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TAX PLANNING
CONTINGENT LIABILITY 
TRANSACTIONS

On December 16, 2004 the Internal 
Revenue Service (IRS) announced a settle-
ment with Hercules Incorporated with re-
spect to a listed tax shelter transaction. The 
case, which involved a contingent liability 
transaction, was pending before the U.S. Tax 
Court. In Notice 2001-17 the IRS had listed 
such transactions as abusive because in the 
Serviceôs view they fail to comply with 
statutory requirements and lack economic 
substance or effect. Contingent liability 
transactions are designed to shelter capital 
gains taxation. In a typical transaction a 
corporate taxpayer that has or anticipates 
a substantial capital gain transfers inter-
company notes payable to a subsidiary in 
exchange for stock and the subsidiaryôs 
assumption of a contingent liability of the 
parent. The parent-taxpayer claims that its 
basis in the stock received is equal to the 
value of the notes without reduction for the 
liability transferred. When the stock is sold 
the taxpayer claims a substantial loss that 
offsets unrelated capital gains.

For example, assume that taxpayer has 
a contingent liability of $99 million. It 
transfers to the subsidiary notes payable 
worth $100 million in exchange for the 
subsidiaryôs stock. The subsidiary assumes 
the $99 million contingent liability so the 
subsidiaryôs net worth is only $1 million. 
Taxpayer, however, claims that its basis in 
the shares is the full $100 million unreduced 
by the $99 million liability. When taxpayer 
sells the stock for only $1 million taxpayer 
claims a $99 million capital loss that can 
offset up to $99 million in unrelated capital 
gain. In the settled case Hercules had claimed 
a $154 million capital loss. It had received 
an opinion from its outside tax advisor that 
it was more likely than not to prevail if the 
issue were challenged on audit. Following 
an audit the Service issued a notice of deý-
ciency disallowing the loss and determining 
penalties. In December 2003 Hercules ýled 
a petition with the Tax Court challenging 
the deýciency and penalties. 

Under the terms of the settlement, 
Hercules conceded 100% of the loss taken, 
paid tax of about $30 million, and a 20% 
accuracy penalty of about $6 million. The 
IRS agreed not to press a further 40% 
penalty for gross valuation misstatement. 
Hercules also agreed to a limited waiver of 
its privacy so that the Service could make 
the terms of the settlement public in its press 
release, no doubt to serve as a deterrent to 
other companies contemplating a similar 
transaction. The IRS also announced that, 
notwithstanding two lower court losses on 
this issue, it would continue challenging 
such transactions.

The ýrst lower court decision to address 
this issue was Black & Decker Corporation 
v. United States, 340 F. Supp. 2d 621 (D. 
Md. 2004). In Black & Decker the parent 
corporation sold three of its businesses in 
1998, generating signiýcant capital gains. 
That same year parent created Black & 
Decker Healthcare Management, Inc., the 
subsidiary. The parent transferred $561 
million to the subsidiary and the subsid-
iary assumed $560 million in contingent 
employee healthcare claims of the parent. 
Then parent sold the subsidiary to an inde-
pendent third party for $1 million. Parent, 
however, calculated its basis in subsidiaryôs 
stock at $561 million, that is, the value of the 
property transferred to the subsidiary unre-
duced by the contingent liability assumed by 
the subsidiary. It then claimed a capital loss 
of $560 million, which it used to offset its 
capital gain from the 1998 sale, past gains 
and future gains.

The Service argued and the parent 
conceded that tax avoidance was its sole 
motivation for the transaction. The court 
stated the Fourth Circuit rule that a trans-
action would be treated as a sham only if 
the taxpayer was motivated by no business 
purposes other than the tax beneýt and if 
the transaction had no economic substance. 
It then held the ýrst test was met but not the 
second one because the parent had engaged 
in a bona fide economically-based business 
transaction. Thus, the subsidiary assumed 

