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The intended result of the convoluted transaction in
Long Term Capital Holdings was the creation of an artificial
loss of $400 million that was cloned, sold twice, and
deducted by two different groups of U.S. taxpayers. This
article focuses on the admirable district court opinion in
the case to elucidate the transaction and some of the legal
issues it presents.1 We will encounter dubious behavior
by public companies (taking millions in artificial deduc-
tions), Nobel Laureates (taking the same deductions a
second time), prominent law firms (providing opinions
that the court found superficial and devoid of legal
analysis), and major accounting firms (counseling tax-
payers to hide the deductions on the tax return).

Part I of the article explains the five-step transaction
and briefly describes the principal positions taken by the
taxpayers and the government regarding each step.2 Part
II considers the reasoning of the district court, which held
for the government and imposed significant penalties on
the taxpayers. Part III offers some concluding observa-
tions on what is at stake in the case.

I. The Five-Step Transaction
Explaining a complicated transaction requires a choice

regarding how much detail to include in the interest of
accuracy and how much to suppress in the interest of
clarity. The approach here will be to set out each step in
enough detail to raise the relevant factual and legal
issues, but to omit details that are not necessary to
understand those issues. For visually oriented readers,
diagrams will be provided.

A. Step 1: The Lease Prepayments
There were two versions of step 1. The first involved

preexisting computer leases (‘‘CHIPS’’ for Computer
Hardware Investment Portfolios). The second concerned
sales and leasebacks of trucks (‘‘TRIPS’’ for Trucking
Investment Portfolios). Both versions were intended to
strip income away from related deductions, so that the
deductions could be sold separately.

1Long Term Capital Holdings v. United States, 330 F. Supp.2d
122, Doc 2004-17390, 2004 TNT 169-15 (D. Conn. 2004).

2In addition to the opinion of the district court, this article
relies on the publicly available trial memorandums of the
parties for their positions. United States’ Trial Memorandum
(May 19, 2003), Doc 2003-16374, 2003 TNT 133-4 (hereinafter U.S.
Trial Memorandum); Petitioners’ Trial Memorandum (Cor-
rected Version, May 29, 2003), Doc 2003-16628, 2003 TNT 136-7
(hereinafter Petitioners’ Trial Memorandum).

Alvin C. Warren Jr. is the Ropes & Gray Professor of
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This article examines the recent district court deci-
sion in Long Term Capital Holdings v. United States,
which involved the cloning of an artificial loss that
was sold to two different groups of taxpayers for
deduction. Professor Warren explains the convoluted
transaction and then analyzes the court’s decision in
favor of the government. Particularly noteworthy, he
says, is the court’s refusal to let the taxpayers escape
penalties on the grounds that they obtained favorable
legal opinions from major law firms, when those
opinions were, in the court’s view, superficial at best.
Given the sums of money involved, Warren concludes
that such dubious behavior by taxpayers and their
professional advisers will change only if the federal
courts are willing to sustain penalties in cases such as
this.
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1. CHIPS. As shown in the diagram of step 1A outside
the dashed lines, General Electric Capital Computer
Leasing (GE) had leased computers to certain End Users
before the transaction in Long Term. In the CHIPS version
of step 1, a newly created foreign entity (Onslow Trading
Company or OTC) and some partnerships (B&B Partner-
ships) associated with Babcock & Brown (the investment
bank that originated the transaction) were inserted be-
tween GE and the End Users in 1995, subject to the
outstanding leases. As shown within the dashed lines,
the transaction’s documents now had the End Users
leasing the computer equipment from the B&B Partner-
ships (for the remaining term of the original leases),
which in turn leased that equipment from OTC (for a
longer term), which leased the equipment from GE (for a
still longer term).

The B&B Partnerships then borrowed from Barclays
an amount equal to 91.5 percent of the present value of
their lease obligations to OTC to prepay 92.5 percent of
those obligations. OTC transferred rights to that prepay-
ment (or securities purchased with the prepayment) to a
different unit of Barclays as a security deposit.3 Barclays
in turn guaranteed OTC’s lease payments to GE to the
extent of the future value of the deposit.

In the CHIPS example shown in the diagram of step
1A,4 Barclays lent $46,133,860 to the B&B Partnerships,
which prepaid $46,638,053 in rent to OTC, which then
purchased a Treasury bill in the amount of $46,633,446
that was in turn transferred back to Barclays as security
for OTC’s rent obligations to GE.

The principal purpose of the CHIPS version of step 1
(the insertion of OTC into preexisting leases and the flow
of money from and to Barclays) was to generate a
payment to OTC, which payment would have been
taxable to a U.S. recipient, but not to OTC, a foreign entity
subject to U.K. taxation. Stripping OTC’s taxable rental
income from its deductible future rental payments in this
way would leave OTC with a prospective built-in loss for
tax purposes that could be transferred to a U.S. company
that acquired OTC’s rights and obligations under the
leases. The acquirer would not, however, incur an eco-
nomic loss, because the future rental payments would be
funded by the deposits.

2. TRIPS. That sale-leaseback version of step 1 was also
intended to strip rental income from rental deductions. In
that version, Wal-Mart sold fleets of trucks to a bank,
which then leased the trucks to OTC, which in turn
subleased the trucks back to Wal-Mart. In the TRIPS
example shown in the diagram of step 1B,5 Wal-Mart sold
trucks to NationsBanc for $34,793,800,6 prepaid 92.5
percent of the present value of the rent due to OTC
($26,773,985), which OTC used to fund a bank deposit
($26,687,000) that was transferred back to NationsBanc as
security for OTC’s future rent obligations. Once again,
the principal goal of this step was to generate a payment
to OTC that would have been taxable to a U.S. recipient,
but not to OTC.

3330 F. Supp.2d 122, 127, 128.
4330 F. Supp.2d 122, 132-33 (CHIPS IVA).

5300 F. Supp.2d 122, 128, 135 (TRIPS I).
6The purchase price is taken from U.S. Trial Memorandum at

126. According to the government, Wal-Mart had purchased the
trucks for $26,609,000, so it had an immediate profit of
$8,184,800. Id.
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3. The parties’ arguments on CHIPS and TRIPS. As a
result of a series of CHIPS and TRIPS, OTC received lease
prepayments and made deposits of about $400 million.
The taxpayers argued that OTC’s participation in those
leases should be respected for tax purposes because OTC
had both potential for gain (due, for example, to its
residual interest in the computer leases) and loss (due to
its exposure for lease payments).7

The government argued that the values of the residual
interests provided by the taxpayers were inflated, that
OTC had no reasonable expectation of profit, and that the
insertion of OTC and the B&B Partnerships into the
leasing structures served no nontax business purpose.8

B. Step 2: The Section 351 Transaction
As shown in the diagram of step 2, which also

occurred in 1995, OTC contributed its rights to the
deposits, as well as its rights and obligations under the
leases, to a controlled subsidiary (Subsidiary) of a parent
company (Parent) that simultaneously contributed cash
to Subsidiary. Both OTC and Parent received preferred
stock in Subsidiary in exchange for their contributions.
OTC received approximately $4 million of preferred
stock for the transfer of $400 million of deposits and
associated lease obligations.

The purpose of step 2 was to transfer to Subsidiary the
future deductions for OTC’s lease payments, but not the
inclusion of OTC’s lease receipts, on the theory that the
latter should have already been taxed under U.S. prin-
ciples in step 1. The transfer would leave Subsidiary (and
Parent if a consolidated return were filed) with approxi-
mately $400 million of deductions for future rental pay-
ments that would be funded by the deposits. In essence,
Subsidiary and Parent bought from OTC the right to
deduct an artificial loss created by the separation of
OTC’s offsetting lease receipts and payments. Advanta
Corp., Electronic Data Systems (EDS), the Interpublic
Group of Companies, and Rhone-Poulenc Rorer partici-
pated in this step of the transaction as Parents.9

The taxpayers argued that step 2 met the requirements
for nonrecognition under section 351 as a contribution by
shareholders to a controlled corporation, because Par-
ent’s participation was significant enough to qualify
Parent as part of the control group.10 OTC’s $400 million
basis in the deposits would then become its basis in the
Subsidiary stock under section 358. On the taxpayers’
analysis, section 357 did not require OTC to reduce that
basis by the amount of liabilities it transferred, because
the liabilities had not yet arisen, were contingent, and fell
within the exception of section 357(c)(3) pertaining to
liabilities that would give rise to a deduction.11 That
analysis left the Subsidiary stock with a huge built-in loss
in the hands of OTC, creating the possibility of selling the
$400 million artificial deduction a second time.

