IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 95-60148

Janmes L. Hudson
Pl ai ntiff-Appellant,
ver sus
Comm ssi oner of Internal Revenue,

Def endant - Appel | ee.

Appeal fromthe United States Tax Court
(4272-92)

Novenber 13, 1995
Before KING DeM3SS, and STEWART, Crcuit Judges.

PER CURI AM:

Janes L. Hudson appeals the United States Tax Court's
affirmance of the Comm ssioner's determ nation of deficiencies
for the tax years 1981 through 1985. Finding no error, we

affirm

| . BACKGROUND

Local Rule 47.5 provides: "The publication of opinions
that have no precedential value and nerely decide particular
cases on the basis of well-settled principles of |aw inposes
needl ess expense on the public and burdens on the |egal
profession.” Pursuant to that Rule, the court has determ ned
that this opinion should not be published.



From 1982 to 1985, Janes L. Hudson ("Hudson"), through his
whol | y- owned subchapter S corporation naned Texas Basic
Educati onal Systens, Inc. ("TBES"), engaged in an investnent
programin which TBES purchased and then | eased nmaster audio
tapes. TBES | eased the master tapes to investors who were to
make cassette copies and nmarket the copies on a retail basis to
consuners. | n August 1982, Educational Audi o Resources, |Inc.
("EAR') was formed by M chael Brovsky and Chet Hanson to produce
and sell the nmaster tapes to TBES.

During 1982 and 1983, TBES entered into agreenents with EAR
to purchase 423 master audio tapes for $200, 000 each. The
$200, 000 purchase price for each master tape was represented by a
$5, 000 cash paynent and a $195, 000 prom ssory note bearing
interest at an annual rate of ten percent for a ten-year term
Under the terns of the prom ssory notes, TBES had no obligation
to make principal or interest paynents during the ten-year term
unless it realized profits fromthe | ease of the nmaster tapes.
|f TBES did realize a profit, paynents on the notes were to be
made to the extent of 30% of the net profits. At the end of the
ten-year term the balance and accrued interest woul d becone due.
TBES has made no paynents on the prom ssory notes.

EAR began producing the naster tapes in |late 1982 and 1983.
EAR s budgeted and actual costs of production for each master
t ape were approxi mately $500, including between $100 and $200 for
the script witer, the cost of recording, and art work. The tax

court found that the quality of the master tapes was poor, that



the scripts were witten by unknown authors, poorly witten, and
too short, and that the recordings were nmade with the voi ces of
unknown i ndi vi dual s and contai ned m spronunci ati ons and
grammatical errors.

During 1982 and 1983, TBES entered into | ease agreenents for
the master tapes with 423 investors. Each investor agreed to pay
$10, 000 cash plus 60% of the revenue generated fromthe sale of
cassette copies of the master tape. Hudson represented to the
i nvestors that each master tape had a fair nmarket val ue of
$200, 000. Hudson al so advised the investors that each woul d be
entitled to claiman investnent tax credit of $20, 000--10% of the
fair market value of the | eased naster tape--regardless whether
the investor sold any copies.

In March 1985, the conm ssioner brought suit in the United
States District Court for the Southern District of Texas ("the
prior proceedi ng") under Internal Revenue Code ("IRC') sections
6700 and 7408 to enjoin Hudson's further pronotion of the master
audi o tape investnent program alleging that the programwas an
abusive tax shelter and that the master tapes were overval ued by
nmore than 200% On August 16, 1988, after trial, the district
court denied the injunction, finding that the naster audi o tapes
| eased by Hudson were not overval ued by nore than 200% that each
master tape was worth at |east $100,000, and that Hudson's
actions in pronoting the naster audi o tape investnent program

were not illegal.



The comm ssi oner appeal ed the district court's judgnment to
the United States Court of Appeals for the Fifth Crcuit. On
April 3, 1990, this court affirnmed the district court's judgnent
denying the injunction, but on different grounds ("the Fifth
Circuit opinion"). Qur entire opinion reads as foll ows:

This is an appeal froma denial of an injunction by a

United States District Court. The Internal Revenue

Service requested that defendants be enjoined from

engaging in activities violative of statutes and rul es

regul ating tax shelters. W affirmthe denial of
injunctive relief but not for the reasons stated by the
district court. Rather, we affirmthe denial of
injunctive relief for the reason that the record is

bereft of evidence sufficient to warrant a concl usion

that continuing violations were threatened. The

transactions conpl ai ned of by the governnent have

apparently coll apsed of their own weight. W enphasize
that we do not suggest that the governnent was

incorrect in its contentions that the conpl ai ned of

transactions were not |egal.

