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INTRODUCTION

H.R. 5095, the “ American Competitiveness Act of 2002,” was introduced by Chairman
William Thomas of the House Committee on Ways and Means on July 11, 2002. This
document,* prepared by the staff of the Joint Committee on Taxation, provides a description of
present law and the provisions of the bill. The bill contains four titles - Title | (Provisions
Relating to Tax Shelters), Title Il (Provisions to Reduce Tax Avoidance Through Corporate
Earnings Stripping and Expatriation), Title 111 (Simplification of Rules Relating to the Taxation
of United States Businesses Operating Abroad), and Title IV (Other Provisions).

! This document may be cited as follows: Joint Committee on Taxation, Technical

Explanation of H.R. 5095 (the “ American Competitiveness Act of 2002" ) (JCX-78-02), July 19,
2002.



. PROPOSALS RELATING TO TAX SHELTERS
A. Taxpayer-Related Proposals
1. Clarification of the economic substance doctrine
Present L aw
In general

The Internal Revenue Code (“Code”) provides specific rules regarding the computation
of taxable income, including the amount, timing, source, and character of items of income, gain,
loss and deduction. These rules are designed to provide for the computation of taxable incomein
amanner that provides for a degree of specificity to both taxpayers and the government.
Taxpayers generally may plan their transactionsin reliance on these rules to determine the
federal income tax consequences arising from the transactions.

In addition to the statutory provisions, courts have developed severa doctrines that can
be applied to deny the tax benefits of tax motivated transactions, notwithstanding that the
transaction may satisfy the literal requirements of a specific tax provision. The common-law
doctrines are not entirely distinguishable, and their application to a given set of factsis often
blurred by the courts and the IRS. Although these doctrines serve an important role in the
administration of the tax system, invocation of these doctrines can be seen as at odds with an
objective, “rule-based” system of taxation. Nonetheless, courts have applied the doctrines to
deny tax benefits arising from certain transactions.?

A common-law doctrine applied with increasing frequency is the “economic substance”
doctrine. In general, this doctrine denies tax benefits in transactions that do not result in a
meaningful change to the taxpayer’ s economic position other than a purported reduction in
federal income tax.’

Economic substance doctrine

Courts generally will deny claimed tax benefitsif the transaction that gives rise to those
benefits lacks economic substance independent of tax considerations -- notwithstanding that the
purported activity actually occurred. The Tax Court has described the doctrine as follows:

2 See, e.g., ACM Partnership v. Commissioner, 157 F.3d 231 (3d Cir. 1998), aff'g 73
T.C.M. (CCH) 2189 (1997), cert. denied 526 U.S. 1017 (1999).

% Closely related doctrines also applied by the courts (sometimes interchangeable with
the economic substance doctrine) include the so-called “ sham transaction doctrine” and the
“business purpose doctrine”. See, e.g., Knetschv. U.S,, 364 U.S. 361 (1960) (denying interest
deductions on a*“sham transaction” whaose only purpose was to create the deductions).



Thetax law . . . requires that the intended transactions have economic substance
separate and distinct from economic benefit achieved solely by tax reduction.
The doctrine of economic substance becomes applicable, and ajudicial remedy is
warranted, where ataxpayer seeksto claim tax benefits, unintended by Congress,
by means of transactions that serve no economic purpose other than tax savings.*

A court decision often credited for laying the foundation of the economic substance
doctrine is the Second Circuit decision in Gregory v. Helvering.> In Gregory, atransitory
subsidiary was established to effectuate, utilizing the corporate reorganization provisions of the
Code, atax advantaged distribution from a corporation to its shareholder of appreciated
corporate securities that the corporation (and its shareholder) intended to sell. Although the Tax
Court found that the transaction satisfied the literal definition of atax-free reorganization, the
Second Circuit held (and the Supreme Court affirmed) that satisfying the literal definition was
not enough:

The purpose of the [reorganization] section is plain enough; men engaged in
enterprises--industrial, commercial, financial, or any other--might wish to
consolidate, or divide, to add to, or subtract from, their holdings. . .But the
underlying presupposition is plain that the readjustment shall be undertaken for
reasons germane to the conduct of the venture in hand, not as an ephemeral
incident, egregious to its prosecution. To dodge the shareholder’ s taxes is not one
of the transactions contemplated as corporate “reorganizations.” °

Business purpose doctrine

Another common law doctrine that overlays and is often considered together with (if not
part and parcel of) the economic substance doctrine is the business purpose doctrine. The
business purpose test is a subjective inquiry into the motives of the taxpayer -- that is, whether
the taxpayer intended the transaction to serve some useful non-tax purpose. In making this
determination, some courts have bifurcated a transaction in which independent activities with
non-tax objectives have been combined with an unrelated item having only tax-avoidance
objectives in order to disallow the tax benefits of the overall transaction.”

4 ACM, 73 T.C.M. at 2215.

® 69 F.2d 809 (2™ Cir. 1934), aff'd 293 U.S. 465 (1935). The Gregory decision aso is
cited as the seminal case for the substance over form and business purpose doctrines. Seee.g.,

Department of Treasury, The Problem of Corporate Tax Shelters: Discussion, Analysis and
Legidative Proposals, at 47, 55 (July 1999).

® Gregory, 69 F.2d at 811.

" ACM, 157 F.3d at 256 n.48.



Application by the courts

Elements of the doctrine

Thereisalack of uniformity regarding the proper application of the economic substance
doctrine. Some courts apply a conjunctive test that requires that a taxpayer establish the
presence of both economic substance (i.e., the objective component) and business purpose (i.e.,
the subjective component) in order for the transaction to sustain court scrutiny.® A narrower
approach used by some courts is to invoke the economic substance doctrine only after a
determination that the transaction lacks both a business purpose and economic substance (i.e., the
existence of either a business purpose or economic substance would be sufficient to respect the
transaction).® A third approach regards economic substance and business purpose as “simply
more precise factorsto consider” in determining whether a transaction has any practical
economic effects other than the creation of tax benefits."® And at least one circuit has not
directly addressed the elements of the doctrine.

Profit potential

Thereasoisalack of uniformity regarding the necessity and level of profit potential
necessary to establish economic substance. Since the time of Gregory, severa courts have

8 See, eg., Pasternak v. Commissioner, 990 F.2d 893, 898 (6™ Cir. 1993) (“The
threshold question is whether the transaction has economic substance. If the answer isyes, the
guestion becomes whether the taxpayer was motivated by profit to participate in the
transaction.”)

° See, e.g., Rice's Toyota World v. Commissioner, 752 F.2d 89, 91-92 (4™ Cir. 1985)
(“To treat atransaction as a sham, the court must find that the taxpayer was motivated by no
business purposes other than obtaining tax benefits in entering the transaction, and, second, that
the transaction has no economic substance because no reasonable possibility of a profit exists.”);
IESIndustriesv. U.S, 253 F.3d 350, 358 (8" Cir. 2001) (“In determining whether a transaction
isasham for tax purposes [under the Eighth Circuit test], atransaction will be characterized as a
sham if it is not motivated by any economic purpose out of tax considerations (the business
purpose test), and if it is without economic substance because no real potential for profit exists”
(the economic substance test).”) As noted earlier, the economic substance doctrine and the sham
transaction doctrine are similar and sometimes are applied interchangeably. For a more detailed
discussion of the sham transaction doctrine, see, e.g., Joint Committee on Taxation, Study of
Present-Law Penalty and Interest Provisions as Required by Section 3801 of the Internal
Revenue Service Restructuring and Reform Act of 1998 (including Provisions Relating to
Corporate Tax Shelters) (JCS-3-99) at 182.

10 See eg., ACM, 157 F.3d at 247; James v. Commissioner, 899 F.2d 905, 908 (10" Cir.
1995); Sacks v. Commissioner, 69 F.3d 982, 985 (9" Cir. 1995) (“Instead, the consideration of
business purpose and economic substance are ssmply more precise factors to consider . . ..\We
have repeatedly and carefully noted that this formulation cannot be used as a ‘rigid two-step
analysis.’”)



denied tax benefits on the grounds that the subject transactions lacked profit potential.™ In
addition, some courts have applied the economic substance doctrine to disallow tax benefitsin
transactions in which ataxpayer was exposed to risk and the transaction had a profit potential,
but the court concluded that the economic risks and profit potential were insignificant when
compared to the tax benefits.> Under this analysis, the taxpayer’s profit potential must be more
than nominal. Conversely, other courts view the application of the economic substance doctrine
as requiring an objective determination of whether a*“reasonable possibility of profit” from the
transaction existed apart from the tax benefits.*® In these cases, in assessing whether a
reasonable possibility of profit exists, it is sufficient if thereisanomina amount of pre-tax profit
as measured against expected net tax benefits.

Description of Proposal

In general

The proposa would clarify, and in certain situations, enhance the application of the
economic substance doctrine. The proposal would provide that a transaction has economic
substance (and thus satisfies the economic substance doctrine) only if the taxpayer establishes
that (1) the transaction changes in a meaningful way (apart from Federal income tax
consequences) the taxpayer’ s economic position, and (2) the taxpayer has a substantial non-tax
purpose for entering into such transaction and the transaction is a reasonable means of
accomplishing such purpose.

Because administrative guidance generally is more comprehensive and more flexible than
statutory rules in responding to tax avoidance arrangements, the proposal would not include
specific definitions regarding the components that comprise the two-prong economic substance
test. Rather, it isintended that the Treasury Department would further define the economic
substance doctrine to adequately respond to the various factual circumstances and changing

! See, eg., Knetsch, 364 U.S. at 361; Goldstein v. Commissioner, 364 F.2d 734 (2d Cir.
1966) (holding that an unprofitable, leveraged acquisition of Treasury bills, and accompanying
prepaid interest deduction, lacked economic substance); Ginsburg v. Commissioner, 35 T.C.M.
(CCH) 860 (1976) (holding that aleveraged cattle-breeding program lacked economic
substance).

12 See e.g., Goldstein, 364 F.2d at 739-40 (disallowing deduction even though taxpayer
had a possibility of small gain or loss by owning Treasury bills); Sheldon v. Commissioner, 94
T.C. 738, 768 (1990) (stating, “potential for gain . . . isinfinitesimally nominal and vastly
insignificant when considered in comparison with the claimed deductions”).

3 See eg., Rice's Toyota World, 752 F.2d at 94 (the economic substance inquiry
requires an objective determination of whether areasonable possibility of profit from the
transaction existed apart from tax benefits); Compaq Computer Corp., 277 F.3d at 781 (applied
the same test, citing Rice’ s Toyota World); IESIndustries, 253 F.3d at 354 (the application of the
obj ective economic substance test involves determining whether there was a “reasonable
possibility of profit . . . apart from tax benefits.”).



landscape in which application of the doctrine would be appropriate. In thisregard, itis
expected that the Treasury Department would provide such guidance (and the courts would
interpret the doctrine) in a manner that is consistent with the intent of the legisation (as
described below).

Conjunctive analysis

The proposa would clarify that the economic substance doctrine requires a conjunctive
analysis -- there must be an objective inquiry regarding the effects of the transaction on the
taxpayer’ s economic position, as well as a subjective inquiry regarding the taxpayer’s motives
for engaging in the transaction. The transaction must satisfy both tests -- i.e., it must changein a
meaningful way (apart from Federal income tax consequences) the taxpayer’ s economic position,
and the taxpayer must have a substantial non-tax purpose for entering into such transaction (and
the transaction is a reasonable means of accomplishing such purpose) -- in order to satisfy the
economic substance requirement. This clarification would thus eliminate the disparity that exists
among the courts regarding the application of the doctrine, and would modify its application in
those circuits in which either a change in economic position or a non-tax business purpose
(without having both) is sufficient to satisfy the economic substance doctrine

Definitions

The proposa would not provide specific definitions regarding what constitutes a“change
in ameaningful way” or “substantial non-tax purpose.” Defining these termsin the Code could
prove problematic, be an inadequate deterrent, and could hinder valid business transactions,
because a codified definition likely could not properly address the variety of circumstancesin
which the economic substance doctrine should be applied. For example, requiring a pre-tax
profit test as part of an economic substance analysis could raise concerns with respect to certain
customary leveraged lease transactions, financing arrangements in general, and transactions
where the tax benefits are both intended by Congress and significant, but the transaction itself is
expected to yield little (if any) profit. For this reason, the proposal would grant the Treasury
Department the authority to further define these termsto carry out the purposes of the proposal.