The government argued that OTC had no significant
interest in the deposits, which guaranteed payments to
GE or other lessors, so OTC could not include those
deposits in its basis in the Subsidiary stock under section
358.12 Relying on previous lease-stripping cases, the
government further argued that step 2 lacked economic
substance, so the Subsidiary stock could not have the
high basis claimed by the taxpayers.13

C. Step 3: OTC’s Transfer of Stock to Long Term

After OTC had received the high-basis Subsidiary
stock, Babcock & Brown began to explore possible dispo-
sitions of the stock,14 which eventually led it to Long
Term in 1996. As shown in the diagram of step 3, Long
Term was organized as tiered partnerships. The indi-
vidual principals and their families were partners in
Long Term Capital Management (LTCM), which had a
partnership interest in Long Term Capital Partners
(LTCP), which in turn had a partnership interest in Long
Term Capital Portfolio (Portfolio).15 It was Portfolio that
operated the famous hedge fund to exploit arbitrage
opportunities for the principals and their clients. Follow-
ing the district court, we will refer to the three tiers
collectively as Long Term.

7Petitioners’ Trial Memorandum at 14.
8U.S. Trial Memorandum at 154-159.
9330 F. Supp.2d 122, 132-134, 136 n.17, 137 n.19.

10Petitioners’ Trial Memorandum at 88-89. Rev. Proc. 77-37,
1977-2 C.B. 568, provides that a contribution may qualify under
section 351 if it equals at least 10 percent of the value of the stock
already owned by the transferor.

11Petitioners’ Trial Memorandum at 91-92. Sections 358(h)
(reducing basis to transferors of assets by the amount of
transferred liabilities unless the business or assets associated
with the liability are also transferred) and 362(e) (limiting basis
to fair market value for corporate recipients of assets with
built-in losses) were enacted after the tax years at issue.

12U.S. Trial Memorandum at 141.
13Id. at 149-156. The government also cited Notice 95-53,

1995-2 C.B. 354, Doc 95-9426, 95 TNT 201-5 (superceded by
Notice 2003-55, 2003-34 IRB 395, Doc 2003-17125, 2003 TNT
140-17), in which it had articulated a number of other theories
for attacking lease strips. U.S. Trial Memorandum at 87 n.5.

14330 F. Supp.2d 122,139-141.
15In addition to LTCP, there were other mid-tier partnerships

that were used as vehicles to pool investments in Portfolio. The
separateness of these vehicles avoided complexities arising from
having investors from different countries. 330 F. Supp.2d
122,130.
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As shown in the diagram of step 3A, OTC received a
limited partnership interest in LTCP in 1996 worth
$10,340,000 in exchange for a contribution of $6,189,918
in cash and $4,150,082 in Subsidiary stock, which had a
claimed basis of about $400 million, under step 2.16 OTC
obtained the cash it contributed to LTCP by borrowing
$9,327,293 from LTCM at an interest rate of 7 percent.
OTC simultaneously paid $121,000 to LTCM for put
options to sell its LTCP partnership interest to LTCM
within a specified period for either the net asset value of
that interest or, if higher, OTC’s original investment. The
remainder of the borrowed funds were used by OTC to
repay previous borrowings. LTCP contributed the Sub-
sidiary stock and cash received from OTC to Portfolio.

As shown in the diagram of step 3B, OTC exercised its
options in 1997 and sold its LTCP partnership interest to
LTCM for its then-value, $12,614,188, yielding OTC
$2,499,012 in cash after subtraction for the principal
($9,327,293) and interest ($787,883) due on its loan from
LTCM.17

The taxpayers argued that parts A and B of step 3
constituted a contribution to a partnership subject to
nonrecognition under section 721, followed by the sale of
a partnership interest to another partner. Under section
723, Long Term’s basis in the Subsidiary stock worth $4
million would then be $400 million, carried over from the
basis in the stock that OTC took in step 2. Long Term

16330 F. Supp.2d 122, 136-138.

17Petitioners’ Trial Memorandum at 7 n.2, 59; 330 F. Supp.2d
122, 175.
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would therefore have acquired for future deduction the
same artificial loss already acquired for deduction by
Subsidiary and Parent in step 2.

The government argued that Long Term was not
entitled to the loss because its transaction with OTC
presented no possibility of profit and was in substance a
sale of the Subsidiary stock.18 We will return to those
arguments, but for the moment it is worth asking how
parts A and B of step 3 would look if the circular flows of
cash and partnership interest between OTC and Long
Term were ignored. Part C of the diagram of step 3
performs that netting exercise, revealing a net cash
payment of $5,515,387 from Long Term to OTC for the
Subsidiary stock worth $4,150,082 on the date trans-
ferred, a result to which we will also return.19

Finally, OTC is not a U.S. taxpayer, and its tax conse-
quences are not at issue in the case. Under the taxpayers’
view of U.S. tax principles, however, the facts above
could have produced a third deduction for the $400
million artificial loss, because OTC’s basis in the partner-
ship interest it sold for $12,614,188 would have been
about $406 million, the sum of its basis in the Subsidiary
stock and the cash it contributed to LTCP.20 There is, of
course, no indication in the U.S. district court opinion
whether OTC claimed such a deduction under U.K. tax
law.

Given the foregoing multiplication of deductions, a
biological analogy seems appropriate to describe trans-
actions designed to propagate and shift losses through
the corporate and partnership nonrecognition provisions.
We have already spoken of cloning.21 Some readers may
prefer the idea of a virus.22

D. Step 4: Babcock & Brown’s Investment
Before turning to step 4, it is necessary to explain how

Long Term was compensated for investing client funds. It
received two different fees: an annual management fee of
2 percent of the amount invested and an annual incentive
fee of 25 percent of gross return earned in excess of the 2
percent management fee. Suppose, for example, that
Long Term earned an annual return of 30 percent on
funds supplied by investors. Its total fee for the year in
that case would be 9 percent of the invested amount: A
management fee of 2 percent plus an incentive fee of 7
percent, that is, 0.25 x (0.30-0.02).23

Given this background, we can now consider the
indirect investment Babcock & Brown made in Long

Term through Union Bank of Switzerland (UBS) in 1996
and 1997.24 As shown in the diagram of step 4, UBS
invested $50 million in LTCP and paid LTCM $4,049,000
for a put option on that interest in five years at a strike
price of $72,520,000.25 Meanwhile, Babcock & Brown
(through some partnerships) paid UBS $3,701,650 for a
call option in five years on an investment in LTCP in the
amount of $50 million, also with a strike price of
$72,520,000.

As previously indicated, the government argued that
Long Term’s transaction with OTC did not include a
significant potential for pretax profit. The taxpayers
responded that the government’s position failed to take
account of the management and incentive fees Long Term
expected to earn on the $50 million investment from
Babcock & Brown through UBS, whose investment was
an integral part of the OTC transaction. As we will see,
part of the government’s reply was that UBS’s purported
investment in LTCP was essentially a loan, because the
call and put options fixed UBS’s outcome at $72,520,000,
which represented a fixed return of LIBOR plus about 50
basis points.

E. Step 5: Sale of the Subsidiary Stock
A few days after OTC sold its partnership interest back

to Long Term in step 3, Portfolio sold a portion of the
Subsidiary stock with a claimed basis of $107,136,628 to
Merrill Lynch for $1,078,400, as shown in the diagram of
step 5. Under section 704(c), realization by a partnership18U.S. Trial Memorandum at 139-149.

19The components of the net cash payment to OTC are
displayed in Table 1 infra.

20Section 722.
21See also Glenn E. Coven, ‘‘What Corporate Tax Shelters Can

Teach Us About the Structure of Subchapter C,’’ Tax Notes, Nov.
8, 2004, p. 831.

22See, e.g., ‘‘ABA Members Criticize Regs on Consolidated
Return Loss Disallowances,’’ Doc 2003-4779, 2003 TNT 36-61
(example 23).

23330 F. Supp.2d 122, 150 n.39.

24330 F. Supp.2d 122, 138-139.
25The UBS investment was in Long Term Capital Limited

(LTCL), which like LTCP, was a mid-tier partnership used by
Long Term to pool investments from different countries. See
supra note 15. For our purposes, nothing turns on the difference
between LTCP and LTCL, so they are not distinguished in the
text.
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of a loss that was built-in when an asset was contributed
by a partner is allocated to that partner or his successor.26

The taxpayers accordingly allocated the $106,058,228
capital loss realized by Portfolio in 1997 to LTCP and then
to LTCM, and finally to the individual partners of LTCM.
The issue before the district court was the deductibility of
this loss by the Long Term partnerships and partners.

