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Jodi Schwartz provides a framework for analyzing whether, or 
how, the economic-substance doctrine applies to commonplace 

corporate transactions.

Introduction
On March 30, 2010, President Obama signed into 
law the Health Care and Education Reconciliation Act 
of 20101 (“the Act”). Section 1409 of the Act added 
Code Sec. 7701(o) to the Internal Revenue Code of 
1986, as amended (“the Code”),2 which codifi es the 
economic-substance doctrine (“the ESD”). As a gener-
al matter, the ESD is a judicially developed anti-abuse 
doctrine used by the courts to deny the tax benefi ts 
of certain tax-motivated transactions that satisfy the 
literal reading of the Code, but exactly which benefi ts 
the court determines Congress did not intend to be 
available.3 In particular, ESD disregards tax-motivated 
transactions that do not result in a meaningful change 
in the taxpayer’s economic position other than by 
reason of the tax benefi ts they generate.4

The Act establishes the test to be applied by the 
courts in determining whether ESD has been satisfi ed, 
assuming the doctrine is “relevant” to the transaction 
in question, but does not establish the criteria for “rel-
evance” and generally purports to leave much of the 
law in this area unchanged. In addition to codifying 
the doctrine itself, the Act also imposes signifi cant 
penalties associated with engaging in transactions 
that do not satisfy the ESD, as well as underreporting 
of facts related to such transactions.

The codifi cation of ESD, with its practical con-
sequence in light of the penalty provisions, has 
engendered a fl urry of commentary from practitioners, 
academics and government offi cials. The viewpoints 

have been varied, but the codifi cation has generally 
caused signifi cant concern among practitioners and 
taxpayers as to whether and to what extent it might 
apply to traditionally acceptable tax planning and 
not merely to artifi cial abuse transactions.

In essence, uncertainty and concern regarding the 
scope of the ESD as codifi ed refl ect the diffi culty 
in capturing through statutory language a doctrine 
that has been judge-made and largely contextual. It 
was for this reason that many professional groups, 
including the New York State Bar Association Tax 
Section, opposed codifi cation.5 As applied by judges, 
the ESD could take into account all the facts and 
aspects of a completed transaction. In the codifi ed 
version, context is relevant only through the concept 
of “relevance”—an awkward construct. This article 
attempts to re-introduce context in the interpretation 
of the codifi ed ESD by creating an interpretive “lens” 
to facilitate the determination of ESD’s relevance to 
particular, commonplace corporate transactions by 
reference to practical, real-world factors that implic-
itly underlay the historical application of the ESD by 
the courts.

Brief History of the 
Economic-Substance Doctrine
The ESD is one of a number of anti-abuse doctrines 
developed by the courts to deny tax benefi ts of cer-
tain tax-motivated transactions. In addition to the 
ESD, these doctrines include the “substance-over-
form,” “sham-transaction,” “step-transaction” and 
“business-purpose” doctrines. The genesis of most 
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of these doctrines is the Supreme Court’s seminal 
decision in Gregory v. Helvering.6 Gregory, however, 
did not expressly establish the ESD. It was in subse-
quent cases that the Supreme Court began to shape 
the doctrine as it is understood today,7 and it was 
not until its decision in Frank Lyon that the Supreme 
Court articulated the origins of the modern two-prong 
test.8 Since Frank Lyon, however, the Supreme Court 
has not decided any signifi cant ESD cases, leaving 
the continued articulation of the two-prong test and 
its application to the lower courts. 

The lower courts, however, have struggled with the 
doctrine’s application, almost always in the context 
of artifi cial transactions having no relation to the 
taxpayer’s business. They have not been consistent 
in their application of the ESD, developing three dif-
ferent variations of the test for whether a particular 
transaction had economic substance. Generally, all 
courts concluded that ESD required them to evalu-
ate whether the transaction had economic substance 
(the objective component) and whether the taxpayer 
had a nontax business purpose for engaging in the 
transaction (the subjective component). However, 
the courts disagreed as to whether a showing of both 
components was necessary. Some courts adopted a 
conjunctive test, requiring that a taxpayer establish 
the presence of both (1) economic substance and 
(2) business purpose in order to satisfy ESD.9 Other 
courts applied a disjunctive test, which required 
that the taxpayer establish either (1) economic 
substance or (2) business purpose, but not both.10 A 
third approach, sometimes referred to as the “unitary 
analysis,” used by some courts was to view economic 
substance and business purpose as “simply more 
precise factors to consider” in determining whether 
tax benefi ts of a particular transaction should be 
denied on ESD grounds.11

The courts have also adopted varying approaches 
as to how a taxpayer can satisfy either prong of 
the test. As to the objective component, various 
approaches taken include the determination of 
whether the transaction had an expected profi t 
without taking into consideration its tax effects, a 
comparison of the disputed transaction with trans-
actions that may be expected to occur in the usual 
course of business, the application of a cost-benefi t 
analysis and an opportunity cost analysis (which 
considers whether the taxpayer could have obtained 
the same economic result absent the disputed 
structure).12 As to the subjective component, courts 
have reached different conclusions as to whether 

the tax-motivated purpose must be the sole purpose, 
the motivating purpose or just an important purpose 
for the transaction.13

In sum, the application of the ESD test in the courts 
has been fairly inconsistent, which has caused many 
commentators in the past to question its usefulness.14

Impetus for Codifi cation
Concerns regarding the lack of uniformity among the 
courts in applying the ESD began to intensify at the 
end of the 1990s, due to the perceived threat from 
the ongoing proliferation and increased complexity 
of corporate tax shelters.15 In 1999, both the Treasury 
and the Joint Committee on Taxation (“Joint Com-
mittee” or “JCT”) issued comprehensive reports on 
tax shelters, suggesting for the fi rst time that the ESD 
should be codifi ed and used as the primary tool in 
denying tax benefi ts resulting from such tax shelters.16 
For example, the Treasury report concluded that “a 
substantive change [was] necessary to address corpo-
rate tax shelters” and that any such change “should 
embody the adoption of coherent standards rather 
than narrow, mechanical rules.”17 According to the 
Treasury, “[t]he centerpiece of the substantive law 
change should be the codifi cation of the economic-
substance doctrine.”18 

Beginning in 2001, there had been numerous at-
tempts to codify ESD, with the last signifi cant push for 
its adoption prior to its recent codifi cation occurring 
in 2006.19 Notably, these proposals were initiated at 
a time when the tax law was lacking in many of the 
current reporting rules that are designed to facilitate 
enforcement and deter tax shelters and other abusive 
transactions, including “reportable” and “listed” 
transactions,20 Circular 23021 and, most recently, 
schedule UTP.22 Taken together, these reporting rules 
effected a drastic change in the overall compliance 
regime. But, even in an environment of less strin-
gent reporting obligations, each of the proposals for 
codifi cation of the ESD was met with severe criticism 
from many practitioners and other commentators. 
Practitioners were primarily concerned about the po-
tential invalidation of, and imposition of substantial 
penalties on, typical business transactions in light of 
the uncertain scope and application of ESD.23 Com-
mentators, as well as previous administrations, were 
also concerned that codifi cation would limit the fl ex-
ibility of the courts and weaken ESD.24 

As a general matter, even before codifi cation, the 
IRS has had signifi cant success in the courts when 
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seeking to invalidate abusive transactions on eco-
nomic-substance grounds.25 Nevertheless, Congress 
sought to “clarif[y] and enhance[] the application of 
the economic-substance doctrine.”26 Consequently, 
the ESD was codifi ed in Section 1409 of the Act27 
with the new provisions effective for transactions 
entered into after March 30, 2010. Thus, there will 
likely be some time before it becomes clear how, if 
at all, the codifi cation of ESD will affect existing tax 
law and tax planning in conjunction with legitimate 
business transactions. 

Overview of the Statute and the 
JCT and House Reports
The new ESD-related statutory provisions are gen-
erally contained in new Code Sec. 7701(o) with 
related penalty provisions incorporated into Code 
Secs. 6662, 6664 and 6676, as applicable.

Applicability of ESD
As an initial matter, the statute provides that the two-
prong test for determining whether a transaction has 
economic substance is applicable only “[i]n the case 
of any transaction to which the [ESD] is relevant.”28 
The statute, however, provides little guidance as to 
how this determination is to be made, stating only that 
“[t]he determination of whether the [ESD] is relevant 
to a transaction shall be made in the same manner 
as if this subsection had never been enacted.”29 The 
report of the JCT (“JCT Report”) is somewhat more 
informative in stating that “the provision does not 
change present law standards in determining when 
to utilize an economic substance analysis” with a 
footnote that states that “[i]f the realization of the 
tax benefi ts of a transaction is consistent with the 
Congressional purpose or plan that the tax benefi ts 
were designed by Congress to effectuate, it is not 
intended that such tax benefi ts be disallowed.”30 
The report of the House of Representatives (“House 
Report”), in turn, notes that “[i]f the tax benefi ts are 
clearly consistent with all applicable provisions of 
the Code and the purposes of such provisions, it is 
not intended that such tax benefi ts be disallowed 
if the only reason for such disallowance is that the 
transaction fails the economic-substance doctrine as 
defi ned in this provision.”31 Without any guidance in 
the statutory text and limited guidance in the relevant 
reports, however, it remains highly unclear how a 
court is to make this determination, especially since, 

pre-codifi cation, it was not always clear where the 
courts ever actually considered whether the ESD was 
“relevant” to a particular transaction before apply-
ing the two-prong test. Even if the courts did make 
such a determination in past ESD cases, they did not 
always do so expressly, leaving taxpayers with little 
guidance in this regard. 

Conjunctive Two-Prong Test 
and Other Mechanics
As indicated by the statute with respect to the “rel-
evance analysis,” according to the JCT and House 
Reports, the codifi cation of the ESD is for the most 
part not intended to effect a signifi cant change in 
existing law.32 One substantive change that is ef-
fected by the statute, however, is the imposition 
of uniform standards for the mechanical applica-
tion of the ESD. Most notably, the statute codifi es a 
conjunctive two-part test for determining whether a 
transaction has economic substance.33 Thus, in order 
for its transaction to be treated as having economic 
substance, a taxpayer must satisfy both the objective 
and subjective prongs of the ESD test by demonstrat-
ing that (1) the transaction changes the taxpayer’s 
economic position in a meaningful way (apart from 
Federal income tax effects) and (2) the taxpayer has 
a substantial purpose for entering into the transaction 
(apart from federal income tax effects).34 As noted by 
the JCT Report, “[t]his clarifi cation eliminates the 
disparity that exists among the Federal circuit courts 
regarding the application of the doctrine, and modi-
fi es its application in those circuits [that adopted the 
disjunctive or unitary test].”35

The statute also imposes additional requirements 
relating to how courts are to determine whether each 
prong of the ESD test has been satisfi ed. One such ar-
guably additional requirement is found in the statute’s 
formulation of the two-part test itself, the subjective 
prong of which states that the nontax business pur-
pose for the transaction must be “substantial.”36 The 
potential impact of this addition is unclear. The courts 
have not clearly articulated such a requirement, and 
the statute provides no guidance as to what is meant 
by “substantial.” The JCT and House Reports similarly 
provide no additional guidance on this point. In ad-
dressing the business purpose requirement, however, 
both reports add a footnote indicating that not only 
must the transaction be entered into for a business 
purpose, but the transaction must also be “rationally 
related” to such purpose.37 While some courts have 
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previously considered this factor, the statute itself 
does not specifi cally incorporate it, although it may 
be argued that “rational relationship” is inherent 
in the notion of true motivation. Thus, the import 
of the footnote contained in the JCT and House 
Reports—in particular, whether it indicates that the 
requirement that the business purpose be “substan-
tial” somehow incorporates a requirement that the 
transaction be rationally related to such purpose—is 
left for interpretation. 

Another point of clarifi cation related to the sub-
jective prong is that achieving fi nancial accounting 
benefi ts is not a “good” nontax business purpose 
for the transaction “if the origin of such fi nancial 
accounting benefi t is a reduction of Federal income 
tax.”38 A different approach would risk eviscerating 
the nontax business purpose requirement of the 
ESD.39 For similar reasons, the statute also provides 
that state and local tax savings are not to be con-
sidered in determining whether a transaction has 
economic substance, to the extent such effects are 
“related” to a federal income tax effect.40 In other 
words, state and local taxes cannot provide economic 
substance to a transaction and justify its attendant 
federal tax benefi ts if the reduction in state and local 
taxes arises by virtue of a reduction in federal taxes. 
Otherwise, many abusive transactions could be justi-
fi ed on these grounds. 

The statute also clarifi es the importance of the 
profi t potential of the transaction. First, the statute 
indicates that no particular level of profi t is required 
and that taxpayers may rely on factors other than 
profi t potential to satisfy either prong of the test.41 
But, should a taxpayer choose to rely on potential for 
profi t from the transaction, such potential is relevant 
in determining whether either prong of the ESD test 
is met only to the extent that the present value of the 
reasonably expected pre-tax profi t from the transac-
tion is “substantial” in relation to the present value of 
the expected net tax benefi ts of the transaction.42 The 
statute, however, does not indicate what is meant by 
“substantial.” The statute does specify that transac-
tion fees are to be treated as expenses for purposes 
of calculating expected pre-tax profi t.43 In addition, 
the statute instructs the Secretary to issue regulations 
that would require foreign taxes to also be treated as 
expenses in “appropriate cases.”44

Finally, the statute provides that the ESD is appli-
cable to personal transactions of individuals only to 
the extent such transactions are related to a business 
or income-producing activity of the taxpayer.45

Certain Defi nitions

The statute also contains two defi nitions, including 
the defi nition of ESD itself. The ESD is defi ned as 
the common-law doctrine under which tax benefi ts 
of a transaction “are not allowable if the transaction 
does not have economic substance or lacks a busi-
ness purpose.”46 The JCT and House Reports note 
the defi nition in passing, indicating that it is con-
sistent with the adoption of the conjunctive test.47 
However, the defi nition—specifi cally, the use of the 
word “or” therein—raises a possible interpretative 
question, namely whether Congress intended that 
the defi nition encompass any transaction for which 
there is a business-purpose requirement. If so, even 
transactions that traditionally would not have been 
subject to the ESD analysis may now be subject to 
such analysis and its related penalties. This would 
represent a signifi cant departure from what was 
generally understood to be prevailing law and would 
ignore the statutory requirement that the transac-
tion in question be one to which the requirement 
is “relevant.”

The second defi nition provides that the term “trans-
action” includes “a series of transactions.”48 In this 
regard, both the JCT and House Reports state that 
the doctrine does not affect the ability of the courts 
to aggregate, disaggregate, bifurcate or otherwise 
recharacterize a transaction.49 The Reports cite to 
Coltec Industries, Inc.50 in further noting that “the 
provision reiterates the present-law ability of the 
courts to bifurcate a transaction in which indepen-
dent activities with nontax objectives are combined 
with an unrelated item having only tax-avoidance 
objectives in order to disallow those tax-motivated 
benefi ts.”51 But, although the courts have not been 
consistent in their willingness to focus on individual 
steps of a transaction in applying the ESD, nor pro-
vided a framework for analysis as to when a more 
narrow focus may be appropriate, neither the stat-
ute nor the relevant reports provide any additional 
guidance. Accordingly, what constitutes the relevant 
transaction and how this is to be determined remains 
unclear after codifi cation.

Accuracy-Related Penalties
Finally, the new law makes a number of amendments 
to the penalty provisions of the Code, which, taken 
together, impose a strict liability accuracy-related 
penalty for any underpayments attributable to “[a]ny 
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disallowance of claimed tax benefi ts by reason of a 
transaction lacking economic substance (within the 
meaning of § 7701(o)) or failing to meet the require-
ments of any similar rule of law.”52 The applicable 
penalty rate is 20 percent if the facts related to the 
transaction in question are adequately disclosed, 
but a 40-percent penalty applies if such facts are not 
adequately disclosed.

The statute does not specify what is meant by “simi-
lar rule of law.” The JCT and the House Reports, in 
turn, provide cryptic guidance. The JCT Report states 
in a footnote that it is intended that the penalty ap-
plies to any “transaction the tax benefi ts of which are 
disallowed as a result of the application of similar 
factors and analysis that is required under the provi-
sion for an economic substance analysis, even if a 
different term is used to describe the doctrine.”53 The 
House Report, in turn, states that “the penalty would 
apply to a transaction that is disregarded as a result 
of the application of the same factors and analysis 
that is required under the provision for an economic 
substance analysis, even if a different term is used to 
describe the doctrine.”54

Thus, it is diffi cult to predict with any certainty how 
broad the application of the strict liability penalty is 
intended to be. The JCT explanation appears signifi -
cantly broader than the House Report, as it captures 
any transaction the tax benefi ts of which are disal-
lowed based on the application of “similar” factors 
as those relevant to the ESD analysis. The statute, 
in turn, could be read even more broadly in that it 
refers to any “similar rule of law,” without regard to 
the particular factors or analysis to be applied. Read 
expansively, the statute could be interpreted to apply 
a strict liability penalty to underpayments resulting 
from transactions that fail any of the judicially devel-
oped anti-abuse doctrines. Indeed, the JCT and House 
Reports specifi cally note (albeit in a different context) 
that doctrines that are closely related to ESD, and that 
are “sometimes interchangeable with the economic-
substance doctrine,” include the “sham-transaction 
doctrine” the “business-purpose doctrine,” and the 
“substance-over-form doctrine.”55 Although not 
mentioned by the Reports, another arguably related 
doctrine is the “step-transaction doctrine.”56 The JCT 
and House Reports further note that common-law 
anti-abuse doctrines “are not entirely distinguish-
able, and their application to a given set of facts is 
often blurred by the courts, the IRS, and litigants.”57 
Indeed, these doctrines overlap signifi cantly. For ex-
ample, the step-transaction doctrine eliminates steps 

that are lacking in business purpose, or a step can be 
disregarded if it is a formality inconsistent with the 
substance of the transaction. On the other hand, the 
doctrine can also serve as a simple analytical tool 
for determining whether a legitimate, nonabusive 
transaction meets a technical Code defi nition. Given 
the recognition of the possible signifi cant overlap and 
blurring of the lines in this area, the lack of specifi city 
in the statute that imposes a signifi cant strict liability 
penalty is likely to cause signifi cant concerns among 
taxpayers and their tax advisors. 

The Impact of the New Statute 
on Existing Law
Despite indications in the JCT and House Reports 
that the codifi cation of the ESD was generally not 
intended to effect a signifi cant change in existing 
law, as the previous discussion indicates, this is far 
from clear from the statutory text and, to a large 
extent, the JCT and House Reports themselves. The 
statute clearly expands the reach of the doctrine in 
those circuits that applied a disjunctive version of 
the two-part test. It also seems arguably to broaden 
the doctrine more generally by imposing or clarify-
ing certain additional requirements, such as that the 
business purpose for the transaction, as well as its 
pre-tax profi t, where relevant, be “substantial.” Be 
that as it may, the additional statutory requirements 
of this nature generally do not present a signifi cant 
cause for concern. The relevant statutory provisions 
are express and, for the most part, effect only incre-
mental changes, if any, to existing law. 

However, the statute and the JCT and House Re-
ports also contain more cryptic references, which, 
depending on their correct interpretation, could result 
in a radical change in the existing legal landscape. In 
particular, the statute may have expanded the reach 
of the independent business purpose requirement 
and may have also made it much more diffi cult for 
integrated transactions to satisfy the ESD by narrow-
ing the scope of the relevant transaction.

Business Purpose: Statute and 
the JCT and House Reports
New Code Sec. 7701(o)(5)(A) defi nes ESD as a 
common-law doctrine under which tax benefi ts of a 
transaction are “not allowable if the transaction does 
not have economic substance” or “lacks a business 
purpose.” This defi nition raises a number of ques-
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tions. Read literally, does this provision mean that 
every transaction which requires a business purpose 
under the Code is also an ESD transaction? If so, 
does this mean that in the case of every transac-
tion for which a business purpose is required, the 
business purpose must always be “substantial”?58 
Further, if all transactions that require a business 
purpose are also subject to ESD, must they now 
also result in an objective change in the taxpayer’s 
economic position? If this is the case, does the ESD 
subsume both statutory and common-law–based 
business-purpose requirements?

Some commentators have questioned if the codifi -
cation of the ESD has expanded the business-purpose 
doctrine even further, suggesting that without the 
limitation provided by the “relevance” requirement, 
the two-prong ESD test could be interpreted to 
impose a “business purpose requirement on every 
transaction to which any Code section might other-
wise apply.”59 

The JCT and House Reports do not completely 
resolve these ambiguities. According to the Reports: 
“The [ESD statute] defi nes ‘economic-substance doc-
trine’ as the common law doctrine under which tax 
benefi ts under subtitle A with respect to a transaction 
are not allowable if the transaction does not have 
economic substance or lacks a business purpose. 
Thus, the defi nition includes any doctrine that denies 
tax benefi ts for lack of economic substance, for lack 
of business purpose, or for lack of both.”60 While 
the better reading of this sentence is that it refers to 
either the conjunctive or disjunctive test for ESD—
i.e., situations where courts look for either economic 
substance, business purpose or both economic sub-
stance and business purpose, the last sentence of this 
paragraph literally states that the ESD includes the 
business-purpose doctrine. 

The Reports do provide a more encouraging in-
dication that the codifi cation of the ESD has not 
heightened the requirements and expanded the 
applicability of the business-purpose doctrine. The 
JCT Report (as well as the House Report, but with 
slightly different language) explains that “[t]he [ESD 
statute] is not intended to alter or supplant any other 
rule of law, including any common-law doctrine or 
provision of the Code or regulations or other guid-
ance thereunder; and it is intended the provision 
be construed as being additive to any such other 
rule of law.”61 Although this language is helpful, it 
is unlikely to provide taxpayers with great comfort 
in light of the many ambiguities in the statutory 

language and the potentially signifi cant penalties 
that may apply. 

In particular, if the statutory language is properly 
interpreted to mean that any transaction with a 
business purpose requirement is now also an ESD 
transaction, does this also imply that the strict li-
ability penalty may apply to any transaction with 
a failed business purpose?

Many of Subchapter C’s basic transactions have a 
business purpose requirement. For example, Code 
Sec. 355 applies to a transaction “only if it is carried 
out for one or more corporate business purposes.”62 
Business purpose is a requirement of the Code 
Sec. 368 reorganization transactions.63 Some courts 
have even suggested that Code Sec. 351 incorpo-
rations require a business purpose.64 Traditionally, 
failure to satisfy the business purpose requirement in 
any of these contexts has not subjected the taxpayer 
to a strict liability penalty. Has the codifi cation of the 
ESD heightened the stakes in these transactions? 

It seems unlikely that Congress could have intended 
for ESD codifi cation to change the law to this extent. 
On the other hand, Congress is generally aware of 
positions taken by the IRS on particular issues, and it ap-
pears that the IRS has previously applied ESD scrutiny 
to Code Sec. 351 transactions, albeit never expressly. 
The IRS seems to clearly take the position that a Code 
Sec. 351 contribution must have a business purpose 
to be respected,65 but some of these decisions seem 
to go beyond business purpose and suggest that anti-
avoidance doctrines, like ESD, apply to Code Sec. 351 
transactions as a general matter. In Rev. Rul. 60-331,66 
the taxpayer’s closely held corporation was faced with 
an assessment for a defi ciency in personal holding 
company tax, which the corporation could avoid by 
paying a defi ciency dividend distribution. After receiv-
ing this assessment, the corporation’s sole shareholder 
contributed the stock of the corporation to a newly 
formed corporation. The new corporation (which, as the 
old corporation’s new sole shareholder, would be the 
entity receiving the defi ciency dividend) would not be 
required to pay tax on most of the dividend because of 
the dividends received deduction available to corporate 
shareholders. The IRS concluded that the taxpayer’s 
motive for the contribution was to minimize Federal 
income taxes and therefore disregarded the involve-
ment of the new corporation and treated the dividend 
as constructively received by the taxpayer directly. 

In reaching this conclusion, the IRS relied on Greg-
ory v. Helvering67 and Higgins v. Smith,68 noting that 
the underlying theme of these cases was that “only 
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bona fi de business transactions having a legitimate 
business purpose in addition to the minimization of 
taxes will be recognized for tax purposes, and then 
only if the characterization the taxpayer places on 
the transactions is in reality what it purports to be in 
form. A transaction which has no purpose other than 
the avoidance of reduction of taxes, will be ignored 
for tax purposes.” This language in Rev. Rul. 60-331 
[1960-2 CB 189] could arguably provide support 
for the view, suggested in the new ESD statute, that 
the ESD imposes a business-purpose requirement on 
most, if not all, business transactions.

The new accuracy-related penalty provision can 
be read to suggest that the statute may have done 
just that. New Code Sec. 6662(b)(6) applies to 
“[a]ny disallowance of claimed tax benefi ts by reason 
of a transaction lacking economic substance (within 
the meaning of Code Sec. 7701(o)) or failing to meet 
the requirements of any similar rule of law.” The stat-
ute is silent on what is meant by “similar rule of law.” 
The JCT and House Reports note, albeit in a general 
context, that doctrines which are closely related to and 
are “sometimes interchangeable” with the economic-
substance doctrine” include (1) the sham-transaction 
doctrine, (2) the substance-over-form doctrine and 
(3) the business-purpose doctrine [JCT Report, at 142, 
note 300; House Report, at 292, note 106]. Thus, Code 
Sec. 6662(b)(6) may arguably encompass benefi ts 
disallowed under the business-purpose doctrine, even 
if the doctrine is not the same as ESD.

Although it is possible to read the statute in this 
fashion—that the ESD has elevated the business-
purpose doctrine to the same status as the ESD itself, 
at least with respect to applicable penalties—this 
reading is inconsistent with the oft-repeated no-
tion that the codifi cation was primarily intended 
to clarify, rather than alter, existing law. But, how 
is a court to determine in which circumstances a 
taxpayer’s failure to demonstrate a nontax busi-
ness purpose should subject such taxpayer to the 
strict liability penalty. One possible approach can 
be discerned from the JCT and House Reports, or 
in this case, the differences between the two. As 
noted,  in addressing the accuracy related penalties, 
the JCT Report explains that “[i]t is intended that 
the penalty would apply to a transaction the tax 
benefi ts of which are disallowed as a result of the 
application of the similar factors and analysis that 
is required under the provision for an economic 
substance analysis, even if a different term is used 
to describe the doctrine.”69 The House Report, on 

the other hand, states that “the penalty would ap-
ply to a transaction that is disregarded as a result 
of the application of the same factors and analysis 
that is required under the provision for an economic 
substance analysis, even if a different term is used 
to describe the doctrine.”70

The differences in language between the two re-
ports intimate a possible framework for differentiating 
between cases where failing to satisfy the business 
purpose requirement should subject the taxpayer to 
a strict liability penalty and those where it should 
not. Specifi cally, one proposed approach is that the 
penalty is applicable where a court uses common 
law doctrines to fi nd that a part of the transaction 
will be disregarded entirely. So, for example, the 
determination that a transaction (e.g., a spin-off) is 
taxable for lack of business purpose would not give 
rise to a penalty; by contrast, a transaction would be 
subject to the penalty if the court fi nds that all or part 
of the transaction should be disregarded.