Nevertheless, it isintended that the Treasury Department would issue guidance that
further refines the economic substance doctrine, and that courts would take into account
Congressional intent in applying the doctrine. For example, it isintended that a“reasonable
possibility of profit,” when interpreted to mean aminimal amount of profit, would not be
sufficient to establish that a transaction has economic substance.™® And while the proposal

4 Cf., e.g., Boca Investerings Partnership v. U.S, 167 F. Supp. 2d 298, 376-77 (D.D.C.
2001) (in determining whether the transaction in question should be respected under the
economic substance doctrine, the test in the D.C. Circuit requires atransaction to be respected
under the doctrine unless it lacks both a valid non-tax business purpose and a reasonable
possibility of profit). For examples of other courts that have used this approach, see note 10,
supra.

1> See note 14, supra, for examples of courts that have applied a “ reasonable possibility
of profit” test. See also, Martin McMahon Jr., Economic Substance, Purposive Activity, and



would not codify atest that focuses on the expected pre-tax profit from atransaction, there may
be circumstances in which such atest would be an appropriate measure in determining whether a
taxpayer’ s position has changed in a meaningful way. Inthese situations, it isintended that such
atest would require that the present value of the expected pre-tax profit be substantial in relation
to the present value of the expected net tax benefits.

The proposa would provide that a taxpayer’ s non-tax purpose for entering into a
transaction (the second prong in the analysis under the proposal) must be “ substantial,” and that
the transaction must be “areasonable means’ of accomplishing such purpose. A single, statutory
definition of what is“substantial” or what constitutes “a reasonable means’ could not adequately
address the various situations in which the purported business purpose of the transaction may be
examined under the economic substance analysis. However, by requiring a substantial non-tax
purposg, it isintended that more than a mere showing that a transaction was not motivated solely
by tax considerations would be needed to satisfy this standard. Rather, the non-tax purpose for
the transaction would have to bear a reasonable relationship to the taxpayer’ s normal business
operations or investment activities.’® For example, an objective of achieving afavorable
accounting treatment for financial reporting purposes generally should not be treated as having a
substantial non-tax purpose.’ Furthermore, atransaction’® that is expected to increase financial
accounting income as aresult of generating tax deductions or losses without a corresponding
financial accounting charge (i.e., a permanent book-tax difference)'® would not be considered to

Corporate Tax Shelters, 94 Tax Notes 1017, 1021 (Feb. 25, 2002) (“ The peppercorn of pretax
profit theory of the Courts of Appealsin [the IES and Compaq] cases |oses sight of the reason
why the guardian judicial doctrines are necessary in the first place.”).

16 See, Martin McMahon Jr., Economic Substance, Purposive Activity, and Corporate
Tax Shelters, 94 Tax Notes 1017, 1023 (Feb. 25, 2002) (advocates “ confining the most rigorous
application of business purpose, economic substance, and purposive activity tests to transactions
outside the ordinary course of the taxpayer’ s business -- those transactions that do not appear to
contribute to any business activity or objective that the taxpayer may have had apart from tax
planning but are merely loss generators.”); Mark P. Gergen, The Common Knowledge of Tax
Abuse, 54 SMU L. Rev. 131, 140 (Winter 2001) (“The message is that you can pick up tax gold
if you find it in the street while going about your business, but you cannot go hunting for it.”).

7 However, if the tax benefits are clearly contemplated and expected by the language
and purpose of the relevant authority, such tax benefits should not be disallowed solely because
the transaction results in a favorable accounting treatment. The repealed foreign sales
corporation rules would be an example of such atransaction.

8 Thiswould include any enabling steps of the overall transaction.

19 This would include tax deductions or losses that are anticipated to be recognized in a
period subsequent to the period the financial accounting benefit is recognized. For example,
FAS 109 in some cases permits the recognition of financial accounting benefits prior to the
period in which the tax benefits are recognized for income tax purposes.



have a substantial non-tax purpose unless a substantial non-tax purpose exists apart from the
financial accounting benefits.

By codifying the requirement that a transaction be a“reasonable means’ of
accomplishing such purpose, the proposal is intended to broaden the ability of the courts to
bifurcate a transaction in which independent activities with non-tax objectives have been
combined with an unrelated item having only tax-avoidance objectivesin order to disalow the
tax benefits of the overall transaction.

The proposa would direct the Treasury Department to prescribe such regulations as may
be appropriate to carry out the purposes of the provision, including regulations on the application
of the rulesto transactions involving tax-indifferent parties. It isintended that any such guidance
would include special rules applicable to transactions (1) in which similar economic results could
be achieved without the involvement of the tax-indifferent party (except for the tax benefitsto
the tax-sensitive party (or parties) involved in the transaction), (2) which involve an allocation of
income or gain to the tax-indifferent party in excess of the tax-indifferent party’ s economic
income, or (3) which result in abasis adjustment or shifting of basis on account of overstating
the income or gain of the tax-indifferent party.

No inference isintended as to the proper application of the economic substance doctrine
under present law. In addition, except with respect to the economic substance doctrine, the
proposal shall not be construed as altering or supplanting any other common law doctrine
(including the sham transaction doctrine), and this proposal shall be construed as being in
addition to any such other doctrine.

Effective Date

The proposa would apply to transactions entered into after the date of enactment.
2. Penalty for failureto disclose reportable transactions
Present L aw

Regulations under section 6011 require a taxpayer to disclose with its tax return certain
information with respect to each “reportable transaction” in which the taxpayer participates.®*

0 To assert that this financial accounting benefit is a substantial non-tax purpose fails to
consider the origin of the accounting benefit (i.e., reduction of taxes) and would significantly
diminish the purpose for having a substantial non-tax purpose requirement. See also, American
Electric Power, Inc. v. U.S, 136 F. Supp. 2d 762, 791-92 (S.D. Ohio, 2001) (*AEP sintended
use of the cash flows generated by the MBL COLI VIII planisirrelevant to the subjective prong
of the economic substance analysis. If alegitimate business purpose for the use of the tax
savings ‘were sufficient to breathe substance into a transaction whose only purpose was to
reduce taxes, [then] every sham tax-shelter device might succeed,”” citing Winn-Dixie v.
Commissioner, 113 T.C. 254, 287 (1999)).



There are two categories of reportable transactions. The first category includes any
transaction that is the same as (or substantially similar to)? atransaction that is specified by the
Treasury Department as a tax avoidance transaction whose tax benefits are subject to
disallowance under present law (referred to asa*listed transaction”). A taxpayer must disclose
any listed transaction that is expected to reduce the taxpayer’s Federal income tax liability by
more tzi;an $1 million in any single taxable year or more than $2 million in any combination of
years.

The second category of reportable transactions includes transactions that are expected to
reduce ataxpayer’s Federal income tax liability by more than $5 million in any single year or
$10 million in any combination of years and that have at |east two of the following
characteristics: (1) the taxpayer has participated in the transaction under conditions of
confidentiality; (2) the taxpayer has obtained 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; (3) the promoters of the transaction have received or are expected to receive fees or
other consideration with an aggregate value in excess of $100,000, and such fees are contingent
on the taxpayer’ s participation; (4) the transaction results in areported book/tax differencein
excess of $5 million in any taxable year; or (5) the transaction involves a person that the taxpayer
knows or has reason to know isin aFederal income tax position that differs from that of the
taxpayer (such as atax-exempt entity or foreign person), and the taxpayer knows or has reason to
know that such difference has permitted the transaction to be structured to provide the taxpayer
with amore favorable Federal income tax treatment.?*

Thereis no specific penalty for failing to disclose a reportable transaction; however, such
afailure may jeopardize the taxpayer’ s ability to claim that any income tax understatement

2l Temp. Treas. Reg. sec. 1.6011-4T; Prop. Treas. Reg. sec. 1.6011-4. Effective June 14,
2002, the regulations were modified to require non-corporate taxpayers (i.e., individuals, trusts,
partnerships, and S corporations) to disclose their participation in reportabl e transactions that
have been specified by the Treasury Department as “listed” transactions. See T.D. 9000, 67 Fed.
Reg. 41,324 (June 18, 2002). Disclosure of other reportable transactions under the regulations
continues to be limited to corporate taxpayers.

22 The recently-modified regulations clarify that the term “ substantially similar” includes
any transaction that is expected to obtain the same or similar types of tax benefits and that is
either factually similar or based on the same or similar tax strategy. Also, the term must be
broadly construed in favor of disclosure. See T.D. 9000, 67 Fed. Reg. 41,324 (June 18, 2002).

% Temp. Treas. Reg. sec. 1.6011-4T(b)(2) and (b)(4)(i).

?* Temp. Treas. Reg. sec. 1.6011-4T(b)(3)(i)(A)-(E). In certain circumstances, a
taxpayer can avoid disclosure with respect to the second category of reportable transactions. See
Temp. Treas. Reg. sec. 1.6011-4T(b)(3)(ii)(A)-(E).



attributable to such undisclosed transaction is due to reasonable cause, and that the taxpayer
acted in good faith.®

Description of Proposal

The proposal would create a new penalty for any person who fails to include with any
return or statement any required information with respect to areportable transaction. The new
penalty would apply without regard to whether the transaction ultimately resultsin an
understatement of tax, and appliesin addition to any accuracy-related penalty that may be
imposed.

Transactions to be disclosed

The proposa would not define the terms “ listed transaction” or “reportable transaction,”
%6 nor would the proposal explain the type of information that must be disclosed in order to avoid
the imposition of a penalty. Rather, the proposal would authorize the Treasury Department to
define a“listed transaction” and a“reportable transaction” under section 6011.%

Penalty rate

The penalty for failing to disclose a reportabl e transaction would be $10,000 in the case
of anatura person and $50,000 in any other case. The amounts would be increased to $100,000
in the case of anatura person and $200,000 in any other case if the failure is with respect to a
listed transaction.

The penalty could not be waived with respect to alisted transaction. Asto reportable
transactions, the penalty could be rescinded or abated only in exceptional circumstances. All or
part of the penalty could be rescinded only if: (1) the taxpayer on whom the penalty is imposed
has a history of complying with the Federal tax laws, (2) it is shown that the violation is due to
an unintentional mistake of fact, (3) imposing the penalty would be against equity and good
conscience, and (4) rescinding the penalty would promote compliance with the tax laws and

% Section 6664(c) provides that a taxpayer can avoid the imposition of a section 6662
accuracy-related penalty in cases where the taxpayer can demonstrate that there was reasonable
cause for the underpayment and that the taxpayer acted in good faith.

% The proposal states that a“reportable transaction” means any transaction with respect
to which information is required to be included with areturn or statement because, as determined
under regulations prescribed under section 6011, such transaction is of atype which the
Secretary determines as having a potential for tax avoidance or evation. A “listed transaction”
means a reportable transaction, which is the same as, or similar to, atransaction specifically
identified by the Secretary as a tax avoidance transaction for purposes of section 6011.