In addition to arguments based on economic sub-
stance and the step transaction doctrine, the government
took the position that the loss was disallowed by the
partnership antiabuse rule of the Treasury regulations.27

The government also assessed penalties on the grounds
that the Long Term had understated its taxes and over-
stated its basis in the Subsidiary stock. Long Term’s
principal defense to the penalties was that it had relied on
legal opinions from major law firms.

F. Summary
It may be helpful at this point to summarize the

intended consequences of the five steps in the transaction:
(1) Equipment lease prepayments to OTC of $400 million
in 1995 were taxable under U.S. principles, but not for
OTC, a foreign entity. (2) OTC’s exchange of deposits and
leases for Subsidiary stock in 1996 was a nontaxable
exchange under section 351, which (a) transferred to
Subsidiary future deductions for $400 million of lease
payments that would be funded by the deposits, and (b)
left OTC with a $400 million basis computed for Subsid-
iary stock worth $4 million, because transferred assets,
but not liabilities, were included in the computation. (3)

The resulting built-in loss remained with the Subsidiary
stock after it was transferred by OTC to Long Term in
exchange for a partnership interest in 1996. (4) UBS
invested $50 million in Long Term in 1996 and 1997
under terms that (a) guaranteed UBS a minimum return
of $72.5 million (due to a put) and (b) transferred any
return in excess of $72.5 million to Babcock & Brown (due
to a call). (5) In 1997 a few days after it repurchased
OTC’s partnership interest, Long Term sold for $1 million
some of the Subsidiary stock, which had a basis of $107
million, resulting in a capital loss of $106 million that was
allocated to the principals of Long Term.

In operation, those steps fell into two groups: (a) steps
1 and 2 (the lease strip and OTC’s transfer of the artificial
loss to Subsidiary), and (b) steps 3 through 5 (OTC’s
transfer of the artificial loss again to Long Term). Al-
though Babcock & Brown began marketing the built-in
loss on the Subsidiary stock early in 1995,28 Long Term
did not appear as a potential buyer until 1996.29

II. The Approach of the District Court
Before turning to the court’s evaluation of the parties’

arguments regarding those steps, it is worth asking why
the taxpayers chose to pay the taxes due and sue for a
refund in the district court. Several possible answers
come to mind. To begin with, the taxpayers may have
wanted to avoid precedents created by previous govern-
ment victories in tax shelter cases in the Tax Court.30

Long Term (or its counsel) may also have thought it
unlikely that a generalist U.S. district court judge would
master the intricacies of the foregoing multistep transac-
tion, particularly when combined with an arcane statute
and a mammoth record. Finally, the taxpayers may have
thought the court would be reluctant to scrutinize and
penalize a transaction executed by leaders in the world of
finance (including two principals of Long Term who were
Nobel Laureates in economics) and blessed by opinions
from major law firms.

If Long Term’s decision to litigate in the U.S. district
court was based on any of the latter reasons, it made a
serious mistake. Judge Janet Arterton’s comprehensive
opinion demonstrates a mastery of the transaction, a
fearless evaluation of the evidence, whatever its pedi-
gree, and an admirable willingness to impose sanctions
on misbehavior.

In brief, the court held that the taxpayers were not
entitled to the claimed $106 million capital loss because
the arrangement between Long Term and OTC lacked

26Long Term had apparently not made a section 754 election,
which would have eliminated the loss by virtue of an adjust-
ment under section 743. Section 704(c)(1)(C) (restricting built-in
loss to the contributing partner) was enacted after the tax years
at issue.

27U.S. Trial Memorandum at 159-160.

28330 F. Supp.2d 122, 140-141.
29330 F. Supp.2d 122, 142.
30E.g., ACM Partnership v. Commissioner, T.C. Memo. 1997-

115, Doc 97-6453, 97 TNT 44-17, aff’d 157 F.3d 231, Doc 98-31128,
98 TNT 202-7 (3d Cir. 1998); United Parcel Service of America v.
Commissioner, T.C. Memo. 1999-268, Doc 1999-26528, 1999 TNT
153-11, rev’d 254 F.3d 1014, Doc 2001-17453, 2001 TNT 122-5 (11th
Cir. 2001); The Limited, Inc. v. Commissioner, 113 T.C. 169, Doc
1999-29280, 1999 TNT 173-5 (1999), rev’d 286 F.3d 324, Doc
2002-8860, 2002 TNT 71-10 (6th Cir. 2002); Compaq Computer
Corp. v. Commissioner, 113 T.C. 214 (1999), Doc 1999-30659, 1999
TNT 183-7, rev’d 277 F.3d 778, Doc 2002-184, 2002 TNT 1-5 (5th
Cir. 2001).

Portfolio
Merrill Lynch

Some Preferred Stock
(B $107M)

$1M

LTCP

LTCM

Loss

Principals

Step 5

COMMENTARY / SPECIAL REPORT

686 TAX NOTES, February 7, 2005

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



economic substance, and in the alternative, the arrange-
ment should be recast as a sale by OTC of the Subsidiary
stock to Long Term under the step transaction doctrine.31

The court also sustained the government’s application of
significant penalties for understatement of taxes and
gross valuation misstatement.

Arterton’s comprehensive opinion
demonstrates a mastery of the
transaction, a fearless evaluation of
the evidence, whatever its pedigree,
and an admirable willingness to
impose sanctions on misbehavior.

Given those holdings, the court did not have to
address the questions of whether step 1 involved true
leases, whether Parent was entitled to the $400 million in
rental deductions acquired in step 2, whether OTC ob-
tained a $400 million basis in the Subsidiary stock in step
2, and whether the loss claimed on the sale of Subsidiary
stock in step 5 violated the partnership antiabuse rule of
the regulations.32

We now turn to the court’s discussion of economic
substance, the step transaction doctrine, and the penalties
imposed by the government.

A. Economic Substance
Long Term argued that it had to show only either

objective economic substance or subjective business pur-
pose to validate the transaction for tax purposes.33 The
court disagreed with the taxpayers’ disjunctive formula-
tion of the law, but held that in any event the transaction
between Long Term and OTC satisfied neither an objec-
tive nor a subjective test.34

1. Objective economic substance. The court’s analysis of
objective economic substance turned on whether the
transaction presented Long Term a reasonable opportu-
nity for profit, apart from taxes. The analysis has three
components: (a) expected cash receipts, (b) expected cash
outlays, and (c) a reduction in expected cash receipts due
to the structure of the transaction.

a. Expected cash receipts. The court found that Long
Term could reasonably expect pretax receipts of
$1,959,633 from its transaction with OTC.35 That amount
is the sum of the expected interest on the loan to OTC
($787,883), the premiums on the puts sold to OTC

($121,000), and the management and incentive fees to be
earned on OTC’s investment in LTCP ($1,050,750). Those
fees were computed using the expected return of 30
percent on investments in Long Term described above,
which the court found to be supported by the evidence.36

The court offered several reasons for rejecting Long
Term’s argument that expected fees on Babcock &
Brown’s investment in LTCP through UBS should be
included in the calculation of expected pretax profit.37 To
begin with, the court held that the evidence provided no
support for coupling a routine economic transaction
generating profits (Babcock & Brown’s investment in
Long Term) with a unique transaction (the contribution
of stock by OTC) that generated no such profits. Despite
testimony to the contrary by certain principals, the court
found that not even Long Term really regarded the two
transactions as unitary.

The court specifically did not credit testimony on the
interrelatedness of the investments by Myron Scholes, the
Long Term principal (and Nobel Laureate) who had
responsibility for managing the OTC transaction within
Long Term. The court characterized components of
Scholes’s testimony as unsupported, farfetched, and
‘‘more likely a contrivance to show expected profitability
and objective economic substance than a serious eco-
nomic analysis.’’38

The court also declined to consider the UBS/Babcock
& Brown investment (step 4) an integral part of the OTC
investment (step 3) for the purpose of measuring ex-
pected pretax profit because a rational economic actor
would not have engaged in step 4. As we have seen, the
UBS investment of $50 million in LTCP was essentially
equivalent to a loan, given UBS’s put and Babcock &
Brown’s call, which provided USB a fixed return of
$72,520,000 after five years. If Long Term had simply
borrowed $50 million from UBS, it would have expected
to earn $18 million in fees during the years at issue,

31The court held that the government did not have burden of
proof under section 7491, but that even if it did, the evidence
clearly established the lack of economic substance and a step
transaction. 330 F. Supp.2d 122,165-171.

