Structured Shelters, Inc. v. Commissioner, T. C. Memo. 1988-533

Investments lacking economic substance cannot be used to claim tax deductions or
credits.

Summary

In Structured Shelters, Inc. v. Commissioner, the Tax Court denied tax deductions
and credits for investments in various programs marketed by Structured Shelters,
Inc. (SSI). The court found that the investments in master recordings, cocoa
processing, agricultural preservation research, computer software, and leasing of
storage containers were devoid of economic substance and designed solely to
generate tax benefits. The court applied the Rose v. Commissioner framework,
focusing on the absence of arm’s-length dealings, lack of investor due diligence, and
overvaluation of assets. As a result, the investors were denied deductions and
credits, and were subject to additional penalties for negligence and valuation
overstatements.

Facts

Structured Shelters, Inc. (SSI) marketed various investment programs to its clients,
including master recordings, cocoa processing, agricultural preservation research,
computer software, and leasing of storage containers. Investors entered these
programs based on SSI's recommendations without conducting independent due
diligence. SSI structured these investments to provide significant tax benefits,
including deductions and credits. The transactions involved overvalued assets and
deferred payment through promissory notes, with investors often unaware of the
specifics of their investments until after investing.

Procedural History

The case was assigned to a Special Trial Judge and consolidated with other related
cases. The Tax Court adopted the Special Trial Judge’s opinion, which found that the
investments lacked economic substance and were designed solely for tax benefits.
The court denied the investors’ claims for deductions and credits, and imposed
additional penalties for negligence and valuation overstatements.

Issue(s)

1. Whether the investments in the various programs marketed by SSI had economic
substance sufficient to allow the investors to claim deductions and credits?

2. Whether the investors were liable for additions to tax under sections 6653(a) and
6659 for negligence and valuation overstatements?

3. Whether the investors were liable for additional interest under section 6621(c) for
tax-motivated transactions?

Holding
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1. No, because the investments lacked economic substance and were designed solely
to generate tax benefits.

2. Yes, because the investors were negligent in relying on SSI without conducting
independent due diligence, and they overstated the value of their investments.

3. Yes, because the transactions were tax-motivated shams, warranting the
imposition of additional interest.

Court’s Reasoning

The court applied the Rose v. Commissioner framework to determine the economic
substance of the investments. Key factors included the lack of arm’s-length dealings,
the absence of investor due diligence, the structure of the financing, and the
relationship between the fair market value and the price of the investments. The
court found that the transactions were designed to artificially inflate tax benefits,
with little to no genuine economic activity. The court also noted the absence of
negotiations, the use of overvalued assets, and the reliance on promissory notes that
were unlikely to be paid. The court rejected the investors’ arguments that they
relied on competent advice, finding that the chartered representatives had a
financial stake in promoting the investments. The court’s decision was supported by
expert testimony and evidence of the poor quality and marketability of the assets
involved.

Practical Implications

This decision underscores the importance of economic substance in tax-related
investments. Practitioners should advise clients to conduct thorough due diligence
and ensure that investments have a genuine profit motive beyond tax benefits. The
case highlights the risks of relying on promoters’ representations without
independent verification. Future cases involving similar tax shelters will likely be
analyzed under the Rose framework, focusing on objective factors such as arm’s-
length dealings and asset valuation. Businesses offering tax-advantaged investments
must be cautious about structuring transactions that lack economic substance, as
they may face significant penalties and disallowance of tax benefits. This decision
also serves as a reminder that the IRS and courts will scrutinize investments that
appear designed primarily to generate tax benefits, potentially leading to increased
enforcement actions against such schemes.
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