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NEW YORK STATE BAR ASSOCIATION TAX SECTION
REPORT
ON THE TEMPORARY AND PROPOSED
TAX SHELTER REGULATIONSY

|. Introduction

The purpose of thisReport isto comment on the Temporary and Proposed tax shelter
regulationsissued earlier thisyear. On February 28, 2000, the Treasury Department and the
Internal Revenue Service (the “IRS’) released three sets of Temporary and Proposed
Regulations aimed at combating the proliferation of “corporate tax shelters’ by imposing
enhanced disclosure obligations on tax shelter participants and organizers.2 On August 11,
2000, the Treasury and the IRS released revisions to the Temporary and Proposed
Regulations, including significant clarifications, aswell asthe expansion of aportion of the

regulations to apply to tax shelters marketed to individuals and other non-corporate

¥ This report was prepared by an ad hoc committee of the New Y ork State Bar Association
Tax Section consisting of SabaAshraf, David Hariton, CharlesMorgan, Robert Heller, Dana
Trier, Michael Schler, BruceGiedra, David Miller, Jonathan Kushner, Raymond Jasen, Erika
Nijenhuis, Jennifer Brown, Y aron Reich, Richard Cohen, EugeneVogel, Kevin Adler, Larry
Garrett, Gary Horowitz, Jeffrey Van Hove, Gerard Boyce, Lewis Steinberg, Ansgar Simon
and Diana Wollman (who was the principal draftsperson). Helpful comments were also
received from: Robert Scarborough, Robert Jacobs, Andrew Berg, Richard Reinhold, David
Schnabel, LisaLevy, Didi Welles and Michelle Scott. At least one member of the ad hoc
committee has participated, on behalf of a client, in preparing a comment letter on and
meeting with representatives of the Government to discussthe new regulations; and partners
in the same law firms as other members of the ad hoc committee may also have participated
in commenting on the regulations on behalf of clients. The persons principally responsible
for preparing this Report have not been involved in any of these activities.

Z The Temporary Regulations were published in the Federal Register on March 2, 2000.
T.D. 8877, 65 Fed. Reg. 11205; T.D. 8876, 65 Fed. Reg. 11215; and T.D. 8875, 65 Fed.
Reg. 11211. Theregulationswere simultaneously issued in proposed form. REG - 103735-
00; REG - 110311-98; and REG - 103736-00.



taxpayers.2 Asrevised, these new regulations (the“ New Regulations”) consist of: (1) Temp.
Treas. Regs. 8 1.6011-4T, which requires corporate taxpayersto disclose on their annual tax
returns certain large transactions that have characteristics common to tax shelters (the
“Disclosure Regulations’), (2) Temp. Treas. Regs. §301.6111-2T , which definesanew type
of confidential corporatetax shelter that must be registered with the IRS under Section 6111
(the* Registration Regulations”) and (3) amendmentsto Temp. Treas. Regs. § 301.6112-1T,
whichrequireorganizersto maintainlistsof investors(including individuals) in transactions
that have characteristics common to tax shelters (the “Listing Regulations”).

On February 28 and August 11, the IRS al so issued Notices 2000-15¥ and 2000-44,%
which together describe eleven transactions that have been identified by the IRS as having
atax avoidance purposes and are “listed transactions’ for purposes of applying the New
Regulations.

The IRS al'so announced on February 28 (in Announcement 2000-12%) the creation
of the Office of Tax Shelter Analysis “to serve as the focal point for efforts to gather and
analyzeinformation relating to tax shelter activity and to coordinate appropriate responses’.

We commend Treasury and the IRSfor issuing the New Regul ations, the Noticesand
the Announcement and especially applaud the issuance of the clarifying revisionsin August
to respond to some of the questions and concerns that had been raised by taxpayers and
practitioners. We recognize the significant amount of time and effort necessary to prepare

acohesive set of rulesto addressthiscomplicated problem and to respond so quickly to feed-

9 T.D. 8896. The revisions to the Temporary Regulations were published in the Federal
Register on August 16, 2000. 65 Fed. Reg. 49909. At the same time, conforming changes
were madetothe Proposed Regul ations. REG -103735-00; REG-110311-98; REG -103736-
00.

#2000-12 I.R.B. 826.
¥ 2000-36 |.R.B. 255.
¢2000-12 I.R.B. 835.



back received from the public. As we have stated previously,” we strongly support the
Government’ seffortsat curbing corporatetax shelter activity. Whilewe continueto believe
that this problem ultimately callsfor alegidlative solution involving revisionsto the existing
penalty provisions, we welcome the New Regulations as a significant step in deterring
taxpayersfrom engaging inimproper transactionsand in assisting the IRSin identifying and
challenging them.

Aswe have stated in our prior submissions, we believe that enhanced disclosure is
an important and useful tool for the Government in addressing the tax shelter problem. We
continue to believe, however, that it is crucia that the Government devote sufficient
resources to the IRS s efforts in thisregard. In addition to overall funding of IRS staff to
review and respond to the increased disclosure, it is particularly important that the new
Official of Tax Shelter Analysis be well-funded. This Office and its staff should play a
pivotal rolein coordinating the IRS' s efforts in this regard and should have a clear public
presence and the strong support of Congress and the Administration. We believe that this
support, visibility and overall coordination of the Government’s efforts will increase the
impact on taxpayers, tax shelter promoters and tax advisors of these new rules and the
Government’ s enforcement efforts.

We note that our prior submissions and comments on tax shelters have focused on
proposals for legislation that would seek to deter tax shelter activity by imposing enhanced

understatement penalties on any understatement arising from a“tax shelter” or by adding a

7 See New York State Bar Ass' n Tax Section, Report on Corporate Tax Shelters, April 23,
1999; New York State Bar Ass'n Tax Section, Report on Certain Tax Shelter Provisions,
June 22, 1999; Statement of Robert H. Scarborough, Chair, Tax Section New Y ork State Bar
Association Before the Committee on Finance, United States Senate Hearing on Penalty and
Interest Provisions in the Internal Revenue Code, March 9, 2000 and Testimony of Robert
H. Scarborough before the Senate Finance Committee, reprinted in Unofficial Transcript of
Committee on Finance Hearingsat 2000 TNT 52-27 (March 16, 2000); and New Y ork State
Bar Ass'n Tax Section, Report on Proposal to Codify Economic Substance Doctrine, July
25, 2000; New Y ork State Bar Ass' n Tax Section, Report on Revisionsto Circular No. 230,
July 31, 2000; New York State Bar Ass'n Tax Section, Letter to the Senate Finance Chair
William V. Roth Jr. on Finance Draft Corporate Tax Shelter Legislation, September 18,
2000.



new substantive disallowance rule for tax benefits from any “tax shelter”. While many of
the views and concerns we have expressed with respect to those proposals are applicable to
the New Regulations, many of the considerations and issues involved here differ. Because
the New Regulations, as disclosure rules, serve a different function from understatement
penalty and substantive disallowance rules, we have reached different conclusions in this

context as to certain matters.

1. Summary of Comments

The principal comments made in this Report are as follows:

1. Werecommend that afailure by ataxpayer to file arequired disclosure statement
with its annual tax return (pursuant to the Disclosure Regulations) give rise to arebuttable
presumption that the taxpayer lacked “good faith” for purposes of applying the Section
6664(c) reasonabl e cause and good faith exception to theaccuracy-related and fraud penalties
contained in Sections 6662 and 6663. Currently thereisno specific penalty for failingtofile
arequired disclosure statement, although the Preamble to the Regulationsindicates that the
failure may affect the determination of whether thetaxpayer acted in“good faith” for Section
6664(c) purposes and the Preamble also suggests that the failure may have other negative
consequences aswell. We believe that the disclosure requirement would be more effective
in eliciting disclosure and deterrence of abusive transactionsif the consequences of afailure
to disclose were clear, specific and uniform for all taxpayers and could have a significant
economic impact if the taxpayer lost on the merits. We believe that the IRS has ample
authority under current law to providefor thistype of rebuttable presumptionin Regul ations.

2. With respect to the six tax shelter indicialisted in the Disclosure Regulations, we
suggest certain clarifications and modifications that we believe will make the regulations

easier to understand and apply and more effective at identifying inappropriate and abusive



tax structures without affecting non-tax related aspects of |egitimate business transactions.
These suggestions include:

(i) with respect to the conditions of confidentiality factor, we recommend that the
“structure and tax aspects of the transaction” (the disclosure of which may not be limited)
consist only of the features of the transaction that are necessary to an understanding of how
the intended U.S. Federal income tax benefits are to be derived; that restrictions on
disclosureimposed by law, whether foreign or domestic, should not be considered conditions
of confidentiality; and that the effect of exclusivity agreements and other limitations on use,
particularly their effect on the determination of whether the rebuttable presumption applies,
be clarified;

(if) with respect to contractual protection against loss of the tax benefits, we
recommend that this factor be met only if, as a result of a successful IRS challenge to the
transaction or achangein thetax law, the taxpayer has aright to receive from the promoter
a reimbursement of or reduction in organizational or promotional fees and/or a
reimbursement of any additional tax costs;

(iii) with respect to the $100,000-in-fees-to-promoters factor, we recommend that it
be clarified that only fees for promotional services be taken into account and that the
threshold should be raised to $500,000;

(iv) with respect to book/tax differences of more than $5 million, we suggest that
book/tax differencesthat are contemplated by the Code? or Treasury regulations (and listed
in the Regulations or in published guidance), and book/tax differences that reverse
automatically within five taxable years, be disregarded,;

(v) with respect to the person in a different tax position factor, we suggest that a
person be considered to be in a “different tax position” from the taxpayer only if the

differenceisrelevant to the tax consequences of the transaction to the two persons, and that

¥ All Section referencesareto the Internal Revenue Codeof 1986, asamended (the“ Code”),
unless otherwise noted.



the difference needs to be a significant factor in enabling the transaction to be structured so
asto provide the taxpayer with the intended tax benefits; and

(vi) that the sixth factor, different U.S. and foreign tax treatment of the transaction,
be made into an alternative factor to the fourth and fifth factors ($5 million book/tax
difference and participation of person in a different tax position), rather than an additional
factor, sincethe sixth factor isso often likely to be present whenever either thefourth or fifth
factor is present.

3. A request for certain modifications and clarifications as to how to apply the
projected tax effect test and the aggregation rules of the Disclosure Regulations.

4. We agreethat whether the “no reasonable basis” exception or the “long-standing
generaly accepted” exception applies in any case should depend upon the “reasonable
determination” of the participant (or the promoter) asto whether therequisitelegal standard
is met. We suggest that it be clarified that the assessment of whether the taxpayer’s or
promoter’ s determination was reasonable or not will be made by taking into account all the
factsand circumstances, including whether the taxpayer or promoter reasonably relied upon
an opinion of tax counsel.

5. With respect to the “no reasonable basis’ exception, we request that the “no
reasonablebasis’ standard be clarified and be described in terms of the degree of support that
the taxpayer would need to have for its position, rather than the level of support the IRS
would need to mount a challenge.

6. With respect to the “long-standing and generally accepted” exception, we request
guidance asto how the requirement that the transaction be entered into in the ordinary course
of business and in form consistent with customary commercial practice applies in the case
of pass-through entities, transactions entered into for investment purposes by persons not
engaged in atrade or business and transactions marketed to multiple participants. We also
recommend that “long-standing” be replaced with “clearly contemplated by current law”
because we believe that this exception should encompass transactions that rely upon tax

principles or rules that are well-accepted even if relatively new.



7. Werequest that the “ substantially the sameterms” exception be clarified and we
suggest certain modifications to the example illustrating the exception in order to make it
more realistic and thus more helpful to taxpayers.

8. We recommend that formal guidance be issued specifying certain “clearly-
contemplated” tax benefits (such asthose under the regul ated investment company and tax-
freereorganization provisions) that when claimed in amanner consistent with the statute and
the Congressional purpose will not be taken into account in determining if atransaction is
atax shelter.

9. With respect to the Registration Regulations’ definition of transactionsthat “lack
economic substance”, wereiterate our previousy-expressed concernsregarding an* expected
pre-tax profit” test and suggest that it be replaced with a* potential pre-tax profit” test; we
also identify certain other aspects of the definition which we believe are in need of
clarification.

10. With respect to the definition of “other tax structured transactions’, we request
that the Regulations clarify what it meansfor the tax benefitsto be “an important part of the
intended results’” and whether thisis an objective or subjective determination.

11. While we recognize that the August revisions substantialy clarified which
persons potentially have the responsibility for registering atransaction or maintaining alist
of investors, we believe that some confusion remains, specifically with respect to employees
of entitiesthat are involved in the organization, management or sale of the transaction, and
with respect to outside counsel who employ so-called “value billing” rather than billing at
astraight hourly ratefor all work. It should be clarified in the Regulations that these persons
are not subject to the registration or listing requirements.

12. We aso suggest certain clarifications regarding the investor list maintenance

requirements and how the Government intends to use those lists.



[11. General Description of the New Requlations

Before proceeding to discussour commentsonthe New Regulationsin detail, wewill
briefly describe the New Regulations.

A. The Disclosure Regulations

1. General Requirements

The Disclosure Regul ationsrequire acorporate taxpayer that participates (directly or
indirectly) in a large transaction with characteristics that are common to tax shelters (a
“reportabletransaction”) to (i) include a disclosure statement regarding the transaction with
the corporation’s annual tax return for each year in which the corporation’s tax liability is
affected by the transaction, (ii) file a copy of the disclosure statement for thefirst year with
the IRSin Washington, DC, and (iii) retain certain records with respect to the transaction.?

A “reportable transaction” is any transaction that

(1) either (@) isthe same or substantially similar to one of the types of transactions
that the IRS has determined is a tax avoidance transaction and has identified as a “listed
transaction” in published guidance (a“listed transaction”) or (b) has at least two out of six
specified characteristicsthat are common to tax sheltersand isnot excluded from disclosure

by one of the exceptions (an “ other reportable transaction™); and

¥ Temp. Regs. § 1.6011-4T(d). The disclosure and record retention requirements do not
apply if the corporation is not otherwise required to file atax return under Section 11, 594,
801 or 831. The Disclosure Regulationswereissued under Section 6011 of the Code, which
obligates taxpayers to file returns, and include therein information, in the manner and as
determined by the Secretary, and Section 6001 of the Code, which obligates taxpayers to
retain the records specified by the Secretary.



(2) isexpected to result in at least a specified minimum amount of tax savings (the
“projected tax effect” test).
2. Listed Transactions. Transactions Identified by the IRS

The projected tax effect test is met for alisted transaction if the taxpayer reasonably
estimatesthat the transaction will reduce thetaxpayer’ s Federal incometax liability by more
than $1 million in any single taxable year or by more than $2 million in any combination of
yearst To date, the IRS has identified eleven “listed transactions’. ¥ There are no
exceptions to the disclosure and record retention requirements for alisted transaction that
meets the projected tax effect test.

3. Other Reportable Transactions: Transactions Having Two of Six Tax
Shelter Indicia

An “other reportable transaction” meets the projected tax effect test if the taxpayer
reasonably estimatesthat the transaction will reduceits Federal incometax liability by more
than $5 million in any single year or $10 million in any combination of years.2¥

An “other reportable transaction” is any transaction that has at least two of the
following six characteristics (unless one of the exceptions described below applies):

(1) thetaxpayer participated in the transaction under conditionsof confidentiality (as
defined in the Registration Regulations?);

(2) thetaxpayer hasobtained or been provided with contractual protection against the
possibility that part or all of the intended tax benefits from the transaction will not be
sustained;

19 Temp. Regs. § 1.6011-4T(b).

Y Temp. Regs. § 1.6011-4T(b)(4).
2/ See Notices 2000-44 and 2000-15.
¥ Temp. Regs. § 1.6011-4T(b)(4).
2 Temp. Regs. § 301.6111-2T(c).



(3) the taxpayer’ s participation was promoted, solicited or recommended by one or
more persons who have received or are expected to receive fees or other consideration with
an aggregate value in excess of $100,000, and such person or persons’ entitlement to such
feesor other consideration was contingent on the taxpayer’ s participation in the transaction;

(4) the expected treatment of the transaction for Federal income tax purposesin any
taxableyear differsor isexpected to differ by morethan $5 million from the treatment of the
transaction for purposes of determining book income as taken into account on the schedule
M-1 (or comparable schedule) on the taxpayer’ s Federal corporate incometax returnfor the
same period,

(5) (a) the transaction involves the participation of a person the taxpayer knows or
has reason to know isin a different Federal income tax position than the taxpayer, such as
atax-exempt entity or aforeign person, and (b) the taxpayer knows or has reason to know
that such difference in tax position has permitted the transaction to be structured on terms
that are intended to provide the taxpayer with more favorable Federal income tax treatment
than it could have obtained without the participation of such person (or another personin a
similar tax position); and

(6) the expected characterization of any significant aspect of the transaction for
Federal income tax purposes differs from the expected characterization of such aspect for
purposes of the taxation of any party to the transaction in another country.

4. TheFour Exceptionsfor Other Reportable Transactions

A transaction that has two or more of the six tax shelter indicia is not an “other
reportabletransaction”, and thereforeisnot subject to disclosure, if oneof thefollowing four
exceptions applies:

(1) Substantially the Same Terms Exception: (a) thetaxpayer has participated in the

transaction in the ordinary course of its business in a form consistent with customary

1 Temp. Regs. § 1.6011-4T(b)(3)(i).

-10-



commercial practice, and (b) the taxpayer reasonably determines that it would have
participated in the same transaction on substantially the same terms irrespective of the
expected Federal income tax benefits.2¥

(2) Long-Standing Generally Accepted Exception: (a) the taxpayer has participated
in the transaction in the ordinary course of its businessin aform consistent with customary
commercia practice, and (b) the taxpayer reasonably determines that there is “a long-
standing and generally accepted understanding” that the expected Federal incometax benefits
from the transaction (taking into account any combination of intended tax consequences) are
allowable under the Code for substantially similar transactions.”

(3) No Reasonable Basis Exception: the taxpayer “reasonably determinesthat there
IS no reasonable basis under Federal tax law for denia of any significant portion of the
expected Federal income tax benefits’.2¥ The determination must take into account “the
entirety of the transaction” and any combination of tax consequences that are expected to
result from any component steps of the transaction, must not be based upon unreasonabl e or
unrealisticfactual assumptions, and must takeinto account all rel evant aspectsof Federal tax
law, including judicially established principles of general application.t?

(4) Identification in Published Guidance Exception: the transaction has been
identified in published guidance as being excepted from the disclosure requirements.2

For purposes of thefirst two exceptions, atransaction isautomatically considered to

be part of the ordinary course of business if it involves the acquisition, disposition or

%% Temp. Regs. § 1.6011-4T(b)(3)(ii)(A).
' Temp. Regs. § 1.6011-4T(b)(3)(ii)(B).
%¥ Temp. Regs. § 1.6011-4T(b)(3)(ii)(C).
¥d.

2 Temp. Regs. § 1.6011-4T(b)(3)(ii)(D).

-11-



restructuring of a business or of an entity that is engaged in a business, or involves a
recapitalization or an acquisition of capital for usein the taxpayer’s business.2

5. The Consequences of Disclosure or Lack of Disclosure

The Disclosure Regulations provide that filing the statement will not affect thelegal
determination of whether the tax benefits claimed are allowable.Z There is no specific
penalty for failing to file the disclosure statement or retain the required records.
Nevertheless, the Preambl e to the Disclosure Regulationsindicatesthat, if thetransactionis
successfully challenged, the failure to have filed the required disclosure may affect the
determination of whether the taxpayer acted in good faith for purposes of the Section 6664
reasonable cause and good faith exception to the accuracy-related and fraud penalties of
Sections 6662 and 6663.2

B. TheRegistration Regulations

1. TheRegistration Requirement

The Registration Regulations “activate” the registration requirements of Section
6111(d), which has been dormant since its enactment in 1997. Under Section 6111, a
transaction that meetsthe definition of a“tax shelter” must be registered with the Secretary.
Prior to 1997, the determination of whether atransaction wasa*“ tax shelter” wasbased solely
on objective numerical criteria(such asthe amount of money invested and the amount of the
expected tax benefits). The Taxpayer Relief Act of 1997 extended the registration

Z/ Temp. Regs. § 1.6011-4T(b)(3)(iii).
Z/ Temp. Regs. § 1.6011-4T(a)(1) (last sentence).
Z'T.D. 8877.

