Change, Complexity, and Increasing
Uncertainty in the Tax Law:
Their Impact on Our Tax System and
What We Should Do About it

By Lawrence B. Gibbs

It is a truism that our tax law reflects our economy
and our society. It also is true that our economy and soci-
ety are complex and subject to change, increasingly so as
the ramifications of our interconnectedness with the glo-
bal economy and society have become more apparent. Per-
haps the most dramatic, recent example might be the
events of September 11 and their aftermath. In New York
City and Washington, D.C. — the two cities symbolic of the
complexity and change of American economy and society —
we and the rest of the world watched

transaction that led to three of the Commissioner’s most
impressive initial victories in the corporate tax shelter
area in ACM Partnership, ASA Investerings Partnership,
and Saba Partnership. ACM involved the Colgate-Palmol-
ive Company; ASA, Allied-Signal; and Saba, the Brun-
swick Corporation; three large, sophisticated, well-repre-
sented corporate taxpayers. In the ACM case, Judge Laro
in the Tax Court upheld the IRS, the Third Circuit af-
firmed, and the Supreme Court denied the taxpayer’s re-

quest for certiorari. In the ASA case

events that in two hours changed
our society and economy in ways so
profound that we could not then and
still cannot completely comprehend
them. In short, the rate at which
change and complexity are occurring
in our daily lives often leaves us with
a sense of increasing uncertainty.
The same, I submit, is true
about our tax law. During the last
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and again in Saba, the Tax Court
upheld the IRS. After the District of
Columbia Circuit affirmed the Tax
Court in the ASA case and Merrill
Lynch entered into a well-publicized
settlement with the IRS to resolve
its liability growing out of these
transactions,? the law appeared to
be well settled that the Merrill
Lynch contingent installment sale

30 years, all of us who have worked
in the tax area — in the private and public sectors — have
watched as our tax law constantly changed and became
more complex. More and more legislation, regulations and
other forms of guidance, and court decisions have descend-
ed upon us all. The rate of change and increasing complex-
ity in the tax law have accelerated as the pace of business
in the private and public sectors has accelerated. The
uncertainty resulting from the accelerated rate of change
and complexity is apparent.

The part of our tax system that traditionally has been
the least affected by change and complexity — our judicial
system — recently has begun to show the effects of increas-
ing change and complexity. I submit that the uncertainty
caused by recent surprises in the tax decisions of our
courts is likely to have the most profound impact on our
tax system. The reason is that we all look to the courts for
guidance to enable us to predict what the tax law will be in
the future.

Let’s look at some examples. A year ago, the IRS had
won almost every case it had tried in the so-called corpo-
rate tax shelter area. By my count, the score stood at 12-
1 in favor of the IRS. The Tax Court and the federal trial
and appellate courts had almost unanimously adopted the
Commissioner’s economic substance argument. Today, one
year later, by my count the score stands at 9-5.!

Perhaps the most significant turn of events involved
the Merrill Lynch contingent installment sale marketed

transaction was without economic
substance and, therefore, was not a viable product for
taxpayers.

That, of course, was before the recent decision by
Judge Friedman, in the U.S. District Court for the District
of Columbia in the Boca Investerings Partnership case.
Boca upheld American Home Product’s purchase of the
Merrill Lynch structured transaction and rejected the Com-
missioner’s economic substance doctrine. Like the prior
ASA decision, the Boca decision is appealable to the D.C.
Circuit. Although the Boca decision purports to distin-
guish ASA factually, I and others with whom I have dis-
cussed these cases thus far have been unable to come up
with a way to predict which factual situations in the fu-
ture will fall within the rationale of Boca and which will
fall within the rationale of ASA, ACM, and Saba.

Earlier this year, a trilogy of federal appellate cases
dealing with alleged tax shelters transactions were decid-
ed. The Eleventh Circuit issued two decisions by the same
panel of judges, one in the Winn-Dixie Stores case, involv-
ing corporate-owned life insurance arrangement, and the
other in the United Parcel Service case, involving an at-
tempt by UPS to transfer offshore the portion of its busi-
ness involving the insurance of its customers’ packages. In
Winn-Dixie, the Eleventh Circuit panel affirmed the Tax
Court and upheld the Commissioner’s economic substance
doctrine. In UPS, the same panel reversed the Tax Court
and rejected the Commissioner’s economic substance doc-
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trine. The third decision in the trilogy, by the Eighth
Circuit in the IES Industries case, involved American De-
pository Receipts transactions creating foreign tax credits.
The Eighth Circuit reversed a decision by the federal dis-
trict court in Iowa and rejected the Commissioner’s eco-
nomic substance doctrine, a result directly contrary to the
conclusion reached by Tax Court Judge Cohen in the Com-
pag case, currently on appeal to the Fifth Circuit. Per-
haps, some will claim to be able to align the facts and
rationales of these decisions, but try as we might, I and
others with whom I have discussed these cases cannot do
S0. X

