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In February 2003,the U.S. Department of Treasury issued new regulations concerning
catan “tax shelter” disclosure and “ list maintenance” requirements. Among dher things, the
new List Maintenance Regulations require law firms, accourting firms, investment banking
firms and ahers to capture certain data, crede the “lists’ described below, and maintain the
“lists” for seven years. This article discusses Congess s and the IRS's recent efforts to curb the
use of tax shelters, and then explains the recently promulgated disclosure and List Maintenance
Regulations.

Registration and Disclosure of Participation in Tax Shelters

Abusive tax shelters are viewed by the Congess and the IRS as shemes that invalve
artificial transadions with littl e or no econamic redity or business purpose. These transadions
often make use of aggressve dl ocations of income, deductions, adjusted basis and appraisals, as
well as the use of disregarded entities, partnerships, limited liability companies, S corporations,
nonprofit entities and/or foreign entities or corporations. Abusive tax shelters commonly involve
transadions that are projected from the start to generate losses, deductions, or tax credits that are
greder that an investor’s present or future investment in the transaction. Such transadions are
sometimes marketed in terms of the ratio of tax deductions alegedly available to eat ddlar
invested. Over the years Congess has enacted a number of laws designed to halt the growth of
abusive tax shelters. These efforts have included provisions in the Internal Revenue Code
(“IRC") that require the registration d tax shelters by promoters and the disclosure to the IRS
by taxpayers of their participationin tax shelter transadions.

Generdly, the organizers of certain tax shelters must register the shelter with the IRS.
The IRS will then assgn aregistration number to the tax shelter. If ataxpayer isaparticipant in a
tax shelter, the seller (or the transferor) must provide the taxpayer with the tax shelter registration
number at the time of the sale (or transfer) or within 20 dys after the seller or transferor recaves
the registration number if that date is later. The taxpayer/investor must then dsclose its
participation in each reportable tax shelter transadion to the IRS. The taxpayer must attadh a
disclosure statement to his or her tax return for each yea that the taxpayer's tax liability is
affected by participation in the tax shelter transaction.

Tax Shelter Penalties

Substantial penalties can be imposed for investing in abusive tax shelters. In addition to
interest on any tax deficiency, the potential penalti es include the following:

Accuracy-Related Penalties. An accuracy-related penalty of 20% can be imposed for
underpayments of tax due to (1) negligence or disregard o rules or regulations, (2) substantial
understatement of tax, or (3) substantial asset valuation misdatements.



Negligence or Intentional Disregard Penalties. The penalty for negligence or
disregard of IRS rules or regulationsis imposed onthe part of a tax underpayment that is due to
negligence or the intentional disregard o IRS rules or regulations. Negligence includes any
failure to make areasonable a@tempt to comply with the provisions of the IRC.

Substantial Understatement of Tax. An understatement is considered to be
“substantial” if it is more than the greaer of (a) 10% of the tax required to be shown onthe tax
return o (b) 5,000. Two specia rules apply in the cae of a tax understatement due to a tax
shelter. One, an understatement of tax does nat include any tax due to a shelter item if the
taxpayer had substantial legal authority for the tax treament of the item and reasonably believed
that the tax treament chasen was more likely than na the proper treatment of the item. Seaond,
disclosure of the tax shelter item on a tax return daes not reduce the amourt of the
understatement and, therefore, does nat reducethe potential understatement penalty.

Asset Valuation Misstatement Penalties. Taxpayers may be liable for a 20%
penalty for substantial asst valuation misgatements. The penalty for a gross vauation
misdatement is 40%.

Failure to Pay Tax. If atax deficiency isassessed andisnot paid within 10 days of the
IRS demand for payment, a tax shelter investor can be asessed an additional penalty of up to
25%.

Civil Fraud Penalty. Findly, if an underpayment of tax is due to fraud, a penalty of
75% may be assesd bythe IRS.

Notwithstanding the risk that these penaties may be imposed on taxpayers, the
perception in Congess and the IRS is that these penalties have nat been sufficient to prevent
many corporations and individuals from participating in “ abusive tax shelter” transactions. This
perception was encouraged by a number of notable @rporate failures sich as the Enron debade,
where the oorporation participated in many tax shelter-type transadions. In resporse to the
perceived fallures, in February 2003 the Treasury Department issued the new tax shelter
disclosure and List Maintenance Regul ations.