-12-



requirement to transactions defined astax sheltersin new Section 6111(d), effectiveonly to
interests in such shelters offered after the Treasury prescribed guidance. 2
The Registration Regulations now supply this guidance by providing that a
transaction is subject to registration pursuant to Section 6111(d) if it is a “confidential
corporate tax shelter”. 2 A “confidential corporate tax shelter” is any transaction® that
satisfies the following three requirements:
(1) asignificant purpose of the structure of the transaction is the avoidance or
evasion of Federal incometax for adirect or indirect corporate participant, which isthe case
if
(a) the transaction is a “listed transaction” (i.e., the same as or substantially
similar to one of the types of transaction that the IRS has identified as a
“listed transaction” );
(b) the transaction “lacks economic substance,” meaning that either
(i) the present value of the participant’s reasonably expected pre-tax profit
(after taking into account foreign taxes as expenses and transacti on costs)
from the transaction is insignificant relative to the present value of the
participant’'s expected net Federal income tax savings from the
transaction, or

(i) if the substance of the transaction is a borrowing or acquisition of
financial capital by aparticipant, the present value of the Federal income

tax deductions of the taxpayer to whom the loan or financial capital is

2 Sections 1028(a) and (€)(1) of the Taxpayer Relief Act of 1997.
% Temp. Regs. § 301.6111-2T(a)(1).

2 For this purpose, a “transaction” includes*“ all of thefactual elements necessary to support
the tax benefits that are expected to be claimed with respect to any entity, plan, or
arrangement, including any series of related steps carried out as part of a prearranged plan.”
Temp. Regs. 8§ 301.6111-2T(a)(3).

2 Temp. Regs. § 301.6111-2T(b)(2).

13-



provided “significantly exceeds’ the present value of the pre-tax return
of the person providing the loan or financial capital;% or
(c) thetransaction is an “other tax structured transaction,” meaning that both
(i) thetransaction hasbeen structured to produce Federal incometax benefits
that constitute “an important part of the intended results’ and
(ii) the tax shelter promoter (or other person who would be responsible for
registration) reasonably expects the transaction to be presented “in the
same or substantially similar form” to more than one potential
participant; 2
(2) the transaction is offered to any potential participant under conditions of
confidentiality; and
(3) the tax shelter promoters may receive fees in excess of $100,000 in the
aggregate.®
2. The Three Exceptionsin the Registration Regulations

The three exceptions in the Registration Regulations are substantially identical to
three of the four exceptions that are used in the Disclosure Regulations. None of these
exceptions are available if the transaction is a “listed transaction” 2¥ The three exceptions

are:

% Temp. Regs. § 301.6111-2T(b)(3).
2 Temp. Regs. § 301.6111-2T(b)(4).
3 Temp. Regs. § 301.6111-2T(a)(2).
% Temp. Regs. § 301.6111-2T(b)(5)(i).
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(1) Long-Standing Generally Accepted Exception: the promoter® reasonably
determinesthat (@) the potential participant isexpected to participatein thetransactioninthe
ordinary course of its business¥¥ in aform consistent with customary commercial practice
and (b) there is “along-standing and generally accepted understanding” that the expected
Federal income tax benefits from the transaction are allowable under the Code for
substantially similar transactions.®¥ This exception applies only to “other tax structured
transactions’ (i.e., transactionsdescribedin (1)(c) above); itisnot availablefor atransaction
that “lacks economic substance” (i.e., transactions described in (1)(b) above).

(2) No Reasonable Basis Exception: the tax shelter promoter (or other person that
would be responsible for registration) “reasonably determines that there is no reasonable
basis under Federa tax law for denia of any significant portion of the expected Federal
income tax benefits’ &

(3) IRS Determination Exception: the IRS makes a determination by published

36/

guidance, individual ruling= 317/

or otherwisethat thetransaction isnot subject to registration.=*

32 |t should be clarified that the determination of whether thisexception appliesmay be made
by the promoter “or other person who would be responsible for registration”, asitisin the
case of the no reasonable basis exception under the Registration Regulations (described
below). Compare Temp. Regs. § 301.6111-2T(b)(4) and Temp. Regs. § 301.6111-
2T(b)(5)(0).

3 Therulethat atransaction is automatically considered to be part of the ordinary course of
businessif itinvolvestheacquisition, disposition or restructuring of abusinessor of an entity
that is engaged in a business or a recapitalization or an acquisition of capital for use in the
taxpayer’s business also applies for this purpose. Temp. Regs. 8 301.6111-2T(b)(4)(i)
(referring to Temp. Regs. 8§ 1.6011-4T(b)(3)(iii)).

% Temp. Regs. § 301.6111-2T(b)(4).
% Temp. Regs. § 301.6111-2T(b)(5)(i).

% The Registration Regulations provide that taxpayers may request private letter rulings on
whether a specific transaction is subject to registration. See Temp. Regs. § 301.6111-
2T(b)(6). The Listing Regulations provide that the same procedure will be available to a
person seeking guidance on whether an investor list must be maintained for a transaction.

(continued...)
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3. When an Offer isMade under Conditions of Confidentiality

The Registration Regulations provide that an offer is made under conditions of
confidentiality if

(2) “an offeree’ sdisclosure of the structure or tax aspectsof thetransactionislimited
in any way by an express or implied understanding or agreement with or for the benefit of
any tax shelter promoter, ... whether or not such understanding or agreement is legally
binding”, or

(2) “any tax shelter promoter knows or has reason to know that the offeree’ s use or
disclosure of information relating to the structure or tax aspects of the transaction islimited
for the benefit of any person other than the offeree in any other manner, such as where the
transaction is claimed to be proprietary or exclusive to the tax shelter promoter or any party
other than the offeree.” ¥
Whether this test is met is determined under all the facts and circumstances.®

As part of the revisions made in August, there is now an exception for “restrictions
reasonably necessary to comply with [U.S.] federal or state securities laws’ provided that
“such disclosureis not otherwise limited” .22 The Registration Regulations also provide the
following rebuttable presumption: “Unless facts and circumstances clearly indicate
otherwise, an offer is not considered made under conditions of confidentiality if the tax
shelter promoter providesexpresswritten authorization to each offeree permitting the offeree

(and each employee, representative, or other agent of such offeree) to disclose the structure

(....continued)
See Temp. Regs. § 301.6112-1T A-4(b).

2 Temp. Regs. § 301.6111-2T(b)(5)(ii).

3 Temp. Regs. § 301.6111-2T(c)(1). This definition isincorporated by reference into the
Disclosure Regulations (Temp. Regs. 8§ 1.6011-4T(b)(3)(i)(A)).

% Temp. Regs. § 301.6111-2T(c)(1).
2 Temp. Regs. § 301.6111-2T(c)(2).
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and tax aspects of the transaction to any and all persons, without limitation of any kind on
such disclosure.”2Y

4. Penaltiesfor Failureto Register

Section 6707, which was also revised in 1997, imposes a penalty on each person that
isrequired toregister ashelter, but failsto do so, or that filesfal se or incompl eteinformation
with the registration. In the case of a confidential corporate tax shelter, the penalty is the
greater of (i) $10,000 and (ii) 50% of the fees paid to all promoters with respect to offerings
made before the shelter wasregistered.# If thefailureis dueto reasonable cause, no penalty
isimposed® and, if the failure is intentional, the 50% isincreased to 75%.% If the person
subject to the penalty is a participant required to register the shelter under Section
6111(d)(3), theamount of the penalty isdetermined by taking into account only thefeespaid
by that person.®/

C. Thelisting Regulations

1. Requirement to Maintain aList of Investors

The Listing Regulations were issued under Section 6112 and are revisions to the
existing Question and Answer (“Q&A”) regulations of Temp. Treas. Regs. § 301.6112-1T.
Section 6112, which was enacted in 1984 and was not amended in 1997, provides that any
person that organizesor sellsaninterest in (i) atax shelter that is subject to registration under

Section 6111 or (ii) “any entity, investment plan or arrangement, or other plan or

4 Temp. Regs. § 301.6111-2T(c)(3). Thisrebuttable presumption was substantially revised
as part of the amendments made in August.

%2 Section 6707(a)(3)(A).

% Section 6707(a)(1).

¥ Section 6707(a)(3)(A).

% Section 6707(a)(3)(B)(ii).

-17-



arrangement which is of atype which is the Secretary determines by regulations as having
a potential for tax avoidance or evasion” must maintain alist of each person to which an
interest in the shelter was sold and any other information required by regulations. %

Prior to the issuance of the New Regulations, the investor list maintenance
requirement applied to atransaction only if it was subject to registration under Section 6111
or was a“ projected income investment”, which is generally an investment that satisfiesthe
numerical testsunder Section 6111(c) for registration but isexempt from registration during
the period that the income from the investment exceeds the tax deductions or credits that it
generates.”

The Listing Regulations add to the list of transactions “having a potential for tax
avoidance or evasion” for which investor lists must be maintained any transaction a
significant purpose of the structure of which isthe avoidance or evasion of Federal income
tax (within the meaning of Section 6111(d) and the Registration Regulations) for any
potential participant.?’ The amendments made in August expanded this requirement so that
it now applies regardless of the type (or types) of taxpayers the transaction is marketed to.
Thus, a transaction marketed solely to individuals, solely to corporations or to both
individuals and corporations is now potentially covered. Accordingly, the scope of
transactions covered by the Listing Regulations is far broader than the Registration
Regulations, sincethe Listing Regul ationsomit therequirementsthat thetransaction generate
tax savings for a corporation, that the transaction have been offered under conditions of

confidentiality and that the promoters receive at least $100,000 in fees.

4 Sections 6112(a) and (b).
4 Temp. Regs. § 301.6112-1T A-4; Temp. Regs. § 301.6111-1T A-57A.
% Temp. Regs. § 301.6112-1T A-4.
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2. TheDeMinimis Fee and Tax Savings Exceptions

The August amendments added two de minimis exceptions to the listing
requirements. Generally, a purchaser of an interest in the tax shelter is not required to be
included on the list if either

(2) the total consideration paid to all organizers and sellers with respect to such
person’s acquisition of the interest is less than $25,000, or

(2) the“organizer reasonably believes’ that such person’ sacquisition of theinterest
will not result in areduction of the Federal income tax liability of (&) any corporation or
corporationsthat exceeds (aggregating the savingsof all such corporations) $1 millioninany
single taxable year or $2 million for any combination of taxable years and (b) any
noncorporate taxpayer or taxpayers that exceeds (aggregating the savings of al such

49/

taxpayers) $250,000 in any single taxable year or $500,000 for any combination of years.=

3. Penaltiesfor Failureto Maintain an I nvestor List

Penalties for failure to maintain the list are provided in Section 6708 which, like
Section 6112, was not amended in 1997. Under Section 6708, “any person who failsto meet
any requirement imposed by section 6112 shall pay a penalty of $50 for each person with
respect towhom thereissuch afailure”, unlessthefailureis dueto reasonabl e cause and not
willful neglect. The maximum penalty for any calendar year is $100,000. Temporary
Regulations under Section 6708, issued in 1984, provide that if an organizer or seller fails
to provide thelist to the IRS as soon as practicable or in aform that the enables the IRS to

obtain the required information without undue delay or difficulty (asrequired by the existing

% Temp. Regs. 88 301.6112-1T A-8(b), A-10 (last sentence) and A-17(a)(3). For purposes
of determining if these thresholds are met, fees paid by and tax savings of all related persons
(withinthe meaning of Section 267 or 707(b)) are aggregated. Neither deminimisexception
is available for atransaction that is required to be registered, is alisted transaction or is a
projected income investment.
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temporary regulations under Section 6112%%), the penalty will apply.2¥ In addition, the
Section 6708 regul ationsindicate that aperson required to maintain alist could also beliable

for afine under Section 7203 for willful failure to supply information.2?

V. Commentson the New Regulations

A. Consequencesof A Failureto Filea Section 6011 Disclosure Statement

For the reasons discussed bel ow, we recommend that the regul ations provide that the
failure to file arequired disclosure statement give rise to a rebuttable presumption that the
taxpayer did not act in*“good faith” for purposes of applying the Section 6664(c) reasonable
cause and good faith exception to the accuracy-related and fraud penalties imposed under
Sections 6662 and 6663.

As noted above, the Disclosure Regulations do not impose any specific penalty for
failing to disclose areportabl e transaction (or retain therequired records). Nevertheless, the
Preambleandinformal commentsby IRSand Treasury personnel indicatethat the Disclosure
Regulationsareintended to encourage disclosureand deterrence of inappropriatetransactions
by increasing the likelihood that the Section 6662 substantial understatement penalty will
apply if areportabletransactionisnot disclosed and thetaxpayer’ streatment isfound to have
been improper.

Specifically, the Preambl e states that, if thereisan underpayment resulting from the
reportabletransaction, thetaxpayer’ sfailureto satisfy the disclosurerequirement “ may affect
its exposure to penalties under sections 6662 and 6663 of the Code”. The Preamble goeson

to say that in determining whether a taxpayer has acted in good faith, for purposes of the

% Temp. Regs. § 301.6112-1T Q&A-21.
3 Temp. Regs. § 301.6708-1T Q& A-2.
5 Temp. Regs. § 301.6708-1T Q& A-7.
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Section 6664(c) reasonable cause and good faith exception to these penalties, “the non-
disclosure could indicate that the taxpayer has not acted in ‘good faith’ with respect to the
underpayment, evenif thetaxpayer’ sreturn position hassufficient legal justification to meet
the minimum requirements of section 6664(c)(1)"%¥ andthat “all thefactsand circumstances,
including thereason or reasonswhy the taxpayer failed to make the required disclosure” will
be taken into account.®

The Preamble to the Disclosure Regulations also indicates that the failure to file a
required disclosure statement means that the tax return is incomplete since the disclosure
statement isa*“required part of thereturnto the same extent asinformation required pursuant
to prescribed forms’ .2 Thiscould beread to mean that the |IRS may assert that the omission
of arequired disclosure statement should result in ataxpayer being treated asthoughiit failed
to file areturn under Section 6651.

Finally, the Preambl e providesthat ataxpayer’ sverification of itstax returnincludes
an affirmation that all disclosures required by the Disclosure Regulations have been made,
suggesting that the taxpayer may be subject to penalties for a false verification.®

Thus, although there is no specific penalty, it appearsthat theremay well beavariety
of potential negative consequences from failing to file arequired disclosure. But precisely
what those consequences may be and how and when they may be imposed is not clear. We
believe that the Disclosure Regulationswould be more effectiveif afailuretofile had clear,

specific and uniform consequences for al taxpayers.

¥ These requirements are described in the following section of this Report.
2'T.D. 8877.

# .

.
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1. Background: Current Law with Respect to Substantial Under statement
Penalties

In order to describe what we see as the benefits of our recommendation of a
rebuttable presumption, we begin with a brief summary of the current substantia
understatement penalty rules. Under current law, if a corporation enters into a transaction
(including an investment) that results in a substantial understatement, two different sets of
exceptions apply to imposition of the 20% substantial understatement penalty under Section
6662, depending upon whether the transactionisor isnot a*“tax shelter” within the meaning
of Section 6662(d)(2)(C)(iii). A transaction isatax shelter within the meaning of Section
6662(d)(2)(C)(iii) if “asignificant purpose” of the transaction isthe avoidance or evasion of
Federal income tax.2”

If the transaction is not a Section 6662(d)(2)(C)(iii) tax shelter, three exceptions to
the 20% penalty are available:

(1) therewas* substantial authority” for thetaxpayer’ streatment of the transaction;®

(2) thetransaction wasdisclosed on thetaxpayer’ sreturn and therewasa* reasonable
basis’ for the taxpayer’ s treatment;® or

(3) there was reasonabl e cause for and the taxpayer acted in good faith with respect
to its treatment of the transaction.® Under regulations, this is determined by taking into

account all the pertinent facts and circumstances, but generally the most important factor is

' This definition was significantly revised by the Taxpayer Relief Act of 1997, which
substituted “a significant purpose” for “the principal purpose.” See Pub. L. 105-34 §
1028(c)(2). The regulations have not been revised to reflect this change. See Regs. §
1.6662-4(g)(2) (referring to “the principa purpose”).

% Section 6662(d)(2)(B)(i).
% Section 6662(d)(2)(B)(ii).
8 Section 6664(c)(1).
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“the extent of the taxpayer’s efforts to assess the taxpayer’s proper tax liability” & This
standard may be satisfied by reasonable good-faith reliance on a professional tax advisor’s
opinion or advice, provided that the advice is based upon an application of the law to all the
pertinent facts and circumstances (including the taxpayer’s purpose for entering into the
transaction) and does not rely upon any unreasonabl e factual or legal assumptions. Beyond
these guidelines, there are no requirements asto theform of the advice (for example, it could
even by given orally) or the degree of assurance of success that must be specified in the
advice®

If the transaction is a Section 6662(d)(2)(C)(iii) “tax shelter”, only the reasonable
causeand good faith exceptionisavailable; and, in determining whether thereasonabl e cause
and good faith standards are met, the taxpayer’ s belief asto the merits of its position will be
taken into account only if

(1) there was substantial authority (within the meaning of Treas. Regs. § 1. 6662-
4(d)) for the corporation’ s treatment of the transaction; and

(2) the corporation reasonably believed that the treatment was more likely than not
proper (i.e., that there was a greater than 50% likelihood of successif the transaction was
challenged), based either upon its own independent analysis or a “greater than 50%
likelihood of success’ opinion from atax advisor.&

In addition, the Section 6664 regulations specifically providethat, if atransactionis
a Section 6662(d)(2)(C)(iii) tax shelter, satisfaction of these two additional requirements
(referred to as “minimum legal justification” ) may not establish the requisite reasonable
cause and good faith, particularly if the transaction lacked significant business purpose, the

tax benefits claimed were unreasonable in comparison to the taxpayer’ s investment or the

% Regs. § 1.6664-4(b)(1).
% Regs. § 1.6664-4(c).
59 Regs. §§ 1.6662-4(q)(4)(ii) and 1.6664-4(€).
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taxpayer agreed with the organizer or promoter that the taxpayer would protect the
confidentiality of the tax aspects of the transaction.®
2. A Failure to Disclose or Retain Records Should Give Rise to a
Rebuttable Presumption that “ Good Faith” Was L acking

Asnoted above, currently the consequencesof failingtofilearequired disclosureare
unclear. We believe that the Disclosure Regulations will be more effective at encouraging
disclosure (as well as deterrence) of overly aggressive and tax-motivated transactionsif the
failureto disclosewill have aspecific negative consequencethat may directly impact the cost
of entering into the transaction. The effectiveness of the Regulations will also depend,
however, upon insuring that the IRS is not inundated with disclosures of non-abusive
transactions. Accordingly, the“penalty” for nondisclosure should be aimed at transactions
wherethe tax benefits claimed were ultimately not sustained. Using asingle penalty, aimed
at transactionsthat have not been sustained on themerits, will al so promote even-handed and
uniform enforcement of the disclosure rules, which should foster a perception amongst
taxpayers that the rules are reasonable and are being administered fairly.

Therefore, we recommend that a failure to disclose a reportable transaction or to
maintain sufficient records giveriseto arebuttabl e presumption that the taxpayer did not act
in “good faith” for Section 6664(c)(1) purposes.

