
VOLUME 17, NUMBER 11 
JUNE 2009

EDITOR-IN-CHIEF

Robert W. Wood
Wood & Porter
San Francisco

EXECUTIVE EDITOR

Christopher Welsch
Wood & Porter
San Francisco

ADVISORY BOARD

Paul L. Davies III
The Cambria Group
Menlo Park

Jonathan R. Flora
Schnader Harrison Segal 
& Lewis 
Philadelphia

Steven R. Franklin
Gunderson Dettmer
Menlo Park

David R. Gerson
Wilson Sonsini 
Goodrich & Rosati
San Francisco

Lawrence B. Gibbs
Miller & Chevalier
Washington

Steven K. Matthias
Deloitte & Touche
San Francisco

Matthew A. Rosen
Skadden, Arps, Slate, 
Meagher & Flom
New York

Mark J. Silverman
Steptoe & Johnson
Washington

Robert Willens
Robert Willens, LLC
New York

More Economic Substance Woes: 
Part I
By Robert W. Wood • Wood and Porter • San Francisco

Economic substance seems to be on the wish lists of taxpayers and 
of the government. Taxpayers think they have it, and they most 
certainly want it. The government thinks it often doesn’t exist. Some 
parts of the government also want to codify it. If the IRS mentions 
economic substance, it is usually to say it is lacking. It is a shorthand 
way of saying that you are doing something for tax reasons and not 
for economic reasons. 

The phrase has a curious history, and yet it is part of something we 
all understand, at least on a visceral level. While most of us are now 
well tutored in the notion that we should not do things only for tax 
reasons (and perhaps that we should not even do things principally 
for tax reasons), people have been known to do so unabashedly. Even 
charitable contributions are in some sense tax motivated.

President Obama recently received flack for suggesting that the tax 
donation available for charitable contributions should be curtailed, 
so that a low-paid worker would receive the same tax benefit from 
a charitable contribution as a top income-earning executive. Many 
charities screamed bloody murder, certain that their sources of 
funding would shrink were this to occur. People admire charities 
(we think), but people admire tax deductions even more. Perhaps 
taxpayers should not receive a charitable contribution—even if they 
do not receive a quid pro quo—if they are motivated by a desire for tax 
benefits and not by a desire to give to charity.

Of course, it is around such issues that we often revert to the learned 
teachings of Judge Learned Hand, who famously quipped that there is 
no patriotic duty to pay higher taxes than are required. Vice President 
Biden contradicted Judge Hand when he linked paying more tax to 
patriotism on the campaign trail. All of this was on my mind as I 
recently read Chief Counsel Advice 200915033 (Dec. 24, 2008). 
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In this hot-off-the-press ruling, the IRS 
concluded that a company that acquired a target 
when it emerged from bankruptcy could not 
use the target’s NOL against the target’s post-
change income. Although the transaction—in 
form—met the requirements of Code Sec. 382(l)
(5), the IRS said that this form did not reflect 
the economic reality of the deal.

Bankruptcy Exception
As M&A TAX REPORT readers are well aware, 
Code Sec. 382 specifies the amount of a loss 
corporation’s taxable income that may be 
offset by pre-change-of-ownership losses. 
The provision is triggered when there is an 
ownership change. The limit for each year is 
equal to the product of the fair market value 
of all of the stock of the loss corporation 
immediately before the ownership change, 
multiplied by the applicable long-term tax-
exempt rate. 

An ownership change is a change in 
the percentage of ownership of the loss 
corporation’s stock owned by the five-percent 
shareholders of more than 50 percent over 
a three-year testing period. Code Sec. 382(l)
(5) has a special rule for bankruptcy. Here, a 
loss corporation’s pre-change losses will not 
be limited after an ownership change if two 
simple requirements are met. First, the loss 
corporation (immediately before the ownership 
change) must be under the jurisdiction of the 
court in the bankruptcy case.

Second, the shareholders and creditors of 
the loss corporation (determined immediately 
before the ownership change) must end up 
owning stock of the new loss corporation 
that has at least 50 percent of the total 
combined voting power and 50 percent of 
the total value of the stock of the new loss 
corporation. Put simply, this is a continuity 
of stock ownership requirement. 

Just the Facts
To see where the IRS was going with its 
economic substance argument, you need to 
look at the facts. In somewhat abbreviated 
form, here is basically what happened in 
CCA 200915033:
1. Investor owns no part of Debtor 

Corporation.
2. Investor buys less than five percent of 

Debtor’s stock (the rest of the stock is 
owned by three more-than-five-percent 
shareholders and the general public).

