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Elliott v. Commissioner, 84 T. C. 235 (1985)

To claim tax deductions, an activity must be engaged in with an actual and honest
objective of making a profit.

Summary

John M. Elliott, a high-income lawyer, invested in the publishing rights of the book
“The  House  on  Wath  Moor”  primarily  to  minimize  his  tax  liability  through
substantial deductions. The Tax Court found that Elliott lacked a genuine profit
motive, focusing instead on tax benefits, and disallowed deductions for printing-
shipping costs, depreciation, and investment tax credits. The court also ruled that
the nonrecourse note used in the purchase was not genuine indebtedness, thereby
disallowing interest deductions. This decision underscores the necessity for a bona
fide profit-seeking intent to justify tax deductions.

Facts

John  M.  Elliott,  a  senior  partner  at  a  Philadelphia  law  firm,  invested  in  the
publishing rights of “The House on Wath Moor” in late 1978 after consulting with a
tax attorney to minimize his tax liability. The investment involved a $17,000 cash
payment and a $198,000 nonrecourse note. Elliott relied on promotional materials
from Jonathan T. Bromwell & Associates, which promised significant tax deductions
and  credits.  Despite  warnings  in  the  offering  memorandum  about  the  low
profitability of book publishing, Elliott did not seek independent advice on the book’s
value or sales potential. The book was printed and sold, but sales were far below the
number  needed  to  cover  costs,  leading  the  IRS  to  disallow  Elliott’s  claimed
deductions.

Procedural History

The IRS issued notices of deficiency for Elliott’s 1978, 1979, and 1980 tax returns,
disallowing deductions related to the Wath Moor investment. Elliott petitioned the
Tax Court, which held a trial and issued its opinion in 1985, siding with the IRS and
disallowing the deductions due to the lack of a profit motive and the non-genuine
nature of the nonrecourse note.

Issue(s)

1.  Whether  Elliott’s  activities  in  connection  with  “The  House  on  Wath  Moor”
constituted a trade or business or were undertaken for the production of income,
thus entitling him to deductions for printing-shipping costs, depreciation, and an
investment tax credit.
2. Whether the nonrecourse promissory note given as part of the consideration for
the book rights was genuine indebtedness,  affecting the validity of  the interest
deduction.
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Holding

1. No, because Elliott did not have an actual and honest objective of making a profit
from the Wath Moor activity. His primary intent was to obtain tax benefits, not to
engage in a profit-seeking business.
2. No, because the nonrecourse note was not genuine indebtedness. Its amount far
exceeded the value of the book rights, and there was no realistic prospect of it being
paid.

Court’s Reasoning

The court applied the legal rule from section 183 of the Internal Revenue Code,
which requires an activity to be engaged in for profit to claim tax deductions. The
court found that Elliott’s primary motive was tax minimization, not profit-seeking, as
evidenced by his consultation with a tax attorney, the structure of the investment
offering substantial tax benefits, and his lack of effort to negotiate the purchase
price or investigate the book’s economic feasibility. The court also noted that Elliott
did  not  participate  in  managing  the  book’s  promotion  and distribution,  further
indicating a lack of profit motive. Regarding the nonrecourse note, the court relied
on cases like Estate of Franklin and Hager, which hold that a nonrecourse note is
not  genuine  indebtedness  if  its  amount  unreasonably  exceeds  the  value  of  the
secured property. The court concluded that the note was not genuine because it was
not given in connection with a profit-seeking activity and its amount far exceeded
the book’s value. The court quoted from Barnard v. Commissioner to emphasize the
tax avoidance nature of the scheme.

Practical Implications

This decision has significant implications for tax planning and the structuring of
investments. It reinforces the IRS’s stance against tax shelters designed primarily to
generate deductions without a genuine business purpose. Practitioners must ensure
that clients’ investments have a clear profit motive to withstand IRS scrutiny. The
ruling also affects how nonrecourse financing is viewed in tax law, emphasizing that
such financing must be reasonable relative to the value of the underlying asset.
Subsequent cases like Fox v. Commissioner have followed this precedent, further
solidifying the need for a bona fide profit-seeking intent. Businesses and investors
should carefully document their activities to demonstrate a profit motive, and tax
professionals must advise clients on the risks of relying on tax benefits from non-
profit-seeking ventures.


