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Tax Shelter Disclosure and Penalties:
New Requirements, New Exposures

MARY A MCNULTY AND ROBERT D. PROBASCO

To uncover every abusive transaction, Congress drew the boundaries of
the disclosure scheme so broadly that even legitimate tax planning
transactions are covered.










ers and sellers” of “potentially abusive tax shelters” to
keep lists of investors in those shelters. The organizer
or seller was required to provide the list to the IRS
within 20 days of a written request. Regulations fur-
ther defined who qualified as organizers and sellers and
what qualified as a potentially abusive tax sheleer. ?
Organizers and sellers included any ®*material advi-
sor.” Material advisors included not only those per-
sons required to register the tax shelter under Sec-
tion 6111, but also those whao (1} expected to
receive a fee over a minimum threshold (50,000, or
$250,000 if all the taxpayers investing in the trans-
action, either directly or through a partnership or trust
pass-through entity, were C corporations’®), and (2)
made a “tax statement” to investors or organizers.'!
A tax statement was defined broadly as any state-
ment that related to an aspect of a transaction that
caused it to be either a reportable transaction or a
Section 6111 tax shelter. For purposes of the mini-

The required investor list included any person to
whom the material advisor made a statement con-
cerning the potential rax consequences and who
invested in that transaction or a substantiaily simi-
lar transaction. Investor lists had to be maintained
for ten years and furnished to the IRS within 20 busi-
ness days of a written request.

Because maltiple persons might meet the “mare-
rial advisor™ definition, Section 6112 provided that
the IRS could prescribe regulations requiring only one
of the persons to maintain the investor list. The reg-
ulations allowed a group of persons potentially sub-
ject to the list maintenance requirements to enter into
a written agreement designating one person to main-
tain the list. If the designated material advisor fatled
to furnish the list to the IRS, however, the designa-
tion agreement did not relieve the other material advi-
sors from their obligation under Section 6112.13 In
effect, therefore, all material advisors had to be pre-
pared to create investor lists and provide them to the
IRS on 20 days’ notice.

ost third-party advisors were no! subject to
the registration reguirements, as long as they

THE NEW REGIME:
WHICH TRANSACTIONS MUST BE DISCLOSED

did not receive an interest in the tax shelter or
fees based on the number or value of units sold.
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mum threshold, the fees received by the material advi-
sor included fees for analyzing, implementing, or doc-
umenting the transaction, plus unreasonable return
preparation fees. Fees did not include amounts paid
for the use of capital or the sale or use of property.!?
“Potentially abusive tax shelters” inciuded any:

1. Tax shelter required to be registered under
Section 6111.

2. Listed transacrion as defined in the Section
6011 regulations

3. Other transaction if a potential material
advisor had reason to know the transaction
would qualify as a reportable transaction
under the Section 6011 regulations.

® Reg. 301,6112-1.

1% The threshold amounts would be only $10,000 and
$25,000, respectively, if the transaction at issue were a listed trans-
acuon. Reg. 301.6112-1(c}3}u).

T Reg. 301.6112-14c)(2).

12 Reg. 301.6112-1{c){3)(iii).

13 Reg. 301.6112-1(h),

1 Reg. 1.6011-4(b)(2) 10 (7.

13 Notice 2004-67, 2004-41 IRB 600 (September 24, 2004).

Like the old regime, the new regime requires disclo-
sures by a participating taxpayer in certain transac-
rions and the maintenance of investor lists. The old
registracion requirements have been replaced by new
disclosure requirements that apply to material adwi-
sors. All of the disclosure and list maintenance
requirements now apply to the same transactions —
the listed transactions and other reportable rransac-
tions set forth in the regulations under Section 6011,

Listed transactions are transactions that the IRS
has identified in published guidance as abusive tax
avoidance transactions. The other five categories of
reportable transacrions are not necessarily abusive
hut have certain characteristics that are often asso-
ciated with abusive tax shelters. The IRS reviews these
transactions to identify new rypes of tax shelters. The
six categories of transactions that must be disclosed
are as follows:

¥. Listed Transactions. Listed transactions are
transactions that are the same as or substan-
tially similar to transactions the IRS has
identified by notice, regulation, or other
published guidance as abusive tax avoidance
transactions. The most recent IRS notice lists
thirty specific types of transactions, along with
references to the earlier notices where each is
described in derail.'’
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protection both reference statements about tax ben-
efits related to the transaction. A rax starement for
a loss transaction is one that “concerns an item that
gives rise to a loss,” A tax statement for a transac-
tion involving a brief asset holding period is one that
“concerns an item that gives rise to a tax credit.”