This approach would prevent the strict liability pen-
alty from applying to transactions that, while failing a 
statutory or common-law business purpose require-
ment, are not the types of transactions to which the 
ESD is “relevant.” This result seems consistent with 
the intent of the statute. Moreover, the approach is 
supported by existing law.71 “The economic substance 
doctrine denies the tax benefi ts of a transaction by 
causing the transaction to be completely ignored 
for tax purposes. That is, no portion of the transac-
tion is respected—neither the beginning nor the end 
nor the middle.”72 Or, as one court has explained, 
“[o]ver the last seventy years, the economic-sub-
stance doctrine has required disregarding, for tax 
purposes, transactions that comply with the literal 
terms of the tax code but lack economic reality.”73 
On the other hand, a lack of business purpose gen-
erally does not mean that the transaction should be 
disregarded; instead the transaction obtains different 
tax consequences. For example, in the reorganiza-
tion context, a failed business purpose will prevent a 
statutory merger from qualifying as a reorganization.74 
In that case, however, the transaction will not be dis-
regarded for tax purposes, rather it will be treated as 
a different but real transaction, a taxable asset sale.75 
Similarly, a failed business purpose in the context of 
Code Sec. 355 tax-free spin-offs will not cause the 
IRS to disregard the distribution of the shares of the 
controlled corporation; rather, the distribution will be 
subject to tax on the gain inherent in the distributed 
stock under Code Sec. 311(b).76
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Transaction: Statute, JCT 
and House Reports
Beyond business purpose, the new statute may 
have also meaningfully changed existing law by 
expanding the reach of the ESD itself. This is likely 
to be the case if, as the JCT and House Reports 
suggest, the statutory defi nition of “transaction” is 
properly interpreted as an endorsement of the ap-
proach adopted in Coltec Industries, Inc.,77 which 
subjects each individual step of an integrated 
transaction to the ESD. If this is in fact the correct 
view, the ESD as codifi ed has greatly expanded 
the universe of transactions that, despite clearly 
satisfying the literal provisions of the Code, may 
be subject to invalidation on ESD grounds and a 
signifi cant penalty. A court’s understanding of what 
constitutes the relevant transaction for purposes of 
ESD analysis can have a signifi cant impact on the 
resolution of the case, and can often be outcome 
determinative.78 Thus, perhaps the lynchpin ques-
tion may be: what is the (scope of the) transaction 
to be analyzed? 

Good tax planning often involves the addition of 
steps to the transaction that are entirely tax-driven, 
even where the overall transaction clearly has 
economic substance. More often than not, such 
steps also do not meaningfully change a taxpayer’s 
economic position other than by reason of the tax 
benefi ts achieved. For example, the formation of a 
transitory subsidiary in order to qualify an acquisi-
tion as a nontaxable subsidiary merger under Code 
Sec. 368(a)(2)(E) does not, in and of itself, have 
economic substance or business purpose, even 
though the overall transaction—the acquisition—
has a meaningful economic impact and is entered 
into with a nontax motivation.79

Thus, whether economic substance is required 
with respect to the transaction as a whole or with re-
spect to each step of the transaction is an important 
question with potentially signifi cant consequences. 
Courts have reached different conclusions on this 
question, often on similar facts and without much 
explanation. The leading case setting forth the nar-
row view of “transaction” is Coltec Industries,80 
which suggests that economic substance is needed 
for each step of an integrated transaction. Coltec 
is also one of the few cases to expressly focus on 
the framing of the transaction to be analyzed under 
the ESD. 

Coltec Industries

Background Facts
In 1996, Coltec Industries, Inc. (“Coltec”), a publicly 
traded company and the common parent of an affi li-
ated group, sold one of its subsidiaries, recognizing a 
signifi cant capital gain. After this sale was completed, 
Coltec engaged tax advisors to devise a strategy for 
minimizing its tax consequences. 

Transaction
Acting on the advice of its tax advisors, Coltec 
fi rst reorganized one of its dormant subsidiaries 
into a special purpose entity (“SPE”) to which it 
contributed approximately $14 million in cash 
in exchange for SPE stock. Then, another Coltec 
subsidiary, Garlock, Inc. (“Garlock”), transferred 
to the SPE (1) stock of certain of its subsidiaries 
that had previously manufactured products with 
asbestos and (2) a promissory note with face value 
of $375 million issued to Garlock by one of Gar-
lock’s other subsidiaries. The SPE also assumed 
Garlock’s contingent asbestos-related liabilities 
and assumed primary management responsibility 
for handling the asbestos-related claims. The ex-
pected value of the contingent liabilities was only 
slightly less than the value of the assets Garlock 
contributed—in fact, the promissory note was in-
tended to be suffi cient to allow the SPE to cover 
any future asbestos-related claims.

At the time, Code Sec. 358(d)(2) provided that a con-
tributor in a Code Sec. 351 contribution did not have 
to reduce the basis of the stock received in exchange 
for its contribution by the value of any contingent li-
abilities assumed by the newly formed corporation. 
Accordingly, although contributing little net value to the 
ESP, Garlock did not reduce its basis in the SPE stock by 
the expected value of the contingent asbestos-related 
liabilities. As a result, Garlock’s SPE shares had little 
market value, but basis in excess of $350 million. 

Shortly thereafter, Garlock sold its SPE stock to 
two participating banks in exchange for a nominal 
sum, recognizing a signifi cant capital loss. Coltec, 
in turn, used this capital loss to offset its capital 
gain from the earlier subsidiary sale. And, even 
ffter Garlock sold its SPE shares, Coltec retained 
approximately a 93-percent interest in the SPE, and 
stood to benefi t from future losses incurred by the 
SPE, which would be largely duplicative of the loss 
incurred in Garlock’s sale of SPE stock. 
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Observations/Questions
The court agreed with Coltec’s basis calculation 
pursuant to Code Sec. 358, concluding that its 
“loss from the sale of its [SPE] stock f[ell] within the 
literal terms of the statute.”81 The court neverthe-
less disallowed Coltec’s loss on the grounds that 
the step of the transaction which created the loss 
lacked economic substance.

The court took a very narrow approach in framing 
the relevant transaction as the specifi c transaction that 
gave rise to the tax benefi t in question.82 As a result, 
Coltec’s asserted business purpose—the creation 
of an SPE to manage the group’s asbestos-related 
liabilities—although accepted by the court as a le-
gitimate business purpose for the overall transaction, 
was insuffi cient to satisfy the subjective prong of the 
ESD as applied to the relevant step.83 In the court’s 
view, the relevant transaction consisted solely of the 
SPE’s assumption of the asbestos-related contingent 
liabilities in exchange for the promissory note, and 
this particular step did not further the stated objective 
of allowing the SPE to manage the asbestos-related 
claims.84 That objective was accomplished by the 
creation of the SPE alone.85 

The court also fl atly rejected Coltec’s assertion 
that the transfer of the contingent asbestos-related 
liabilities was driven by the need to insulate Coltec 
from any related veil-piercing claims.86 The court 
explained that “[t]he problem [was] that there [was] 
no objective basis for suggesting that the assumption 
of these liabilities by another subsidiary ... would in 
any way ameliorate this veil-piercing problem.”87 In 
reaching this conclusion, the court pointed out in 
particular that “[i]n this respect, Coltec relied entirely 
on the testimony of various Coltec executives about 
the veil-piercing benefi ts that they perceived from 
the ... transaction.”88 Ultimately, because Coltec 
could not satisfy the subjective prong of the ESD 
test as applied to the relevant transaction, the court 
concluded that the “transaction must be disregarded 
for tax purposes.”89

Prior to ESD-codifi cation at least, not all courts have 
adopted Coltec’s approach. For example, in Shell 
Petroleum,90 the court expressly declined to follow 
Coltec and bifurcate a transaction so that it could 
focus solely on the step that generated the tax benefi t. 
Perhaps the existence of a disagreement among the 
courts is unsurprising, as it is questionable whether 
applying ESD to each individual step of a transaction 
is always appropriate. Such an approach is in tension 
with the generally recognized principle, articulated 

by the Supreme Court in Gregory v. Helvering,91 that 
some degree of tax planning is acceptable. With a 
narrow enough focus, it is always possible to isolate 
any tax-planning step and conclude that such a step 
did not have a nontax business purpose or economic 
substance other than that related to federal tax effects. 
But many transactions involving such steps, such as 
pre-transaction structuring to qualify for reorganiza-
tion treatment, for example, have traditionally been 
understood to be acceptable tax-planning techniques 
that have also enjoyed long-standing approval by the 
courts and the service.92 Is the ESD now applicable 
to such steps? 

There are many other questions. Where each step 
is a logical and rational means of achieving the 
overall business objective, can the ESD require an 
examination of a single step? Many individual steps 
of overall transactions are in and of themselves tax-
motivated. What about a step that has tax benefi ts, 
which could be accomplished in another way or 
skipped entirely? 

The new statute does little to clarify these ques-
tions. The statutory text merely provides that the term 
“transaction” includes a series of transactions.93 In 
and of itself, this does not indicate what is the smallest 
relevant “transaction” for ESD purposes. 

The JCT and House Reports are more informative 
than the statute, but they do little to assuage share-
holder concerns in this area. Indeed, both reports 
appear to endorse the narrow Coltec approach. Ac-
cording to both reports, “[t]he provision does not alter 
the court’s ability to aggregate, disaggregate, or other-
wise recharacterize a transaction when applying the 
doctrine”94 and “the provision reiterates the present-
law ability of the courts to bifurcate a transaction in 
which independent activities with nontax objectives 
are combined with an unrelated item having only 
tax-avoidance objectives in order to disallow those 
tax-motivated benefi ts.”95 Moreover, both reports cite 
to Coltec in support of this proposition. 

The reference to Coltec in the JCT and House Re-
ports is likely to further increase the import of this 
case. As one commentator has observed, “[w]hile 
[the JCT and House Reports’] endorsement does not 
mean that circuits that have not applied a Coltec ap-
proach to a given transaction in the past will now do 
so, it will likely embolden the IRS to assert Coltec in 
tax litigation. Indeed, the endorsement of Coltec in 
the legislative history appears to be the basis for the 
IRS’s public statements that it may challenge a future 
transaction having facts similar to the transaction 
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addressed in Shell Petroleum (presumably even in 
the same circuit) notwithstanding its loss in the Shell 
Petroleum case, and may also challenge transactions 
similar to those addressed in other cases that the 
IRS views as having been wrongly decided. The en-
dorsement of Coltec also feeds the uncertainty about 
whether the ESD may be ‘relevant’ to a single step of 
a transaction if not the transaction as a whole.”96 

Ultimately, it is unclear how the references to 
Coltec in the JCT and House Reports will affect the 
development of the law in this area. Coltec involved 
a highly uneconomic transaction in which the court 
essentially held that the taxpayer had not been 
truthful about liability shifting.97 For example, the 
court described one of Coltec’s asserted business 
purposes for the transaction as having “no basis in 
reality” and took issue with the fact that in establish-
ing that business purpose Coltec relied primarily on 
the “subjective views of [its] executives”—testimony 
that the court indicated would not be credited.98 
The district court in Shell Petroleum, Inc.99 later 
described Coltec as involving a “legal [and] logi-
cal fl aw” because of the “objective impossibility of 
[Coltec’s] stated goals for transferring the note in 
exchange for assumption of contingent liabilities.”100 
Query whether the Coltec court was not mostly 
result-oriented in light of concern the court had 
with the taxpayer’s alleged motivation.

Regardless of the underlying motivation for the 
court’s decision, Coltec illustrates that how the trans-
action is framed can be a critical determination in 
any ESD case.101 If Coltec’s focus on each particular 
step of an integrated transaction were adopted univer-
sally, many legitimate business transactions would be 
threatened.102 But, despite the signifi cant uncertainty 
and high stakes, the courts have not developed a co-
herent approach to the “framing” question, making it 
extremely diffi cult (if not impossible) to predict how 
any particular court will frame the relevant transac-
tion for ESD purposes. Given the lack of guidance in 
this area and the potentially outcome-determinative 
nature of the question, it is imperative for the courts 
to develop a framework for analysis. 

One possible approach would be to fi rst consider 
whether each step of the transaction represents a 
reasonable means of accomplishing the stated busi-
ness purpose. If so, and the overall transaction is 
driven by business considerations, then the courts 
should not analyze each individual step under ESD. 
This approach would allow courts to identify suspect 
transactions (like Coltec) that contain an unrelated, 

but critical step, that generates signifi cant tax benefi ts, 
but does nothing at all to further the stated business 
purpose. As was the case in Coltec, the presence of 
such a step indicates the presence of a “structure in 
search of a transaction,”103 which is often indicative 
of abusive transactions. When a particular step raises 
a red fl ag to this extent, it is likely that it is precisely 
that step that is the driving force behind the transac-
tion. In such circumstances, it appears appropriate for 
courts to apply ESD to this step alone. The conclusion 
should be different where a series of smaller steps, 
which admittedly serve no function other than to 
secure certain tax benefi ts (such as pre-reorganization 
structuring into qualifi cation) are part of a broader 
business transaction. These types of steps are tax-
planning steps that are incidental to the predominant 
business transaction. Such steps are consistent with 
the generally accepted principle that taxpayers are 
free to engage in some degree of tax planning. 

Whichever view is ultimately adopted, until the 
courts articulate a framework for analysis with pre-
dictive power, signifi cant ambiguity will remain. The 
endorsement of Coltec in the JCT and House Reports 
will likely only add to the uncertainty and heighten 
taxpayer concern in this area (especially in light of 
the signifi cant potential penalties). 

Presenting the Problem: 
Application of ESD to 
Subchapter C

The potentially expanded reach of the post-codifi ca-
tion ESD is particularly problematic in the context 
of Subchapter C. Subchapter C is by its nature 
highly form-driven. Whether a transaction satisfi es 
any number of highly technical, bright-line rules 
can more often than not have a signifi cant impact 
on its tax consequences.104 There are innumerable 
examples—most notably, Code Sec. 368 and its 
seven enumerated reorganization transactions.105 
This particular statute imposes highly technical and 
sometimes seemingly arbitrary requirements that 
must be satisfi ed before a transaction will qualify for 
nonrecognition treatment under a particular reorga-
nization provision. These requirements often overlap 
and in some circumstances confl ict, but substance 
is not really apparent in the differences between the 
various reorganization transactions themselves, nor 
between the reorganization transactions and ones 
that do not qualify for reorganization treatment.106 
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For example, the reorganization provisions treat a 
merging corporation as the entity that has undergone 
a reorganization, even if it is BigCo that merges with 
TinyCo. In such a case, it is BigCo that has undergone 
a reorganization, even though in substance, it is Ti-
nyCo that is more appropriately viewed as the target 
entity. The use of this “reverse acquisition” structure 
allows the merger to qualify as an A reorganization 
even if a substantial portion of the “target” share-
holders have been cashed out, as the continuity of 
interest requirement applies only to the acquirer.107 
This would not be the case if the merger was struc-
tured in the other direction. 

Moreover, each individual reorganization provision 
has unique technical requirements, thus, transactions 
that differ signifi cantly in substance may qualify for 
reorganization treatment generally, albeit under a 
different provision. For example, the use of too many 
tiers spoils only certain types of reorganizations108 
and the use of voting stock as acquisition currency 
is mandatory in only certain reorganizations,109 
while acceptable levels of boot vary signifi cantly 
between different types of reorganizations.110 Given 
that satisfaction of various technical rules almost 
completely drives the tax characterization in this 
context, planning in and out of tax-free transac-
tions is commonplace and characterization of and 
qualifi cation as a reorganization can have signifi -
cant consequences including whether gain or loss 
is recognized and where valuable attributes move. 
Although many steps taken as part of such structur-
ing could be seen as lacking in economic substance 
(choosing to structure an acquisition as a merger 
rather than a stock-for-stock exchange is often done 
solely in order to achieve reorganization treatment 
under the less restrictive A reorganization provisions), 
the IRS has traditionally not sought to invalidate 
such steps on ESD grounds. Given the context, this 
is hardly surprising. Congress has expressly imposed 
a series of specifi c requirements in the statute111 and 
the courts, following Congressional mandate, have 
enforced these tests quite literally on not infrequent 
occasions.112 Given the highly technical nature of this 
area of law, courts can do little else. “When we are 
dealing with statutory terms of art, the form-substance 
dichotomy is a false one. ‘Substance’ can only be 
derived from forms created by the statute itself. Here 
substance is form and little else; there is no natural 
law of reverse triangular mergers.”113 

The use of highly specifi c, technical requirements 
in Subchapter C is not limited to the reorganiza-

tion context. Thus, the ESD, which stands for the 
proposition that the fact that a transaction meets 
the requirements for specifi c treatment under any 
provision of the Code is not determinative of whether 
it will be respected by the IRS and the courts, is in 
some tension with the literal reading by the courts 
and the IRS of various provisions of Subchapter C 
and its many technical requirements.

The answer cannot be simply that literal compli-
ance with Code provisions is always a necessary, but 
never a suffi cient, condition before a transaction will 
be respected for tax purposes. Indeed, the tax law 
consists primarily of relatively clear statutory rules 
and technical requirements so as to provide taxpayers 
with some degree of certainty and predictability in 
structuring business transactions.114 As the JCT Report 
points out, “[t]axpayers generally may plan their 
transactions in reliance on these rules to determine 
the Federal income tax consequences arising from 
the transactions.”115 Clearly, the statute and common 
law recognize the ability, within a legitimate trans-
action, to optimize taxes. Indeed, this premise is a 
widely accepted truism in the area of tax law, which 
dates back to the seminal Gregory v. Helvering116 
case itself. In writing the Second Circuit’s opinion 
in that case, Judge Learned Hand made the often 
quoted observation that “[a]ny one may so arrange 
his affairs that his taxes shall be as low as possible; 
he is not bound to choose that pattern which will 
best pay the Treasury; there is not even a patriotic 
duty to increase one’s taxes.”117 The sentiment was 
echoed by the Supreme Court it its Gregory decision: 
“The legal right of a taxpayer to decrease the amount 
of what otherwise would be his taxes, or altogether 
avoid them, by means which the law permits, cannot 
be doubted.”118

Thus, the fundamental dilemma in analyzing many 
transactions under Subchapter C—where particular 
steps in an overall business-motivated transaction 
are often taken to achieve a tax result—is in deter-
mining when a technically compliant transaction 
must pass muster under ESD. In other words, when 
is ESD “relevant”?

As this article will illustrate, this question is a dif-
fi cult one, but it is also one of critical importance 
now that the ESD has been codifi ed. Because of the 
statute’s failure to even address the question, let alone 
provide a framework that would allow taxpayers to 
differentiate between transactions to which ESD is 
and those to which ESD is not relevant, taxpayers 
will be forced to structure business transactions amid 
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signifi cant uncertainty as to their tax consequences. 
Of course, all Subchapter C transactions are subject 
to step-transaction, substance-over-form and other 
common-law doctrines, and everyday practice nec-
essarily involves judgments in these arenas. But, 
post-codifi cation, the heightened concern in this 
arena is largely a product of ambiguities in the new 
statute and concern about a strict liability penalty. 
The signifi cant penalty, in conjunction with the lack 
of meaningful guidance as to the circumstances in 
which such a penalty may be assessed, could chill 
even minimal tax planning unless the IRS demon-
strates restraint in its assertion of the penalty.

Relevance: JCT and 
House Reports
As will be discussed in more detail in Part VI of this 
article, if the ESD were universally applicable (i.e., 
any transaction engaged in by a taxpayer is subject 
to the ESD analysis), the two-prong ESD test as codi-
fi ed could be applied to invalidate a wide range of 
transactions that have long been understood as 
legitimate, or even transactions that are structured 
so as to take advantage of tax benefi ts expressly 
provided for in the Code. For example, if applied to 
each particular step, the ESD could invalidate certain 
pre-transaction structuring steps undertaken solely 
to allow the taxpayer to qualify or fail to qualify for 
reorganization treatment. Similarly, nonrecognition 
treatment afforded to like-kind exchanges under 
Code Sec. 1031 could arguably be denied under 
ESD, as structuring a transaction as a sale versus a 
like-kind exchange does not in and of itself have a 
nontax business purpose or a nontax impact on the 
taxpayer’s economic position.119 The ESD could even 
jeopardize the availability of tax elections that are 
expressly made available by the Code or Treasury 
regulations, since the making of a tax election almost 
never has a nontax business purpose or economic 
impact in and of itself. Similarly, it could operate to 
deny any number of tax benefi ts expressly granted 
by the Code and designed to incentivize particular 
behavior, as long as the taxpayer in any way struc-
tures the transaction so as to qualify for such benefi ts 
(even though the very purpose of the provision is to 
incentivize such structuring).120 

This clearly could not be what Congress intend-
ed. Indeed, the JCT and House Reports indicate 
as much. Both reports state that the new statute 
is “not intended to alter the tax treatment of cer-

tain basic business transactions,” nor deny tax 
benefi ts that are “consistent with Congressional 
purpose.”121 But, as many such benefi ts would be 
denied if subjected to the ESD, it must be that in 
some cases the ESD simply does not apply. Indeed, 
the statute provides that the ESD two-prong test is 
applicable only to those transactions to which ESD 
is “relevant.”122 Thus, the critical question becomes 
how to differentiate between the two sets of cases—
those that should be subject to the ESD and those 
that should not. Indeed, as previously noted, this 
threshold inquiry is not only diffi cult, it is in many 
ways the central inquiry. But, despite the impor-
tance of the question, the statute provides virtually 
no guidance as to how the relevancy determination 
is to be made. Rather, the statute assures taxpay-
ers that the law in this area has not changed: “The 
determination of whether the economic substance 
doctrine is relevant to a transaction shall be made 
in the same manner as if this subsection [Code 
Sec. 7701(o)] had never been enacted.”123 The JCT 
Report adds that “the provision does not change 
present law standards in determining when to uti-
lize an economic substance analysis.”124

But, what are “present law standards in determining 
when to utilize an economic substance analysis”? 
Arguably, at least in the most egregious of tax shel-
ter cases, ESD has been a useful tool in the courts’ 
arsenal to invalidate clearly abusive transactions.125 
But, the courts’ application of the ESD is not con-
sistent and the cases are not, as a practical matter, 
susceptible to a systemic fi nding that ESD is or is not 
“relevant” to a category of transactions.

Before codifi cation, the courts have never had to 
decide specifi cally whether economic substance is 
“relevant,” they simply apply it or fail to apply it. A 
court’s failure to address ESD could indicate either 
that the court concluded that ESD was not relevant 
or that the court simply did not consider the doctrine 
(thus not addressing “relevance”). In fact, as federal 
courts may only address arguments and theories 
actually raised by the litigants, a court’s failure to 
address ESD in the vast majority of cases most likely 
indicates simply that the IRS chose not to assert the 
doctrine in that particular case. 

Even where the IRS does raise ESD as an issue, 
a court still may not consider ESD, not because it 
does not fi nd it to be relevant, but because it can 
decide the case on other grounds. Frequently, ESD 
is only one of many common-law doctrines (such as 
“step-transaction,” “substance-over-form,” “sham-
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transaction” and “business-purpose”) that a court 
analyzes in approving or invalidating a transaction. 
At times, a court may fi nd it unnecessary to analyze 
all of these doctrines if it is confi dent it has reached 
the right result based on the application of one of 
the other relevant doctrines. Yet on other occa-
sions, a court may decide to deny the benefi ts of 
the transaction based on the application of multiple 
doctrines.126

Moreover, courts often confl ate the doctrines, mak-
ing it diffi cult to extract clear rules with predictive 
power. A striking example of this tendency can be 
found in the district court’s opinion in Coltec In-
dustries, Inc., where the court began its analysis by 
stating that the ESD is “a composite of the ‘business 
purpose,’ ‘substance over form,’ and ‘sham transac-
tion’ doctrines.”127 As this example illustrates and 
the JCT Report itself notes, “[t]hese common law 
doctrines are not entirely distinguishable, and their 
application to a given set of facts is often blurred by 
the courts, the IRS, and litigants.”128 The courts have 
also observed the substantial overlap in this area 
on numerous occasions.129 And, even where courts 
attempt to distinguish between the doctrines, they 
generally do not expound on the circumstances that 
may render any particular doctrine relevant.130 

At other times, transactions that might well fail on 
economic substance are challenged on technical 
grounds instead. It is not clear that that means ESD is 
not relevant, it may just mean that the court preferred 
a technical argument.131

Thus, to the extent there are “present law stan-
dards in determining when to utilize an economic 
substance analysis,” they are often diffi cult to fi nd 
in existing case law. The JCT and House Reports 
are somewhat more instructive in this regard, by 
indicating that the question is ultimately one of 
Congressional purpose and intent. For example, 
the JCT Report states that “[i]f the realization of the 
tax benefi ts of a transaction is consistent with the 
Congressional purpose or plan that the tax benefi ts 
were designed by Congress to effectuate, it is not 
intended that such tax benefi ts be disallowed.”132 
The House Report arguably provides a more fo-
cused approach, stating that “[i]f the tax benefi ts are 
clearly consistent with all applicable provisions of 
the Code and the purposes of such provisions, it is 
not intended that such tax benefi ts be disallowed 
if the only reason for such disallowance is that the 
transaction fails the economic-substance doctrine 
as defi ned in this provision.”133 

In fact, many commentators have noted that Con-
gressional intent and purpose must be incorporated 
into the ESD analysis.134 A number of courts have ex-
pressed a similar sentiment, with one court explaining 
that the “economic substance doctrine represents a 
judicial effort to enforce the statutory purpose of the 
tax code” and “is not unlike other canons of construc-
tion that are employed in circumstances where the 
literal terms of a statute can undermine the ultimate 
purpose of the statute.”135 

But, while this is an important limitation on the 
application of ESD, discerning Congressional pur-
pose is a diffi cult exercise susceptible to multiple 
interpretations, particularly if one takes the broad 
“Congressional purpose or plan” approach referred to 
in the JCT Report. The JCT Report provides examples 
of benefi ts that would not be subject to disallowance 
on ESD grounds because they are consistent with 
the “Congressional purpose or plan,” including the 
Code Sec. 42 low-income housing credit, the Code 
Sec. 45 production-tax credit, the Code Sec. 45D 
new-markets–tax credit, the Code Sec. 47 rehabili-
tation credit and the Code Sec. 48 energy credit.136 
However, these examples are not particularly helpful 
as they involve uniquely straightforward inquiries 
into a single statutory provision that expressly grants 
tax benefi ts to a taxpayer if such taxpayer makes the 
type of investment or undertakes the type of activity 
that the credit was intended to encourage. 

