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Case Objectives and Use

The Internal Revenue Service is aggressively pursuing tax-planning strategies that it believes to be abusive tax shelters.  This case requires students to examine the legitimacy of a tax-planning strategy that was initially determined to be an abusive tax shelter by the Internal Revenue Service, but later adjudicated by the Tax Court and Court of Appeals.  The facts of the case allow the student to determine if there is an abusive tax shelter involved to a transaction involving the use of foreign tax credits.  

With a thorough understanding of the facts and the final outcome of the tax issues, the student will then be asked to consider how FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes- an interpretation of FASB No.109, would have been applied for financial statement reporting purposes during the ten year period.  This allows the student to apply the “more-likely-than-not” standard over several accounting periods and determine how any changes in the recognition threshold would be reported.  The case is therefore useful in taxation and/or financial reporting classes.

Case Synopsis

In 1992, Compaq Computer Corporation  (Compaq) realized a $232 million long-term capital gain in the ordinary course of its business activities.  Before the end of the tax year, Twenty-First Securities Corporation approached Compaq with a tax-planning strategy to reduce Compaq’s overall tax liability for the year.  The proposed strategy included the purchase of American Depository Receipts (ADRs) just prior to the stock ex-dividend date and the sale of these ADRs immediately after the ex-dividend date. From a tax-planning perspective, the long-capital gain would be offset by the ADRs’ short-term capital loss, thereby, reducing Compaq’s tax liability.  The dividend payment would be considered foreign source income and the mandatory withholding by the foreign government would be eligible for the foreign tax credit resulting in the dividend not being subject to taxation in the United States.  Students are required to examine legitimacy of the tax-planning strategy.  Case questions are designed to have students access specific sections of the IRS code to support/defeat the aspects of the strategy, and examine the financial reporting issues resulting from the uncertainty of the strategy as provided in SFAS 109 and FIN 48.
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