32330 F. Supp.2d 122, 132.
33330 F. Supp.2d 122, 171 n.68.
34330 F. Supp.2d 122, 172.
35330 F. Supp.2d 122, 175.

36

$10,340,000 x 0.09 $930,600
(Nov. 1, 1996-Oct. 31, 1997)

$5,340,000 x 0.09 x
0.25

$120,150
(Aug. 1, 1996-Oct. 31, 1996)

Total $1,050,750

37330 F. Supp.2d 122, 183-184.
38330 F. Supp.2d 122, 162, 184.
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assuming an annual return of 30 percent.39 In the actual
transaction, Long Term could have expected to earn only
half that amount from option premiums ($4,049,000) and
management and incentive fees ($5,400,000).40 Accord-
ingly, the court concluded that an economically rational
actor would not have entered into what was essentially a
loan transaction in which the borrower would bear the
risk of loss (due to the put), while giving away $9 million
of expected profits. That estimate understates the profits
surrendered by Long Term, because the UBS transaction
had a term of five years, while the estimate is based only
on 1997 and part of 1996.41

b. Expected cash outlays. Long Term’s expected cash
outlays can be divided into external and internal pay-
ments. The external payments counted by the court
included legal fees paid to Shearman & Sterling
($513,333) and King & Spalding ($525,650),42 as well as
$1,250,000 paid to Donald Turlington, the New York tax
lawyer who introduced Babcock & Brown to Long
Term,43 and $1,200,000 in fees paid to Babcock & Brown.44

The sum of those expected external fees alone exceeded
Long Term’s expected cash receipts of $1,959,633, elimi-
nating the possibility of a pretax profit.

The court hinted at, but did not pursue, the possibility
that Babcock & Brown’s investment in Long Term might
also involve a disguised fee.45 It was apparently Scholes,
not UBS, who determined the amount paid by Babcock &
Brown to UBS for its call option with respect to a

partnership interest in Long Term.46 The government
argued that Scholes underpriced that option to benefit
Babcock & Brown. The conceptual challenges of option
pricing (the very foundation of Scholes’s Nobel prize!)
made it difficult to quantify the benefit, but the govern-
ment thought it worth at least several million dollars.47

Although that possibility is not pursued in the court’s
opinion, it is consistent with the court’s view that the
structure of the Babcock & Brown investment deprived
Long Term of millions in expected profits.

In addition to the foregoing external payments, Long
Term paid a bonus of $50,000 to $100,000 to its in-house
tax counsel for his participation in the transaction. And,
as compensation for bringing the tax losses to Long
Term,48 Scholes received a special partnership allocation
of several million dollars, which by itself exceeded the
expected pretax return to Long Term of $1,959,633. In-
cluding Scholes’s allocation as a cost to Long Term
implies the premise that profit should be measured as the
amount available to the principals after that allocation.
Given the role that Scholes played in the transaction, that
would seem to be a reasonable premise in this case.

c. Reduction in cash receipts. Relying on testimony
by Joseph Stiglitz, a government witness (and yet another
Nobel Laureate in economics), the court also concluded
that a rational economic actor would not have entered
into the arrangement with OTC without the anticipated
tax benefits.49 The key fact here is that $9,327,293 of
OTC’s $10,340,000 investment in LTCP in step 3 was
funded by a loan from LTCM. Long Term bore the risk of
loss for the amount of the loan (due to OTC’s put option
on its partnership interest), and would keep 9 percent out
of the expected 30 percent investment gain (due to its
management and incentive fees). If, on the other hand,
LTCM had simply invested its $9.3 million in Portfolio,
LTCM would have borne the risk of loss, but it would
have also retained 100 percent of any gain. Given its
expected return of 30 percent, Long Term would have
expected to earn $3,173,972 on an investment of
$9,327,293,50 rather than $1,959,633 reasonably expected
from the OTC investment, so the court thought it appro-
priate to charge Long Term with an additional expected
cost of $1,214,339.51

That cost is obviously different from the expected cash
outlays described in the preceding section, in that it is a
reduction in cash receipts rather than a cash payment.

39

$50,000,000 x 0.3 $15,000,000
(1997)

$30,000,000 x 0.3 x
1/3

3,000,000
(Sept. 1, 1996-Dec. 31, 1996)

Total $18,000,000

40

$50,000,000 x 0.09 $4,500,000
(1997)

$30,000,000 x 0.09 x
.33

$900,000
(Sept. 1, 1996-Dec. 31, 1996)

Total $5,400,000

41330 F. Supp.2d 122, 184 n.83.
42$125,000 of the amount paid to King & Spalding was for

hourly fees; $400,000 was a premium. 330 F. Supp.2d 122,176.
43Turlington apparently also conceived of the basic idea of a

contribution of Subsidiary stock to LTCP in exchange for a
partnership interest, followed by a sale of the partnership
interest to LTCM. In addition to the $1,250,000 received from
Long Term, he received $550,000 by Babcock & Brown. At least
a portion of Turlington’s fee was a matter of some dispute
among the parties, which led him to retain counsel, after which
the fee was paid. The total amount of the fee, $1.8 million, was
apparently calculated as a percentage of the tax benefits to Long
Term, which Scholes computed as $176,620,000. 330 F. Supp.2d
122, 142, 150, 157-159, 178-179.

44This amount was paid to Babcock & Brown under a
consulting arrangement, but the court found it to be a disguised
fee relating to the OTC investment. 330 F. Supp.2d 122, 177-178.

45330 F. Supp.2d 122, 178 n.75.

46330 F. Supp.2d 122, 139, n.21.
47U.S. Trial Memorandum at 136, 148.
48330 F. Supp.2d 122,180.
49330 F. Supp.2d 122,182.
50

$9,327,293 x 0.3 $2,798,187.90
(1997)

$5,010,451 x .3 x .25 $375,783.83
(Sept. 1, 1996-Dec. 31, 1996)

Total $3,173,971.73

51330 F. Supp.2d 122, 182-183.
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The court characterized that cost as a forfeiture of poten-
tial profits, and the taxpayers objected to the use of an
‘‘opportunity cost red herring’’ to establish economic
substance.52

To understand that objection, we need to recall that the
requirement of pretax profit is applied differently by
different courts.53 Three approaches are sometimes iden-
tified: (1) netting of undiscounted expected cash flows to
determine whether the result is positive or negative, (2)
comparison of expected pretax profit with returns on
alternative investments, and (3) comparison of a transac-
tion’s expected pretax profit with its tax benefits.

The taxpayers’ opportunity cost red herring is an
argument that by considering the forfeiture of potential
profits the court has moved from approach (1) to ap-
proach (2), for which the taxpayers presumably believe
there is insufficient authority in the Second Circuit.54 As
the court responded, however, its point here is somewhat
different. Rather than comparing the OTC investment
with other potential investments, the court is comparing
the structure of the OTC investment (which included $9.3
million of Long Term’s money) in the hedge fund with
another structure for essentially the same investment
(direct investment by Long Term of its money in the
hedge fund). Such a comparison does go beyond the first
version of the requirement of pretax profit, but not all the
way to the second.

d. Further analysis. Having reviewed the court’s dis-
cussion of objective economic substance, we can now
address two related aspects of that discussion: (i)
whether it was appropriate to consider what a rational
economic actor would do, and (ii) whether it was correct
not to aggregate the OTC and Babcock & Brown invest-
ments.

i. Rational economic actors. The court’s acceptance
of profits forgone in the OTC investment as a cost is
related to its findings that a rational economic actor
would not have entered into Long Term’s arrangement
with either OTC or Babcock & Brown, apart from taxes.
Relying on Stiglitz’s testimony, the court in each case
compares what Long Term could have earned (30 percent
in expected income) under one investment structure with
what it chose to earn (substantially less in expected fees
and option premiums) under another structure for essen-
tially the same investment, concluding that a rational
actor would not do the latter, apart from taxes.

One potential objection to that reasoning is that it fails
to account for the effect of expected tax benefits on the
cash return that a rational economic actor would be
willing to accept. Consider a municipal bond paying
exempt interest of 10 percent. An individual taxed at the
rate of 30 percent would obviously prefer that bond to an
otherwise equivalent bond paying taxable interest of 12
percent, because the latter would yield only 8.4 percent

after taxes. Similarly, one could argue that a rational
economic actor might well prefer the lower-yielding OTC
and Babcock & Brown investments if they were accom-
panied by substantial tax benefits.