The interim guidance clarifies that, to be a mate-
rial advisor with respect to transactions with a sig-
nificant book-tax difference, a person must make a
statement concerning an item that gives rise to a book-
tax difference and make a statemenr that relates to
the financial accounting treatment of the item that
gives rise to a significant book-tax difference.?

As amended, Sections 6111 and 6112 permit, but
do not require, the Secretary to issue regulations that
would require only one material advisor to comply
with the requirements on behalf of multiple mater-
1al advisors. Notice 2004-80 states that the applic-
able Section 6111 regulation regarding designation
agreements®? still applies. However, the Notice does
not address the issue with respect to the Section 6112
list maintenance requirement. As discussed above,
even with a written agreement designating one
material advisor to comply with the requirements,
other material advisors may still find themselves oblig-
ated to file disclosure statements and maintain
investor lists,

Unless a rransacrion clearly is not reportable, any-
one involved in a substantial transaction should care-
fully evaluate whether they are a material advisor.
At a minimum, persons who potentially are subject
to the disclosure and list maintenance requirements
should be careful not ro make any “tax statements”
to potential investors. Those involved in a reportable
transaction with multiple material advisors should
also seek written designation agreements and mon-
itor the designated advisor’s compliance.

THE NEW REGIPAE: PENALTIES

Taxpayer Penallies. Taxpayer penalties involve failures
to disclose and the accuracy-related penalry.

Failure to Disclose. Before the Act, no direct penal-
ty applied 1o taxpayers who failed to disclose a
reportable transaction as required by the Section 6011
regulations. A taxpayer was only indirectly penalized
if the IRS eventually disallowed the tax treatment of
the transaction and determined a substantial under-
statement of tax. The taxpayer then was subject to
an accuracy-related penalty equal to 20% of the under-
statement under Section 6662{d). The penalty could
be avoided under Section 6664 if the taxpayer

demonstrated reasonable cause and good faith, bur
the failure to disclose a reportable transaction strong-
ly indicates a lack of good faith.?® Thus, a taxpayer
was likely to be subject to an accuracy-related penal-
ty if it failed to disclose the reportable transaction.
The Act added a specific penalty for a taxpayer’s
failure to disclose a reportable transaction. Under new
Section 6707A, a taxpayer who fails to disclose a
reportable rransaction is subject to a $50,000 penal-
ty, except that natural persons are subject to a lesser
penalty of $10,000. If the undisclosed transaction is
a listed transaction, the penalties increase to $200,000 '
and $100,000 respectively. Unlike the accuracy-relac-
ed penalty, these penalties do not depend on there being |
an understatement of tax. Even if the taxpayer’s return
position for the transaction ultimately is sustained, the I
failure to disclose penalty still applies. |

pnfidential transactions sccur when (1) an

advisonr is paid a minimum fee of $50,000,
or $250,000 if the taxpayer is a corporation
or pass-through entity 100% owned by

corporations, and (2) the taxpayer's disclosure
of the tax treatment or tax structure of the
transaction is limited to protact the
confidentiality of the advisor’'s tax strategies.

Congress intended that taxpayers be excused
from these penalties only rarely. For listed transac- |
tions, the Section 6707 A penalty cannot be rescind-
ed or abated under any circumstances. For other
reportable transactions, the Commissioner or his del-
egate can rescind penalties only if doing so would
promote compliance with the Code and effective tax
administration.?! Congress intends for the Com- b
missioner to take into account whether:

* the person on whom the penalty is imposed has )
a history of complying with the tax laws
* the violation is due to an unintentional mistake |
of fact b

28 Notice 2004-80.
7% Reg. 301.6111-1T, Questions 38 and 39.
30 Reg. 1.6664-4(d).

31 The Senate amendment to the original bill was even harsh-
er and essentially imposed strict liability penalties. It limited the
authority o rescind the penalty to the IRS Commissioner personally ;

or the head of the Office of Tax Shelter Analysis. The Senate

Amendment was not adopted,
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same portion of the underpayment. However,
the failure ro disclose penalty may be imposed
in addition to either penalty.

ties involve failures to disclose and failures in main-
taining investor lists.

