
Congress Imposes New Rules, Penalties and Disclosure 
Requirements for Tax Shelter and Other Transactions 
By Andrew M. Short and L. Christopher Lanzillotta

The American Jobs Creation Act of 2004 (the 
“Act”) includes several provisions that impact 
the treatment of reportable transactions.  A brief 
description of these provisions is provided below. 

Penalty for Failure to Disclose  
Reportable Transactions

The Act imposes a penalty for failing to com-
ply with the disclosure requirements of Section 
6011 of the Internal Revenue Code of 1986, 
as amended (the “Code”).  Code Section 6011 
generally requires taxpayers to disclose certain 
reportable transactions and listed transactions on 
their annual tax returns.  Previously, the taxpayer 
was required to disclose this information to avoid 
accuracy related penalties, but there was no spe-
cific penalty for failure to comply with disclosure 
requirements.  The penalty is in addition to accu-
racy related penalties and can be imposed even if 
the taxpayer is not subject to an accuracy penalty.
  
The Act does not define the term reportable 
transaction, but refers to transactions determined 
under regulations promulgated under Code 
Section 6011 as transactions with the potential 
for tax avoidance.  Reportable transactions under 
Code Section 6011 regulations currently include 
transactions that (a) are offered to the taxpayer 
under conditions of confidentiality; (b) provide 
the taxpayer with contractual protection if the 
intended tax consequences of the transaction 
are not sustained; (c) generate Code Section 165 
losses that exceed a certain dollar threshold; (d) 
are undertaken by business entities that have 
$250 million or more in gross assets at the end 
of any financial accounting period that ends dur-
ing the tax year in which the transaction occurs 
and results in book-tax differences that exceed 
$10 million; or (e) involve a brief asset holding 
period.  Reportable transactions also include listed 
transactions which are transactions that have been 

specifically identified in Internal Revenue Service 
published guidance as tax-avoidance transactions 
as well as transactions that (a) are expected to 
produce the same or similar tax consequences and 
(b) are either factually similar to or based on the 
same or similar tax strategy as the listed transac-
tion.  

The penalty for failure to disclose is $10,000 
for a natural person and $50,000 for all others.  
For a listed transaction, the penalty increases to 
$100,000 for a natural person and $200,000 for 
all others.  

The Act also requires that a payment of this 
penalty be disclosed in periodic reports required 
under Sections 13 or 15(d) of the Securities and 
Exchange Act of 1934 (the “1934 Act”) regard-
less of the materiality of such penalty.  

This provision is effective for returns or state-
ments due after October 22, 2004.

Accuracy-Related Penalties for Reportable and 
Nonreportable Transactions

The Act imposes a separate accuracy-related pen-
alty for reportable transactions.  A penalty equal 
to thirty (30) percent of the tax understatement 
will apply if the taxpayer fails to disclose a listed 
transaction or other reportable transaction with a 
significant tax avoidance purpose.  A twenty (20) 
percent penalty applies to adequately disclosed 
transactions.  A taxpayer subject to the thirty 
(30) percent penalty must disclose such penalty 
on periodic reports required to be filed under 
Sections 13 or 15(d) of the 1934 Act.

The penalty is not imposed if there is reasonable 
cause for the understatement and the taxpayer 
acted in good faith.  The exception to the penalty 
will not apply unless the taxpayer adequately dis-
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closed the position, the position was supported by 
substantial authority and the taxpayer reasonably 
believed the position was more-likely-than-not 
correct.  Reasonable belief must be based on the 
facts and law at the time the of the tax return, 
relates solely to the merits and does not take into 
account audit risk or other factors.
  
This exception is not available if the taxpayer’s 
belief in the position is based on a disqualified 
opinion or on the opinion of a disqualified advi-
sor.  A disqualified advisor includes a material 
advisor (defined below), an advisor compensated 
by a material advisor, an advisor whose fee is 
contingent on the tax benefits, and otherwise as 
determined by Treasury.  A disqualified opinion 
is one that is based on unreasonable facts or legal 
assumptions, unreasonably relies on representa-
tions, statements, findings or agreements of the 
taxpayer or any other person or which does not 
identify all the relevant facts or fails to meet other 
requirements prescribed by Treasury.    

The Act modifies the penalty for substantial 
understatement of income tax attributable to 
transactions that do not fall within one of the 
categories of reportable transactions.  For cor-
porations other than S corporations or personal 
holding companies, the Act changes the substan-
tial understatement threshold to the lesser of 
10 percent of the correct liability (or, if greater,  
$10,000), or $10 million.  

These provisions are effective for taxable years 
ending after October 22, 2004.

Tax Shelter Exception to Confidentiality Privileges 
Relating to Taxpayer Communication

Generally, communications between a taxpayer 
and a federally authorized tax practitioner are 
privileged communications except when such 
communications involve corporate tax shelters.  
The Act excludes from the confidentiality privilege 
communications between a federally authorized 
tax practitioner and a taxpayer to the extent the 
communications concern the taxpayer’s direct or 
indirect participation in any tax shelter.  This pro-
vision applies to all such written communication 
after October 22, 2004.