We believe that the IRS has ample authority for this under current law. Infact, the
existing regulations under Section 6664 almost go thisfar now. Not only do they set higher
standardsin the case of atransaction that is a Section 6662(d) tax shelter, they also provide
that, even if those standards are met (i.e., there was substantial authority and the taxpayer

reasonably believed it had a50% or greater likelihood of success), reasonabl e causeand good

% Regs. § 1.6664-4(e)(3). Thus, prior to the issuance of the New Regulations, if a
transaction was a Section 6662(d) tax shelter, there was no apparent benefit from disclosing
it on the taxpayer’s return. After the definition of a Section 6662(d) tax shelter was
broadened in 1997, this meant that there was essentialy no voluntary disclosure of those
types of tax-structured transactions that the IRS wanted to have brought to its attention.
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faith may belacking if thetransaction (i) lacksasignificant business purposes, (ii) generates
tax benefits that are unreasonable in relation to the investment or (iii) there is a agreement
to keep the structure confidential.

We also believe that a rebuttable presumption would not conflict with the intent of
Section 6664(c)(1), whichisto provideapossible exception to penatiesfor atransaction that
falls within the Section 6662(d) definition of a “tax shelter”. Because the proposed
presumption would be rebuttable, it would not foreclose satisfying the exception. In
addition, we expect that many of the same considerations will be relevant to the
determination of whether the transaction was reportabl e as to whether the taxpayer acted in
good faith and with reasonable cause. Specifically, as discussed in more detail below,
whether atransaction isor isnot a“reportable transaction” is dependent, in large part, upon
the taxpayer’s “reasonable determinations’ as to whether any of the exceptions or the
projected tax effect test set out in the Disclosure Regulationsare met. For example, whether
the projected tax effect test ismet is based upon the taxpayer’ s reasonable determination as
to the tax consequences of the transaction. If the taxpayer’ s determination that the test was
not met isunreasonabl e, then an unreported transaction could becomereportable. Similarly,
whether any of the exceptions are met, including the exceptions that involve an assessment
of the strength of the taxpayer’s position, is dependent upon the taxpayer’s reasonable
determination; if the determination was unreasonabl e, the exception would not apply. Thus,
it seems appropriate and fair to rebuttably presume that the taxpayer did not act in “good
faith” if the taxpayer failsto establish that it made these determinations reasonably.

While we recognize that fear of the rebuttable presumption might result in over-
disclosure by some taxpayers, we believe that the negative effects of some over-disclosure
will be outweighed by the benefits of arulethat will more effectively encourage disclosure,
aswell asdeterrence, by making the consequences of afailure specific, clear and significant.

In addition, this rule would provide better guidance to the IRS and the courts as to how to
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take into account afailureto disclose and thiswill have the additional benefit of promoting
taxpayer confidence in the fairness of the disclosure and penalty system.

As an aternative to a rebuttable presumption, we considered whether it would be
appropriate and effective to make disclosure optiona (for transactions other than listed
transactions) but to provide that, if the transaction fit within the Disclosure Regulations
definition of a reportable transaction and the taxpayer failed to disclose it, a loss on the
meritswould resultinstrict liability for the Section 6662 substantial understatement penalty.
The arguments in favor of such arule include that it would be more effective at eliciting
disclosure (since a non-disclosing taxpayer would face a bigger risk) and that it would be
easier to administer. On the other hand, strict liability might result in a greater degree of
over-disclosure, which would compromise the effectiveness of the Regulations; and the
additional administrative efficiency of such a rule is likely to be minimal since the
determination of whether atransactionisor is not a“reportable transaction” will still entall
afact-intensive inquiry of the application of the six factors and the reasonableness of the
taxpayer's determinations as to the projected tax effect and the applicability of the
exceptions.

Wewere also concerned as to whether such arule would be consistent with Sections
6662 and 6664 which specificaly reject an automatic penalty standard for a Section
6662(d)(2)(C)(iii) tax shelter. We are aware that the Treasury and the IRS have expressed
concern regarding this issue in the past. While we share these concerns we believe that a
strong argument can be made that it would be consistent with the statute, as well as the
existing regulations under Section 6664, to provide that Section 6664 “good faith and
reasonable cause” are per selacking if there was no Section 6011 disclosure. Nevertheless,

we recognize that it would be best if any such per se rule were ingtituted legidatively.
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3. Conseguences of Failure to Disclose or Maintain Records Should Be
Stated Clearly in the Text of the Regulations

The only discussion of the consequences of a failure to file a required disclosure
statement is in the Preamble to the Disclosure Regulations, rather than the Regulations
themselves. Even if our rebuttable presumption recommendation is not adopted, the
consequences or possible consequences of afailure to disclose a reportable transaction or
retain the required records is an important aspect of the Regulations and therefore should be
included in the text of the Regulations. This will increase taxpayer awareness, further
encourage compliance with the disclosure and record retention requirements and legitimate
the IRS s position in any future litigation that non-disclosure should be arelevant factor in
determining if the Section 6664(c)(1) exception is met.

If our rebuttable presumption recommendation is adopted, we believe that the
rebuttable presumption should be provided for in the Section 6664 regulations and that it
should be cross-referenced in the Disclosure Regulations, as well as the regulations under
Section 6001 (which governs record-keeping in general). If this recommendation is not
adopted, we still believe that the Disclosure Regulations themselves should include the
points made in the February Preamble and that the Regulations under Section 6001 and
6664(c)(1) should cross-reference this portion of the revised Disclosure Regulations.

Asarelated point, the current regul ations under Section 6001 should cross-reference
the detailed record retention requirements in the Disclosure Regulations® which the
Preamble indicates were issued in part under Section 6001.

We also recommend that the Section 6664 regulations provide that the fact that a
transaction was properly disclosed under Section 6011 should not be taken into account in
determining if the taxpayer acted with reasonable cause and in good faith under Section

6664. The clear intent of Sections 6662 and 6664 is to eliminate the use of disclosure to

& Temp. Regs. § 1.6011-4T(e).
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avoid penalties with respect to a transaction that is a Section 6662(d)(C)(iii) “tax shelter”,
which areportable transaction will almost invariably be.

Wethink it isimportant that the regulations clarify that the failure to file arequired
disclosure statement will not be treated as afailure to file atax return under Section 6651.
While we believe that this would be the result under current law, a clarification would be
helpful. Wealso request clarification of the statement in the Preamble that the signature on
the return isaverification that any required disclosure statement has been included. If this
isintended to mean that the taxpayer or thereturn preparer could be subject to other penalties
for failing to include the disclosure statement, this should be stated clearly and the potential
penalties specified.

B. TheDisclosureRegulations: Commentson the Six I ndiciaand thePr oj ected

Tax Effects Test

1. Clarification of the Six Tax Shelter Indiciais Necessary to Ensurethat
the“ Two-of-Six” Test Serves|tslIntended Purposes

We understand that the purpose of the two-out-of-six test isto provide an objective
means of identifying transactionsthat the |IRS might want to subject to careful scrutiny. The
six criteriaare intended to be features that are common to tax shelters and that may indicate
that the transaction involves an inappropriate avoidance or evasion of Federal income tax.
Because these criteria may be present in many legitimate business transactions where tax
benefits are not being claimed inappropriately, the Disclosure Regul ations include the four
exceptions, which ideally will distinguish legitimate, well-supported transactions from the
guestionable transactions that the IRS would be interested in reviewing.

In order for the Disclosure Regulationsto work asintended it isimportant that (i) the
six “objective” factors be clear enough that it can be determined with a fair degree of
certainty whether each factor isor is not present in atransaction, (ii) that the factors not be
so broad or overlapping that the two-or-more test is met for such a large number of
transactionsthat the test becomes essentially meaningless, (iii) that the exceptions not be so

narrow that they do not filter out transactions that should not be subject to special scrutiny
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and (iv) that the exceptionsbe clear and specific enough that determining whether or not they
apply is relatively straightforward. If the requirements are ambiguous, unworkable or
perceived to be overly broad, the likely results will be noncompliance in some cases and
significant over-disclosure in others, to the detriment of both taxpayers and the IRS.

In this section wefocuson the six factors, and then after, discussing the projected tax
effect test and the transaction aggregation rules, we will turn to the four exceptions. While
we generally agree the six factors are common to tax shelter transactions, we believe that
certain clarifications and revisions are necessary.

a. Factor 1: Conditions of Confidentiality

Theconfidentiality factor ispresent if thetaxpayer has participated in thetransaction
under conditionsof confidentiality. The Disclosure Regulations provide that “conditions of
confidentiality” has the same meaning for this purpose as it has in the Registration
Regulations.® Under the Registration Regulations, a transaction is not required to be
registered unlessit isoffered to any potential participant under conditionsof confidentiality;
thisrequirement isimposed by Section 6111, which also provides adefinition of conditions
of confidentiality.®” The definition in the Registration Regulations is based upon the
statutory definition. Although thereisno statutory requirement that this same definition be
used in the Disclosure Regul ations, we agree with the decision to provide asingle definition

for both purposes.

% Temp. Regs. § 1.6011-4T(b)(3)(i)(A) (cross-referencing Temp. Regs. § 301.6111-2T(c)).

& Section 6111(d)(2) provides that an offer is considered made under conditions of
confidentiality if (i) the offeree or its agents has * an understanding or agreement with or for
the benefit of any promoter of the tax shelter that” the offeree or its agent “will limit
disclosure of the tax shelter or any significant tax features of the tax shelter” or (ii) the tax
shelter promoter claims, knows or has reason to know, knows or has reason to know that
another person other than the offereeis claiming or causes any person to claim that “the tax
shelter (or any aspect thereof) isproprietary to any person other than the potential participant
or is otherwise protected from disclosure to or use by others.”
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Thedefinitioninthe Registration Regulationswas substantially revised inthe August
amendments in response to forma and informa comments made to Treasury and IRS
personnel regarding the February version of the New Regulations. We commend the
Treasury and the IRSfor reacting so swiftly and directly to the concerns raised by taxpayers
and practitioners. We also recognize how difficult it is to craft a workable definition of
“conditions of confidentiality” given the endless variety of factual scenarios that can be
posed and themyriad of issuesraised. Whilethe August amendmentsgo along way towards
clarifying and refining the definition, several open issues and ambiguities remain.

i.  Summary of the confidentiality rules

As revised, the Registration Regulations provide that an offer is made under
conditions of confidentiality if

(1) “anofferee’ sdisclosure of the structure or tax aspectsof thetransactionislimited
in any way by an express or implied understanding or agreement with or for the benefit of
any tax shelter promoter, ... whether or not such understanding or agreement is legally
binding”, or

(2) “any tax shelter promoter knows or has reason to know that the offeree’ suse or
disclosure of information relating to the structure or tax aspects of the transaction islimited
for the benefit of any person other than the offeree in any other manner, such as where the
transaction is claimed to be proprietary or exclusive to the tax shelter promoter or any party
other than the offeree.”®

The Registration Regulations also provide the following rebuttable presumption:

“Unless facts and circumstances clearly indicate otherwise, an offer is not considered made

% Temp. Regs. § 301.6111-2T(c)(1) (incorporated by reference in Temp. Regs. § 1.6011-
AT(b)(3)(1)(A)). The August revisionsamended clause (2) of thisdefinition; inthe February
version of the Disclosure Regulations, clause (2) read as follows:. “the tax shelter promoter
knows or has reason to know that the transaction is protected from disclosure or use in any
manner, such as where the transaction is claimed to be proprietary to the promoter or any
party other than the offeree.” Temp. Regs. 8 301.6111-2T(c)(1) (prior to August 11, 2000).
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under conditions of confidentiality if the tax shelter promoter provides express written
authorization to each offeree permitting the offeree (and each employee, representative, or
other agent of such offeree) to disclose the structure and tax aspects of the transaction to any
and all persons, without limitation of any kind on such disclosure.”®
ii. The*" structureor tax aspectsof thetransaction” should include only
features necessary to understand the U.S. Federal income tax
analysis

First, the definition and the presumption hinge on whether the restrictions on
disclosure or use relate to the “structure or tax aspects of the transaction”.”? What is the
“structure” of thetransaction for thispurpose? Doesit include aspects of the transaction that
have no relationship to the U.S. tax treatment of the parties? Prior to the August revisions,
this phrase was used only in clause (1) of the definition set forth above. Clause (2) of the
definition referred to “the transaction” being proprietary or being subject to limitations on
useor disclosure; and the presumption required authorization to disclose*” every aspect of the
transaction”. Thus, the replacement of these broader phrases with the narrow phrase,
“structure or tax aspects’, appears to have been intended to potentially narrow the range of
information being referred to.

The Registration Regulations (like the Disclosure Regulations) define the term
“transaction” asincluding “all the factual elements necessary to support the tax benefitsthat
are expected to be claimed with respect to any entity, plan, or arrangement, including any
series of related steps carried out as part of a prearranged plan”.Z Should the “ structure of
atransaction” mean “al the factual elements necessary to support the U.S. Federal income

tax benefits that are expected to be claimed”?

& Temp. Regs. § 301.6111-2T(c)(3).
19 Temp. Regs. §8 301.6111-2T(c)(1) and (3).
Y Temp. Regs. § 301.6111-2T(a)(3).
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In other words, for the two-out-of-six disclosure test, should an agreement not to
disclose or use an aspect of the structure that has no relationship to the U.S. tax benefits be
considered anindicator of atax shelter? Intheregistration context, should theconfidentiality
feature that is a statutory prerequisite to registration be present if the taxpayer is restricted
from disclosing only aspects of the transaction that have no relationship to the U.S. tax
benefits? We recognize that the underlying policy reason for the confidentiality testsisto
facilitatelRSand Treasury discovery of potentially abusivetransactions-- theconfidentiality
tests do this by either causing (together with other factors) disclosure under the Disclosure
Regulationsor registration under the Regi stration Regulationsor by resulting inthevoluntary
elimination by the promoter or organizer of the confidentiality requirement.”

Given these goals, should an agreement between two taxpayers or apromoter and a
taxpayer to not reveal an aspect of the structure that resolves aforeign legal or tax issue or
a regulatory issue or a state or local tax issue trigger disclosure or registration of the
transaction? One on the one hand, we are sympathetic to promoters and taxpayersthat want
to maintain confidentiality with respect to aspects of the structure that have no relationship
tothe U.S. tax consequences. On the other hand, we recognize that in many casesit may not
be so clear that certain aspects of the structure did not contributeto the U.S. tax benefits. For
example, take a cross-border transaction where the promoter developed a novel way of
solving a foreign regulatory restriction and the promoter wants to impose a restriction on
disclosureof thissolution. If thetransaction could not have proceeded without thissolution,
did this aspect of the structure contribute to the U.S. tax benefits? Should the IRS and
Treasury care whether the promoter’ s solution is subject to confidentiality?

If the purpose of discouraging confidentiality agreementsisto make it more likely
that the taxpayer will actually tell other persons about the transaction, for example, other

potential organizers or other potential counterparties, then the answer is yes. Arguably,

2l Of course, the elimination of the confidentiality requirement does not ensure that the
transaction or its details will become public knowledge.
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however, it isnot appropriate for the Treasury and the IRS to attempt to influence disclosure
of non-U.S. tax aspects of transactions.Z

Taking al of these factors into account, we believe that “ confidentiality” should be
anindicator of atax shelter for purposes of the Disclosure and Registration Regulationsonly
if the confidentiality relates to features of the transaction that are necessary to an
understanding of how theintended U.S. Federal income tax benefits are derived. We think
it might be helpful to think of thisin terms of the redactions that would be made from the
publicly-released version of an IRS private letter ruling. Thus, any information that is not
necessary to understand the U.S. Federa income tax analysis can be subject to
confidentiality, including the names of the partiesinvolved, dates, the specific jurisdictions
involved, detailed information regarding the assetsinvolved, structural aspectsthat have no
effect on the U.S. tax consequences, the subject matter or content of any governmental or
regulatory rulings or relief requested or received (whether or not such rulings relate to
taxes),”? intellectual property and other proprietary information unrel ated tothe U.S. Federal
income tax aspects of transaction, such ascommercial secrets, know how and trade secrets,
the content of any “fairness’ or similar types of opinions or appraisals regarding the
transaction and, in most cases, the amount of money and rates of return, if any, involved.

We also think the Regulations should clarify that a customary agreement requiring

the parties to the transaction to coordinate and agree upon the content and timing of public

' Moreover, now that the Regulations seem to provide that an organizer can require a
potential participant to enter into an exclusivity agreement (if coupled with an unfettered
right to disclose) without triggering thisfactor, voluntary disclosure by taxpayerswill berare
since the most likely type of disclosure -- that is, disclosure to a competing organizer that
might charge asmaller fee -- will be forestalled by the monetary “exclusivity” penalty.

“'We believe this should apply to tax rulings, aswell as non-tax rulings, because ataxpayer
may have alegitimateinterest in not disclosing that it wastherecipient of ruling, particularly
where the ruling request and the ruling are open to public inspection and include non-tax
information about the parties or the transaction that the taxpayer would not want to have
publicly associated with it.
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disclosures (such as formal press releases) and filings with applicable authorities (whether
before or after the transaction is consummated) is not a condition of confidentiality. This
rule would not apply, however, if the agreement were used as a means of imposing
confidentiality, for example by insuring that the transaction was never disclosed by refusing

to agree on the timing and content of a press release or other public disclosure.
iii. Restrictionsimposed by law, whether foreign or domestic, should not

be considered conditions of confidentiality

The August revisions added the “securities law exception” which provides that an
“offerisnot considered made under conditionsof confidentiality if disclosureof thestructure
or tax aspectsof thetransaction issubject to restrictionsreasonably necessary to comply with
federal or state securitieslawsand such disclosureisnot otherwiselimited” .2 Theexception
would apply if the taxpayer and organizer entered into an agreement to limit disclosure “to
the extent necessary in order to not violate any U.S. Federa or state securitieslaws’; and it
would also appear to apply if the agreement were more specific, such asan agreement to “ not
disclose the transaction prior to the date of the first public filing with the Securities and
Exchange Commission” (a “specific agreement”). The exception is explicitly limited to
restrictions imposed by U.S. Federal or state securities laws and thus excludes restrictions
imposed by non-U.S. securitieslaw, and U.S. and non-U.S. lawsthat are not securities|laws.
We believe that the Regulations should clarify that the mere existence of legal
restrictions on disclosure, whether imposed by U.S. Federa or state or foreign laws,
administrative authorities or self-regul atory organizations (such asthe National Association
of Securities Dealers) are not conditions of confidentiality. In other words, that a“condition
of confidentiality” means a condition imposed or agreed upon by the parties involved. It
would be both unfair and unadministrablefor the IRSto consider “confidentiality” triggered

simply because there is a external legal requirement that prohibits or limits disclosure.

% Temp. Regs. § 301.6111-2T(c)(2).



Moreover, we do believe that such aresult was not intended by the drafters of Section 6112
or the New Regulations.

That being said, we have a hard time finding a justification for triggering the
confidentiality factor if the parties enter into an agreement to comply with all limitations on
disclosureimposed by any applicablelaw or any self-regul atory organization. Werecognize
that an agreement that spells out the particulars of such limitations (i.e., an agreement like
the “specific agreement” referred to above) raises administrability concerns because it
complicates the inquiry into whether the confidentiality agreement is broader than the
external legal requirements. Therefore, we support the decision to limit “specific
agreements’ to those describing limitations imposed by U.S. Federa and state securities
laws. Nevertheless, we believe that general agreements to comply with other lega
restrictions (whether or not specified by name) should not be considered confidentiality
agreements, and that taxpayers and organizers should be entitled to describe, in the
agreements, their common understanding of the limitationsimposed by those external laws,
providing that the actual restrictionsimposed by the contract depend ultimately on the scope
of the underlying law and not any such “understandings’ of the parties.