2" As described above in connection with present law, current regulations under section
6011 require the disclosure of certain reportable transactions. Until the regulations are modified,
the penalty would apply to taxpayers who fail to timely disclose any reportabl e transaction under
the definitions contained in the current regulations.
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effective tax administration. The authority to rescind the penalty could only be exercised by the
Commissioner personally or the head of the Office of Tax Shelter Analysis; this authority to
rescind could not otherwise be delegated by the Commissioner. Thus, arevenue agent, an
appeals officer, or other IRS personnel could not rescind the penalty. The decision to rescind a
penalty must be accompanied by arecord describing the facts and reasons for the action and the
amount rescinded. There would be no taxpayer right to appeal arefusal to rescind a penalty.
The IRS aso would be required to submit an annual report to Congress summarizing the
application of the disclosure penalties and providing a description of each penalty rescinded
under this proposal and the reasons for the rescission.

Effective Date

The proposa would be effective for returns and statements the due date for which is after
the date of enactment.

3. Accuracy-related penalty on under statements from listed transactions and reportable
transactionswith a significant tax avoidance purpose

Present L aw

The accuracy-related penalty applies to the portion of any underpayment that is
attributable to (1) negligence, (2) any substantial understatement of income tax, (3) any
substantial valuation misstatement, (4) any substantial overstatement of pension liabilities, or (5)
any substantial estate or gift tax valuation understatement. If the correct income tax liability
exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of corporations), then a substantial understatement exists and a penalty may
be imposed equal to 20 percent of the underpayment of tax attributable to the understatement.®
The amount of any understatement is reduced by any portion attributable to an itemif (1) the
treatment of the item is supported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed and there was a reasonable basis for its tax
treatment.

Special rules apply with respect to tax shelters.® For understatements by non-corporate
taxpayers attributabl e to tax shelters, the penalty may be avoided only if the taxpayer establishes
that, in addition to having substantial authority for the position, the taxpayer reasonably believed
that the treatment claimed was more likely than not the proper treatment of theitem. This
reduction in the penalty is unavailable to corporate tax shelters.

The penalty generally is abated (even for tax shelters) in cases in which the taxpayer can
demonstrate that there was “ reasonabl e cause” for the underpayment and that the taxpayer acted
in good faith.* The relevant regulations provide that reasonable cause exists where the taxpayer

% Sec. 6662.
2 Sec. 6662(d)(2)(C).
%0 Sec. 6664(C).
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“reasonably reliesin good faith on an opinion based on a professional tax advisor’s analysis of
the pertinent facts and authorities [that] . . . unambiguously concludes that there is a greater than
50-p§:-rcent likelihood that the tax treatment of the item will be upheld if challenged” by the
IRS.%

Description of Proposal

In general

The proposa would enhance the present-law accuracy-related penalty with respect to tax
shelters and would augment such penalty with a new accuracy-related penalty that appliesto
listed transactions and reportable transactions with a significant tax avoidance purpose
(hereinafter referred to as a“reportable avoidance transaction”).** The penalty rate and the
taxpayer defenses that would be available to avoid the new accuracy-related penalty would vary
depending on the category of the transaction (i.e., listed or reportable avoidance transaction) and
whether the transaction was adequately disclosed.

New penalty applicableto listed and reportable avoidance transactions

In general, a 20-percent accuracy-related penalty would be imposed on any
understatement attributable to alisted transaction or a reportable avoidance transaction. The
only exception would be if the taxpayer satisfies a more stringent reasonable cause and good
faith exception (hereinafter referred to as the “ strengthened reasonable cause exception”), which
is described below. The strengthened reasonable cause exception would be available only if the
relevant facts affecting the tax treatment are adequately disclosed, there is or was substantial
authority for the claimed tax treatment, and the taxpayer reasonably believed that the claimed tax
treatment was more likely than not the proper treatment.

If the taxpayer does not adequately disclose alisted or reportable avoidance transaction,
the strengthened reasonabl e cause exception would not be available (i.e., a strict-liability penalty
applies), and the taxpayer would be subject to a 30-percent (instead of 20-percent) accuracy-
related penalty on any understatement attributable to such transaction.

Deter mination of the under statement amount

The penalty would be applied to the amount of any understatement attributable to the
listed or reportabl e avoidance transaction without regard to other items on the tax return. For
purposes of this proposal, the amount of the understatement would be determined as the sum of
(2) the product of the highest corporate or individual tax rate (as appropriate) and the increase in
taxable income resulting from the difference between the taxpayer’ s trestment of the item and

3 Treas. Reg. sec. 1.6662-4(g)(4)(i)(B); Treas. Reg. sec. 1.6664-4(c).
% The terms “reportable transaction” and “listed transaction” would have the same

meanings as previously described in connection with the penalty for failing to disclose a
reportabl e transaction.
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the proper treatment of the item (without regard to other items on the tax return),* and (2) the
amount of any decrease in the aggregate amount of credits which resultsfrom a difference
between the taxpayer’ s treatment of an item and the proper tax treatment of such item.

Except as provided in regulations, the taxpayer’ s treatment of an item would not take into
account any amendment or supplement to areturn if the amendment or supplement isfiled after
the earlier of the date the taxpayer isfirst contacted regarding an examination of the return or
such other date as specified by the Secretary.

Strengthened r easonable cause exception

A penalty would not be imposed under the proposal with respect to any portion of an
understatement if it is shown that there was reasonable cause for such portion and the taxpayer
acted in good faith. Such a showing requires (1) adequate disclosure of the facts affecting the
transaction in accordance with the regulations under section 6011,3 (2) thereis or was
substantial authority for such treatment, and (3) the taxpayer reasonably believed that such
treatment was more likely than not the proper treatment. For this purpose, a taxpayer would be
treated as having a reasonable belief with respect to the tax treatment of an item only if such
belief (1) isbased on the facts and law that exist at the time the tax return (that includes the item)
isfiled, and (2) relates solely to the taxpayer’ s chances of success on the merits and does not take
into account the possibility that (a) areturn will not be audited, (b) the treatment will not be
raised on audit, or (c) the treatment will be resolved through settlement if raised.

A taxpayer may (but would not be required to) rely on an opinion of atax advisor in
establishing its reasonable belief with respect to the tax treatment of the item. However, a
taxpayer would not be able to rely on an opinion of atax advisor for this purpose if the opinion
(1) is provided by a“disqualified tax advisor,” or (2) isa“disqualified opinion.”

Disgualified tax advisor

A disgualified tax advisor would be defined as an advisor who (1) is any material
advisor® and who participates in the organization, promotion, management, or sale of the

% For this purpose, any reduction in the excess of deductions allowed for the taxable
year over gross income for such year, and any reduction in the amount of capital losses which
would (without regard to section 1211) be allowed for such year, would be treated as an increase
in taxable income.

3 See the previous proposal regarding the penalty for failing to disclose a reportable
transaction.

% Theterm “material advisor” (defined below in connection with the new information
filing requirements for material advisors) means any person who provides any material aid,
assistance, or advice with respect to organizing, promoting, selling, implementing, or carrying
out any reportabl e transaction, and who derives gross income in excess of $50,000 in the case of
areportable transaction substantially all of the tax benefits from which are provided to natural
persons ($250,000 in any other case).
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transaction or is related (within the meaning of section 267 or 707(b)) to any person who so
participates, (2) is compensated directly or indirectly*® by another material advisor with respect
to the transaction, (3) has a fee arrangement with respect to the transaction that is contingent on
all or part of the intended tax benefits from the transaction being sustained, or (4) as determined
under regulations prescribed by the Secretary, has a continuing financial interest with respect to
the transaction.

Organization, management, promotion or sale of atransaction

It isintended that a material advisor would be considered as participating in the
“organization” of atransaction if the advisor performs acts relating to the development of the
transaction. This may include, for example, preparing documents (1) establishing a structure
used in connection with the transaction (such as a partnership agreement), (2) describing the
transaction (such as an offering memorandum or other statement describing the transaction), or
(3) relating to the registration of the transaction with any federal, state or local government
body.>” Participation in the “management” of atransaction would mean involvement in the
decision-making process regarding any business activity with respect to the transaction.
Participation in the “promotion or sale” of atransaction would mean involvement in the
marketing or solicitation of the transaction to others. Thus, an advisor who provides information
about the transaction to a potential participant would be considered to be involved in the
promotion or sale of atransaction, asis any advisor who recommends the transaction to a
potential participant.

Disgualified opinion

An opinion could not be relied upon if the opinion (1) is based on unreasonable factual or
legal assumptions (including assumptions as to future events), (2) unreasonably relies upon
representations, statements, finding or agreements of the taxpayer or any other person, (3) does
not identify and consider all relevant facts, or (4) fails to meet any other requirement prescribed
by the Secretary.

% This situation could arise, for example, when an advisor has an arrangement or
understanding (oral or written) with an organizer, manager, or promoter of areportable
transaction that such party will recommend or refer potential participants to the advisor for an
opinion regarding the tax treatment of the transaction.

37" An advisor should not be treated as participating in the organization of atransaction if
the advisor’ s only involvement with respect to the organization of the transaction is the rendering
of an opinion regarding the tax consequences of such transaction. However, such an advisor
may be a* disqualified tax advisor” with respect to the transaction if the advisor participatesin
the management, promotion or sale of the transaction (or if the advisor is compensated by
another material advisor, has a fee arrangement that is contingent on the tax benefits of the
transaction, or as determined by the Secretary, has a continuing financial interest with respect to
the transaction).
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Coordination with other penalties

Any understatement to which a penalty would be imposed under this proposal would not
be subject to the accuracy-related penalty under section 6662. However, such understatement
would be included for purposes of determining whether any understatement (as defined in sec.
6662(d)(2)) is a substantial understatement as defined under section 6662(d)(1).

The penalty imposed under this proposal would not apply to any portion of an
understatement to which afraud penalty is applied under section 6663 or to which a penalty
under new section 6662B* applies.

Enhancement of accuracy-related penalties with respect to tax shelters

The proposal also would enhance the special accuracy-related penalty rules applicable to
tax sheltersthat are not subject to the accuracy penalty under new section 6662B (transactions
lacking economic substance) or subject to the accuracy-related penalty under section 6662A
(listed and reportable avoidance transactions). Specifically, the proposal would eliminate the
present-law ability of non-corporate taxpayers to avoid the penalty if the taxpayer establishes
that, in addition to having substantial authority for the position, the taxpayer reasonably believed
that the treatment claimed was more likely than not the proper treatment of the item. Thus, an
understatement penalty attributable to atax shelter could be abated only in cases in which the
taxpayer can demonstrate that there was “reasonable cause’ for the underpayment and that the
taxpayer acted in good faith.*

Effective Date

The proposal would be effective for taxable years ending after the date of enactment.
4. Penalty for under statements from transactions lacking economic substance
Present L aw

An accuracy-related penalty applies to the portion of any underpayment that is
attributable to (1) negligence, (2) any substantial understatement of income tax, (3) any
substantial valuation misstatement, (4) any substantial overstatement of pension liabilities, or (5)
any substantial estate or gift tax valuation understatement. If the correct income tax liability
exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of corporations), then a substantial understatement exists and a penalty may
be imposed equal to 20 percent of the underpayment of tax attributable to the understatement.*
The amount of any understatement is reduced by any portion attributable to an item if (1) the

3 A separate proposal below describes the application of the new section 6662B penalty
(regarding understatements attributabl e to transactions lacking economic substance).

% Sec. 6664(C).
0 Sec. 6662.
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treatment of the item is supported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed and there was a reasonable basis for its tax
treatment.

Special rules apply with respect to tax shelters.** For understatements by non-corporate
taxpayers attributable to tax shelters, the penalty may be avoided only if the taxpayer establishes
that, in addition to having substantial authority for the position, the taxpayer reasonably believed
that the treatment claimed was more likely than not the proper treatment of theitem. This
reduction in the penalty is unavailable to corporate tax shelters.