OPINION
CLASS ACTION PRACTICES 
WARRANT SCRUTINY

In a political process seemingly dominated 
by the need to capture ideology in a catchy 
sound bite or disparage an opponent with a 
witty label, the phrase ñPlaintiffsô barò has 
taken on life of its own. From one perspec-
tive, ñPlaintiffsô barò describes attorneys who 
feast on enormous, unjust jury awards derived 
from wholly frivolous lawsuitsðsuits that al-
legedly hinder American competitiveness and 
thwart innovation. Further, those who view 
the ñPlaintiffsô barò in such fashion reserve 
their harshest criticism for that most dreaded 
of weapons in the lawyerôs arsenal, the class 
action lawsuit. On the other side of the ar-
gument, actual members of the ñPlaintiffsô 
barò point to numerous injustices that were 
only righted because committed and capable 
counsel championed worthy causes against 
overwhelming odds. For example, would 
anyone seriously contend that auto manu-
facturers or tobacco companies would have 
accepted responsibility for product defects 
without being compelled to do so? The battle 
lines are clearly drawn, and politicians line 
up on one side or the otherðand, frankly, I 
donôt have the right answer. But a mailing I 
received recently points me in the direction of 
what I believe might be the right question. 

The mailing I received, which I wonôt 
belittle by being too speciýc, was a ñNotice 
of Proposed Settlement of a Class Action 
Lawsuit.ò This notice advised me that I may 
qualify as a participant in a class action law-
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ESTATE TAX
EXEMPTION INCREASES . . . 
TEMPORARILY

For U.S. citizen, resident alien, or domi-
ciliary decedents dying in 2006, 2007, and 
2008, the estate and generation-skipping 
transfer tax exemptions increase to $2 mil-
lion. These will increase again to $3.5 mil-
lion in 2009. The gift tax exemption stays 
at $1 million. Estate taxes for decedents dy-
ing in 2010 and gift taxes for gifts made the 
same year have supposedly been repealed; 
however, all these changes are scheduled to 
expire (or ñsunsetò) for decedents dying or 
gifts made in 2011 and the old law reinstated. 
A one-year repeal is an interesting way for 
politicians to claim both that they did, and 
did not, repeal the estate tax. Most estate 
planning professionals anticipate a revision 
of this scheme sometime prior to 2009. In 
light of the changing state of the law and 
our indeterminate tenure on Earth, all estate 
planning has to be done with two concepts in 
mind: maximal use of existing relief provi-
sions combined with maximum þexibility.

In practice this means that a couple with a 
well-planned estate can currently pass up to 
$4 million to its beneýciaries free of estate 
taxes. It also means that couples with an 
unplanned estate of the same amount will, 
under certain circumstances, bequeath their 
beneýciaries an estate tax bill of $970,000. 
In our experience most couples hold their 
assets in joint tenancy. By the simple ex-
pedients of severing joint tenancies and 
creating bypass trusts the estate tax can be 
completely eliminated for married couples 
with a combined net worth of between $2 
million and $4 million. For couples with net 
worth in excess of $4 million, irrevocable 
life insurance trusts and/or a lifetime gifting 
program might be in order.

The annual gift tax exclusion for donations 
of present interests to non-citizen spouses 
goes up to $120,000 in 2006, and the annual 
gift tax exclusion of present interests goes up 
to $12,000 for the ýrst time. Unfortunately, 
the applicable exclusion amount for nonresi-
dent aliens has not been indexed for inþation 
and thus remains at $60,000. There are many 
creative techniques, however, whereby we 
can help nonresident aliens completely avoid 
U.S. estate taxes.

At this time it is impossible to predict the 
ýnal shape or state of the estate tax. We will, 
however, monitor the situation and keep you 
informed in these pages. In the meantime 
the optimal strategy is still to title roughly 
half of combined assets in the name of each 

spouse to fully fund two bypass or credit-
shelter trusts. When one of the spouses is not 
a U.S. citizen we need more time to develop 
an optimal plan because of the denial of the 
unlimited gift tax marital deduction.

If you have any questions on estate plan-
ning please feel free to call Roy Morris or 
the author.