In the Subchapter C context, the question is rarely 
this simple. The particularly hard ESD cases in the 
corporate context typically involve a taxpayer who, 
in connection with a business transaction with a good 
business purpose, engages in a step that allows the 
taxpayer to benefi t either from the application of a 
Code section that was enacted in an entirely different 
context or from the mismatch of two unrelated Code 
provisions. In such cases, Congress probably never 
considered the particular situation in question when 
enacting the relevant statutory provisions. 

In such circumstances, perhaps the best a court can 
do is to attempt to determine what Congress would 
have done had it considered the provisions and the 
situation in question. But, how are courts to approach 
this determination?137 As an initial matter, it is unclear 
what sources a court may or should consult in deter-
mining the relevant “Congressional purpose or plan.” 
Neither the statute nor the JCT Report address this 
question, and while the House Report appears more 
focused on the relevant Code provisions, it does not 
provide further guidance. Must a court look solely to 
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the provisions applicable to the transaction at issue, 
or may a court apply general principles of tax law in 
making its determination? If the latter, how are such 
principles to be defi ned? Moreover, as Congress is not 
bound by general tax law principles, from which it in 
fact often deviates, how is a court to determine whether 
Congress would have chosen to follow or deviate from 
such principles in any given situation? Finally, it is also 
unclear whether and to what extent this limitation on 
the ESD applies with respect to the “purpose or plan” 
articulated in the Treasury regulations. 

Even if some of these questions were resolved 
however, the determination of a “Congressional 
purpose or plan,” in a context that Congress could 
not have predicted and never expressly addressed, is 
a highly open-ended inquiry and reasonable people 
can disagree as to its correct conclusion. Inherently 
a lot of judgment must be applied to analyzing these 
types of questions. As a result, this approach provides 
taxpayers with little comfort in their ability to predict 
with any certainty whether a particular transaction 
would be subject to the ESD analysis.

Relevance: Case Law
As discussed above, existing case law does not always 
expressly consider whether the ESD is “relevant” to 
a particular transaction. Moreover, there appears to 
be no coherent implicit approach to the “relevancy” 
question in the existing cases that could help frame 
the inquiry. This is partially due to the fact that the 
applicability of the ESD to the majority of cases in 
this area is relatively uncontroversial. The ESD case 
law has largely developed out of marketed, struc-
tured tax-motivated transactions. In large part, these 
transactions arose solely in order to mitigate tax 
consequences or to generate tax benefi ts and lead, in 
many cases, to noneconomic losses or benefi ts.

For example, one subset of these transactions are 
the “sale-in/lease-out” (SILO) and “lease-in/lease-
out” (LILO) transactions, one typical variant of which 
involves the taxpayer purchasing a depreciable 
asset from a tax indifferent party (such an entity 
exempt from U.S. tax or a foreign corporation) and 
subsequently leasing the asset back to the tax indif-
ferent party with a lessor-funded option to purchase 
the asset at the end of the lease term.138 Thus, such 
transactions generally provided for the shifting of 
depreciation deductions to parties to which such 
deductions would be most valuable, without really 
changing the ownership of the underlying assets. In-

herent in these transactions were circular cash fl ows, 
with little involvement required from either party after 
the closing. Typically, the buyer/lessor would borrow 
most of the purchase price, which the seller/lessee 
would then immediately deposit with an affi liate of 
the lender. The lease/sublease payments would in turn 
be structured so as to equal the service payments due 
on the debt, with the relevant fund “transfers” often 
effected solely between the lender and its affi liate as 
servicers of the lease/debt.139 

Another popular shelter transaction prior to its 
elimination by changes to Code Secs. 743 and 704(c) 
involved the duplication of losses effected by the 
transfer of built-in loss assets to a partnership without 
a Code Sec. 754 election in effect. The contributor 
of the asset would sell its partnership interest after 
the contribution, recognizing the loss. Because the 
partnership would not have a Code Sec. 754 election 
in effect, the purchaser would then step into the shoes 
of the seller and be allocated the loss realized by the 
partnership upon its sale of the contributed asset.140

Another class of cases involved the simultaneous 
transfer of assets and contingent liabilities of nearly 
identical value to the taxpayer’s wholly owned cor-
poration in exchange for the corporation’s stock. The 
taxpayer would take basis in the stock equivalent to 
the fair market value of the asset, but unreduced by 
the value of the contingent liability. Then, the taxpayer 
would sell the shares to a third party for a nominal 
sum (the fair market value of the assets reduced by 
the value of the contingent liabilities), recognizing a 
signifi cant noneconomic loss.141 

Another similar example is loss-generating 
transactions, commonly known as “Son-of-Boss” 
transactions. These transactions typically involved 
the contribution of a long position to a partnership 
coupled with the partnership’s assumption of an 
economically offsetting short position from the con-
tributing taxpayer. The taxpayer would increase the 
basis of the partnership interest received in exchange 
by the value of the long position, but without reduc-
tion for the value of the short position. The taxpayer 
would then sell the partnership interest for a nominal 
sum, recognizing a noneconomic loss.142

Despite the fact that most of these cases involved 
marketed tax shelter transactions that were often 
clearly abusive and generally suitable candidates for 
ESD, the courts have applied the law very differently 
even to cases involving nearly identical facts. One of 
the seminal decisions in this area, ACM Partnership,143 
involved a structured transaction marketed by Mer-
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rill Lynch (“ML”) to Colgate-Palmolive 
Corporation (“Colgate”) that was de-
signed to generate capital losses and 
allow Colgate to offset a previously 
recognized, unrelated capital gain.144 
Colgate formed a partnership with a 
U.S. tax–indifferent foreign entity, with 
both parties contributing cash at forma-
tion. Most of the cash was contributed 
by the foreign entity; accordingly, this 
entity was allocated most of the part-
nership’s profi ts and losses (over 80 
percent). The partnership used the con-
tributed cash to purchase short-term 
securities. These securities were sold 
shortly thereafter at fair market value 
for consideration consisting primarily 
of cash, payable immediately, and an 
installment note tied to LIBOR payable 
over several periods. 

The inclusion of the installment note allowed 
the partnership to account for the transaction as a 
contingent installment sale. The rules applicable to 
such sales at the time, provided for equal basis re-
covery with each payment received. Thus, if the fi rst 
payment represented a signifi cant proportion of the 
total consideration, its receipt would trigger a gain to 
the seller even where the asset was sold at no gain, 
because such payment would be applied against a 
lesser proportion of the basis of the asset sold. The 
remaining payments, in turn, would result in a loss 
and eventually offset the initial gain.145

After the partnership received the fi rst cash pay-
ment and recognized a signifi cant gain, which was 
mostly allocated to the foreign entity, this entity’s 
interest in the partnership was redeemed by Colgate. 
Thus, when the partnership recognized the back-end 
losses associated with the installment sale, the loss 
was allocated entirely to Colgate, which used these 
losses to offset prior, unrelated gains.

The ACM Partnership court denied Colgate’s losses, 
applying the ESD to conclude that “ACM’s transac-
tions did not have suffi cient economic substance 
to be respected for tax purposes.”146 In particular, 
the court found that the transactions lacked real 
economic consequences as they were structured 
to be mutually offsetting, and that ACM lacked a 
nontax purpose for entering the transactions, in part 
because the partnership’s investment activities actu-
ally impeded ACM’s stated purposes and ACM had 
no reasonable expectation of profi t.147 

In ACM Partnership, the Third Circuit largely 
affi rmed the conclusions of the Tax Court, which de-
cided the case in 1997.148 Barely a year later, the Tax 
Court addressed a nearly identical factual situation, 
but this time decided the case on entirely different 
grounds. ASA Investerings Partnership,149 involved a 
transaction highly similar to that in ACM Partnership, 
again marketed by ML to a taxpayer who sought to 
offset an unrelated capital gain.150 Although the court 
reached the same result, it did so based on its conclu-
sion that the parties never formed a valid partnership 
under the statutory defi nition or relevant case law.151 
The court mentioned ESD in a single footnote, and 
then, only to note that it need not consider the is-
sue as it agreed with the IRS’s primary argument.152 
The D.C. Circuit later affi rmed the Tax Court on the 
same basis.153

As the decisions in ACM Partnership and ASA 
Investerings illustrate, the courts have been very in-
consistent in applying the law in this area even when 
faced with similar fact patterns, making it extremely 
diffi cult to discern a coherent framework for legal 
analysis from the cases. Consequently, it is virtually 
impossible to predict the result in any given factual 
situation, even in the context of the relatively “easy 
ESD cases” that more closely resemble traditional 
“tax shelter” arrangements.

These cases, which all involve noneconomic 
losses or deductions, are a far cry from the “typical” 
two-party Subchapter C transactions, which largely 
involve the acquisition or disposition of a business 
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or a recapitalization and are therefore, at least in an 
overall sense, imbued with far more business motiva-
tion and substance than the post-ACM Partnership tax 
shelter cases. The cases that do involve more typical 
Subchapter C transactions, however, are even less 
helpful in determining when ESD is relevant. Three 
of these cases, Gregory v. Helvering,154 Esmark, Inc.155 
and Tribune Company,156 are considered in detail. 

Gregory v. Helvering
The fi rst case is the Supreme Court’s seminal de-
cision in Gregory v. Helvering.157 Although often 
cited as support for the ESD, it is not clear that 
Gregory was an ESD case. One can take the view 
that the case was fundamentally a business pur-
pose case (assuming that business purpose is not, 
in and of itself, an ESD).158 The Supreme Court 
expressly focused on the lack of business purpose 
in invalidating the transaction, noting that “[the 
transaction was] [s]imply an operation having no 
business or corporate purpose—a mere device 
which put on the form of a corporate reorganiza-
tion as a disguise for concealing its real character, 
and the sole object and accomplishment of which 
was the consummation of a preconceived plan, 
not to reorganize a business or any part of a busi-
ness, but to transfer a parcel of corporate shares to 
the petitioner.”159 Moreover, the business purpose 
requirement imposed in Gregory was not borne 
out of a common law, anti-abuse doctrine, but 
was largely a matter of statutory interpretation.160 
Thus, Gregory can also be interpreted simply as 
a statutory construction case based on an inquiry 
into Congressional intent.161 

Background Facts
The taxpayer in Gregory v. Helvering,162 Mrs. Gregory, 
was the sole shareholder of United Mortgage Corp. 
(“UMC”), which in turn owned 100 percent of Moni-
tor Securities Corp. (“MSC”). Mrs. Gregory sought 
to sell the MSC shares to a third party. One way 
in which this transaction could have been effected 
was for MSC to sell its UMC shares to the third party 
and distribute the proceeds to Mrs. Gregory as a 
dividend. If structured in this manner, MSC would 
have recognized gain on the sale of the UMC shares, 
while Mrs. Gregory would have ordinary income in 
the amount of the sales proceeds distributed. A bet-
ter tax alternative was for UMC to instead distribute 
its MSC shares to Mrs. Gregory as a dividend fi rst, 
which she could then sell to the third party. Because 

the law at the time did not require a corporation to 
recognize gain on appreciated assets distributed to 
its shareholders, this structure would have resulted 
in only one level of tax on the dividend income to 
Mrs. Gregory equivalent to the fair market value of 
the MSC shares distributed.163 Mrs. Gregory, however, 
sought to obtain the MSC shares subject to tax at the 
capital gain rate.

Transaction
In order to attempt to convert what otherwise would 
have been a dividend into capital gain, Mrs. Gregory 
fi rst created a new corporation, Averill Corp. (“Aver-
ill”). In accordance with a tax-free reorganization 
provision in effect at the time, Ms. Gregory caused 
UMC to transfer its MSC shares to Averill and pur-
suant to the plan of reorganization, Averill issued 
100 percent of its shares directly to Mrs. Gregory. 
Soon after the transaction, Averill was liquidated 
and it distributed to Mrs. Gregory the MSC shares 
in complete liquidation. Averill recognized no gain 
on the liquidation under prevailing law. Moreover, 
as Mrs. Gregory received the MSC shares in con-
nection with a complete liquidation of Averill, this 
receipt qualifi ed for exchange treatment, resulting 
only in tax on any gain inherent in the MSC shares 
at capital gain rates. 

Observations/Questions
Although the Gregory transaction complied with 
the letter of the relevant reorganization statute, the 
Supreme Court disallowed capital gain treatment on 
the grounds that literal compliance with the statute 
was not suffi cient to secure the desired tax treatment 
if the transaction was otherwise indistinguishable 
from an ordinary dividend.164 

As noted above, the Gregory case is often cited as 
the origin of the ESD, but it is not clear that Gregory 
actually was an ESD case. Gregory contains lan-
guage that resembles a number of the common-law 
anti-abuse doctrines, including business-purpose,165 
sham-transaction166 or step-transaction167 doctrines or 
the principle that a transitory entity is disregarded for 
tax purposes.168 As noted, however, perhaps Gregory 
is best interpreted as a case that imposed a business 
purpose requirement in the reorganization context as 
a matter of statutory construction.169 In summarizing 
the problem presented by the case, the Court suc-
cinctly stated that “the question for determination is 
whether what was done, apart from the tax motive, 
was the thing which the statute intended.”170 The Court 
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proceeded to analyze the statute: “When subdivision 
(B) speaks of a transfer of assets by one corporation to 
another, it means a transfer made ‘in pursuance of a 
plan of reorganization’ of corporate business; and not 
a transfer of assets by one corporation to another in 
pursuance of a plan having no relation to the business 
of either, as plainly is the case here.”171 Accordingly, 
although agreeing with the taxpayer that the presence 
of a tax avoidance motive was of no import and thus 
seemingly contradicting the subjective prong of the 
ESD test,172 the Court held that the transaction in ques-
tion did not qualify as a reorganization as it “lie[d] 
outside the plain intent of the statute.”173 

Also, beyond the purported reorganization, there 
was another discrete aspect of the Gregory transac-
tion that could fail to satisfy the modern two-prong 
ESD test, but that was left undisturbed by the courts. 
Rather than cause UMC to fi rst declare a dividend of 
MSC stock to Mrs. Gregory, the ultimate sale could 
have been accomplished by UMC fi rst selling its MSC 
stock to the third party and then distributing the cash 
proceeds as a dividend to Mrs. Gregory. As discussed 
earlier, this structure would have resulted in an ad-
ditional layer of tax on the corporate level.174 It is 
unclear from the opinions whether the IRS argued for 
this recharacterization,175 but the opinions indicate 
that neither court was particularly troubled by the 
structuring of the transaction to avoid a corporate-
level tax. 

In fact, the Second Circuit expressly 
declined the IRS’s invitation to entirely 
disregard the existence of Averill and 
the related share transfers. Instead, 
the Second Circuit recognized every 
aspect of Mrs. Gregory’s transaction 
in its particular order. As the court 
explained, “[The transactions’] only 
defect was that they were not what the 
statute mean[t] by a ‘reorganization.’” 

176 Accordingly, the only consequence 
of the court’s holding was that nonrec-
ognition treatment was not available to 
the distribution of MSC shares by Aver-
ill, a result that is arguably inconsistent 
with the ESD, which seems to require 
that a transaction be disregarded if the 
ESD test is failed.177 

But, if ESD were applicable to 
the entire Gregory transaction, the 
declaration of the dividend of MSC 
stock could arguably fail to satisfy the 

conjunctive two-prong ESD test. The declaration of 
the dividend (or at least the order in which it was 
declared) was clearly tax-motivated and arguably 
had no economic substance separate from its tax 
benefi ts (since Mrs. Gregory continued to own 
directly the exact same assets as she previously 
owned indirectly). Yet, nowhere is it even sug-
gested in the Gregory opinion that this part of the 
transaction could be disregarded.178 

Does this indicate that Gregory is not an ESD case? 
The Supreme Court subsequently considered the pro-
priety of a similar structure in Court Holding Co.179 
In Court Holding, a corporation that had essentially 
completed negotiations with a third party for the sale 
of its primary asset, postponed the sale at the last 
minute, having realized that it would have to pay a 
signifi cant tax on the sale. The law in effect at the time 
provided that a corporation does not recognize gain 
in any appreciated assets distributed to its sharehold-
ers in partial or complete liquidation. Accordingly, 
the corporation liquidated, distributing the asset to 
its shareholders, who then sold the asset to the third 
party, incurring only one level of tax. In holding that 
the corporation must recognize the gain, the Court 
echoed substance over form considerations, noting 
that “[t]he incidence of taxation depends upon the 
substance of a transaction.”180 

The Supreme Court revisited the question fi ve 
years later in Cumberland Public Service Co.,181 and 
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reached the opposite conclusion. In Cumberland, a 
third-party purchaser sought to acquire the assets of 
a corporation, but the corporation rejected the of-
fer outright because of the signifi cant capital gains 
taxes that would be imposed on the sale. Instead, the 
purchaser agreed with the corporation’s shareholders 
to acquire the assets directly from them after the cor-
poration was liquidated. The Court rejected the IRS’s 
attempt to recharacterize the transaction as a sale of 
assets by the corporation, essentially limiting Court 
Holding to its facts.182 Recognizing that the “distinc-
tion between sales by a corporation as compared with 
distribution in kind followed by shareholder sales 
may be particularly shadowy and artifi cial when the 
corporation is closely held,” the court pointed out that 
“Congress has chosen to recognize such a distinction 
for tax purposes.”183 Thus, far from invoking ESD in 
this context, Cumberland seems to elevate form over 
substance, at least where the importance of form is 
mandated by Congress.184

Despite Gregory, Court Holding and Cumberland, 
it remains unclear if ESD is “relevant” to these types 
of transactions. Instead of illuminating the proper 
application of ESD to tax-optimized Subchapter C 
transactions that have an overall business purpose, 
Gregory largely serves to illustrate the diffi culties in 
applying ESD in this context. 

Esmark, Inc. 
Another case involving a more typical Subchapter 
C transaction is Esmark, Inc.185 In Esmark, the Tax 
Court refused to collapse or reorder the steps of the 
transaction, relying on P. Grove186 for the proposition 
that courts are not to ignore the form of the transac-
tion where anti-abuse doctrines provide no good 
reason for doing so beyond the fact that the taxpayer 
would have paid more tax had the transaction been 
structured differently.187 In reaching this conclusion, 
it appears that the Esmark court was particularly in-
fl uenced by the fact that the transaction occurred in 
the public context and involved independent sales of 
stock by large numbers of public shareholders. 

Background Facts
The taxpayer in the Esmark case, Esmark, Inc. (“Es-
mark”), was the common parent of an affi liated group 
of corporations. In the early 1980s, Esmark expe-
rienced a “liquidity crisis” due to rising oil prices, 
poor business performance, increased interest rates 
and a recent acquisition. Nevertheless, management 
believed that Esmark’s stock was undervalued. In 

an attempt to solve both problems, Esmark began 
exploring the sale of its energy business, which it 
conducted through its subsidiary (“Vickers”), and the 
use of any proceeds to repurchase up to 50 percent 
of its stock in the open market. Such a signifi cant 
capital reduction following the potential sale would 
be undertaken for a number of business reasons, 
including reduced capital requirements, protection 
from a hostile acquisition and allowing shareholders 
who invested into Esmark solely because of its energy 
business to cash out. Esmark sought to achieve these 
goals without incurring a signifi cant tax liability and 
believed this could be achieved through a tender 
offer/redemption transaction—a structure it made a 
requirement in connection with the Vickers auction. 
Mobil Oil Corporation (“Mobil”) emerged as the 
winning bidder. 

Transaction
Pursuant to a prearranged and binding agreement, 
Esmark and Mobil structured the transaction in the 
following manner. Mobil fi rst initiated a best-efforts 
tender offer for up to the number of shares of Esmark 
common stock the value of which would equal the 
sale price for Vickers. Esmark had agreed to redeem 
any of its stock purchased by Mobil pursuant to this 
exchange offer for a 97.5-percent interest in Vickers. 
In the event Mobil could not purchase the required 
amount of Esmark shares in the open market, the 
agreement provided Mobil with an option to purchase 
any excess Vickers shares for cash. 

The transaction would result in no tax liability 
for either corporation. Mobil, having a cost basis 
in the acquired Esmark stock, would recognize no 
gain on the redemption of such shares in exchange 
for Vickers stock of the same value. The redemption 
would also be tax-free to Esmark because Code 
Sec. 311 provided at the time that a corporation 
recognizes no gain on a redemption of its stock if 
such stock was redeemed in exchange for stock of 
a subsidiary corporation. 

Observations/Questions
The Esmark opinion is a good illustration of the 
diffi culties associated with the application of ESD 
and other judicial anti-abuse doctrines to legitimate 
business transactions that contain an element of 
tax planning. The Esmark court itself noted that the 
case was particularly challenging as there was no 
dispute that the transaction fell squarely within the 
language of then Code Sec. 311(d)(2)(B)188 and the 
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purpose of the transaction was “as 
much to redeem more than 50 percent 
of petitioner’s stock as it was to transfer 
Vickers to Mobil.”189

The court ultimately rejected the 
IRS’s recharacterization of the trans-
action as a sale of Vickers to Mobil 
for cash, followed by a redemption 
of Esmark shares.190 Distinguishing 
the case from Gregory v. Helver-
ing, the court noted that all steps of 
the transaction had an independent 
business purpose and economic 
effect—including Mobil’s purchase 
of Esmark’s stock.191 

The court’s substance-over-form 
analysis ultimately came down to 
whether the result was intended by 
Code Sec. 311.192 Examining the 
statute, legislative history and stated 
purpose of the provision, the court 
concluded that the focus of Code 
Sec. 311 is on the position of the corporation before 
and after the relevant transaction, and not on the 
identity of the shareholder involved, thus, the court 
could not “say that petitioner’s transaction was 
not ‘the thing that the statute intended.’”193 Find-
ing that in Code Sec. 311(a) “Congress enacted a 
statute under which tax consequences are dictated 
by form”194 and discerning no other Congressional 
policy underlying Code Sec. 311 in this context, 
the court held that form dictated the tax treatment 
in this case.195 

The court opined that express Congressional 
statutory directives must be accepted by courts, 
particularly in the public context: “The oddities in 
tax consequences that emerge from tax provisions 
here controlling appear to be inherent in the pres-
ent tax pattern ... Congress having determined that 
different tax consequences shall fl ow from different 
methods ... we accept this mandate.”196 Accordingly, 
“[p]etitioner was entitled to rely on the literal 
language of § 311, and the judicially recognized doc-
trines g[a]ve [the court] no satisfactory basis for taxing 
the transaction as if something else had occurred.”197 
The court concluded by noting its belief that an “ad 
hoc extension of doctrine to achieve a result on any 
of the diffi cult issues in this case [was] unwarranted 
and unwise.”198

Although it never expressly addressed the ESD, 
the Esmark case intimates some useful factors 

which may be relevant in determining whether the 
ESD should be applied to a particular transaction. 
First, Esmark explains that Congress sometimes 
deliberately enacts highly technical statutes that 
are meant to be applied literally. In such a case, all 
that matters is that a taxpayer satisfi es the specifi c 
requirements of the statute and the ESD should not 
apply to trump Congressional design—i.e., the ESD 
is not relevant. Second, the focus on the presence 
of a number of independent third parties, such as 
public shareholders, suggests that disallowance of 
a transaction based on ESD may be inappropriate 
where such parties are involved. Although these 
indications are helpful, as Esmark does not actu-
ally address ESD, the case still does not provide 
taxpayers with signifi cant comfort.

Tribune Co. 
A third illustration is found in Tribune Co.199 The 
Tribune court denied reorganization treatment to 
a transaction that it concluded was in reality a tax-
able sale.200 Parts of the court’s opinion indicate 
that heightened scrutiny applies to transactions 
involving related or cooperative parties, perhaps 
suggesting that the ESD is more likely to be relevant 
to such cases. The court, however, did not reach 
ESD (although the doctrine was discussed), but a 
future court might in this situation with the new 
penalty at stake.
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Background Facts
The taxpayer in Tribune Co. was a news and infor-
mation company, Times Mirror (“TM”). In light of 
the consolidation in the legal publishing industry, 
TM decided to exit the legal publishing business by 
selling the subsidiary through which it conducted 
those operations, Matthew Bender (“Bender”). Reed 
Elsevier (“Reed”), another publishing and informa-
tion company, emerged as the buyer. However, as 
TM had built-in gain in Bender stock of approxi-
mately $1 billion, it sought to structure the sale as 
a tax-free reorganization. 

Transaction
To achieve nonrecognition treatment for TM, the 
parties entered into the following transaction. Reed 
(through other subsidiaries) formed a new subsid-
iary, MB Parent. MB Parent in turn, formed Merger 
Sub. Merger Sub then merged with and into Bender 
and pursuant to the merger, TM exchanged all of its 
Bender stock for MB Parent stock representing 20 
percent of voting control of MB Parent. Reed retained 
preferred shares of MB parent with 80 percent of vot-
ing control; thus, Reed obtained control of Bender. 

The reverse subsidiary merger of Merger Sub with 
and into Bender was intended to qualify as a reorga-
nization pursuant to either Code Secs. 368(a)(1)(B) 
or 368(a)(2)(E). Both of these provisions require that 
control of the target corporation (within the meaning 

of Code Sec. 368(c)) is acquired in exchange for the 
voting stock of the acquiring corporation. Thus, the 
merger satisfi ed the requirements of the statute. 

But, the merger was only one step in the overall 
transaction. In connection with the transaction, 
MB Parent also formed a limited liability company 
(“LLC”), wholly owned by MB Parent and capitalized 
with $1.35 billion in cash, an amount representing 
the bulk of the consideration for which Reed agreed 
to acquire Bender. Reed then appointed TM as the 
sole manager of the LLC, with complete control over 
the LLC’s assets (including the $1.35 billion in cash). 
TM ultimately caused the LLC to use that cash to 
repurchase TM stock in the open market. 

