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l. Background of Contingent Liability Transactions

A The basic contingent liability transaction involved the transfer of assets and
contingent liabilities by a taxpayer to a subsidiary, followed by a sale of the
subsidiary’s stock. The contingent liabilities reduced the value of the stock of the
subsidiary, but did not reduce the taxpayer’s basis in the subsidiary’s stock.
Therefore the taxpayer realized a capital loss on the stock sale.

B. On January 18, 2001, the Service issued Notice 2001-17, 2001-9 I.R.B. 1, in
which it announced that it will disallow losses generated by contingent liability
tax shelters based on any one of several legal theories including: (i) the purported
section 351 exchange lacks sufficient business purpose, (ii) the transfer does not
qualify under section 351 because it is an agency arrangement or a payment to the
transferee for its assumption of the liability, and (iii) section 269(a) disallows the
loss. See e.g., FSA 200134008 (May 15, 2001) (applying the theories developed
in Notice 2001-17 to support the determination that a capital loss generated in a
basis shifting transaction should be disallowed). The Service will also disallow
losses based on section 358(h) for transfers on or after October 19, 1999. Chief
Counsel issued revised advice on June 28, 2001, to field personnel on how to
develop these types of tax shelters. See CC-2001-033a.

C. Revenue Procedure 2002-67, 2002-43 I.R.B. 733, announced a settlement
initiative giving taxpayers who engaged in transactions substantially similar to
those described in Notice 2001-17 an opportunity to resolve their tax issues. The
settlement initiative offered eligible taxpayers two methods to resolve their issues
involving Contingent Liability Transactions--a fixed concession procedure and a
fast track dispute resolution procedure. The settlement offer in Rev. Proc. 2002-
67 expired on March 5, 2003.

1. Under the fixed concession procedure, the taxpayer was allowed 25
percent of the capital loss and was not subject to any penalties.

2. Under the dispute resolution procedure, the taxpayer was able to submit to
a binding “baseball” arbitration and propose a settlement claiming up to
50 percent of the capital loss. Penalties were subject to negotiation in the
arbitration.
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3. These settlement proposals are relatively taxpayer-friendly compared to
other IRS settlement initiatives.

4, If the contingent liability transactions were so egregious, why was the IRS
willing to offer the settlement initiative on such favorable terms?

D. Congress added section 358(h) to the Code in the Community Renewal Tax Relief
Act of 2000. Section 358(h) provides that if the application of section 358 results
in a stock basis that is higher than the fair market value, then basis shall be
reduced to the fair market value unless either of two exceptions applies:

1. The trade or business with which the liability is associated is transferred to
the person assuming the liability as part of the exchange.

2. Substantially all of the assets with which the liability is associated are
transferred to the person assuming the liability as part of the exchange.

E. The transactions that are the subject of cases in court were entered into prior to
the enactment of section 358(h). Section 358(h) presumably eliminated the tax
benefits of contingent liability transactions. However, if contingent liabilities are
transferred with the associated trade or business or substantially all of the
associated assets, and then the stock of the subsidiary is sold, it is unclear whether
the transaction produces the same results. Query whether such a transaction
would still be analyzed under the standards in Coltec even though the
requirements of the exception in section 358(h) were satisfied..

F. The other contingent liability case that has been decided by a court is Black and
Decker v. United States.

1. Black and Decker v. United States.

A. U.S. District Court of Maryland

1. There were two motions filed in the U.S. District Court of Maryland
(Judge Quarles, Jr.) in Black & Decker. First, the United States filed a
motion for summary judgment and argued that the basis of the stock in the
subsidiary had to be reduced by the amount of the transferred contingent
liabilities because section 357(c)(3) did not apply. The government
argued (i) that section 357(c)(3) required that payment of the liabilities
would give rise to a deduction by the transferee; (ii) that payment of the
liabilities at issue would not give rise to a deduction by the subsidiary; (iii)
and that therefore section 357(c)(3) did not apply and the basis should be
reduced. The Court rejected the government’s argument and stated, “[t]he
legislative history to 8357(c) lends no support to the United States'
suggested interpretation.”

2. The taxpayer also filed a motion for summary judgment. The Court
granted that motion and declared, “[tlhe BDHMI transaction...had very
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real economic implications for every beneficiary of B & D's employee
benefits program, as well as for the parties to the transaction. The court
may not ignore a transaction that has economic substance, even if the
motive for the transaction is to avoid taxes.”

B. Fourth Circuit

1.

The Fourth Circuit (Judges Luttig, Williams and Michael) reversed the
decision and remanded on the grounds that the District Court misapplied
the economic substance test. For purposes of the summary judgment
motion, Black & Decker conceded that the motivation for the transaction
was for tax purposes. However, as stated above, the District court held
that the transaction satisfied the economic substance test because it had
real economic consequences. The Fourth Circuit stated that the
appropriate test was the one articulated in Rice’s Toyota World and that
"The second prong of the sham inquiry, the economic substance inquiry,
requires an objective determination of whether a reasonable possibility of
profit from the transaction existed apart from tax benefits.” The Fourth
Circuit remanded the case for a determination of whether a reasonable
expectation of profit existed sufficient to satisfy the test.

