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Kenna Trading, LLC v. Commissioner, 143 T. C. No. 18 (U. S. Tax Court
2014)

In Kenna Trading, LLC v. Commissioner, the U. S. Tax Court ruled against multiple
partnerships and individuals involved in tax shelters designed to claim bad debt
deductions on distressed Brazilian receivables. The court found the transactions
lacked economic substance and were shams, denying the deductions and imposing
penalties. The decision underscores the importance of economic substance in tax
transactions and the invalidity of structures designed solely to shift tax losses.

Parties

Kenna  Trading,  LLC,  and  other  related  entities  (collectively  referred  to  as
petitioners) were represented by Jetstream Business Limited as the tax matters
partner. The respondent was the Commissioner of Internal Revenue. John E. Rogers,
who created the investment program, also represented himself and his wife, Frances
L. Rogers, in their individual tax case.

Facts

John  E.  Rogers,  a  former  partner  at  Seyfarth  Shaw,  developed  and  marketed
investments  purporting  to  manage  distressed  retail  consumer  receivables  from
Brazilian  retailers,  aiming  to  provide  tax  benefits  to  U.  S.  investors.  In  2004,
Sugarloaf Fund, LLC, was formed, and Brazilian retailers such as Arapua, Globex,
and CBD allegedly contributed receivables to Sugarloaf in exchange for membership
interests. Sugarloaf then contributed these receivables to trading companies and
sold interests in holding companies to investors, who claimed bad debt deductions
under IRC Section 166. In 2005, after legislative changes,  Rogers used a trust
structure for similar purposes. The IRS challenged these transactions, disallowing
the bad debt deductions and imposing penalties.

Procedural History

The IRS issued notices  of  final  partnership  administrative  adjustments  (FPAAs)
disallowing the bad debt deductions claimed by the partnerships and individuals
involved in the 2004 and 2005 transactions. The petitioners filed for readjustment of
partnership items and redetermination of penalties in the U. S. Tax Court. The cases
were consolidated for trial, with the court addressing issues related to the validity of
the partnerships, the economic substance of the transactions, and the applicability
of penalties.

Issue(s)

Whether  the  transactions  had  economic  substance  and  whether  the  Brazilian
retailers made valid contributions to Sugarloaf under IRC Section 721?
Whether the claimed contributions and subsequent redemptions should be collapsed
into a single transaction treated as a sale under the step transaction doctrine?
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Whether the partnerships and trusts met the statutory prerequisites for claiming
bad debt deductions under IRC Section 166?
Whether the partnerships and individuals are liable for penalties under IRC Sections
6662 and 6662A?

Rule(s) of Law

IRC Section 721 governs contributions to a partnership without recognition of gain
or  loss,  unless  the  transaction  is  recharacterized  as  a  sale  under  IRC Section
707(a)(2)(B). The step transaction doctrine allows courts to collapse multiple steps
into a single transaction if they lack independent economic significance. IRC Section
166 allows deductions for bad debts, subject to certain conditions, including proof of
worthlessness and basis in the debt. IRC Sections 6662 and 6662A impose penalties
for substantial valuation misstatements and understatements related to reportable
transactions.

Holding

The court held that the transactions lacked economic substance and were shams,
denying the bad debt deductions and upholding the penalties. The Brazilian retailers
did not intend to form a partnership for Federal income tax purposes,  and the
contributions  were  treated  as  sales  due  to  the  subsequent  redemptions.  The
partnerships  and trusts  failed to  meet  the statutory  prerequisites  for  bad debt
deductions  under  IRC Section  166.  The  court  upheld  the  penalties  under  IRC
Sections 6662 and 6662A.

Reasoning

The court applied the economic substance doctrine, finding that the transactions
were designed solely to generate tax benefits without any genuine business purpose
or economic effect. The court also invoked the step transaction doctrine to collapse
the contributions and redemptions into sales, as the steps were interdependent and
lacked independent economic significance. The court found that the partnerships
and trusts failed to prove the worthlessness of the receivables and their basis in the
debts, as required under IRC Section 166. The court upheld the penalties due to the
substantial  valuation  misstatements  and  the  failure  to  disclose  reportable
transactions.

Disposition

The court entered decisions for the respondent in all  cases except docket Nos.
27636-09 and 30586-09, where appropriate orders were issued, and docket No.
671-10, where a decision was entered under Rule 155.

Significance/Impact

Kenna  Trading,  LLC  v.  Commissioner  reaffirmed  the  importance  of  economic
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substance  in  tax  transactions  and  the  court’s  willingness  to  apply  the  step
transaction doctrine to collapse sham transactions. The decision serves as a warning
to  taxpayers  engaging in  complex tax  shelters  designed to  shift  losses  without
genuine economic substance.  It  also underscores the IRS’s  authority  to  impose
significant penalties for substantial valuation misstatements and failure to disclose
reportable transactions.


