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PENALTY AND INTEREST PROVISIONS IN THE
INTERNAL REVENUE CODE

WEDNESDAY, MARCH 8, 2000

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:08 a.m., in
room SD-216, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present; Senators Grassley, Hatch, Moynihan, Baucus,
Breaux, and Robb.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A US.
gﬁt;%'gon FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-

The CHAIRMAN. The committee will please be in order.

Throughout the extensive IRS investigation and oversight hear-
ings this committee began more than 2 years ago, it became clear
that one of the issues in need of serious attention is that of interest
and penalties.

There i8 no question that the appropriate use of interest and
penalties as incentive for tax compliance is important to good man-
agement and in the best interests of taxpaying Americans.

However, I know many on this committee, myself included, who
are alarmed to learn that in the last two decades, the kind of pen-
alties that could be applied to taxpayers have increased from 13 to
well over 120. : -

At the same time, there has been a change in the interest struc-
turing from simple interest on the orisin | amount of delinquent
taxes owed to interest that compounds daily, not only on the delin-
quent tax, but on the penalties as well.

The result of this has been that, inside two decades, dollars as-
sessed in penalties have increased over ten-fold, and interest owed
on taxes and penalties has more than doubled original liabilities.
Many taxpayers are hit by aggressive assessments that pile several
different penalties on top of a single delinquency.

This current state of affairs is the responsibility of Congress. In
the 1980's and 1990's as concerns grew about the deficit and the
need to put more money in the Treasury, Congress looked to pen-
alties and interest as a way to raise revenue without raising taxes.

At the same time, the complexity in the Tax Code grew, creating
a veritable mine ﬁeid, where one agency employee stated that mis-

‘takes leading to the assessment of penalties and interest could be
found in up to 99.9 percent of all returns.

(1)




2

While necessary to promote compliance, penalties and interest,
some suggest, have gotten so out of hand that they actually thwart
compliance by placing taxpayers under such a financial burden of
unpayable assessments that individuals and companies either do
not pay, fall out of the system, or claim bankruptcy for protection.

This is not the intent of Congress, and these problems, to the ex-
tent they exist, must be fixed. The IRS restructuring and reform
legislation included a series of provisions relating to penalties and
interest, and we knew at the time that our penalty and interest
system needed a comprehensive overhaul.

Due to the need, Congress required Treasury and Joint Tax to
each conduct studies and provide recommendations on penalties
and interest in the Internal Revenue Code. These studies were due
last July. The Joint Tax Committee completed its report on time
;md wccal received Treasury’s report last October before Congress ad-

ourned.

With these reports and information we gathered during the
course of this hearing, we must take a comprehensive look at the
penalty and interest problem. We can consider it a blessing that,
as we enjoy budget surpluses, we also have the opportunity to pro-
vide real and meaningful reform,

The purpose of the hearing today is to hear testimony regarding
the Treasury and Joint Tax penalty and interest reports and rec-
ommendations. Our hearing will also discuss the corporate tax
shelter issue within the context of a penalty and interest system.

I believe that corporate tax shelters are a serious problem. The
question is, how do we constructively fix it in a manner that does
not unduly affect legitimate business transactions?

Since becoming chairman of the committee, I have worked dili-
gently to shut down specific abusive transactions and will continue
to do 8o in the future. The reason why is simple. Corporations that
abuse the laws to shelter their income from taxation place an un-
fair burden on the backs of individual taxpayers, our families, and
small businesses.

To remedy this, we must find a workable legislative solution.
While there may be reasonable differences over definitions and spe-
cifics, I believe legislation should contemplate the following three
issues.

First, there should be transparency through enhanced disclosure
of abusive transactions by promoters and taxpayers. Second, Con-
gress should look at when a taxpayer may rely on a tax opinion.
Third, Congress should consider methods to discourage promoters
and advisors of corporate tax shelters.

The IRS and Treasury must be held accountable. They are re-
sponsible for enforcing current law. Congress is serious about ad-
dressing problems. In 1997, Congress passed a law requiring pro-
moters of confidential tax shelters to disclose the transaction.

The law would become effective when Treasury issued guidance.
That was well over 2 years ago. It was only last week that the
Treasury issued necessary guidance to allow the law to take effect.
Now, I do not know why it took 2 years, but I intend to raise this
question in these hearings.



We will begin that today as we also consider the need to address
penalties and interest in the Tax Code. Towards finding real rem-
edies, I look forward to a strong and willing bipartisan effort.

Senator Moynihan?

OPENING STATEMENT OF HON, DANIEL PATRICK MOYNIHAN,
A U.8, SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, I think I can assure you that
Kou will have the support of this side in these matters, as you have

ad for the last several years.

I think your point about transparency is elemental, particularly
as we commence to find that there is a small industry growing up
of people who devise tax shelters which are inexplicable to anyone
save Lindy Paull.

I have a letter, sir, and I believe you do, too, from Secretary
Summers about this morning’s hearings. He says, “As you begin
discussmf the very important topics of corporate tax shelters and
the penalty and interest regime in the Internal Revenue Code, I
wanted to share some brief thoughts with you regarding corporate
tax shelters.”

He goes on and concludes, “The point I would like to make is
simple. Specific statutory patches, regulations, administrative ac-
tions, and court victories, while enormously helpful, are not
enough. Corporate tax shelter activity continues to proliferate.

“As you know, the administration has put forward in the fiscal
2}2011 budget legislative proposals aimed at curtailing corporate tax
shelters. :

“The details and rationale for these budget proposals are con-
tained in the testimony being presented today by Acting Assistant
Secretary Talisman.” Might I interrupt to say, simply, welcome to
our former Chief Tax Counsel in his first appearance before the
committee.

The Secretary concludes, “We look forward to working with Con-
gress to pass laws that will address this problem which I believe
to be of great importance. Failure to address this issue in a mean-
ingfulkway would put the fairness and efficacy of our tax system
at risk.”

That is no small statement, sir. I think it supports what you
have said.

The CHAIRMAN. I would only make one comment. I do find the
thrust of the statement a little peculiar, in light of the fact that it
took 2 years to issue the regulations to put in effect the require-
ments of disclosure,

Senator MOYNIHAN. Perhaps we can hear from our witnesses on
that. Perhaps we can put the full text of the Secretary’s letter into
the record.

The CHAIRMAN. Yes. Without objection.

[The letter appears in the appendix at page 133.]

The CHAIRMAN. It is now my pleasure to introduce our first panel
of witnesses, who of course are ve? well known to us. We are de-
ighted to have you before us. Mr. Jonathan Talisman, who is Act-
ing Assistant Secretary for Tax Policy for the Treasury Department
and, oti course, as Senator Moynihan pointed out, was his chief tax
counsel.
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We are also very pleased to introduce Lindy Paull, who is chief
of staff of the Joint Committee on Taxation. Before that, she, of
course, was chief of staff of the Finance Committee.

It is a pleasure to welcome both of you, Your written statements
will be included in the record, and we will start with you, Mr. Tal-
isman, please. '

STATEMENT OF JONATHAN TALISMAN, ACTING ASSISTANT
SECRETARY FOR TAX POLICY, DEPARTMENT OF THE TREAS-
URY, WASHINGTON, DC

Mr. TALISMAN. Thank you very much, Mr. Chairman. Mr. Chair-
man, Senator Moynihan, and members of this committee, it is a
privilege for me to return to my roots and appear before you today.

When 1 worked for Senator Moynihan and sat through several
hearings, I aspired to sit some day on this side of the rostrum be-
fore the committee. Now that I am here, I am not really sure why
that was. [Laughter.]

I want to thank the Chairman for holding this hearing and am
pleased today to discusg our penalty and interest study, as well as
the problem of corporate tax shelters, and the Administration’s pro-
posals to address this important problem.

Let me begin with the proliferation of corporate tax shelters, a
problem that affects the integrity of the tax system, and we believe
merits immediate legislative attention.

When we started working on our corporate tax shelter white
paper late in 1998, our goal was to raise awareness that there was
a problem and to explore the nature of the problem. Now it is clear
that there is widespread agreement and concern among tax profes-
sionals that the corporate tax shelter problem is large and growing.

For example, in testimony last year, the American Bar Associa-
tion noted its “growing alarm” at the a%gressive use by large cor-
porate taxpayers of tax products that have little or no &m;pose
other than the reduction of Federal income taxes. The staff of the
Joint Committee, the New York State Bar Association Tax Section,
TEI, and others have echoed those comments.

Why are we concerned? First, these tax shelters, frequently sold
as products off the rack to produce a substantial reduction in a cor-
poration’s tax liability, erode the corporate tax base and thus raise
the tax burden on other taxpayers.

Second, as the New York State Bar recently noted, “the corrosive
effect of tax shelters breeds disrespect for the tax system, encour-
aging responsible corporate taxpayers to expect this type of activity
to be the norm, and to follow the lead of other taxpayers who have
en’%aged in tax advantage transactions.” :

his so-called race to the bottom, if unabated, will have long-
term consequences to voluntary compliance, far more important
than the short-term revenue loss we are currently experiencing.

Third, shelters comFlicate the Tax Code by forcing legislators to
take remedial action. In the past few years alone, nearly 30 narrow
statutory {Jrovisions have been adopted in response to abuses, fur-
ther complicating the Code.

Finally, significant resources, both in the private sector and the
overnment, are currently being wasted on this uneconomic activ-
ity. To date, attacks on corporate tax shelters have been targeted
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at specific visible transactions and have occurred on an au hoc,
after-the-fact basis through legislative proposals, administrative
guidance, and litigation.

It is suggestive of the scale of the problem that specific shelters
that have been addressed over the last few years were estimated
to have cost, collectively, close to $80 billion over 10 years.

For example, Congress recently Yassed a provision to eliminate
the ability to avoid corporate level tax through the use of liqui-
datin ITs. This provision was estimated, by itself, to have
saved the tax system upwards of $30 billion over the next 10 years.

Mr. Chairman and the committee, we very much appreciate
these efforts to promptly address specific corporate tax shelters
that we or others have brought to your attention,

At the same time, the Treasury Department and IRS have taken
a number of administrative actions to address corporate tax shel-
ters. On the regulatory front, we have issued guidance on so-called
step-down preferred stock transactions, lease strips, and foreign tax
credit abuses.

We recently brought to light lease-in, lease-out transactions, or
so-called LILO schemes. These transactions, through circular prop-
erty and cash flows, purportedly offered participants millions of
dollars in tax benefits with no real economic risk.

In these transactions, a U.S. multinational leased a town hall
from a Swiss municipality, and then immediately leased it back to
the municipality solely to produce tax benefits. This is surely odd
on its face.

Most recently, we have closed so-called BOSS transactions and
debt straddles, two tax engineered structures designed to produce
artificial tax losses that could be used to offset other income with-
out any economic risk to the participants.

Finally, we have won several important tax shelter cases after
many years of litigation. What you find over time, however, is that
addressing tax shelters transaction by transaction is like attempt-
ing to slay the mythological Hydra; you kill one over here, and two
or three more appear over there.

We have shut down so-called “chutzpah trusts,” which were simi-
lar to a structure shut down by Congress in 1997. The BOSS trans-
action that we shut down was a derivation of the Section 357(c)
product previous addressed by this committee in legislation.

Promoters continue to search for defects in the Code to exploit,
and taxpayers with an appetite for tax shelters will simply move
on to new transactions.

Thus, it is our belief at Treas that this after-the-fact, ad hoc
approach is no longer tenable. Rather, a more global approach
must be adopted to address these abusive tax engineered trans-
actions before the fact to prevent most from occurrinﬁg.

This requires that the tax shelter cost benefit analysis be
changed in a manner that affects the dynamics on both the supply
and demand side of this market, making it a less attractive one for
all participants, merchants of abusive tax shelters, their customers,
and those who facilitate the transactions. .

The Treasury Department believes this global solution should in-
clude four mutually reinforcing {Jarte: (1) increasing disclosure of
corporate tax shelter activities; (2) administrative reforms within
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the IRS and strengthened rules governing the practice of account-
ants and lawyers before the IRS; (3) new legislation to strengthen
and better coordinate requirements and to increase penalties for
abusive transactions, and to codify the economic substance doc-
trine; (4) providing consequences to all the parties to the trans-
:iction, promoters, advisors, and tax-indifferent accommodating par-
es,

Treasury and the IRS have come to understand new tax shelters
only by cafturing them on audit, picking up reports in the trade
prteas, receiving anonymous tips, and finding irregularities on tax
returns.

Obviously, what we see, we act upon. However, by definition,
what we cannot see, we cannot act upon. Thus, a central element
of our ap];roach in curbing tax shelters is bringing these trans-
actions to light and taking remedial action where appropriate.

To this end, Treasury and the IRS last week issued three new
regulations to bring more corporate tax shelters into the open. By
requiring companies to disclose any transactions that significantly
reduce their liabilities, these guidelines will enhance disclosure and
deter abusive shelters. They will not impose a burden on taxpayers
engaging in legitimate transactions.

e second element of our a{)proach is to increase the capacity
of the IRS to act on this crucial issue and to enhance the capacity
for self-regulation. As you know, under the leadership of Commis-
sioner Rossotti, the IRS is unde:soing a substantial restructuring
to refocus the IRS along functional, as agposed to geographic, lines.

This restructuring will concentrate IRS resources relating to cor-

orate tax shelters, enabling it to identify, focus on, and coordinate

ts efforts against corporate tax shelters in a more efficient manner
while instituting and maintaining appropriate taxpayer safeguards.

For example, to prevent interference with legitimate business
transactions, examining agents will refer corporate tax shelter
issues to a centralized office of tax shelter analysis for consider-
ation. We are also in the process of establishing a procedure where-
by tggpayers could obtain an expedited ruling from the IRS regard-
in ected transactions. ’

e IRS, however, cannot be asked to shoulder the entire burden
of compliance. If we are serious in our intention of curbing abusive
shelters, we need to place more emphasis on professional condutt__
of those who participate in the industry.

To enhance self-regulation and compliance we are planning,
within the next 6 months, to issue an updated version of Circular
230, the professional guidelines on conduct for those who practice
before the IRS. This may include sanctions on firms that issue
opinions on tax shelters, limits on contingent fee arrangements,
and heightened opinion standards. .

Our administrative efforts to require disclosure and to raise
standards are important and necessary steps, but we do not believe
they alone are sufficient. Disclosure only deters if abuse has con-
sequences, '

t is right that we require companies to disclose tax shelters ia
their IRS statements, but those corapanies need an incentive to
comply with the new guidelines. That is why we are proposing leg-



islation in the budget that will give us greater tools to deter\a?rd"""
to pursue the abusive shelters.

iv8t, ‘here must be effective disincentives to stop companies
from vio.ating reasonable standards of disclosure. These include a
?enalty of $100,000 for each failure to disclose a transaction with
eatures common to corporate tax shelters, raising the penalty for
substantial understatement from 20 to 40 percent where a tax-
payer statement does not disclose a corporate tax shelter, and
eligxinating the reasonable cause exception for undisclosed trans-
actions.

Second, we should impose penalties on the related entities. The
creation of abusive shelters is a s?iphisticated process that encom-
passes a broad range of interested parties beyond the companies
themselves.

These include the tax-indifferent entities such as foreign corpora-
tions, the promoters of shelters, and entities that profit from pro-
viding advice. Our t‘ptfopo:mls must, therefore, include measures to
deter third parties from involvement in abusive shelters.

Third, we believe that the economic substance doctrine must be
codified. It is surelf' more difficult, yet fundamental, that taxpayers
be required to apply the doctrine and perform a careful analysis of
'ttl;w pre-tax effects of a potential transaction before they enter into
it.

Let me be clear. This is not a new standard, but rather is in-
tended as a coherent articulation of the economic substance doc-
trine first found in seminal case law such as Gr;io v. Helveri
and most recently utilized in cases such as ACM, COMPAQ, an
Winn-Dixie.

The guiding principle of economic substance is that taxpayers
should not be allowed to derive benefits from trausactions that
have no meaningful economic purpose, where the tax benefits from
a transaction significantly outweigh any pre-tax profits.

Codification of the doctrine would bring a number of improve-
ments. It would create a consistent standard so that taxpayers may
not pick and choose between conflicting decisions to support their
decision. It would also isolate the doctrine from the facts of cases
so that taxpayers cannot simply distinguish the case before them
based on the facts of the case that the court has ruled on.

In closing my discussion of corporate tax shelters, I would like
to emphasize the substantial levels of similarities between the
Treasury Department’s proposals and other proposals to curb cor-
porate tax shelters.

For example, the staff of the Joint Committee on Taxation agrees
that there should be increased disclosure by participants, increased
penalties on understatements attributable to undisclosed trans-
actions, and sanctions on other parties to the transaction.

The major difference between us and the JCT staff is that the
JCT staff would not recommend codification of the economic sub-
stance doctrine. However, the JCT proposal does incorporate a
version of our standard in identiging,corporate tax shelters.

Moreover, as discussed more fully in our white paper, the ABA
Tax Section and the New York State Bar Tax Section, and H.R.
22656, as introduced by Mr. Doggett, also share common rec-
ommendations.
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Mr. Chairman, let me shift to the Department of Treasury’s
study and recommendations with reapect to the penalty and inter-
est provisions of the Internal Revenue Code.

It has been 11 years since the Congress has undertaken a com-
prehensive look at these important and fundamental pieces of our
;%fyetem, and we thank you for starting and continuing this dia-

e

e study conducted by Treasury, and its report issued on Octo-
ber 26, 1999, as you stated, were mandated by the IRS Restruc-
turing and Reform Act of 1998. In developing our report, we solic-
ited, received, and studied comments from the general public and
consulted closelg with the Service.

The staff of the Joint Committee and the Taxpayer Advocate also
conducted similar studies and have made recommendations. Al-
though there are differences among these recommendations, these
differences are a matter of degree and there-is general agreement
on gxe importance of the role of penalties and interest in our tax
system.,

For the sake of brevity, I will not repeat all the material in the
Treasury study. Rather, I think it is important to focus on the na-
ture of the penalty and interest provisions, how they are different,
why they are important, and what should be our goals. It is within
this framework that the penalty and interest provisions of the Code
should be evaluated.

First, penalties. In general, our income tax system is one of self-
assessinent that imposes three general requirements on taxpayers:
to timely file their returns, to report the correct amount of tax
owed, and to timely say the amount due and owing. The penalty
regime acts as an inducement for compliance with these basic re-
quirements by providing sanctions for non-compliance.

We focused our study on the principal civil penalty provisions
that affect large numbers of taxpayers, account for the majority of
penalty assessments and abatements, and for which we received
the most comments. These penalties are the failure to file and the
failure to Fay penalties, the estimated tax penalties, accuracy-re-
lated penalties, and the deposit penalties.

In evaluating these penalties, we are mindful that achieving a
fair and effective system of compliance involves striking a balance
that fosters and maintains the current high degree of voluntary
compliance arnongl the vast majority of taxpayers; second, encour-
aﬁes taxpayers who are not compliant to quickly resolve non-com-
pliance problems with the IRS; and third, imposes an adequate sys-
tem of sanctions that are fair to taxpavers whose non-compliance
may be due to diverse causes that involve different degrees of cul-
gability but do not impose substantial additional complexity or bur-

en,

Achieving such a balance, unfortunately, is difficult because a
system of sanctions that accounts for these differences has to be
complex, but a system that does not make adequate distinctions
may be unfair. _

At the same time, compliant taxpayers, the vast majority of tax-
g‘gyers, deserve a tax system that recognizes their compliance.

ere is no perfect system of sanctions, and striking the appro-
priate balance involves trade-offs among competing concerns.
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Treasury’s study and recommendations reflect an effort to strike
a reasonable balance, understanding that there is no single solu-
tion and that different approaches can be formulated to achieve the
same goals. ‘

With respect to interest, we also examined the reapective roles
of penalties and interest in our tax system with a view toward
maintaining an appropriate distinction between the two.

We believe penalties or sanctions is for non-compliant conduct,
while interest is a charge for the use of forbearance of money.
Treasury recognizes that current law does not always make a clear
or consistent distinction between interest and penalties. Many tax-
payers may view interest as a penalty, and many penalties have
a time value of money element to them.

Recognizing the distinction between interc * and penalties, how-
ever, is important in crafting legislation and regulations that im-
pose and abate penaity and interest charges.

Penalty provisions -hould be designed to influence compliance
whereas, again, we be..eve that interest provisions generally should
be designed to make parties whole with respect to overpayments
and underpayments.

Penalties generally can be abated for reasonable cause and other
statutorily prescribed reasons that reflect their function as a sanc-
tion. By contrast, the grounds for abatement of interest is, prop-
erlxl,_lmore narrowly d-awn.

y legislation or regulations in support of this distinction may
cause further confusion among taxpayers regarding the different
roles of the penalty and interest provisions.

Treasury also is mindful of the ongoing IRS reorganization and
the implementation aspects of the new taxpayer rights provisions

—of RRA-1998. Considerable guidance has been issued by Treasury
and the IRS in the Igteust: year relating to a number of these new
provisions, and the IRS is engaged in a major overhaul of its struc-
ture and systems, as directed by Congress.

Time is required for the impact of these new provisions to be
evaluated, and certain of the new provisions affect IRS programs
and the penalties and interest, such as the offer-and-compromise
program, that provide avenues other than abatement for relief from
monetary impositions.

I will leave for my written testimony discussion of our more sig-
nificant legislative recommendations. I would like to close and say,
Mr. Chairman, thank you for holding this hearing.

We strongly support a penalt and interest regime that fosters
and maintains the current high level of compliance, provides appro-
priate costs and sanctions for non-compliance, and provides a rea-
sonable and administrable degree of latitude for individual tax-
payers' circumstances and errors. We believe the proposals made in
our report strike an appropriate balance among these objectives.

I also would like to, again, reiterate that we believe that the pro-
liferation of corporate shelters presents an unacceptable and grow-
ing leve}ll of tax avoidance. We have laid out our rationale for our
approach.

P e look forward to working with you and the members of the
committee to address both of these important issues, and I would
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ask that my written testimony be included in the record. Thank

you.

The CHAIRMAN. Thank you, Jon. The full statement will be in-
cluded as if read.

Lindy, it is always a pleasure to welcome you. We look forward
to your testimony.
dixﬁ;he prepared statement of Mr. Talisman appears in the appen-

STATEMENT OF LINDY PAULL, CHIEF OF STAFF, JOINT
COMMITTEE ON TAXATION, WASHINGTON, DC

Ms. PAULL. It is &reat to be back before the committee. Thank
yoi\:{;eChaiman Roth, Senator Moynihan, members of the com-
mittee.

We appreciate the opportunity to present the Joint Committee
agaf;fterecommendations on interest, penalties, and corporate tax
shelters.

I think it is fair to say that our studtr, which was, again, just like
the Treasury study, a comprehensive look at the penalties and in-
terest provisions of the Tax Code, builds on the work of the IRS
Restructuring Commission, and the work of this committee, and
the Ways and Means Coinmittee, that led to the 1998 IRS restruc-
turing legislation.

We have prepared for this hearing two side-by-side comparisons
of our staff recommendations and the Treasury Department rec-
ommendations that are before you today. One deals with penalties
a}tlldl interest in general, and the other one deals with corporate tax
shelters.

I would like to focus my initial remarks on the interest and pen-
alty provisions in general, first, then turn to corporate tax shelters,
in essence, the opposite of what Mr. Talisman just presented to
you.

I would say that our interest recommendations in our study are
much more significant, in our view, than the recommendations of
the Treasury Department, and I would like to highlight a number
of items. It will be in the order of the side-by-side, if that is of in-
terest, or in the order of my written teatimon{l.

The first provision that I would like to highlight, is that our rec-
ommendation is for there to be one interest rate for underpayment
and overpayments for all taxpayers.

This policy is, in essence, the policy that the Congress estab-
lished in 1998, but only in a half way. One interest rate was estab-
lished for individual taxpayers on their overpayments and under-
payments, and then for other taxpayers, namely corporate tax-
payers, there was an interest netting rule. If you had overlapping
periods where you had an overpayment and underpayment, the in-
terest would be zero.

That regime, in our view, will be very complicated to administer
and we would recommend that you move towards one interest rate
for all taxpayers and eliminate that interest netting provision.

We also make a recommendation that the interest rate be set at
the short-term, applicable Federal rate, plus 5 percent. That was
after a lot of looking at a variety of factors of interest rates in the
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marketplace for various types of taxfpayers. There is a lot of bal-
ancing that will go in to the setting of a single interest rate.

In addition, with respect to individual taxpayers, the present law
is that interest paid to the IRS is not deductible, interest paid by
the IRS on a refund is includable in income. In the interest of fair-
ness and equal treatment, we would recommend that that interest
income be excluded for individuals, since they cannot deduct.

If you were to restore a deduction, we fear that it would give un-
equal treatment because, generally, it would be restored as an
itemized deduction. In order to get it, you would have to itemize.

In addition, we would recommend that the ability of the IRS to

. abate interest, the IRS has a significant amount of ability to abate

penalties, very limited authority to abate interest, only basically in
the case of an unreasonable error or delay caused by an
administerial or managerial act. We would recommend that you ex-
Pand that to any unreasonable error or delay that is caused by the
RS, and also provide relief in the case where a taxpayer has relied
on a written IRS statement.

Also, provide some ability of the IRS to look at very unusual cir-
cumstances where, and we use the words gross injustice, would re-
sult. Give the Commissioner some authority to abate interest in
those kinds of unusual circumstances.

We also recommend the establishment of a new dispute reserve
account within the Treasury Department that would allow tax-
payers to deposit money with the Treasury Department to stop the
running of interest when they know they have an item that is
going to be in dispute with the IRS.

As you know, during the IRS restructuring bill, the hearings that
led up to it, there were a lot of complaints about the inability to
stop the running of interest or the inability to get interest abated
when it was not the taxpayer’s fault.

A couple of more interest-related items. One, would be to convert
the estimated tax penalty into an interest charge, and we have a
number of specific recommendations to simplify the computation of
tlﬁe estimated tax penalty, or in the case recommendation, interest
charge.

We would also recommend that the failure to pay penalty be
eliminated with the idea that, if you can %et the interest charge to
be correct, this is just a penalty that doubles up on a taxpayer who
has not paid their taxes. ' :

With respect to penalties, we have a few proposals. One relates
to the accuracy of tax return positions. Our recommendation is that
the standards that would apply to tax return preparers be con-
formed to the standards that apply to taxpayers. Right now, there.
is a lesser standard for tax return preparers. We would also rec-
ommend that the standards for taxpayers and preparers be ele-
vated somewhat.

There were a number of proposals that the Treasury Department
made with respect to penalties, one dealing with the failure to file
penalty, one dealing with the frivolous return penalty, and one
dealing with the failure to deposit penalties. _

We made no recommendations on those penalties because we did
look at them, and in the case of the failure to file penalty, we
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thought that it was the first step for anybody to know what their
correct tax liability is, is to file a return.

While you may think that dpenalty is too high—it is § percent a
month based on the amount due on the return—there is no penalty
if there is nothing, no amount due on the return. The Treasury De-
partment has a recommendation on that. They have a rec-
ommendation to increase the penalty on frivolous returns from 500
to 1,600, and a recommendation relating to the failure to deposit

paw‘oll taxes.

ith respect to the latter on payroll tax penalties, we did not
think it was appropriate to change. There was a change made in
the 1998 Act to correct these problems when you underpay on one
deposit, then it carries over, and over, and over again.

e t}xought, since the Congress has recently worked on that par-
ticular provision, that you should let the law be a little bit more
stable rather than make some changes, but the Treasury has some
recommendations in that area.

That highlights our general penalties and interest recommenda-
tions, and now I would like to turn to the corporate tax shelter
issue.

As we have said in our report in our testimony before the Ways
and Means Committee and here, we do believe there is a serious
corporate tax shelter problem. We are unable to quantify that prob-
lem with any sort of precision, and we would caution the committee
from using the various aggregate data that is kind of in the public
domain that people are throwing around.

We have provided as an attachment to our testimtny our base-
line data with respect to corporate income tax collections and with
respect to the measurement of corporate profits that most people
would look at.

But if you were to take a hard look at that data, you would see
that it is very difficult to extrapolate any trends from it. It is be-
cause there are many factors involved in the data, it is not just one
single item. There are a lot of items and factors that go into mak-
in% up that data.

would also just note, some people have recently highlighted
that one of the reasons that corporate income tax receipts were, in
essence flat—they went down slightly last year over the year be-
fore—is because there were higher refunds and that that cannot be
a problem, because the Joint Committee on Taxation reviews all re-
funds over $1 million.

We do not review all refunds over $1 million. If a refund is
shown with respect to a tax return and we do hear that a lot of
corporations are overpaying their estimated taxes, that would be
included in any refund kind of computation, and in the aggregate.

We looked at our refunds in the aggregate that we have been
looking at that have been sent to us for review, and we do not see
any big jump-up in those refunds.

o it is very difficult to look at any of this data and get any sort
of meaningﬁﬁ’ or precise number out of them in terms of quanti-
fying the problem, not to mention that the data is old. There is a
huge time lag in getting corporate income tax data. -

&Ie are monitoring, with the cooperation of the Treasury Depart-
ment and the IRS, the kinds of enforcement activities that the IRS
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is undertaking, and we have provided you with some information
in my written testimony with respect to some of the cases that Mr.
Talisman made reference to, and tried to quantii} what we think
is kind of a basic estimate on what the outstanding backload on
those three cases are, the ACM case, the COMPAQ case, and the
Winn-Dixie case.

Those are the kinds of similar cases that are in the pipeline. We
think there is over $7 billion of those kinds of cases out there, but
they span more than one year. That is not an annual, year figure,
and they go back into the early 1990's. They are likely to be a
small fraction of the tax-motivated transactions.

So I do not know how important it is to quantify the problem.
Obviously, we have to do our best judgment when we estimate the
proposals that are before the Congress. But the important thing is
the overall impact on our voluntary tax system.

To the extent that there are these kinds of transactions out
there—and as Senator Moynihan said there is a whole industry; I
am not sure how small that industry is—that has grown out there
to produce these tax-motivated transactions, the impact on our vol-
untary tax system is a real concern and so I appreciate that the
committee is looking at that.

We argue, after taking as hard a look as we could, considering
that we look at so many things, and we really think there is not
a sufficiert disincentive to entering into these transactions. We
think thac these kinds of transactions produce very significant po-
tential benefits with very little corresponding cost or down side.

We come to that conclusion because, while there are penalties in
the Tax Code, we believe that they are very easily gotten out of.
Either you can produce some sort of a third party opinion that you
rely on, or in the case of a very large corporation, you have a huge
fudge factor. You have to have an understatement of over 10 per-
cent of your tax liability.

So we believe that the penalty regime, under current law, really

needs to be improved in order to make a dent on this problem. I
would recognize that the problem is a multi-faceted one, and that
no single response is going to get you there.
1 mean, the strong enforcement that Mr. Talisman mentioned,
with the new developments that have occurred recently with the
IRS centralizing an office and these new disclosure regulations, are
a good step.

The continued use by the Treasury Department of their anti-
abuse authority to shut down transactions like they did last week
O}l;l a debt straddle transaction is good, and they have to continue
that.

I would disagree with Mr. Talisman that you will not need to
continue having a legislative response to specific transactions; I be-
lieve you will. You have done a good job in the past of fixing Tax
Code glitches, and you will have to continue to be diligent about
that in the future.

I think the legislative response that is appropriate here, after a
lot of consideration of the issue, is that the down side, the disincen-
tive, the penalty, if you will, on taxpayers and their advisors needs
to be strengthened.
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I would ask\you to proceed cautiously with respect to any sub-
stantive changes of the law that are broad, like this attempt to cod-
ify the economic substance doctrine that was developed by the
courts. Of course, they use a whole laundry list of doctrines to go
after transactions that do not look like they should pass muster.

They do not just use the economic substance doctrine, they use
the sham transaction, they use the step transaction, they use a lot
of techniques. It is very difficult to codify the notion here, because
every one of these transactions are going to turn on various facts
and circumstances. I think that it is necessary for this body of law
to b(;a fluid and to be flexible, and to be able to be adjusted as you
need it.

I think, when you try to legislate, the net will be drawn very
broadly, then you are §°i2ﬁ to have to do exemptions from it, so
there will be big holes in that net, too. Of course you are going to
exempt ordinary course of business transactions, but-you also have
to get into some of the concepts that the Treasury Department has
gotten into.

You have to have an exemption for transactions that the Con-
gress intended to be clear}‘y tax motivated; their concept is clearly
contemplated by the law. For ezxample, the low-income housing tax
credit. The economics of those kinds of transactions are macfe by
the tax benefits.

If you look at the legislative history behind the low-income hous-
ing tax credit, there is not anything clear in there saying that we
clear(liy intended or we clearly contemplated that the economics
would be made by the tax benefits. So, what it ultimately leads you
down the road to, is a list of good transactions.

You also will put an extraordinary amount of pressure on the no-
tion of ordinary course of business and conducted in the customary
form, if that is the way out of the economic substance doctrine.

So I would just caution you, in terms of codifying this case law.
I think it will be very difficult to do. I think it will lead you down
the road of a very broad concept with lots of exceptions, broad ex-
ceptions, and I am not sure what advantage it gets you, because
the courts have been very good at stepping up to the plate and uti-
lizing these types of notions when needed. .

So just to summarize on the corporate tax shelter subject, I
would agree with Mr. Talisman that our approach is very similar,
with the exception of the codification of the economic substance
doctrine.

That would be a substantive rule of law that would be put in the
Tax Code and I think it would be very difficult to draft, and it
would be subject to lots of exemptions over time.

That concludes my testimony. I welcome any questions, .now or
in the future, that you may have.

[The prepared statement of Ms. Paull appears in the appendix.]

Tcilxe CHAIRMAN. Well, thank you very much for your testimony,
Lindy.

Let me start out by pointing out that both Treasury and the
Joint Tax recommend harmonizing the minimum accuracy stand-
ards for individuals and tax practitioners. Joint Tax would raise
the standards higher than proposed by Treasury.

s e
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Mr. Talisman, why did Treasury not gr&:&ose raising the stand-
ards to the level pr:f)osed by Joint Tax en, in turn, Lindy, is
the Treasury propos anropriabe? Mr. Talisman?

Mr. TALISMAN. Well, I think, obviously, choices have to be made,
policy choices. We felt that, g‘ven that the penalty hrroviaions ap-
plied to individual taxpayers who may be less sophisticated, that
taking the position ug to a stronger Fosition than just an arguable
basis, but a reasonable possibility of success, was an appropriate
means of raising the penalty. But we did not feel that we could
hold individual taxjmyers necessarily to a more likely than not
standard, as in the Joint Committee report. -

We do agree with the coordination, and I think we both agree
with the coordination, between preparer n;l:(enalties and taxpayer
penalties because of the fact that we think it is anomalous at
preparers should be held to a lesser standard than the people they
are advising.

The CHAIRMAN. Ms. Paull?

Ms. PAULL. I would just characterize, probably, our greater dif-
ference has to do with undisclosed positions on tax returns. I mean,
we do have a difference—it is somewhat subtle—with respect to
disclosed positions. We would recommend that you have substan-
tial authority, whereas, the Treasury Department has a realistic
possibility of success, generally it is 40 percent versus one-third.

But on an undisclosed position, and this is where I think it is
really important for the committee to focus, these are the more ag-
?essive ind of transactions, are in undisclosed form on the re-
urns.

Our view was that people ought to be kind of more sure than not
about those kinds of transactions, because they are hiding them, so
to speak. They are not flagging them for consideration by the IRS.

So I would say that is where our biggest difference is, is on the
standard for undisclosed return positions. You ought to be filing
correct returns, the best you know it.

The CHAIRMAN. Let me turn to page 126 of the Treasury “Green
Book,” where Treasury states that, “Taxpayers are disregarding the
judicially created doctrine, such as economic substance, substance-
over-form, Bt:f) transaction, Sham transaction, and business pur-
pose that would otherwise deny such benefits.”

The “Green Book” further provides, “The economic substance doc-
trine is the most objective of the judicially created doctrines that
operate to deny tax benefits from abusive transactions. As such, it
is a doctrine that is most easily, objectively, and consistently ap-
plied by taxpayers and the IRS.

“The Administration's proposal is not intended to create a new
doctrine, rather, it is intended to provide a coherent standard de-
rived from the economic substance doctrine as enunciated in the
body of casc law, to the exclusion of less-developed, inconsistent po-
sitions.”

Now, if this doctrine is the most objective doctrine that is easily
and consistently apﬁh'ed by taxpayers and the IRS, why does
Treasury want to change it? Despite your arguments, Treasury
really is creating a new standard, is it not?

And if you change the standard, how will current law be af-
fected? We, I think, heard Lindy make an extensive statement in
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her opening on this problem, but we would be interested in any
furthJ e?r comments she might want to make.
on

Mr. TALISMAN. Chairman Roth, we believe that the economic
substance doctrine has to be elevated so that taxpayers are apply-
ing it before the fact rather than waiting for years of litigation to
have a court decide what the economic substance doctrine is.

What we are finding is that taxpayers are assuming away busi-
ness purpose and economic substance in engaging in these trans-
actions. The opinions often assume away these 1ssues. .

What we need to do is elevate the doctrine into the statute so
that taxpayers will apply a meaningful economic substance doc-
trine to each tax-motivated transactions before they enter into the
transaction,

As Tax Court Judge Laro recently acknowledged, while there
may be an opportunity for the courts to make the economic sub-
stance doctrine more clear in case law, judges decide cases one at
a time, and Congress should be making tax policy.

It is our view that what we need to do is espouse a consistent,
clear articulation of the doctrine so that taxpayers can not rely on
the lowest common denominator cases that basically say a mere
pe Eercom of economic substance is enough.

e CHAIRMAN., Lindy, would you like to comment further?

Ms. PAULL. I do not want to beat this horse too much, because
I think that this is a really important issue. It is one that I think
everybody needs to struggle with. :

I would note, though, that what Mr. Talisman is saying is that
in essence, he is going to pick the highest court case stan&ard, and
that is the standard, maybe, that is going to be used. Maybe even
the standard that both of us have embraced as a reasonable stand-
ard for determining economic substance might well be higher than
most of the case law, I would just note.

Now, we embraced it for purposes of determining whether or not
you would be hit by a penalty. The Treasury Department would
embrace it for purposes of determining what your underlying tax
liability is, and that puts a lot of pressure on it.

So I come down on the side where I think the courts do the
rights things in the right cases, and cases tend to be facts and cir-
cumstances. We are dealing with very complicated transactions,
and that is why these promoters and advisors get paid so much
money for them. It is very haid to find one test that is going to
catch them all.

Our staff did a lengthy kind of round table meeting of almost all

of our professional staff, went through all of the transactions that
the Congress has recently shut down and the administration has
recently shut down in recent times, and analyzed them. We came
up with five different tests. This is not any simple matter, let me
just say.
! ain, that is when we concluded that these tests would be more
useful in determining, once the courts have found that the trans-
action did not work, that a penalty should be imposed on them
rather than determining the underlying law. ‘

The CHAIRMAN. Joint Tax requires an understatement before its
proposal applies. What are Treasury’s concerns with this approach?
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Mr. TALISMAN. Well, again, under current law there are two rea-
sons why corporate tax shelters could be proliferatin% in a sense.
One, is that taxgeayere do not believe they have a substantial un-
derstatement to begin with, and the second, is that they are relying
on the reasonable cause standard under section 6664 as a way out.

The Joint Committee and we both believe that the reasonable
cause standard has to be strengthened, that there has to be strict
liability for non-disclosed transactions. We believe that that will, at
least, remove one of the two potential reasons for why corporate
tax shelters are proliferating.

However, the substantial understatement penalty only a;zgliea to
tax shelters and only is applied by taxpayers up front if they be-
lieve they have a substantial understatement.

they are not applyinf the economic substance doctrine up
front, they will go forward with the transaction. It is only after
many years of litigation that we then can impose a sanction. There-
fore, the sanction, the substantial understatement penalty, is not

" having its deterrent effect.

The CHAIRMAN. Lindy, do you have any comment?

Ms. PAULL. No, sir.

The CHAIRMAN. Let me ask this question. What safeguards are
included in the Administrations proposal to ensure that IRS agents
would not improperly apply Treasury’s economic substance test?
Should IRS auditors be required to have a reasonable basis for a
tax shelter assessment? If not, why?

Mr. TALISMAN, Mr. Chairman, we have, as I stated in my testi-
mony, created a centralized review process for these determina-
tions. Because the IRS is being restructured along functional lines,
it has enabled us to create a coordinated review process within the
large- and mid-sized business unit for review of these tax shelter
items in these tax shelter cases.

We believe that will provide a significant safeguard for tax-
payers. It is similar to the approach we have applied in the part-
nership anti-abuse regulation area. We also would again provide
a?vance ruling procedures and fast track procedures for resolution
of cases.

As far as holding IRS agents culpable, because of the coordina-
tion effort and the fact that this has to be elevated to a higher
level, we do not believe that that sort of step is necessarv. Also, I
would point out that the IRS has been winning the cases where
they have been raising the economic substance doctrine.

Ms. PAuLL. Mr. Chairman, I would just say that, as we rec-
ommended in our report to elevate the standards on tax return pre-

arers and taxg%ers, we also recommended that these standards

elevated for agents as well. .

The CHAIRMAN. Across the board then. My time is up.

Senator Moynihan?

Senator MOYNIHAN. Mr. Chairman, what a fine hour we have
just had. I want to congratulate Acting Assistant Secretary Talis-
man on his maiden testimony, brilliantly carried forward, and
Lindy Paull, as ever, for her wisdom and patience with the imper-
fect world. ) ) )

I would call attention to the statement in Mr. Talisman’s testi-
mony of the New York State Bar Association. It says that, “The
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constant promotion of these frequently artificial transactions
brceds significant disrespect for the tax system, encouraging re-
sponsible corporate taxpayers to expect this type of activity to be

e norm.

What they are saying, I think, Mr. Chairman, is that the law
ﬁrms. that would say to a client, no, you cannot do this, no, do not
do this, they are finding the clients will go down the street to some-
one who says, we can work it out. Advise of counsel is being de-
graded as well.

There are some mysterious things going on, and I would like to
ask Acting Assistant Secretary Talisman about this. The Joint Tax
Committee reports that there has been a 2.1 percent drop in cor-
porate tax receipts from 1998 to 1999. At the same time, there was
a 3.6 percent increase in corporate income before taxes.

Now, that needs to be explained, does it not, sir? Those are the
facts. What do you make of them?

Mr. TALISMAN. Well, again, if you are asking the question in rela-
tion to the corporate tax shelter problem, I think we agree with
Lindy that it is very hard to isolate the corporate tax shelter prob-
lem from aggregate data.

The fact that corporate tax receipts fell is attributable to a num-
ber of circumstances, including increased investment, and probably
the fact that compensation is growing at a faster level than other
elements of corporate profits, so that can be explained.

However, we do not think the lack of the ability to separate out
the aggregate data is also not indicative of a corporate tax shelter
problem in that it certainly is consistent with the fact that book in-
come is growing at a faster rate than tax income, that corporate
tax shelters could be a growing problem based on that. We a 80, as
we have stated, have shut down innumerable shelters over the last
severs| years.

Senator MOYNIHAN. That is a very careful and prudent expla-
nation, but may I caution against the word “innumerable?” There
is a number, you just have not counted. That is all right.

Mr. TALISMAN. Fair enough.

Senator MOYNIHAN. One other thing, just topical. The New York
Times reports that U.S. insurance companies have been moving to
Bermuda to escape U.S. tax, and that U.S. companies that have
not, or have not yet moved, are complaining that they are at a com-

etitive disadvantage because the Bermuda companies are not sub-
ject to U.S. tax, even though they are reinsuring U.S. risks.

Should we be concerned about this, and if so, what should we do
about it? Are we entering an era of, my goodness, corporate expa-
triation? Lindy, would you comment, and then would Acting Assist-
ant Secretary Talisman? You have read the story. ;

Ms. PAULL. Yes, I did read the story. I think it is a matter of con-
cern, certainly. I guess this is the issue dealing with the property
and casualty insurance companies that are insuring U.S. risk. Ba-
gically, what you have is devices to locate their investment income
in Bermuda or overseas, where they are underwriting losses occur-
ring in the United States.

e investment of their assets and their investment income is a
very movable kind of property, but it is hard to disconnect it from
their other operations. In the case of reinsurance, that is even more
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movable around the world; they get subé’ect to a very small excise
tax on their premiums relating to the U.S. operations.

8o it is a matter of concern, and we have been meeting with
some of these companies. I wish I had a solution for you. I cannot
say that I do. But we have been looking at the issue and we will
continue to look at it.

Senator MOYNIHAN. Yes. That is all we can ask.

Mr. Assistant Secretary?

Mr. TALISMAN. Senator, we agree that this is a problem that we
are concerned about as well. The migration of income from the U.S.
to Bermuda is something we are concerned about. It is similar to
a concern we have exlgrassed in the context of the active financing
exception to Subpart F.

But I think we have to be cautious and be fairly clear about the
nature and the scope of the problem before we address it. There are
potential treaty override issues that we have to be concerned about
and we are currently meeting with the affected groups as well, and
have met with the tax writing staffs as well, to hopefully come to
some sort of common solution to the problem.

Senator MOYNIHAN. If you have any proposals for us, we will
pass them on.

Ms. PAULL. All right.

Senator MOYNIHAN. I just want to thank you both. Mr. Chair-
man, I think there is an important bill here, not the least that you
have to deal with in this Congress. But you have shown you can
do it before, and t{lou will do it again.

Thank you, both.

The CHAIRMAN. Thank you, Senator Moynihan.

Senator Breaux?

Senator BREAUX. Thank you, Mr. Chairman, Senator Moynihan,
for once again having this hearing and helping us to learn more
about the potential problem,

Just to start off with some generalities, are tax shelters legal or
are tax shelters illegal?

Mr. TALISMAN. I think we would argue that they are illegitimate.
Illegality is a term that does not apply very well to the tax area.
I think we think it is improper tax avoidance. There could be situa-
tions where the transaction does rise to criminal behavior, but
again, I would not attribute that to most of these transactions.

Senator BREAUX. If I follow the rules of the law that allowed me
to create a tax shelter as the law specifies it be constructed, is that
le%zl or is that illegal?

8. PAULL. Well, sometimes, Senator Breaux, what you do have
are some of these transactions that are based upon a glitch in the
tax law. As I mentioned in my testimony, this committee has ad-
dressed those kind of issues in the past, and will have to continue
to address them in the future. .

So, those kinds of transactions, to be honest with you, we would
welcome the opportuni% to get some sort of early warning about
a glitch in the tax law, that you can rely on the law, produce a par-
ticular result in a transaction, but it was not what was intended
when the law was done. o

Senator BREAUX. Suppose I am a person down in Louisiana, and
I am not a tax lawyer, but I have got a reasonably good education
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and I read it. Am I supposed to know as a taxpayer that, well, I
do not think that is really what Congress intended way up in
Washington?

Mr. TALISMAN. But our system has an overlay of rules and stand-
ards. Again, there are these important established doctrines, the
economic substance doctrine and step transaction doctrine. There
are anti-abuse rules, obviously, throughout the Code that require
taxpayers to apply these doctrines, as well as the defined rules that
are in the Code.

Senator BREAUX. I was interested in that economic substance
doctrine. I was just wondering, suppose an individual or a young
couple starting out decides to buy a condominium and borrows
most of the money to do so, and thereby creates an interest deduc-
tion which eliminates any income tax. Is that a shelter?

Mr. TALISMAN. I am not sure I follow your hypothetical.

Senator BREAUX. ] just wanted to know, if a couple pays so much
in interest that it offsets their income, they end up paying no taxes
at all because they were able to make a real estate transaction
which created high interest.

Mr. TALISMAN. Again, the interest deduction generally would be
{o}lowing from economics, so would not be subject to these doc-
rines.

Senator BREAUX. So that is all right then.

Mr. TALISMAN, Yes, that is correct. It would be all right.

Senator BREAUX. | am trying to understand the nature of the
problem, too, because Senator Moynihan talked about the 2.1 per-
cent drop in corporate income tax which alerted people that there
may be a problem.

One of the gentlemen that will testify later, who used to wear
the same hat as Lindy, but now wears a much more expensive hat,
will point out that, since 1992, corporate Federal income tax pay-
ments have grown by 84 percent, from $100.3 billion in 1992 to
$184 billion in 1999, and that corporate income taxes in fiscal year
1999 were 10 percent of the total Federal receipts, which were
h.ig;'zer than the average 9 percent for the previous 1981-1999 pe-
riod.

Is this 1 year an anomaly? You had talked, I think, Jon, about
it, maybe because of corporate salaries, depreciation, investment. Is
that it, potentially?

Mr. TALISMAN. Looking at aggregate data to try and ascertain
the scope of the shelter problem is difficult. There are indications,
however, despite the growth in corporate tax receipts, corporate tax
receipts are not growing at the same rate, generally, as, book in-
come.

So book income and taxable income are not growing at a con-
sistent rate. It is hard to correlate those aggregate data with cor-
porate tax shelters. What we have done is disaggregate one of the

tential causes of that growth, which is the difference between

ook and tax depreciation, and that is relatively flat so that that
would not be one of the causes. However, the only thing we can say
is that the difference between book and tax income is consistent
with a growth in corporate tax shelters.
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Ms. PAULL. Senator Breaux, just to interject a little hit. We only
have underlying data up to the year 1996, so 1997 is just really
speculation on anybody’s part here as to what might be going on.

Senator BREAUX. There 1s not enough of a trendﬁ think, to make
a definitive determination.

Ms. PAULL. No. No.

Senator BREAUX. One final question, I am trying to find out the
nature of the problem, I notice that, Mr. Talisman, in your answer
to Senator Moynihan's question, you said that tax shelters could be
_ a growing problem. Secretary Summers recently said that it is the
most serious compliance issue threatening the American tax sys-
tem today. It seems like there is a big difference between your per-
:ﬁect:gives on how serious this problem is. Can you comment on

at?

Mr. TALISMAN. I am not sure that is exactly what I said, but
obviously——

Senator BREAUX. No, I wrote it down.

Mr. TALISMAN. I will take it on faith that that is what I said.

Senator BREAUX. I wrote it down. “Could be a owing problem.”

Mr. TALISMAN. I think it is. We believe that tﬁ: proliferation of
shelters is a very serious problem.

Senator BREAUX. Is it the most serious one we have got?

Mr. TALISMAN. Again, I think the Secretary’s words speak for
themselves. It is the most serious problem of which we are pres-
ently aware, that is correct.

Senator BREAUX. My final point is, I am not for tax shelters. I
just wanted to take the other side to see what we can do with it
and just have a good discussion. Thank you very much.

The CHAIRMAN. Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman. :

The question that comes to my mind, I guess, Mr. Talisman, is
ou made four different recommendations. I know this is difficult,
ut could you give us a“sense of the proportionate weight or value

of each of those four? That is, how mucg is each of those four, do
you think, is going to solve the problem?

Mr. TALISMAN. Well, again, Senator, I do not know that you can
weight them, in part because we think that it is a comprehensive
package and therefore they are all important, as I pointed out in
Chairman Roth’s question.

One of the reasons that we think that this shelter activity is con-
tinuing, despite strengthening of the substantial understatement

enalty in 1997, is because of the fact that taxpayers either do not
gelieve they have a substantial understatement or they believe
they have a reasonable cause out under Section 6664. That is why
we think those two things have to work in parallel in order to re-
solve the problem. I am not sure that one is more important than
the other. )

Obviously, the solution to this problem is a difficult one, and we
believe that, certainly, disclosure, increases in penalties, strength-
ening opinion standards, and the steps we took with respect to the
regulations, and then shutting down individual shelters and pro-
ceeding in court, are all very important steps to address this prob-
lem.
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We honestly believe that the fourth and necessary step, is codi-
fication of the economic substance doctrine. So that is where we dif-
fer from the Joint Committee staff, but we believe that all of these
steps are an essential component to solve the problem.

enator BAucus. All right. Now, let us say we are not to codify
economic substance. In your judgment, basically, how much would
we, therefore, not get at? at percentage of shelters, roughly?
How much of the problem, in your judgment, is the failure to codify
the economic substance doctrine?

Mr. TALISMAN. I think it is a significant element to the solution,
I think that adopting the other three approaches would have a sig-
nificant impact on the shelter industry. I am not sure how mucﬁ.

I would hope that if we did that, we would not have to come back
here in 2 years and do more and find that the problem has grown
and that the integrity of the tax system, frankly, has been under-

mined by other taxpayers racing to the bottom.

- Senator BAucus. I did not hear, Ms. Paull. Do you agree about
tha third party provision, namely that third parties have to be lia-
ble? It is the promoters and the advisors.

Ms. PAULL. The advisors, ﬁght.

Senator BAuCUS. And the offshore entities, and so forth.

Ms. PAULL. Yes, we do make recommendations on penalties, in-
junctive relief, et cetera with respect to advisors, too.

Sg?nator Baucus. Do you basically agree with Treasury’s posi-
tion
. Ms. PAULL. Yes, we are very similar. Some details might be dif-

erent.

I would note that, right now, the penalty regime, which is where
we focused a lot of our attention, is, in our view, flawed. There is
not a meaningful penahtg facing somebody when they enter into
these transactions. I think we would agree on that.

So if you could shift the cost benefit analysis on the entering of
some of these transactions to enacting a very meaningful penalty,
I think it would make a big difference here. Right now, the time
value of money erodes any interest charge that has occurred if you
got caught with one of these underpayments.

Senator BAucus. Putting aside for a moment the question of
whether economic substance is codified, just put that aside, can the
two of you reach a general agreement as to what the standard
should be, and if so, can you tell us, generally, what is it? As I un-
derstand it, there are various court cases that basically enumerate
or outline what it is, but I understand there are some differences
in opinions. One of the reasons, I guess, Treasury wants to codify
it is because companies might forum shop, I do not know.

But putting aside whether it should be codified, can you agree,
or do you agree, on generally what the standard should be? If so,
what is it?

Ms. PAULL. I do not think we do.

Senator BAucUS. And where is the main difference?

Ms. PAULL. Well, I think that if you only focus on the comparison
of the net profits versus the tax benefits, which is what the Treas-
ury test does at the moment, you will not catch a lot of trans-
actions that we think ought to be caught. In particular, we are con-
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cerned about transaction with tax-indifferent parties. These are the
parties that are either tax-exempt or forei%:\ entities.

We have tried, I can assure you. We have had meetings. Our
staff has tried to come uf) with a meaningful definition, and I think
we are pretty far apart, I would guess.
tth?nabor AUCUS. Mr. Talisman, do you want to comment on

a

Mr. TALISMAN. I think Lindy is the first one to argue that our
standard is too narrow.

Senator BAuCuS. That is an interesting development.

Mr. TALISMAN. The only thing I would say is, what we are trying
to do is to codify a meaningful standard. We oi)viously would want
to work with the Joint Committee and other Hill tax writing staffs
to ensure that the standard is an agreed standard. - '

Representative Doggett has introduced a bill that has a ve
similar approach to the approach we have taken, but his approac
attacks both situations where you are attempting to dgain a pre-tax
profit and situations where {you are actually engaged in the trans-
action with an expectation of having an economic loss from the out-
set, situations like the development of a hybrid vehicle or some-
thing like that where you do not ever expect it to come to market.

The issue of economic substance is, again, a difficult one, I think
we do believe that the standard needs to be codified and height-
ened in a way that would provide an up-front incentive for tax-
pa‘lvers to apply the doctrine.

would note, as I did in my testimony, that the Joint Committee
does use our standard for purposes of defining the transactions
that are subject to their penalties, so at least that component of our
tests, they agree with that piece of it. The question, is whether we
neel{i to broaden it to make sure we capture other transactions as
well.

Just one last thing. We do address the issue of tax-indifferent
parties with respect to financing transactions separately from the
sort of pre-tax profits.

Senator BAucus. I know my time has expired, Mr. Chairman,
but I think we are on an interesting subject here. If I might, Mr.
Talisman, why do Xou not want to tighten up more in the way that
Joint Tax suggests”

Mr. TALISMAN. Again, we are not arguing that codification of the
economic substance doctrine alone is the panacea to all of the
transactions that we have seen. What we have seen is a number
of the transactions that we have shut down do lack economic sub-
stance. What we found is that taxpayers are not applying the doc-
trine before the fact.

What we believe is necessary is that we take this case law that
is developed, we put it in the Code, and we make sure that tax-

ayers are applying that standard. We believe the standard we
Rave articulated is consistent with that case law.

Senator BAUCUS. My time has expired. But I have to tell you, the
gxere fact that the two of you cannot agree indicates some problem

ere,

Ms. PAULL. It is a very complicated problem. -

Senator BAucus. Well, a deep problem. I think it may well go to
the root of the problem, the major discussion of this hearing, name-
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ly shelters and what is the appropriate way to crack down on shel-
ters. I do not know what the answer is, but I have a better sense
of the problem just by the mere fact that the two of you do not
ggree on what an improper economic substance transaction would

e.

Ms. PAULL. May I make an observation?

Senator BAUCUS. Yes.

Ms. PAULL. If you are going to change the underlying substantive
law versus using a definition of whatever transaction for penalties,
which is the approach we do, you might think that you could use
somewhat of a broader definition of corporate tax shelter for the
penalty purposes than you would be able to do for the substantive
underlying law, because you have to be extremely careful if you are
going to change the law -about ordinary course of business trans-
actions. It is really difficult.

Se}?ator BAucus. My time has expired, but I thank you both very
much.

Mr. TALISMAN. Thank you.

Senator BaAucus. Thank you, Mr. Chairman.

The CHAIRMAN. Let me just ask you one further question. Since
we hgve been emphasizing where you disagree, where do you
agree?

Ms. PAULL. Well, we certainly agree about the need for more dis-
closure. I have a concern about over disclosure and flooding the
IRS, but I think there are two goals that you can achieve with dis-
closure. One, is to try to get this early warning about these Tax
Code glitches. I think that would be very helpful.

Also, to provide somewhat of an audit trail for the IRS, so that
would be the taxpayer disclosure when the IRS comes in and au-
dits. So I think, on disclosure, we are pretty close.

You need some sanctions. The Treasury is unable to really have
a meaningful sanction to back up the regulations they just issued,
so you need sanctions on that.

We also have, I think, some fair agreement that the penalty re-
gime needs to be enhanced, toughened, strengthened, both with re-
spect to the corporate taxpayers and with respect to their advisors.

Mr. TALISMAN. And we all believe that there should be incentives
in the Code for other parties to the transaction to make sure that
it comports with established norms. I think that we have dif-
ferences in approaches as to how we do that, but we both would
impose sanctions on promoters and advisors who participate.

Ms. PAULL. Right.

Senator MOYNIHAN. Mr. Chairman, we are hearing differences of
nuance between serious persons, carefully informed, and a careful
debate. We welcome it. We are fortunate to have both of you.

The CHAIRMAN. Before we turn to the next panel, because 1 did
say in my opening statement, I have been concerned by the lack
of action on the part of Treasury with respect to issuing regulations
on disclosure.