The emphasis on a reasonable expectation of profit by the Fourth Circuit
raises questions about common transactions (e.qg., restructurings,
liquidations, incorporations, distributions, etc.) that are not done to earn a
profit, but for other business reasons.

1. Coltec v. United States

A. Transaction

1. In 1996, Coltec sold one of its businesses and recognized a capital gain of
approximately $240.9 million.

2. In prior years, one of Coltec’s subsidiaries, Garlock, Inc. (“Garlock™) had
manufactured or distributed asbestos products and in 1996 was facing
numerous lawsuits and potential liabilities.

3. As a result of a recommendation from Arthur Andersen LLP, Coltec

entered into a contingent liability transaction that involved the following
steps:

a. Coltec renamed a dormant subsidiary Garrison Litigation
Management Group, Ltd. (“Garrison”);

b. Coltec caused Garrison to issue 99,800 shares of common stock
and 1,300,000 shares of Class A stock to Coltec in exchange for
$13,998,000.



Garlock transferred all the outstanding stock in one of its
subsidiaries, Anchor Packing Company (“Anchor”), certain other
property, and a $375 million note from one of its other
subsidiaries, Stemco, Inc., in exchange for 100,000 shares of
common stock (approximately a 6% interest) and an agreement by
Garrison to assume the liabilities incurred in connection with
asbestos claims against Garlock. In addition, Garlock agreed to
advance up to $200 million to Garrison to cover Garrison’s capital
needs.

Finally, Garlock sold all of its 100,000 shares of Garrison stock to
two banks for $500,000.

The above transaction resulted in a $378.7 million capital loss to Garlock
because the basis of the 100,000 shares was not reduced by the amount of
the contingent liabilities resulting from the asbestos claims. Therefore
Garlock’s basis in the 100,000 shares was approximately $379.2 million
(the $375 million note plus $4.2 million in other property) when the stock
was sold to the banks for $500,000.

B. U.S. Court of Federal Claims Decision in Coltec

1.

The U.S. Court of Federal Claims (Judge Braden) ruled in favor of the
taxpayer.

The Court held that the capital loss was consistent with the proper
technical application of the relevant statutes.

a.

Section 357(¢c)(3)

1) The court stated that section 357(c)(3) applied because
payment of the liabilities “would give rise to a deduction.”
Therefore, basis was not required to be reduced under
section 358(d).

@ “When such liabilities, in fact, accrue and are
satisfied, Garrison then may deduct them as
ordinary and necessary business expenses, at which
time Garlock also must adjust its basis in the
Garrison stock.”

Section 357(b)

1) Section 357(b) does not require the basis to be reduced
because there was a bona fide business purpose for the
assumption of the liabilities.



@) “The contingent asbestos liabilities assumed clearly
were related to Anchor's, Garlock’s, and Garrison's
ordinary business, and the management and
minimization of such liabilities was essential to the
continued viability of Anchor and potentially
Garlock. Therefore, ‘[t]he conversion of these
businesses into corporate form was clearly to serve
a bona fide business purpose.’”

3. The Court held that the transaction had economic substance and that in
any event the economic substance doctrine itself was a violation of the
separation of powers.

a. “...where the language of the Code is clear, the “substance rather
than form” doctrine is irrelevant.”

b. “In any event, the court already has considered and held that
Coltec satisfied the tax avoidance and business purpose tests in
Section 357(b), therefore, ipso facto, the “economic substance”
doctrine is satisfied, since that doctrine requires proof of at least
one of these tests.”

C. “Accordingly, the court has determined that where a taxpayer has
satisfied all statutory requirements established by Congress, as
Coltec did in this case, the use of the “economic substance”
doctrine to trump “mere compliance with the Code” would violate
the separation of powers.”

C. Federal Circuit Decision

1. The Federal Circuit (Judges Bryson, Gajarsa and Dyk) reversed the
opinion of the Court of Federal Claims and held that the taxpayer was not
entitled to a capital loss because the assumption of the contingent
liabilities in exchange for the note lacked economic substance.

2. Technical Arguments

a.

Contingent liabilities are “liabilities” for purposes of section
358(d).

1) “The fact that an obligation is contingent upon a particular
condition (such as a successful suit in court) does not make
that obligation any less of a “liability.”

2 What if the taxpayer doesn’t know about the liability at the
time of the transaction (e.g., a potential plaintiff that has
not filed suit)? Is that still a liability under section 358(d)?



b. Section 357(c)(3) applies

1) “However, we find the government's interpretation to be
inconsistent with the plain language of § 357(c)(3).
Nothing in the plain language of § 357(c)(3) limits the
liabilities excludable to only those that were transferred
along with an underlying business.”

