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I. Introduction
Another article on Gregory v. Helvering?2 Does the
world really need another article on Gregory v.
Helvering? We believe it does. As have others, “we
approach this subject with considerable humility”
and hope that our efforts “will stimulate others to
better attempts.”3

Recent events demonstrate that the meaning of
Gregory is perhaps less clear than ever before. In a
string of recent, high-profile cases, the Circuit Courts
of Appeals have reversed lower court decisions in-
terpreting the economic substance doctrine.4 Four
years ago, the Third Circuit’s formulation of the eco-
nomic substance doctrine as set forth in ACM
Partnership5 was regarded as a major victory for the
IRS. In recent months, however, the Court of Ap-
peals for the District of Columbia6 has declined to
follow ACM, and a decision by the District Court for
the District of Columbia7 has also departed from the
ACM rationale. These events have generated a spate
of new articles on the economic substance doctrine.8

We believe that this confusion9 can be attributed,
at least in part, to a fundamental misunderstanding
of the message of Gregory. The proper role and scope
of the economic substance doctrine as set forth in
Gregory v. Helvering has been one of the most con-
troversial subjects in tax law. As long ago as 1940, a
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leading commentator stated: “Few
cases have been the subject of
such violent disagreement and
confusion as the Gregory case. The
case is all things to all men.”10 The
intervening 60 years have only
produced further “disagreement

and confusion,” as the recent
cases and articles demonstrate.

Two years before Gregory, per-
haps anticipating the confusion his
opinion in Mrs. Gregory’s case
would later cause, Judge Learned
Hand derided “such vague alter-
natives as ‘form’ and ‘substance’”
as “anodynes for the pains of rea-
soning.”11 Issues of “economic
substance” should be treated as
questions, not answers. All too
often, resort to claims of economic
substance is used to shut off fur-
ther inquiry.12 Any discussion of
economic substance ought to be
the springboard for an informed
discussion of the structure and
policy of the Internal Revenue
Code, and not simply another op-
portunity for the rote application
of concepts developed against a
completely different statutory and
factual background.

The problem of textualism in tax
law is a familiar one and beyond
the scope of this article.13 Strict
adherence to the terms of the stat-
ute may present possibilities of
abuse by taxpayers, but broader
readings of the statute create un-

certainty and risk undermining
Congressional intent. These com-
peting concerns appear to be a
permanent feature of tax law.

In recent years, however, the
problem of textualism has been
taken to a new level by several

courts, including
the Third Circuit
in C.S. Lerman,
which have de-
clared that
economic sub-
stance is a
“prerequisite” to
the application
of the Code.14

Under this for-
mulation of
economic sub-
stance, the text of

the Code is not merely given an
expansive reading; the text of the
Code is not even consulted unless
the taxpayer first passes an a priori
test of economic substance.

It is our belief that the expansive
reading of Gregory to require an a
priori, or “generic” test of eco-
nomic substance has no basis in
Gregory itself or other Supreme
Court precedent and is misguided.
Gregory requires a rigorous analy-
sis of the language and purpose of
the underlying Code provisions. As
such, issues such as the taxpayer’s
intent, business purpose and the
profit potential and economic ef-
fects of a transaction should be
analyzed in light of the particular
Code section at issue in each case.

The expansive reading of Gre-
gory set forth in C.S. Lerman and
other cases shows signs of falter-
ing. Recent cases such as Compaq
and UPS reject this broader appli-
cation of economic substance,
and thus Mrs. Gregory’s legacy
continues to be as elusive as ever.

The purpose of this article is to
explore the changing manner in
which the courts have interpreted

the economic substance doctrine.
Therefore, we have described the
facts of specific cases only to the
extent necessary to illuminate the
application of the economic sub-
stance doctrine.

II. The Rule of
Gregory v. Helvering
In Gregory, the taxpayer, Mrs.
Gregory, owned all of the stock
of United Mortgage Corporation
(“United”), which in turn owned
1,000 shares of Monitor Securi-
ties Corporation (“Monitor”),
which had appreciated in value.
Mrs. Gregory wanted to sell the
stock of Monitor and receive the
proceeds in cash without being
taxed on the receipt of a dividend
from United. In order to bring
about this result, Mrs. Gregory
caused United to transfer the
shares of Monitor to the newly
formed Averill Corporation
(“Averill”), which then issued its
stock directly to Mrs. Gregory.
Averill then dissolved and distrib-
uted its only asset (the Monitor
stock) to Mrs. Gregory, who
promptly sold it. Claiming that
the receipt of the Averill stock was
pursuant to a “plan of reorgani-
zation” under Act Sec.
112(i)(1)(B) of the Revenue Act of
1928 and therefore tax-free, Mrs.
Gregory reported a capital gain
on the receipt of the Monitor
shares in liquidation of Averill
and no further gain on the sale to
the third party.15

Mrs. Gregory’s plan required that
the distribution of the shares of
Averill to her qualify as being made
“in pursuance of a plan of reorga-
nization,” rather than being treated
as a dividend. The Board of Tax Ap-
peals treated the transaction as a
“reorganization,” and ruled in
Mrs. Gregory’s favor.16

Mrs. Gregory’s Great-Grandchildren

We believe the only remedy for the

current confusion in the law is to return

to the original meaning of Gregory v.

Helvering. Thus, in every case, the inquiry

must be “what actually occurred” and

whether these events are “the thing

which the statute intended.”
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The Second Circuit reversed.
Judge Learned Hand understood
that the issue before the Second
Circuit was a matter of statutory
interpretation, stating:

Therefore, if what was done
here, was what was intended by
§112(i)(1)(B), it is of no conse-
quence that it was all an
elaborate scheme to get rid of
income tax, as it certainly was.17

Mrs. Gregory’s purpose to save
taxes was therefore irrelevant, so
long as her actions, i.e., “what was
done,” were consistent with the
statute. Since, however, Mrs. Gre-
gory had no intention of
reorganizing her business, but in-
stead intended to sell a portion of
her business to a third party, her
transaction did not fit within the
definition of a “reorganization” as
set forth in the statute:

The purpose of the section is
plain enough; men engaged
in enterprises—industrial,
commercial, financial, or
any other—might wish to
consolidate, or divide, to add
to, or subtract from, their
holdings. Such transactions
were not to be considered as
“realizing” any profit, be-
cause the collective interests
still remained in solution.
But the underlying presup-
position is plain that the
readjustment shall be under-
taken for reasons germane to
the conduct of the venture
in hand, not as an ephem-
eral incident, egregious to
its prosecution.18

On appeal, the Supreme Court
also approached the issue as one
of statutory interpretation, stating
that “what actually occurred” was
not a “reorganization in reality”

and therefore not “the thing which
the statute intended.”19

The most controversial portion of
Gregory is the Supreme Court’s
description of Mrs. Gregory’s pur-
pose. The Supreme Court correctly
observed that Mrs. Gregory had no
“business or corporate purpose …
to reorganize a business or any part
of a business.”20 Some courts have
taken this passage to state a gen-
eral requirement that all tax
transactions must satisfy a “busi-
ness purpose” test. The Supreme
Court’s opinion, however, does not
justify such a sweeping generali-
zation. Mrs. Gregory’s lack of
business purpose was relevant only
because the statute by its very terms
required purposive conduct, i.e.,
that her actions be “‘in pursuance
of a plan of reorganization’ … of
corporate business,” and the facts
left no doubt that Mrs. Gregory had
no such “plan” to reorganize her
business, but had only a “plan” to
receive a dividend.21 The Supreme
Court’s reference to “business or
corporate purpose” merely ac-
knowledges that the statute under
consideration required purposive
conduct—“a plan”—to reorganize
a business, and that Mrs. Gregory
plainly had no such plan.

