Whitmire v. Commissioner, 109 T. C. 266 (1997)

Investors in a leasing transaction are not considered at risk under section 465 if the
transaction’s structure, including guarantees and other arrangements, effectively
protects them from any realistic possibility of economic loss.

Summary

Robert L. Whitmire invested in Petunia Leasing Associates, which purchased
computer equipment involved in a complex leasing arrangement. The IRS disallowed
Whitmire’s claimed losses, arguing he was not at risk due to various loss-limiting
features in the transaction. The Tax Court held that despite the recourse nature of a
third-party loan, Whitmire was not at risk because multiple guarantees,
commitments, and payment matching insulated him from any realistic possibility of
economic loss, emphasizing that the substance of the transaction, not merely its
form, determines at-risk status.

Facts

International Business Machines Corp. sold computer equipment to Alanthus
Computer Corp. , which then sold it to its parent, Alanthus Corp. Alanthus financed
the purchase through a $1,868,657 loan from Manufacturers Hanover Leasing Corp.
, secured by the equipment and related lease payments. The equipment was leased
to Manufacturers and Traders Trust Co. and later sold through a series of
transactions to Petunia Leasing Associates, in which Whitmire invested. Various
agreements, including guarantees from FSC Corp. and commitments from F/S
Computer, along with payment matching and setoff provisions, were designed to
limit potential losses for Petunia and its investors.

Procedural History

The IRS determined a deficiency in Whitmire’s 1980 federal income tax and
disallowed losses claimed from his investment in Petunia. Both parties filed cross-
motions for partial summary judgment in the U. S. Tax Court, which then issued its
opinion on October 29, 1997.

Issue(s)

1. Whether, notwithstanding the recourse nature of a third-party bank loan,
Whitmire is to be regarded as at risk under section 465 with regard to partnership
debt obligations associated with the computer equipment leasing transaction?

Holding

1. No, because the transaction’s structure, including guarantees, commitments, and
payment matching, effectively protected Whitmire from any realistic possibility of
economic loss.
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Court’s Reasoning

The court analyzed the substance of the transaction, emphasizing that the presence
of guarantees, commitments, and payment matching arrangements insulated
Whitmire from any realistic risk of loss. The court noted that the recourse nature of
the underlying loan from Manufacturers Hanover Leasing Corp. to Alanthus was not
dispositive due to other significant features of the transaction. The court cited
section 465(b)(4), which excludes from at-risk status amounts protected against loss
through guarantees or similar arrangements. The court rejected Whitmire’s
arguments that the recourse nature of the loan created a realistic possibility of
liability, finding his scenarios too remote and theoretical. The court concluded that
the totality of the transaction’s features, including FSC’s guarantees, effectively
protected Whitmire from any realistic possibility of economic loss, thus he was not
at risk under section 465.

Practical Implications

This decision underscores the importance of analyzing the substance over the form
of a transaction when determining at-risk status under section 465. Legal
practitioners must carefully examine all aspects of a transaction, including
guarantees and payment structures, to determine if investors are truly at risk. This
case may impact how tax shelter and leasing transactions are structured, as it
highlights the effectiveness of loss-limiting arrangements in negating at-risk status.
Businesses and investors should be cautious about relying on the form of a
transaction, such as the recourse nature of a loan, without considering the overall
economic reality. Subsequent cases have applied this ruling in evaluating the at-risk
status of investors in similar transactions, reinforcing the need to consider the
totality of a transaction’s features when assessing potential tax benefits.
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