2 Thus the Court declared that the position taken by the IRS
in a series of rulings over the past few years to avoid the
application of section 357(c)(3) was wrong. See e.g., TAM
2000060014 (Oct. 22, 1999); FSA 200122022 (June 1,
2001); FSA 200134008 (May 15, 2001); FSA 200121013
(Feb. 12, 2001); CCA 200117039 (Mar. 13, 2001); FSA
200217021 (Jan. 17, 2002); FSA 200218022 (Jan. 31,
2002); FSA 200224011 (Mar. 5, 2002).

C. Section 357(b)(1) did not preclude the application of section
357(c)(3) and cause the basis to be reduced.

1) The court concluded that if a liability was excluded by
section 357(c)(3), then section 357(b)(1) was not relevant.
The court reasoned that the exception in section 358(d)(2)
for liabilities excluded under section 357(c)(3) does not
contain any reference to section 357(b), nor does section
357(b) contain any reference to the basis provisions in

section 358.
3. Application of Economic Substance Doctrine
a. Five Principles

1) The law does not permit the taxpayer to reap tax benefits
from a transaction that lacks economic reality;

2 It is the taxpayer that has the burden of proving economic
substance;

3) The economic substance of a transaction must be viewed
objectively rather than subjectively;

(4)  The transaction to be analyzed is the one that gave rise to
the alleged tax benefit;

(5) Arrangements with subsidiaries that do not affect the
economic interest of independent third parties deserve
particularly close scrutiny.



b.

Court’s Application

1)

(2)

Court states Coltec offered two arguments for why “the
liabilities-note transaction had economic substance:

(a)

(b)

Creation of subsidiary (Garrison) to manage the
liabilities would make Coltec more attractive

The transaction would add a barrier to veil piercing

claims

Court appeared to address each argument separately

(a)

(b)

Creation of subsidiary (Garrison) to manage the
liabilities would make Coltec more attractive

i)

i)

Court stated “[t]he first asserted business
purpose focuses on the wrong
transaction...”

“The transfer of the liabilities in exchange
for the note is separate and distinct from the
fact that Garrison took a managerial role in
administering the asbestos liabilities, as
demonstrated by the fact that Garrison
managed another entity's asbestos liabilities
(Anchor's liabilities) without actually
assuming Anchor's liabilities.”

“The taxpayer has not demonstrated any
business purpose to be served by linking
Garrison's assumption of the liabilities to the
centralization of litigation management.”

The transaction would add a barrier to veil piercing

claims

i)

“...there is no objective basis for suggesting
that the assumption of these liabilites by
another subsidiary (in this case Garrison)
would in any way ameliorate this veil-
piercing problem.”

Subjective views of executives are
insufficient to establish economic substance.

“The transfer of the liabilities for the note
could only strengthen Coltec’s defense



V.

(3)

Transactional Tax Issues

A. General Issues

against veil-piercing if third parties would
be obligated to pursue Garrison instead of
Garlock. It is perfectly clear that the
transaction had no such result. We are not
aware of, nor has Coltec brought to out
attention, any authority suggesting
otherwise.”

Court offered an overall economic substance conclusion
that appeared to speak more in terms of economic reality
than business purpose.

(a)

“We therefore see nothing indicating that the
transfer of liabilities in exchange for the note
effected any real change in the "flow of economic
benefits,” provided any real "opportunity to make a
profit," or "appreciably affected” Coltec's beneficial
interests aside from creating a tax advantage. See
supra. Garrison's assumption of Garlock's liabilities
in exchange for the Stemco note served no purpose
other than to artificially inflate Garlock's basis in its
Garrison stock. That transaction must be
disregarded for tax purposes. When that transaction
is disregarded, the basis in the Garrison stock is
unaffected by the Stemco note/assumed liability
exchange.”

1. How Would the Analysis Change if Certain Facts Were Altered?

a. What if Garlock did not guarantee up to $200 million to cover
Garrison’s capital needs?

b. What if Garlock never sold the stock of Garrison? Does a taxpayer
need a business purpose to transfer liabilities to a subsidiary even
if no sale of the subsidiary is contemplated?

2. What Does it Mean to Disregard a Transaction?

a. As stated above, the court disregarded both the transfer of the
liabilities and the transfer of the note. The entire transaction was

voided.

b. What happens when the subsidiary pays off the liabilities?



1) Who gets the deduction?

2 Are there other tax consequences? Is the payment of the
liability by the subsidiary a deemed payment to the parent?

3) Why is the transfer of the note voided? Do you need a
business purpose to transfer a note to a subsidiary? Why
are the transfer of the note and the transfer of the liabilities
treated as a single step and not analyzed separately under
the courts theory that “the transaction to be analyzed is the
one that gave rise to the alleged tax benefit?

C. What happens when the subsidiary receives payments on the note?

d. What happens to the buyer of the Garrison stock if the transfer of
the liabilities and transfer of the note are ignored? Is the purchase
also ignored? Is the purchase price adjusted?

B. What Are the Implications of the Technical Analysis in Coltec for Other
Transactions?

1. In light of the rulings by both the Fourth Circuit in Black & Decker and
the Federal Circuit in Coltec, have any of the government’s positions been
revised with respect to the application of section 357(c)(3) in other
rulings?