We believe that these clarifications and changes would not compromise the
effectiveness of the New Regulations and would reduce the likelihood that this factor will
interfere with legitimate agreements to abide by applicable laws. We also note that the
failure to allow parties to explicitly agree to abide by foreign law restrictions may
inappropriately discourage cross-border transactions.

iv. Limitations on use and the rebuttable presumption

Another source of confusion is the inclusion in the definition of a “condition of
confidentiality” of thephrase“alimitationonuse’. Theconfidentiality provision essentially
hastwo alternative triggers. thefirst, alimitation on disclosure, and the second, alimitation
onuse. ThePreambletothe August revisions providesthat the Treasury and the IRS believe

that an agreement requiring an offeree to pay feesto the promoter if the offeree engagesin
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the transaction, whether or not the offeree uses the service of the promoter (referred tointhe
Preambleto the August revisionsasan “exclusivity agreement”) isalimitation on “use” and
thus within the scope of Section 6111(d)(2)(B). The revised Regulations are intended to
clarify this by adding “or exclusive” to clause (2) of the definition of conditions of
confidentiality set forth above.

The Preamble to the August revisions indicates, however, that the existence of an
exclusivity agreement isnot the end of the story: “an exclusivity arrangement ordinarily will
not result in an offer being made under conditions of confidentiality if the tax shelter
promoter provides expresswritten authorization ....[to] each offereeto disclosethe structure
and tax aspects of the transaction to any and all persons, without limitation of any kind on
suchdisclosure.”” Thus, it appearsthat an exclusivity agreement is“ordinarily” permissible
if the terms of the rebuttable presumption are met.

We have two concerns regarding these clarifications of the consequences of a
limitationonuse. First, the Treasury and thel RS should clarify what the* ordinarily” means.
The purpose of the rebuttable presumption is to give taxpayers some degree of comfort in
determining that the confidentiality condition isnot met. The point of the Preamble seems
to bethat agarden-variety exclusivity agreement, without more, plusawritten authorization
for full and free disclosure is not a“ condition of confidentiality”. If that isthe intent, or if
something else isintended, it should be clarified.

Relatedly, wethink that the rebuttabl e presumption isflawed becauseit addressonly
one of thetwo alternative confidentiality triggers, i.e., disclosure. Eventhough arestriction
on either disclosure or use can cause the factor to be met, the presumption appears to apply
if the promoter authorizes unfettered disclosure -- regardless of the limits imposed on use.
Y et, the Preambl e indicates that arestriction on use may be a* condition of confidentiality”.
To further complicate matters, the presumption begins“ Unless the facts and circumstances

provide otherwise”. The Preamble can be fairly read to say that an exclusivity agreement

% T.D. 8896 (Emphasis added.)
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would not be such afact and circumstance, but thisis not beyond argument and it certainly
isnot clear from the Regulationsthemselves. And supposetherewasalimitation on usethat
was broader than a standard exclusivity agreement, would this outweigh the presumption?
The Regulations should explicitly describe the types of restrictions on use which would be
within the presumption.

Finaly, we think it should be clarified as to how the presumption can be rebutted.
For example, isit rebutted solely by evidencethat, notwithstanding the written authorization
for free-disclosure, the parties had orally agreed not to disclose the transaction? Or is it
instead rebuttable by evidence that the promoter or athird party may consider the structure
to be “proprietary” ? If so, should it be necessary that the taxpayer was aware of this fact?

b. Factor 2: “ Contractual Protection Against Possibilitythat Tax Benefits
Will not be Sustained”
The Disclosure Regulations provide that this factor is met if

The taxpayer has obtained or been provided with contractual protection
against the possibility that part or all of theintended tax benefits will not
be sustained, including, but not limited to, rescission rights, right to afull
or partial refund of fees paid to any person, fees that are contingent on
taxpayer’s realization of tax benefits from the transaction, insurance
protection with respect to the tax treatment, or atax indemnity or similar
agreement (other than a customary indemnity provided by a principal to
the transaction that did not participatein the promotion of the transaction
to the taxpayer).”

Whilewe agreethat certain types of contractual protections against loss of intended
tax benefits are an indicium of atax shelter, we believe that the scope of thisfactor needsto

be clarified. There are essentially four types of contractual protections that could be given

to atax shelter participant:

' Temp. Regs. § 1.6011-4T(b)(3)(i)(B).
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(2) the fees are paid up-front and, if the transaction is successfully challenged, the
taxpayer isreimbursed in whole or in part for any previously paid fees and/or any additional
taxes,

(2) the fees are to be paid out over the life of the transaction and, if the transaction
is successfully challenged, the taxpayer has the right to shut down the transaction and thus
avoid paying any additional feesand avoid the undesirable tax consequences going forward;

(3) the fees are paid up-front and, if the transaction is successfully challenged, the
taxpayer hastheright to shut it down and thus avoid the undesirabl e tax consequences going
forward; and

(4) the taxpayer entersinto a separate transaction to hedge all or part of its exposure
on the tax shelter transaction.

i. The right to receive a reimbursement of fees or taxes or to cease
paying fees if tax benefits are not sustained should constitute
“ contractual protection”

With respect to the first type, aright to be reimbursed for additiona taxes should
clearly be covered. If the taxpayer has aright to be reimbursed for previously paid fees and
this right is triggered by a successful challenge to the claimed tax results or an early
termination of the transaction as aresult of achangein thetax law that affects the intended
tax results, that should also be covered. It should be clarified, though, that the right to the
fee refund must be triggered by an actual loss of the intended tax benefits (in whole or in
part) or an early termination of the transaction as aresult of a change in the tax law.

With respect to the second type, we believe that the second type should aso be
covered but only if the fees that are being paid over time relate to services incident to
designing, establishing and/or marketing the shelter (“organizational fees’) and the early
termination istriggered by asuccessful challenge to the tax benefits or achangein law that
threatens the tax benefits. The payment of those types of fees over time has the same effect
asan up-front payment followed by apartial refund if thetransactionisshut down early. We

do not believe that this factor should be triggered, however, if the fees paid over time are
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attributable to services or property that are being provided over time. We recognize that
organizational fees may be imbedded in other consideration that is paid over time, such as
interest on borrowings, rents or royalties for the use of property or fees for management or
administrative services. In that case, we believe that any off-market component of those
payments should be treated as organizational fees. While we recognize that identifying the
off-market component may be difficult, wethink such aruleis necessary because otherwise
thisfactor would be present any timethe organizer or promoter providesany funds, property
or services during the life of the transaction.

ii. The right to terminate a transaction or the existence of an arms

length hedge should not constitute “ contractual protection”

If, however, the only contractual protection is a type (3) right to shut-down and
prevent any undesirabletax resultsin the future, we believe the contractual protection factor
should not betriggered. Itisnot clear whether the drafters had thiskind of early termination
right in mind when they referred to “rescission rights’. We understand a “rescission” to
mean an agreement that “ un-does’ or reverses atransaction so that the transaction istreated
asnever having occurred at all. Thisisdifferent from an earlier termination or un-winding
of atransaction, usually referred to asa*“tax-call” whenitistriggered by achangein tax law
or achallenge to the intended tax results. The Regulations should clarify what is meant by
“rescission rights’ and provide that atax-call, without a right to any reimbursements from
the organizer, will not result in this factor being met.

Similarly, we believe that a hedge should not be considered to be a contractual
protection of this type, unless it is entered into with the promoter and has an off-market
component that serves as a means of providing for areimbursement of fees or tax costs.

c. Factor 3: FeesPaid to Promoters Factor

Thisfactor is met if one or more persons that promoted, solicited or recommended

participation in the transaction to the taxpayer have received or are expected to receive fees
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or other consideration in excess of $100,000 and such person or persons’ entitlement to the
fees or other consideration is contingent upon the taxpayer’ s participation.Z

Our primary concern with thisfactor isthat as drafted it basically turns the two-out-
of- six test into a one-out-of - five test: in almost every transaction we believe it will either
definitely apply or taxpayers, lacking certainly, will haveto assumeit applies. Weagreethat
payments of contingent feesto promoters areindeed an indicator of atax shelter and thuswe
suggest that the factor be revised and clarified as follows.

i. Only fees paid to “ promoters’ as defined under the revised Listing
Regulations and for promotional activities should be considered

We are concerned that the reference to persons that “recommended” the transaction
could be interpreted as including persons that simply provide advice or opinions regarding
atransaction (whether they be legal opinions, fairness opinions or appraisals) for afee and
thefee could be considered“ contingent upon thetaxpayer’ sparticipation” inthat the services
would not be necessary or would not be as extensive if the transaction were not compl eted.
We do not think that fees paid to these types of service providers should be included.
Therefore, we recommend that this factor take into account fees paid only to persons that
qualify as “promoters’ under the Listing Regulations. As discussed further below, this
should exclude persons that provided professional advice or services but do not engage in
marketing or designing the transaction.

The Regulations refer to fees or “other consideration” received by persons that
“promoted, solicited, or recommended” the taxpayer’ s participation in thetransaction. This
seems intended to be limited to promotional as opposed to organizational services. Thus,
if the person that designed, organized, or established the tax shelter is not the person that
promoted, solicited or recommended it to the taxpayer, only the fees paid to the latter person
aretakeninto account for thispurpose. Thisshould beclarified. Inaddition, asnoted above,

the persons that promoted the transaction may also provide funding, property or services

% Temp. Regs. § 1.6011-4T(b)(3)(i)(C).
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during the term of the transaction. We believe that this factor should apply with respect to
feespaidfor the promotional servicesonly, including any off-market component of any other
payments that are really payments for promotional services.

ii. Thethreshold dollar amount should be raised to $500,000

We recognize that the benchmark of $100,000 in fees to promoters is included in
Section 6111(d) (in defining confidential corporate tax shelters that are subject to
registration), but there is no requirement that the same dollar amount be used here. We
believe this number is too low in the context of the Disclosure Regulations, where a
transaction that has two of the six factors must result in atax savings of at least $5 million
inany singleyear or $10 millionin any combination of yearsto be subject to disclosure. We
agreethat alarge fee paid to apromoter isan indicator of atax shelter, but $100,000 setsthe
bar too low. Therefore, we recommend that the threshold be raised to $500,000. |f,
however, the fees that are taken into account are not limited to fees for promotiona as
opposed to organizational activities, we would recommend that the dollar amount be raised
to $1 million.

iii. Clarify how the amount of fees paid is determined

As discussed in more detail below, the Registration Regulations provide specific
guidelinesfor determining if the $100,000-in-fees-to-promoters requirement under Section
6111(d) ismet. These guidelinesinclude arule that the fees from al substantially similar
transactionsare aggregated and arebuttabl e presumption that the promoterswill receivefees
in excessof $100,000 unlessit can be shown otherwise.”? Itisnot clear if theserulesareaso
intended to apply for purposes of the Disclosure Regulations fees-to-promoters test. We
havetwo concerns about using these guidelinesin the context of the Disclosure Regulations.
First, the requirement that all substantially similar transactions be aggregated, regardless of

whenthey are entered into, conflictswith the rule used in measuring the projected tax effects

 Temp. Regs. §8 301.6111-2T(d) and (g)(2)(vi)(A).
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under the Disclosure Regulations. That rule applies aggregation only in the case of “any
series of substantially similar transactions entered into in the same taxable year” & Second,
applyingthe presumptioninthe case of the Disclosure Regul ationswoul d again turnthetwo-
of-six test into a one-of-five test. If the presumption is to apply for this purpose, we
recommend that the Regulations include a nonexclusive list of examples of how the
presumption may be rebutted.

d. Factor 4: Book/Tax Difference of More Than $5 Million

Thisfactor ispresent if the expected treatment of the transaction for Federal income
tax purposesin any taxableyear differsor isexpected to differ by more than $5 million from
the treatment of the transaction for the purposes of determining book income as taken into
account on the taxpayer’ s Schedule M-1.8 We recommend that, in determining whether the
$5 millionthreshold ismet (i) specific book/tax differencesthat are clearly contemplated by
the Code or Treasury Regulations not be taken into account and (ii) book/tax differencesthat
will reverse within five years (without any additional action) not be taken into account.

i. Book/tax differences specifically contemplated by the Code or
Treasury Regulations should be excluded

The Regulations should identify certain book/tax differences that will not be taken
into account because they are specifically contemplated by the Code or existing Treasury
Regulations, including differences arising from treating foreign tax credit inclusions under
Section 902 (and Section 1248) as “deemed dividends’, including subpart F income and
passive foreign investment company qualified electing fund inclusions into income and
excluding from income distributions of “previously taxed income”, recognizing dividend
incomeunder Section 304 or 305, and thedifferent tax and book treatment of empl oyee stock

options, ESOPs and other employee benefits. We aso believe the list should refer to any

8 Temp. Regs. § 1.6011-4T(b)(2).
& Temp. Regs. § 1.6011-2T(b)(3)(i)(D).
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imputed dividends and tax credits arising under a U.S. tax treaty, such as the income tax
treaties with the U.K. and France.
ii. Book/tax differences that reverse automatically within five years
should be excluded

With respect to other book/tax differences, we believe that book/tax differences that
aremerely amatter of timing and arereversed within arelatively short period of time are not
asignificant indicator of tax shelter activity. Many differencesin book and tax accounting
have devel oped to address the different policies and goal s of tax computations and financial
statement computations.2 Where the differenceis only temporarily it seemsto usto be far
less likely to indicate that the tax benefits are inappropriate. We recognize, however, that
book/tax difference that are merely a timing matter may be present in many abusive
transactions. Accordingly, we recommend that book/tax differences that the taxpayer
reasonably believes will reverse, without any further action by the taxpayer, within at |east
fivetaxable years be disregarded.& Thisisthe same number of yearsthat was used to phase-
in the Section 481(a) adjustments when the mark-to-market rules of Section 475 were
enacted. Because the Disclosure Regulations incorporate an annual test to determine if a
transaction that was not initialy “reportable” has become “reportable,” if the difference has
not actually reversed after the end of thefifth year, or the taxpayer determines, in an earlier
year, that it will not reverse by the end of thefifth year, the book/tax difference factor would
at that time be triggered.

We believe that, in light of the other factors and the two-out-of-six test, this change

would not compromise the effectiveness of the Regulations at picking out transaction that

& For example, there may be differences in the timing of income and deductions due to
mark-to-market adjustments (whether they befor tax or financial accounting purposes), tax-
freetransactions, different depreciation schedulesor rulesregarding write-offs, or asaresult
of using “purchase accounting” or “pooling accounting” for an acquisition.

8 Some of our members felt that this period should be far longer, such as 15 years, by
analogy to the 15 year period for amortization under Section 197.
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warrant scrutiny and would help in minimizing the likelihood of over-disclosure. We aso
note that the IRS will continue to receive annual reporting of all book/tax differences on
corporate taxpayers Schedule M’s.

e. Factor 5: The* Participation of a Person in a Different Tax Position”

This factor is present if the transaction involves the participation of a person the
taxpayer knows or has reason to know isin adifferent Federal income tax position than the
taxpayer and the taxpayer knows or has reason to know that such difference in tax position
has permitted the transaction to be structured on terms that are intended to provide the
taxpayer with more favorable Federa income tax treatment than it could have obtained
without the participation of such person (or another personin asimilar tax position).& The
Regulations provide only two examples of aperson in adifferent tax position: atax-exempt
entity and aforeign person.

There are two elements to this factor: first, the other person must be in a“different
tax position” and second, that difference must have made it possible to structure the
transaction so as to provide the U.S. taxpayer with more favorable U.S. Federal income tax
treatment.

i.  The meaning of a “ different tax position” should be clarified

The meaning of apersonin adifferent tax position should be clarified. For example,
doesit apply if the other party is on mark-to-market accounting (under Section 475), hasa
different functiona currency under Section 985, has excess foreign tax credits or expiring
net operating losses; or, if one party has recently realized alarge capital gain and the other
has net losses? What if one party isaregular subchapter C corporation and the other is an
individual (or a partnership with individual partners or an S corporation)? We believe that

if the meaning of a*“different tax position” is defined this broadly it will apply in virtualy

& Temp. Regs. § 1.6011-4T(b)(3)(i)(E).



every case, astwo taxpayersarerarely in exactly the same position. Nevertheless, webelieve
that tax shelters often depend upon bringing together two taxpayers with what might be
thought of as “complementary positions’” and thus limiting this factor to persons with a
different overall tax status will not cast the net wide enough.

We propose therefore that it be clarified that two persons are in “different tax
positions” if they are subject to different rulesor tax rateswith respect to theitems generated
by the transaction or have different tax attributes that are relevant to the tax consequences
of the transaction to them.

ii. The different tax position should be significant to the structuring or
should result in significantly more favorable tax treatment

We also recommend that the second prong of the test be more narrowly targeted so
that thefactor is present only if the taxpayer knew or should have known that this difference
was asignificant factor in structuring the transaction so asto provide the taxpayer with more
favorable Federal income tax treatment or, alternatively, that this difference resulted in
significantly more favorable Federal income tax treatment for the taxpayer. While we
recognizethat these proposal sadd complications, we believe that thiswould make thefactor
more workable by permitting taxpayers to ignore differences in tax positions unless the
differences play asignificant rolein generating the $5 million or $10 million of tax benefits
that are necessary to pass the projected tax effect threshold.

f. Factor 6: Different Foreign Tax Treatment

i. Because this factor overlaps with the book/tax-difference and
different-tax-position factors, this factor should be an alternative to
those factors

The different foreign tax treatment factor is present if the expected characterization
of any significant aspect of the transaction for Federal income tax purposes differsfrom the

expected characterization of such aspect for purposes of the taxation of any party to the
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transaction in another country.® While we agree that this is a feature that is common to

many tax shelters, we believe that if thisfactor is present, the book/tax difference factor or
the taxpayer in adifferent tax position factor will invariably also be present. We think this
factor should be retained, but as an alternative to the book/tax difference and different tax
position factors. Inother words, thisfactor would continue to count as one factor, unlessthe
other factor that was present was the book/tax difference or person in adifferent tax position
factor.

ii. Clarify that an aspect of the transaction is “significant” if it is

significant to the threshold tax savings

Unlike the person in adifferent tax position factor, the presence of this factor isnot
dependent upon the differenceinthe U.S. and foreign treatments being relevant to the ability
of the parties to agree upon a structure that results in the U.S. tax benefits for the U.S.
taxpayer. Nevertheless, thedifferencemust relateto a” significant aspect of thetransaction”.
The Regulations should be clarified that an aspect of the transaction is“significant” for this
purpose if it significant to generating the $5 million or $10 million of U.S. Federal tax
savings for the U.S. taxpayer.

It should also be clarified whether a difference in the “characterization of any
significant aspect of thetransaction” includes differencesin the timing, amount or source of
itemsof income, gain, deduction or expense, aswell asdifferencesintheentity classification
of partiesto the transaction (i.e., as separate corporations, branches or pass-throughs).