The penalty generally is abated (even with respect to tax shelters) in casesin which the
taxpayer can demonstrate that there was “reasonable cause” for the underpayment and that the
taxpayer acted in good faith.** The relevant regulations provide that reasonable cause exists
where the taxpayer “reasonably relies in good faith on an opinion based on a professional tax
advisor’ s analysis of the pertinent facts and authorities [that] . . . unambiguously concludes that
there is a greater than 50-percent likelihood that the tax treatment of the item will be upheld if
challenged” by the IRS.*

Description of Proposal

The proposal would impose a penalty for an understatement attributable to any
transaction that lacks economic substance™ (referred to in the statute as a “noneconomic
substance transaction understatement”). The rate of the penalty is 40 percent (reduced to 20
percent if the taxpayer adequately discloses the relevant facts in accordance with regulations
prescribed under section 6011). No exceptions (including the reasonable cause or rescission
rules) to the penalty would be available under the proposal (i.e., the penalty isastrict-liability
penalty).

The enhanced penalty would apply to any understatement attributable to a“ nhoneconomic
substance transaction.” A “noneconomic substance transaction” means any transaction if (1) the
transaction lacks economic substance (as defined in a separate proposal clarifying the application
of the economic substance doctrine),” or (2) the transaction fails to meet the requirements of any

1 Sec. 6662(d)(2)(C).
2 Sec. 6664(C).
® Treas. Reg. sec. 1.6662-4(g)(4)(i)(B); Treas. Reg. sec. 1.6664-4(c).

* Thus, unlike the new accuracy-related penalty under section 6662A (which applies
only to listed and reportabl e avoidance transactions), the new penalty under this proposal applies
to any transaction that lacks economic substance.

%> A separate proposal would provide that a transaction has economic substance only if
(2) the transaction changes in a meaningful way (apart from Federal income tax effects) the
taxpayer’ s economic position, and (2) the transaction has a substantial non-tax purpose for
entering into such transaction and the transaction is a reasonable means of accomplishing such
purpose.
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similar rule of law. A similar rule of law may include, for example, an understatement
attributable to any transaction that is determined to be a“sham transaction.”

For purposes of this proposal, the calculation of an “understatement” would be made in
the same manner as in the separate proposal relating to accuracy-related penalties for listed and
reportable avoidance transactions (new sec. 6662A). Thus, the amount of the understatement
under this proposal would be determined as the sum of (1) the product of the highest corporate or
individual tax rate (as appropriate) and the increase in taxable income resulting from the
difference between the taxpayer’ s treatment of the item and the proper treatment of the item
(without regard to other items on the tax return), “° and (2) the amount of any decrease in the
aggregate amount of credits which results from a difference between the taxpayer’ s treatment of
an item and the proper tax treatment of such item. In essence, the penalty would apply to the
amount of any understatement attributable solely to the noneconomic substance transaction.

Except as provided in regulations, the taxpayer’ s treatment of an item would not take
into account any amendment or supplement to areturn if the amendment or supplement isfiled
after the earlier of the date the taxpayer isfirst contacted regarding an examination of the return
or such other date as specified by the Secretary.

Any understatement to which a penalty would be imposed under this proposal would not
be subject to the accuracy-related penalty under section 6662 or under new 6662A (accuracy-
related penalties for listed and reportable avoidance transactions). However, an understatement
under this proposal would be taken into account for purposes of determining whether any
understatement (as defined in sec. 6662(d)(2)) is a substantial understatement as defined under
section 6662(d)(1). The penalty imposed under this proposal would not apply to any portion of
an understatement to which afraud penalty is applied under section 6663.

Effective Date

The proposal would apply to transactions after the date of enactment.
5. Tax shelter exception to confidentiality privilegesrelating to taxpayer communications
Present L aw

In general, acommon law privilege of confidentiality exists for communications between
an attorney and client with respect to the legal advice the attorney givesthe client. The Code
provides that, with respect to tax advice, the same common law protections of confidentiality that
apply to a communication between ataxpayer and an attorney also apply to a communication
between ataxpayer and a federally authorized tax practitioner to the extent the communication
would be considered a privileged communication if it were between a taxpayer and an attorney.
Thisrule isinapplicable to communications regarding corporate tax shelters.

“6 For this purpose, any reduction in the excess of deductions allowed for the taxable
year over gross income for such year, and any reduction in the amount of capital losses that
would (without regard to section 1211) be allowed for such year, would be treated as an increase
in taxable income.
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Description of Proposal

The proposa would modify the rule relating to corporate tax shelters by making it
applicable to all tax shelters, whether entered into by corporations, individuals, partnerships, tax-
exempt entities, or any other entity. Accordingly, communications with respect to tax shelters
would not be subject to the confidentiality provision of the Code that otherwise appliesto a
communication between a taxpayer and a federally authorized tax practitioner.

Effective Date

The proposa would be effective with respect to communications made on or after the
date of enactment.

6. Disallowance of partnership losstransfers
Present L aw

Contributionsto a partnership

Under present law, if a partner contributes property to a partnership, generally no gain or
lossis recognized to the contributing partner or the partnership at the time of contribution.*” The
partnership takes the property at an adjusted basis equal to the contributing partner’s adjusted
basisin the property.”® The contributing partner increasesits basisin its partnership interest by
the adjusted basis of the contributed property.*® Any items of partnership income, gain, loss and
deduction with respect to the contributed property is allocated among the partners to take into
account any built-in gain or loss at the time of the contribution.® This ruleis intended to prevent
the transfer of built-in gain or loss from the contributing partner to the other partners by
generally allocating income and deductions from the contributed property to the other partners
based on its fair market value and by allocating to the contributing partner the remainder of each
item.

If the contributing partner transfers its partnership interest, the built-in gain or lossis
alocated to the transferee partner as it would have been alocated to the contributing partner (i.e.,
the transferee partner steps into the shoes of the transferor partner). If the contributing partner’s
interest is liquidated by the partnership, the built-in loss, if any, will be allocated to the
remaining partners.

4 Sec. 721.
*® Sec. 723.
* Sec. 722.
0 Sec. 704(c)(1)(A).
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Transfers of partnership interests

Under present law, a partnership does not adjust the basis of partnership property
following the transfer of a partnership interest unless the partnership has made a one-time
election under section 754 to make basis adjustments.® If an election isin effect, adjustments
are made with respect to the transferee partner in order to account for the difference between the
transferee partner’ s proportionate share of the adjusted basis of the partnership property and the
transferee’ s basis in its partnership interest.>* These adjustments are intended to adjust the basis
of partnership property to approximate the result of a direct purchase of the property by the
transferee partner. Under these rules, if a partner purchases an interest in a partnership with an
existing built-in loss and no election under section 754 in effect, the transferee partner would be
allocated a share of the existing built-in loss when the partnership disposes of the property (or
depreciates the property).

Distributions by a partnership

With certain exceptions, in the case of distributions of property, including money, made
by a partnership to a partner, gain and loss is not recognized by either the partner or the
partnership.>® In the case of adistribution in liquidation of a partner’sinterest, the basis of the
property distributed in the liquidation is equal to the partner’s adjusted basis in its partnership
interest (reduced by any money distributed in the transaction).> In adistribution other than in
liquidation of a partner’ sinterest, the distributee partner’s basis in the distributed property is
equal to the partnership’s adjusted basis in the property immediately before the distribution, but
not to exceed the partner’ s adjusted basis in the partnership interest (reduced by any money
distributed in the same transaction).*

Adjustments to the basis of the partnership’s undistributed properties are not required
unless the partnership has made the election under section 754 to make basis adjustments.® If an
election isin effect under section 754, adjustments are made by a partnership to increase or
decrease the remaining partnership assets to reflect any increase or decrease in the adjusted basis
of the distributed properties in the hands of the distributee partner.>” To the extent the adjusted
basis of the distributed properties increases (or loss is recognized), the partnership’ s adjusted
basisin its propertiesis decreased by alike amount; likewise, to the extent the adjusted basis of

L Sec. 743(a).
%2 Sec. 743(b).
%% Sec. 731(a) and (b).
> Sec. 732(b).
® Sec. 732(a).
% Sec. 734(a).
> Sec. 734(b).
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the distributed properties decreases (or gain is recognized), the partnership’s adjusted basisin its
propertiesisincreased by alike amount. Under these rules, a partnership with no electionin
effect under section 754 may distribute property with an adjusted basis lower than the distributee
partner’s proportionate share of the adjusted basis of all partnership property and leave the
remaining partners with a smaller net built-in gain or alarger net built-in loss than before the
distribution.

Description of Proposal

Contributionsto a partnership

Under the proposal, a built-in loss could be taken into account only by the contributing
partner and not by other partners (including any partner purchasing the contributing partner’s
interest). Except as provided in regulations, in determining the amount of items allocated to
partners other than the contributing partner, the basis of the contributed property in the hands of
the partnership would be treated asits fair market value immediately after the contribution.

Transfers of partnership interests

The proposa would provide that the basis adjustments for partnership property under
section 743(b) are required in the case of the transfer of a partnership interest with respect to
which there is a substantial built-in loss. For this purpose, a substantial built-in loss exists where
the excess of transferee partner’ s proportionate share of the adjusted basis of the partnership
property over the transferee partner’ s basis in its partnership interest exceeds $250,000 and
exceeds 10 percent of the transferee’ s partner’ s basis in the partnership interest. The Secretary
of the Treasury is authorized to prescribe regulations appropriate to prevent the avoidance of the
thresholds, including regulations dealing with related partnerships and acquisitions of property
by the partnership.

For example, assume that partner A sellsits partnership interest to B for its fair market
value of $1 million. Also assume that B’s proportionate share of the adjusted basis of the
partnership assetsis $1.3 million. Under the bill, section 743(b) will apply to require a $300,000
decrease in the adjusted basis of the partnership assets with respect to B, so that B would
recognize no gain or lossif the partnership immediately sold all its assets for their fair market
value.

Distributions by a partnership

The proposa would also provide that the basis adjustments for partnership property under
section 734(b) are required in the case of a distribution with respect to which thereisa
substantial basis reduction. A substantial basis reduction with respect to any distribution means
adecrease in the basis of the remaining partnership assets (had a section 754 election been in
effect) in an amount that exceeds $250,000 and exceeds 10 percent of the aggregate adjusted
basis of the partnership properties, including money, immediately after the distribution.

For example, assume that A and B each contributed $2.5 million to a newly formed
partnership and C contributed $5 million. Assume that the partnership purchased LMN stock for
$3 million and XY Z stock for $7 million. Assume that the value of each stock declined to $1
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million. Assume the LMN stock is distributed to C in liquidation of its partnership interest.
Under the proposal, as under present law, the basis of the LMN stock in C's hands would be $5
million. C would recognize aloss of $4 million if it sold the LMN stock for $1 million.

Under the proposal, there is a substantial basis adjustment because the $2 million increase
in the adjusted basis of the distributed LMN stock (sec. 734(b)(2)(B)) is greater than 10 percent
of the adjusted basis of the remaining partnership assets of $7 million and is greater than
$250,000. The partnership would be required to decrease the basis of the XY Z stock (under sec.
734(b)(2)) by $2 million (the amount by which the basis of the LMN stock was increased),
leaving an adjusted basis of $5 million. If the XY Z stock was then sold by the partnership for $1
million, A and B would each recognize aloss of $2 million. The amount of |oss recognized by
each of the partners on the sale of the stock would be the same regardless of whether the stock
was sold by the partnership either before or after the distribution, or was distributed by the
partnership and sold by the partners.

Effective Date

The proposa would apply to contributions, transfers, and distributions (as the case may
be) after date of enactment.