2. What is the Service’s current position with respect to contingent liability
transactions? Is the position that section 358(h) applies? Or is the
position that Coltec controls and section 358(h) does not apply because the
transfer was a sham? If the later, does section 358(h) ever apply?

3. There is a critical difference between the result under section 358(h) and
the result in Coltec. Under section 358(h), the transaction is respected, but
the basis in the stock of the subsidiary is reduced by the amount of the
contingent liabilities. In contrast, the Federal Circuit in Coltec declared
that the transfer of a note and the transfer of contingent liabilities should
be completely ignored. These two different treatments could lead to
different results (e.g., who gets the deduction when the liabilities are paid,
what happens when payments are made on the note).

4. Assuming that section 358(h) applies, will the government follow Rev.
Rul. 95-74 and allow the transferee subsidiary to claim a deduction on
payment of the liabilities?



C. What Are the Implications of the Step-by-Step Economic Substance Analysis in

Coltec for Other Transactions?

1. Sale to Recognize Built-in Loss

a.

The Supreme Court in Cottage Savings allowed a taxpayer to
exchange mortgage securities for other mortgage securities and
recognize a loss. The transaction was done solely for tax purposes
and was disregarded for regulatory purposes. Can Coltec and
Cottage Savings be reconciled?

2. Liquidations

a. Section 331 Liquidation
1) Sale to avoid application of section 332 and recognize a
loss on liquidation.
b. Section 332 Liquidations
1) Purchase to qualify under section 332 and avoid
recognition of gain on liquidation.
C. Check and Sell Transaction
Q) Dover held that no business purpose is required to make a
check-the-box election. Does Coltec change that analysis?
3. Purchase and Liquidation
a. Qualified Stock Purchase followed by a section 332 liquidation

1) Section 269(b) states deductions, credits, or other
allowances may be disallowed, but only if the liquidation
occurs within 2 years.

(2 Does Coltec replace section 269(b)?

4. Liquidation and Sale

a.

In Commissioner v. Court Holding, the Supreme Court held that a
liquidation of a corporation followed by a sale of the corporation’s
assets resulted in tax to the corporation because “a sale by one
person cannot be transformed into a sale by another by using the
latter as a conduit through which to pass title.” However, five
years later, in U.S. v. Cumberland Public Service Co., the Court
held that a liquidation followed by a sale did not result in tax to the
corporation. The Court stated, “The subsidiary finding that a
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major motive of the shareholders was to reduce taxes does not bar
this conclusion. Whatever the motive and however relevant it may
be in determining whether the transaction was real or a sham, sales
of physical properties by shareholders following a genuine
liquidation distribution cannot be attributed to the corporation for
tax purposes.”

b. In both Court Holding and Cumberland the sole purpose of the
liquidation was to reduce tax. Under Coltec, could the Federal
Circuit disregard the liquidation in each transaction?

Busted Section 351 Transaction to Make Section 338(h)(10) Election

a. If a corporation transfers stock of a subsidiary to a newly formed
subsidiary (“Newco”) and sells the stock of Newco to the public to
“bust” the section 351 transaction and to be eligible to make the
section 338(h)(10) election, does the analysis in Coltec allow the
sale to be disregarded?

Section 351 Transactions

a. Is a roll-up transaction in which multiple similar businesses are
contributed to a newly formed corporation subject to review under
Coltec?

Reorganizations

a. If a reorganization has economic substance but is done solely for
tax purposes, is the transaction subject to review under Coltec?

Section 304 Foreign Tax Credit Transaction

a. If a U.S. taxpayer sells stock of one controlled foreign corporation
to another controlled foreign corporation in order to repatriate cash
that bears foreign tax credits is the sale subject to risk under Coltec
because it was done for tax purposes? Note that the transaction is
among affiliates and that the cash remains in the same affiliated

group.

Effect of Coltec on Debate over Codification of Economic Substance Doctrine

1.

Tax legislation proposals in recent years have included efforts to codify
the economic substance doctrine.

Many practitioners have opposed these proposals. See, e.g., “Steptoe &
Johnson Attorneys Repeat Their Plea for Noncodification of Economic
Substance Doctrine,” TAX NOTES TODAY, 2005 TNT 220-20 (November
15, 2005).
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3. Would taxpayers be better off with a codified standard compared to the
five principles articulated by the Federal Circuit in Coltec?

V. Litigation Tax Issues

A. What Test for Economic Substance Does the Federal Circuit Apply in Coltec?

1. How does the test compare to the more commonly applied two prong test
for (i) economic reality and (ii) business purpose?

a.

The Court of Federal Claims described the test as a two prong test
and declared the test satisfied because Coltec had a business
purpose. See above.

See also Rice’s Toyota, 752 F.2d 89, 91 (4™ Cir. 1985) (“To treat a
transaction as a sham, the court must find that the taxpayer was
motivated by no business purpose other than obtaining tax benefits
in entering the transaction and that the transaction has no
economics substance because no reasonable possibility of a profit
exists.”)

