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This article was originally written1 in early 2002, 
soon after the Fifth Circuit Court of Appeals ren-
dered its decision in Compaq Computer Corp.2 
At the time, we were puzzled by the assertion 
that the Compaq decision demonstrated the need 
for legislation to help the courts get to the right 
answer in dealing with tax motivated transactions. 
Fairly read, Compaq involved nothing more than 
the symmetrical treatment of “income” artifi cially 
deemed to exist by Treasury Regulation3 and the 
corresponding treatment of foreign taxes imposed 
on that “income.” In other words, the decision 
represented nothing more than a case in point for 
Professor Ginsburg’s maxim: “Every stick crafted 
to beat on the head of a taxpayer will metamor-
phose sooner or later into a large green snake and 
bite the commissioner on the hind part.”

Seven years have passed and Compaq is still oc-
casionally put up as a sort of poster child for the 
need to take decisive action to keep the courts 
from the obvious error of their ways. Indeed, some 
enthusiasts even invoke Compaq as a reason to 
enact one or another of the various permutations 
of “Codifi cation of Economic Substance.”4

Compaq has been misread by commentators 
who overlook the basis of the actual decision. 
The courts in the Fifth Circuit are doing just fi ne 
in dealing with alleged tax shelters. Specifi cally, 
several decisions have applied Compaq, and 
those decisions confi rm that the courts are up to 
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their task in applying the rule of law while deal-
ing at the edges with the narrow class of cases 
that may actually warrant departure from the 
letter of the law.

This article will restate the original article, with 
minor changes to update some of the citations to 
commentators whose publications were not men-
tioned in the original version. As a Coda, I will 
touch briefl y on several cases that have applied 
Compaq. Although there may be powerful fi scal 
incentives to increase taxes on the business sec-
tor, the post-Compaq cases confi rm the original 
thesis that the business purpose doctrine is alive 
and well in the Fifth Circuit.

The Fifth Circuit Court 
of Appeals rendered its 
long-awaited decision 
on December 28, 2001. 
The Fifth Circuit reversed 
the 1999 Tax Court deci-
sion5 and held that foreign 
income taxes should be 
treated as fungible with 
United States federal in-
come taxes for purposes 
of applying the economic substance or business 
purpose tests on a pretax or an after-tax basis. The 
Fifth Circuit decision is in accord with the earlier 
Eighth Circuit decision in IES.6 Indeed, the Fifth Cir-
cuit opinion explicitly refers at various points to the 
IES decision and seeks to emphasize that it is dealing 
with essentially the same fact pattern as is dealt with 
by the Eighth Circuit, and that it reaches the same 
opinion as the Eighth Circuit with respect to common 
factual elements.

Within days, the Fifth Circuit decision in Compaq 
was characterized as if it (and presumably IES as 
well) were important milestones in the develop-
ment of modern judicial thinking about economic 
substance, economic shams, business purpose and 
tax shelters.7 This reaction was perhaps predictable 
in light of the extensive commentary that had fol-
lowed the lower court decision in Compaq,8 but it 
was rather more hyperbolic than the decision really 
supports. In fact, neither the Fifth Circuit opinion in 
Compaq nor the Eighth Circuit opinion in IES is an 
important milestone in the economic substance and 
business purpose portion of the tax shelter debate. 
Instead, they decide only a rather narrow legal issue 

(whether foreign income taxes are to be treated as 
fungible with domestic income taxes in testing eco-
nomic substance and business purpose). Both Circuit 
Courts of Appeals decided that foreign income taxes 
should be treated as fungible with domestic income 
taxes and then proceeded to apply fairly well-settled 
economic substance and business purpose tests to the 
transaction in issue. Had they been decided differ-
ently, and treated foreign income taxes as expenses 
rather than taxes for purposes of testing economic 
substance and business purpose, they would have 
been as noteworthy (and controversial) as the lower 
court decisions they reversed.

Some of the criticism by commentators who fi nd the 
decisions to be a setback in the war on tax shelters 

appears to be directed at a 
judicial decision that was 
not actually rendered, but 
which might have been 
rendered, had the cases 
been presented differently 
by the IRS. Similarly, prac-
titioners who might long 
for some notion of “good 
old days,” or who might 
think that these cases 
open the door to a “whole 

new ballgame,” would be well advised to read the 
cases more carefully. The judicial requirement that 
transactions have either or both of economic sub-
stance and business (nontax) purpose are alive and 
well in both the Fifth and Eighth Circuits. At the same 
time, there also seems to be room in those circuits 
for a rule-based system that affords some level of 
predictability to the orderly administration of the 
tax laws based on the application of the Code and 
Regulations.

This article will examine the importance of the 
Compaq and IES decisions in the ongoing consider-
ation of economic substance and business purpose 
in testing putative tax shelter transactions. We 
conclude that the cases are largely unremarkable 
in that context. The article will not review in any 
depth the history of, nor seek to revisit the policy 
behind, the rules of application of the foreign tax 
credit that may underlie the disquiet that some 
commentators have expressed about these deci-
sions. We will assume, as did the Courts of Appeal, 
that the application of the foreign tax credit “tech-
nical taxpayer” rule to the cum-dividend purchaser 
is consistent with the regulations.9

Compaq and the Business Purpose Doctrine

The IRS’s position that 
foreign taxes are expenses 

rather than taxes for purposes of an 
economic substance test is contrary 

to this reciprocal allocation of 
international taxing jurisdiction.
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It is worth noting at the outset, however, that intro-
ducing “economic substance” into the application of 
the rather arbitrary, noneconomic regime that applies 
to a buyer of cum dividend stock (i.e., stock that is 
purchased after the declaration date but before the 
record date) is likely to engender great confusion 
about what we are all talking about. A buyer of 
cum-dividend stock (such as Compaq) is treated for 
tax purposes as the taxable recipient of a dividend, 
even though, as to the buyer, the dividend amount 
is economically an immediate return of a portion of 
its investment. The point of fi rst beginning is Reg. 
§1.61-9(c), which specifi cally rejects an economic 
substance argument that might be made by a pur-
chaser of cum dividend stock:

“The fact that the purchaser may have included 
the amount of the dividend in his purchase price in 
contemplation of receiving the dividend does not 
exempt him from tax.”