2. TheProjected Tax Effect Test of the Disclosure Regulations

a. The Regulations Rulesfor Determining the Projected Tax Effect

As indicated above, the projected tax effect test is met if the taxpayer reasonably
estimates that the transaction will reduce the taxpayer’ sU.S. Federal incometax liability by

& Temp. Regs. § 1.6011-4T(b)(3)(i)(F).
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more than $1 million in a single year or by a total of more than $2 million in any
combination of years, if the transaction is“listed transaction”, and more than $5 million in
any singleyear or morethan $10 million in any combination of years, if thetransactionisnot
a“listed transaction” & The Disclosure Regul ations provide that the projected tax reduction
is determined in accordance with the following rules:

(2) Indetermining whether the multiple-year thresholdsare met, only yearsin which
taxes are estimated to be reduced are taken into account.&”/

(2) Theamount of thereduction in Federal taxesfrom atransaction isthe amount by
which the taxpayer’ s Federal income taxes would be increased if the tax treatment claimed
was disallowed &

(3) The estimate of the effect of a transaction on a taxpayer’s Federal income tax
liability must take into account “all projected Federal income tax consequences, including
all deductions, exclusions from gross income, nonrecognition of gain, tax credits,
adjustments (or the absence of adjustments) to the basis of property, and any other tax
consequences that may reduce the taxpayer’s Federal income tax liability by affecting the
timing, character or source of any item of income, gain, deduction, loss, or credit.”®

(4) The estimate may not take into account income resulting from the transaction if
the elements of the transaction that result in the creation of theincome are “ not necessary to
achieve the intended tax results, whether or not these elements are an integral part of the
transaction.”® TheRegulationsinclude, asan example, that “ grossincomemay not betaken
into account to the extent that it would have been reasonably possible for the taxpayer to

have participated in the transaction in a manner that would have been expected to produce

& Temp. Regs. § 1.6011-4T(b)(4)(i).
&4,

8 Temp. Regs. § 1.6011-4T(b)(4).

& Temp. Regs. § 1.6011-4T(b)(4)(ii).
g,
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less gross income without a commensurate effect on the other tax consequences of the
transaction.” &
(5) The estimate may not take into account gain on property that the taxpayer
acquired independent of its participation in this transaction.?
(6) Theestimate may not takeinto account alternative transactions that the taxpayer
might have entered into in place of this transaction.2
i. Clarify how thetest worksand the intended roles of Rules (4) and (5)

Rule (1) issignificant because it means that transactions that generate only atiming
benefit may passthe thresholds, even if the overall value of the timing benefitiswell below
the thresholds. We agree with this approach and recommend that the Regulations include
an exampleillustrating this so that it is clear to taxpayers.

Rule (2) meansthat thetax savingsisnot determined by comparing the corporation’s
tax liability assuming the transaction is consummated with thetax liability assumingitisnot
consummated. Rather, the savingsisdetermined by comparing the corporation’ stotal taxes
assuming the transaction is consummated and the tax treatment claimed is respected versus
total taxes assuming the transaction is consummated and the tax treatment claimed is not

respected.®

¥ d.
2 d.
% d.

¥ Thisis made clear by Examples 2 and 3 of Temp. Regs. § 1.6011-4T(b)(5). In Example
3, the taxpayer determinesthat, by treating the leases at issue (i.e., the tax shelter) asleases
for tax purposes rather than loans, the taxpayer’ s taxes will be reduced by more than $10
millioninthefirst threeyearsof theleases. Similarly, in Example 2, thetaxpayer determines
that by using the enhanced method of depreciation (i.e., the tax shelter) to depreciate the
costs of a building, its taxes will be reduced by more than $10 million over the life of the
building. The only example that isambiguousin thisregard is Example 1, which describes
atransaction in which ataxpayer purchases financia instruments that have been structured

(continued...)
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Rule (4) and (5) seem to conflict with Rule (2). If the“savings’ in each year equals
the difference between (i) the year’ s total taxes if the transaction is treated in the manner
reported versus (i) the year’ stotal taxesif the transaction istreated in aless favorable way,
there seems to be no reason for removing income from “unnecessary” aspects of the
transactionor “ unrelated” transactions. If, onthe other hand, the savingstest wasawith-and-
without comparison -- that is, acomparison of the tax liability assuming the transaction was
consummated (and treated in the manner reported) versusthetax liability had thetransaction
never been consummated -- we see the purpose for an “anti-stuffing” rule that defines the
“transaction” for this purpose by excluding aspectsthat produceincomethat isnot necessary
to achieve the tax savings.

Thus, we request that the Regulations be revised to clarify what the appropriate
benchmark is for measuring the projected tax savings and, if the test is not a with-and-
without test, to also clarify the intended roles of Rules (4) and (5).2

il. The assumed tax treatment if the benefits are disallowed should be
the alternative that would be most likely to prevail

If the test is a comparison of hoped-for treatment versus disallowance and less-
favorable treatment, clarification is needed as to how a taxpayer is to determine what the
aternative less-favored treatment would be. In some cases, the IRS might claim the

transaction never occurred; in others, the IRS might recognize the transaction but

%4(...continued)

to enable the holder to claim a capital loss on the disposition of one or more of the
instruments while deferring gain on the retained instruments. The example states that the
projected tax savings threshold is met because the loss created on the first sale reduces the
taxpayer Federal income tax liability by more than $5 million. This conclusion seemsto be
based upon the assumption that the “alternative’ treatment would be a deferral of the loss
into alater year. Thisshould be clarified, however, so that the example better illustratesthe
application of the projected tax effect test.

% Of course, in certain cases the IRS may assert that the entire transaction should be
disregarded asa* sham”, in which case the disallowance of the claimed tax treatment would
be the same as treating the transaction as if it were never consummated.
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recharacterizethe source, character or timing of anitem of income or deduction. Or, the RS
might assert a Section 482 adjustment that alters the amount, timing or character of income
and/or deductions.

We recognize that in some transactions, thereis only asingle reasonable alternative
characterization and it is clear what that is.2 But, in many cases, there could be multiple
alternative characterizations, each with adifferent tax result. We do not believeit would be
appropriate simply to provide that the alternative used must be the one that results in the
highest tax liability, because that alternative may be one that the taxpayer (and others)
believe isunlikely of being asserted by the IRS and/or prevailing. Rather, we recommend
that the alternative treatment be the one which the taxpayer “reasonably determinesis the
most likely to prevail in the event of a successful challenge to the taxpayer’ s treatment”.

iii. Incomefrom* unnecessary” aspectsof thetransaction or “ unrelated
transactions’ should not be excluded

If the test is a with-and-without test, in which case Rule (4) would potentially have
some effect, we question whether as a policy matter it is appropriate and fair to exclude
aspects of the transaction that are “integral” .2 If the transaction would not have been
consummated but for these aspects, why should they beignored for thispurpose? Relatedly,
clarification would be needed of what “reasonably possible’® meansin this case: whether
it means reasonably possible as aU.S. Federal income tax matter to recognize the benefits
without that income or reasonably likely as a business matter that the taxpayer would have
entered into thetransaction if theincome were not an expected result. Inour view, if thetest
isawith-and-without test, the projected tax effect should be estimated by taking into account
al elements of the “transaction” (as broadly defined by the Regulations), other than

transactions that are entered into in connection with the reportable transaction but are not

% This seemsto be the premise in Examples 2 and 3 under Temp. Regs. § 1.6011-4T(b)(5).
' d.

% d.
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reasonably necessary to achieving the business objectivesor theintended U.S. Federal, state
or local or foreign tax results.

We aso do not understand the rationale for Rule (5) which removes income from
unrelated transactions.2  Such income should be included in both sides of the equation,
whether the test is a hoped-for-treatment versus less-favorabl e treatment test or awith-and-
without test. Moreover, thetax savingsgenerated by the transaction might well depend upon
the existence of incomefrom unrelated transactions. For example, inthe ACM Partnership
case, )% the tax-structure created a capital loss that was used to offset a sizeable capital gain
from an independent disposition. If the capital gain had not been taken into account, the
transaction would not have resulted in the immediate tax savings.

b. TheAuthorization Granted in the Regulationsto Reducethe Projected
Tax Effect Dollar Thresholds “Pursuant to Forms Prescribed for

Reporting” Should be Removed
Finally, we are concerned about the following sentence, which appearsin the section
of the Disclosure Regulations that sets forth the $1 million/$2 million and $5 million/$10
million thresholds: “ These dollar thresholds may be adjusted pursuant to forms prescribed
for reporting under this section and the instructions to such forms.”*% This sentenceis not
discussed in the Preamble. Although it is not clear, this sentence seemsto us to mean that
the drafters contemplated that the dollar threshol ds could belowered by Treasury at any time
and that this could be done simply by Treasury’s publication of a disclosure form that

reflected the lower thresholds.

Westrongly urgethat thissentence beremoved from the Disclosure Regulations. We
believe that the imposition of the new disclosure and record retention requirements are

significant regulatory actions with broad policy implications and practical effects on both

% Temp. Regs. § 1.6011-4T(b)(4)(ii).
19" ACM Partnership v. Commissioner, 157 F.3d 231 (3rd Cir. 1998).
1% Temp. Regs. § 1.6011-4T(b)(4)(i) (last sentence).

-51-



taxpayers and the IRS. The dollar thresholds are a pivotal element of these regulations and
therefore decisions regarding what those threshol ds are should be determined in the context
of theregulatory drafting, review and approval process, and those decisions should be subject
to public review and comment in the manner provided in the Administrative Procedure Act
for regulatory actions.

In addition to these substantive concerns, we believe that the possibility that these
thresholds could be lowered by means of atax reporting form published by the Government
alsoraises practical concerns. Themost obvious concerniswhether taxpayerswill begiven
fair warning of any such changes. Second, will it be clear whether the reduced rates apply
to transactions that have already been entered into? For example, assume that today a
taxpayer entersinto transaction (that isnot a*“listed transaction”) that isexpected to generate
amultiple-year savings of $7 million ($700,000 for each of 10 years), soitisnot disclosable
under current law. If the multiple-year threshold is reduced to $5 million during the 5™ year
of the transaction, is the taxpayer required to commence disclosure? These kinds of
guestionsareusually resolved during theregul atory drafting and public commentary process.

If thisconcept isretained in the Disclosure Regul ations, we recommend that there be
aclearer statement of what iscontempl ated and aclearer warning to taxpayersthat thisaspect
of the projected tax effect test is subject to modification in this manner. Otherwise, we
believe that thiswill be atrap for the unwary rather than ameans of expanding the scope of
disclosed transactions.

3. The Aggregation Rules in the Definition of “ Transaction” Should Be
Clarified

For purposes of the Disclosure Regulations, a“transaction” is defined as including
“al of the factual elements necessary to support the tax benefits that are expected to be
claimed with respect to any entity, plan, or arrangement, and includes any series of related

steps carried out as part of a prearranged plan and any series of substantially similar
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transactions entered into in the same taxable year.”2% This definition is significant because
it may affect (i) whether two of the six criteria are present, (ii) whether the projected tax
effect test ismet, (iii) the contents of any required disclosure and (iv) which documents are
required to beretained. The definition isalso important because it will presumably operate
asasort of “anti-abuse” rule, preventing taxpayers from carving up asingle transaction into
several partsin order to avoid triggering the two-out-of-six or projected tax effect tests. For
these reasons, we think that the meaning of the definition must be clear and must not be
easily manipulable.
a. Clarify that a “ Series of Substantially Similar Transactions” means
Transactions that Depend upon the Same Legal Analysis
Our concernliesinthephrase* any seriesof substantially similar transactionsentered
intointhesametaxableyear”. Webelieveitisappropriateto aggregate multipletransactions
if ataxpayer entersinto the same transaction multiple times and the projected tax effect test,
the $100,000 fee test or the $5 million book/tax difference test would be met by taking the
transactionstogether. Wealso agreethat transactionsthat are essentially the sameor that are
part of a planned series of transactions should be grouped together. Thus, we suggest that
the Regulationsclarify that separate transactionswill be considered “aseriesof substantially
similar transactions’ where they differ only with respect to features that do not affect the
legal analysis (including the relevant underlying authorities) of the tax consequences. Thus,
if ataxpayer entered into a cross-border transaction relying in part of the provisions of the
U.S. tax treaty with country A, and then repeated the transaction rel ying on the corresponding
provision of the U.S. tax treaty with country B, the transactions would not be aggregated.
On the other hand, if ataxpayer entered into a transaction to monetize asset C, a building,
and then entered into the same transaction to monetize asset D, an airplane, the two

transactions would be aggregated. If this suggestion is not adopted, we request that the

12/ Temp. Regs. § 1.6011-4T(b)(1).
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Regulations clarify when transactions will be aggregated under this rule and perhaps
illustrate the rule with an example.
b. Substantially Similar Transactions Entered into Within the Same
Twelve-Month Period (Rather than the Same Taxable Year) Should be
Aggregated

We also question the decision to aggregate transactions only if they are entered into
in the same taxable year. While we recognize that the Regulations must incorporate some
amount of arbitrary line-drawing, the taxable year rules seems to us simply to invite
gamesmanship because a transaction consummated during the 2001 year may become
reportableif asimilar transactionisentered into on December 30, 2001, but not if the second
transaction is instead consummated on January 3, 2002. We suggest that separate
transactions be eligible for aggregation if consummated within any twelve month period.
While we recognize that this also leaves room for gamesmanship, it isabenchmark that has
been used in other provision (e.g., the Section 708(b)(1)(B) partnership termination rules)
and it will impose areal restriction on taxpayers that are trying to separate transactions to
avoid the disclosure regquirement.

Weal so think it should be clarified that transactionsthat are properly aggregated are
treated asasingletransactionfor all reporting and disclosure purposes, including therulethat
asingle disclosure statement is required for each separate transaction.’%

c. The Consequences of Intentionally Avoiding the Aggregation Rules
Should be Clarified

Finally, we think the effect of these rules on the determination of whether the
taxpayer acted in good faith for purposes of the penalty provisions should be clarified.
Specificaly, will the IRSimpute bad faith to ataxpayer if the IRS believesthat the taxpayer
has timed separate transactions so as to insure that they are not grouped together asasingle

transaction? What if ataxpayer dightly alters the form of atransaction solely or primarily

199/ See Temp. Regs. § 1.6011-4T(a).



to support aclaim that the later transactions are not substantially similar to the earlier ones
(and thus should not be aggregated)?

C. TheExceptions: What They Mean and How They Will Be Applied Should

BeClarified

As indicated above, there are four exceptions overall in the Regulations. (1) the
substantially the same terms exception, (2) the long-standing generally accepted exception,
(3) the no reasonable basis exception and (4) the identification in published guidance/IRS
determination exception. All four are used in the Disclosure Regulations and all except the
first are used in the Registration and Listing Regulations. 1n commenting on the exceptions,
wewill first addresstheir function and purposein the context of the Disclosure Regulations,
then their function and purpose in the Registration and Listing Regulations and finally we
will suggest certain clarifications and modifications to the terms of the exceptions.

1. TheExceptionsin the Disclosure Regulations

We believe that the exceptions have an important function in the Disclosure
Regulations and that this function should be clarified. We understand that the Disclosure
Regulations are intended to provide an objective method of identifying transactions that
warrant disclosure (because they may be abusive). Thus, the presence or absence of the six
criteria are meant to be objectively determinable -- the taxpayer’ s motives or intentions in
entering into the transaction are not relevant. This can be contrasted to the definition of “tax
shelter” in Section 6662 which, as discussed above, turns upon whether the taxpayer had the
avoidance or evasion of Federal income tax as asignificant purpose.l%

Two or more of the six factors may be present, however, in many transactions that
are part of the ordinary course of business, are non-abusive and/or are based upon sound tax

analysis. Because over-disclosure (and rules that seem to require over-disclosure) will

199" Section 6662(C).
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compromise the effectiveness of the disclosure requirement,’®’ the exceptions are added to
filter out the transactions that are not likely to be abusive or inappropriate. Of course,
crafting exceptionsthat do thiseffectively isthedifficult part. 1deally, the exceptionswould
be as “objective” as the six factors — it would be clear whether any of the exceptions was
satisfied and therefore whether disclosure was required.

The redlity, however, is that the exceptions are based upon highly subjective
assessments of the legal merits of the taxpayer’s position and of what the taxpayer would
have done in the absence of the tax benefits. This subjectivity has given rise to concerns
amongst taxpayersasto how they can determinewith any degree of assurancethat one of the
exceptions is met, and amongst practitioners as to how they can appropriately advise their
clients asto such matters. The Regulations are silent as to the role of an outside advisor in
determiningif anexceptionismet. Thisisinsharp contrast to theregulationsunder Sections
6662 and 6664 which specifically address how and when an outside advisor’ s advice may
be relied upon.2®

Inlight of theseissues, we considered when the question of whether an exceptionwas
or was not met in any specific caseislikely to arise. Asdiscussed above, thereisno specific
penalty for failureto comply with the Disclosure Regulations but the Preambl eindi catesthat
noncompliance may affect the determination of whether the good faith and reasonabl e cause
exception to penalties under Section 6664 is met. Thus, whether or not our rebuttable
presumption recommendation is adopted, the question of whether disclosure was or was not
required is likely to arisein court, after the taxpayer has lost on the merits and the IRS has
asserted that penalties are due. The IRS would then use the taxpayer’s failure to file the

required disclosure as evidence that the taxpayer did not act in good faith and with

1% The ability of the IRS to review and respond appropriately to the disclosure statements
would be severely compromised and the seemingly unjustified burden on taxpayers would
likely resultin overly aggressiveinterpretations of the rules and subsequent noncompliance.

108 See Regs. 88 1.6662-4(g)(4) and 1.6664-4(c).
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reasonable cause (as required for the Section 6664(d) exception to apply). We would all
likely agree that the taxpayer would have little chance of success if the taxpayer had to
convince thejudge that just ruled against the taxpayer on the merits that disclosure was not
required because (i) the IRS had no reasonable basis to challenge the taxpayer’ s treatment
of the transaction, or (ii) the taxpayer’s treatment was supported by long-standing and
generaly accepted principles of tax law. Nevertheless, the exceptions in the Disclosure
Regulations do not place that burden on the taxpayer -- rather, the taxpayer must convince
the judge that “the taxpayer reasonably determined” that the exception’ srequirementswere

met.
a. Whether The Taxpayer’ s Determination Was*“ Reasonable” Should be
Based Upon All the Facts and Circumstances, I ncluding Any Advice

of Counsel

The New Regulations should clarify that the assessment of whether the taxpayer’s
determination was reasonable or not will be made by taking into account all of the facts and
circumstances relating to that determination, including whether the taxpayer reasonably
relied upon an opinion of tax counsel. The facts and circumstances that would be relevant
would include, for example, the facts and circumstances referred to in Treas. Regs. 88
1.6662-4(g)(4)(ii) and 1.6664-4(b)(1), aswell aswhether thetaxpayer’ saccountantsrequired
that a reserve be established for the tax risks, whether the taxpayer’s securities lawyers
required that the tax risks be disclosed in any manner and whether the taxpayer was aware
of any threatened or actual challenges by the IRS to the same or similar transactions entered
into by other taxpayers. An opinion of counsel should be arelevant factor, but whether the
taxpayer’ s reliance upon that opinion was reasonable should be subject to special scrutiny
in which all the surrounding facts and circumstances are considered, including, in addition
to the factors set forth in Regs. 8 1.6664-4(c)(1)(i) and (ii), whether thiswasthe taxpayer’s
regular outside counsel or someone selected (or hired) by the organizer or promoter, whether
the opinion is addressed to the taxpayer and is tailored to the taxpayer’s situation or is

addressed to the promoter and is a generic “marketing opinion”, whether the taxpayer is
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aware of other counsel (including in-house counsel) who refused to give the opinion (or a
similar opinion) to the taxpayer or any other person or who took acontrary view, whether the
counsel’ s compensation for the opinion is contingent upon the realization of thetax benefits
or the success of the offering and sale of the shelter, the reputation of the counsel and their
familiarity and prior experience with similar transactions, whether the advice addresses
contrary authorities (including principles of general application that may affect the analysis)
or weaknessesin the analysisthat the taxpayer isaware of, the on-going relationship, if any,
between the organizer or promoter and the tax counsel (for example, whether they are
affiliated in any formal or informal manner), how well reasoned and convincing the opinion
isand the strength of its conclusions. An opinion of counsel would not be arelevant fact in
determining if the substantially the same terms exception was satisfied since that exception
isnot based on alegal analysis.

In the context of the long-standing generally accepted and no reasonable basis
exceptions, we believe that reasonabl e reliance on an outside opinion should be asignificant
fact, but should not establish per sethat thetaxpayer’ sdetermination wasreasonable. While
we believe that it is important that taxpayers be permitted to rely on outside advisors for
advice asto the strength and nature of the legal support for their positions, we believe that
too often taxpayers will seek to use an opinion of outside counsel as a license to take an
aggressive position without risking penalties. We believe that in order for the Regulations
to have any deterrent effect, taxpayers need be encouraged and required to do something
beyond finding alawyer who will bless the transaction.

