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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  
THE CONCLUSION OF THIS WASHINGTON REPORT. 

Congress, in § 1409 of the Reconciliation Bill recently enacted as part of the 
Health Care Bill, codified the “economic substance” doctrine, imposing substantial 
new penalties on transactions found to be lacking in a significant economic effect or 
business purpose. Although at this point, it is probably unwise to overly generalize 
about such a statutorily generated new doctrine, that doctrine could conceivably apply 
to transactions of interest to AALU members involving, for example, (i) estate planning 
or (ii) life insurance issues. 

The Internal Revenue Service will generally disregard the form of a transaction if it has no 
economic substance (apart from the tax benefits to be derived from the transaction). This doctrine, which is 
of judicial origin, is sometimes referred to as the “substance-over-form” doctrine, the “business purpose” 
doctrine, or - most commonly - the “economic substance” doctrine. It often overlaps with other judicially-
developed anti-abuse doctrines, such as “sham transaction” or “step transaction.” All, however, are based 
on the examination of arguably abusive facts, as opposed to a literal reading of the statutory scheme, and it 
is not unusual for courts to interpret those facts differently.  

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref10-47.pdf
http://www.aaluwr.org/majorrefs/Ref10-47.pdf
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The economic substance doctrine is often described as having two “prongs” - i.e., in order for a 

taxpayer to prove that a transaction has economic substance (and thus must be respected for tax purposes) 
the taxpayer must show both a meaningful change in economic position as a result of the transaction, and a 
“business purpose,” independent of tax considerations, for the transaction. The two-pronged test was first 
articulated by the U.S. Supreme Court in Frank Lyon Co. v. U.S., 435 U.S. 561 (1978), which involved a 
sale-leaseback transaction and which was ultimately decided in favor of the taxpayer. Ironically, this case 
was also the U.S. Supreme Court’s last major consideration of the economic substance doctrine. The 
development of the doctrine, and particularly the extent to which the two-pronged test is “conjunctive” 
(requiring that the taxpayer demonstrate both economic substance and a business purpose) or “disjunctive” 
(requiring that the taxpayer satisfy only one of the two tests) has for the most part been left to the lower 
federal courts for over the last thirty years, with inconsistent results. 

Although the facts that may invoke the application of the economic substance doctrine are as varied 
as taxpayers’ imaginations, recent examples of the application of the doctrine are illustrated by the pre-
1996 leveraged “corporate-owned life insurance” (“COLI”) cases.  In a typical pre-1996 leveraged COLI 
case, the corporate owner of the life insurance contracts borrows to pay a substantial portion of the 
insurance premiums.  It is often alleged by the government in such a case that the taxpayer seeks to incur 
tax-deductible interest while earning tax-free investment returns and that the tax savings may exceed the 
costs incurred in paying for the life insurance.  Courts have disallowed the interest deductions arising from 
these transactions, applying the economic substance doctrine to do so. See, e.g., Dow Chemical v. U.S., 435 
F.3d 594 (6th Cir. 2006)., cert denied 127 S. Ct. 1251 (Feb. 20, 2007) (discussed in our Bulletins Nos. 07-
27, 06-125, 03-34, 03-35 and 03-89); American Electric Power, Inc. v. U.S., 326 F.3d 737 (6th Cir. 2003), 
cert. den. 540 U.S. 1104 (2004); In re CM Holdings, Inc., 254 B.R. 570 (D. Del. 2000), aff'd 301 F. 3d. 96 
(3d. Cir. 2002); and Winn Dixie Stores, Inc. v. Commissioner, 113 T.C. 254 (1999), aff'd 254 F.3d. 1313 
(11th Cir. 2001), cert. den., 535 U.S. 986 (2002) (discussed in our Bulletins Nos. 04-6, 03-46, 02-105, 02-
52 01-65, 01-15, 00-102, 99-97 and 98-991). 

The Revenue Service has similarly sought to apply the economic substance doctrine to estate 
planning transactions, often involving the formation of limited partnerships, for which it is the 
government’s position that a “business purpose” must be present.  See, e.g., Estate of Thompson v. 
Commissioner, T.C. Memo. 2002-246, aff’d 382 F.3d 367 (3d Cir. 2004); Estate of Harper v. 
Commissioner, T.C. Memo. 2002-121; Estate of Strangi v. Commissioner, T.C. Memo. 2003-145 
(“Strangi I”); Lappo v. Commissioner, T.C. Memo 2003-258; and Estate of Stone v. Commissioner, T.C. 
Memo. 2003-309 (discussed in our Bulletins Nos. 04-110, 00-108, 04-70, 03-90, 03-119, 02-114, and 02-
69.) 

In recent years, a number of proposals have been advanced that attempt to “codify” the economic 
substance doctrine on a broader basis. Objections to codification have included claims by its critics that the 
courts are the proper place to adjudicate complex technical issues, that codification would sweep up 
common transactions Congress has specifically allowed, and that designers of tax shelters would simply 
find a way around any such legislation.  Supporters counter that much more rigid rules are needed to 
combat increasingly sophisticated shelters and that clear rules would simplify enforcement and 
administration. 

