LaVerne v. Commissioner, 94 T. C. 637 (1990)

Transactions lacking economic substance and designed solely to produce tax
benefits are shams and will not be recognized for federal income tax purposes.

Summary

In LaVerne v. Commissioner, the U. S. Tax Court ruled that investments in limited
partnerships known as Barbados No. 1 and No. 4 were sham transactions designed
to generate tax deductions without economic substance. Petitioners invested
approximately $8,000 each for limited partnership units and reservation privileges
at a proposed resort, expecting large tax deductions. The court found no realistic
chance of profit, as the partnerships were structured to ensure investors could only
recover their initial investment without interest over 55 years, while all profits
would go to the general partner. The court disallowed the claimed losses,
emphasizing the lack of economic substance and the partnerships’ primary purpose
of tax avoidance.

Facts

James M. Clark, through Bajan Resorts, Inc. , planned to build a resort hotel in
Barbados. To finance the project, he formed limited partnerships (Barbados No. 1
through No. 9) and sold units to investors, including petitioners Curt K. Cowles,
Gary M. and DeAnne Gustin, and R. George LaVerne. Each investor paid
approximately $8,000 for a “Sun Package,” which included limited partnership units
and a reservation privilege for a one-week stay at the proposed hotel during its first
year of operation. The partnerships were structured to allocate nearly all deductions
to the limited partners while reserving all profits for the general partner, Bajan
Services, Inc. The court found that the investments had no potential for profit, with
the only benefit being the one-time vacation privilege, valued at less than $1,500.

Procedural History

The Commissioner of Internal Revenue disallowed the claimed losses and assessed
deficiencies and additions to tax against the petitioners. The petitioners contested
these determinations in the U. S. Tax Court, which consolidated their cases with
others involving similar investments in the Barbados partnerships. The court held
hearings and issued its opinion on April 24, 1990, finding the transactions to be
shams and disallowing the claimed losses.

Issue(s)

1. Whether the transactions entered into between the individual investors and the
Barbados partnerships had economic substance or were sham transactions designed
to produce excessive and erroneous tax deductions.

Holding
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1. No, because the transactions lacked economic substance and were designed
solely for the purpose of generating tax benefits, making them sham transactions
not recognized for federal income tax purposes.

Court’s Reasoning

The Tax Court applied the economic substance doctrine, finding that the Barbados
partnerships were structured to produce tax deductions without any realistic
possibility of profit for the investors. The court noted that the partnerships’
agreements ensured that investors could not earn a pecuniary profit, as all profits
were allocated to the general partner after investors received their capital
contributions back without interest. The court also considered the promotional
materials, which emphasized tax benefits over any potential economic gain. The
court cited Frank Lyon Co. v. United States and other cases to support its conclusion
that transactions without economic substance or business purpose are shams. The
court further noted that the reservation privileges, the only tangible benefit to
investors, were worth significantly less than the investment cost, reinforcing the
lack of economic substance.

Practical Implications

This decision underscores the importance of the economic substance doctrine in tax
law, particularly for tax shelter arrangements. Practitioners should advise clients to
thoroughly evaluate the economic viability of investments, as the court will not
recognize transactions designed solely for tax benefits. The case also highlights the
need for investors to conduct due diligence and seek independent tax advice before
investing in complex tax shelter arrangements. For similar cases, courts will likely
scrutinize the economic substance of transactions and may disallow deductions if
the primary purpose is tax avoidance. This ruling has been influential in subsequent
cases involving tax shelters and continues to guide the analysis of transactions
lacking economic substance.
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