That objection, while familiar and analytically sound,
is not apt in this case once it is recalled that the whole
point of the Stiglitz testimony was that the structure of
both investments could be explained only by the pres-
ence of tax benefits.55 He is making, not ignoring, the
point that the lower pretax rates of return could be
explained by tax benefits.

Turning now to the court’s use of his testimony, a more
sophisticated objection might be that it should not be
held against the taxpayers that Long Term (like the
municipal bond investor) accepted a lower rate of pretax
profit to obtain tax benefits, because that is exactly the
way the market does and should work. The problem with
that objection is that Long Term is not in the same
position as the buyer of municipal bonds, because the tax
advantages available to the latter were deliberately en-
acted by Congress. It has long been recognized that the
requirement of pretax profit might be applied differently
in cases of intended tax benefits than in other cases, such
as those involving cloned losses created by lease strips.56

The distinction between intended and unintended tax
benefits is clear in Long Term Capital, because no one
would argue that Congress deliberately enacted the
double deduction of those artificial losses. The distinction
may, however, be problematic in other cases and will
therefore be rejected by some readers. For those readers,
the most relevant observation is perhaps that the forgone
profits identified by the court are in no sense necessary to
its holding regarding pretax profit, because the reason-
ably expected costs exceeded the reasonably expected
receipts, even if the forgone profits are not counted as a
cost.

ii. Relationship of OTC and Babcock & Brown
investments. In summary, given the court’s decision that
the OTC and Babcock & Brown investments in Long
Term should not be considered together, there was no
possibility of a positive pretax return, even ignoring the
forfeiture of $1,214,339 in profit. Indeed, Scholes’s com-
pensation for bringing the tax losses to Long Term by
itself exceeded the expected pretax receipts of $1,959,633.
If, on the other hand, the two investments are considered
together, the additional expected pretax receipts of
$9,449,000 from the Babcock & Brown investment could
have exceeded the expected costs enumerated above,
including the forfeiture of $1,214,339 in profit.

The question which steps should be considered to-
gether is thus central to this case and, more generally, to
many other cases in which taxpayers attempt to meet the
requirement of pretax profit by enlarging the conception
of the relevant transaction. The crucial issue is whether
the OTC and Babcock & Brown investments were linked
from the perspective of Long Term’s profit expectations. We
will consider three possibilities.

52330 F. Supp.2d 122, 182.
53See generally Joseph Bankman, ‘‘The Economic Substance

Doctrine,’’ 74 Southern California Law Review 5-30 (2000).
54Cf. ACM Partnership v. Commissioner, supra note 30 (present

value analysis can be appropriate in determining reasonably
expected economic consequences).

55330 F. Supp.2d 122,163-165.
56See, e.g., Alvin Warren, ‘‘The Requirement of Economic

Profit in Tax Motivated Transactions,’’ 59 Taxes 985 (1981).
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First, suppose that the put and call options in step 4
were at market, so there was no hidden fee to Babcock &
Brown. The UBS $50 million investment in Long Term
would then be indistinguishable from any other invest-
ment of that amount. On that hypothesis, there would be
no more reason to link the OTC transaction to the
UBS/Babcock & Brown investment than to any other
investment. Indeed, there would presumably have been
any number of parties willing to invest in Long Term
under these terms.

Second, suppose the government was correct and that
Long Term accepted a below-market return on the UBS
investment to provide an additional fee to Babcock &
Brown. On that hypothesis, Long Term would be losing
money relative to the market in step 4, so that step could
not logically be linked to step 3 to argue for the expecta-
tion of a greater pretax return.

Finally, suppose that Long Term expected to make an
above-market return on step 4 because it anticipated
income from its relationship with Babcock & Brown that
was in addition to its usual investment fees. (Long Term
referred to parties providing such additional income as
strategic investors.)57 On that hypothesis, step 4 might be
linked to step 3 if it could be shown that the strategic
income to be produced by Babcock & Brown was tied to
the OTC investment. Although Long Term claimed Bab-
cock & Brown fell into the category of strategic inves-
tors,58 it does not seem to have produced any serious
evidence of above-market income expected from Babcock
& Brown that was connected with the OTC investment.
Indeed, after reviewing the evidence on the relationship
between Long Term and Babcock & Brown, the court
came to the essentially opposite conclusion that it was
Babcock & Brown that wanted to ensure further dealings
with Long Term.59

The court’s holding that the OTC and Babcock &
Brown investments were not related for the purpose of
determining Long Term’s expected pretax profit accord-
ingly seems correct in all three of our cases.
2. Subjective business purpose. Long Term argued that
its primary motivation for the OTC transaction was the
management and incentive fees to be earned on both the
OTC and Babcock & Brown investments.60 The court
rejected that argument, holding instead that Long Term
had no business motivation for the transaction other than
tax avoidance, citing a number of factors. To begin with,
the court thought its conclusion on objective economic
substance (a prudent economic investor would not have
entered into the transaction with OTC apart from tax
benefits) was relevant to an evaluation of Long Term’s
subjective motivation (particularly given the economic
sophistication of its principals). Also, the high-basis Sub-
sidiary stock was marketed to Long Term as a tax
product,61 and its acquisition managed by Long Term’s
tax experts. Indeed, the majority of Long Term’s testify-
ing principals recalled little more of OTC than that it was
a tax transaction. Finally, many aspects of OTC’s invest-
ment in Long Term (such as the contribution of an asset
other than cash, the loan by Long Term to facilitate the
investment, and its sale of puts to OTC) were inconsistent
with Long Term’s usual norms for accepting investments,
particularly at a time when the hedge fund was generally
closed to new investors.

B. Step Transaction Doctrine
We will consider the court’s application of the step

transaction doctrine in three steps: (1) the amount of cash
paid to OTC by Long Term, (2) the effect of the contin-
gency of payment, and (3) the calculation of Long Term’s
basis in the Subsidiary stock.
1. How much cash did Long Term pay OTC? As indi-
cated in part C of the diagram of step 3, the circular cash
flows between Long Term and OTC can be netted to

57330 F. Supp.2d 122,130-131.
58330 F. Supp.2d 122,178; Petitioners’ Trial Memorandum at

6.
59330 F. Supp.2d 122,178.

60330 F. Supp.2d 122,186.
61330 F. Supp.2d 122,187.

Table 1a

Contribution of stock (step 3A)
loan to OTC -$9,327,293
put premium + 121,000
cash contribution by OTC + 6,189,918
subtotal -$3,016,375

Sale of partnership (step 3B)
purchase price -$12,614,188
loan principal + 9,327,293
interest on loan + 787,883
subtotal -$2,499,012

Total -$5,515,387
aThe $5,515,387 net cash outflow from Long Term for the Subsidiary stock shown in Table 1 can also be explained as the sum
of the amount Long Term originally paid OTC for the Subsidiary stock (-$4,150,082), the amount paid to OTC for gain on its
partnership interest (-$2,274,188, due to the appreciation in value of the interest from $10,340,000 to $12,614,188), and the
amounts received by Long Term from OTC as interest (+$787,883) and put premiums (+$121,000).

COMMENTARY / SPECIAL REPORT

690 TAX NOTES, February 7, 2005

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



reveal a net payment by Long Term of $5.5 million for the
OTC stock. That calculation is shown in detail in Table 1.

Consistent with that netting, the court found there was
at a minimum a clear understanding between Long Term
and OTC that OTC’s exchange of the Subsidiary stock for
a partnership interest would be followed by sale of that
partnership interest back to Long Term. The court there-
fore held that the two-step exchange and sale could be
recharacterized as a simple sale of the Subsidiary stock
under the end-result version of the step transaction
doctrine.62

The court describes the purchase price of the stock as
what Long Term would pay for repurchase of OTC’s
partnership interest in step 3B, offset by receipts from
OTC (the put premium, as well as repayment of the loan
with interest).63 On that view, given the appreciation in
the partnership interest from $10,340,000 to $12,614,188,
the total amount paid by Long Term for the stock would
be $2,378,012, as shown in Table 2.