We got a letter from the Secretary emphasizin% the importance
of the problem, the urgency of necessary action. But here we are,
basically, and it took two years. It does raise, at least in some peo-
ple’s minds, that there is an effort being made to politicize this.
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I think this is a very serious problem, and I think one we want
to address. I agree with the comment that Lindy made earlier. We
want to proceed carefully, because implications can be extraor-
dinarily serious if we do not.

But I just want to thank both of you. This is only the begin-
ning—well, not even the beginning—of the dialogue. We will want
to work with both of you as we proceed.

Thank you very much for being here today.

Senator MOYNIHAN. Thank you.

Mr. TALISMAN. Thank you.

Ms. PAULL. Thank you.

The CHAIRMAN, We will now call forward our second panel. Mr.
Peter Faber, who is a Igat't:ner in McDermott, Will & Emery of New
York, and, Mr. Ken ies, who is the managing Sartner of Wash-
ington ll\;%tional Tax Services at PricewaterhouseCoopers in Wash-
ington, DC.

t is a pleasure to welcome both of you. Mr. Faber, I understand
this is a very important day for you. You and your wife are cele- -
brating your first date 43 years ago.

Mr. FABER. That is correct, Mr. Chairman.

t' Th';a CHAIRMAN. My question to you is, did you order flowers on
ime?

Mr. FABER. I did, indeed. I made arrangements. before I left for
the airport this morning, and I thank you for tr.e reminder, Mr.
Chairman.

Senator MOYNIHAN. Well, congratulations.

The CHAIRMAN. Mr. Kies, I understand that you just flew back
from London to be with us. I thank you both for your efforts.

Your written statements will be included in the record, and we
will begin with you, Mr. Faber.

STATEMENT OF PETER L. FABER, PARTNER, McDERMOTT,
WILL & EMERY, NEW YORK, NY

Mr. FABER. Thank you, Mr. Chairman.

I am a partner in the law firm of McDermott, Will & Emery in
New York. I have chaired the Tax Sections of the American and
New York State Bar Associations, and I currently chair the Tax
Committee of the New York City Partnership and Chamber of
Commerce, an organization that Senator Moynihan knows well, but
I appear before you today as an individual and not on behalf of any
organization.

y perspective is that of a person who has been practicing cor-
porate tax law for 37 years and who advises tax managers of large
corporations every day. Our firm advises over 50 of the Fortune
100 companies on tax matters on a regular basis, and we often ad-
vise them about aggressive tax strategies that are brought to their
attention by investment banking firms and, more recently, by ac-
counting firms. So, here is a view from the trenches.

Mr. Chairman, there is a tax shelter problem, make no mistake
about that. Tax shelters are being mass marketed to corporations,
and many of them are buying. Now, I am not an economist and I
have no idea whether corporate tax revenues are going up or down.
I do know enough to know that you can make numbers do about
anything you want them to do.
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But I do not think the issue is whether corporate tax revenues
are np or down. The issue is whether they would be higher but for
the existence of ovex\*}]y-aggressive transactions, and I am here to
tell you that they wo
_ at I see is people, initially at investment banking firms, now
increasingly at accounting firms, occasionally at law firms, under
internal pressure to develop and sell tax ideas. Partners are en-
couraged to devel‘? tax products for which they can charge a per-
centage of tax savings and not merely an hourly rate the way all
the rest of us do.

The firms have people whose jobs are to develop tax products,
and other people whose jobs are to sell them. I suspect that their
job performance ratings are based on sales volume and not on
whether their ideas are any good.

Now, people who are under pressure to sell ideas and to generate
the new tax saving idea of the month are going to cut corners. Cer-
tainly, the firms will tell you that they have rigorous internal re-
view procedures for every new tax product, but I can tell you, Mr.
Chairman, that some ideas have emerged recently that never
should have seen the light of day.

The result is that tax ideas, many of them doubtful, some of
them actually garbage, are being marketed and mass marketed like
toothpaste and light beer.

On the buyer side, corporate tax managers are under pressure to
buy tax products. The CFOs want the tax burdens reduced, and the
sellers of the products now know that they can go to the CFO, who
is not a sophisticated tax person and has never heard of business
purpose or economic substance, convince the CFO that Company X
down the street has cut their taxes by 10 percent by going into ag-
gressive tax strategies, and then get the CFO to put pressure on
the tax people to go along.

I gave a talk on corporate tax shelters at a meeting in San Anto-
nio last week, and three tax managers came up afterwards and
complained about the pressure they are beinF subjected to by their
financial people to go into aggressive tax shelters that they, the tax
people, think are no good.

Indeed, I was flying back from Chicago the other night and I was
at the bar at the United Airlines Club at O'Hare, and a corporate
tax mana‘fer who had recognized me from a speecix I gave came up
to me and said, you have got to stop this; the CFOs are killing us
and pressuring us to buy all this stuff.

Now, it takes a tough tax manager to stand up to that kind of
pressure. So from my perspective, there is, indeed, a problem.

Doing something about it is not that easy. I think there is noth-
ing wrong with a corporation structuring transactions to minimize

—the tax bite. Judge Learned Hand told us that in Gregory v.
Helvering 65 years ago. .

Similarly, I am very sympathetic with the notion that you ought
to be able to read a statute or a regulation, as Senato: Breaux has
raised, and do what it tells you to -do and not have to psycho-
analyze the guﬁs who drafted it 15 years ago to figure out what
thﬁ' may have had in mind.

evertheless, Mr. Chairman, a corporation should not be a}lowed
to engage in a fictitious transaction with no economic reality for
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the sole purpose of inventing a tax deduction. That is the kind of
thing that I think we have to stop.

Now, I share Lindy’s concern about the drafting process and
what we can do by legislation. I am not sure that we can draft a
definition of “tax shelter” that works. I am not sure we can codify
the economic substance doctrine. You do not want a legislative fix
that is so broad that it hits good transactions as well as bad ones.
_ Some problems are best left to the IRS and to the courts. This
is an area where I think all three branches of government have to
work together.

One approach is certainly to require increased disclosure. The
Treasury proposals that were released last week, I think, would
have stopped a lot of the transactions that we have seen recently
had thefr een in force.

FinaH, we have to give the IRS the tools it needs to enforce the
laws. All the laws and all the regulations in the world are not
g}ging to do any good at all unless the IRS has the personnel and

e resources to detect the abusive tax shelters and to stamp them
out.

Thank you, Mr. Chairman.

The CHAIRMAN, Thank you, Mr. Faber. —

Ken, welcome. It is nice to have you back.

[The prepared statement of Mr. Faber appears in the appendix.]

STATEMENT OF KENNETH J. KIES, MANAGING PARTNER,
WASHINGTON NATIONAL TAX SERVICES,
PRICEWATERHOUSECOOPERS, LLP, WASHINGTON, DC

Mr. Kies. Thank you, Senator. I sent my wife flowers because I
went to London, so I think I am all right there. (Laughter.]

Let me thank you for the opportunity to appear here today. The
3uestion I have been asked to address, is whether there is any

emonstrated problem with corporate tax shelters that would re-
quire sweeping legislative change.

The Treas Department and other proponents of so-called cor-
porate tax shelter legislation suggest that an alarming and historic
erosion of the corporate income tax base is under way. This asser-
tion is totally without support.

Referring to my charts, you will note that, other than a slight dip
in 1999, corporate income tax receipts have grown rapidly over the
past decade. While the economy has grown by 47 percent since
1992, corporate income taxes have grown by 84 percent. In fact,
over the past 5 years, corporate income tax revenues have been at
theia higgest level as a percent of GDP than at any time since
1980.

Some have suggested that the slight decline in corporate income
tax receipts in 1999 may be attributable to corporate tax shelters.
There is no basis for this assertion.

This modest drop is largely attributable to greater depreciation
deductions flowing from increased capital investment, and was ac-
tually projected bﬁr?MB at the beginning of last year. Such a de-
cline is hardly a t. In fact, there have been 1b instances since
1950 where corporate tax receipts have dropped from 1 year to the
next.
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The sole piece of statistical information Treasury has identified
to support its view is data concerning the difference between tax-
able corporate income and book income, or profits, that corpora-
tions report to their shareholders.

Treas has taken tax returns of 811 corporations over the
1991-1996 period and has analyzed those differences. Specifically,
Treasury looked at Schedule M—1 of these corporate returns, where
taxpayers provide details as to what accounts for the difference be-
tween book and tax income.

Treasury’s methodology raises a couple of interesting questions.
First, what were the differences listed by these taxpayers? Treas-
ury has access to this data, but it has failed to identify these dif-
ferences to date. It simply concludes that corporate tax shelters are
part of the story.

Second, these differences were actually reported and described by
taxpayers on their M-1s. All of the companies studied were part
of the IRS Coordinated Exam Program. In these examinations,
these differences are among the first items examined by IRS audi-
tors. In other words, there is nothing secret about these differences;
Treasury and the IRS are aware of what t.heK are. ,

While PricewaterhouseCoopers does not have access to specific
returns studied by Treasury, we have analyzed differences between
book and tax income and we can explain much of the difference in
quantifiable terms that have nothing to do with corporate tax shel-
ters.

Over the 1992 to 1996 period, differences between book and tax
degreciation may explain $19-$28 billion of this difference, while
differences in the treatment of foreign earnings may account for
$43 billion. _

Stock options also account for gart of the difference. While it is
difficult to estimate the magnitude of the book tax differences at-
tributable-to stock options, it is likely to be quite large, given the
dramatic run-up in the stock market which has taken place in re-
cent years. ..

Thus, our study shows that differences between book and taxable
income really are attributable to such mundane activities as invest-
ing in new equipment, doing business in a global economy, and
incentivizing employees with stock compensation.

Moreover, recent data that we have analyzed involving the Com-
merce Department’s Bureau of Economic Analysis’ Measure of Book
Income reveals a trend for the period 1991 to 1996 which is the op-
posite of which Treasury has concluded, specifically, that the per-
((:lentage of taxable income to book income has actually gone up, not

own.

Effective tax rates provide yet another measure that you can look
to in considering whether there is any economic evidence of in-
creasing corporate tax shelter activity. My firm has undertaken a
study that found that effective tax rates have been relatively con-
stant over the past 10 years.

A Treasury economist presented a similar study last year and
found a slight drop in effective corporate tax rates over the 1990
to 1998 period. However, this economist found that this decline was
largely unrelated to corporate tax shelters.
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The Treasury economist concluded, “Rather than shelters, it is
the decline in corporate losses that accounts for most of the decline
in the average tax rate in the 1990's.”

In assessing the need_for legislative action in this area, like the
codification of the so-called economic substance doctrine proposed
by Treasury, it is also ir'x‘?ortant to note that two things have hap-
pened since 'I‘reaeury’s initial proposals from February of 1999.

First, Treasury, last week, as the Chairman noted, finally found
time to implement corporate tax shelter reporting requirements
that Congress enacted in 1997. Congress at that time, really almost
3 years ago, stated that this reporting requirement would deter in-
appropriate transactions.

econd, the IRS, over the past year, has won an historic string
of victories in the courts in cases involving perceived corporate
shelters. In these cases, the government successfully used economic
substance and other common law doctrines to attack shelter-like
transactions.

These government wins have had a profound effect on corporate
taxpayers and their advisors and their willingness to even enter-
tain aggressive transactions. ,

Let me just close b‘y saying that Treasury Secretary Summers’
recent assertion that “corporate tax shelters may be the most seri-
ous compliance issue threatening our tax system” is unsustainable
based on the facts.

One need look no further than the recently-released IRS audit by
the GAO to see real and serious compliance problems. That report
revealed that the IRS fails to collect many tens of billions of dollars
each year where there is no question that taxes are, in fact, owed.

If you look at these charts, you will see that the IRS had $231
billion in unpaid assessments in fiscal 1999. Of this amount, $127
billion was simply written off. These are real compliance issues, de-
gerving of serious attention, as compared to the corporate tax shel-
ter one which makes for good headlines, but fails to withstand
careful scru.ting;.I

Thank you, Mr. Chairman, and thank you members of the com-
mittee. ) -

[The (?repared statement of Mr. Kies appears in the appendix.]

The CHAIRMAN. Mr. Faber, you have heard about the letter writ-
ten l;y La.néy Summers in which he sags, “The Administration has
put forward in the fiscal year 2001 Budget legislative proposals
aimed at curtailing tax shelters . . . Failure to address this issue
in a meanin{ul way would put the fairness and efficacy of our tax
system at risk.”

Now, I just heard Mr. Kies say there is not a problem here. What
are your comments with respect to that? I have been concerned, as
far as the Treasury is concerned, that it took 2 years to issue dis-
closure regulations. One wonders why it suddenly becomes such a
hot issue if it were not before. You heard me say, I think there is
a problem. My real problem is, what do we do about it?

QVould you please comment?

Mr. FABER. Well, it is hard to c}uantify the problem. As I said in

my testimony, I am not enough of an economist to analyze the ﬁ%
ures that Ken has presented. What I see is corporations on a daily
basis being presented with ideas, some of them very aggressive and

63-714 00-2
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many of which they are going into, notwithstanding the trend in
recent court cases.

I would point out that, in one of those court cases, ACM, the vote
was 2:1. It cuuld very nearly have gone the other way in the Third
Circuit Court of Appeals.

So I think while the litigation process is obviously having an im-
pact on the willingness of corrvxganies to go into tax shelters it prob-
abéy has not eliminated that willingness completely.

o I think there is still a problem. Now, whether it is the most
important tax compliance problem we are facing, who knows, but
certainly it is a problem.

The CHAIRMAN, I do not think that is the issue.

Mr. FABER. It is a problem, and I do not think one can extrapo-
late from the numbers and conclude that it is not.

The CHAIRMAN. I think it is a matter of concern when any group
that owes money is not paying its taxes.

Mr. FABER. I do not know why it took them 2 years to come out
with the regulations. It would have been better if they could have
come out earlier, but I cannot respond to that.

The CHAIRMAN, Mr. Kies, is Mr. Faber wrong to believe there is
a tax shelter problem? How do you respond to the American Insti-
tute of Certified Public Accountants, the American Bar Association
the New York Bar Association, the Tax Executive Institute, and
the various other groups that believe there is a corporate tax shel-
ter problem?

r. KIES. Well, Mr. Chairman, I think I would have several com-
ments. I do not believe that there are not aggressive taxpayers that
need to be reined in by the Internal Revenue Service occasionally.

Part of the point of my testimony, was to say that the current
situation is really not different from 10 years ago. The revenue
stream coming from corporations is quite vibrant.

Yes, there are problems that, from time to time, need to be dealt
with. The Service has at its disposal a vast array of tools to deal
with that, the audit process, the subpoena process, the ability to re-
quire reporting, and our view is that those tools can be deployed
very effectively to deal with those problems that do exist.

I would point out to you that, just if you go back to the Ways
and Means hearinF of last fall, the group of experts that you just
alluded to were all asked, what was the current level of corporate
revenues?

The current level of corporate revenues is around $180-$200 bil-
lion. The closest guess from anybody on the panel was $100 billion,
which, to me, is evidence they really do not understand the macro-
economic picture, they understand some anecdotal experience.

The point that we are trying to make to the committee, is the
balance of power between IRS and taxpayers is currently appro-
priate and problems, as they arise, are appropriately dealt with.

The court decisions of the Egst 12 months are ample evidence of
that, and the ability of the IRS to shut down problem transactions
through procedural pronouncements has been quite effective.

The CHAIRMAN. Mr. Faber, your written testimony seemed to
focus on the promotion of products by the Big Five accounting
firms. Are they the biggest promoters? What about investment
bankers, what about lawyers? And let me ask you this question, if
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I may just follow through. Particularly in the case of certified pub-
lic accountants, is there a potential conflict of interest there?

Mr. FABER. Well, there are a number of questions wrapped up in

that question, Mr. Chairman. I think that 15 years ago you did not
see the CPA firms marketing aggressive tax strategies; now we do.
I think there has been a change within the firms, and they have
basically identified this as an area where they can make some
money.
So onuld say that most of what we are seeing recently has been
from the accounting firms, but certainly not all of it, whereas 15
years ago it was all from the investment banking firms. And there
are some law firms that are doing them, too, do not misunderstand
me, but I think it is primarily the accounting firms and it is a rel-
atively new phenomenon.

What was the second Yart of your question, sir? I am sorry.

The CHAIRMAN. Well, let me ask you this. Should there be a pen-
alty for those who are promoting tax shelters?

Mr. FABER. I think it is hard to pin down and define the kind
of strategy for which you would impose a penalty, and that is why
I am nervous. Is a leveraged lease a tax shelter? Well, under some
definitions it would be. Is someone who suggests to a company that
it could reduce its tax rate bx leasing property rather than owning
it a promoter of a tax shelter?

I think it is very easy to look at some of the abusive transactions
and say, yes, that was a tax shelter and that was promoted by
some guy who was getting a big fee for it, but it is very hard to
draw the line.

While, in principle, I think, yes, it is a good idea to put penalties
on the promoters, I am not sure how one does it in practice.

The CHAIRMAN. Let me go back. Is there a conflict of interest?
- Mr. FABER. Oh, I am sorry. Yes, you did ask that.

I think we very often see a conflict if the firm is auditing the fi-
nancial statements and then also advising on e:g essive tax shel-
ters. There is a potential conflict there which is difficult.

One conflict I have been concerned about, and I guess it is a con-
flict, is the ambiguity in the role of the promoter of a tax shelter.
If you are a law firm or an accounting firm and you go to a corpora-
tion with a tax shelter and you are going to get a fee based on a
percentage of the tax savings, then you are not really acting as a
professional advisor. In my view, you are acting as a commission
salesman.

I think there is a conflict if a professional firm, a law firm or an
accounting firm, represents that it is giving an “opinion,” whereas,
in fact, what it purports to say is an opinion is really a sales docu-
ment. That, in my view, is the most serious conflict in this whole
area.

The CHAIRMAN. Ken, would you like to comment?

Mr. Kies. Well, Mr. Chairman, just a couple of comments.

Whether there is a conflict of interest really goes to the issue of

whether any individual item is material with respect to the finan-
cial statements. LT

Typically, even significant transactions are not material to the
overall financial statement, so that the conflict of interest issue is
one that has to be looked at, but it rarely actually arises.

-
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In terms of who is resgonsible for pushing aggressive trans-
actions, much of what has been written recently has been directed
at the fiig Five accounting firms, of which I am a member.

But, frankly, if one goes back g’\ust to my tenure as Chief of Staff
of the Joint Committee in which, when I served in that position,
we shut down 32 different loophoiea, if you went through each one
of those you would find in many instances they arose from law
firms. The New York State Bar members were largely responsible
for step-down preferred transactions, it did not emanate from ac-
counting firms.

I do not think there is much to be gained from trying to point
the finger at one side of the profession or the other here. I think
the more constructive thing to do, is figure out if the Service has
adequate resources to deal with existing problems.

The caution that I would leave with you, is do not take action
that will penalize the 95 percent of taxpayers, corporate and other-
wise, who are trying to comply with the law to try and get at the
6 percent who are engaging in actions that are actually overly ag-
gressive.

I think you have to be careful that, as you examine this balance
of ‘power between IRS and taxpayers, that you do not tilt too far
in the direction of the IRS and, therefore, put in their hands tools
that will be used against legitimate taxpayers.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Thank you, both. Once again, Mr. Faber, I
can attest to the role of the New York State Bar Association and
the City Bar Association have 6?layed in my quarter century here.
You were invaluable in the 1986 legislation.

You raise a question, and Mr. Chairman, it is one of the mys-
teries of our society, and a wonderful mystery, about profes-
sionalism. We do not have any laws about professionalism, it is in-
ternal. Doctors decide who is a doctor, lawyers lawyers. There are
examinations and all, but they are inside a profession which is set
apart from the society as a whole.

You have come to us, and I do not mean to make any difficulty
for the Big Five. You seem to represent three of them. Or maybe
it was Big Eight, and now there are only five.

Mr. KiEs. Well, we will be down to one, eventually. It will be a
very long name, though.

?;,nator MOYNIHAN. In your testimony, Mr. Faber, you say that,
“This raises issues of professionalism that perhaps go beyond the
sco‘}%&;l of these hearings but that are of concern to me.

“The accounting firms, for years, have acted as professional advi-
sors to their clients—professional advisors to their clients—and the
clients have come to expect that of them,

“If a firm presents a tax dproducl: to a company for which it ex-
pects to be paid a fee based on a percentage of expected tax sav-
ings, it is functioning as a commission salesman and not as a pro-
fessional advisor. ‘

“A firm that presents a client with a 20-page opinion and at-
taches a product that it is selling for a percentage of tax savings
is deceiving the client and misrepresenting its role.”

Well, that is a very troubling statement. What does the Com-
mittee on Finance do about professional standards?

’
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Mr. FABER. Senator Moynihan, I think that was more in the na-
ture of an aside. I think the Treas has indicated they will be
revising Circular 230, which deals with the professional standards
of tax advisors, I think the courts oversee, certainly, the legal pro-
fession. The AICPA and the Bar Associations, I think, should be
imposing appropriate standards of ethics on the members of their
professions.

Senator MOYNIHAN. But you are saying a professional group cre-
ates professional standards. But the Congress does not, nor do I
think it should.

"Mr. FABER. Yes. I think it goes back to the question of who en-
forces different parts of this whole spectrum of the problem, and
I think that professionalism is one which I mentioned in the pre-
pared statement. I am not sure that it falls within the province of
this committee of the Congress to deal with.

Senator MOYNIHAN. But it is a large fact out there, and not per—
haps often enough noticed.

r. FABER. It is very much part of the landscape.

Senator MOYNIHAN. The culture.

Mr. FABER. Of the culture. Incidentally, do not misunderstand
me, Senator. I think it is perfectly all right for a law firm or an
accounting firm to ﬁo to a client and say, look, we have a product
here, we have developed it, we think it can save you tax money, -
we think it is good, we stand behind it, and we think our fee should
be value-based and not hourly-based:

As long as it is clear what they are doing, in other words, if they
make it very clear that they are presenting it as an idea, they are
going to joint venture it with the client, and they think that the
client ought to have somebody else who has no stake in the out-
come take a look at it, I think that is perfectly appropriate.

Senator MOYNIHAN. That is what professionals try to do.

Mr. FABER. As long as your role is articulated.

Senator MOYNIHAN. Get a second opinion.

Mr. FABER. Yes, exactly. Incidentally, I have friends at all five
accounting firms. The young lady Senator Roth referred to whom
I first took out 43 years ago works for one, so I have a great deal
of respect for the Big Five firms.

Senator MOYNIHAN. Good.

Mr. FABER. I think they are highly professional organizations. I
think the critical thing is that an accounting firm, a law firm, or
any other entity that brings a tax saving idea to a prospective cli-
ent ought to be up front about exactly what its relationship is and
should not in any way suggest that it is acting in a different way.

Senator MOYNIHAN. Right. It is sort of beyond the purview of
statute, but absolutely essential to the working of the statute and
the system.

Mr. FABER. Exactly right. Exactly right.

Senator MOYNIHAN. I wish you well. But you feel that things are
not getting better, they are developing in a direction you would
wish they had not. _

Mr. FABER. Well,-it is hard to say, Senator. The increased disclo-
sure may well have a very positive impact on this tendency.

Senator MOYNIHAN. Yes.
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Mr. FABER. The court cases are all very recent. It is early to tell
what impact they will have on the willingness of corporations to
get into aggressive tax strategies.

So it may well be that, even if Congress does nothing, the tax
shelter world will be a lot better 2 years from now than it is today.
It is awfully hard—these developments are so recent—to put them
in perspective.

enator MOYNIHAN. I appreciate that. It is a refreshing subject,
and ;1 baffling and mysterious one, and meant to be. Is that not the
case

Mr. FABER. Yes, sir.

Senator MOYNIHAN. Thank you very much. Thank you, Ken.

The CHAIRMAN, Gentlemen, thank you very much for being here
today. We appreciate your testimony.

Mr. FABER. Thank you.

Mr. KiES. Thank you, Mr. Chairman.

The CHAIRMAN: The committee is in recess.

[Whereupon, at 12:04 p.m., the hearing was recessed.]



PENALTY AND INTEREST PROVISIONS IN THE
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The hearing was convened, pursuant to notice, at 10:16 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.
Also present: Senators Nickles and Moynihan.

OPENING STATEMENT OF HON. WILLIAM V., ROTH, JR., A U8,
g%%'léon FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-

The CHAIRMAN. The committee will please be in order.

Today is the second day of a series of hearings relating to the
Ttregisury and Joint Committee on Taxation penalty and interest
studies.

Yesterday, the Treasury Department and the Joint Tax Com-
mittee 8 discussed their respective recommendations relating to
Internal Revenue Code penalties and interest, including corporate
tax shelters.

We also heard testimony discussing whether there is a corporate
tax shelter problem. As I said yesterday, I believe there is a serious
corporate tax shelter problem. The question becomes, how should
we address the issue?

Today, we will hear from two panels. The first panel will consist
of various tax practitioner groups who will provide their views on
the penalty and interest proposals, including the corporate tax
shelter proposals. I welcome their testimony.

However, members of these groups should be accountable. I be-
lieve part of the solution to the corporate tax shelter problem re-
&uires holding taxpayers, advisors, and promoters accountable for

eir actions.

Our second panel today will focus on the penalty and interest
recommendations made by the Joint Committee on Taxation and
Treasury. I look forward to hearing from our witnesses on these
important issues.

nator Moynihan?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, once again, you are ahead of
the curve here, although Secretary Summers is very much sup-

(35)
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Kortive of what you are doing. We have a problem of complexity
ere which chases the ingenuity of practitioners.

I have spent 24 years in this committee wondering, why is the
Tax Code so complex? I think I have come to the conclusion that
it is because the lawyers are so clever, and the accountants.

We have had penalties in the Tax Code since the Civil War. In
1986, when we thought we were cleaning out and simplifying, and
we did get rid of so many of the tax avoidance arrangements that
we were able to lower rates we added 100 penalties to the Code.

Yesterday, as you will recall, sir, and our distinguished panelists
may not know, we had some very disturbing testimony about the
practices in the professions,

Mr. Faber, an attorney from New York who is a member of the
New York State Bar Association Tax Section, described the di-
lemma of attorneys who traditionally, as a professional matter,
would be very careful about conforming to the Code as they under-
stood it in their advice to clients, now are dealing with accountants
who come along and do your books and offer you an enormous tax
shelter that goes with it for which they would maybe get 20 per-
'gent of the return, which is not professional, or was not thought to

e.

Of course, the professions are singular in our society. They regu- _

late themselves, they define their own standards and enforce them,
such that we need help and advice, and I look forward to your tes-
timony.

Thank you, sir.

The CHAIRMAN. Thank you, Senator Moynihan.

I am pleased to introduce our first panel, which includes Judith
Akin, who is an enrolled agent, testifying on behalf of the National
Association of Enrolled Agents; David A. Lifson, who is chair of the
Tax Executive Committee of the American Institute of Certified
Public Accountants. I believe you testified before our committee
last year. Welcome.

Paul J. Sax, who is the new chair of the Section of Taxation of
the American Bar Association; Robert H. Scarborough, who is chair
of the Tax Section, New York State Bar Association; and finally,
Charles W. Shewbridge, I1I, who is the president of the Tax Execu-
tives Institute, and chief tax executive of BellSouth Corporation.

Senator MOYNIHAN. Mr. Chairman, the political season having
commenced so riotously, I observe that Mr. Lifson had a large re
button. Is that on behalf of any candidate? [Laughter.]

Mr. LIFSON. It is actually on behalf of all candidates. Simplifica-
tion.

Senator MOYNIHAN. Oh, I see. You are here to simplify.

Mr. LIFSON. And now we can both wear them.

The CHAIRMAN. Well, I think we can all agree on that and wear
your button. We will do it tomorrow. [Laughter.]

Ms. AKIN, WE WILL BEGIN WITH YOU. I would say to each of you,
your full statements, of course, will be included as if read.

STATEMENT OF JUDITH AKIN, EA, NATIONAL ASSOCIATION OF
ENROLLED AGENTS, OKLAHOMA CITY, OK

Ms. AKIN. Mr. Chairman, members of the Finance Committee, I
am Judy Akin, enrolled agent and the immediate past chair of the



37

IRS Information Reporting Program Advisory Committee, and an
officer and member of the board of directors of the National Asso-
ciation of Enrolled Agents.

I have been an enrolled agent for more than 25 years and main-
tain private practice in Oklahoma City, where I work with individ-
uals and small business taxpayers.

Today, I am repreaentin§ AEA, whose more than 10,000 mem-
bers are tax professionals licensed by the Department of Treasu
to represent taxpayers before all administrative levels of the IRS.

I am pleased to have this opportunity to present our views on the
penalty and interest recommendations of Treasury and the Joint
Committee on Taxation as they affect individuals and small busi-
ness taxpayers.

We have also attached some case studies to our testimony which
we believe will help you better understand the problems that we
are facing on a daily basis.

Without objection, I would like to summarize my testimony and
submit my written statement for the record.

Generally speaking, NAEA supports those recommendations,
whether they come from Treasury or the Joint Committee, which
lead to simplification for this overall complicated area.

We believe the government has the right to collect interest for
the time value of money used. However, we also believe that pen-
alties that are perceived as harsh as they are applied to taxpayers
who make honest errors or to taxpayers who are trying to come
into compliance with the tax law are ultimately counterproductive.

We are particularly pleased with recommendations in the area of
interest and failure to pay estimated tex penalties. We believe they
address many situations which demand immediate relief.

We applaud the proposal to eliminate the $43 user fee for an in-
stallment agreement and feel that it is a fair exchange for an auto-
mated withdrawal of installment payments.

NAEA would like to see the accuracy-related penalties strength-
ened and applied equally to taxpayers and practitioners. While we
believe return preparer penalties should be strengthened, we do
not believe that fee-based preparer penalties are workable.
 We are pleased by the Joint Tax suggestion for penalty abate-
ment for inadvertent failures when a taxpayer changes to a dif-
ferent deposit schedule.

One case that comes to mind involves a retailer with an impec-
cable payroll tax deposit history. They were not aware that, effec-
tive 1/1/99, they would be required to make semi-weekly deposits.
By the time the error was caught, the penalty due was $2,000,
even though the taxpayer had deposited all payments timely under
the old system.

We endorse the Joint Tax staff recommendation to consolidate
the three penalties for failure to file forms 5500, and that these
consolidated ﬁinalties be administerec by the IRS.

We would like to make you aware of recent steps by the IRS to
improve its administration of penalties and interest. These include
permitting taxgayers to designate the ap lication of tax deposits to
minimize tax deposit penalties, the resolution of crediting pa
and self-employment taxes in certain non-filing situations, an the
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continuation of problem solving days which allows for fast resolu-
tion to taxpayer problems, limiting penalties and interest.

The IRS will soon be expanding the ability for small business
and individual taxpayers to warehouse tax payments under the
Electronic Federal Tax Payment system. While the system will not
be up and running until after July 1, we believe it will go a long
w%a towards limiting penalties for taxpayers and small business.

e received many comments about taxpayers, particularly senior
citizens, beingl caught up in penalties where they truly do not un-
derstand the law or the situation. Steps need to be taken imme-
diately to lessen the impact of penalties and interest on taxpayers
who make innocent mistakes.

As our socieg{ABmoves more towards self-managed retirement
plans such as I and 401(k)s with required distributions, there
will be many opportunities for senior citizens and the average tax-

ayer to run afoul of the rules and have their savings taxed away.
hese cases are not out of the ordinary, and we are dealing with
them on a daily basis.

Finally, with respect to the issue of corporate tax shelters, we
would respectfully urge that the members of the committee bear in
n}uixnd the impact of these devices on the compliance of the average

ayer.

ur system is based on voluntary assessment. If the average tax-
ﬁayer believes that people who faithfully pay their taxes are fool-

ardy, then you will see greater non-compliance.

I would like to thank you for this opportunity to present our
views, and would be happy to answer any questions.

The CHAIRMAN. Thank you.

[(The prepared statement of Ms. Akin appears in the appendix.]

Mr. Lifson?

STATEMENT OF DAVID A. LIFSON, CHAIR, TAX EXECUTIVE
COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS, NEW YORK, NY

Mr. LIFSON. My name is David Lifson, and I chair the Tax Exec-
utive Committee of the American Institute of CPAs.

The AICPA is a national professional association with more than
330,000 members who are from professional service firms of all
sizes from business, from education, and from government.

Our members work regularly with the tax laws that you write,
and we have a strong interest in making the tax law fair, simple,
and administrable.

I thank you for entering my written remarks into the record. It
is a mighty tax to summarize all of this for you in just 5 minutes,
but we wil iive it a try in an overview.

I would like to start by commending this committee for properly
incorporating the public debate on so-called corporate tax shelters
within the government’s lesser-known overall evaluation of the role
of tax penalties and interest charges in sur {1x system.

After all, are corporate tax shelters not more serious trans-
gressions by more sophisticated taxpayers that perhaps should be
su&'ect to higher penalties? .

ith respect to corporate tax shelters, the increasing litany of
cases outlining overreaching tax savings generation from an overly
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literal reading of the tax law is alarming to many in the tax com-
munity; that these cases are now J)ublic knowledgﬁ is proof that the
system is working to identify an %unish those that cross the line.

As with any other pogu ar public issue under consideration,
there are countless possible solutions. I do not envy you for being
responsible for nicking the best one.

e Treas Dtipartment has summarized their solution, indi-
cating that it has four parts: increased disclosure, changes to the
substantial understatement penalty, sanctions on other parties to
:h'e transaction, and codification of the economic substance doc-
rine.

We believe that the Treasury’s proposed penalty structure is
much too broad and will adversely affect too many innocent tax-
payers. We suggest improvements in this area, and also with re-
spect to disclosure and sanctions.

Legislative changes. including increased disclosure, increased
penalties for activities in the shelter area, and sanctions to parties
that were hitherto not sanctionable, are all areas where legislation
would at least accelerate, if not improve, overall compliance with
our tax laws.

We vigorously disagree with the fourth part of Treasury’s solu-
tion, codification of the economic substance doctrine. Such an ac-
tion would be a serious, serious mistake. Codification would invari-
ably entrap millions of innocent main street taxpayers.

Instead, we believe the fourth part of the government's action
glan.shouid include enhanced enforcement by the Internal Revenue

ervice.

We note that the IRS has worked diligently in the last year to
provide the appropriate level of enforcement that wil: ~ncourage
voluntary tax compliance, the cornerstone of our iucor.e tax sys-
tem.

We hope you share our optimism for the promise of ost recent
developments, including the in-process reorganizatirrn of the IRS,
recent court cases, and at long last, public exposure of various tax
shelter regulations.

We hope you will continue to monitor the progress which is pos-
sible, in part, by your recent legislative action, the IRS Restruc-
turing and Reform Act of 1998, and by modernization efforts cur-
rently under way. Let these changes take hold. .

With respect to genalties and interest in general, such penalties -
should be designed to encourage compliance, not to raise money.
Our citizens react to tax traps the same way they react to speed
traps: with disrespect. Uncertainty does not protect the FSC. Un-
certainty does not encourage tax compliance. . .

From my perspective, it discourages tax compliance. There is a
long history in this country of people disobeying laws they do not
unferstan , while clear rules are more frequently obeyed when
properly enforced. _ )

Simplification enccurages taxpayers to be honest, it encourages
voluntary compliance, For example, corporate tax shelter penalties
should be reserved for big businesses that should know better.
These business typically have controversies involvm(f over $10 mil-
lion in tax, and they have paid over $1 million to advisors to mini-
mize their tax liabilities. Develop a sensible deminimus rule.
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The disclosure area also provides a helpful example. An appro-
priate reporting threshold must be designed. Massive over-report-
ing by millions of businesses would only provide the IRS with a sea
of useless information and taxpayers with an annoying, expensive
responsibility.

quirements on everyday, ordinary taxpayers to, in effect, audit
themselves, disclose issues, and be subject to the threat of unduly
severe penalties and interest could potentially undermine respect
for our self-assessment system of taxation just as much as the un-
published abusive behavior by a few corporate taxpayers. These are
areas of delicate balance.

Thank you for your time.

The CHAIRMAN. Thank you, Mr. Lifson.

Mr. Sax? -

(The prepared statement of Mr. Lifson appears in the appendix.]

STATEMENT OF PAUL J. 8AX, CHAIR, SECTION OF TAXATION,
AMERICAN BAR ASSOCIATION, SAN FRANCISCO, CA

Mr. SAX. Good morning, Mr. Chairman and members of the com-
mittee. My name is Paul Sax. I am a partner in the law firm of
Orrick, Harrin%wn & Sutcliffe in San Francisco, and appear today
as chair of the Section of Taxation of the American Bar Association.
Thank you for the opportunity to testify today.

First, let me speak briefly to penalties and interest. We are im-
pressed by the serious work devoted by the Treasury and the Joint
Committee staff and welcome the intention of the Congress toward
improving this aspect of the Tax Code.

e commend coordination of the accuracy-related and preparer
penalties at the essential authority standard. We support raising
the standard for positions in a return that are fully disclosed to re-
alistic possibility of being sustained, as Treasury has suggested.

We support elimination of the interest rate differential using a
market rate of interest, and we agree with the Joint Committee
study recommending repeal of the failure to pay penalty, and sup-
port the Treasury’s proposal of a lower failure to file penalty im-
posed over a longer period.

On the important subject of tax shelters, my testimony today is
consistent with the testimony of my predecessor last spring, and
my t;stimony before the House Ways and Means Committee in No-
vember.

Our message has been the same. The Tax Section views itself as
counsel to the tax system, and this generation of corporate tax
shelters seriously threatens that system. Certainly, revenue loss is
a major issue, but perhaps more important than revenue loss is the
potential for lost confidence in the tax system.

The reason this large corporate tax shelter activity is so threat-
ening, is that the promoters are selling a new product. That prod-
uct is well-calculated defiance of the tax collector.

The promoters explain that the chance of audit, detection, and
challenge is minuscule, the penalties are small and usually avoid-
able, and the arithmetic of the odds favoring a multi-million dollar
tax saving is compelling.
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Given that, whether the deal would withstand scrutiny is not rel-
evant. Recent judicial decisions do not materially change those
odds. The game has become “catch me if you can.”

Mr. Chairman, you may hear that, after the administration’s re-
cent announcement, there is no need for Congress to act. We wel-
come those actions and commend their balanced attempt to distin-
guish between abusive tax shelter activity and ordinary business
transactions.

But do not be misled, Mr. Chairman. The Internal Revenue Serv-
ice is severely limited as to what it can do. The existing penalty
structure does not support an adequate response to current tax

. shelter activity.

The new investor list requirement is supported by a penalty of
$60 per investor query the deterrence of that penalty to a promoter
whe stands to reap profits of millions per investor.

The tax shelter registration requirement, promoters maintain, is
easily circumvented and no specific penalty at all lies for failure to
comply with the new disclosure requirements.

The key to our proposal is meaningful disclosure with corporate
and personal accountability. Large tax shelters—we use $10 mil-
lion—must disclose the facts and the basis for their claimed tax
saving. Failure to disclose would be backed by a new penalty based
solely on failure to disclose.

Because the only consequence to legitimate transactions would
be disclosure, the effect to legitimate business would be minimal.
After all, there is no right to hide facts from the tax collector.

The key provision would elevate the visibility within the com-
pany requiring the chief financial officer or a comparable senior fi-
nancial officer with knowledge of the facts to attest to the facts of
the transaction.

Under our proposal, the existing understatement penalty would
be extended to what I refer to as the aider and abettor circle, the
promoters, tax-indifferent parties, and, yes, the tax professionals.

Last, in our view, there would be a very narrow codification with
respect to the economic substance doctrine, not an attempt to codify
the doctrine itself, but only to eliminate the promoter’s argument
that deminimus economic attributes are enough.

What we would have said, is that when the courts choose to
apply the economic substance doctrine and are weighing economic
attributes against tax benefits, those economic attributes must be
substantial in relation to tax benefits, not deminimus.

Mr. Chairman, if the Congress acts, we believe the current threat
to the tax system will be abated. If you do not, we fear the reaction
of individual taxpayers when they learn what was allowed to hap-

en.
P Thank you again. That concludes my remarks. As counsel to the
tax system, the Tax Section would be pleased to help. Please do not
hesitate to call upon us. I would be pleased to respond to your
questions. '

The CHAIRMAN. Thank you, Mr. Sax.

(The prepared statement of Mr. Sax appears in the appendix.]

Mr. Scarborough?
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STATEMENT OF ROBERT H. SCARBOROUGH, CHAIR, TAX
SECTION, NEW YORK STATE BAR ASSOCIATION, NEW YORK, NY

Mr. SCARBOROUGH. My name is Robert Scarborough. I am a law-
yer in private practice in New York Cit{: but I appear today in my
caga%iity as chair of the Tax Section of the New &rk State gar As-
sociation,

We believe that the subjects of today’s hearing, penalty reform
and corporate tax shelters, are closely related. Changes to the cur-
rent penalty rules can play-an important part in addressing the se-
rious issues that corporate tax shelters present for the tax system.

Last year, the New York State Bar Tax Section submitted two

~reports on proposals dealing with corporate tax shelters in the
President's fiscal 2000 budget. In our reports, we expressed our
view that there are serious and growing problems with aggressive,
sophisticated, and in many cases purely artificial, transactions that
are designed almost entirely to achieve a particular tax benefit. We
also supported changes to current accuracy-related penalty rules as
a partial response.

n my statement today, I will be restating positions that the Tax
Section took in these r’gﬁorts, but I will also take into account more
recent developments. These include the release of studies by both
the staff of the Joint Committee on Taxation and the Treasury De-
partment, the administration’s fiscal 2001 budget, and most re-
cently, issuance by the Internal Revenue Service on February 28 of
regulations imposing new disclosure requirements on tax shelters.

orporate tax shelters take many forms, but in general they are
transactions that are entered into to reduce tax without meani
economic risk or potential for profit by exploiting non-economic fea-
tures of the tax law in unintended ways. They often involve shift-
ing income to foreign or tax-exempt parties, they are often mar-
ket=d to a number of different corporations.

The roots of the corporate tax shelter ﬁ?enomenon are complex
and varied. Only one of the causes on which I will focus today is
the cost benefit analysis that corporate executives face when they
are considering entering into shelter transactions.

In weighing expected costs, taxpayers must, of course, consider
the risk that the Internal Revenue Service will detect the trans-
action and successfully dispute the interpretation of the law on
which it relies. Taxpayers recognize, however, that the government
faces significant resource constraints in detecting and challenge
tax-motivated, very complex transactions.

Even if a shelter transaction is detected and successfully chal-
lenged, there is unlikely to be any down side to the corporation
other than denial of the tax benefit sought and interest at a slight-
ly increased rate. The risk of a penalty is generally seen as slight
by corporations considering entering into these transactions.

Although Code Section 6662 imposes a 20 percent penalty on
substantial understatements of tax, this penalty does not app 3' to
thedef:_:teﬁt that the taxpayer had reasonable cause and acted in
good faith, .

Under current law, this standard would generally be considered
met if the corporation relies on the opinion of a professional tax ad-
visors that concludes that there is more than a 50 percent chance
that the taxpayer’s position would be upheld if challenged.



Both the Joint Committee staff and the Treasury, in their stud-
ies, concluded that the penalty is not a significant deterrent under
current law because of reliance on these more-likely-than-not opin-
ions.

Now, because the cost benefit calculation faced by corporations
considering entering into corporate tax shelters is a very important
cause of the tax shelter phenomenon, we believe that measures to
change this calculation must play an important part in dealing
with the problem.

Now, there are several different ways that the calculation could
be changed. One, is by increasing the risk that a shelter trans-

-action will be identified for challenge by the IRS, but the calcula-
tion can also be changed by increasing penalties that are imposed
if a transaction is successfully challenged, and by making it more
difficult to avoid these penalties. .

The measures announced by the Internal Revenue Service at the
end of February will certainly facilitate its efforts to detect and,
where appropriate, challenge tax shelters. These measures include:
1) tax shelter registration requirements; 2) requirements that cor-
porations entering into shelters file disclosures with their returns;
3) requirements that promoters maintain lists of investors.

The Internal Revenue Service cannot, of course, increase pen-
alties or impose strict liability without Congressional action. The
Treasury Department, thus, has proposed legislation that would
raise the substantial understatement penalty to 40 percent for.cor-
porate tax shelters, and which would impose strict liability.

The penalty would be reduced to 20 percent if the taxpayer has
satisfied certain disclosure requirements, and the 20 percent pen-
alty for disclosed items could be completely avoided in some cases.

The Tax Section supports the approach of the Treasury Depart-
ment proposal. Let me say that again. The New York State Bar
Tax Section supports the approach of this proposal. It is very simi-
lar to an approach that we endorsed in a report that we submitted
to the government last April.

Now, we acknowledge that increasing accuracy-related penalties
and narrowing or eliminating exceptions will put considerable pres-
sure on the definition of corporate tax shelter transactions, and it
may increase the leverage of IRS agents in audits of corporate tax-
payers.

We have concluded, however, on balance, that increasing the risk
associated with corporate tax shelters is sufficiently important to

_justify these two effects, provided that several conditions are met.

An important condition, is that corporate tax shelters be appro-
priately defined to distinguish legitimate business transactions
which may rely on aggressive tax planning from shelters. We would
be pleased to work with the Congress to refine a definition of a
transaction subject to heightened sanctions.

Thank you very much, Mr. Chairman, Mr. Moynihan.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Scarborough appears in the ap-
pendix.]p

Mr. Shewbridge?
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STATEMENT OF CHARLES W. SHEWBRIDGE, III, PRESIDENT,
TAX EXECUTIVES INSTITUTE, INC., AND CHIEF TAX EXECU.-
TIVE, BELLSOUTH CORPORATION, ATLANTA, GA

Mr. SHEWBRIDGE. Thank you, Mr. Chairman. I am chief tax exec-
utive for BellSouth Corporation in Atlanta, GA. I am here today as
ﬁresident of Tax Executives Institute, the preeminent group of in-

ouse tax professionals.

TEI agrees that it is time for an in-depth review of the Code's
interest and penalty provisions. The Joint Committee and Treasury
studies contain many sound recomniendations for reforming the
Code's interest and penalty provisions.

TEI's comments on these studies are summarized on pages 5 and
6 of our written statement. I want to highlight just a few.

The current interest rules operate in an unfair manner and are
difficult to administer. In many cases, the rules have served as an
inappropriate penalty, such as with the estimated tax penalty,
rather than as compensation for the time value of money.

The different interest rates for over- and under-payments have
themselves spawned a major complexity: interest netting. The in-
terest netting provision enacted in 1998 does not provide a full
measure of relief. It is also extremely complex to administer.

TEI, thus, urges Congress to comé)lete the reform effort it began
2 years ago by adopting the Joint Committee’s recommendation to
eliminate the interest rate differential.

Speaking broadly, we need to move back to the principle that
penalties should be applied only in cases of willful non-compliance
and not for every error or omission.

That leads me to the more controversial issue before the com-
mittee today, corporate tax shelters. M=, Chairman, TEI's perspec-
tive ldif'fers from that of other organizations represented on this
panel. _

The institute does not represent the so-called tax shelter pro-
moters and developers who either sell or facilitate the transactions,
and we do not reﬁresent the professional advisors who opine on the
illegitimacy of the arrangements or defend them when they go
awry.

Rather, TEI members work directly for the corporations that
enter into business transactions that require an analysis of their
tax benefits and burdens. I have been a tax professional for nearly
30 years, and have been emploged by BellSouth for half of that pe-
riog’. Last year, my company filed more than 55,000 returns and
paid approximately $4 billion in taxes.

Given the size of those numbers and the fact that I sign
BellSouth’s tax returns under penalties of perjury, it should go
without saying that I take my job, including my duty to the tax
system, seriously. So do my colleagues at TEI.

Mr. Chairman, the institute agrees that disclosure is the key to
fighting abusive corporate shelters. Thus, TEI applauds the Treas-
ury Department’s action activating the tax shelter registration pro-
vision enacted in 1997. Although we have not fully analyzed the
regulations released last week, we are convinced that they will help
the IRS obtain useful information about corporate transactions and
then take appropriate action. -
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_Care must be taken, however, not to enact far-reaching legisla-
tion without assessing whether administrative and tax enforcement
actions are producing the desired results.

TEI believes the recent disclosure regulations, especially those
involvm7 promoters, Ego a long way to addressing the gaps in the
current law. Thus, TEI does not support the proposal to codify the
economic substance doctrine. As Ms. Paull testified yesterday, a
statutory test would be difficult to draft and likely generate signifi-
cant unintended consequences.

Nor do we believe that doubling the accuracy-related penalty for
corporate tax shelters is the answer. Indeed, we suggest that the
current 20 percent penalty is so high, that it is rarely asserted
against corporate taxpayers.

Disproportionate penalties may inhibit agents from assessing
them, and believe me, a 20 percent penalty that is fairly and swift-
l¥‘ administered will get the attention of both tax executives and
their companies.

Finally, I wish to discuss the proposal that the chief financial of-
ficer or another senior officer be required to certify that the facts
disclosed about a tax shelter transaction are true and correct.

The proposal misapprehends the role of a tax department, as
well as the CFO. It impugns the integrity and professionalism of
both and it ignores how the provision would adversely affect the ex-
amination process.

The proposal proceeds from the faulty premise that companies
unknowingg' enter into major transactions and that the Peop e who
grepare and sign billion dollar corporate returns do so lightly. We

o not.

I believe it is wrong to assert that a company’s senior officers
would permit abusive transactions to go forward, but for the sanc-
tions that would flow from the proposal.

Equally important, the proposal poses a serious threat to tax ad-
ministration. If enacted, it could lead to focusing not on the under-
lying transaction, but on the CFO's statement. We believe the pro-
posal could easily spawn suspicion and disript the audit process.

Mr. Chairman, we commend you for calling this hearing. We
would be pleased to respond to any céuestions.

[le;;a{ ]prepared statement of Mr. Shewbridge appears in the ap-
pendix.

The CHAIRMAN. Thank you.

Let me start out with a question relating to the estimated tax
penalty. I am very much concerned with its complexity. Some, if
not all of you, appear to support the Joint Tax proposal to simplify
and convert the estimated tax penalty into an interest charge.

Would you please briefly describe your views and any concerns
you have on this issue? Ms. Akin?

Ms. AKIN. The estimated tax penalty or underpayment of tax
penalty is one of the most complicated penalties to administer or
to properly calculate. If a taxpayer pays in equal to or exceeding
their prior year's liability, they may avoid the penalty unless they
have had a significant increase in income. Then it may raise to 110
percent of last year’s tax. . .

You are penalizing the taxpayer twice. You are penalizing them
for the complexity of the law and you are penalizing them for hav-
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ing to pay a tax advisor twice, once to have their taxes prepared
and once to see if they can avoid this other penalty. It is a very
difficult penalty to administer, and definitely needs simplification.

The CHAIRMAN, Mr. Lifson? ,

Mr. LIFSON. This is an area that causes ire and confusion for
most taxpayers, for two reasons. First of all, the concept of it being
a penalty versus an interest charge is, to them, a misnomer.

e spend hours exilaining to each taxpayer, well, it is really an
interest charge, but the government calls it a penalty. It is almost
an embarrassment to be representing the system and explain what -
that charge is. It is a time value of money charge for not payin
your taxes as you earned your income. Call it like it is, they wiﬁ
gn&erstand it, they will pay it, and they will try to reduce the cost

ey can.

The second part, is over the last five, 8 years, the safe harbor for
estimated taxes has hopscotched around from being, well, you have
paid enough tax year if you paid 100 percent of last year's tax, and
then for a while it was if you paid 110 percent of last year's tax,
and then for a while it is if you pay 105 percent. This week, it is
108.6 percent.

So every time the client comes and visits you and tries to under-
stand, because we prepare these estimated tax vouchers and say,
all right, Mr. and Mrs. Jones, this is how much you have to pay
every quarter, and every year I have to explain to them a new rule.

I really do not think it is a good idea. It creates a huge level of
complexity that affects millions and millions of taxpayers that gen-
erally do not have a chance to sit here and talk to you folks.

The CHAIRMAN. Any further comment on this? Mr. Sax?

Mr. SAX. The estimated tax fenalty, Mr. Chairman, works as in-
terest, It enhances the credibility of the system to call it interest.
The Tax Section Furports changing it to interest. We would note
that the benefit of the chanfe would inure lar%ely to corporate tax-

ayers who cannot presently deduct the penalty but could deduct
interest, whereas, individual taxpayers are not generally able to de-
duct interest, as you know.

The CHAIRMAN. Let me turn to another question.

Mr. SHEWBRIDGE. I would just add one comment to the discus-
sion. We certainly agree that it should be changed to an interest
charge rather than a penalty, because the current regime forces
corporations to overpay their taxes, which I do not think is what
the intent of the Code or the intent of Congress is.

The other thing that we would suggest, is that there is no safe
harbor for corporations, and that we also would strongly urge you
to take a look at establishing a safe harbor for corporations as
there is for individuals.

The CHAIRMAN. Let me turn to a Joint Tax staff proposal which
would require an understatement before its corporate tax shelter

roposals apply. What is your reaction to this approach? Mr.
ghewbridge, o you want to start? )

Mr. SHEWBRIDGE. I am sorry. Could you repeat your question?

The CHAIRMAN. Yes. The Joint Tax staff proposal requires an un-
derstatement before its corporate tax shelter proposals apply. What
is your reaction to this approach? ) .

r. SHEWBRIDGE. An understatement of tax itself?
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The CHAIRMAN. Yes.

Mr. SHEWBRIDGE. Well, I certainly think that that would be most
appropriate. I do not think that there should be any application un-
less you are understating your taxes.

The CHAIRMAN. Mr. Scarborough?

Mr. SCARBOROUGH. | agree with Mr. Shewbridge. We think that
penalties should not be imposed unless the taxpayer loses as a
matter of substantive law, We oppose at this time proposals to
change substantive law to deal with corporate tax shelters. By sub-
stantive law, I mean the law that determines whether or not the
taxpayer would win or lose if the issues were litigated in court.

e CHAIRMAN. Mr, Sax?

Mr. Sax. In our proposal, the expansion of the understatement
penalty to the aiders and abettors and promoters in the transaction
would be based upon an understatement.

But we have proposed separately and distinct from that a pen-
alty that would not require an understatement, and that is the
penalty for trying to hide. Our proposal requiring disclosure would
impose a new penal%y imposed upon failures to disclose without re-
gard to success or failure of the transaction solely as an induce-
ment to extract disclosure.

The CHAIRMAN. Mr, Lifson?

Mr. LIFSON. Well, if a taxpayer has paid their proper tax, we do
not see any requirement for them to be penalized for how they
came about it. I would say that is how, in summary.

The CHAIRMAN. Ms. Akin?

Ms. AKIN. No comment on that.

The CHAIRMAN. Reference has been made to the fact that the
Treasury finally, after 2 years, issued its regulations that put the
disclosure requirements into effect. Some of you have mentioned
that, of course, it is important that the agency, IRS, have adequate
resources,

Do you think that this will be a major step forward in enabling
IRS to address the problem with tax shelters, disclosure plus ade-
quate resources?

Ms. AKIN. Well, definitely the IRS is in need of resources. With-
out the resources, they cannot do enforcement, and if they cannot
do enforcement, your abuses go on continually. So, they definitely
do need the resources.

The CHAIRMAN. What difference, Mr. Lifson, do you see the dis-
closure making?

Mr. LIFSON. That, in connection with the reformation of the IRS
into four operating divisions and their recent announcement of set-
ting up a center to ferret out corporate tax shelters, should go a
long way, along with publicity created by hearings like this and
general news articles. _

It is alerting peogle, we believe, to the fact that, one, it is not
as easy to hide, and two, you have a greater responsibility to dis-
close. We are reviewing those regulations and will be provid1n§ ou
with detailed comments. There is no silver bullet here. It all has
to be taken with several different approaches to the same end.

The CHAIRMAN. Mr. Sax? _

Mr. SAX. Mr. Chairman, the Tax Section certainly supports ade-
quate funding for the Internal Revenue Service to do its job. As to
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whether these announcements are a major step forward, I would
characterize them as a necessary step.

The Internal Revenue Service had to act on the corporate tax
shelter problem, but whether it is a major step, I do not know. For
example, with respect to disclosure itself, there is no specific pen-
alty in the Code for failure to make these disclosures.

he enterorum effect of failure might have been that not making
the disclosures would have rendered the return a nullity; no return
would have been filed, penalties would follow.

But the Service has, I think quite rightly, announced that failure
to make these disclosures would not invoke the failure to file pen-
alties and cause the return not to be a nullity. So, I puzzle over
whether there is any great effect to the disclosure requirement
without support from the Congress.

The CHAIRMAN. Mr. Scarhorough?

Mr. SCARBOROUGH. I think the most interesting, and potentially
most useful, of the measures that the IRS announced 18 the cre-
ation of the new Office of Tax Shelter Analysis.

I think, without that sort of office to coordinate analysis of the
information that the IRS gets, the new reporting requirements may
not do the IRS much ﬁood in enforcing the law.

I would also note that this new office will help taxpayers as well
as the service by ensuring consistent application by examining
agents of IRS rules on corporate tax shelters.

The CHAIRMAN. Mr. Shewbridge?

Mr. SHEWBRIDGE. TEI has always supported, I think, as you
know, adequate funding for the Internal Revenue Service to do its
job. We have always felt that both Treasury and the IRS needed
to take steps to address the corporate tax shelter issue.

I think the thing that we are going to see from the regulations
that were issued and the new office that has been set up within
IRS, is that they will now be able to develop some empirical data
to determine how big the problem is.

I think that has been one of the big issues with this, is I think

we all know that a lot of products are out there being marketed
and what have you, but nobody admits to buying them. Leastwise,
I cannot find anybody.
" So the question is, how big of a problem is it, really? I think that
this will go a long way to developing some data to make a deter-
mination as to whether it is a major problem or not, which is one
reason why we urge restraint, I fuess, with respect to legislation
until some data can be developed to see what it is that needs to
be addressed.

The CHAIRMAN. As I am sure you are aware, much of yesterday’s
hearing focused on Treasury’s proposal to codify the economic sub-
stance test. Now, I have a considerable concern that Treasury is ac-
tually setting a new standard rather than merely codxfymf the
common law. I would be interested in what your views are. If the
Treasury standard is codified, what will happen to the common law
that has evolved over the years?

Would you care to comment, Ms. Akin?

Ms. AKIN. Mr. Chairman, I am really not involved with that. We
generally represent real small taxpayers and small business.

The CHAIRMAN. Sure. Thank you.
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Mr. Lifson? .

Mr. LIFSON. Well, I am concerned with those small taxpayers be-
cause I think that, once codified and then put in the arms of rev-
enue- agents who examine a broad variety of taxpayers, that it
would create new things that they might think of to attack every-
day transactions with.

with any new standard, if you change what was into some-
thing new and you do it by code rather than by judicial precedent,
which gives you an elaboration of the facts and circumstances on
which the logic was built, you perhaps create fine lines which are
the same types of fine lines that created corporate tax shelters in
the first place.