In Drobny v. United States, the Federal Circuit quoted the Rice’s
Toyota World two-prong test as the applicable standard. Drobny,
86 F.3d at 1174. Further, the Federal Circuit made it clear that a
taxpayer could avoid sham transaction treatment even if it failed
one prong of the test, stating: “If the only expectation of profit is
one based on tax deductions and credits, the transaction is not
necessarily a sham.” See Johnson v. United States, 32 Fed. CI. 709
(CI. Ct. 1995), aff’d sub nom, Drobny v. United States, 86 F.3d
1174 (Fed. Cir. 1996).

2. Is the test applied by the Federal Circuit in Coltec (i) a unitary test for
economic reality, (ii) a unitary test for business purpose, or (iii) a
conjunctive test for both?

a.

Some support can be found in the opinion for all three theories

1) Unitary test for economic reality; business purpose
irrelevant

@) “While the doctrine may well also apply if the
taxpayer’s sole subjective motivation is tax
avoidance even if the transaction has economic
substance, a lack of economic substance is
sufficient to disqualify the transaction without proof
that the taxpayer’s sole motive is tax avoidance.”

-12 -



)

(b)

Conclusion cited above speaks in terms of
economic reality, stating that the court found
“nothing indicating that the transfer of liabilities in
exchange for the note effected any real change in
the "flow of economic benefits," provided any real
"opportunity to make a profit,” or "appreciably
affected" Coltec's beneficial interests aside from
creating a tax advantage.”

Unitary test for business purpose; economic reality
irrelevant

(a)

(b)

(©)

“The ultimate conclusion as to business purpose is a
legal conclusion, which we review without
deference, and the underlying relevant facts are in
large part undisputed.”

The opinion is structured as a rebuttal to two
business purpose theories offered by Coltec.

1) “Coltec offered two arguments for why the
liabilities-note transaction had economic
substance in this context: (1) because the
creation of Garrison to manage the asbestos
liabilities would make Coltec more
attractive and (2) because the transaction
would add a barrier to veil-piercing claims
against Coltec. Neither of these theories
suggests that the transaction at issue has
economic substance.”

i) The court addresses each of these business
purposes and rejects them as valid reasons to
do the transaction.

The court cites Black & Decker, Nicole Rose Corp.
and ACM Partnership and concludes, “These cases
recognize that there is a material difference between
structuring a real transaction in a particular way to
provide a tax benefit (which is legitimate), and
creating a transaction, without a business purpose,
in order to create a tax benefit (which is
illegitimate).” This assertion by the court appears
to suggest the critical distinction is the taxpayer’s
motive or purpose for the transaction.
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B.

(d) The court’s reliance on Basic, Inc. suggests it is
focused exclusively on business purpose. The court
cites Basic, Inc. for the proposition that the
transaction should be analyzed for economic
substance on a step-by-step basis and describes
Basic, Inc. in footnote 16 as finding “the inter-
company transaction should be disregarded because
it had no “valid business grounds™).

3 Conjunctive test; Economic reality and business purpose
required or transaction is a sham.

@) It’s possible to interpret the quotes listed above as
in effect creating a conjunctive test that requires
both economic reality and business purpose for a
transaction to survive economic substance scrutiny
and not be disregarded.

(b) Footnote 14 in the opinion rejects the disjunctive
formulation of the test.

i) “We think that the rule adopted by the
Fourth Circuit and reiterated in Black &
Decker—that a transaction will be
disregarded only if it both lacks economic
substance and is motivated solely by tax
avoidance—is not consistent with the
Supreme Court’s pronouncements in cases
such as Frank Lyon.”

i) This footnote can be read to suggest that the
Federal Circuit is adopting a conjunctive test
instead.

Application of Economic Substance Test on a Step by Step basis

1.

One of the five principles articulated is “[t]he transaction to be analyzed is
the one that gave rise to the alleged tax benefit.” The court uses this
principle to justify breaking a larger transaction down into individual steps
and applying the economic substance test to each step.

The court states the proper “transaction to be analyzed” is “Garrison’s
assumption of Garlock’s asbestos liabilities in exchange for the $375
million note.” The court distinguishes this transaction from the transfer of
management activities regarding the liabilities, which the court concedes
“may have had economic substance.”
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a. This step-by-step application of the economic substance doctrine
appears inconsistent with caselaw. The step transaction doctrine—
whether applied as a binding commitment test, an interdependence
test, or an end result test—treats transactions as a whole. This
step-by-step formulation of the economic substance test by the
Federal Circuit appears to be the exact opposite.

b. How do we determine which piece of an overall transaction is the
“transaction to be analyzed”?

C. Isn’t the tax benefit of the transaction in Coltec realized on the
stock sale? What if the stock was never sold? How can the court
justify focusing its economic substance inquiry on a narrow piece
of a transaction that does not produce the tax benefit at issue?

C. Higher Scrutiny for Related Party Transactions

1.

The last principle of economic substance cited by the Federal Circuit is
“arrangements with subsidiaries that do not affect the economic interest of
independent third parties deserve particularly close scrutiny.”