The calculation in the opinion and Table 2 fails to
reflect fully Long Term’s net cash outflow of $3,016,375 in
step 3A, because the calculation includes from step 3A
only the $121,000 inflow to Long Term for the puts. The
difference between Table 1 and Table 2 is thus -$3,137,375,
which is the net outflow of the components in step 3A
(-$9,327,293+$6,189,918) other than the put premium.

To recapitulate, OTC’s transfer of stock for the part-
nership interest and resale of that interest can be col-
lapsed into a transfer by OTC of Subsidiary stock worth
$4,150,082 for payments from Long Term that eventually
totaled $5,515,387, as shown in Table 1. The court’s
discussion of the amount paid by Long Term, as displayed
in Table 2, is thus incomplete. As we will see, however, its
holding regarding Long Term’s basis in the stock under
the step transaction doctrine is entirely correct.
2. Does the contingency of a payment preclude appli-
cation of the step transaction doctrine? It might be
objected that the preceding discussion applies the step
transaction doctrine ex post, calculating the amount paid
for the stock on the basis of what actually happened,
which was that OTC’s interest in Long Term appreciated
by 22 percent over somewhat more than a year.64 On the

other hand, OTC’s put only guaranteed it a return of its
purchase price, which would have yielded a total cash
flow from Long Term of $3,241,199, as shown in Table 3.65

Had OTC received only $3,241,199 from Long Term,
its total net receipts would have been less than the
$4,150,082 market value of the Subsidiary stock trans-
ferred by OTC to Long Term. Accordingly, it might be
argued that parts A and B of step 3 cannot be stepped
together to find a sale of stock at market value, because
OTC might never have received that amount.66

Although the court found that the expected return on
OTC’s investment was 30 percent annually (essentially
what it did earn after subtracting Long Term’s fees of 9
percent), it certainly recognized the contingent nature of
that return. More fundamentally, the contingency does
not undermine the finding of a sale under the step
transaction doctrine. Rather, it simply means that Long
Term’s basis should be calculated as it would be in a sale
of stock for a contingent price, which depended on the
value of a partnership interest in Long Term on a
specified date.
3. What was Long Term’s basis in the Subsidiary stock?
Long Term’s basis in the stock depends on whether we
take a closed or open transaction approach to the contin-
gent sale. Under the closed transaction approach, the
buyer’s basis would be the market value of the asset at
the time of acquisition ($4,150,082 for all the Subsidiary
stock transferred in step 2, $1,150,562 for that stock sold
in step 5).67 Payment of an additional amount when the
contingency was resolved would typically be treated as
investment return,68 but in this case, treatment as a
payment for tax benefits might be more appropriate. The
additional amount here was $1,365,305, the difference

62330 F. Supp.2d 122,191-196.
63330 F. Supp.2d 122, 191.
64A part of the LTCP partnership interest was held by OTC

for a year, another part for 15 months. 330 F. Supp.2d 122, 212.

65The court computes the minimum return to OTC as
$103,824, but as in the difference between Tables 1 and 2, this
calculation omits the items of cash flow to OTC in step 3A other
than the put premium. Once again, the difference between the
amount shown in Table 3 ($3,241,199) and the amount in the
opinion ($103,824) is $3,137,375. 330 F. Supp.2d 122, 191.

66See Petitioners’ Trial Memorandum at 125-126.
67330 F. Supp.2d 122, 136 n.17, 137 n.19. As indicated above

in the description of step 5, the stock was sold to Merrill Lynch
for $1,078,400, indicating a decline in value. The acquisition and
sale prices were both based on market appraisals. The decline in
value was perhaps due to a dividend payment in the interim.

68See, e.g., Treas. reg. section 1275-4(b) (additional receipts on
contingent payment debt instruments issued for money or
publicly traded property considered interest).

Table 2
Partnership purchase price
original value -$10,340,000
appreciation - 2,274,188
subtotal -$12,614,188

loan to OTC + 9,327,293
interest on loan + 787,883
put premium + 121,000
Total -$ 2,378,012
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between the value of the stock transferred by OTC
($4,150,082) and the net amount of cash received from
Long Term ($5,515,387).

Under the version of the open transaction approach
most favorable to a buyer seeking to maximize basis, the
taxpayer would wait until all contingencies were re-
solved to determine the purchase price, allocating all
payments to basis.69 The Treasury regulations provide a
very limited scope for that approach, at least regarding
sellers.70

Table 4 shows the results for these two approaches,
displaying the amount of cash payments attributable to
Subsidiary stock for all the stock acquired in step 3 and
for just the stock sold in step 5. The only amount the
reader has not yet seen is found on the final line, which
is computed by allocating the total cash attributable to
the Subsidiary stock between the portions sold and
retained in accordance with the value of the stock when
acquired by Long Term.71

It will be recalled from Table 2 that the court’s discus-
sion of the basis calculation under the step transaction
doctrine is incomplete.72 On the other hand, Table 4
shows that the court’s holding under the doctrine is
exactly right, given a closed transaction approach to the
contingent sale: The basis for the stock sold in step 5 is its
value when acquired by Long Term, approximately $1
million.73 That open transaction treatment could result in
a basis of about $1.5 million should provide no comfort to
taxpayers who claimed a basis of $107 million.

C. Penalties

Having rejected the taxpayers’ claimed basis for the
Subsidiary stock, the court sustained the government’s
imposition under section 6662(b)(3) and (h) of a penalty
equal to 40 percent of unpaid taxes attributable to a gross
valuation misstatement. In the alternative, the court
sustained a 20 percent penalty for substantial understate-
ment of income tax under section 6662(b)(2) and (d). The
court did not reach the government’s alternative assess-
ment of a negligence penalty under section 6662(b)(1)
and (c).

The 40 percent penalty applied because the basis
claimed on the return for the Subsidiary stock
($107,136,628) exceeded the statutory threshold of 400
percent of the correct amount ($1,150,562), as determined
by the court under the step transaction doctrine.74 The 20
percent penalty applied because the understatement of
tax exceeded the 10 percent statutory threshold.75

Long Term raised two statutory defenses to the pen-
alties. First, it claimed there was substantial authority for
its position under section 6662(d)(2)(B)(i), which would
provide a defense to the understatement of tax. The court
found that the taxpayers had not met their burden of
showing substantial authority, which it correctly inter-
preted to mean legal authority, rather than evidence. The
court also held that the transaction satisfied the definition
of a tax shelter in section 6662(d)(2)(C)(iii), which im-
poses an additional requirement to avoid the understate-
ment penalty (the taxpayer must have reasonably be-
lieved that the tax treatment claimed was more likely
than not the proper treatment), a requirement Long Term
did not satisfy.

Long Term’s second statutory defense was based on
section 6664(c)(1), which provides an exception to both
penalties if it is shown that the taxpayers had reasonable
cause and acted in good faith. Long Term claimed it
relied in good faith on the legal opinions provided by
two leading law firms, Shearman & Sterling and King &

69See Burnet v. Logan, 283 U.S. 404 (1931) (open transaction
treatment appropriate for seller). An open transaction treatment
less favorable to a buyer seeking to maximize basis would
require a portion of contingent payments to be characterized as
interest, based on discounting to present value. See, e.g., Treas.
reg. section 1275-4(c) (contingent payment debt instruments
issued for nonpublicly traded property).

70Treas. reg. section 1.1001-1(a) (‘‘The fair market value of
property is a question of fact, but only in rare and extraordinary
cases will property be considered to have no fair market
value.’’).

71($1,150,562/$4,150,082) x $5,515,387 = $1,529,077.
72Supra part II.B.1.
73330 F. Supp.2d 122, 192.

74The court discussed, but did not reach, the issue of whether
the gross misvaluation penalty would also be supported by its
holding on economic substance. 330 F. Supp.2d 122, 199 n.99.

75Section 6662(d)(1)(A)(i).