I would be concerned that codification could, in fact, increase
complexity and provide a greater road map for avoidance of the
rules. I think the judges have done a darned good job over the last
60 years of defining economic substance. It is so particular, often
to the particular facts in a particular case, that it needs to have
a very broad level of understanding to be properly applied.

The CHAIRMAN, Mr. Sax?

Mr. SAX. Mr. Chairman, we, too, share the concern for the unin-
tended effects of an attempt to codify the economic substance doc-
trine and would discourage that attempt. We have thought long
and hard about it and do not think it can be well done.

We do not think it is possible to know how a codification would
play out over time. We do not know what the effects upon the well-
developed case law would be. We are not confident the change
would be for the better, and we again are very concerned for the
potential for misuse.

It is for that reason that we have advocated only the very nar-
rowest codification, which is to eliminate the f;:x‘omot.ex"s argument
that deminimus economic attributes are enough.

Again, what we would say is that, where a court chooses to apply

the economic substance doctrine and engages in the balancing of

economic attributes against tax benefits, that the economic benefits
must be substantial in relation to the tax. That is the only codifica-
tion we think practicable in these circumstances.

The CHAIRMAN. Mr. Scarborough?

Mr. SCARBOROUGH. We do not support codification of the eco-
nomic substance doctrine at this time, for several reasons. One, we
do not think there is any evidence that the common law economic
substance doctrine as has been applied by the courts is not ade-
quate to deal with the problem of corporate tax shelters. That is
something you might not have been able to say a year or two ago.

There have been some very important court decisions in the last

ear or two relying on the economic substance doctrine that I think
i;ave had a perceptible effect on the willingness of taxpayers to
enter into very aggressive shelter transactions.

The second point, is that codifyi’trx'g the economic substance doc-
trine is a very difficult thing to do. The situations are so varied and
so nuanced, there are so many factors that need to be taken into
account, that I am very skeptical as to whether it can be done.

The CHAIRMAN. Thank you.

Mr. Shewbridge?
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Mr. SHEWBRIDGE. Well, we have also gone on record as not sup-
porting codification of economic substance. We think, as has al-
ready been commented, that nxrmg to draft such language would
be next to impossible, and would produce unintended consequences.
Xe think the courts have already done a good job of interpreting

em.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Well, sir, have we not had superb testimony?
We are very grateful to you and to your respective callings which
you are here representing.

I noticed that several of you used terms that resonate from yes-
terday. Mr. Sax, I believe you referred to aiders and abettors, and
l\gr.l ghewbﬁdge spoke of people with products in the area of tax
shelters.

Yesterday, Peter Faber, who is a tax lawyer from New York, tes-
tified about the marketing of corporate tax shelters. He said, “It
raises issues of professionalism that perhaps go beyond the scope
of these hearings, but are of concern to me. The accounting firms,
for years, have acted as professional advisors to their clients and
the clients have come to expect that of them.

If a firm presents a tax product to a company for which it expects
to be paid a fee based on a percentage of expected tax savings, it
is functioning as a commission salesman, not a professional advi-
sor.”

This is something-beyond the reach of statute. We do not legis-
late professional standards. Do you have a sense somehow of some-
thing new having appeared or having appeared at a level that is
new of aiders and abettors of products, of commission salesmen? Is
that part of what we are dealing with here?

Ms. AKIN. Well, enrolled agents are governed under Treasury
Circular 230, and for us to offer any type of a tax shelter would
be a definite conflict of interest.

Senator MOYNIHAN. But obviously there are those that do.

Ms. AKIN. There are those that do, and hopefully they are doing
the proper disclosure. But it is not under the realm of Circular 230.

Senator MOYNIHAN. Right.

Mr. Lifson?

Mr. LIFSON. A great deal of the changes in the professions ema-
nate from actions by the Federal Trade Commictsion in the 1970's
which required professional firms to offer contingent fees so that
they would be competitive with each other. The ability to accept a
commission and the ability to get involved in this area did not exist
prior to the 1970’s for major professional firms.

Senator MOYNIHAN. And this was the Federal Trade Commission.

Mr. LIFSON. Right.
anenator MOYNIHAN. How we ever get anything straight, I do not

ow.

Mr. LirsoN. Life is often a balancing act between the need to
have competitive professional services offered to the general public
on a fair and just basis, and perhaps the law of unintended con-
sequences that may have somewhat contributed to the corporate
_ tax shelter issue.
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I, frankly, do not think that that is the driving factor behind cor-
Eorabe tax shelters. I believe that the economy, and simply the way

usiness is done, equally contributes to them.

I think that this panel has offered, and the courts and the IRS
have offered, many solutions to this very complicated problem. As
I said before, I think there is no silver bullet, nor do I think is
there any single answer that created all this.

Senator MOYNIHAN. Mr. Sax?

Mr. SAx. Senator Moynihan, you get into some very difficult ter-
ritory; I much admire Peter Faber's courage for venturing into it.

At one level, this corporate tax shelter generation is marked by
an ethical failing of professionals. That is clear. We acknowledge
that. We have tried to address our end as tax lawyers, in October,
proposing an amendment to Circular 230 to end the practice of
penalty protection tax opinions based on a factual disconnect in
this shelter generation.

That is to say, promoters would Jmt a v‘product together based on
one set as factual assumptions and provide an opinion on that set
of factual assumptions. But the deal could not be done that way,
it would be done another way. That difference, that factual dis-
connect, would be hidden.

In our proposal to Treasury, we would render practitioners sub-
ject to discipline and disbarment if the)l'_tgave opinions that failed
to accurately address the facts, and so forth.

In another sense, our proposal to subject promoters and their ad-
visors, including their lawyers, to penalties addresses the ethical
failing. There, in a sense, a race to the bottom going on here.

One way to deal with that race to the bottom, is to eliminate the
opportunity by a penalty structure that makes it not so attractive
to do so. That is why our proposal contains as an essential element
a penalty imposed upon our own peolx))le.

n a larger sense, we get into su ii:act.s beyond the scope of cor-
porate tax shelters, and that is the changing nature of professional
practice in America and marketing of tax products.

I do not know that I am prepared to comment fully on that, other
than to acknowledge that the marketi:i of these products is done,
in small part, by law firms, but I think our learning is that they
are not very good at it. It is the investment bankers, the insurance
companies, Big-5 professional services firms that are good market-
ers and they have become very adept at the promotion of these
products. -

Senator MOYNIHAN. We heard something to that effect yesterday,
and it was the accounting firms. But they have professional stand-
ards, too. Perhaps you could write to us about this. Think about it
on the way home.

Mr. Sax. We would be pleased to do that, Senator Moynihan.

Senator MOYNIHAN, We very much are in your debt.

Mr. Scarborough?

Mr. SCARBOROUGH. Your question about marketing tax shelter
products raises several different questions. One relates to the role
of investment banks, one relates to the role of big accounting firms,
and another relates to the role of law firms. I am really best
2quipped to speak to the third of those.
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As Mr. Sax said, law firms are not the primary marketers of tax
shelter products and, frankly, are not as good at it as the others.
The role of tax lawyers, generally, is limited to providing an opin-
ion that a proposed product works. ,

I think eliminaiing the exception from current penalty rules,
more likely than not, for opinions from professionals would address
the role of tax lawyers in marketing tax shelter products. -

Senator MOYNIHAN. Yes. Yes.

Mr. Shewbridge?

Mr. SHEWBRIDGE. Well, I also think that, aside from the pro-
moters and developers of these products, you have also got to ﬁ)ok
at the purchasers of these products. I believe that they have a cer-
tain level of ethical standards that they should adhere to.

I do not think you want to get into the business of trying to legis-
late ethical standards for the different professions.

Senator MOYNIHAN, No. No.

Mr. SHEWBRIDGE. But I do think that the proposal for increased
disclosure will hetfl get at the problem, and perhaps shore up, if

ou will, some of the ethical behavior that people should be exhib-

iting.

Tﬁe test that I use in looking at transactions, whether they be
abusive corporate tax shelters or simply just legitimate business
transactions, is would you want to see BellSouth’s name on the
ﬁ'otxilt ;;age of the Wall Street Journal associated with this trans-
action

Senator MOYNIHAN. There speaks the integrity of the Bar.

Mr. Lifson, perhaps you could think about this for us, too, be-
cause you represent accounting firms.

I would just say, Mr. Chairman, that I think we have an obliga-
tion, if we can, to reinforce the integrity of the professions such
that a partner in a law firm can say to a client, no, you cannot do
that, and not have the client find someone who will say yes. Those
standards are respected.

We depend much more than perhaps we know on these guilds.
The lawyers, and doctors, and accountants are people set apart by
their own standards which they tﬁolice themselves, and society has
? great interest in maintaining the vigor and vitality of those pro-
essions.

If anybody had any thoughts on this matter, I do hope you would
write us, because I certainly am, and I know the Chairman is, very
interested.

Thank you. .

The CHAIRMAN. Thank {ou, Senator Moynihan. Let me just un-
derscore what you said. I would appreciate you, Mr. Lifson, Mr.
Sax, and all of you, give this further thought and advise us in writ-
ing as to your thoughts. ]

want to thank you for being here today. I think we have to ad-

dress a very rerious Emblem, and I think your testimony has been

ve'xl"ly‘ helpful. We look forward to working with you in the future.
ank you very much. ‘

Senator MOYNIHAN. Thank you all. ) i

The CHAIRMAN. We will now turn to our second panel, which will
concentrate on penalties and interest from their unique perspec-
tives.



63

It is a great pleasure for me to welcome Mr. Mark A. Ernst, who
is the president and chief operating officer of H&R Block, Inc.,
Kansas City, MO.

And it is a great pleasure to welcome Ms. Nina E. Olson. Ms.
Olson is the executive director of the Community Tax Law Project
in Richmond. We are not only deliﬁhted to see you, Ms. Olson, but
indebted to you for the very excellent testimony you provided us
when we were considering restructuring the IRS.

So let me say that both of your written statements will be in-
cluded as if read. Ms. Olson, we would be pleased to begin with
you.

STATEMENT OF NINA E. OLSON, EXECUTIVE DIRECTOR,
COMMUNITY TAX LAW PROJECT, RICHMOND, VA

Ms. OLSON. Thank you, Mr. Chairman and members of the com-
mittee. My name is Nina Olson and I am executive director of the
Community Tax Law Project, a low-income taxpayer clinic serving
Vi'xﬁ'nia taxpayers.

ank you for inviting me today to discuss the impact of tax pen-
alties and interest on low- and moderate-income taxpayers. This
population includes the thousands of participants in welfare-to-
work programs, increasing numbers of self-employed, and individ-
uals who speak English as a second languaﬁe.

These taxpayers usually rely on unenrolled return preparers for
preparation of their income tax returns. My clients are not able to
determine on their own what facts or information are relevant for
return preparation, much less whether the correct positions are
being taken on their returns.

We often find that, because of inadequate factual development at
the return preparation stage, penalties are automatically imposed
on these taxpayers through service center correspondence audits,
even where the return is signed by a preparer.

The Joint Committee’s proposal to repeal the reasonable cause
exception to accuracy-related penalties will create greater discrep-
ancies in penalty administration between low-income and more af-
fluent taxpayers, with penalties being levied against the former
simply because they did not have adequate return preparation.

We recommend retention of the reasonable cause exception, and
even its expansion, to include significant mitigating factors such as
compliance history or events beyond the taxpayer’s control.

The restraints of the preparer’s own professional standards, pro-
fessional liability exposure, and the director of practice are mean-
ingless to our clients, since their preparers are, for the most part,
unregulated. These preparers usually operate out of storefronts, car
dealerships, or kitchens. They are not the institutional unenrolled
preparers such as H&R Block.

The Service simply must develop a regulatory framework for
unenrolled preparers, imposing an annual continuing education re-
quirement, including ethics training, with systematic enforcement
and real sanctions levied against preparers who fail in their dual
duty to taxpayers and to the tax system. I say this, having been
an unenrolled preparer for 16 years prior to becoming an attorney.
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True, my proposal may increase the cost of return preparation.
Howeyer, our clients incur hidden costs in the absence of regula-
tion. Our clients lose time, credit, money, and peace of mind.

We need a grant program—yes, another grant pro —pro-
viding administration and translation expenses for A sites lo-
cated in underserved areas, for example, enterprise zones, low-in-
- come housing developments, and immigrant communities.

We support replacing the late tj:ayment penalty with an annual
service charge in conjunction with a market rate for interest and
monthly, not daily, compounding.

In the current collection process, compounding penalty and inter-
est overwhelm the taxpayer's desire to pay. I suggest a more flexi-
ble timetable for obtaining an installment ement before apply-

the 5 percent service charge, perhaps 6 months instead of 4
months, with frequent IRS contact uringkthis period. We can learn
a lot from catalog retailers about the marketing of a deal.

Taxpcayers in currently not collectible status should be offered the
incentive of penalty abatement if, at some future time, they suc-
cessfully B‘ay all taxes and interest. We want these taxpayers to re-
main in the system. We oppose the imposition of a service charge
on late-filed refund or no balance due returns, since it will function
as a road block to compliance.

Further, we suggest that underpayment interest be abated to the
extent that a non-filer also has outstanding returns showing re-
funds barred by the statute of limitations.

This proposal will encourage non-filer reentry but will not reduce
the amount of tax or the failure to file penalty. We recommend a
separate form and instructions for penalty and interest abatement
to Igu.ide taxp?ers through the process.

enalty and interest abatement should also be expressly men-
tioned as a relevant issue that may be raised in a collection due
process hearing, thereby granting judicial review in the CDP con-
text. .

We support the Joint Committee’s proposal that the Secretary of
Treas ave authority to abate interest in certain situations and
believe it should be extended to penalties.

We prefer the language of Section 6015(f), where relief may be
awarded from joint and several liability if, “Taking into account all
ht_h% lfacte and circumstances, it is inequitai)le to hold the individual

able.”

I can find no other use in the Code of JCT’s proposed gross injus-
tice term. Frankly, I do not know what that term means.

There is, however, a growing body of law regarding inequitable
circumstances as well as a centuries-old history of equity jurispru-
dence in Anglo-American courts. Equity jurisprudence is particu-
larly appropriate in a code-based practice such as the Internal Rev-
enue Code, where remedies are often inadequate in light of all the
facts and circumstances.

Providing judicial oversight of the Secretary’s equitable deter-
minations o nalties—and interest abatement, or 6015 relief
which, if it is denied functions as a penalty, will not undermine the
Secretary’s discretion. o

Instead, it will reassure all taxpayers that equitable relief is
being fairiy administered and accorg.ing to clearly enunciated equi-
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table principles. The bright light of day can only have a beneficial
effect on tax administration.

I thank you for this opportunity to raise these concerns, and I
will be glad to answer any questions.

The CHAIRMAN. Thank you, Ms. Olson.

[The Eprepared statement of Ms. Olson appears in the appendix.]

Mr. Ernst?

STATEMENT OF MARK A. ERNST, PRESIDENT AND CHIEF
OPERATING OFFICER, H&R BLOCK, INC,, KANSAS CITY, MO

Mr. ERNST. Thank you, Mr. Chairman and members of the com-
mittee. I appreciate the opportunity to discuss the recommenda-
tions of the Joint Committee on Taxation and those of the Depart-
ment of Treasury. Both studies, we believe, are very well done. We
are pleased to contribute to the Joint Committee'’s study.

H&R Block is America's larfest tax preparation company. At
nearly 9,000 U.S. offices, we helped over 16 million individual cli-
ents file tax returns in 1999, which is about 1 in 7 received by the
%Rsﬁ including 46,000 in Delaware and 781,000 clients in New

ork.

We are also active in tax education, tax preparation software,
electronic filing and Internet filing, including free 1040EZs.

H&R Block tax service juaranbees clients that we will pay any
penalties and interest resulting from any error that we commit. We
also assist ayers whose returns we have not prepared in under-
standing penalty assessments and seeking abatements when appro-
priate. )

My full testimony includes an appendix with our specific rec-
ommendations, and charts illustrating the large number and com-
plexity of penalties, especially for retirement accounts.

While we serve clients across the income spectrum, and busi-
nesses as well as individuals, my comments will focus primarily
from the persﬁective of average, middle class taxpayers.

We agree that penalty and interest provisions need reform. We
would go even further in urging overall consolidation and clarifica-
tion.

Briefly, let me comment on a couple Of things. We believe that
the failure to pay penalty should be eliminated, and the failure to
file penalty simplified. Rules for retirement plan rollovers and dis-
tributions should be simplified. :

Penalty calculations for under%ayment of estimated tax should
be simplified. Penalties for small business employment tax dgfosits
should be simplified and eased. Preparer penalties should be
strengthened and equalized for taxpayers and preparers, and the
IRS's authority to abate interest should be expanded to add more
equitable relief.

The present penalty and interest system is overly complex, in-
flexible, and sometimes harsh and inconsistently administered.
Penalty and interest notices confuse average taxpayers; those who
make an innocent mistake are sometimes entangled beyond their
ability to recover. IRS administrative delays, combined with inter-

_ est compounding, can create nightmare scenarios.
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The GAO reports that 64 percent of the amounts shown as owed
to the IRS by taxpayers are for penalties and interest, and only 36
percent are for the original tax still due.

A system intended to encouralg:; compliance may in some cases
actually end up discouraging it. Let me highlight a couple of areas
of concern. .

First, failure to file and pay. Circumstances sometimes prevent
taxpayers from filing. While penalty and interest on overdue funds
is appropriate, present penalties are overly complex. Most average
taxpayers cannot understand or calculate the consequences of fagl-
ing to file or pay, and have only a basic understanding that a pen-
alty even exists.

ven when taxpayers pay their underlying tax debt, the pen-
alties and interest can take on a compounding life of their own as
interest accrues on the penalties and interest due. Many individ-
uals who fall out of compliance can find their liability doubled or
gipled. That discourages many non-filers from reentering the sys-

m.

Moreover, IRS communications are not helpful. They can cite the
penalty code section, but provide no additional information about
the reason for application and the possibilities for abatement.

Second, retirement plan penalties. Retirement plan rules on roll-
overs and distributions illustrate how misunderstanding a complex
underlying law can snag taxpayers in a maze of complex penalties.

The penalties and tax can exhaust a substantial portion of an av-
erage person’s retirement savings, a result we do not believe Con-
gress intended. We support the administration’s proposal to allow
the roll-over of after-tax contributions following a recommendation
we and others have made. We also believe taxpayers should be al-
lowed to correct inadvertent eirrors to roll-over contributions and
distributions.

Third, on the failure to pay estimated taxes, the requirement to
pay these estimated taxes is particularly complex. Higher income
taxpayers have to pay a higher percentage of last year's tax to
avoid the penalty. The percentages go up in some years, and down
in others.

The multiple calculations needed to determine the underpayment
penalty in Form 2210 challenges taxpayers and preparers. Quar-
terly changes in interest rates and underpayment periods add im-
mense complexity.

Because these periods do not coincide, underpayments in one pe-
riod must sometimes be allocated between two or three different
rates. Those without benefit of tax preparation software often
flounder in the calculations. We join in recommending simplifica-
tion. -

Fourth, around small business withholding deposits, the rules for
small businesses who must deposit payroll taxes for their employ-
ees are extremely complex, and we encourage review for simplifica-
tion in that area. )

We also believe there are opportunities for changes in simplifica-
tion, both to preparer penalties where we would encourage a
stronger compliance or stronger penalties for preparers who fail to
adequately provide for appropriate preparation of their clients’ re-
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turns, and we believe that there are opportunities to improve the
abatement authority that the IRS has.

In conclusion, Mr. Chairman, penalties and interest have an im-
"portant role to play in ensuring compliance, but most taxpayers
want to comply with the law. They are afraid of making a mistake
on their returns, less for fear of penalties than for fear of receiving
an IRS contact letter, and the present system is so needlessly com-
plex, it may be counterproductive.

‘Thank you. We would be happy to answer any questions.

(The é)repared statement of Mr. Ernst appears in the appendix.]}

The CHAIRMAN. Thank you, Mr. Ernst.

I would like to ask both of you, from ?rour perspective, what is
the most important recommendation included in either the Joint
Tax or Treasury penalty and interest study? Do you have any rec-
ommendations that were not included in the studies? Ms. glaon?

Ms. OLSON. I think that the Joint Committee's recommendation
about the failure to pay penalty is very important. My taxpayers
see, when they are unable to pay their taxes in a timely fashion,
the penalties and interest just spiraling out of control and it de-
feats their desire to make payments.

So I think that shepherding taxpayers to an installment agree-
ment and holding off on a late payment charge encourages them
to do that and will bring about %:‘eaber compliance. It will also do
what we need, which is making them pay sooner rather than later.
I think the sooner we can collect the taxes, the greater our likeli-
hood of collecting them. _

I have spoken at the end of my oral comments, and certainly ad-
dressed this in my written comments, that I think that Tax Court
jurisdiction over penalties and interest is vexgr important. These are
a major part of our tax system and I think that the judiciary needs
to play a role in looking at them.

art of the Restructuring Act focused on the problem of my tax-
payers not being able to necessarily get into Tax Court, and we cre-
ated the collection due process ﬁrocedure to give them a second
chance, in a way. I think that that is a very viable route for the
Tax Court to look at penalties and interest.

The CHAIRMAN. Mr. Ernst?

Mr. ERNST. I would echo Ms. Olson’s comment, and add one
more. I believe, of all the proposals that are out there, there are
probably two that we believe can have the greatest impact on en-
suring that average Americans continue to comply with our tax-
ation system and stay in that system.

The failure to pay and the failure to file rules can have the unin-
tended consequence quite often of encouraging people to exit the
gystem and stay out of the system because penalties become so
large, so onerous, and there are limits on what the IRS can do to
waive or abate those penalties. _

We believe that a simpler system around failure to %ay/fqllure to
file, and a greater ability to actually encourage people back into the
gystem, will have a long-term benefit, both in terms of people stay-
ing in the system, as well as people believing that the system is,
in fact, fair. . .

-The other area that I would underline that I believe there is an
opportunity to encourage average Americans to take advantage of
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some of the benefits that exist in our system, is around the whole
area of penalties and issues related to retirement plans.

As people become far more responsible for their own retirement
8a , many of the rules that appl{ today make it very, very com-
Klex ,ior people to understand exact g what benefits they have and

ow to take advantage of those benefits.

Quite often, we see people becoming ensnared in issues that they
did not intend to as it relates to mo money in and out of quali-
fied accounts. We believe that the rules around those provisions
oﬁ‘erlaningpt%rtun%ty tt:r;wlp average Americans lilnd to bring more
people e volun savings program as well,

’I‘f\e CHAIRMAN. The number of penalties in the IRS Code has
grown to well over 120 over the years and helps create incredible
complexi(liy. Do you have any recommendations to reverse this
trend and reform the penalty system? Ms. Olson?

Ms. OLSON. I think that you can roll a number of the existin
Kenaltiea into broader language of an accuracy-related penalty.

ave not really thought about what that languafe would be, but it
seems to me that there is a great deal of overlap there; perhaps
with appropriate regulations, more generalized language could
make one penalty work for more situations than having the num-

ers.

Certainly, the simplification of the failure to pay and the failure
to file will be a simplification. For our clients, when they get a no-
tice where the interest and the penalties are calculated and it
takes three pages just to spell out those calculations for the tax-
payer, you can see people throwing those pages away and just
walking away from the system. That is system overload, for sure.

The CHAIRMAN. Mr. Ernst?

Mr. ERNST. I believe there are a couple of things that I would
highlight that I think can certainly in;rrove the system. The o;t)gor-
tunity to consolidate many of the penalty provisions and have them
apply more broadly rather than having individual penalty provi-
sions, we believe, would go a long way to helping people better un-
derstand how they work.

We also believe that the work that the IRS has been instructed
to do related to disclosure of how penalties are being calculated be-
ginning next year is an important step to helping taxpayers under-
stand what is going on.

I would also offer that we believe that the IRS’s move to encour-
age more digitization and more electronic filing has a benefit, in
that through that process many of the calculations of penalties are
done through software and other means before they get to the IRS,
and in many cases taxpayers find themselves complying with rel-
:ltlzively complex provisions because the software is now doing it for

em.

So auything that encourages electronic filing has, perhaps, the
unintended benefit of helping people better comply with both the
laws, as well as angepenalt{iprovimons that may apply.

The CHAIRMAN. Senator Moynihan? _ .

Senator MOYNIHAN. Yes. First of all, may I just say in
memorium, as it were, the tax season is upon us. For an number
of years, I had the joy, if you will, of receiving a letter from a re-

vered friend, Erwin Griswald, who was former dean of the Harvard
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Law School and former Solicitor-General, who later practiced law
in Washington, and he would make out his own returns.

In the last letter I got from him in 1994, he estimated it would
take him just under 100 hours. At the rate Jones, Day, Reavis &
Pogue charge their clients, I think H&R Block would have done it
much more effectively for him. But he wanted us to know how long
it took, how it was involved. It is dismaying.

-] am gOi;:F to ask, Mr. Chairman, if f might just take the liberty
of putting his four-page letter in the record. It is a treasure of what
a great mind has to do with an overpowering system.

The letter appears in the appendix at page 134.]

Senator MOYNIHAN. But then could I ask, because we are going
to be on the floor with this, both Ms. Olson and Mr. Ernst, we are
going to be dealing with a marriage penalty issue fairly shortly. I
am wondering if you can help us understand how low-income tax-
aners are affected by the marriage penalty, particularly in the

arned Income Tax Credit.

Ms. OLSON. Well, as you know, if you are married, filing sepa-
rately, first of all, you are not eligible for the Earned Income Credit
at all, I will come back to that in a moment.

If you are married, filing jointly and you both work, your credit
is going to be reduced because the Earned Income Credit really
does not go by the number of working taxpayers in the family, it
looks at your overall earned income in the taxable unit.

So it is beneficial for individuals to not m , 80 that if they are
living together then perhaps one would qu:ll-% as head of house-
hold with a qualifying child, and the other person would be single.

The head of household would be able to obtain an Earned Income
Credit, and the single person may very well be able to get an
Earned Income Credit for childless workers. Whereas, if they mar-
ried, perhaps the combined income of that marital unit would cause
them to be over the limit for receiving an Earned Income Credit.

Now, there is also a hidden marriage penalty in the filing status
of married, filing separately. Many of my low-income clients are
separated. They may be separated legalli, certainly by the defini-
tion of the Commonwealth of Virginia they are separated in the
eyes of the-Commonwealth. They may not have a qualifying child
living with them.

There is a provision in the Internal Revenue Code that allows a
person who is living separate from their spouse for the last 6
months of the year and has a child for whom they are maintaining
a home for more than half the year, the last 6 months of the year,
that they will be considered not married and, therefore, they would
be eligible for the head of household, and then they would be eligi-
ble for the Earned Income Credit.

But for the individual who is not divorced, if they do not have
. a child or they do not live the last six months of the year, they {ust

get separated in the last 4 months of the year, they are stuck filing
married, filing separately and they cannot claim the Earned In-
come Credit, and they cannot even claim the beneficial rates of
being single.

I think that our Tax Code needs to take into consideration that
there are plenty of people legally separated, but do not have a de-
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cree of divorce or divorce by bread and board, and that the Tax
Code is penalizing them in their filing status. '

Senator MOYNIHAN, We will be in touch with you on that. It is

important.
r. Ernst?

Mr. ERNST. Yes. I am not sure I have a lot to add to that. I think
it is a very good description. We see this all the time that there
is clearly a penalty or disincentive at the lowest income levels in
this country for people to be married when they have children be-
cause of the interaction of the Earned Income Credit, and the in-
ability to qualify for it if someone is actually married. We believe
that this is actually having an effect on people’s choices at those
income levels.

The challenge I believe we have with our system, however, is
that there is at one time a call for simplification and making tax
provisions simpler and at the same time fairer, and the determina-
tion of fairer is not alwaivls simple.

The proposals that I have seen all suggest that there is a par-
ticular need to offer relief for the marriage penalty, but all of the
proposals that I have seen, or most of the proposais I have seen,
provide that relief, certainly, at middle- and upper-income levels as
opg:sed to lﬁeople who are the lowest income levels in this country.

nator MOYNIHAN. Not to denigrate our friends from the other
body, and not to engage in any dxsd)ube of my revered Chairman,
but the table that came out of the Committee on Ways and Means
in this regard looks like the periodic table of the elements, if you
will remember, that baffled you when you were a freshman, and
baffles me to this day.

But, just to conclude, we did have a philosophical witness some
while ago who said, a tax code can be fair or it can be simple, it
cannot be both. -

Thank you very much for excellent testimony.

The CHAIRMAN. Unfortunately, I think that has been our experi-
ence.

Again, let me thank both of you for being here. We appreciate
your testimony, and we look forward to working with you in the fu-
ture.

The committee is in recess.

[Whereupon, at 11:43 a.m., the hearing was coacluded.]
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ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF JUDITH AKIN, EA

Mr. Chairman and members of the committee, I am Judith Akin, Enrolled Agent.
I am the immediate past chair of the IRS Information Reporting Program Advisory
Committee (IRPAC) and I am an officer and member of the Board of Directors of
the National Association of Enrolled nts. I have been an EA for more than 25 —
years and maintain a private practice in Oklahoma City, Oklahoma where I work
with individual and small business taxpayers. '

Todey I am representing the National Association of Enrolled Agents whose more
than 10,000 members are tax professionals licensed by the U.S. Department of the
Treasury to represent taxpayers before all administrative levels of the Internal Rev-
enue Service. I am pleased to have this opportunity to teaug before you on the sub-
{iect of penalty and interest reform and to provide you with NAEA's recommenda-

ons.

Il\;]you know, Enrolled Agents were created in 1884 to ensure ethical and profes-
sional representation of claims brought to the Treasury Department. Members of
NAEA ascribe to a Code of Ethics and Rules of Professional Conduct and adhere
to annual Continuing Professional Education standards that exceed IRS require-
ments. Like attorneys and Certified Public Accountants, we are governed by Treas-
ul.l;{ Circular 230 in our practice before the Internal Revenue Service. We are the
only tax professionals who are tested by the IRS on our knowledge of tax law. Each
year we collectively work with millions of individual and small business taxpayers.
Consequently, Enrolled Agents are uniquely positioned to observe and comment on
the average American taxpayer’s experience with our system of tax administration.

Since our testimony before the Commission on Restructuring the IRS in 1997,
NAEA members have frequently spoken out on the need for penalty and interest
reform. We are pleased to sece this issue addressed by the Joint Committee on Tax-
ation and the Treasury. We offer our views on their recommendations and will com-
ment on various Treasury and JCT proposals as they affect individual and small
business taxpayers. In addition, we are providing you with penalty and interest
cases involving individuals, small businesses, and nonprofit organizations that will
provide insight on the impact of present law.

CORPORATE TAX SHELTERS

Our only comment on the issue of corporate tax shelters is that we respectfully
request that the members of this committee consider the impact of these devices on
the compliance of average taxpayers. Our tax system is based on voluntary assess-
ment. IlP average taxpayers believe that those who faithfully pay their taxes are
being foolhardy, then you will see a commensurate increase in noncompliance.

You may recall that one motivating factor for the Tax Reform Act of 1988 was
that 1 corporations were “zeroing out” on their taxes, Middle class taxpayers re-
alized they were paying more in taxes than corporate giants. Were the tax breaks
of the time legal? Yes, but they undermined our tax system. Its perceived fairness
is critical to its success. Speaking as someone from the heartland, I urge you to
maintain taxpayer confidence in the integrity of our tax system.

(61)
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NAEA POSITIONS ON PENALTY AND INTEREST REFORM PROPOBALS

1, Interest Rates—Sections 6601-6621

NAEA supports the Treasury position retaining present law with respect to indi-
viduals who are generally required to include overpayment interest received in in-
come and for whom no deduction is allowed for underpayment interest paid.

In the area of abatement of interest, NAEA sug rts the JCT staff position that
would permit abatement of interest if attributable to any unreasonable error or
delay by IRS. It is our view that the taxpayer should not be penalized for an IRS
error.

NAEA supports the JCT staff position that interest may be abated in the case of
erroneous refunds not caused by the taxpayer.

NAEA eu;;_pom the JCT staff position that where a taxpayer relies on the written
;gaitlenment of the IRS, then taxpayer owes tax but no penalties or interest should

N also supports the JCT staff position with respect to other abatements. Spe-
cifically, re current law but permitting abatement of interest if a gross injus-
tice would result if interest were .

NAEA supports the JCT staff recommendation with respect to Dispute Reserve
Ac&ounu. strikes us as a good way to balance taxpayer and government inter-
es .

2. Failure to Pay Estimated Tax—Sections 6654 and 6656

NAEA strongly endorses the JCT staff recommendations in this area, particularly
repealing the penalty and replacing it with an interest provision.

e also support increasing the threshold to $2,000 and looking to estimated tax
pa);menu made in four equal installments in determining whether the t!.reshold is
met.

We also endorse repealing the modified safe harbor so that all ayers making
e::il)matt:i payments on prior year's tax would do so based on 100% of the prior
year’s

Finally, ap lyttt\s only one interest rate per estimated tax underpayment would
greatly simp 8 area. -

As an aside, starting July 1, 2000, individual taxpayers will be able to warehouse
estimated tax Ea ents for up to one year under the Electronic Federal Tax Pay-
ment System ( ) while businesses will be able to do so for 80 days. Taken to-
gether, these deveiopments will help simplify one of the most confusing and burden-
some areas in the law.

We would support the JCT staff and Treas recommendations with respect to
calculation of underpayment balances for individuals and corporations. This area is
in need of major rework and simplification.

NAEA supports the Treasury provision that general computational simplifications
are needed in the area of es ted tax underpayments extending from leap year
to nonleap year for individuals and corporations.

AEA supports the Treasury recommendation permitting a reasonable cause
waiver for first-time payers of estimated tax, provided the balance due on the return
is below a threshold amount and is paid with a timely-filed return,

With respect to the waiver of de minimis penalties for individuals and corpora-
tions, NAEA would support the Treasury recommendation that would waive pen-
alties below a de minimis amount. As a practitioner, I would comment that the
amount of work required to calculate a de minimis penalty of $2 is not economically
beneficial to the taxpayer who must pay to have the calculation done and is a bur-
den te the practitioner.

3. Penalty for Failure to Pay Taxes—Section 6651(a)(2)

Section 6651(a)X2): NAEA supports retention of current law. However, we would
urge simplification of the calculation of penalty and interest due. NAEA has long
opposed the $43 user fee for an installment agreement. Taxpaye:-s feel this is an
additional penalty. NAEA believes the automated withdrawal of installment pay-
ments is an acceptable trade-off for eliminating the user fee.

4. Penalty for Failure to File Tax Returns—Section 6651(a)(1)

Section 6651(aX1): NAEA opposes the Treasury recommendation to impose a serv-
ice charge for failure to file a “no balance due” return. It contradicts a recent IRS
initiative called Reduce Unnecessary Filings (RUF) which advises certain tax-
payers—senior citizens, students—that they may not need to file returns.
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8. Tax Return Accuracy Penalties—Sections 6662, 6694

NAEA with the Treasury view that the genalty may apply—and should be
the same for both ayers and practitioners—where there is no realistic possibility
of success on the merits in the case of a disclosed positions.

NAEA agrees with Treasury that the panalit?' may apply—and should again be the
same for both taxpayers and practitioners—if there is no substantial authority for
an undisclosed position.

6. Return Prepare Penalties—Section 6694

NAEA opposes fee-based preparer penalties for non-shelter items. We do, how-
ever, believe that the current penalty of $260 for an understatement due to a posi-
tion for which there was no realistic })oesibility of its being sustained on the merits
needs to be substantially increased. For those practitioners dealing with individual
and small business taxpayers, an increase in the penalty to an amount not to exceed
$500 would be significant.

NAEA also opposes fee-based preparer penalties for willful and reckless conduct.
However, we agree that this penalty should be substantially increased. Given the
current low rate of IRS audits we know there are unscrupulous individuals who are
willing to play audit roulette. We would suggest that the penalty be increased to
an amount not to exceed $1,600.

7. Penalty for Filing a Frivolous Tax Return—Section 6702

NAEA supports the Treas proposal to increase the penalty from $500 to an
amount not to exceed $1,500. The current penalty is a slap on the wrist and an in-
sult to honest taxpayers who make every effort to comply with the law.

8. Penalty for Failure to Deposit Taxes—Section 6656

NAEA strongly supports the Joint Tax staff suggestion calling for penalty abate-
ment for inadvertent failures when the taxpayer changes to a different deposit
schedule. A case which came to our attention involved a retail store owner in New
Hampshire who had an impeccable record of making timely—even early——dle}msiw
of payroll taxes stretching back 20 years. He was not aware that effective 1/1/99 he
would be required to make semi-weekly deposits. By the time the error was caught,
tthe plt:lnal%lyed \‘:le was $2,000 even though he was still making timely deposits under

e old sc e.

9. Penalties for Failure to File Form 5500 Series Annual Return for Pension and
other Deferred Compensation
NAEA endorses the JCT staff recommendation that the three penalties should be
consolidated into one penalty and that IRS should be the administrator.

NAEA CASE STUDIES

More than half of NAEA's members are online. As a result, NAEA regularly sur-
veys its members for their views and experience on various issues. The survey on
penalty and interest reform generated scores of replies. They break down into sev-
eral areas: those affecting small business, those affecting senior citizens, and those
affecting small nonprofit organizations. We are including them in our testimony as
reference points. If the recommendations we have endorsed were adopted, we be-

- lieve many of these cases would be resolved.

1. Small Business

It is a frequent assertion that small business is the least compliant part of the
taxpayer community. However, as frontline tax practitioners, we find that non-
compﬁ'ance is often due to a lack of information and understanding of the tax code.
We are very pleased that IRS is wor to overcome this through outreach pro-
gx'axm;f to the small business community. However, there remain many other areas
of concern.

¢ A young businessman in Virginia was advised to set up his small company, in

which he was the sole person involved, as an S Corporation but did not know
he was sup d to pay himself a salary. A couple of years went by and this
individual Jid not withhold taxes on the amounts he withdrew from the cor-
poration. An accountant, upon finding this error, went back through the records
and grossed up his pag, filed the necessary payroll tax mm, and told the cli-
ent how much in tax he had to pay. The client was reasonable and
began psw the back taxes on installments and kept current with the report-
ing. The came in and assessed the 100% penalty on the back taxes, refusing
to abate any of the penalties and interest. The young man was forced into bank-
ruptcy. This was a clear example of a good person who was trying to do the
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right thing and was not tryl:\f to “beat the government.” A reasonable penal
:nd lntontzls: charge in this situation would have been warranted but ggt t.htz
00% y.

In 1983, a small businessman in Texas, faced with his wife leaving him and
his son f)elng sent to prison for murder, became a non-filer. He had had his tax
return prepared but in the midst of the famil tm(iﬁdy. neglected to sign and
send it in, When contacted by the IRS in 1990, he filed his returns from 1986
forward but, wanting to be completely honest, he volunteered to file for 1983,
1984 and 1985. The years he volunteered to file were then chosen for audit. He
was assessed $19, in additional income and self—emplﬁymont taxes and
$76,000 in penalties and interest. IRS refused to accept an offer in compromise.
He was forced into bankruptcy. When he sold his business he owed $31,000 in
income tax, The funds from selling the business werevgut into bankrupu.iy and
the IRS would not release the funds to pay the tax. When they finally released

the funds, IRS assessed him penalties and interest for not paying his taxes on -

time,
A cabinetmaker in California tried to get back in business after declaring bank-
ruptcy in the early 19908. Faced with cash flow problems, he made fpa Il de-
posits late. Penalties and interest on his account now total 62.6% o h[?o tax li-
ability, although he has made every effort to get current. When asked about
penalty abatement, IRS declined, even though the taxpayer has kept his ac-
count current and recently made a $3,000 lump sum payment.
Taxpayer owed $989.70 on a 941 p‘t‘?rroll return, 'l‘axr‘:{er has paid the original
amount but still owes $2,165.65, which is more than twice the original tax.
In a trust fund recovery case, the penalties and interest assessed have gone way
beyond the point of paying the outstanding sayroll taxes due. Taxpayer owed
in excess of $10,000 in rayroll taxes from 1991 and 1992. They were paid in
full as part of an Installment Agreement from 12/92 through 6/93. Taxpayer
went through bankruptcy in 1994 but IRS was not represented. Taxpayer today
owes almost $90,000, has lost his business, has major health problems and has
no way to gay the IRS.
A client who does her own payroll did not do the “look back” on tax deposit fre-

uency. The four-quarter deposits in that “look back” totaled $60,005, $b over
the amount that required her to pay semi-monthly. IRS has discontinued send-
ing notices and thus she continued her monthly deposits in 1999. The penalty
for first quarter was in excess of $500, with the same true for the second quar-
ter. She sought professional help.and the penalties were finally abated but the
,;‘rocesa was quite time consuming.

axpayer died last December 25, 1998 after a len‘fthy illness. His wife was un-
able to get the 941 (payroll tax cieposit) taxes Pai on time. IRS said she would
have to pay the penalties and interest first, in order to be considered for the
abatement. If she could pay the penalties and interest, she would, obviously, not
have to request any assistance. Because of the penalties, she cannot pay the
taxes owed and it keeps growing faster than she can pay.

2. Small Nonprofits

Understanding of the tax laws as they apply to nonprofits is a perennial issue for

those of us who work with small nonprofit organizations. Often, community-based
organizations have volunteer leadership, which changes from year to year. Fre-
quently we find they have no permanent staff, no records, or if they have them, they
are very spotty and incomplete. Sometimes the leader is a visionary who is focused
upon the mission of the organization and fails to think about taxes at all. There is
a widely held view at the grassroots level that nonprofits are exempt from all taxes.
Imagine the surprise when a tax notice is received.

¢ A social club in Alabama was penalized $440 for late filing of the Form 930EZ,
It was due May 15, 1998 and was filed 22 days late.
¢ A small nonprofit received a penalmtglfor late filing totaling $1,640 when the ad-
ministrator, in attergrting to ob an extension to file the return, used the
guidelines for the individual extension. He sent in the request but neglected to
give a “reason” for the request. When IRS notified the nonprofit that the exten-
sion was not accepted, the nonprofit quickly sent in the return so that it was
only 2 weeks late. However the penalty was assessed antgw?iy.
¢ Two payroll tax checks were inadvertently buried on the desk of the pastor of
a small church. The payments were mailed in but, of course, were late. IRS as-
sessed a penalty. Abatement was requested on the grounds that payrell tax de-
posits had not been late in over 6 years and that although the circumstances
may not be “reasonable cause” in nature they were eertai‘n'-ﬁy not a case of “will-
ful neglect.” Penalty abatement denied.
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¢ The pastor of a small church in Florida applied for and received recognition as
a not for E’roﬁt more than a dozen years ago. Pastor believed o tion did
not need to file any tax returns because of its nonprofit status, wiped the
client from its records because a return has never been filed. When the church
sought an EA to put together financial records for a bank loan, the{ were asked
for copies of their tax return. In the words of the EA, they hadn't a clue. The
pastor decided to file all returns that had never been filed. Meanwhile, IRS
could find no record of their being approved as a not for profit but fortunately,
the taxpayer had held onto that document so it was sent to IRS. Information
is being reconstructed for tax Keara 1995-1998. IRS has assessed a penalty of
$5,000 for 1996 but has yet to bill for the other years. True, the client was neg-

_l egrixt Iﬁxt 8o was the IRS for not following up when the nonprofit did not file
originally.

3. Individual Taxpayers

We received many comments about taxpayers—particularly senior citizens—being
assessed penalties whore they truly did not understand the situation and were
caught unaware. Steps need to be taken immediately to lessen the impact on tax-

. {)rayers who are completely in the dark about the penalties and interest they face
they try to come back into compliance after an innocent mistake.

Furthermore, as our society moves toward self-managed retirement plans such as
IRAs and 401(k)s, there will be many more opportunities for individuals to inadvert-
ently run afoul of the system with disastrous consequences,

Some examples of the problems senior citizens face are cited below:

¢ A senior citizen is drawing out his IRA, using the minimum distribution. In No-

vember 1998 his wife was sick with pneumonia and she was hospitalized for 9
days. With his stress, he forgot, and the bank neglected to remind him, to take
out his minimum distribution of $1,692. When he realized his mistake, he with-
drew it on February 1, 1999. When he did the return on March 6th, the EA
had to prepare a Form 5329 and he paid the $846 (60%) penalty. Without the
penalty, he owed $15. As directed in Publication 590, a letter was included ex-
laining the situation but apparently it was never read. Nothing was heard
m the IRS for 6 months. ut 3 weeks ago his EA followed up with a Power
of Attorney, a letter and copies of all documents. The most aggravating thing
about this is he is a retired person who is trying to con;rly th the tax law
and gets hit with a 60% penalty. If he had committed civil fraud and willfully
ggggratated his taxes by the same $1,692, his penalty would have been 26% or

» Taxpayer is a widow in her late seventies who is still working as a secretary

in a federal agency. She has a small IRA in the agency’s credit union. In Au-
ﬂlzst, the credit union sent her a form stating that because she was past 70-

years of age, she must withdraw a certain amount. If she agree to the
withdrawal, she merely had to check a box and return the form. She suffered
& heart attack and was hospitalized for several weeks. Consequently she failed
to return the form. The penalty for failins to make the required withdrawal is _
50%. A request that the penalty be waived has been made, but this is an exam-
ple of the type of circumstance affecting potentially millions of taxpayers of ordi-
nary means,

¢ Taxpayers, age 78 and 76 years old, have an outsbandni{g tax liability from 1967

and 1968. Thirty years later, it's still open as the has threatened action
on these retired people and had repeated statute extensions signed. For tax
year 1967, original debt was assessed at $27,016.25 in 1976. Current debt is
now at $236,265.26 after more than $40,000 hag.already been paid on the debt.
For 1968, liability was assessed at $9,813.28 as of 1976. $14,000 was paid in
1976 with a current balance due of $13,130.07. Both the 1967 and 1968 returns
were filed timely. They are paying off the debt at the rate of $150 to $300 per
month with no hope of ever paying it off. Each payment made shows an e(gml
amount of interest assessed each month so no progress is ever made and then
the additional interest that they couldn't pay is incurred. This couple has few
assets: a 1987 Chevy, a little life insurance. They owe $16,000 in credit card
bills; they yﬁay $900 per month for medical care and are in very poor health.
They have lived with this situation hanging over their heads these years.

Increasingly complicated estimated tax rules are making it difficult, if not impos-
gible, for taxpayers to stay in compliance. Just one example of several that were
sent in:

o Taxpayers liability for the 1998 1040 was $9,000 which was satisfied with esti-

mated payments of $5,800 made before the submission of the return and.$3,200
paid with the submission of the return. IRS null and voided her Form 4868 Re-
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quest for Automatic Extension of Time to File, ¢ a penalty of $876. The
interest tab was $108.99, The taxpayer managedmhe&zlf ht‘y t?\ia‘gituation
g:ﬁpiu having overpaid (paid in advance) her estimated tax, even through the

q r'
We are finding that once taxpayers fall behind, they may never be able to catch
up. A typical example:

¢ In 1989, a low wage individual went to work for a company. He did not realize
taxes were not being withheld. He was given a 1099-MISC at year-end but had
no money to ‘pag taxes. His 1989 tax debt is now $17,262 of which $1,698 is
penalty and $9,078—one-third more than the tax owed—is interest. Given his
spotty work history, he owes from 1990 and also 1997 and 1998. Most low-in-
come taxpayers do not question employers. They want the work nm‘ivluat don't
understand when employers hand them a 1098-MISC instead of a W-2 at the
end of the year. This is particularly true for low-income workers who are often
very naive about employment taxes and who are not in a position of strength
to bargain with a prospective employer.

- CONCLUSION

I would like to thank you, Mr. Chairman and the members of the Finance Com-
mittes, for the invitation to share our members’ views with you today. It is our be-
lief that if Congress will act upon the recommendations ma& today, taxpayers will
have greater confidence in the fairness of our tax system and a number of the cases
cited above would be resolved quickly.

PREPARED STATEMENT OF HON. PAUL COVERDELL

Mr. Chairman, let me take this opportunity to thank you for holding this hearing
on interest and penalties. It is shocking to realize there are roughly 120 penalties
on the books. en combined with interest payments, a modest taxpayer can very

uickly find himself in real trouble before he or she is aware an ng is wrong.
t is important that we do everythh? we can to ensure tax compliance, but we also
need to ensure sufficient clarity and flexibility that we do not inadvertently drive
otherwise innocent taxpayers out of compliance with the tax system.

I look forward to hearing more about this subject and to working with you on so-
lutions that will help to restore the balance between responsible enforcement for
taxpayer compliance and taxpayers' rights. The paramount right in this regard is
that every taxpayer that wants to accurately and oorrectlry pay their taxes should
:ible to ‘111:1 :io—-in good faith—under the tax code without fear of arbitrary or capri-

ous pe es.

PREPARED STATEMENT OF MARK A. ERNST

Mr. Chairman and Members of the Committee:

I'm Mark Ernst, President and Chief Operating Officer of H&R Block, Inc.,
headquartered in Kansas City.

H&R Block, founded in 1965, is America’s largest tax return preparation com-
pany. At more than 8,900 U.S. offices, we handled over 16.5 on individual re-
turns in 1999, which is one in seven received by the IRS and about 330,000 per
state. -

We author the annual H&R Block Income Tax Guide and are leaders in tax edu-
cation, tax preparation software, individual tax filing via the Internet, and practi-
tioner electronic . Over 120,000 individuals take our tax training courses annu-
allﬁ.l We publish Kiplinger TaxCut® tax preparation software, which has over 1.6
million users. We provide tax prejaration and e-filing on our Internet site including
free service for those using the Form 1040EZ. And we originate about half the prac--
titioner e-filed returns that the IRS receives. .

We also offer our clients mortgntfea, financial pl , and investment services.
We are building a national accoun gg practice to expand our business services. And
we prepare tax returns at over 1,200 offices in Canada, Australia, and the United

om. _

At H&R Block, we guarantee our clients that we will pay penalties and interest
resulting from any error we may commit. We also assist taxpayers whose returns
we haven’t prepared in understanding penalty assessments and seeking abatements
when appropriate. '

——
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PENALTY AND INTEREST S8TUDIES

I appreciate the opportunity to discuss the recommendations of the Joint Com-
mittee on Taxation and those of the Department of the Treasury. Both studies were
very well done and we applaud their efforts. Our Tax Training and Research De-
gﬁrx{x& ;;xi:v&ided informal comments during the course of the study to the Joint

I'd like to comment generally on the need for reform and highlight several items.
I've attached an appendix with our comments on specific recorgmegndatlons and two
charts we've prepared to illustrate the large number and complexity of penalties, es-
pecially for retirement accounts, While we serve clients across the income spectrum
and businesses as well as individuals, our comments are primarily from the perspec-
tive of average middle-class taxpayers.

l:?i ﬁue\:imuum,-. we believe penalty and interest provisions can be consolidated and
c :

o '1;ho tl‘réluam to pay penalty should be eliminated and the failure to file penalty

simplified.

. Rulgs for retirement plan rollovers and distributions should be simplified.

o The calculation of penalties for underpayment of estimated tax should be sim.

uﬁed.
. Bepoeit rules for small businesses employment taxes should be simplified and
xaed to reduce or waive penalties for failure to follow the correct deposit meth-

o Pr'eparer penalties should be strengthened and equalized for taxpayers and tax
: reparers,
. fRJauthority to abate interest should be expanded to cover equitable relief.

PROBLEMS ARE S8ERIOUS

The present penalty and interest system is overly complex, inflexible, and some-
times harsh and inconsistently administered. Penalty and interest notices confuse
average taxpayers. Those who make an innocent mistake are sometimes entangled
beyond their ability to recover. And IRS administrative delays combined with intex-
est compounding can create some nightmare scenarios.

Commissioner Rossotti cites a General Accounting Office study that found 64 per-
cent of the amounts shown as owed to the IRS by taxpayers were for penalties and
interest, and only 36 Jnmnt were for the original tax due.! A majonity of IRS re-
sources were iz)pent a dressiltigstaxpayer errors or issues that arose three to seven
years earlier. Delays by the can contribute to penalty and interest burdens.

The result is that a system intended to encourage compliance may in some cases
actually end up discouraging it. We sulg)ort your efforts to design a system that is
simpler, fairer, and easier to understand and administer. Voluntary compliance can
be improved and noncompliance deterred with more flexibility.

AREAS OF PARTICULAR CONCERN

Let me highlight six areas of concern:

Failure to File and Pay. Circumstances sometimes prevent taxpayers from filing.
While a penalty or interest on overdue funds is appropriate, present penalties are
overly complex. For exaniple:

o The penalty for failure to file certain returns is 6 percent of the tax due for each

month or fraction of a month, with a maximum of 25 percent.

o The penalty for failure to pay certain texes is one-half of one percent of the tax
d}lg r month or fraction of a month the tax remains unpaid, with a maximum
0 percent,

o The coordinated failure to file and failure to p:gr penalties are limited to 26 per-
cent, but the coordinated Jaenalty adds complexity and makes it difficult for tax-
gayers to calculate the additional amount that must be paid to satisfy the un-

erpayment.

. Th? pjgxr)‘alty for willful failure to file within 60 days is not less than the lesser
of $100 or 100 percent of the amount required to be shown as tax. This min-
imum penalty does not apply if it can be shown that such failure is due to rea-
sonable cause and not due to willful neglect.

o The penalty for fraudulent failure to file is 156 percent per month with a max-
imum of 76 percent.

Most average taxpac{ers cannot understand or calculate the consequences of fail-

ing to file or pay and have only a basic understanding that a penalty exists. In

A Modernizing America’s Tax Agency, p. 19.
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many cases, it is difficult to compute the proper penalty without the assistance of
o oy thelr underlying tax debt, th

ven when taxpayers pay thelir under tax debt, the penalties and interest
can take on a compounding life of their own in which {ntemgte accrues on the pen-
alties and interest due. Many individuals who fall out of compliance can find their
llab'gity doubled or tripled which discourages many nonfilers from reentering the
system, )

Moreover, IRS communications are not helpful. They can cite the penalty code sec-
tion but provide no additional information agout the ){‘eason for ap;‘))l?catlg'n and the
possibilities for abatement. Congress has addressed this for notices of penalties as-
sessed after December 31, 2000, Ry m(tuiring the IR8 to include the name of the
penalty, the code section under which it is imposed, and a computation of th . pen-
alty.? We recommend that IRS communications also provide information on why the
penalty is applied, procedures for appealing, and possible reasons for abatement or
wca(i!vet'z‘;‘ll‘llgi information should be reader-friendly, not simply a reproduction of code
and regulations,

We agree with the Joint Committee’s view that the failure to Tpay penalty could
bf removecli_u Wit,g; market interest rates continuing to apply. The Taxpayer Agvocato
also suppo 8.

Retirement Plun Penalties. Penalties on retirement plan rollovers and distribu-
tions are particularly complex. The penalties and tax can exhaust a substantial por-

- tion of the retirement aavigis. One client rolled over after-tax contributions from
her employer plan into an IRA, which is considered an improper excess contribution.
he problem was not discovered until a couple of years after the rollover. Her excess
contribution to her IRA was subject to a 8 percent excise tax for each year the ex-
cess remained in the IRA. When the problem was corrected by distributing the ex-
cess (originally an after-tax contribution), the corrective distribution became subject
to income tax and a 10 percent early distribution penalty.

We don't believe Congress really intended that an innocent error of this twe
would deplete a substantial portion of an average person’s retirement savir;%g. e
are pleased that the Administration has proposed allowing the rollover of after-tax
contributions, following a recommendation we and others have made. We also be-
lieve taxpayers should be allowed to correct inadvertent errors in rollovers, contribu-
tions, and distributions.

Retirement plan rules illustrate how difficulties in understanding a complex un-
derlying law can snag taxpayers in a maze of complex penalties.

Failure to Pay Estimated Taxes. The requirement to pay estimated taxes is par-
ticularly complex. Generally, taxpayers may escape the estimated tax penalty on the
current-year return if at least 100 percent of the prior year's tax was paid in esti-
mated taxes. But the safe harbor rules were modified in the Taxpayer Relief Act
of 1997 so that in 1998 t.nd after taxpayers with adjusted gross incomes in the pre-
ceding f'ear’s return exceeding $160,000 ($76,000 MFS) had to pay a higher percent-
age of last year's tax to avoid the penalty. This rule holds higher income taxpayers
to an unnecessarilz)strict standard. To complicate matters further, the required per-
cercxlttlag& increases to 112 percent in 2002 and then decreases to 110 percent for 2003
and later. :

Form 2210, used by taxpayers for the multiple calculations needed to determin
the penalty owed for underpayment, is among the most challenging faced by tax-
payers and preparers. Changing interest rates and underpayment periods add im-
mense complexity. The underpayment periods run from April 16, June 15, Sep-
tember 15 and January 15, Interest rates on underpayments are subject to ci'mnge
at the beginning of each calendar quarter. Because these periods don’t coincide, un-
?erpayments in one period must sometimes be allocated between two or three dif-
erent rates.

Those without benefit of tax preparation software often flounder in the calcula-
tion. We agree with both the General Accounting Office and IRS’s Taxpayer Advo-
cate who have recommended simplification.3 Taxpayers need to be able to under-
stand how the penalty is calculated not only to he 3 them feel ﬁ(éOd about complying
with the law, but also so that they can be assured that the IRS calculation is cor-

rect.

* Small Business Withholding Deposits. The rules for small businesses who must
deposit payroll taxes for employees are extremely complex. Many taxpayers ask us
to help them determine when to deposit their employment taxes. Many new small

2]IRC §6751 was added by Sec. 3306(a) of the IRS Restructuring and Reform Act of 1998. The
- -Act makes many other helpful changes to improve compliance. .
3Tax Administration, Ways to Sunpl‘ia the Estimated Tax Penalty Calculation, GAO Report
(GAO/GGD--98-98); National Taxpayer Advocate’s Annual Report to Congress, FY 1966.
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business owners are unaware of the need to withhold and pay employment taxes.
By the time they have their tAxes prepared and are told about the deposit require-
ments, they are several deposits behind, These taxpayers should be granted a one-
tin:le w:iu::lr of the penalty that will allow them to come into compliance without
undue en.

The rules mgrglng the deposit method are destigned to ease the administrative
burden at the . Assessing penalties for using the wrong deposit method seems
needlessly harsh, Given the complexity of the deposit rules, the Joint Committee's
:gggution allo abatement of the ,genal%r:vhen a taxpayer changes his deposit

edule is reasonable. We also support the Treasury recommendation to reduce the
malty to two percent for failure to use the correct de;::slt method. From the trust

d pers ve, it is more important that the deposits be made than the method
by which they are made.

Preparer Penalties, We agree that professional tax preparers should be held to a
high standard and that increased penalties can improve compliance in cases where
unrealistic positions are taken or willful or reckless conduct occurs.