Despite articulated objections, and perhaps reflecting a growing need for additional tax revenues, 
Congress codified the economic substance doctrine in section 1409 of the “Health Care and Education 
Reconciliation Act of 2010,” which was signed by the President as Public Law No. 111-152 on March 30, 
2010.  (See our Bulletin No. 10-40.) 

The new provision, embodied in section 7701(o) of the Internal Revenue Code, provides that in the 
case of any transaction to which the economic substance doctrine is relevant, such transaction is treated as 
having economic substance only if: (1) the transaction changes in a meaningful way (apart from Federal 
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income tax effects) the taxpayer's economic position, and (2) the taxpayer has a substantial purpose (apart 
from Federal income tax effects) for entering into such transaction. Thus, the legislation adopts the 
conjunctive test in determining whether a transaction has economic substance. The doctrine itself is 
defined, in new section 7701(o)(5)(A), as “the common law doctrine under which tax benefits . . . with 
respect to a transaction are not allowable if the transaction does not have economic substance or lacks a 
business purpose. [Emphasis supplied.] 

Non-tax Purpose 

A taxpayer's non-Federal-income-tax purpose for entering into a transaction (the second prong in 
the above analysis) must be “substantial.” For this purpose, any State or local income tax effect that is 
related to a Federal income tax effect is treated in the same manner as a Federal income tax effect. Also, a 
purpose of achieving a favorable accounting treatment for financial reporting purposes is not taken into 
account as a non-Federal-income-tax purpose if the origin of the financial accounting benefit is a reduction 
of Federal income tax. 

Profit Potential 

The provision sets forth a “special rule” to be applied where a taxpayer relies on profit potential to 
rebut an argument that a transaction lacks economic substance. If a taxpayer relies on a profit potential, the 
present value of the reasonably expected pre-tax profit must be substantial in relation to the present value 
of the expected net tax benefits that would be allowed if the transaction were respected. Fees and other 
transaction expenses are taken into account as expenses in determining pre-tax profit. No discount rate is 
specified for determining “present value” of pre-tax benefits. 

Increased Penalties 

The new provision also amends section 6662 (concerning “accuracy-related” penalties on 
underpayments of tax) by imposing a new “strict liability” penalty for an underpayment attributable to any 
disallowance of a claimed tax benefit by reason of a transaction lacking economic substance. The penalty 
rate is 20% of the underpayment, which amount increases to 40% of the underpayment if the transaction is 
not adequately disclosed in the return on which the benefit is claimed. No exception (including “reasonable 
cause) to the penalty is available. Thus, a taxpayer may not rely on an opinion of counsel to negate the 
penalty. Similarly, a claim for refund or credit that is excessive under section 6676 (concerning erroneous 
claims for refund for credit) due to a claim that is lacking in economic substance is subject to the 20% 
penalty under that section, and the reasonable basis exception is not available. 

The Explanation of the Joint Committee on Taxation that accompanies the new legislation clarifies 
that, although the provision “provides a uniform definition of economic substance,” it “does not alter the 
flexibility of the courts in other respects.” The Joint Committee’s Explanation (JCX-18-10) also contains the 
following caveats: 

“The provision is not intended to alter the tax treatment of certain basic business transactions that, 
under longstanding judicial and administrative practice are respected, merely because the choice 
between meaningful economic alternatives is largely or entirely based on comparative tax 
advantages. Among these basic transactions are (1) the choice between 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 a transaction or series of 
transactions that constitute 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 
section 482 and other applicable concepts are satisfied. Leasing transactions, like all other types of 
transactions, will continue to be analyzed in light of all the facts and circumstances. As under 
present law, whether a particular transaction meets the requirements for specific treatment under 
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any of these provisions is a question of facts and circumstances. Also, the fact that a transaction 
meets the requirements for specific treatment under any provision of the Code is not determinative 
of whether a transaction or series of transactions of which it is a part has economic substance.”  

“The provision does not alter the court's ability to aggregate, disaggregate, or otherwise 
recharacterize a transaction when applying the doctrine. For example, the provision reiterates the 
present-law ability of the courts to bifurcate a transaction in which independent activities with non-
tax objectives are combined with an unrelated item having only tax-avoidance objectives in order to 
disallow those tax-motivated benefits.” [Citations omitted.]  

Interestingly, the new provision does not apply to transactions by individuals - thus arguably 
exempting the estate planning transactions described above (and also many charitable planning 
transactions) from the penalty provisions. 

Given the foregoing, even with the codification of the doctrine, it is reasonably clear that its 
application will require continued court involvement to defeat increasingly complicated tax avoidance and 
reduction arrangements. 

Any AALU member who wishes to obtain a copy of § 1409 of P.L. 111-152, may do so through the 
following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at 
www.aalu.org and enter the Member Portal with your last name and birth date and select Current Washington 
Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and include a 
reference to this Washington Report. 

 
In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

 
 

http://www.aalu.org/
mailto:raglani@aalu.org
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For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org,  

or call toll free 1-(888)-275-0092. 

http://www.aalu.org/
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