Bussing v. Commissioner, 88 T. C. 449 (1987)

A transaction must have economic substance beyond tax benefits to be respected for
tax purposes; otherwise, deductions may be disallowed.

Summary

In Bussing v. Commissioner, the Tax Court examined a sale-leaseback transaction
involving computer equipment to determine if it had economic substance or was
merely a tax shelter. Irvin Bussing purchased a 22. 2% interest in computer
equipment from Sutton Capital Corp. , which had purportedly acquired it from CIG
Computers, AG. The court found that Sutton’s role was merely to facilitate the
appearance of a multi-party transaction for tax purposes, and Bussing’s debt
obligation to Sutton was not genuine. Consequently, Bussing’s transaction was
recharacterized as a joint venture with AG and other investors, with deductions
limited to his cash investment of $41,556.

Facts

AG purchased computer equipment from Continentale and leased it back to them.
AG then sold the equipment to Sutton, who sold a 22. 2% interest to Bussing.
Bussing leased his interest back to AG, financing the purchase with a note to Sutton.
The transaction was structured to appear as a multi-party sale-leaseback, but
Bussing never made or received payments post-closing. Bussing’s actual cash
investment was $41,556.

Procedural History

The Commissioner of Internal Revenue disallowed Bussing’s claimed deductions for
depreciation and interest, asserting the transaction lacked economic substance.
Bussing petitioned the U. S. Tax Court, which upheld the Commissioner’s position,
recharacterizing the transaction and limiting deductions to Bussing’s cash
investment.

Issue(s)

1. Whether the transaction between Bussing, AG, and Sutton had economic
substance beyond tax benefits.

2. Whether Bussing’s obligation to Sutton constituted genuine indebtedness.

3. Whether Bussing was entitled to deduct his distributive share of losses from the
joint venture.

Holding

1. No, because the transaction was structured solely to obtain tax benefits, with no
valid business purpose for Sutton’s involvement.
2. No, because Bussing’s note to Sutton did not represent valid indebtedness as it
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was never intended to be repaid and was merely a circular flow of funds.

3. Yes, because Bussing’s cash investment of $41,556 represented an economic
interest in the equipment, entitling him to deduct his distributive share of losses to
the extent of his at-risk amount.

Court’s Reasoning

The court applied the principle from Frank Lyon Co. v. United States that
transactions must be compelled by business realities, not solely tax avoidance. It
found that Sutton’s role was to artificially create a multi-party transaction to appear
to satisfy the “at risk” provisions of section 465. The court disregarded Sutton’s
participation and Bussing’s note to Sutton due to the lack of genuine debt obligation.
The court concluded that Bussing acquired an economic interest in the equipment
through his cash investment, and the transaction was a joint venture with AG and
other investors. Bussing’s deductions were limited to his at-risk amount, calculated
based on his cash contributions.

Practical Implications

This decision emphasizes the importance of economic substance in tax transactions.
Practitioners must ensure that transactions have non-tax business purposes and that
financing arrangements are genuine. The case illustrates that the IRS may challenge
transactions that lack economic substance, even if they appear to comply with tax
laws. Subsequent cases like Gefen v. Commissioner have further clarified the
economic substance doctrine. For legal practice, this ruling requires careful
structuring of transactions to withstand IRS scrutiny, particularly in sale-leaseback
and similar arrangements. Businesses must be aware that circular financing and
artificial multi-party structures may be disregarded, affecting the validity of tax
deductions and the structuring of investments.
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