February 2003 Requlations

The new List Maintenance Regulations build on the previous Congesgona and IRS
attempts to curb tax shelter investments. The new Regulations continue the requirements that
promoter-types register patentialy abusive tax shelters with the IRS, and that Taxpayers
involved in tax shelter transactions disclose @ertain reportable transadions to the IRS on their
annual federal income tax returns. Currently taxpayers must use IRS Form 8886 (Reportable
Transaction Disclosure Statement) to report their tax shelter investments to the IRS. The former
tax shelter regulations have, however, been substantially expanded to include accourting firms,
law firms, investment bankers and aher organizations as entities required to maintain lists of
their clients and aher personsinvalved in “ potentially abusive tax shelter” and aher reportable
transadions.



Under the new List Maintenance Regulations, any person, who (1) provides any tax
advice regarding certain transactions, and (2) is compensated above certain threshold levels
($10,000for IRS “ listed transadions;” $250,000for a transadionin which all participants are C
corporations; and $50,00Gor most other potentially abusive tax shelters) is a so-cdled “ material
advisor” and must comply with the new Regulations.

The new List Maintenance Regulations require “ list maintenance’ by materia advisors,
including law firms and accourting firms, with resped to the foll owing types of transadions:

(1) “Listed Transadions,” which are transadions that the IRS includes, from time to
time, in pubished ndices as tax shelter transadions. To date, the IRS has identified
twenty five discrete “ listed transactions,” including certain S corporatior/Employee
Stock Ownership Plan (ESOP) transactions, income and tax basis difting
transadions, passthroughentity stradd e transactions, tiered partnership transadions,
contingent liability transadions, and a number of transadions between U.S. taxpayers
and foreign entiti es or persons;

(2) “Confidential Transadions,” which are transadions that are subject to certain
nondsclosure requirements and limit ations;

(3) Transadions with contractual protection, which are transadions where aportion o
the taxpayer’ s fees paid to promoters and advisors will be refunded if the anticipated
tax benefits from participating in the transadion are not obtained by the taxpayer;

(4) Certain “ losstransactions’ under IRC Sedion 165

(5) Transadions with significant ($10Milli on+) booktax differences; and

(6) Certain tax credit based transactions with brief asset holding periods (typicdly, 45
daysor less.

If atransadion daes not fall into ore of these cdegories, the new Regulations do nd
require dther disclosure of the transadion to the IRS or list maintenance by the “ material
advisor.”

If, however, a“list” must be aeded and maintained by a material advisor because the
transadion falls within ore of the &owve cdegories of tax shelter transadions, the list must
contain the following information and documents:

» Thename and IRSregistration number, if any, for each tax shelter transaction;

» Thetaxpayer identification number (* TIN” ), if any, for each transaction;

= Thename, address and TIN number of each person onthe li t;

=  The number of units or ownership interest acquired by each person onthe li t;
» Thedate eab interest was aqquired;
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= The anourtsinvested by each person onthelist;
= A description d each transadion;
= A summary of the anticipated tax consequences to each person onthelist;

= Copiesof tax opnions and aher written materials relating to the transadion that have
been delivered or shown to pdential or adual investors in the transaction; and

= The name of the person from whom the interest was acquired.

Oncecreated, each “ list” must be maintained bythe material advisor for seven yeas and,
importantly, is subjed to periodic inspedion(s) by the IRS. Effedively, the new List
Maintenance Regulations dhift to materia advisors the burden of creating and maintaining
information and dacuments on taxpayers, including the dients of law firms and accourting
firms, in order that the IRS can audit and monitor taxpayer compliance with the tax shelter
disclosure rules. Similar to the penalties imposed on mrticipants in tax shelter transadions,
significant penalties are impased onmateria advisorsin the event that the advisors fail to create
and maintain accurate tax shelter “ lists” andrelated documents.

While nat yet enacted into law, President Bush's fiscal year 2004 budegt includes
additional “ proposals ... to combat abusive tax avoidance transadions.” If enaded, the
President’s proposals would impose uponmateria advisors, including law firms and accourting
firms, the aditional obligationto file “ information returns” with the IRS regarding their clients
(and aher parties) participation in reportable tax shelter transadions. The President’s propasals
also substantially increase the penalties applicable to material advisors in connedion with a
material advisor’s fail ure to create or maintain acarate investor lists. In addition, the President’s
proposals would impase new penalties on material advisors for their failure to file the required
information returns with the IRS ($50,000 pnalty for most reportable transadions;, and a
$200,000 penalty for “ listed transadions’ ).

In conclusion, the new List Maintenance Regulations and the President’s 2004 tax shelter
budget proposals are intended by the President, Congessand the IRS to placethe burden onlaw
firms and accourting firms (and aher advisors) to oversee their clients compliance with the
IRC's tax shelter disclosure rules. We believe that these developments are aa unwelcome
intrusion into the professona relationships between taxpayers and their attorneys and
acourtants.
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