Failure to Disclose. Before amendment, Section
6707 imposed a penalty for failure to register a tax
shelter equal to the greater of 1% of the aggregate
amount invested or $500. Section 6707 now provides
a penalty for a material advisor’s failure to file the
information return, or filing of a false or incomplete

For listed transactions, the penalty is the greater of
$200,000 or 50% of the material advisor’s gross
income before the date the information return is filed.
If the material advisor intentionally disregards the
requirement to disclose a listed transaction, the min-

onyress has also indirectly enlisted corporate
directors and stockholders, and the financial
press, in the battle against the failure to disclose

by requiring taxpayers to disclose in periodic
reports filed with the SEC any IRC Section 6707R
penalty imposed tor a listed transaction.

imum penalty increases to 75 % of gross income. The

Commissioner has the same limited authority to 4

i rescind this penalty as the failure to disclose penal-
1y discussed above for taxpavyers.

Failure to Maintain Investor Lists. Before amendment,
| the Section 6708 penalty for failure to comply with
1 the list maintenance requirement was $50 for each
name omitted, up to a maximum penalty of $100,000
per year. The Act has strengthened this penalty by
increasing it to $10,000 for each day thar a material
advisor does not make available a complete investor
list after 20 days of a written request from the IRS,

OTHER 3IGNIFICANT PROVISIONS OF THE ACT.

A number of other provisions of the Acr are signif-
icant and are summarized here:

1. Privilege. The tax practitioner privilege set
forth in Section 7525 previously did not apply

41 Secrion 6501(c)(10).

Material Advisor Penalties. The material advisor penal- 2.

return, equal to $50,000 for a reportable transaction. 3.

to communications regarding corporate tax
shelters. The Act further restricts the privilege
by making it unavailable with respect to
communications regarding all tax shelrers,
Statute of Limirations. If a taxpayer fails to
disclose information with respect to a listed
transaction, as required by the Section 6011
regulations, the statute of limitations for
assessment is extended for that transaction. The
statute will remain open until at least one year
after the IRS is first notified of the transaction,
whether by the taxpayer’s late disclosure or a
material advisor providing the investor list
maintained pursuant to Section 6112.*!
Injunctions. Secrion 7408 aurhorizes civil
actions to enjoin anyone from promoting
abusive tax shelters or aiding or abetting the
understatement of tax liability. The Act
expands the scope of injunction authority and
aflows an injuncrion to be sought against a
material advisor to enjoin the advisor from (a)
failing to file an information return with
respect to a reportable transaction, or (b)
failing to maintain, or ro timely furnish upon
written request by the Secretary, a list of
investors with respect to each reportable
transaction. Because promoters were blatantly
ignoring the rules regarding registration and
list maintenance requirements, Congress
wanted to make promoters subject to a public
proceeding under court order.

. Practice Before the IRS. 31 U.S.C. 330({b)

provides for the suspension or disbarment from
practice before the IRS of persons who violate
the standards of professional conduct. The Act
modified the statute to permit censure and
monetary penalties as addirional sanctions.
Monetary penalties can be imposed both on the
representative and on the employer or other
entity on whose behalf the representative is
acring. The Act also affirmed the Secretary’s
authority to impose standards for tax opinions
with respect to tax shelters with a potential for
tax avoidance or evasion.

. Penalty for False or Fraudulent Statements.

Section 6700 imposes a penalty on tax shelter
organizers for making false or frandulent
statements as to any material matter with
respect to a tax shelter. The previous penalry
was the lesser of $1,000 or 100% of the gross
income that the organizer derived. The Act
increases the penalty to 50% of the organizer’s
gross income.
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B0 JOURNAL OF TAXATION AND REGULATION OF FIKANCIAL INSTITUTIONS

JanuaryfFepruary 2005 Vol 18 He 3



6. Interest on Underpayments. The Act makes two is filed. Second, any underpayment interest
changes wich respect to interest on underpay- paid 1s not deductible under Secrion 163. i
ments attributable to listed transactions or
other reportable transactions with a significant

n o o Fi CONCLUSION
- ed. First : , :
tax-avoldance purpose, It nOt ASCios *  The new tax shelter disclosure and list maintenance
underpayment interest is not suspended under requirements are complex, with significant penalties
Section 6404(g) if the IRS does not provide for non-compliance. The IRS is likely to apply them
notice to an individual taxpayer specifically strictly and aggressively. Anyone involved in virtu- |
stating the taxpayer’s liability and the basis for  ally any capacity in any substantial transaction will
the liability within 18 months after the return need to evaluare their exposure carefully. W
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