Coleman v. Commissioner, 87 T. C. 178 (1986)

A taxpayer cannot claim depreciation on leased property if they do not have a
depreciable interest in the asset, even if they are the nominal owner.

Summary

In Coleman v. Commissioner, the petitioners purchased a residual interest in
computer equipment from a series of intermediaries and leased it back. The Tax
Court held that they did not have a depreciable interest in the equipment because
legal title was vested in the original lenders, and the petitioners’ interest was too
speculative to support depreciation deductions. The court also disallowed interest
deductions on a nonrecourse note, finding it did not represent genuine indebtedness
due to the excessive purchase price relative to the equipment’s residual value.
However, recourse note interest was deductible. The decision underscores the
importance of having a substantial, non-speculative interest in property to claim tax
benefits.

Facts

The Colemans, through Majestic Construction Co. , purchased an interest in
computer equipment from Carena Computers B. V., which had acquired it from
European Leasing Ltd. , who in turn had obtained it from Atlantic Computer Leasing
p. l. c. The equipment was initially purchased by Atlantic and leased to various end-
users with lenders holding title. The Colemans then leased their interest back to
Carena. They claimed depreciation and interest deductions on their tax returns
based on this arrangement.

Procedural History

The Commissioner of Internal Revenue disallowed the Colemans’ depreciation and
interest deductions, asserting deficiencies for the years 1979 and 1980. The
Colemans petitioned the U. S. Tax Court, which heard the case and issued a
decision.

Issue(s)

1. Whether the Colemans had a depreciable interest in the computer equipment
during the years in issue?

2. Whether the interest payments on the Colemans’ nonrecourse note were
deductible?

3. Whether the interest payments on the Colemans’ recourse note were deductible?

Holding

1. No, because the Colemans did not have a substantial, non-speculative interest in
the equipment, as legal title was vested in the lenders and their interest was too
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uncertain to support depreciation deductions.

2. No, because the nonrecourse note did not represent genuine indebtedness; the
purchase price and note amount unreasonably exceeded the equipment’s residual
value.

3. Yes, because the recourse note represented genuine indebtedness, and the
interest paid thereon was deductible.

Court’s Reasoning

The court applied the Frank Lyon Co. and Helvering v. F. & R. Lazarus & Co.
principles, focusing on the benefits and burdens of ownership. It found that the
lenders held legal title to the equipment, and this was not just a financing
arrangement but a sale for tax purposes under U. K. law. The Colemans’ interest,
derived from Atlantic’s residual interest, was too speculative to support
depreciation. The court noted the absence of significant burdens of ownership on
the Colemans and the conditional nature of their future benefits. For the
nonrecourse note, the court found no genuine indebtedness due to the note’s
principal exceeding the equipment’s residual value. The recourse note, however,
was deemed genuine, and its interest was deductible. The court also considered the
“strong proof” rule, which requires compelling evidence to disavow the form of a
transaction, and found the Colemans did not meet this standard.

Practical Implications

This decision impacts how similar tax shelter arrangements should be analyzed,
emphasizing the need for a substantial, non-speculative interest in leased property
to claim depreciation. It affects legal practice by highlighting the importance of the
form of transactions, particularly when structured for tax benefits in different
jurisdictions. Businesses must carefully evaluate the substance of their ownership
interest in assets when structuring transactions. The case has been cited in
subsequent rulings on tax shelters, reinforcing the principle that nominal ownership
without substantial benefits and burdens does not support depreciation deductions.
Practitioners must ensure clients have genuine indebtedness to claim interest
deductions, particularly with nonrecourse financing.
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