Although Mrs. Gregory’s trans-
action did not qualify as a
“reorganization,” the Second
Circuit did not accept the
Commissioner’s claim that her
transaction should be ignored as
a nullity:

We do not indeed agree fully
with the way in which the
Commissioner treated the
transaction; we cannot treat as
inoperative the transfer of the
Monitor shares by the United
Mortgage Corporation, the is-
sue by the Averill Corporation
of its own shares to the tax-
payer, and her acquisition of

the Monitor shares by wind-
ing up that company. The
Averill Corporation had a ju-
ristic personality, whatever the
purpose of its organization;
the transfer passed title to the
Monitor shares and the tax-
payer became a shareholder in
the transferee. All these steps
were real, and their only de-
fect was that they were not
what the statute means by a
“reorganization” …22

Since the distribution of the
Averill shares to Mrs. Gregory
matched both the statutory defi-
nition of a dividend and Mrs.
Gregory’s underlying purpose to
receive a dividend, Mrs. Gregory
was taxed on the receipt of the
Averill shares, not on the receipt
of the Monitor shares as the Com-
missioner had urged. In other
words, while “what actually oc-
curred” may have lacked the
economic substance of a reorga-
nization, it did have the economic
substance of a dividend and was
taxed as such.

Gregory v. Helvering thus stands
for three basic principles:
1. The economic substance doc-

trine is a rule of statutory
interpretation, which examines
whether the transaction in issue
is consistent with the purpose
of the specific statutory provi-
sion at issue in the case.23

2. The taxpayer’s motive to re-
duce its tax burden is
irrelevant, except when the
taxpayer’s tax-avoidance in-
tent conflicts with statutory
requirements. 24

3. In deciding “what actually oc-
curred,” a reviewing court
may not treat actual events as
nullities, but may
recharacterize them in accor-
dance with their substance
rather than their form.25
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Judge Hand added an important
coda to Gregory several months
after the Supreme Court’s deci-
sion. In G.H. Chisholm,26 two
brothers, shareholders in a corpo-
ration, planned to sell their stock.
In order to avoid tax on this sale,

the brothers transferred their stock
to a partnership, which then sold
the stock. Under the law of that
era,27 the gain inherent in the stock
transferred to the partnership
would not be taxed until dissolu-
tion of the partnership.

The IRS argued that, since the
partnership “was formed confess-
edly to avoid taxation,” Gregory
required that the transfer be ig-
nored. Judge Hand, elaborating on
Gregory, disagreed:

It is important to observe just
what the Supreme Court held
in that case. It was solicitous to
reaffirm the doctrine that a
man’s motive to avoid taxation
will not establish his liability if
the transaction does not do so
without it …The question al-
ways is whether the transaction
under scrutiny is in fact what it
appears to be in form … We
may assume that purpose may
be the touchstone, but the pur-
pose which counts is one which
defeats or contradicts the appar-

ent transaction, not the purpose
to escape taxation …28

While the brothers in Chisholm
undoubtedly meant to avoid taxa-
tion, in order to obtain this
objective, they formed an “endur-

ing firm” that
continued “to
hold the joint
principal and in-
vest and reinvest
it.”29 The partner-
ship was not a
“mere cover” for
“ c o n t i n u e d
separate man-
agement” of the
brothers’ assets;
the brothers had
actually trans-
ferred control
over the assets to

their new partnership. Since the
brothers’ purpose to avoid taxation
necessarily required a genuine
transfer to their partnership, their
purpose matched the form of their
transaction. The brothers’ transfer
was genuine and conveyed own-
ership to the partnership, and
therefore their purpose to effect a
genuine transfer was the only pur-
pose that mattered.

Mrs. Gregory’s purpose, on the
other hand, contradicted the form
of her transaction, not because she
meant to escape taxation, but be-
cause she had not “really meant
to conduct a business by means
of the two reorganized compa-
nies” and thus had not intended
to engage in a “reorganization.”30

Therefore, when a taxpayer in-
tends to secure tax benefits by
engaging in a specific transaction,
the taxpayer’s intent is relevant
only to the extent that it reflects
whether the taxpayer actually en-
tered into the legal relationships
necessary to secure the tax ben-
efit as described in the tax law.31

“The inquiry is not what the pur-
pose of the taxpayer is, but
whether what is claimed to be, is
in fact.”32 A taxpayer’s “motive and
expectations are relevant only in-
sofar as they contribute to an
understanding of the external facts
of the situation.”33

In the years after Gregory, trans-
actions motivated solely by tax
considerations were repeatedly
upheld when the taxpayer’s con-
duct actually created the legal
relationships contemplated by
the statute, i.e., the substance of
the taxpayer’s conduct was con-
sistent with its form.34 These
decisions repeatedly rejected the
notion that Gregory requires a
“business purpose.” Each of these
cases upholds the principle that
the purpose “to escape taxation
… [is] legally neutral” and that
the taxpayer’s purpose is relevant
only insofar as it demonstrates the
taxpayer’s intent (or lack thereof)
to create the legal relationships
called for by the statute.35

III. The Departure
from Gregory
It is difficult to pin down the ex-
act moment when courts began
to depart from the statute-cen-
tered mode of analysis set forth
in Gregory, but the Supreme
Court’s decision in K.F. Knetsch36

has certainly served as the basis
for many expansive readings of
the economic substance doctrine.
The taxpayer in Knetsch pur-
chased $4,004,004 in deferred
annuity savings bonds, but paid
only $4,000 and borrowed the re-
mainder on a nonrecourse basis.
Mr. Knetsch then prepaid the first
year’s interest on his debt. Then,
several days later, Mr. Knetsch
borrowed against the next year’s
growth in value of his bonds, and

Mrs. Gregory’s Great-Grandchildren

The proper role of a taxpayer’s motive

to avoid tax in assessing his liability for

tax is thus a continuing conundrum in

tax law. At the risk of appearing obvious,

it is our belief that a taxpayer’s motive

to avoid tax should be relevant only

when a reasoned interpretation of

the statute makes it relevant.
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again prepaid the interest on this
debt. As a result of his borrow-
ings, Mr. Knetsch’s annuity never
had a cash value of more than
$1,000. The Court held that this
transaction did not create a genu-
ine indebtedness.