Observations/Questions
After conducting an extensive and detailed review 
of the relevant deal documents, the Tax Court con-
cluded that the overall transaction was in reality a 
sale of Bender to Reed in exchange for stock in MB 
parent and control over the LLC cash.201 The court fi rst 
cited Esmark for the proposition that a court will not 
give “conclusive effect to a single part of a complex 
integrated transaction.”202 Because effective control 
of the cash in the LLC was found to be part of the 
merger consideration, the result was that too much 
boot was used in the transaction for it to qualify under 
any of the reorganization provisions.203

The court never reached ESD, but embraced 
many theories underlying 
the doctrine.204 Although the 
IRS agreed that the overall 
transaction had a business 
purpose—for TM to exit the 
legal publishing business—the 
court effectively disregarded 
MB Parent and its ownership 
of the LLC, which, according 
to the court, “clearly serve[d] 
no purpose and perform[ed] 
no function apart from Times 
Mirror’s attempt to secure 
desired tax consequences.”205 
Distinguishing the case from 
Esmark, the court explained 
that MB Parent served only an 
intermediary function and that 
“[b]y contrast to the facts in 
Esmark, Inc., here there [was] 
no uncontrolled participation 
by persons who [were] not 
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parties to the contractual arrangement, such as the 
public shareholders in Esmark, Inc., to give substan-
tive economic effect to the existence of MB Parent. 
To disregard the existence of MB Parent [was] not to 
ignore any meaningful step in the transfer of Bender 
from Times Mirror to Reed.”206

In rejecting TM’s argument that the valuation placed 
by the parties on the MB parent stock should be re-
spected as a product of arm’s-length negotiations, the 
court noted that Reed had an incentive to agree to 
documentation containing language that would sup-
port TM’s desired tax treatment, as “Reed concluded 
that it could not acquire the Bender stock without 
agreeing to those terms.”207 Thus, the Tribune case 
may suggest that the ESD may be more likely to be 
found relevant to transactions that involve related par-
ties or parties that have an interest in cooperating to 
secure the tax treatment sought by one of the parties, 
even to the extent of cloaking reality in illusion. 

The Future of Tax Planning
Where does ESD leave the future of tax planning? 
The ESD has always been in tension with the Gregory 
principle that a taxpayer may structure its affairs so 
as to minimize its tax liability. The codifi cation of the 
ESD and the imposition of the strict liability penalty 
may have increased that tension. 

But even the JCT and House Reports explaining 
the new ESD provisions recognize this principle. 
“Taxpayers generally may plan their transactions 
in reliance on [Code] rules to determine the Fed-
eral income tax consequences arising from the 
transactions.”208 The JCT and House Reports also 
explain that “[t]he [ESD statute] is not intended 
to alter the tax treatment of certain basic business 
transactions that, under long-standing judicial and 
administrative practice are respected, merely be-
cause the choice between meaningful economic 
alternatives is largely or entirely based on compara-
tive tax advantages.”209 According to these reports, 
such “basic transactions” include (1) the choice be-
tween capitalizing a business enterprise with debt or 
equity; (2) a U.S. person’s choice between utilizing 
a foreign corporation or a domestic corporation to 
make a foreign investment; (3) the choice to enter 
into a transaction or a series of transactions that con-
stitute a corporate organization or reorganization 
under Subchapter C; and (4) the choice to utilize a 
related-party entity in a transaction, provided that 
the arm’s-length standard of Code Sec. 482 and 

other applicable concepts are satisfi ed.210 This list 
is “illustrative and not exclusive.”211

It will be some time before the courts begin to 
weigh in on how the ESD, as codifi ed, should be 
applied. This wait-and-see situation has further 
increased concerns in this arena. The uncertainty 
regarding how the ESD will affect existing law, 
coupled with the increased stakes associated with 
the strict liability penalty, have prompted numerous 
appeals on the part of corporate taxpayers and their 
tax advisors to the IRS for additional guidance.212 In 
particular, there have been numerous appeals for the 
IRS to issue an “angel list” of transactions that satisfy 
ESD requirements.

The IRS issued interim guidance on the codifi ed 
ESD in Notice 2010-62,213 but the Notice left many 
practitioners unsatisfi ed. In particular, the Notice 
was criticized for doing little more than repeat the 
statutory text and proclaim that no further guidance 
would be forthcoming from the IRS.214 

Notice 2010-62 states that codifi cation will not 
change the IRS’s approach to ESD analysis. In this 
regard, the Notice informs taxpayers that the IRS 
(1) anticipates that case law on whether ESD is relevant 
will “continue to develop,” (2) will not issue an “angel 
list” or a list of transactions to which ESD is relevant 
and (3) will not rule on whether ESD is relevant to a 
transaction. Noting that codifi cation confi rms that 
both prongs of the ESD test must be satisfi ed, but does 
not change the analysis under either prong, the IRS 
assured taxpayers that it would continue to rely on 
existing case law in applying either prong of the ESD 
test.215 The IRS will also continue to respect authorities 
that have previously held that ESD was not relevant to 
whether certain tax benefi ts were allowable. But, as 
noted, prior authorities are often confl icting and am-
biguous or even nonexistent—existing case law does 
not adequately address when ESD is “relevant.”216 

Thus, much will be left to the courts. But, at least 
up till now, case law has not been susceptible to 
systemic analysis—although the outcome of many of 
the abusive tax shelter cases was in the view of many 
correct. More often than not, however, doctrinal 
development in the ESD context has been imprecise 
and the legal landscape increasingly confusing, be-
cause in this context, “bad facts” often make “bad 
law.” Ultimately, of course, the IRS’s assertion of the 
penalty is only the beginning; the courts must agree. 
However, given the amount at stake, taxpayer anxi-
ety over the IRS’s enforcement of the ESD penalty is 
unlikely to abate signifi cantly.
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Framework for Analysis: 
Proposed Lens for Application 
of ESD Penalty
Most basic two-party business transactions would 
appear to pass muster under the ESD, at least in their 
entirety. Diffi cult issues will therefore most likely arise 
in determining whether each individual step must 
be analyzed under ESD, or whether the transaction 
may be considered as a whole. Internal transactions, 
without the rigor of arm’s-length dealing, will always 
pose more diffi cult questions. Though it may be that 
the most challenging issues will arise only in a small 
subset of transactions, given the size of the penalty 
if Code Sec. 7701(o) applies, taxpayers and their 
advisors are justifi ably operating with a heightened 
sense of concern.

In considering the issues that may arise in this con-
text, it is useful to analyze some “typical” Subchapter 
C transactions through the lens of the codifi ed ESD. 
The remainder of this article will proceed in three 
parts. First, realization transactions will be consid-
ered, then corporate formation and reorganization 
transactions, and fi nally, corporate distributions. Be-
fore turning to this analysis, however, this article will 
fi rst articulate a proposed framework for determining 
whether the ESD and the related penalty should apply 
in any given case. Because of the high stakes involved, 
the development of an approach with some predic-
tive power is of critical importance. Given that ESD 
will in the fi rst instance be administrated by agents in 
the fi eld, the ideal test would be objective. However, 
ESD is fundamentally about a determination that 
objective analysis does not lead to the correct result. 
Thus, any lens in which we view ESD will be subjec-
tive, thereby increasing the stakes on a determination 
of “relevance.” To the extent there are categories of 
transactions to which ESD is not relevant, subjectiv-
ity is reduced. The remainder of this section attempts 
to develop an approach to the threshold “relevance” 
inquiry (“Proposed Lens”).

The Proposed Lens
The tax law is, by its nature, characterized by highly 
technical, bright-line rules, designed to provide a 
degree of predictability to business transactions. 
This predictability comes at a price, however, as 
bright-line rules can be easily manipulated. Anti-
abuse doctrines like the ESD are an important tool 
in the arsenal of the courts and the IRS in preventing 
taxpayers from abusing these rules. 

But in a highly technical area like the tax law, it is 
extremely diffi cult to differentiate between abusive 
and legitimate transactions where both types comply 
with the applicable rules. Answers to tax problems 
in large part cannot be reached independently of 
statutory text and regulatory guidance. Rather, the 
statutory form is often all there is. And while general 
principles of tax law certainly exist, Congress is not 
bound by these rules. The Code is replete with provi-
sions that are a deliberate departure from general tax 
law principles. They do so for a variety of reasons, 
including administrative convenience and the desire 
to incentivize particular behaviors. To accomplish 
these goals, Congress must often draw arbitrary lines. 
And certain Code provisions are designed to bestow 
tax benefi ts on transactions that in and of themselves 
lack a nontax business purpose and a nontax eco-
nomic effect. 

Thus, the development of a framework for dif-
ferentiating between such transactions and then 
determining whether any given transaction should 
be subject to the ESD is of critical importance. 
Absent a threshold determination of “relevance” 
of the ESD, the modern two-part ESD test is not 
well-suited for the task. As courts struggled to dif-
ferentiate between “good” and “bad” transactions, 
the ESD test evolved into a search for two elements 
that, while generally absent in abusive transactions, 
may often be absent from legitimate transactions 
as well.217 Thus, in many situations, the ESD two-
part test is not particularly useful to the inquiry in 
purports to address.218 

The Proposed Lens is a suggested framework that 
the courts could apply to determine whether the ESD 
should be applicable to a particular transaction. 

First Question: Is the result of the transaction rea-
sonable or does it give rise to a loss or benefi t that 
is clearly not contemplated by the Code? Judgments 
about the proper tax treatment of a transaction prop-
erly depend, in the fi rst instance, on the application 
of statutes and fundamental principles of tax law.”219 
The fi rst part of the Proposed Lens acknowledges 
that, when discernible, the text of the Code and Con-
gressional intent control. If the Code clearly grants 
certain tax benefi ts, whether the relevant transaction 
effects a change in the taxpayer’s economic position 
apart from its tax effects should for the most part be 
irrelevant.220 Obvious examples are tax credits and 
tax elections. Another example are Code provisions 
that grant tax benefi ts to transactions that satisfy a 
detailed and technical set of specifi c requirements, 
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such as those needed for reorganization qualifi cation 
under Code Sec. 368(a). 

Situations in which the tax benefi ts of a transaction 
are not clearly contemplated by the Code present a 
more diffi cult question. An inquiry into Congressio-
nal intent appears attractive, but this is a challenging 
exercise in the context of Subchapter C. The most 
diffi cult cases often involve statutory provisions that 
were enacted to deal with an entirely different set of 
circumstances, and Congress likely never considered 
how such provisions should apply to the set of facts 
in question. Thus, an analysis of Congressional intent 
often necessarily involves counterfactual analyses 
and is inherently a matter of judgment. Resort to 
general principles of tax law or overall tax policy may 
also appear attractive, but is not ultimately helpful. As 
Congress is generally free to depart from general tax 
law principles, how is a court to determine whether 
or not Congress would have chosen to make such a 
departure had it been faced with the particular situ-
ation at hand? 

Thus, the better approach may be to ask whether 
the result of the transaction is reasonable or whether 
it generates losses or benefi ts that are clearly not 
contemplated by the Code. This formulation avoids 
the diffi cult inquiry into Congress’s hypothetical 
intent and in many cases it should be possible to 
arrive at an answer solely by parsing the statutory 
text. A focus on the Code, combined with a require-
ment that the benefi ts be clearly unavailable before 
they may be denied, would add needed certainty in 
this area by preventing the application of the ESD 
to debatable situations. 

This approach effectively shifts some of the costs of 
legal uncertainty away from the taxpayer, imposing it 
on the government instead. This may very well be the 
more effi cient allocation of burdens in the post-ESD 
codifi cation world in which signifi cant uncertainty 
combined with a costly strict liability penalty may 
result in overdeterrence of tax planning. It seems 
unlikely that Congress intended ESD codifi cation to 
cause taxpayers to structure every transaction so as 
to maximize their tax liability in order to avoid the 
potential penalties.221 The JCT and House Reports 
do not indicate that this was Congress’s intent and it 
generally does not appear that it was ever envisioned 
that the ESD should invalidate on an ad hoc basis 
any tax planning result that the IRS fi nds to be too 
aggressive.222 Further, such a result would be contrary 
to the Gregory principle that taxpayers are generally 
allowed to engage in some degree of tax planning. 

An approach that permits tax benefi ts that are not 
unreasonable or clearly disallowed under the Code, 
on the other hand, would be consistent with that 
principle and the related view that the applicability 
of the ESD should be limited.223 

Some degree of “[u]ncertainty [to the taxpayer] is 
inevitable because the Code (and regulations) cannot 
begin to anticipate every conceivable transaction or 
every conceivable factual variation of relatively com-
mon transactions.”224 Taxpayers can structure around 
bright-line rules with relative ease. Thus, being an 
anti-abuse doctrine, the entire point of the ESD is to 
blur clear lines. But the question is one of degree. In 
light of the signifi cant new penalty, striking the right 
balance is important. The fi rst test of the Proposed 
Lens shifts the costs of ambiguity away from the tax-
payer in an attempt to prevent the application of the 
harsh penalty in inappropriate cases and to lessen 
the deterrent effect of the new statute.

Second Question: Is the tax effect merely inci-
dental to a business transaction or the result of 
tax-motivated planning (i.e., how did the trans-
action arise and who was involved)? Was this 
consistent with the business of the taxpayer or 
outside of the ordinary course? This test looks to 
the factual circumstances surrounding the transac-
tion in question in order to distinguish marketed 
or highly structured tax shelter transactions from 
bona fi de business transactions that incorporate 
an element of tax planning. The basic inquiry asks: 
“[w]as there a structure in search of a transaction, 
or a transaction in search of a structure?”225 The ESD 
and its related penalties should apply to the former, 
but not the latter situation. This notion fi nds support 
in case law, as “[other ESD] cases recognize that 
there is a material difference between structuring a 
real transaction in a particular way to provide a tax 
benefi t (which is legitimate), and creating a transac-
tion, without a business purpose, in order to create 
a tax benefi t (which is illegitimate).”226

This overall inquiry should isolate the majority 
of transactions that should be analyzed on ESD 
grounds. Many abusive arrangements involve 
one-off transactions that are unconnected to the 
taxpayer’s primary business and which are entered 
into in order to generate tax losses or deductions 
specifi cally designed to offset wholly unrelated 
income.227 Generally, transactions that are isolated 
from the taxpayer’s business and other activities, and 
are generally unusual in the industry, indicate that 
the transaction may be driven by a tax-avoidance 
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motive.228 The parties involved are also relevant, and 
closer scrutiny may be warranted where a transac-
tion under review involves only related parties.229 
The involvement of tax shelter promoters is also a 
clear sign that the transaction is abusive. 

The second test of the Proposed Lens plays an im-
portant limiting role. As the reader may recall, the 
fi rst test denies taxpayers only those benefi ts that are 
unreasonable and clearly not contemplated by the 
Code. But, the benefi ts of such ambiguities (or even 
loopholes) in the tax law should not be afforded to 
all transactions. Rather, taxpayers should be allowed 
to take advantage of such ambiguities only in cases 
involving one-off tax benefi ts generated as an incident 
to a bona fi de business transaction.

Under this view, similar transactions may or may 
not be subjected to the ESD analysis and penalty, 
depending on the context. Thus, an aggressive inter-
pretation of applicable statutory or regulatory rules 
would be tolerated if the structure and the benefi ts 
generated thereby were discovered “accidentally,” 
as part of a larger business transaction. The same 
structure, however, may be disallowed if it is a part 
of a structured plan that is unrelated to the taxpayer’s 
business, and often involves tax indifferent or other 
facilitating parties.230 

Although seemingly arbitrary, this approach 
serves the important function of protecting the 
fi sc. By virtue of the context, tax benefi ts that are 
realized as a result of tax planning in connection 
with an overall business transaction are generally 
one-off occurrences. In these circumstances, it is 
the business transaction that drives structuring. As 
business transactions that lend themselves to sig-
nifi cant tax planning opportunities occur relatively 
infrequently, there are limited opportunities for 
these structures to arise. Thus, the aggregate cost to 
the government coffers resulting from allowing such 
tax benefi ts is relatively low. On the other hand, 
marketed tax shelters are predetermined structures 
that are implemented through fabricated transac-
tions. They are designed for repeated use and are 
aggressively promoted. Thus, the allowance of tax 
benefi ts in that context has a potentially far more 
signifi cant negative impact on the government’s 
ability to collect revenue.231

Moreover, the intent of the fi rst test—which is large-
ly to provide taxpayers with certainty in structuring 
their business affairs and preserve the long-standing 
ability to optimize one’s taxes—is furthered by the 
application of the second test. Together, they act to 

provide certainty only to legitimate business transac-
tions, while subjecting tax shelters to ESD review.

Consequences of the Application of the 
Proposed Lens
If these two tests are not passed, then ESD should be 
tested and where failed, the penalty should apply. 

If these two tests are passed, the transaction still 
needs to meet technical Code requirements and 
satisfy other judicial doctrines.

The Proposed Lens thus shields legitimate tax 
planning activities in connection with a business 
transaction from the vagaries of the two-part ESD 
test. On the other hand, transactions that generate 
questionable tax benefi ts outside of the ordinary 
course of business are subject to the traditional two-
step analysis. Limited to the situations in which it is 
primarily meant to apply, the ESD two-part test will 
be the appropriate tool for further inquiry. 

Application of ESD to 
Representative Transactions
Part VI of this article analyzes various representative 
Subchapter C transactions under the new statute. 
Generally, the direct application of the statutory two-
part ESD test to these transactions produces surprising 
results, possibly invalidating transaction structures 
with a long-standing pedigree. This illustrates that 
the adoption and development of the Proposed Lens 
(or another test like it) is of critical importance as the 
courts begin to fi ll in the contours of ESD. 

Realization Transactions
The U.S. tax system is largely realization-based. Sig-
nifi cant tax consequences fl ow from the timing of a 
realization event, which is for the most part entirely 
within the taxpayer’s control. 

Questions surrounding the application of ESD po-
tentially arise even in the context of the most basic 
realization transaction entered into without a concern 
for timing. It is conceivable that a sale of an asset for 
cash that is driven solely by business considerations 
could fail the ESD test. Although such a transaction 
would clearly have a business purpose, it would argu-
ably lack economic substance. Specifi cally, in selling 
the asset for its fair market value in cash, the taxpayer 
has done nothing other than convert the form of the 
held asset—the taxpayer’s economic position is ex-
actly the same before and after the transaction. Yet, it 
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is clear that it was not intended that a business-driven 
sale of a built-in gain asset would be vulnerable to 
an ESD challenge. 

But what if the timing makes a difference from a tax 
perspective? Is the answer different if the taxpayer, 
who was planning to sell an asset to a third party at a 
gain, accelerates the sale in order to secure lower tax 
rates, which are about to increase? What if the asset 
has a built-in loss? Can the IRS now challenge the 
recognition of a loss in an arm’s-length transaction on 
ESD grounds? What if the taxpayer has a signifi cant 
tax gain in the relevant year from a separate transac-
tion and could use the loss to offset such gain? 

Loss Realization: Cottage Savings 

Background Facts

In Cottage Savings,232 the taxpayer, Cottage Savings 
Association (“Cottage Savings”), was an S&L that, like 
most S&Ls during this time period, held numerous 
long-term, low-interest mortgages that had declined 
in value after interest rates surged in the late 1970s. 
In order to enable the S&Ls to recognize losses on 
these mortgages for tax purposes while avoiding 
negative accounting treatment, the relevant regula-
tory body implemented a rule under which banks, for 
accounting purposes, would not need to report losses 
on mortgages exchanged for “substantially identical” 
mortgages held by other lenders.233

Transaction
Accordingly, Cottage Savings exchanged mortgage 
portfolios with another similarly situated S&L. The un-
derlying mortgages were taken out on similar homes 
in a similar area, but with different mortgagees. Thus, 

although the S&Ls exchanged securities that had dif-
ferent issuers, in the aggregate, their economic terms 
were substantially identical. Treating the exchange 
as a realization event for tax purposes, the S&Ls 
recognized a signifi cant tax loss on the exchange, all 
without changing their economic position. 

Observations/Application of Proposed Lens
The Supreme Court rejected the IRS’s attempt to disal-
low Cottage Savings’ loss, holding that the realization 
requirement of Code Sec. 1001 is satisfi ed whenever 
the taxpayer exchanges property for other property 
that is “materially different,” including because it 
embodies “legally distinct entitlements.”234

Does the result in Cottage Savings obtain under 
ESD? The answer likely depends on what is deemed to 
be the relevant transaction. If the relevant transaction 
is Cottage Savings’ investment and eventual disposi-
tion of mortgage securities, then both the subjective 
and objective prong of the ESD should be satisfi ed. 
But, if the focus is solely on the exchange under a 
Coltec-type analysis, the ESD test is likely failed. 
The sole motivation for the S&Ls entering into the 
exchange was to trigger the recognition of the loss 
in the underlying mortgage securities. Thus, there 
was no nontax business purpose for the transaction. 
Cottage Savings also fails the objective prong of ESD 
as there was essentially no possibility for economic 
profi t, at least in the aggregate.235 

In sum, to the extent ESD is relevant here and 
the transaction to be considered is the ultimate 
exchange, Cottage Savings appears to fail the ESD 
test. Would the Proposed Lens subject this transac-
tion to the ESD? 

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is 
clearly not contemplated by the Code? As an 
initial matter, Cottage Savings recognized an 
economic loss. Moreover, denying the loss in 
this case would be arguably at odds with the 
Code and its ubiquitous realization require-
ment. Indeed, an ESD-based argument against a 
realization transaction seems out of place given 
that the realization rule itself is largely arbitrary, 
technical and devoid of economic substance.236 
Where the Code prescribes specifi c, formalistic 
rules, acts of compliance with such rules are 
likely to have those same characteristics. ESD 
should have no role in this context. 

The Cottage Savings court understood the 
realization requirement as a fundamental 
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principle of the tax law, driven entirely by admin-
istrative considerations. In light of this purpose, 
the Court found that little difference in the assets 
exchanged is required for a realization event to be 
triggered,237 “[f]or, as long as the property entitle-
ments are not identical, their exchange will allow 
both the Commissioner and the transacting taxpayer 
easily to fi x the appreciated or depreciated values 
of the property relative to their tax bases.”238 Ac-
cordingly, the Court rejected the IRS’s argument that 
the properties must not be “economic substitutes,” 
in order to be materially different, noting that the 
complexity of the IRS’s approach—which would 
have required a subjective inquiry into the intent 
of the parties, and an analysis of the economic 
similarity of the properties in question—under-
mined the very purpose underlying the realization 
requirement—administrative convenience.239 In 
other words, as the realization requirement itself 
does away with economic considerations in the 
name of administrative convenience, it would be 
at odds with this requirement to demand that a 
taxpayer demonstrate that a realization event that 
lends itself to clear delineation and measurement 
had economic substance.

Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated plan-
ning? Was this consistent with the business of the 
taxpayer or outside of the ordinary course? Cottage 
Savings satisfi es the second test as well. Although 
the disposition of the mortgages was executed in 
order to recognize a loss, the 
exchange grew directly out of 
the taxpayer’s S&L business.240 
The old mortgage portfolio 
represented securities held 
by the S&Ls in the ordinary 
course of business, and after 
the transaction, each S&L 
would continue to service 
the mortgages received in the 
exchange. The opportunity for 
the tax-structured exchange 
arose as a direct result of the 
taxpayer’s business. 

Thus, under the Proposed 
Lens, ESD is not relevant to the 
Cottage Savings transaction. 
Commentators seem to gener-
ally believe that the Cottage 
Savings decision stands for the 

principle that ESD is not relevant to any transaction 
designed to trigger an economic gain or loss.241 This 
seems like the correct result and the most likely liti-
gation outcome. However, query if in the absence of 
the Cottage Savings decision and further ESD guid-
ance every court (the Coltec court?) would reach the 
same result.242 

Internal Gain Recognition 
Transaction

Background Facts
In some circumstances, a taxpayer may choose to trig-
ger a gain rather than a loss. For example, assume that 
a corporation (“Taxpayer”) owns appreciated assets 
directly, and that the Taxpayer expects either (1) to 
soon recognize a signifi cant capital loss or (2) that 
the tax rates are about to increase. In each case, 
Taxpayer would prefer to trigger the built-in gain in 
the appreciated assets. However, the Taxpayer also 
does not want to dispose of these assets.

Transaction
The Taxpayer can achieve the above result by fi rst 
transferring the appreciated assets to its wholly 
owned corporate subsidiary (either existing or 
newly formed) in a Code Sec. 351 transaction in 
which the Taxpayer takes back “nonqualifi ed pre-
ferred stock.” Structuring the relevant security so 
that it constitutes “nonqualifi ed preferred stock” 
requires only that one of four technical require-
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ments is met.243 If the taxpayer then transfers the 
appreciated assets to the subsidiary solely in ex-
change for such “nonqualifi ed preferred stock,” 
Code Sec. 351(a) will not apply and the taxpayer 
will recognize gain on the contribution.

Observations/Application of Proposed Lens
May Taxpayer recognize the gain? Cottage Savings 
indicates that ESD is not relevant. But, if ESD were rel-
evant, a literal application of the test could cause the 
transaction to be disregarded. Taxpayer’s motivation 
for the contribution is purely tax-driven. Moreover, 
can Taxpayer demonstrate that the incorporation has 
effected a change in Taxpayer’s economic position? Is 
there ever a meaningful change in economic position 
resulting from the incorporation of and transfer of as-
sets to a wholly owned subsidiary? There is also the 
question of what the proper focus of the ESD inquiry 
should be—is it the contribution, or is it the deliberate 
use of “nonqualifi ed preferred stock” in order to avoid 
nonrecognition treatment? If the latter, the transaction 
seems unlikely to pass ESD muster unless there is a 
nontax business purpose for the use of “nonqualifi ed 
preferred stock” (rather than common stock). 

It seems clear that both the decision to transfer 
assets to a subsidiary and the decision about how to 
capitalize such subsidiary must be the type of “basic 
business transactions” intended to be unaffected by 
ESD. Ultimately, moreover, this transaction does not 
seem to involve any real abuse. All Taxpayer did was 
accelerate the recognition of a gain. And, as discussed 
above, ESD is not relevant to recognition.

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly 
not contemplated by the Code? The acceleration 
of gain is hardly a suspect transaction. The tax 
treatment of the transaction is clearly governed by 
Code Sec. 351, which is a fairly technical provision. 
Specifi cally, Code Sec. 351(g)(2) delineates four 
specifi c structural features of “nonqualifi ed pre-
ferred stock,” while Code Sec. 351(g)(1) expressly 
denies nonrecognition treatment to a Code Sec. 351 
transfer in exchange for such stock. The result of the 
transaction is reasonable—it is mandated by these 
statutory rules.

(2) Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated planning? 
Was this consistent with the business of the taxpayer 
or outside of the ordinary course? Internal restructur-
ing transactions (including the drop-down of business 
assets into a corporate subsidiary) are more likely 

to fail the second prong of the Proposed Lens, but 
generally, ESD would not be relevant here.

Structuring to Avoid Code Sec. 332 
Liquidation Treatment

Background Facts
A corporation (“Taxpayer”) owns 100 percent of the 
stock of its corporate subsidiary (“Sub”), which has a 
signifi cant built-in loss. Because Taxpayer owns more 
than 80 percent of Sub, it meets the stock ownership 
requirements of Code Sec. 1504(a)(2) and a complete 
liquidation of the Sub would qualify for nonrecog-
nition treatment under Code Sec. 332. Taxpayers 
may not elect out of Code Sec. 332 treatment. But, 
Taxpayer desires to liquidate Sub in a taxable trans-
action so that it may recognize the loss inherent in 
the Sub stock.