NÉSTOR CRUZ

suit, that I may qualify for beneýts, and that I 
may choose to opt out of the class. That is all 
fairly routine; in fact, most of us have received 
this sort of notice at some time. The continu-
ing explanation, though, held my attention 
longer than most junk mail. The underlying 
claim here is that the defendant insurance 
carriers allegedly misled life insurance 
policyholders to believe they had effective 
insurance between a stated ñpolicy dateò and 
a subsequent date when all policy conditions 
had been met. In laymenôs terms, the policy 
was not effective until the premium was paid, 
regardless of the stated ñpolicy date.ò How 
much time are we talking about here? A few 
weeks? A few days? That may not seem like 
much, but spread across the 12 years covered 
by the suit and possibly tens of thousands 
of policies, it isnôt insigniýcant, at least not 
when viewed collectively. What captured my 
attention, however, and the reason for this 
piece, is the following key requirement for 
eligibility: ñThe insured must have died, other 
than by suicide, within 90 days following the 
Final Settlement Dateéò Thus, in order to 
claim the prize, the lucky policyholder must 
recognize that he or she might have a claim to 
the promised ñsupplemental beneýtò and then 
earn it by dyingðwithin 90 days. Personally, 
I donôt think itôs worth it; nonetheless, Iôm 
retaining the notice in my contingency ýle.

It strikes me that, whichever side you fall 
on in the ñPlaintiffsô barò debate, one would 
have to question the value of this sort of 
litigation. There is no striking wrong to be 
addressed here. Correcting the administra-
tive practices of the defendant carriers is 
a good thing, but we arenôt talking airbags 
or asbestos here. The notice is chock full of 
explicit invitations to object or to strike out 
on your own to sue. Realistically, though, 
no individual (or lawyer) in his right mind 
would ýle suitðthe economies donôt jus-
tify it (unless one actually did die during 
the non-coverage period). Of course, the 
fundamental principle of class action litiga-

OPINION
Continued from page 1

tion is that some claims are best handled en 
masse. It is disclosed in the notice that the 
attorneysô fees and expenses, all to be paid 
by the insurance companies, shall not exceed 
$1.3 million. The court must approve fees 
in such matters, so we cannot criticize that 
amount as exorbitant. Regardless, it seems 
that little if any good was accomplished by 
this exercise. Some law ýrm made a good 
deal of money. Some insurance companies 
have essentially shielded themselves from 
the threat of individual lawsuits asserting 
the same theories. The no-coverage prob-
lem will be rectiýed. One courtôs resources 
were tied up for a time to oversee the ritual. 
And, ýnally, the ñPlaintiffsô barò critics have 
another example of abuse to point to as they 
try to undercut what should be a fair and 
reasonable process.

I received and discarded a similar notice 
several years ago that concerned claims 
against an airline. That notice said that all I 
needed to do to join the class was tell them 
every þight I had taken over the identiýed 
time period. Sorry, but I canôt tell you the 
þights I took earlier this month. And if I 
could respond, I might someday have got-
ten script I could use when þying future full 
fare þights. Sorry again, but isnôt one of the 
goals of travel planning to avoid full fares? I 
donôt recall the egregious wrong the airlines 
had committed to justify that suit, but I was 
struck then, as I am now, that the whole 
process was a nod-and-wink deal between 
adversaries, where the only irrelevant par-
ticipants were the nominal plaintiffs. 

This sort of litigation does not on its face 
advance any worthy objective. I donôt pro-
pose throwing out the proverbial baby with 
the bath. Class action suits are absolutely 
necessary in many instances. But it does 
appear that a false economy of litigation has 
developed, with claims of dubious merit be-
ing litigated not because they should be but 
because they can be. Drop the rhetoric about 
the ñPlaintiffsô barò and ýrst address the real 
problem of dubious class action suits. It isnôt 
easy to sort out the real from the frivolous, 
but like obscenity, Iôll know it when I see it. 
The right question is how to craft that into 
our legal process.