The transaction at issue in
Knetsch can be viewed as a fac-
tual sham,37 i.e., it did not result in
a “true obligation to pay interest,”38

and some subsequent decisions
have treated it as such.39 Even
though the Court treated the trans-
action as a factual sham, however,
the Court nevertheless undertook
an extensive review of the legisla-
tive history to ensure that Congress
had not intended to protect such
transactions. The Court ruled
against Mr. Knetsch only after re-
viewing the legislative history and
concluding that Congress had not
intended to protect Mr. Knetsch.40

The Second Circuit’s decision in
K. Goldstein41 perhaps represents
the key turning point in the expan-
sion of the economic substance
doctrine. Tillie Goldstein, seeking
to shelter her winnings from the
Irish sweepstakes, borrowed
$965,000 and invested the pro-
ceeds in Treasury notes, which
were pledged as collateral for the
loans. Mrs. Goldstein then prepaid
$81,000 of interest on the loans
and claimed this amount as a de-
duction, thus partially offsetting her
income from the Irish sweepstakes.

The Second Circuit rejected the
Commissioner’s argument that Mrs.
Goldstein’s loans were “shams”
which did not create a genuine in-
debtedness; thus, Mrs. Goldstein’s
case could not be decided on the
same basis as Knetsch.42 The Sec-
ond Circuit instead premised its
holding on the factual finding that
Mrs. Goldstein entered into the
“transactions without any realistic
expectation of economic profit and
‘solely’ in order to secure a large

interest deduction.”43

The Second Circuit did not rest,
however, on its conclusion that
Mrs. Goldstein’s transactions
lacked any realistic expectation of
profit. The court next examined the
purpose of Code Sec. 163 to de-
termine whether Mrs. Goldstein’s
deductions were nonetheless al-
lowable: “[A] close question
whether a particular Code provi-
sion authorizes the deduction of a
certain item is best resolved by ref-
erence to the underlying
Congressional purpose of the de-
duction provision in question.”44

The Second Circuit concluded
that Congress intended to allow an
interest deduction under Code
Sec. 163 only when a taxpayer has
“incurred an obligation to pay in-
terest in order to engage in what
with reason can be termed purpo-
sive activity.”45 The Second
Circuit’s claim that Code Sec. 163
implicitly includes a “purposive
activity” requirement is certainly
debatable. The court recognized
that this requirement cannot be
found in the statute:

Admittedly, the underlying
purpose of Section 163(a) per-
mitting the deduction of ‘all
interest paid or accrued
within the taxable year on in-
debtedness’ is difficult to
articulate because this provi-
sion is extremely broad: There
is no requirement that de-
ductible interest serve a
business purpose, that it be
ordinary and necessary, or
even that it be reasonable.46

Without citations to any legisla-
tive history, the Second Circuit
divined a “Congressional policy”
that a taxpayer borrowing for a
“purposive activity” should not
“fare worse from an income tax
standpoint than one who finances

the venture with capital that other-
wise would have been yielding
income.”47 Thus, following Gre-
gory, the court held that a
“purposive activity” requirement
was an essential element of “the
thing which the statute intended.”48

The Second Circuit therefore felt
compelled to ground its analysis in
the statute, however tenuous that
link might have been. This link was
broken in subsequent cases, as
numerous courts have applied both
Knetsch and Goldstein in contexts
outside of Code Sec. 163 interest
deductions.49 In particular, the
“purposive activity” requirement
that the Second Circuit found in
Code Sec. 163 has been routinely
applied in other contexts.

Recent cases have completely
abandoned the statutory analysis
found in earlier cases, and have
substituted the familiar “two-
pronged inquiry” set forth in Rice’s
Toyota World, Inc.50 Under this
formulation, a transaction must be
upheld unless it has “no business
purpose other than obtaining tax
benefits” (the subjective test) and
has “no reasonable possibility of
a profit” (the objective test). The
Fourth Circuit, adopting the Tax
Court’s reasoning in Rice’s Toyota,
attributed the “two-pronged in-
quiry” to the Supreme Court’s
decision in Frank Lyon Co.51 The
“two-pronged inquiry” cannot
easily be found in Frank Lyon,
however, and appears to be an
overly simplistic attempt to sum-
marize the more nuanced
approach of Frank Lyon.

In recent months, many com-
mentators have argued that the
current state of the law regarding
economic substance is broken
beyond repair.52 As for the “profit
potential” requirement, some
commentators have pointed out
that it is possible to inject a realis-
tic potential for profit into virtually
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any transaction, no matter how
egregious the tax consequences.53

On the other hand, the “profit
potential” test is ill-suited for trans-
actions such as the purchase of
insurance, corporate reorganiza-
tions or the choice of capital
structure, which are not directly
linked to the creation of a profit.

The business purpose test has its
own problems. A “narrow notion”
of the business purpose test, which
examines whether a transaction
has a business purpose aside from
obtaining tax benefits, is inevitably
at odds with Gregory’s requirement
that the motive to avoid tax must
be “disregarded.”54 Many conced-
edly legitimate transactions would
not take place in their current form
but for the associated tax benefits.
The indiscriminate application of
a business purpose requirement
risks undermining the intent of
Congress.55 In particular, notions of
“business purpose” developed in
the context of individuals may be
unsuitable for application in busi-
ness contexts.56

We believe the only remedy for
the current confusion in the law
is to return to the original mean-
ing of Gregory v. Helvering. Thus,
in every case, the inquiry must be
“what actually occurred” and
whether these events are “the
thing which the statute intended.”

IV. The Third Circuit’s
and the D.C.
Circuit’s Divergent
Views of Economic
Substance

A. The Third Circuit’s View

The contemporary confusion in
the law of economic substance is
well represented by the Third
Circuit’s and the D.C. Circuit’s di-

vergent decisions in C.S. Lerman
and T.J. Horn. These conflicting
views are particularly important
because, as discussed in greater
detail below, the Third Circuit’s
views of the economic substance
doctrine as set forth in ACM can
be directly traced to Lerman.

The taxpayer in Lerman had in-
vested in silver option-straddle
transactions on the London Metals
Exchange. These transactions were
designed to create an ordinary loss
in one year, with a deferral of gain
to the second year. The Third
Circuit’s decision in Lerman is
based on the Tax Court’s earlier
decision in B.S. Glass,57 and thus a
brief digression to discuss Glass is
necessary to understand the back-
ground of Lerman.