To sustain undisclosed positions, t:ﬁayers are currently held to a 40 percent like-
lihood-of-success-if-challenged standard and preparers are held to a 33-1/3 percent
standard. The Joint Committee staff recommends increasl% both to 50 percent. We
prefer the more reasonable Treasury recommendation of foment. But likelihood
of success is difficult to l?umt.i.t’y or administer, especially in situations in which
there is little or no authoritative guidance.4

Abatements. In some cases, taxpayers who have liabilities that have grown be-
caiise of compounding interest and penalties are left struggling to become compliant.
Often, delinquent taxpayers must seek an Offer in Compromise to alleviate an over-
whelming tax burden. We believe allowing the IRS to abate interest for “gross m
tice” would increase compliance. A somewhat more flexible equitable stan
should also be considered. The interest lost can be offset l:{ tax collected from in-
creasing compliance and by lowe costs of administering the taxpayer’s case. This
abatement authority could be an effective alternative to a time-consuming Offer in
Compromise process. Interest on erroneous refunds should be abated if the taxpayer
repays the amount within 10 days of IRS's request.

CONCLUSION

Mr. Chairman, most taxpayers want to com&ly with the law. Most taxpayers who
scek the assistance of a tax practitioner do so to ensure that a correct return is filed.
Taxpayers are afraid of maldxﬁ a mistake on their returns, less for fear of penalties
than for fear of receiving an contact letter. Penalties and interest have an im-
portant role to play in ens compliance. But the present system is needlessly
complex and may be counterproductive.

For all of these reasons, we support your efforts to reform the system and make
it a more effective tool of tax ad tration,

4The testimony of Charles W. Shrewbridge, III, president of Tax Executives Institute, before
the Jan. 27, 20(% Way & Means Overs d}?t Subcommittee hearing on penalties and interest,
{llustrates the culty. He noted that “The clariz suggested by the use of mathematical prob-
abilities, however, is a false one, for the tax law is marked b manﬂ{mthhtﬁ but mathematical
precision is rarely one of them. . . . We submit that it would be almost ible to analyze
a proposed transaction with such precision. More troublesome, we foresee situations in which
a &quyer'a (or practitioner’s) faith judgment that a position satisfies the higher (40 per-
cent) standard could be second- by a revenue nt who concludes, also in good faith,
that the possibility of success was 6.5 percentage points lower.” At p.7 and footnote 16.
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H&R BLOCK'S COMMENTS

ON STUDIES OF PENALTY AND INTEREST PROVISIONS

IN THE INTERNAL REVENUE CODE

Executive Summary

The IRS Restructuring and Reform Act of 1898 mandaled separate studies by the Treasury
Department and Congress' Joint Committee on Taxstion of the penalty snd interest
provisions in the intemal Revenue Code. The last major revision occurred in 1989,

The studies focus on whether current provisions encourage voluntary compliance, operate
fairly, are effective deterrents, and promote efficient tax administration,

The studies are well done. Our comments focus on how current rules and proposed
changes affect average middie-income taxpayers.

Present provisions ane inconsistent, convoluted, and sometimes discourage compliance.
Many aversge taxpayers find themseives unable to undersiand the celculation or
consequence of penaities and interest assessed against them.

To encoursge compliance, we support significant simplification of pensity and interest
provisions and increased IRS authority to abate interest.

Our comments on specific proposals foliow sactions in the comparative chart (prepared by
the Joint Committes on ‘Taxation) attached. Our own charts illustrate the large number and

complexity of penalties, especially for retirement accounts.
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H&R BLOCK'S COMMENTS ON THE JOINT COMMITTEE STAFF AND TREASURY
RECOMMENDATIONS RELATING TO PENALTY AND INTEREST PROVISIONS OF THE
INTERNAL REVENUE CODE

1. INTEREST (secs, 6601-6621)

[ PROVISION |

~ PRESENTLAW

JCYSTAFF |
RECOMMENDATIONS

TREASURY
RECOMMENDATIONS

A. Raies on
Underpayments
and Overpayments

Bifferent interest rates apply 10
overpayments and underpayments and
depending on whether the laxpayer is
a corporation. For individuals

and other non-corporsie taxpayers, the
interest rate on both overpsyments snd
underpayments is equal to the
short-term Applicable Federal Rate
(“AFR") plus three percentage points.
For corporstions, the mterest rate on
overpayments equals the

shont-term AFR plus two percentage
points, unless the overpayment
exceeds $10,000 in whuch case the
interest rate equals the short-lerm
AFR plus oue-half s percentage
point. For corporations. the interest
rate on underpayments equals the
short-term AFR plus three percentage
points, unless the underpsyment
exceeds $100,000 in which case the
interest rate equals the short-term

AFR plus five percentage points.

Provide s single interest
rate equal to the shont-
term AFR plus five
percentage points for
underpayments and
overpayments of all
taxpayers.

Retsin present law: rates
should be in range of
AFR plus two 10 five
percentage pr ants.

HRB Comment: Unifying the underpayment and overpayment interest rates is a simplification. but JCT's
recommendation to set the rate at the AFR plus five percent seems unnecessanly harsh to most taxpayers who
have underpaid their tax and unnecessanly generous to taxpayers who have overpaid their tax.

We recommend that one interest rate be applicd to overpayments, perhaps set at the AFR plus three percent. To
encourage compliance, the current law regarding underpayments could be set at the AFR plus three percent for
most underpayments, but at AFR plus five percent for gross underpayments.
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JCTSTAFF
PROVISION PRESENT LAW RECOMMENDATIONS | RECOMMENDATIONS
B. Federal Income
Tax of nteress on
Underpayments
and Overpayments
1. Individuals Individuals sre generslly Exclude overpayment Retawn present law,
required to include interest from individusls’
overpsyment wnterest received | gross income.
in income, but no deduction is
sllowed for underpayment
interest paid.
2. Corporations Corporations are generally No recommendation. No recommendation.
B required to include
overpayment interest received
in income and allowed to
deduct underpsyment interest
paid.

HRB Commeat: The JCT Staff recommendation to exclude the interest on overpayments is in the taxpayer’s
favor. However, such a provision may encourage overpayment and discourage compliance by providinga *
nontaxable benefit for failure to timely claim a refund.

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
C. Interest Netung | A special rule provides for a net | [nterest neting would notbe | Retawn present law.
interest rate of zero to the necessary on a prospective

extent interest is both payable | basis. because under the JCT
by and allowable to a taxpayer | stafl recommendation the

on equivalent amounts of Federsl income tax treatment

undetpayment and and interest rate on

overpayment. underpayments and
overpayments would be the
same.

HRB Comment: If present law providing for different rates on overpayments and underpayments is retained.
we strongly support interest netting provisions.
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ICT STAFF
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
D. Abatement of
Interest
Charges
{. Unreasonable Interest may be abated if Allow abatement of interest | Retawn present law.
error or delay by sttnbutable to unreasonable error | is atmbutable to any
IRS of delay by IRS in the unreasonable error or delay
performance of 8 ministerial or | by IRS.
managerisl act.
3. Emoneous Tnterest must be abated if refund | Allow abatement for all Consider modilication unly |
refunds did not exceed $50.000 and erroncous refunds the in concert with assunng
Interest must be taxpayer did not csuse the taxpayer did not cause. that the IRS has adequate
abated «f refund. means 10 recover eIToneous
erroncous refunds refunds.
the taxpayer did not
cause.
3. Taxpayer If an underpayment results Abate both penslues and Same as JCT saall
reliance on written | from wxpayer reliance on interest if underpayment recommendations, with
IRS statements written IRS statements results from taxpayer same restctions for
penalties, but not interest, may | reliance on wnitten IRS intérest abatement as under
be abated. statements. present law for penaity I
abatement.
4 Other Abatement of interest 1s also Rewin present law and also | Retain present law.
abatements allowed (and under certain allow sbatement if a gross
circumstances is required) if the | injustice would otherwise
taxpayer is serving in a combat result if interest were to be
zone or located in a designated charged.
disaster area.
For individuals, the accrual of
interest is suspended if the IRS
does not provide notice of the
taxpayer's lisbility within one
year (18 months for taxable
years beginning before 2004).
HRB Comments:

(1) We support the JCT staff recommendation to allow abatement of interest to prevent gross injustice and to
mitigate economic harm when the interest expense was caused by unreasonable IRS error or delay.

(2) We recommend abating interest on erroncous refunds if the funds are repaid within 10 days of IRSs

request.

(3) We support the JCT staff recommendation to abate both penalties and interest on underpayments resulting
on reliance on written [RS statements. It is inequitable to do othesrwise.

(4) We support the JCT Staff recommendation allowing abatement in the case of a “gross injustice.”
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TOTSTARE TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
"E‘Dispwl&em Ta order to avold the accrual | Permit deposits 1o be made 10| N6 recommendstion.
Accounts of intecest on a disputed item, | an intetest bearing account

the taxpayer may make s within Yreasury to cover tax
non-interest bearing deposit | underpayments related to

in the nature of a cash bond ] issues potentially subject to
(as described in Rev. Proc, dispute with the {RS. Funds
84.58). deposited would be treated as a
payment of ax if an
underpsyment of tax 15
ultimately found. {f there is no -
resulting underpayment or, at
the election of the taxpayer, the
deposit is withdrawn prior 1o
resolution of the IRS dispute,
interest would be pawd by the
Treasury at a rate equal

to the shont-term AFR.

HRB Comment: The JCT Staff recommendation is reasonable. From a financial standpoint, taxpayer deposits
should be invested while in the custody of the Treasury. If the taxpayer 15 ultimately successful in an appeal or
Tax Court case. he or she should receive some compensation for the period of time the Treasury had use of (e
funds. If the IRS is ultimately successful, the income on the deposit is properly attributable to the Treasury.

II. FAILURE TO PAY ESTIMATED TAX (secs.6654 and 6655)

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
Individuals generally are
required to make estimated tax
payments at least equal to (1) _
90 percent of current year's tax
or (2) 100 percent of prior
year's tax. Corporations
genenally are required to make
estimated tax peyments at jeast
equal to (1) 100 percent of the
current year's tax or (2) 100
percent of the prior year's tax.
A. Penalty for A penalty is imposed by Repeal penalty and replace Retain present law.
Individuals and spplying the underpayment with an nterest provision.
Corporations (secs. | interest rate to the amount of -

6654 and 6655) the underpayment for the
period of underpayment.

HRB Comment: We support the JCT Staff recommendation to repeal the penalty and charge interest on the
unpaid balance.
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JCTSTAFF
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
"B Excepton 1o There 15 0o penalty if the tax | Increase threshold to $2.000, | Relain present law
Penalty for shown on the retumn, reduced and consider estunated tax threshold of $1,000. and
Individuals (sec.- by withholding, is less than payments made in four equal | consider estimated
6654{eX 1)) $1.000. Estimated tax is not installments \n determaing tax payments made under s
considered in determining whether the threshold 15 new proposed simplified
whether the threshold is satisfied. averaging method 1n
sansfied. determining whether the
threshold 15 satisfied.

HRB Comment: We support the Treasury recommendation.

JCTSTAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS | RECOMMENDATIONS

C. Modified Sale Harbor for | Indlviduals with priof year's | Repeal the modified safe No recommendation.
Certain Individuals (sec. AGI above §150,000 harbor; thus. all taxpayers
6654(dX 1)) ($75,000 for married making estimaied payments

individuals filing based on pnior year's tax - 4

separstely) who make would do 50 based on 100

estimated psyments based percent of pnor yeas's tax.

on prior yesr's tax generally
must do so based on 110
percent of prior year's tax.

HRB Comment: We support the JCT Staff recommendation to repeal the modified safe harbor. The current
provision adds needless complexity and holds higher-income taxpayers to an unnecessanly high standard.

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

D. Applicable Interest The underpayment interest rate | Apply only one interest No recommendation. bu(”
Rate for Individuals and | is subject to change on the first | rate per estumated tax consider general
Corporations (sccs. 6621, | day of each calendar quarter. A | underpayment. computational simplificauons.
6654{aX 1), and 655(s)1)) | change in rates requires the use

of multiple interest rates when

calculsting the interest on an

— underpayment of estimated tax.

HRB Comments: [t is reasonable that the adjustment of the underpayment percentage and the estimated tax
penods should coincide. This change would simplify an otherwise complex calculation.
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JCTSTAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

E. Calculation of “Penalty is equal to the “Provide that underpayment | No reconumendstion, but
Underpayment Balances | underpayment interest rate balances aze cumulative; consider general
for Individuals and multiplied by the number of thus, taxpayers would computstional simphfications.
Corporstions days the underpayment ts calculate s cumulstive
(secs. 6654(a) and outstanding, which is the estumated tax underpayment
6655(s)) number of days between when | for each penod.

the taxpayer should have made

the payment and the carlier of

(1) sctusl date of payment or

(2) the following Apnl 1S (for

calendar-yeas taxpayers).

HRB Comment: We support genersl simplification of the calculation.

JCT STAFF TREASCRY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

F. Esumated Tax Under IRS procedures. Require 363-day year for | No recommendation. but
Underpayments Extending | taxpayers with outstanding | all estumated tax penalty | consider general computational
from Leap Year to Non. underpayment balances that | calculations. simplifications.
Leap Year for Individuals extend from a leap year
and Corporations through a non-lesp year

must make separate

calculstions to account for

the different number of days

in cach year.

HRB Comment: We support the JCT Staff recommendation. The proposed change would simplify the
calculation without sigmificant loss of revenue. We support general simplification of the calculation.

JCT STAFF TREASCRY |
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
G. Waiver of Penaity | A waiver 1s available to the See JCT staff recommendations | Permut a reasonable cause
for Failure to Pay exteot the Treasury Secretary | regarding abatements of interest | waiver for first-time payers
Estimated Tax for determiues that 8 taxpayer (pages 4-5). of estimated tax. provided
Individuals (sec. suffered a casualty (e.g., fire the balance due on the
6654(eX3)) or disaster) or other unusual retut s is below a threshold
circumstance if imposition of amount (unspecified) and 1s
a penalty would be agawst paid with a umely-filed
equity and good conscience. retun.
There is no general reasonable
.| cause waiver for the failure to
pay estimated tax.

HRB Comment: We support the Treasury recommendation to provide a waiver for first-time payers of
estimated tx. To encourage compliance, the waiver should apply if the tax is paid with a timely-filed retum

regardless of amount.
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TCTSTA TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
W Waiver of De Minkmis | TBere is no sutuiory See JICT sull Provide penalty waiver
Penalnes for Individuals and | provision allowing the recomumendations regarding | authority for individual
Corporations Treasury Secretary (o waive | abatements of interest estimated tax penaltics
estimated tax penalties (pages 4-5). below a de minimus smount,
below s de minimis amount. ¢.8.. 51010 $20.
HRB Comment: A de minimis waiver of penalties provides very little benefit. We agree with the JCT Staff
recommendation.
111, PENALTY FOR FAILURE TO PAY TAXES (sec. 6651(a){(2) and (3))
JCTSTAFF A
PROVISION PRESENT LAW - RECOMMENDATIONS RECOMMENDATIONS
A. InGenersl Penalty is one-hall percent of Repeal penalty. Interest would ctain present law, excepl
net amount of tax due for each continue to apply. increase penalty percentage ri
month the retum is not filed, up after six months from one-hal
to a maximum of 25 percent a percent to one percent 8 mont
month. [nterest also applies
to the unpaid tax. R
HRB Comment: We support the JCT Staff recommendation. The Treasury reccommendation 15 unnecessanly
pumtive.
JCT STAFF. TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
. Encourage Installment Penalty rate ts reduced to Impose a 3-percent late Reduce penalty rates by
Agreements one quarter percent per payment service charge if no | one-half for any month an
month for any month an installment agreement 1s in instailment agreement 15 in
installment agreement is in | efTect by the fourth month effect. Consideration
effect (provided retum is after assessment: waive $43 should be given to using a
timely filed). [RS imposes IRS user fee if taxpayer agrees | fixed interest rate to avoid
$43 user fee on insiallment | to automated withdrawal of possible balloon payment
agreements. installment payments from at end of agreement.
bank account.

HRB Comment: We do not support the JCT Staff recommendation to impose a penalty after the fourth month
after assessment. The four-month period seems arbitrary and does not allow for circumstances beyond the
taxpayer's control. We strongly support waiving the $43 IRS user fee when a taxpayer agrees to automatic

withdrawal.

The Treaswy recommendation to reduce the penalty rate while an installment agreement is in effect has ment.
Although it may sdd complexity to the calculation, it is in the taxpayer’s favor. Elimination of the penalty
dunng an instsliment agreement would simplify matter and provide greater incentive to enter into an installment

agreement.
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IV. PENALTY FOR FAILURE TO FILE TAX RETURNS (sec. 6681(a)X1))

JTCTSTAFF
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

A. In General Penaliy is Nve percent of net Ketan present law. Tower rates 1o one-hall percent
amount of tax due for each for first five months, then
month retum is oot filed. up 1o increase (0 one percent; retain 28
8 maxunum of 25 percent. percent maximum: ehminate
This penalty is coordinated coordination with failure 10 pay
with the failure to pay penalty, penalty, which has the efTect of
by reducing the failure to file - potennally doubling combined
penalty by the amount of the penalties for taxpayers who
failuro to pay penalty for that delay filing and paying for
moath. lengthy periods of time.

HRB Comment: We support the Treasury recommendation to ¢liminate the coordination with the failure (o pay
penalty. We recommend that the late-filing penalty be calculated as a flat percentage of the unpaid tax, not based
on the number of months the return was late. An additional flat penalty could be added if the retumn were filed

more than two months after the extended due date.

v

- ICT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
"B, Penaity for Failure | No penalty is imposed on the No recommendation. Tmpose new service charge,
to File “No Balsoce™ failure to file returns that do possibly only afier IRS contact
Retums not show & balance due the IRS, (amount unspecified).

HRB Comment: No penalty should be imposed on an unfiled tax retum that ultimately results in a refund. ’l'he
two-year ste2ute of limitations to claim refunds on tax retumns that are not timely-filed is penalty enough.

V. TAX RETURN ACCURACY PENALTIES (secs. 6662 and 6694)

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
A. Standards
Applicable to Penalty may apply if there is Penalty may apply if there is Penalty may apply if there is
Disclosed Positions no reasonable basis for s no substantial suthority for s no reslistic possibility of
1. Taxpayers disclosed position takenon a | disclosed position taken on 8 success on the menits.
return. (Generally, at least 3 return. (Generally, at leasta (Generally, at Jeast a 33-1/3
20 percent likelihood of 40 percent likelihood of percent likelihood of success if
success if challenged.) success if challenged.) challenged.) "
2. Pryctitioners "Penalty may apply uniess a Penaity may apply if there 1s Penalty may apply il there 15
disclosed position is not no substantial authority for a no realistic possibility of
frivolous. (Generally, at least | disclosed positon taken on a success on the merits.
2 5 10 10 percent likelihood of | retum. (Genenally, at least a (Generally, at least 2 33-1/3
success if challenged.) "] 40 percent likelihood of percent likelihood of success if
success if challenged.) challenged.)

HRB Comment: We do not see a need to increase the threshold for disclosé'qi positions. Taxpayers and tax
preparers should be encouraged to disclose positions on retums and be assured that a penalty will not be
imposed unless the position taken 1s frivolous.

X
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10
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

B. Stndards Applicable

to Undisclosed Positions

1. Taxpayers Penalty may apply if there is | Penalty may spply unless the | Penalty may apply if there 15
050 substantial suthonty for | taxpayer reasonably believes | no substantial authonty for the
the undisclosed position. that the tax treatment is more | undisclosed position.
(Genenally, at least s 40 likely than not the corroct tax | (Generally, ot beast 1 40
percent likelibood of treatment under the Code. percent likelibood of success of
success if challenged.) (Genenally, more than 50 challenged.)

_percent likelihood of success
if challenged.)

2. Pracutioners [Penalty may apply if there 1s | Penalty may apply unlcss the | Penalty may apply ¥ there 1§
no realistic possibility of taxpayer reasonably believes | no substantial authonty for the
being sustained on the that the tax treatment is more | undisclosed position
merits. (Generally, at least s | likely than not the correct tax | (Generally, at least a 40
33173 percent likelihood of | treatment under the Code. percent likelihood of success if
success if challenged.) (Generally, more than SO challenged.)

percent likelihood of success
if challenged.)

HRB Commenat: The likelihood of success is difficult to quantify, especially in situations in which there 15 linle
or no authonitative guidance. The Treasury recommendation of a 40-percent-likelihood-of-success-test 1s

reasonable.

V1. RETURN PREPARER PENALTIES (sec. 6694)

JCT STAFF TREASURY
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
A. Unrealistic Position | [f an understatement isdue to | Impose penalty equal to Simular to
a position for which there was | greater of $250 or 50 recommendation but exact
oot 8 realistic posaibility of percent of preparer’s fee. perceatage of penalty is
being sustained on its menits unspecified.
and the position was not
disclosed or was frivolous, the
preparer penalty is $250.
iliful or [Tan understatement s duc (0 | impose penaity equal o Similar to JCT stafl
Conduct willful or reckless conduct, the | greater of $1,000 or 100 recommendation but exact
prepaser penalty is $1,000 percent of preparer’s fee. percentage of penalty is
unspecified.

HRB Comment: We strongly support the JCT Staff recommendation. Preparers should be held to high
standards, and an increase in the potential penalty sends a clear message of those standards.

VII. PENALTY FOR FILING A FRIVOLOUS TAX RETURN (sec. 6702)

A
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
T penalty for filing 8 | No recommendation. Increase the penalty to $1,500; rerurn 15
frivolous income tax . permit abatement for first time
$500. occurrence if nonfrivolous returm 15 filed
within a reasonable period of time atter
filing the frivolous retumn.
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HRB Comment: We support the Treasury recommendation to increase the penalty to $1.500. Abatement of the
penalty should be limited to the first occurrence and should only be allowed if the frivolous retum was not

willfully filed.

VIIl. PENALTY FOR FAILURE TO DEPOSIT TAXES (sec. 6656)

PROVISION

PRESENT LAW

JCT STAFF
RECOMMENDATIONS

RECOMMENDATIONS

There 13 8 four-tier
penalty rate structure for
failure to deposit taxes:

(1) A depositor is subject to a
penalty equal to two percent of
the amount of the underpayment
if the failure is corrected on or
before the date that is five days
after the prescnibed due date.
(2) A depositor is subject to s
penalty equal to five percent of

"] the amount of the underpayment

if the failure is corrected afier
the date that 1s five days after the
prescribed duc date but on or
before the date that is fifteen
days afier the prescnibed due
date.

(3) A depositor is subject to a
penalty equal to ten percent of
the amount of the underpayment
if the failure is comrected after
the date that is fifteen days after
the due date but on or before the
date that is ten days after the
date of the first delinquency
notice 10 the taxpayer.

(4) A depositor 18 subject to s
penalty equal to fifteen percent
of the amount of the
underpayment if the failure is
not corrected on o before the
date that is ten days after the
date of the first delinquency
potice to the taxpsyer.

Many taxpsyers are required to
make deposits of taxes; the
frequency of the deposits
depends on the type of tax and
the amount required to be
deposited.

No new legislation for st least
two years to allow scheduled
statutory and regulatory
changes to be reviewed and
implemented. However,
consideration should be given
to revising regulations to
permit penalty abatement for
inadvertent failures occumng
when taxpayer changes to a
different deposit schedule.

Few intennediate changes
should be made at this time to
the deposit rules or penalties to
provide s sufficient period of
time for changes to the deposit
rules to take effect. The penalty
for failure to use the correct
deposit method should be
reduced from ten percent to two
percent. Consideration should be
given to reducing penalty if
farlure to deposit is corrected
within gre banking day.

v

HRB Commenat: Given the complexity of the deposit rules. the JCT Staff suggestion allowing abatement of the
penalty when a taxpayer changes deposit schedule is reasonable. We also support the Treasury recommendation
to reduce the penalty 10 two percent for failure 10 use the correct deposit method. It is more important that the

deposits be made than the method by which they are made.

I
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The Treasury recommendation to reduce the penalty for failure to deposit may discoursge titnely deposits. If
later deposits are acceptable, the deposit schedule should be changed.
We support general simplification of the deposit rules.
1X. PENALTIES FOR FAILURE TO FILE FORM 5300 SERIES ANNUAL RETURN FOR PENSION
AND OTHER DEFERRED COMPENSATION PLANS (secs. 6652(d)(2), 6652(¢), 6692(e))
JCT STAFF
PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS
! The Code and Titles and [V Consolidate the separsie Code Consolidate the separate Code
of ERISA impose 3 scparsie and ERISA penalties for and ERISA penalties for
penalties for failure to file a failure to file timely and failure to file umely and
timely and complete return; complete return into one complete return wto one
the Code imposes separate penalty. penalty.
penatties for failure to file
Schedule SSA, Schedule B,
and notification of plan status
change.
The IRS, Department of Labor, Designate the IRS as the agency | Designate the Department of
and Pension Beneflt Guaranty responsible for administration of | Labor as the agency
Corporation administer the the consolidated penalty. responsible for administration
separate penalties. of the consolidated penalty.

HRB Comment: We agree that the penalties should be consolidated. We support the JCT Staff recommendation
10 designate the IRS as the agency responsible for collecting the penalty.

/

X. PENALTY FOR FAILURE TO FILE ANNUAL INFORMATION RETURNS FOR CHARITABLE
REMAINDER TRUSTS (sec. 6652(c)(2)(A))

JCTSTAFF X

PROVISION PRESENT LAW RECOMMENDATIONS RECOMMENDATIONS

“Split-interest qusts (and Provide that the penalty for No recommendanon.
- certain other orgamzations) are | failure to file Form 5227 is

p required to file Form 1041-A equivalent to the penalty for

(Trust Accumulation of failure to file Form 990.

Charitable Amounts). The Consider increasing penalties

penalty for failure to file Form | applicable to failure to file

1041-A is $10 for each day Form 1041-A.

return is not filed, up to &

maximum of $5,000 for any

one return. Split-interest trusts

are also required to file Form

$227 (Split-Interest Trust /

Information Return). It is not

clear under present law that

any penalty applies to the —

failure to file Form 5227.

HRB Comment: We support the JCT Staff recommendation to provide for a penalty for failure to file Form
$227. The current penalty for failure to file Form1041-A is reasonable, and should not be increased.
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H&R BLOCK PENALW{ND INTEREST COMMENTS APPENDIX

PENALTY REFERENCE CHART

ADetement/Walver Progiam Appecied Unde
T B e e et
TiQ) | Premewre d | TO% of amount Exceptions under § NA
NNty contracts includible in * 1qX2)
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Q) Medicare+choiot MSA not | amount 13MUeX2IXB) and 138X )
used for medical
T T Takire w0 0k TIW o net ax due | I3%: 3100 | Reasonabk cause Pori-asicssmont
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21.day3 (10 daysf
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demand
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[C]] and dermand for immediswe taw/month; starts on
payments dsy notwoe 13 given
or 10 days afier
issuance of notce
of intent to
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{ month
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less than $10. -
(3} WL—""»  report tpé SO of tax duc on Reasonsble cause Posi-asscssment
(b} unreporied tips
6634 Fulure by ndmvidusl wpsy | Underpsyment raie Excepuion and waivers Post ent
estumased Coms X under § 6621 imes under § 66S4(¢)
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taxes Warvers for first ume
depusitor under §6056(d)
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check $150.
fesser of
$1Sor
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check
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{4) ofax -
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PREPARED STATEMENT OF PETER L. FABER

Good morning, Mr. Chairman and members of the Committee. My name is Peter
L. Faber. I am a partner in the law firm of McDermott, Will & Emery and I have
been er?aged in the practice of corporate tax law for 37 years. I have served as
Chair of the American Bar Association Section of Taxation and the New York State
Bar Association Tax Section and currently chair the Tax Committee of the New
York City Partnership and Chamber of Commerce, but I appear before you today
in my individual capacity and not on behalf of any organization.

I want to offer you the pers ve of a practicing tax lawyer who deals with the

-tax managers of large corporations every day. Our firm advises over 50 of the For-

tune 100 companies in tax matters on a regular basis, and we are often called upon
to counsel them with respect to pro aggressive tax strategies that have been
:l\lxggé:be% to them by accounting and investment banking firms. Here is a view from

e trenches.

1, and I suspect most of my colleagues in the corporate tax bar, believe that therse
is a corporate tax shelter problem and that it is qualitatively and quantitatively dif-
ferent from any kind of compliance problem that we have seen in recent years. I
do not have any easy answers to suggest to you, and I would submit that the prob-
lem, and the possible solutions, are more oom%ll? than would first appear. In fact,
the oo:gorate tax shelter phenomenon raises fundamental issues about the extent
to whi taxpnsrers in general, not just corporations, can rely on the literal languafe
of statutes and regulations. 1 would urge the Committee to proceed cautiously in
this area. Solutions should be tailored to meet the problems that they address and
should not inhibit the abilig of taxpayers to conduct legitimate business operations.
What may be a “tax shelter” in the eyes of one person may be a legitimate tax plan-
ning strategy in the eyes of another. If we start spraying machine fire at a
crowd of people because we know that.there is a murderer amo em, we may

the murderer but we will inevitably hurt a lot of innocent people in the process.
Congress should not do that here,

The problem is real, make no mistake about that. For reasons that I will describe,

ple at Big-6 accoun firms are under pressure to develop and sell tax planning

deas to corporations and tax managers at corporations are under pressure to buy

them, It is no answer to say that corporate tax revenues are up or that they are

:ni hig:x b];ehr?:ixtage of corporate profits. Were it not for corporate tax shelters, they

er.

t we are seeing today is not new. It is an old game, but the players have
changed. In the 19708 and early 1980s, tax shelters were marketed all the time. The
sellers were so-called “financial planners” (gpjcally insurance salesmen) and the
buyers were doctors. Today;-the sellers are Big-6 accounting firms and the buyers
are large corporations. But there is qualitative difference between the old tax shel-
ters and the new ones, The difference results from the greater tax sophistication of
both the sellers and the buyers. The shelters that were sold to individuals in the
19708 were clearlgc{»hony. ey typically were based on the purchase of degreciable
pmpeﬁ at inflated prices for nonrecourse notes that did not expose the buyer to
economic risk. (I described one of these schemes to my family once at the dinner
table and my 12-year-old daughter immediately spotted the flaw, thus showing more
perceptive analytical ability than most of my clients.) The corporate shelters of
today are much subtler. They literally comply with the statute and the regulations,
exploiting glitches or drafting errors to create artificial tax benefits that do not re-
flect economic reality. One technique, invented by an accounting firm and previously
brought to the attention of this Committee, involved using an artificial structure of
domestic and foreign limited liability companies so as to create a fictional tax loss
thmu&h the operation of basis adjustments under IRS regulations despite the fact
that the taxpayer suffered no economic loss. The IRS announced that it would shut
this technique down, but its ability to do so remains to be seen. A company using
it woulguih:&re literaliy complied with the Internal Revenue Code and the Treasury’s
own re ons. —

To combat these techniques, the IRS has been using principles that the courts
have developed over the years to deal with situations in which the statutory law
has led to results that the judges regarded as inappropriate. These include the eco-
nomic substance, business purpose, and step transaction doctrines. Although the
Service has been successful in convincing courts to apply these doctrines to trans-
actions that the Service regarded as abusive, one suspects that many transactions
have gone undetected. Although larg: corporations are audited on a regular basis,
ggurie&s&re tax strategies engaged in by smaller and mid-sized corporations may not

p up.
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The reason that corporate tax shelters have become more of an issue in recent
years has been their mass marketlnﬁ by the Big-6 accounting firms. The aggressive
tax strategies are more sophisticate tgan those that were marketed 20 years ago
they are pa more effectively, and they are marketed more extensively and
more aggressively. And corporations have been willing to engage in strategies that
years ago they might have been reluctant to consider. Why is this? In m&aexmri-
ence, there are pressures on both the sellers’ side and the buyers' side that have
encour: the proliferation of ssive tax strategies.

Let's look first at the sellers’ side. The laﬂe accounting firms are put pressure
on their partners to maximize revenues. The &attnem are being urged to sell blq
ticket items and not to rely on counseling clients on the tax consequences of norma
business transactions, for which they may only be able to bill at hourly rates. If they
can sell a client on a new tax saving idea, they can often bill for it based on a per-
centa.ﬁof tax savings, and I have seen some tax strategies for which accoun
firms have billed as much as 40% of the anticipated sa .

The internal pressure to generate profits is applied at the office and individual
partner level, and it can be seen in the reluctance of offices of accounting firms to
use people in other offices even when those people have needed rtise.?

The accoun firms have partners and emgloyees whose sole job is to dream up
new tax saving ideas and others whose sole job is to sell them. An article in Forbes
magazine (Luotea a Big-b6 partner as saying that his firm had an inventory of 1,000
“mass market tax sa ideas” and had recently hired 40 fessional salesmen”
to sell them.? Last year I was in the office of a Big-6 firm and overheard the person
in the next office on the telephone trying to convince a company to use her firm
for tax planning services. Her big pitch was that “we have a group of people in
Washington who do nothing but dream up tax savings ideas.”

What we are seeing now is that tax savings ideas are being marketed like tooth-
paste. They have become, and are commonly referred to as, “tax products,” and the
accounting firms are quite blatant about treating them as such. In fact, I remember
seeing a recruiting advertisement in a tax magazine a {ear or 80 ago in which a
ob at r:d Bcig;G firm was described as including the development and marketing of

products.”

When people are under this kind of preseure to produce and sell tax products,
they are inevitably going to come u th ideas that literally seem to work if one
reads them “once over lightly” but that arguably do not stand up under a rigorous
application of the “common law” tests of economic substance, business mse, and
step transaction. People who are under pressure to produce a certain n r of tax
saving ideas a month may not think them through carefully. Although all of the Big-
6 firms will tell you that they have rigorous internal review proo:jures. the fact of
the matter is that a number of schemes have emerged from the accounting firms
in recent years that never should have seen the light of day. The internal dynamics
are such that there is pressure to b an idea to market that has a potential for
generating big fees, and one suspects that it may be hard for people in the internal
review process to say “no.”

This raises issues of Professionalism that perhaps go beyond the scope of these
hearings but that are of concern to me. The accounting firms for years have acted
as professional advisors to their clients, and the clients have come to expect that
of them. If a firm presents a tax Pmduct to a company for which it expects to be
paid a fee based on a dperoent.age of expected tax sa , it is functioning as a com-
mission salesman and not as a professional advisor. A firm that presents a client
with a 20-page “osinion" that a tax product that it is se for a percentage of tax
savings works is deceiving the client and misrepresenting its role. The “opinion” is
not a professional opinion, it is a sales document. I have seen “opinions” of this sort
from Big-6 firms that failed to point out s cant weaknesses in the proposals.
The lack of professionalism continues after the product is sold. I have seen one in-
stance in which a Big-6 firm that sold a tax product to a client that clearly did not
work urged the client to vigorously defend the technigue when the Internal Revenue
Service challenged it on audit despite the fact that defending it would clearly have
been fruitless and by dolnfRs; the client might have lost the opportunity to trade
the issue in exchange for concessions on other issues. It is clear that the ac-

1 An extreme example of this is one case in which an out-of-state office of a Big-5 firm litigated
a New York State tax case in New York without consulting the New York office, one suspects
?ﬁumi:\l the ﬂid not mth to u‘llx‘:‘re gr%digbfo? %g fees with the New York office. (A reading of

e opinion cates e, a ba [

’{&gt Novack and LauraySaundera. ‘!'l'he Hustling of X-Rated Shelters,” Forbes, December
14, . -
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counting firm did so because it wanted to defend its own product and not because
it was acting in the client’s best interests.

There are also pressures on the buyers’ side that have made corporate tax man-

ers more willing to consider aggressive tax strategies than they were in %\e ast,

orporate tax managers are often urged to minimize their companies’ tax ens.
Taxes may be viewed by financial people as being like other costs of doing business
that can be reduced by sound management. The sellers of tax products are begin-
ning to realize that they ma{)be able to sell their wares to corporations not by:ap-
froaching the tax managers but by approaching the chief financial officer, who
hen put pressure on the tax people to go along. If the chief financial officer advises
the head of the tax department that the comgany‘s taxes are a higher percentage
of income than those of its competitors and that a number of its competitors have
adopted a particular tax strategy and wants to know why their company cannot be
equally creative, it takes a hardy tax manager to stand up to this kind of pressure,
ttom line, based on giving tax advice to large corporations every day, is that
there is a problem. Having said that, I do not have any easy solutions to offer to
you, and I would urge caution on both the Congress and the Treasury in how they
apfroach the corporate tax shelter phenomenon,
begin with two basic propositions: (1) there is nothir.g wrong with a corporation
structuring its operations so as to minimize its tax burden, and (2) taxpayers, in-
cluding corporations, should be entitled to rely on laws and regulations as written
without having to psychoanalyze the drafters to think of what they would have writ-
ten if they had been perceptive enough to anticipate modern-day transactions. Judge -
Learned Hand said over 66 years ago that “anyone may so arrange his affairs that
his taxes shall be as low as possible; he i{s not bound to choose that pattern which
will best pay the Treasury; there is not even a patriotic duty to increase one's
taxes.”® If this-were not so, I and my colleagues would be out of business. There
is nothing wrong, for example, with putting a foreign manufacturing operation in
a se&amta foreign subsidiary so as to defer .U.S. tax on the income. The fact that
the U.S. parent corporation would have been currently taxed by the United States
if it had conducted the operation in a foreign branch is immaterial. If the corpora-
tion in fact creates a foreign corporation to conduct a foreign manufacturing oper-
ation and the foreign corporation is a real entity with assets, employees, and oper-
ations, it should be respected as such, even if the decision to create it was tax moti-
vated. Similarly, if a corporation desiring to distribute assets to its shareholders
transfers them to a newly-formed subsidiary and distributes the stock of that sub-
sidiary to its shareholders in a manner that meets the requirements of section 366
of the Internal Revenue Code, the transaction should be treated as a tax-free spin-
off, even though, had the assets been distributed directly, both the corporation and
the shareholders would have been taxed.

There is8 much to be said for the proposition that a taxpayer should be allowed
to rely on the literal language of statutes and regulations. The tax laws are ex-
tremely complicated, and they have been so for as long as I can remember.¢ It is
hard enough to read and understand the laws and reg\[x‘igations as written. The prob-
lem of the tax practitioner and corporate tax manager is compounded if one cannot
assume that they mean what they m and that there are circumstances in which
literal compliance with their terms not be enough. We are, after all, a country
of laws and not people, and taxpayers, like other citizens, should be entitled to rely
on the laws as they appear in the law books. )

I do not urge that the economic substance, business purpose, and step transaction
doctrines be repealed, but only that they be applied cautiously. None of us are per-
fect, and the people who draft statutes and regulations will from time to time make
mistakes or will fail to anticipate transactions to which those laws and regulations
might be applied so as to produce results that, had they thought of them, they
would not have permitted. If that happens, arguai)ly the correct remedy is to cimnge
th: laiw :}'dmgu ation and not to penalize a taxpayer who thought that it meant
what it said, -

I am troubled by the idea that one can draft a generic definition of “tax shelter”
that will bring within its scope only the “bad” transactions and that will omit the
“good” ones. I have participated in bar association attempts to codify the economic
substance doctrine and to develop a definition of “tax shelter” and I am not sure
that it can be done. Every definition that I have seen has either failed to catch some
abusive tax strategies or has caught nonabusive strategies that should not have

3 Gregory v. Helvering, 69 F.2d 809, 810 (2d Cir. 1934), affd, 203 U.8. 465 (19356).
. ..¢I recently sent mmwu Roth and Moynihan eop{es of testimony that I presented to this
Committee on behalf of the New York State Bar Association Tax Section 24 o&e)an ago ursielsg
that the tax laws be sinuplified. It was reprinted in Tax Notes, February 21, 2000, at page 1163.
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been caught. Congress should not, for example, in an attempt to stop abusive trans-
actions enact rules that will impose tax penalties on ordinary everyday equipment
leasing transactions.

We should think long and hard about what aspects of the problem can be ad-
dressed by legislation, what as can be addressed by regulations and rulings
and what aspects should be addressed by the courts, In my view, the issue should
be addressed by all three branches of government and it shoild not be assumed that
all aspects of the situation should be addressed by legislation. I think, for example,
that it would be a mistake to try to codify the common law principles that the courts
have developed over many decades.

It is clear that corporate tax shelters will not be dlscoura?ed unless a meant
“downside” risk is created. If a corporate tax manager believes that the only risk
of engaging in an ag?:seive tax strategy is the later repayment of taxes that the
company would have had to pay if it had not enﬁa ed in the strategy and interest,
which representa the cost of the money of which it had the use, there will be no
disincentive to adopting the next “tax savings idea of the month” that is presented
bg' an accounting or investment banking firm. One possibility would be to increase
thel::vgls of existing penalties without trying to draft a generic definition of “tax
shelter.

Another approach would berto require increased disclosure and to heighten the
risk of an Internal Revenue Service audit. Last week, the Treasury Department re-
leased comprehensive proposed regulations reqﬁuimﬁng greater disclosure of aggres-
sive tax strate{les. These proposals will be care reviewed by responsible organi-
zations in the business community, including the erican Bar Association Section
of Taxation, the New York State Bar Association Tax Section, the American Insti-
tute of Certified Public Accountants, and the Tax Executives Institute, Inc. I can
tell you from personal experience that many aglgreasive strategies that were adopted
by corporations would not have been adopted if the disclosuie regime contemplated
by the&errroposala had been in place.

ng tax shelter promoters to provide the Internal Revenue Service with a
- list of taxpayers that have adopted particular types of tax strategies is an idea that
should be explored seriously. Imposing penalties on the sellers of tax products as
well as on the btlll{ers should also be examined. Here again, some caution is rec-
ommended. It would not be appropriate to require an accounting or law firm to dis-
close the name of every client that it advised that owning property might be more
tax-efficient than leasing it. Legitimate business transactions should not be brought
within the sweep of disclosure rules aimed at tax shelters, and the IRS should not
be inundated with useless information. I suspect that the Internal Revenue Service
and the Treasury Department already have the authority to reqbuire a sufficient de-
gm?2 of disclosure to enable them to enforce the laws effectively, but you should seri-
ously consider any proposals that they may advance or legislation that would in-
crease their ability to detect aggressive tax strategies.

Along the same lines, you should give them the tools, including personnel and
other resources, that they need to do their jobs in this area. Ultimately, no legisla-
tive or regulatory approach to corporate tax shelters will work unless the Internal
Revenue Service is given the resources that it needs to enforce them. It has been
politically g:gular in recent years to criticize the IRS, but the few instances of abuse
that have been publicized by this Committee and others should not obscure the fact
that the overwhelming majority of IRS employees are competent, dedicated, and
honest men and women who do their jobs conscientiously and who do not abuse
their public trust. Any failure to provide the Service with the resources that it needs
to administer the tax laws can only result in a lower audit rate and that encourages
taxpayers, individual as well as corporate, to take aggressive positions.

In conclusion, Mr. Chairman, let me say that in my view, and in the view of most
other responsible tax practitioners with whom I have discussed the matter, there
is a corporate tax shelter problem, and I am pleased that this Committee is holding
hearings on the subject. The problem should be addressed by all three branches of
government, and one should not assume that legislation is necessarily the way to
addn:ss all aspects of it. Congress should move cautiously in defining “bad” trans-
actions and it should encourage the Treasury to require increased disclosure of ag-

ive tax strategies. The Treasury should also be encouraged to regulate the con-
5uct of the promoters of tax shelters by tightening the standards reflected in Cir-
cular 230 and elsewhere. I will be happy to answer any questions that you and the
members of the Committee may have.

~
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PREPARED STATEMENT OF KENNETH J. KIES

I'm Ken Kies, Co-Mana Partner of the PricewaterhouseCoopers Was n
National Tax Services office. The question I have been asked to aﬁ;esa is whether
there is any demonstrated problem with “corporate tax shelters” that would require

aweeplmmlative action.

The ury Department and other proponents of so-called “corporate tax shel-
ter” legislation suggest that an alarming and historic erosion of the corporate in-
come tax base is underway. This assertion is totally without support. Referring to
my charts, you will note that, other than a-slight dip in 1999, corporate income tax
receipts have grown rapidly over the past decade. e the economy has grown by
47% since 1992, corporate income taxes have grown by 84%. In fact, over the past
five years, corporate income tax revenues have been at their highest level as a per-
cent of GDP than at any time since 1980.

Some have suggested that the slight decline in corporate income tax receipts in
1999 may be attributable to corporate tax shelters. There is no basis for this asser-
tion, modest drop is largely attributable to greater depreciation deductions
flowing from increased capital investment, and was actually projected by OMB at
the beginning of last year. Such a decline is hardly a first—in fact, there have been
t10561:15 :;(;ea since 1950 where corporate tax receipts have dropped from one year

e next,

The sole piece of statistical information Treasury has identified to support its view
is data concerning differences between taxable corporate income and book income,
or profits that corporations report to their shareholders. 'l‘reaa\.uz has taken the tax
returns of 811 corporations over the 1991-96 period and looked at the differences
between book and tax income as reported by these corporations. Specifically, Treas-
x?' looked at Schedule M of these corporate returns, where taxpayers provide de-
alls as to what accounts for the difference between book and tax income. Treasury’s
methodology raises a couple of interesting questions. First, what were the dif-
ferences listed by these taxpa&‘era? Treasury alone has access to this data, but it
has to date failed to identify these differences. It simply concludes that “corporate
tax shelters” are part of the story. Second, these differences were actually reported
and described by taxpayers on their M-1's, All of the companies studied were part
of the IRS Coordinated Exam Program. In these examinations, these differences are
among the first items examined by IRS auditors. In other words, there is nothing
secret about these differences are among the first items examined by IRS auditors.
In other words, there is nothing secret about these differences—Treasury and the
IRS know what they are.

While PricewaterhouseCoopers does not have access to the specific tax returns
studied by Treasury, we have analyzed differences between book and tax income,
and we can explain much of the difference in quantifiable terms that have nothing
to do with “corporate tax shelters.” Over the 1992-96 period, differences between
book and tax depreciation explain $19 billion to $28 billion of this difference, while
differences in the treatment of foreign earrﬁwx;ﬁi: account for $43 billion. Stock op-
tions also account for part of the difference. e it is difficult to estimate the mag-
nitude of the book-tax difference attributable to stock options, it is likely to be quite
large, given the dramatic run-up in the stock market which has taken place in re-
cent years. Thus, our study shows that differences between book and taxable income
really are attributable to such mundane activities as investing in new eqwuégment,
doing tli:\minetm in a global economy, and incentivizing employees with 8 com-

nsation.
peEﬂ'ecl:ive tax rates provide yet another measure that you can look to in consid-
ering whether there is any economic evidence of increasi‘;xg “corporate tax shelter”
activity. My firm has undertaken a study that found that effective tax rates have
been relatively constant over the fast ten years. A Treaag{ economist presented
a similar study last year and found a slight drop in the effective corporate tax rates
over the 1990-98 period. However, he found that this decline was largely unrelated
to corporate tax shelters. The Treasury economist concluded, “Rather than shelters,
it is the decline in comate losses that accounts for most of the decline in the aver-
age tax rate in the 1 A .

In assessing the need for legislative action in this area, it is also important to
note that two have happened since the Treasury’s initial proposals from Feb-
ruary 1999, First, the Treasury last week finally found time to im lement “corporate
tax shelter” reporting requirements that Congress enacted in 1997. Congress at that
time—three years ago—stated that this reporting would deter inappropriate trans-
actions, Second, the IRS over the past year has won an historic string of victories
in the courts in cases involviggegemeived “co‘:gorate tax shelters.” In these cases,
the government successfully economic substance and other common-law doc-
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trines to attack shelter-like transactions, These government wins have had a pro-
found effect on corporate taxpayers and their advisers and their willingness to even
entertain transactions that could be viewed as questionable,

Let me just close by saying that Treasury gecretary Summers’ recent assertion
that “corporate tax shelters” may be the most serious eomsllanca igssue threatening
our tax system today is unsustainable based on the facts. Ono need look no further
than the recently released GAO audit of the IRS to see real and serious compliance

roblems. That report revealed that the IRS fails to collect many tens of billions of
ollars each year where there is naguestion that taxes are in fact owed. If g)u look
at the charts, you'll see that the IRS had $231 billion in unpaid assessments in fis-
cal 1999, Of this amount, $127 billion was simply written off. These are real compli-
ance issues deserving of serious attention, as compared to the “corporate tax shel-
:fr" one, which makes for good headlines but which fails to withstand careful scru-
ny.
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L INTRODUCTION

PricewaterhouseCoopers appreciates the opportunity to submit this written testimony to the
Finance Committee. This testimony focuses on the issue of “corporate tax shelters,”
specifically on the question whether there is a problem with “corporate tax shelters” that
requires broad legislative action.

PricewaterhouseCoopers, the world’s largest professional services organization, provides a full
range of business advisory services to corporations and other clients, including audit,
accounting, aiid tax consulting. The firm, which has moré than'6,500 tax professionals in the
United States and Canada, works closely with thousands of corporate clients worldwide,
including most of the companies comprising the Fortune 500. These comments reflect the

_ collective experiences of many of our corporate clients.

We believe there is no demonstrated problem with “corporate tax shelters™ that would require
sweeping legislation. Economic data does not suggest any systemic erosion of the corporate
income tax base attributable to “corporate tax shelters.” Moreover, current-law administrative
tools, if used properly, are more than adequate to deter, detect and penalize abuses.

II.  “MOST SERIOUS COMPLIANCE ISSUE™?

Rhetoric in the “corporate tax shelter” debate has reached a fever pitch. Treasury Secretary
Summers on February 28 said “corporate tax shelters” may be the “most serious compliance
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issue threatening the American tax system today.” This characterization seems overblown,
especially in light of a new General Accounting Office (GAO) audit? of the IRS's 1999
financial statements that found that the IRS fails to collect tens of billions of dollars each year
from taxpayers where there is no question that taxes are in fact owed.

The GAO audit states that this failure by the IRS to pursue such cases could “adversely atfect
future compliance.”™ Specifically, the audit found that the IRS in fiscal 1999 had $231 billion
in unpaid assessments, of which $127 billion was simply written off. Of the amount not written
off, $56 billion was categorized as “uncollectible.” Until recently, this term typically was
reserved for cases where the taxpayer owing the outstanding taxes was experiencing financial
difficulties or other hardships that made collection highly unlikely. In fiscal 1999, however, the
definition of uncollectible taxes was broadened to include tax that could not be collected
because of increasing IRS workloads and judgments that resource constraints would not allow
the IRS to pursue actively the case. The GAO report notes that these cases were not pursued
even though information in the case files indicated that the taxpayer had financial resources
available to pay at least some of the amounts owed. Thus, taxpayers are escaping tens of
billions of dollars in taxes owed each year simply because the IRS does not have time to follow

up.

Furthermore, the IRS in its last study of the “tax gap” found that individual noncompliance
with the income tax cost the government more than $95 billion a year.* The tax gap is defined
as the difference between income taxes owed and those voluntarily paid. Key components of
the tax gap that were identified include unreported income by sole proprietors, overstated
deductions, and failures to file.

These facts illustrate that there are far larger tax administration problems facing the IRS than
any problems perceived to be posed by “corporate tax shelters.”

IIl. EROSION OF THE CORPORATE INCOME TAX BASE?

A key question in this debate is whether “corporate tax shelters” are eroding the corporate
income tax base. We see no credible evidence of such a phenomenon.

Since 1992, corporate federal income tax payments have grown by 84 percent, from $100.3
billion in fiscal 1992 to $184.7 billion in fiscal 1999.* By point of comparison, GDP has grew
by 47 percent over this period. Over the past six fiscal years, corporate income tax payments
have been at their highest levels of GDP since 1980. Moreover, corporate income taxes in

! “Tackling the Growth of Corporate Tax Shelters,” Remarks of Treasury Secretary Lawrence H. Summers before
the Federal Bar Association, February 28, 2000.

! Financial Audit: IRS' Fiscal Year 1999 Financial Statements (GAVAIMD-00-76, February 29, 2000).

‘Id, at 1S,

¢ Federal Tax Compliance Research, IRS Publication 1415 (4-96).

¥ Budget of the United States, Fiscal Year 2001: Historical Tables, Office of Management and Budget, February—
2000, at 27-28. :

¢Id, a1 31-32.
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fiscal 1999 stood at 10.1 percent of total federal receipts — higher than the average (9.7 percent)
for the 1981-99 period.’

Corporate Income Tax Receipts: 1981-1999

(Source: OMB)
[Fiscal Year | Receipts | % of Federal | % of GDP |
($ millions) Receipts
1981 61,137 10.2 2.0
1982 49,207 8.0 1.5
1983 37,022 6.2 1.1
1984 56,893 8.5 1.5
1985 61,331 84 1.5
1986 63.143 8.2 1.4
1987 83,926 98 1.8
1988 94,508 10.4 1.9
1989 103,291 10.4 1.9
1990 93,507 9.1 1.6
1991 98.086 93 1.7
1992 100,270 92 1.6
1993 117,520 10.2 1.8
1994 - 140,385 11.2 2.0
1995 157,004 | 11.6 2.1
1996 171,824 11.8 22
1997 182,293 11.5 22
1998 188,677 11.0 22
1999 184,680 10.1 2.0

Despite this high level of corporate income tax payments, some commentators have pointed to
a two-percent drop in corporate income tax receipts in fiscal 1999, as compared to the prior
year, as possibly indicating “corporate tax shelter” activity.® Possible explanations for this drop
include a reiative decline in taxable corporate income attributable to depreciation deductions
associated with higher levels of investment and increases in employee compensation.! The
Congressional Budget Office (CBO) in its January 2000 budget outlook noted depreciation as
among the factors putting downward pressure on corporate tax receipts.'® It also should be
noted that the slight falloff in corporate profits was not unforeseen ~ the Office of Management

?

1d, 2 29-30.
$ See, Martin A Sullivan, “Despite September Surge, Corporate Tax Receipts Fall Short,” 85 Tax Notes 565 (Nov.
1, 1999).
? See, New York Times, September 21, 1999, “When an Expense is Not an Expense.” This article points to rising
compensation paid in the form of stock options as a possible explanation. An increase in employee compensation
increases personal income tax (at the employee level) at the expense of corporate income tax, because employee
compensation generally is deductible in computing corporate income tax and includable in computing personal
income tax. .

¥ Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2001-2010, Janusry 2000, p. 60.
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and Budget (OMB) last year projected that corporate income tax payments would fall in FY
1999, before rising again in FY 2000." It also should be noted that the decline in corporate tax
receipts between fiscal years 1998 and 1999 was entirely due to an increase in refunds of taxes
overpaid in prior years - gross tax payments actually increased from $213 billion to $216
billion over this period. Since the Joint Committee on Taxation reviews all refund claims in
excess of $1 million, there is no reason to believe that the growth in tax refunds is due to
undetected or inappropriate transactions.

If unusually high levels of corporate tax shelter activity had been occurring over the last few
years, we would expect to see a drop in corporate tax liability relative to normative measures of
pre-tax corporate income. To test this hypothesis, PricewaterhouseCoopers has measured
corporate effective tax rates using data from the National Income and Product Accounts and
audited financial statements.'? We found no suspicious drop in tax liabilities relative to
corporate income; to the contrary, we found flat or rising corporate effective tax rates over the
last five years.

In a paper presented October 24, 1999, at the National Tax Association's 92% Annual
Conference on Taxation, a Treasury Department economist presented an independent study of
corporate average tax rates that specifically commented on the question whether there was any
evidence of a problem with “corporate tax shelters.” Using a different measure of corporate
profits than was used by PricewaterhouseCoopers, the Treasury economist found a slight drop
in the average corporate tax rate over the 1990-98 period. However, the economist found that
this decline was “largely unrelated to corporate tax shelters.” The economist concluded,
“Rather than shelters, it is the decline in corporate losses that accounts for most of the decline
in the average tax rate in the 1990s.”"

The Treasury Department has not presented any compelling evidence to support its contention
that “‘corporate tax shelters” are eroding the corporate income tax base. Rather, Treasury has
cited statements made Joseph Bankman of Stanford University that “corporate tax shelters” are
responsible for $10 billion in lost corporate income tax revenues each year. Bankman
essentially admits he has no data supporting his $10 billion figure in his Intemnet tax policy
chatroom,'* where he answers a question from a reader as to the references for his $10 billion
figure as follows: “The $10 billion figure that I am quoted on is obviously just an estimate.”
This unsubstantiated claim hardly represents the type of serious economic analysis that should
be undertaken before adopting sweeping tax policy changes of the scope envisioned by
Treasury.

" The Administration's FY 2000 budget projected that corporate income revenues would total $182.2 billion in
FY 1999, or $2.5 billion less than the amount actually paid.

11 See, Statement of PricewaterhouseCoopers 0 the Seaate Finance Committee for the Record of Its February 8,
2000 Hearing on the Administration's FY 2001 Budget.

¥ The explanation is that the recession in 1990 artificially boosted the measured average tax rate because
companies with losses had no income against which to apply tax credits, losses from prior years, and other tax
attributes. With the subsequent recovery, growing profits allowed for use of these tax attributes, which had the
effect of reducing the overall average tax rate.

" hitp//www.law.nyu.edwbankmanj/federalincometax
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IV. BOOK INCOME AND TAXABLE INCOME

Treasury officials also have cited as evidence of tax shelter activity the gap between corporate
income reported to shareholders (book income) and to the IRS on tax returns (taxable
income)."” This section describes the different concepts used to measure book and taxable
income, reviews Treasury's analysis, and presents some new data on book-tax differences.

A Background

Corporations with assets of $25,000 or more are required to reconcile book income to taxable
income on Schedule M-1 of the corporate tax return (Form 1120). The starting point for
Schedule M-1 is the taxpayer’s book income. As reported on financial statements, however,
book income may reflect a different group of legal entities than are included in the taxpayer's
return. This occurs as a result of difference in book and tax consolidation rules (the percentage
ownership threshold for tax consolidation generally is higher than for book consolidation).
Because it is not meaningful to compare income across different legal entity groups, companies
typically adjust the book income figure they report on Schedule M-1 to a tax consolidation
concept. :

Book income is reported net of federal and state income taxes, while taxable income is reported
before federal and after state income taxes. Consequently, to reconcile book and taxable
income, federal income tax expense must be added back to book income.

Differences in pre-tax book income and taxahle income can be classified as permanent or
temporary. Permanent differences are items of income or expense that are recognized under
one of these accounting systems and not the other, and do not reverse over time. Examples of
permanent differences include tax-exempt interest and nonqualified stock option expense
(which are included in book income but not taxable income) and non-deductible travel and
entertainment expenses (which are included in taxable income but not book income).

Temporary differences are items of income or expense that are recognized in different fiscal
years for tax and book purposes. The periods and methods of capital cost recovery (i.e.,
depreciation, amortization and depletion) generally differ between financial and tax accounting,
with typically faster cost recovery for tax purposes. Another important temporary difference is
Jforeign source income. Book income includes foreign source income net of foreign tax; by
contrast, the taxable income concept used by Treasury excludes income earned by foreign
affiliates from sources outside the United States unless this income is distributed to the U.S.
parent. The excess of book over taxable income arising from net foreign eamnings is a
temporary difference because it reverses when foreign earnings are distributed (causing an
increase in taxable but not book income).

