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Economic Substance Doctrine Codified in the Health
Care and Education Reconciliation Act of 2010 Business Transactions Subject to New Standards to
Obtain Tax Benefits and Avoid Penalties
The Health Care and Education Reconciliation Act of 2010 (the “Act”) was signed
into law by the President on March 30, 2010. As part of the revenue enhancements
in the legislation used to finance the major reform of the U.S. health system, the Act
codifies the economic substance doctrine and introduces into the Internal Revenue
Code (the “Code”) penalties for taxpayers who attempt to derive tax benefits from
transactions which lack economic substance.
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The economic substance doctrine is a common law doctrine used by courts under
varying standards to deny tax benefits to
taxpayers when the transaction generating
these tax benefits lacked economic substance, business purpose, or both, even if
the transaction may have satisfied the literal
requirements of a specific tax provision. This
Client Advisory highlights the codification of
economic substance doctrine and imposition of penalties.
Codification of economic substance
doctrine. The Act adds new Code Section
7701(o), entitled the “Clarification of Economic Substance.” A transaction is treated
as having economic substance only if the
transaction changes in a meaningful way
(apart from Federal income tax effects)
the taxpayer’s economic position, and the
taxpayer has a substantial purpose (apart
from Federal income tax effects) for entering into such transaction. Other than certain
“safe harbor” transactions described below,
the codified doctrine could be applied by
the IRS to disallow the tax benefits of any
transaction.
Under Code Section 7701(o), a transaction must satisfy both tests, i.e., the transaction must change in a meaningful way
(apart from Federal income tax effects) the
taxpayer’s economic position and the taxpayer must have a substantial non-Federal-

income-tax purpose for entering into such
transaction. The codification is intended to
eliminate the disparity that exists among the
Federal circuit courts regarding the application of the economic substance doctrine.
Some courts had required either a change
in economic position or a non-tax business
purpose. Code Section 7701(o) will now
require both.
In determining business purpose, achieving a financial accounting benefit is not taken
into account if the origin of such financial
accounting benefit is a reduction of Federal
income tax. On the other hand, the potential
for profit of a transaction shall be taken into
account if the present value of the reasonably expected pre-tax profit from the transaction, taking into consideration foreign
taxes, fees and other transaction expenses,
is substantial in relation to the present value
of the expected net tax benefits that would
be allowed if the transaction were respected.
Any State or local income tax effect which
is related to a Federal income tax effect is
treated in the same manner as a Federal
income tax effect. For individuals, the codification applies only to transactions entered
into in connection with a trade or business
or an activity engaged in for the production
of income.
The determination of whether or not the
economic substance doctrine is relevant
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to a transaction is left to the courts;
whether a particular transaction meets
the requirements for specific treatment
under any of these provisions remains
a question of facts and circumstances.
Also, except as noted below for “safe
harbor” transactions, the fact that a
transaction meets the requirements for
specific treatment under any provision
of the Code is not determinative of economic substance. Lastly, the codification does not alter a court’s ability to
bifurcate, integrate separate steps (socalled “step transaction doctrine”), or
otherwise recharacterize a transaction
when applying the doctrine.
No effect on tax benefits of a transaction consistent with Congressional
purpose or plan. The legislative history of the Act states that tax benefits
designed by Congress to effectuate a
Congressional purpose or plan are not
intended to be disallowed through Code
Section 7701(o). It is not intended that
a tax credit (for example, Code Section
42 low-income housing credit, Code
Section 45 production tax credit, Code
Section 45D new markets tax credit,
Code Section 47 rehabilitation credit,
Code Section 48 energy credit, and
other such tax benefits which may be
determined by the IRS) be disallowed
in a transaction pursuant to which, in
form and substance, a taxpayer makes
the type of investment or undertakes
the type of activity that the tax credit
was intended to encourage. While the
IRS has long taken the position that tax
benefits from an investment in property
qualifying for the low-income housing
tax credit will not be disallowed for lack
of economic substance, Treas. Reg.