Transaction
In order for the liquidation of Sub to be a taxable 
transaction (thus allowing Taxpayer to recognize 
the loss inherent in the Sub stock), the liquida-
tion must qualify under Code Sec. 331 rather than 
Code Sec. 332. If Code Sec. 331 applies, amounts 
received in complete liquidation of a corporation 
are treated as payments in exchange for the cor-
poration’s stock. However, Code Sec. 331 applies 
only if the owner of the liquidating corporation 
owns less than 80 percent of its stock. Thus, before 
causing Sub to liquidate, Taxpayer sells more than 
20 percent of its Sub stock to a “friendly” third 
party (“Third Party”). Having less than 80 percent 
ownership, after the sale, Taxpayer liquidates Sub 
in a transaction that qualifi es under Code Sec. 331. 
The liquidation is taxable to Taxpayer who realizes 
the loss inherent in its Sub stock.

Observations/Application of Proposed Lens
Does the ESD preclude the liquidation of Sub from 
qualifying under Code Sec. 331? The sale of more 
than 20 percent of Sub stock by Taxpayer is un-
dertaken solely in order to secure the preferred tax 
treatment on liquidation—thus, absent additional 
facts, it might lack business purpose. The transac-
tion also may not be able to satisfy the subjective 
prong, particularly if the relevant “transaction” for 
this purpose is the involvement of Third Party. Third 
Party’s overall economic position is likely unaffected 
by the transaction (other than by reason of any com-
pensation received in exchange for its participation 
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in the transaction). This will be particularly obvious 
if Third Party used cash to purchase the Sub stock 
and then received the cash back in Sub’s liquidating 
distribution. Similarly, apart from income tax effects, 
Taxpayer’s economic position post-liquidation is 
likely the same with or without the involvement of 
Third Party.244 Thus, it is likely that the two-part ESD 
test, if applied, would disregard the pre-liquidation 
sale for tax purposes—and thus prevent qualifi cation 
under Code Sec. 331. 

This result contradicts a long-standing proposition, 
established in Granite Trust Co.245 and other cases, 246 
that a taxpayer is generally given latitude to structure 
into Code Sec. 331 treatment.247 In Granite Trust, the 
taxpayer had a large built-in loss in the shares of a sub-
sidiary. The taxpayer sold 20.5 percent of the subsidiary 
stock to a related party for cash. Shortly thereafter, the 
subsidiary sold its real estate assets and liquidated, 
distributing only cash in the liquidation. As a result, the 
related party recovered the full amount of its original 
payment for the stock, plus a small profi t. The taxpayer 
recognized the loss on its remaining shares. 

Rejecting the IRS’s argument that the stock transfers 
constituted “a transitory and circuitous routing of 
legal title for the purpose of avoiding taxes,” the First 
Circuit held that sales of 20.5 percent of subsidiary 
stock are suffi cient to allow recognition of parent’s 

loss on its stock investment 
even though “the transfers 
were motivated solely by tax 
considerations and were made 
in a friendly atmosphere to 
friendly people.”248

Can the ESD disregard pre-
liquidation sales such as those 
in Granite Trust, given the long-
standing validity of that case? 
Or, do Granite Trust and Cot-
tage Savings together indicate 
that ESD is not relevant in this 
context? The answer is unclear. 
On the one hand, at least one 
IRS offi cial has stated that the 
IRS is not looking to challenge 
Granite Trust–type transactions 
on ESD grounds.249 On the oth-
er hand, at least one court has 
invoked the ESD to call Granite 
Trust into question, stating that 
insofar Granite Trust “may be 
read to support the proposi-

tion that a taxpayer’s subjective intent is irrelevant, 
that proposition cannot survive [the adoption of the 
modern, conjunctive ESD test].250 These confl ict-
ing views illustrate further the signifi cant ongoing 
uncertainty in the ESD area—lack of guidance as to 
the doctrine’s relevance has furthered confusion and 
disagreement, even in a context where the law was 
generally thought to be settled given the established 
validity of a controlling case. 

The question is even more diffi cult if the structur-
ing into Code Sec. 331 or Code Sec. 332 treatment 
if effected entirely within an internal group. Various 
types of transactions between members of the same 
consolidated group have historically been subject to 
heightened scrutiny. Can the ESD become relevant to a 
transaction solely because it involves related members? 
The IRS has approved such transactions in prior rulings, 
even where they did not involve an actual, but only a 
“deemed” liquidation resulting from a change in the 
legal form of the relevant entity.251 Are these rulings still 
valid post-ESD? These questions do not have an obvi-
ous answer. Moreover, at present it is not clear how a 
taxpayer should even begin to analyze the question. 
The development of a framework for the “relevance” 
analysis should be an imperative for the courts.

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly not 
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contemplated by the Code? Although Code Sec. 332 
is not expressly elective, it either applies or it does 
not apply, depending solely on whether the specifi c 
requirements of the statute are satisfi ed. The provision 
does not focus on the end-result, but rather provides 
specifi c conditions for the nonrecognition of realized 
gains or losses.252 Because the statutory requirements 
are relatively easy to satisfy or avoid, Code Sec. 332 
has long been understood as effectively elective.253 
By making it easy for taxpayers to either qualify or 
not qualify under the terms of a literal statute, either 
result is clearly a possibility contemplated by the 
Code. And, as Granite Trust points out, the legislative 
history of Code Sec. 332 also indicates that taxpayers 
may structure in and out of the statute. In enacting 
the provision, for example, the Senate Finance Com-
mittee expressly referred to the “elective features of 
the section.”254

(2) Is the tax effect merely incidental to a busi-
ness transaction or the result of tax-motivated 
planning? Was this consistent with the business 
of the taxpayer or outside of the ordinary course? 
While as noted above analyzing the second prong 
of the Proposed Lens is more challenging in wholly 
or largely internal restructuring transactions, it is 
nonetheless true that where a subsidiary of a cor-
poration operates or contributes to the operations of 
a business, and its activities are related to the busi-
ness activities of the taxpayer-owner, the liquidation 
of such a subsidiary is inherently incidental to the 
business of the taxpayer. The ownership and the 
operation of the subsidiary is the relevant business 
transaction—when as here, nothing unreasonable is 
occurring, ESD should not be relevant and should 
not prevent taxpayers from realizing true economic 
losses or gains accrued in connection with legiti-
mate business operations.

Formation/Reorganization 
Transactions
This part of the article considers certain corporate 
formation and reorganization transactions. Many 
business transactions in this category routinely con-
tain an element of tax planning. Accordingly, the ESD 
codifi cation has introduced signifi cant uncertainty 
in this area.

Incorporation Transactions
As discussed previously, at least three judicial deci-
sions, including Caruth Corp., arguably hold that a 

business purpose requirement is applicable to Code 
Sec. 351 contributions, albeit with a lower threshold 
than in the reorganization context.255 The IRS has also 
ruled that a Code Sec. 351 contribution must have 
a business purpose to be respected.256 But despite 
these authorities, it is not entirely clear that there 
actually is a business purpose requirement for Code 
Sec. 351 contributions. The statute does not impose 
such requirement, and, unlike the Code Sec. 368 
regulations, there is no mention of a business purpose 
requirement in the Code Sec. 351 regulations.257 

Assuming that Code Sec. 351 is subject to a busi-
ness purpose requirement, does Code Sec. 7701(o)(5)
(D) indicate that the ESD also applies? As discussed 
above, Rev. Rul. 60-331 and Coltec suggest this 
may be the case. If ESD applies, does this mean that 
transactions that have traditionally qualifi ed for Code 
Sec. 351 treatment continue to qualify, or must they 
now pass the ESD test? And if they do, will they?

First, does the incorporation of a business, in and of 
itself, result in a meaningful change in the taxpayer’s 
economic position? Does the proper inquiry compare 
the taxpayer’s economic position immediately before 
and after the incorporation? Incorporation alone does 
not alter the underlying business in any way other 
than to change the legal form in which the business 
is conducted. Indeed, this is the underlying theory 
for nonrecognition treatment of Code Sec. 351 in-
corporations. As the First Circuit has explained, Code 
Sec. 351 applies when “in the popular and economic 
sense there has been a mere change in form of own-
ership and the taxpayer has not really ‘cashed in’ on 
the theoretical gain, or closed out a losing venture.”258 
It may be that incorporation does have a potential 
economic impact due to the limited liability nature 
of the corporate form, but can limited liability serve 
as the basis for establishing both economic effect 
and business purpose for incorporation? Is the fact 
that the taxpayer is effectively electing into a double 
taxation regime relevant or suffi cient? In establishing 
the objective prong of the ESD test, Code Sec. 7701(o)
(1)(A) excludes federal income tax effects from con-
sideration. But why should a taxpayer’s willingness 
to pay more rather than less tax not be considered 
as a factor in its favor?

Second, what is a nontax business purpose for incor-
poration? Is the mere desire to conduct a business in 
corporate form, without an articulated or particularly 
compelling rationale suffi cient? Or, if a Code Sec. 351 
incorporation is subject to the ESD by virtue of having 
a business purpose requirement, does this mean that 
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the business purpose now must be “substantial” as 
required by Code Sec. 7701(o)? If the business purpose 
must be “substantial,” does this mean that the taxpayer 
must articulate rationales for seeking to conduct the 
business in corporate form? The case law does not 
always refer to the terms “substantial” or “meaning-
ful.” Has Code Sec. 7701(o) changed the law (beyond 
requiring a conjunctive test) despite the contrary pro-
nouncement in Code Sec. 7701(o)(5)(C)? 

An absolute requirement that a taxpayer have a 
business purpose for forming a corporation and 
qualifying for Code Sec. 351 treatment is arguably 
inconsistent with the ability of taxpayers to make a 
check-the-box election to treat a disregarded entity as 
an association taxable as a corporation. By defi nition, 
a taxpayer cannot demonstrate a business purpose for, 
or an economic effect from, the making of a check-
the-box election. In fact, tax elections are inherently 
tax-motivated and exclusively provide tax benefi ts. 
Thus, some have argued that the existence of the 
check-the-box election is evidence that there is not 
a business-purpose requirement for a Code Sec. 351 
transaction (and certainly, the argument would con-
tinue, no requirement that any necessary business 
purpose be signifi cant).259 On the other hand, if as 
noted above, there is at least a threshold business 
purpose requirement for a Code Sec. 351 transaction, 
then arguably it is met in the check-the-box election 
context by the business reasons for establishing the 
legal entity in the fi rst place, even if the entity is “old 
and cold” at the time of the election.

How does any of this square with the JCT and 
House Report’s statement that “[ESD] is not intend-
ed to alter tax treatment of certain basic business 
transactions ... including ... the choice to enter a 
transaction or series of transactions that constitute 
a corporate organization or reorganization under 
subchapter C.”260 The answer must be that the ESD is 
not per se relevant to all Code Sec. 351 transactions 
by reason of the business purpose requirement. 
Rather, it would be more appropriate to consider the 
particular transaction at issue under the Proposed 
Lens. Then, as with any other transaction, a Code 
Sec. 351 transaction would be subject to the ESD 
only if the tax benefi ts it generates are clearly not 
contemplated by the Code. This approach has the 
benefi t of preserving the treatment of many routine 
transactions that have been approved by the IRS 
on numerous occasions, such as the formation of 
corporate entities solely to facilitate a corporate 
reorganization under Code Sec. 368.

Loss Duplication: Shell Petroleum 

Background Facts
Shell Petroleum261 involved a transaction that was 
incidental to the taxpayer’s business, but was struc-
tured to realize signifi cant tax benefi ts in the form 
of duplication of economic loss. The taxpayer, Shell 
Petroleum (“Shell”) was the common parent of an 
affi liated group. Following substantial declines in 
the price of oil in the mid-1980s and early 1990s, 
Shell was experiencing signifi cant fi nancial dif-
fi culties and accordingly was undergoing various 
restructuring activities. One of these activities 
involved the consolidation of “exploration and 
production property” into a single subsidiary. Such 
property included assets, owned by another Shell 
subsidiary, Shell Western (“Western”), that were 
not currently commercially competitive, but which 
had signifi cant productive potential should certain 
events occur (“Frontier Assets”). These assets were 
associated with signifi cant start-up costs and invest-
ment; accordingly, the Frontier Assets had a high 
basis, but very low market value.262

Transaction
Shell incorporated a new corporate entity, Shell 
Frontier (“Frontier”). In an intended Code Sec. 351 
contribution (1) various Shell subsidiaries transferred 
exploration and production assets and cash to Fron-
tier in exchange for Frontier common stock and 
nonvoting preferred stock; (2) Western transferred 
its Frontier Assets to Frontier in exchange for 900 of 
the 2,000 authorized shares of Frontier auction rate 
voting preferred stock; and (3) various investors un-
related to the Shell group purchased the remaining 
1,100 of Frontier auction rate voting preferred stock 
for cash. After this purchase, the unrelated investors 
held approximately 26 percent of the voting power of 
Frontier. Accordingly, Frontier ceased to be a member 
of the Shell consolidated group.

As in effect at the time, Code Sec. 351 provided 
that the contributor’s basis in its stock received 
would be equal to the basis of the property contrib-
uted. Accordingly, Western obtained high-basis, 
low-value stock in exchange for its contribution. 
Several months later, pursuant to a predetermined 
plan, Western sold 800 of its 900 Shell Frontier 
shares, realizing a significant loss on the sale.

At the time, Code Sec. 351 also allowed the trans-
feree to take a carryover basis in the contributed 
assets, even if the basis of such assets exceeded their 
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fair market value.263 Thus, Fron-
tier was able to also retain the 
high-basis in the contributed 
Frontier Assets. Frontier would 
not have been able to realize 
a loss on the sale of such as-
sets as a member of the Shell 
consolidated group. Frontier, 
however, had already ceased to 
be a member of the Shell group 
by virtue of the sale of more 
than 20 percent voting control 
to outside investors through 
the sale of the auction rate 
voting preferred stock (Frontier 
ultimately rejoined the Shell 
consolidated group).

Observations/Application 
of Proposed Lens
Does Shell Petroleum survive 
Code Sec. 7701(o)? The result 
of the two-part ESD test in Shell 
Petroleum is likely to depend 
on how the relevant transaction is framed. If framed 
narrowly, the transaction in Shell Petroleum may very 
well fail the test. But, is ESD even relevant? 

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly 
not contemplated by the Code? For one, the trans-
action allowed Shell to accelerate the realization of 
the built-in loss it had in the Frontier Assets through 
Western’s sale of its high-basis stock, low-value stock. 
This loss was a true economic loss and, as discussed, 
taxpayers have a fair amount of control over when 
they realize economic losses. Accordingly, this aspect 
of the transaction is not inconsistent with the Code 
or particularly troubling.264 

The troubling aspect of the Shell transaction was 
the potential it created for loss duplication upon a 
direct sale of Frontier Assets. The loss was incurred 
in a single-tax consolidated return environment 
and was duplicated after it accrued, with the inde-
pendent counterparty supplying cash rather than 
business operations. 

The ability to duplicate losses is not generally 
understood as a benefi t that is contemplated by the 
Code.265 Indeed, this particular result in Shell Petro-
leum was subsequently precluded by statute.266 But, 
the law in effect at the time of the Shell Petroleum 
transaction quite clearly did not require Western to 

reduce the basis in the Frontier Assets upon their 
contribution. The potential for the double loss in 
Shell Petroleum was created as a result of Shell’s 
compliance with the Code rules that were directly 
applicable to the transaction in question. Shell did 
not try to game the rules of Code Sec. 351 in a con-
text for which they were not intended, it did not try 
to benefi t from a mismatch in unrelated provisions 
of the Code nor did it engineer a transaction to 
which it could apply a Code provision that was only 
peripherally relevant. As the Shell Petroleum court 
observed, the version of Code Sec. 351 in effect at 
the time clearly “contemplated the possibility of a 
double tax loss—one on the part of the transferee 
upon disposition of the transferred property, and 
another, by the transferor upon disposition of the 
stock received.”267 

Thus, although Shell was unquestionably able 
to generate an unusual tax benefi t in connection 
with this transaction, this was not a benefi t that 
was clearly contemplated by the Code at the time. 
Congress subsequently precluded this result. But, 
insofar as Shell’s transaction was a legitimate busi-
ness transaction, it is not apparent that it should 
have been incumbent upon Shell to maximize its 
taxes and protect the government’s coffers until 
Congress decides to act. 

Figure 8.
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(2) Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated planning? 
Was this consistent with the business of the taxpayer 
or outside of the ordinary course? Shell Petroleum 
appears to pass muster under the second test of the 
Proposed Lens. The transaction was connected to 
Shell’s overall business and involved a necessary 
response to existing economic conditions. Shell had 
already been engaged in various attempts to stabilize 
and turn its business around. As the Shell Petroleum 
court noted, the company was experiencing sig-
nifi cant fi nancial diffi culties and was engaged in a 
number of restructuring efforts (including a signifi cant 
workforce reduction) beyond this particular transac-
tion. Moreover, Shell did put forth two substantial 
business purposes for the specifi c transaction in 
question. First, Shell sought to raise cash without 
increasing the debt levels of the parent company 
or the consolidated group, which would further 
weaken its credit rating.268 This purpose justifi ed 
the sale of the preferred stock to outside investors. 
Second, Shell sought to consolidate its exploration 
and production assets within a single entity with the 
goals of improving management focus and reducing 
operating costs.269 This purpose justifi ed the transfer 
of the Frontier Assets. 

Thus, under the Proposed Lens, the ESD is not 
properly applied to deny the tax benefi ts of the Shell 
Petroleum transaction. The transaction in Shell Petro-
leum is distinguishable from the more “traditional 
tax” shelter cases involving contingent liabilities, 
such as Coltec. Indeed, the Shell Petroleum court 
cogently distinguished Coltec, noting that the over-
all transaction in Coltec lacked a real connection 
to the taxpayer’s business.270 The court explained 
that Coltec involved “a highly unusual set of facts,” 
because Coltec transferred contingent liabilities that 
represented only potential losses, and did so “outside 
of its routine business activities,” in exchange for 
a note in an amount equal to the taxpayer’s rough 
estimate of those contingent liabilities. The assets 
involved in Shell Petroleum, on the other hand, were 
directly connected and used in the taxpayer’s busi-
ness and were moreover “classes of producing and 
non-producing properties typically owned by major 
oil companies such as Shell.”271 “Shell’s conception 
and execution of the Shell Frontier transaction, and 
the objectives to be achieved, were wholly consistent 
with urgent measures undertaken company-wide to 
cope with an unprecedented and immediate fi nancial 
crisis.”272 The Coltec transaction, on the other hand, 

could not have actually achieved any of the business 
goals it purportedly tried to address. 

Using a Corporate Purchaser to 
Make a Code Sec. 338(h)(10) Election
Many corporate formations, including the Code 
Sec. 351 transaction in Shell Petroleum, involve one-
party transactions undertaken so that the taxpayer 
may continue to operate a particular business in 
corporate form and isolate the activities and liabilities 
of that business in a separate entity. At other times, 
however, corporations are formed solely in order to 
facilitate a form of a business transaction that has 
more benefi cial tax consequences. For example, the 
tax consequences of an acquisition of a corporate tar-
get are often more favorable with a Code Sec. 338(h)
(10) election. The election, however, is only avail-
able to corporate purchasers. Is the formation of a 
corporate entity to facilitate the making of a Code 
Sec. 338(h)(10) election subject to ESD?

Background Facts
Assume that a corporation (“Parent”) desires to sell 
the stock of a corporate subsidiary (“Target”) to 
a purchaser that is a partnership for tax purposes 
(“Purchaser”). Assume further that the Purchaser will 
not agree to purchase the assets of Target because of 
transfer consent issues. An asset sale, however, would 
be a better result for Parent. For instance, if the Parent’s 
outside basis in Target stock is lower than the Target’s 
basis in its assets, an asset sale would trigger less gain 
to Parent. Or, even if Parent’s outside basis in the Target 
stock is higher than the inside basis in Target assets, 
an asset sale may be a better alternative if the value 
of the basis step-up (i.e., the present value of the tax 
shield resulting from the additional depreciation de-
ductions associated with the difference between the 
fair market value and the existing tax basis of the asset) 
to Purchaser is greater than the relative tax detriment 
to the Parent. In that case, Purchaser would be will-
ing to pay Parent a higher purchase price if the deal 
was structured as an asset sale. If the buyer were a 
corporation, the parties could reach either result eas-
ily by jointly making a Code Sec. 338(h)(10) election, 
which converts a stock sale into an asset sale for tax 
purposes. However, this option is not available in this 
case because Purchaser is a partnership.

Transaction
In order to make the Code Sec. 338(h)(10) election, 
the parties add an additional step to the transaction. 
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First, Purchaser forms a corporate subsidiary (“Sub”) 
in a tax-free Code Sec. 351 transaction by contribut-
ing to Sub cash in the amount equal to the purchase 
price. Then, Sub purchases from Parent the stock of 
Target for the cash received from Purchaser in the 
Code Sec. 351 contribution. Following the transac-
tion, Sub and Parent make a joint Code Sec. 338(h)
(10) election.

Observations/Application of Proposed Lens
Is ESD relevant to this transaction? Can the forma-
tion of Sub be disallowed or disregarded if it fails the 
two-part ESD test? If this is what Congress intended, a 
number of questions are raised. The Supreme Court’s 
decision in Moline Properties, Inc.273 is generally 
understood to establish the test for determining 
whether the separate existence of a corporate entity 
should be respected. Moline Properties stands for 
the proposition that a corporation is to be respected 
(and not disregarded) as a separate taxable entity, as 
long as the corporation is not “merely fi ctitious” or a 
“sham”:274 “Whether the purpose be to gain an ad-
vantage under the law of the state of incorporation or 
to avoid or to comply with the demands of creditors 
or to serve the creator’s personal or undisclosed con-
venience, so long as that purpose is the equivalent of 
business activity or is followed by the carrying on of 
business by the corporation, the 
corporation remains a separate 
taxable entity.”275

Is the Moline Properties test 
still relevant or has it been 
replaced by ESD? If so, has 
Congress, in enacting Code 
Sec. 7701(o), overruled Moline 
Properties? Neither the statu-
tory text nor the JCT and House 
Reports mention Moline.276 

If ESD is relevant to the for-
mation of Sub, this transaction 
is unlikely to satisfy the two-
prong test. There seems to be 
no plausible nontax business 
purpose for the transaction. 
As the Target’s business was 
already incorporated, the desire 
to obtain limited liability and 
other benefits of operating a 
business in corporate form is 
not a good business purpose in 
this case. A direct purchase of 

Target stock by the partnership would have suffi ced 
to secure these benefi ts. Similarly, the formation of 
Sub does not have an economic effect.

How can this result be squared with the avail-
ability of the Code Sec. 338 election or any other 
tax election for that matter? Is there any nontax 
economic impact or business purpose to making a 
Code Sec. 338(h)(10) election (or any other election) 
when available? 

The making of a tax election and its economic 
effect is entirely tax-driven. In fact, tax elections 
are for the most part designed to allow taxpayers to 
obtain certain tax consequences without making any 
changes to the underlying transaction or business 
structure. For example, entity classifi cation elec-
tions allow taxpayers to freely elect into certain tax 
regimes by simply checking a box on a form.277 The 
only difference between two businesses organized 
as a single-member LLC, one of which is treated as 
a sole proprietorship and the other as an associa-
tion, is that the latter business is subject to corporate 
tax because its owner chose such treatment. If this 
owner later decides to revoke the election, is this de-
cision now subject to invalidation on ESD grounds? 
The check-the-box regulations nowhere suggest that 
a showing of business purpose or economic impact 
is required for making the election.278

Figure 9.
ation, t

a s

ties t

y
e 

te

y g

ure 9.

o, 
C

s 

enc
i

so lo
i i

ce, s

olines thee Mo
l

ty
co

”275

co
ma

axa

us
usbus

cor

sines
inesines
porap
able
th

ss ac
ss byss by
ation
e ent

M

ctivit
y they the 
n rem
tity.”
li ProP



146

Economic-Substance Doctrine and Subchapter C: What, Me Worry?

Is the answer simply that ESD is not relevant 
to tax elections because they are consistent with 
Congressional purpose? Is the answer different if 
the availability of the tax election is not a matter of 
coincidence, but instead the taxpayer had to take 
active steps to make itself eligible for the election? 
Does the ESD become relevant to the election itself 
because of the existence of such steps, or are only 
those preparatory steps themselves subject to the 
ESD analysis? If the latter, does this mean that Col-
tec’s focus on each particular step of a transaction is 
always appropriate? 

The new statute raises numerous questions, even 
in the context of tax elections, which, absent ESD, 
are otherwise fairly straightforward. A framework 
for analysis of such questions, such as the Proposed 
Lens, is urgently needed to allow taxpayers to pre-
dict the consequences of their business transactions. 
Under the Proposed Lens, this transaction is not an 
ESD candidate. 

“Busting” a Code Sec. 351 
Transaction in Order to Make a 
Code Sec. 338(h)(10) Election

Is the answer affected by the identity of the ultimate 
purchaser or the number and complexity of the steps 
taken in preparation for making the desired election? 

Background Facts
Assume that, instead of selling a business to an unrelated 
third party, Parent desires to dispose of a business that 
it conducts through two operating subsidiaries (“Sub 
1” and “Sub 2”) in a public offering of Target stock. For 
obvious reasons, Parent cannot sell the relevant assets to 
the public. But, as in the previous example, the Parent 
would recognize less gain or receive a higher purchase 
price if the disposition was effected as an asset sale to 
another corporation with whom Parent could make a 
joint Code Sec. 338(h)(10) election.

Transaction
Parent forms a new corporation (“Newco”), and con-
tributes to Newco the stock of Sub 1 and Sub 2 in 
exchange for Newco common stock. This transaction 
would typically qualify for nonrecognition treatment 
under Code Sec. 351. But, Parent wants to step up the 
basis of the underlying assets. Thus, prior to the con-
tribution, Parent enters into a binding commitment 
to sell more than 20 percent of its Newco stock to 
an unrelated third party (one option could involve a 

“fi rm commitment underwriting agreement” with an 
investment bank) (the “Prearranged Sale”). Following 
the contribution, the Parent sells the relevant portion 
of its Newco stock pursuant to the Prearranged Sale 
and then sells the remainder of its Newco stock to 
the public.

