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Corporate tax scams cost Treasury billions,

leaving ordinary payers holding the bag

By SHELDON D. POLLACK
Congrous chut down the tax
shelter iduatyy back in 1986,
Until (1, the wealthy could

find all te af didges to avoid
paying ' -.es on their income.
Rich t: < conld buy invest-
ments '’ vould generate arti-
ficial 1 1oes ta shelter In-
come o rerhace taxes. Under
tax law ae-tinwe this was per
fectly b+

But ! helter promoters got
more i neae rreedy in the

late 1970 .l eandy 19s. Deals
turned .o rescive and ugly, with

outrigh’ heconing com
monpla S Toternal Rev
enue Ser . e oot up ina
near fut - ot fa padiee these
phony deals and the dostet of
the US. 1:x Comrt was secnnped

with liticatinn involving tax

shelter e Congress struck
back wit ‘e Fax Reform Act of
1986, wi- .« Hectively closed
down tr .o “hielter industry.
Or so evervone thought.

Todas shelters are back
with a ~onpeance, Only this
time, th i Five accounting
firms » <ot el invest-
ment v e leading the as-

sault on ' - UN. ‘Freasury This
time, rithor than setling to
wealthy b plual investors,
promaote tddling their
new product: to some ¢ the
<t 1nost profitable cor pora

ons in the United States.

In deals that would have
made tax lawyers blush a few
years ago, tax shelter promoters
are creating losses out of thin

..,Ah‘lorm s rate clients, And acx

counting ' - ms awl fnvestment

bankers - put them together
wsaesnakin: millions n fees.

The ‘1 easury bepartinent,

“Congre ' fedoeral courts

hﬂv(‘ e a ¥ e Y the
“havoc causest 1 the tax coue. In
.the meantime, the corporations
that buy into these schemes are
scuttlng therr (ax bills and pro-
‘moters are lining their pockets
at the expens f the rest of us
taxpayers.
The new tax shelters go by
varfous naies The schemes are
. complicat: 1 vt rely on use or
abuse of V¢ techuical tax

rules. Wo: itveot investiment
bankers ;- .1t the financial
_ products «  cilled derivatives)

“Sthat hedge v+ “mivesguent” for
all parties. o that no e is re-
ally at ris). o1 losing one penny.
Therear::  hona lide business

urposes 10ty kKind of deal—
ruﬂ meaning! cq iransfers of
funds to oo oo boantage of the
tax code and camouflage what's
really going on.

Usually. a technical tax rule
1s explolted to create artificial
losses In ways that were never

ined by the tax authorities.
Typically. a forelgn investor 1s
brought into the deil to pick up
the offsetting income recog-
nized on the deal.The foreign in-
vestor (e.g., an entity created
under the laws of some tax
' n, such as the Cayman ls-

!21ands or Netherlands Antllles) is

‘ot subject to U.S. taxation, and
is allocated all taxable income,

while the U.S. corporate i
vestors are allocated the artifi
cial tax losses.

To date, Congress and the IRS
have tackler the new shelters on
acase by case basis, ‘The IRS has
had considerable suceess in liti-
gating against individual deals.
The federal courts have been fa
hly inclined toward IRS
nges, which invoke estah
lished principles holding that
tax deductions produced by
sham transactions are disal
lowed aned o moti
actlons lacking a busine
pose or “economic subs
shall be disvegarded.

For example, in o 1998 case,
ACM Partnership v. Commis-
stoner, an abusive {ax shelter
marketed by Merrill Lynch to
Colpate Palmolive Co. was
slammed by (he 'Third Cirenit
Court of Appeals, thereby pro-
viding precedent for the IRS.
But a ease sueh as this repre
sents only one taxpayer in one
deal. Promofers markel the
ame scheme to numerous
1s. There are at least eight
ik to ACM still in dis
much as $1 hitlion
inaddition 0,

OF course, many similar (ax
cases won't e uncovered. In tes
timany before the House Ways
Al Means Committee, Lindy
froalt hiel of st of the Joind
Condee on e ation, wan ned
that it 1s beyon:! the capio iy of
government to police adl the cor-
porations claiming tax benefits:
“In many cases, the corporation

. that ¢lhims the tax benefit from

a tax shelter escapes audit, or
the tax shelter arrangement
goes undetected during an
aurdit.”

Even when detected -the IRS

doesn’ have the manpower (o
litis e adl the = case in the
courts. Thank budget cuts in-
flicted hy Congress on the tax
agency for that. Because of
age of fuvd:, the IRS often
oo q1 s
to the 1oy ]
that doesn’t petoati
payer for trying to cla
deductions. So by taking ques
tionahle deductions and then
playing the audit lottery, corpo-
rations stand to <aive millions.

etilement favorable

Shell game

‘The problem with a case hy-
case attack on tax shelters is
that the promoters are always
one step ahead of ‘the govern-
ment. As the promoters market
their various products to more
chients, eventually the IRS and
Congress get wind of what's
going on. Professional tax jour
nals report on the latest
schemes virtually weckly.
While such exposure is the kiss
of death for that particular deal,
it doesn’t really maiter to pro-
moters. They know there
lmited shelf life for all thei
deals. Kven if the IRS doesn't
step in, once competitors and
corporate managers learn (he
specifics of a particular
arrangement, no one is'going to
pay big fees again for that tax

savings investment.