LAWRENCE CARR
(Note: The Class Action Fairness Act of 2005 
reflects some Congressional attention to this 
issue. The CAFA expands federal jurisdiction 
over class actions somewhat, facilitates 
government agency intervention prior to 
settlement approval, and tweaks the approval 
process for attorneys’ fees when individual 
litigants are offered coupons rather than cash.) 
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TAX PLANNING 
Continued from page 1

the responsibility for the management, 
servicing and administration of employee 
and retiree health plans. Since its inception 
in 1998, the subsidiary had considered and 
proposed numerous healthcare cost contain-
ment strategies. It had always maintained 
salaried employees, had become responsible 
for paying parentôs employeesô healthcare 
claims, and had actually paid such claims. 

Some commentators have claimed that 
this transaction gave rise to a double de-
duction to Black & Decker and should have 
been disallowed for that reason. In the au-
thorôs opinion that is not the case. Assuming 
for the sake of simplicity that the parent 
corporationôs marginal tax rates for capital 
gains and ordinary income were both 20%, 
we can examine the tax consequences with 
and without the subsidiary. With the subsid-
iary the parent saved $112 million in capi-
tal gain taxes. But it forewent a deduction 
from ordinary income of $560 million, thus 
paying extra income tax of $112 million, a 
wash tax-wise. Without the subsidiary the 
parent would have had a deduction of $560 
million from ordinary income, producing a 
tax beneýt of $112 million. But it would 
have foregone a capital loss of $560 million, 
resulting in extra tax of $112 million, again a 
wash. What parent did accomplishðand this 
is strictly a business proposition with no tax 
consequencesðis limit its liability to $561 
million. If by any chance employee claims 
exceeded that amount, the subsidiary would 
not have been able to pay the extra claims 
since it only had $561 million in property 
and the parent would not have been liable for 
the extra amount since the sold subsidiary 
and not it had the liability. Whether this 
transaction was somehow a fraud on the 
employees who might have been promised 
certain beneýts is a separate question about 
which tax law has nothing to say.

The Black & Decker opinion was only six 
pages long and did not discuss the Internal 
Revenue Code provisions applicable to basis 
calculations. The second decision cited by 
the IRS in its press release has a painfully 

long recitation of facts followed by an ex-
cruciating analysis of the applicable Code 
sections in an excessively long 62-page 
opinion. In Coltec Industries, Inc. v. United 
States, 62 Fed. Cl. 716 (Cl. Ct. 2004), the 
U.S. Court of Federal Claims considered a 
contingent liability transaction in which the 
parent had transferred to the subsidiary its 
asbestos contingent liability but had not de-
ducted that liability from basis, thus obtain-
ing a large capital loss upon the sale of the 
subsidiary. First the court held that although 
in a Section 351 transfer forming a corpora-
tion the assumption of liabilities is typically 
treated as money received, which reduces 
the basis of the transferor in the stock of the 
corporation created, a contingent liability 
has not accrued and, therefore, does not 
reduce basis. The court noted that after the 
transaction in this case had arisen, Congress 
amended the Code adding Section 358(h), 
which speciýcally requires that contingent li-
abilities be treated as liabilities for purposes 
of basis reduction. Some commentators have 
observed that because of this change in the 
law classic contingent liability transactions 
are no longer viable.

The court did not stop there, however. 
It went on to reason that even if contingent 
liabilities reduced basis under Section 
358(d)(1), under Section 357(b) they did 
not because parentôs principal purpose was 
not solely to avoid income tax and the trans-
action had a bona fide business purpose. In 
the courtôs view the main objective of the 
parent was to minimize its potential asbes-
tos-related liability. Alternatively, the court 
reasoned that under Section 357(c) there 
should be no basis reduction because under 
that provision liabilities that would have 
given rise to a deduction prior to the Section 
351 transfer are excluded. The court cited 
Rev. Rul. 95-74, which held that liabilities 
assumed by a newly-formed subsidiary in a 
Section 351 transaction were not liabilities 
for purposes of Section 357(c) because the 
liability had not been taken into account by 
the parent corporation before the transfer, 
but instead were deductible by the subsidiary 
as ordinary and necessary business expenses 
under Section 162(a).