The Tax Court held in Glass that
since the London option-straddle
transactions did not present a rea-
sonable opportunity for profit, the
losses claimed were not allowable.
This conclusion appears to be en-
tirely unexceptional. Code Sec.
165(c)(2), as it applies to individu-
als, permits the deduction of losses
only if the losses were incurred in a
“transaction entered into for profit.”58

The evidence in Glass “overwhelm-
ingly demonstrate[d] that petitioners
did not enter into these transactions
primarily for profit.”59

The Tax Court in Glass under-
stood Gregory as requiring an
examination of the specific Code
provisions at issue:

[D]id the … Petitioners’ tax
straddle scheme fit within what
sections 165 and 1234, and
new Section 108(a) intended?
In the words of the Supreme
Court, ‘[t]he question for deter-
mination is whether what was
done, apart from the tax motive,
is the thing which the statute in-
tended.’ Gregory v. Helvering,
293 U.S. 465, 469 (1935).60

The Tax Court therefore under-
stood that the ecoomic substance
inquiry must be firmly rooted in the
statute. Given the Supreme Court’s
findings of fact and the plain lan-
guage of Code Sec. 165(c)(2),
however, it is not clear why the Tax
Court felt compelled to resort to
Gregory and the economic sub-
stance doctrine. The taxpayer’s
transactions did not satisfy the plain
terms of Code Sec. 165(c)(2) and
could have been easily disallowed
on that basis alone.

After the decision in Glass, in
Lerman and other cases, a num-
ber of commodities dealers
challenged the IRS’s assertions of
tax resulting from the dealers’ par-
ticipation in London option
transactions. The facts of these
cases were generally identical to
Glass, with one critical exception:
each of these taxpayers was a
commodities dealer, and thus
claimed protection under the spe-
cial rule set forth in Act Sec. 108(b)
of the Deficit Reduction Act of
1984, as amended by the Tax Re-
form Act of 1986.61 Act Sec. 108(a)
provided that “any loss” from a
straddle entered into before 1982
would be allowed if the loss were
“incurred in a trade or business.”
Act Sec. 108(b), in turn, created
an “irrebuttable presumption”62

that “any loss incurred by a com-
modities dealer … shall be treated
as a loss incurred in a trade or
business.” The purpose of Act Sec.
108(b) was to eliminate the
“profit” and “trade or business”
restrictions of Code Sec. 165(c)
and therefore “make it clear that
losses incurred by commodities
dealers trading in commodities are
deductible under section 108.”63

Given the provisions of Act Sec.
108, commodities dealers argued
in Lerman and other cases64 that
they were “a favored class” en-
titled to prevail as a matter of law,

Mrs. Gregory’s Great-Grandchildren
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notwithstanding the fact that their
transactions were unlikely to pro-
duce a profit.65 They argued that
Act Sec. 108(b) made the “‘profit
motive’ test inapplicable to them”
and that Act Sec. 108(b) allows
losses even if the underlying
“transactions are unquestionably
economic shams.”66

The IRS responded by arguing
that Act Sec. 108 did not apply
to transactions lacking in eco-
nomic substance, and therefore
the irrebuttable presumption of
Act Sec. 108 was not applicable.
The Third Circuit agreed, stating
that while Congress had “elimi-
nated the profit motive inquiry in
cases involving dealers … it did
not prevent inquiry into the eco-
nomic substance of a dealer’s
commodity trading.”67

This conclusion appears to be
highly questionable, given the
statutory background of the Lon-
don option cases. Glass was
decided on the basis that the tax-
payers’ transactions lacked any
realistic prospect for profit, and
therefore their transactions
lacked economic substance as
measured against the profit mo-
tive test of Code Sec. 165(c)(2).
This conclusion therefore clearly
carries out “the thing which the
statute intended.”68

Based on Glass and other cases,
the Third Circuit concluded that
Lerman’s transaction lacked eco-
nomic substance and therefore
was not protected by Act Sec.
108.69 It is difficult to understand,
however, how case law developed
in the context of the “profit mo-
tive” of Code Sec. 165(c)(2) can be
applied to a statute which has
stricken any profit motive require-
ment. Since the economic
substance doctrine (or at least the
“profit potential” prong of the doc-
trine) depends upon whether a
transaction is expected to produce

a profit, it seems anomalous to ap-
ply the economic substance
doctrine when, as the Third Circuit
recognized, Congress has “elimi-
nated the profit motive inquiry.”70

The Third Circuit’s opinion
makes sense only if one views
economic substance as a separate
requirement, independent of the
Code. Indeed, that is exactly what
the Third Circuit held: “economic
substance is a prerequisite” to the
application of the Code.71

The Third Circuit’s conclusion
that “economic substance is a pre-
requisite” to the application of the
Code turns Gregory on its head;
while the Supreme Court in Gre-
gory held that the economic
substance doctrine should exam-
ine “the thing which the statute
intended,” in Lerman, the Third
Circuit held that the statute is es-
sentially irrelevant if the taxpayer
fails to meet an a priori definition
of economic substance.

In V. Wexler,72 the Third Circuit
took this analysis one step further
in a writ of mandamus arising out
of a criminal trial. The government
charged Mr. Wexler with criminal
tax fraud for his role in a plan to
create fraudulent interest deduc-
tions. Mr. Wexler’s attorneys
proposed a set of jury instructions
that provided he could not be con-
victed if the deductions in question
were the result of “genuine indebt-
edness.” The district court largely
accepted this instruction.

The government filed for the
extraordinary relief of mandamus,
arguing that the district court’s in-
structions represented clear legal
error, which would place the pros-
ecution of current and future cases
in jeopardy.

On appeal, Wexler argued that
Code Sec. 163 does not contain a
“profit motive” or “trade or busi-
ness” requirement and therefore
interest expense is deductible if it

arises from genuine indebtedness.
Relying on Knetsch, Goldstein and
other cases, the Third Circuit held
that Mr. Wexler’s interest deduc-
tions lacked economic substance
even if they resulted from genu-
ine indebtedness. In the course of
doing so, the court repeated its
view that “economic substance is
a prerequisite to any Code provi-
sions allowing deductions.”73

B. The D.C. Circuit’s View

In Horn, the Court of Appeals for
the District of Columbia placed
itself squarely at odds with the
Third Circuit’s formulation of eco-
nomic substance as set forth in
Lerman and Wexler. The Horn
case involved a commodities
dealer with facts identical to those
of Lerman. Based on his status as
a commodities dealer, the tax-
payer in Horn argued that as a
result of the irrebuttable presump-
tion of Act Sec. 108(b) of the
Deficit Reduction Act of 1984, as
amended, he was entitled to claim
losses from option-straddle trans-
actions even if the transactions
were devoid of any profit poten-
tial or business purpose.