On Decenber 21, 1988, Hudson filed his untinely 1982 and
1983 i ndividual federal income tax returns on which he clained
substantial losses related to TBES and created by depreciation
deductions for the nmaster audio tapes. The conmm ssioner, after
an audit, disallowed the | osses on the grounds that the naster
audi o tapes purchased by TBES had |ittle or no value and did not
support the substantial depreciation deductions taken, that the
prom ssory notes issued as paynent for the tapes were not
genui ne, and that the naster tapes were not "placed in service"
in 1982 and 1983.

On February 27, 1992, Hudson filed a petition in the tax
court challenging the deficiencies assessed by the conm ssioner

("the tax court proceeding"”). After trial on March 5, 1993, the



tax court requested that the parties brief the coll ateral
estoppel issue that had been raised by Hudson. On June 23, 1993,
the tax court entered an opinion holding that the comm ssi oner
was not collaterally estopped fromlitigating the fair market
val ue of the nmaster tapes by the district court's finding in the
prior proceeding that each tape was worth at | east $100, 000,
because the Fifth Crcuit specifically declined to address this
fact finding in affirmng the denial of the injunction.

On July 27, 1994, the tax court entered an opinion hol di ng
that: (1) the prom ssory notes did not constitute genuine
i ndebt edness; (2) each master tape had a fair nmarket val ue of
$5, 000 or less; (3) no master tapes were placed in service in
1982, and 125 nmaster tapes were placed in service in 1983; (4)
TBES is thus entitled to depreciation deductions for 125 master
tapes beginning in 1983 at a cost basis of $5,000; (5) no
depreciation is allowed for the remaining 298 naster tapes
because they were not produced or placed in service in 1982 and
1983; and (6) because the prom ssory notes were not genui ne,
Hudson did not realize any di scharge of indebtedness incone in
1984 and 1985. The tax court's decision assessing deficiencies
in incone tax and additions to tax for the tax years 1981 t hrough
1985 was entered on Novenber 22, 1994. Hudson filed a tinely

noti ce of appeal on February 16, 1995.

1. STANDARD OF REVI EW



We review the decision of a tax court under the sanme
standards that apply to district court decisions. Thus, issues
of law are reviewed de novo, and findings of fact are revi ewed

for clear error. Park v. Comm ssioner, 25 F.3d 1289, 1291 (5th

Cr.), cert. denied, 115 S. C. 673 (1994); MKnight v.

Commi ssioner, 7 F.3d 447, 450 (5th Gr. 1993). A finding of fact

is clearly erroneous when, although there is enough evidence to
support it, the reviewwng court is left with a firmand definite

conviction that a m stake has been comm tt ed. Hender son V.

Bel knap (In re Henderson), 18 F.3d 1305, 1307 (5th Cr.), cert.

denied, 115 S. C. 573 (1994).

111. DI SCUSSI ON

On appeal, Hudson presents two argunents. First, he
contends that the tax court erred in holding that the
comm ssioner was not collaterally estopped fromlitigating the
fair market val ue of master audio tapes for which Hudson had
cl ai mred depreciation deductions. Second, Hudson argues that the
tax court's determ nation that Hudson was entitled to
depreci ati on deductions with respect to only 125 naster audio
tapes in 1983, and none in 1982, was clearly erroneous. W wll

address each claimof error in turn.

A. Coll ateral Estoppel
Hudson argues that the doctrine of collateral estoppel

shoul d have been applied by the tax court to preclude the



comm ssioner fromrelitigating the fair market value of the
master tapes in the tax court proceedi ng because the district
court in the prior proceeding conclusively found that each nmaster
tape had a fair market value of at |east $100,000. The
governnent argues that the tax court correctly determ ned that
the district court's findings of fact in the prior proceeding do
not have preclusive effect.

The doctrine of collateral estoppel prevents relitigation
bet ween the sane parties of issues of fact or |aw that were
decided in an earlier proceeding on a different cause of action.