§1.42-4, this legislative history seems
to extend this treatment to other tax
credit investments which had not been
treated so favorably.
Additional “Safe harbor” transactions. The legislative history of the Act
also states that the codification 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
“safe harbor” 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; and (4) the choice to utilize a
related-party entity in a transaction,
provided that the arm’s length standard of Code Section 482 and other
applicable concepts are satisfied. Similarly, leasing transactions, like all other
types of transactions, will continue
to be analyzed in light of all the facts
and circumstances. The legislative history states that this is not an exhaustive list of “safe harbor” transactions
thereby leaving open the possibility of
additional transactions, e.g. choice of
business entity, being included in this
“safe harbor” though IRS guidance.
Imposition of penalties. The Act
amends Code Section 6662(b) by
adding transactions lacking economic

substance (within the meaning of Code
Section 7701(o)), or failing to meet
the requirements of any similar rule of
law, to the list of tax underpayments to
which the 20% accuracy-related penalty applies. In addition, the penalty
is increased to 40% of the portion of
an underpayment of tax for cases of
transactions without economic substance that are not disclosed. Such
transactions are those where relevant
facts affecting the tax treatment are not
adequately disclosed in a tax return.
This penalty is a strict liability penalty, which means there is no requirement for intent to incur liability and
the reasonable cause and good faith
exceptions that apply to other accuracy
–related penalties do not apply. A taxpayer may not amend returns to avoid
the penalties described above after
being contacted by the IRS regarding an
examination of a return or such other
date as is specified by the IRS. Tax counsel opinions or in-house analysis will
not protect a taxpayer from imposition
of a penalty if it is determined that the
transaction lacks economic substance.
New Code Section 7701(o) is effective for transactions entered into after
the enactment date, March 30, 2010.
Note that this Client Advisory highlights only a few of the changes made
by the Act that may affect your business planning. If you have any questions regarding the tax law changes
summarized in this Advisory or other
provisions of the Act, and how these
changes and provisions may affect your
business, please contact one of the following members of our Tax Department
listed below.

This advisory is for guidance only and is not intended to be a substitute for specific legal advice. If you would like further
information, please contact the Edwards Angell Palmer & Dodge LLP attorney responsible for your matters or one of the
following members of the Tax Department:
Karl P. Fryzel, Partner
Scott Nebergall, Partner
Steven L. Paul, Partner
Scott J. Pinarchick, Partner
Nicholas V. Romanos, Partner
Kathryn Galbraith, Associate
Jerome L. Garciano, Associate

617.517.5577
401.276.6461
617.239.0442
617.235.5302
617.239.0379
617.239.0847
617.239.0285
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This advisory is published by Edwards Angell Palmer & Dodge for the benefit of clients, friends and fellow professionals on matters of interest. The
information contained herein is not to be construed as legal advice or opinion. We provide such advice or opinion only after being engaged to do
so with respect to particular facts and circumstances. The Firm is not authorized under the U.K. Financial Services and Markets Act 2000 to offer UK
investment services to clients. In certain circumstances, as members of the U.K. Law Society, we are able to provide these investment services if they
are an incidental part of the professional services we have been engaged to provide.
Please note that your contact details, which may have been used to provide this bulletin to you, will be used for communications with you only. If you
would prefer to discontinue receiving information from the Firm, or wish that we not contact you for any purpose other than to receive future issues of
this bulletin, please contact us at contactus@eapdlaw.com.
© 2010 Edwards Angell Palmer & Dodge LLP a Delaware limited liability partnership including professional corporations and Edwards Angell Palmer & Dodge
UK LLP a limited liability partnership registered in England (registered number OC333092) and regulated by the Solicitors Regulation Authority.
Disclosure required under U.S. Circular 230: Edwards Angell Palmer & Dodge LLP informs you that any tax advice contained in this communication,
including any attachments, was not intended or written to be used, and cannot be used, for the purpose of avoiding federal tax related penalties, or
promoting, marketing or recommending to another party any transaction or matter addressed herein.
ATTORNEY ADVERTISING: This publication may be considered “advertising material” under the rules of professional conduct governing attorneys in
some states. The hiring of an attorney is an important decision that should not be based solely on advertisements. Prior results do not guarantee
similar outcomes.
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