Having decided to apply an arbitrary rule10 that is 
not particularly dependent on economic substance 
to tax the buyer of cum-dividend stock, it is a bit 
odd for the government then to turn around and 
disavow the rules in order to disallow a foreign tax 
credit for foreign income taxes actually paid on the 
dividend that might plausibly have been excluded 
from the buyer’s income altogether under principles 
of “economic substance.” It is, in short, a bit like 
Rule 42 in the trial of the Knave of Hearts in Alice 
in Wonderland11 (a rule change invented to justify a 
desired result).

I. Cross-Border Dividend 
Capture Transaction—
Market Arbitrage

In order to understand what the Compaq and IES 
courts decided, and what they did not decide, it is 
important to understand the underlying economics 
of the dividend capture transaction in question.

A dividend capture transaction, in its simplest form, 
involves the purchase of a stock that is scheduled to 
pay a dividend (“cum dividend”) to shareholders of 
record on a certain date (the “record date”), followed 
by the prompt (or immediate) resale of that stock 
without the dividend entitlement (“ex-dividend”). The 
settlement dates of the two transactions are sched-
uled so that the initial purchaser is the holder of the 
stock on the record date, and consequently entitled 
to receive the scheduled dividend.

In Compaq, the United States taxpayer executed 
a trade (on the New York Stock Exchange) to buy 
Royal Dutch ADRs cum dividend for settlement/
delivery on (or before) the dividend record date, and 
immediately thereafter executed another trade (also 
on the New York Stock Exchange) to sell the same 
ADRs for settlement/delivery four days later—after 
the dividend record date (i.e., ex-dividend). The cum-
dividend price exceeded the ex-dividend price by 
an amount approximately equal to 85 percent of the 
declared dividend.12 Compaq bought the ADRs cum 
dividend from the same party to which it sold them 
ex-dividend. Both the purchase and resale transac-
tions were effected by pre-arranged cross trades at 
market prices on the New York Stock Exchange us-
ing open outcry in accordance with Exchange rules 
governing cross trades.13

The cum-dividend price did not exceed the ex-div-
idend price by 100 percent of the declared dividend 
because, evidently, the “market” reduced the value 
of the declared dividend embedded in the ADR price 
by 15 percent to take into account the Dutch with-
holding tax of 15 percent that would be imposed on 
the dividend when paid two weeks after the record 
date. The market price, in effect, refl ected an as-
sumption that the Dutch withholding tax would be a 
non-recoverable cost to the potential dividend recipi-
ents whose purchasing and selling behavior would 
determine the market price. Such market participants 
likely included tax-exempt institutional investors, tax-
exempt retirement account investors, corporations 
whose foreign tax credit limitation would not permit 
economic utilization of the foreign tax credit, and, 
perhaps, other investors who could not or would not 
utilize a foreign tax credit to recover some or all of 
the cost of the Dutch withholding tax.

Market participation was not, however, confi ned 
to investors who could not or would not utilize the 
foreign tax credit available for the foreseeable Dutch 
withholding tax on the scheduled dividend. For those 
atypical investors, the market pricing behavior pro-
vided an arbitrage opportunity.

Assume, for example, that the stock price of the 
Royal Dutch ADRs, without regard to a declared 
dividend, is X, and that a dividend of 100 is de-
clared, from which a Dutch withholding tax of 15 
will be withheld. If the “market” treats the Royal 
Dutch ADRs as having a value of X plus 85, instead 
of X plus 100, a taxpayer able to utilize a foreign 
tax credit will be able to capture a portion of the 
value attributable to the market’s failure to take into 
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account the fact that foreign income taxes are (and 
have been since the dawn of the federal income tax)14 
creditable against the federal income tax due with 
respect to the dividend.

The dividend amount embedded in the ADR (in 
the amount of 100), however only cost the taxpayer 
85. The “market” sold stock pregnant with 100 units 
of income for X+85 (rather than X+100), leaving an 
economic profi t of 15 (assuming that neither United 
States federal nor foreign income taxes are taken 
into account at this point). That economic profi t of 
15 will be subject to a combined 35 percent United 
States federal income tax (our assumed effective tax 
rate) and foreign income tax (assuming the foreign 
tax is creditable against the United States net income 
tax), but the taxpayer will still retain the benefi t of 65 
percent of the 15 units of dividend sold by a market 
that was indifferent to the pricing advantage of the 
crediting United States taxpayer. The resulting net 
after-tax profi t from the market arbitrage is 9.75 (15 
units of income less 5.25 combined United States 
and foreign tax imposed at an overall rate of 35 
percent equals 9.75).

If the market were instead to have priced cum-
dividend ADRs at X plus 100 (i.e., refl ecting an 
assumption that most or all investors could utilize 
the foreign tax credit to offset the cost of the Dutch 
withholding tax) there would be no market anomaly 
to exploit. The market would capture for the seller 
the economic benefi t of recovering the Dutch with-
holding tax from the United States net income tax 
eventually due on the actual dividend and the pur-
chaser would have no ability to buy 100 units of 
embedded income at a discount. For example if a 
tax-exempt seller were to sell the Royal Dutch ADRs 
at X plus 100, it would realize the entire 100, while 
the taxpayer buyer would retain 65 on an after-tax 
basis, having given up the 65 percent of the 15 units 
of market profi t (i.e., 9.75) that it captured in the 
fi rst example. The economic benefi t of the buyer’s 
foreign tax credit would have effectively shifted to 
the tax-exempt seller.

In order to capture the economic benefi t of the 
market pricing assumption (that the buyers will have 
no capacity to take a foreign tax credit for the Dutch 
withholding tax) it is necessary that:

the purchasing taxpayer must be able to credit 
the Dutch withholding tax against the federal in-
come tax otherwise due with respect to the gross 
dividend (100 in our example, times 35-percent 
assumed tax rate); and

the purchasing taxpayer must be able to deduct 
the cost of acquiring the dividend (85 in our 
example).

