February 14, 2001

Mr. Russ Sullivan

Chief Tax Counsdl

Senate Finance Committee
United States Senate

203 Hart Office Building
Washington, DC 20510

Revised Corporate Tax Shelter Discussion Dr aft

Dear Mr. Sullivan:

We appreciate the opportunity to comment on the bipartisan revised staff
discussion draft of proposed tax shelter legidation that was released on October 5,
2000 by the Senate Finance Committee mgority and minority saffs (the “ Draft”).
Thisletter is presented on behdf of the Section of Taxation. It has not been gpproved
by the House of Delegates or the Board of Governors of the American Bar
Association and, accordingly, should not be construed as representing the policy of
the Association.

We compliment both staffs on the Draft and believe that it represents both a
subgtantia improvement to the prior draft released by the staffs on May 24, 2000 and
aggnificant contribution to the ongoing process of crafting appropriate legidation to
halt abusive corporate tax shelters. The Draft includes a number of provisons and
revisons that we suggested in our prior comment letter dated June 22, 2000 and a
number of provisons that we previoudy have advocated or supported in testimony
before the Senate Finance and House Ways & Means Committeesand in
correspondence. This letter does not repeat those prior recommendations and
supportive comments. We particularly welcome the incluson in the Draft of a
separate pendty for failure to comply with the disclosure requirements under section
6011 of the Internal Revenue Code of 1986, as amended (the “Code’). We dso
gpplaud the dimination of the complex pendty structure that gppeared in the prior
draft. The requirement of a process for approving the assertion of pendtiesis smilarly



welcome. Theremainder of thisletter provides our comments on provisonsin the
Dréft that either are new or that differ from our prior recommendations.

l. Section 6662A: Pendty for Participation in an Abusive Tax Shdlter Device.

A. Definition of Abusve Tax Shdter Device.

We continue to support tougher pendties for corporate tax shelters. We
believe, however, that legidation implementing tougher pendties should carefully
describe the types of transactions that might be subject to such pendtiesto avoid
inadvertently penaizing transactions that are not abusive tax shelters. Section 6662A
of the Draft provides an enhanced 40% pendlty for deficiencies resulting from items
attributable to an “abusve tax shelter device” No exceptions (including the
reasonable cause exception) are available with respect to the enhanced pendlty.
Proposed section 6662A (b) defines an abusive tax shelter device as any transaction
or other arrangement which does not have amateria nontax business purpose or
economic substance. It isunclear in the Draft whether a transaction or other
arrangement must lack one or both dements to be treated as an abusive tax shelter
device.

We gpplaud the saffs decision not to limit gpplication of the tax shelter
legidation to transactions in which a“large corporation” participates and to treet
corporate and non-corporate (i.e., no large corporation participants) tax sheltersin the
same manner in proposed section 6662A. We aso gpplaud the abandonment of the
subjective “sgnificant purpose’ sandard. Although we believe thet the Draft's
definition of an abusive tax shelter device is on the right track, we recommend the
following modifications. We believe that an “abusve tax shelter device’ should be
defined asfollows:

(@D} a“liged transaction” (within the meaning of section 301.6111-
2T(b)(2) of the new corporate tax shelter regulations)' OR

2 atransaction () that lacks economic substance within the meaning of
the case law, (b) that lacks a material nontax business purpose, and (c) the
ultimate tax results of which, taking into account dl relevant facts and
circumstances, are not clearly contemplated by the applicable statutory and
regulatory provisons.

! Theinclusion of “listed transactions” in the definition of “abusive tax shelter device” makesit
critical that the Internal Revenue Service exercise care in listing transactions under section
301.6111-2T(b)(2) of the temporary Treasury regulations. We note our concern that recently
issued Notice 2001-16 is so broadly worded that it may cover some transactions that are not

properly characterized as tax shelters, let alone abusive tax shelter devices.

-2-



The third prong that has been added to the non-listed transaction portion of the
definition is derived from the partnership anti-abuse regulations. See Tress. Reg.