We believe that this clarification would work well with our suggestion that a
determination that a taxpayer failed to file a required disclosure result in a rebuttable
presumption that the taxpayer did not act in good faith. For example, if a taxpayer was
unreasonable in relying upon an opinion of counsel to determine that it did not need to
disclosethetransaction, it would be appropriate (and, webelieve, consistent withtheexisting
Regulations under Section 6664) to presume an absence of good faith.

2. The Exceptionsin the Registration and Listing Regulations

-58-



In the context of the Registration and Listing Regulations, the function of the
exceptions is somewhat different. Like the exceptions in the Disclosure Regulations, the
exceptions in the Registration and Listing Regulations depend upon the “reasonable
determination” of the organizer or promoter of the transaction. Thevast mgority of entities
that are designing and promoting the type of tax shelter products that these Regulations are
aimed at are sophisticated i nstitutionswith extensivein-housetax expertise. Theregistration
and listing requirements are intended to be triggered by transactions that seem to have been
or were designed in large part to generate tax benefits -- because the expected tax benefits
are disproportionate relative to the remainder of the transaction or the tax benefits are an
important part of theintended result and the transaction isbeing marketed to other taxpayers.
If the Regulations are triggered because the tax benefits are disproportionate, the only way
out isto satisfy the no reasonable basis exception; if theregulations are triggered because the
tax benefits are important and the transaction is marketed to others, the somewhat less
onerous long-standing and generally accepted exception is available, in addition to the no
reasonable basis exception. Thus, the only exceptions are based upon the strength of the
legal support for the tax position, and where the transaction seems morelikely to be abusive
(because the tax benefits are disproportionate) that legal support must be even stronger. As
currently drafted, the exceptions are met if the organizer or promoter “reasonably
determines’ that the requisite standard is met.

Webelievethat the Registration and Listing Regulations should be and are designed
to provide the IRS access to information about abusive and inappropriate transaction and to
deter organizers and taxpayers from promoting and utilizing these types of transactions,
without preventing taxpayersfrom seeking and utilizing adviceregarding appropriate means
of lowering the tax costs of operating their businesses or earning money. We have
considered but could not reach a consensus as to whether these goalswould be better served
if theexceptionsdid not depend upon the organizer’ sor promoter’ sreasonabl e determination
but instead were absolute objective tests. An objective test would be like the current

“substantial authority” test under Regs. § 1.6662-4(d), the standard either would or would
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not be met and what the organizer or promoter thought would beirrelevant. In other words,
the phrase “the organizer reasonably determined that” would be removed from the lead-in
to each exception.

In support of this approach, it can be argued that someone who is designing and
marketing tax-structured transaction can fairly be held to, and indeed should be held to, a
higher standard than the taxpayers to whom the transactions are marketed. In addition, a
promoter contesting application of registration requirements -- in contrast to a taxpayer
contesting application of disclosure requirements -- will not be in the position of arguing to
acourt that the IRS had no reasonable basis to challenge its position after the court has just
decided in favor of the IRS on the merits.

We also considered whether it would be appropriate to provide that an organizer or
promoter could not rely, in whole or in part, on an opinion of counsel to support its
reasonable determination as to satisfaction of the no reasonable basis or long-standing
generally accepted standards. We considered the argument that an organizer or promoter can
almost always find a law firm or accounting firm that will bless even the most aggressive
transaction. In addition, the primary rationale for sanctioning the use of outside opinionsin
the context of the Disclosure Regulation is that a corporate taxpayer cannot be expected to
have the requisite expertise in-house to determine the merits of the tax analysis, given the
degree of complication of the tax law and the types of transactionsinvolved. In the case of
registrationandlisting, however, if theentitiesand individual sinvol ved are sophisticated and
knowl edgeable enough to design and market the transactions, it is perhaps fair to hold them
responsible for assessing the strength of the underlying legal analysis.

Onthe other side are the arguments that making the exceptions completely objective
or removing the ability to rely upon outside tax adviceistoo onerous, particularly since the
meaning of the standards in the exceptions are inherently unclear and the “transactions
lacking economic substance” and “other tax structured transactions’ tests may pick up
structures that are suggested to taxpayers in the context of advising on ordinary course

transactions that are not tax-driven. Since the registration and listing requirements may be
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imposed upon many persons that would not be viewed as sophisticated peddlers of tax
shelters, it isargued that such strict standards would be unfair and inappropriate. Finally, it
isargued that most of these concernswill be resolved in determining whether the organizer’s
or promoter’ s determination was reasonable under all the facts and circumstances.

Therefore, as we suggest above in the context of the Disclosure Regulations, we
suggest that it be clarified that the determination asto whether the organizer’ sor promoter’s
conclusion was reasonable will be made based upon all the facts and circumstances,
including the organizer’ sor promoter’ sknowledgeof contrary viewsand all the other factors
specified above.

3. Further Recommendationsfor Clarification of the Exceptions

We aso recommend the following modifications to the terms of the exceptions so

that their meanings are clearer and less subject to individual interpretation.
a. The“No ReasonableBasis’ Standard Should Be Clarified and Stated

In Terms of the Strength of the Taxpayer’s Position

Thisexception appliesif the taxpayer (or the promoter or other person that would be
responsiblefor registering the shelter®) “reasonably determinesthat thereis no reasonable
basis under Federal tax law for denia of any significant portion of the expected Federal
income tax benefits.”2® The determination must take into account “the entirety of the
transaction, and any combination of tax consequences that are expected to result from any
component steps of the transaction, must not be based on any unreasonable or unrealistic
factual assumptions, and must take into account all relevant aspects of Federal tax law,

including the statute and legislative history, treaties, authoritative administrative guidance,

197 Temp. Regs. § 301.6111-2T(b)(5)(i). Clarification is needed that in the context of the
Listing Regulations the determination could be made by the specific person whom the IRS
is asserting had aresponsibility to keep the list.

1% Temp. Regs. § 301.6111-2T(b)(5)(i).
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and judicial decisions that establish principles of genera application (e.g., Gregory v.
Helvering, 293 U.S. 465 (1935)).” 1%

The meaning of this exception is extremely important both as a policy matter and as
apractical matter. It isthe only exception available to atransaction that “lacks economic
substance” under the Registration and Listing Regulations. Thisexceptionisalso likely to
bethe primary filter in the Disclosure Regulations for transactions that would not be entered
into on the sametermswithout the tax savingsand are not supported by a“long-standing and
generaly accepted” understanding -- in other words, transactionsthat arewell-supported but
somewhat novel. Itisextremely important that the meaning of thisexception be clear so that
the focus of the inquiry can be on the complicated question of whether the taxpayer (or
organizer or promoter) reasonably determined that the appropriate standard was met, rather
than on what the appropriate standard is. The benchmark should be set so as to filter out
unusual or novel transactionsthat are not likely to be abusive. Werecognize, of course, that
there is no idea formulation and that whatever solution is adopted will inevitably be
underinclusive or overinclusive or both.

Since the Regulations were released, there has been a great deal of discussion asto
what specific percentage or level of assuranceisnecessary to meet the " no reasonable basis’
test: isit 90%? 80%? 70%? Or, using the terminology that has, until now, been used in
opinion practice, isit a“will opinion”? A “clean will” or a“reasoned will”? Isit a“strong
should”? Or what about a “reasoned should” ?

In considering this question, it is useful to review the “levels’ of authority that are
used inthe Code and regulations currently. The Joint Committee on Taxation’ sDescription
and Analysis of Present-Law Rules and Recent Proposals Relating to Corporate Tax

Shelters, issued on November 10, 1999, laid out the following categories and percentages:

19 Temp. Regs. § 301.6111-2T(b)(5)(i).
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(1) substantial authority means at least a 40% likelihood of success if challenged,;

(2) aredlistic possibility of being sustained on its merits means a 33.3% or greater
likelihood of successif challenged;

(3) areasonable basi s (the Section 6662 standard) meansa20% or greater likelihood
of successif challenged; and

(4) a position is not frivolous if there is a 5 to 10% likelihood of success if
challenged;

Similarly, the existing penalty regulations provide that:

(1) more likely than not means a greater than 50% likelihood of success;2

(2) substantial authority is less stringent than more likely than not but is more than
reasonable basis; it means that the weight of authorities supporting the treatment is
substantial in relation to weight of authorities supporting contrary treatment;2¥ and there
may be substantial authority for more than one position;22 and

(3) reasonable basis is “a relatively high standard of tax reporting, that is,
significantly higher than not frivolous or not patently improper”. The reasonable basis
standard is not satisfied by a return position that is merely arguable or that is merely a
colorable claim. If a return position is reasonably based on one or more of the types of
authorities set forth in Treas. Regs. 8§ 1.6662-4(d)(3)(iii)(taking into account the relevance
and persuasiveness of the authorities, and subsequent developments), the return will
generally satisfy the reasonable basis standard even though it may not satisfy the substantial
authority standard as defined in Treas. Regs. § 1.6662-4(d)(2) ¥

Turning back to the New Regulations and the no reasonable basis exception. Does

the“reasonablebasis’ in “noreasonablebasis’ havethe samemeaning as*” reasonablebasi s’

19 See Regs. 88 1.6662-4(d)(2) and 1.6662-4(g)(4)(1)(A).
1 Regs. § 1.6662-4(d).

12 Regs. § 1.6662-4(d)(3)(i).

13 Regs. § 1.6662-3(b)(3).
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has in Section 66627 In other words, if the IRS has less than a 20% likelihood of success,
does it have “no reasonable basis’ to challenge the taxpayer’s treatment? If the answer is
yes, then thiswould appear to mean that thisexceptionis satisfied if the taxpayer reasonably
determinesthat it has a greater than 80% likelihood of success. Although this position has
some arithmetic logic behind it, it is not clear from the Regulations that this was what was
intended.

Whilemany of our membersbelievethat the bar should be set higher than 80%, other
membersfee that the Regulationsare so broadly drafted that they will pick up many ordinary
course non-abusive transactions and that therefore the exceptions must be easier to satisfy
in order to avoid disclosure and list-keeping overload (or the flip-side, noncompliance). In
addition, while some membersfeel that it isimportant that the Regulations state the standard
in percentage terms, others feel that using a percentage is not helpful since measuring the
strength of support for atax position isnot an exact science and that reducing the likelihood
of success to an exact number isinherently impossible or meaningless.

Whether or not a specific percentage is stated, we urge that the meaning of the
exception be clarified and that in doing so the standard be described in terms of the degree
of assurance that the taxpayer would need to have, rather than the level of support that the
IRS might have for achallenge. Thisistheway that the existing penalties rules are drafted
and taxpayers and practitioners have become accustomed to assessing the taxpayer’'s
likelihood of successin thisway. To view it from the other side -- the level of support for
achallenge -- introduces an entirely new way of ng the merits of atransaction and one
that we believe will result in confusion, unnecessarily increase the burdens imposed by the
Regulations on taxpayers and compromise the effectiveness of the Regulations.

b. The*Long-Standing Generally Accepted” Exception

In the context of the Disclosure Regulations, this exception appliesif (i) thetaxpayer
has participated in the transaction in the ordinary course of its businessin aform consistent

with* customary commercial practice” and (ii) thetaxpayer reasonably determinesthat there



is“along-standing and generally accepted understanding that” the expected Federal income
tax benefits from the transaction (taking into account any combination of intended tax
consequences) are allowable under the Code for substantially similar transactions Inthe
context of the Registration and Listing Regulations, the promoter makes the “reasonable
determination” and the first prong is dlightly different: the promoter must reasonably
determine that the potential participant is expected to participate in the ordinary course of
its business in aform consistent with customary commercial practice

i.  Ordinary course of business/customary commercial practice prong:

how isit to be applied in practice?

Beginning with the first prong of the exception, we believe that the Government
should clarify that where the transaction is entered into by an entity (such as a partnership,
an S corporation or a controlled foreign corporation) whose owners derive the tax savings,
the ordinary course of business test could be applied either at the entity level or, if it was
consistent with customary commercial practice for the owners to engage in this type of
transaction through such an entity, at the level of its owners. For example, in the case of an
existing partnership engaged in an active trade or business, the test could be applied at the
partnership level; and, where two corporations enter into a partnership joint venture to
engage in a specific transaction, the test could be applied at the corporate partner level but
would not be met unless it was customary commercia practice to enter into such a
transaction through a partnership joint venture. We would not change the rule that all
members of a consolidated group are treated as a single taxpayer for purposes of the

Disclosure Regulations® Thus, if an affiliated group entered into the transaction through

24 Temp. Regs. § 1.6011-4T(b)(3)(ii)(B).
¥ Temp. Regs. § 301.6111-2T(b)(4).

1% See Temp. Regs. § 1.6011-4T(f). We see no reason why this rule should not also apply
for purposesof thisprong of thelong-standing generally accepted under the Registration and
Listing Regulations.
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a special purpose corporation, the ordinary course test would be applied based upon the
activities of the affiliated group as awhole.

Our second concern with the ordinary course/customary commercial practicetestis
how it can be applied in the context of the Registration and Listing Regulations where
transactions offered to different taxpayers are aggregated. Under the Registration
Regulations, all “transactions involving similar business assets and similar plans or
arrangements that are offered to corporate taxpayers by the same person or related persons”
are aggregated and treated as part of asingle tax shelter.2X” Under the Listing Regulations,
“interests in substantially similar tax shelter transaction that are sold to different persons
generally are to be treated as interests in the same tax shelter” X¢ |f the same or similar
transaction is entered into by more than one participant and for some participants the
transactionisinthe ordinary course of businessand for othersitisnot, it isnot clear how the
aggregation rules operate. We believe that the Regulations should specify that any
transaction offered to or entered into by a specific participant will not be subject to the
Regulations (and thus will not be aggregated with other transactions) unless the former
transaction itself meetsthe definition of a“tax shelter” -- in other words, after applying the
exceptions to the specific participant involved.

This issue is of particular concern since individual investors are required to be
included ontheinvestorslists. Inthisregard, we believethe Regulations should clarify what
ordinary course of business means for an individual who is not engaging in the transaction
as part of a trade or business. Specifically, if the transaction is part of an individual’s
investment activities, how does the ordinary course of business test apply? If this
reguirement can never be met for aninvestment transaction, thentheonly exception available
for transactions entered into by individuals (or entities that engaged solely in investment

activities) isthe no reasonable basis exception. Asapolicy matter, it isnot clear to uswhy

17 Temp. Regs. §8 301.6111-2T(e)(2)(i) and 301.6111-1T Q& A-22.
1% Temp. Regs. § 301.6112-1T A-18.
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an investment transaction entered into in customary commercial form by an individual
taxpayer or an investment entity should not be eligible for the long-standing and generally
accepted exception. In any event, these matters should be clarified.

ii. Replace” long-standing” with“ clearly contemplated by current law”

With respect to the second prong, we are troubled by the ambiguity inherent in the
term “long-standing”. How many years or months must have passed since the transaction
was first used or since the tax treatment became “generally accepted”? And how can a
taxpayer or organizer determine when general acceptance first occurred?

Reliance on this concept also means that the exception will not apply to tax results
that are clearly contemplated by recently enacted provisions of the Code or the Treasury
Regulations. For example, the legidative history of Section 1259 is widely viewed as
evidencing the legidators’ intent that certain transactions (such as collars with a band in
excess of 15%) not result in constructive sales under Section 1259. Thus, it was clearly
contemplated by Congress that such transactions would not be recast as constructive sales.
We believe that the Regulations will be more effective if they incorporate an exception that
applies where the tax treatment is clearly contemplated by current law, even if that law is
relatively new.2

Therefore, we recommend that the second prong bere-worded to (i) deletethe phrase
“long-standing and” and (ii) insert at the end “or the expected tax treatment is clearly
contemplated by current law”. For this purpose, current law would include the Code,
legidlative history to the Code (including the Joint Committee on Taxation's Genera
Explanations), the Treasury Regulations, preamblesto Treasury Regulations, tax treatiesand
explanations of tax treaties prepared by Congress, Congressional committees and the Joint

Committee.

19 We believe that the no reasonable basis exception will not necessary apply to certain
caseswheretheresultsare clearly contemplated by thelegislative history but arenot set forth
explicitly in the Code.
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iii. Clarify the difference between the “long standing and generally
accepted” standard and the “ no reasonable basis’ standard

Finally, wethink that the Regulations should clarify, perhaps by way of example, the

difference between thelong-standing and generally accepted exception and theno reasonable

basis exception -- specifically, what kind of a transaction could meet the former exception

but not the latter? Our understanding is that a transaction that fits within the long-standing

and generally accepted exception could be one that the IRS would have a reasonable basis

to chalenge. In other words, along-standing generally accepted transaction isatransaction

that no one expectsthe IRSto challenge, but that, in the case of certain transactionsthat fall

within the exception, the IRS might have areasonable basis for mounting such a challenge.
c. The*" Substantially the Same Terms’ Exception

i. Isthisintended to apply to aggressive tax positions with respect to
transactions that would be entered into without the additional tax
benefits?

This exception (which is used only in the Disclosure Regulations) appliesif (i) the
taxpayer has participated in the transaction in the ordinary course of itsbusinessin aform
consistent with customary commercial practice, and (ii) the taxpayer reasonably determines
that it would have participated in the same transaction on substantially the same terms
irrespective of the expected Federal income tax benefits2® We interpret this exception to
apply to atransaction that the taxpayer would have entered into regardless, but as to which
the taxpayer takes a somewhat aggressive return position. Whether or not thisis accurate,

we believe clarification would be helpful.

29 Temp. Regs. § 1.6011-4T(b)(3)(ii)(A).
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ii. Example 2 should be revised to be morerealistic

Example 2 of the Disclosure Regulations, which illustrates this exception, would be
more instructive if it were made more redistic. In the example, after D, a domestic
corporation, has completed construction of an office building to beusedin D’sbusiness, Y,
apromoter, offersD aset of programsto maximize D’ sdepreciation deductionswith respect
to the building and related furniture and fixtures. At least two of the six factors are present
because D pays a $150,000 fee and agrees to conditions of confidentiality. The example
concludes that the substantially the same terms exception applies because D reasonably
determines that it would have constructed and owned the building in the same manner
irrespective of the enhanced depreciation.22

We believe that the holding of the example would not be compromised and the
example would be far more helpful to taxpayers if the facts were altered such that (i) Y
approached D before D had entered into abinding obligation to buy the land or construct the
building and (ii) D would have bought land and constructed a building regardless of the
enhanced depreciation, but did take the potential tax benefitsinto account in deciding onthe
amount it would pay for theland and the construction. The examplewould also be enhanced
if thebuilding contractor introduced the enhanced depreci ation schemeto thetaxpayer during
the course of negotiations over the price of the construction and was compensated indirectly
for the idea through the overall terms of the construction contract.

d. Identification in Published Guidance

This exception applies if the transaction has been identified in published guidance

as being excepted from the disclosure requirements.22?

i. Taxpayers should be permitted to request issuance of “ published
guidance”

12V Temp, Regs. § 1.6011-4T (b)(5) Example 2.
122 Temp. Regs. 88 1.6011-4T (b)(3)(ii)(D) and 301.6111-2T(b)(5)(ii).
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Taxpayers should be permitted to file requests for transactions to be so identified.
Theformat and process applicableto requestsfor privateletter rulings could be used for this
purpose. We believethiswould makeit easier for the IRS to provide guidance on abroader
range of transactions on an efficient basis and thus improve the effectiveness of the
regulations.

il. Published guidance should identify specific tax benefits not to be
taken into account in determining if a transaction is a tax shelter

We suggest that the Regulations or published guidance provide an exception for
specified tax benefits. This type of safe harbor is currently provided in Treas. Regs. 8
1.6662-4(g)(2)(ii) for purposesof defining aSection 6662(d) “tax shelter”. Theseregulations
list benefitsthat when claimed in amanner consistent with the statute and the Congressional
purpose will not in and of themselves establish a principal purpose of evading or avoiding
Federal incometax.22 We think the same list should beincluded in New Regulations and
broadened to include: the regulated investment company, real estate investment trust, real
estate mortgage investment conduit and financial asset securitizationtrust provisionsandthe
tax-free reorganization, spin-off and like-kind exchange provisions.