7. Modificationsto the substantial under statement penalty
Present L aw

Definition of substantial under statement

An accuracy-related penalty equal to 20 percent applies to any substantial understatement
of tax. A “substantial understatement” existsif the correct income tax liability for ataxable year
exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of most corporations).®

Reduction of under statement for certain positions

For purposes of a penalty that is attributable to a substantial understatement of tax, the
amount of any understatement generally is reduced by any portion attributable to an itemif (1)
the treatment of the item is supported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed and there was a reasonable basis for its tax
treatment.”

8 Sec. 6662(a) and -(d)(1)(A).
> Sec. 6662(d)(2)(B).
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The Secretary is required to publish annually in the Federal Register alist of positions for
which the Secretary believes there is not substantial authority and which affect a significant
number of taxpayers.®®

Description of Proposal

Definition of substantial under statement

The proposal would modify the definition of “substantial” for corporate taxpayers.
Under the proposal, a corporate taxpayer would have a substantial understatement if the amount
of the understatement for the taxable year exceeds the lesser of (1) 10 percent of the tax required
to be shown on the return for the taxable year (or, if greater, $10,000), or (2) $10 million.

Reduction of under statement for certain positions

The proposa would elevate the standard that ataxpayer must satisfy in order to reduce
the amount of an understatement for undisclosed items. With respect to the treatment of an item
whose facts are not adequately disclosed, the understatement would be reduced only if the
taxpayer had a reasonable belief that the tax treatment was more likely than not the proper
treatment.

Effective Date

The proposa would be effective for taxable years beginning after date of enactment.

% Sec. 6662(d)(2)(D).
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B. Promoter-Related Proposals

1. Disclosure of reportable transactions by material advisors and penalty for failing to
furnish information regarding reportable transactions

Present L aw

Registration of tax shelter arrangements

An organizer of atax shelter isrequired to register the shelter with the Secretary not later
than the day on which the shelter isfirst offered for sale.®* A “tax shelter” means any investment
with respect to which the tax shelter ratio® for any investor as of the close of any of thefirst five
years ending after the investment is offered for sale may be greater than two to one and whichis:
(2) required to be registered under Federal or State securities laws, (2) sold pursuant to an
exemption from registration requiring the filing of a notice with a Federal or State securities
agency, or (3) asubstantial investment (greater than $250,000 and at least five investors).®®

Other promoted arrangements are treated as tax shelters for purposes of the registration
requirement if: (1) asignificant purpose of the arrangement is the avoidance or evasion of
Federal income tax by a corporate participant; (2) the arrangement is offered under conditions of
confidentiality; and (3) the promoter may receive fees in excess of $100,000 in the aggregate.®*

A transaction has a“ significant purpose of avoiding or evading Federal income tax” if the
transaction: (1) isthe same as or substantially similar to a“listed transaction,”® or (2) is
structured to produce tax benefits that constitute an important part of the intended results of the
arrangement and the promoter reasonably expects to present the arrangement to more than one
taxpayer.®® Certain exceptions are provided with respect to the second category of transactions.®’

An arrangement is offered under conditions of confidentiality if: (1) an offeree has an
understanding or agreement to limit the disclosure of the transaction or any significant tax

® Sec. 6111(a).
%2 Thetax shelter ratio is, with respect to any year, the ratio that the aggregate amount of
the deductions and 350 percent of the credits, which are represented to be potentially allowable

to any investor, bears to the investment base (money plus basis of assets contributed) as of the
close of the tax year.

% Sec. 6111(c).
* Sec. 6111(d).
% Temp. Treas. Reg. sec. 301.6111-2T(b)(2).
% Temp. Treas. Reg. sec. 301.6111-2T(b)(3).

%" Temp. Treas. Reg. sec. 301.6111-2T(b)(4).
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features of the transaction; or (2) the promoter claims, knows, or has reason to know that a party

other than the potential participant claims that the transaction (or any aspect of it) is proprietary

to the promoter or any party other than the offeree, or is otherwise protected from disclosure or
68

use.

Failureto register tax shelter

The penalty for failing to timely register atax shelter (or for filing false or incomplete
information with respect to the tax shelter registration) generally is the greater of one percent of
the aggregate amount invested in the shelter or $500.° However, if the tax shelter involves an
arrangement offered to a corporation under conditions of confidentiality, the penalty isthe
greater of $10,000 or 50 percent of the fees payable to any promoter with respect to offerings
prior to the date of late registration. Intentional disregard of the requirement to register increases
the penalty to 75 percent of the applicable fees.

Section 6707 also imposes (1) a $100 penalty on the promoter for each failure to furnish
the investor with the required tax shelter identification number, and (2) a $250 penalty on the
investor for each failure to include the tax shelter identification number on areturn.

Description of Proposal

Disclosur e of reportable transactions by material advisors

The proposa would repeal the present law rules regarding the registration of tax shelter
arrangements. In its place, the proposal would require each material advisor with respect to any
reportable transaction’ to timely file an information return with the Secretary (in such form as
the Secretary may prescribe). The return must be filed no later than the date as specified by the
Secretary.

The information return would set forth (1) information identifying and describing the
transaction, (2) information describing any potential tax benefits expected to result from the
transaction, and (3) such other information as the Secretary may prescribe.

A “material advisor” would mean any person (1) who provides material aid, assistance,
or advice with respect to organizing, promoting, selling, implementing, or carrying out any

% The regulations provide that the determination of whether an arrangement is offered
under conditions of confidentiality is based on all the facts and circumstances surrounding the
offer. If an offeree’s disclosure of the structure or tax aspects of the transaction are limited in
any way by an express or implied understanding or agreement with or for the benefit of atax
shelter promoter, an offer is considered made under conditions of confidentiality, whether or not
such understanding or agreement is legally binding. Treas. Reg. sec. 301.6111-2T(c)(1).

% Sec. 6707.

® The terms “reportable transaction” and “listed transaction” would have the same
meaning as previously described in connection with the taxpayer-related proposals.
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reportable transaction, and (2) who directly or indirectly derives gross income in excess of
$250,000 ($50,000 in the case of areportable transaction substantialy all of the tax benefits from
which are provided to natural persons) for such advice or assistance.

The Secretary may prescribe regulations which could provide (1) that only one material
advisor hasto file an information return in cases in which two or more material advisors would
otherwise be required to file information returns with respect to a particular reportable
transaction, (2) exemptions from the requirements of this section, and (3) other rules as may be
necessary or appropriate to carry out the purposes of this section.

Penalty for failing to furnish infor mation regar ding r eportable tr ansactions

The proposa would repeal the present law penalty for failure to register tax shelters. In
its place, the proposal would impose a penalty on any material advisor who failsto file an
information return with respect to any reportable transaction, or who files afalse or incomplete
information return with the Secretary with respect to a reportable transaction.” The amount of
the penalty would be $50,000. If the penalty iswith respect to alisted transaction, the amount of
the penalty would be increased to the greater of (1) $200,000, or (2) 50 percent of the gross
income of such person with respect to aid, assistance, or advice which is provided with respect to
the listed transaction before the date the information return that includes the transaction isfiled.
Intentional disregard by a material advisor of the requirement to disclose a listed transaction
increases the penalty to 75 percent of the gross income.

The penalty could not be waived with respect to alisted transaction. Asto reportable
transactions, the penalty could be rescinded or abated only in exceptional circumstances. All or
part of the penalty could be rescinded only if: (1) the material advisor on whom the penalty is
imposed has a history of complying with the Federal tax laws, (2) it is shown that the violation is
due to an unintentional mistake of fact, (3) imposing the penalty would be against equity and
good conscience, and (4) rescinding the penalty would promote compliance with the tax laws
and effective tax administration. The authority to rescind the penalty could only be exercised by
the Commissioner personally or the head of the Office of Tax Shelter Analysis; this authority to
rescind could not otherwise be delegated by the Commissioner. Thus, arevenue agent, an
appeals officer, or other IRS personnel could not rescind the penalty. The decision to rescind a
penalty must be accompanied by arecord describing the facts and reasons for the action and the
amount rescinded. There would be no right to appeal arefusal to rescind apenalty. The IRS
also would be required to submit an annual report to Congress summarizing the application of
the disclosure penalties and providing a description of each penalty rescinded under this proposal
and the reasons for the rescission.

Effective Date

The proposal requiring disclosure of reportable transactions by material advisors would
apply to transactions with respect to which material aid, assistance or advice is provided after the

' The terms “reportable transaction” and “listed transaction” would have the same
meaning as previously described in connection with the taxpayer-related proposals.
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date of enactment. The proposal imposing a penalty for failing to furnish information regarding
reportabl e transactions would apply to returns the due date for which is after the date of
enactment.

2. Investor lists and modification of penalty for failureto maintain investor lists
Present L aw
|nvestor lists

A promoter must maintain (for a period of seven years) alist identifying each person who
was sold an interest in any tax shelter with respect to which registration was required under
section 6111 Seven though the particular participant may not have been subject to confidentiality
restrictions).” Regulations under section 6112 provide that, in addition to the name, tax shelter
identification number and other identifying information, the promoter must include detailed
information about the tax shelter (including details of the shelter and the expected tax benefits, as
well as copies of any additional written material given to any participant or advisor).” A limited
exception is provided for certain sheltersif the total fees are less than $25,000 or if the expected
reduction in tax liabilities for any single year is less than $1 million for corporations or $250,000
for non-corporate taxpayers.”* The Secretary is required to prescribe regulations which provide
that, in cases in which 2 or more persons are required to maintain the same list, only one person
would be required to maintain the list.”

Penaltiesfor failing to maintain investor lists

Under section 6708, the penalty for failing to maintain the list required under section
6112 is $50 for each name omitted from the list (with a maximum penalty of $100,000 per year).

Description of Proposal

I nvestor lists

The proposal would require each material advisor ® with respect to a reportable
transaction’’ to maintain alist that (1) identifies each person for whom the advisor acted asa

2 Sec. 6112.

" See Temp. Treas. Reg. sec. 301.6112-1T Q&A 17.
™ See Temp. Treas. Reg. sec. 301-6112-1T Q&A 8.
> Sec. 6112(c)(2).

® The term “material advisor” would have the same meaning as when used in
connection with the requirement to file an information return under section 6111.

" The term “reportable transaction” would have the same meaning as previously
described in connection with the taxpayer-related provisions.
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material advisor with respect to the reportable transaction, and (2) contains other information as
may be required by the Secretary. In addition, the proposal would authorize (but would not
require) the Secretary to prescribe regulations which provide that, in cases in which 2 or more
persons are required to maintain the same list, only one person is required to maintain the list.

Penalty for failing to maintain investor lists

The proposal would modify the penalty for failing to maintain the required list by making
it atime-sensitive penalty. Thus, a material advisor who would be required to maintain an
investor list and who fails to make the list available upon written request by the Secretary within
20 business days after the date of such request would be subject to a $10,000 per day penalty.
The penalty would apply to a person who fails to maintain alist, maintains an incomplete list, or
has in fact maintained alist but does not make the list available to the Secretary. The penalty
could be waived if the failure to make the list available is due to reasonable cause.”

Effective Date

The proposal requiring amaterial advisor to maintain an investor list would apply to
transactions with respect to which material aid, assistance or advice is provided after the date of
enactment.

The proposal modifying the penalty for failing to maintain investor lists would apply to
requests made after the date of enactment.

3. Actionsto enjoin conduct with respect to tax shelters
Present L aw

The Code authorizes civil action to enjoin any person from promoting abusive tax
shelters or aiding or abetting the understatement of tax liability.”