There are severe limitations on creditability of 
foreign taxes against federal income tax. Those 
limitations are designed to prevent crediting foreign 
taxes against the U.S. federal income tax on either (1) 
United States source income, or (2) various classes of 
income not in the same foreign tax credit limitation 
category (“basket” in tax-speak).15 In the Compaq 
case, these limitations were likely applied in the fol-
lowing manner:

Dividends16 on the Royal Dutch ADRs would ordi-
narily be in the “passive income” basket.17 The foreign 
tax credit otherwise allowable with respect to income 
in any basket (in this case, 15)18 is limited to the Unit-
ed States tax otherwise due on worldwide income (in 
this case, 35)19 multiplied by a limiting fraction, the 
numerator of which is the foreign source income in 
that basket (in this case, 15)20 and the denominator 
of which is worldwide income (both United States 
source and foreign source—in this case, 100)21 in 
all categories. Therefore, the maximum amount of 
the Dutch withholding tax (15) that could offset 
the United States tax would be 5.25,22 and Compaq 
would owe 29.75 in tax to the United States (in ad-
dition to the 15 of Dutch withholding tax). Assuming 
that Compaq had 85 units of pre-existing capital gain 
that would otherwise be subject to United States tax 
at a 35-percent rate, it could deduct the capital loss 
of 85 generated in its dividend capture transaction 
against this capital gain23 and save 29.75 units of tax 
that would otherwise be due on the 85 units of capital 
gain. The net effect would be that the combined ef-
fective rate of tax on the ADR dividend (29.75 United 
States tax plus 15 units of Dutch tax, totaling 44.75 
of combined United States and foreign tax) would 
exceed the benefi t of the deduction of capital losses 
(29.75) by 15, and the transaction does not appear 
to generate a profi t (in isolation).

Therefore, in order for Compaq to fully utilize a 
foreign tax credit for the 15 units of Dutch withhold-
ing tax, it would have to have “excess” limitation 
(i.e., other foreign source income otherwise subject 
to current domestic federal income tax) or, as shown 
above, 9.75 of the Dutch withholding tax would be 
non-creditable. Compaq and IES had such excess 
limitation (presumably as a result of the application 
of the so-called “high tax kickout” that would treat 
the dividend income as “general limitation” income 
if the effective rate of tax on the otherwise passive 
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items of income, after reduction by the amount of 
deductions attributable thereto, is equal to or greater 
than 35 percent).24

The second necessary characteristic for a potential 
arbitrageur would be the ability to deduct the losses 
resulting from buying cum dividend and selling ex-
dividend: that difference is treated as a capital loss 
and cannot be deducted from the dividend income 
(notwithstanding the allocation of the loss against 
the dividend in order to limit the creditability of the 
Dutch tax on the dividend). In order to deduct the 
85 units of economic expense attributable to the ac-
quisition of the dividend component of the ADR cum 
dividend price (i.e., the sale at X of stock that cost X 
+ 85), the purchasing taxpayer must have income in 
an amount and of a character suffi cient to deduct the 
capital loss of 85. Compaq had capital gains substan-
tially in excess of the 85 capital loss resulting from 
buying the ADRs cum dividend and selling them ex-
dividend. It was thus able to maintain tax treatment 
consistent with the economics (the deduction of the 
85 units of loss equal to the difference between the 
cum dividend purchase price and the ex-dividend 
sales price) but only by resort to other income.

II. Foreign Taxes Are Taxes
The IRS challenged the claim of the foreign tax 
credit for the Dutch withholding tax on the basis 
that the cross-border dividend capture transaction 
was a tax motivated economic sham lacking nontax 
economic substance and business purpose. To reach 
this position, notwithstanding the actual economic 
benefi t derived from buying 100 units of income (the 
declared but unpaid dividend) for 85 units, the IRS 
asserted that a foreign income tax should be treated 
as an expense rather than as a “tax.”

While the litigation was pending, the IRS issued 
Notice 98-5,25 in which it promised regulations that 
would, for taxes paid or accrued on or after Decem-
ber 23, 1997, treat foreign taxes as an expense for 
purposes of measuring pre-tax profi t in a putative 
tax shelter. The Notice further provided that the 
economic profi t so measured must be signifi cant in 
comparison with the foreign tax credit to avoid having 
the transaction be considered an economic sham.

If the transaction is tested, for tax shelter purposes, 
as the purchase of stock which is pregnant with a 
declared but unpaid dividend of 85 (rather than a 
dividend of 100) for a price of X plus 85, there is 
no economic return on the investment. Under this 

characterization, the economic dividend of 8526 
(rather than a dividend of 100) will be subject to an 
incremental U.S. federal income tax of 20 (100 tax-
able gross income times 35-percent tax tentatively 
due, minus 15 as a credit for the Dutch withholding 
tax), while the deductible loss of 85 from buying at 
X plus 85 and selling at X would give rise to an effec-
tive deduction of 29.75. The difference, 9.75, would 
then be viewed as attributable to a tax savings from a 
transaction with no economic profi t ((X plus 85 paid 
out on purchase) = (85 dividend received, plus X in 
upon re-sale)). The tax benefi t under this hypothetical 
view lies in the ability to deduct capital losses.

To reach this conclusion, the IRS had to depart from 
measuring gross income in accordance with Code 
Secs. 61, 301 and 316, and, in particular, from the 
specifi c inclusion rules in Reg. §1.61-9(c) for taxing 
the cum dividend buyer. It also had to depart from 
treating foreign income taxes as taxes creditable 
against federal income taxes in accordance with 
Code Sec. 901 and the “technical taxpayer” rule in 
Reg. §1.901-2(f)(1) and (2). In lieu of measuring in-
come, expense, gains and losses using long-standing 
bedrock provisions embodied in the Code, the IRS 
used an approach that treated foreign taxes as “ex-
penses” but treated federal income taxes as taxes 
in order to determine if the transaction had pre-tax 
economic substance. If the transaction were to pass 
this gauntlet, the taxpayer would then return to the 
Code and Regulations to prepare its tax return by 
treating foreign taxes as creditable taxes (not as de-
ductible expenses).

Under this approach, the relevant cash or economic 
income received would be X (the sales proceeds of 
the ex-dividend shares) plus 85 (dividend), exclud-
ing the additional 15 of dividend income equal to 
the tax that was withheld at source in respect of 
the Dutch withholding tax. For this testing purpose 
only, as distinguished from the legally mandatory 
inclusion in income on the tax return of the cum 
dividend purchasing taxpayer, in the amount 100 as 
a dividend, the 15 of withheld tax would be treated 
as a transactional expense rather than as a “tax.”