D. TheRegistration and Listing Regulations: Comments on the Definition of

“Tax Shelters’ Subject to Registration and Listing

Asnoted above, both the Registration and Listing Regulations apply to atransaction

“asignificant purpose of the structure of whichistheavoidanceor evasion of Federal income

tax”.22¥ A transaction meets this test if it is a listed transaction or if it fals within the

129 Regs. § 1.6662-4(g)(2)(ii). See also Regs. § 1.701-2.

124 Temp. Regs. 88 301.6111-2T(a)(2)(i) and 301.6112-1T A-4(a). In the case of the
Registration Regulations, the avoidance or evasion of Federal incometax must befor adirect
or indirect corporate participant and the confidentiality and $100,000 in fees to promoters
factors must also be met. The August revisions clarified that the Listing Regulations apply
without regard to whether the taxpayer involved is a corporation.
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Registration Regulations definition of a transaction that “lacks economic substance” or is
an “other tax structured transaction”.

1. Transactions*Lacking Economic Substance”

A transaction “lacks economic substance” if either

(1) “the present value of the participant’s reasonably expected pre-tax profit (after
taking into account foreign taxes as expenses and transaction costs) from the transaction is
insignificant relativeto the present value of the participant’ sexpected net Federal incometax
savings from the transaction” &' or

(2) if the substance of the transaction is a borrowing or acquisition of financial
capital by a participant, the present value of the Federal income tax deductions of the
taxpayer towhomtheloanor financial capital isprovided“ significantly exceeds’ the present
value of the pre-tax return of the person providing the loan or financial capital 22

Thisisessentially the sameasthetest usedinthe Administration’ sproposal to codify
the economic substance doctrine, included in its Budget Proposal for the Fiscal Y ear 2001.
As we discussed in our recent Report on the Proposal to Codify the Economic Substance
Doctrine, we have serious concerns about a test that compares expected tax savings to
expected pre-tax profit. Aswediscussed in our Economic Substance Report, we believethat
the appropriate guidepost for distinguishing transactionsthat have no purpose other than tax
avoidance from transactions that have valid non-tax motives (in addition to adesireto gain
abeneficial tax result) isto compare the expected tax benefitsto the potential pre-tax profit.

Nevertheless, in our view the issues raised in this respect in that Report are less of
a concern in the context of an administrative rule such as this, that merely mandates
disclosure, asopposed to asubstantive disallowancerul e, aswasthe subject of the Economic

Substance Report. For example, we recognize that in the context of the Registration and

125 Temp. Regs. § 301.6111-2T(b)(3)(i)
29 Temp. Regs. § 301.6111-2T(b)(3)(ii).
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Listing Regulationsthe definition isbeing used to identify transactionsthat the Government
may have an interest in learning more about, rather than being used as the basis for denying
the tax benefits claimed. We recognize that, in order to cast the net wide enough, the
Regulationswill inevitably incorporate teststhat will draw in non-abusive transactions, and,
that it is hoped that many of the non-abusive transactions are filtered out by the exceptions.
Y et, as discussed above, the exceptions are narrow and ambiguous and taxpayers may be
apprehensive about relying upon them. Thus, while we make specific recommendations
below as to how this test can be clarified and made more workable, we believe that it will
be important for the IRS to monitor how this test is functioning in the field and whether it
isresulting in investor lists being maintained for transactions that the Government has no
interest in reviewing.

More specifically, there are a number of ambiguous terms used in thistest. Firgt,
what degree of likelihood is necessary to establish that a specific amount of profit is
“reasonably expected”? What if there are three alternative scenarios, each dependent upon
factors that the parties cannot control and each estimated to be equally likely to occur? Of
course, this gets back to our first point and highlights one of the benefits of a test that
incorporates “reasonably possible’ profit rather than reasonably expected profit. If the
“reasonably expected” formulaisretained, the Regul ations should explain what that means.

The next ambiguous concept in the test isthe term “insignificant”. Whilethere are
some transactions where everyone will agree that the pre-tax profit isinsignificant relative
to the tax savings -- e.g., $1 of pre-tax profit and $100 of tax savings -- our concern iswith
the transactions where it will not be clear. Isthe pre-tax profit significant if it equals the
expected tax savings? If yes, then what if the pre-tax profit is 50% of the expected tax
savings? 50% is generally considered a significant percentage, so what if it is 20%?
Throughout the Code and the Regulations, 20% is used to specify a significant percentage,
soit probably isnot an insignificant percentage. So, what about 10%? 10% isasufficiently
significant investment to make a shareholder a“U.S. shareholder” of a controlled foreign

corporation and to qualify for indirect foreign tax credits under Section 902. Of course, as
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apolicy matter, none of these examples necessarily have any relevanceto theinquiry inthis
case. But, the point isthat without specific guidance taxpayerswill beforced to turn to such
analogiestointerpret theword “insignificant”. Similarly, we also request guidance asto the
meaning of “significantly exceeds’, used in the second prong of the test.

The Registration Regulations provide an example of atransaction lacking economic
substance. Inthe example, Promoter entersinto apartnership (“PRS’) with aforeign entity
not subject to U.S. tax (“FC”). FC contributes cash to PRS in exchange for a 99% interest.
PRS purchases personal property, leases the property and then sells the rights to the lease
payments in exchange for cash. The income is allocated 99% to FC and 1% to Promoter.
Shortly thereafter, aU.S. corporation (“ X”) buys FC' s99% interest. (The example does not
indicate what happens to the cash, but presumably it is distributed to FC prior to the sale or
to X immediately after the sale.) The depreciation deductions on the leased property are
allocated 99% to X and 1% to Promoter.

Theexample concludesthat the transaction “lacks economic substance” because X’ s
reasonably expected pre-tax profit is insignificant relative to the present value of X’'s
expected net Federal income tax savings from the transaction.22 The example appearsto be
incompl ete because there are no facts given to support any estimate of X’ s expected pre-tax
profit and how it comparesto X’s expected net Federal income tax benefits. The example
would be more instructive if this information were given and the numbers were not so
extreme as to make the outcome obvious.

Wea so request clarification asto why the expected tax benefits are to be discounted
to present value while the expected profit isnot. While we recognize that present-valuing
the benefits would generally decrease the benefits, we believe that the rationale for this
distinction should be clarified.

With respect to the second prong of the test, we think that it is important that the

Regulations clarify that the tax deductions to be taken into account are solely those arising

27 Temp. Regs. § 301.6111-2T(b)(7) Example 1.
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with respect to the payments due to the person providing the loan or financial capital. In
other words, if ataxpayer incursaplain-vanillafixed rate coupon borrowing and investsthe
proceeds in depreciable equipment, the Federal income tax deductions that are taken into
account are only those arising from the interest expense and do not include the taxpayer’s
depreciation deductions.

2. “Other Tax-Structured Transactions’

The other type of transaction potentially subject to Registration and Listing is an
“other tax-structured transaction” which is defined as a transaction that

(2) “has been structured to produce Federal income tax benefits that constitute an
important part of the intended results’ and

(2) isreasonably expected by its promoter, or other person responsible to register it
as atax shelter, “to be presented to more than one potential participant” .2&

Depending upon what “an important part of the intended results’ means, this test
could be met by a huge number of transactions -- and likely many that the IRS or acourt is
not interested in reviewing. The other prong of the test is not likely to filter out many
transactions since most promoterstry, evenif they do not succeed, to leverage the work they
put into any transaction by interesting other taxpayers in the same or a similar transaction.
While the exceptions will presumably filter out transactions that have strong legal support,
they may not filter out enough transactions. We are concerned about not only excessive
listing, but also that a test that seems so broad may be subject to a wide variety of
interpretations (including “self-help narrowing”) as taxpayers try to make sense of it.
Therefore, we recommend that the Regulations clarify what it means for the tax benefitsto
be an important part of the intended results.

It isalso not clear how it is determined if the tax results are an important part of the

intended results. Example 2 of the Registration Regulations describes a transaction that

128 Temp. Regs. § 301.6111-2T(b)(4).
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gualifies asan “ other tax structured transaction”. Inthe example, Y, the promoter, designs
a package of financia instruments to be issued by corporations. The instruments are
intended to be treated as equity for financial accounting purposes and as debt giving rise to
interest deductionsfor Federal incometax purposes. Y expectsto market thistransaction to
more than one corporation. The example assumes that thisis not a transaction that “lacks
economic substance” and then summarily concludes that the transaction is an “other tax
structured transaction” but without any discussion of how it was determined that the
transaction “has been structured to produce Federal income tax benefits that constitute an
important part of the intended results”.

Does this mean that the test of the importance of the tax resultsis an objective (i.e.,
what the IRS thinks) test rather than a subjective test? If that was the intent, this should be
clarified inthe Regulationsand anonexclusivelist of thefactorswhich the IRSwill takeinto
account in making this determination should be included in the Regulations.

3. The Consequences under the Registration Regulations of Imposing
Confidentiality on a Noncor por ate Participant

Section 6111 and the Registration Regulations provide that the confidentiality
requirement is met if the transaction is offered under conditions of confidentiality to “any
potential participant”. Now that the Listing Regulations have been expanded to apply to
transactions marketed solely to individuals (or other non-corporate taxpayers) aswell asto
individuals and corporations, the question has been raised as to whether the confidentiality
feature could be triggered for a “confidential corporate tax shelter” if the transaction is
offered to corporations without any confidentiality restrictions but is offered to individuals
with confidentiality restrictions. We believe that the intent of this requirement was that the
transaction be offered to acor poration under confidentiality conditions and request that this
be clarified in the Registration Regulations.

E. Technical CommentsontheForm and Contentsof theDisclosur e Statement
and the Document Retention Requirement: The Required Form and
Contents of the Disclosur e Statement Should Be Clarified
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Under the Disclosure Regulations, the corporate taxpayer that has participated
directly or indirectly in the reportable transaction must attach the required disclosure
statement to its Federal income tax return for each taxable year for which the taxpayer’s
Federal incometax liability isaffected by its participation in thetransaction.2 In addition,
for the first taxable year the disclosure is included with the return, a copy of the disclosure
must be sent to the IRS in Washington, DC, at the same time as the return is filed 2 A
separate disclosure statement is required for each reportable transaction. Y

The disclosure statement must include the following:

(1) the name by which the transaction is known or commonly referred to by the
taxpayer, and if there is none, a short-hand designation to distinguish this transaction from
other transactions in which taxpayer may have participated or may participate;

(2) a statement indicating whether, to the best knowledge of the taxpayer, the
transaction has been registered as a tax shelter, and, if so, the number assigned to the tax
shelter;

(3) a“brief description of the principal elements of the transaction that give to the
expected tax benefits’;

(4) a“brief description of the expected tax benefits of the transaction (e.g., loss
deductions, interest deductions, rental deductions, foreign tax credits, etc.)”;

(5) identification of each taxable year (including prior taxable years) for which the
transaction is “expected to have the effect of reducing the taxpayer’s Federal income tax
liability” and an estimate of the amount of the expected reduction for “each such taxable

year”; and

129 Temp. Regs. §§ 1.6011-4T(a) and (d)(1).
13V Temp. Regs. § 1.6011-4T(a).
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(6) thenamesand addressesof “ any partiesthat promoted, solicited, or recommended
thetaxpayer’ s participation in the transaction and who had afinancial interest, including the
receipt of fees, in the taxpayer’s decision to participate” 222

First, wethink that it should be clarified that the “tax benefits’ referred toin (3) and
(4) above(i.e., Temp. Treas. Regs. 88 1.6011-4T(c)(1)(iii) and (iv)) are” U.S.Federal income
tax benefits’. Second, we think that the reference in (5) above (i.e., Temp. Treas. Regs. 8
1.6011-4T(c)(1)(v)) to prior taxable years in which a Federal income tax reduction is
expected should beclarified. Isthisintendedtorefer only to prior yearsin which areduction
is expected as aresult of a carryback from the current year or future years, or isit intended
to refer to al prior years in which the taxpayer realized a savings that has not been
disallowed. Doesitinclude prior yearsfor which adisclosure statement wasfiled? Doesit
include prior years for which the statute of limitations has closed?

With respect to the requirement in (6) above (i.e., Temp. Treas. Regs. § 1.6011-
AT(c)(1)(vi)), clarification is needed of theterms* promoted, solicited, or recommended the
taxpayer’s participation” .23 We suggest this phrase have the same meaning as it does for
purposes of the $100,000 fee factor (discussed above). We also suggest that the second
prong of the test, that the person have a financia interest in the taxpayer’s decision to
participate, be satisfied only if the taxpayer knew or had reason to know that such party had
afinancial interest in the taxpayer’s decision to participate.

Finaly, wethink that it should be clarified that while disclosure on one page would
be preferable,2? theinability to get all information required on asingle pagewill not in and
of itsbe taken into account asindicating bad faith or failure to comply with the Regul ations.

F. Comments Relating to Who May be Responsible for Registering a Tax
Shelter and/or Maintaining an Investor List

132 Temp. Regs. § 1.6011-4T(c)(1).
139 Temp. Regs. § 1.6011-4T(c)(1)(vi).
139 See Temp. Regs. § 1.6011-4T(c)(1).
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1. Clarification asto Which PersonsAreResponsiblefor Registration and
List Maintenance

The August revisions to the Registration and Listing Regulations substantially
modified and clarified the rules as to which persons are potentially responsible for
registration and list maintenance. We were pleased to see these changes but believe that
certain matters remain unclear.

Asdiscussed above, the obligationsto register atax shelter and maintain an investor
list may beimposed upon the personsthat participate in the “organization”, * management”
or “sale” of thetax shelter. If these “persons’ are entities, do the registration and listing
requirements apply to the individual employees of those entities who participated in these
activities as employees? In the context of the Registration Regulations, the obligation to
register issatisfied if any personregistersthe shelter. If theemployer determinesregistration
isnot required, must an employee make an independent judgment (presumably by hiring its
own tax advisor) and independently register the shelter if the employee determines that
registration is required? It seems inappropriate to impose this obligation on an individual
whose only involvement is as an employee and representative of an organization that isthe
actual party involved.

The consequencesunder the Listing Regulationsarealittledifferent. Theobligation
appliesto each person that participatesin the“organization” and “ management” (within the
meaning of the Registration Regulations) unlessthat person entersinto awritten agreement
with adesignated list-keeper; and aperson may not qualify asadesignated list-keeper unless
that person is an organizer and is not a resident of and does not maintain a principal place
of businessin aforeign country. Doesthis meanthat aU.S. corporation that is an organizer
needsto enter into awritten agreement with each employeeinvolved inthetax shelter? And,
that wherethe organizer isanon-U.S. person, each employee must either maintain hisor her
own list or, if thereisaU.S. organizer willing to be the designated list-keeper, enter into a
written agreement with that U.S. organizer? Surely, this cannot have been theintent and we
request that this be clarified.
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The August revisions clarified that in determining who has participated in the
“organization”, “management” or “sale” of the tax shelter, the definitions of these terms
included in the pre-existing Regulations under Section 6111 are to apply -- specifically,
Temp. Treas. Regs. §301.6111-1T Q& A-26 through Q& A-33. Weunderstand that themain
purpose of this clarification was to resolve the confusion over whether lawyers and other
outside advisorswho played norolein the design and marketing of ashelter would be subject
to these rules ssmply because they had advised participants as to the legal or accounting
consequences of the transaction or facilitated the transaction by drafting, reviewing or
negotiating documents, filing documentswith regulators and obtaining regulatory consents,
creating entities, drafting organizational documents, issuing legal or accounting opinions or
undertaking other similar activities. Thus, the revisions provided that, among other things,
Temp. Treas. Regs. 8 301.6111-1T A-30 wasto apply for this purpose. A-30 providesthat
a person will not be considered to participate in the organization or management of a tax
shelter unless the person

(@) is a“principal organizer” (i.e., the person principally responsible for
organizing the tax shelter), (b) is related (within the meaning of Section
168(e)(4)) to or employed by thetax shelter or aprincipal organizer or hasan
interest (other than as a creditor) in the shelter or (c) participates in the
entrepreneurial risksor benefitsof thetax shelter (by receiving compensation
contingent on any matter relating to the tax shelter or in the form of any
interest in the tax shelter) 2

As an example, A-30 provides that a law firm that is paid a flat hourly rate for
preparing documents necessary to register the offering of securitiesin the tax shelter would

not be considered to have participated in the organization of the shelter. 2

1% Temp. Regs. § 301.6111-1T Q& A-30.

139 Temp. Regs. §301.6111-1T A-33 also providesthat aperson performing support services
or ministerial functions (such astyping, photocopying or printing) will not be considered as
having participated in the organization, management or sale.
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Whilewe appreciate the clarification added by the August revisions, we believe that
some confusionremains. Specifically, doesthisexclusionfor outsidelegal or other advisors
include advisors who use so-called “value billing”. Value billing is a common method of
billing for legal work that computesthetotal bill for services by taking into account not only
the number of hours worked at an “hourly rate” but then adjusts the result up or down to
reflect such factors as the overal quality of the representation, the degree of difficulty
involved in the legal work, the time demands and any extreme inconveniences imposed by
the transaction schedule and the overall success of the transaction for the client. We believe
that firmsthat use value billing use that billing method for all of their legal work and that it
has come to be accepted as more appropriate and fair to the client and the lawyers than
straight hourly billing. We believe that A-30 was intended to exclude lawyers and other
advisors who do not have an ongoing stake in the success of the tax shelter and that the use
of value billing by lawyers does not amount to having an ongoing stake in the tax shelter.
Thus, we request that the Regulations clarify that a law firm that uses value billing of the
typewe describe iseligiblefor the A-30 exception provided it is not otherwise described in
A-30.

In addition, clause (b) of A-30 refersto any person who is “employed” by the tax
shelter or aprincipal organizer. Thelaw firm exampleillustrates that a person who is hired
as an independent contractor (as opposed to an individual that is acommon law employee)
isnot “employed” by the shelter or the principa organizer for this purpose, but that should
be clarified.

2. Participants Should Not Have the Burden of Registering a
Transaction If an Organizer or Promoter Has a “ Related” U.S.
Person onto Which That Burden Could Instead Be I mposed

We also believe that the Registration Regulations interpretation of the Section
6111(d)(3) registration obligation imposed on a potential participant that discusses the
transaction is broader than the statute intended and that the registration obligation should be
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imposed on aU.S. person that isrelated to the promoter before it isimposed on a potential
participant.2/

Specifically, Section 6111(d)(3) providesthat personsthat discuss participation may
be obligated to register atransaction only if no “tax shelter promoter” isaU.S. person. The
statute defines atax shelter promoter asincluding not only the persons active in the shelter,
but also all personsrelated to such persons within the meaning of Section 267 or 707. Thus,
the statute seemsto usto contemplate imposing the obligation on participants and potential
participantsonly if the promotersand all their related persons are foreign persons (although,
it must be noted that, the statute does not impose an affirmative obligation on any related
person to do the registration).

