Andrama I Partners, Ltd. v. Commissioner, 93 T. C. 23 (1989)

Ownership and a bona fide profit motive must be proven for a partnership to claim
deductions and credits related to purchased assets in tax shelter cases.

Summary

Andrama I Partners, Ltd. purchased nursing training films from Andrama Films for
$750,000, including a $600,000 recourse note, aiming to distribute them for profit.
The IRS challenged the partnership’s claimed deductions and investment tax credits,
asserting the transaction lacked a profit motive and true ownership. The Tax Court
held that Andrama I Partners had acquired ownership and operated with a
legitimate profit objective, thus entitling them to the deductions and credits. The
court’s decision hinged on the partnership’s active management, reasonable
projections of profitability, and the partners’ personal liability for the recourse note.

Facts

Andrama I Partners, Ltd. , a New York limited partnership formed in 1979,
purchased two nursing training films, “Moving Up” and “Planning,” from Andrama
Films for $750,000, which included a $150,000 cash payment and a $600,000
recourse promissory note due in 1987. The partnership licensed ABC Video
Enterprises to distribute the films, expecting to receive 65% of the gross revenues.
The partnership’s general partner, Herbert Kuschner, relied on the expertise of
Rudolph Gartzman, the films’ producer, and conducted market research to assess
the films’ potential profitability. Despite poor sales performance, Andrama I
Partners sought a new distributor, the American Journal of Nursing Co. , in 1983.

Procedural History

The IRS determined deficiencies in the petitioners’ federal income taxes for 1979,
challenging the partnership’s deductions and investment tax credits related to the
film purchase. After concessions, the Tax Court addressed whether Andrama I
Partners had ownership of the films, a bona fide profit motive, and if the recourse
note constituted genuine indebtedness for tax purposes.

Issue(s)

1. Whether Andrama I Partners purchased an ownership interest in the films?

2. Whether Andrama I Partners entered into the transaction with a bona fide
objective to make a profit?

3. Whether the recourse promissory note constituted a genuine indebtedness fully
includable in determining the films’ basis for depreciation?

4. Whether Andrama I Partners is entitled to deduct interest accrued but not paid in
1979?

5. Whether production expenses for computing Andrama I Partners’ investment tax
credit basis include amounts incurred but not paid in 1979?
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Holding

1. Yes, because the partnership acquired all rights, title, and interest in the films,
bearing the risk of loss.

2. Yes, because the partnership’s activities were conducted in a businesslike manner
with reasonable expectations of profit.

3. Yes, because the note was a valid recourse obligation personally guaranteed by
the limited partners.

4. Yes, because the interest was accrued on a bona fide debt and likely to be paid.

5. Yes, because the deferred production costs were guaranteed and thus properly
included in the investment tax credit basis.

Court’s Reasoning

The court applied the substance-over-form doctrine, focusing on the economic
realities of the transaction. It determined that Andrama I Partners acquired true
ownership because it bore the risk of loss and had all rights transferred to it. The
court found a bona fide profit motive based on the partnership’s businesslike
conduct, reliance on expert advice, and reasonable projections of profitability. The
recourse note was deemed genuine indebtedness due to the personal guarantees by
the limited partners, which were enforceable. The court allowed the interest
deduction for 1979, as the accrued interest was on a bona fide debt with a high
likelihood of payment. Deferred production costs were included in the investment
tax credit basis because they were guaranteed and not contingent on future profits.
The court emphasized that the decision was based on the facts and circumstances at
the time of the transaction, not on subsequent poor performance.

Practical Implications

This decision impacts how tax shelters involving asset purchases are analyzed,
emphasizing the importance of proving ownership and a profit motive. Legal
practitioners must ensure clients can demonstrate these elements to support
deductions and credits. The ruling clarifies that recourse notes with personal
guarantees can be treated as genuine indebtedness, affecting tax planning
strategies. For businesses, the case highlights the need for thorough due diligence
and realistic projections when entering similar ventures. Subsequent cases, such as
Estate of Baron v. Commissioner, have distinguished this ruling based on different
factual circumstances, particularly regarding the profit motive and enforceability of
obligations.
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