Brannen v. Commissioner, 78 T. C. 471 (1982)

Nonrecourse debt cannot be included in the basis of property for depreciation
purposes when the debt exceeds the fair market value of the property.

Summary

E. A. Brannen invested in a limited partnership that purchased a movie for
$1,730,000, consisting of $330,000 cash and a $1,400,000 nonrecourse note. The
partnership claimed large depreciation deductions based on this purchase price,
leading to substantial reported losses. The IRS challenged the inclusion of the
nonrecourse note in the basis for depreciation, arguing it exceeded the movie’s fair
market value. The Tax Court agreed, disallowing the depreciation deductions
attributable to the nonrecourse note because the movie’s value did not reasonably
approximate the purchase price. Additionally, the court found the partnership was
not engaged in for profit, limiting deductions to the extent of income under Section
183(b).

Facts

Dr. E. A. Brannen purchased a 4. 95% interest in Britton Properties, a limited
partnership formed to acquire and distribute a movie titled “Beyond the Law. ” The
partnership bought the movie for $1,730,000, which included $330,000 in cash and
a $1,400,000 nonrecourse note secured solely by the movie. The partnership
reported significant losses in its first four years due to claimed depreciation
deductions, with the movie performing poorly at the box office.

Procedural History

The IRS issued a deficiency notice to Brannen for 1975, disallowing the
partnership’s depreciation deductions and asserting the activity was not engaged in
for profit. Brannen petitioned the Tax Court, which held that the nonrecourse note
could not be included in the movie’s basis for depreciation and that the
partnership’s activity was not engaged in for profit, limiting deductions under
Section 183(b).

Issue(s)

1. Whether the nonrecourse note should be included in the basis of the movie for
depreciation purposes?

2. Whether the partnership’s activity was engaged in for profit?

Holding

1. No, because the nonrecourse note exceeded the fair market value of the movie,
which was estimated between $60,000 and $85,000, far less than the $1,730,000
purchase price.
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2. No, because the partnership was not operated with the primary purpose of
making a profit, limiting deductions to the extent of income under Section 183(b).

Court’s Reasoning

The court applied the rule from Estate of Franklin v. Commissioner that nonrecourse
debt cannot be included in the basis of property for depreciation if the debt
unreasonably exceeds the property’s fair market value. The court found that the
movie’s value did not reasonably approximate its purchase price, supported by the
low cash price in prior sales, the general partner’s projections of minimal future
income, and expert testimony. For the profit motive issue, the court considered the
partnership’s operation, the expertise of its managers, and the movie’s poor
performance, concluding that the partnership lacked a profit motive. The court
applied Section 183(b) to limit deductions to the extent of income, effectively
nullifying the partnership’s loss for tax purposes.

Practical Implications

This decision impacts how tax professionals analyze investments involving
nonrecourse financing, particularly in tax shelters. It emphasizes the need to
establish the fair market value of assets acquired with such financing to include the
debt in the basis for depreciation. The ruling also highlights the importance of
demonstrating a profit motive in partnership activities to claim business deductions.
Subsequent cases have cited Brannen when disallowing depreciation based on
inflated nonrecourse debt and when applying Section 183 to limit deductions in tax
shelter cases. Tax practitioners must carefully scrutinize the economic substance of
transactions and ensure clients understand the risks of investing in ventures
primarily designed for tax benefits.
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