the use of nonrecourse
financing and at-risk rules, requiring careful consideration of ownership rights and
liabilities. Subsequent cases have cited Larsen in discussions of economic substance
and tax-motivated transactions, influencing tax law and practice in this area.


