Sheldon v. Commissioner, 94 T. C. 738 (1990)

Interest deductions are disallowed when repurchase agreements lack economic
substance and are used solely for tax benefits.

Summary

In Sheldon v. Commissioner, the Tax Court examined whether interest deductions
could be claimed on repurchase agreements (repos) used to finance the purchase of
U. S. Treasury Bills (T-Bills). The petitioners, through their partnership GSDI]I,
engaged in repo transactions at the end of 1981, resulting in a mismatch of income
and deductions across tax years. The court found that although most transactions
were not fictitious, they lacked economic substance because they were designed
solely to generate tax benefits without any significant potential for profit.
Consequently, the interest deductions were disallowed, and the court upheld
negligence penalties due to the intentional structuring of the transactions for tax
advantages.

Facts

In late 1981, GSDII, a limited partnership, purchased T-Bills maturing in January
1982 and simultaneously entered into repurchase agreements with the same
dealers. These transactions were structured to allow GSDII to claim interest
deductions in 1981 while reporting the income from the T-Bills in 1982. GSDII did
not take physical delivery of the T-Bills, settling the transactions through ‘pairoffs. *
The repo rates were higher than the T-Bill yields, resulting in net losses for GSDII,
which were offset by the tax benefits of the interest deductions.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioners’
1981 federal income tax and asserted penalties for negligence. The petitioners
contested the deficiency and penalties in the U. S. Tax Court, which ultimately
disallowed the interest deductions and upheld the negligence penalties.

Issue(s)

1. Whether the T-Bill acquisitions and repos were fictitious transactions.

2. Whether the repo transactions lacked economic substance and thus did not merit
interest deductions.

3. Whether the transactions should be characterized as forward contracts for tax
purposes.

Holding

1. No, because the petitioners provided sufficient evidence that 10 of the 11
transactions were real, supported by trade tickets, confirmations, and expert
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testimony.

2. Yes, because the transactions lacked economic substance, as they were designed
solely for tax benefits without any significant potential for profit, and thus interest
deductions were disallowed.

3. The court did not reach this issue because it found that the transactions lacked
economic substance.

Court’s Reasoning

The court applied the economic substance doctrine from Goldstein v. Commissioner,
which disallows deductions if the underlying transaction lacks any purpose,
substance, or utility beyond tax consequences. The court found that the repo
transactions were structured to generate interest deductions without any realistic
opportunity for profit, as evidenced by repo rates consistently exceeding T-Bill
yields. The court rejected the petitioners’ argument that the transactions were part
of a broader business strategy, noting that GSDII only engaged in these transactions
at year-end for tax benefits. The court also found that the transactions were not
prearranged but were planned to appear regular while locking in losses. The court
emphasized that the potential for profit was minimal compared to the tax benefits
sought, and thus the transactions lacked economic substance.

Practical Implications

This decision clarifies that repo transactions, even if real, will not support interest
deductions if they lack economic substance and are solely tax-motivated. Legal
practitioners should be cautious when structuring transactions to ensure they have a
legitimate business purpose beyond tax benefits. Businesses engaging in similar
financial strategies must consider the potential for disallowance of deductions if the
transactions are deemed to lack economic substance. This case has influenced
subsequent tax law, reinforcing the importance of economic substance in tax
planning. Later cases, such as those addressing the Tax Reform Act of 1986, have
further tightened rules around income and deduction mismatching.
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