
California Tax Shelters —
This Time It’s Federal Conformity

by Kathleen K. Wright

Because California en-
acted tax shelter legisla-
tion a year ahead of the
federal government, it
was inevitable that the
rules would be modified if
the federal game plan
changed. The American
Jobs Creation Act of 2004
(Jobs Act) included sev-
eral of the anti-tax-
shelter measures that the
Internal Revenue Service
had been waiting for.

Those new federal rules modified previous reporting
procedures in a significant way and California
jumped on the new (and expanded) procedures in AB
115 (CH 05-691). This article discusses the revised
California tax shelter reporting provisions and com-
pares California’s penalty regime with the new
federal menu of penalties for failure to properly
report.1

Reporting Requirements —
Material Advisers

Federal

The Jobs Act repeals the tax shelter registration
provisions and replaces them with a new statutory
requirement that all material advisers must file an
information return regarding any reportable trans-
action. The information return must include infor-
mation identifying and describing the transaction,
any potential tax benefits expected to result from
the transaction, and any other information required
by the IRS (Internal Revenue Code 6111).

Reportable transactions are defined under IRC
section 6707A(c) (referencing reg. section 1.6011-
4(b)) and include the following six categories:

1. Any transaction that is the same as (or
substantially similar to) a transaction that is
specified by the Treasury Department as a tax
avoidance transaction whose tax benefits are
subject to disallowance under current law (re-
ferred to as a listed transaction).
2. Any transaction that is offered under condi-
tions of confidentiality in which the promoter is
paid a large fee and in which there is a limita-
tion on disclosure that protects the confidenti-
ality of the adviser’s tax strategies.
3. Any transaction for which the taxpayer has
obtained or been provided with contractual
protection against the possibility that part or
all of the intended tax consequences from the
transaction will not be sustained.
4. Any transaction resulting in a taxpayer
claiming a loss (under IRC section 165) of at
least (1) $10 million in any single year or $20
million in any combination of years by a corpo-
rate taxpayer; (2) $10 million in any single year
or $20 million in any combination of years by a
partnership that has corporations as partners;
(3) $2 million in any single year or $4 million in
any combination of years for all other partner-
ships, S corporations, or an individual or trust;
or (4) $50,000 in any single year for individuals
or trusts if the loss arises regarding foreign
currency translation losses.
5. Any transaction by certain taxpayers in
which the tax treatment of the transaction
differs (or is expected to differ) by more than
$10 million from its treatment for book pur-
poses (using generally accepted accounting
principles) in any year.
6. Any transaction that results in a tax credit
exceeding $250,000 (including a foreign tax
credit) if the taxpayer holds the underlying
asset for less than 45 days.
A material adviser is any person who provides

material aid, assistance, or advice regarding orga-
nizing, managing, promoting, selling, implement-
ing, insuring, or carrying out any reportable trans-
action and who receives gross income above the

1Note that this article does not discuss all of the penalties
regarding tax shelters, but only the more significant penalties
regarding failure to report.
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threshold amount for that advice or assistance. The
threshold amount is $50,000 for a reportable trans-
action in which the taxpayer is a person and
$250,000 in all other cases (IRC section 6111).

Interim guidance has clarified that the informa-
tion return will be filed on Form 8264, ‘‘Application
for Registration of a Tax Shelter,’’ within 30 days
after the date on which the person becomes a mate-
rial adviser. (Notice 2004-80 as amended and clari-
fied by Notice 2005-22. Those notices extended some
dates for the initial filing of Form 8264.)

Also, IRC section 6112 has been amended by the
Jobs Act to require a material adviser to keep lists of
each person for whom the adviser has acted as a
material adviser for a reportable transaction. The
lists are required to be maintained for seven years
and made available to the IRS within 20 days of a
written request for that information.

California
California Revenue and Taxation Code section

18628 was amended by AB 115 to state that the
taxpayer is also required to file a copy of the above-
mentioned information return with California if one
or more of the following conditions are met:

• the material adviser is organized in California,
does business in California, or derives income
from California; and

• the material adviser is required to provide
information returns if they provide material
aid, assistance, or advice regarding organizing,
managing, promoting, selling, implementing,
insuring, or carrying out any reportable trans-
action for any taxpayer that is organized in
California, does business in California, or de-
rives income from sources in California.