¥ Statement of Jonathan Talisman, Acting Assistant Secretary for Tax Policy, U.S. Department of the Treasury,
Testimony Before the House Committee on Ways and Means Hearing on Corporate Tax Shelters, November 10,
1999.
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B. Treasury Analysis

Treasury analyzed Schedule M-1 data for 811 corporations, with mean asset size in excess of
$1 billion (in 1992 dollars), over the 1991-1996 period. Treasury compared adjusted pre-tax
book income (book income plus federal income taxes less tax-exempt interest as reported on
Schedule M-1) with taxable income (taxable income before net operating loss deduction and
special deductions) reported on corporate tax retumns as filed. Treasury found that in real terms,
taxable income for the 811 corporations roughly doubled between 1991 and 1996, but that book
income increased even faster. While acknowledging that“it is unclear how much of the
divergence between tax and book income reflects tax shelter activity,” Treasury nevertheless
views the“morc rapid growth of book than taxable income as evidence of a growing shelter
problem.

Treasury recognizes that book and taxable income can diverge for reasons that are unrelated to
tax shelters, including depreciation, foreign source income, and nonqualified stock options."
Howevet, Treasury only considers one of these factors =depreciation — and makes no attempt
to adjust for the other potential causes of book-tax differences. Treasury finds that book-tax
depreciation differences cannot explain the growth in the book-tax income gap over the 1991-
96 period, and suggests that growing tax shelter activity is a likely explanation.

In summary, Treasury finds that adjusted pre-tax book income has grown more rapidly than
taxable income for a sample of corporations over the 1991-1996 period, and that this difference
cannot be attributed to book-tax depreciation differences. Although Treasury recognizes that
book and taxable income can diverge for many differences unrelated to tax shelter activity, its
testimony nevertheless concludes that “the data are clearly consistent with other evidence that
the problem [tax shelter activity] is significant.”

C. PricewaterhouseCoopers Analysis

This section extends Treasury’s analysis in several ways: (1) data is collected for all public
companies (not just the 811 corporations analyzed by Treasury); (2) book-tax depreciation
differences are calculated from several sources back to 1985; (3) the foreign component of book
income is calculated back to 1984; and (4) the available data on stock option awards is
reviewed.

-.L Depreciation

Figure 1a shows the excess of tax depreciation over book depreciation. Tax depreciation is
based on published IRS data on corporate income tax returns, while book depreciation is
calculated based on the Standard and Poors Compustat datahase, which excludes privately held
companies. The excess of tax over book depreciation is likely overstated because the book

* See, fn. 15 at 5.
" [big.
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depreciation measure excludes privately held companies.' As shown in Figure 2a, the tax-
book depreciation gap increased afier 1992, mirroring the rise in the book-tax income
difference over this period. Thus, these data suggest that the growing tax-book depreciation

gap is part of the explanation for the book-tax income difference."

This analysis can, of course, be criticized because the measure of book depreciation excludes
privately held companies. One solution to this data limitation is to use the Capital
Consumption Allowance (CCA) adjustment estimated by the Bureau of Economic Analysis
(BEA). The CCA adjustment represents the excess of tax depreciation over BEA's definition
of economic depreciation for all U.S. corporations.® The CCA adjustment likely understates
the actual tax-book depreciation difference because economic depreciation is based on
replacement cost accounting, while historic cost accounting is required for financial reporting.
Figure 1b shows the CCA adjustment. These data suggest that the growing tax-book
depreciation gap is part of the explanation for the book-tax income difference after 1992.

In summary, we find that both measures of the corporate tax-book depreciation gap — one based
on Compustat data and the other based on the CCA adjustment — indicate that the tax-book
depreciation gap increased over the 1992-96 period (by between $19 billion and $28 billion).
This difference thus helps explain the faster growth of book income than taxable income over
this period.”

2 Foreign source income

Figure 2 isolates the foreign component of book income over the 1984-1996 period based on
Compustat data. To the extent this foreign income is not distributed to U.S. shareholders, it
results in a book-tax difference. Foreign source income in 1992 was $47 billion according to
financial statement data, which compares closely with Treasury data indicating after-tax foreign
camings and profits were $51 billion in 1992, of which $41 billion was distributed.? Thus,
undistributed foreign eamings contributed about $10 billion ($51 billion minus $41 billion) to
the book-tax income difference in 1992.

By 1996, foreign source book income had increased to $106 billion, from $47 billion in 1992,
Treasury has not published data on the distribution rate of foreign eamings and profits in 1996.
However, it is likely that the distribution rate is closer to the 41 percent level recorded in 1984
and 1986, than the 81 percent rate in 1992 — a year with heavy foreign losses. 2 If the

'* The domestic share of book depreciation was estimated by muhtiplying total depreciation by the ratio of U.S. to
' This conclusion is sensitive to the portion of corporate book depreciation that is not covered by the Compustat
data. Depending on how large 8 gross-up is necessary to account for privately held companies, the tax-book
depreciation gap could have a different pattern over the 1992-1996 period.

¥ CCA measured on & GDP basis is used in this analysis — domestic plant and equipment are included and foreign
plant and equipment are excluded.

1 The excess of tax over book depreciation increased by $27.6 billion (from $134 billion to $161 billion) over the
1992-1996 period, and the CCA adjustment increased by $19 billion (from $3 billion 1o $22 billion).

2 Hines, James R., Jr., “The Case Against Deferral: A Deferential Reconsideration,” May 1999, Table 1.

D Ibid. (cited as source for data). ‘
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distribution rate of foreign income is estimated at 50 percent in 1996, this would imply
undistributed foreign earnings contributed $53 billion (50 percent of $106 billion) of the book-
tax income difference in 1996. Thus, the growth in foreign income between 1992 and 1996
reasonably can explain $43 billion ($53 billion of undistributed foreign income in 1996 less
$10 billion in 1992) of the growth in the excess of book over taxable income during this

pcriod.“
3. Stock options

Figure 3 shows that the value of all unexercised in-the-money stock options owned by top
executives at Forbes 800 companies increased from $2.4 billion in 1994 to $10.6 billion in
1998. The growth in the value of stock option grants is in part due to a rise in the overall level
of the stock market and in part due to an increase in share awards. Figure 4 shows that shares
authorized for stock option plans increased from 6.9 percent of all shares outstanding in 1989 to
13.2 percent in 1997.

The overwhelming majority of stock option awards are nonqualified stock options (NSOs).
Because NSOs generally are not treated as an expense for iinancial reporting purposes, the
exercise of NSOs by employees gives rise to a permanent book-tax difference. The rapid
growth in NSOs clearly has contributed to the growing book-tax income gap, although it is
difficult to estimate the magnitude of the effect. Any reduction in the corporate tax base due to
NSOs, however, is offset by an increase in the individual income tax base (because the gain on
exercise is deducted by the employer and included by the employee).

D. Conclusion

While corporations’ taxable and book income have both increased at an extraordinarily rapid
rate since 1991, Treasury has expressed concern that book income has grown more rapidly than
taxable income over this period. As Treasury itself acknowledges, book-tax income differences
can arise for many reasons unrelated to tax shelter activities, including foreign source income,
depreciation. and stock options. While it is difficult to allocate book-taxable income
differences among each of these factors, we find evidence that they account for much of the
difference. This new data cast doubt on Treasury's conclusion that recent trends in book-tax
income differences are evidence of increasing *‘corporate tax shelter” activity.

V. ARE CURRENT-LAW IRS TOOLS SUFFICIENT?

Another key question in this debate is whether tools currently available to the IRS are sufficient
to enforce compliance with the corporate income tax. Proponents of sweeping new legislation
to address “corporate tax shelters” are quick to dismiss the formidable array of tools the
government now has to deter, detect, and attack transactions considered as abusive. In our
view, these tools are more than sufficient.

3 A more precise estimate would require grossing up book income, depreciation, and foreign source book income
to take into account privately held companies.
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A. Reporting and disclosure requirements

The Treasury Department recently has taken steps to expand reporting and disclosure of shelter-
like transactions. On February 28, Treasury issued regulations activating the rules that had
been enacted by Congress in 1997 requiring promoters to register certain “corporate tax
shelters” with the IRS.” Treasury also issued regulations requiring corporations to disclose
shelter-like transactions,™ and expanding rules requiring organizers of “potentially abusive tax
shelters” to maintain lists of investors in such arrangements.”’

These recent actions taken by Treasury further reinforce the point that the government can

address perceived problems with respect to “corporate tax shelters” without additional

legislation. In enacting the “corporate tax shelter” registration requirements three years ago,
Congress stated that this reporting would “improve compliance by discouraging taxpayers from
entering into questionable transactions.”™ Now that these reporting requirements finally have

been implemented by Treasury, Congress will have an opportunity to assess their impact and ~
determine whether they have been effective. Further action should not be taken, particularly

action that would create vague standards and broad new powers, until the efficacy of the

existing legislative rules can be evaluated. '

B. Use of “common-law” doctrines

Pursuant to several “common-law” tax doctrines, Treasury and the IRS can challenge a
taxpayer’s treatment of a transaction if they belicve the treatment is inconsistent with statutory
rules and the underlying Congressional intent. For example, these doctrines may be invoked
where the IRS believes that (1) the taxpayer has sought to circumvent statutory requirements by
casting the transaction in a form designed to disguise its substance, (2) the taxpayer has divided
the transaction into separate steps that have little or no independent life or rationale, (3) the
taxpayer has engaged in *“trafficking” in tax attributes, or (4) the taxpayer improperly has
accelerated deductions or deferred income recognition.

The common-law doctrines — known as the business purpose doctrine, the substance over form
doctrine, the step transaction doctrine, and the sham transaction and economic substance
doctrine - give the IRS considerable leeway to recast transactions based on economic
substance, to treat apparently separate steps as one transaction, and to disregard transactions
that lack business purpose. Recent applicaticus of those doctrines have demonstrated their
effectiveness and cast doubt on Treasury’s asserted need for additional tools.

The, recent decisions in ACM v. Commissioner” and ings v

illustrate the continuing force of these long-standing judicial doctrines. In ACM, the Third

TD 8876.

*TD 8877.

7 TD 887S.

* General Explanation of Tax Legislation Enacted in 1997, Staff of the Joint Committee on Taxation, December
17, 1997 (JCS 23-97).

157 F.3d 231 (3d Cir. 1998). See also Sabs Partnership, T.C.M. 1999-359 (10/27/99).
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Circuit, affirming the Tax Court, relied on the sham transaction and economic substance
doctrines to disallow losses generated by a partnership's purchase and resale of notes. The Tax
Court similarly invoked those doctrines in ASA Investerings to disallow losses on the purchase
and resale of private placement notes. Both cases involved complex, highly sophisticated
transactions, yet the IRS successfully used common-law principles to prevent the taxpayers
from realizing tax benefits from the transactions.

More recent examples of use of common-law doctrines by the IRS are the Tax Court’s

decisions in United Parcel Service v. Commissioner” (8/9/99), Compag Computer Corp. v.
Commissioner” (9/21/99), and Winn-Dixie v. Commissioner” (10/19/99). In United Parcel
Service, the court agreed with the IRS’s position that the arrangement at issue — involving the
taxpayer, a third-party U.S. insurance company acting as an intermediary, and an offshore
company acting as a reinsurer — lacked business purpose and economic substance. In Compag,
the court agreed with the IRS’s contention that the taxpayer's purchase and resale of certain
financial instruments lacked economic substance and imposed accuracy-related penalties under
section 6662(a). In Winn-Dixie, the court held that an employer’s leveraged corporate-owned
life insurance program lacked business purpose and economic substance.

This recent line of cases and the IRS's increasingly successful use of common-law doctrines in
these cases argue against any need for expanding the IRS's tools at this time or (as the Treasury
Department has suggested) for codifying the doctrines.

C. Threat of penalties

As an initial matter, the Tax Code includes significant disincentives to engage in potentially
abusive behavior. Present law imposes 20-percent accuracy-related penalties under section
6662 in the case of negligence, substantial understatements of tax liability, and certain other
cases. In considering a proposed transaction that may turn on a debatable reading of the tax
law, a corporate tax executive must weigh the potential for imposition of these penalties, which
could have a negative impact on sharcholder value and on the corporation.

Furthermore, it should be noted that Congress, in the 1997 Taxpayer Relief Act, strengthened
the substantial understatement penalty as it applies to “tax shelters.” Under this change, which
was supported and encouraged by the Treasury Department, an entity, plan, or arrangement is
treated as a tax shelter if it has tax avoidance or evasion as just one of its significant purposes.”*
These changes have made it even more important for chief tax executives to weigh carefuily the
risks of penalties and even more difficult to determine which transactions might trigger
penalties. At this time, there is no demonstrated justification for making these penalties even

harsher.

» T.C.M. 1998-305.

Y T.C.M. 1999-268.

7 113.T.C. No. 7.

" 113. T.C. No. 21,

M Section 6662(dX2)XCXiii). Prior law defined tax shelter activity as an entity, plan, or arrangement only if it had
tax avoidance or evasion as the principal purpose.
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D. Anti-abuse rules

The Code includes numerous provisions that arm Treasury and the IRS with broad authority to
prevent tax avoidance, to reallocate income and deductions, to deny tax benefits, and to ensure
taxpayers clearly report incorne.'

These rules long have provided powerful ammunition for challenging tax avoidance
transactions. For example, section 482 authorizes the IRS to reallocate income, deductions,
credits, or allowances between controlled taxpayers to prevent evasion of taxes or to clearly
reflect income. While much attention has been focused in recent years on the spplication of
section 482 in the inteational context, section 482 also applies bioadly in purely domestic
situations. Further, the IRS also has the authority to disregard a taxpayer's method of
accounting if it does not clearly reflect income under section 446(b).

In the partnership context, the IRS has issued regulations under subchapter K aimed at
arrangements the IRS considers as abusive.” The IRS states that these rules authorize it to
disregard the existence of a partnership, to adjust a partnership’s methods of accounting, to
reallocate items of income, gain, loss, deduction, or credit, or otherwise to adjust a
partnership’s or partner’s tax treatment in situations where a transaction meets the literal
requirements of a statutory or regulatory provision, but where the IRS believes the results are
inconsistent with the intent of the Code’s partnership tax rules.

The IRS also has issued a series of far-reaching anti-abuse rules under its legislative grant of
regulatory authority in the consolidated retun area. For example, under Treas. Reg.

Sec. 1.1502-20, a parent corporation is severely limited in its ability to deduct any loss on the
sale of a consolidated subsidiary’s stock. The consolidated return investment basis adjustment
rules also contain an anti-avoidance rule.* The rule provides that the IRS may make
adjustments “as necessary” if a person acts with “a principal purpose” of avoiding the
requirements of the consolidated return rules. The consolidated retum rules feature several
other anti-abuse rules as well.”

E. Treasury action

Treasury on numerous occasions has issued IRS Notices stating an intention to publish
regulations that would preclude favorable tax treatment for certain transactions. Thus, a Notice
allows the government (assuming that the particular action is within Treasury’s rulemaking
authority) to move quickly, without having to await development of the regulations themselves
~ often a time-consuming process — that provide more detailed rules concerning a particular

transaction.

 Treas. Reg. § 1.701-2.

» Treas. Reg. § 1.1502-32(¢).

" See, e.g., Treas. Reg. § 1.1502-13(h) (anti-avoidance rules with respect to the intercompany transaction
provisions) and Treas. Reg. § 1.1502-17(c) (anti-avoidance rules with respect to the consolidated return

accounting methods).
11
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Examples of the use of this authority include Notice 97-21, in which the IRS addressed
multiple-party financing transactions that used a special type of preferred stock; Notice 95-53,
in which the IRS addressed the tax consequences of “lease strip” or “stripping transactions"”
separating income from deductions; and Notices 94-46 and 94-93, addressing so-called
“corporate inversion” transactions viewed as avoiding the 1986 Act's repeal of the General
Utilities doctrine.**

Moreover, section 7805(b) of the Code expressly gives the IRS authority to issue regulations
that have retroactive effect “to prevent abuse.” Although many Notices have set the date of
Notice issuance as the effective date for forthcoming regulations,” Treasury has used its
authority to announce regulations that would be effective for periods prior to the date the Notice
was issued.® Altematively, Treasury in Notices has announced that it will rely on existing law
to challenge abusive transactions that already have occurred." -

F. Targeted legislation

To the extent that Treasury and the IRS may lack rulemaking or administrative authority to
challenge a particular type of transaction, one other highly effective avenue remains open ~ that
is, enactment of legislation. In this regard, over the past 30 years dozens upon dozens of
changes to the tax code have been enacted to address perceived abuses. For example, Congress
last year enacted legislation (H.R. 435) addressing “basis-shifting™ transactions involving
transfers of assets subject to liabilities under section 357(c).

These targeted legislative changes often have immediate, or even retroactive, application. The
section 357(c) provision, for example, was made effective for transfers on or after October 19,
1998 - the date House Ways and Means Committee Chairman Bill Archer introduced the
proposal in the form of legislation. Chairman Archer took this action, in part, to stop these
transactions carlier than would have been accomplished under the effective date originally
proposed by Treasury (the date of enactment).

G. IRS National Office Activities Regarding “Corporate Tax Shelters”

The question whether broad legislative action regarding “‘corporate tax shelters” is warranted at
this time should be considered in view of current administrative initiatives now being
undertaken at the IRS. Larry Langdon, Commissioner of the IRS's new Large and Mid-Size
Business Division, has announced that the IRS is establishing a special office to coordinate IRS
efforts to address corporate tax shelter issues.”” The new office will allow for quick

* The General Utilities doctrine genenally provided for nonrecognition of gain or loss on a corporation’s
distribution of property to its shareholders with respect to their stock. See, General Utils, & Operating Co. v,
Helvering 296 U.S. 200 (1935). The General Utilities doctrine was repealed in 1986 out of concem that the
doctrine tended to undermine the application of the corporate-level income tax. H.R. Rep. No. 426, 99* Cong., 1*
Sess. 282 (1985).

P See, e.g., Notice 95-53, 1995-2 CB 334, and Notice 89-37, 1989-1 CB 679.

® See, e.g., Notice 97-21, 1997-1 CB 407.

4 Notice 96-39, I.R.B. 1996-32.

“ BNA Daily Tax Report, January 18, 2000, G4.

12
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communication between IRS examiners, the IRS Chief Counsel, and the Treasury Department
in identifying and addressing abuses. These IRS efforts will serve as a strong deterrent to
abusive transactions and further call into question the need for legislative action at this time.

V. CONCLUSION

Congress should reject the broad legislative proposals regarding *‘corporate tax shelters” that
have been advanced by the Treasury Department and others. The economic data indicate no
need for these radical changes. Further, the proposals that have been advanced to date are
completely unnecessary in light of the array of legislative, regulatory, administrative, and
judicial tools available to curtail perccived abuses. Finally, these proposals would create an
unacceptably high level of uncertainty and burdens for corporate tax officials while potentially
imposing penalties on legitimate transactions undertaken in the ordinary course of business.

~N
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Figure 1a: Excess of Tax over Book Depreciation,
1985-1996
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Excess of Tax over Book Depreciation = Tax Deprecistion & Amortization (Tax Returns)
- Book Deprecistion & Amortization (Income Statement)
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l Intemal Revenue Services, Statistics of Income;
2, Standard and Poors, Compustat, January 2000 and carlier years release.
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Figure 1b: Excess of Tax over Econemic Depreeation,
T ~1983-1996
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Year

Excess of Tax over Book Depreciation = Capital Consumption Adjustment for Coprorats Profits (NIPA)
Corporstions excluding S Corporations
Source: U.S. Commerce Dept., Buresu of Ecopomic Analysis, Survey of Current Business, February 2000.
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Figure 2: Corporate Book Income (Fore'gn Source)
1984-1996
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Corporations excluding S Corporations, RICs, REITs, and Foreign Corporations
Source: Standard and Poors, Compustat, January 2000 and carlier years release.
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Figure 3
Values of Forbes 800 Executives' Unexercised, but in-the-Money
Stock Options ($Billions)
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Figure 4
Shares Authorized for Management and Employee Stock Option-
Plans as Percent of Shares Outstanding*
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Source: Pearl Meyer & Partaers, Inc.; Forbes
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PREPARED STATEMENT OF Davm A. LIFS8ON

My name is David Lifson, and I chair the Tax Executive Committee of the Amer-
ican Institute of Certified lic Accountants (AICPA). The AICPA is the national

rofessional association for CPAs, and our more than 330,000 members are from
g.rm.s of all sizes, from businesses, education, and government. Our members work
regularly with the tax laws you write, and we have a strong interest in making the
tax law fair, simple, and administrable.

I am pleased to submit our comments on the broad topic of penalties and interest
within Internal Revenue Code, including provisions relating to corporate tax
shelters which seem to have captured the attention of over the past year. We
share the objective of Congress, the Administration, and others of taining and
improving compliance with our tax system, and strongly support measures to curtail
abuses. In the corporate tax shelter area, we hope you will agree, however, that any
ne\: legislation muat:xt;e careﬁxllneqy Jimocused t:o as not tga burdraxlxn:gyrmal mpt:amcgoni;
and more average ayers. ments on eve , O ers to,
effect, audit themselves, disclose issues, and be subjl%t tg severe penaltiesyand inter-
est could potentially undermine reapect for our self-assessment system of taxation
just as much as unpunished abusive behavior by a few corporate taxpayers. These
are areas of delicate balancing.

CORPORATE TAX SHELTERS

The AICPA, along with Congress, the Treasury, and many others in this room
have been wor or over a year to develop an approach to corporate tax shelters
that will curtail abusive transactions while not unduly burdening normal business
activities of more average taxpayers. Qur recommendations as approved recently by
the Tax Executive Committee are attached as Appendix 1. We are all concerned
about the misuse of our tax system, but we at the AICPA are also concerned that
legislation not be so overly broad, vague, and punitive as to have a chilling effect
on legitimate tax pl . Taxpayers should be entitled to structure their trans-
actions in a way that results in the minimum tax burden, consistent with the spirit
(as well as the letter) of the tax law. Taxpayers should be able to plan with con-
fidence and to feel that they are being treated fairly under our highly complex tax
system. We think our recommendations meet these objectives.

In addressing corporate tax shelters legislatively, we encourage you to keep in
mind that the system must work efficiently, so that taxpayers and practitioners can
understand and the Internal Revenue Service can enforce the rules. The tax system
works through compliance and enforcement, based on broad powers that Congress
has already given the IRS to curb abuses. Not every perceived abuse requires new
legislation with its concomitant new regulations, rulings, and litigation. Indeed, the
?ovemment has prevailed in several very recent cases based on present law
Comgaq}?om uter Cow. 113 TC No. 17 (September 21, 1999); IES Industries, Inc.
v. U.S., No. C97-206 (N.D. Towa Sept. 22, 1999); Winn-Dixie Stores, Inc., 113 TC
No. 21 (October 19, 1999); and Saba Partnership, Brunswick Corporation, Tax Mat-
ters Partner, T Memo 1999-359 (October 27, 1999)), following the recent decisions
in ACM Partnership v. Commissioner (167 F2d 231 (3d Cir. 1998, affg. in part T.C.
Memo. 1997-1165)) and ASA Investerings Partnership (1998-305 M, affd 201
F.3d 505 (2/1/00)).

We are also pleased with the recent announcement that the IRS has formed a new
Office of Tax Sglelter Analysis to develop ways to identify and address corporate tax
shelter issues. The Treasury Department and IRS have also recently issued tem-
porary and pro corporate tax shelter registration and disclosure regulations
that we hope will help in this effort. Much of the problem in the corporate tax shel-
ter area has been the failure to enforce existing rules rather than the need for new
rules. As the government becomes more successful in identifying and g_rosecuting
tax shelter cases, taxpayers and shelter promoters will tend to lose their appetites
for abusive transactions.

This statement supﬁlements and refines comments on corporate tax shelters that
we presented to the House Ways and Means Committee last fall, a copy of which
is attached as Appendix 2, and testimony on the corporate tax shelter provisions in
President’s budget proposals that we presented to the Senate Finance Committee

last spring.
Disclosure of Corporate Transactions

We have strongly supported an effective disclosure mechanism to advise the gov-
ernment of corporate transactions that warrant review, and have encouraged the
IRS to use its existing authority to curtail abuses. Less than two weeks ago, the
Treasury Department issued extensive temporary and proposed regulations con-
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taining corporate tax shelter disclosufe requirements for taxpayers and advisers. We
commend Treasury for this initiaﬁr:g and for the genera’ily positive approach
taken by the new regulations. After we have had an opportuni%sto review and
study the regulations in detail, we will submit comments to the . Because the
new regulations reflect a comprehensive effort by Treasury to deal with this critical
aspect of potentially abusive actions, we would suggest that the need for addi-
tional disclosure legislation has been removed, perhaps &ermanently but at least
until everyone has a better understan of the effect of these regulations.

We do eve that disclosure should considered in relation to penalties and
discuss this issue in the “Corporate Tax Shelter Penalties” below.

Identifying Potentially Abusive Transactions

In focusing on the target of abusive corporate tax shelters and trying to avoid bur-
dening other transactions, we believe there is substantial merit in the approach of
develgrmgairlal objective “indicators” of transaction criteria which call ¥or special
attention from the Service. For example, we support indicators based on tax indem-
nity or eontingepc&ee arrangements, confidentiality requirements, and the involve-
ment of a “tax indifferent party.” We suggested the use of a neutral term, “report-
able transactions,” to characterize those transactions that would be required to meet
additional reporting and disclosure requirements (and are pleased to note that
Treasury has used this term in its new regulations.) We have recommended that
taxpayers disclose with the return and that early disclosure be limited to third ar?

romoters, organizers and advisors. We are pleased that Treasury seems to be gea -
nax in this direction which we think will reduce IRS and taxpayer burdens from
multiple on the same transactions. We have also recommended the use of a
dollar de minimis rule to focus on larger transactions and are pleased to see Treas-
moving in this direction in the regulations.
owever, we believe that some suggested indicators would sweep in many ordi-
nary business transactions or impose a broad “pre-tax profits” test on transactions
which are not easily analyzed on this basis. Congress must guard against over-
reaching in this area if the disclosure regime is to be effective in identi trouble-
some transactions and avoid massive “over-reporting.” Further, careful consider-
ation must be given to the proper relationship between the disclosure requirements
and the penalty provisions. In our view, neither the Joint Committee recommenda-
tions nor Treasury’s FY 2001 budget proposals have found that balance.

Disclosure requirements: The indicators recommended by the JCT include trans-
actions causing permanent book/tax differences and those failing a pre-tax profits
test. We are concerned that the book/tax indicator would include many no com-
mercial transactions such as key-man insurance, purchased intangibles, and the use
of stock options as employee compensation. To narrow this indicator to those dif-
ferences most likely to be relevant, we recommend that it be revised to include onl
those transactions the Treasury Department identifies in regulations as requiri
special disclosure. This approach would permit the government, with public com-
ment and input, to target the troublesome transactions while excluding more benign
differences such as acquisition of intangibles (goodwill), tax credits (such as the re-
search credit and section 29 credits), incentive stock options, and capital gains and
losses—all of which create book-tax differences, but do not, per se, lead to the view
that an abusive transaction has occurred.

Similarly, the broad aﬂ)lication of a “pre-tax profits” test will cause many ordi-
nary transactions to be classified as “tax shelters.” For example, many incentives
Congress enacted to encourage taxpayers to undertake transactions t are not
susceptible to this bottom-line analysis, like the research credit or even charitable
contributions, would have to be reported or specifically excluded from this test in
legislation. It would be impossible to compare the t‘ﬁvre-t.ax profits with expected tax
benefits in many ordinary transactions because the economic return is unknown,
such as stock purchased on margin or real estate purchased with non-recourse debt.
Other normal business transactions, such as leasing, financing or advertising, are
not susceptible to an analysis which requires a determination of the expecgﬁ pre-
tax return from the transaction. These examples cause us to conclude that if this
approach _is followed, exceptions must be legislatively provided for transactions in

se categories.

In considering the relationship between the penalty standard and the disclosure

rovisions, we are particularly concerned that the five tax shelter indicators in the
goint Committee staff recommendations would automatically deem a transaction to
constitute a tax shelter (defined under current law as having “a significant purpose”
of avoiding or evading Federal income tax) for penalty purposes. Defining a cor-
porate tax shelter by reference to having “a significant purpose” of tax avoidance
or evasion has not proved helpful in determining the proper target under current
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law. Worse, the Joint Committee staff recommendation puts corporate taxpayers in
a double ieopardy. by proposing the indicators be in addition to the “significant pur-
pose” test rather than a substitute for it. Thus, if a transaction does not fall wi
one of these indicators, the IRS could still arfue that a significant purpose of the
transaction is the prohfbited avoidance or evasion, and subject the taxpayer to addi-
tional disclosure requirements and higher penalties. In short, from the government's
rerapective, it's “Heads, I win; tails, you (may well) lose.” This poorl %:ﬁned, sub-
ecltiive IRS discretion is inconsistent with effective tax planning and is not good tax
poiicy.

We recommend consideration be given to an alternative standard to replace the
“significant purpose” test of present law, and that is to focus on transactfons that
“would not have been entered into but for the tax benefits”-for both disclosure and
penalty purposes. This tests for business purpose and economic substance at the
same time and is more in keeping with other precedents in the Code.

If Congress determines to retain the “si canflrurpose" test of current law, then
the potential overreaching of that definition should be addressed by expressly ex-
clu those transactions that are not tax shelters. Under this approach, exceptions
from disclosure and penalty provisions would be provided for a transaction which
was undertaken for reasons germane to the conduct of the corporation’s business,
expected to produce a pre-tax return that is reasonable in relation to the costs in-
curred, or reasonably consistent with the legislative purpose for which the tax provi-
sion was enacted. -

Finally, there should also be a de minimis level below which transactions do not
need to meet additional disclosure requirements or be subject to extraordinary pen-
alties. The level should be set high enough to avoid high volumes of unnecessa
filings. We support a reporting level based on $10 million in tax savings or $1 mﬁy
lion in fees or commissions (per reportable transaction, regardless of time frame).
This will also avoid application of this regime to smaller taxpayers and less-sophisti-
cated practitioners.

Economic Substance Tests: The Treasury budget proposals and the Joint Com-
mittee on Taxation recommendations both incorporate, albeit differently, an eco-
nomic substance test: that is, the transaction’s pre-tax profits must be significant
relative to the expected tax benefits. The JCT uses the test as an indicator for dis-
closure and penalty purposes; Treasury would use this test to directly subject trans-
actions to penalty under the substantial understatement })enalty, as well as codi-
fying the test to deny tax benefits from transactions that fail it (a so-called “super
269 approach). As noted earlier, we are concerned that the broad application of a
pre-tax profits test is overly inclusive of normal business transactions for both dis-
closure and penalty urp:ses. Hence we suggested alternative approaches discussed
above (that is, use of a “but for the tax benefit” test or groviding exceptions for nor-
mal business and Congressionally intended transactions).

In addition, we strong'}‘»;eand specifically reject enactment of a new “super 269"
as has been included in Treasury's budget proposals as well as some Congressional
bills (including, most recently, Senator Bob Graham'’s (D-F1) proposed amendment
to the education savings bill). These proposals would impose a new Section 269 re-
gime, over and above currunt law requirements, would deny deductions, losses, or
credits unless a complex analysis demonstrates an appropriate level of pre-tax prof-
it. This approach, combined with a presumption of non-economic purpose, is overly
broad in targeting abuses, and would adversely affect many normal business trans-
actions at a minimum by injecting a high level of uncertainty and requiring docu- 5
mentation of an analysis for tax purposes that has no other meaning or business
purpose. Treasury’s statement that their proposal would not affect legitimate busi-
ness transactions is simply not supportable.

Corporate Tax Shelter Penalties

Our earlier testimony tied the disclosure requirements to tax shelter penalty pro-
_visions, recommending that taxpayers be able to reduce or eliminate understate-
ment penalties if they disclose transactions that have indications of possibly abusive
shelteruels. We believe that the “reportable transactions” regime for disclosure could
be carried over into the substantive penalty area under Section 6662(d) 1. Under our
proposal, if a reportable transaction is disclosed, the penalty rate would be less, and
possibly eliminated, depending on the level of support for the position taken. For
reportable transactions that are-disclosed but that lack substantial authority and

!In short, our recommendation is not intended to layer another regime for “reportable trans-
actions” on top of those in current law, but to stimulate consideration of a means to restructure
and simplify substantial understatement penalty for certain transactions, and to better co-
ordinate those with the disclosure requirements.
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lack a sound opinion conclu “more likely ‘than not* on the merits, the 20% pen-
alty of current law should apply. A somewhat higher l'I)enal(:y would be appropriate
for reportable transactions t are not disclosed. However, where the requisite
standard is met and disclosure has been made, there should be no penalty.

We note that some proposals offered would apply to individual taxsayers. We sug-
gest t:h::x;:y !l:ier nalti;a and dMed tgsutx: mquimmmentsifshoul appl;lrﬂ;o ag):—

ra rs , and expan other ers, if necessary, o r
m?‘e reportabl);;t:almalctifqn regitrnte is well ex:.t.ablished. yw id venal 4

garding evel of support required for a yer to avo , we do not
aungort the Joint Committee staffs proposed 75% likelihood etang;‘d fg abatement
of their proposed enhanced penalty on actions falling within an indicator. The
current more-likely-than-not standard is comprehensible in application where the
practitioner and taxpayer have to determine that they have Sxe preponderance of
authority. Even this is not easty in situations where little guidance or case law ex-
ists. Determining the de, of certainty to a specific percen is virtually impos-
sible, and will be difficult for the IRS and courts to apply. A 75% standard would
also set a higher standard than would be required to prevail on the merits of a case.
At the same time, the more likely than not standard should be a meaningful one
and we support eftorts to make it so. .

We do not believe there should be a penalty on the taxpayer for failure to disclose
on a tax return where there is no understatement of tax. Although we understand
the intent of a disclosure rpenalty. a flat-dollar amount would not act as a deterrent,
and other formulations of the penalty are too complex for the potential benefit that
might be tgrovided. Similarly, we do not support any strict liability penalties, believ-

that the IRS should have the ability to waive penalties when justified.

e note that the Treasury Department intends to revise Circular 230 within the
next six months, and encourage you to coordinate with them to provide similar
standards for those who are not regulated in their practice before the IRS. (See com-
ments below under Circular 230.) Penalties for aiding and abetting under section
6701 should be considered for third parties where the taxpayer is subject to the sub-
stantial understatement penalty for insufficient authority. We support an increase
in the level of the penalty, currently $1,000, and suggest consideration be given to
a penalty structure of the higher of a dollar amount or a percent of fees received.
As to the penalty itself, broad application is not appropriate because it is the civil
equivalent of a criminal penalty.

Similarly, when the substantial understatement penalty is imposed on a “report-
‘able transaction” for failure to disclose or for insufficient authority, a penalty should
be considered on the tax return preparer for that transaction, subject to the normal
duetpl"_ofgesa safeguards. Again, this penalty might be the higher of $1,000 or a per-
cent of fees.

Circular 230

We support efforts to raise the standards required of “more likely than not opin-
ions” throu%h changes to Circular 230. The current rules should be expanded to
cover “tax shelter” opinions outside the third party context and should be better co-
ordinated with the existing penalty rules. Circular 230 should be revised to require
all tax shelter opinion letters to meet the standards and requirements of the current
mﬁﬂaﬁom under Section 6664.

ost individuals who practice before the IRS are responsible professionals who
have nothing to do with abusive tax shelters. Unfortunately, many individuals in-
volved in developing, advising, and selling of tax shelters are not practitioners who
are subject to Cgrw.l,ar 230 (that is, not an attorney, CPA, or enrolled agent). The
penalties for aiding and abetting the understatement of tax liability could be ex-
anded to include these third lparties. Also, promoter and advisor penalties should
e imposed for failure to disclose when transactions are developed and sold, and
these could be fashioned along the lines of Section 6707, as a percentage of fees,
and could be expanded to apply to investment bankers, opinion writers, insurance
companies, and others who are involved in such transactions. For practitioners gov-
erned by Circular 230, sanctions already in existence include suspension from prac-
tice before the IRS or disbarment, and we would enco tough penalties for oth-
ers who engage in abusive conduct. (See discussion under Corporate Tax Shelter
Penalties above). .

Other of Circular 230 can also be brought to bear on abusive tax shelters,
and we work with the Treasury, the bar, and enrolled agents to improve Cir-
cular 230. Within the AICPA, we are reviewing the ethical conduct of practitioners
involved in corporate tax shelter cases, and are determined to maintain the highest
level of responsibility of our members. We are pleased to note that Treasury intends
to revise Cﬂ(v,ular 230 in the next six months.
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Due Diligence by Corporations

We have been told that a common problem with abusive tax shelters is that tax
opinions on certain transactions often do not match the actual facts. This‘has led
to proposals that corporate officers be required to be more diligent in their examina-
tion of positions taken in tax returns. We support the requirement of a “corporate
officer attestation” on the return, disclosing reportable transactions. Our suggestion
is that a responsible corporate official having knowledge of the facts, rather than
one having a position with a particular title within the corporation, should be re-
quired to sign the attestation. The legislative report should make clear that the offi-
cial could reasonably rely on expert opinions as to the tax law, valuations, etc., and
on other responsible corporate personnel as to factual matters. We do not believe
that attestation should carry personal liability, as this extreme sanction may not be
appropriate for the conduct of the corporate official. Also larﬁ? companies frequently
insure their officials a t liability so that personal Yiab ty would often be de-
flected by large, sophisticated businesses.

IRS Administration

Focused tax administrative efforts will be required to successfully- address the
problem of co?orate tax shelters. Centralized administration and review of the pen-
alties proposed should be incorporated into the new IRS Office of Tax Shelter Anal-

ysis. We note that the new regulations will he'lli) in this regard. Effective means of .
0

using the reguired disclosures will be needed, along with utilizing an active “notice
to taxpayers” process (such as was done in IRS Notice 99--69), as the IRS identifies
questionable transactions.

Corporate Tax Shelters Conclusion

We strongly oppose the undermining of our tax systemn by stretching and con-
torting the tax law beyond the recognition of most g:actitioners and those who en-
acted it. Clearly, there are abuses, and they must be dealt with effectively to pre-
serve respect for the system. However, in crafting legislation to curtail abuses, you
must take care not to unduly burden average taxpayers with normal business trans-
actions. Taxpayers should able to plan transactions to minimize their taxes
where they have a good faith belief and approgriate level of support for the position
being taken. With our complex tax law they should feel that they are being treated
fairly, and you risk taxpayer ire as you require taxpayers to, in effect, audit them-
selves, disclose issues, and be subject to severe penalties. Drawing this delicate bal-
ance is at the heart of the issue we are addressing today.

PENALTIES AND INTEREST

Introduction

The AICPA worked with Members of Congress, the Internal Revenue Service, and
other tax practitioners and business groups in 1989 in connection with the last
major reform of the federal tax penalty provisions. The result of those efforts was
the Improved Penalty Administration and Compliance Tax Act of 1989 (“IMPACT").
Since &en, questions have been raised regarding the appropriate administration of
the interest and penalty provisions, such as the use of penalties as a bargaining tool
by the IRS. Also since that time, a number of revisions to the interest and penalty
provisions have been made or proposed. We believe there once again is a need to
take a comprehensive look at the interest and penalty provisions and make needed
reforms to ensure the provisions are appropriately and fairly applied and are de-
signed to accomplish their purpose. We encourage you to do so.

l@,e offer you our assistance with such an undertaking, and, as an initial step, pro-
vide you with our comments on: the Joint Committee on Taxation’s Study of
Present-Law Penalty and Interest Provisions as Required by Section 3801 of the In-
ternal Revenue Service Restructuring and Reform Act of 1998 (Including Provisions
Relating to Corporate Tax Shelters) (JCS-3-99), July 22, 1999; the Department of
the Treasury’s study, entitled Penalty and Interest Provisions of the Internal Rev-
enue Code, released October 265, 1999; and the penalty and interest reform provi-
3ions in t}eztgg(t)ional Taxpayer Advocate’s 1999 Annual Report to Congress, released

anuary 4, .

Our comments mﬁlpardi% Penalties are based on our continued belief in the philos-
ophy embraced by ACT, that the purpose of penalties is to encourage compli-
ance, not to raise revenue. We urge Congresa not to alter that philosophy. We also
urge Congress to adhere to the philosophy that interest is not to be imposed as a
penalty, but rather is solely compensation for the use of money. L

Our comments are based on conside the penalty and interest regime in its en-
tirety. Individual comments and suggestions should not be accepted or rejected in
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a piecemeal fashion since the appropriateness of one provision often depends on the
status of another.

Penalty Provisions
1. Aocuracy-Related and Preparer Penalties

Note: The following discussion relates only te non-tax shelter items.
Standards for Taxpayers and Preparers

Both the JCT staff and Treasury propose modifications to the standards that must
be satisfied with res to a tax return J)osit.ion in order to avoid the accuracy-re-
lated penalty applicable to taxpayers under section 6662 for the substantial under-
statement of tax and the pmgomr penalty under section 6694(a) for understatement
of a taxpayer’s liability due to an
the substantial understatement penaltl,ea ayer must have “substantial author-
ity” for an undisclosed position and a “reasonable basis” for a disclosed position; for
a tax return preparer to avoid the preparer nalg. an undisclosed position must
have a “realistic ibility of be sustainog on the merits” and a losed posi-
tion must not be “frivolous.” Both JCT staff and Treasury recommend that the
same standards apply to taxpayers and tax return preparers. We do not object to
that recommendation, but requeat that in making such a ¢ , Congress clarify
in the statutory language that the imposition of a penalty t a taxpayer and
the imposition of a penalty t the taxpayer’s return preparer must be based
on se te determinations. The imposition of a penalty against one is not evidence
that the imposition of :aronalty against the other is appropriate. For example, a
taxpayer may pay a penalty for personal reasons, such as to avoid expen addi-
tional time and money to contest the issue even though the taxpayer might have
been successful if the matter had been pursued; an automatic imposition of a pen-
al?' against the return preparer in such a case clearly would be inappropriate. An
independent review of the applicable authorities and of the facts, inclu who had
knowledge of specific facts, must be considered in determining whether the imposi-
tion of a penalty against a particular party is appropriate.
Standards for Disclosed Positions ~

Under current law, to avoid a substantial understatement penalty with respect to
a disclosed position, a taxpayer must have a “reasonable basis” for a ret\dli-:dposition;
for a tax return preparer to avoid a pm;:%irer nalty with respect to a osed po-
gition, the position must not have been “frivolous.” JCT staff recommends rais-

the minimum standard for yers and tax return preparers regarding dis-

closed Poaitions such that, to avoid a penalty for a disclosed position, there must
be at least “substantial authority.” Treasury recommends raising the minimum
standards for taxpayers and tax return preparers regarding disclosed positions such
that, to avoid a penalty for a disclosed position, there must be at least a “realistic
possibility of being sustained on the ments.”

We have serious concerns about raising the standard for taxpayers and tax return
&,reparers above the “reasonable basis” standard currently apghcable to taxpayers.

e are particularly troubled by the JCT staffs proposal to establish “substantial au-
thority” as the minimum stan for disclosed positions. Such a high standard may
be unworkable. While taxpayers and tax return preparers may be able to ascertain
whether “substantial authority” exists with regard to some issues, that is not true
in all cases. The Federal tax law is forever changing, and, as a result, there may
be virtually no guidance issued at the time a return is filed, and, therefore, virtually
no authority with respect to the proper tax treatment of an item. Further, even if
there is some authority, given the exceedingly complex nature of the tax law, it may
nevertheless be extremely difficult for taxpayers and preparers to know the probable

correctness of many return positions. It i8 not only unrealistic, in many cases it is.

impossible, to ensure such a high m of accuracy as is required by a “substantial
authority” standard or even the istic possibility of being sustained on the mer-
g.ls" standard without forcing taxpayers to avoid otherwise meritorious positions on

e return.

While taxlﬁayers may be able to ascertain whether “substantial authority” or “real-
istic possibility of being sustained on the merits” exists with re to some issues,
that certainly is not true in all cases. This problem is compounded by the fact that
the IRS has failed to adhere to a provision added to the Internal Revenue Code in
1989 to assist taxpayers and ﬁtgmrs in determining whether “substantial author-
ity” is present for a position. ACT created section 6662(dX2XD) of the Code, re-
quiring the IRS to publish, not less frequently than annually, a list of tions for
which the IRS believes there is no “substantial authority” and which affect a signifi-
cant number of taxpayers. To date, the IRS has never issued any such list for any

tic position. Under present law, to avoid ._
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{gar. If the IRS is unable itself to determine which poeitions lack “substantial au-
ority,” it is unreasonable to adopt this threshold as the minimum reporting stand-
ard for return positions by rs and tax return preparers.

In its 1989 civil tax penalty study, the IRS acknowledged the practical limits on
the probable correctness of returns. In the Commissioner’s Study of Civil Penalties,
1989, at VIII-11, the IRS noted:

While not in and of themselves determinative of the correct standard of be-
havior, a variety of factors limit the ability of taxpayers to report positions dis-
closing a liability that is probably correct. Perhaps the most s cant limita-
tion is the ambiguity inherent in applying a complex and changing set of tax
rules to an i te variety of fa situations, which may themselves be of
ambiguous import. These complexities may result in failure to recognize issues,
incorrect conclusions as to the probability that a &zrticular position will prevail
and differences of opinion regarding probability that are not resolvable short of
the courthouse. The complexity of modern financial affairs, when coupled with
the legal re(mirement to file a return by a atatuto?' deadline and the costs of
making the best possible assessment of each individual issue may also provide
practical limits on the pursuit of a theoratically perfect return.

For these reasons, we believe the standard for disclosed positions should be the
“reasonable basis” standard currently applicable to taxpayers.

Standards for Undisclosed Positions -

Under current law, to avoid the substantial understatement penalty with respect
to an undisclosed position, a taxpayer must have “substantial authority;” for a tax
return preparer-to avoid a preparer penalty with respect to an undisclosed position,
the position must have a “realistic possibility of being sustained on the merits.” The
JCT staff recommends that, for an undisclosed position, the taxpayer and the tax
return preparer must reasonably believe that the tax treatment is “more likely than
not” the correct tax treatment under the Code. In contrast, Treasury does not pro-
pose raising the standard for undisclosed positions above the “substantial authority”
standard that currently applies to taxpayers; it would apply that standard to both
taxpayers and tax return preparers.

e agree with Treasury that the “substantial authority” standard is the more ap-
ﬁ:l"o riate threshold standard for undisclosed gositions, rather than the higher “more
ely than not” standard recommended by the JCT staff. Currently, the only au-
thorities that can be relied  upon to constitute “substantial authorfty" are those
issued by the government itself or the judiciary. Acceptable authorities include: the
Internal Revenue Code and other statutory provisions, regulations, court decisions,
and administrative pronouncements (e.g. revenue rulings, revenue procedures, pro-
posed regulations, private letter rulings, technical advice memoranda, actions on de-
cisions, information releases, notices, and other similar documents published by
Treasury or the IRS). In addition, the list of authorities includes General Expla-
nations of tax legislation prepared by the Joint Committee on Taxation (the “Blue
Book"). Conclusions in treatises, leg periodicals, legal opinions or opinions of other
tax professionals do not qualify under present IRS rules.

Taxpayers and preparers who take positions relying on the government's own
rules and pronouncements should be able to feel comfortable that their positions are
sufficiently accurate so as to free them from the possibility of penalties. A “more

“likely than not” standard for undisclosed positions would mean disclosure would be
required even though the “substantial authority” threshold is satisfied with respect
to a position. Having taxpayers disclose items on their returns which comport with
the government's own list of authorities would unnecessarily increase compliance
costs for taxpayers and burden for the IRS. Further, such an approach would lit-
erally inundate the IRS with countless inconsequential disclosures, weakening the
overall effectiveness of the disclosure regime. Thus, we believe the standard for un-
disclosed positions should be “substantial authority.”

Reasonable Cause Exception

The JCT staff recommends repeal of the reasonable cause exception to the sub-
stantial understatement penalty. We disagree, believing that the exception is nec-
essary to provide flexibility needed to waive the penalty in appropriate situations.

Amount of Preparer Penalty

The JCT staff recommends increasing the amount of tax return preparer pen-
alties. For first-tier violations, i.e., preparation of a return with a position that does
not meet the minimum preparer standards, the JCT staff recommends the
preparer penalty from a flat $250 per occurrence to the greater of $250 or 60% of
the tax preparer’s fee. For second-tier violations, i.e., understatements that result
from or reckless disregard of the rules or regulations, the JCT staff rec-
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ommends increasing the amount from a flat $1,000 occurrence to the ter
of $1,000 or 100% of the preparer's fee. per groa

Treasury also recommends increasing the tax return preparer penalties. Treasury
recommends that consideration be given to a fee-based or other approach that more
closely correlates the pretﬁamr penalty to the amount of the underfytng understate-
ment of tax rather than the flat dollar penalty amount under current law.

We support retaining the two-tier flat dollar penalty under current law. We base
our recommendation on the lack of empirical evidence indicating that the flat dollar
amount is not effective. In our opinion, deterrence for preparers resuits not from a
dollar penalty, but rather from the possible adverse impact on the preparer’s ability
to practice and on his/her reputation for integrity and ethical behavior.

2. Fallure to File Penalty
Rate

The current law contains a failure to file penalty of 5% of the net tax due, for
each month (or portion thereof) the return remains unfiled, up to a maximum of
25%. The JCT staff proposes no change to the current provision, Treasury rec-
ommends that the penalty be restructured to eliminate front-loading; it proposes
doing this by lowering the &ennlt% rate in the initial months and providing for the
increase in the rate, up to the 25% maximum, over a longer period of time. The ex-

ample presented was charging a rate of 0.5% per month for the first 6
months and 1% per month thereafter, up to the 26% maximum. Treasury rec-
ommends re the current rule for fraudulent failure to file.

a8 with ury’s reaso that the front-loading of the failure to file
fenals/ the first five months of a filing delinquency does not provide a continuing
ncentive to correct filing failures and im additional financial burdens on tax-
E:yeu whose filing lapse may be coupled with tgamt difficulties, thus, possibly
t:m‘eped.in,g- prompt eﬁm liangeéiWe atiso fagreet 4 wi ! ury témt the current atru;:;

seems especially ven the fact, by merely requesting one, a tux:yer
entitled to an automatic extension for most or all of those five months. (An indi-
vidual taxpayer is entitled to an automatic four-month extension; a corporate tax-
P e the lanifcance o the Lot sratom o taxpayers fulfilling their filing ob

ven the 8 cance e system o! ayers e ) -
tions, the failure to file penaity should be structured to provide a strong incentive
g)lr timely compliance, and a continuing incentive to promptly correct any failure to

e.

Service Charge

Under current law, since the late filing penalty is a 1;}ez'centage of the net tax due
no penalty applies with respect to a late-filed return if the return reflects a refund
due or no tax due. Treasury recommends imposing a new de minimis service chage
for late returns that have a refund or no tax due, at least in situations where the
IRS has already contacted the taxpayer regarding the failure to file the return.

We do not support this recommendation. We view such an approach as unjusti-
fied. Such an approach is particularly inequitable in situations where the taxpayer
has a refund due, since the IRS has had interest-free use of the taxpayer'’s money.

Safe Harbor

Treasury recommends adoption of a provision that would permit the IRS to take
into account a taxpayer’s compliance history in determining if there is reasonable
cause for abatement of the failure to file penalty. Treasury does not support pro-
lvlidiug automatic relief from the failure to file penalty based on safe harbor rules,

owever.

Altho we agree with Treasury that a taxpayer's compliance history should be
eonsidex'e“%h in determining the appropriateness ofy a penalty, we recommend a more
expansive simplification of the penalty abatement provisions. To reduce the burden
on both yers and the Service resulting from the imposition of mﬁa inappro-
priate o})e ties, we recommend that safe harbor provisions be established for a va-
riety nalties (particularly those that are m cal in nature, such as the fail-
ure to file, failure to pay failure to deposit penalties) that would be deemed to
represent reasonable cause. The object of these safe harbors would be to minimize
the assessment and su ent abatement of many penalties. Safe harbor provi-
sions could take the form of:

e No penalty assessment for an initial occurrence; however, the taxpayer should

ve a notice that a subsequent error would result in a lsenalty;

¢ Automatic non-assertion of a penalty based upon a record of a certain number

of periods of compliance; and/or
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e Voluntary attendance at an educational seminar on the issue in question, as the

basis for non-assertion or abatement.

Such safe harbors would encourage and create vested interests in compliance
since a history of compliance would result in relief. Additionally, the llkeligmod of
future abatements would diminish if the taxpayer has a history of non-compliance.
Furthermore, a system of automatic abatement would reduce the time spent by both
the Service and ayers on proposing an mesame% initiating and mpondvlng to
correspondence, and on the subsequent abatement. The ability to abate a penalty
for a reasonable cause other than those used for automatic abatements would con-

tinue; however, reasonable cause abatements uiring independent evaluati
should be reduced. o pe "

3. Failure to Pay Penalty
Retention or Repeal

Current law contains a failure to %pemlnx equal to 0.6% per month (or fraction
thereof), up to a maximum of 25%. penalty was created in 1969 to respond to
the belief that the then-applicable interest rate (a flat 6%) on underpayments was
not sufficient to encourage timely payment of tax and to discourage the use of the
government as a low-cost lender.

The JCT staff recommends repealing the penalty for failure to pay taxes, noti
the repeal would be consistent with a policy initiative be%:n by '98, in whic
the rate of the penalty for failure to pay was reduced. The National Taxpayer Advo-
cate also recommends a repeal of the penalt{. Treasury acknowledges that the ini-
tial intent of the penalty was to address the fact that the interest rate on underpay-
ments did not take into account the then market rate; nevertheless, it recommends
retaininﬁltha failure to pay penalty, but with a restructured rate, as noted below.

We believe that, since the rate of interest on underpayments is now tied to the
market rate of interest, this penalty, as a subatitute for interest, should be repealed.
If the penalty is not repealed, we recommend adoption of the mitigation and waiver
provisions noted below.

Expansion of Mitigation of Penalty for Months During Period of Installment Agree-
- ment
Under current law, the failure to pay penalty for individuals with respect to a
timely filed return is reduced from .5% to .26% for any month in which an install-
ment agreement is in effect. This mitigation provision does not apply to halve the
penalty in any case in which a final notice has been issued (at which time the pen-
alty increases to 1% per month).

e National Taxpayer Advocate recommends that this mitigation provision be
expanded to include reducing the penal% rate from 1% to .5% in situations (1) when
a 1 notice is issued in error or as the result of an administrative practice and
(2) when a final notice has been issued, for any month in which an installment
agreement is in effect. We agree with the recommendation.

Waiver of Penalty When an Installment Agreement is in Effect :

The National Taxpayer Advocate also recommends that the failure to pay. penalty
be waived for any month in which an approved installment a ment is in effect,
even if the 1% per month penalty rate otherwise applies. Under the recommenda-
tion, however, the failure to pay penalty would be reinstated for the entire period
if the u:lxpayer defaulted prior to completing the agreement. We agree with that rec-
ommendation.

Rate

Treasury recommends restructuring the calculation of the failure to pay penalty.
The penalty would equal 0.5% per month for the first 6 months and 1% per month
thereafter, up to the maximum of 25%. The penalty would be reduced to 0.26% per
month during the first 6 months and 0.5% per month thereafter if the taxpayer
makes and adheres to a g:{ment agreement. As under current law, a higher rate
would apply once the IRS takes action to enforce collection. .

As noted above, we recommend repealing the failure to pay penalty rather than
revising the rate.

Service Charge
The JCT staff recommends imposing an annual 5% late payment service charge
on taxpayers that do not enter into an installment agreement within 4 months after

assessment. The service would be imposed on the balance remaining unpaid
at the end of the 4-month period.
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V{he do not support establishment of a service for failure to enter into an
ins agreement. We believe that such amce charge will penalize t.:x-
payers who already are struggling to pay their tax obligations.

Related Installment Agreement Issues

Waiver of Fee. The JCT staff recommends waiving the installment agreement fee
for taxpayers that as;l?e to the automated withdrawal of each installment payment.
We support the JCT staff's recommendation. We believe that wai the fee for
taxpayers that enter into agreements to pay tax via an automated system of with-
drawal will provide an incentive to enter into these agreements and better ensure
payment of taxes. We have heard that some states that offer automated withdrawal
g:tviment plans have shown high rates of adherence to installment agreements, We
eve that adoption of this provision will similarly facilitate a higher rate of adher-
ence to installment agreements for the Federal government.

Installment ment Interest Rate. Treasury recommends providing the IRS
with the autho to use a fixed rather that a floating interest rate on installment
agreements in order to facilitate adherence to such agreements and to avoid possible
balloon payments.

;N\?l st\ilpport Treasury’s recommendation to simplify the installment interest rate
calculation.

4. Estimated Tax Penalty

Status as Penalty or Interest

The JCT staff recommends repealing the individual and corporate estimated tax
penalties and replacing them with interest charses. The National Taxpayer Advo-
cate also recommends eliminating the penalty and allowing interest to be automati-
cally asserted, or as an alternative, he calls for simplification of the estimated tax
penalty computations. Treasury recommends retaining the individual and corporate
estimated tax penalties as penalties.

We support the recommendation of the JCT staff and the National Taxpayer Ad-
vocate for converting the estimated tax penalties for individuals and corporations
into interest provisions. The conversion of the estimated tax penalties into interest
cha.rges would result in a more accurate characterization since the penalties are es-
sentially fees for the use of money.

Deductibility of Interest

The JCT staff recommends that interest on underpayments of estimated tax by
individual taxpayers be nondeductible personal interest, whereas interest paid on
underpsyments of estimated tax ba' corporate ayers be deductible. We rec-
ommend that deficiency interest be deductible by individual Mx&ayers to the extent
the deficiency to which the interest relates is attributable to the taxpayer's trade
or business or investment activities.

$1,000 Threshold for Individuals

The JCT staff recommends increasing to $2,000 the threshold below which indi-
viduals are not subject to the estimated tax penalty. Currently the threshold
amount is $1,000 after reduction for withheld taxes. The JCT staff also recommends
that the calculation of the threshold be modified to take into account certain esti-
mated tax [{Jayments, i.e., estimated taxes paid in four equal installments on or be-
fore their due date. Accordingly, for qualifying individual taxpayers, no interest on
under l‘cl:?)oeita of estimated tax would be imposed if the tax shown on the tax re-
ST

ced by withholding and certain estimated tax payments, is less than

Treas recommends retaining the current $1,000 threshold, but allowing esti-
mated t:xry payments to be considered under a proposed simpliﬁeé averaging method
in determining whether the threshold is satisfied.

We support increasing to $2,000 the threshold below which individuals are not
subject to the estimated tax penalty. We also support allowing estimated tax pay-
ments to be considered under a simplified averaging method in dete the
threshold is satisfied. Both recommendations shoul sxmpl.ig the computations re-

quired to calculate estimated tax payments and the interest (JCT) or penalty (Treas-
ury) on underpayments.. -
Safe Harbors

The JCT staff recommends repealing the modified safe harbor that is applicable

to individual yers whose adjus income for the preceding taxable year

exceeded $150,000. Under the J mﬂg?:zgoaal, all taxpayers making estimated

g:ay;l’xegui based on the prior years tax would do so based on 100% of the prior
(]

v ——
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We support this JCT staff recommendation for simplification of the safe harbor
provisions.