The Prearranged Sale allows Parent to avoid Code 
Sec. 351 treatment on the contribution to Newco. 
Rev. Rul. 79-70279 holds that where a transferor to 
a corporation in a purported Code Sec. 351 contri-
bution sells the stock received in such contribution 
to a third party that did not transfer any assets to 
the new corporation pursuant to a prearranged 
binding agreement that was an integral part of the 
incorporation, whether the “control” requirement 
of Code Sec. 351 is satisfi ed is determined after 
such prearranged sale.280 Thus, if the transferor 
owns less than 80 percent of the new corporation 
following the prearranged sale, the “control im-
mediately after” requirement of Code Sec. 351 is 
not satisfi ed.281 

Thus, Parent’s contribution of Sub 1 and Sub 2 stock 
to Newco is a “busted Code Sec. 351 contribution” 
treated as a taxable sale of Sub 1 and Sub 2 stock 
by Parent to Newco.282 As recharacterized, the trans-
action satisfi es the defi nition of a “qualifi ed stock 
purchase” (QSP), a pre-requisite for a Code Sec. 338 
election.283 Accordingly, Newco is eligible to make a 
joint Code Sec. 338(h)(10) election with Parent with 
respect to Sub 1 and Sub 2 stock. As a result, Parent 
is either able to recognize less gain that it would have 
on a direct sale of Sub 1 and Sub 2 stock or realize a 
“higher purchase price” by entering into a post-IPO 
agreement with Newco, pursuant to which Newco 
will make ongoing payments to Parent equivalent to 
the value of the additional tax shield resulting from 
the basis step-up.284

Observations/Application of Proposed Lens
Is ESD the proper test? The question of ESD’s rel-
evance in this case has arguably been hinted at 
by the Treasury regulations. Example 24 of Reg. 
§1.197-2(k) considers this particular transaction 
to conclude that the anti-churning rules of Code 
Sec. 197 will not apply to prevent the new corpo-
ration from depreciating a nonamortizable Code 
Sec. 197(f)(9) intangible.285 Thus, the regulations 
implicitly sanction this transaction. Does this con-
clusively resolve the question of ESD’s relevance? 
The JCT Report provides that ESD is not relevant 
to a transaction that results in tax benefits that 
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are consistent with Congressional “purpose or 
plan.”286 The statute does not expressly address 
whether such Congressional “purpose or plan” 
also includes the Treasury regulations, but valid 
Treasury regulations must be consistent with Con-
gressional intent and therefore ESD should not be 
relevant here.287 

Double Dummy Merger Structure 
Where (1) Too Much Boot or 
(2) Noncorporate Target

What if Code Sec. 351 is used in conjunction 
with a disposition of a business to obtain nonrec-
ognition treatment that would otherwise not be 
available under the Code Sec. 368 reorganization 
or any other provision of the Code?

Background Facts
Assume that a corporate purchaser (“Purchaser”) de-
sires to acquire another corporation (“Target”). The 
Target shareholders are willing to sell; however, they 
have different preferences as to the tax treatment 
of the transaction. A faction of Target sharehold-
ers would like to avoid triggering a taxable gain 
and wants to exchange Target shares for Purchaser 
shares. Other Target shareholders want to cash out, 
and since Target has important 
contracts which make it im-
possible to merge Target into 
Purchaser or its subsidiary, 
this faction is of sufficient 
size to prevent reorganiza-
tion treatment if the Purchaser 
pays such shareholders in 
cash.288 Thus, Purchaser and 
Target cannot accomplish the 
objectives of both sets of Tar-
get shareholders by availing 
themselves of the reorganiza-
tion provisions.

Alternatively, assume that 
Target is a limited liability 
company (“LLC”) taxed as a 
partnership for federal tax 
purposes. In this case, all 
members seek to avoid rec-
ognition of gain and are open 
to continuing their investment 
in the Purchaser. The problem 
here is that the reorganization 

transactions described in Code Sec. 368 involve only 
corporations. As the Target is a partnership for federal 
tax purposes, the transaction cannot qualify under 
Code Sec. 368.

In short, the sale of Target cannot qualify under the 
reorganization rules in either of these cases. 

Transaction
The parties who desire it can nevertheless obtain non-
recognition treatment by using a variant of a structure 
commonly referred to as a “double-dummy” merger. 
In both cases, a new holding corporation (“Holdco”) 
is formed by Purchaser. Holdco forms a transitory 
wholly owned subsidiary (“Merger Sub”). Merger 
Sub then merges into Purchaser, with Purchaser 
shareholders exchanging their Purchaser shares for 
Holdco shares in the merger. The merger qualifi es as 
a reorganization under Code Sec. 368(a)(1)(A) and (a)
(2)(E). Under Rev. Rul. 67-448, the transaction also 
qualifi es as a reorganization under Code Sec. 368(a)
(1)(B) because the transitory existence of Merger Sub 
is disregarded.289

In the too-much-boot scenario, the Purchaser 
would also contribute cash to Holdco in an amount 
equal to the consideration to be received by the 
Target shareholders who desire cash. Holdco, in 
turn, forms a second transitory wholly owned sub-

Figure 10.
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sidiary (“Merger Sub 2”), to which it contributes 
the cash it received from Purchaser. Substantially 
at the same time as Merger Sub merges with and 
into Purchaser, Merger Sub 2 merges with and into 
Target, with Target surviving. In connection with 
this merger, the shareholders of the Target who 
desire nonrecognition treatment exchange their 
Target shares for Holdco shares, while the Target 
shareholders who seek to cash out exchange their 
Target shares for cash.

The two mergers are recharacterized as con-
tributions to Holdco by the continuing Target 
shareholders of their Target stock and the Pur-
chaser shareholders of their Purchaser stock. Such 
Target shareholders and the Purchaser sharehold-
ers together “control” Holdco after the deemed 
contributions. The overall transaction is treated 
as a nontaxable Code Sec. 351 contribution as to 
those shareholders. The continuing Target share-
holders thus receive nonrecognition treatment in 
their reverse triangular merger, despite the fact 
that more cash is used than is permitted in a Code 
Sec. 368(a)(1)(A) and (a)(2)(E) or Code Sec. 368(a)
(1)(B) transaction. 

In the noncorporate-target scenario, the members 
of LLC actually contribute their LLC interests to 
Holdco in exchange for Holdco stock simultaneously 

with the Merger Sub merger. As noted above, Merger 
Sub is disregarded. Thus, both the Purchaser share-
holders and the LLC members are deemed to have 
contributed property to Holdco solely in exchange 
for Holdco stock for tax purposes. Immediately after 
these “contributions,” the Purchaser shareholders 
and the LLC members together own 100 percent 
of Holdco stock, satisfying the requirements of 
Code Sec. 351. The overall transaction is therefore 
a good Code Sec. 351(a) contribution, providing 
both groups with nonrecognition treatment. In ef-
fect, Purchaser and LLC have combined, albeit in a 
holding structure, and the members have avoided 
any taxable gain despite the unavailability of Code 
Sec. 368 reorganization treatment.

Observations/Application of Proposed Lens
After initially declaring double-dummy structures 
to be taxable, the IRS subsequently reversed course 
and concluded that Code Sec. 351 applies in this 
context.290 Does codifi cation of ESD change this 
result? The formations of Holdco and any Merger 
Subs arguably have no economic effect or no nontax 
business purpose. The same economic result could 
be accomplished without these entities either by 
(1) a transfer of LLC interests to Purchaser or (2) the 
merger of Target with a subsidiary of Purchaser for 

cash and stock. On the other 
hand, to the extent a holding 
structure is desired for nontax 
reasons, this should be a suf-
fi cient business purpose for 
the transaction. 

Rev. Rul. 68-349291 involved 
a corporation that wanted to 
purchase the appreciated 
assets held by an unrelated 
individual who sought to 
avoid recognizing gain on 
the sale. A new Holdco was 
formed, with the corporation 
transferring all of its assets 
subject to its liabilities to 
Holdco and then liquidating 
and the individual transfer-
ring the appreciated assets 
to Holdco in exchange for 
its stock. The IRS held that 
Code Sec. 351 could not ap-
ply to the transfer because 
Holdco was organized solely 
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to facilitate the tax-free transfer of the individual’s 
assets. On the other hand, in Rev. Rul. 76-123,292 
the IRS concluded that Code Sec. 351 would 
apply in a similar situation because Holdco was 
incorporated in another state providing a nontax 
reason for its existence. These rulings imply that 
there is a need for the formation of Holdco and 
Merger Subs to have a nontax purpose. Does the 
need for business purpose further imply that the 
ESD is applicable? How does this square with Rev. 
Rul. 84-71? 

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly 
not contemplated by the Code? Though it may 
appear to be some tension with Code Sec. 368, a 
Code Sec. 351 transaction is clearly contemplated 
by the Code. The results of the double-dummy 
structure are consistent with the purposes of Code 
Sec. 351. Only those investors who do not cash 
out, but continue to hold their investment in a 
different form, obtain nonrecognition treatment. 
On the other hand, any investors who do cash out 
are appropriately taxed on any gain. Thus, these 
results cannot be said to be unreasonable or clearly 
inconsistent with the Code. 

(2) Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated planning? 
Was this consistent with the business of the taxpayer 
or outside of the ordinary course? The transaction 
is incidental to the Purchaser’s business decision 
to expand its operations by acquiring an unrelated 
Target. In such circumstances, the second test will 
generally be satisfi ed. Accordingly, a double-dummy 
transaction should not be subject to ESD. 

Distributions
The fi nal category of representative Subchapter C trans-
actions to be analyzed are corporate distributions.

Shareholder Distributions in 
Connection with New Investment

Facts
A corporation has attracted a new investor willing 
to invest an amount of capital in the corporation. 
Due to the investment, the corporation is able to 
provide its existing shareholders with an additional 
return on capital and desires to do so by distribut-
ing some of the new investment proceeds to the 
shareholders.

Transaction
The corporation has various options how to structure 
this transaction. Many of these options are expressly 
addressed by the Code. In this basic area, as in the 
reorganization context, tax treatment is highly form 
driven. Moreover, different structures generally result 
in signifi cantly different tax consequences. 

One option is for the corporation to declare a divi-
dend and pay it to the shareholders directly and in 
cash. In this case Code Sec. 301 will apply, and the 
shareholders will be taxed on the full value of the 
dividend received at ordinary income rates. 

Alternatively, the investment could be effected by 
merger. To achieve this structure, the new investor 
would form a transitory subsidiary (“Merger Sub”) 
by contributing to it the cash for investment in the 
corporation. Merger Sub then merges with and into 
the corporation. In connection with the merger, the 
existing shareholders exchange their corporation 
stock for the stock in the surviving entity plus the 
investment cash. In this structure, as the sharehold-
ers will have cashed out a fraction of each share, 
exchange treatment as a Code Sec. 302 redemp-
tion applies. Thus, shareholders will be taxed on 
only the gain inherent in the portion of the shares 
exchanged and at capital gain rates. 

As a third alternative, the corporation could struc-
ture the investment as a recapitalization in which 
the shareholders surrender for cancellation their 
existing shares in exchange for new shares with 
a changed par value and cash.293 That transaction 
will be subject to the rules of Code Sec. 354 and 
Code Sec. 356.

Observations/Application of Proposed Lens
As this example illustrates, even a basic distribution 
transaction can be structured in a number of ways 
having a range of tax consequences under the Code. 
Subject only to J.R. Bazley294 and Reg. §1.301-1(l),295 
tax treatment is largely form-driven. This importance 
placed by the Code on the form of the transaction in 
this area suggests that corporate distributions should 
generally not raise an ESD issue. On the other hand, 
at least one case has held, albeit in the partnership 
context, that a liquidating distribution was subject 
to ESD.296 Although that case involved a clearly 
“structured” transaction where loans and note pur-
chases were made to permit deferral of tax on the 
sale of an unrelated business, it indicates that the 
ESD analysis may be applicable. Should ESD apply 
in this context?
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(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly 
not contemplated by the Code? A distribution to the 
shareholders of a widely held corporation should 
generally not be subject to invalidation on ESD 
grounds. Just as with contributions, the appropriate 
tax treatment largely depends on compliance with 
technical rules. The applicable provisions of the Code 
largely mandate some degree of structuring; thus, 
any achieved result is generally not unreasonable 
under the Code. 

(2) Is the tax effect merely incidental to a busi-
ness transaction or the result of tax-motivated 
planning? Was this consistent with the business 
of the taxpayer or outside of the ordinary course? 
Distributions to a corporation’s shareholders are 
generally routinely made in order to provide such 
shareholders with a return on their investment. 
They are an integral part of the corporation’s busi-
ness and a component of the shareholder’s overall 
investment. As such, they should generally satisfy 
the second test of the Proposed Lens. Nevertheless, 
situations involving distributions to controlling 
shareholders may require heightened scrutiny. 
Generally, however, ESD should not be relevant 
to these types of transactions. 

Cross-Border Code Sec. 304 
Transactions Used to Move Earnings 
and Profi ts
Diffi cult questions involving corporate distributions 
are likely to arise in the context of distributions from 
foreign subsidiaries of U.S. parent corporations. 

Facts
A U.S. corporation that is the common parent of 
an affi liated group (“U.S. Parent”) owns two sister 
controlled foreign corporations (“CFC 1” and “CFC 
2”) and seeks to repatriate cash from the CFCs in a 
tax-effi cient manner. 

Transaction
U.S. Parent sells a portion of its CFC 1 stock to CFC 2. 
The transaction implicates Code Sec. 304(a)(1), which 
governs stock sales between related parties. Under Code 
Sec. 304(a)(1), the sale is treated as a contribution by 
U.S. Parent of the sold CFC 1 stock to CFC 2 in exchange 
for CFC 2 stock, followed immediately by a redemp-
tion by CFC 2 of such CFC 2 stock back from U.S. 
Parent. The determination whether such redemption 
is afforded dividend treatment or exchange treatment 
is made with reference to CFC 1 stock.297 Because the 

U.S. Parent owns 100 percent 
of CFC 1 before the transaction 
directly and 100 percent after 
the transaction constructively,298 
CFC 2’s deemed redemption of 
its stock is treated as a deemed 
dividend under Code Sec. 302. 
The deemed dividend, in turn, is 
fi rst applied to reduce the earn-
ings and profi ts (E&P) of CFC 2 
and then of CFC 1. 

The deemed dividend is 
treated as foreign source in-
come, and thus generates a 
deemed Code Sec. 902 foreign 
tax credit in the amount that 
represents the same proportion 
to the total foreign taxes paid 
by CFC 1 and CFC 2 as the 
deemed dividends represent 
to their respective E&P.299 If 
Code Sec. 304 were not ap-
plicable, however, the sale of 
CFC 1 stock would be treated 
as an exchange and would not 
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generate the same Code Sec. 902 benefi ts. Moreover, 
although treated as a dividend for U.S. tax purposes, 
in most foreign jurisdictions, the intercompany stock 
sales are still viewed as such. Accordingly, there is 
no withholding tax on the proceeds from the sale 
(i.e., the U.S. dividend), allowing the U.S. Parent to 
apply the Code Sec. 902 foreign tax credit directly 
to the full amount of the deemed dividend generated 
by the transaction.

Observations/Application of Proposed Lens
The IRS approved this result in Rev. Rul. 92-86.300 The 
ruling holds that the cash received from the sale of 
the stock of one foreign subsidiary to another foreign 
subsidiary would be treated as a dividend under Code 
Sec. 302, reducing the E&P of both foreign subsid-
iaries in turn. The IRS expressly approved the Code 
Sec. 902 foreign tax credit calculation described 
above. Does the holding in Rev. Rul. 92-86 survive 
under ESD as codifi ed? 

If ESD applies, the transaction may not satisfy the 
two-part test. Absent an actual need for internal re-
structuring, there is likely no nontax business purpose 
for the transaction. In addition, as the U.S. Parent’s in-
direct ownership of either CFC has not been affected, 
there is likely no meaningful change in economic 
position resulting from the transaction. 

Thus, the determinative question is again whether 
ESD is relevant to this transaction. The rules of Code 
Sec. 304 are highly specifi c and their application is 
mechanical. As discussed in a variety of similarly 
technical contexts (e.g., Code 
Sec. 331 and Code Sec. 332 
liquidations), literal compli-
ance with the Code should 
arguably be suffi cient where 
the relevant provisions are 
themselves highly literal. But, 
is the answer different where 
mechanical compliance with 
a particular provision (Code 
Sec. 304) allows the taxpayer 
to generate unanticipated tax 
benefits under a separate, 
unrelated, provision (Code 
Sec. 902)? Congress has gener-
ally sought to limit the ability 
of U.S. companies to repatriate 
previously untaxed foreign 
earnings. Should the specifi c 
rules of Code Sec. 304 or some 

understanding of the general purpose of Subpart F 
prevail? Is it suffi cient that the technical terms of 
another Subpart F provision, Code Sec. 902, were 
also satisfi ed? 

This transaction illustrates the diffi culties associated 
with the application of ESD with a view to Congres-
sional purpose. In enacting Code Sec. 304, Congress 
was exclusively focused on curbing the ability of af-
fi liated corporations and shareholders to withdraw 
earnings from the corporate solution at capital gain 
rates. To stem the potential for abuse, Congress clearly 
described the types of transactions that are subject to 
Code Sec. 304 and provided for a mechanical recast 
of such transactions. The application of this recast is 
not subject to exceptions depending on the context or 
the ultimate tax results of the transaction, rather, Code 
Sec. 304 either applies or does not apply based on the 
transaction in question. But, while Code Sec. 304 is 
typically an anti-abuse provision, in the international 
context, Code Sec. 304 has been used successfully 
to reduce the amount of foreign earnings of foreign 
subsidiaries of U.S. companies at lower rates of 
tax. Congress did not contemplate the use of Code 
Sec. 304 in this manner and likely did not anticipate 
the potential opportunities that Code Sec. 304 would 
provide in the international context. In such cases, 
how does one determine what Congress intended for 
purposes of the ESD analysis? 

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly 
not contemplated by the Code? The requirements of 
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both Code Sec. 304 and Code Sec. 902 are clearly 
satisfi ed in this case. In the Code Sec. 304 context, 
where tax consequences are entirely driven by 
highly mechanical rules, literal satisfaction of the 
Code’s provision is for the most part all that can be 
relevant. Thus, the result is not “unreasonable” and it 
cannot be said that it was “clearly not contemplated 
by the Code.” 

Although it may be that the ultimate result is 
not what the government would prefer, as Con-
gress likely never considered the impact of Code 
Sec. 304 in the international context, its intent as to 
the transaction at issue is largely a matter of guess-
work. Accordingly, applying ESD to trump another 
highly technical and clearly applicable anti-abuse 
provision would create an unacceptable level of 
uncertainty for taxpayers. Are taxpayers always ex-
pected to ignore the provisions of Code Sec. 304 in 
the international context? Whenever the application 
of the provision would generate a benefi cial result 
for the taxpayer? Does the magnitude of the tax 
benefi t make a difference? The possible permuta-
tions of such questions are numerous.

In enacting Code Sec. 304, Congress enacted tech-
nical rules that all parties (including the IRS) must 
follow regardless of the result.301 As one court noted 
in a different context, “Treasury cannot with one hand 
promulgate ... regulations that have the force and 
effect of statutory law, and with the other, require a 
taxpayer under the guise of [an anti-abuse] doctrine 
to proceed contrary to the regulations but only when 
to the government’s benefi t. That is the practical effect 
of what the government purports to do here.”302 Ac-
cordingly, absent legislative action in this area, ESD 
is not appropriately used as a trump card whenever 
the IRS is unhappy with the ultimate result.

(2) Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated planning? 
Was this consistent with the business of the taxpayer 
or outside of the ordinary course? Internal corporate 
distributions should generally satisfy the second test 
of the Proposed Lens. The movement of cash between 
members of a corporate group is commonplace and 
typically driven by business needs—cash generated 
by the group’s business operations is generally being 
distributed because required for the business opera-
tions of another member. Assuming these facts, such 
distributions will generally be incidental to an ordi-
nary course business transaction.303 Accordingly, such 
transactions should generally satisfy the Proposed 
Lens and the ESD should not be relevant.

Loss Creation: H.J. Heinz Co. 

Background Facts
The taxpayer in H.J. Heinz Co.,304 H.J. Heinz Compa-
ny (“Heinz”), had a sizeable stock buyback program 
in place. The repurchased shares were generally kept 
in Heinz’s treasury and primarily used for employee 
stock-compensation plans. The decision was made 
that one of Heinz’s existing subsidiaries, Heinz Credit 
Company (“HCC”), should also repurchase Heinz 
stock directly in the open market.305 

Transaction
First, HCC purchased 3.5 million Heinz shares in the 
open market for cash, sourced in part from new bor-
rowings. Heinz subsequently redeemed most of these 
shares (3,325,000) from HCC in exchange for a zero 
coupon subordinated convertible note. Heinz and 
HCC treated the repurchase as a redemption under 
Code Sec. 317(b), which was in turn treated as a divi-
dend under Code Sec. 301 and Code Sec. 302(d).306 
The dividend was fully deductible by HCC due to its 
membership in the Heinz consolidated group. Finally, 
under Reg. §1.302-2(c), HCC reallocated the entire 
basis it previously had in the redeemed 3,325,000 
Heinz shares to its remaining 125,000 Heinz shares. 
HCC then sold these shares to an unrelated party 
recognizing a signifi cant capital loss, which was 
absorbed in the Heinz group consolidated return. 
Three years later, HCC converted its convertible note 
back into Heinz stock.307 

Observations/Application of Proposed Lens
After concluding that Heinz’s treatment of the 
transaction accorded with the literal provisions 
of the Code, the Heinz court nevertheless denied 
the capital loss recognized by HCC on a number 
of grounds, including that the transaction lacked 
economic substance. 

The Heinz opinion is notable for suggesting that 
redemptions must have a business purpose to be re-
spected and its Coltec-like approach to defi ning the 
relevant transaction. The court did not consider the 
overall redemption as a whole, which clearly had a 
business purpose. Rather, it disallowed HCC’s capital 
loss on ESD grounds because it found no business 
purpose for HCC’s involvement in the transaction.308 
The court only briefl y acknowledged Moline Proper-
ties and provided no discussion with respect to why 
the general rule that a corporation is respected as a 
separate taxpayer was not applicable in this case.309 
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Do these conclusions in Heinz have implications 
for strictly affi liate transactions? If it rationale is fol-
lowed, Heinz could be interpreted to place a number 
of typical transactions involving wholly owned sub-
sidiaries in jeopardy on ESD grounds, including the 
imposition of a business purpose requirement for the 
existence of the subsidiary. 

(1) Is the result of the transaction reasonable or 
does it give rise to a loss or benefi t that is clearly not 
contemplated by the Code? The rules applicable at 
the time of the Heinz transaction arguably provided 
for this very situation. The dividend in Heinz satis-
fi ed the “extraordinary dividend” defi nition of Code 
Sec. 1059(e)(1), which would require a taxpayer to 
reduce its basis in the underlying stock by the value 
of the extraordinary dividend. However, before regu-
lations under Code Sec. 1059(e)(2)(A) were issued 
(which was one year after the tax year in question 
in Heinz), Code Sec. 1059(e)(2)(A) provided that the 
general rule that a taxpayer must reduce its basis in 
the stock pursuant to a receipt of an extraordinary div-
idend did not apply to dividends between members 
of an affi liated group. Thus, a member-taxpayer could 
receive the dividend tax-free, and then later, solely 
due to the receipt of such dividend, sell the stock ex 
dividend, realizing a loss in the same amount—thus, 
the statutory provisions directly applicable to this 
situation themselves arguably 
made loss creation possible. 

The statute further provided 
that the exception in Code 
Sec. 1059(e)(2)(A) was to ap-
ply unless provided otherwise 
by Treasury regulations. At 
the time of the Heinz transac-
tion, the Secretary had not yet 
enacted such regulations. In 
Heinz, the IRS effectively made 
up for its oversight, by impos-
ing the requirement it had not 
yet itself enacted through the 
application of the ESD doctrine 
in the courts. As one commen-
tator observed, in Heinz “[t]he 
Claims Court exercised author-
ity purportedly granted only to 
the Treasury secretary.”310 

Although the Heinz result 
was arguably contemplated 
by the directly applicable 
provision of the Code, Heinz 

is a particularly diffi cult case because it allowed the 
taxpayer to recognize a noneconomic loss. This result 
is highly unusual under the Code and always warrants 
particularly close scrutiny. Nevertheless, in a situation 
such as this, where the recognition of a noneconomic 
loss cannot be said to be clearly precluded by the 
directly applicable provision of the Code, the benefi t 
should arguably be allowed, but strictly limited to 
those situations where the benefi t was clearly inci-
dental to a legitimate business transaction. 

(2) Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated planning? 
Was this consistent with the business of the taxpayer 
or outside of the ordinary course? The second ques-
tion of the Proposed Lens is also particularly diffi cult 
in the Heinz case. The overall redemption of Heinz’s 
stock held by its public shareholders, pursuant to an 
overall redemption program and effected in the open 
market, was consistent with the company’s overall 
business and in the ordinary course. Heinz’s had a 
long-standing redemption program that facilitated 
compensation of its employees. But, the repurchase 
of stock through HCC was a highly structured trans-
action involving related taxpayers. Still, HCC was 
a pre-existing bona fi de subsidiary of the taxpayer 
that had conducted separate business operations. 
Thus, its existence was in some sense “accidental.” 

Figure 14.
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Finally, the transaction did affect the position of a 
large number of public shareholders, and is for that 
reason reminiscent of Esmark. Overall, the result is 
far from obvious. Under any analytical approach, 
Heinz is a particularly hard case. 

Code Sec. 355 Transaction with 
Loss Realization

Background Facts
Taxpayer, the common parent of a consolidated 
group, made the decision to separate one of its busi-
nesses that it operated through one of its Subsidiaries 
(“Sub”), and sought to effect this separation in a Code 
Sec. 355 tax-free spin-off. However, Taxpayer also had 
a signifi cant built-in loss in the Sub stock and sought 
to recognize that loss before the distribution. 

Transaction
In order to accomplish this goal, the Taxpayer formed 
a new corporation (“Newco”) by contributing to 
Newco its Sub stock in exchange for Newco non-
voting preferred and common stock. Prior to the 
contribution, the Taxpayer had entered into an agree-
ment with an unrelated third party (“Third Party”) to 
sell to such Third Party the Newco nonvoting pre-

ferred stock it would receive in the contribution. The 
parties carried out the prearranged sale in accordance 
with the agreed upon terms.

The effect of the prearranged sale of more than 20 
percent of any class of Newco stock was to preclude 
the Newco contribution from qualifying for nonrec-
ognition treatment under Code Sec. 351. Specifi cally, 
because of the prearranged sale, Taxpayer was not in 
“control” of Newco immediately after the contribu-
tion.311 As the Taxpayer “busted” the Code Sec. 351 
transaction, the contribution was treated as a Code 
Sec. 1001 taxable exchange, allowing Taxpayer to 
realize its built-in loss in Sub stock.312

Next, the Taxpayer formed another corporation 
(“Controlled”) by contributing its Newco shares in 
exchange for a 100-percent interest in Controlled 
and the assets of an active trade or business within 
the meaning of Code Sec. 355(b). Accordingly, 
although the Taxpayer did not have control of 
Newco (since lack of control was needed to bust 
the Code Sec. 351 transaction), the Taxpayer 
would still be able to spin off the Newco business 
in a Code Sec. 355 tax-free transaction, a require-
ment of which is that the distributing corporation 
distribute shares representing control in the spun 
off corporation.313 

Observations/Application 
of Proposed Lens 
The IRS approved a transaction 
of this type in a private letter 
ruling.314 Is a different result is 
obtained post-ESD codifi cation? 
Does the use of both Controlled 
and Newco need to be justifi ed? 
Does the ability to defer gains 
and recognize losses as part of 
the same transaction in and of it-
self implicate the doctrine? These 
questions have no clear answer 
under the current statute.