The IRS once again argued, as
he did in Lerman, that the trans-
actions at issue in Horn lacked
“economic substance” and there-
fore must “f[a]ll outside section
108.”74 The D.C. Circuit emphati-
cally rejected this argument,
holding that the Commissioner’s
position (and thus Lerman) was
“plainly and simply wrong.”75

The principal problem that we
find with the Commissioner’s
argument is that it takes the
sham transaction doctrine too
far. Although useful in determin-
ing congressional intent and in
avoiding results unintended by
tax code provisions, the doc-
trine cannot trump the plainly
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expressed intent of the legisla-
ture. In this case, the plain
meaning of the statute autho-
rizes the claimed deductions,
and the Commissioner has ut-
terly failed to provide any other
colorable interpretation.76

The D.C. Circuit understood
that the “economic substance”
test as applied in Glass and other
cases based on Code Sec. 165(c)
was irrelevant to cases involving
Act Sec. 108(b), since Act Sec.
108(b) had eliminated any “profit
motive” requirement:

Therefore, Glass and the cases
following it, which refuse to
recognize the losses because
the straddles held no eco-
nomic risk or possibility of
profit, are beside the point.77

The formulation of “economic
substance” set forth in Horn is
therefore fundamentally different
from the test set forth in Lerman.
According to the D.C. Circuit,
the economic substance test is a
rule of statutory interpretation
which is used to carry out Con-
gressional intent. Thus, Gregory
can be understood only as “an
attempt to give effect to Con-
gress’ intent,”78 and the
economic substance doctrine is
“simply an aid” to understand-
ing Congressional intent.79

Since the economic substance
doctrine is “simply an aid” to inter-
preting the statute, the D.C. Circuit
was “at a loss to understand” the
Commissioner’s argument that the
economic substance doctrine ap-
plies “independently” of Act Sec.
108. The D.C. Circuit thus squarely
rejected Lerman’s claim that “eco-
nomic substance is a prerequisite
to the application” of the Code.80

Since the provisions of Act Sec.
108 were similar to the traditional

tests of economic substance, the
D.C. Circuit found it “inconceivable
that Congress intended that the
‘sham’ transaction doctrine be laid
over the statute.”81 Therefore, since
the transactions at issue satisfied the
plain terms of Act Sec. 108, there
was simply no room for the appli-
cation of the economic substance
doctrine and the taxpayer’s losses
were therefore allowable.

ACM and Saba

The Third Circuit’s and D.C.
Circuit’s divergent views concern-
ing the economic substance
doctrine were again on display in
ACM Partnership and Saba Part-
nership. The subject of each of
these cases was the Merrill Lynch
contingent note transaction; this
transaction has been the subject
of numerous articles,82 and we do
not repeat the details of the trans-
action here. Suffice it to say that,
from the taxpayer’s point of view,
in order for the transaction to gen-
erate the expected losses, the
taxpayer must meet four tests:
1. It must prove that it sold pri-

vate placement notes in
exchange for LIBOR notes
within the meaning of Code
Sec. 1001.

2. It must prove that the gain and
loss on the sale are to be cal-
culated by reference to the
ratable basis recovery rule set
forth in Temporary Reg.
§15A.453-1(c)(1).

3. It must prove that the losses
calculated under the install-
ment sale rules are deductible
under Code Sec. 165.

4. It must prove that the gains
and losses were generated
within the context of a part-
nership as defined by Code
Secs. 761 and 7701.

The Tax Court’s decision in ACM
followed the logic of Lerman and
Wexler by declaring that “[only]

after we conclude that a transac-
tion has economic substance will
we consider the transaction’s tax
consequences under the Code.”83

The Tax Court therefore applied
a test of economic substance in-
dependent of the Code, and held
that ACM’s transactions lacked
both a business purpose and a
prospect for profit.

In its appeal to the Third Circuit,
ACM, relying on Gregory, argued
that the use of a “generic ‘tax-in-
dependent purpose/prospect for
profit’ test, fashioned without ref-
erence to the statutory provisions
applicable to ACM’s transactions”
was contrary to law.84 ACM further
argued that Gregory requires an
analysis of the specific Code pro-
visions at issue:

[T]he Supreme Court in Gre-
gory did not prescribe a single,
generic, purpose-oriented test
to be applied before consider-
ing the tax consequences under
the Internal Revenue Code. To
the contrary, because the tax
consequences of transactions
are controlled by a wide vari-
ety of Internal Revenue Code
provisions, and because those
Code provisions contemplate a
broad range of actions by tax-
payers, the Supreme Court
adopted a test that, of necessity,
varies from case to case de-
pending upon the statutory
provisions at issue.85

Applying this analysis, ACM ar-
gued that the “unambiguous
statutory language, legislative
history, and accompanying regu-
lations”86 supported ACM’s
interpretation of Code Secs.
1001 and 453. Since those Code
sections do not require a “pros-
pect for profit  or other tax
independent purpose,” ACM ar-
gued that the application of the
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“two-pronged” test of economic
substance was improper.

The Third Circuit disagreed,
stating that the two-pronged
analysis applies even when the
statute “does not require a
business purpose or profit
motive.”87 The Third Circuit’s
reliance on Goldstein and Wexler
to support this proposition is
questionable. As described above,
the Second Circuit explicitly based
its decision in Goldstein on the
“Congressional policy” underlying
Code Sec. 163(a), and Wexler
merely followed Goldstein. The
Third Circuit did not explain how
the “Congressional policy”
underlying Code Sec. 163 could
be engrafted onto Code Secs.
1001 and 453.

Judge McKee dissented from
the majority decision in ACM,
stating that the “majority has
ignored the plain language of
section 1001.”88 Relying on
Cottage Savings Ass’n,89 Judge
McKee agreed with ACM’s
argument that its transactions
fully complied with the plain
language and Congressional
policy underlying Code Sec.
1001. Thus, Judge McKee agreed
with ACM that the determination
of “economic substance” must be
determined in light of the specific
Code provision at issue:

[I]t is the definition of “eco-
nomic substance” that is the
sticking point. Here, the “eco-
nomic substance” inquiry
must be governed by the
“material difference require-
ment” of Cottage Savings,
not by the tax avoidance in-
tent of the taxpayers.90

The Saba case involved another
of the Merrill Lynch transactions,
and thus presented issues similar
to those decided in ACM. The Tax

Court applied the traditional two-
pronged analysis and ruled that
Saba’s transactions lacked eco-
nomic substance.91 Saba was
appealable, however, to the D.C.
Circuit Court of
Appeals. On the
appeal, Saba ar-
gued that its
transactions had
economic sub-
stance as defined
by the D.C.
Circuit’s decision
in Horn. In par-
ticular, Saba
argued that its transactions satis-
fied the plain meaning of Code
Secs. 1001 and 453, and that the
economic substance doctrine
could not be applied “indepen-
dently” of these Code provisions.
Saba argued that its transactions
had economic substance as de-
fined by Gregory and Horn, since
its transactions fully complied
with both the language and pur-
pose of Code Secs. 1001 and 453
and were “the thing which the stat-
ute intended.”

