Horn et al. v. Commissioner, 90 T. C. 908 (1988)

Tax deductions are not allowable for investments in sham transactions lacking
economic substance, even if participants claim reliance on professional advice.

Summary

In Horn et al. v. Commissioner, the Tax Court ruled that investments in the ‘Havasu
Gold 1982 Tax Advantaged Gold Purchase Program’ were shams and thus not
deductible. The petitioners, who invested based on promotional materials promising
high tax benefits, failed to show any economic substance in their investments. The
court emphasized the lack of due diligence by the petitioners and found their
reliance on non-independent advisors unreasonable. Consequently, the court
disallowed the claimed mining development expense deductions and imposed
penalties for negligence and substantial underpayment of taxes, highlighting the
importance of genuine economic activity for tax deductions.

Facts

The petitioners, Kenneth J. Horn, Louis V. Avioli, Clayton F. Callis, and Norman C.
Voile, invested in the ‘Havasu Gold 1982 Tax Advantaged Gold Purchase Program’
promoted by Calzone Mining Co. , Inc. They paid a small cash amount and signed
promissory notes for larger sums, expecting significant tax deductions. The program
promised a five-to-one tax writeoff based on mining development expenses.
However, the feasibility study was inadequate, and there was no evidence of
commercially marketable quantities of gold. The petitioners did not independently
verify the program’s claims and relied solely on their financial advisors and tax
preparers, who were not mining experts and had financial incentives from the
program’s sales.

Procedural History

The IRS disallowed the deductions claimed by the petitioners on their 1982 federal
income tax returns, asserting deficiencies and additions to tax. The case was
consolidated and heard by the U. S. Tax Court, which served as a test case for other
similar cases. The court examined the economic substance of the transactions and
the petitioners’ reliance on their advisors.

Issue(s)

1. Whether the petitioners are entitled to deductions under sections 616, 162, 212,
or any other section of the Internal Revenue Code for their participation in the
‘Havasu Gold 1982 Tax Advantaged Gold Purchase Program.

2. Whether the petitioners are liable for additions to tax under sections 6653(a)(1),
6653(a)(2), and 6661.

3. Whether the Voiles are subject to the increased interest rate under section
6621(c).
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Holding

1. No, because the transactions were shams lacking economic substance, and the
petitioners did not engage in the activity with a profit motive.

2. Yes, because the petitioners were negligent and their underpayment of taxes was
substantial, and they did not have substantial authority or reasonable belief in their
tax treatment.

3. Yes, because the Voiles’ investment was a sham transaction, making them subject
to the increased interest rate for tax-motivated transactions.

Court’s Reasoning

The Tax Court found that the ‘Havasu Gold 1982 Tax Advantaged Gold Purchase
Program’ was an abusive tax shelter, devoid of economic substance. The court
applied the ‘generic tax shelter’ criteria from Rose v. Commissioner, noting the
focus on tax benefits, lack of negotiation, overvalued assets, and deferred payment
via promissory notes. The petitioners’ reliance on advisors who were not
independent and lacked mining expertise was deemed unreasonable. The court cited
cases like Gregory v. Helvering and Knetsch v. United States, emphasizing that
substance, not form, governs tax treatment. The court also considered the
petitioners’ failure to independently verify the program’s claims and their
indifference to the venture’s success post-investment. The lack of credible evidence
supporting the existence of gold and the sham nature of the promissory notes
further supported the court’s decision to disallow deductions and impose penalties.

Practical Implications

This decision underscores the importance of economic substance in tax deductions
and the necessity for taxpayers to conduct due diligence on investments, especially
those promoted as tax shelters. Legal practitioners should advise clients to verify
the economic viability and credibility of such programs independently, rather than
relying solely on promoters or their affiliates. The ruling reinforces the IRS’s stance
on combating abusive tax shelters and may deter similar schemes. Subsequent
cases, like Gray v. Commissioner and Dister v. Commissioner, have cited Horn et al.
to support the disallowance of deductions from sham transactions. This case also
highlights the potential for penalties and increased interest rates for participants in
such schemes, emphasizing the need for careful tax planning and adherence to tax
laws.
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