
© 2025 SCOTUSreports.com. All rights reserved. | 1

91 T.C. 524 (1988)

Transactions lacking economic substance, particularly generic tax shelters primarily
motivated  by  tax  benefits  and  devoid  of  genuine  business  purpose,  will  be
disregarded for federal income tax purposes.

Summary

In this consolidated case, the Tax Court addressed multiple tax shelters marketed by
Structured  Shelters,  Inc.  (SSI).  The  court  focused  on  investments  in  master
recordings,  cocoa  research,  preservation  research,  computer  software,  and
container leasing. The central issue was whether these transactions, characterized
as ‘generic tax shelters,’ had economic substance or were merely shams designed to
generate tax benefits. Applying the economic substance doctrine, the court held that
the  master  recording,  cocoa,  preservation  research,  and  computer  software
programs  lacked  economic  substance.  The  court  found  these  programs  were
primarily tax-motivated, lacked arm’s-length dealings, involved overvalued assets,
and were not  driven by a genuine profit  motive.  Consequently,  deductions and
credits claimed by the petitioners were disallowed, and penalties for negligence and
valuation overstatement were upheld for certain programs.

Facts

Structured Shelters, Inc. (SSI) marketed various investment programs to clients,
emphasizing tax benefits. One such program involved leasing master recordings of
children’s  stories.  SSI  clients  would  lease  master  recordings  from  Oxford
Productions, which purportedly purchased them from Western Educational Systems
Technology (WEST).  The purchase price was significantly inflated,  and financed
largely through non-recourse notes. The master recordings themselves were of poor
quality, with generic content and packaging. Investors prepaid lease rentals and
claimed investment tax credits and deductions. Marketing efforts were minimal, and
actual  sales  of  records  were  negligible.  The  most  significant  ‘sales’  related  to
artwork  rights,  further  indicating  a  focus  on  artificial  transactions  rather  than
genuine business activity.

Procedural History

The  Commissioner  of  Internal  Revenue  challenged  the  deductions  and  credits
claimed by the petitioners related to investments marketed by SSI. The cases were
consolidated in the United States Tax Court to serve as test cases for approximately
500 petitioners involved in similar investments marketed by SSI.

Issue(s)

Whether the petitioners were entitled to deductions and credits related to their1.
investments in the Master Recording program.
Whether the Master Recording program lacked economic substance and2.
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should be disregarded for federal income tax purposes.
Whether the petitioners were liable for additions to tax under sections 6653(a)3.
and 6659 of the Internal Revenue Code.
Whether the petitioners were liable for additional interest pursuant to section4.
6621(c) of the Internal Revenue Code.

Holding

No, because the Master Recording program lacked economic substance.1.
Yes, because the transactions were primarily tax-motivated, lacked a genuine2.
business purpose, and were devoid of economic reality beyond tax benefits.
Yes, because the underpayment of tax was due to negligence and valuation3.
overstatement.
Yes, in part, because the underpayments related to the Master Recording,4.
Cocoa, Preservation Research, and Comprehensive Computer programs were
attributable to tax-motivated transactions. No, for Lortin Leasing and
Chartered Representatives programs for purposes of additional interest under
6621(c).

Court’s Reasoning

The  Tax  Court  applied  the  economic  substance  doctrine,  using  the  framework
established in Rose v. Commissioner, 88 T.C. 386 (1987), to analyze whether the
Master Recording program was a ‘generic tax shelter.’ The court identified several
characteristics of generic tax shelters present in this case, including: (1) promotion
focused on tax benefits; (2) acceptance of terms without negotiation; (3) overvalued
and  difficult-to-value  assets;  (4)  assets  created  shortly  before  transactions  at
minimal cost; and (5) deferred consideration through promissory notes. The court
found a lack of arm’s-length dealings, noting the inflated purchase price of the
master  recordings  and the interconnectedness  of  parties  involved (SSI,  Oxford,
WEST). Petitioners’ lack of due diligence and passive investment activities further
supported the finding of no economic substance. The court emphasized, quoting
Rose v. Commissioner, certain characteristics of generic tax shelters, such as: “(1)
Tax benefits were the focus of promotional materials; (2) the investors accepted the
terms of purchase without price negotiation…” The court concluded that the price of
$250,000 per master was grossly inflated and bore no relation to fair market value,
which  was  estimated  to  be  at  most  $5,000.  Because  the  transactions  lacked
economic substance and were solely tax-motivated, the court disregarded them for
federal income tax purposes, disallowing claimed deductions and credits. The court
also upheld additions to tax for negligence under section 6653(a) and valuation
overstatement  under  section  6659,  as  well  as  increased  interest  under  section
6621(c) for tax-motivated transactions related to most of the shelters except Lortin
Leasing and Chartered Representatives programs.

Practical Implications
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Rybak  v.  Commissioner  reinforces  the  importance  of  the  economic  substance
doctrine in tax law, particularly in scrutinizing tax shelters. It illustrates how courts
analyze transactions to determine if they are driven by a genuine business purpose
or are merely tax avoidance schemes. The case serves as a warning to taxpayers and
promoters of  tax shelters  that  transactions lacking economic reality  and arm’s-
length  negotiation,  especially  those  involving  inflated  valuations  and  circular
financing, will likely be disregarded by the IRS and the courts. Legal professionals
should  advise  clients  to  conduct  thorough  due  diligence,  seek  independent
valuations, and ensure that investments are driven by legitimate profit objectives,
not solely by tax benefits. This case and the Rose framework continue to be relevant
in evaluating the economic substance of transactions and challenging abusive tax
shelters.