3. Investor and principle creditor enter into 
an agreement calling for a prepackaged 
bankruptcy of Debtor.

4. Under the bankruptcy plan, Investor 
contributes cash for more stock, cash used to 
buy out public shareholders, to buy out one of 
the five-percent shareholders and eventually 
to pay off 100 percent of the creditors.

5. Debtor ’s two remaining historic 
shareholders and the Investor (counting 
only Investor’s less-than-five-percent 
purchase that occurred earlier in the year in 
step 2 above) now own just over 50 percent 
of Debtor’s stock. However, counting all 
of Investor’s stock, they now own 100 
percent of Debtor’s stock. That means an 
ownership change has occurred, or will 
occur in conjunction with the next event.
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6. Two weeks after the bankruptcy reorganization, 
the two remaining five-percent shareholders 
are redeemed out. They receive the same 
price per share as was paid to the other 

shareholders in the reorganization. Investor 
now holds 100 percent of the stock of Debtor. 
At the beginning of the calendar year, keep in 
mind, Investor owned no Debtor stock!

ALI-ABA Course of Study: Corporate Taxation
By Richard I. Tay • Wood & Porter • San Francisco

The first of April each year prompts people 
to be a touch wary. With current economic 
news, there is even more caution afoot, almost 
as if every day merits the wariness of April 
Fool’s Day. For me, the beginning of April 
carried different kinds of risks, as I spent two 
days attending ALI-ABA’s Corporate Taxation 
seminar via Web cast.

The speakers brought a wealth of experience, 
with presentations ranging from deferred 
compensation to ethics and professional 
responsibility. Just two days of participating 
in this informative seminar’s discussions over 
complex issues was enough to make me all 
the more wary and careful. This is not a 
beginner’s course.

Cross-Border Considerations
Considering the numerous reminders that the 
IRS is focusing more on international issues, 
the presentation that explored cross-border 
considerations was of particular interest. These 
issues were discussed by Timothy Anson, 
Daniel McCall, John Merrick and Jose Murillo 
and promise to be of growing importance. 
In addition to aptly fielding questions from 
the audience, the speakers walked through a 
helpful PowerPoint presentation.

The first topic discussed focused on Code Sec. 
956 loans involving a U.S. parent company and 
its associated controlled foreign corporations 
(CFCs). Discussions centered on planning 
techniques to avoid the pitfalls of failing to 
qualify under Notice 88-108 (1988-2 CB 445), 
Notice 2008-91 (IRB 2008-43, 1001) and Notice 
2009-10 (IRB 2009-5, 419), with the audience 
supplying many questions.

The presenters highlighted planning 
techniques. For example, they discussed the 
situation of a U.S. parent company that owns 
CFCs. The U.S. company may be in danger of 
having to report substantial amounts of income 
from loan proceeds granted to it from the 

CFCs. One notable planning technique given 
was to stagger loans made from CFCs to a U.S. 
parent company, and to limit the loan period to 
the statutorily permitted length of 60 days to 
prevent an unwanted recognition of income.

The presenters discussed other traps and 
pitfalls to circumnavigate, many involving 
acquisitions of foreign corporations. For 
example, one situation involved the acquisition 
of one CFC by another CFC. The acquired 
CFC makes a distribution to its new owner, 
who in turn makes a distribution in the same 
amount to its owner, a U.S. corporation, who 
wants to treat the distribution as previously 
taxed income.

That may seem perfectly logical, but there’s 
one slight problem. Unfortunately, Code Sec. 
959(e) does not include a cross-reference 
to Code Sec. 964(e). That may cause the 
transaction to incur double taxation on the 
acquired CFC’s profits.

The panelists then considered international 
issues regarding basis recovery. Finally, as 
the hour-and-a-half session came to a close, 
the presenters discussed the effects of new 
regulations on gain recognition agreements. 
The discussion started with an overview of 
Code Sec. 367(a), and moved into an exploration 
of these complicated new regulations. 
Again, helpful diagrams were provided via 
PowerPoint, making it considerably easier to 
visualize the corporate structures discussed.

Deal Structures
The second day started off with Lewis R. 
Steinberg of UBS Securities LLC and Robert 
Willens of Robert Willens LLC outlining cutting-
edge merger and acquisition techniques. 
One of the key aspects that made all of this 
embraceable was the fact that the speakers 
used real-world case studies. 

The first such case study was the two-stage 
privatization transaction completed by the 




