Ronnen v. Commissioner, 91 T. C. 409 (1988)

The economic substance doctrine requires a transaction to have a reasonable
opportunity for economic profit independent of tax benefits, and computer software,
despite its tangible elements, is treated as intangible property not eligible for
investment tax credit.

Summary

In Ronnen v. Commissioner, the Tax Court addressed whether the purchase of
computer software by Health Systems Ltd. (HSL) had economic substance and if it
qualified for investment tax credit (ITC). The court found that HSL’s investment in
the software offered a reasonable opportunity for economic profit, satisfying the
economic substance doctrine despite the tax benefits involved. However, the
software was deemed intangible and thus not eligible for ITC. The case highlights
the importance of assessing the business purpose and economic reality of
transactions beyond their tax implications, and clarifies the classification of
computer software for tax purposes.

Facts

In 1978, Health Systems Ltd. (HSL), an S corporation, was formed to purchase a
Nursing Home Management Information System (software) designed to assist
nursing homes with new state reporting requirements. HSL’s shareholders,
including Deborah N. Ronnen and F. Ritter Shumway, invested in the software
expecting it to be profitable due to the specialized need in the nursing home
industry. The purchase involved a cash payment and recourse notes, with a large
nonrecourse note contingent on future software sales. Despite initial setbacks with
the software provider, HSL continued efforts to market and refine the software.

Procedural History

The IRS determined deficiencies in the federal income taxes of Ronnen and
Shumway for the years 1975-1979, disallowing deductions and credits related to
HSL’s software purchase. The cases were consolidated for trial, briefing, and
opinion. The Tax Court reviewed whether HSL’s purchase of the software had
economic substance and whether it qualified for ITC.

Issue(s)

1. Whether Health Systems Ltd. ‘s purchase of the software was part of a tax-
avoidance scheme without business purpose or economic substance and must be
disregarded for federal income tax purposes?

2. Whether the software purchased by HSL is tangible personal property or other
tangible property eligible for investment tax credit?

3. Whether the software was initially placed in service by HSL in 1978?

4. Whether a nonrecourse note may be included in the basis of the software
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acquired by HSL?

5. Whether HSL overstated the value of the software for purposes of section
6621(c)?

6. Whether petitioner Deborah N. Ronnen is entitled to business expense deductions
attributable to International Measuring Tools (Israel) Ltd. ?

Holding

1. No, because the purchase offered a reasonable opportunity for economic profit
independent of tax benefits, satisfying the economic substance doctrine.

2. No, because the software is intangible and not eligible for investment tax credit.

3. Not applicable, as the software is not eligible for ITC.

4. No, because the nonrecourse note is too speculative to be included in the basis of
the software.

5. Yes, because the claimed value of the software was more than 150% of its correct
valuation, triggering additional interest under section 6621(c).

6. No, because Ronnen failed to substantiate her business expense deductions
related to IMTI.

Court’s Reasoning

The court applied the economic substance doctrine, which requires a transaction to
have a reasonable opportunity for economic profit independent of tax benefits. It
found that HSL’s investment in the software was driven by a genuine business
purpose due to the anticipated demand for specialized software in the nursing home
industry, supported by the investors’ efforts to market and refine the product
despite initial setbacks. The court also considered the tangible and intangible
aspects of computer software for ITC eligibility, applying the “intrinsic value” test
from Texas Instruments, Inc. v. United States to conclude that the software’s value
was primarily intangible and thus not eligible for ITC. The nonrecourse note was
deemed too contingent on future profits to be included in the software’s basis. The
court also found that the claimed value of the software was overstated, triggering
additional interest under section 6621(c). Finally, Ronnen’s business expense
deductions were disallowed due to lack of substantiation.

Practical Implications

This decision emphasizes the importance of assessing the economic substance of
transactions beyond their tax implications, particularly in the context of tax shelters
and investments in technology. It clarifies that computer software, despite its
tangible elements, is treated as intangible property for tax purposes, impacting how
similar investments should be analyzed for ITC eligibility. The ruling also highlights
the need for careful valuation and substantiation of business expenses. Subsequent
cases, such as those involving the classification of digital assets, have built upon this
precedent. Legal practitioners should consider these factors when advising clients
on technology investments and tax planning strategies.
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