Description of Proposal

The proposa would expand this rule so that injunctions may also be sought with respect
to the requirements relating to the reporting of tax shelters™ and the keeping of lists of investors
by material advisors.®* Thus, under the proposal, an injunction may be sought against a material
advisor to enjoin the advisor from (1) failing to file an information return with respect to a

"8 In no event would failure to maintain alist be considered reasonable cause for failing
to make alist available to the Secretary.

7 Sec. 7408.
8 Sec. 6707, as amended by other provisions of this bill.

8 Sec. 6708, as amended by other provisions of this bill.
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reportable transaction, or (2) failing to maintain, or to timely furnish upon written request by the
Secretary, alist of investors with respect to each reportable transaction.

Effective Date

The proposal would be effective on the day after the date of enactment.
4. Penalty on failureto report interestsin foreign financial accounts
Present L aw

The Secretary of the Treasury must require citizens, residents, or persons doing business
in the United States to keep records and file reports when that person makes a transaction or
maintains an account with aforeign financial entity.®* In general, individuals must fulfill this
reguirement by answering questions regarding foreign accounts or foreign trusts that are
contained in Part 111 of Schedule B of the IRS Form 1040. Taxpayers who answer “yes’ in
response to the question regarding foreign accounts must then file Treasury Department Form
TD F 90-22.1. Thisform must be filed with the Department of the Treasury, and not as part of
the tax return that isfiled with the IRS.

The Secretary of the Treasury may impose acivil penaty on any person who willfully
violates this reporting requirement. The civil penalty is the amount of the transaction or the
value of the account, up to a maximum of $100,000; the minimum amount of the penalty is
$25,000.% In addition, any person who willfully violates this reporting requirement is subject to
acrimina penalty. The criminal penalty isafine of not more than $250,000 or imprisonment for
not more than five years (or both); if the violation is part of a pattern of illegal activity, the
maximum amount of the fineis increased to $500,000 and the maximum length of imprisonment
isincreased to 10 years®

On April 26, 2002, the Secretary of the Treasury submitted to the Congress a report on
these reporting requirements.® This report, which was statutorily required,® studies methods for
improving compliance with these reporting requirements. It makes several administrative
recommendations, but no legislative recommendations. A further report is required to be
submitted by the Secretary of the Treasury to the Congress by October 26, 2002.

8 31 U.S.C.5314.
8 31 U.S.C. 5321(a)(5).
8 31 U.S.C.5322.

& A Report to Congress in Accordance with Sec. 361(b) of the Uniting and
Srengthening America by Providing Appropriate Tools Required to Intercept and Obstruct
Terrorism Act of 2001, April 26, 2002.

8 Sec. 361(b) of the USA PATRIOT Act of 2001 (Pub. L. 107-56).
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Description of Proposal

The proposa would add an additional civil penalty that may be imposed on any person
who violates this reporting requirement (without regard to willfulness). This new civil penalty
would be up to $5,000. The penalty may be waived if any income from the account was properly
reported on the income tax return and there was reasonabl e cause for the failure to report.

Effective Date

The proposa would be effective with respect to failures to report occurring on or after the
date of enactment.

5. Frivolous tax returns and submissions
Present L aw

The Code provides that an individual who files a frivolous income tax return is subject to
apenalty of $500 imposed by the IRS (sec. 6702). The Code also permits the Tax Court® to
impose a penalty of up to $25,000 if ataxpayer hasinstituted or maintained proceedings
primarily for delay or if the taxpayer’s position in the proceeding is frivolous or groundless (sec.
6673(a)).

Description of Proposal

The proposal would modify the IRS imposed penalty by increasing the amount of the
penalty to up to $5,000 and by applying it to all taxpayers and to al types of Federal taxes.

The proposal also would modify present law with respect to certain submissions that raise
frivolous arguments or that are intended to delay or impede tax administration. The submissions
to which this would apply are requests for a collection due process hearing, installment
agreements, offers-in-compromise, and taxpayer assistance orders. The proposal would permit
the IRS to impose a penalty of up to $5,000 for such requests, unless the taxpayer withdraws the
request within 30 days of being given an opportunity to do so.

Effective Date

The proposal would be effective for submissions made and issues raised after the date of
enactment.

87 Becausein general the Tax Court is the only pre-payment forum available to
taxpayers, it deals with most of the frivolous, groundless, or dilatory arguments raised in tax
cases.
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6. Regulation of individuals practicing befor e the Department of the Treasury
Present L aw

The Secretary of the Treasury is authorized to regul ate the practice of representatives of
persons before the Department of the Treasury.® The Secretary is also authorized to suspend or
disbar from practice before the Department a representative who isincompetent, who is
disreputable, who violates the rules regulating practice before the Department, or who (with
intent to defraud) willfully and knowingly misleads or threatens the person being represented (or
a person who may be represented). The rules promulgated by the Secretary pursuant to this
provision are contained in Circular 230.

Description of Proposal

The proposal would make two modifications to expand the sanctions that the Secretary
may impose pursuant to these statutory provisions. First, the proposal would expressly permit
censure as a sanction. Second, the proposal would permit the imposition of a monetary penalty
asasanction. If the representative is acting on behalf of an employer or other entity, the
Secretary may impose a monetary penalty on the employer or other entity if it knew, or
reasonably should have known, of the conduct. This monetary penalty on the employer or other
entity may be imposed in addition to any monetary penalty imposed directly on the
representative. These monetary penalties are not to exceed the gross income derived (or to be
derived) from the conduct giving rise to the penalty. These monetary penalties may bein
addition to, or in lieu of, any suspension, disbarment, or censure.

The proposal aso would confirm the present-law authority of the Secretary to impose
standards applicable to written advice with respect to an entity, plan, or arrangement that is of a
type that the Secretary determines as having a potential for tax avoidance or evasion.

Effective Date

The modifications to expand the sanctions that the Secretary may impose would be
effective for actions taken after the date of enactment.

7. Penalties on promoters of tax shelters
Present L aw

A penalty isimposed on any person who organizes, assists in the organization of, or
participates in the sale of any interest in, a partnership or other entity, any investment plan or
arrangement, or any other plan or arrangement, if in connection with such activity the person
makes or furnishes a qualifying false or fraudulent statement or a gross valuation
overstatement.®® A qualified false or fraudulent statement is any statement with respect to the

8 31 U.S.C. 330.
8 gec. 6700.
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allowability of any deduction or credit, the excludability of any income, or the securing of any
other tax benefit by reason of holding an interest in an entity or participating in aplan or
arrangement which the person knows or has reason to know is false or fraudulent asto any
material matter. A “gross valuation overstatement” means any statement as to the value of any
property or servicesif the stated value exceeds 200 percent of the correct valuation, and the
value is directly related to the amount of any allowable income tax deduction or credit.

The amount of the penalty is $1,000 (or, if the person establishesthat it isless, 100
percent of the gross income derived or to be derived by the person from such activity). A
penalty attributable to a gross valuation misstatement can be waived on a showing that there was
areasonable basis for the valuation and it was made in good faith.

Description of Proposal

The proposa would modify the penalty amount to equal 50 percent of the grossincome
derived by the person from the activity for which the penalty isimposed. The new penalty rate
would apply to any activity that involves a statement regarding the tax benefits of participating in
aplan or arrangement if the person knows or has reason to know that such statement is false or
fraudulent as to any material matter. The enhanced penalty would not apply to a gross valuation
overstatement.

Effective Date

The proposal would be effective for activities engaged in after the date of enactment.
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C. Other Provisions

1. Treatment of stripped bondsto apply to stripped interestsin bond and preferred stock
funds

Present L aw

Assignment of incomein general

In general, an “income stripping” transaction involves a transaction in which the right to
receive future income from income-producing property is separated from the property itself. In
such transactions, it may be possible to generate artificial losses from the disposition of certain
property or to defer the recognition of taxable income associated with such property.

Common law has developed arule (referred to as the “ assignment of income” doctrine)
that income may not be transferred without also transferring the underlying property. A leading
judicial decision relating to the assignment of income doctrine involved a case in which a
taxpayer made a gift of detachable interest coupons before their due date while retaining the
bearer bond. The U.S. Supreme Court ruled that the donor was taxable on the entire amount of
interest when paid to the donee on the grounds that the transferor had “assigned” to the donee the
right to receive the income.*

In addition to general common law assignment of income principles, specific statutory
rules have been enacted to address certain specific types of stripping transactions, such as
transactions involving stripped bonds and stripped preferred stock (which are discussed below).™
However, there are no specific statutory rules that address stripping transactions with respect to
common stock or other equity interests (other than preferred stock).”

Both the scope of the assignment of income doctrine and the extent to which the doctrine
has been overruled by the subsequent enactment of specific statutory income stripping rulesis
unclear.

% Helvering v. Horst, 311 U.S. 112 (1940).

%1 Depending on the facts, the IRS also could determine that a variety of other Code-
based and common law-based authorities could apply to income stripping transactions,
including: (1) sections 269, 382, 446(b), 482, 701, or 704 and the regulations thereunder; (2)
authorities that recharacterize certain assignments or accelerations of future payments as
financings; (3) business purpose, economic substance, and sham transaction doctrines; (4) the
step transaction doctrine; and (5) the substance-over-form doctrine. See Notice 95-53, 1995-2
C.B. 334 (accounting for lease strips and other stripping transactions).

%2 However, in Estate of Sranahan v. Commissioner, 472 F.2d 867 (6th Cir. 1973), the
court held that where a taxpayer sold a carved-out interest of stock dividends, with no personal
obligation to produce the income, the transaction was treated as a sale of an income interest.
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Stripped bonds

Special rules are provided with respect to the purchaser and “stripper” of stripped
bonds.* A “stripped bond” is defined as a debt instrument in which there has been a separation
in ownership between the underlying debt instrument and any interest coupon that has not yet
become payable.** In general, upon the disposition of either the stripped bond or the detached
interest coupons, the retained portion and the portion that is disposed of each istreated as a new
bond that is purchased at a discount and is payable at afixed amount on a future date.
Accordingly, section 1286 treats both the stripped bond and the detached interest coupons as
individual bonds that are newly issued with original issue discount (“OID”) on the date of
disposition. Consequently, section 1286 effectively subjects the stripped bond and the detached
interest coupons to the general OID periodic income inclusion rules.

A taxpayer who purchases a stripped bond or one or more stripped coupons s treated as
holding a new bond that is issued on the purchase date with OID in an amount that is equal to the
excess of the stated redemption price at maturity (or in the case of a coupon, the amount payable
on the due date) over the ratable share of the purchase price of the stripped bond or coupon,
determined on the basis of the respective fair market values of the stripped bond and coupons on
the purchase date.®® The OID on the stripped bond or coupon isincludible in gross income under
the general OID periodic income inclusion rules.

A taxpayer who strips a bond and disposes of either the stripped bond or one or more
stripped coupons must allocate his basis, immediately before the disposition, in the bond (with
the coupons attached) between the retained and disposed items.*® Special rules apply to require
that interest or market discount accrued on the bond prior to such disposition must be included in
the taxpayer’ s gross income (to the extent that it had not been previously included in income) at
the time the stripping occurs, and the taxpayer increases his basis in the bond by the amount of
such accrued interest or market discount. The adjusted basis (as increased by any accrued
interest or market discount) is then allocated between the stripped bond and the stripped interest
coupons in relation to their respective fair market values. Amounts realized from the sale of
stripped coupons or bonds constitute income to the taxpayer only to the extent such amounts
exceed the basis alocated to the stripped coupons or bond. With respect to retained items (either
the detached coupons or stripped bond), to the extent that the price payable on maturity, or on the
due date of the coupons, exceeds the portion of the taxpayer’ s basis allocable to such retained

% Section 1286.
% Section 1286(e).
% Section 1286(a).

% Section 1286(b). Similar rules apply in the case of any person whose basisin any
bond or coupon is determined by reference to the basis in the hands of a person who strips the
bond.
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items, the difference istreated as OID that is required to be included under the general OID
periodic incomeinclusion rules.”