8 1.701-2(e)(2)(ii). The primary purpose of this prong is to assure that transactions
involving specid tax benefits that are mandated by Statute or regulation are not
inadvertently treated as abugve tax shelter devices. For example, assume that the
owner of alow-income housing project that is supposed to qudify for tax credits
under section 42 of the Code is determined on audit not to qualify for such credits
because of an inadvertent failure by the owner to satisfy one or more of the
qudification requirements under section 42> Ownership of a section 42 qudifying
housing project often lacks both economic substance and amaterial nontax business
purpose because the owner isinvesting in the project to obtain tax benefits without
any expectation of deriving a pre-tax economic profit. Nonetheless, a section 42
project that isinadvertently disqualified by its owner should not be treated as an
abusive tax shelter device because section 42 is a Statutorily mandated tax benefit.
Accordingly, we bdieve that the addition of the third prong to the definition is
necessary to prevent the treatment of such transactions as abusive tax shelter devices?

We recommend that the legidative history list specific transactions that will not
be abusive tax shelter devices under the three-prong test, such as exchange
transactions that meet the test set out in the Cottage Savings decison, partnership
redemptions that use property rather than cash, like-kind exchanges thet are part of a
sde of an assat, ceartain types of leveraged leases, checking the box, substituting debt
for equity, transferring insurance operations to a subsdiary, and tax credit transactions
under sections 29 and 42. We als0 suggest that the legidative history State that the
economic substance prong will not be met by the presence of economic attributes that
are de minimis when compared to expected tax benefits.

Findly, we recommend that the legidative history state that the “economic
substance” prong is based on the case law asit evolves. We believe that the scope of
the enhanced pendty should be limited to “listed transactions’ and other transactions
that would be invaidated under the case law in order to reduce uncertainty both for
taxpayers and the Internd Revenue Service (the “ Servicg’) in determining whether a
particular transaction should be subject to the enhanced pendty. We believe that
there are numerous legitimate business transactions (such as those described in the
preceding paragraph) that potentialy could be treated as abusive tax shelter devices

2 The requirements for qualifying for tax credits under section 42 are numerous and complex.
See, e.q, |.R.C. § 42(d)(2)(B)(ii), (6)(a), (€)(3), (9). Itiseasy to visualize a scenario under which an
owner could inadvertently fail to comply with one or more of those requirements.

% Although we prefer the three-prong approach, we believe that, at aminimum, the definition
should be revised to clarify that an abusive tax shelter device means atransaction that lacksboth
economic substance and a material nontax business purpose.
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under the current Draft. Maximizing the certainty of pendty application isimportant
both in achieving the desired leve of deterrence with respect to abusive transactions
and in avoiding any adverse impact on legitimate tax planning.

B. Minimum Tax Reduction Thresholds.

As stated above, we gpplaud the staffs decision not to limit application of the
tax shdlter legidation to transactions in which a“large corporation” participates.
However, we continue to believe that the threshold for gpplication of the enhanced
pendty should be based on the dollar Sze of the tax benefits produced by the
transaction. Specificaly, we believe that there should be minimum tax reduction
thresholds for the gpplication of the enhanced pendty in the case of an abusive tax
shelter device that meets our proposed three-prong test set forth above, asfollows:

Individua taxpayers: $100,000 tax liability reduction in one year or
$200,000 over multiple years.

Corporate taxpayers. $250,000 tax liahility reduction in one year or
$500,000 over multiple years.

The staffs could ook to the new corporate tax shelter disclosure regulations (Temp.
Treas. Reg. 8§ 1.6011-4T(b)(4)) for guidance. We do not, however, believe that
minimum tax reduction thresholds are necessary in the case of abusve tax shelter
devicesthat are “listed transactions.” In that case, we support the automatic
application of the enhanced pendlty.

C. Amount of Pendty and Waver Thereof.

We agpplaud the dimination of the complex penalty structure that gppeared in
the prior draft. However, we continue to believe that a 40% penalty istoo large, and
that a 20% pendlty, with a higher degree of certainty of application, would be more
appropriate. Aswe have stated in prior correspondence, in our experience,
draconian pendties are administered incons stently by the Service, because their very
Size leads to Stuationsin which their gpplication seems ingppropriate. In addition, the
proposa of an enhanced pendty for abusive tax shelter devicesislikely to provide an
independent source both of adversaria tenson in the audit and of litigation. We dso
continue to believe that the rules relating to the gpplication of the reasonable cause
pendty, if consstently and stringently applied, provide good parameters for
determining whether a pendty should gpply in a particular case. If the pendty on
undergtatements relating to abusive tax shelter devices were gpplied at aleve of 20%
and our other comments relating to proposed section 6662A (i.e., revisng the
definition of abusve tax shdter device and adding minimum tax reduction thresholds)
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were incorporated into the find legidation, we could support the eimination of the
reasonable cause exception in connection with the enhanced pendty on abusive tax
shelter devices.