‘The promoter’s fees are justi
fiable only so long as the scheme
is confidential and marketed to
alimited number of clients who
all keep quiet. As soon as word
gets out about an existing shel-
fer, promoters necessarily must
abandon it and cook up another
schieme. An RS challepge sim
ply hastens the process.

Even if Congress responds
with legislation or the "'y
Department with a public
Liee, i is aline
prospective
icitly sanctioning thos
in place hefore the offect
of the new law or regu

1T o case-by-case approac
has its Timits, the alternative
may not be much better House
Ways and Means Commitiee
member Lioyd Dogpett, 1)
Texas, has repeatedly intro
duced legisiation in Congress to
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Tax shelters assign bt
the Cay islands, while A i
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grant the 1S expansive anthor-
Hy todisallow deductions gener-
atesl hy tax shelters. The prob-
lem is no one can readily define
ax shelter i thus the power
anted (o the IRS must be
broad. viyne and diseretionary.

No sanprise that the IRS il
Treaswry Departinent support
this approach. Other
more cations appi
wouldw't give Treasury vast
powers that coubild be used to at
fack peviectty lepitimale bhusi
ness lransaetion

The influeitial ‘Pax Seclion
of the Amevican Bar Ass

of Certified P'ublic Aceomn
both have come out in fa
i wsed penadties and disclo-
sure requirements for tax shel-
ter investors. So has the Joint
Conmmitiee on'T

Thint also how the Clin:
ton administyation approached

the problem. Former Treasury
Seeretary Lawrence Summers,
who called the growth of corpo-
rate tax shelters “a matter of na-
tional importance” and "the
most serious compliance proh-
lem in the US. tax system,” pro
posed new disclosure require
menis for corporations that
claim substantial tax savings in
transactions designed by out
side promoters,

These Treasuty regulations
impose disclosure require
ments, as well as reglatration re
uirements on those who pr
wote confidential shelter deals
to elients. ‘The IRS recently an-
nounced womeilers have al
reaudy vegistered more than 2.500
such tax shelters marketed
under terms of confidentiali:

In the waning days of e

Clinton administration, - .di
tional regulatiog- o
posed imposing ¢ ies

clients write off the losses.

sional standards on attorneys
who issue so called opinion let-
ters that are used by promoters
to help sell deals to investors,
The jury is still aut on whether
such regulntions will do very
wtich. In the past, penalties and
disclosure requirements
haven't workedd very well to curb
othey tax abuses.

While the Clinton adminis
fralion pushed hard in the Jast
two years to combat tax shelter
promoters, things have changed
in Washington since January.
Certainly don't expect President
Bush (o support reforms to 1ein
in tax shelters that save inillions
in taxes for the well heeled cor
porate PACs that supported his
presidential campaign. "The veg-
ulations proposed by the Clin-
ton administration have yet to
be completed. Lobbyists are lin:
ing up to pressure the Bush
‘I'veasuy officials to back off.

While it is impossible to de
termine with cet nty how
much corporate tax shelters e
actually costing the 1S, ‘Tvea
sury. mast experts believe the
revenue loss is significant. Back
in 19949, Joseph Batitkman of
Stanford Law School threw out
figure of $10 billion a year. Jour-
nalists and ‘Treasury officials
repeatedly cited (hat figure, but
Bankman ater admitted it was
Jjust an ol hand estimate. Never
theless, Bankman's estimate is
idely cited as if it were an
itative figure.

One serious attempt to ap
praise revenue loss from the
new corporate tax shelters
comes from economist Martin
Sullivan, wha concludes the an
nual coct is somewhere between
$1 billion and $30 billion. Sulli-
van is quick to admitl hisownes
timate is based on all sorts of as-
sumptions about the magnifude
of fees earned by promoters and
the associated tax benefits real-
izedd by their clients.

Obviously, there is no easy
way tomeasure the extent of tax
shelter activity, Still, a recent re-
ym the Treasury Depart-
supports claims of a surge
ate activity. The report
shows that over the past three
s, the annual rate of growth
rate tax refunds has
20 percent
espile surging corporate
From 1985 to 1996, re-
s ranged from $13 biltion to
$19 hillion. In 1997 and 1948, re-
funds hit $22 billion and $25 bil
lion respoectively.

Refunds set a record of over
$31 billion for 1999, and when
the numbers are in for 2000, they
will likely exceed $30 billion,
While no one knows for sure
what is behind this inerease, the
prime candidate is increased
tax shelter activity.

Whether Congress and the
S will win the battle is any
one's puess, Personally 1'd bet on
the ingenuity and audacity of
the promaot accountants and
nvestmen! bankers

»Sheldon . Pollack Is a tax lawyer and

the ol
Urlaware Collage of Business and
Economics.