Rate

The JCT staff recommends appl only one interest rate per unde ent pe-
riod—the rate applicable on the first day of the quarter in \?vehlch th:paym entpti,a
due. Currently, if interest rates chan&e while an underpayment is outstanding, sep-
arate calculations are required for the periods before and after the interest rate
change. Having only one interest rate apply per underpayment period would end the
dpotential fotr mr\ido::iiple interest calculations occurring within one estimated tax un-

erpayment period.
e support this JCT staff recommendation for simplification of the computations.

~Underpayment Balances

The JCT staff recommends changing the definition of “underpayment” to allow ex-
iaﬁnf underpayment balances to be used in underpayment calculations for suc-
ceed n%estimated payment periods, i.e.,, making underpayment balances cumu-
lative. Under the proposal, taxpayers would no longer be required to track each out-
Ztag:lilnsgthunderpayment balance until the earlier of the date paid or the following

p .

We support this JCT staff recommendation for simplification of the computations.

Leap Year Issue -

The JCT staff recommends establishment ¢f a 365-day year for estimated tax pen-
alty calculation purposes. Current IRS procedures require separate calculations
when outstanding underpayment balances extend from a leap year through a non.

lea‘B year.
e support this JCT staff recommendation for simplification of the computations.

First-Time Offender

Treasury recommends groviding a reasonable cause waiver of the estimated tax
penalty for individuals that are first-time payers of estimated tax. The proposed
waiver would be available only if the balance due is below a certain amount and
is paid with a timely-filed return. Current law does not provide a general reasonable
cause waiver for failure to pay estimated tax for individuals.

though we do not support 'I‘reasmx"a position on retaining the estimated tax

penalty, if the penalty is continued, we do support the recommendation for a reason-
able cause waiver of the penalty for individuals that are first-time offenders.

Penalty Waiver
Treasury recommends waiving the estimated tax penalty if the penalty is below
a certain de minimis amount—e.g., $10 to $20. There is no current statutory author-
ityAi)ermitting the IRS to waive estimated tax penalties below a de minimis amount.
though we do not support Treasury’s position on retaining the estimated tax
penalty, if the penalty is continued, we support the recommendation for establishing
a de minimis waiver, but recommend a higher de minimis amount.

Safe Harbor for Corporations

We recommend increasing the taxable income cut off point from $1 million to $10
rx;i}lion for defining a “large corporation” for purposes of the Section 6655(dX1XBXii)
safe harbor. .

5. Failure to Deposit Penalty

Recently Enacted Provisions

Both the JCT staff and Treasury recommend that no major changes be made to
the failure to deposit penalty provisions, to allow time for recent changes in these
rules to be implemented and evaluated.

We support the recommendations that no major ¢ es be made to the new rules
until the provisions have been in effect long enough to be evaluated, but we encour-
age the introduction of any minor changes that add to the simplification of the fail-
ure to deposit penalty.

Deposit Schedule

The JCT staff recommends that Treasury consider revisions to the deposit regula-

tions, particularly the change in deposit schedule, to change in a later calendar

uarter.
1 We support the JCT staffs.recommendation as a simplification of the failure to

deposit provisions.
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Penalty for Wrong Method of Deposit .

Treasury recommends that it be provided with the authority to reduce the penalty
for use of the wrong deposit method from 10% to 2%. Currently, taxpayers who use
the wro doﬁli_ta method may be sub{ect to the penalty rate og 10% and, thus, may
be treated as hly as if they did not make the deposit at all.

We st:Bgort Treasury’s recommendation; the lower rate would not be unduly harsh
anc:h \3 accomplish the same objective of encouraging payment by the proper
me .

Systemic Problems of Payroll Services

The JCT staff and Treas recommend that the IRS work with payroll services
to m%:lsvi: systemic errors, rather that deal with individual employers on a case by
case .

We support the JCT staff and Treasury’s recommendations. Such an approach
could greatly simplify the resolution of such problems.

6. Pension Benefit Penalties

The JCT staff recommends consolidating the IRS and ERISA penalties for failure
to file timely and complete Form 5500, and reducing from three to one the number
of governmental agencies authorized to assess, waive, and reduce penalties for fail-
ure to file Form 6500. The JCT staff recommends desfgnating the as the agency
responsible for enforcement of reporting. The JCT staff also recommends repealing
the separate penalties for failure to file Schedules SSA and B and for failure to pro-
vide notification of changes in plan status. The JCT staff recommends treating these
situations as a failure to file a complete Form 5500.

Treasury recommends consolida the penalty for failure to file Form 65500 into
a single penalty that will not exceed a specified dollar amount per day or a mone-
tary cap per return. Treasury proposes that the single penalty would be waived
upon a showing of reasonable cause. Welfare and fringe benefit plans would be sub-
ject to a similar single penalty under Treasury’s proposal. Treasury recommends
designnungnt;he Department of Labor as the agency responsible for enforcement of
reporting. The Department of Labor's DFVC voluntary compliance program would
.continue to provide relief from late filing or failure to file penalties for Form 5500
under the proposed single penalty.

Although we do not have comments on the specific recommendations, we do en-
courage proposals such as these that promote simplification.

7. Uniformity of Administration
Statistical Information .
The JCT staff and Treasury recommend that the IRS improve its method of pro- -

viding statistical information on abatements and the reasons and criteria for abate-
ments. We support this recommendation.

Supervisory Review
The JCT staff and Treasury recommend improvix:ﬁithe supervisory review of the

imposition and abatement of penalties. We support this recommendation on the the-
ory that such improved review would promote equitable treatment of taxpayers.

Abatement

The JCT staff recommends consideration by the IRS of establishing a penalty
oversight committee similar to the Transfer Pricing Penalty Oversight Committee.
We support the JCT staffs recommendation as a means to promote equitable
treatment of taxpayers. Previously, the AICPA has recommended the creation of a
database regarding the imposition and abatement of ranalties and the establish-
ment of a coordinator of penalty administration to promote consistent application.

Interest Provisions

Determining the amount of interest owed to or by ayers in connection with
their Federal tax liabilities is governed by a rather comgeicated set of interest and
procedural provisions in the Internal Revenue Code. We lieve simplification of the
interest regime is in order and commend the JCT staff for proposing the establish-
ment of a single interest rate applicable to both underpayments and vverpayments
of all taxpayers and the abatement of interest in various instances. We agree that
these proposals will greatly aimpllllfxs interest computations and are disappointed
that Treasury eaaenﬁall(zé'eeomme maintaining the current interest regime, in-
cluding interest rate differentials for corporate taxpayers. We think the rec-
ommendations made by the JCT staff, coupled wiih our proposed modifications, will
result in a fairer, simpler, more administrable interest regime. We also believe that
the JCT staffs interest simplification recommendations, with our modifications,
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should be ad:satéd' in their entirety because the benefits of each component nec-
essarily de upon the enactment of the others.

Like both the JCT staff and Treasury, we believe the Internal Revenue Code's in-
terest provisions should provide for compensation to the government for the time
that the taxpayer has use of the government’s tax dollars and to the taxpayer for
the time the government has use of the taxpayer'’s money. Interest is fundamentally
a ch or compensation for the use or forbearance of another's money—it is not
a penalty. The interest provisions should not be used to financially punish tax-
payers.

1. Interest Rate

The JCT staff recommends providing one interest rate for overgaymenta and un-
derpayments for both individuals and corporations, equal to the short-term applica-
ble federal rate (“AFR”) plus mmntago points. Treasury recommends a uniform
interest rate in the range of plus 2 to 6 percentage points except in the case
of large corporate overpayments or uude:‘)agnents. for which Treasury recommends
reta the current rate differential, including “hot interest.”

We stronqu believe that adopting a single rate for underpayments and overpay-
ments of al ayers will substantially reduce the administrative difficulties and
financial inequities associated with the numerous differentials contained in the cur-
rent regime. We, therefors, support the JCT staff's single rate recommendation.

Establishing one rate for every taxpayer necessarily entails blending the various
market rates applicable to all taxpayers; however, we are concerned that the JCT
staff's proposal may establish an excessively high interest rate. At current market
rates, raising the overpayment and underpayment rates to AFR+6 percentage points
would result in a 10 percent rate; that would be the highest rate of interest for ordi-
na? underpayments in more than a decade. Individual taxpayers would see their
underpayment rate jump from 8% to 10% and the minimum rate that would apply
~ to corporate ayers would be equal to the current “hot interest” rate. We concur

i asury that the appropriate rate should be in the range of the AFR plus 2
to 6 percentage points and should reflect typical market rates.

2. Interest Abatement

Additional Causes for Abatement

The JCT staff recommends that the IRS be granted the authority to abate inter-
est: (1) where necessary to avoid gross injustice; (2) for periods attributable to any
unreasonable IRS error or delay, whether or not related to managerial or ministerial
acts; (3) in situations where the baxgayer is repayinmn excessive refund based on
IRS calculations, without regard to the size of the refund; and, (4) to the extent the

-interest is attributable to taxpayer reliance on a written statement of the IRS.
Treasury agrees to abatement of interest when the taxpayer has reasonably relied
on erroneous written advice from the IRS, but does not recommend further legisla-
tive expansion of abatement of interest, arguing that current law provides sufficient
relief. The National Taxpayer Advocate recommends abatement when the taxpayer
is experiencing significant hip.

We support the recommendations of the JCT staff and the National Taxpayer Ad-
vocate and strongly encourage their adoption. Further, because the IRS has been
reluctant in the past to grant relief in this area, we request that the terms “gross
injustice,” “unreasonable” and “si§niﬁcant. hardsin'p" be adequately defined to pro-
vide the IRS with clear standards for implementation.

ApplTi‘cation of Abatement Attributable to Errors and Delays to Nondeficiency Federal
Lxes

The current law provision allowing abatement based on errors or delays by the
IRS is limited to interest on income, estate, gift, generation skipping, and certain
excise taxes. The National Taxpayer Advocate recommends that the abatement pro-
vision be expanded to apply to interest on employment taxes, the remainder of ex-
cise taxes, and certain other taxes. We agree with that recommendation.

8. Suspension of Interest Where IRS Fails to Contact Taxpayer

Neither Treasury nor the JCT staff make any recommendations with re%z;rd_bo
the interest suspension provision, enacted as part of the Internal Revenue Service
Restructuring and Reform Act of 1998, that suspends the accrual of deficiency inter-
est for individual taxpayers in all cases where the IRS fails to notify the taxpayer
within 18 months (1 year be in 2004), specifically stating the taxpayer’s li-
ability and the basis for that liability. Under use of money principles, interest is

solely as compensation for the use of another'’s money. Whi!e there may be
some situations in which use of money principles should give way to more compel-
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ling objectives, such as in the abatement context, we believe such an automatic sus-

nsion provision is an unnecessary feature for a single-rate interest regime with

road interest abatement authorities. An expanded interest abatement provision

should provide adequate relief for those taxpayers subjected to excessive interest

charges. We, therefore, recommend that this provision be repealed and that any re-

— —._.aultingtsavings to the government be applied to lowering the proposed single-rate
amount.

4, Interest Netting

Treasury argues that, given the recent enactment of global interest netting, it is
premature to adjust interest rates to eliminate all interest differentials. rgn the
other hand, the JCT staff notes that establis a single rate of interest will sim-
g tax administration and “limit” the need for interest net on a going-forward

asls, We believe that resto interest rate harmony will mitigate (but not elimi-
nate) the need for interest net in most cases, because the rate at which interest
is paid by a taxpayer to the with respect to any underpayment of tax will be
the same rate paid by the IRS to a taxpayer who overpaa{s a tax liability. Unfortu-
nately, the Internal Revenue Code contains several special rules providing for inter-
est-free periods whereb& taxpayers and the government are given Fgraee periods to
take ce actions without accruing additional interest charges. For example, the
govemment is given 46 days to process refund claims and ayers are afforded

1 calendar days to pay demand notices (10 business days if the amount exceeds
$100,000). Thus, even with the single-rate interest regime advocated by JCT staff,
there would continue to be some situations where yers could be charged inter-
est on periods of underg«:yment that run concurrently with a non-interest bearing
overpayment period for the taxpayer.

We stﬂ)ort JCT's proposed single rate regime but believe that interest netting
still would be appropriate in some circumstances, to ensure that taxpayers are not
charged interest on amounts where no true liability actually exists. Exten inter-
. est ne to interest-free periods would be consistent with use of money principles
and would not harm the government since during these periods of time, neither the
taxpayer nor the government are actually indebted to one another. In our judgment,
taxpayers do not object to interest-free periods; they recognize the importance of ad-
ministrative convenience, to allow the government sufficient time to process claims
for refund. Taxpayers, however, do resent the imposition of interest on equivalent
outstanding amounts under the pretext that a true liability exists where none does.
Absent netting, the problem wxﬂ become more acute if the interest rates are equal-
ized at a higher level, as the JCT staff is &mposing.

The JCT report states that limiting the availability of netting to situations in
which the taxpa&er both owes and is owed interest for the same period preserves
the integrity of the rule requiring the suspension of interest where the fails to
contact an individual taxpayer. The JCT staff seems to be saying that taxpayers
should be required to pay interest during some periods of mutual indebtedness
when they clearly are not indebted to their government in order to preserve the con-
cept of suspending interest for taxpayers who have admittedly underpaid their
taxes. Logic dictates that taxpayers who owe tax should pay interest and those who
owe no tax should not pay interest.

In summary, we believe that a new single-rate interest regime should contain ar
interest netting component whereby taxpayers can identify periods of mutual in-
debtedness involving interest-free periods and request the to have their interest
charggsb- rtlagalcula in accordance with procedures similar to those set forth in Rev.

5. Interest and Look-Back Rules -

- The JCT staff recommends that the single interest rate also ap‘fly to the Code
sections that reference the undemyment or overﬁlyment rate under present law.
The Treasury report does not address this issue. There are several provisions that
allow taxpayers to re-determine their tax liability based on facts determined after
thefﬁlgag date of the return without requiring an amended return to be filed—the
so-called “look-back” provisions. As we indicated above, we believe that a aixﬁ%e in-
terest rate should be applicable to the underpayments and overpayments of all tax-
payers, but question the amount of the rate increase proposed by JCT. We are con-
cerned that, in the context of these sections, under JCT staff's proposed rate struc-
ture, most taxpayers would face a significant increase in the amount of interest.

6. E(xlclu&ion of Individual Ovérpayment Interest from Income/Denial of De-
uction

In an attempt to ;ﬂuahze rates on an after-tax basis for individual taxBayera and
corporations, tgne JCT staff recommends that overpayment interest paid by the IRS
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to individuals be excludable from income. While acknowledging that the same rate

and same tax treatment with regard to deficiency interest would provide equivalent

effective interest rates for individual and corporate taxpayers, does not

rnm an exclusion for interest and believes a deduction for deficienc{ interest for
viduals is not warranted. .

While JCT's recommendation is one way to provide equivalent effective interest
rates on underga'yments and overpaxments for individuals, the proposal is incom-
plete because it fails to clarify the deductibility of deficiency interest attributable
to trade or business or investment activities of a non-corporate taxpayer. Section
163(h)2) provides that, in the case of a taxpayer other than a corporation, no deduc-
tion shall be allowed for personal interest paid or accrued during the taxable gear
The term “personal interest” does not include interest paid or accrued on indebted-
ness ){amfer{ allocable to a trade or business. Temporary regulations section 1.163-
OT(bX2XiXA, {hrgvides, however, that interest relating to taxes is personal interest

ess source of the income genera the tax liability. This interpreta-
tion of the statute has generated considerable litigation and two different standards
for the deductibility of interest on deficiencies incurred in a trade or business—a
oorg:ration filing a Form 1120 is clearly entitled to deduct deficiency-interest while
an individual operating an unincorporated trade or business reporting income on a
Form 1040 return is denied the interest deduction. We believe section 163(h) should
be modified to allow every taxpayer a deduction for interest attributable to a defi-
ciency attributable to trade or business activities, regardless of the form in which
the businesses is operated, or to investment activities. -

7. Dispute Reserve Accounts

The JCT staff recommends that taxpayers be allowed to deposit amounts in a
“dispute reserve account,” a special interest-bearing account wi the U.S. Treas-
ury. These accounts are intended to help taxpayers better manage their exposure
to underpayment interest without mluh'tlﬁ them to surrender access to their funds
or requiring them to make a potenti efinite-term investment in a non-interest
beaﬂngaaeeount. The Treasury report does not contain similar relief.

We have some concerns about how the dtgsute reserve account system will oper-
ate. For example, will the IRS be permi to use the offset provisions
amounts deposited into these accounts? Nevertheless, we believe the JCT 8 rec-
ommendation blends the good features of several current-law approaches to avoid
deficiency interest charges and merits serious consideration.

8. Interest-Free Periods

Treasury recommends that, when administratively feasible, the 45-day rule re-
stricting overpayment interest on refunds should be applied, in the case of early-
filed returns, to the date the return was received, rather the last day pre-
scribed for ﬁiing the return. The JCT report does not recommend any changes with
re| to these so-called rules of convenience.

nder the Code, taxpayers are given a 21-day interest-free grace period to pay
tax liabilities (10 businessyedays if fge underpayment is in excess of $100,000) wgile
the government is given 45-days to make tax refunds. In addition, overpayment in-

terest accrues on an overpayment from the later of the due date of the return or

the date the payment is made, until a date not more than 30 days before the date

of the refund check. .
Nuances associated with these special rules contribute to the complexity of inter-
est computations. We believe that in the context of comprehensive interest reform,
consideration should be given to reviewing and ad{)usting the application of these
rules. The lex&ths of the grace iods were established years ago and may no
longer reflect the actual length of time it takes to complete the assigned task (e.g.,
transmit data, issue refund checks, remit payment). On the surface, it seems pat-
ently unfair to give the IRS 45 days from the due date of a return to process a re-
fund check whiﬁ: allowing some taxpayers only 10 business days to respond to an
IRS bill. We believe that these rules should be updated, with a view toward sim-
plification.
9. Application of Compound Interest Only to t# Jnderlying Tax

The National Taxpayer Advocate recommends that compound interest apply only
to the tax liability and that simple interest apply to penalties and/or additions to

tax. .
We disagree with that recommendation. Interest computations already are ex-
tremely comgl% this proposal would add to that complexity. Further, such an ap-

inconsistent with the use of money principles on which interest is

63-714 00-5
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10. Limitation on the Total Amount of Int;mt that Can Accumulate

The National Taxpayer Advocate recommends that the total amount of interest
ﬁtili can accumulate on a liability should be limited to 200% of the underlying tax
ty.
We disagree with that recommendation as being inconsistent with the use of
money principles on which interest is based.

Standards Applicable To IRS

1. Standards

The JCT staff recommends that standards similar to those that apply to tax prac-
titioners should be im on IRS employees.

We support the JCT staff's recommendation, but that sanctions be specified
to encourage enforcement. As a matter of fairness and consistency, we recommend
that, under current law, the IRS require revenue agents to have concluded that
there is at least a “realistic possibility of success” before proposing an adjustment
against a taxpayer. (If, as is proposed, the standards for tax return preparers are
raised, the standard for IRS revenue Aﬁnta should be raised eimﬂarlys One method
of ensuring that a position contained in a Revenue Agent Report has satisfied the
standard could be to require that each Report be signed, evidencing supervisory ap-
proval, by an individual at the group manager or higher level, attesting to the fact
that the proposed adjustments set forth therein meet the applicable standard. Im-
plementing a %liscy such as this would be consistent with tax administration prin-
ciples for the set forth in Rev. Proc. 64-22, 1964-1 C.B. 689. Rev. Proc. 64—
22 requires that the Service apply and administer the law in a reasonable and prac-
tical manner, and that issues only be raised by examining officers when they have
merit, and never arbitrarily or for trading purposes.

2. Awards of Costs and Fees

Section 7430 of the Code currently requires the IRS to pay the reasonable admin-
istrative and litigation expenses of a taxpayer in certain circumstances if the IRS
does not show that its position was “substantially justified.” Such awards are not
available, however, to taxpayers having a net worth above a certain dollar amount.

We recommend that recovery of such expenses under section 7430 be available to
all taxpayers, regardless of their net worth. The IRS should be held accountable to
all taxpayers and responsible for reimbursing a taxpayer for expenses it unduly
causes the taxpayer to incur.

3. Monitoring and Reporting.

The JCT staff recommends that the IRS be required to publish annually, informa-
tion regarding payments made under section 7430 for taxpayers’ administrative and
litigation expenses and the administrative issues that resulted in the making of
those payments.

Treasury recommends that, on an ongoing basis, the IRS undertake review of
cases involving awards of attorney’s fees and cases where penalties have not been
judicially sustained, in order to enhance quality review of the administrative proc-

ess.
We support the JCT staff's recommendation.
Communications Between IRS And Taxpayers

1, Communications with Individuals

The JCT staff recommends that the IRS place a higher priority on improving the
processes by which the names and addresses of individual taxpayers are updated
in the IRS’s records. :

Treasury recommends that on an ongoing basis the IRS improve the quality of
its notices and communications to taxpayers regarding the basis for penalty and in-
terest assessments and the abatement tgrocedurea Treasury also recoinmends that
the IRS institute procedures to reduce the burdensome nature of the current abate-
ment process.

We support these recommendations.

2. Method of Communicating

The JCT staff recommends consideration by the IRS of the use of e-mail and fax
instead of regular mail for communicating with taxpayers. The JCT staff also rec-
ommends that the IRS consider proposing legislation to provide for (use of an alter-
native delivery system where current law requires use of regular mail.

We support the JCT staff's recommendations.



Penalties and Interest Conclusion

As stated earlier, we believe there is a need for a comprehensive review of the
penalgeand interest provisions in the Code and reforms to those provisions to en-
sure they are appropriately and fairg pplied and are designed to accomplish their

a
Emoee. We welcome the opportunity to work with you now and in the future on
an undertaking.

Appendix 1

AICPA TaAx DIviSION—RECOMMENDATIONS FOR CORPORATE TAX SHELTER
LEGISLATION -

Developed by the Corporate Tax Shelters Task Force, Approved by the Tax
Executive Committee on January 20, 2&% y

L R;eqt,\ir‘:ei additional disclosure on tax returns of “m;o;table transactions” by cor-
porations.

A, “Regortab)e Transactions” would be those that meet specified criteria (dis-
cussed below).

0

B. A de minimis rule should be included to exclude normal commercial trans-

actions for most tax%ayers.
1. The level should be set high enough to avoid high volumes’ of unnecessary
. We support a reporting level based on $10 million in tax savings or $1.
on in fees or commissions (per reportable transaction, regardless of time
frame). If a lower threshold is established, it imust remain high enough to truly
t the troublesome transactions or excessive disclosures will swamp the

C. Return disclosure should be made in summary form with IRS permitted to
specify in regulations the additional materials to be submitted to support the disclo-
sure. | ‘
D. Criteria for disclosure should include the presence of specified indicators.
e We support indicators based on tax indemnity or contingency fee arrangements,
confidentiality requirements, and the involvement of a “tax indifferent party.”

¢ We recommend that the proposed indicators based on expected profits compared
to tax benefits and on levels of risk in transactions be replaced with one that
requires disclosure for any transaction that “would not have been entered into
but for the tax benefit.”

Comment: This approach tests for business purpose and economic substance at
the same time and 18 more in keeping with other precedents in the tax code. How-
ever, this test, as those it replaces, could affect investments or other transactions
undertaken because of tax incentives intended by Congress. To address such over-
reaching, we continue to recommend that certain exceptions be provided (described
below), including one for those transactions that are consistent with the legislative
purpose for which the tax provision was enacted. In addition, Congress could elimi-
nate some uncertainty in area by including in the legislative history an illustra-
tion of the sorts of legislatively provided tax benefits that should not per se require
a special disclosure, such as the low income housing credit, other incentive credits,
and so forth. (This fegislative-purpose exception should also be incorporated into the
preparertgenalty standards as described in I1.B., below.)

e Another pro indicator is a transaction that causes a permanent book/tax
difference. To narrow this indicator to those differences most likely to be rel-
evant, we recommend it be revised to include only those transactions the Treas-
ury Department identifies in regulations as requiring special disclosure.

Comment: This approach would permit the government, with public comment and
input, to target the troublesome transactions while excluding sorts of book/tax

erences that do not warrant sml treatment. These include differences caused
by the acquisition of intangibles will), tax credits (such as the research credit
and section 29 credits), incentive stock options, capital and losses, etc.

E. We continue to recommend that exceptions from the disclosure and special pen-
alty regime be provided for transactions germane to the conduct of the business, are

to produce pre-tax returns that are reasonable in relation to the costs and
or are consistent with the legislative purpose of the provision. R
Comment: If the current law definition of corporate tax shelters is retained for

, that is, transactions having “a._significant of tax avoid-
pennlm”ty wewmbelim these exeesﬁona are . Otherwise, even a transaction
is NOT “reportable,” it coul

be suhbject to penalty as a'eorporate tax shelter. On
theotherhand,ifdmdisdosumﬁpenaltyprwisiomwmmsttoaddms“r&
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portable transactions” and the current tax shelter definition were eliminated, these
exceptions would not be as necessary. A simplified disclosure process for trans-
actions under the de minimis limits could be established to fill any gaps, using a
“check the box” form.

I1. Penalty Provisions

A. The substantial understatement penalty should be increased on transactions
that were not disclosed on the return as a “reportable transaction” and reasonably
should have been. Conversely, there should be no penalty when the taxpayer has
disclosed and has adequate weight of authority for the position on the return. Ade-
quate weight of authority is met when substantial authority exists for the position
and the taxpayer reasonably believes the position is more likely than not the correct
one.

B. Any penalty standard adopted should be consistent with the recommendations

for the proposed indicators (in I1.D., above) based on the required disclosure of any
transaction that “would not have been entered into but for the tax benefit.” The cur-
rent law standard of “a significant p se” should be abandoned.
“C. The “more likely than not"” standard should be a meaningful one. Tax shelter
opinion letters addressing the tax elements of such transactions should meet the
standards in the regulations, revised requirements in Circular 230, and a showing
that substantial authority supporting the position taken by the taxpayer exists. Tax-
payers unable to meet these requirements should be subject to the 20% penalty even
when the transaction was disclosed as required. Congl\;ess might reiterate its view
- that meeting this standard requires the taxpayer to have the weight of authority
in su;i?ort of the return position (that is, greater than 50%).

D. Penalties on advisors/promoters should be devised so as to more effectively
deter those not subject to Circular 230. If pre-return disclosure or registration is re-
tained, a failure to disclose or register a corporate “reportable transaction” at or
near the point of sale should be penalized, perhaps under a revised section 6707 re-

e.

Penalties should also be considered for application to these parties in those in-
stances where the taxpayer is subject to the substantial understatement penalty for
insufficient authority. Revisions to the aiding and abetting penalty in section 6701
could be considered for this purpose. We support an increase in the level of the pen-
alty, currently $1,000, and suggest consideration be given to a penalty structure of
the higher of a dollar amount or a percent of fees received. [As to the penalty stand-
ard, broad application of this penalty is not appropriate since it is equivalent to a
criminal one, but the current requirement “to know” might be changed to “know or
reasonably should have known” [it] is a material matter under the internal revenue
laws and would result in an understatement of tax.] ‘

E. Similarly, when the substantial understatement penalty is imposed on a “re-
portable transaction” for failure to disclose or for insufficient authority, a penalty
should be considered on the tax return preparer for that transaction, subject to the
normal due process safeguards. Again, this penalty might be the higher of $1,000
or a percent of fees.

III. Other Issues

A. Registration or disclosure at the time of the transaction (before return filing),
if retained, should be refined into a more workable system and be required of par-
ticipants other than'the taxpayer. We suggest the same terminology of “reportable
transaction” be adopted here and that section 6111 be revised to target the trans-
actions described above and to eliminate duplicate filing by the taxpayer. Registra-
tion/early disclosure could be required of any transaction where the cumulative fees
(for all participants) are expected to exceed $1 million. Failures to disclose by pro-
moters, advisors, ard other parties involved in the transaction could be penalized
under a revised section 6707 regime.

B. Due diligence by oolgorate officials could be enhanced by requiring an attesta-
tion, by the responsible official having knowledge of the facts, with the return disclo-

sure.

C. We are prepared to work with the IRS and Treasury on a revision to Circular
230 to bring consistency and clarity to these requirements and those in the regula-
tions. The requirements in the. current regulations are substantially similar to those
the ABm(fom for a specific of opinion letters.

D.F tax administrative efforts will be required to successfully address the
problem of corporate tax shelters. Centralized a istration and review of the pen-
alties pro should be incorporated into the efforts that IRS has recently an-
nounced to establish a group to review identified shelter transactions. Effective

{
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means of using the required disclosures will be needed along with utilizing an active
*notice to taxpayera?gmoess a8 IRS identifies quesﬁonabl:g-macﬁons. _

Appendix 2

TAX DIVISION OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC AC-
COUNTANTS STATEMENT OF DAVID A. LIFSON TO THE HOUSE COM-
g(HEPI‘IL'ETI'EJ: RgN WAYS AND MEANS FOR HEARINGS ON CORPORATE TAX

NOVEMBER 10, 1999

My name is David Lifson, and I chair the Tax Executive Committee of the Amer-
ican Institute of Certified Public Accountants (AICPA). The AICPA is the national

rofessional association for CPAs, and our more than 330,000 members are from

rms of all sizes, and from business, education, and government. Our members
work regularly with the tax laws that you write, and we have a strong interest in
making the tax law fair, simple, and administrable.

I am pleased to present our testimony on “corporate tax shelters.” For the last
year, we have had a task force working hard un the issues that the Treasury and
Joint Tax Committee staff studies have attempted to address. We have discussed
the issues with our leadership and membership; we have met with representatives
of the American Bar Association Tax Section and Tax Executives Institute to iden-
tify areas of consensus; and we have met with Treasury Department and Confres-
sional staff. While we have made ;irogress, there are still significant areas of dif-
ference and a lack of consensus on key issues. We are all concerned about the mis-
use of our tax system, but we are also concerned that legislation to curtail this ac-
tivity not be so overly broad, vai\‘xe, and punitive as to have a chilling effect on nor-
mal transactions of average business taxpayers. We urge restraint in legislating so-
lutions until discussions can build a greater consensus on the best approach to the
difficult and complex problem of narrowly but effectively ting abusive corporate
transactions, while leaving intact a taxpayer’s ability to plan regular commercial
transactions without fear of draconian sanctions.

In addressing corporate tax shelters legislatively, we encourage you to keep in
mind that the system must work efficiently, so that taxpayers and practitioners can
understand and the IRS can enforce the rules. The tax system works through com-
pliance and enforcement, based on the broad powers t Congress has already
given the IRS to curb abuses. Not every perceived abuse requires new legislation
with its concomitant new regulations and rulings. Indeed, the government pre-
vailed in several ve{,y recent tax cases based on present law (Compaq Computer
Corp., 113 TC No. 17 (September 21, 1999); IES Industries, Inc. v. U.S., No. C97-
206 (N.D. Iowa Sept. 22, 1999); Winn-Dixie Stores, Inc., 113 TC No. 21 (October 19,
1999); and Saba Partnership, Brunswick Corporation, Tax Matters Partner, TC
Memo 1999-359 (October 27, 1999)), following last year'’s decisions in ACM Partner-
sh? v. Commissioner (1567 ¥2d 231 (3d Cir. 1998, affg. in part T.C. Memo. 1997~
115)) and ASA Investerings Partnership (1998-3056 TCM).

We are also pleased with the recent announcement by the IRS that it is formi
an operational group to target corporate tax shelter transactions. As we have sta
in prior testimony on this subject, some of the problem is lack of enforcement of ex-
isting rules rather than the need for new rules. As the government becomes more
successful in identifying and prosecuting tax shelter cases, Laxlpayers and shelter
promoters will be ed from abusive transactions. Nevertheless, we do support
efforts to raise the standards required of “more likely than not opinions” through
changes to Circular 230, and believe the practices of those not currently subject to
Cir;sar 230 must be subject to meaningﬁs penalties as well.

We specifically reject the imposition of a new “super 269" approach that is in-
cluded in some proposals. Such a new regime would be imposed over and above cur-
rent law requirements and would deny deductions, losses, or credits unless a com-
plex analysis demonstrates an appropriate level of pre-tax profit. This approach,
combined with t:‘f)resumption of non-economic purpose, is overly broad in targeting
abuses, and would adversely affect many normal business transactions at a min-
imum By injecting a high level of uncertainty and requiring documentation of an
analysis for tax p that has no other meaning or business eé)urpose .

My comments today supplement and refine those we provided last Spring to the
House Ways and Means Committee and Senate Finance Committee when we were
addressing the President’s budget gxéopos‘ala related to corporate tax shelters. I have
a&ched our statement from the Senate Finance Committee hearing on April 27,
1999.
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Disclosure of Corporate Transactions

We continue to strongly support an effective disclosure mechanism to advise the

vernment of corporate transactions that warrant review. Structuring an effective

osure regime requires balancing the amount of detail, the timing of disclosure,
and the burden of disclosure on taxpayers and advisers.

Disclosure should provide enough information to the IRS to be helpful, but should
not include excessive detail that will make their review difficult. For tax return dis-
closure, we would encourage the use of Form 8276, which contains a concise state-
ment of the legal issues or nature of the controversy. This form could be adapted
for corporate tax shelter issues, possibly with check boxes for indicators of trans-
actions that the government might wish to review, such as the involvement of a tax
indifferent &"W indemnities for the benefit of the corporate participant in a trans-
action, or other characteristics that the Committee determines are a ropriate.

While advance disclosure (that is, before the return is filed) wougg help the gov-
ernment in some cases, it could be burdensome and should be limited to those situa-
tions where it would be most useful to the government. For both advance and return
disclosure, we 8 t care be used to identify what the IRS can actually make use
of at each point g: time. Disclosure requirements for advance and return filing
should be specific as to what is required, when, and by whom.

We recommend placing the burden of advance disclosure on the promoter, advisor,
opinion-writer, or salesman, rather than the ayer. Requiring both the taxpayer
and these third parties to disclose a transaction is burdensome and provides redun-
dant information to the IRS. Advance disclosure by the third parties will be more
helpful to the IRS in the timely identification of problem areas and will be more
effective in curtailing abuses by these third parties at an early point in time. We
suggest that each of the “responsible” third parties involved be responsible for the
::&orting, unless there is agreement that one of them will take responsibility. This

create the necessary tension between the parties to insure disclosure,

For disclosures in advance of filing, we encourage you to modify Section 6111 (reg-
istration of tax shelters). We suggest a “reportable transactions” regime as a sul
stitute for the “tax shelter” transactions convention currently in place under Section
6111 to identify targets for pre-return disclosures. This approach would be more fo-
cused, less subjective, less laden with emotion, and would encourage disclosure.

In defining transactions to be disclosed on the return or in advance, we believe
there is merit in the approach of developing fairly objective “indicators” of the sorts
of transactions to which the government wants to give special attention. However,
both Treasury and the Joint Committee staffs have suggested some indicators that
we believe would sweep in many o business transactions. For example, the

roposed indicator of a permanent book/tax accounting difference, would include

ey-man insurance, purchased intangibles, and the use of stock options as employee
compensation. Another proposed indicator would look at the economic substance of
a transaction, using a pre-tax profits analysis that would result in a number of ordi-
nary transactions being classified as “tax shelters.” For example, many incentives
that Congress enacted to encourage taxpayers to undertake transactions that are
not susceptible to this bottom-line analysis, like the research credit or even chari-
table contributions, would have to be reported or be specifically excluded from this
test in legislation. It would be impossible to compare the pre-tax profits with ex-
tax benefits in many ordinary transactions because the economic return is
unknown, such as stock purchased on margin or real estate purchased with non-
recourse debt. Other normal business transactions, such as leasing, financing or ad-
vertising, are not susceptible to an analysis which requires a determination of the
expected pre-tax return from the transaction. Indeed, the Treasury Department's
study pointed out that the courts have been reluctant to employ this kind of anal-
ysis in testing the vitality of transactions for tax purposes.

We are particularly concerned that the five tax shelter indicators in the Joint
Committee staff recommendations would automatically deem a transaction to con-
stitute a tax shelter defined under current law as having “a significant purpose” of
avoiding or evading_Federal income tax. Defining a corporate tax shelter by ref-
erence to having a “significant purpose” of tax avoidance or evasion has not proved
helpful in determining the proper target, and even Treasury has not yet been able
to produce regulations after two years. We believe the Joint Committee staff ap-
proach of using more objective indicators is better, but they should be used as a st
stitute for the current law standards of “tax shelters.” These factors should be objec-
tive and could be adjusted as more information becomes available and new trends
are identified. Also, the Joint Committee staff recommendation contains a double
jeho.ﬂardy-—if a transaction does not fall within one of these indicators, the IRS could
sti e that a significant purpose of the transaction is the prohibited avoidance .
or evasion, and thus subject to additional disclosure requirements and higher pen-



181

alt{le)al In ghort. fromn the government’s perspective, it's “heads, I win; tails, you (may
well) lose. .

We urge consideration be given to developing a more neutral approach, such as
our suggested “reportable transactions” regime. The results may well be the same:
the need for disclosure and a potentially higher penalty structure, but the
judgmental tone is removed and the issue becomes one of mechanical reporting, not
of emotion. If a transaction satisfies an indicator, it is subject to a disclosure and
enhanced penalty structure; if it does.not, it should be subject to the normal penalty
regime (including disclosure as an abating criterion).

me of the proposals before you to avoid affecting normal business trans-
actions resulting from overly-broad indicators by exempting specific types of trans-
actions. We recommend a different approach. If a broad economic purpose test is re-
tained, we believe the best way to reach the Chairman’s stated ogjective of not ad-
versely im'racﬁexag normal business and financial transactions is to provide excep-
tions for defined categories of transactions. Our categories would include trans-
actions that meet a business purpose test, are consistent with the legislative intent
- of the applicable provision, or are expected to produce returns that are reasonable
in relation to the cost and risk of the transaction.

Finally, there should also be a de minimis level below which transactions do not
need to meet additional disclosure requirements or be subject to extraordinary pen-
alties, and we agree with the American Bar Association’s groposals for a minimum
of $1 million in professional fees or $10 million in tax benefits. This will avoid apw-
cation of this regime to smaller taxpayers and less-sophisticated practitioners. We
note that some proposals offered would apply to individual taxpayers. We suggest
that any l::ﬁher penalties and disclosure requirements should apply to corporate
taxpayers initially, and expanded to other taxpayers, if necessary, only after the re-
portable transaction regime is well established.

Penalties

_We believe that the “reportable transactions” regime for disclosure could be car-
ried over into the substantive penalty area under Section 6662(d)3. A reportable
transaction would have to be disclosed on the tax return or the taxpayer would face
heavier penalties. Disclosure will help the IRS identify problem issues, and, coupled
with penalties where a position taken does not have sufficient merit, will provide
a strong deterrent against abusive transactions. For reportable transactions that are
disclosed but that lack substantial authority and lack a sound orinion concluding
“more likely than not” on the merits, the 20% penalty of current law should apply.
A somewhat higher penalty on reportable transactions that are not disclosed would
provide an economic incentive for disclosure as would our suggestion in earlier testi-
mony that where the requisite standard is met and disclosure has been made, there
should be no penalty.

We do not support the Joint Committee staff's proposed 75% likelihood standard.
The current more-likely-than-not standard is coutnﬁ:ehensible in application where
the practitioner and taxpayer have to determine that they have the preponderance
of authority. Even this is not easy in situations where little guidance or case law
exists. Determiningethe degree of certainty to a specific percentage is virtually im-

sible, and will be difficult for the IRS and courts to apply. It would also set a
g(')lél;er standard than would be required t:as)revail on the merits of a case.

e do not believe there should be a ty on the taxpayer for failure to dieclose
on a tax return where there is no understatement of tax. Although we understand
the intent of this proposal, a flat-dollar amount would not act as a deterrent, and
other formulations of the penalty are too complex for the potential benefit that
might be provided. Similarly, we do not support any strict liability penalties, believ-
ing that the IRS should have the ability to waive penalties when justified.

e believe that a standard must be established under Circular 230 for all tax
shelter opinion letters. The current rules should be expanded to cover “tax shelter”
opinions outside the third party context and should be better coordinated with the
existing penalty rules. There are other aspects of Circular 230 that can also be
brought to bear on abusive tax shelters, and we will work with the bar, enrolled
agents, and the Treasury to improve Circular 230. Within the AICPA, we are re-
viewing the ethical conduct of practitioners involved in corporate tax shelter cases,
and are determined to maintain the highest level of responsibility of our members.

2In short, our recommendation is not intended to layer another regime for “reportable trans-
actions” on top of those in current law, but to stimulate consideration of a means to restructure
and simplify. the substantial understatement penalty for certain transactions, and to better co- |
ordinate those with the disclosure requirements.
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Most individuals who practice before the IRS are responsible professionals who
have nothing to do with abusive tax shelters. Unfortunately, many individuals in-
volved in developing, advis and selling of tax shelters are not professionals who
are subject to 230 (that is, not an attorney, CPA, or enrolled agent). The
penalties for nldln%hand abetting the understatement of tax liability could be ex-
g:nded to include these third parties. Also, promoter and advisor penalties should

imposed for failure to disclose when transactions are developed and sold, and
these could be fashioned along the lines of Section 6707, as a percentage of fees,
and could be expanded to apply to investment bankers, opinion writers, insurance
companies, and others who are involved in such transactions. For practitioners gov-
erned by Circular 230, sanctions can include suspension from practice before the
IRS or disbarment, and we would encourage tough penalties for others who engage
in abusive conduct.
Due Diligence by Corporations -

We have ‘been told that a common problern with abusive tax shelters is that tax
opinions on certain transactions often do not match the actual facts. This has led
to progosals that corporate officers be required to be more diligent in their examina-
tion of positions taken in tax returns. We support the requirement of a “corporate
officer attestation” on the return, diaclosix;g reportable transactions. Our s stion
is that a corporate official having knowledge of the facts, rather than one having
a position with a particular title within the corporation, would be required to sign
the attestation. The legislative report should make clear that the official could rea-
sonably rely on expert opinions as to the tax law, valuations, etc., and on other re-
:Ponsi le corporate personnel as to factual matters. We do not believe that attesta-
tion should carry personal liability, as this extreme sanction may not be aprropriabe
for the conduct of the corporate official. Also, lalll-ge companies frequently insure
their officials against liability so that personal liability would often be deflected.

Conclusion

We strongly oppose the undermining of our tax system by convoluted and con-
fusing tax sophistry. Clearly, there are abuses and they must be dealt with effec-
tively. However, we have a complex tax system and believe that taxpayers should
be entitled to structure transactions to take advantage of intended incentives and
to pay no more tax than is required by the law. Drawing this delicate balance is
at the heart of the issue we are addressing today. We urge you to continue the dif-
ficult discussions that develop from today’s hearings until a greater consensus can
be reached as to the best possible legislative approach. We offer our ideas and as-
si‘stfnce in developing an effective and efficient approach to curtailing abusive tax
shelters.
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(SUBMITTED BY SENATOR MOYNIHAN)

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THE TREASURY

March 8, 2000

Dear Sonator Moyniben:

As you bogia discussing the very important Sopics of corporate tax shelters and the pemalty snd
interest rogims in the Intcernal Reveans Code today, 1 wanted $0 share some briof thoughts with you
regarding corporate tax sholters. | have receatly stated owr beliof that corporate tax sheliors reproscat the
most significant complisnce problem carrently coafrosting our system of scif-asscesmcat. Corporate tax
sheliers not only reduce the corporate tax base, they breed disrespoct for the systce by participssts and
obscrvors, and waste valusble public aad private scctor resources. X

The tax-writing committoes of the Congross, working with the Treasery Department, bhave built
aa impressive rocord of addrossing spocific, abusive transactions as they come to light. Also, Treasury
aad the IRS have shut down specific transactions by administrative actios, when appropriste. R is
soggestive of the scale of the problom that action over the last fow yoars % addross spocific sholters will
save the Americen taxpayer close 10 $30 billion over the next decade.  More rocestly, 10 obtaia more

information abowt potcatially abusive trassactions and 0 help deter thems, the Depsrtmont of the Treasury -

and the IRS isswed proposed and temporary regulations roquiring disclosere of ccrtain transactions 10 the
IRS, and requiring developers and promoters of tax-sagincered transactions 10 meintain customer lists.
Also, over the oourss of the last soveral years, the IRS hes preveiled in several court cases ageinst the use
of transactions lacking ia cconomic substance.

The point | would Like to maks is simple: specific statetory patches, rogulstions, administrative
actions, and court victorics, while caormousty helpfisl, are not encugh. Corporate tax sholter activity
continucs t0 proliferate. As you know, the Admisistration has put forwesd in the FY 2001 Budget
Wpﬂpﬂbmmthmwwwwmmw
Talismen. We look forward 10 working with Congross 0 pass laws that will address this problems, which
1 belicve 10 be of great importance. Failure 10 addross this issus in 8 mossingful way would put the
faimces and efficacy of our tax systom at risk.

Sincerely,

Fawmpnce i4_ o manrn

Lawreace H Summers
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JONES, DAY, REAVIS & POGUEB

TELEPHONE: 2308-070-3030

Atanta  IRving METROPOLITAN SOUARE
austin LONDOA TELEL: DOMNTBTIC 808410
SRUSSELS (og anorLEs 1430 0 STRERT. N.W TELET: INTERNATIONAL 64303
“‘"“'“"u” wp hwrvoAx WASHINGTON. D.C 20008-20008 CABLE: ATTORNETS WASMING TON
cowunaus  "ANS PACSIMNLE: §03:737 2002
oS MTTSOUREN WRITER'S DIRECT HUNBER:
PRANKFURT :"‘°." 202 879 J898
eENEVA awe
HONE KONS  TOXTO

April 12, 1994

Hon. Daniel Patrick Moynihan
Senate Office Bullding
Washington, D.C. 20510

Dear Pat,

I have just filed my tax returns for 1993, by mail. As I
have mentioned in writing to you previously, it sesems to me that
our government makes unreasonable demands on its citizens -- not -
in terms of the aggregate amount of money which they are called
upon to pay, but rather bacause of the enormous amount of -
papervork vhich is regquired in the process.

My filings included nine separate returns, sent to six
different addresses. These include Social Security returns and
Uneanloyment Insurance returns (all on a quarterly basis) as well
as the Federal and D.C. Income Tax Return, and the Federal and
D.C. Estimated Tax Return for.1994. S8ince the Social Security
and Unemployment taxes are all the result of my vife’s
disability, it seems to me that a case could bes mads that we
should rather receive an appropriate credit for providing N
exployment to others who need it. ] T

Near my desk hers, I have a federal tax file vhich is three
inches thick, and (I estimate) contains more than six hundred
pieces of paper. I will have to keep this for several years, in
order to be able to respond to any queastions vhich may arise. 1In
addition to the federal tax itself, the booklet supplied to
taxpayers contains not only Form 1040 with many schedules, and _
referances to other schedules, vhich must be applied for, but
there are forty-nine pages of “Instructions,”-which must be
carefully ed. These forty-nine pages are mostly three
columns each of small print. I estimate that there are at least
1,225 worlds per page. This brings the total of "Instructions®
to a total of 50,000 words. But, in addition to the
Instructions, there are over thirty-six pages relating to various
schedules. The grand total of material accompanying the return
is at least 94/'000 words, the equivalent of a moderate-sized

book.

Thesa Instructions include a great number of "workshaets."
I am enclosing Xerox copies of two of these, both of which must
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Hon. Daniel Patrick Moynihan
April 12, 1994
Page 2

be virtually incomprehensible to the ordinary citizen. 1In
particular, I call to your attention the Itamized Deductions
Worksheets on page A-5, where you multiply a line by 808, and
then four lines farther along you multiple a line by 38, all to
get a figure which must be quite beyond the understanding of .
those tlxngm who have to use it, and of the many others who
have to ¢ their wvay it to see if it is something they

ve
have to use in order to complets their returns.

The net result is an enormous task, at which I spent just
short of a hundred hours. Among other things, if you find, on
checking, that a mistake has besn made somewhere in the process
of £illing out the return, then the whole thing has to be done
over again, including all-of the complicated computations.

I do not blame the Internal Revenue Service for this extrame
complexity. They have no choice. They hava to take the law as
it is written Congress. I do .think that Congress has failed
to mest its basic ru{gnllbluty to snact legislation that is
reasonably comprehensible, and then not to change the statute too
oftan. This was a role vhich Wilbur Nills handled very carefully
and skillfully, but it has been almost completely neglected in
recent ysars. The key man on this is the Chairman of the Ways
" and Means Committee of the House of Representatives, but the
Chairman of the Sehate Finance Committse can also have a very

considerable impact on it. )

Much of the probleam goes back to the "rsorganization® of
Congress which was carried out closs to fifty years ago under the
leadership of the younger Senator LaFollette from Wisconsin. He
vas trying to get away from the "Solid South," and the domination
of the two Houses of Congress by a fev Southern members, who, in
effect, had life terms. The net result of the change then made,
though, was to weaken the leadership so that there are now 535
different and essentially independent parties in Congress. BEach
manbar has his own responsibility for fund-raising, and the
result is that there is very little party ludouhip in congress.
This of course makes it very difficult for Committee Chairmen.

For example, the probleam with respect to the Itemized
Deductions Worksheet arises because some mambers (or the
Treasury) wanted to save some part of the tax involved by the
deductions allowed by Schedule A wvithout "raising rates.” So ve
have this frightfully complex computation, which is quite
unfathomable most taxpayers. I mention Schedule A only as an
illustration( There are many other places where ths computations
are incomprehensible to ordinary citizens. This PForm, and the
many other Forms that are required, create a bitter feeling.among

our citizenry.
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Hon. Daniel Patrick Noynihan
April 12, 1994
Page 3

For better or for worse, I am one of those who keep his own
records and makes cut his own tax return. Practically everyone
else, vhether of substantial or modest incoms, feals that he must
use a "tax advisor® or consultant, at considerable aggregate cost
== which cost is deductible in determining the tax. The reason
that I make out my own return is that I have bean doing sd for
more than sixty yeara. I started vhen the tax could be
comprehended, and have not bean willing to stop. It is only in
the past eight or ten ysars that the task has become yary
burdensome. I could have ug.tnturns prepared by an accountant,
but I figure that it would nearly as much work for me to
gather together the necessary factual material as it is for me to
nake out the returns. Noreover, I resent the fact that my
government forces me to use an accountant for such a mattaer,
particularly when my career in lav has bean largely in the tax
field, and I taught federal taxation in law school for a third of
a century, between 1934 and 1967 and published the firat casebook
devoted solely to Federal Taxation. Paying an accountant to do
the vork seems 'to me to be a little like the civil War practice
of hiring a subatitute i{n order to avoid the draft. That doas
not loock very good today, and so it is with a system which forces
many taxpayers to have their returns made out by people vwith the

most sophisticated computers.

And now the Treasury, ¥ith reason, is about to require more
paper in order to meet the néw rule that thers must be a signed
receipt for a high proportion of charitable contributions,
including a statement that no benefit is received. These
receipts must then of course be retained for a number of years.

I venture to suggest that, somehow or other, a better
solution to these problems must be found. A tax law can naever be
as precise as the drafters have been trying to make it over the
past several years. It is my earnest hope that the Ways and-
Means Committee, and the Finance Committes, through the energetic
anterprise of their respective chairmen, will take steps to
simplify this whole opsration, making it possible for the
ordinary citizen to comply with his responsibilities, and

understand what he is doing in the process.

Keep up the good vork.
With best wishes,

s v truly yours,
| s Lot
émlzwr‘sz
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PREPARED STATEMENT OF NINA E. OLSON

Mr. Chairman and Members of the Committee:

My name is Nina E. Olson. I appear before eﬁyfou todaéoin my capacity as Executive
Director of The Community Tax Law Project.The Community Tax Law Project
(CTLP) is a 6501(cX3) corporation founded in 1992 to fulfill a three-fold purpose: (1)
to &mvide pro bono representation to low income Vi taxpayers in federal,
state, or local tax disputes; (2) to educate low income individuals about their rights
and responsibilities as USs. taxpayers; and (3) to increase public awareness of and
eneourt:xge informed debate about tax policy and practice issues impacting low in-
come taxpayers. -

The Project accomplishes its mission through a panel of volunteer attorneys and
accountants and an in-house staff including two tax attorneys, one of whom is bilin-
gual_in Spanish. We conduct substantial outreach efforts to taxpayers who speak

%hsh as a Second Language, to participants in welfare-to-work programs, and to
victims of domestic violence. CTLP also J)rovides continuing education and training
programs for its volunteer aitorneys and publishes a national quarterly newsletter
about low income taxingger ractice and policy matters, The Community Tax Law
Resort. In fiscal year 1999, The Community Tax Law Project was awarded $100,000
under the Low Income Taxp?:)r Clinic Grant Program, authorized by IRC §7526.

The Community Tax Law Project accepts approximately 200 cases per year. All
of our clients have income at or below 260% of the federal poverty level. We also
provide brief advice to individuals who contact us and whose income is above our
guidelines for income eligibilig;‘ Since 1992, we have conducted in-depth interviews
with over 1,600 taxpayers. Prior to obtaining my law degree and founding the
Project, I practiced as an unenrolled preparer and tax adviser for sixteen years.

I appreciate the opportunity to appear before the Committee today to discuss the
tax penalty and interest provisions of the Internal Revenue Code. The substance of
my remarks today is drawn upon my observations and experiences over my last 25
years of tax practice. I will begin by making some general observations about low
and moderate income taxga{):rs. Next, I will comment upon certain, but not all, pro-
mals advanced by the Joint Committee on Taxation and the Department of the

asury’s Office of Tax Policy. Within this discussion, I will describe The Commu-
nity Tax Law Project's recommendations for improvements to the current tax pen-
alty and interest provisions.

GENERAL COMMENTS

Low Income Taxpayers, including Taxpayers who speak English as a Second Lan-
. guage.

Low .income taxpayers tend to be financially unsophisticated and have limited
means with which they can obtain qualified advice regarding tax matters. Welfare
reform continues to introduce new taxpayers to the federal tax system, all of whom
are low income. Low income taxpayers, including those who s{:e Eugiish as a Sec-
ond Language (ESL), are often in very tenuous and unstable financial situations.
ESL taxpayers in particular may not have authorization to work in the United
States and thus are fearful of government because of their immigration status. This
fear renders them vulnerable to less reputable advisors.

We have noted that among this population, self-employment is on the rise. These
taxpayers do not necessarily adopt self-employment status voluntarily. In many in-
stances our clients do not understand that :{ are being treated as independent
contractors and certainly do not know about their obligations to pay self-employ-
ment tax or make estimated tax payments. We find that many participants in the
welfare-to-work programs are encouraged to establish home-based day care busi-
nesses, with little education about their tax filing and recordkeeping responsibil-
ities. Household workers, farmworkers and day laborers are also subject to
misclassification as to their worker status. -

Low income taxpayers rely on tax Smfessionals for tax advice as well as tax px:eg-
aration, Given their limited financial means, they turn to check-cashing establish-
ments for advice and preparation. They are easily lured to commercial establish-
ments that offer to prepare taxes and extend a refund anticipation loan which can
be applied toward a purchase at that establishment. Alternatively, they turn to
“kitcgen table preparers,” individuals who have perhaps taken a tax preparation
course and now prepare returns for the neighborhood. Low income taxpayers with
the simplest returns can seek assistance from VITA sites; however, most 'A sites
do not prepare returns requiring a Schedule C for sole proprietorship income. Low
income taxpayers are particularly vulnerable to illicit preparers, who make promises
of big refunds and who frequently do not sign the returns which they are paid to
prepare. We find that ESL taxpayers are easy prey for this type of preparer, given .
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language barriers or immigration status issues. It should be noted that ESL tax-
yers also have difficulty obtalnixﬁ the requisite Social Security Number (SSN) or
ndividual Taxpayer Identification Number ).

Moderate Income Taxpayers

We have noted an increase in self-employment status in the moderate-income tax-
payer population. Many of these taxpayers run their own home-based businesses,
either as their primary or secondary employment. As a result of the last several
years' expanding economy, many of these taxpayers have stock market investments
and resulting taxable transactions. They also may have significant investments in
401(k) plans and other retirement accounts, education IRAs, prepaid tuition plan in-
vestments, deductions or credits relating to education tax incentives, and exposure
to the alternative minimum tax.

These taxpayers seek tax advice and preparation assistance from a number of
sources, including unenrolled preparers, enrolled agents, and small CPA firms. They
are also very enterprising and often prepare their own tax returns with commer-
cially available tax preparation software packages.

Effect of Complexity on Low and Moderate Income Taxpayer Compliance

The current Internal Revenue Code presents many traps for the unwary or
unadvised low or moderate income laﬂayer. Family status issues alone constitute
- - - - a-major source of errors on returns. The determination of worker status, ordinary
and necessary business expenses, education tax incentives, and taxation of distribu-
tions from retirement accounts are all issues faced by these taxpayers.

Taxpayers are no longer able to rely on their common sense and intuition as to
which facts are relevant for tax Sreparation. They are not sure what type of and
how much information they should gather. They do not know what information they
should report to their preparer to enable him or her to accurately complete the re-

Effect of Complexity on the Taxpayer—Preparer Relationship.

Tax professionals, including unenrolled preparers, have a duty to the tax system
as well as their clients. This dual duty is reinforced by the increasing complexi&y
of the Internal Revenue Code. Taxpayers are relying on their preparers and tax ad-
visors to help them comply with the tax law and to inform them of any risks or
errors. The federal tax system expects tax professionals to act as the first line of

- - =—defense for both innocent errors and aggressive, unsupported return positions.

Fact investigation is an increasingly important function of the tax professional as
the tax law grows more complex. In many instances, it is no longer appropriate to
accept the taxpayers factual information at face value. The duty to the system
means that return preparers and other tax professionals have a professional obliga-
tion to inquire further and guide the taxpayer through fact-gathering.

Role of Penalties in a Self-Assessment Tax System

Our self-assessment tax system sets the taxpayer’s desire to comply with the tax
laws against his or her reluctance to give up hard-earned dollars to the federal gov-
ernment. Penalties, fairly administered, tilt the balance in favor of compliance by
increasing the cost of noncompliance and imposing a sense that the taxpayer has
violated a societal norm. Most taxpayers are risk-adverse. Even long-term nonfilers
emerge and file because they cannot stand the guilt and the feeling of having-to
“hide.” A fair and effective penalty system will not be so punitive that it overcomes
the positive influence of g\nﬂ? increases anger at the tax system, and becomes a bar-
rier to compliance.

Role of Interest in a Self-Assessment Tax System

Nonpayment of taxes results in a loan from the government (and other taxpayers)
to the delinquent taxpayer. Interest serves as compensation to the %overn.men end-
er for the time-value of money and for the risk undertaken (involuntarily) by the
government. While the government wants to encourage taxpayers to timely pay
their tax obligations and, conversely, to deter and punish taxpayers who do not
timely pay, interest is not the vehicle for satisfying these goals. .