Saba’s argument consisted of
two parts. First, the Tax Court had
found as a fact that “Saba had
sold the [private placement notes]
and [certificates of deposit] for
cash and LIBOR Notes.” Thus,
there was no dispute that Saba
had transferred ownership of
property in exchange for property
with materially different charac-
teristics. The transfer of the private
placement notes and certificates
of deposit in exchange for cash
and LIBOR notes created a sub-
stantial change in Saba’s
economic position, since the
characteristics of the LIBOR
notes were quite different from
the instruments Saba had given
up. This transaction clearly quali-
f ied as a taxable sale for
purposes of Code Sec. 1001, and

qualified as a “sale” as defined
in Cottage Savings.92

The Tax Court held, however,
that this sale lacked “economic
substance.” Saba argued that the

Tax Court’s holding was a non se-
quitur; since the economic
substance doctrine cannot be ap-
plied “independently”93 of the
Code, the Tax Court erred in ap-
plying the economic substance
doctrine to a transaction which
clearly qualified as a “sale” for
purposes of Code Sec. 1001. In
other words, if the transaction that
“actually occurred” does in fact
qualify as a sale “in reality,”94 the
role of the economic substance
doctrine comes to an end; it can-
not be applied “independently” to
deny economic substance to a
transaction that plainly falls within
the scope of Code Sec. 1001.

Second, Saba argued that if its
transactions qualified as sales, the
gains and losses from these sales
must be taxed under Code Sec.
453. On the appeal, the IRS con-
ceded that Saba had correctly
calculated its losses under the
rules of Code Sec. 453, but argued
that Code Sec. 453 was not in-
tended to allow the creation of
“paper,” i.e., noneconomic losses.

There is no denying that, when
any given year is viewed in iso-
lation, Code Sec. 453 creates
losses which do not correspond
to economic reality. The IRS
nonetheless agreed that Code
Sec. 453 would produce the

Why should ownership of an office

building be treated differently than

ownership of an AA-rated note (assuming

the ownership is genuine in each case)?
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“correct result over the period
of the transaction.”95 And there
is ample evidence that Congress
fully understood that the Code
Sec. 453 regulations would pro-
duce noneconomic results in
any given year. After all, the
regulations were deliberately
designed to create gain at the
beginning of the transaction and
to defer losses to the end of the
transaction. The regulations
carry out Congress’ intent by
“maximizing the selling price”
and accelerating payments to
the earliest date permitted un-
der the sale agreement.96 Since
the regulations accelerate the
taxation of cash but defer the re-
covery of basis when cash is not
received, the regulations will in-
evitably produce noneconomic
results. Indeed, the regulations
acknowledge that their opera-
tion may create “substantial
distortions” of income.97 This
distortion of economic income
is perfectly consistent with tax
accounting principles, which
are designed to accelerate rev-
enue and defer deductions.98

Since Congress clearly intended
that Code Sec. 453 accelerate
gains and defer losses, it seems
absurd to suggest that this pattern
of gains and losses lacks economic
substance. Indeed, there can be
little doubt that the IRS would in-
sist on following Code Sec. 453
to the letter when the shoe is on
the other foot.99

These arguments were played out
during the oral argument in Saba.
While the commentary during oral
argument is obviously not disposi-
tive as to a court’s views, the D.C.
Circuit once again displayed dis-
agreement with the Third Circuit’s
version of economic substance as
set forth in ACM, Wexler and
Lerman. At oral argument, the IRS’s
counsel argued that Horn should be

limited to the narrow issue pre-
sented by the application of Act Sec.
108(b). Judge Edwards disagreed:

[T]he Horn decision is at odds
[with the 3rd Circuit]. It
makes it very clear the D.C.
Circuit is at odds with the 3rd
Circuit. We don’t read the
statute the same way … We
don’t agree with that … We’re
not going that approach.
Horn clearly rejects that. The
sham [doctrine] is … I’m just
going to call it a sham with-
out regard to what the statute
says. Horn completely rejects
that, and we rejected the 3rd
Circuit in Horn.

The different statute [Act Sec.
108] is an argument, but the
approaches that we use are
quite different. The 3rd Circuit
tends to simply lay on a sham
… and that’s exactly what the
dissent [in the 3rd Circuit] is
about—sham analysis without
regard to the statute.100

The D.C. Circuit thus refused to
follow the IRS’s request that it ap-
ply the economic substance
doctrine to Saba’s transaction, and
accordingly declined to affirm the
Tax Court’s opinion in Saba and
declined to follow ACM.

As an alternative to its claim
on economic substance,101 the
IRS argued that the D.C. Circuit
should apply its earlier deci-
sion in ASA Investerings102 and
hold that Saba did not qualify
as a partnership for federal tax
purposes. The D.C. Circuit de-
clined to apply ASA, however,
as the Tax Court had not made
factual findings or ruled on the
partnership issue.103 The D.C.
Circuit therefore remanded the
ASA issue to the Tax Court for
further proceedings.

The D.C. Circuit’s decision in
ASA focuses on the issue of
whether a given arrangement
should be treated as a partnership
for federal tax purposes. In ASA, the
D.C. Circuit upheld the Tax Court’s
opinion that one of the Merrill
Lynch partnerships did not in fact
qualify as a partnership for tax pur-
poses. By focusing on the narrower
issue of whether the parties’ actions
and intent are consistent with part-
nership status, the ASA decision
avoids some of the problems with
the a priori test of economic sub-
stance and thus is arguably
consistent with Gregory.

The decision in ASA presents its
own issues, however. The Tax
Court made a series of factual find-
ings in ASA that called into
question the partnership’s status as
such. In particular, the Tax Court
found that the purported partners
in ASA had no intent of living up
to their written partnership agree-
ment, and instead negotiated an
unwritten agreement (the “Ber-
muda Agreement”) which actually
governed their conduct.104 As part
of this Bermuda Agreement, one
of the partners was promised a
specified return and thus did not
share in the partnership’s profits.
Similarly, the partners did not
share in expenses.105 To the extent
that the D.C. Circuit’s opinion is
based on these factual findings,
the result hardly seems surprising.