In view of the Coltec decision, and in 
spite of Section 358(h), contingent liability 
transactions might still be valid. The Service 
has clearly announced that it considers these 
transactions to be abusive and will continue 
litigating the issue. Certainly the Hercules 
Incorporated settlement should serve as a 
warning to taxpayers and their attorneys that 
the IRS will challenge the transactions. On 
the other hand, the U.S. Court of Federal 
Claimsô interpretation of Sections 357(b) 
and (c) gives taxpayer two bases on which 
to claim the transactions are valid regard-
less of the change in the law introduced by 
Section 358(h). 

The author would like to close with four 
observations. First, it appears that there is 
no double deduction involved in a contin-
gent liability transaction and, therefore, 
the IRS should be indifferent to whether a 
corporate taxpayer takes his deduction as 
a capital loss or as a deduction from ordi-
nary income under Section 162. Second, if 
there is no double deduction involved, the 
transaction should not considered abusive 
by the Service, unless there are some other 
elements not present in the cases discussed. 
Third, it seems that limitation of liability is 
an important corporate purpose which should 
satisfy the form over substance doctrine, the 
economic substance doctrine, or any of the 
other judicial formulations used to attack 
abusive loopholes. Finally, a comparison 
of the Serviceôs position to the carefully 
reasoned Coltec decision places corporate 
taxpayers and their attorneys in an impos-
sible position. If the transaction is effected 
taxpayer might be liable to penalties. In the 
Hercules Incorporated case the penalty was 
$6 million, serious money even in these days 
of mega-transactions. On the other hand, if 
the taxpayer foregoes the transaction, one 
powerful avenue for limitation of liability 
is foreclosed. It is doubtful that any public 
policy purpose is served by subjecting tax-
payers to draconian penalties on transactions 
approved by Federal courts.

In the meantime if you have any questions 
on the tax treatment of contingent liability 
transactions please call Roy Morris or the 
author.

NÉSTOR CRUZ
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CARR, MORRIS 
& GRAEFF, P.C.

Carr, Morris & Graeff, P.C., was estab-
lished in 1982 by the named principalsï
Lawrence Carr, Roy Morris and Stephen 
Graeff.  It is a diversiýed ýrm structured 
primarily to meet the legal needs of busi-
nesses and their principals.

The ýrm strives to provide full service 
representation to its corporate and individual 
clients.  It is designed to provide such ser-
vice by organization and presentation of an 
array of attorneys with diverse backgrounds 
in specialized areas of the law as well as a 
generalized background which enables them 
to look beyond a narrow specialty or need.  
The academic and cultural backgrounds of 
the attorneys of the ýrm are as diverse as 
their experience and specializations.

Carr, Morris & Graeff, P.C., specializes 
in the following areas: Corporate/General 
Business; Taxation/Estate Planning; 
Civil/Commercial Litigation; Alternative 
Dispute Resolution; Employment/Labor; 
Discrimination; and Wage-Hour.

The ýrm maintains its ofýce in the Metro 
Center region of downtown Washington.  
It has attorneys admitted to all of the lo-
cal judicial jurisdictionsïthe District of 
Columbia, Maryland and Virginia.

STAFF NOTES
Roy Morris graduated from the BMW Car Club Instructor Academy, meaning 

that in 2006 he will be a volunteer instructor of high performance driving instead 
of being a paying student.  He will also serve in 2006 as President of the National 
Capital Chapter of the BMW Car Club of America, which, at 5,400 members, is 
the largest chapter in the country.  Fortunately for the rest of us, Roy still bikes to 
work and restricts his serious motoring to the track.

*  *  *
On March 1, the ýrm celebrates its 24th anniversary.  Happy Birthday to us!

*  *  *
Margarita and N®stor Cruz recently vacationed in Castile and Andalusia.  Alex, 

I’ll take Geography for $100…please, put it in the form of a question...OK, what is 
a vacation paradise in Spain?

*  *  *
Royôs older son Second Lieutenant Robert Morris will deploy to Afghanistan in 

February with the 10th Mountain Infantry Division