Stripped preferred stock

“Stripped preferred stock” is defined as preferred stock in which there has been a
separation in ownership between such stock and any dividend on such stock that has not become
payable.®® A taxpayer who purchases stripped preferred stock is required to include in gross
income, as ordinary income, the amounts that would have been includible if the stripped
preferred stock was a bond issued on the purchase date with OID equal to the excess of the
redemption price of the stock over the purchase price® This treatment is extended to any
taxpayer whose basis in the stock is determined by reference to the basis in the hands of the
purchaser. A taxpayer who strips and disposes the future dividendsis treated as having
purchased the stripped preferred stock on the date of such disposition for a purchase price equal
to the taxpayer’ s adjusted basis in the stripped preferred stock.'®

Description of Proposal

The proposa would authorize the Treasury Department to promulgate regulations that, in
appropriate cases, apply rules that are similar to the present-law rules for stripped bonds and
stripped preferred stock to interests in an entity or account substantially all of the assets of which
consist of bonds (as defined in section 1286(e)(1)), preferred stock (as defined in section
305(e)(5)(B)), or any combination thereof. The proposal would apply only to cases in which the
present-law rules for stripped bonds and stripped preferred stock do not aready apply to such
interests.

For example, such Treasury regulations could apply to atransaction in which a person
effectively strips future dividends from shares in a money market mutual fund and disposes
either the stripped shares or stripped future dividends by contributing the shares (with the future
dividends) to a custodial account through which another person purchases rights to either the
stripped shares or the stripped future dividends.

No inference would be intended as to the treatment under the present-law rules for
stripped bonds and stripped preferred stock, or under any other provisions or doctrines of present
law, of interestsin an entity or account substantially all of the assets of which consist of bonds,

%" Special rules are provided with respect to stripping transactions involving tax-exempt
obligations that treat OID (computed under the stripping rules) in excess of OID computed on
the basis of the bond’ s coupon rate (or higher rateif originally issued at a discount) asincome
from a non-tax-exempt debt instrument (sec. 1286(d)).

% Section 305(€)(5).
% Section 305(e)(1).
100 Section 305(€)(3).



preferred stock, or any combination thereof. The Treasury regulations, when issued, would be
applied prospectively, except in cases to prevent abuse.

Effective Date

The proposal would be effective for purchases and dispositions occurring after the date of
enactment.

2. Minimum holding period for foreign tax credit with respect to withholding taxes on
income other than dividends

Present L aw

In general, U.S. persons may credit foreign taxes against U.S. tax on foreign-source
income. The amount of foreign tax credits that may be claimed in ayear is subject to alimitation
that prevents taxpayers from using foreign tax creditsto offset U.S. tax on U.S.-source income.
Separate limitations are applied to specific categories of income.

As a consequence of the foreign tax credit limitations of the Code, certain taxpayers are
unable to utilize their creditable foreign taxes to reduce their U.S. tax liability. U.S. taxpayers
that are tax-exempt receive no U.S. tax benefit for foreign taxes paid on income that they
receive.

Present law denies a U.S. shareholder the foreign tax credits normally available with
respect to adividend from a corporation or aregulated investment company (“RIC”) if the
shareholder has not held the stock for more than 15 days (within a 30-day testing period) in the
case of common stock or more than 45 days (within a 90-day testing period) in the case of
preferred stock (sec. 901(k)). The disallowance applies both to foreign tax credits for foreign
withholding taxes that are paid on the dividend where the dividend-paying stock is held for less
than these holding periods, and to indirect foreign tax credits for taxes paid by alower-tier
foreign corporation or a RIC where any of the required stock in the chain of ownership is held
for less than these holding periods. Periods during which ataxpayer is protected from risk of
loss (e.g., by purchasing a put option or entering into a short sale with respect to the stock)
generally are not counted toward the holding period requirement. In the case of abonafide
contract to sell stock, a special rule applies for purposes of indirect foreign tax credits. The
disallowance does not apply to foreign tax credits with respect to certain dividends received by
active dealersin securities. If ataxpayer is denied foreign tax credits because the applicable
holding period is not satisfied, the taxpayer is entitled to a deduction for the foreign taxes for
which the credit is disallowed.

Description of Proposal

The proposal would expand the present-law disallowance of foreign tax credits to include
credits for gross-basis foreign withholding taxes with respect to any item of income or gain from
property if the taxpayer who receives the income or gain has not held the property for more than
15 days (within a 30-day testing period), exclusive of periods during which the taxpayer is
protected from risk of loss. The proposal would not apply to foreign tax credits that are subject
to the present-law disallowance with respect to dividends. The proposal also would not apply to
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certain income or gain that is received with respect to property held by active dealers. Rules
similar to the present-law disallowance for foreign tax credits with respect to dividends would
apply to foreign tax credits that are subject to the proposal. 1n addition, the proposal would
authorize the Treasury Department to issue regulations providing that the proposal does not
apply in appropriate cases.

Effective Date

The proposal would be effective for amounts that are paid or accrued more than 30 days
after the date of enactment

3. Affirmation of consolidated return regulation authority
Present L aw

An affiliated group of corporations may elect to file a consolidated returnin lieu of
separate returns. A condition of electing to file a consolidated return isthat all corporations that
are members of the consolidated group must consent to all the consolidated return regulations
prescribed under section 1502 prior to the last day prescribed by law for filing such return.'**

Section 1502 states:

The Secretary shall prescribe such regulations as he may deem necessary in order that the
tax liability of any affiliated group of corporations making a consolidated return and of
each corporation in the group, both during and after the period of affiliation, may be
returned, determined, computed, assessed, collected, and adjusted, in such manner as
clearly to reflect the income-tax liability and the various factors necessary for the
determination of such liability, and in order to prevent the avoidance of such tax
liability.'%

Under this authority, the Treasury Department has issued extensive consolidated return
regul ations.’®®

101 gec, 1501.
102 gec. 1502.

103 Regulations issued under the authority of section 1502 are considered to be
“legidative” regulations rather than “interpretative” regulations, and as such are usually given
greater deference by courts in case of ataxpayer challenge to such aregulation. See, S. Rep. No.
960, 70" Cong., 1% Sess. at 15, describing the consolidated return regulations as “legislative in
character”. The Supreme Court has stated that “. . . legidative regulations are given controlling
weight unless they are arbitrary, capricious, or manifestly contrary to the statute.” Chevron,
U.SA,, Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837, 844 (1984) (involving an
environmental protection regulation). For examples involving consolidated return regulations,
see, e.g., Wolter Construction Company v. Commissioner, 634 F.2d 1029 (6" Cir. 1980);
Garvey, Inc. v.United Sates, 1 Ct. Cl. 108 (1983), aff'd 726 F.2d 1569 (Fed. Cir. 1984), cert.
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In the recent case of Rite Aid Corp. v. United Sates,'™ the Federal Circuit Court of
Appeals addressed the application of a particular provision of certain consolidated return loss
disallowance regulations, and concluded that the provision was invalid.'® The particular
provision, known as the “duplicated loss’ provision,® would have denied aloss on the sale of
stock of asubsidiary by a parent corporation that had filed a consolidated return with the
subsidiary, to the extent the subsidiary corporation had assets that had a built-in loss, or had a net
operating loss, that could be recognized or used later.%’

denied 469 U.S. 823 (1984). Compare, e.g., Audrey J. Walton v. Commissioner, 115 T.C. 589
(2000), describing different standards of review. The case did not involve a consolidated return
regulation.

104 255 F.3d 1357 (Fed. Cir. 2001), rel’ g denied, 2001 U.S. App. LEXIS 23207 (Fed.
Cir. Oct. 3, 2001).

1% Prior to this decision, there had been afew instances involving prior laws in which
certain consolidated return regulations were held to be invalid. See, e.g., American Sandard, Inc.
v. United Sates, 602 F.2d 256 (Ct. Cl. 1979), discussed in the text infra. see also Union Carbide
Corp. v. United Sates, 612 F.2d 558 (Ct. Cl. 1979), and Allied Corporation v. United Sates, 685
F. 2d 396 (Ct. Cl. 1982), all three cases involving the allocation of income and loss within a
consolidated group for purposes of computation of a deduction allowed under prior law by the
Code for Western Hemisphere Trading Corporations. . See also Joseph Weidenhoff v.
Commissioner, 32 T.C. 1222, 1242-1244 (1959), involving the application of certain regulations
to the excess profits tax credit allowed under prior law, and concluding that the Commissioner
had applied a particular regulation in an arbitrary manner inconsistent with the wording of the
regulation and inconsistent with even a consolidated group computation. Cf. Kanawha Gas &
Utilities Co. v. Commissioner, 214 F.2d 685 (1954), concluding that the substance of a
transaction was an acquisition of assets rather than stock. Thus, a regulation governing basis of
the assets of consolidated subsidiaries did not apply to the case. See also General Machinery
Corporation v. Commissioner, 33 B.T.A. 1215 (1936); Lefcourt Realty Corporation, 31 B.T.A.
978 (1935); Helveringv. Morgans, Inc., 293 U.S. 121 (1934), interpreting the term “taxable
year.”

1% Treas. Reg. Sec. 1.1502-20(c)(1)(iii).

97 Treasury Regulation section 1.1502-20, generally imposing certain “loss
disallowance” rules on the disposition of subsidiary stock, contained other limitations besides the
“duplicated loss’ rule that could limit the loss available to the group on adisposition of a
subsidiary’s stock. Treasury Regulation section 1.1502-20 as a whole was promulgated in
connection with regulations issued under section 337(d), principally in connection with the so-
called General Utilitiesrepeal of 1986 (referring to the case of General Utilities & Operating
Company v. Helvering, 296 U.S. 200 (1935)). Such repea generaly required aliquidating
corporation, or a corporation acquired in a stock acquisition treated as a sale of assets, to pay
corporate level tax on the excess of the value of its assets over the basis. Treasury regulation
section 1.1502-20 principally reflected an attempt to prevent corporations filing consolidated
returns from offsetting income with aloss on the sale of subsidiary stock. Such aloss could
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The Federal Circuit Court opinion contained language discussing the fact that the
regulation produced a result different than the result that would have obtained if the corporations
had filed separate returns rather than consolidated returns.'®

The Federa Circuit Court opinion cited a 1928 Senate Finance Committee Report to
legislation that authorized consolidated return regulations, which stated that “many difficult and
complicated problems, ... have arisen in the administration of the provisions permitting the filing
of consolidated returns’ and that the committee “found it necessary to delegate gower to the
commissioner to prescribe regulations legislative in character covering them.”'® The Court’s
opinion also cited a previous decision of the Court of Claims for the proposition, interpreting this
legidlative history, that section 1502 grants the Secretary “the power to conform the applicable
income tax law of the Code to the special, myriad problems resulting from the filing of
consolidated income tax returns;” but that section 1502 “does not authorize the Secretary to
choose a method that imposes a tax on income that would not otherwise be taxed.” **°

result from the unique upward adjustment of a subsidiary’s stock basis required under the
consolidated return regulations for subsidiary income earned in consolidation, an adjustment
intended to prevent taxation of both the subsidiary and the parent on the same income or gain.
As one example, absent adenial of certain losses on a sale of subsidiary stock, a consolidated
group could obtain a loss deduction with respect to subsidiary stock, the basis of which originally
reflected the subsidiary’ s value at the time of the purchase of the stock, and that had then been
adjusted upward on recognition of any built-in income or gain of the subsidiary reflected in that
value. The regulations also contained the duplicated loss factor addressed by the court in Rite
Aid. The preamble to the regulations stated: “it is not administratively feasible to differentiate
between loss attributable to built-in gain and duplicated loss.” T.D. 8364, 1991-2 C.B. 43, 46
(Sept. 13, 1991). The government also argued in the Rite Aid case that duplicated losswas a
separate concern of the regulations. 255 F.3d at 1360.

