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Summary

NO INTEREST DEDUCTION FOR LIMITED PARTNERSHIP'S PURCHASE-LEASEBACK OF MOTEL.

Charles Franklin and seven other doctors were partners in a

limited partnership that bought a motel for $1.2 million in 1968. Principal

and interest was to be paid annually, and a balloon payment for the

remainder of the principal was due in ten years. Prepaid interest of

$75,000 was payable immediately. The partnership's purchase obligation was

nonrecourse.

     The partnership then leased the motel back to its prior owners

for rental payments approximately equal to the monthly principal and

interest payments. The prior owners remained responsible for the typical

expenses of owning the property and for paying the mortgages. If the

partners did not make requested capital improvements, the prior owners

could make them and take the cost out of the rent or purchase price.

Although the sales agreement was recorded, a deed was not.

     The IRS determined that the partnership was not entitled to

deductions for depreciation and interest expenses under sections 163 and

167. Regarding the transaction in substance as an option to purchase, the

Tax Court agreed, sustained deficiencies against the Franklins.

     The Ninth Circuit affirmed. The appellate court disapproved of

the Tax Court's reliance on the facts that no deed was recorded and that

the benefits and burdens of ownership remained with the prior owners.

However, Circuit Judge Sneed noted that the taxpayers failed to demonstrate

that the purchase price was even approximately equal to the market value of

the property. Payments on the principal of the purchase price, the court

concluded, yielded no equity so long as the unpaid balance of the purchase

price exceeded the then-existing market value. Under those circumstances,

the purchaser abandoning the transaction could lose no more than a mere

chance of acquiring an equity in the future should the value of the

property increase.

     Depreciation was not allowable because there was no investment

in the equity of the property. Interest could only be deductible where the

debt had economic significance. Here, the partnership failed to prove that

it had an investment in the equity of the property or that the debt had

economic significance.