When does a transaction with a related party have economic substance
under the Federal Circuit’s “close scrutiny” principle?

D. Effect of Coltec on Evaluating Forums to Resolve Tax Controversies

1.

How does the Federal Circuit decision in Coltec affect taxpayers’ choices
in evaluating whether to litigate in Tax Court, District Court, or the Court
of Federal Claims?

What is the importance of the high reversal rate in the application of the
economic substance doctrine?

a. Taxpayers lost in trial court in IES Industries , Compag, and UPS.
In each case, the Appeals court reversed and found in favor of the
taxpayer.

b. Taxpayers won in trial court in Dow, TIFD, I, Inc. (Castle
Harbour), Black & Decker, and Coltec. Appeals court reversed
and found in favor of the government in Dow, TIFD, Ill, Inc.
(Castle Harbour), and Coltec and reversed and remanded for a
revised application the economic substance doctrine in Black &
Decker.

Should taxpayers approach economic substance cases in trial courts
differently in order to prepare for an appeal?
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VI. Conclusion

A. Overall IRS View of Contingent Liability Transactions

1.

If the same transaction were entered into today, would the IRS assert a
Coltec theory of economic substance to void the entire transaction or
would the IRS apply section 358(h) to the reduce the basis of the stock in
the subsidiary/transferee?

If contingent liability transactions like the one in Coltec are so egregious
as to justify the expansive and aggressive application of the economic
doctrine by the Federal Circuit, why did the government agreement to the
global settlement initiative offering taxpayers anywhere from 25%-50% of
the tax benefit, without penalties?

B. Overall Taxpayer View of Coltec

1.

Did the Federal Circuit change its standard for economic substance? In
Drobny v. United States, 86 F.3d 1174 (Fed. Cir. 1996), the court applied
the Rice’s Toyota World disjunctive two-prong test, but the court does not
cite this case in Coltec.

It is very difficult from the opinion to determine what standard for
economic substance the Federal Circuit has applied.

The Federal Circuit appears to have applied the economic substance test,
however defined, on a step-by-step basis.

The undefined standard combined with its potential application on a step-
by-step basis creates enormous uncertainty.

The Federal Circuit’s conclusion that the transfer of the liabilities and
notes is completely disregarded does not address what happens when the
liabilities are paid and raises questions about the consequences of
disregarding a transaction.
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Black & Decker — District Court of Maryland

The Service and the taxpayer filed motions of summary judgment in the District Court of
Maryland.

The District Court denied the Service’s motion for summary judgment, finding that the taxpayer
had satisfied the technical requirements under the Code to claim the $560 million capital loss on
the sale of the BDHMI preferred stock. See 2004-2 U.S.T.C. (CCH) 1 50,359 (D. Md. 2004).
— The District Court found that the taxpayer was entitled to claim a high basis in the BDHMI preferred
stock because, in the section 351 transfer, the contingent liabilities assumed by BDHMI would give rise
to a deduction and, thus, by operation of section 357(c)(3), that assumption of such liabilities would not

be treated as a cash transfer by BDHMI to BDC and BD Canada under section 358(d) to reduce the basis
in the BDHMI preferred stock received by BDC and BD Canada.

The District Court granted the taxpayer’s motion summary judgment, rejecting the Service’s

argument that the transaction at issue lacked economic substance. See 2004-2 U.S.T.C. (CCH)
50,390 (D. Md. 2004).



Black & Decker On Appeal — Fourth Circuit

In Black & Decker Corp. v. United States, 436 F.3d 431 (4t Cir. 2006), the 4t
Circuit agreed with the lower court’s denial of the Service’s motion for
summary judgment, finding that the transaction satisfied the literal
requirements of the Code.

However, the 4t Circuit remanded the case back to the District Court to
determine whether the underlying transaction lacked economic substance.

— Although the District Court quoted the two-prong test as set out in Rice’s Toyota
World, the Circuit Court found that it misapplied the economic substance prong by
focusing on Black and Decker’s general business activities rather than “whether a
reasonable possibility of profit from the transaction existed apart from tax
benegits.” (citing Rice’s Toyota World v. Commissioner, 752 F.2d 89, 94 (4™ Cir.
1985

— Furthermore, the Circuit Court emphasized the District Court’s failure to consider
and evaluate the Service’s expert witness reports, which would have raised
questions about Black and Decker’s reasonable expectation of profiting from the
transaction. These expert reports, according to the Circuit Court’s opinion, created
triable issues of fact.

— Citing to Hines v. United States, 912 F.2d 736 (4th Cir. 1990), the 4" Circuit stated
that the “ultimate determination of whether an activity is engaged in for profit is to
be made...by reference to objective standards.” Id. at 740.

— Accordingly, the Circuit Court remanded the economic substance issue to the
District Court for trial.




