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Estate of Sydney S. Baron, Sylvia S. Baron, Administratrix, and Sylvia S.
Baron, Petitioners v. Commissioner of Internal Revenue, Respondent, 83 T.
C. 542 (1984)

A nonrecourse note payable solely out of income from the purchased asset is too
contingent to be included in the asset’s basis.

Summary

Sydney Baron purchased U. S. and Canadian rights to the ‘The Deep’ soundtrack
master recording for $650,000, consisting of $90,000 cash and two nonrecourse
notes. The Tax Court held that the $460,000 note payable solely from record sales
was  too  contingent  to  be  included  in  the  basis  for  depreciation  deductions.
Additionally, the court found that Baron did not have a profit motive in the purchase,
driven  primarily  by  tax  benefits  rather  than  economic  gain.  This  decision
underscores the importance of nonrecourse note contingency in basis calculations
and the necessity of proving a profit motive for tax deductions.

Facts

In 1977, Sydney Baron, through his son Richard, sought entertainment investments
and purchased the U. S. and Canadian rights to the master recording of ‘The Deep’
soundtrack from Casablanca Record & Filmworks,  Inc.  The purchase price was
$650,000, consisting of $90,000 cash and two nonrecourse notes: one for $460,000
to Casablanca and another for $100,000 to Whittier Development Corp. , which was
later canceled. The $460,000 note was payable solely from the proceeds of record
sales, with half of Baron’s royalties retained by Casablanca as payment. Despite
promotional efforts, the album was a commercial failure, generating only $32,672 in
royalties over three years. Baron claimed depreciation deductions based on the full
purchase price, including the nonrecourse notes.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Baron’s federal
income tax for 1977 and 1978, disallowing the claimed depreciation deductions.
Baron’s estate and Sylvia Baron, as administratrix, petitioned the United States Tax
Court  for  a  redetermination.  The  Tax  Court  ruled  against  the  inclusion  of  the
$460,000 nonrecourse note in the basis and found that Baron lacked a profit motive
in the transaction.

Issue(s)

1. Whether the $460,000 nonrecourse note, payable solely from record sales, should
be included in Sydney Baron’s basis for the master recording rights.
2. Whether Sydney Baron’s primary objective in purchasing the master recording
rights was to make a profit from royalties, aside from tax benefits.
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Holding

1.  No,  because  the  obligation  represented  by  the  nonrecourse  note  was  too
contingent to be included in basis, as it was dependent solely on the uncertain
income from record sales.
2. No, because petitioners failed to prove that Baron had a bona fide profit objective
aside from the tax benefits, as evidenced by his reliance on nonrecourse financing
and lack of economic engagement with the investment.

Court’s Reasoning

The court applied the principle that obligations too contingent cannot be included in
basis, citing cases like CRC Corp. v. Commissioner. The $460,000 note’s payment
was entirely contingent on record sales,  which were uncertain and speculative,
making it too contingent for inclusion in basis. The court distinguished this from
cases where assets had inherent value apart from income streams or where public
acceptance had been established. Regarding the profit motive, the court considered
factors listed in section 183 regulations, finding Baron’s reliance on nonrecourse
financing and lack of effort to monitor the album’s performance indicative of a tax-
driven,  rather  than profit-driven,  motive.  The court  rejected the argument  that
potential profits on cash investment alone indicated a profit motive, emphasizing the
disparity between potential economic gain and tax benefits.

Practical Implications

This  decision impacts  how nonrecourse financing is  treated in  tax calculations,
particularly  for  speculative  investments  like  entertainment  properties.  It
underscores that for a note to be included in basis, there must be a reasonable
certainty of payment not solely dependent on the asset’s income. The ruling also
emphasizes the importance of demonstrating a profit motive beyond tax benefits,
which may affect how taxpayers structure and document their investments. For legal
practitioners, this case highlights the need to carefully assess the contingency of
nonrecourse  notes  and  the  taxpayer’s  engagement  with  the  investment  when
advising on tax shelters. Subsequent cases have further refined these principles, but
Estate  of  Baron remains  a  key  reference for  understanding the  limits  of  basis
inclusion and the scrutiny applied to tax-motivated transactions.