Il. Section 6662: Substantia Understatements of Participantsin Tax Shdlters
other than Abusive Tax Shdter Devices.

The Draft replaces the “reasonable cause’ exception to the existing 20%
subgtantial understatement pendty in Code section 6662 with a new “reasonable
belief” exception that effectively adds a disclosure requirement to the reasonable cause
exception. Specificdly, the new “reasonable belief” exception dlows taxpayersto
reduce or avoid the 20% pendty if (1) there was subgtantial authority for the item, (2)
the taxpayer discloses relevant facts about the item on his return, and (3) the taxpayer
reasonably believed that the tax treatment claimed by the taxpayer was more likely
than not to prevail. Reasonable belief may be based on the opinion of an independent
tax advisor, but may not be based on the opinion of atax advisor who has afinancid
interest in the transaction or otherwise has a conflict of interest or lack of
independence or on atax opinion that is based on unreasonable facts, assumptions, or
representations. We agree with the replacement of the reasonable cause exception
with the reasonable belief exception and with the restrictions on reliance on certain tax
advisors and opinions, as long as a statutory change is made to clarify that a taxpayer
can rely on the opinion of atax advisor engaged in tax planning for a non-contingent
hourly fee where the tax advisor has no entrepreneurid stake in the transaction.

Proposed section 6662(d)(2)(C)(ii) eiminates the threshold of arequired
minimum amount of an undergatement relaing to atax shelter item before the 20%
pendty goplies. We bdieve that the diminaion of arequired minimum amount will
force taxpayers to obtain tax opinions on inggnificant tax return items. To avoid that
result, we suggest that the Draft be amended to add back the requirement of a
required minimum amount for an understatement to be treated as a substantia
understatement to which the 20% pendlty applies.

Proposed section 6662(d)(2)(C)(iii) defines a“tax shelter” as atransaction or
other arrangement a sgnificant purpose of which is tax avoidance or evasion.
Subgtantively, we believe that the appropriate test is *“the principa purpose,” rather
than “a ggnificant purpose,” because we believe that a significant purpose of many
legitimate business transactionsis tax avoidance. See Treas. Reg. 8 1.6662-
4(9)(2)(i). However, we understand thet, politicaly, Congress may be hesitant to go
back to that standard because it could appear that Congressis being “ soft” on tax
shelters.



Il. Section 6707A: Pendlty for Fallure to Indude Tax Shdter Information with
Return

As stated above, we applaud the staffs for adding a separate pendlty for
failure to comply with the disclosure requirements under Code section 6011 with
respect to areportable transaction. The amount of the pendlty is the greater of (1) 5%
(10% for alisted transaction) of any increase in tax resulting from the difference in the
taxpayer’ s trestment of items attributable to the reportable transaction and the proper
tax trestment of such items or (2) $100,000. Although we support a pendty of the
greater of 10% or $100,000 in the case of alisted transaction, we believe that alower
pendty should be imposed in the case of afailure to disclose with respect to anon-
listed transaction. We recommend that such lower pendty be the lesser of 5% or
$50,000.

The Draft provides thet the pendty for failure to disclose will not gpply if the
falure is due to reasonable cause and not to willful neglect. In our commentsto the
Service on the new disclosure regulations, we stated that disclosure of atransaction
only should be required if the Service has substantia authority for a contrary position.
We bdlieve that the proposed section 6707A pendlty for failure to disclose also should
goply only if the Service has subgtantid authority for a contrary position, because the
section 6707A pendty may beimposed in addition to the section 6662 and 6662A
understatement penaties and may apply even if the taxpayer prevails on audit.

V. Section 6701(a): Modifications of Pendties for Aiding and Abetting
Understatement of Tax Liability Involving Tax Shdtars.