Table 3
Contribution of stock (step 3A)
loan to OTC -$ 9,327,293
put premium + 121,000
cash contribution by OTC + 6,189,918
subtotal -$3,016,375

Sale of partnership (step 3B)
purchase price -$10,340,000
loan principal + 9,327,293
interest on loan + 787,883
subtotal -$ 224,824

Total -$3,241,199
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Spalding.76 The regulations provide that reliance on
professional tax advice does not necessarily demonstrate
reasonable cause and good faith.77 And, in no event will
that advice form a foundation for the defense unless it is
based on all the facts and circumstances and it is not
based on any unreasonable factual or legal assump-
tions.78

The court rejected the claim of reasonable cause based
on legal advice. To begin with, the King & Spalding
written opinion was not delivered until months after
Long Term filed its tax return, so the taxpayers could not
prove they had relied in good faith on the written
opinion in filing the return. Nor did Long Term prove it
had received the advice orally in a timely fashion. A key
witness for the taxpayers was Mark Kuller, coauthor of
the King & Spalding opinion,79 who also assisted Long
Term in the district court litigation.80 Kuller testified that
he had discussed the requirements of economic sub-
stance and pretax profit with Long Term before the losses
were claimed. The court did not, however, credit Kuller’s
testimony, characterizing it at various points as embel-
lished, self-serving, and belligerent (but not when exam-
ined by his law partner).81

Even assuming that the written King & Spalding
opinion was received in time for a claim of reliance, the
court found that the opinion, which did not discuss any
decisions of the Second Circuit and assumed both pretax
profit and a business purpose,82 did not meet the stan-
dard in the regulations described above. The court de-
scribed the opinion variously as shallow, superficial,
containing minimal legal analysis, and not including a
full discussion of the relevant authorities.83 The court
characterized the Shearman & Sterling opinion regarding
the basis of the Subsidiary stock in the hands of OTC
after step 2 (an issue that the court ultimately did not
reach) as containing no legal reasoning or analysis.84

Finally, even assuming the taxpayers had relied on
appropriate legal advice, the court held that Long Term
did not act with reasonable cause and in good faith
because it attempted to conceal the tax losses on its return
by netting the losses against unrelated gains, with the net
amount entered under the inaccurate and misleading
label ‘‘Net Unrealized Gains.’’85 That way of reporting

the loss was suggested to Long Term by Coopers &
Lybrand and supported by Price Waterhouse.86

D. Recapitulation

The principal conclusions of the court, all of which are
supported by detailed findings of fact, can be summa-
rized as follows: (1) The reasonably expected pretax
return to Long Term from the OTC investment was
negative, because the expected costs exceeded the ex-
pected income, even if forgone profits are ignored. (2)
The Babcock & Brown investment was separable from the
OTC investment, so fees expected by Long Term on the
former did not increase its expected pretax return on the
latter. (3) Long Term had no business purpose for the
OTC investment other than tax avoidance. (4) The trans-
fer by OTC of Subsidiary stock in exchange for a part-
nership interest in Long Term, followed by sale of the
partnership interest back to Long Term, could be rechar-
acterized under the step transaction doctrine as a sale of
the stock to Long Term. (5) Long Term concealed the
transaction on the tax return and did not prove reliance
on legal advice satisfying the requirements of the regu-
lations, so penalties for understatement of tax and gross
valuation misstatement were appropriate.

E. Reformulation

Our discussion of the court’s opinion has naturally
focused on the relevant factual and legal issues. We have
accordingly analyzed the various amounts paid by the
parties in terms of pretax profit, the step transaction
doctrine, and so on. There is, however, another way to
formulate the economic substance of Long Term’s deal-
ings with OTC, Babcock & Brown, and UBS: Long Term
bought about $400 million in deductible losses. That
leads naturally to a question: How much did Long Term
pay for those losses?

Although that question was not before the court, the
opinion provides some grounds for speculation. Richard
Koffey, the principal designer of the transaction for
Babcock & Brown, suggested that the cloned losses might
be marketed for about 9 percent of the deductible
amount.87 Scholes wrote to Long Term’s management
committee that it had acquired $385,000,000 in capital
losses, which would provide $176,620,000 in undis-
counted tax benefits (implying an average tax rate of
45.88 percent).88 Combining Scholes’s $385 million loss

76The taxpayers’ trial counsel (McKee Nelson) had prepared
the opinion of King & Spalding (from which McKee Nelson split
off). Trial counsel made a point of informing the court that
transaction counsel (that is, itself) was ‘‘the preeminent law firm
in the area of federal income taxation of partnerships.’’ Petition-
ers’ Trial Memorandum at 4-5.

77Treas. reg. section 1.6664-4(b).
78Treas. reg. section 1.6664-4(c)(1).
79The other coauthor was William McKee. 330 F. Supp.2d

122,147,151-152.
80330 F. Supp.2d 122, 147 n.35.
81330 F. Supp.2d 122, 150-151, 179.
82330 F. Supp.2d 122, 148-49.
83330 F. Supp.2d 122, 208-211.
84330 F. Supp.2d 122, 146.
85330 F. Supp.2d 122, 211-212.

86330 F. Supp.2d 122, 211.
87330 F. Supp.2d 122, 140.
88330 F. Supp.2d 122, 157.

Table 4
All stock
closed transaction $4,150,082
open transaction 5,515,387

Stock sold
closed transaction $1,150,562
open transaction 1,529,077
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computation with Koffey’s 9 percent price would suggest
a cost of about $34,650,000 for the losses.

Did Babcock & Brown receive something like $35
million in value from Long Term in exchange for the
deductions? The $1.2 million fee paid by Long Term to
Babcock & Brown is, of course, nowhere near this
amount.89 Nor is the $1,365,305 that OTC received from
Long Term in excess of the value of the Subsidiary stock
it transferred. On the other hand, the court’s conclusion
that Long Term gave up about $9 million in the structure
of the UBS/Babcock & Brown investment over 16 months
in 1996 and 1997 would produce an amount of
$33,750,000 if simply projected over the five years of the
arrangement.90 Such an amount would have benefited
Babcock & Brown, not UBS, because of the former’s
five-year call option. That amount should be therefore
offset by the $3,701,650 premium that Babcock & Brown
paid for the call, so this estimate should be reduced to
about $30 million.

Thus far we have speculated on the value at the time
of the transaction of any consideration received for the
losses. Under the terms of its investment in Long Term
through UBS, Babcock & Brown did not, however, receive
a current payment of any amount at that time. Instead, it
received a future interest equal to the excess in value over
$72,520,000 in five years of an investment in Long Term
worth $50 million at the time of the transaction.91 In
exchange for granting that future interest, Long Term
received the losses and about $4 million from Babcock &
Brown (through UBS) as an option premium. What was
the expected value of the future payment to Babcock &
Brown? Using the court’s finding of an expected annual
return of 21 percent for investments in Long Term (after
fees), Babcock & Brown would have expected to receive
$57,167,123 in five years.92 A somewhat more optimistic
view of Long Term’s future performance (an annual
return of, say, 29 percent net of fees) would have pro-
duced an expected payment to Babcock & Brown in
excess of $100 million.93

These calculations are, of course, nothing more than
speculation, but they do lead to another question: If
Babcock & Brown’s five-year call on Long Term was
indeed compensation for transferring the losses, did
Babcock & Brown lose it all when Long Term unexpect-
edly collapsed in 1998? The district court opinion does
not provide any basis for speculating on that question,

but it seems unlikely that Babcock & Brown could have
hedged its position in Long Term.

III. What Is at Stake in the Case?
Before turning to what should happen on appeal, we

will consider three possible answers to the foregoing
question: (a) just some interest, (b) just the penalties, and
(c) not much, because this is just another corporate tax
shelter case.

A. Just Some Interest
Long Term has suggested that the amount actually at

issue in the case is not the deficiency of about $40 million
due on the $106 million in capital losses claimed for
1997,94 but only interest on that amount for one year,
about $4 million.95 The important fact here is the unex-
pected collapse of Long Term in 1998, which rendered the
partnership interests virtually worthless. To prevent
double counting of losses (or gains), section 705 provides
that partnership losses deducted (or gains included) by
partners reduce (or increase) their bases in their partner-
ship interests. Accordingly, a government victory regard-
ing 1997 would simply result in the losses being de-
ducted in 1998, because the principals’ basis in their
partnership interests would be higher.

That argument is ironic and potentially misleading. It
is ironic because Long Term explicitly invites a compari-
son of the tax benefits from the transaction with its
economic benefits (the third version of the pretax profit
test described above),96 a comparison for which Long
Term says there is absolutely no authority in the Second
Circuit.97

The argument is misleading if proposed as relevant to
a determination whether the transaction should be re-
spected for tax purposes. It is expected tax and economic
benefits that are relevant to such a determination. Long
Term obviously did not expect its hedge fund to become
worthless when it accepted OTC’s contribution of Sub-
sidiary stock. Nor did Long Term assume that adjust-
ments under section 705 would have negative conse-
quences on later dispositions of the principals’
partnership interests. Indeed, Scholes famously wrote to
the Long Term management committee in 1996 that ‘‘If
we are careful, most likely we will never have to pay
long-term capital gains on the ‘loan’ from the govern-
ment.’’98 One wonders just what he had in mind as step
6.

