Kenna Trading, LLC v. Commissioner, 143 T. C. 322 (U. S. Tax Ct. 2014)

The U. S. Tax Court rejected a tax shelter scheme involving Brazilian receivables,
ruling that it lacked economic substance and was a sham. The court disallowed bad
debt deductions claimed by partnerships and trusts, affirming that no valid
partnership was formed and the transactions were effectively sales. This decision
underscores the importance of economic substance in tax planning and the
judiciary’s scrutiny of complex tax shelters.

Parties

Kenna Trading, LLC, Jetstream Business Limited (Tax Matters Partner), and other
petitioners at the trial court level; Commissioner of Internal Revenue, respondent.
The case involved multiple partnerships and individual taxpayers who invested in a
tax shelter scheme.

Facts

John Rogers developed and marketed investments aimed at claiming tax benefits
through bad debt deductions on distressed Brazilian receivables. In 2004, Sugarloaf
Fund, LLC (Sugarloaf), purportedly received receivables from Brazilian retailers
Globex Utilidades, S. A. (Globex) and Companhia Brasileira de Distribuicao (CBD) in
exchange for membership interests. Sugarloaf then contributed these receivables to
lower-tier trading companies and sold interests in holding companies to investors,
who claimed deductions. In 2005, Sugarloaf used a trust structure to sell receivables
to investors. The IRS challenged the validity of the partnership, the basis of the
receivables, and the economic substance of the transactions, disallowing the claimed
deductions and assessing penalties.

Procedural History

The IRS issued Notices of Final Partnership Administrative Adjustment (FPAAs) to
the partnerships involved, disallowing the claimed bad debt deductions and
adjusting income and deductions. The partnerships and investors filed petitions with
the U. S. Tax Court for readjustment of partnership items and redetermination of
penalties. The Tax Court consolidated these cases for trial, and most investors
settled with the IRS except for a few, including John and Frances Rogers and Gary
R. Fears. The court’s decision was appealed to the Seventh Circuit, which affirmed
the Tax Court’s decision in a related case.

Issue(s)

Whether the transactions involving Sugarloaf and the Brazilian retailers constituted
a valid partnership for tax purposes? Whether the receivables had a carryover basis
under Section 723 or a cost basis under Section 1012? Whether the transactions had
economic substance and were not shams? Whether the trading companies and trusts
were entitled to bad debt deductions under Section 166? Whether Sugarloaf
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understated its gross income and was entitled to various deductions? Whether the
partnerships were liable for gross valuation misstatement and accuracy-related
penalties under Sections 6662 and 6662A?

Rule(s) of Law

The court applied Section 723 of the Internal Revenue Code, which provides for a
carryover basis of property contributed to a partnership, and Section 1012, which
governs the cost basis of property acquired in a sale. The court also considered the
economic substance doctrine, the step transaction doctrine, and the rules governing
the formation of partnerships and trusts under Sections 761 and 7701. Section 166
governs the deduction of bad debts, while Sections 6662 and 6662A impose
penalties for gross valuation misstatements and reportable transaction
understatements.

Holding

The Tax Court held that no valid partnership was formed between Sugarloaf and the
Brazilian retailers. The transactions were collapsed into sales under the step
transaction doctrine, resulting in a cost basis for the receivables rather than a
carryover basis. The transactions lacked economic substance and were shams,
leading to the disallowance of the claimed bad debt deductions under Section 166.
Sugarloaf understated its gross income and was not entitled to the claimed
deductions. The partnerships were liable for gross valuation misstatement penalties
under Section 6662(h) and accuracy-related penalties under Section 6662(a).
Sugarloaf was also liable for a reportable transaction understatement penalty under
Section 6662A for the 2005 tax year.

Reasoning

The court reasoned that the parties did not intend to form a partnership as required
under Commissioner v. Culbertson, and the transactions were designed solely to
shift tax losses from Brazilian retailers to U. S. investors. The court applied the step
transaction doctrine to collapse the transactions into sales, finding that the
contributions and subsequent redemptions were interdependent steps without
independent economic or business purpose. The court determined that the
transactions lacked economic substance because their tax benefits far exceeded any
potential economic profit. The court also found that the partnerships failed to meet
the statutory requirements for bad debt deductions under Section 166, including
proving the trade or business nature of the activity, the worthlessness of the debt,
and the basis in the receivables. The court rejected the taxpayers’ arguments
regarding the validity of the trust structure, finding it was not a trust for tax
purposes. The court upheld the penalties, finding no reasonable cause or good faith
on the part of the taxpayers.

Disposition
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The Tax Court issued orders and decisions in favor of the Commissioner, disallowing
the claimed deductions and upholding the penalties against the partnerships and
trusts involved.

Significance/Impact

This case reaffirms the importance of the economic substance doctrine in evaluating
tax shelters and the judiciary’s willingness to apply the step transaction doctrine to
recharacterize transactions. It highlights the necessity of proving the existence of a
valid partnership and meeting statutory requirements for deductions. The decision
has implications for tax practitioners and taxpayers engaging in complex tax
planning involving partnerships and trusts, emphasizing the need for transactions to
have a genuine business purpose beyond tax benefits. The court’s ruling also
reinforces the IRS’s ability to challenge and penalize transactions that lack
economic substance.
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