Coltec Transaction

C/S
Coltec | - .. Class A Stock
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@ 7% CIS @ v
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Unrelated <--------------------------- oI I T _
Banks  c-eeeeeeeeeeemmmmoeaes . |Garlock| ... » | Garrison

$50,000 $375 million Note

Facts: Coltec, a publicly traded company with numerous subsidiaries, sold the stock of one of its businesses in 1996
and recognized a gain of approximately $240.9 million. Garlock, a subsidiary of Coltec, and its own subsidiary had both
previously manufactured or distributed asbestos products and faced substantial asbestos-related litigation claims.

Coltec caused another one of its subsidiaries, Garrison, to issue common stock and Class A stock to Coltec in exchange
for approximately $14 million. In a separate transaction, Garrison issued common stock to Garlock that represented
approximately a 6.6% interest in Garrison and assumed all liabilities incurred in connection with asbestos related claims
against Garlock, as well as the managerial responsibility for handling such claims. In return, Garlock transferred the
stock of its subsidiary, certain relevant records to the asbestos-related claims, and a promissory note (from one of its
other subsidiaries) in the amount of $375 million. Garlock then sold its recently acquired Garrison stock to unrelated
banks for $500,000. As a condition of sale, Coltec agreed to indemnify the banks against any veil-piercing claims for
asbestos liabilities. On its 1996 tax return, Coltec claimed a $378.7 million capital loss on the sale of Garrison stock,
which equaled the difference between Garlock’s basis in the stock ($379.2 million) and the sale proceeds ($500,000).



Coltec Decision — Court of Federal Claims

The Court of Federal Claims entered judgment in favor of Coltec, upholding
the capital loss claimed by Coltec from the contingent liability transaction at
Issue in this tax refund litigation.

The Court of Federal Claims relied on the District Court analysis in Black &
Decker to hold that the operation of the applicable code sections justified a
capital loss.

Moreover, the Court of Federal Claims rejected the government’s argument
that the capital loss should nonetheless be disallowed under the economic
substance doctrine.

— The court refused to apply the economic substance doctrine to the transaction
because the transaction satisfied the statutory requirements of the Code. The
court stated: “[I]t is Congress, not the court, that should determine how the
federal tax laws should be used to promote economic welfare.... Where the
taxpayer has satisfied all statutory requirements established by Congress, as
Coltec did in this case, the use of the “economic substance’ doctrine to trump
‘mere compliance with the Code’ would violate the separation of powers.”



Coltec on Appeal — Federal Circuit

The Federal Circuit (Judges Bryson, Gajarsa and Dyk) reversed the opinion
of the Court of Federal Claims and held that the taxpayer was not entitled
to a capital loss because the assumption of the contingent liabilities in
exchange for the note lacked economic substance.

Federal Circuit identified five (5) principles of economic substance.

— The law does not permit the taxpayer to reap tax benefits from a transaction
that lacks economic reality;

— It is the taxpayer that has the burden of proving economic substance;

— The economic substance of a transaction must be viewed objectively rather
than subjectively;

— The transaction to be analyzed is the one that gave rise to the alleged tax
benefit;

— Arrangements with subsidiaries that do not affect the economic interest of
independent third parties deserve particularly close scrutiny.



Coltec on Appeal — Federal Circuit

 Inapplying the economic substance test, the Federal Circuit
focused solely on the transaction giving Coltec the high stock
basis (1.e., the assumption of the liabilities in exchange for the
note) and concluded that Coltec had not demonstrated any
business purpose for that transaction.

e The court rejected Coltec’s claim that it would strengthen its
position against potential veil-piercing claims, since it only
affected relations among Coltec and its own subsidiaries and
had no effect on third parties.



Conseguences of Coltec Decision on
Other Transactions



Sale to Recognize Loss

Third
Sale of S stock Party

P has built-in S
loss in S stock

May a taxpayer sell stock solely to recognize a loss under the Federal Circuit’s analysis in
Coltec?

The Supreme Court in Cottage Savings allowed a taxpayer to exchange mortgage securities
for other mortgage securities and recognize a loss. The transaction was done solely for tax
purposes and was disregarded for regulatory purposes. Can Coltec and Cottage Savings be
reconciled?

10



Section 331 Liquidation

P .. 25%Sstock |  Liquidation . P
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25%

Facts: P, a domestic corporation, owns all of the stock of S, which is a domestic subsidiary, and
FS, which is a foreign subsidiary. P has a $100 basis in its S stock. The value of its S stock is
$10. If P liquidates S, the loss in the S stock will not be realized. P therefore sells 25% of the S

stock to FS and, after a period of time, S liquidates into P.

Result: P can recognize a $90 loss on the liquidation under section 331. However, is this result
consistent with the business purpose and economic substance analysis in Coltec?

11



Section 332 Liquidation

P ... 250 S stock Liquidation _.» P

cash ™\
75% Y : :‘ 100%

25% |
S FS § S FS

Facts: P, a domestic corporation, owns 75% of the stock of S, which is a domestic subsidiary,
and 100% of FS, which a foreign subsidiary. P has a $10 basis in its S stock. The value of its S
stock is $100. If P liquidates S, the gain in the S stock will be realized. P therefore purchases
25% of the S stock from FS and, after a period of time, S liquidates into P.