198 For example, the court stated: “ The duplicated loss factor . . . addresses a situation
that arises from the sale of stock regardless of whether corporations file separate or consolidated
returns. With 1.R.C. secs. 382 and 383, Congress has addressed this situation by limiting the
subsidiary’s potential future deduction, not the parent’sloss on the sale of stock under |.R.C. sec.
165.” 255 F.3d 1357, 1360 (Fed. Cir. 2001).

1% 5 Rep. No. 960, 70™ Cong., 1% Sess. 15 (1928). Though not quoted by the court in
Rite Aid, the same Senate report also indicated that one purpose of the consolidated return
authority wasto permit treatment of the separate corporations as if they were a single unit,
stating “The mere fact that by legal fiction several corporations owned by the same shareholders
are separate entities should not obscure the fact that they arein reality one and the same business
owned by the same individuals and operated as aunit.” S. Rep. No. 960, 70" Cong., 1% Sess. 29
(1928).

10 American Sandard, Inc. v. United States, 602 F.2d 256, 261 (Ct. Cl. 1979). That
case did not involve the question of separate returns as compared to a single return approach. It
involved the computation of a Western Hemisphere Trade Corporation (“WHTC”) deduction
under prior law (which deduction would have been computed as a percentage of each WHTC's

38



The Federal Circuit Court construed these authorities and applied them to invalidate
Treas. Reg. Sec. 1.1502-20(c)(2)(iii), stating that:

Theloss realized on the sale of aformer subsidiary’s assets after the consolidated
group sellsthe subsidiary’ s stock is not a problem resulting from the filing of
consolidated income tax returns. The scenario also arises where a corporate
shareholder sells the stock of a non-consolidated subsidiary. The corporate
shareholder could realize aloss under 1.R.C. sec. 1001, and deduct the |oss under
|.R.C. sec. 165. The subsidiary could then deduct any losses from alater sale of
assets. The duplicated loss factor, therefore, addresses a situation that arises from the
sale of stock regardless of whether corporations file separate or consolidated returns.
With I.R.C. secs. 382 and 383, Congress has addressed this situation by limiting the
subsidiary’s potential future deduction, not the parent’ s loss on the sale of stock under
|.R.C. sec. 165."

The Treasury Department has announced that it will not continue to litigate the validity of
the duplicated loss provision of the regulations, and has issued interim regulations that permit
taxpayersfor all yearsto elect adifferent treatment, though they may apply the provision for the
past if they wish.*?

taxable income if the corporations had filed separate returns), in a case where a consolidated
group included several WHTCs as well as other corporations. The question was how to
apportion income and losses of the admittedly consolidated WHTCs and how to combine that
computation with the rest of the group’s consolidated income or losses. The court noted that the
new, changed regulations approach varied from the approach taken to asimilar problem
involving public utilities within a group and previously allowed for WHTCs. The court objected
that the allocation method adopted by the regulation allowed non-WHTC |osses to reduce
WHTC income. However, the court did not disallow a method that would net WHTC income of
one WHTC with losses of another WHTC, aresult that would not have occurred under separate
returns. Nor did the court expressly disallow a different fractional method that would net both
income and losses of the WHTCs with those of other corporations in the consolidated group.
The court also found that the regulation had been adopted without proper notice.

11 Rite Aid, 255 F.3d at 1360.

12 See Temp. Reg. 1.1502-20T(i)(2). The Treasury Department has also indicated its
intention to continue to study all the issues that the original loss disallowance regulations
addressed (including issues of furthering single entity principles) and possibly issue different
regulations (not including the particular approach of Treas. Reg. Sec. 1.1502-20(c)(1)(iii)) on the
issuesin the future. See Notice 2002-11, 2002-7 |.R.B. 526 (Feb. 19, 2002); T.D. 8984, 67 F.R.
11034 (March 12, 2002); REG-102740-02, 67 F.R. 11070 (March 12, 2002); see also Notice
2002-18, 2002-12 |.R.B. 644 (March 25, 2002).
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Description of Proposal

The proposal would confirm that, in exercising its authority under section 1502 to issue
consolidated return regul ations, the Treasury Department may provide rules treating corporations
filing consolidated returns differently from corporations filing separate returns.

Thus, under the statutory authority of section 1502, the Treasury Department is
authorized to issue consolidated return regulations utilizing either a single taxpayer or separate
taxpayer approach or a combination of the two approaches, as Treasury deems necessary in order
that the tax liability of any affiliated group of corporations making a consolidated return, and of
each corporation in the group, both during and after the period of affiliation, may be determined
and adjusted in such manner as clearly to reflect the income-tax liability and the various factors
necessary for the determination of such liability, and in order to prevent avoidance of such
liability.

Rite Aid would thus be overruled to the extent it suggests that there is not a problem that
can be addressed in consolidated return regulations if application of a particular Code provision
on a separate taxpayer basis would produce aresult different from single taxpayer principles that
may be used for consolidation.

The proposa would nevertheless allow the result of the Rite Aid case to stand with
respect to the type of factual situation presented in the case. That is, the proposal provides for
the override of the regulatory provision that took the approach of denying aloss on a
deconsolidating disposition of stock of a consolidated subsidiary™*® to the extent the subsidiary
had net operating losses or built in losses that could be used later outside the group.™*

Retaining the result in the Rite Aid case with respect to the particular regulation section
1.1502-20(c)(1)(iii) as applied to the factual situation of the case does not in any way prevent or
invalidate the various approaches Treasury has announced it will apply or that it intends to
consider in lieu of the approach of that regulation, including, for example, the denial of alosson

astock saleif inside losses of a subsidiary may aso be used by the consolidated group, and the
possible requirement that inside attributes be adjusted when a subsidiary leaves a group.™

3 Treas. Reg. Sec. 1.1502-20(c)(1)(iii).

14 The proposal does not overrule the current Treasury Department regulations, which
allow taxpayers for the past to follow Treasury Regulations Section 1.1502-20(c)(2)(iii), if they
chooseto do so. Temp. Reg. Sec. 1.1502-20T(i)(2).

15 See, eg., Notice 2002-11, 2002-7 1.R.B. 526 (Feb. 19, 2002); T.D. 8984, 67 F.R.
11034 (Mar.12, 2002); REG-102740-02, 67 F.R. 11070 (Mar.12, 2002); see also Notice 2002-
18, 2002-12 |.R.B. 644 (Mar. 25, 2002). In exercising its authority under section 1502, the
Secretary is also authorized to prescribe rules that protect the purpose of General Utilitiesrepeal
using presumptions and other simplifying conventions.
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Effective Date

The proposa would be effective for al years, whether beginning before, on, or after the
date of enactment of the provision.

No inference isintended that the results following from this proposal are not the same as
the results under present law.
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[I. PROVISIONS TO REDUCE TAX AVOIDANCE THROUGH CORPORATE
EARNINGS STRIPPING AND EXPATRIATION

A. Reduction in Potential for Earnings Stripping by Further Limiting
Deduction for Interest on Certain Indebtedness

Present L aw

Present law provides rules to limit the ability of U.S. corporations (among other
taxpayers) to reduce the U.S. tax on their U.S.-source income through earnings stripping
transactions. Section 163(j) specifically addresses earnings stripping involving interest
payments, bGy limiting the deductibility of interest paid to certain related parties (“ disqualified
interest”), ¢ if the payor’ s debt-equity ratio exceeds 1.5 to 1 and the payor’s net interest expense
exceeds 50 percent of its “ adjusted taxable income” (generally taxable income computed without
regard to deductions for net interest expense, net operating losses, and depreciation,
amortization, and depletion). Disallowed interest amounts can be carried forward indefinitely.

In addition, excess limitation (i.e., any excess of the 50-percent limit over acompany’s net
interest expense for a given year) can be carried forward three years.

Description of Proposal

The proposal would strengthen the earnings stripping provisions of section 163(j) in two
ways. Thefirst involves modifications to the existing interest disallowance rule, based on net
interest expense as a percentage of adjusted taxable income. The debt-equity threshold of this
rule would be eliminated, and the percentage threshold would be lowered from 50 percent to 35
percent of adjusted taxableincome. Carryovers of interest disallowed under this rule would be
limited to five years, and the carryover of excess limitation would be eliminated.

The proposal also would strengthen section 163(j) by adding a new interest disallowance
rule, which would disallow related-party interest to the extent that the U.S. subsidiaries of a
foreign parent are more highly leveraged than the overall worldwide corporate group. For
purposes of applying this new test, financial corporations would be treated as a separate sub-
group. Interest amounts disallowed under this new rule would not be eligible for carryover, nor
would any excess limitation. The modified present-law disallowance rule and the new
disallowance rule would be coordinated by providing that the rule yielding the greater amount of
interest disallowed would determine the overall disallowance.

The new disallowance rule would require a series of calculations. First, the total assets of
the U.S. subsidiary (or U.S. affiliated group) would be divided by the total assets of the
worldwide group, yielding afraction. Debt of the U.S. subsidiary (or U.S. affiliated group) then
would be defined as “ disproportionate” to the extent that such debt exceeded the product of this
fraction and the total external debt of the worldwide group. To the extent that disproportionate
debt is attributable to related-party debt, the interest on this debt (determined using a blended

18 Thisinterest also may include interest paid to unrelated partiesin certain casesin
which arelated party guarantees the debt.
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average interest rate on all related-party debt) would be disallowed. For this purpose,
disproportionate debt would be attributed first to related-party debt. Thus, in the calculation,
disproportionate debt would be divided by the total related-party debt of the U.S. subsidiary (or
U.S. affiliated group), to yield a“ disproportionate domestic related party indebtedness
percentage’ (not to exceed 100 percent), and then the interest disallowed under the rule would be
the product of this percentage and the U.S. subsidiary’s (or U.S. affiliated group’s) related-party
interest.

For example, if aworldwide group had $500 of total external debt and $1,000 of total
assets, for a debt-assets ratio of 50 percent, and the U.S. affiliated group had $75 of total debt
($45 unrelated and $30 related, all at a 10 percent interest rate) and $100 of total assets, for a
debt-assets ratio of 75 percent, then the U.S. affiliated group would be regarded as overleveraged
by 25 percentage points, or $25. Using arelated-party-first ordering rule, the entire $2.50 of
interest on this $25 would be disallowed under the rule. More specifically, under the calculation
provided in the new rule, the U.S. affiliated group would have { $75 - [($100 / $1,000) x $500]}
= $25 of disproportionate debt. The disproportionate domestic related party indebtedness
percentage would be $25/$30 = 83.33 percent. Of the U.S. affiliated group’s $3 of interest
incurred on its $30 of related-party debt, 83.33 percent of thisinterest, or $2.50, would be
disalowed. If the U.S. affiliated group’s $30 of related-party debt had consisted of three $10
loans at interest rates of 8, 9, and 10 percent, for total related-party interest of $2.70, then the
amount disallowed would be 83.33 percent of $2.70, or $2.25 (thus effectively applying the
average related-party interest rate of 9 percent to $25 of disproportionate related-party debt).

The proposal would continue the present-law rules in the case of taxable REIT
subsidiaries.

Effective Date

The proposa generally would be effective for taxable years beginning after December
31, 2003. However, the proposal would be effective for taxable years ending after July 10, 2002,
for debt incurred after that date. In addition, for taxpayersinvolved in certain inversion
transactions completed after 1996, the proposal would be effective for taxable years ending after
March 20, 2002. For purposes of applying the five-year limit on carryovers of interest
disallowed under the adjusted taxable income rule, amoun