The most recent judicial surprises, however, do not
arise in the corporate tax shelter area. For example, the
recent decision of the Federal Circuit in the Rite-Aid case
overturned consolidated return legislative regulations.?
The decision caught a number of tax practitioners by sur-
prise and has led to calls for legislation to override the
decision. Finally, the recent Supreme Court decision by
Justice Thomas in the Gitlitz case sustained an apparent
double tax benefit to shareholders of an S corporation.*
The outcome in the Gitlitz decision was unexpected by
many tax practitioners and has led to a pending legislative
proposal to reverse the effect of the decision.® These are
but a few examples of recent decisions that are sufficiently
surprising to many tax practitioners to prompt concern
about the lack of predictability of the outcomes of future
tax cases.®

The common denominator in all these cases is that,
although the law literally seems to entitle the taxpayer to
the result sought by the taxpayer, the result seems too
good to be true. Historically, in such cases, the courts have
fashioned doctrines such as economic
substance, business purpose, step trans-

plain-language advocates assert that in such situations
the law should be treated as the law, so that if the law
reached an improper result, the legislature and not the

-courts should change the law. This dialogue about the

appropriate limits of judicial restraint extends not only to
the tax area but also to other areas of the law as well.
With the Federalist Society’s anticipated support of the
plain-language approach, the election of President Bush,
and his appointment of judges and administrators at the
Department of Justice with attitudes presumed sympa-
thetic to the plain language approach, this phenomenon is
taking on new relevance.

Consider, for example, the comments of Judge McKee
in the Third Circuit decision in the ACM case:

I can’t help but suspect that the majority’s conclusion
is, in its essence, something akin to a “smell test.” If
the scheme in question smells bad, the intent to avoid
taxes defines the result as we do not want the taxpay-
er to “put one over.” . .. The fact that ACM may have
“put one over” in crafting these transactions ought not
to influence our inquiry. Our inquiry is cerebral, not
visceral. To the extent that the Commissioner is of-
fended by these transactions he should address the
Congress and/or the rulemaking process, and not the
courts.?

Before taxpayers get too carried away by the rhetoric,
however, they should recall that Judge McKee’s comments
are from his dissent. That said, the point is still relevant
that, had one other judge agreed with Judge McKee, the
result in ACM would have been different. The margin of
victory or defeat often is slim in these
cases.

action, form over substance, and a host
of similar judicial doctrines to attempt
to “reach the right result.” As the tax
law has changed more frequently and
grown more complex, however, as busi-
nesses have changed more rapidly to ac-
commodate ever-changing competitive
circumstances, and as these two phenom-
ena have interacted with one another,
the limitations of the judicial doctrines
have become apparent. Professor Martin
McMahon in his recent article, “Random

cases

The net result of these
developments is to
make predlctablllty of ,
~ the outcomes in tax
how shall 5 say
4 - less premsely‘

The net result of these develop-
ments is to make predictability of the
outcomes in tax cases — how shall I say it
—less precisely predictable. I believe that
some level of reasonable predictability
of outcomes is important in the tax area.
Taxpayers trying to avoid litigation in
planning their transactions need to
know not only what the rules are; they
also need to believe that the rules are
sufficiently capable of delineation and
enforcement that they will not be

Thoughts on Applying Doctrines to In-
terpret the Internal Revenue Code,” sum-
marized very well the feeling of many of us after reading
these recent decisions involving judicial doctrines: “Sub-
stance controls over form, except, of course, in those cases
in which form controls.”™

Apart from the difficulty of knowing when judicial
doctrines do and don’t apply, another phenomenon has
become apparent to complicate the situation. Over the
years, academics and practitioners have debated the lim-
its of judicial doctrines intended to reach the right result
when the literal provisions of a statute, regulations, or
other applicable law did not do s0.® Some “judicial activ-
ists” defend the propriety of having judges formulate or
apply anti-abuse judicial doctrines in order to enable courts
to reach the right result is such situations. Other so-called

chumps if they continue to try to comply
with the law.1® More aggressive taxpay-
ers need to know and believe that, if they step over the line
in their tax planning, they will face the time, additional
legal costs, and likelihood of having to pay at least addi-
tional tax and interest if they decide to litigate the tax
consequences of their transactions. In the face of the in-
creasing uncertainty about the outcome of tax litigation,
compliant taxpayers are more likely to feel the competi-
tive pressures to become more aggressive, and aggressive
taxpayers, not to mention the promoters of tax products,
are more likely to be emboldened to become even more
aggressive. As the Treasury Department reminded us a
few years ago, the result could be a “race to the bottom”
leading to even more widespread noncompliance.!’ That, I
submit, is in no one’s best interests.
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In light of these developments, what can and should
we as tax practitioners in the public and private sectors do
about the effect of these developments on our tax system?
Some have suggested that the confusion created by the
complexity of our tax law and the inability of the courts to
provide clear guidance call for further consideration of
more drastic solutions, such as the replacement of our
income tax system with a consump-
tion-based tax system, or a change

of the outcome against the cost of trying to resolve or settle
the case administratively with the IRS. In the final anal-
ysis, the dynamics of such a weighing process will general-
ly prompt most taxpayers to try to resolve or settle their
cases with the IRS, if possible.
Unfortunately, I do not see the same impetus on the
other side of the table. For one thing, some IRS attorneys
believe that taxpayers that “have
taken advantage of” the technical

in corporate tax accounting to con-
form it more closely to financial
accounting.'?