In general, the information return for California
reportable transactions is required to be filed with
the Franchise Tax Board (FTB) no later than the due
date prescribed by the IRS. Also, for any transaction
that the IRS or the FTB identify as a listed trans-
action, the information return must be filed with the
FTB by the later of 60 days after entering into the
transaction, 60 days after the transaction becomes a
listed transaction, or 60 days after October 7, 2005
(the date AB 115 became effective)2 (Revenue and
Taxation Code section 18628).

Revenue and Taxation Code section 18648 is
amended to state that the list maintenance provi-
sions of IRC section 6112 apply for California pur-
poses as well. The lists are required to be main-
tained by California material advisers who are
organized in California, do business in California,

derive income from California, or provide any mate-
rial aid, assistance, or advice to a taxpayer that is
organized in California, does business in California,
or derives income from sources within California.
For nonlisted reportable transactions, the California
rule follows the federal rule in that the requirement
to furnish a list arises only on the FTB’s written
request. For listed transactions, California departs
from federal law and requires that the list be filed
with the FTB by the later of 60 days after entering
into the transaction or 60 days after the transaction
becomes a listed transactions (for California or for
federal purposes).

It is clear that the focus of
California’s new rules is to go after
the promoters rather than the
investors in tax shelters.

It is clear that the focus of the new federal and
California rules is to go after the promoters (or
‘‘material advisers’’) rather than the investors in tax
shelters. To date, there has been a great deal of
discussion and commentary regarding the broad
definition of material adviser. Once the dust settles
on that issue, then the focus will turn to disclosures
the material adviser must provide to the taxpayer
who invests in these deals. If the transaction quali-
fies as a reportable transaction, then the firm (that
is, the material adviser) will need to advise the
client of the list maintenance and information re-
turn requirements so that they will not be liable for
any future tax liability that might accrue to the
taxpayer from providing that information to the IRS
and the FTB. Inevitable disagreements will arise in
which the taxpayer does not believe the transaction
is reportable and the material adviser believes that
it is. Penalties are meant to provide the incentive to
report.

Material Adviser Failure to File Penalties

Federal
Prior federal law required a promoter to register a

tax shelter with the IRS on the first day that it was
offered for sale. A variety of penalties were applied
for failure to register a tax shelter or for providing
false information on the registration statement. To
encourage compliance with the disclosure require-
ments of the new reportable transaction rules of IRC
section 6707, the statute provides steeper penalty
provisions to make the tax shelter reporting process
more meaningful.

The penalties for failure to file required material
adviser information returns are $50,000 for report-
able transactions and the greater of $200,000 or 50
percent of the fees derived by the material adviser
(75 percent if the material adviser intentionally

2Note that to date the FTB has identified some real estate
investment trusts and regulated investment company trans-
actions as California listed transactions. FTB Chief Counsel
Announcement 2003-1.
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disregarded the disclosure requirement) (IRC sec-
tion 6707B). The penalty cannot be waived for listed
transactions, and can only be waived by the commis-
sioner in limited circumstances involving report-
able, but not listed, transactions (IRC section 6707).

IRC section 6708 imposes a $10,000-per-day pen-
alty on material advisers who, following a request by
the IRS, fail to furnish reportable transaction list
maintenance information on expiration of the 20-
day grace period. A reasonable cause exception is
available for that penalty.

The IRS has limited authority to rescind penal-
ties regarding other reportable transactions (and
must report any waivers to Congress). Only the
commissioner can grant relief and his decision is
final and is not subject to any right of judicial
appeal. The provision is effective for all returns and
statements the due date of which is after the date of
enactment (October 22, 2004) (IRC section 6707A).

California

Revenue and Taxation Code section 19182 was
amended by AB 115 to state that a penalty will be
imposed for failure to furnish information (required
from material advisers under Revenue and Taxation
Code section 18628) in accordance with IRC section
6707. A very limited exception to that penalty ap-
plies if the shelter was entered into before the date
the shelter was identified in an FTB notice. The FTB
chief counsel has limited authority to rescind the
penalty.

Revenue and Taxation Code section 19173 states
that a material adviser who is required to maintain
an investor list and who fails to make the list
available on request by the FTB within 20 business
days after the request or for listed transactions fails
to automatically provide the list will be subject to
the same penalty under IRC section 6708 as de-
scribed above. The penalty applies to a person who
fails to maintain a list, maintains an incomplete list,
or has in fact maintained a list but fails to provide
the list to the FTB. The penalty regarding report-
able transactions can be rescinded only by the chief
counsel of the FTB (but the penalty regarding listed
transactions cannot be rescinded).