The Compaq and IES Courts of Appeal fl atly reject-
ed the treatment of foreign taxes as an expense rather 
than as a tax for purposes of testing a transaction as 
a sham transaction. In order to test the economic 
substance (profi t potential), either before tax or after 
tax, foreign and federal income taxes have to be 
taken into account as taxes. Once a foreign tax is 
treated as a tax rather than as a transactional expense 
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in testing income and expense from a putative tax 
shelter, the dividend capture transactions looked at 
in Compaq and IES become imbued with a profi t 
(9.75 units, representing 65 percent of the market’s 
“under pricing” of the dividend by 15). This benefi t 
is after all taxes, domestic and foreign. Before all 
taxes, domestic and foreign, the economic benefi t is 
15. It is no great breakthrough in tax shelter jurispru-
dence to fi nd a transaction has economic substance 
and business purpose when it has both a before-tax 
profi t and an after-tax profi t, where the transaction 
was virtually certain to provide the arbitrageur that 
profi t when entered into at market prices. The arbi-
trage profi t (9.75) is approximately equal to the net 
tax benefi t derived by deducting capital losses of 
85 (a tax benefi t of 29.75, from deducting a capital 
loss of 85) while paying 
additional United States 
taxes on the dividend of 
100 (a tax cost of 20). A 
one-to-one tax benefi t to 
economic benefi t ratio27 
is not “relatively insub-
stantial” even in those 
jurisdictions which apply 
the Sheldon28 test vigor-
ously. Even after deducting 
other transaction costs (commissions, fees and short 
interest) the tax benefi t is about 2.35 times the eco-
nomic benefi t.29

Neither the Fifth Circuit nor the Eighth Circuit 
discussed at length why a foreign tax should be 
treated as a “tax” for purposes of testing economic 
substance and business purpose. Some commenta-
tors have criticized Compaq and IES on the grounds 
that “[t]here is no principle of tax law or good sports-
manship that requires treating foreign taxes the same 
as domestic taxes.”30 A clever bon mot, but clearly 
wrong. On the contrary, there is a principle of tax 
law that mandates such treatment. The fundamental 
architecture of the foreign tax credit system clearly 
supports both Circuit Courts of Appeals in treating 
United States and foreign income taxes as fungible. 
The whole point of a foreign tax credit regime is to 
allocate and apportion (between the source country 
and the residence country) taxing jurisdiction over 
items of income derived in one country by a resident 
of another. Indeed, this point was explicitly made 
by the Congress at the time it re-enacted the foreign 
tax credit regime as part of the Internal Revenue 
Code of 1954:

‘Credit is allowed under existing law against 
United States tax liability for income taxes paid 
abroad. This provision gives foreign countries a 
prior tax claim on the income of United States 
enterprises operating abroad, and in effect treats 
the taxes imposed by the foreign country as if 
they were imposed by the United States. H.R.Rep. 
No.1337, 83d Cong., 2d Sess., p. 76, U.S. Code 
Cong. & Admin. News 1954, p. 4103.

Moreover, granting credits for the full amount of the 
Dutch withholding tax in Compaq was required by 
more than some principle of unilateral “good sports-
manship.” Granting full credit for such withholding 
taxes is fundamental to the bilateral allocation of 
taxing jurisdiction between the United States and 

foreign countries with 
respect to cross-border 
dividend flows dating 
back to the League of 
Nations. Under laws of 
most developed countries 
and under the terms of 
essentially all income tax 
treaties negotiated by the 
United States, countries 
seek to avoid penalizing 

investments in shares of companies incorporated in 
the other jurisdiction by avoiding double taxation on 
dividends paid on such shares. The United States ac-
complishes this by allowing United States payees to 
credit foreign withholding taxes against their United 
States tax liability on foreign source income. The goal 
is to have the combined foreign and United States 
rate of tax on the foreign source income equal to the 
higher of the United States tax rate and the foreign tax 
rate by essentially treating the payment of the foreign 
withholding tax as if it were a prepayment of United 
States income tax. This was the result in Compaq.

Note that, for the sake of convenience, each country 
is permitted to tax dividend payments to residents of 
another country on a gross withholding basis, with-
out the benefi t of allocable deductions. This basis 
of taxation can easily result in withholding tax in 
excess of the United States income tax rate on the 
economic profi t on the transaction, and such was the 
case in Compaq. The architects of the United States 
treaty system and the prevailing allocation of taxing 
jurisdiction on cross border dividend fl ows were well 
aware of this possibility. The general rule has been 
that the resulting “excess” credits from withholding 

Compaq and the Business Purpose Doctrine

The signifi cance of Compaq as 
a tax shelter precedent is also 

limited by the unique nature of the 
longstanding rules for determining 
who the taxpayer is with respect to 

withholding taxes on dividends.
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on a gross basis may be credited against other foreign 
source income subject to the general constraints of 
our foreign tax credit limitation as applied to specifi ed 
baskets of income. When the United States allows 
such cross crediting, it suffers a net loss of tax rev-
enue as a cost of avoiding double taxation of foreign 
source dividends earned by United States persons. The 
United States, however, generally expects its treaty 
partners and other developed countries to do the 
same for their residents who receive dividends from 
United States corporations that have been subjected 
to United States withholding tax on a gross basis. 
When a foreign person receives a dividend from 
United States sources subject to gross United States 
withholding tax, the United States expects the payee’s 
country of residence to provide a foreign tax credit or 
comparable double tax relief even in cases where the 
withholding tax exceeds the local income tax rate on 
the net income from the transaction. The combination 
of gross withholding taxation and full crediting of such 
tax against the recipient’s home country income tax 
is the prevailing international system for providing a 
simple method of taxing nonresidents while avoiding a 
discriminatory tax burden on cross border investment 
fl ows, and for thereby preserving “export neutrality” 
with respect to capital investment. The IRS’s position 
that foreign taxes are expenses rather than taxes for 
purposes of an economic substance test is contrary 
to this reciprocal allocation of international taxing 
jurisdiction.