The opinion in ASA, however,
also contains language stating that
“the absence of a nontax business
purpose” is fatal to partnership sta-
tus. This language appears to be
in conflict with the Supreme
Court’s decisions in W.O.
Culbertson and F.E. Tower, which
emphasize that the partnership is-
sue requires an examination of “all
the facts.”106 Tower and Culbertson
both indicate that a motive to
avoid tax is only one fact out of
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many that must be taken into ac-
count.107 Similarly, the decision in
Chisholm gave effect to a partner-
ship “formed confessedly to avoid
taxation.”108 The language in ASA
is also inconsistent with the legis-
lative history of the partnership
rules, which indicates that Con-
gress intended to eliminate
“business purpose” and the “sub-
jective intent” of the parties as tests
for partnership status.109

To the extent that the ASA test
focuses solely on the partners’
subjective intent and ignores ob-
jective events, it would appear
to violate Gregory’s require-
ments to “fix the character of the
proceeding by what actually oc-
curred.” I f  taxpayers have
actually pooled their capital and
have shared the profits and ex-
penses of their venture, it is
difficult to understand why they
should not be treated as partners.

The decision in ASA relies, in
part, on Moline Properties, Inc. 110

The D.C. Circuit read Moline
Properties as creating a “unitary
test” for partnership status under
which the “absence of a nontax
business purpose is fatal.” Thus,
“business activity” alone would
not be sufficient to uphold part-
nership status. This interpretation
of Moline is debatable; most cir-
cuits have read Moline as creating
a two-part test under which an
entity will be recognized if it ei-
ther engages in business activity
or is formed for a business pur-
pose.111 In any event, Tower and
Culbertson, not Moline, are the
proper authorities for determin-
ing partnership status.

ASA is likely not the D.C.
Circuit’s last word on the partner-
ship issue, as two recent cases,
as well as the remand in Saba,
may give the D.C. Circuit an op-
portunity to further clarify its
decision in ASA.112

It may well be true, as one com-
mentator has suggested, that
Congress would not have ap-
proved of the ACM transaction.113

The economic substance doctrine
should not be applied, however,
by attempting to second-guess
what Congress would have done
or not done in a particular situa-
tion. While some (but not all)
schools of thought hold that
courts should attempt to enforce
Congress’ intent, the “zeal ‘to ef-
fectuate the intent of Congress’”
should not shortcut careful statu-
tory analysis.114 The statute is,
after all, the clearest and best evi-
dence of Congress’ intent, and
any analysis of economic sub-
stance that does not take into
account the words of the statute
will inevitably lead to a usurpa-
tion of Congress’ proper role.

V. The Statutory
Theory of
Economic Substance
A statute-based theory of eco-
nomic substance will inevitably
have important consequences for
economic substance analysis. The
reversal of several recent Tax Court
cases115 can, at least in part, be
attributed to an emphasis on eco-
nomic substance as opposed to
clear statutory analysis.

A. Tax Avoidance Intent, Profit

Potential and Business Purpose

in a Statutory System

In recent cases, the Tax Court has
placed an increasing emphasis
upon evidence relating to a
taxpayer’s motive to avoid tax.
This mode of analysis obviously
contradicts Gregory’s require-
ment that a tax avoidance motive
is to be “disregarded,” and thus
several of these decisions have
been reversed.116

The proper role of a taxpayer’s
motive to avoid tax in assessing his
liability for tax is thus a continu-
ing conundrum in tax law. At the
risk of appearing obvious, it is our
belief that a taxpayer’s motive to
avoid tax should be relevant only
when a reasoned interpretation of
the statute makes it relevant. There
are numerous provisions in the
Code that depend upon a
taxpayer’s motive; for example,
Code Secs. 162, 165(c), 167, 183
and 212, to name only a few, ex-
plicitly depend upon a
determination that a taxpayer is
either engaged in a business or
engaged in the production of in-
come. Therefore, in any case
governed by these provisions, it is
eminently reasonable to demand
that the taxpayer’s conduct be
motivated by a “business purpose”
or a “potential for profit.” Thus, the
familiar two-pronged analysis
makes sense in such cases.

Even in such cases, however, a
taxpayer’s motive to avoid tax
should not necessarily lead to a
determination that the taxpayer
has not complied with the statute.
The motive to avoid tax should be
determinative only when such a
motive so impinges upon any
business or profit motive that it can
properly be held the taxpayer had
no such purpose or motive. To
paraphrase Judge Hand in
Chisholm, the only “purpose
which counts” is the purpose that
“defeats or contradicts” the claim
that a taxpayer has engaged in a
transaction for purposes of busi-
ness or profit. A motive to avoid
tax is not necessarily inconsistent
with these purposes and therefore
is neutral in itself.

Again at the risk of stating the
obvious, when the statute does not
provide, either directly or by clear
implication, that the taxation of a
transaction depends upon the
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taxpayer’s motive, the motive to
avoid tax should be irrelevant. The
Tax Court followed this rationale
in Cottage Savings. In that case,
the IRS argued that an exchange
of mortgage participations in ex-
change for mortgage
participations with materially dif-
ferent characteristics lacked
economic substance because the
transfers were, as the Tax Court
found, “solely tax-motivated.”117

The Tax Court stated that such a
motive was not decisive, although
it would have been in the context
of Code Secs. 183(a) and
165(c)(2). Thus, Cottage Savings
was entitled to the loss claimed
because the property given up was
materially different from the prop-
erty received and therefore this
transfer qualified as a “sale” for tax
purposes, without regard to the
motive to avoid tax.

The Sixth Circuit applied an eco-
nomic substance analysis and
reversed, holding that the
taxpayer’s “economic position”
was not changed by the exchange
of the mortgage participations. The
Sixth Circuit’s application of the
economic substance doctrine is
unclear; the court acknowledged
that the “taxpayer’s motive … does
not control deductibility,” but a
few sentences later claimed that
every transaction must “have
some business purpose.”118

The Supreme Court reversed,
basing its decision upon a thor-
ough analysis of the purpose of
Code Sec. 1001. The Court con-
cluded that the purpose of Code
Sec. 1001 required a simple and
straightforward test, and therefore
rejected the IRS’s argument that
Code Sec. 1001 includes an “eco-
nomic substance” requirement.

Much has been made of the
fact that the IRS downplayed his
“economic substance” argu-
ment at the Supreme Court. We

believe that the failure of the IRS
to pursue the economic sub-
stance argument at the Supreme
Court reflects a simple reality:
it is impossible to construct a
coherent argument that a trans-
action that actually conveys the
ownership of property does not
constitute a “sale” for tax pur-
poses.  A transaction that
actually results in a transfer of
the “benefits and burdens of
ownership” to the buyer is a sale
in fact as well as in form and
must be respected as having
economic substance.