Statute of Limitations for Unreported  
Listed Transactions

For taxpayers failing to disclose a listed transac-
tion, the statute of limitations is extended to the 
earlier of one year after the government is pro-
vided with the information or the date a material 
advisor satisfies the list maintenance requirements 
in response to a request by Treasury.  Previously, 
the statute of limitations was three years after the 
return was filed, six years if there was a substan-
tial omission of twenty five (25) percent or more 

from gross income, and indefinitely if fraud or 
evasion is present or no return was filed.  If a tax 
year is closed at the time the Treasury lists the 
transaction, the statute of limitations would not 
reopen.  However, this extended statute of limita-
tions would apply to the extent tax benefits from 
the transaction are recognized in taxable years 
after the transaction is listed.  

This provision is effective for tax years in which 
the period of assessing a deficiency did not expire 
before October 22, 2004.

Disclosure of Reportable Transactions

The Act repeals the existing tax shelter registra-
tion rules.  Under the Act, material advisors are 
required to file an information return for report-
able transactions; which return includes (a) a 
description of the transaction, (b) a description of 
the potential tax benefits that could result and (c) 
any other information required by the Secretary.  
The Act defines a material advisor as anyone who 
provided material aid, assistance, or advice with 
respect to organizing, promoting, selling, imple-
menting, or carrying out any reportable transac-
tion and who also directly or indirectly derives 
more than $50,000 in the case of reportable trans-
actions benefiting natural persons, and $250,000 
in all other cases, in gross income from providing 
the service.  The Act states that the information 
return shall be filed not later than the date speci-
fied by Treasury and that the return shall be in 
such form as Treasury prescribes.  At this time, no 
guidance has been provided.  

Regulations may be issued to provide (i) that only 
one material advisor is required to report the 
transaction, (ii) other exceptions from the disclo-
sure requirement, and (iii) other necessary rules to 
implement the disclosure requirements.
A $50,000 penalty is imposed on a material 
advisor who fails to file the required informa-
tion return, or a material advisor that files an 
incomplete or fraudulent information return.  The 
amount of the penalty for listed transactions is 
the greater of $200,000 or fifty (50) percent of 
the gross income derived from the material advi-
sor with respect to the transaction.  A penalty of 
seventy-five (75) percent of the gross income is 
imposed on material advisors who intentionally 
disregard the disclosure requirement.  

This provision is effective for transactions in 
which material aid, assistance or advice is pro-
vided after October 22, 2004.  The penalty provi-
sions are effective for returns due after October 
22, 2004. 

Penalty for Failure to Maintain an Investor List

The Act requires that the material advisor main-
tain a list of each reportable transaction that 
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identifies the person to whom the advisor acted as 
a material advisor and that contains other infor-
mation as the Treasury may require.  A material 
advisor is subject to a penalty of $10,000 per day 
for failing to make the list available on written 
request by Treasury within twenty (20) business 
days of Treasury’s request.  The penalty may be 
waived for reasonable cause and applies to any 
material advisor who fails to maintain a list, 
maintains an incomplete list, or has a list but does 
not make it available to Treasury.  

This provision is effective for transactions in 
which advice is provided after October 22, 2004 
and the penalties are effective on all requests for 
lists made after October 22, 2004.

Penalty on Tax Shelter Promoters

The Act increases the penalty imposed on tax 
shelter promoters for providing certain false or 
fraudulent statements, to an amount equaling 
fifty (50) percent of the gross income derived by 
the person from activity for which the penalty is 
imposed.  The penalty applies to any activity that 
involves a statement of the tax benefits of par-
ticipating in a plan or arrangement if the person 
knows or has reason to know the statement is 

false or fraudulent.  This penalty does not apply 
to gross valuation overstatements.   This provision 
is effective for activities after October 22, 2004.
 
Enjoining Conduct of Promoters

Previously, Section 7408 authorized civil actions 
to enjoin any person from promoting abusive tax 
shelters or aiding and abetting the understatement 
of tax liability.  The Act expands the prior rules to 
allow an injunction to be sought against a mate-
rial advisor for the reporting requirements for 
reportable and listed transactions and the keeping 
of investor lists.  This provision is effective after 
October 22, 2004.  

Penalty on Failure to Report Interests  
in Foreign Accounts 

The Act adds an additional civil penalty that may 
be imposed without regard to willfulness on per-
sons who violate the reporting requirements appli-
cable to an account with a foreign financial entity.  
The penalty is capped at $10,000 (with willful 
violations subject to penalties of up to $100,000).  
This provision is effective for violations occurring 
after October 22, 2004.   
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If you have any questions regarding the new tax shelter rules, please do not hesitate to contact the attorneys 
listed below:

Andrew M. Short (212) 318-6018 
andrewshort@paulhastings.com

L. Christopher Lanzillotta (212) 318-6585 
christopherlanzillotta@paulhastings.com