The Tax Court in Compaq was unable or unwilling 
to treat foreign taxes as taxes. Instead, the Tax Court 
evidently concluded that the foreign tax credit was 
not a mechanism to account for taxes already paid (to 
the Netherlands), but instead some sort of economic 
equivalent of a subsidy comparable to the invest-
ment tax credit. In so acting, the Tax Court simply 
ignored the fact that, notwithstanding a similarity in 
the computational mechanics of a credit (as distin-
guished from a deduction), the premises on which the 
two different “credits” are allowed are conceptually 
unrelated to each other. They share only a computa-
tional convention (directly reducing the amount of 
United States taxes due rather than reducing taxable 
income to be taxed).

III. Compaq-Like Transactions 
Are of Merely Historical Interest
Putting aside the legal issue for a moment, is there 
some challenge lurking in Compaq and IES that will 

allow taxpayers now to do what the government did 
not like in those cases? No.

The actual dividend capture arbitrage transactions 
engaged in by Compaq and IES are no longer viable. 
Code Sec. 901(k), enacted in 1997, denies a foreign 
tax credit with respect to foreign income taxes im-
posed on dividends paid on stock held for 15 days or 
less. Moreover, the holding period under Code Sec. 
901(k) to qualify for foreign tax credits is tolled for 
any periods during which risk of loss with respect to 
the stock is diminished.31 Congress thus responded to 
policy concerns with respect to this type of low-risk 
tax arbitrage by providing a specifi c statutory rule 
requiring more risk to be assumed to get the benefi t 
of the credits. This measured legislative approach is 
clear in scope and avoids disrupting the fundamental 
assumptions of the foreign tax credit.

The sense of impending doom or catastrophe in 
the IRS’s continuing struggle against perceived tax 
shelters is thus not warranted by the risk that U.S. 
multinationals with excess limitation and capital 
gains will engage in Compaq-type transactions. It 
is perhaps imaginable that some U.S. multinational 
taxpayers will engage in a dividend capture transac-
tion with open position ownership risk longer than 15 
days, thus avoiding the strictures of Code Sec. 901(k). 
That problem is hardly up to “catastrophe” standards 
and was presumably not what the commentators 
had in mind. If taxpayers are willing to take the risks 
associated with the holding period prescribed by 
Congress in specifi c legislation, it is hardly a catas-
trophe that taxpayers will be able to claim a foreign 
tax credit for arbitrage profi ts if the market prices the 
cum dividend and ex-dividend value of foreign issuer 
stock without regard to the availability of a foreign 
tax credit to some potential buyers.

The signifi cance of Compaq as a tax shelter prec-
edent is also limited by the unique nature of the 
longstanding rules for determining who the taxpayer 
is with respect to withholding taxes on dividends. The 
tax regime has long relied on a “technical taxpayer 
rule” to treat the record owner of a dividend as the 
payer (the party for whose account the tax is paid) 
of the withholding tax, regardless of whether the 
taxpayer bears the economic cost of the withhold-
ing tax.32 Whatever the merits of such a bright-line 
rule of convenience in today’s modern world, it is 
not shocking that courts have not acquiesced in the 
IRS’s attempt to retroactively overturn through litiga-
tion this long-standing rule (embedded in its own 
regulations). The IRS could well have more success 
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arguing economic sham theories in contexts where 
economic substance is relevant than it has had in 
effectively rejecting its own elaborate edifi ce for 
dealing with foreign tax credits and cum-dividend 
buyers by invoking Rule 42.33

IV. What Is the Role 
of Ownership Risk in 
Evaluating Compaq?

The aspect of the Compaq decision that might be 
arousing the most controversy is the fact that the 
taxpayer prevailed despite the fl eeting interest in 
the economic success or failure of Royal Dutch 
Petroleum. Although Compaq owned the ADRs 
for four days (between the settlements of its two 
trades), it executed the buying and selling cross 
trades only moments apart pursuant to a pre-
arranged plan with the same counterparty. It had 
little or no real risk that the dividend would not be 
paid (although the Eighth Circuit in IES identifi ed 
this conceptual risk as a cognizable confi rmation 
of the requisite share “ownership” to qualify for a 
foreign tax credit). The amount of the dividend was 
mathematically certain: Compaq bought the ADRs 
after the dividend declaration date. Nevertheless, a 
long standing regulation deals specifi cally with this 
situation and requires Compaq, as the cum divi-
dend buyer, to recognize dividend income rather 
than a return of cash included in the purchase price 
of the Royal Dutch ADR.34

It is important to note, however, that the IRS made a 
strategic decision to litigate the case on the law rather 
than by challenging on the facts Compaq’s owner-
ship of the Royal Dutch ADRs and its entitlement 
to “dividend income.” The IRS was more interested 
in establishing a legal foundation for its position in 
Notice 98-5 (which is not risk-based) that foreign 
taxes are an expense, than it was in proving that 
this particular taxpayer did not enter into a genuine 
transaction.35 The IRS agreed that the trades took place 
and that Compaq owned the shares on the dividend 
record date and was entitled to the dividends. This 
was not the result of a mistake or ineptitude. Quite 
the contrary, the government made a calculated de-
cision to attempt to create through litigation a new 
substantive rule. It failed in that attempt.

The IRS did not seriously contest the position that 
Compaq had suffi cient “ownership” of dividend-pay-
ing stock to be required to report the gross dividend 

as dividend income.36 The argument that the taxpayer 
in Compaq was not suffi ciently the owner of the stock 
(based on its limited risk) and thus should not be 
treated as the owner of a “dividend” on such stock 
is an argument that could be asserted in future cases 
if quantum of risk is to become the measure of an 
appropriate economic return in testing putative tax 
shelters. The fact is that Compaq and IES were not 
argued as cases with too little risk; the cases turned 
on the treatment of foreign taxes when one is required 
by agreed facts to assume suffi cient ownership for 
tax purposes.