Montana v. United States, 440 U. S. 147, 154-55 (1979). The

pur poses of collateral estoppel are to protect parties fromthe
burden of relitigating an issue that has been already deci ded and
to prevent inefficient use of judicial resources. Parklane

Hosiery Co. v. Shore, 439 U S. 322, 326 (1979).

For collateral estoppel to apply, a court nust decide
whet her "(i) the issue at stake is identical to the one invol ved
inthe prior litigation, (ii) the determnation of the issue in
the prior litigation was a critical, necessary part of the
judgnent in that earlier action, and (iii) special circunstances
exi st which would render preclusion inappropriate or unfair."

MDuffie v. Estelle, 935 F.2d 682, 685 (5th Gr. 1991); Hicks v.

Quaker Cats Co., 662 F.2d 1158, 1166 (5th Cr. Unit A, 1981).

Al t hough an issue has been fully litigated, the prior judgnment

w Il not act as collateral estoppel if the issue was not



necessary to the rendering of the prior judgnent. Hi cks, 662
F.2d at 1168.

When a trial court's judgnent is vacated, reversed, or set
aside by an appellate court, collateral estoppel wll not
preclude relitigation of the trial court's conclusions of |aw or
findings of fact. 1d. Simlarly, where a trial court's findings
are chall enged on appeal, "once the appellate court has affirned

on one ground and passed over another, preclusion does not attach

to the ground omtted fromits decision.” Dow Chem cal v. EPA
832 F.2d 319, 323 (5th Cr. 1987) (quoting C. Wight, A Mller &
E. Cooper, Federal Practice and Procedure 8§ 4421 (1981)); Hicks,
662 F.2d at 1168 ("the general rule is that if a judgnent is
appeal ed, collateral estoppel only works as to those issues
specifically passed upon by the appellate court"); see also,

Borst v. Chevron Corp., 36 F.3d 1308, 1314 n.11 (5th Gr.)

(noting that because the court did not consider an issue, "the
district court's ruling on that issue is not concl usive between

the parties"), cert. denied, 115 S. C. 1699 (1994).

In the prior proceeding, the district court denied the
United States's request for an injunction on the grounds that
Hudson had done nothing illegal, finding, inter alia, that the
fair market value of the master audio tapes was at |east $100, 000
each. The Conm ssioner chall enged those findings on appeal. The
Fifth Grcuit affirnmed the district court's denial of the
i njunction, but did so on the grounds that no evidence was

presented that continuing violations were threatened. The court



of appeal s enphasi zed that "we do not suggest that the governnent
was incorrect in its contentions that the conpl ai ned of
transactions were not legal." Because the Fifth Grcuit in the
prior proceeding did not address the district court's fact
finding on the fair market value of the nmaster tapes, that
finding could not preclude the Comm ssioner fromcontesting the
fair market value of the nmaster tapes in the tax court

proceedi ng. See Dow Chem cal, 832 F.2d at 323. Therefore, the

tax court did not err in determning that coll ateral estoppel
does not bar the Conm ssioner fromarguing that the naster audio

tapes had a fair market value of |ess than $100, 000.

B. How many Master Tapes were Placed in Service?

Hudson contends that the tax court's determ nation that only
125 master tapes, rather than 423, were placed in service in
1983, and none in 1982, was clearly erroneous. The governnment
responds that the tax court's finding that no nore than 125
mast er tapes had been placed in service in 1983 is anply
supported by the record and is not clearly erroneous. Before we
address Hudson's argunent, we wll first sunmari ze the rel evant
factual findings.

Inits final opinion, the tax court found that "during 1982
and 1983, TBES entered into 423 | ease agreenents wth individual
investors with respect to master tapes that were purportedly
produced and conpleted." However, the tax court additionally

found that "the record does not support a conclusion that the



same nunber of actual naster tapes had been produced and exi sted
during 1982 and 1983." The tax court stated that "by the end of
1983, only 125 tapes had been produced,"” and that "in 1982 and
1983 EAR sold to TBES only 125 master tapes."” Finally, the tax
court found that because only 125 tapes had been produced by the
end of 1983, only 125 tapes had been placed in service for the
1983 tax year. Therefore, the tax court concluded that Hudson
could only claimdepreciation deductions with respect to those
125 tapes for tax year 1983. The tax court al so concluded that
Hudson coul d take no depreci ation deductions for master tapes in
1982.