B. Just the Penalties
A different perspective on the case is provided by

published reports that the taxpayers offered to settle for
the deficiency plus interest,99 and the government re-
fused. On that hypothesis, the government’s imposition
of penalties, which could amount to about $16 million,

89See supra note 44.
90(1.33333 years/$9,000,000) = (5 years/$33,750,000).
91330 F. Supp.2d 122,144. This future interest was structured

by the parties in step 4 as an investment by UBS in Long Term
of $50 million, coupled with a put for UBS and a call for Babcock
& Brown, both at a strike price of $72,520,000. The same future
interest emerges if we reconceptualize step 4 as a loan from UBS
to Babcock & Brown of $50 million, which was then invested in
Long Term. On this reconceptualization, Babcock & Brown paid
Long Term (though UBS) about $4 million for a put in the event
the $50 million interest in Long Term was worth less than the
$72,520,000 due UBS in five years under the hypothesized loan.

92[$50,000,000 x (1.21)5] - $72,520,000 = $57,167,123.
93[$50,000,000 x (1.29)5] - $72,520,000 = $106,095,258.

94U.S. Trial Memorandum at 166.
95Petitioners’ Trial Memorandum at 12.
96Supra part II.A.1.c.
97Petitioners’ Trial Memorandum at 12.
98330 F. Supp.2d 122, 157.
99Lee Sheppard, ‘‘Goodbye Mr. CHIPS: Lease Stripping on

Trial Again, With Add-Ons,’’ Tax Notes, July 28, 2003, p. 453.
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would constitute the sole reason for the taxpayers’ deci-
sion to litigate. If that is indeed the case, the argument
that the litigation concerns only a year’s interest is
obviously not valid.

There is another, more general, sense in which the
penalties are central to the case. This was an extremely
aggressive transaction, which was marketed by tax pro-
fessionals as a tax product100 and blessed by opinions
from prominent law firms that, according to the court,
did not provide the quality of legal work expected from
such firms. The taxpayers managed their participation in
the transaction as a tax product and, on the advice of
major accounting firms, concealed the results on the
relevant tax return. Unfortunately, that pattern of behav-
ior is not limited to Long Term and its advisers.101 Given
the sums of money involved, such conduct by major
professional firms and their clients will change only if the
courts are willing to sustain penalties imposed by the
government when justified.

Long Term Capital itself can be used to illustrate the
extent of the problem. Consider the list of major corpo-
rations involved in the transaction. General Electric and
Wal-Mart participated in step 1. Indeed, the CHIPS
structure was apparently developed by Babcock & Brown
specifically in response to a request from General Electric
to squeeze more revenues from its computer leases.102

Rhone-Poulenc Rorer and the Interpublic Group of Com-
panies were Parents of the Subsidiary stock acquired in
step 2 and sold in step 5.103 Electronic Data Systems
(EDS) and Advanta Corp. were parents of the other
Subsidiary stock acquired in step 2.104 At least some of
those companies have apparently been under examina-
tion for their role in the transaction.105

Now consider the leading law firms that gave opin-
ions in the transaction. As we have seen, the court
strongly criticized the quality of the favorable opinions
Long Term received from both Shearman & Sterling and
King & Spalding (now McKee Nelson for these pur-
poses). Favorable opinions regarding their participation
in the transaction were also provided to the Interpublic
Group of Companies by Covington & Burling and to
Rhone-Poulenc Rorer by Skadden, Arps, Slate, Meagher
& Flom.106 Neither company was a party to this case, so
neither opinion was described or analyzed by the court.
If, however, the examinations mentioned in the last
paragraph lead to litigation, those opinions may also

eventually be subject to judicial scrutiny as defenses to
penalties imposed by the government.

Finally, recall that the court concluded that two major
public accounting firms, Coopers & Lybrand and Price
Waterhouse, counseled the taxpayers to conceal the
losses on the tax return to avoid discovery by the
government.

C. Just Another Case
Some practitioners have responded to the decision in

Long Term Capital by treating it as just one of a series of
recent cases on corporate tax shelters in which the most
important question is whether the taxpayer won or lost,
with the result turning on whether a particular court was
exacting or indulgent.107 That is obviously much too
simple an approach, because, as Judge Arterton reminds
us,108 differences in facts matter in comparing cases.

Consider, for example, the recent decision in Black &
Decker, in which a district court held for the taxpayer on
a motion for summary judgment.109 That case involved
the transfer of a contingent liability under section 351, as
did step 2 in Long Term Capital, but a brief review of the
facts in Black & Decker will indicate just how different
such cases can be. In exchange for stock, Black & Decker
transferred $561 million to a new subsidiary (Healthcare)
along with $560 million in contingent healthcare claims
relating to Black & Decker employees. Black & Decker
subsequently sold its stock in Healthcare to an indepen-
dent third party for $1 million and used the resulting
$560 million capital loss to offset an unrelated capital
gain.

Whether the government should prevail on appeal in
Black & Decker is a question for another day and is not
addressed here. Some readers will respond affirmatively,
others negatively.110 But whatever one thinks about deci-
sions such as Black & Decker, Long Term Capital is clearly
a more egregious case, involving the creation and cloning
of an artificial loss that was marketed at least twice and
hidden on the tax return by taxpayers whose business
was unrelated to the origin of the loss.

D. What Should Happen on Appeal ?
The complexity of the elaborate tax-motivated trans-

action definitely makes Long Term Capital a difficult case
to understand. Furthermore, many of the legal issues are
difficult, if not perplexing (how to interpret a require-
ment of pretax profit, what investments to consider
together, and so on).

100330 F. Supp.2d 122,139-141.
101See, e.g., Sheldon D. Pollack and Jay A. Soled, ‘‘Tax

Professionals Behaving Badly,’’ Tax Notes, Oct. 11, 2004, p. 201.
See also the Symposium on Corporate Tax Shelters in the Winter
2002 issue of the Tax Law Review.

102U.S. Trial Memorandum at 89.
103330 F. Supp.2d 122,132-134.
104330 F. Supp.2d 122,136 n.17, 137 n.19.
105Petitioners’ Trial Memorandum at 16-17.
106Id. at 4,134. The Petitioners’ Trial Memorandum does not

indicate which law firms provided opinions to Electronic Data
Systems and Advanta Corp., presumably because the Subsid-
iary stock they provided in step 2 was not sold in step 5 in the
years at issue in the case.

107See, e.g., Kenneth Gary and Sheryl Stratton. ‘‘Economic
Substance: Will Congress Have to Intercede?’’ Doc 2004-21864,
2004 TNT 220-2 (Nov. 14, 2004).

108330 F. Supp.2d 122,190 n.89 (distinguishing UPS of America
v. Commissioner, 254 F.3d 1014 (11th Cir. 2001): ‘‘The present case
is readily distinguishable: the OTC ‘investment’ was a one-time
purchase of a tax product by Long Term and different in almost
every way from Long Term’s core investment business.’’).

109Black & Decker v. United States, Doc 2004-20866, 2004 TNT
207-13 (D. Md., revised opinion filed October 22, 2004).

110See, e.g., Karen C. Burke, ‘‘Black & Decker’s Contingent
Liability Shelter: ‘A Thing of Grace and Beauty’?’’ Tax Notes, Jan.
31, 2005, p. 577.
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Judge Arterton is to be congratulated for mastering the
transaction, for analyzing the legal issues in depth, and
for sustaining penalties imposed by the government on
the taxpayers, who should not be allowed to hide behind
what the court found to be superficial legal opinions
obtained from prominent firms. The district court’s own
opinion is replete with alternative factual findings and
legal holdings, a style of judicial opinion-writing that is
designed to provide a court of appeals with alternative
paths to affirm a trial court’s decision.

The behavior of the taxpayers in Long
Term Capital and their professional
advisers is to be condemned.

The behavior of the taxpayers in Long Term Capital and
their professional advisers is to be condemned. No one
could seriously claim that Congress intended the U.S. tax
system to permit cloning of artificial losses, multiple sales
of the resulting deductions, immunization against penal-
ties by superficial legal opinions from leading law firms,
and concealment of deductions on the advice of major
accounting firms. The Second Circuit now has the oppor-
tunity to join Judge Arterton in refusing to condone such
behavior. Given the amounts of money involved, some
taxpayers and their advisers will behave differently only
if they believe that the federal courts will sustain penal-
ties in cases such as this.
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