Taxpayers should bear in mind that tax ownership of 
the ADRs was a necessary precondition of the court’s 
holding. Consequently, when the Fifth Circuit, citing 
the Eighth Circuit’s IES decision, noted that “[t]he ab-
sence of risk that can be legitimately eliminated does 
not make a transaction a sham,” it was essentially 
saying that if one assumes that a taxpayer is already 
the owner of stock for tax purposes, the elimination 
of risk with respect to that stock does not cause a 
tax benefi t ordinarily associated with ownership to 
evaporate. Of course, Congress has legislated that 
tax ownership, by itself, is not always suffi cient to 
secure specifi c tax benefi ts—the ownership must 
frequently be sustained and unaccompanied by risk 
reduction. This willingness of Congress to precondi-
tion the tax benefi ts associated with ownership on 
the length of time that a taxpayer assumes undimin-
ished market risk can be seen most clearly in (1) the 
rate preference granted to individuals for long-term 
capital gains,37 (2) the denial of dividends received 
deduction in certain instances,38 (3) the denial of a 
deduction for substitute payments in short sales in 
certain circumstances,39 and (4) of course, the denial 
of the foreign tax credit in Code Sec. 901(k) and (l). 
Congressional intervention in this manner is justifi ed, 
and has the added benefi t of surgically targeting the 
precise issue in question. This approach appears to 
have historically been adopted by Congress (and 
rightfully so) in lieu of intervening in the common 
law of tax ownership—an area in which the Compaq 
bears no relevance.

The government might also have argued that the 
dividend capture transaction was really nothing more 
than a circular cash fl ow, and that the selling share-
holder had already captured the economic amount 
of the dividend in pricing the sale and that Compaq 
did not buy shares cum dividend but rather bought 
shares ex-dividend with a constructive receipt of cash 
for the benefi t of the seller to which Compaq was 
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effectively committed to return the amount of the 
dividend through the cross trade. Such arguments 
have been considered from time to time in domestic 
dividend capture transactions,40 and would go directly 
to what seems to be most bothersome about the facts 
in these cases: the taxpayer really did not have much 
ownership for very long.41

To state the obvious, however, the dividend was 
not structured to compensate the recipient for risk 
assumed. The dividend was a specifi c amount to 
be received shortly from Royal Dutch Shell. It had 
been purchased as such when the amount and time 
of payment were virtually certain. The dividend 
was a return on investment to someone prior in the 
change of ownership, and the cum dividend price 
was a payment in respect of the return on invest-
ment to the last seller in the chain (or perhaps to 
some predecessor). The amount received by the cum 
dividend buyer is a “dividend” because Code Secs. 
301 and 316 say it is, and it will be a “dividend” 
even if the Royal Dutch ADR lost either none or 
all of its value on or after the purchase date. Code 
Secs. 301 and 316 treat the payment as a dividend 
without regard to a risk/reward relationship. Indeed, 
if the dividend is to be taxable income at all, rather 
than a return of capital, one must accept that the 
characterization of a dividend as an item of income 
is necessarily divorced from economic compensa-
tion for risk. Indeed, the regulations dealing with 
cum dividend transactions expressly so provide.42 
The mechanical rule in the cum dividend regulation 
may have been drafted by someone who assumed 
that the buyer and the seller of cum dividend stock 
would be taxed under similar regimes, and not by 
someone with a view to deciding how to account 
for cross-border allocations of taxing jurisdiction 
when some buyers would be taxed one way and 
other buyers would be taxed differently. The tech-
nical taxpayer rule,43 however, was drafted to deal 
with cross border transactions and decides who is 
to receive a foreign tax credit.

Once the Fifth Circuit determined that pre-tax 
profi t is measured before both foreign and domestic 
tax, the Compaq case becomes an unexceptional 
tax shelter case. Properly measured, based on its 
stipulated ownership, Compaq earned a signifi cant 
pre-tax profi t on its investment, even compared with 
the United States tax benefi t achieved. Compaq’s 
pre-tax profi t so measured exceeded the thresholds 
in the examples in Notice 98-5 and in the facts of 
the Sheldon case.44

Coda (2009)

Since the article was fi rst written in 2002,45 Compaq 
has been applied or invoked in at least three cases 
in the Fifth Circuit. The fi rst, Weiner,46 involved a 
high–net-worth individual taxpayer who invested in 
a farm partnership that was successfully challenged 
by the IRS in Tax Court litigation. The District Court 
proceeding involved the taxpayer’s effort to recover 
penalty interest assessed under Code Sec. 6621(c).47 
The District Court determined that the imposition 
of the penalty interest for any “sham or fraudulent 
transaction” described in the statute was to be tested 
under case law. The District Court stated that the 
Fifth Circuit in Compaq did not decide whether the 
economic sham test was a “two-prong” test48 or a 
multiple “factors” test.49 The District Court went on 
to decide whether the purpose of a partner’s invest-
ment was to be measured at the partner or partnership 
level, an issue not involved in Compaq. Weiner is 
interesting in its determination that Compaq requires 
a determination with respect to both business purpose 
and economic substance, and the Court’s implicit 
acknowledgement that deciding on the need for a 
conjunctive or disjunctive test would depend on being 
presented with a case in which a decision on this point 
would affect the outcome. So, the suspense builds.

In March 2006, another District Court in Texas 
decided that a “fair reading” of Compaq “requires 
the Court to disregard [the putative shelter trans-
action] only if the transaction was entered into 
without a legitimate business purpose and lacked 
economic substance.”50 The transaction at issue 
was a computer lease with a separation of income 
and loss from a burned out computer lease. The 
income arose from a Code Sec. 708 partnership 
termination and ended up with the Pequot Indian 
tribe. The loss ended up disallowed by the Court 
because: “Applying Compaq’s sham transaction 
analysis, the Court fi nds that [the taxpayer] had 
no legitimate business purpose for entering into 
the [transaction] … and there was no reasonable 
expectation of profi t.”51

The taxpayer lost the tax benefi t it was seeking when 
it entered into the tax-motivated transaction. It lost 
under Compaq. It would also have lost under a “clari-
fi ed” or “codifi ed” economic substance statute.