(1) Is the result of the transac-
tion reasonable or does it give 
rise to a loss or benefi t that is 
clearly not contemplated by 
the Code? Although generat-
ing a signifi cant timing benefi t, 
the Taxpayer for the most part 
achieved results that could have 
been realized in a number of 
more direct ways. The Taxpayer 

Figure 15.
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did not fabricate a noneconomic loss nor avoid gain 
in a situation where gain deferral is clearly inap-
propriate. As to the loss recognition aspect of the 
transaction, as the Taxpayer represented to the IRS, 
it “would [have been] entitled to recognize the [loss 
inherent in Sub stock] upon a taxable sale of [such 
stock] to an unrelated third party.”315 Ultimately, the 
Taxpayer recognized a loss by structuring in a way to 
avoid the highly technical, bright-line rule, require-
ments of Code Sec. 351. But, as discussed previously, 
given the bright-line nature of the Code Sec. 351 pre-
requisites, this result is arguably reasonable under the 
Code. As to the deferral of gain to the Taxpayer and its 
stockholders, the Taxpayer achieved this result as part 
of a Code Sec. 355 transaction that expressly provides 
for nonrecognition treatment assuming its specifi c re-
quirements are satisfi ed. The Taxpayer did not rely on 
Code Sec. 355 in a unusual context; rather the spin-
off was a relatively typical Code Sec. 355 transaction. 
Ultimately, the transaction appears unusual because 
it combines the results of two separate transactions 
into one, through the addition of a number of steps. 
Generally, where the overall result can be achieved 
in a relatively straightforward manner—and thus, the 
transaction is not abusive overall—a mere insertion 
of a few additional steps should not taint such an 
otherwise allowable transaction. The fact that the 
Taxpayer achieved a particularly favorable result (by 
recognizing loss and deferring gain at the same time), 
should not, in and of itself, invalidate the transaction 

on ESD grounds, nor subject the Taxpayer to a high 
strict liability penalty, as neither result is clearly not 
contemplated by the Code. 

(2) Is the tax effect merely incidental to a business 
transaction or the result of tax-motivated planning? 
Was this consistent with the business of the taxpayer 
or outside of the ordinary course? The Taxpayer sepa-
rated one of its business lines in the ordinary course 
and for a legitimate business purpose. As the Taxpayer 
represented to the IRS in its ruling request the “[spin 
off] would be pursued by [Taxpayer] regardless of 
whether the [Sub] loss would be recognized by vir-
tue of the [spin-off] and the related transactions.”316 
Accordingly, the second test of the Proposed Lens 
is also satisfi ed in this case. Thus, this transaction, 
while highly favorable to the taxpayer, should not 
be subject to ESD.

Conclusion
The codifi cation of the ESD will necessarily involve 
diffi cult judgment calls on the part of taxpayers and 
the IRS in attempting to apply a judge-made, fl exible, 
anti-abuse doctrine to everyday corporate transac-
tions in both the planning context and under audit 
review. While the doctrine is not susceptible to bright 
line tests, the use of practical real world factors to 
analyze the relevance of the doctrine may be a useful 
funnel to narrow the scope of potential transactions 
which need to pass ESD muster. 
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with such transactions could not be charac-
terized as taxable income).

74 See Reg. Code Secs.1.368-1(b), (c), -2(g).
75 See Rev. Rul. 69-6, 1969-1 CB 104 (a trans-

action that fails to qualify as an A reorganiza-
tion is treated as a taxable sale of assets).

76 See Rev. Rul. 2003-110, 2003-2 CB 1083.
77 Coltec Indus., supra note 50.
78 See generally David P. Hariton, The Frame 

Game: How Defining the ‘Transaction’ 
Decides the Case, 63 TAX LAW. 1 (2009).

79 Interestingly, a transitory subsidiary may be 
disregarded where the result is to cause the 
transaction to qualify as a desired “B” reor-
ganization. See Rev. Rul. 67-414, 1967-2 
CB 382.

80 Coltec Indus., supra note 50.
81 Coltec Indus., supra note 50, 454 F3d 1340, 

1351.
82 Id.
83 Coltec Indus., supra note 50, 454 F3d 1340, 

1358: “The fi rst asserted business purpose 
focuses on the wrong transaction, the cre-
ation of [SPE] as a separate subsidiary to 
manage asbestos liabilities.”

84 Coltec Indus., supra note 50, 454 F3d 1340, 
1358.

85 Coltec Indus., supra note 50, 454 F3d 1340, 
1357–59.

86 Coltec Indus., supra note 50, 454 F3d 1340, 
1359.

87 Coltec Indus., supra note 50, 454 F3d 1340, 
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1359–60.
88 Coltec Indus., supra note 50, 454 F3d 1340, 

1359.
89 Id.
90 Shell Petroleum, 2008 WL 2714252 (S.D. Tex. 

2008).
91 Gregory v. Helvering, supra note 6.
92 See David P. Hariton, When and How Should 

the Economic Substance Doctrine Be Ap-
plied? 60 TAX. L. REV. 29, 30 (2007): “It is 
always possible to isolate tax planning steps or 
structures and observe that they have no tax-
independent business purpose or economic 
substance. But such an exercise does little to 
help either taxpayers or the Commissioner’s 
agents understand what constitutes legally 
acceptable tax planning.”

93 Code Sec. 7701(o)(5)(D).
94 JCT REPORT, at 153; HOUSE REPORT, at 296–

97.
95 JCT REPORT, at 153; HOUSE REPORT, at 296–

97.
96 Gary R. Vogel, Troubling Aspects of §7701(o) 

in Corporate Transactions, TAX MGMT MEMO, at 
3, note 13 (Nov. 8, 2010) (citing IRS Could 
Consider Challenging Previously Approved 
Transactions Following Economic Substance 
Codification, Alexander Says, 2010 TNT 
193-2 (Oct. 5, 2010)).

97 See Coltec Indus., Inc., supra note 50, 454 F3d 
1340, 1358, note 17: “There is no indication 
that [the SPE obtaining the right to any ‘upside’ 
if future asbestos liabilities turned out to be 
less than expected] was viewed as a business 
purpose at the time of the transaction. In any 
event, the nominal amount ($500,000) that the 
banks paid for the stock—a little more than half 
of the transaction costs—demonstrates that cre-
ating this supposed ‘upside’ potential had no 
real-world appeal to potential purchasers.”

98 Coltec Indus., supra note 50, 454 F3d 1340, 
1359.

99 2008 WL 2714252, at *36 (S.D. Tex. 2008).
100 Id.
101 See Hariton, supra note 78.
102 Many commentators have criticized Coltec 

for its narrow view of the relevant transaction. 
See, e.g., Mark J. Silverman and Amanda at 
Varma, The Future of Tax Planning: From 
Coltec to Schering-Plough, TAX NOTES, Jan. 
18, 2010, at 341–42, Doc. 2010-130.

103 Wilcox, supra note 72.
104 See, e.g., Robert Wilens, Unnatural Selection 

in Subchapter C: Why Form Controls When a 
Minority Interest is Eliminated, J. TAX’N, Feb. 
1998: “Subchapter C is full of situations where 
although the substance of two transactions 
may be the same, the format used to attain 
a particular objective may have profound 
implications.”

105 Code Sec. 368 specifi es the corporate reor-
ganization transactions that are eligible for 
nonrecognition treatment, generally based 
on the theory that such transactions are mere 
changes in form and are therefore not appro-
priate occasions for the imposition of tax.

106 See, e.g., Boris I. Bittker & James S. Eustice, 
FEDERAL INCOME TAXATION OF CORPORATIONS AND 
SHAREHOLDERS, ¶12.01[2] (7th ed. 2010), 
hereinafter, BITTKER & EUSTICE: “The statutory 
defi nition [of the term ‘reorganization’] looks 
primarily to the form rather than to the sub-
stance of these transactions. ... The statutory 
defi nition of ‘reorganization’ thus hauls in a 
most variegated catch but does almost noth-
ing to segregate the transactions according to 
their economic consequences.” ¶12.01[4]: “It 
cannot be overemphasized that the statutory 
defi nition of “reorganization” in Code Sec. 
368(a)(1) is entirely formal; that is, seven de-
fi ned categories (plus two special alternatives 
for subsidiary-merger transactions) are avail-
able. If the transaction is unable to fi t within 
one of these categories, it will not be treated 
as a reorganization, no matter how much the 
substance of the transaction fulfi lls the policies 
of the reorganization regime.” Id.: “There is a 
good deal of interplay, overlap, and confl ict be-
tween the reorganization provisions and such 
other statutory provisions as Code Secs.301 
(distributions of cash and other property), 302 
(redemptions of stock and partial liquidations), 
305 (stock dividends), 306 (preferred stock 
bailouts), 331 (complete liquidations), 351 
(incorporations), and 355 (corporate divisions), 
since any of these events may accompany, be 
part of, or serve as a substitute for a reorgani-
zation. There is a similar confl ict of jurisdic-
tion within the reorganization provisions 
themselves, since, to take but one example, a 
statutory merger may be indistinguishable in 
results from an exchange by one corporation 
of its voting stock for all of the assets of another 
corporation; however, different statutory rules 
are prescribed for these functionally equivalent 
types of reorganization.”

107 See BITTKER & EUSTICE, ¶12.21[9] (citing Rev. 
Rul. 70-223, 1970-1 CB 79).

108 Use of parent stock does not affect the reor-
ganization treatment of mergers under Code 
Sec. 368(a)(1)(A), as long as the requirements 
of Code Sec. 368(a)(2)(D) or (E) are met, but 
is not permitted in D or F reorganizations.

109 Compare Code Sec. 368(a)(1)(B) and (C) 
(requiring use of voting stock) with Code Sec. 
368(a)(1)(A) (no voting stock requirement).

110 Compare Code Sec. 368(a)(1)(A), where up to 
60 percent of the consideration may be boot, 
with Code Sec. 368(a)(1)(B), which requires 
the use of voting stock alone.

111 See, e.g., Code Sec. 368(c) (defi ning “control” 
for purposes of the reorganization provisions).

112 See Southwest Consolidated Corp., SCt, 
42-1 USTC ¶9248, 315 US 194, 198 (1942): 
“Congress has provided that the assets of 
the transferor corporation must be acquired 
in exchange ‘solely’ for ‘voting stock of the 
transferee.’ ‘Solely’ leaves no leeway. Voting 
stock plus some other consideration does 
not meet the statutory requirement.” See 
also Heverly, 621 F2d 1277 (3rd Cir. 1980) 
(no consideration other than voting stock 

may be used to effect a B reorganization, 
even if solely voting stock is used to acquire 
“control”); E.S. Chapman, CA-1, 80-1 USTC 
¶9330, 618 F2d 856, 862–63 (1980): “We 
believe the presence of nonstock consider-
ation in such an acquisition, regardless of 
whether such consideration is necessary to 
the gaining of control, is inconsistent with 
treatment of the acquisition as a nontaxable 
reorganization ... The reorganization defi ni-
tions contained in §368(a)(1) are precise, 
technical, and comprehensive.”

113 S. Howell, CA-7, 85-2 USTC ¶9773, 775 F2d 
887, 890 (1985) (quoting Joseph Isenbergh, 
Musings on Form and Substance in Taxation, 
49 U. CHI. L. REV. 859, 879 (1982).

114 See JCT REPORT, at 142: “The Code provides 
detailed rules specifying the computation 
of taxable income, including the amount, 
timing, source, and character of items of in-
come, gain, loss, and deduction. These rules 
permit both taxpayers and the government 
to compute taxable income with reasonable 
accuracy and predictability.”

115 JCT REPORT, at 142.
116 Gregory v. Helvering, supra note 6.
117 Helvering v. Gregory, supra note 55.
118 Gregory v. Helvering, supra note 6.
119 See, e.g., McMahon, supra note 25.
120 See Leandra Lederman, W(h)ither Economic 

Substance? 95 IOWA L. REV. 389, 394–95 
(2010) (differentiating between income tax 
provisions designed to measure income and 
those designed to incentivize behavior).

121 JCT REPORT, at 152, note 344; HOUSE REPORT, 
at 296.

122 Code Sec. 7701(o)(5)(C); see McMahon, 
supra note 25 (Code Sec. 7701(o)(5)(C) is 
intended to minimize the “conundrum” 
of the application of the ESD to invalidate 
benefi ts otherwise expressly provided for by 
the Code, such as nonrecognition on like 
kind exchanges under Code Sec. 1031).

123 Code Sec. 7701(o)(5)(C).
124 JCT REPORT, at 152.
125 Some commentators have argued that the 

ESD is properly applicable only in tax shelter 
situations. See David P. Hariton, supra note 
92: “... I argue that the economic substance 
doctrine should be applied to ‘tax shelters,’ 
which I would defi ne as transactions that, 
when considered as a whole, serve primarily to 
generate net losses, deductions or credits that 
can be used to eliminate the tax that otherwise 
would be imposed on unrelated income.”

126 See, e.g., Andantech LLC, 83 TCM 1467, 
Dec. 54,714(M), TC Memo. 2002-97 (deny-
ing the tax benefi ts of a transaction on four 
alternative grounds, (1) the validity of a sepa-
rate taxable entity, (2) the step-transaction 
doctrine, (3) the economic-substance doc-
trine, and (4) the existence of a true sale).

127 Coltec Indus., 2004-2 USTC ¶50,402, 62 
FedCl 716, 752 (2004).

128 JCT REPORT, at 142.
129 King Enterprises, Inc., CtCls, 69-2 USTC 
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¶9720, 418 F2d 511, 516, note 6 (1969): 
“In coping with this and related problems, 
courts have enunciated a variety of doc-
trines, such as step transaction, business 
purpose, and substance over form. Although 
the various doctrines overlap and it is not 
always clear in a particular case which one 
is most appropriate, their common premise 
is that the substantive realities of a transac-
tion determine its tax consequences.” See 
also H.J. Heinz, 2007-1 USTC ¶50,517, 76 
FedCl 570, 580 (2007): “As will be seen, 
in some ways it is diffi cult to differentiate 
[ESD, business purpose, sham transaction 
and step transaction] claims, all of which are 
different manifestations of the more general 
‘substance over form’ concept.”

130 For a rare attempt by a court to provide some 
guidance on the issue, see Rogers, CA-10, 
2002-1 USTC ¶50,240, 281 F3d 1108, 1118 
(2002) (explaining how the substance-over-
form doctrine differs from the ESD and noting 
that the ESD is not appropriate where the 
transaction “was not an attempted tax shelter 
entered into for the creation of tax losses, a 
mere sham devoid of economic substance”).

131 See, e.g., Tribune Co., 125 TC 110, 130, Dec. 
155,151 (2005): “Respondent invites us to 
adopt a broad-based approach and apply the 
‘spirit’ of the reorganization provisions in or-
der to deter the type of abuse that respondent 
perceives the ... transaction to be. We need 
not and do not accept respondent’s invitation. 
... The evidence compels the conclusion that 
[the transaction was a sale]. Thus, we need 
not ‘substitute respondent’s version’ for ‘what 
actually transpired.’”

132 JCT REPORT, at 152, note 344.
133 HOUSE REPORT, at 296, note 124.
134 See, e.g., Lederman, supra note 120 (argu-

ing that the ESD was always intended to 
focus on congressional intent and that the 
subsequently developed two-prong test is 
an inadequate replacement for this inquiry); 
Shannon Weeks McCormack, Tax Shelters 
and Statutory Interpretation: a Much Needed 
Purposive Approach, 2009 U. ILL. L. REV. 697, 
721–31 (2009) (arguing that the ESD should 
be applied in light of congressional pur-
pose, discerned from particular provisions 
of the Code, and when necessary, general 
principles of tax law); Hariton, supra note 
92: “I also argue that a court’s inquiry is not 
fi nished when it concludes that a transac-
tion lacks business purpose and economic 
substance. The tax benefi ts arising from such 
a transaction should not be disallowed unless 
they are clearly inconsistent with tax policy 
and congressional intent.”

135 Coltec Indus., supra note 50, 454 F3d 1340, 
1353–54.

136 JCT REPORT, at 152.
137 See Martin J. McMahon, Jr., Random 

Thoughts on Applying Judicial Doctrines 
to Interpret the Internal Revenue Code, 54 
SMU L. REV. 195, 205–06 (2001): “The Code 

abounds with provisions that not only infl u-
ence economic behavior, but that also are 
intended to infl uence economic behavior. 
... How are the IRS and the courts to sort 
the sheep from the goats and decide which 
combination of mismatched rules produces 
an intended tax benefi t, thereby exempting 
the transactions from the business purpose 
test and economic substance test ... ?” 

138 See, e.g., Wells Fargo, FedCl, 2010-1 USTC 
¶50,157, 91 FedCl 35 (2010).

139 See, e.g., AWG Leasing Trust, DC-OH, 
2008-1 USTC ¶50,370, 592 FSupp2d 953 
(2008); Rev. Rul. 99-14, 1999-1 CB 835.

140 See, e.g., Santa Monica Pictures LLC, 89 
TCM 1157, Dec. 55,016(M), TC Memo. 
2005-104 (2005).

141 See, e.g., Black & Decker Corp., DC-MD, 
340 FSupp2d 621 (2004). 

142 See, e.g., Petaluma FX Partners, LLC, CA-DC, 
591 F3d 649 (2010).

143 ACM Partnership, supra note 11.
144 Id., at 233–36.
145 For example, assume taxpayer purchased 

short-term securities with a value of $100 
and sold these securities the next day for 
$70 in cash and $30 in contingent install-
ment notes payable over three years. The 
taxpayer’s basis in the notes is $100, and 
under the contingent installment sale rules 
in effect at the time, the taxpayer would be 
required to recover one-fourth of its basis 
over the four-year sale period ($25/year). 
Thus, upon receipt of the $70 in cash, the 
taxpayer would recognize gain of $45 ($70 
– $25), while recognizing a loss of $15 ($10 
– $25) in each of the following three years. 
Thus, although the gain is front-loaded, 
overall, the taxpayer recognizes no gain or 
loss on the sale. 

146 ACM Partnership, supra note 11, 157 F3d, 
at 247–78.

147 Id., at 249–60.
148 ACM Partnership, supra note 37.
149 ASA Investerings Partnership, 76 TCM 325, 

Dec. 52,845(M), TC Memo. 1998-305.
150 Id., at 1–4.
151 Id., at 12.
152 Id., at note 5.
153 ASA Investerings Partnership, supra note 

71.
154 Gregory v. Helvering, supra note 6.
155 Esmark, Inc., 90 TC 171, Dec. 44,548 

(1988).
156 Tribune Co., supra note 131.
157 Gregory v. Helvering, supra note 6.
158 See Jasper L. Cummings, Jr., The New Normal: 

Economic Substance Doctrine First, TAX NOTES, 
Jan. 25, 2010, at 521, Doc 2010-597: “[A]ll 
Gregory did was construe into the reorganiza-
tion statute a requirement that the reorganiza-
tion have a purpose to actually reorganize a 
business, based on common understanding of 
what a corporate reorganization was. Admit-
tedly, that requirement properly became a 
sort of anti-abuse rule in the reorganization 

area, but it was improperly elided into an 
all-purpose business purpose requirement 
and now into a prong of the ESD.”

159 Gregory v. Helvering, supra note 6, 293 US 
465, 469–70 (1935). Judge Learned Hand, 
the author of the Second Circuit’s opinion in 
the Gregory case, which was affi rmed by the 
Supreme Court on largely the same grounds, 
subsequently explained that the doctrine 
announced in Gregory establishes that tax 
statutes are to be understood as referring to 
“transactions entered upon for commercial 
or industrial purposes and not to include 
transactions entered upon for no other 
motive but to escape taxation.” Transport 
Trading & Terminal Corp., CA-2, 49-2 USTC 
¶9337, 176 F2d 570, 572 (1949).

160 See ABA TAX SECTION, Comments on the 
Proposed Codifi cation of the Economic Sub-
stance Doctrine (Apr. 24, 2003), TAX NOTES, 
May. 5, 2003, at 682, Doc. 2003-10608: “[O]
rigins [of ESD] are traceable to the landmark 
case of Gregory v. Helvering, in which the 
Supreme Court held—as a matter of statutory 
construction—that the taxpayer was not enti-
tled to tax benefi ts sought because she lacked 
a business purpose.” Amandeep S. Grewal, 
Economic Substance and the Supreme Court, 
TAX NOTES, Sept. 10, 2007, at 969, 979, Doc. 
2007-19170: “[T]he [Gregory] Court found 
(rightly or wrongly) that the statute itself 
demanded a business purpose.”

161 Gregory v. Helvering, supra note 6: “But the 
question for determination is whether what 
was done, apart from the tax motive, was the 
thing which the statute intended.” Helver-
ing v. Gregory, supra note 55: “Therefore, if 
what was done here, was what was intended 
by [the relevant reorganization provision], it 
is of no consequence that it was an elabo-
rate scheme to get rid of income taxes, as it 
certainly was.”

162 Gregory v. Helvering, supra note 6.
163 See General Utilities & Operating Co, 

SCt, 36-1 USTC ¶9012, 296 US 200, 206 
(1935) (concluding that a corporation did 
not recognize gain as a result of an in-kind 
distribution of appreciated assets to its 
shareholders). 

164 Gregory v. Helvering, supra note 6.
165 “Putting aside, then, the question of motive 

in respect of taxation altogether, and fi xing 
the character of the proceeding by what ac-
tually occurred, what do we fi nd? Simply an 
operation having no business or corporate 
purpose, ... ” Gregory v. Helvering, supra 
note 6, 293 US 465, 469–70.

166 “... a mere device which put on the form of a 
corporate reorganization as a disguise for con-
cealing its real character, ...” Gregory v. Helver-
ing, supra note 6, 293 US 465, 469–70.

167 “... and the sole object and accomplishment 
of which was the consummation of a pre-
conceived plan, not to reorganize a business 
or any part of a business, but to transfer a 
parcel of corporate shares to the petitioner.” 

rsion’ for

4.
124

ote 120

what

gu-

– $25), w
– $25) in
Thus, al
overall, t

t

pron
this 

est is
ry);

I
1 A
149

.,
CM
SA

at 2
M Pa

I

9–6
rtner

0.
sh p, su

P
note
h

37
76 TC

1
G

3S
ory v
Gene

6

elH
ral 

verin
Util
¶9

g,gg
ie

supra
s & 

not
Oper

U

6.
atin
20

g C
2

The e
h t

nce c
i

eviden
ti

derma
ESD

ee, e.g
tha

g., Led
t the 

wa
pon

296
an

d.’”
2, n

3 HO

Se

th
no
ac

32 JC

he tran
ot ‘sub
ctually
CT REP

OUSE R
ee, e.g

nsacti
bstitute
y trans
PORT, a
REPORT

g., Led

ion w
e resp
spired
at 152
T, at 2
derma supsu



160

Economic-Substance Doctrine and Subchapter C: What, Me Worry?

Gregory v. Helvering, supra note 6, 293 US 
465, 469–70.

168 “No doubt, a new and valid corporation was 
created. But that corporation was nothing 
more than a contrivance to the end last 
described. It was brought into existence for 
no other purpose; it performed, as it was 
intended from the beginning it should per-
form, no other function. When that limited 
function had been exercised, it immediately 
was put to death.” Gregory v. Helvering, 
supra note 6, 293 US 465, 469–70.

169 “The rule which excludes from consideration 
the motive of tax avoidance is not pertinent 
to the situation, because the transaction 
upon its face lies outside the plain intent of 
the statute. To hold otherwise would be to 
exalt artifi ce above reality and to deprive the 
statutory provision in question of all serious 
purpose.” Gregory v. Helvering, supra note 
6, 293 US 465, 469–70.

170 Gregory v. Helvering, supra note 6, 293 US 
465, 469.

171 Id.
172 Id.: “The legal right of a taxpayer to decrease 

the amount of what otherwise would be 
his taxes, or altogether avoid them, by 
means which the law permits, cannot be 
doubted.”

173 Gregory v. Helvering, supra note 6, 293 US 
465, 469–70 (1935).

174 See NYSBA TAX SECTION, “Report on the Trea-
sury’s Proposal to Codify the Economic Sub-
stance Doctrine,” July 24, 2000, available at 
www.nysba.org/Content/ContentFolders20/
TaxLawSection/TaxReports/977Report.
pdf: “In Gregory, the taxpayer was the 
sole shareholder of a corporation that had 
agreed to a nontax-motivated sale of one 
of its subsidiaries. The taxpayer’s lawyers 
structured the transaction as a tax-free 
spinoff followed by a sale of the distributed 
corporation at the individual level, so as to 
avoid (a) the corporate-level gain on the 
appreciated subsidiary, under the so-called 
‘General Utilities doctrine,’ and (b) part of 
the individual-level gain by shifting some 
of the taxpayer’s outside stock basis to the 
stock of the distributed corporation prior to 
disposition. The IRS challenged the benefi t 
of (b) above, but not of (a) above (it later 
challenged the benefi t of (a) above in Com-
missioner v. Court Holding), and the courts 
upheld the Commissioner based on statutory 
interpretation—Congress apparently did not 
intend to allow tax-free treatment of a restruc-
turing to accommodate a sale of assets.”

175 The courts summarized the IRS’s argument as 
seeking to tax Mrs. Gregory as if she received 
a dividend equal to the proceeds she received 
in the ultimate sale of her MSC stock. This ar-
gument is consistent with a recharacterization 
of the transaction as (1) a dividend of MSC 
stock to Mrs. Gregory, followed by her selling 
the received shares to a third party, or (2) a sale 
of MSC stock by UMC, followed by a dividend 

distribution of the proceeds to Mrs. Gregory. 
Gregory v. Helvering, supra note 6, 293 US 
465 (1935); E.F. Gregory, 27 BTA 223, 225, 
Dec. 7841 (1932); but see Martin D. Ginsburg 
and Jack S. Levin, 2 MERGERS, ACQUISITIONS AND 
BUYOUTS ¶609.1, note 7: “Corporate-level 
tax planning was not implicated in Gregory, 
which was decided while the General Utilities 
doctrine was in full fl ower. Thus, under the 
General Utilities doctrine, had [UMC] simply 
distributed to Ms. G the appreciated [MSC] 
stock, [UMC] would not have recognized as 
gain the amount of that appreciation. Hence, 
it is not surprising that in Gregory IRS did 
not attempt to assert gain recognition either 
by [UMC] (on [UMC’s purported spin-off 
distribution of [Averill] stock to Ms. G) or by 
[Averill] (on [Averill’s] liquidating distribution 
of [MSC] shares to Ms. G.)”