Revenue and Taxation Code section 19173 also
states that if the investor list for listed transactions
is not automatically provided to the FTB, a separate
penalty will apply. The penalty is the greater of
$100,000 or 50 percent of gross income derived from
the activity. The FTB chief counsel cannot waive the
penalty. That penalty has no federal counterpart,
and it is meant to ensure enforcement of the man-
datory list-filing requirement under California law
for listed transactions.

Reporting Requirements — Investors

Federal
All reportable transactions that the taxpayer has

participated in over the course of the year must be
disclosed in the return by filing Form 8886, ‘‘Report-
able Transaction Disclosure Statement.’’ The form is
attached to the return and also filed with the Office
of Tax Shelter Analysis in Washington. The form is
required from each investor so that the IRS can
treat all investors in a particular shelter the same.

California
For tax years beginning after January 1, 2003,

taxpayers that participate in a reportable transac-
tion must disclose the investment to the FTB. The
taxpayer must submit a copy of IRS Form 8886 with
the California tax return for each tax year that the
taxpayer participates in the reportable transaction.
Also, the Form 8886 must be filed with the FTB’s
Tax Shelter Reporting Unit the first time that the
reportable transaction is disclosed.

Penalty for Failure to Disclose
Reportable Transactions

Federal
IRC section 6707A imposes new penalties on all

taxpayers that fail to disclose reportable transac-
tions. For listed transactions, the penalty is
$200,000 ($100,000 for individuals); for other report-
able transactions, the penalty is $50,000 ($10,000
for individuals). The penalties apply whenever a
taxpayer fails to make a required disclosure, regard-
less of whether the IRS was aware of (or had
audited) the transaction or whether the taxpayer’s
position on the merits is sustained. Moreover, no
penalty imposed regarding a listed transaction can
be waived under any circumstances. In other words,
the penalty is a strict liability penalty. The commis-
sioner can rescind penalties regarding issues other
than listed transactions if the taxpayer has a history
of complying with the tax law and the violation was
due to an unintentional mistake of fact. A decision
regarding the rescission of a penalty is not subject to
judicial review.

California
Revenue and Taxation Code section 19772 is

amended to provide for a penalty of $15,000 for
failing to disclose a reportable transaction. The
amount is increased to $30,000 if the failure is
regarding a listed transaction. AB 115 modifies
Revenue and Taxation Code section 19772 to apply
the penalty to a much larger group of taxpayers.
Under prior law the penalty applied to large entities
and high-net-worth individuals. A large entity was
defined as any entity with gross receipts in excess of
$10 million in the year of the transaction or in the
preceding year. A high-net-worth individual was
defined as any individual whose net worth exceeds
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$2 million, based on the fair market value of the
individual’s assets and liabilities immediately be-
fore entering into the transaction. Revenue and
Taxation Code section 19772(d) has been modified
by AB 115 to apply the penalty to taxpayers with
taxable income greater than $200,000.

The penalty cannot be waived for a listed trans-
action. For reportable transactions, the penalty can
be rescinded or abated only if: (1) the taxpayer on
whom the penalty is imposed has a history of com-
plying with the California income 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) rescind-
ing the penalty would promote compliance with the
tax laws and effective tax administration. The au-
thority to rescind the penalty can be exercised only
by the chief counsel of the FTB and cannot be
delegated. The taxpayer cannot appeal a refusal to
rescind a penalty.

Accuracy-Related Penalty
For Listed Transactions,

Other Reportable Transactions
Having a Significant Tax Avoidance Purpose

Federal
The Jobs Act modifies the current law accuracy-

related penalty by replacing the rules applicable to
tax shelters with a new accuracy related penalty
that applies to listed transactions and reportable
transactions with a significant tax-avoidance pur-
pose. The reportable transaction understatement
penalty is 20 percent if the transaction is adequately
disclosed and 30 percent if the transaction is not
adequately disclosed. The 20 percent penalty can be
avoided only if the taxpayer satisfies all of the
strengthened reasonable cause exception (IRC sec-
tion 6662A(c)). The 30 percent penalty is a strict
liability penalty and cannot be waived. Public com-
panies must report the 30 percent penalty to the
Securities and Exchange Commission (IRC section
6707A(e)(2)(B).) Under new IRC 163(m) no deduc-
tion is permitted for interest paid on a reportable
transaction understatement that results from an
undisclosed reportable transaction.

Under new IRC section 6664(d)(2), the strength-
ened reasonable cause exception requires that the
transaction be adequately disclosed on the taxpay-
er’s return under the IRC section 6011 regulations,
that the tax treatment is supported by substantial
authority, and that the taxpayer reasonably believed
that the treatment of the item was more likely than
not correct.