My proposal is more modest.
In light of the present and foresee-
able uncertainty of the tax law in
cases in which the law supports
the taxpayer’s position but the po-
sition leads to results that appear
to be too good to be true, I submit
that both sides have an interest in
trying to resolve or settle the cases
administratively, without litiga-
tion. I recognize that either the tax-
payer or the government in some
situations may have an overriding

Some IRS attorneys often
‘state that, even if they lose a
case, there is no downside for

the government since it will
simply prove that Treasury and
the Congress need to “fix” the
law and permit the revenue to

be scored by congressional

staffs to facilitate doing so.

provisions of the tax law to reach
a result that the IRS attorney con-
siders to be too good to be true are
“bad taxpayers” deserving of pun-
ishment. Such an attitude — when
conveyed to the client, the LMSB
team — often is not conducive to
resolution in LMSB or settlement
in Appeals. Secondly, some IRS
attorneys argue that, even if the
taxpayer is “right on the law,” the
courts will decide in favor of the
IRS, using one of the judicial doc-
trines to do so. Finally, some IRS
attorneys often state that, even if
they lose a case, there is no down-

need to obtain a court decision. In

most cases, however, it is to neither side’s benefit to risk
the time, energy, and resources on the increasingly uncer-
tain outcomes that the courts are providing in the tax
area.

For these reasons, I applaud the recent announce-
ments by Larry Langdon, Richard Skillman, and Pam
Olson indicating their desire and efforts to find short-term
administrative fixes to avoid litigation while pursuing long-
term solutions in some of the most difficult areas of our
tax law, such as the expense capitalization or INDOPCO
area’ and the research and experimentation tax credit
area.’* Such approaches should reduce controversy and
increase the likelihood of finding acceptable compromises
short of the courthouse. Similarly, I applaud their efforts
to eliminate penalties for corporate taxpayers that are
willing to try to find negotiated solutions for transactions
that were entered into before the IRS published notices
classifying the transactions as tax shelters.'

Finally, I fully support the approach that Larry Lang-
don, Debbie Nolan, and their LMSB executives, as well as
Dan Black, Earl Blanche, and other Appeals executives,
have taken to emphasize new techniques to permit the
taxpayer and the IRS to try to resolve their cases more
quickly in the pre-filing and post-filing processes.’ In this
regard, I would say to corporate tax executives: If your
advisers tell you that your transaction, which seems to be
aggressive but permissible under applicable provisions of
law, should be litigated because they can assure that you
are more likely to win, don’t believe it. Conversely, I would
say to the IRS: One of the biggest impediments I encoun-
ter day-to-day are IRS attorneys who tell their clients in
LMSB that the taxpayer’s transaction is an abusive trans-
action that the IRS will win in litigation. Don’t believe it.

In most cases, corporate tax executives and their ad-
visers have to weigh the cost and other considerations
involved in litigation in light of the increasing uncertainty

side for the government since it
will simply prove that Treasury and the Congress need to
“fix” the law and permit the revenue to be scored by con-
gressional staffs to facilitate doing so.

To reiterate, I recognize the need for and the authority
of tax officials to decide to litigate cases in appropriate
situations. M§ thesis, however, is that growing uncertain-
ty in the outcomes of litigated cases is a factor that govern-
ment officials should be taking into account in deciding
which cases to litigate. A corollary of this thesis is that the
decision to litigate should not be delegated to IRS attor-
neys advising LMSB audit teams. Rather, I would propose
that, if a taxpayer makes an offer to settle a case that an
IRS attorney advising the LMSB team believes involves
an abusive transaction, any decision to discontinue efforts
to resolve the case should be reviewed at a higher level
within LMSB. In my experience, a higher level of LMSB
review often results in a greater willingness and ability to
find administrative solutions to avoid litigation.'

Tax policy usually is better left to policymakers in the
administrative and legislative processes than to judges in
the judicial process.’ Recent judicial surprises not only
make bad tax policy, but they embolden taxpayers and
advisers to become even more aggressive in their tax plan-
ning. In light of the speed with which change and complex-
ity in our tax law are occurring and the increasing uncer-
tainty they produce, government officials and taxpayers
should work together to find good solutions to hard prob-
lems administratively through the give-and-take process
of dispute resolution and settlement processes, particular-
ly in the increasing number of cases involving transac-
tions in which the apparent tax result under existing law
favors the taxpayer but that result appears too good to be
true.

In conclusion, the present difficulties with which we
in the public and private sectors are dealing with one
another on a day-to-day basis are the byproducts of the
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extraordinary change, complexity, and uncertainty in the
tax area that all of us have chosen to serve. Just as the
events of September 11 have offered us the opportunity to
discover our similarities instead of dwelling upon our dif-
ferences, so too there is an opportunity for all of us as tax
professionals — in public and private practice — to jointly
discuss our mutual concerns and problems in a construc-
tive dialogue to resolve or settle our cases and develop
worthwhile solutions.

*ee
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