Finoli v. Commissioner, 86 T. C. 697 (1986)

A partnership’s activities must be engaged in with a primary objective of making a
profit to allow deductions under IRC section 183.

Summary

Vincent and Helen Finoli invested in Brooksville Properties, a limited partnership
involved in a cable television system. The partnership claimed substantial losses but
failed to demonstrate a profit motive, leading the U. S. Tax Court to disallow
deductions under IRC section 183. The court found that the partnership’s
agreements with the seller and related entities were unusual and the payments
excessive, indicating a lack of genuine profit intention. Additionally, the court
disallowed an investment tax credit due to the absence of a trade or business or
income-producing activity.

Facts

Brooksville Properties, a New Jersey limited partnership, was formed to acquire and
operate a CATV system in Florida. The partnership purchased the system’s
equipment, franchises, and subscriber list from BFM Constructors, Inc. (BFM), and
entered into management and financing agreements with BFM’s affiliates. The
Finolis invested in the partnership, expecting to claim losses from the partnership’s
operations. However, the partnership incurred significant expenses and reported no
gross receipts for several years. The agreements with BFM and its affiliates were
highly unusual, including noncompetition and management fees that were not
contingent on the system’s performance.

Procedural History

The Commissioner of Internal Revenue disallowed the Finolis’ claimed losses and
investment tax credit. The Finolis petitioned the U. S. Tax Court, which consolidated
their case with another related case. After a trial, the Tax Court issued its opinion on
April 16, 1986, ruling against the Finolis.

Issue(s)

1. Whether the Finolis were entitled to deduct their distributive share of losses
claimed by Brooksville Properties for the years 1976, 1977, and 1978 under IRC
section 183.

2. Whether the Finolis were entitled to an investment tax credit for their taxable
year 1976.

Holding

1. No, because the partnership failed to prove its activities were engaged in for
profit within the meaning of IRC section 183.
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2. No, because no investment tax credit is allowable for property used in activities
not engaged in for profit.

Court’s Reasoning

The court applied the nine factors listed in Treasury Regulation section 1. 183-2(b)
to determine the partnership’s profit motive. Key considerations included the
general partner’s lack of experience in the CATV industry, reliance on inadequate
appraisal reports, and the partnership’s history of losses. The court noted that the
partnership’s agreements with BFM and its affiliates were unusual and the
payments excessive, suggesting that tax benefits were the primary motivation. The
court also found that the partnership did not substantiate interest and other expense
payments, further supporting the disallowance of deductions. The court concluded
that no investment tax credit was allowable because the partnership’s activities
were not engaged in for profit.

Practical Implications

This decision underscores the importance of demonstrating a genuine profit motive
in partnerships, particularly those involved in tax shelter arrangements. Taxpayers
must carefully document their business intentions and activities to substantiate
deductions under IRC section 183. The ruling highlights the scrutiny applied to
partnerships with unusual agreements and excessive payments, which may be
viewed as lacking a profit objective. Practitioners should advise clients to maintain
detailed records of business operations and financial transactions. Subsequent cases
have cited Finoli to emphasize the need for a primary profit motive in claiming
deductions for partnership losses.
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