California
Revenue and Taxation Code section 19164.5 was

added by AB 115, which imposes a reportable trans-
action understatement penalty that is the same as
the federal penalty described above and imposed

under IRC section 6662A. Revenue and Taxation
Code section 19164.5(b) makes clear that that pen-
alty will not be imposed on amounts subject to the
noneconomic substance penalty imposed under Rev-
enue and Taxation Code section 19774 (and dis-
cussed in the following section).

The penalty can be waived only by the FTB chief
counsel, and a refusal to rescind the penalty cannot
be appealed.

Non-Economic-Substance Transaction
Penalty

Federal
Federal law did not enact a separate penalty for

transactions that might lack economic substance.
That provision was ‘‘left on the cutting room floor’’
and was not included in the final version of the Jobs
Act.

California
Revenue and Taxation Code section 19774 was

amended to include a penalty for an understatement
attributable to any transaction that lacks economic
substance (hereinafter a ‘‘non-economic substance
transaction understatement’’). The penalty rate is
40 percent of the related California tax. The penalty
is reduced to 20 percent if the taxpayer adequately
disclosed the relevant facts on his or her tax return.
Before January 1, 2003, adequate disclosure was
defined as reporting the tax shelter identification
number on the return.

A non-economic substance transaction means the
disallowance of any loss, deduction or credit, or
addition to income attributable to a determination
that the transaction or arrangement lacks economic
substance or a valid California business purpose.
The penalty may also be assessed if an entity is
disregarded because it lacks economic substance.

The amount of the understatement for purposes
of computing the penalty was modified by AB 115 to
reference IRC section 6662A(b) and it is determined
by computing the sum of: (1) the product of the
highest corporate or individual tax rate (as appro-
priate) and the increase in taxable income resulting
from the difference between the taxpayer’s treat-
ment 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 that results from a
difference between the taxpayer’s treatment of an
item and the proper tax treatment of such item.

The penalty cannot be compromised for purposes
of a settlement without approval of the chief counsel
of the FTB. The decision of the chief counsel regard-
ing abatement of the penalty is final and cannot be
appealed.

That provision applies to determinations (regard-
ing economic substance) made after January 1,
2004. Thus, the penalty would apply to earlier tax
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years when an economic substance determination
was made after January 1, 2004.

Comment: California finds itself somewhat on its
own with that penalty because the federal govern-
ment did not enact a comparable penalty. One of the
uncertainties regarding the assessment of the 40
percent penalty concerns nonreportable transac-
tions that may in the eyes of the FTB lack economic
substance. To avoid that penalty the taxpayer would
have to report the transaction, but there is no
guidance on how and where to report a transaction
that is not defined as a reportable transaction under
federal law (IRC section 6707A(c)).

Although California has the authority to list its
own transactions (and has in fact listed two such
transactions), the FTB has not yet listed transac-
tions that are arguably the most problematic tax
avoidance transactions faced by the agency, which is
moving to Nevada (either personally or by establish-
ing a Nevada corporation). The Appeal of Duffield
(BOE Oct. 26, 2005) may well be a case that would
justify assessment of that penalty, but the taxpayer
is still left in a quandary to know what to do to
qualify for the reduced 20 percent penalty (rather
than the 40 percent penalty).

In December 1994 the taxpayer, the CEO and
chair of PeopleSoft, transferred stock of PeopleSoft
to Duffield Investment Group (DIG), a Nevada cor-
poration that was organized as a subchapter S
corporation for federal purposes and a C corporation
for California purposes (for the year in question,
that was permissible under California law). This
was done pursuant to a plan developed by Price
Waterhouse to enable the taxpayer to dispose of the
PeopleSoft stock and diversify the proceeds into
other publicly traded companies and Nevada real
estate. DIG did sell the PeopleSoft stock in 1995 for
an approximate $21 million gain that was reported
by the taxpayer on his federal return but not on his
California return. For a C corporation, there was no
liability at the taxpayer level because there was no
distribution of the proceeds to the taxpayer. At the
corporate level, the gain on the sale of the stock was
apparently sourced to the state of commercial domi-
cile (Nevada). No money was distributed to the
taxpayer until December 2000, when a $30 million
cash distribution was made to the taxpayer. In late
1999, the taxpayer moved to Incline Village, Nev.,
and became a Nevada resident. Also, part of the
proceeds of the sale of PeopleSoft stock was used by
DIG to acquire real estate that ultimately became
the retirement home of the taxpayer.