In 2007, The District Court for the Eastern District of 
Texas followed Compaq in fi nding a putative “loan” 
to be devoid of economic substance without ever 
having to decide whether there is a “one-prong” or 
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“two-prong” test in the Fifth Circuit.52 It is probably 
worth noting that the government cited Compaq in 
its brief in support of its challenge to the “BLIPS” tax 
shelter in issue in that case. The government care-
fully noted that the Court had in Compaq declined 
to decide whether in some case yet to come before 
it, there would be a difference if only one prong of 
the two prong test were to be satisfi ed, but relied 
on it to demonstrate a failure by the BLIPS investors 
under each prong.53 The Fifth Circuit Court of Ap-
peals on May 15, 2009 affi rmed the District Court’s 
determination although it took the occasion to decide 
that the “two prong” test should apply in the Fifth 
Circuit, whereas it had previously declined to decide 
if the Fifth Circuit was a “one prong” or “two prong” 
economic substance jurisdiction.54

The application of Compaq’s learning on economic 
substance appeared in 2008 in the United States 
Court of Federal Claims. In Jade Trading55 the court 
cited Compaq in support of its determination that the 
taxpayer has the burden of proving that a transaction 
has economic substance and that the government 
does not have the burden of proving a transaction’s 
lack of economic substance.56

The IRS has also relied on Compaq to identify the 
courts’ general practice of examining two factors in 
evaluating whether a transaction lacks economic 
substance: whether the taxpayer was motivated by 
no business purpose other than obtaining tax ben-
efi ts, and whether the transaction lacks objective 

economic substance because it has no possibility of 
profi t.57 Nothing in the TAM suggests that the IRS was 
relying on Compaq as an example of a case in which 
the court misunderstood either business purpose or 
economic substance.

Tax shelters seem only rarely to present the situa-
tion where one but not both “prongs” or “factors” are 
involved. Unless, of course, the evil complained of 
is found in cases like Nassau Lens58 (choice between 
debt and equity) and Sam Siegel59 (choice between 
domestic and foreign corporations to conduct foreign 
business). Those “tax shelters,” interestingly enough, 
involved real people doing useful things, in contrast 
to tax planners.60 Those cases could turn out differ-
ently under the proposed tests61 for codifi cation of 
economic substance, even if there are no “real” tax 
shelters that would.

It is always tempting to leap to conclusions, to join 
the army of the defenders of the faith in protecting 
the country against the predations of tax planners. 
In order to provide a real benefi t to the formulation 
and implementation of sensible tax policy, however, 
it is also necessary that the doomsday assertions are 
rooted in reality. Much of the criticism of Compaq 
is unencumbered by a clear recognition of what the 
court actually decided based on the undisputed facts 
as to ownership. Based in part on the chorus of doom, 
the Congress has continued for several sessions to 
pursue “codifi cation” or “clarifi cation” of a doctrine 
that it may understand only imperfectly.

Compaq and the Business Purpose Doctrine
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to be practically relevant in Compaq once 
the proposition is accepted that foreign 
taxes are taxes and that in testing the tax to 
economic benefi t ratio one looks at foreign 
taxes as taxes either before or after taxes.

29 For purposes of the hypothetical used 
throughout this article, we will assume these 
expenses total 7. This “rough justice” num-
ber is calculated as follows: The Fifth Circuit 
opinion indicates that Compaq was entitled 
to a gross dividend of $22.5 million. It also 
indicates that Compaq incurred $1.5 mil-
lion of expenses. Therefore, for each dollar 
of gross dividend it received, Compaq paid 
$0.07 of expenses. Therefore, we assume in 
the current example that expenses = 7, and 
that this generates an additional tax deduc-

tion, the benefi t of which is 2.45 (35% of 
7). Therefore, the after-tax, after-expense 
economic profit, = 5.2 (9.75 minus 65 
percent of 7). The tax benefi t must also be 
increased by the value of the deduction of 
these expenses: 2.45 (or 35 percent of 7). As 
a result, the tax benefi t to economic benefi t 
ratio is 12.2 to 5.2, or 2.35 to 1.

30 See Shaviro & Weisbach, note 7, supra.
31 Code Sec. 901(k)(5), which imports the tests 

under Code Sec. 246(c)(3) and (4).
32 See Reg. §1.901-2(f)(1) & (2).
33 See note 11, supra.
34 Reg. §1.61-9(c).
35 The government has previously pursued 

an alternative approach to challenge the 
substance of domestic dividend capture 
transactions based on short term investments 
that merely recycle cash fl ows. See, e.g., M. 
Hart., CA-2, 64-2 USTC ¶9857, 338 F2d 410, 
aff’g, 41 TC 131, Dec. 26,376 (1963).

36 In cases involving domestic dividend cap-
ture transactions the government has argued 
successfully on conventional grounds that 
a dividend capture transaction lacked eco-
nomic substance because of a number of 
the factors that were also present in Compaq 
and IES. See Hart, supra.

37 Under Code Sec. 1(h), individuals are sub-
ject to a lower tax rate on long-term capital 
gains—i.e., gains from the sale or exchange 
of capital assets held for more than a year. 
Consequently, ownership for a sustained pe-
riod of time (more than a year) is required to 
achieve the preferential tax rate—risk-taking 
is a prerequisite for the tax benefi t. See 1997 
Bluebook, at 48 (“The Congress believed it is 
important to encourage risk taking and be-
lieved a reduction in the taxation of capital 
gains will have that effect.”) Congress has 
also limited taxpayers’ ability to earn the 
long-term capital gains rate preference while 
simultaneously reducing risk with respect 
to the holding. For example, under Code 
Sec. 1233, if a taxpayer owns “substantially 
identical property” at the time it enters into 
a short sale of property, the holding period 
of the substantially identical property is 
treated as beginning on the date the short 
sale is closed (thereby resulting, possibly, in 
short-term capital gain if the substantially 
identical property is sold).

38 Under Code Sec. 246(c), corporate sharehold-
ers that clearly own stock and the dividends 
paid on that stock, are nevertheless denied 
the dividends received deduction if they do 
not own the stock for more than 45 days 
within a specifi c period immediately before 
and after they become entitled to receive the 
dividend. This holding period is tolled when 
the taxpayer has reduced or eliminated the 
risk of loss on the underlying stock.