The Regulations, on the other hand, provide that (i) a person must presume that all
promoters are foreign persons unless the person either discusses participation with a
promoter that isaU.S. person or obtainsand reasonably reliesupon awritten statement from
one of the promotersthat at |east one of the promotersisaU.S. person,2¥ and (ii) any person
that is promoter solely by reason of being related under Section 267 or 707 to a foreign
promoter will be treated as aforeign promoter.22?’ Thus, under the Regulationsif aforeign
subsidiary of aU.S. entity isthe only promoter that has contact with apotential participant,
the participant would be responsible for registration, even if it decides not to participate
(unlessit satisfiesthe written notice-within 90 days requirement) 22 In addition, evenif the
potential participant has contact with the U.S. parent entity, unless the U.S. parent is itself
“promoting” the shelter, the U.S. parent will be automatically treated as a foreign person
under the rule (set forth above) that all persons treated as promoters solely by being related

to aforeign promoter will be treated as foreign promoters.

17 Temp. Regs. § 301. 6111-2T(g)(2).

13 Temp. Regs. § 301.6111-2T(g)(2)(iii).

13 Temp. Regs. § 301.6111-2T (g)(2)(vi)(B).
149 Temp. Regs. § 301.6111-2T(g)(2)(vi)(B).
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This seemsto us an unfair alocation of the registration burden. We believe that if
any participant reasonably believesthat apromoter isaU.S. person or if any related person
to a promoter is a U.S. person (or the potential participant reasonably believes that is the
case), the potential participant should not have any registration obligation.

We aso believe that the Treasury has authority under existing law to impose a
registration obligationon U.S. personsthat are“related” to foreign promotersof tax shelters.
Section 6111(f)(4) authorizes the Secretary to prescribe regulations which provide “such
rules as may be necessary or appropriate to carry out the purposes of this section in the case
of foreign tax shelters’. Theterm “foreign tax shelter” is not defined and we believe that it
could be interpreted by the Treasury to include shelters promoted by foreign persons. We
believe that such regulations would be appropriate in carrying out the purposes of Section
6111 by imposing theregistration and rel ated obligationson personsthat havethe best access
to information about the shelter and the participants.

Wenotethat the August revisionslimited thelist maintenancerequirement to persons
that participate in the organization or management of the tax shelter directly, whereas the
February version of the Regulations had al so imposed the obligation on rel ated persons. Our
suggestion is not inconsistent with that change because that change merely eliminated a
duplicativerequirement, whereas our suggestionimposesthe burden onthemost appropriate
party.

3. Presumption that $100,000in Feesto Promoters Requirement I's
Met Should Not Apply in Imposing Registration Obligation on
Participants

Under the Registration Regulations, ¥ for purposes of the

$100,000-i n—fees—to—promoterstest, theamount of fees paid to the promotersisdetermined

asfollows:

14 A's discussed above, we request clarification as to whether these rules or some variation
of them appliesin determining if the $100,000 fee indicium of the Disclosure Regulations
IS met.
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(1) all the facts and circumstances relating to the transaction are considered;?

(2) al consideration the promoters may receive is taken into account including
contingent fees, feesin the form of equity interest and fees the promoters may receive for
other transactions, but which the facts and circumstances indicate are consideration for
promoting thistax shelter;2¥¥

(3) al substantially similar transactions are considered part of the same tax shelter
and the fees from all of them are aggregated; 2%

(4) the promoters include each person that participates in the organization,
management or sale of the shelter (excluding persons that did solely ministerial work such
as copying or printing);%® and

(5) it will be presumed that the tax shelter promoters will receive fees in excess of
$100,000 unlessthe person responsible for registering the tax shelter can show otherwise. 2%

We assume that the presumption referred to initem (5) aboveisincluded in order to
deal with situationswherethefeesareembedded in other consideration paid to the promoters
or itisdifficult for the IRSto obtain theinformation and evidence necessary to establish that
thefee test ismet. Thus, the presumption isintended to impose the burden of proof on the
parties that have the best access to the information. Nevertheless, we believe that the
presumption is likely in practice to function as an irrebuttable presumption. While we
guestion whether this is consistent with Section 6111, we believe that the balance of the
equities weighs in favor of the presumption, provided, however, that it not be applied in
imposing registration obligation on a participant or potential participant (under Section
6111(d)(3)). Instead, the $100,000 test should be met in the case of a potential participant

142 Temp. Regs. § 301. 6112-1T(d).

12 d.

2 d.

149 Temp. Regs. § 301.6111-2T(f).
148 Temp. Regs. § 301.6111-2T(g)(2)(vi)(A).
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only if the potential participant knows or has reason to know that the $100,000 limit will
likely be met.

If the same guidelines are used for determining if the $100,000 limit ismet under the
Disclosure Regulations,22” we believe that it is extremely important that this revision also
apply for that purpose.

In addition, whilethefirst four rules are set forth in Temp. Treas. Regs. § 301.6111-
2T(f), the presumption appears in an entirely different section of the regulations entitled
“Person required to register.” %€ Wethink the presumption should be moved to Temp. Treas.
Regs. § 301.6111-2T(f).

4, Clarify Transactions For Which a Designated List-Keeper May
Be Used

Finally, we request clarification of the scope of transactions for which a designated
list-keeper may be used. The Listing Regulations provide that a designated list-keeper may
not be used unless the tax shelter is registered or is described in Temp. Treas. Regs. 8§
301.6112-1T Q&A-4. A-4 refers to al other types of tax shelters for which listing is
required.X® Thus, while the intended effect seemsto be to exclude only shelterswhich are
required to be but are not registered, this has created some confusion.

G. Investor Lists: What Is Their Intended Function? What Should it Be?

Neither the Listing Regulations nor the preamble thereto indicate how the investor
lists are to be used by the IRS. Will the lists be used solely to identify investorsin shelters
that the IRS hasdecided to challenge? Or will thelistsbe used to identify potentially abusive
transactions that the IRS was not previously aware of and/or to learn more about how an

identified transaction is structured, how it is supposed to work and how the tax benefits are

147 Temp. Regs. § 1.6011-4T(b)(3)(i)(C).
148 See Temp. Regs. § 301.6111-2T(g)(2)(vi)
149 Temp. Regs. § 301. 6112-1T Q&A-11



intended to be derived and supported? And how will the IRSinitiateareview of alist -- will
the IRS agent ask to see thelist for a specified transaction or will the agent ask to see all the
lists? Can the agent ask to seethelistsfor all transactions that involve foreign tax credits?
All thelistsfor transactionsthat involveinstruments categorized as debt for one purposeand
asequity for another? All theliststhat involveinvestmentsover aspecified dollar threshold?
Tax savings over aspecified dollar threshold? These questions raise significant policy and
procedural issues.
1. WeWould Support UsingtheListstoldentify New Transactions
Provided ThisisClarified in Published Guidance
Section 6112, which was enacted in 1984, gives the Treasury broad authority to
determine the types of transactions for which investor lists must be maintained, the
information that must be included on those lists and the manner in which the lists must be
retained. Section 6112 also providesthat the person required to maintain any such list must
make it available for inspection by the Secretary upon request. The statute does not specify
the intended role of thelists or the required form or content of any request by the Secretary
to inspect alist. The legidative history, however, makes it clear that the legislators were
concerned about the audit | ottery that permitted someinvestorsinfaulty tax schemesto avoid
detection atogether and othersto enjoy substantial deferral. Thelegidative history indicates
that the goal of the legislation was to facilitate detection of al of the investors and thereby
insure that none of the investors escaped detection and that they were all treated in the same
manner. The Committee Reportsimply that the drafters contemplated that the government
would identify the faulty transactions first and then seek the list of investors. Nevertheless,
neither the legidative history, nor the statute, indicates that the government may not usethe
listsasameansof identifying potentially abusive transactions and/or gathering detail s about
how a transaction is structured, how it is supposed to work and how the tax benefits are
intended to be derived and supported.
Although the Listing Regul ationsdo not addresstheseissuesdirectly, thedescription

of therequired contents of thelists suggeststhat thelists may serve many different functions
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for the government. Under the pre-existing regulations, the contents of the list were limited
to theinformation necessary to identify theinvestors. The Listing Regulations substantially
broadened the scope and amount of information and documentation that must be included
in theinvestor list and treat, all “substantially similar tax shelter transactions’ that are sold
to different personsasasingletax shelter for listing purposes.2? In additionto policy issues,
thisexpansion of the contentsof thelistsrai sessignificant procedural and complianceissues.

Under the pre-existing regulations, alist maintained by an organizer wasrequired to
include:

(1) thename, theregi stration number and thetaxpayer identification number (“TIN"),
if any, of the shelter,

(2) the name, address and TIN of each purchaser of an interest in the tax shelter
(provided, generally, that the organizer knew or should know about the purchase), and
number of unitsin the shelter acquired by each and the date on which acquired, and

(3) the name and address of each agent of the organizer that negotiates the transfer
of an interest in the shelter. Y

As revised, each list now must also include®?:

(4) the name, addressand TIN of “any indirect corporate participant in the shelter if
known to the organizer or seller” ¥

(5) the amount of money invested in the shelter by each purchaser,

(6) “adetailed description of the tax shelter that describes both the structure of the
tax shelter and the intended tax benefits for participantsin the tax shelter”,

15 Temp. Regs. § 301.6112-1T Q&A-18.
15 Temp. Regs. § 301.6112-1T Q&A -17 and 18.
132 Temp. Regs. § 301.6112-1T A-17(a)(3)-(9).

359 This requirement does not apply to a transaction that is subject to listing as a result of
meeting the numerical tax shelter tests of Section 6111(c).
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(7) “a summary or schedule of the tax benefits that each person is intended or
expected to derive from participation in the tax shelter, if known by the organizer or seller”,

(8) “copies of any additional written materials, including tax analyses or opinions,
relating to the tax shelter that have been given to any potential participantsin the tax shelter
or to any representatives, tax advisors, or agents of such potential participants by the
organizer or by any other person who has participated in the offering of the tax shelter”, and

(9) identification of each other tax shelter, if any, that the organizer has offered that
has not been treated as part of the same tax shelter, “but that utilizesasimilar structureor is
intended to produce similar benefits’ ¥

Thelist of contentsstrongly suggeststhat the government contemplatesusing thelists
toidentify new transactionsthat it might find abusive and to learn more about how identified
transactions operate and what the promoters and their advisors think are the strengths and
weaknesses of the underlying tax analysis. We have considered whether using the listsin
this manner isimproper in light of the legidative history of Sections 6111 and 6112. In
particular, we have considered whether this imposes the equivalent of a registration
obligation on transactions that do have the confidentiality required by Section 6111.

While we believe that using the lists in this manner does goes beyond what the
legidlators contemplated, we do not believethat it isimproper. Wenotethat the statute gives
the Secretary broad discretion over substantially all aspects of the listing requirement. We
also recognize and share the Government’ s concern regarding the recent proliferation of the
tax shelter problem, driven by the increasing sophistication of the promoters, the
complications and innumerable variations in the designs of these schemes and the large
dollar amountsinvolved. Given these considerations, we believethat it isnot inappropriate
for the government to use theliststo find out about new transactions or to learn more about

identified transactions. We do believe, however, that the government should address these

159 This additional requirement isincluded in A-18; it should be moved to A-17 where the
remainder of thelist is set forth.
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matters either in the Regulations themselves or in written guidance, such as a Revenue
Procedure.
2. TheNew Definition of “ Acquiringan Interest” inaTax Shelter: Persons
That Do Not Consummate the Transaction Should Not Be Included
among Those That “Directly or Indirectly” Pay the Organizer

The Listing Regulations also revise the meaning of “acquiring an interest” (and
“selling an interest”) in a tax shelter. Under the pre-existing Regulations the list was
required to include “all personswho acquire an interest in the tax shelter”, and “ an interest”
in atax shelter was defined as “any right to participate in the tax shelter by reason of (a) a
partnership interest, a shareholder interest, or abeneficial interest in atrust, (b) any interest
in property (including aleasehold interest), or (c) the entry into aleasing arrangement or a
consulting, management, or other agreement for the performance of services’ .2 Thus, a
person acquired an interest by investing in an entity or in property or by participating in a
transaction of some kind.

TheListing Regulations providethat aperson will be considered to have acquired an
interest in a tax shelter if the person “has directly or indirectly paid consideration to an
organizer or seller for the right to participate in atax shelter, for services necessary to the
organization or structure of such tax shelter, or for informationthat isintegral to participation
in such tax shelter” ¥ This revision is not discussed in the Preamble, but appears to be
aimed at adapting the Regulations to a world in which promoters of tax shelters are not
offering potential participants the opportunity to invest in a specific arrangement, but are
instead selling ideas: ways of structuring transactionsto maximizethetax benefitsand ways
of modifying existing structures or investments to generate increased tax benefits. We
support these revisions but believe that some clarification is required to insure that the new

language does not inadvertently encompass persons that never consummeate the tax shelter

Y Temp. Regs. § 301.6112-1T Q& A-7 and Q& A-8.
1% Temp. Regs. § 301.6112-1T Q& A-7.
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transaction. Specifically, we are concerned that any person that pays afeeto an advisor for
advice regarding a potential “tax shelter” transaction could be considered, under the New
Regulations, to have acquired in an interest in the tax shelter by reason of having “paid
consideration ... for information that is integral to participation in such tax shelter”.
Similarly, a person might pay a promoter for services necessary to organize a tax shelter
transaction and then abandon the transaction beforeitisconsummated. We believethat such
persons should not be included on the list of investors and that persons that provide such
advice or services should be entitled to rely on their reasonable belief regarding which
potential participants have actually consummated the transaction. Accordingly, we suggest
that there be added to the end of the new sentence * unless the organizer or seller reasonably
believes that the person has not actually participated in the tax shelter”.

3. The Required Contents of the Investor Lists May Pose Unnecessary

Burdens and Should Be Clarified in a Revenue Procedure
While we recognize the value of using the lists to gather information regarding the
details of the tax schemes involved, we believe that the Listing Regulations impose
significant burdens on list-keepers and that these burdens could be lessened without
significantly compromising the effectiveness of the lists to the Government.

Under the Listing Regulations, each person responsiblefor maintaining the list must
prepare a“ detailed description” describing both the structure and the intended tax benefits
for participants and a summary or schedule of the tax benefits that each participant is
intended or expected to derive, if known.2” Thiswill be time consuming and will clearly
requirereview by thetax and non-tax lawyersinvolved for accuracy. Inaddition, list-keepers
will berequired to make asignificant number of judgement calls, including how much detail
needs to be included, how much background and explanation of the structure and the tax
analysisisrequired, and what other transactions qualify as substantially similar tax shelters

or atransaction utilizing asimilar structure or intended to produce similar tax benefits.

57 Temp. Regs. 88 301.6112-1T Q& A-17(a)(7) and (8).
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Relatedly, in the absence of additional guidance, list-keepers will have no way of
knowing if the format of these written descriptions, the manner in which their lists are
maintained, catalogued and indexed and other aspects of their list-keeping practices are
acceptable to the Government.

We suggest that the Government i ssue a Revenue Procedure addressing these i ssues.
The Revenue Procedure could provide that the description of the structure and tax benefits
need not be any more detailed than is necessary for afull and complete understanding of the
structure and intended tax benefits; that alist-keeper could use one tax benefits schedule to
cover severa participantsif the tax benefitsto each are substantially the same and that lists
should be indexed by the name given to the shelter, if any, and the date first entered into by
aparticipant. TheRevenue Procedure should al so addressthe appropriate proceduresfor IRS
agents and taxpayersto follow in the event the IRS requests to review thelists; how the IRS
will make its request to review a given list (by name? by type of tax benefits? by amount
involved?) whether the list-keeper must produce the specific lists requested or may instead
simply lead the IRS agent to a room where the lists are kept; whether list-keepers will be
required to provide copies of materialsto the IRS or only on-site access.

4, Clarify How Are Penalties to Be Calculated in Light of the
Expanded Contentsfor the I nvestor List?

The penaltiesfor failureto maintain thelist areincluded in Section 6708 which, like
Section 6112, was not amended in 1997. Under Section 6708, “any person who failsto meet
any requirement imposed by section 6112 shall pay a penalty of $50 for each person with
respect towhom thereissuch afailure”, unlessthefailureisdueto reasonabl e cause and not
willful neglect. The maximum penalty for any calendar year is $100,000. Now that the
contents of the list have been expanded beyond simply identifying purchasers, to include
descriptions of the transactions, prepared written materials, memoranda and opinions and
information regarding other similar and not-so-similar transactions, how will these
requirements be enforced and how will these penalties be applied? This should be clarified
in Regulations under Section 6708 or in the Revenue Procedure requested above.
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H. Technical Comments on Requests for Private Rulings on Registration

and Listing Requirement and “ Protective Registrations’

The Registration Regulationsand the Listing Regulations providethat if atax shelter
promoter or other person that would be responsible for registration or list maintenance is
uncertain as to whether a transaction must be registered or an investor list must be
maintained, the person may (i) submit arequest, on or before the date registration would be
required, for an IRS ruling as to whether the transaction is required to be registered; and if
the request fully discloses al relevant facts relating to the transaction, the registration
requirement will be suspended while the request is pending; or (ii) the person may register
thetransactionin accordancewith the Regul ations, and append astatement to theregistration
form indicating that the person is uncertain whether registration is required and isfiling the
form on a*“ protective basis’ 2%

1. A Request for a Private Ruling Should Not Be Required to
Include Disclosure of the Other Parties Involved in the
Organization or Sale of the Transaction or the Potential
Participants

Although we have doubts as to whether taxpayers will file requests for rulings or
make protective registrations, we recognize that these alternatives are intended to promote
compliance and believe that this goa could be furthered if the requirements and

consequences of these alternatives were spelled out more clearly.
We think it should be stated specifically that a ruling request would not need to
include (and the IRS would not be entitled to request as a condition to issuing the ruling)
identification of any person involved in promoting, organizing, managing or operating the

transaction or any taxpayers to whom the transaction has been or may be offered or sold

¥ Temp. Regs. § 301.6111-2T(b)(6).
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(other than the person filing the ruling request).2? We believe thisis crucial to making the
ruling request aviable alternative.

We also think it should be clarified that any person that might have the registration
obligation is entitled to file the ruling request, even if the person may not have the primary
or secondary obligation. We also think that the regulations should specify how the other
aspects of the registration regulations are to be complied with if the IRS determines that
registration is required after interests in the transaction have been sold. For example, how
the person that filed the request can satisfy its obligation to convey the registration number
to participants and how participants can satisfy their obligations to include the number on
their returns.

2. The Meaning and Effect of a “Protective Registration” Should
be Clarified

With respect to the protective filing, it is not clear to us how this differs from a
regular filing— doesthefiler still haveto providetheregistration number to all participants?
Are participants permitted to note on their returnsthat the filing was protective? Isthe only
advantage that the person that is registering the shelter is not admitting that it thinks
registration is required? |sthere any reason why every registration could not be filed with
adesignation that it is being filed on a protective basis?

l. Effective Date of August Revisions Should be Clarified

1. Effective Date of Revisions to the Definition of “Conditions of
Confidentiality” asUsed in the Disclosur e Regulations

The Registration Regulations provide that the revisions apply to interests in tax
sheltersoffered after August 11, 2000, but that apromoter may rely on the revised definition
for interests offered after February 28, 2000. There is no specific guidance as to when the

new definition takeseffect for purposesof the Disclosure Regul ations, whichincorporatethe

9 Temp. Regs. § 301.6111-2T(b)(6) required full disclosure of all relevant facts and
information.
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definition by reference. Presumably, the intent was that the revised definition applies to
transactions entered into after August 11, 2000, but could be relied upon at the taxpayer’s

election for transactions entered into after February 28, 2000. This should be clarified.
2. Transactions Subject to Disclosure by CorporationsFiling

Returns Under Sections 594, 801 or 831

As initialy issued, the Disclosure Regulations applied only to corporations filing
returns under Section 11 and did not apply to any transaction (other than a “listed
transaction”) entered into prior to February 28, 2000. When the August revisions expanded
thedisclosurerequirement to apply to corporationsfiling returnsunder Sections594, 801 and
831, they did not give these corporation the analogous “grandfathering” of pre-existing

transactions. This appears to have been unintentional and should be clarified.
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