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Herrick v. Commissioner, 85 T. C. 237 (1985)

Tax deductions for business expenses under Section 162 are only allowed if the
activity is engaged in with a primary objective of realizing an economic profit.

Summary

Donald  Herrick  invested  in  a  TireSaver  distributorship,  which  promised  tax
deductions four times his cash investment. He paid an acquisition fee and signed
nonrecourse and recourse notes for annual use fees. The Tax Court disallowed his
claimed deductions because he did not enter the activity primarily for profit, but for
tax benefits. The court found no viable product was produced, and Herrick did not
conduct the business as if it were a profit-seeking enterprise. This case underscores
that tax deductions under Section 162 require a genuine profit motive, not just tax
savings.

Facts

Donald  Herrick,  a  financial  consultant,  invested  in  a  TireSaver  distributorship
promoted by LSI International, Inc. He paid an acquisition fee of $35,233. 47 and
signed nonrecourse notes for $147,339. 97 (1978) and $36,834. 99 (1979), plus a
recourse note for $17,616. 74 (1979). The distributorship was for Johnson County,
Kansas,  despite  Herrick  residing in  Dallas,  Texas.  The TireSaver  device,  a  tire
pressure monitoring system with potential radar detection capabilities, was never
produced, and no sales were made. Herrick claimed deductions on his 1978 and
1979 tax returns based on these payments but did not conduct typical business
activities like opening a bank account or hiring employees.

Procedural History

The IRS disallowed Herrick’s deductions, leading to a deficiency determination of
$75,176. 23 for 1978 and 1979. Herrick petitioned the U. S. Tax Court, which found
that he did not enter the TireSaver activity with a primary objective of realizing an
economic  profit.  Consequently,  the  court  upheld  the  IRS’s  disallowance  of
deductions,  ruling  in  favor  of  the  Commissioner.

Issue(s)

1.  Whether Herrick is  entitled to  deduct  depreciation or  amortization expenses
under  Section  1253(d)(2)  for  the  acquisition  fee  paid  for  the  TireSaver
distributorship?
2. Whether Herrick is entitled to deduct annual use fees under Section 1253(d)(1)
and Section 162(a)?
3. Whether Herrick is entitled to deduct interest expenses on the recourse and
nonrecourse notes under Section 163(a)?

Holding
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1. No, because Herrick was not operating or conducting a trade or business after
making the payments, a prerequisite for deductions under Section 1253(d)(2).
2. No, because Herrick did not enter the TireSaver activity with a primary objective
of realizing an economic profit, thus not meeting the requirements of Section 162(a).
3. No, because the underlying liabilities were not binding and enforceable, were
contingent, and Herrick did not reasonably believe that the liabilities would be paid,
thus failing to meet the criteria for interest deductions under Section 163(a).

Court’s Reasoning

The  Tax  Court  focused  on  whether  Herrick’s  investment  in  the  TireSaver
distributorship was an activity engaged in for profit under Section 183. The court
applied a nine-factor test from Section 1. 183-2(b) of the Income Tax Regulations,
concluding that Herrick’s primary motive was tax benefits rather than economic
profit. Key factors included Herrick’s lack of expertise in automotive parts, failure to
conduct due diligence on the viability of the product, and absence of typical business
activities. The court also found that the nonrecourse notes were contingent on the
development of a viable product, which never materialized, thus disallowing interest
deductions. The court emphasized that Section 1253 deductions must be incurred in
the context of a trade or business, which Herrick did not establish.

Practical Implications

This  decision  reinforces  the  necessity  for  a  genuine  profit  motive  in  claiming
business expense deductions under Section 162. Taxpayers must demonstrate that
their  primary  objective  is  economic  profit,  not  merely  tax  savings.  The  case
highlights  the  importance  of  conducting  due  diligence  and  engaging  in  typical
business activities to substantiate a profit motive. It also clarifies that deductions
under  Section  1253  are  contingent  on  the  existence  of  a  trade  or  business.
Practitioners should advise clients to avoid investments structured primarily for tax
benefits  without  a  realistic  expectation  of  profit.  Subsequent  cases  have  cited
Herrick to deny deductions where the primary motive was tax benefits, emphasizing
the court’s strict application of the profit motive requirement.


