West v. Commissioner, T.C. Memo. 1988-18 (1988)

To deduct depreciation expenses, an investment activity must be primarily engaged
in for profit, not merely to generate tax benefits; inflated purchase prices and
nonrecourse debt in tax shelters indicate a lack of genuine profit motive.

Summary

Joe H. West invested in a print of the motion picture “Bottom,” marketed as a tax
shelter by Commedia Pictures, Inc. West claimed depreciation deductions and an
investment tax credit. The IRS disallowed these deductions, arguing the investment
lacked a profit motive. The Tax Court agreed, finding West’s primary motive was tax
avoidance, evidenced by the inflated purchase price ($180,000 for a print worth
$150), backdated documents, circular financing using tax refunds, and the lack of
genuine marketing efforts. The court also rejected West’s theft loss claim and
upheld penalties for valuation overstatement and tax-motivated transactions.

Facts

Petitioner Joe H. West invested in a single print of the motion picture “Bottom” in
1981, marketed by Commedia Pictures, Inc. The prospectus highlighted tax benefits
but lacked realistic profit projections or Commedia’s track record. The purchase
price was $180,000, financed with a small cash down payment and a large recourse
promissory note, convertible to nonrecourse. West paid only $400 initially, funding
the rest of the down payment with tax refunds from an amended 1980 return
claiming losses from the “Bottom” investment, even before the movie was
completed. The movie’s production cost was allegedly close to $1,000,000, but
expert testimony valued West’s print at no more than $150. West never received the
print and made no independent marketing efforts.

Procedural History

The IRS issued a notice of deficiency disallowing depreciation deductions and
investment tax credits for 1977-1979, 1981, and 1982, and assessed penalties.
Petitioners conceded deficiencies for 1977-1979. The case proceeded to the Tax
Court regarding 1981 and 1982, concerning depreciation, theft loss, valuation
overstatement penalties (Sec. 6659), and increased interest for tax-motivated
transactions (Sec. 6621(d)).

Issue(s)

1. Whether petitioners are entitled to depreciation deductions and an investment
tax credit for the motion picture print.

2. Whether, alternatively, petitioners are entitled to a theft loss deduction for
their investment.

3. Whether petitioners are liable for additions to tax under section 6659 for
valuation overstatement.
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4. Whether petitioners are liable for increased interest under section 6621(d) for
tax-motivated transactions.

Holding

1. No, because petitioners did not invest in “Bottom” with an actual and honest
objective of making a profit.

2. No, because petitioners failed to prove a theft loss occurred or was discovered
in the years at issue.

3. Yes, because petitioners overstated the adjusted basis of the film print by more
than 150 percent.

4. Yes, because the underpayment was attributable to a tax-motivated transaction
(valuation overstatement).

Court’s Reasoning

The court reasoned that depreciation deductions under Section 167(a) require
property to be used in a trade or business or held for the production of income,
necessitating an actual and honest profit objective. Citing Treas. Reg. §1.183-2(b),
the court examined factors indicating lack of profit motive, including the manner of
activity, expertise, taxpayer effort, and history of losses. The prospectus emphasized
tax benefits over profit potential. The financing scheme, relying on tax refunds for
the down payment, suggested tax avoidance as the primary goal. Expert testimony
revealed the print’s minimal value compared to the inflated purchase price. The
court stated, “It is overwhelmingly apparent that petitioner invested in the movie
primarily, if not exclusively, in order to obtain tax deductions and credits...” The
court found the $180,000 purchase price “grossly inflated” and the promissory note
not genuine debt under Estate of Franklin v. Commissioner. Regarding theft loss,
the court found no evidence of fraudulent inducement under Utah law, and no
discovery of theft within the tax years. For penalties, the court found a gross
valuation overstatement under Section 6659 because the claimed basis of $180,000
far exceeded the actual value. The court also applied the increased interest rate
under Section 6621(d), as the underpayment was due to a tax-motivated transaction
(valuation overstatement).

Practical Implications

West v. Commissioner serves as a strong warning against tax shelter investments
lacking genuine economic substance. It reinforces the importance of the profit
motive test for deducting expenses like depreciation. Legal professionals should
advise clients to scrutinize investments promising significant tax benefits, especially
those involving inflated asset valuations and circular financing schemes. This case
highlights that backdated documents and reliance on projected tax benefits, rather
than realistic profit projections, are red flags. It demonstrates the IRS and courts’
willingness to apply penalties for valuation overstatements and tax-motivated
transactions to curb abusive tax shelters. Later cases continue to cite West for the

© 2025 SCOTUSreports.com. All rights reserved. | 2



principle that inflated valuations and lack of profit motive can invalidate tax benefits
claimed from investments.
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