The interest charge should be high enough to discourage taxpayers from using the
government as a lender of first resort or for cash management purposes. However,
the rate of interest should reflect the government’s recognition that collection of tax
may depend on the government acting as a lender. This is particularly true with
the low income population and self-employed individuals, whose cash-flow is often
volatile and who do not have access to other lending sources.

|
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Taxpayer Behavior and Tax Collections

Our experience confirms what the Joint Committee Report observes: the older the
tax year, the less likely it is that the taxpayer will pay the tax. Taxpayers are frus-
trated by having to an two or three times the underlyin&tax in penalties and inter-
est. They perceive themselves as trying to comply with the tax laws ind mak:afood
on their tax debts. Spiraling interest and high, continuing late payment penalties
make taxpayers feel like they are criminals rather than people having a hard time
making ends meet. The high cort of penalties and interest is the greatest impedi-
ment we face in convincing nonfiler taxpayers to reenter the system.

S8PECIFIC PROPOSALS

Underpayment and Overpayment Interest

As stated above, the rate of underpayment interest must be high enough to en-
courage taxpagera to pay timely but not so high as to undermine a taxpayer’s intent
to be in compliance with the tax laws. Interest is not a punitive device. Therefore,
we support the Joint Committee’s proposal to set the interest rate at AFR plus 5,
on the assumption that that rate approximates a mean market rate for a broad class
of taxpayers. We suggest that interest be compounded monthly rather than daily.
Monthly compounding will also bring tax interest in line with market practices and
does not appear punitive to the taxpayer, thereby increasing the rate of compliance.

We support the Joint Committee’s proposal to equalize the underpayment and
overpayment rate for all taxpayers. The Joint Committee’s proposal to exclude over-
payment interest from individual taxable income will certainly simplify the adminis-
tration of interest netting. We are extremely sympathetic to the concern that low
and moderate income taxpayers may not be knowledgeable enough to request or
complete the complex calculations currently required for interest netting. However,
we do have some concern that compliant taxpayers will view this provision as a
windfall to noncompliant taxpayers. We suggest an alternative approach, that of
permitting the deduction of underpayment interest allocable to sole proprietorships
and most activities reportable on Form 1040, Schedule E (i.e., rents, royalties, and
income from partnerships and S Corporations).

Interest Abatement

We recommend the following five proposals. First, retain the discretionary nature
of abatement. We believe taxpayers should be required to make their case for inter-
est abatement to the IRS and the IRS should be able to exercise its discretion in
abating interest, after weighing all of the arguments, facts and circumstances. Sec-
ond, extend the availability of abatement to interest accrued as a result of all acts
by the Internal Revenue Service that cause unreasonable delays or errors in proc-
essing.

Third, we support the proposal that Congress grant the Secretary of the Treasury
the power to abate interest where it would be inequitable to charge it. Fourth, we
propose that the United States Tax Court be granted jurisdiction to review the Sec-
retary’s decision in cases where equitable abatement is denied as well as equitable
jurisdiction to abate penalties and interest in cases properly before the Court under
IRC §§ 6213 and 6214. (This proposal will be discussed in further detail under the
section heading “Administrative Provisions.”)

We note that under current law, overpayment interest is allowable only after a
return is filed, while underpayment interest accrues from the original due date of
the return. It is our experience that nonfilers often have a mix of overpayment and
underpayment returns outstanding. In fact, they often do not file because they be-
lieve, erroneously, that the overpayments will net out the underpayments and it will
all even out in the end. In most cases, however, the overpayments will not be allow-
able because of the expired statute of limitations period under IRC § 6511 for claim-
ing a refund. This situation gives the nonfiler little incentive to reenter the system.
In fact, it increases the nonfiler's r at the tax system, since the government is
retaining his or her refunds while collecting the underpayments. )

Therefore, we further suggest that, in the context of nonfilers reentering the sys-
tem, underpayment interest be abated to the extent that a taxpayer has refunds
barred under IRC § 6511. This pro will remove a deterrent for nonfiler re-entry
but will not reduce the amount of tax still owing, nor will it reduc_e the failure-to-
file penalty. It should not be,oggectionable to compliant taxpayers, since the govern:
ment is retaining the barred and in that way is compensated for the abated
interest. I
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Failure to File Penalty

We believe that the Failure to File Penalty under IRC § 6851(aX1) acts as an im-
portant deterrent to taxpayers contemplating noncompliance and reassures compli-
ant taxpa“;'em that the government is punishing those taxpayers who choose not to
comply. We su&port Treasury’s g‘r:lpoa of a gradually increasing penalty rate while
retaining the 26% maximum penalty. However, the effectiveness of this rate sched-
ule as an incentive for filing will depend on the Service's adequately publicizing the
rate schedule and informing ayers through notices and one-on-one contacts. We
recommend that the Service hold Special F Days, similar to the Nonfiler Pro-
gram held several g;em ago. These Special Filing Days could be held in conjunction
with the Problem Solving Days so that nonfilers would not be singled out.

We oppose Treasury’s proposal that a “service charge” be imposed on no-balance
returns that are not timely filed. We believe this service charge will alienate mar-
ginai taxpayers who have not filed for innocuous reasons and who already resent
that the government has the use of their funds durinf the nonfiling period without
paying them interest. This proposal, if enacted, will also undermine efforts directed

a:a n%rix;i;ers, who frequently have both underpayment and overpayment returns out-
stan .

Failure to Pay Penalty

We concur with the Joint Committee on Taxation’s proposal to repeal the Failure
to Pay Penalty under IRC § 6651(aX2) and (3). A market rate of interest serves to
compensate the government for the time value of money and its lending risks. Hon-
est taxpayers who are sincerely attempting to ;,)‘? taxes, albeit late, feel that they
are being charged interest twice, with interest and the Failure to Pay penalty accru-

ax administration should focus on incentives to collect outstanding taxes quickly,
thereby increasing the likelihood of collection. Collections will increase if taxpayers
understand that they can avoid the imposition of an annual service charge, akin to
a cr%dit card late payment charge, if they quickly enter into an installment agree-
ment.

Knowing too well how difficult it is to get taxpayers’' attention, we suggest that
the Service follow the marketing strategies of credit card companies advertising
lower rates. The Service should send out a separate notice to the taxpayer two
months after notice and demand, which describes the availability of installment
agreements and highlights the service charge waiver. This notice should include an
easily readable chart with examples of how much money the taxpayer will save by
entering into the installment agreement. At the 3-month mark, the Service should
make telephone contact with the taxpayer. If the taxpayer submits an installment
agreement request by the fourth month after notice and demand, and the agreement
is accepted by the sixth month, the service charge would be waived. If a timely sub-
mitted ins ent agreement’s processing is delayed, the Service should err on the
side of the taxpayer in waivi e service charge.

We support the waiver of the $43 installment agreement fee when the taxpayer
agrees to an automatic account debit arrangement. We also propose that in the
event the taxpayer defaults on his or her instaliment agreement, the taxpayer
should be notified and fven a 30 day period to explain the default and seek rein-
statement. We believe that the $23 reinstatement fee should be waived if the tax-
mer demonstrates that the default was due to financial hardship as defined in

as. Reg. §301.6343-1(bX4).

We also propose that when a taxpayer is classified as “Currently Not Collectible,”
the Service should inform the taxpayer that the Failure to Pay annual service
charge will continue to be imposed. The Service should further advise the taxpayer
that if he or she later enters into an installment agreement to pay the tax and
makes all gayments of tax and interest under the agreement, the service charge will
be removed at the end of the installment agreement term. This provision will serve
as an incentive for some taxpayers, who temporarily fell on times but are now
improving their financial situation, to attempt to make payments on taxes attrib-
utable to older tax years, whereas now there is no incentive whatsoever.

Return Positions in General
For low and moderate income taxpayers, return position errors fall into two cat-
egories:
gg Those attributable to the complexity of the tax law and the taxpayer’s lack of
knowledge of the tax law; and ~
e Those attributable to inadequate fact development and information exchange
beiween the taxpayer and the return preparer.

T
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As noted earlier, this population of taxpayers are very dependent on tax profes-
oionals, usually unenrolled preparers, to navigate the tax system on their behalf.
Thus, tax professionals, including unenrolled preparers, must be held to an equal,
if not higher, standard of accuracy than the taxpayers themselves.

It is our experience that many commercial pre r8 working with low income
taxpayers are unfamiliar with the accuracy-related or preparer penalties or the ad-
visability of disclosure of return positions. This observation is true to a lesser
extent, about certain preparers who assist moderate income taxpayers. Thus, these
tax‘fm are never informed that they may be subject to accuracy-related penalties
an t disclosure of certain positions may avoid the imposition of such penalties.

Accuracy-related penalties are often automatically imposed on this class of tax-
payers. Low and moderate income taxpayer returns often give rise to service center
or district correspondence audits. In this context, there is little opportunity to de-
velop facts much less discuss the imposition of penalties. All too often the service
center issues a notice of deficiency for a return prepared by a tax return preparer,
imposing the accuracy-related penalty for negligence, without ever raising the possi-
bility of penalty abatement for reasonable cause. Since only 5% of all notices of defi-
ciency result in a Tax Court petition, it is highly likely that many of these taxpayers
will unnecessarily payinf IRC § 6662(&5 penalties. Alternatively, they will be
challenging the imposition of penalties in the tax collections context.

Accur;cy-Related and Preparer Penalties: Individual Nonshelter Positions with Dis-
closure

Given the Internal Revenue Code'’s complexity, we believe the “realistic possibility
of success” standard is appropriate for closed nonshelter positions on individual
returns. This belief is based in ¥art on our experience that, with respect to any mod-
erately complex issue, 2 out of 3 taxpayers and preparers will come up with the
wrong answer. Therefore, if the taxpayer and/or his preparer discloses the question-
able position and puts the Service on notice about their uncertainty, neither the tax-
g:yer nor his preparer should be penalized. This standard has the added benefit of

Ing familiar to many licensed tax professionals, as it is incorporated into their
own standards of tax practice.

However, I must reinforce the need for education of the unenrolled preparer com-
munity about the need for disclosure of positions. A penalty waiver is8 meaningless
if pmpﬁr%rsl working with the low and moderate income population are unaware of
its availability.

Accuracy-related and Preparer Penalties: Individual Undisclosed Positions

We believe it is reasonable for the Service and the taxpaying £ublic to expect that
a higher standard will apply to undisclosed positions than to disclosed ones. Thus,
we suglport applying the “substantial authority” standard for avoidance of penalties
on undisclosed individual return positions. We believe it is reasonable for the Serv-
ice to expect that taxpayers and their preparers research their positions prior to
adopting them on returns. Substantial authority is a clearer standard than “more
likely than not.” It involves weighing authority rather than weiﬁl;izng the myriad in-
tarﬁible factors that enter into an analysis of settlement or ards of litigation
risks. ~

Accuracy-related Penalties: Reasonable Cause Exception

We strongly recommend the retention of the reasonable cause exception to the ac-
curacy-related penalty. Particularly with respect to undisclosed positions, the low or
moderate income taxpayer is often at the mercy of his or her preparer’s under-
standing of the tax law. These taxg:ﬁers are singularly ill equipped to secondl-ﬁuess
their preparer’s advice. Thus, we eve the reasonable cause exception should be
expanded to include certain significant mitigating factors and events beyond the
taxpayer’s contro), along the line of the Regulations under IRC § 6724. For example,
if a taxpayer has a history of compliance with the tax code prior to the year in
which attlh ac:u;:lcy-related penalty is imposed, this fact would weigh in favor of
waivi e penalty. .

inally, we are concerned about the possibility that taxpayers will incur penalties
because their preparers did not adequately investigate the facts (as opposed to au-
thority). While we recognize that the taxpayer is uniquely in possession of the facts
regarding his or her financial affairs, the tax preparer, for this population, possesses
the knowledge the taxpayer needs in order to comply with the tax laws. All too often
our clients tell us they were never asked for information that was vital to accurate
return preparation. In interviewing our clients, we asked for it; why did not their
preparers? While the standards for fact investigation may differ between con-
troversy practice and return preparation, there is a minimum level of inquiry. In
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many of our clients’ cases, we find that the tax preparer has not satisfied even the
minimum level of inquiry.

Thus, we recommend that Circular 230 be revised to include standards for all tax
profeasfonals as to factual as well as analytic investigation. We further recommend
that Treasury att:&v and propose a method of registration and regulation of
unenrolled commercial preparers which will result in these preparers being better
educated about their professional responsibility to the tax system and their clients.
We also support continuing education requirements for these preparers. The re-
quirement should establish a minimum number of hours of annual training in ethics
and professional responsibility, including IRC § 6103.

I understand that such regulation may increase the costs of tax preparation for
taxpayers who can barely aftord preparation now. There are solutions to that prob-
lem, including the expansion of VITA sites through IRS administered grants for pro-
gram administration expenses; the expansion of free tax preparation at IRS cus-
tomer service offices; and the expectation of pro bono service on the part of all tax
professionals, such expectation being incorporated into the Circular 230 standards
and into any standards governing unenrolled preparers.

Administrative Provisions

We suggest that the Service create a separate form on which the taxpayer can
apply for penalty and interest abatement, with clear, easy-to-understand instruc-
tions, similar to Form 8857 for IRC 56016 relief. This new form should contain an
option for requesting penalty and interest abatement on the grounds of innocent
: :Youse relief. (Alternatively, Form 8857 could include an option to request only pen-

and interest abatement on Section 6015 %munds.)
e also s\ﬁgeat that IRC §§ 6320 and 6330 be amended to include a specific Bx"lo-
vision authorizing penalty and interest relief to be considered in a Collections Due
88 Hearing and that the United States Tax Court have jurisdiction to review
&um7%m. This new jurisdiction would have to be coordinated with existing Sec-

on .

Both within and without the Collections Due Process procedures, full payment of
tax with penalty and interest abatement should be considered a viable collection al-
ternative in appropriate cases. In these situations, the abatement of penalty and in-
terest could be conditioned upon the taxpayer’s ongoing tax compliance for the next
five years, as is currently the practice in the offer-in-compromise context. Failure
to eom&ﬂ would result in reinstatement of the penalties and interest.

We believe that low income taxpayers need a local IRS presence to resolve their
tax problems. Therefore, although we support the concept of establishing a separate
penalty review unit in each operating division, we believe this unit must have rep-
resentatives in the field handling penalty and interest protests.

Finally, we encourage the Committee to consider granting the United States Tax
Court equity jurisdiction over the Treasur{-l Secretary’s proposed equitable abate-
ment of penalties and interest. We also believe that the Tax Court should clearly
be ﬁranted‘jm'isdiction over IRC § 6015(f) equitable relief from joint and several li-
ability for tax debts, since the denial of equitable relief in this context often func-
tions as a tax penalty. I believe this judicial review will reinforce Congress’ intent
that penalty and interest be imposed where they tmlty serve some purpose and do
not undermine the collection of tax. We need not be fearful of granting avenues of
relief and equity jurisdiction. Court opinions provide taxpayers with a measure
of what is acceptable behavior and what is not. Judicial review can only enhance
compliance and taxpayers’ confidence in the tax system.

CONCLUSION

Mr. Chairman, thank you for the opportunity to appear before the Committee °
today. I will be pleased to respond to any questions you might have about my testi-
mony or related matters.
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STAFF OF THE JOINT COMMITTEE ON TAXATION
CONCERNING INTEREST AND PENALTIES
AND CORPORATE TAX SHELTERS
BEFORE THE
SENATE COMMITTEE ON FINANCE

March 8, 2000

My name is Lindy Paull. As Chief of Staff of the Joint Committee on Taxation, it is my
pleasure to present the written testimony of the staff of the Joint Committee on Taxation (the
"Joint Committee staff™) at this hearing concerning interest and penalties and corporate tax
shelters before the Senate Committee on Finance.!

Section 3801 of the Internal Revenue Service Restructuring and Reform Act of 1998 (the
"IRS Reform Act”) directed the Joint Committee on Taxation and the Secretary of the Treasury
to conduct separate studies of the present-law interest and penalty provisions of the Intemnal
Revenue Code (the "Code") and to make any legislative or administrative recommendations they
deem appropriate to simplify interest and penalty administration or reduce taxpayer burden. The
studies were required to be submitted to the House Committee on Ways and Means and the
Senate Committee on Finance by July 22, 1999.

In responding to this legislative mandate, the Joint Committee staff undertook an
extensive study of the present-law system of interest and penalties. The Joint Committee staff
reviewed each of the interest and penalty provisions in the Code. The Joint Committee staff
cconomists analyzed the economic considerations that affect taxpayers' decisions with respect to
compliance and the Federal government's decisions in setting enforcement parameters, including
penalties. The Joint Committee staff met with representatives of the Department of the Treasury
(the "Treasury”) and the Internal Revenue Service (the "IRS"), requested the General Accounting
Office to investigate IRS practices regarding interest and penalties and, with the assistance of the
Library of Congress, reviewed interest and penalty regimes in other countries. The Joint
Committee staff solicited comments from taxpayers, tax practitioners, tax clinics serving low-

! This w;timony may be cited as follows: Joint Committee on Taxation, Testimony of
the Staff of the Joint Committee on Taxation Concerning Interest and Penalties and Corporate
Tax Shelters Before the Senate Committee on Finance, March 8, 2000 (JCX-23-00), March 7,
2000.
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income individuals, and other interested parties, and met with representatives of mljor taxpayer
groups and professional organizations to discuss their comments. -

The Joint Committee staff study® includes a variety of recommendations to modify the
present-law system of interest and penalties. These recommendations are designed to improve
the overall administration of interest and penalties and to provide consistency in application with
respect to similarly situated taxpayers. This is the focus of Part | of our testimony.

Part II of our testimony focuses on recommendations made by the Joint Committee staff
with respect to corporate tax shelters, which are contained in Part VIII of the Joint Committee
staff study. Our testimony wcludes an attachment containing data regarding Federal income tax
receipts and corporate income.’ Our previous testimony before the House Committee on Ways
and Means on corporate tax shelters also included an analysis of the issues presented by various
corporate tax shelter proposals.! We are curreatly updating the analysis and will supply it to the
Commitiee once it is completed.

PART ] -- INTEREST AND PENALTIES
A.  Recommendations Relating to Interest
Equal treatment for all taxpavers
A single interest rate should be applied to all tax underpayments and

overpayments for all taxpayers. The single interest rate should be set at the
short-term applicable Federal rate plus five percentage points ("AFR+5"),

The Joint Committee staff recommendation is based on the concept that the Federal
government and taxpayers, to the greatest extent possible, should be treated equally in the
payment of interest. Equal treatment of interest would enhance perceptions of faimess and
would simplify interest computations in siluations-involving overpayments and underpayments
during overlapping periods of time. To achieve equal treatment, the same rate of interest should

2 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), July 22, 1999 (the "Joint
Committee staff study*).

3 Joint Committee on Taxation, NIPA and Federal Income Tax Receipts Data (JCX-24-
00), March 7, 2000. This attachment, which is similar to that presented to the House Committee
on Ways and Means on November 10, 1999 (JCX-83-99), reflects recent baseline modifications.

* Joint Committee on Taxation, Description and Analysis of Present-Law Tax Rules and
Recent Proposals Relating 1o Corporate Tax Shelters (JCX-84-99), November 10, 1999.

2-
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apply to payments by a taxpayer to the Federal government and to payments by the Federal
government to & taxpayer, irrespective of whether the taxpayer is an individual or corporation,
- and without regard to the amount of the underpayment or overpayment of lax.

Present law does not embody this concept of equality. Corporations are required to pay
higher interest rates on underpayments than the interest rates received on overpayments. Under
centain circumstances, the rate of interest paid by a corporation on a large underpayment is four
and one-half percentage points higher than the interest rate that would be paid by the Federal
govemmem on a large overpayment.}

The IRS Reform Act moved toward equal treatment by requiring that the same rate of
interest apply to underpayments and overpaymeats of individual taxpayers. The IRS Reform Act
also provided a net interest rate of zero for interest payable by and allowable to a taxpayer on
equivalent amounts of underpayments and overpayments for the same period. However, the
implementation of the zero net interest rate is expected to be complicated. The legislative history
to the IRS Reform Act recognizes that implementation of the zero net interest rate may be
dependent on taxpayer initiative while the IRS develops procedures for the automatic application
of the zero net interest rate. The Joint Committee staff recommendation to apply a single interest
rate to underpayments and overpayments of all taxpayers would eliminate most of the
implementation issues for taxpayers and the IRS.

Interest paid to an individual taxpayer on an overpayment of tax should be
excluded from gross income.

Interest paid by the Federal government to a taxpayer should be treated for Federal .
income tax purposes in the same manner as interest paid by a taxpayer to the Federal
- government. Under present law, individual taxpayers are required to include in gross income
interest received from the Federal government, but they are not allowed to deduct interest paid to
the Federal government* This inequality in treatment may cause individual taxpayers to believe
that the Federal income tax laws are not fair.

Prior to 1987, interest paid by an individual was generally deductible so'long as it was not
incurred as a cost of carrying tax-exempt bonds. However, as part of an effort to eliminate the
deduction of various personal expenses, the Tax Reform Act of 1986 made most types of
personal interest nondeductible. Treasury regulations take the position that nondeductible

3 The current interest rate for a large corporate underpayment is 10 percent (so-called
"hot” interest), compared with 5.5 percent paid by the Federal government on a large corporate
overpayment (so-called "cold” interest). Rev. Rul. 99-53, 1999-50 L.R.B. 657 (Dec. 13, 1999).

¢ This disparity in treatment does not exist for corporations. Under present law,
corporations generally are atlowed to deduct interest paid to the Federal government and interest
received from the Federal government is included in gross income.

3-
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personal interest includes interest paid on underpayments of Federal income tax, regardiess of the
source of the income generating the tax liability.”

It is noteworthy that no deduction is allowed under the Treasury regulations even if the
interest relates to a deficiency in tax on business activities. Other interest incurred in the course
of operating a business generally is deductible. The Tax Court has held the regulation position to
be unreasonable, and therefore invalid.' However, the U.S. Courts of Appeals have consistently
upheld the validity of the regulation,’ although these courts have expressed some reservations as
to its wisdom.

The Joint Committee staff recommends excluding interest paid to an individual on an
overpayment of tax to eliminate the inequality in treatment of individual taxpayers and the
Federal government. Allowing individual taxpayers to exclude interest on overpayments, rather
than deduct interest on underpayments, insures that individual taxpayers will be treated equally,
whether or not they itemize deductions.

Abatement of interest )

Under present law, the Secretary of the Treasury is authorized to abate interest in limited
instances. Such circumstances include an unreasonable delay by the IRS in the performance of a
managerial or ministerial act, a failure by the IRS to contact an individual taxpayer in a timely
manner, an erroneous refund by the IRS of $50,000 or less, and during periods when the taxpayer
is serving in a combat zone or is located in a designated disaster area.

Numerous situations arise in which the resolution of a taxpayer’s case has been delayed
as a result of events arising in their dealings with the IRS. By allowing for interest abatement
only in specific situations that rarely occur, present law ties the hands of the IRS and prevents it
from assisting taxpayers by abating the interest that accumulates during such delays. The
circumstances in which the Secretary of the Treasury is authorized to abate interest should be
expanded to cover additional situations where the collection of interest from the taxpayer is

inappropriate.
The Secretary should be authorized to abate interest that is attributable to

unreasonable IRS errors or delays, whether or not related to managerial or
ministerial acts.

" Treas. Reg. sec. 1.163-9T(X2).
' Redlark v. Commissioner, 106 T.C. 31 (1996), rev'd, 141 F. 3d 936 (Sth Cir., 1998).

~? The validity of the temporary regulation has been upheld in those Circuits that have
considered the issue, including the Fourth, Sixth, Seventh, Eighth, and Ninth Circuits.

-4-
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It is not appropriate to require taxpayers to pay interest for periods when the sole reason
the taxpayer's case was not resolved in a timely manner relates to error or delay on the pan of the
IRS. The present-law rule prevents abatement in situations in which unreasonable delay on the
part of the IRS is clearly present, but the reason for the delay does not meet the technical and
limited definition of a managerial or ministerial act or the taxpayer cannot identify the specific
act on the part of the IRS causing the delay. The present-law rule also serves as an excuse for
IRS refusals to consider the abatement of interest. For example, a taxpayer's application for
abatement would automatically be rejected under present law if the IRS spent excessive time due
to obvious errors by a revenue agent in interpreting and applying the tax laws, an examining
agent's choice of which assigned cases to handle at a point in time, or the perceived need of the
IRS to resolve other cases first.

The Secretary should be required to abate interest on any erroneous refund
not caused by the taxpayer.

Under present law, the Secretary is required to abate interest on erroneous refunds of
$50,000 or less, provided the taxpayer has not in any way caused the erroneous refund. The

- $50,000 limitation should be eliminated and interest abated on any erroneous refund not caused

by the taxpayer. If the taxpayer has done nothing to cause the erroneous refund, interest should
not be charged until after the IRS requests the return of the money.

The Secretary should be required to abate interest on an underpayment if
the underpayment is attributable to erroneous advice furnished to the
taxpayer in writing by an officer or employee of the IRS acting in his or her
official capacity.

Under present law, penalties and additions to tax (but not interest) must be abated if they
are attributable to erroneous advice fumished to the taxpayer in writing by an officer or employee
of the IRS acting in his or her official capacity. A taxpayer who follows the erroneous written
advice of the IRS should not be charged interest for following that advice.

The Secretary should be granted the authority to abate interest if s gross
injustice would result if interest is charged.

The Secretary should not be precluded from preventing a gross injustice solely because
the particulars of a situation have not been provided for by law. It is anticipated that this
authority would be used infrequently and only in situations in which the taxpayer has not
materially contributed to the accrual of the interest.
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Interest on disputed underpayments

Taxpayers should be allowed to establish interest-bearing accounts within
the Treasury to stop the running of interest on taxes expected to be in dispute
with the IRS.

Present law provides limited opportunities for a taxpayer (0 stop the accrual of interest
prior to or during an IRS audit. A taxpayer may make a payment in the nature of a cash bond.
However, such a cash bond does not earn interest. Taxpayers and their representatives rarely
consider this procedure for these reasons. As a result, taxpayers incur significant interest charges
while waiting for their cases to be resolved.

Tax administration would be benefitted by a mechanism that would allow taxpayers to
manage exposure to underpayment interest without requiring the taxpayer to prepay tax on
disputed items or to make a potentially indefinite-term investment in a non-interest bearing
account. The Joint Committee staff recommends that taxpayers should be allowed to deposit
amounts in a new "dispute reserve account.” A dispute reserve account would be a special
interest-bearing account within the U.S. Treasury that could be established by a taxpayer for any
type of tax that is due for any period. Amounts could be withdrawn from a dispute reserve
account al any time, and would eamn interest from the date of deposit at a rate equal to the short-
term AFR. If an amount in the dispute reserve account is applied to pay an underpayment of tax,
it is treated as a paymeant of tax on the original deposit date. The dispute reserve account could
be especially helpful for lengthy audits with difficult issues or open audits of related passthrough
entities.

B. Recommendations Relating to Accuracy-Related Return Standards for Taxpayers
and Tax Preparers

Under present law, different penalties may apply to taxpayers and tax retum preparers for
positions taken on tax returns that do not meet specified accuracy-related standards. The Joint
Committee staff recommends (1) harmonizing the standards for taxpayers and tax preparers
applicable under the accuracy-related penalties and (2) increasing the amount of the return
preparer penalty. The Joint Committee staff belicves that these recommendations will improve
both the equity and administrability of the accuracy-related penalty system.

Undisclosed tax return positions

The minimum standard for each undisclosed position on a tax return should
be that the taxpayer or tax preparer reasonably believes the return position
is "more likely than not" the correct tax treatment under the Code.

This standard, which would apply equally to taxpayers and tax preparers, would imply
that, at the time the return was signed, there was a greater than 50-percent likelihood that all

ra
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undisclosed positions would be sustained if challenged. In light of our recommendations to
elevate these standards, the reasonable cause exception for the substantial understatement penalty
- should be eliminated.

Disclosed tax return positions

The minimum standard for each disclosed position taken or advised to be
taken on a tax return should be that the taxpayer or tav preparer has
"substantial authority" for such position.

This standard, which would apply equally to taxpayers and tax preparers, would imply
that, at the time the return was signed, there was a greater than 40-percent likelibood that all
adequately disclosed positions would be sustained if challenged.'

Revise tax preparer penalty amounts

The preparer penaity should be revised to better reflect the potential tax
liabilitles involved. The penality for understatements due to unrealistic

- positions should be changed from a flat $250 to the greater of $250 or 50
percent of the tax preparer’s fee. The penalty for willful or reckless conduct
should be changed from a flat $1,000 to the greater of $1,000 or 100 percent
of the preparer’s fee.

. The accuracy-related and tax preparer penalties are designed to delineate (1) when an
erroneous position taken on a tax return should be considered innocent and not subject to penalty,
(2) when taxpayers should specifically notify the IRS that they are adopting controversial
positions, and (3) when taxpayers are taking unduly aggressive positions and should be penalized
for any resulting tax deficiency regardless of disclosure. The flat $250 penalty of present law,
for example, may have little deterrent effect if the tax preparer’s fee is many times that amount.

Discussion of accuracy-reiated standards

Because Federal tax law is complex and constantly evolving, it is unrealistic to expect
taxpayers to file "perfect” returns, on which every position taken is unquestionably correct. Still,

- ' Under the Joint Committee staff recommendations relating to corporate tax shelters, a
higher standard would apply with respect to corporate tax shelter transactions. This higher
standard would require, among other things, that the corporate participant believes there is at
least a 75-percent likelihood that the tax treatment would be sustained on the merits. For tax
shelter transactions not involving corporations, the present-law standard of “more likely than
not" would continue to apply as a means to avoid an understatement penalty with respect to
disclosed positions.

-



the U.S. SupremeCo\mbuFomtedounha'seltusessmm .is the basis of our American
scheme of income taxation.”'' Self assessment requires a high degree of cooperation from the
taxpayer to file an accurate tax return. A self-assessment system will work properly if taxpayers
perceive the system to be fair and believe that the costs of noncompliance outweigh the benefits
of such noncompliance.

Under present law, a taxpayer is not subject to an accuracy-related penaity for an
undisclosed improper return position provided there is "substantial authomy for the position.
The regulations describe substantial authority in terms of a spectrum,'? with most practitioners
assuming substantial authority implies a 40-percent chance of success if challenged by the IRS.
In assessing whether a position is supported by substantial authority, certain specified sources of
authority may be consulted.

Under present law, a taxpayer is not subject to the substantial understatement penalty for
a disclosed improper retumn position provided there is a “reasonable basis” for the position. Most
practitioners assume a reasonable basis exists for a position if there is at least a 20-percent
likelihood of success if challenged by the IRS.

However, under present law, tax preparers are held to lower standards than taxpayers.
For undisclosed return positions, the tax preparer is not subject to the tax preparer penalty if the
return position has a “realistic possibility of being sustained,” which most practitioners believe
falls between substantial authority and reasonable basis standards for taxpayers. If a return
position is disclosed, a tax preparer need only ensure that the retumn position is "not frivolous.”
The "not frivolous” standard has been interpreted to mean there exists a five- to ten-percent
chance of the retum position being successful if challenged by the IRS.

The accuracy-related penalty generally is abated if the taxpayer can demonstrate there
was a "reasonable cause” for the underpayment. Generally, if the taxpayer relies in good faith on
the advice of a tax professional, the taxpayer would satisfy the reasonable cause requirement.
Thus, the standards for taxpayers and tax preparers are interrelated and it is inappropriate for tax
preparers to be held to a lower standard than taxpayers.

These present-law standards for imposition of accuracy-related penalties on taxpayers and
return préparers arguably permit taxpayers to take positions on tax returns that have an
inappropriately low chance of success if challenged by the IRS. These low standards have the
effect of increasing perceptions of unfaimess in our tax system because taxpayers who take
aggressive positions on their returns and their advisors are unlikely to be penalized. If taxpayers
and preparers are not held to standards which require them to believe information reported on tax

" Commissioner v. Lane Wells Co., 321 U.S. 219, 223 (1944).
2 Treas. Reg. sec. 1.6662-4(d)(2).
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returns is in fact correct, the IRS will have the impossible task of examining greater percentages
of returns in order to maintain the fairess of our tax system.

C. Recommendations Relating to the Penalty for Failure to Pay Taxes

The failure to pay taxes penalty should be repealed. Interest would continue
to apply to the underpaid amount, but at the single rate of AFR+S discussed
above. An annual late payment service charge would also apply to taxpayers
who have not paid their taxes or have not entered into installment
agreements in a timely manner.

Under the Joint Committee staff recommendation, the failure to pay taxes penalty would
be repealed and taxpayers would be given four months after assessment'? in which to pay their
tax obligations and be charged interest only. At the end of that four-month period, if the
taxpayer still has not fully paid the taxpayer's tax obligation, or entered into an installment
agreement to pay such obligation, the taxpayer would be charged an annual 5-percent late
payment service charge on the remaining outstanding balance. This service charge would be
similar to late payment charges that are widely imposed in the private sector. Thus, taxpayers
would easily understand the purpose of the charge—to encourage timely payment. To avoid the
service charge, taxpayers would have a strong incentive to enter into an instaliment agreement in
a timely fashion, rather than waiting for a long period of time and letting interest continue to
mount without making further payments. The repeal of the penalty for failure to pay taxes and
its replacement with the service charge would further a policy initiative to encourage the use of
installment agreements that was begun by the IRS Reform Act, which reduced this penalty for
taxpayers who enter into installment agreements.'*

The late payment service charge would operate in the following way. If a taxpayer has
not entered into an installment agreement by the fourth month after assessment, a S-percent late
payment service charge would be imposed on the balance remaining unpaid at the end of that
four-month period. This 5-percent late payment service charge would also be imposed each year
on the anniversary of its original imposition on the balance remaining unpaid at that anniversary
date, unless the taxpayer has entered into an installment agreement with the IRS and has
remained current on that agreement. For example, if an individual files an income tax return on
April 15, but the full amount shown as due on that return is not paid with that return, the taxpayer
must either pay the remaining taxes or enter into an installment agreement by August 15 to avoid
the late payment service charge. Abrogation of an installment agreement by the taxpayer would
result in the immediate imposition of the 5-percent late payment service charge.

~

 This provision would apply to self-assessments (amounts shown on an original retumn
but not paid with that retumn) as well as assessments later made by the IRS.

¥ Sec. 6651(h).
9.



162

Taxpayers who enter into instaliment agreements and who also agree to an
automated withdrawal of each installment payment directly from their bank
account would not be required to pay the present-law 343 fee for entering

into an instaliment agreement.

The elimination of the $43 user fee for installment agreements for taxpayers who both
enter into instaliment agreements and who agree to use automated mechanisms, such as
automated debits from a bank account, to pay their installment payments is designed to increase
the certainty of time]y payment, simplify the payment process for taxpayers, decrease
administrative costs of collection for the IRS, and eliminate what some taxpayers may view as a
barrier to entering into an installment agreement.'*

D.  Recommendations Relating to Estimated Tax Penalties

The estimated tax penalty should be repealed and replaced with an interest
charge using the single interest rate of AFR+5 discussed above. Many
computational details also should be simplified. The threshold below which
individuals are not subject to the estimated tax penalty (currently $1,000)
should be increased to $2,000 and the calculation of this threshold should be
modified to take into account equal estimated tax payments.'*

Approximately 12 million individuals make estimated tax payments. Many of these
individuals find that calculating the comrect amount of estimated tax payments is complex and
confusing. The Joint Committee staff recommendations would provide significant simplification

for many of these individuals.

The Joint Committee staff recommends converting both the individual and the corporate
estimated tax penalties into interest charges to more closely conform the titles and descriptions of
those provisions with their effect. Because these penalties in fact are computed as an interest
charge, conforming their title to the substance of their function may improve taxpayers'
perceptions of the faimess of the tax system. The present-law penalties are essentially a time
value of money computation that is not punitive in nature. The Joint Committee staff also
recommends that no interest on underpayments of estimated tax should be required for individual

'S The cost to the IRS of administering these automated payment mechanisms is less than
one dollar per payment. See, Tax Notes, "OIC, Third-Party Contact Guidance
Imminent, Ex Parte Guidance Soon,” June 14, 1999, at 1544,

' In calculating the $2,000 threshold, amounts withheld (such as income tax withholding
from wages) would be taken into account as under present law.

-10-
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taxpayers if the balance due shown on the retum is less than $2,000." In calculating this
threshold, withholding would continue to be considered as under present law. The Joint
- Committee staff also recommends that equal estimated payments be included in calculating the
threshold. This would considerably simplify the computation of estimated tax payments and
interest for many individuals, and eliminate the need for many of these individuals to calculate a
penalty on underpayments of estimated tax altogether.
In addition to the recommendations to convert the present-law estimated tax penalty into
an interest provision and to increase the threshold from $1,000 to $2,000, the Joint Committee
staff reccommends making several specific changes to the estimated tax rules that would
significantly reduce complexity in calculating the interest charge for failure to pay estimated tax.

The modified safe harbor should be repealed.

Under present law, taxpayers with an adjusted gross income over $150,000 ($75,000 for
married taxpayers filing separate returns) who make estimated tax payments based on the prior
year's tax generally must do so based on 110 percent of the prior year's tax."" By repealing this
rule, the same estimated tax safe harbor would apply to all individual taxpayers. Thus, to the
extent that the special rule is eliminated, the estimated tax rules would be simplified, because all
individual taxpayers would meet the estimated tax safe harbor if they made estimated payments
equal to (1) 90 percent of the tax shown on the current year's return, or (2) 100 percent of the
prior year's tax.

Eliminate the need for numerous separate interest rate calculations.

Under present law, if interest rates change while an estimated tax underpayment is
outstanding, taxpayers are réquired to make separate calculations of interest for the periods
before and after the interest rate change. The Joint Committee staff recommends applying a
single interest rate for any given estimated tax underpayment period. This would be the rate
applicable to the first day of the quarter in which the pertinent estimated tax payment due date
arises.

' No interest would be charged as a result of underpayments of estimated taxes.
However, if the full balance due shown on the return is not paid with the return, taxpayers would
be charged interest from the due date of the retumn on the resulting underpayment.

' The applicable 110 percent is modified when the prior taxable year begins in 1998
through 2001. The applicable percentage is 105 when the prior taxable year begins in 1998,
108.6 when the prior taxable year begins in 1999, 110 when the prior taxable year begins in
2000, and 112 when the prior taxable year begins in 2001.

-11-



154

The definition of "underpayment" should be changed to allow existing
underpayment balances to be used in underpayment calculations for
succeeding estimated tax payment periods.

Under the current estimated tax rules, underpayment balances are not cumulative, and

~ each underpayment must be tracked separately in determining the penalty for underpayment of

estimated tax. Thus, each underpayment balance runs from its respective estimated payment due
date through the earlier of the date it is paid or the following April 15*. This often requires
multiple interest calculations for each underpayment. Under the Joint Committee staff
recommendation, taxpayers would calculate the cuamulative estimated tax underpayment for each
period or quarter and woutd apply the appropriate interest rate as of that date. Thus, only one
calculation would be needed for each underpayment period. This change would reduce
complexity in calculating the interest on an underpayment of estimated tax by reducing the
number of calculations required to compute the interest.

A 365-day year should be used for all estimated tax interest calculations.

Under current IRS procedures, taxpayers with underpayment balances that extend
between a leap year and a non-leap year are required to make separate calculations solely to
account for the difference in the number of days during each year. By requiring a 365-day year
for all estimated tax calculations, this extra calculation would be eliminated.

E. Other Recommendations

Pension-related penalties

The number of potential penalties for failure to file the Form 5500 series
annual return should be reduced from six to one. The IRS should have the
sole responsibility for enforcement of the Code and ERISA reporting
requirements.

This reduction in the number of potential penalties would result from the consolidation of
the ERISA and Code penalties for failure to file an annual return, and the repeal of the separate
Code penalties for failure to file the required schedules and plan status change notification. The
IRS should be designated as the agency responsible for enforcement of the Code and ERISA
reporting requirements applicable to pension and deferred compensation plans, thereby reducing
from three to one the number of government agencies authorized to assess, waive, and reduce
penalties for failure to file the Forrn 5500 series annual return.

Under present law, the Code and ERISA require a plan administrator of a pension or
other funded plan of deferred compensation to file 2 Form 5500 series annual return with the
Secretary of the Treasury, the Department of Labor, and, for some plans, the Pension Benefit
Guaranty Corporation ("PBGC"). For failure to file a timely and complete annual retumn, the

~
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Code imposes on the plan administrator a penalty equal to $25 per day, not to exceed $15,000
per return. In addition, ERISA provides that both the Secretary of Labor and the PBGC may
impose on the plan administrator a penalty of up to $1,100 per day. The Secretary of the
Treasury, the Secretary of Labor, and the PBGC may waive their respective penalties if the plan
administrator demonstrates that the failure to file is due to reasonable cause. Separate Code
penalties also apply if administrators fail to file Schedules SSA, Schedule B, or plan status
change notification.

The separate Code and ERISA penalty provisions, and the separate Code penalty
provisions for Schedule SSA, Schedule B, and notification of a plan status change, complicate
the Form 5500 series annual retumn penalty structure and create the possibility that a plan
administrator may face multiple penalties for a failure to file one return. A plan administrator
that fails to file an annual return may be required to pay six different penalties to three different
government agencies. A plan administrator who seeks abatement of the penalties may be
vequired to demnonstrate the existence of reasonable cause to three different government agencies
and may receive a different determination from each agency as to the sufficiency of the
demonstration.

The penalty for failure to file annual trust information returns should
expressly apply to the fallure of a split-interest trust to file Form 5§227. The
penalty imposed on trusts for fallure to file Form 5227 should be set at
amounts comparable to the penalties imposed on tax-exempt organizations
for fallure to file annual information returns.

Under present law, it is not clear that the penalty for failure to file annual trust
information returns applies to a split-interest trust's failure to file Form 5227. Form 5227,
however, is critical to the enforcement efforts of the IRS as it provides detailed information
regarding the financial activities of split-interest trusts'® and possible liabilities for private
foundation excise taxes to which these trusts are subject. Increasing the penalty imposed on
trusts that fail to file required information returns and ensuring that all relevant returns are
subject to such penalty would encourage voluntary compliance by delinquent filers and would
assist the IRS in obtaining information about the activities of such trusts.

1% Split-interest trusts are trusts in which some but not all of the interest is held for
charitable purposes. Although these trusts are not private foundations, they are subject to some
private foundation rules.
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PART Il - CORPORATE TAX SHELTERS

“ A, Methodology

The Joint Committee staff recommendations regarding corporate tax shelters are an
important component of the penaity and interest study. The Joint Committee staff study focused
on the present-law sanctions that relate to the collection of the proper amount of tax liability,
such as penalties relating to payment of the proper amount of tax, rcponing of income, and
failure to provide information retoms or reports. After reviewing the various interest and penalty
provisions, it became clear that a comprehensive study of the present-law penalty provisions
applicable to corporate tax shelters was appropriate.

) The Joint Committee staff evaluated the effectiveness of the interest and penalty rules
applicable to corporate tax shelters in addressing current corporate tax shelter transactions. As
part of the review process, the Joint Committee staff analyzed:

(1)  The substantive laws in the Code that are designed to, among other things, deter
tax-shelter transactions™ and their interaction with the interest and penalty rules;

(2)  The various common-law doctrines used by the courts to evaluate and potentially -
disallow tax benefits claimed in tax shelter transactions” and the imposition of
penalties with respect to these transactions; and

3) mnmdudsofpnmcethnnﬁecteennnadwmmconnecuonmﬂ:uxsbelm
activity and that are intended to have certain deterrent and punitive aspects.”

The Joint Committee staff spent considerable time analyzing recent transactions
involving corporate participants that have given rise to legislative or administrative responses.
TbeJothommuoemﬁwonommsmdyudtheeomomcmduwomtbuaﬂmoomm
taxpayers’ decisions with respect to engaging in tax shelter activity. The Joint Committee staff
consulted with representatives of the Treasury Department, and reviewed various comments and
proposals that have been made with regard to corporate tax shelters, including:

® Secs. 269, 446, 482 and 7701(1).

2 The common-law doctrines include the sham transaction doctrine, the economic
substance doctrine, the business purpose doctrine, the substance over form doctrine, and the step
transaction doctrine.

2 See regulations found in Title 31, Part 10 of the Code of Federal Regulations. In
addition, the Joint Committee staff reviewed various standards of practice and rules of
professional conduct of the American Bar Association, the American Institute of Certified Public
Accountants, and general state licensing authorities.
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(1)  The Administration’s proposals that were included in the FY 2000 Budget, as
supplemented by the Treasury White Paper on corporate tax shelters:®

(2)  H.R. 2255, The Abusive Tax Shelter Shutdown Act of 1999, introduced on June
17, 1999 by Repmenunvs Doggett, Stark, Hinchey, Tierney, Allen, Luther, -
Bonior, and Farr;

(3) Comments and recommendations submitted by various groups to this Committee
and the House Committee on Ways and Means, including groups such as the Tax
Executives Institute, the American Bar Association Section of Taxation, the New
York State Bar Association Tax Section, and the American Institute of Certified
Public Accountants; and )

() Commenuthnmwbmmedwtlnhimcommmeemfﬁncowcnonwnh
the Joint Committee staff study.

B, Analysis

In analyzing the effectiveness of the present-law penalty provisions with respect to
corporate tax shelters, the Joint Committee staff first addressed two fundamental questions. The
first question is whether there is, in fact, a corporate tax shelter problem. If there is a corporate
tax shelter problem, the second question is why such a problem exists.

C.  The Corporate Tax Shelter Problem

The Joint Commiittee staff believes that there is a corporate tax shelter problem — more
corporations are entering into highly structured arrangements with little or no economic
substance principally to avoid tax. mlmmmmwmhmhmmg

widespread and significant.

Someeommmwoumdinmedpaniuqmﬁonwbethuthaeincapomem
shelter problem. They contend that the heightened scrutiny the issue has received in recent years
is mostly attributable to recent press reports. These commentators cite the lack of economic data

w;ammmmmwsmmdmmuwpmbkmm

Admittedly, much of the evidence in this area is anecdotal, but the importance of this
évidence should not be discounted. The parties involved in developing, marketing, or

B These proposals, with some modifications, were included in the President’s Fiscal
Year 2001 Budget proposal, submitted on February 7, 2000.

¥ Most recently, this proposal was included in an amendment offered by Senator Bob
Graham to the Affordable Education Act of 1999. See 146 Cong. Rec. S886-87 (Feb. 28, 2000).

-15-
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implementing a tax shelter generally benefit by keeping its existerice confidential. For example,
some firms intentionally limit the sale of a corporate tax shelter to only a few taxpayers in an
attempt to shield the arrangement from scrutiny by the Congress and the Treasury Department.
The existence of the tax shelter is revealed only when a potential customer or a competitor
anonymously discloses the arrangement to a government official.

Recent data suggest that corporate tax receipts are not keeping pace with a growing
economy. For example, in fiscal year 1999, corporate income tax receipts actually fe]] by
approximately $4 billion, representing a decline of approximately two percent, from the prior
fiscal year™ at the same time that corporate profits rose by approximately 3.6 percent. The last
year in which there was a decline in corporate tax receipts was in fiscal year 1990, a period in
which the economy was softening and entering the brief recession that began in the last half of
1990. For reference, aggregate data on corporate income tax receipts and corporate profits are
presented in the Appendix to our testimony.

Commentators and interested parties have analyzed the macroeconomic data to reach
differing opinions regarding whether there is a corporate tax shelter problem. For example, some
argue that the decrease in corporate tax receipts in fiscal year 1999 is evidence that a corporate
tax shelter problem exists and is expanding. Others emphasize that corporate tax receipts
represent a mixture of current and past corporate tax liabilities, and that the data show that the
underlying corporate income tax liability is keeping pace with the corresponding corporate
profits.

The Joint Committee staff believes that the data are not sufficiently refined to provide a
reliable measure of corporate tax shelter activity. Many tax shelter transactions distort the
reported measure of corporate profits in a manner similar to their impact on the corporate tax
base. In addition, factors unrelated to corporate tax shelter activity affect the relationship
between corporate income tax receipts and corporate profits. -These factors include: year-to-year
changes in corporate economic losses and carryovers, changes in the timing of tax payments,
legislative changes, and the increased use of corporate form that is not subject to the corporate
income tax (i.e., S corporations). ‘

The Joint Committee staff believes that direct measurement of corporate tax shelter
activity through macroeconomic data is not possible. Instead, a more instructive approach may
be to analyze specific tax shelter transactions that have come to light and evaluate their effect on
corporate receipts. Because this approach only considers a few of the corporate tax shelter
transactions, it necessarily understates the size of the corporate tax shelter problem. This
approach, nonetheless, provides a useful reference point for consideration of the size of the
problem. In the past three years, the courts have disallowed tax benefits in several high-profile

B Budget of the United States Government: Fiscal year 2001.
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corporate tax shelter cases. For example, in ACM Partnership v. Commissioner,® the Third
Circuit Court of Appeals disallowed a capital Joss claimed in 1991 from a partnership

- arrangement because the arrangement lacked economic substance, The amount of the tax
savings with respect to this case was approximately $30 million. The Joint Committee staff
understands that there are at least eight other cases that raise issues similar to those described in
the ACM case. The Joint Committee staff further understands that the amount in controversy
from these cases (which may span several tax years), when added to the tax benefit al issue in
ACM, would total approximately $1 billion in taxes.

A second recent corporate tax shelter case is Compag Computer Corp. v. Commissioner.”
In the Compagq case, the Tax Court disallowed a foreign tax credit claimed in 1992 with respect
to a dividend from stock in a foreign corporation. The taxpayer bought and sold the stock within
one hour in an arrangement that was structured to eliminate the taxpayer’s economic risk from
owning the stock. The disallowed tax credit in the Compag case would have resulted in a tax
benefit of approximately $3 million. The Joint Committee staff understands that there are more
than 15 other cases that raise issues similar to those described in the Compag case. The Joint
Committee staff further understands that, when added to amount at issue in the Compagq case, the
total amount in controversy with respect to these cases, which may span several tax years, is
approximately $400 million in taxes.

A third recent corporate tax shelter case is Winn-Dixie Stores, Inc. v. Commissioner.® In
the Winn-Dixie case, the Tax Court disallowed the interest deductions attributable to the
taxpayer’s 1993 leveraged corporate-owned life insurance ("COLI") program on the grounds that
it lacked both economic substance and business purpose. The amount of purported tax savings in
the Winn-Dixie case was approximately $1.6 million for one year of an arrangement that was ..
intended to yield tax benefits annually over a 60-year period. The Joint Committee staff
understands that there are over 100 cases in controversy which raise issues similar to those.
described in the Winn-Dixie case. The Joint Committee staff also understands that the amount in
controversy with respect to these cases, which may span several tax years, is expecied to be
approximately $6 billion in taxes.

Looking only at the three arrangements that were at issue in these cases, it is estimated
that these cases represent $7.4 billion in unpaid corporate taxes (approximately $1 billion from
ACM and similar cases, approximately $400 million from Compaq and similar cases, and
approximately $6 billion from Winn-Dixie and similar cases). The Joint Commitiee staff is
continuing to review and analyze information regarding these cases as well as other tax shelter

arrangements.

% 157 F.3d 231 (3d Cir. 1998), aff’g 73 T.C.M. (CCH) 2189 (1997).
2 113 T.C. No. 17 (Sept. 21, 1999). -

® 113 T.C. No. 21 (Oct. 19, 1999).
’ 17



160

Although these cases represeat different tax years, this amount most likely represents a
fraction of the corporate tax that the Federal government is not collecting because of corporate
tax sh=lters. In many cases, the corporation that claims the tax benefits from a tax shelter escapes
audit, or the tax shelter arrangement goes undetected during an audit. Even when the corporation
is audited and the transaction is discovered, the hazards of litigation, the complexities of these
transactions, and other factors may cause the IRS to opt for a negotiated settlement. Only a
fraction of tax shelter activity actually results in a judicial determination. In addition, as these
cases illustrate, several years may pass before a judicial determination is made with respect to a
corporate tax shelter transaction, during which time similar transactions go undeterred. Thus,
even though the outcome of the recent cases generally is favorable to the govemnment, the case
law (1) cannot be viewed as representative of the full magnitude of the problem, and (2) cannot
be considered evidence that the corporate tax shelter problem is being contained.

An additional observation regarding the effect of tax shelters on corporate tax receipts
bears discussion. The magnitude of the problem, be it a $10 million loss or a $10 billion loss, is
a secondary issue in many respects. Practitioners indicate they are spending more of thejr time
advising corporate clients regarding arrangements that are highly suspect, and tax execttives
complain they are getting "pitched” more and more "aggressive” transactions from promoters and
advisors that are solely motivated to reduce the corporation's effective tax rate without any
relation to a nontax business purpose or economic substance. Practitioners and corporate tax
executives feel pressured to participate in such transactions, particularly when it appears that the
corporation's competitor is doing a similar transaction and getting professional advice that such a
transaction can avoid penalties because the professional advisor is willing to opine that the
transaction is "more likely than not" to succeed. The perception of becoming competitively
disadvantaged by others engaging in a tax-motivated transaction could result in more
corporations and tax advisors engaging in these types of transactions. If one corporation is
permitted to claim an unwarranted tax benefit that its competitors are reluctant to claim, then, in
essence, the corporations (and their advisors) that "play by the rules” are being penalized.

Many prominent professional associations, such as the American Bar Association, the
New York State Bar Association, the American Institute of Certified Public Accountants, and the
Tax Executives Institute, have voiced their concerns with the growing presence of corporate tax
shelters and their potentially harmful effects on the Federal income tax system.

N
~

D.  Why a Corporate Tax Shelter Problem Exists

Critical to a corporation’s decision of whether to enter into a tax shelter arrangement is a
comparison of the expected net tax benefits with the expected costs of the arrangement. Such a
"cost-benefit” analysis takes into account a corporate participant’s economic risks in the event
the expected net tax benefits fail to materialize. The imposition of a penalty should be a
significant feature of the "cost” side of the equation, and the Joint Committee staff focused on the
cost-benefit analysis in determining the effectiveness of the present-law penalty regime.
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The Joint Committee staff believes present law does not provide sufficient disincentives
to engaging in these types of transactions.” The cost-benefit analysis is skewed in favor of
- investing in corporate tax shelter transactions. There are significant potential benefits from
entering into a corporate tax shelter transaction with little corresponding cost. The chances of a
corporation being subject to a penalty from a corporate tax shelter are small. The Joint
Committee staff believes that the cost of entering into abusive tax arrangements should be
increased to deter this type of activity.® The most effective means of realigning the cost-benefit
calculus is to clarify and enhance the present-law penalty regime.

E. Clarifying and Enhancing the Present-Law Penalty Regime

Although the present-law penalty regime includes certain specific provisions aimed at
corporate tax shelters, the Joint Committee staff believes that the present-law structure is !
ineffective at deterring inappropriate corporate tax shelter activity. Nevertheless, the present-law
penalty regime provides a useful framework from which refinements and improvements can be
made. Moreover, because the policy considerations that gave rise to enactment of that
framework in the first place (i.e., deterrence of tax shelter activity) is just as true today, the
present-law penalty regime appears to be the appropriate starting point in-addressing the
undesirable corporate shelter activity. The Joint Committee staff recommendations therefore
focus on clarifying and enhancing the present-law corporate tax shelter penalty regime. A
meaningful penalty regime would alter the cost-benefit analysis of corporate participants in a
manner that will discourage abusive transactions without interfering with legitimate business
activity.

® The Joint Committee staff study identified other factors that have contributed to the
increasing trend of corporate tax shelter activity. These factors are: (1) the emerging view of a.
corporale tax department as a profit center; (2) the relatively insufficient risk of penalties or other
significant deterrents for entering into such transactions; (3) the role of tax advisor opinions in
mitigating any risk of penalties; and (4) the insufficiency of standards of practice and the lack of
eaforcement of such standards.

® Corporations do not act alone in designing ways to-avoid paying their fair share of
taxes. Many other parties act in concert with the corporate taxpayer to facilitate such devices.
As a result, the Joint Committee staff study recommends that the stakes (and standards) should
be raised for these other participants as well, and disclosure should be required of promoters of
corporate tax shelter activity.
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F. AMNzrnstive Responses
- Maintaining the status quo

Some have argued that no legislative response to the corporate tax shelter problem is
necessary; the present-law penalty regime would be effective in deterring corporate tax shelter

activity if only (1) the Treasury Department would issue long-overdue guidance with respect to
the penalty regime, and (2) the IRS would enforce the existing rules.

Last week, the Treasury Department issued comprehensive regulations regarding the
registration of tax shelters by promoters and the disclosure of tax shelter arrangements by
corporate taxpayers. In addition, the Treasury Department and the IRS announced the formation
of the Office of Tax Shelter Analysis, which will provide a centralized point for the review and
analysis of tax shelter transactions.”’ Some will argue that Congress should allow some time for
these new regulatory and administrative initiatives to be fully integrated into the tax system

before enacting more changes,

The Joint Committee staff believes that the issuance of the regulations, and the creation
of the Office of Tax Shelter Analysis, are important steps in the continuing response to the
corporate tax shelter problem. Increased disclosure of questionable transactions would be helpful
for the IRS in its efforts to enforce the tax law. As stated above, however, in addition to
disclosure, the present-law penalty regime also should be strengthened. The new regulations do
not (and cannot) modify the present-law penalty structure for either corporate investors in, or
promoters of, corporate tax shelters. Accordingly, a legislative response is needed.

Some of the weaknesses in the present-law penalty structure may be attributable to a lack
of statutory guidance with respect to recent legislation regarding corporate tax shelters. For
example, the Taxpayer Relief Act of 1997 amended the accuracy-related pexalty rules to cover
any entity, plan or arrangement entered into by a corporate participant if "a significant purpose”
is the avoidance or evasion of Federal income tax. There continues to be much uncertainty as to
what constitutes "a significant purpose"” for the accuracy-related penalty

% See IRS Announcement 2000-12 (Feb. 28, 2000).

% Although the regulations issued last week define a "significant purpose of avoiding or
evading Federal income tax" for promoter registration purposes, the regulations explicitly reject
the application of the same "significant purpose” definition with respect to an accuracy-related
penalty. Specifically, the preamble to the regulations (T.D. 8876) states that "[a]ithough the
terms of section 6111(d)(1XA) {the "significant purpose” language] which are part of the
definition of a confidential corporate tax shelter, are similar to the definition of tax shelter under
section 6662(d)}2XC)(iii), these temporary regulations are not intended to define a tax shelter for -
purposes of section 6662, which relates to the imposition of penalties.”
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In addition, it appears that penaities are rarely collected in connection with tax shelters.
The lack of imposition of present-law penalties may be, in part, a result of a lack of statutory

- guidance. For example, the facts and circumstances necessary 10 satisfy the reasonable cause

exception to the substantial understatement penalty attributsble to corporate tax shelters® is
widely disputed. Some tax professionals believe an opinion from a tax advisor is all that is
necessary. Others belicve that if the tests in the regulations were enforced, few taxpayers would
ever avoid this penalty. Given the wide range of interpretations, it is not surprising that the IRS
genenally waives the imposition of this penalty whenever a corperate taxpayer produces a
favorable opinion letter from a professional tax advisos.