Hudson argues that the tax court should be estopped from
finding that only 125 master tapes were placed in service in 1983
because the Comm ssioner had conceded in the prior proceedi ng and
earlier in the tax court proceeding that 423 tapes were purchased
and | eased during 1982 and 1983. Hudson contends that because
423 master tapes were | eased by the end of 1983, 423 tapes were
pl aced in service for purposes of depreciation deductions.

The Comm ssi oner concedes that 423 tapes were purchased by
TBES during 1982 and 1983. The Conm ssioner argues that,
al though TBES entered into 423 | ease agreenents with investors by
the end of 1983, and even if it purchased 423 nmaster tapes from
EAR, Hudson failed to denonstrate that nore than 125 tapes had
been produced and actually existed by the end of 1983, or that

any tapes actually existed in 1982.

10



The taxpayer bears the burden of proving his entitlenent to

a deduction. Wlch v. Helvering, 290 U S. 111, 115 (1933).

Depreci ati on deductions are allowed in the year in which
qualifying property is placed in service by the taxpayer. 26
CF.R 8§ 1.167(a)-10(b); Noonan v. Conm ssioner, 52 T.C. M (CCH)

534, 544 (1986), aff'd, 976 F.2d 737 (9th Gir. 1992). Property
is placed in service when it is first placed "in a condition or
state of readiness and availability for a specifically assigned
function." 26 CF.R 8 1.167(a)-11(e)(1)(i); Noonan, 52 T.C M
(CCH) at 544. Property held for lease is placed in service when
it is ready and available for lease and is first held out for

| ease. WAddell v. Conm ssioner, 86 T.C. 848, 898 (1986), aff'd,

841 F.2d 264 (9th Cr. 1988).

Hudson argues that because 423 | easing agreenents were
entered into in 1982 and 1983, 423 naster tapes were held out for
| ease, thus placed in service, in 1982 and 1983. However,
Hudson's argunent "exalt[s] form over substance."” Noonan, 52
T.CM (CCH at 544. Although the | easing agreenents existed in
1982 and 1983, and al t hough TBES nmay have entered purchasing
agreenents with EAR for 423 nmaster tapes in 1982 and 1983, the
tax court found that the evidence denonstrated that only 125
mast er tapes actually existed by the end of 1983. Hudson cannot
t ake depreci ation deductions for master tapes that were not yet
produced in the relevant tax year. Property that does not exi st

cannot depreciate. See Donahue v. Conm ssioner, 61 T.C M (CCH)

2460, 2469 (holding that a transaction | acked econom ¢ substance

11



because the taxpayer failed to produce evidence that the subject
matter of the transaction, a master recording, actually existed
at the end of the tax year), aff'd, 959 F.2d 234 (6th Cr.
1992) .

Finally, we conclude that the tax court's finding that only
125 master tapes were produced, thus placed in service, by the
end of 1983, is not clearly erroneous. The evidence denobnstrates
that as of July 29, 1983, EAR had produced and sold a total of
125 master audio tapes to TBES. Chet Hanson, one of the owners
of EAR, testified that EAR ceased producing tapes in 1983. M.
Raun, an enpl oyee of TBES and EAR, testified that many scripts
were unfinished at the end of 1983 and that she was still witing
scripts at the end of 1984. M. Raun testified further that she
did not even begin the art work for many tapes until 1984. One
investor testified that the tapes he | eased during 1983 were not
finished until 1984. Testinony of an enpl oyee of Hall mark showed
that Hall mark's catal og, which was prepared during the period of
|ate 1983 through early 1984, included many tapes that had not
yet been produced.

There was al so evidence that nmany of the tapes that were
"produced"” and existed at the end of 1983 were neverthel ess not
ready and available to be |leased at that tine. An enployee of
Hal | mark testified that Hudson considered a tape to have been
produced even if only "a sentence was read onto a reel to reel
tape," and considered "witing a real script and putting together

areal . . . total production" to be "post-production" work.

12



Thi s evidence supports the conclusion that by the end of
1983, only 125 naster tapes were placed in service. Thus, we
affirmthe tax court's disall owance of Hudson's depreciation

deductions for the remaining 298 master tapes in 1983, and for

all 423 master tapes in 1982.

I V. CONCLUSI ON

For the foregoing reasons, we AFFIRM the judgnent of the tax

court.
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