Since Gregory requires an exami-
nation of “what actually occurred,”
an inquiry into motive has no role
when the taxpayer has actually
transferred ownership of property.119

A “sale” would lack economic sub-
stance only when the purported
transaction did not actually convey
ownership of property to the pur-
chaser.120 For this reason, no case
has ever held that a genuine trans-
fer lacks substance as such simply
because the transfer was undertaken
for tax purposes.121

The decision in UPS may be
viewed as consistent with this
line of cases. The issue in UPS
was whether UPS or OPL should
be taxable on income generated
from excess value coverage. The
Eleventh Circuit concluded that
OPL was taxable on this in-
come, in large part because UPS
had ceded ownership of the
business of providing excess
value coverage:122

OPL is an independently tax-
able entity that is not under
UPS’s control. UPS really did
lose the stream of income it
had earlier reaped from excess-
value coverage. UPS genuinely
could not apply that money to
any use other than paying a
premium to National Union:

the money could not be used
for other purposes, such as
capital improvement, salaries,
dividends, or investment. These
circumstances distinguish
UPS’s case from the paradig-
matic sham transfers of
income, in which the taxpayer
retains the benefits of the in-
come it has ostensibly forgone.
(citation omitted) Here that
benefit ended up with OPL.
There were, therefore, real eco-
nomic effects from this
transaction on all of its parties.

To put it another way, the purpose
to avoid tax is not inconsistent with,
and does not contradict, the pur-
pose to make a genuine transfer. In
fact, the Chisholm brothers under-
stood that their plan to avoid tax
required a genuine transfer of own-
ership. If this was their purpose, they
succeeded, since “they performed
consciously and successfully the
legal acts” that established a trans-
fer of ownership.123

Judge McKee appears to have
followed a similar analysis in his
dissenting opinion in ACM:
“ACM’s sales of the Citicorp Notes
for cash and LIBOR Notes resulted
in the exchange of materially dif-
ferent property. I believe our
inquiry should proceed no fur-
ther.”124 Although it is certainly not
clear from the D.C. Circuit’s opin-
ion in Saba, it appears that the
D.C. Circuit may have declined to
follow ACM for similar reasons.

The recent decision in Compaq
further illustrates the difficulty of
attempting to apply the two-
pronged analysis in contexts
where it does not fit well, if at all.
Compaq involved a cross-border
dividend stripping transaction de-
signed to create foreign tax credits
for the taxpayer. In the Tax Court,
Compaq argued that the court
“should not apply an economic
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substance test” because the for-
eign tax credit provisions provide
a “highly articulated statutory limi-
tation,”125 and therefore Compaq’s
claim to the credit carried out
Congressional policy as set out in
an extremely detailed statute.

The Tax Court disagreed and
applied the traditional two-
pronged analysis. Emphasizing
that the “petitioner was motivated
by the expected tax benefits of the
ADR transaction,” the Tax Court
ruled that the transaction lacked
economic substance.

On the appeal, the Fifth Circuit
reversed, holding that the transac-
tion produced both a “pre-tax
profit and an after-tax” profit, and
that the intent to capture this profit
constituted a business purpose.

The parties’ respective argu-
ments in Compaq concerning the
potential for profit are almost en-
tirely circular. If one agrees with
the Fifth Circuit that the portion
of Compaq’s dividend that was
used to pay Netherlands income
tax was income to Compaq and
that the corresponding tax should
not be treated as an expense in
calculating pre-tax profit, it inevi-
tably follows that Compaq earned
a profit. If, on the other hand, one
agrees with the Tax Court that
only the net dividend should be
treated as income to Compaq, it
inevitably follows that Compaq
did not earn a profit.

Thus, the outcome of Compaq
depends upon broader principles
than the simple application of the
economic substance test. If one
agrees that foreign taxes should be
treated the same as U.S. taxes, i.e.,
the profit of a transaction should
be determined before the applica-
tion of both U.S. and foreign taxes,
the Fifth Circuit’s decision in
Compaq would appear to be cor-
rect. If one disagrees, as some
commentators have,126 the Tax

Court’s decision in Compaq would
more likely be correct.

Resolution of this issue, in turn,
requires understanding the pur-
pose of Code Sec. 901 and the
foreign tax credit, and the two-
pronged test is of no help in this
inquiry. The purpose of Code Sec.
901 is to avoid international
double taxation. In its brief in the
Fifth Circuit, Compaq argued per-
suasively that this purpose
requires that U.S. tax and foreign
tax be treated in the same man-
ner. While the Fifth Circuit did not
refer to this argument, it may ex-
plain the Fifth Circuit’s conclusion
that Compaq was indeed subject
to double taxation “[w]ithout the
tax credit.”

After all, it appears to be unde-
niable that Compaq was subject
to both U.S. and Netherland tax if
one assumes that Compaq really
owned the Royal Dutch ADRs.
Although it might have been pos-
sible to argue that Compaq was
not the beneficial owner of the
Royal Dutch ADRs, the govern-
ment explicitly declined to raise
this argument.

B. “Practical Economic Effects”

and “Meaningful Economic

Consequences”

While an examination of the
“practical economic effects” of
a transaction is certainly impor-
tant in determining economic
substance, this inquiry alone is
not sufficient if the inquiry does
not take heed of the statute. For
example, the purchase of a Trea-
sury bill with funds held in an
interest-bearing savings account
has almost no “practical eco-
nomic effects,” but no one would
seriously argue that this transac-
tion lacks economic
substance.127 Similarly, the Cot-
tage Savings transaction had no
“practical economic effects”

other than the triggering of tax
losses, but the transaction was
nevertheless upheld because
Code Sec. 1001 embodies a
“materially different characteris-
tic” standard, not the change in
“economic position” standard
that the Sixth Circuit applied.

The “practical economic effects”
test also runs the risk of ignoring
exposure to risk. The ownership of
a CD that produces a four-percent
return may have the same “eco-
nomic effects” as ownership of an
Internet stock that produces a four-
percent return, but no one would
suggest that these are equivalent in-
struments. Since courts necessarily
operate with hindsight, judicial de-
cisions that apply the “practical
economic effects” test to treat
equivalent outcomes as identical in
all respects distort economic real-
ity. Thus, a careful examination of
risk must necessarily play an impor-
tant role in the application of the
economic substance doctrine, even
when potential risks do not produce
practical economic effects.

In this regard, it seems impossible
to deny that the transaction in ACM
had “meaningful economic conse-
quences.”128 In ACM, the ACM
partnership bought over $200 mil-
lion in Citicorp notes. The purchase
of these notes exposed ACM to
credit risk, event risk, credit spread
risk and liquidity risk. Reasonable
men and women can certainly dis-
agree about the significance of
each of these risks. It cannot be
denied, however, that ACM actu-
ally took on the unique benefits
and burdens of owning the Citicorp
notes, and it is not clear why its
ownership of these instruments
may be disregarded. While the
owner of a Treasury bill may be
regarded as owning a safe invest-
ment, he cannot be regarded as any
less an “owner” of the Treasury bill
than an owner of volatile stock
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