Result: P does not recognize a $90 gain on the liquidation under section 332. However, is this
result consistent with the business purpose and economic substance analysis in Coltec?

12



Check-and-Sell Transaction

\
\
v

| Bus.2
CFC1 X

Deemed Bus. 1

Liquidation
“._ CFC2
Bus. 2

Facts: P owns 100 percent of CFC1, which engages in business 1. CFC1 owns 100 percent of CFC2, which
engages in business 2. CFC1 and CFC2 are controlled foreign corporations incorporated in the United
Kingdom. On Date 1, P causes CFC1 to check-the-box for CFC2, which results in a deemed section 332
liquidation of CFC2. Immediately thereafter, P causes CFC1 sells all of the assets of business 2 (i.e., CFC2

assets) to X for cash.

Issue: Under the rationale of Dover Corp. v. Commissioner, 122 T.C. No. 19 (May 5, 2004), the income
generated from the sale does not constitute Subpart F income. However, does this transaction satisfy the step

transaction doctrine and/or economic substance requirements in light of Coltec?
13



Purchase and Liquidation

T stock

-U
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$

Liquidation

Section 269(b) states deductions, credits, or other allowances may be disallowed, but only
if the liquidation occurs within 2 years.

Does Coltec replace section 269(b)?

14



Liquidation and Sale

Third
Sale of S assets Party

Liquidation

In Commissioner v. Court Holding, the Supreme Court held that a liquidation of a corporation
followed by a sale of the corporation’s assets resulted in tax to the corporation because “a sale by
one person cannot be transformed into a sale by another by using the latter as a conduit through
which to pass title.” However, five years later, in U.S. v. Cumberland Public Service Co., the
Court held that a liquidation followed by a sale did not result in tax to the corporation. The Court
stated, “The subsidiary finding that a major motive of the shareholders was to reduce taxes does
not bar this conclusion. Whatever the motive and however relevant it may be in determining
whether the transaction was real or a sham, sales of physical properties by shareholders following
a genuine liquidation distribution cannot be attributed to the corporation for tax purposes.”

In both Court Holding and Cumberland the sole purpose of the liquidation was to reduce tax.

Under Coltec, could the Federal Circuit disregard the liquidation in each transaction? 15



Busted Section 351 Transaction to Make Section 338(h)(10)

Election
(3) N stock
P [TTsII T > PUBLIC
___________ % (2) X & Y Stock
VA N i‘ (1) Newco formed
X Y

» |If acorporation transfers stock of a subsidiary to a newly formed subsidiary (“Newco’) and
sells the stock of Newco to the public to “bust” the section 351 transaction and to be eligible
to make the section 338(h)(10) election, does the analysis in Coltec allow the sale to be

disregarded?

16



“C” Reorganization

P S/H’s T S/H’s PS/H’s TS/H’s
T S/H’s P S/H’s | )
’ P Stock l T Liquidates
T|—— | P
- T Assets P P
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What if, as is likely the case, certain steps are undertaken solely to come within the
reorganization provisions in section 368? For example, assume that substantially all of a
target corporation’s assets are acquired by another corporation solely in exchange for voting
stock. If that corporation liquidates following the asset transaction to come within the terms

of a “C” reorganization, is the liquidation step subject to risk under Coltec because it occurred
solely for tax reasons?

17



‘D’ Reorganizations — Cash — Rev. Rul. 70-240

Step One i Step Two
P Liquidati,cin/_____, P
Assets
X | g % X %
Cash

Facts: P, X, and Y are corporations. P owns all of the stock of X and Y. X transfers all of its assets to
Y in exchange for cash. X then liquidates into P.

Result: This transaction qualifies as a tax-free ‘D’ reorganization under section 368(a)(1)(D). A
transfer by one corporation (X) substantially all of its assets to another corporation (Y) qualifies as a
reorganization described in section 368(a)(1)(D) if, immediately after the transfer, one or more of its
shareholders (P) is in control of the acquiring corporation (YY), and if stock or securities of the acquiring
corporation () are distributed in a transaction which qualifies under section 354, 355, or 356. See
Section 354(b)(1).

Does the analysis in Coltec affect this result? 18



Roll-up Transaction

Ownership interests in
LLC1, LLC, and LLC3

Assume that a parent corporation converts several LLCs or partnerships into a corporation in
a roll-up transaction. Is this transaction subject to review under the Federal Circuit’s analysis
in Coltec if the roll-up was done in part to combine income and loss?

19



Section 304 Cross-Border Transaction

F1 F2

Facts: P, a domestic corporation, owns all of the stock of F1 and F2, both of which are foreign
corporations. F2 has excess foreign tax credits. P sells F1 stock to F2 in exchange for cash in a
transaction the sole purpose of which is to pull foreign tax credits out of F2.

Result: Section 304 applies to the transaction so that earnings are repatriated and foreign tax
credits are pulled out of F2. However, does this transaction satisfy the economic substance and/or
business purpose requirements in light of Coltec?

20
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