39 In general, substitute payments made by 
the stock borrower in a short sale in lieu of 
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dividends are deductible under Code Secs. 
162 or 212. However, if fewer than 46 days 
elapse between the date of the short sale 
and the date the stock borrower closes out 
the short sale by returning stock to the stock 
lender, then Code Sec. 263(h) precludes this 
deduction and requires that these substitute 
payments be capitalized into the basis of 
the stock purchased to repay the lender. 
As a result, if Code Sec. 263(h) applies, the 
stock borrower has less gain (or additional 
loss) equal to the amount of the in-lieu-of 
payments (but, of course, it is precluded 
from current deductions against ordinary in-
come). This provision was enacted to prevent 
taxpayers from converting ordinary income 
to capital gain by entering into a short sale 
of stock just before the ex-dividend date. As 
seen clearly in Compaq, when a stock pays 
a dividend, the stock typically declines in 
value by an amount that approximates the 
value of the dividend distribution. A taxpayer 
could enter into a short sale of stock just 
before the ex-dividend date and receive 
cash representing the value of the dividend 
to be paid. The taxpayer would then make 
a substitute dividend payment to the stock 
lender, which, in the absence of Code Sec. 
263(h), it would deduct against ordinary 
income. When the taxpayer subsequently 
purchased the stock to close out the short 
sale, it would pay less money for the stock 
than it received in the short sale — result-
ing in a capital gain. This creation of equal 
amounts of capital gain and ordinary deduc-
tions is eliminated by Code Sec. 263(h). 

40 See, e.g., GCM 38502 (Sept. 18, 1980), 
commenting on proposed Rev. Rul. 82-11.

41 As noted above, the basic mechanical rule 
is that, in the case of a sale cum dividend 
on or before the record date, the dividend 
is taxable to the purchaser. Reg. §1.61-9(c). 
This rule that does not necessarily refl ect 
economic substance, but has been retained 
for both convenience, certainty and revenue 
maximization (“The fact that the purchaser 
may have included the amount of the divi-
dend in his purchase price in contemplation 
of receiving the dividend does not exempt 
him from tax.”)

42 It is perhaps worth noting that even in Reg. 
§1.61-9(c), it is only “ordinarily” that the 

dividend is taxable to the cum dividend 
purchaser. The government did not argue 
that the Compaq transaction would be 
extraordinary for this purpose, and took the 
position that it did deliberately. If what is 
actually wrong with the transaction is that 
the dividend should not have been taxed to 
Compaq, and that this is a really important 
issue in taxation of cross border investment 
that is not adequately reached by Code Sec. 
901(k), it might be possible to expand on the 
concept of “ordinarily” in Reg. §1.61-9(c).

43 Reg. §1.901-2(f)(1).
44 See note 28.
45 That article did not address, and this update 

does not address the broader philosophi-
cal foundations for allowing a foreign tax 
credit and the degree of nexus that might 
be required between the imposition of a 
foreign tax and the economic burden of that 
tax. That issue is more directly raised by the 
proposed regulations issued with respect to 
the technical taxpayer rule and with respect 
to highly structured transactions designed 
to double dip the foreign tax credit and the 
underlying tax. See, e.g., Notice of Proposed 
Rulemaking, “Determining the Amount of 
Taxes Paid for Purposes of Section 906,” 
2007-1 CB 1015 (Apr. 23, 2007). The theo-
retical underpinnings are a bit obscure.

46 M.A. Weiner, DC-Tex., 2003-1 USTC ¶50,191, 
255 FSupp2d 673, aff’d in part, rev’d in part, 
2005-1 USTC ¶50,137, 389 F3d 152.

47 The Court noted that the particular provi-
sion had been repealed for years com-
mencing after 1989. 255 FSupp2d 673, 
675 (footnote 3).

48 Rice’s Toyota World, Inc., CA-4, 85-1 USTC 
¶9123, 752 F2d 89.

49 ACM Partnership, CA-3, 98-2 USTC ¶50,790, 
157 F3d 231.

50 Transcapital Leasing Associates 1990-II, LLP, 
DC-Tex., 2006 WL 897723, at 25 (2006).

51 Id., 2006 WL 897723 at 29.
52 Klamath Strategic Investment Fund, LLC, 472 

FSupp2d 885 (Jan. 31, 2007).
53 United States Post-Trial Brief at pp. 5, 8 

(“Plaintiffs rely heavily on Compaq, but that 
case has a very important distinction. As the 
Fifth Circuit noted in that case (277 F3d, at 
786): “Compaq made both a pre-tax profi t 
and an after-tax profi t from the ADR trans-

action.” In the present case it is undisputed 
that plaintiffs lost money”), 22 (“It is black 
letter law that economic substance analysis 
requires not just a potential for profi t--buying 
a lottery ticket provides a potential for profi t. 
Rather that fundamental doctrine requires 
a reasonable basis for profi t. Compaq, 277 
F3d at 781-82.”).

54 Klamath Strategic Investment Fund v. United 
States, ___ F.3d ___ (5th Cir. May 15, 2009). 
The Court of Appeals seemed to construe the 
District Court decision to include a determi-
nation that the taxpayers had a genuine profi t 
motive and were not solely driven by the 
desire to avoid taxes. The District Court had, 
however, determined that the taxpayers had 
no tax-independent business purpose. The 
outcome was thus not signifi cantly affected 
by the number of prongs to the test. The 
decision was affi rmed by applying the same 
reasoning to both prongs, or to either.

55 80 Fed. Cl. 11 (Dec. 21, 2007), reconsidera-
tion denied 2008 U.S. Claims Lexis 81 (Mar. 
20, 2008).

56 80 Fed. Cl. 11, 115 at note 67.
57 LTR 200807015 (Nov. 7, 2007).
58 Nassau Lens Co., CA-2, 62-2 USTC ¶9723, 

308 F2d 39 (optometrist permitted to incor-
porate his business using a combination of 
debt and equity, overcoming objection by 
IRS that doing so would result in a lower 
overall tax burden than exclusive reliance 
on shareholder equity to capitalize the busi-
ness). It is interesting to note that the IRS took 
this all the way to the Second Circuit. 

59 S. Siegel, 45 TC 566, Dec. 27,882 (1966) 
(acq. 1966-2 CB 3) (incorporation of Pana-
manian rather than domestic corporation to 
conduct business in Cuba permitted over IRS 
objection that reduction of U.S. tax by use of 
a foreign corporation rather than a domestic 
corporation was purely tax motivated since 
domestic corporation with a Cuban branch 
would provide limited liability)

60 See note 30 (“Another common complaint 
about antiabuse doctrines is that they inhibit 
so-called legitimate tax planning. But we 
should always keep in mind that even the 
most mundane tax planning is not the same 
as, say, curing sick people, inventing a new 
product, or even driving a bus.”) 

61 See note 4 above. 
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