176 Helvering v. Gregory, supra note 55, 69 F2d 
809, 811. 

177 Id.: “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 issue by the Averill 
Corporation of its own shares to the taxpayer, 
and her acquisition of the Monitor shares by 
winding up that company. The Averill Corpo-
ration had a juristic personality, whatever the 
purpose of its organization; the transfer passed 
title to the Monitor shares and the taxpayer 
became a shareholder in the transferee. All 
these steps were real, and their only defect 
was that they were not what the statute means 
by a ‘reorganization,’ because the transactions 
were no part of the conduct of the business 
of either or both companies; so viewed they 
were a sham, though all the proceedings had 
their usual effect. But the result is the same 
whether the tax be calculated as the Commis-
sioner calculated it, or upon the value of the 
Averill shares as a dividend.”

178 See Hariton, supra note 92.
179 Court Holding Co., SCt, 45-1 USTC ¶9215, 

324 US 331 (1945).
180 Id., at 334: “To permit the true nature of a 

transaction to be disguised by mere formal-
isms, which exist solely to alter tax liabilities, 
would seriously impair the effective adminis-
tration of the tax policies of Congress.”

181 Cumberland Public Service Co., SCt, 50-1 
USTC ¶9129, 338 US 451 (1950).

182 Id., at 453: “Our Court Holding Co. decision 
rested on fi ndings of fact by the Tax Court that 
a sale had been made and gains realized by 
the taxpayer corporation ... .” Id., at note 3: 
“What we said in the Court Holding Co. case 
was an approval of the action of the Tax Court 
in looking beyond the papers executed by 
the corporation and shareholders in order to 
determine whether the sale there had actually 
been made by the corporation. We were but 
emphasizing the established principle that in 
resolving such questions as who made a sale, 
fact-fi nding tribunals in tax cases can consider 

motives, intent, and conduct in addition to what 
appears in written instruments used by parties 
to control rights as among themselves.”

183 Id., at 454–55.
184 Id., at 455–56: “The oddities in tax conse-

quences that emerge from the tax provisions 
here controlling appear to be inherent in the 
present tax pattern. For a corporation is taxed if 
it sells all its physical properties and distributes 
the cash proceeds as liquidating dividends, 
yet is not taxed if that property is distributed 
in kind and is then sold by the shareholders. 
In both instances the interest of the sharehold-
ers in the business has been transferred to the 
purchaser. Congress having determined that 
different tax consequences shall fl ow from 
different methods by which the shareholders 
of a closely held corporation may dispose of 
corporate property, we accept its mandate.”

185 Esmark, Inc., supra note 155.
186 P. Grove, 73-2 USTC ¶9591, 490 F2d 241 

(1973).
187 Esmark, Inc., supra note 155, 90 TC 171, 

200.
188 Esmark, Inc., supra note 155, 90 TC 171, 

183.
189 Esmark, Inc., supra note 155, 90 TC 171, 

187.
190 Esmark, Inc., supra note 155, 90 TC 171, 

198: “In this case, in contrast [to Gregory 
v. Helvering], there were no steps without 
independent function. Each of the steps—the 
purchase of petitioner’s stock by Mobil and the 
redemption of that stock by petitioner—had 
permanent economic consequences. Mobil’s 
tender offer was not a ‘mere device’ having 
no business purpose; the tender offer was 
an essential element of petitioner’s plan to 
redeem over 50 percent of its stock. Mobil’s 
ownership, however, transitory, must thus 
be respected, and if Mobil’s ownership of 
petitioner’s shares is respected, a “distribution 
with respect to ... stock” in fact occurred.”).

191 Id.
192 Esmark, Inc., supra note 155, 90 TC 171, 

198.
193 Esmark, Inc., supra note 155, 90 TC 171, 

199.
194 Esmark, Inc., supra note 155, 90 TC 171, 

183.
195 Esmark, Inc., supra note 155, 90 TC 171, 

199.
196 Esmark, Inc., supra note 155, 90 TC 171, 

199–200 (quoting Cumberland Pub. Serv., 
supra note 181, 338 US 451, 455–56).

197 Esmark, Inc., supra note 155, 90 TC 171, 200 
(citing Grove, supra note 186).

198 Esmark, Inc., supra note 155, 90 TC 171, 200 
(1988).

199 Tribune Co., supra note 131.
200 Tribune Co., supra note 131, 125 TC 8, 

129–31.
201 Tribune Co., supra note 131, 125 TC 8, 

118.
202 Tribune Co., supra note 131, 125 TC 8, 

127.

s/977Re
pay

ora
ted 

ayer’s la

ort.
 th

t h
on
yers

by a ‘reor
were no 
of either 
were a sh
their usu

vel,
gain
h

as to
the

A
1 Se
179

ve
e

ill s
Har

H

ares
ton, 
ldi

as a
su

div
ra no

nd.”
92. 19

1

wi
1 I
2

espe

k

ct to . stockk in fact oc

9

curr

T

ed.

1

ce D
ww ny

ine,”
org/Co

Doctri
ysba o

iaries
he t

its su
uctur

ubsid
red t

Con
Tax

ax-m
s.

y, thyy
of a

ag
of

ww
Ta

dpd
so

ww.ny
axLaw
df “df: “In
le sha
reed 
its su

ysba.o
wSect

Gn Gre
areho
to a 
ubsid

org/Co
tion/T
egory
lder o
nonta
iaries he 



TAXES—THE TAX MAGAZINE® 161

March 2011

203 Tribune Co., supra note 131, 125 TC 8, 
118.

204 See Tribune Co., supra note 131, 125 TC 8, 
124–31 (generally embracing the “substance-
over-form” doctrine).

205 Tribune Co., supra note 131, 125 TC 8, 
129.

206 Tribune Co., supra note 131, 125 TC 8, 
128.

207 Id.
208 JCT REPORT, at 142; HOUSE REPORT, at 291.
209 JCT REPORT, at 152; HOUSE REPORT, at 296.
210 JCT REPORT, at 152–53; HOUSE REPORT, at 

296.
211 JCT REPORT, at 152, note 345; HOUSE REPORT, 

at 296, note 125.
212 See, e.g., Jeremiah Coder, News Analysis: Tax 

Planning After Economic Substance Codifi ca-
tion, TAX NOTES, Nov. 15, 2010, at 772, Doc 
2010-24198: “Taxpayers are likely to worry 
about how the codified doctrine will be 
applied unless the IRS puts out substantive 
guidance.” (Quoting David P. Hariton of Sul-
livan & Cromwell LLP.) (“Taxpayers know the 
IRS will be more assertive with the codifi ed 
provision ... so it is only natural for them to 
worry until guidance is released ... .”(Citing 
Cary Pugh of Skadden, Arps, Slate, Meagher 
& Flom LLP.)

213 Notice 2010-62, IRB 2010-40, 1.
214 See Amy S. Elliott, Practitioners Blast Eco-

nomic Substance Guidance, TAX NOTES, 
Sept. 20, 2010, at 1212, Doc. 2010-20057 
(stating that many practitioners criticized the 
published guidance, fi nding it “profoundly 
disappointing”).

215 The IRS also stated that it would continue 
to apply existing case law and guidance 
in calculating net present value and that 
before guidance is issued, the courts are not 
precluded from considering the appropriate 
treatment of foreign taxes. Notice 2010-62, 
2010-40 IRB. 1.

216 See Elliott, supra note 214 (stating that the 
case law on relevance is nonexistent, noting 
“[t]here are simply cases which apply eco-
nomic substance or don’t apply it. The world 
‘relevant,’ to the best of my knowledge, isn’t 
included in any case law.” (quoting Mark Sil-
verman, partner at Steptoe & Johnson LLP)).

217 See, e.g., McCormack, supra note 134, at 
700–01.

218 See, e.g., McCormack, supra note 134, at 701 
(arguing that the courts have had to apply 
the ESD test inconsistently in order to reach 
sensible results); Hariton, supra note 92, at 
53; Debra J. Bennett, Coltec Industries, Inc.: 
Another Spin on Economic Substance, 84 
TAXES 7, 14 (2006): “One unfortunate aspect 
of [the ESD] cases is that the economic sub-
stance doctrine has become the trump card 
for the government because there is no over-
riding interpretation of what the economic 
substance doctrine is. For good or bad, it 
has evolved to the concept the courts rely 
on when a transaction has a tax avoidance 

motive but good technical support because 
the doctrine can be molded to the facts of 
a case. That is, if a transaction ‘looks bad’ 
but meets all statutory requirements, it can 
be defeated by examining the transaction’s 
economic substance.”

219 See ABA TAX SECTION, Comments on the 
Proposed Codifi cation of the Economic Sub-
stance Doctrine (Apr. 24, 2003), TAX NOTES, 
May 5, 2003, at 682, Doc. 2003-10608.

220 See Hariton, supra note 92, at 31: “I also 
argue that a court’s inquiry is not fi nished 
when it concludes that a transaction lacks 
business purpose and economic substance. 
The tax benefi ts arising from such a transac-
tion should not be disallowed unless they 
are clearly inconsistent with tax policy and 
congressional intent. ... Was it, for example, 
loss acceleration—a mere timing benefi t—or 
loss duplication, which is arguably much 
more egregious? ... how reasonable [was 
it] for the taxpayer to apply technical rules 
to obtain the relevant tax benefi t, given the 
relevant statutory and regulatory regimes.”).

221 See Hariton, supra note 92, at 34–35 (ex-
plaining that it has never been the case that 
any transaction that results in lower taxes is 
abusive; under that view, any transaction is 
abusive, other than one where the “taxpayer 
intentionally structures the transaction to pay 
as much tax as can possibly be paid to the 
Commissioner”).

222 See Hariton, supra note 92, at 34: “[T]he 
‘economic-substance doctrine’ should not be 
broadened and made to serve as a general 
rule for disallowing any technical tax result 
that strikes the IRS as too aggressive.”

223 See Hariton, supra note 92, at 30 (arguing 
that the ESD has been and should continue 
to apply primarily to “tax shelter” transac-
tions, which, “considered as a whole, serve 
primarily to generate net losses, deductions 
or credits that can be used to eliminate the 
tax that otherwise would be imposed on 
unrelated income”).

224 McMahon, supra note 25; see also Hariton, 
supra note 92, at 30: “No government can 
foresee, let alone draft, rules that produce 
the ‘right’ tax results under every conceivable 
permutation of facts that can be constructed 
by taxpayers in an increasingly complex 
fi nancial world.”

225 Wilcox, supra note 72.
226 Coltec Indus., supra note 50, 454 F3d 1340, 

1357 (citing Nicole Rose Corp., CA-2, 2003-1 
USTC ¶50,137, 320 F3d 282, 284 (2003), and 
ACM Partnership, supra note 11.

227 See Wilcox, supra note 72: “Most of the recent 
corporate tax shelter cases involve isolated 
transactions outside the taxpayer’s trade or 
business that are specifi cally identifi ed to gen-
erate a tax loss or deduction item.” Hariton, 
supra note 92: “Another example would be 
the ‘straddle transactions’ that taxpayers also 
‘invested in’ at that time to defer the imposi-
tion of tax on unrelated gains. A taxpayer 

would take offsetting long and short positions 
in commodities (even though the taxpayer 
knew nothing about commodities) and then 
terminate the ‘loss position’ (while hedging 
the ‘gain position’) to generate a tax loss that 
could serve to offset an unrelated gain.”

228 See Gray Jennings, Economic Substance and 
the Taxpayer’s Purpose, TAX NOTES, May 3, 
2010, at 541, Doc. 2010-7617 (transaction 
steps that are isolated from the taxpayer’s 
other business activities should be invalidated 
under ESD).

229 See Coltec Indus., supra note 50, 454 F3d 
1340, 1357: “[A]rrangements with subsidiar-
ies that do not affect the economic interest of 
independent third parties deserve particularly 
close scrutiny.”

230 See Joseph Bankman, The Economic Sub-
stance Doctrine, 74 S. CAL. L. REV. 5, 18 
(2000): “An aggressive play on the contingent 
sales regulations, for example, works if it is 
discovered ‘accidentally’ in the course of 
ordinary business operations but does not 
work if it is part of a prearranged plan that is 
unrelated to business operations.”

231 See generally, Bankman, id.
232 Cottage Savings, SCt, 91-1 USTC ¶50,187, 499 

US 554, 556–57 (1991).
233 Cottage Savings, supra, 499 US 554, 556–57.
234 Cottage Savings, supra, 499 US 554, 566 

(1991).
235 Under Coltec, the relevant transaction would 

be the exchange alone. This illustrates a dif-
fi culty with framing the relevant transaction 
too narrowly. If only the realization event is 
relevant, then any disposition of any asset for 
a loss, no matter how long it is held as part of 
the taxpayer’s business, could fail ESD on the 
grounds that the transaction does not affect 
the economic position of the taxpayer.

236 See Hariton, supra note 92: “The timing 
of the resulting loss deduction [in Cottage 
Savings] was determined under arbitrary 
technical rules laid down by the Secretary, 
and it was therefore arguably reasonable for 
the taxpayer to employ a technical transac-
tion to affect that timing.”

237 In reaching its conclusion that in order to 
be “materially different” the relevant prop-
erties need only embody legally distinct 
entitlements rather than satisfy some higher 
economic substance threshold, the Cottage 
Savings Court relied heavily on the old re-
organization cases—Phellis, supra note 55, 
Weiss v. Stearn, SCt, 1 USTC ¶94, 265 US 
242 (1924), and W.L. Marr, SCt, 1 USTC ¶137, 
268 US 536 (1925). These cases stand for the 
proposition that any change in underlying le-
gal entitlements, such as the change of state of 
incorporation, is suffi cient to constitute a real-
ization event. Given that the tax system waits 
for a realization event solely for purposes of 
administrative convenience, the “realization 
threshold” is accordingly a low one.

238 Cottage Savings, supra note 232, 499 US 
554, 565 (1991).
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239 Cottage Savings, supra note 232, 499 US 
554, 565–66 (1991).

240 ACM Partnership, supra note 11, 157 F3d 
231, 251–52; see also Jennings, supra note 
228: “Our reading of Cottage Savings and 
ACM Partnership explains the conventional 
wisdom that stock acquired as part of an 
investment program may be sold at a time 
determined to allow the recognition of any 
tax loss on that position in a year when it 
would be useful. Such a sale would be the last 
of several steps for which there was a nontax 
objective.” McMahon, supra note 25: “[T]
he ‘transaction’ in question is not solely the 
sale itself, but rather the overall acquisition, 
holding, and disposition of the property.”

241 See Hariton, supra note 92: “[M]ost people 
believe that in our system, a taxpayer is en-
titled to employ ... a transaction to trigger an 
unrealized gain at the appropriate moment. 
In fact, a taxpayer is equally entitled to trig-
ger an otherwise unrealized loss ... .”

242 Of course, tax benefits of a realization 
transaction could be invalidated on different 
grounds. See Cottage Savings, supra note 
232, 499 US 554, 568 (1991) (addressing the 
IRS’s argument that Cottage Savings should 
be denied its losses on the ground that 
such losses lacked “economic substance,” 
and taking this to mean that the losses 
were somehow not bona fi de, the court 
observed that there was “no contention 
that the transactions in this case were not 
conducted at arm’s-length, or that Cottage 
Savings retained de facto ownership of the 
participation interests it traded ... .”).

243 Preferred stock will be “nonqualifi ed” if (1) 
the holder has the right to require the issuer 
to redeem the stock; (2) the issuer is required 
to redeem the stock; (3) the issuer or a related 
person has the right to redeem the stock and, 
as of the issue date, it is more likely than not 
to exercise such right; or (4) the dividend rate 
on such stock varies in whole or in part with 
reference to interest rates, commodity prices 
or similar indices. Code Sec. 351(g)(2).

244 If ESD applies, the objective prong of the test 
raises particularly diffi cult questions in the 
context of a purely internal transaction. It is 
unclear how this question should be analyzed, 
and from which entity’s perspective. In internal 
reorganization transactions, the economic 
position of the ultimate parent (and the group 
overall) may often remain unchanged. How 
are the direct owners of a liquidated entity im-
pacted? Has there merely been a change in the 
form of their underlying investment (e.g., stock 
to assets)? Do such changes in the form of the 
investment also result in a substantial change 
in the owning entity’s economic position? Is 
the answer different when a liquidation is only 
“deemed” to occur as a result of a changed 
entity classifi cation? 

245 Granite Trust Co., CA-1, 57-1 USTC ¶9201, 
238 F2d 670 (1956).

246 See also Avco Mfg. Co., 25 TC 975, Dec. 

21,555 (1956); Day & Zimmerman, Inc., 
CA-3, 45-2 USTC ¶9403, 151 F2d 517 
(1945).

247 See LTR 201014002 (Nov. 16, 2009).
248 Granite Trust Co., supra note 245, 238 F2d 

670, 674 (1956).
249 Amy S. Elliott, ABA Section of Taxation 

Meeting: IRS Not Targeting Granite Trust 
Transactions, Offi cial Says, TAX NOTES, May 
17, 2010, at 751, Doc. 2010-10221.

250 Fidelity Int’l Currency Advisor A Fund, DC-
MA, 2010-1 USTC ¶50,418. Some commen-
tators have criticized the Fidelity decision for 
calling Granite Trust into question. Richard 
M. Lipton, New Tax Shelter Cases and a 
Notice Put a Spotlight on the Economic 
Substance Doctrine, J. TAX’N (Nov. 2010). 

251 In LTR 201014002, supra note 247, a U.S. 
member of an international corporate group 
(“U.S. Sub”) sold more than 20 percent of its 
shares in its wholly owned foreign subsidiary 
in which it had a built-in loss (“Loss Foreign 
Sub”) to another foreign member of the group 
(“Foreign Sub”). The Loss Foreign Sub was 
then converted into an unlimited liability 
company, triggering a deemed liquidation of 
Loss Foreign Sub for U.S. tax purposes. Citing 
Granite Trust, the IRS held that Code Sec. 332 
did not apply to the deemed liquidation. It 
appears that the IRS would also allow inter-
nal structuring into Code Sec. 332 or Code 
Sec. 331 treatment in conjunction with a 
deemed liquidation triggered by a check-
the-box election. In such a case, even the 
economic position of the liquidating entity 
does not change. In Rev. Rul. 2003-125, the 
IRS held that a parent creditor was entitled 
to a worthless stock deduction upon the liq-
uidation of an insolvent subsidiary pursuant 
to a check-the-box election. The fi ling of the 
check-the-box election did not have a nontax 
purpose and had no impact on the parent’s 
economic position. After the election was 
made, the “liquidated” subsidiary retained its 
separate existence and continued to conduct 
the same business operations. But, note that 
Rev. Rul. 2003-125, 2003-2 CB 1243 (as 
well as Rev. Rul. 70-489, 1070-2 CB 53, and 
Rev. Rul. 59-269, 1959-2 CB 87, on which 
Rev. Rul. 2003-125 is based) do not cite D.S. 
McClain, SCt, 41-1 USTC ¶9168, 311 US 527 
(1941), which is arguably inconsistent.

252 Granite Trust Co., supra note 245, 238 F2d 
670, 676.

253 See id.
254 SEN. FIN. COMM. REPORT, H.R. 8300, 83d 

Cong., 2d Sess. 255 (1954).
255 See Caruth Corp., supra note 64; Stewart, 

supra note 64; Hempt Bros, Inc., supra note 
64.

256 Compare Rev. Rul. 68-349, 1968-2 CB 143 
(holding that a transaction did not qualify as 
a Code Sec. 351 contribution because the 
establishment of the new corporation had no 
purpose other than provide Code Sec. 351 
nonrecognition treatment to the contribut-

ing taxpayer) with Rev. Rul. 76-123, 1976-1 
CB 94 (holding that a transaction did qualify 
under Code Sec. 351 on nearly identical facts 
because the structure was not designed solely 
to provide for Code Sec. 351 treatment but also 
to allow for incorporation in a different state); 
See also Rev. Rul. 60-331, 1960-2 CB 189. 

257 At least one judicial decision has rejected 
the notion that qualifi cation under Code 
Sec. 351 is dependent on a valid business 
purpose, but this case is relatively old and 
its continued authority somewhat question-
able. See W&K Holding Corp., 38 BTA 830, 
Dec. 10,460 (1938) (non-acq.).

258 Portland Oil Co., CA-1, 40-1 USTC ¶9234, 
109 F2d 479, 488 (1940).

259 See Robert Cassanos, Economic Substance, 
Business Purpose, and Tax Elections, Tax Fo-
rum Paper No. 578, at 5 (Nov. 1, 2004), on fi le 
with author: “By defi nition, tax elections are 
tax-motivated. They have no business purpose. 
They have no economic substance. Therefore, 
a tax election should never be tested against 
a ‘purpose’ or ‘substance’ standard. The 
existence of a tax election is, in practice, a 
declaration by the taxing authority that it has 
little or no stake in the tax characterization of 
the transaction or entity in question, so it is in 
effect formally or informally delegating the 
choice of that characterization to the taxpayer.” 
If business purpose and ESD apply to Code 
Sec. 351, do they also apply to the forma-
tion of a single member LLC, which is a “tax 
nothing” as it is? If not, can a taxpayer avoid 
these requirements in the context of Code Sec. 
351 by fi rst forming a single-member LLC and 
then checking the box? In such a case, would 
a taxpayer have to demonstrate a business 
purpose for the election? See generally, id. 
Arguably, if, as noted above, there is a thresh-
old business purpose requirement for a Code 
Sec. 351 transaction effected by checking the 
box is satisfi ed by the business reasons for 
establishing the LLC, even if old and cold.

260 JCT REPORT, at 152, note 345; HOUSE REPORT, at 
296, note 125.

261 Shell Petroleum, 2008 WL 2714252 (S.D. Tex. 
2008).

262 Shell Petroleum, 2008 WL 2714252, at *6 
(S.D. Tex. 2008).

263 Shell Petroleum, 2008 WL 2714252, at *27 
(S.D. Tex. 2008).

264 See Jennings, supra note 228: “The sale [of 
Shell Western’s shares] was a partial disposi-
tion of [Shell’s oil and gas] properties, which 
had been acquired to make a profit, and 
therefore was part of a transaction for which 
there was a nontax objective.”

265 See Chas Ilfeld Co., SCt, 4 USTC ¶1261, 292 US 
62, 68 (1934): “The allowance claimed would 
permit petitioner twice to use the subsidiaries’ 
losses for the reduction of its taxable income. ... 
If allowed, this would be the practical equiva-
lent of double deduction. In the absence of a 
provision of the Act defi nitely requiring it, a 
purpose so opposed to precedent and equality 
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of treatment of taxpayers will not be attributed 
to lawmakers.”

266 Code Sec. 362(e)(2).
267 Shell Petroleum, 2008 WL 2714252, at * 27 

(S.D. Tex. 2008).
268 Id.
269 Id.
270 As the circumstances of the overall transaction 

in both Shell Petroleum and Coltec are suffi -
cient to justify a different result in each case, 
the Shell Petroleum court did not have to rest 
its decision on how broadly or narrowly the 
relevant transaction is framed—which is often 
an arbitrary decision. The Shell Petroleum 
court expressly refused to follow Coltec by 
“dissecting or ‘slicing and dicing’” an “inte-
grated transaction [into steps] solely because 
the Government aggressively chooses to 
challenge only an isolated component of the 
overall transaction.” Shell Petroleum, 2008 WL 
2714252, at * 36 (S.D. Tex. 2008).

271 Shell Petroleum, 2008 WL 2714252, at * 36 
(S.D. Tex. 2008).

272 Id.
273 Moline Properties, SCt, 43-1 USTC ¶9464, 319 

US 436 (1943).
274 Moline Properties, supra, 319 US 436, 

438–39.
275 Id.
276 At least one other court has disregarded the 

involvement of a separate corporate entity in 
a transaction on ESD grounds. See H.J. Heinz 
Co., FedCl, 2007-1 USTC ¶50,517, 76 FedCl 
570, 577–78 (2007). Heinz may support the 
notion that Congress meant to undermine 
Moline Properties in codifying ESD. 

277 See Reg. §301.7701-3.
278 Id.
279 Rev. Rul. 79-70, 1979-1 CB 155. 
280 See also Rev. Rul. 79-194, 1979-1 CB 145. 

The step-transaction doctrine applies to com-
bine the steps, and the intermediate period 
during which the transferor holds control is 
disregarded as “transitory and without real 
substance.” See Rev. Rul. 70-552, 1970-2 CB 
141.

281 Rev. Rul. 79-70, 1979-1 CB 144; Code Sec. 
351(a).

282 Parent recognizes any gain or loss under Code 
Sec. 1001.

283 Code Sec. 338(d)(3).
284 This arrangement is sometimes referred to as 

a “supercharged IPO.”
285 A full consideration of the anti-churning rules 

is beyond the scope of this article. In short, the 
conclusion in Example 24 obtains because the 
“new target” deemed created in connection 
with a Code Sec. 338(h)(10) election is not 
considered the person who held or used the 
assets during any period in which the assets 
were held or used by the corporation treated 
as the seller, and further, the new corporation 
is not related to the “old target” either before or 
after the entire series of relevant transactions. 
See Reg. §1.197-2(k), Example 24.

286 JCT REPORT, at 152, note 355. See also HOUSE 
REPORT, at 296, note 124.

287 But see ACM Partnership, supra note 11 
(rejecting the taxpayer’s argument that losses 
resulting from taxpayer’s use of the accounting 
method prescribed by the Treasury regulations 
must be bona fi de on the grounds that the 
“argument confounds a tax accounting regu-
lation which merely prescribes a method for 
reporting otherwise existing deductible losses 
that are realized over several years with a 
substantive deductibility provision authorizing 
the deduction of certain losses”).

288 Code Sec. 368(a)(1)(A) and (a)(2)(E); Code Sec. 
368(a)(1)(B).

289 Rev. Rul. 67-448, 1967-2 CB 144.
290 Rev. Rul. 84-71, 1984-1 CB 106.
291 Rev. Rul. 68-349, 1968-2 CB 143.
292 Rev. Rul. 76-123, 1976-1 CB 94.
293 See Reg. §1.368-2(e).
294 R.J. Bazley, SCt, 47-1 USTC ¶9288, 331 US 737 

(1947) (pro rata distributions of readily market-
able securities or cash in connection with a 
recapitalization are taxable as dividends).

295 Reg. §1.301-1(l) (largely adopting the Bazley 
result, in stating that a pro rata exchange of 
common stock for common stock and bonds 
is a dividend with respect to the bonds, even 
if the stock-for-stock portion of the exchange 
qualifi es for nonrecognition treatment).
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