The Draft increases the current aiding and abetting pendty to 50% of the
gross proceeds derived by the person aiding and abetting from the tax shelter if the
pendty involves atax shelter or abusive tax shelter device. In addition, the Draft adds
a separate pendty on any person who (1) aids or asssts in, procures, or advises with
respect to the crestion, organization, sae, implementation, management, or reporting
of atax shdlter or an abusive tax shelter device and (2) opines, advises, represents, or
otherwise indicates (directly or indirectly) that the taxpayer’ s tax treetment of items
atributable to such tax shelter or abusive tax shdter device and giving riseto an
undergtatement of tax liability would more likely than not prevall or not giveriseto a
pendty, if such opinion, advice, representation, or indication is unreasonable. We
assume that the “unreasonable’” standard in the new pendty is a negligence standard.
The Draft dso provide that, if astandard higher than “more likely than not” was used
in any such opinion, advice, representation, or indication, then the test will be gpplied
asif such standard were substituted for the more likely than not standard.

We have consstently supported extension of the aiding and abetting pendties
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to reach promoters, their advisors, and other participantsin the transaction. We
gpplaud the broadening of the aiding and abetting pendty and agree with public
disclosure of the pendties. However, we believe that the stlandard for imposing the
ading and abetting pendty should be negligence in the case of both listed and non-
listed transactions. We suggest that a darification be made in the legidative history to
find legidation.

In addition, we do not support an aiding and abetting pendty if atax advisor
givesa“should” opinion and the gppropriate level was “more likely than not.” The
difference between the two isafine line and not one on which it is gppropriate to base
pendties. We support impostion of the pendty if atax advisor givesamore likely
than not (or higher) opinion, and it was negligent to give amore likely than not opinion.
We believe that the Draft should be amended accordingly.

V. Section 6708(a): Fallureto Maintain Ligts.

The Draft increases the penaty imposed on persons who fail to maintain lists
of investors in tax shelters and abusive tax shelter devices to 50% of the gross
proceeds derived from each person with respect to whom there isafailure. The
$100,000 maximum limit on the pendity is not applicablein the case of afalureto
maintain alist of investorsin tax shelters and abusive tax shelter devices. We support
the broadening of the pendty on falure to maintain investor lists. However, we
believe that a statutory change to the investor list maintenance requirement in Code
section 6112 is necessary to clarify that atax advisor who is engaged in tax planning
for anon-contingent hourly fee and who has no entrepreneurid stake in the transaction
is not required to maintain investor ligts.

VI. Section 330(b): Regulation of Individuds Practicing before the Department of
Treasury.

The Draft authorizes the Treasury Secretary to impose a monetary pendty on
any representative described in existing Section 330(b) (31 U.S.C. 8 330) (i.e,, a
representative who is incompetent or disreputable, violates regulations prescribed
under section 330, or, with intent to defraud, willfully and knowingly mideads or
threatens the person being represented or a prospective person to be represented).
While we support the addition of monetary pendties to the punishment of suspenson
or disharment, we believe that section 330(b) monetary penalties should be limited to
tax shelter-related conduct. In addition, we believe that the section 330(b) monetary
pendlties should not be duplicative of the aiding and abetting pendty.



VII.  No Pendty on Tax-Indifferent Parties.

We previoudy have recommended and continue to believe that, if atax shelter
pendty isimposed on the taxpayer, the other parties who participate in the transaction
should have “some skin in the game” and, therefore, should be subject to separate
pendlties (and should be granted separate gppd late rights to assure them due
process). In the case of atax-indifferent party, the “pendty” for participating in an
abusive tax shdter device could take the form of smply being subject to tax on the
income dlocated to it as part of the shelter scheme. The Draft does not penalize or
cregte any disincentive to participation in an abusive tax shelter device by atax
indifferent party. We reiterate our prior recommendation that such a pendty or other
disncentive be included in tax shelter legidation.

We look forward to working with the staffs on these and any other issues
related to the Draft.

Sincerdy,

Richard M. Lipton
Chair, Section of Taxation

ccC: Mark Prater, Chief Tax Counsd, Senate Finance Committee
Lindy L. Paull, Chief of Staff, Joint Committee on Taxation