The FTB alleged that the taxpayer formed the
entity solely for the purpose of disposing of the
PeopleSoft stock and avoiding California tax on the
gain and using the proceeds to construct the taxpay-
er’s retirement home. The FTB challenged the tax-
payer’s use of IRC section 351 to incorporate DIG on
a tax-free basis and made an assessment based on

the difference between the adjusted basis and the
fair market value of the stock on the date of the
transfer. The FTB cited Revenue and Taxation Code
section 24431 as patterned after IRC section 269 to
disallow the tax-free incorporation. IRC section 269
provides that if any person acquires control of a
corporation for the principal purpose of evading or
avoiding federal income tax by securing the benefit
of deductions, credits, or other allowances that the
acquiring person would not otherwise enjoy, the
secretary may disallow those deductions, credits, or
other allowances. Revenue and Taxation Code sec-
tion 24431 provides that if the principal purpose of
that acquisition is evasion or avoidance of tax under
part 11 of the Corporation Tax Law, that deduction,
credit, or allowance will not be allowed.

The California State Board of Equalization (BOE)
did not provide an opinion in the case, but it pub-
lished a letter ruling that sustained the proposed
assessment of tax by the FTB against the taxpayer.
The assessment was for approximately $7 million,
which was essentially the California tax saved from
transferring the PeopleSoft stock to DIG tax-free.
Would that transaction also violate the doctrine of
economic substance so that it would be subject to the
new noneconomic substance doctrine penalty? That
depends on the definition of economic substance,
which California has attempted to define in the
legislative history that accompanied the enactment
of SB 614 (CH 03-656), which added Revenue and
Taxation Code section 19774.

California’s legislative history to SB 614 con-
cludes that California conforms to the federal defi-
nition of economic substance as set forth primarily
through litigation. Federal courts have generally
denied claimed tax benefits if the transaction that
gives rise to those benefits lacks economic substance
independent of tax considerations. The Tax Court
has described the doctrine as follows:

The tax law . . . requires that the intended
transactions have economic substance separate
and distinct from economic benefit achieved
solely by tax reduction. The doctrine of eco-
nomic substance becomes applicable, and a
judicial remedy is warranted, where a taxpayer
seeks to claim tax benefits, unintended by
Congress, by means of transactions that serve
no economic purpose other than tax savings.
(ACM Partnership v. Commissioner, 73 T.C.M.
at 2215)

Under federal case law, another common-law doc-
trine that overlays and is often considered together
with (if not part and parcel of) the economic sub-
stance 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 nontax purpose.
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Revenue and Taxation Code section 19774 states
that a transaction lacks economic substance if the
taxpayer does not have a valid nontax California
business purpose for entering into the transaction.
In the legislative history of SB 614, the FTB bill
analysis states that economic substance exists only
if the taxpayer establishes that: (1) the transaction
changes in a meaningful way (apart from California,
federal, foreign, other state, and local tax conse-
quences) the taxpayer’s economic position, and (2)
the taxpayer has a substantial nontax purpose for
entering into the transaction, and the transaction is
a reasonable means of accomplishing that purpose.

The legislative analysis goes on to state that 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 taxpay-
er’s motives for engaging in the transaction. The
transaction must satisfy both tests — that is, it must
change in a meaningful way (apart from California,
federal, foreign, other state, and local tax conse-
quences) the taxpayer’s economic position, and the
taxpayer must have a substantial nontax purpose
for entering into the transaction (and the transac-

tion is a reasonable means of accomplishing that
purpose) — to satisfy the economic substance doc-
trine.

A taxpayer’s nontax purpose for entering into a
transaction (the second prong in the analysis) must
be substantial, and the transaction must be a rea-
sonable means of accomplishing that purpose. Un-
der that formulation, the nontax purpose for the
transaction must bear a reasonable relationship to
the taxpayer’s normal business operations or invest-
ment activities. Because use of a Nevada corporation
is not a reportable transaction, the FTB could not
assess the failure to report and the enhanced
accuracy-related penalties discussed herein. If the
FTB assesses the noneconomic substance penalty, it
would have to prove the two-part test for lack of
economic substance described above. It would be
incumbent on the taxpayer in the Appeal of Duffield
to prove the independent business purpose for the
formation of DIG to challenge the assessment. ✰

Kathleen K. Wright is professor of accounting at Cali-
fornia State University, Hayward, and a regular columnist
in this series.
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