Another shorseoming of the section 6662 penalty for corporate tax shelters.is that the -
penalty generally applies (in the absence of negligence) only if the understatement of tax is
"substantial.” For a corporation, an understatement is substantial only if it exceeds 10 percent of
the tax that is required 10 be shown on the seturn (or if greaser, $10,000). Aeapa-ﬁonduefm
can engage in corporate tax shelier activities knowing that it will not be subjecttoan -
undersiatement pesaity provided that the tax benefit does not exceed this 10-percent threshold.
For a large corporation, this can represemst asignificant amount. In addition, the penalty applies
only if there is an overall underpayment of income tax for the taxable year; regardless of whether
the tax retum understates taxable income with respect to 8 specific transaction: As'a result, a
taxpayer could use overpayment items 10 offses the underpayment frem a corporate tax sheltes
and thereby avoid a penalty.

Maintaining the status quo also results in greater pressure to address each specific tax -
shelter transaction separately. Although there has been a flursy of legislative activity aimed at.
specific corporate tax shelters in recent years, such ad-hoc responses, by their very nature, rarely
are enacted in a tireely manner. These responses typically do not occur until afier there has been
significant loss in revenue. Also, because legislative changes generally apply on a prospective
basis, corporations that engage in this activity carly during the-"life cycle” of a corporate tax -
shelter often retain the inappropriste tax savings: When the changes are not entirely. prospective,
a faimess concern is raised insofar as taxpayers may not have sufficient notice that the Jegislative
changes will have affected their transaction. And as a realistic matter, the government may never
become aware of some transactions that would be considered as abusive corporate tax shelters.

tax shelters. While it is true that the IRS has.won several recent tax shelter cases, litigation is an
inefficient deterrent (because of the uncertaintics of the audit process, the costs and hazards of
litigation, delays in resolution, and similar reasons previously discussed), and the status quo does
not provide sufficient disincentives for taxpayers 1o engage in tax shelter transactions.

The problems with the present-law penalty regime extend beyond taxpayer sanctions.
There is little guidance and enforcement of standards for tax shelter opinions. If an advisor

® Treas. Reg. scc. 1.6664-4(e).
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provides an opinion to protect a taxpayer from penalty, there is little or no risk of sanction to the
advisor if the opinion is later determined to be improper. The Joint Committee staff study

* includes recommendations on how the current rules with respect to the standards of practice
before the IRS, known as Circular 230, should be revised to regulate the conduct of practitioners
as it relates to corporate tax shelters. The Treasury Department also recognizes the need to
review the rules governing practitioner conduct. Last week, the Treasury Secretary announced
that the Treasury Department intends to issue an updated version of Circular 230 within the next
six months.>* The Joint Committee staff agrees that more emphasis must be placed on the
professional conduct of tax practitioners as part of a comprehensive response to the corporate tax
shelter problem.

A substantive law change

Some believe that clarifying and strengthening the penalty rules would be insufficient
unless changes are also made to substantive tax law. The Joint Committee staff believes the
substantive rules under present law, including the common law doctrines, provide a sufficient,
well-developed body of law for corporations to consider when evaluating tax shelter
arrangements. The problem is not that the IRS lacks the necessary tools to challenge the
transaction, nor can it be said that each taxpayer was unaware of the-common-law doctrines. For
example, the courts in each of the cases previously discussed -- the ACM case, the Compag case,
and the Winn-Dixie case - relied on well-known, long-standing common-law doctrines to
disallow the claimed tax benefits. The problem is that, from an economic (i.e., cost~beneﬁt)
perspective, the taxpayer is likely to conclude t!nt. under present law,

One only needs to look at the imposition of
penalties in the cases. No penalties were imposed in the ACM case, and no reference to penalties
was made in the Winn-Dixie opinion. In the Compagq case, the Tax Court imposed a negligence
penalty under section 6662, though the facts are somewhat unusual in that the taxpayer did not
seck an opinion of counsel, and the court noted how the corporate officer did little due diligence
(and shredded the spreadsheet). In other words, there seems to be sufficient, well-developed case
law that is flexible and adaptable to address the substantive issue of whether a tax shelter exists.—
What is lacking is a meaningful penalty structure that would significantly alter the cost-benefit
calculus.

Another important concern with enacting a substantive rule is the inherent difficulty of
crafting a rule that is sensitive to the tax system’s reliance on objective, rule-based criteria while

M See remarks by Treasury Secretary Lawrence H. Summers, "Tackling the Growth of
Corporate Tax Shelters,” remarks to the Federal Bar Association, reprinted in 2000 TNT 40-34
(Feb. 28, 2000). The American Bar Association Tax Section also recently suggested
strengthening the standards of practice under Circular 230. See American Bar Association
Section of Taxation, Report to Amend 31 C.F.R. Part 10, Treasury Department Circular 230, To
Deal With "More Likely Than Not” Opinions Relating To Tax Shelter Items Of Corporations, -
reprinted in 1999 TNT 211-11 (Nov. 2, 1999).
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at the same time does not impede legitimate business transactions. A substantive law change
should be precise 50 as to target abusive transactions but not affect legitimate business
transactions. The difficulty lies in crafting a definition of a “tax shelter.” There can be
significant disputes as to whether a particular transaction is a tax shelter. This is why the Joint
Committee staff study identifies certain common characteristics of corporate tax shelter
amrangements, referred 10 as "tax shelter indicators,"® which, if present in an arrangement, would
result in an understatement penalty only after a determination that the arrangement caused an
understatement of the corporate participant's tax liability. It is not enough that the arrangement
appears 10 be a tax shelter; there must be a determination that the tax treatment was improper and
the taxpayer must have had less than a high leve! of confidence that \se tax treatment was proper .
in order for a penalty to be imposed. This relieves much of the pressure of crafting a precise
definition of a corporate tax shelter, which would exist if a substantive law change was adopted.

G. Summary -

In summary, the cost-benefit analysis should be altered to discourage corporations from
entering into abusive transactions without affecting legitimate business transactions. An
enhanced penalty structure with more detailed disclosure requirements and more stringent
standards for other participants in the corporate tax shelter would strike the appropriate balance
and alter the cost-benefit analysis in a manner that would provide a sufficient deterrent effect.

H.  Specific Recommendations

The Joint Committee staff recommends the following with respect to corporate tax
shelters.

(1)  Clarify the definition of a corporate tax shelter for purposes of the undersiatement
penalty with the addition of several “tax shelter indicators.” This
recommendation builds on the present-law definition of a corporate tax shelter

¥ The Joint Committee staff study identified five common characteristics of modern
corporate tax shelter transactions. These characteristics are: (1) an arrangement in which the
reasonably expected pre-tax profit is insignificant when compared with the expected tax benefits;
(2) the involvement of a tax-indifferent participant; (3) the use of guarantees, tax indemnities and
similar arrangements, including contingent fee structures; (4) a difference between tax reporting
and financial statement reporting, especially where permanent differences arise; and (5) the lack
of any appreciable change in economic position, pasticularly when a corporation does not take on
any additional economic risk. Any corporate transaction which exhibits one of these
characteristics (“tax shelter indicators™) should be considered to have a significant purpose of
avoiding or evading Federal income tax for purposes of &n understatement penalty.
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found in section 6662 (the accuracy related penalty). Under that definition, a tax
shelter exists if a significant purpose of a partnership, or other entity, plan, or
arrangement is the avoidance or evasion of Federal income tax, The
recommendation expounds upon that definition by providing certain “indicators"”
that if present will cause a partnership, or other entity, plan or arrangement in
which a corporation is a participant to be considered to have a significant purpose
of avoidance or evasion of Federal income tax.

The indicators were developed from what we found to be common characteristics
of corporate tax shelters, At the same time, 50 as to ensure that there will be no
interruption to legitimate business activity, the list excludes many common
characteristics and is narrowly tailored to avoid any overreaching, Most
importantly, the indicators themselves do not cause a penalty to be created. The
penalty is imposed only if an understatement exists—meaning that a determination
has been made (for example, by losing in court) that the tax benefits related to a
transaction were improper and not permitted under present law. The indicators

are;

(a)  The reasonably expected pre-tax profit from the arrangement is
insignificant relative to the reasonably expected net tax benefits,

(b)  The arrangement-involves a tax-indifferent participant, and the
arrangement (1) results in taxable income materially in excess of economic
income to the tax-indifferent participant, (2) permits a corporate
participant to characterize items of income, gain, loss, deductions, or
credits in a more favorable manner than it otherwise could without the
involvement of the tax-indifferent participant, or (3) results in a
noneconomic increase, creation, multiplication, or shifting of basis for the
benefit of the corporate participant, and results in the recognition of
income or gain that is not subject to Federal income tax because the tax
consequences are borne by the tax-indifferent participant.

(c)  The reasonably expected net tax benefits from the arrangement are
significant, and the arrangement involves a tax indemnity or similar
agreement for the benefit of the corporate participant other than a
customary indemnity agreement in an acquisition or other business
transaction entered into with a principal in the transaction.

(d)  The reasonably expected net tax benefits from the arrangement are
significant, and the arrangement is reasonably expected to create a
"permanent difference” for U.S. financial reporting purposes under
generally accepted accounting principles. '
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(¢)  The reasonably expacied net tax benefits from the arrangement are
ti;niﬁunl,mdthcmgmmhdengnedsothmhecome
participant incurs little (if any) additional economic risk as a result of
entering into the arrangement.

An entity, phn or arrangemient can still be a tax shelter even though it does not
display any of the tax shelter indicators, provided that a significant purpose is the
avoidance or evasion of Federal income tax. -
Modifythepeonltysothmwithmpecttowoxpomemxshelwr. there would be
no requirement that the understatement be substantial,

Increase the understatement penalty rate from 20 percent to 40 percent for any
understatement that is attributable to a corporate tax shelter. The IRS would not
have the discretion to waive the understatement penalty in settlement negotiations
or otherwise for corporate tax shelters.

Provide that the 40-percent penalty could be completely abated (i.e., no penalty
would apply) if the corporate taxpayer establishes that it satisfies certain
abatement requirements. Foremost among the abatement requirements is that the
corporate participant believes there is at least a 75-percent likelihood that the tax
treatment would be sustained on the merits. Another requirement for complete
abatement involves disclosure of certain information that is certified by the chief
financial officer or another senior corporate officer with knowledge of the facts.

Provide that the 40-percent penalty would be reduced to 20 percent if certain
required disclosures are made, provided that the understatement is artributable to a
position with respect to the tax shelter for which the corporate participant has
substantial authority in support of such position..

Require a corporate participant that must pay an waderstatement penalty of at least -
$1 million in connection with & corporate tax shelter to disclose such fact to its
shareholders. The disclosure would include the amount of the penalty and the
factual setting under which the penalty was imposed.

m

0]

Increase the penalty for aiding and abetting with respect to an undersiatement of a
corporate tax lisbility attributable to a corporate tax shelter from $10,000 to the

greater of $100,000 or one-half the fees related to the transaction.

Expand the scope of the aiding and abetting penalty to apply to any person who
assists or advises with respect to the creation; implementation, or reporting of a
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corporate tax shelter that results in an understatement penalty if (1) the person
knew or had reason to believe that the corporate tax shelter could result in an
understatement of tax, (2) the person opined or advised the corporate participant
that there existed at least a 75-percent likelihood that the tax treatment would be
sustained on the merits if challenged, and (3) a reasonable tax practitioner would
not have believed that there existed at least a 75-percent likelihood that the tax
treatment would be sustained on the merits if challenged.

Require the publication of the names of any person penalized under the aiding and
abetting provision and an automatic referral of the person to the IRS Director of
Practice.

Clarify the U.S. government's authority to bring injunctive actions against persons
who promote or aid and abet in connection with corporate tax shelters.

Include the explicit statutory authorization for Circular 230 in Title 26 of the
United States Code and authorize the imposition of monetary sanctions.

Recommend that, with respect to corporate tax shelters, Treasury amend Circular
230 generally to (1) revise its definitions, (2) expand its scope, and (3) provide
more meaningful enforcement measures (such as the imposition of monetary
sanctions, automatic referral to the Director of Practice upon the imposition of any
practitioner penalty, publication of the names of practitioners that receive letters
of reprimand, and automatic notification to state licensing authorities of any
disciplinary actions taken by the Director of Practice).

Disclosure and registration obligations

)

Corporate taxpayer disclosure

(a) 30-day disclosure.—-Arrangements that are described by a tax shelter
indicator and in which the expected net tax benefits are at least $1 million
would be required to satisfy certain disclosure requirements within 30-
days of entering into the arrangement.

. The 30-day disclosure would include a summary of the relevant
facts and assumptions, the expecied net tax benefits, each tax
shelter indicator that describes the arrangement, the analysis and
legal rationale, the business purpose, and the existence of any
contingent fee arrangements.

. The chief financial officer or another senior corporate officer with
knowledge of the facts would be required to certify, under penalties
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complete.

()  Iax-retum disclosure.—Arrangements that are described by a tax shelter
_ indicator (regardiess of the amount of net tax benefits) would be required
1o satisfy certain tax-retum disclosure requirements.

. The tax-retumn disclosure would include a copy of any required 30-
day disclosure,

. The tax-retumn disclosure also would identify which tax shelter
indicators describe one or more arrangements reflected on the
- retum.

(2)  Tax shelter registration

()  Modify the present-law rules regarding the registration of corporate tax
shelters by (1) deleting the confidentiality requirement, (2) increasing the
fee threshold from $100,000 to $1 million, and (3) expanding the scope of
the registration requirement to cover any corporate tax shelter that is
reasonably expected to be presented to more than one participant.

(b)  Require additional information reporting with respect to the registration of —
tax shelter arrangements that are described by a tax shelter indicator. The
additional information would include the claimed tax treatment and
summary of authorities, the tax shelter indicator(s) that describes the
arrangement, and certain calculations relating to the arrangement.

PART III -- CONCLUSION

The Joint Committee staff recommendations on interest and penalties are intended to
increase compliance and enhance the faimess and administrability of the Federal tax laws. In
many cases, the recommendations build on the provisions of, and policies embodied in, the IRS
Reform Act.

The Joint Cornmittee staff believes that a corporate tax shelter problem exists, and the -
problem is becoming widespread and significant. The Joint Committee staff further believes that -
increasing the penalties for engaging in corporate tax shelters would sufficiently alter the cost-
benefit analysis with respect to engaging in such transactions.and would provide a measured
response to the corporate tax shelter problem. »

As stated in our published study, the Joint Commitice staff believes that any legislative
changes regarding penalties and interest should be undertaken only afier careful and deliberative
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review by the Congress and the opportunity for from the lic, the Treasury Departmen
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answer any questions the Committes may have at this time and in the future,
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INTRODUCTION

The Senate Committee on Finance has scheduled a public hearing on March 8, 2000, on the interest and penalty provisions of
the Internal Revenue Code. The Internal Revenue Service Restructuring and Reform Act of 1999 directed the Joint Commitiee on
Taxation and the Department of the Treasury to undertake separate studics of such provisions, and make any legislative and
administrative recommendations they deem appropriate (o simplify penalty administration and reduce taxpayer burden. The staff of
theJo;mCommueeouTumlelmdey'mMyzz. 1999, and the Treasury Depastment rejeased its study on October 25,
1999,

mm’wwmmau:mmmrmm.mdmwan
mmmmmoﬂumwwmmmcmmmnqmwdurm

! Joint Committce 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 (mdudmg?mnmkdaﬁuglo&vpomehxm)(lcs-}
99), July 22, 1999.

3 Department of the Treasury, Report 10 The Congress on Penalty and Interest Provisions of the Internal Revenue Code,
October 1999.
|

3 This document may be cited as follows: Joint Committee on Taxation, Comparison of Joint Committee Siaff and Treasury
Recommendations Relating to Interest and Penalty Provisions of the Internal Revenne Code (JCX-22-00), March 7, 2000.

4 As used in the “Recommendation™ columas of this document, “Retain present law™ means that an explicit recommendation
was made that pesent law be retained. “No recommendation™ means that no explicit recommendation was made with respect 1o that
item. {

3 This document docs not reflect recommendations directly relating to corporate tax shelters.
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PROVISION

PRESENT LAW

JCT STAFF
RECOMMENDATIONS

TREASURY
RECOMMENDATIONS

L. INTEREST (secs. 6601-
6621)

A. Rates on Underpayments
and Overpa ts

Different interest rates apply to
overpayments and
underpayments and depending
on whether the taxpayer is a
corporation. For individuals
and other non-corporate
taxpayers, the interest rate on
both overpayments and
underpayments is equal to the
short-term Applicable Federal
Rate (“AFR") plus three
percentage points. For
corporations, the interest rate
on overpayments equals the
short-term AFR plus two
percentage points, unless the
overpayment exceeds $10,000
in which case the interest rate
equals the short-term AFR
plus one-half a percentage
point. For corporations, the
interest rate on underpayments
equals the short-term AFR
plus three percentage points,
unless the underpayment

Provide = single interest rate
equal to the short-term AFR
plus five percentage points for
underpayments and

overpayments of all taxpayers.

Retain present law; rates
should be in range of AFR
plus two to five percentage

2-
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PROVISION

PRESENT LAW

JCT STAFF
RECOMMENDATIONS

TREASURY
RECOMMENDATIONS

exceeds $100,000 in which
case the interest rate equals the
short-term AFR plus five
percentage points.

B. Federal Income Tax
Treatment of Interest on
Underpayments and
Overpayments

1. Individuals

Individuals are generally
required to include
overpayment interest received
in income, but po deduction is
allowed for underpayment
interest paid.

Exclude overpayment interest
from individuals' gross
income.

Retain present law.

2. Corporations

Corporations are generally
required to include
overpayment interest received
in income and allowed to
deduct underpayment interest
paid.

No recommendation.

No recommendation.

LLY




PRESENT LAW JCT STAFF TREASURY
: RECOMMENDATIONS RECOMMENDATIONS
A special rule provides for a Interest netting would not be | Retain present law.
net interest rate of zero to the | necessary on a prospective
extent interest is both payable | basis, because under the JCT
by and allowable to a taxpayer | staff recommendation the
on equivalent amounts of Federal income tax treatment
underpayment and - and interest rate on
overpayment. underpayments and
overpayments would be the
same.
Interest may be abated if Allow abatement if interest is | Retain present law.
attributable to unreasonable attributable to gny
error or delay by IRS in the unreasonsble error or delay by
performance of a ministerial or | IRS.
managerial act.
2. Erroneous refunds Interest must be abated if Require abatement for all Consider modification only in
' refund did not $50,000, | erroneous refunds the taxpayer | concert with assuring that the
and taxpayer did\not cause the | did not cause. IRS has adequate means to
refund. \ recover erroneous refunds.
3. Taxpayer rcliance on lfmundupaymunmﬂu Require abatement of both Same as JCT staff
written IRS statements from taxpayer relisiice on penalties and interest if recommendations, with same
writica IRS statements underpayment results from restrictions for interest
penalties, but not interest, must | taxpayer reliance on written abatement as under present
be abated. IRS statements. law for penalty abatement.

8LI
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ROVFION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
4. Caner abatements Abatement of interest is also | Retain present law and also Retain present law.
allowed (and under certain MWK!M
circumstances is required) if injustice would otheswise
the taxpayer is serving in a result if interest were to be
combat zone or located in a charged.
designated disaster area.
For individuals, the accrual of
interest is suspended if the IRS
does not provide notice of the
{axpayer's liability within one
year (18 months for taxable
years beginning before 2004).

6L1
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PROVISION

-

PRESENT LAW

TREASURY
RECOMMENDATIONS

E. Dispute Reserve Accounts

In order to avoid the accrual of
interest on a disputed item, the
taxpayer may make a noa-
interest bearing deposit in the
nature of a cash bond (as
described in Rev. Proc. 84-53).

dispute, interest would be paid
by the Treasury at a rate equal
to the short-term AFR.

No ati
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PROVISION

PRESENT LAW

JCT STAFF
RECOMMENDATIONS

TREASURY
RECOMMENDATIONS

IL FAILURE TO PAY
ESTIMATED TAX (secs.
6654 and 6655)

Individuals generally are
required to make estimated tax
payments at least equal to (f)
90 percent of current year's tax
or (2) 100 percent of prior
year's tax. Corporations
genenally are required to make
estimated tax payments at least
equal to (1) 100 percent of the
current year's tax or (2) 100
percent of the prior year's tax.

A. Penalty for Individuals and
Corporations (secs. 6654 and
665S5)

A penalty is imposed by
applying the underpayment
interest rate to the amount of
the underpayment for the
period of underpayment.

Repeal penalty and replace

with an interest provision.

Retain present law.

B. Exception to Penaity for
Individuals (sec. 6654(c)(1))

There is no penalty if the tax
shown on the refum, reduced
by withholding, is less than
$1,000. Estimated tax is not
considered in determining
whether the threshold is
satisfied.

Increase threshold to $2,000,
and consider estimated tax
payments made in equal
installments in determining
whether the threshold is
satisfied.

Retain present law threshold of
$1,000, and consider estimated
tax payments made under a
new proposed simplified
averaging method in

; ining whether the
threshold is satisfied.

-7-
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| PROVISION P’RRSENT LAW JCTSTARF TREASURY

RECOMMENDATIONS REOCOMMENDATIONS
C. Modificd Safe Harbor for | Individuals with prior year's | Repeal the modified safe No recommendation.
Certain Individuals (sec. AGI sbove $150,000 ($75,000 | harbor; thus, all taxpayers
6654(dX1)) for masried individuals filing | making estimated payments
separately) who make based on prior year's tax
estimated payments based on | would do 5o besed on 100
prior year's tax generally must | percent of prior year's tax.
do 30 based on 110 percent of )
prior year's tax.
D. Applicable Interest Rate The underpayment interest rale | Apply only one interest rate No specific recommendation,
for Individuals and is subject to change on the first | per estimated tax ‘ but consider general
Corporations (secs. 6621, day of each calendar quarter. | undespayment. computational simplifications.
6654(a)(1), and 6655(a)X(1)) A change in rates requires the ) :
.| use of multiple interest rates
when calculating the interest
on an underpsyment of
estimated tax.”

(4:1¢




PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
E. Calculation of Penalty is equal to the Provide that undespayment No specific recommendation,
Underpayment Balances for interest rate balances are cumulative; thus, | but consider general
Individuals and Corporations | multiplied by the number of | taxpayers would calcuiste a computational simplifications.
(secs. 6654(a) and 6655(a)) days the underpayment is cumulative estimated tax
outstanding, which is the underpayment for each period.
number of days between when i
the taxpayer should have made
the payment and the earlier of
(1) actual date of payment or
(2) the following April 15 (for
calendar-year taxpayers). !
F. Estimated Tax Under IRS procedures, Require 365-day year for all No specific recommendation,
Underpayments Extending taxpayers with outstanding estimated tax penalty but consider general
from Leap Year to Non-Leap | underpayment balances that calculations. computational simplifications.
Year for Individuals and extend from a leap year
Corporations thtwghanon-lapywqw
make separate calculations to !
account for the different
number of days in each year.

9

€81




PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS | RECOMMENDATIONS
G. Waiver of Penalty for A waiver is available to the See ICT staff Permit a reasonable cause
Failure to Pay Estimated Tax | extent the Treasury Secretary | recommendations regarding waiver for first-time payers of
for Individuals (sec. determines that a taxpayer abatements of interest (pages | estimated tax, provided the
6654(e)(3)) suffered a casualty (e.g., fire or | 4-5). balance due on the retum is
disaster) or other unusual below a threshold amount
circumstance if imposition of a - (unspecified) and is paid with
penalty would be against ati -filed retumn.
equity and good conscience.
There is no gencral reasonable
cause waiver for the failure to
pay estimated tax.
H. Waiver of De Minimis There is no statutory provision | See JCT staff Provide penalty waiver
Penalties for Individuals and allowing the Treasury recommendations regarding authority for individuat
Corporations Secretary to waive estimated abatements of interest (pages | estimated tax penaltics below a
tax penalties below a de 4-5). de minimis amount, e.g., $10
minimis amount. to $20.

¥81
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PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS

IIL. PENALTY FOR

FAILURE TO PAY TAXES !

(sec. 6651(a)(2) and (3)) i

A. In General Penalty is one-haif percent of | Repeal penalty. Interest would | Retain present ln'w. except
net amount of tax due for each | continue to apply. , | increase penalty percentage
monththemmjisnotﬁled. rate after six months from one-
up to a maximum of 25 half percent a month to one
percent. Interest also applies percent a month.
to the unpaid tax.

B. Encourage Installment Penalty rate is reduced to one- | Impose a 5-percent late Reduce penalty rates by one-

Agreements quarter percent per month for | paymeat service charge if no half for any month an
any month an instaliment installment agreement is in instaliment agreement is in
agreement is in effect effect by the fourth month effect. Consideration should
(provided return is timely after assessment; waive $43 be given to using a fixed
filed). IRS imposes $43 user IRS user fee if taxpayer agrees interest rate to avoid possible
fee on installment agreements. | 1o automated withdrawal of balloon payment at end of

installment payments from agreement.

bank account.

I

-11-
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PROVISION PRESENT LAW JCT STAFF TREASURY
: RECOMMENDATIONS RECOMMENDATIONS
1V. PENALTY FOR
FAILURE TO FILE TAX
RETURNS (sec. 6651(a)1)) A
A. In Genenal Penalty is five percent of net | Retain present law. Lower rates to one-half
amount of tax due for each percent for first six months,
month retumn is not filed, up to then increase to one percent;
a maximum of 25 percent. retain 25 percent maximum;
This penalty is coordinated climinate coordination with
with the failure to pay penalty, failure to pay penalty, which
by reducing the failure to file has the effect of potentially
penalty by the t of the doubling combined penalties
failure to pay penalty for that for taxpayers who delay filing
month. . and paying for lengthy periods
of time.
B. Penalty for Failure to File | No penalty is imposed on the | No recommendation. Impose new service charge,
“No Balance™ Returns failure to file returns that do possibly only after IRS contact
. not show a balance due the {amount unspecified). ‘
IRS.

-12-
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PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS

V. TAX RETURN

ACCURACY PENALTIES

(secs. 6662 and 6694)

A. Standards Applicable to

Disclosed Positions

1. Taxpayers Penalty may apply if there is Penallymayapplytfthﬂus Penalty may apply if there is
no reasonable basis for a no substantial authority for a no realistic possibility of
disclosed position takenona | disclosed position taken ona | success on the merits.
retumn. (Generally, at least a return. (Generally, at least a (Generally, at least a 33-1/3
20 percent likelihood of 40 percent likelihood of percent likelihood of success if
success if challenged.) success if challenged.) challenged.) :

2. Practitioners Penalty may apply unless a Penalty may apply if there is Penalty may apply if there is
disclosed position is not no substantial authority fora | no realistic possibility of
frivolous. (Generally, at least | disclosed position takenona | success on the merits.

a 5o 10 percent likelihood of | returmn. (Generally, atleasta | (Generally, af least a 33-1/3
success if challenged.) 40 perceat likelihood of percent likelihood of success if
' success if challenged.) challenged.)

{

L81



M

PROVISION

PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS

B. Standards Applicable to \

Undisclosed Positions

I. Taxpayers Penalty may apply if there is | Penalty may apply unless the | Penalty may apply if there is
no substantial authority for the | taxpéyer reasonsbly believes | no substantial authority for the
undisclosed position. that the tax treatment is more | undisclosed position.
(Genenally, st least 2 40 likely than not the correct tax | (Generally, at least 2 40
percent likelihood of success if | treatment under the Code. percent likelihood of success if
challenged.) (Generally, more than 50 challenged.)

percent likelihood of soccess if
challenged.)

2. Practitioners Penalty may apply if there is | Penalty may apply unless the | Penalty may apply if there is
no realistic possibility of being | taxpayer reasonably believes | no substantial authority for the
sustained on the merits. that the tax treatment is more | undisclosed position.
(Generally, at least 2 33-173 likely than not the comrect tax | (Generally, at least 3 40
percent likelihood of success if | treatment under the Code.. percent likelibood of success if
challenged.) (Generally, more than SO challenged.)

881




PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
VL. RETURN PREPARER
PENALTIES (sec. 6694)
A. Unrealistic Position If an understatement is duc to | Impose penalty equal to Similar to JCT staff
i a position for which there was | greater of $250 or 50 percent | recommendation, byt exact
not a realistic possibility of of preparer’s fee. percentage of is
being sustained on its merits unspecified. !
and the position was not !
disclosed or was frivolous, the
preparer penalty is $250.
B. Willful or Reckless If an undersiziement is due to | Impose penaity equal to Similar to JCT staff |
Conduct wiliful or reckless conduct, the | greater of $1,000 or 100 recommendation, but exact
mpun’tyhﬂ.m. percent of preparer’s fee. WﬁMk
mf”ﬂ. {

!
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PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
VIl. PENALTY FOR “The penalty for filing a No recommendation. Increase the penalty to $1,500;
FILING A FRIVOLOUS frivolous income tax return is permit abatement for first time
TAX RETURN (sec. 6702) $500. occurrence if noafrivolous
return is filed within a
reasonable period of time afier
- filing the frivolous return.
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PROVISION | PRESENT LAW JCTSTAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
VIIL PENALTY FOR There is a four-tier penalty rate | No new legislation for at least | Few intermediate
FAILURE TO DEPOSIT structure for failure to deposit | two years to allow scheduled | should be made at this time to
TAXES (sec. 6656) taxes: statutory and regulatory the deposit rules or penalties to
changes to be reviewed and provide a sufficient periodof | -
(1) A depositor is subjecttoa | implemented. However, time for changes to the deposit
penalty equal to two percent of | consideration should be given | rules to take effect. The
the amount of the to revising regulations to penalty for failure to use the
underpayment if the failure is | permit penalty abatement for | correct deposit method should
corrected on or before the date | inadvertent failures occurring | be reduced from ten percent to
that is five days after the when-taxpayer changes t¢. a two percent. Consideration
prescribed due date. different deposit schedule. should be given to reducing
the present-law two percent
(2) A depositor is subject to a penalty if failure to deposit is
penalty equal t= five percent of corrected within one banking
the amount of the } day.
underpayment if the failure is
corrected after the date that is
five days after the prescribed
due date but on or before the
date that is fifteen days after
the prescribed due date.

(3) A depositor is subject to a
penalty equal to ten percent of
the amount of the

underpayment if the failure is
corrected after the date that is

-17-
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fificen days afier the due date
but on or before the date that is
tcn days after the date of the
first delinquency notice to the
taxpayer.

(4) A depositor is subject to a
penalty equal to fificen percent
of the amount of the
underpayment if the failure is
not corrected on or before the
date that is ten days afier the
date of the first delinquency
notice to the taxpayer.

Many taxpayers are required to
make deposits of taxes; the
frequency of the deposits
depends on the type of tax and
.the amount required to be

deposited.
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PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
IX. PENALTIES FOR The Code and Titles Iand IV | Consolidate the scparate Code Consolidate the separate Code
FAILURE TO FILE FORM | of ERISA impose 3 scparate and ERITA penalties for snd ERISA penalties for
5500 SERIES ANNUAL penalties for failure to file a failure to file timely and failure to file timely and
RETURN FOR PENSION timely and complete retum; complete retum into one complete return into one
AND OTHER DEFERRED | the Code imposes separate penalty. penalty.
COMPENSATION PLANS | penalties for failure to file
(secs. 6652(d)(2), 6652(e), Schedule SSA, Schedui B,
6692(e)) and notification of plan status
change.
The IRS, Department of
Labor, and Peasion Benefit Designate the IRS as the Designate the Department of
Guaranty Corporation agency responsible for Labor as the agency
administer the separate administration of the responsible for administration
penaltics. consolidated penalty. of the consolidated penalty.

-19-

861



PROVISION PRESENT LAW JCT STAFF TREASURY
RECOMMENDATIONS RECOMMENDATIONS
X. PENALTY FOR Split-interest trusts (and Provide that the penalty for No recommendation.
FAILURE TO FILE certain other organizations) are | failure to file Form 5227 is (However, the President’s
ANNUAL INFORMATION | required to file Form 1041-A equivalent to the penalty for Fiscal Year 2001 Budget
RETURNS FOR (Trust Accumulation of failure 10 file Form 990. Proposal would impose a
CHARITABLE Charitable Amounts). The Consider increasing penaltics | penalty for failure to file Form
REMAINDER TRUSTS penalty for failure to file Form | applicable to failure to file 5227 of $20 for each day the
(sec. 6652(c)(2)A)) 1041-A is $10 for each day Form 1041-A. failure to file continues (up to
retum is not filed, up to a a maximum of $10,000 per
maximum of $5,000 for any return). In the case of a trust
one return. Split-interest trusts with income in excess of
are also required to file Form $250,000, the penalty would

5227 (Split-Interest Trust
Information Return). It is not
clear under present law
whether any penalty applies to
the failure to file Form 5227.

be $100 for each day the
failure continves (up to a
maximum of $50,000 per
returm). Any trusteec who
knowingly fails to file Form
5227 would be jointly and
sevenally liabie for the amount
of the penalty, unless such
failure is not willful and is due
to reasonable cause. The
proposal would be effective
for any return the due date for
which is after the date of
cnactment.)

-20-
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NIPA AND FEDERAL INCOME TAX RECBIPQDATA

This appendix presents data from the recently revised National Income and Product
Accounts (“"NIPA™) along with Federal income tax receipts data covering the period 1988
through 1999. These data are presented on a Federal fiscal year basis in order to coincide with
the Federal accounting period.

Table 1 presents the revised Gross Domestic Product (“GDP™) series along with recent
Federal income tax receipts data. Federal income tax receipts are broken down into individual
income tax receipts and corporate income tax receipts. For comparison, the year-to-year
percentage growth rates are also shown.

Table 2 presents a NIPA measure of corporate net income, “corporate income before
taxes.” This NIPA series measures aggregate net corporate income for the U.S." with various
adjustments including adjustments to account for underreported and misreported income.
Corporate income before taxes employs tax measures of depreciation and inventory accounting.
The income series presented in Table 2 is limited to domestic income. Again, year-to-year
percentage growth rates are presented below the aggregate figures.

T~

'S corporation income is included in NIPA corporate income before taxes.



Table 1. Gross Domestic Product and individual snd Corporate inoome Tax Recelpts

Flacal Years 1988 - 1000
{Totals in Bilions of Dollers]
tem 1068 1900 1900 1901 19802 1900 1904 1906 1908 1007 1908 1900
I. Gross Domestic Product ("GDP") [1)
A. Total 5018.7 54088 57384 58279 62217 mu’ 00488 73227 77002 81828 8633 01155
8. Percent change N/A 78 8.1 33 8.0 88 89 sS4 82 63 85 .3
H. Federal Income Tax Receipts [2]
A. individusl and corporale income tax receipts
1. Total 485.7 5480 8604 5659 5782 6272 6834 7T4T2 8282 9198 10173 10642
2. Percent change. NA 108 21 10 18 [ ¥ ] 9.0 83 18 110 106 46
3. Percent of GOP., 99 102 28 o8 93 8.6 88 102 18 12 1.8 "z
B. individual income tax receipts
1. Tots!l 4012 4457 4689 4878 4780 5007 5431 85902 6384 7375 8286 8MS
2. Percent change. NA 1.1 43 02 1.7 71 es 87 12 123 1 .1
3. Percent of lolal income taxes................ - 8098 812 833 827 8268 813 7S WO W3 802 8iSs 826
4. Percent of GOP. 8.0 82 8.1 79 1.7 78 78 8.1 83 20 926 98
C. Corporate income tax receipts
1. Totsd 945 1033 935 981 1003 1178 1404 1570 1718 1823 1887 1847
2. Percent change. NA 03 25 49 22 172 198 18 8.4 6.1 s 2.1
3. Percent of tolal income taxes.................... 19.1 188 187 173 174 187 208 210 2207 198 188 174
4. Percent of GDP. 19 19 16 1.7 16 18 20 21 22 22 22 20

[Jmmumhxdm

[1] Source: October 28, 1999 Burssu of Economc Anslysis releass and December 1999 Survey of Current Business.
2] Source: Budget of tha Uniled States Government: Fiscsl Yesr 2001.
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Table 2. c«wmkmtummmummrmw»

Fiscal Years 1968 - 1999
{Total in Bifions of Dolars]
ftem 1968 1900 1990 1991 1992 1993 1904 1998 18 1997 1908 1900
I. Corporate Income Tax Receipts [1)
A. Total 945 1033 83.5 98.1 1003 1175 1404 1570 1718 1823 1887 104.7
B. Percent change N/A 93 25 49 22 172 195 1s 84 8.1 35 2.1
Il. Corporate income Before Taxes [2)
A. Total 2025 3051 3009 3148 3511 3979 4644 5442 5919 6487 cts4 6901
B. Percent change. NA 43 -14 46 18 133 18.7 172 88 92 30 3e

o Coiee o Taion

(1] Source: Budget of the Uniled States Government: Fiscal Yeer 2001.

[2] Source: October 28, 1mamdemmammm1m&mdww income measurs does not include elther
Federal Reserve Bank income or income from sources outside of the United States.
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PREPARED STATEMENT OF PAUL J. SAX

N o Moo 28 OB s 1y oty o
y name aul J. a ore my capacity as o
the American Bar Association &cﬁon of Tu);ot‘i!on. ’l‘gla tes op iatypreaented on
behalf of the Section of Taxation. Approval of this testimony by ga House of Dele-
gates or the Board of Governors of the American Bar Association has not been
sought w, accordingly, it should not be construed as representing the policy of the

n.

The Section of Taxation appreciates the opportunity to appear before the Com-
mittee today to discuss the penalty and interest provisions in the Internal Revenue
Code and the recommendations contained in the studies prepared by the Staff of the
Joint Tax Committee and the Treasury Department. My testimony today will also
cover the related subject of corporate tax shelters.

1. PENALTIES AND INTEREST

We believe the recommendations in the penalty and interest studies by the Staff
of the Joint Committee on Taxation! (hereafter “JCT Study”) and Department of the
Treasury’s Office of Tax Po&z’ (hereafter “Treasury Report”) address very impor-
tant issues. Our testimon Kowill not include comments on each and every item
in the studies. Individual members of the Tax Section would be pleased, however,
to provide assiatance and comments to members of the Committee and your Staff
on any recommendations Y&u might identify.

At the outset, I would like to reco‘gn.lze the time and energy this Committee, the
Joint Committee on Taxation, and the Treasury Department’s Office of Tax Policy
are devoting and have already devoted to e the Internal Revenue Code'’s
penalty and interest provisions. Your thoughtful consideration of this area is impor-
tant because the law’s approach to penalties and interest affects taxpayers’ views
of, and thus their compliance with, our self-assessment tax system.

We have limited our specific comments todaI to five areas: (1) accuracy-related
r:nalties, (2) preparer penalties, (3) interest, (4) the failure to file penaltg;‘and (6)

te payment penalties. The accuracy-related and preparer penalties are rtant
because they set the standards for what taxpayers and preparers are permitted to
report on returns. Interest and the filing and payment penalties are important be-
cause they are the additions to tax that a taxpa{ler is most likely to encounter and
that most commonly create hardship for less well off individual taxpayers. We will
address penalties related to corporate tax shelters in the second part of our testi-
mony today.

Before we shift to specific issues, I would like to briefly summarize our views on
civil penalties and interest. Penalties should be structured to encourage taxpayers
to approach their tax obligations carefully and responsibly, but with due re for
the complexity and sometimes uncertain application of our tax laws. If a penalty is
too amaﬁ, or the taxpayer’s duty is expressed in too v?ue a way, it is ely that

penalty will aceompl.{sh this goal. On the other hand, if a penalty is too large, or
too much is expected of the taxpayer, the penalty may fead to excessive burdens on
taxpayers and perceptions that our tax system is unfair. Accordingly, our comments
are guided bg' the views that t.gemlties should be straightforward enough for tax-
payers to understand and for the IRS to efficiently administer. Penalties should pe-

ize similarly situated taxpayers similarly should impose sanctions propor-
tional to a clearly defined ssion. Penalties should reinforce reasonable ex-
pectations of taxpayers and should encourage compliance even if untimely.

A. Accuracy-Related and Preparer Penalties

The accuracy-related and preparer penalties set forth the duties of tame ers and
preparers to prepare returns carefully, taking only realistic positions an osing
those where the tax treatment is unclear or questionable. We think the current
structure of these penalties is reasonably sound, but has features that legislation
can improve.

1. Reporting Standards for Taxpayers and Preparers

At present, the two penalties are not oomg:etely coordinated, since what is ex-
pectecf of preparers is somewhat less than what is expected of taxpayers. Both the

18taff of the Joint Committee on Taxation, Study of Present-Law Penalty and Interest Provi-

? uired by Section 3801 of the Internal Revenue Service Restructu and Reform Act
:}o ?;9? (T isions Relatqf to Co’ipomu Tax Shelters) (JCS—S-—QQWuly 22, 1999,
2Department of the Treasury of Tax The Congress on Penalty

, Report to
Interest Provisions of the Internal Revenue Code, 1999,



200

JCT Study and the Treasury Report recommend confo the reporting standard

for taxpayers and preparers. However, the JCT Study would set slz.ndard‘! for taxs-

mem and preparers much her than the standards of current law, vhile the
asury Report would set standards at levels nearer those of current law.

a. Undisclosed Positions

At present, Section 6662 penalizes a taxpayer if a ‘Poaition on a return lacks sub-
stan authority and is not disclosed. on 6694 penalizes a preparer whuen a
rsoeition on a return lacks a realistic possibility of being sustained on its merits and

not disclosed. In general, we think that a “substantial authority” standard for un-
disclosed positions works best for both taxpayers and preparers. The\substantial au-
thority standard has now been in the law for 17 years. The regulatiohs defining the
standard do an excellent job of guidina\both taxpayers and preparers, and a sub-
stantial body of case law is developing that gives both taxpayers and preparers use-
ful guidance., Further, the expectation that an undisclosed position should be sup-
poxtew substantial authority is intuitively reasonable. The objective nature of the
standard, which turns on whether adequate legal and factual support for a position
exists, avoids messy and difficult inquiries into the taxpayer’s state of mind. Accord-
i.r?!y, we support the ’I‘reasuxge?eport's recommendation that a “substantial author-
ity” standard be retained in Section 6662 for undisclosed return positions and that
Section 6694 be amended to establish this standard for preparers as well.

The Joint Committee Staff recommended changing the standard for undisclosed
positions from substantial authority to a reasonable belief that the position taken
18 “more likelt\‘r than not” correct. We do not believe that this proposal is an improve-
ment on the “substantial authority” standard; it would be less objective, would en-
courage difficult factual inquiries into the state of mind of the taxsayer and pre-
parer, could encourage excessive disclosure, and would fail to give adequate weight
to the complexity and uncertainty of existing tax law.

b. Disclosed Positions

At present, Section 6662 imposes a penalty on a return position for which ade-
quate disclosure has been made only if, in the case of the taxpayer, the position
lacks a reasonable basis. Section 6694 imposes a similar penslty in the case of pre-
ﬁarers if the position is frivolous. Historically, this has been the function of the neg-

gence penalty, and the standard for disclosed positions in current law in essence
defines a negligence standard.

We believe that the Joint Committee Staff recommendation that the standard for
disclosed positions be elevated to “substantial authority” is unwise. We think that
it is very important to Freserve the essential nature of this expectation of taxpayers
and preparers as a negligence standard. The vast majority of taxpayers in this coun-
'tlgr spend a relatively short period each year preparing and filing their returns.

ey have a generalized understanding that they must do so carefully and fairly.
However, it is doubtful that they ever would spend the time and effort necessary
to understand the details of a complex penalty standard. We think it important that
the standard for disclosed positions in Section 6662 be viewed as fair and reason-
able, and we think that this requires this standard to reflect taxpayers’ general un-
derstanding that they must be careful and even-handed in preparing their returns.
If the standard were elevated, so that a taxpayer was required to do more than one
would expect of a prudent but relatively unsophisticated individual, then we think
penalty impositions would likely increase because the expectations of our tax system
would exceed the behavior that most taxpayers intuitively think is appropriate. We
believe that penalizing taxpayers who have acted in a reasonably careful way would
create anﬁer toward our tax system.

Our understanding of the Treasury Report's proposal for disclosed positions (other
than those involvin% a tax shelter) is that Treasury would retain the essential “neg-
ligence" standard of existing law, but conform the definitions in Sections 6662 and
6694 in the language “realistic possibility of success on the merits.” We support this

roposal. For the last several decades, the overriding debate with respect to the neg-
igence penalty has been to arrive at a definition of negligence conveying the idea
that the conduct expected is more than an empty al?earance of compliance, but
rather reflects the serious effort that a careful and prudent person should make. We
think that the language suggested in the Treasury Report for non-tax shelter posi-
tions does this. Further, it would conform Section 6694 to existing standards of pro-
fessional responsibility promulgated by the ABA and the AICPA.

2. Reasonable Cause Exception ,

Under existing law, the IRS and the courts have the flexibility to waive a Section
6662 penalty to which a taxpayer may become subject. This waiver authority per-
mits and the courts to take into account a person’s education, a personal trag-
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edy, or an isolated failure to identify an issue. We think that this waiver authority
is critically important to the smooth functioning of Section 6662. The JCT Study,
but not the Treasury Report, recommends nape]alﬁng the reasonable cause exception
for substantial understatement penalties. We oppose repeal of the reasonable cause
exception because we think that repeal would result in ?Rgenalty that is too rigid
and inflexible and would eliminate the discretion-of the and courts to waive a
penalty even when any reasonable view of the situation would support waiver. Re-
Eiling the waiver authoritxcalso runs counter to the provisions enacted in the IRS

tructuring and Reform Act that vest IRS with more discretion in administering
the interest provisions and collecting late payments.

3. Threshold for Imposing the Substantial Understatement Penalty

At present, the substantial understatement prong of the Section 6662 penalty ap-
plies, in the case of corporations, only if the understatement at issue exceeds the
mater of $10,000 or 10% of tax liability. The practical effect of this threshold is

t, for very iarge corporations with very large tax liabilities, the substantial un-
derstatement penalty is seldom applicable.

The Treasury Report, but not the JCT Study, suggests changing the definition of
a substantial understatement in the case of corporations to the lesser of $10 million
or 10% of the tax required to be shown on the return. This proposal would have
the practical effect of making the substantial understatement penalty potentially
applicable to very large corporations for any issue that exceeds $10 million in
amount. We think that this proposal provides a reasonable way to encourage disclo-
sure of significant issues by arse corporations, and we support it.

A change in threshold would, we believe, also be warranted for individuals. At
present, the threshold (the greater of $5,000 or 10% of tax liability) may encompass
many very small cases for which a more general negligence penalty is more appro-
priate. We suggest that the existing “greater of’ format for this threshold works
well, but that the dollar threshold should be raised and the percentage threshold
dropped, so that the minimum size of an issue subject to disclosure is increased and
it is less likely that the overall size of the taxpayer’s liability will prevent the appli-
cation of the penalty. While we do not feel strongly about any sgeciﬁc numbers, a
revised individual shold along the lines of “the greater of $26,000 or 5% of tax
liability” would constitute an improvement over existing law.

4. Amount of Penalty

The percentages at which the Section 6662 penalty is applied are a targeted 20%
for the negligence and substantial understatement prongs of the penalty and either
20% or 40% for the valuation penalties, depending on the extent to which the tax-
payer’s valuation departs from the correct valuation. These are high rates in com-
parison to the 5% rate at which the negligence penalty was imposed prior to 1989
and the 10% rate at which the substantial understatement penalty was imposed
when it was enacted in 1982. The rates were increased in the mid-80’s with little
empirical support. We think that penalty rates that are too high are more difficult
to administer consistently and may have the paradoxical result of making the pen-
alty less effective because of a reluctance to im(rose it. A review of case law indicates
that vela'qgew 40% penalties have been imposed over the years. We encourage repeal
of the 40% rate for gross valuation misstatements.

5. Fee-based Preparer Penalties

Both studies recommend a fee-based measure for preparer penalties. The Joint
Committee suggests that, instead of the current flat $2560 penalty, first-tier viola-
tions incur a penalty of the greater of $250 or 50% of the &)rgparer’s fee, and that
the penalty for second-tier violations be the ter of $1, or 100% of the pre-
parer’s fee rather than a flat $1,000 penalty. asury, without recommending spe-
cific thresholds, suggests consideration of a fee-based approach because, it contends
current preparer penalties are low compared with the tax liabilities involved and
thus discourage assessment on a cost-benefit basis. )

Any concern that the preparer penalties are not an effective deterrent to inappro-
priate conduct should first focus on the effectiveness of the compliance programs for
preparers. A review of decided cases suggests that cases involving preparers very
rarely arise. A compliance regime that is not effectivelypoliced is unﬁk ely to be im-
proved by increasing sanctions that are infrequently imposed. Tying preparer pen-
alties to a preparer’s fee creates significant complexity and enforcement issues. Per-
haps the issue of greatest concern is that it seems likely to increase the costs of
return preparation, as preparers seek to protect themselves from large penalties.
This problem is likely particularly to affect small taxpayers. .

In situations in which the preparer performs a variety of services for the tax-
payer, such a penalty would require an analysis of what portion of the fee relates
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to actual return preparation, in as much as the fee will vary substantially depend-
ing on the nature of the client and the extent of the representation. Because the
size of the penalty m be substantial but would not vary based on the size of the
rosiﬁon in dispute is calculated on the preparer’s gross (rather than net) fee,
t seems likely that those subject to the tﬁnk gawill think it unfair as actually ap-
plied. For these and other reasons, we t a tying of widely applicable pre-
parer penalties to a pereentagoeoof the preparer’s fee is unwise. We express no view
on whether the $250 and $1,000 amounts of these penalties are adequate to support
tions of preparers. However, we would note that the primary factors encour-
ng J)rofessional conduct from preparers are probably the professional standards
of conduct of the preparer'’s chosen profession, the professional liability that a pre-
parer may face from a client for a job poorly done, and the possibility of referral
to the IRS's Director of Practice. We are convinced that these factors far more
strongly encourage professional and careful conduct and that substantial increases
in u;gequently asserted penalties rre unlikely to elevate conduct substantially.

B. Interest and Payment Penalties

The JCT Study and Treasury Report recommend a number of changes to interest
provisions and penalties for failure to file, failure to pay, failure to pay estimated
tax, and failure to deposit tax.

1, Interest Provisions

The studies suggest various changes for interest, includi? (1) eliminating the dif-
ferential between the interest rate the IRS charges on underpayments and the in-
terest rate the IRS ‘&?’s on overpayments, (2) pegging the interest rate at the ?d)pli-
cable federal rate (“AFR”) plus five percent, (Snxcluding IRS interest from individ-
uals’ income, (4) providing additional interest abatement rules, and (6) instituting
“dispute reserve accounts.

a. Elimination of Rate Differential

The JCT Study proposes eliminating the differential between the interest rates
chnr;ed on underpayments and paid on overpayments to make the system simpler
and fairer. In contrast, the Treasury Report recommends retaining the interest rate
differential for the time being in view of the recent enactment of the global interest
netting rules and because retaining the differential mirrors the commercial sector
model. We support the Joint Committee’'s recommendation to eliminate the rate dif-
ferential because we believe that a uniform interest rate for under- and over-pay-
ments will be perceived as evenhanded, simple and fair, while the rate differential
of present law creates significant and unnecessary complexity without any signifi-
cant compliance benefit.

While we accept as a conceptual matter the Treasury Report’s observation that
commercial organizations attempt to achieve a profit on their lending and borrowi
activities, we tiﬁnk that this observation has little to do with whether a differenti
in interest rates has a positive effect on tax compliance. Because the relationship
between a taxpayer and the IRS is an involuntary one, because it is not always pos-
sible for a ayer to know whether at the moment the taxpayer is a borrower or
lender from the government, and because different taxpayers are able to borrow

., money. from commercial lenders at rates that differ substantially from the under-
?ayment rate, we think it likely that the existing rate differential is viewed as un-
air. For taxpayers with complex affairs, the concurrent accrual of the differential
rates is a labyrinth of complexity and time is not needed to prove that one can coﬁe
with this complexity when a simple solution is available. We strongly encourage the
enactment of uniform over- and under-payment interest rates. This will be a sx%mﬁ-
cant simplification in the law and is an opportunity to strengthen the image of the
tax system as evenhanded and fair.

b. Interest Rate Increuse

Both the Joint Committee and Treas recommend a higher interest rate: the
Joint Committee at the AFR plus 5%, and Treasury at the AFR plus 2-5%. While
we have no specific recommendation to make on the most appropriate rate, we note
that a significant divergence from market rates, in either direction, may result in
taxpayer conduct oriented toward the arbitrage of this differential. Thus, if rates are
set too low, taxpayers may be slow to gay their taxes, since the government is a
convenient source of cheap borrowings. On the other hand, if rates are set too high,
taxpayers may think the tax system unfair or may find an overpayment to be a rel-
atively attractive investment. Accordingly, we encourage the interest rate to be set,
as nearly as possible, at a rate that approximates a market rate. We are also con-
cerned tﬁat, at AFR plus 5%, the underpayment rate will increase by two percent-
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age rointa. This increase will make it more difficult for IRS’s Collection Division to
resolve the unpaid liabilities of taxpayers who are in financial difficulty.

c. Exclusion of Refund Interest from Income

The JCT Study recommends excluding IRS interest from individuals’ income so
that the effective post-tax interest rates on underpayments and overpayments are
equivalent. Treasury does not agree with this tion. We have reservations
about making refund interest tax free for individuals, particularly if the interest
rate exceeds that of tax-exempt investments. We understand the Joint Committee
Staffs view that refund and deficiency interest should receive similar treatment.
However, we think this objective would be better served by permitting the deduction
of deficiency interest than by excluding refund interest from income. We also note
that the present e, which taxes refund interest but provides no deduction for
deficiency inte consistent with the law’s general treatment of the interest in-
come Gnd the non-business interest expense of individuals.

d. Dispute Reserve Accounts

The JCT Study proposes the establishment of rules for the creation of dispute re-
serve accounts, which would be special interest-bearing accounts with the ‘lgeuury
where taxpayers could deposit amounts in dispute. Under present law, a yer
can easily recover a disputed amount paid over to the IRS only if the payment was
made in the form of a deposit in the nature of a cash bond, and such deposits are
returned without interest. We support the Joint Committee Staffs recommendation
because the government has the use of the deposit until such time as it is returned
to the taxpayer, and the establisament of the mechanism of a dispute reserve ac-
count will simplify taxpayers’ thinking when faced with a potential controversy.

2. Failure to File Penalty

At present, a failure to file a return results in a penalty of 5% of the unpaid
amount each month for the first five months of the delinque%?'. The Treasury Re-
port recommends imposing a lower penalty over a longer period, but with the same
maximum amount. The Study suggests no changes in this area. We support
Treasury’s tglropotml. Once the tailure to file penalty has fully accrued, it ceases to
encoura e filing of the return; in fact, a taxpayer’s inability to pay the penalty
along with any tax due may deter the filing of the return. Further, we think that
this penalty, when added to other charges for noncompliance, may exacerbate delin-
quent taxpayers' difficulties in re to a compliant condition. We believe that
a penalty that accrues more slowly help to correct these problems within the
current regime.

3. Failure to Pay Penalty

The JCT Study recommends repeal of the failure to pay penalty, replacing it with
a five percent annual service charge if the taxpayer does not enter into, and adhere
to, an installment agreement by the fourth month after assessment. Treasury, on .
the other hand, s ts impolsﬁg higher penalties, albeit with reductions if the tax-
payer makes and follows an payment plan. We think it important that delin-
%uent taxpayers be subject to some si cant sanctions for their delinquencies.

owever, we prefer the Joint Committee’s approach, primarily because, in our vicw,
the totality of interest, failure to file, and failure to pay penalties that currently
apply in many delinquency situations often functions as an impediment to full and

ely resolution of the delinquency, rather than as an incentive to correction.

4. Failure to Pay Estimated Tax

The Joint Committee recommends converting the failure to pay estimated tax
penalty to interest because it is essentially a time-value-of-money computation, and
calling it interest rather than a penalty may enhance taxpayers’ view of the tax sKs-
tem’s fairness. Treasury does not support this conversion ‘;ecause it would enable
corporations to deduct this charge for the first time. Both studies recommend
changes in individuals’ estimated tax thresholds and various simplifications. We
support converting the estimated tax penalty to an interest charge and endorse
measures to simplify the estimated tax rules. We do note that uent changes in
the safe harbor threshold in Section 6664(dX1XCXi) make compliance with esti-
mated tax rules more burdensome and cannot be justified on the basis of broad com-
pliance objectives. Accordingly, we strongly encourage both simplification and per-
manence in the establishment of these thresholds.

6. Failure to Deposit Tax
Both the Treasury and Joint Committee studies note that the Internal Revenue
Service Restructuring and Reform Act of 1998 changed rules in this area, so Treas-



204
ury 8 st just two changes, and the Joint Committee recommends no new legis-
lation be enacted in this area, We view Treasury’s penalty-reduction roposalzgi:a
improvements and encourage Congress to do more to lessen the size of penalty,
which, in our view, is out of proportion to the conduct that it punishes.
Mr. Chairman, that concludes the portion of our testimony on interest and pen-

alties. Before discussing corporate tax shelters, I would be ha to respond to ques-
tions from the Committee on this portion of our testimony. i po 1

II. CORPORATE TAX SHELTERS

I would now like to turn to the very important subject of corporate tax shelters.
Our testimony will use the term “corporate tax shelters” in discussing the very ag-
gressive tax transactions currently being marketed.¢ However, the Committee
should understand that this phenomenon is not limited to large, multinational cor-
porate taxpayers; indeed, it i8 not limited to corporations. Increasingly, tax shelter
products are also being marketed to unincorporated business taxpayers, including
middle market businesses and wealthy indiyiduals.

M*y testimony today regarding corporate tax shelters contains three parts: (1) a
brief discussion of the Tax Section’s initial reactions to the administrative actions
taken last week by the Treasury Degartment and the Internal Revenue Service to
address the corporate tax shelter problem, (2) a descrigtion of the Tax Section's cor-
porate tax shelter legislative recommendations, and (3) an amplification of certain
aspects of our legislative recommendations. But first, I want to say something about
the corporate tax shelter problem.

A. The Corporate Tax Shelter Problem

We are aware that you may be told that there is no corporate tax shelter problem
and that Congress does not need to take any action. This may be expressed with
renewed energy following the administrative actions announced {)y Treasury and the
Internal Revenue Service last week. Mr. Chairman, make no mistake about it.
There is a serious problem, and it needs to be dealt with if we are to maintain pub-
lic confidence in the tax system. Administrative action is very important, but there
are limits on what can be accomplished administratively. The magnitude of the
problem demands clear and forceful legislative action as well. In the 1970's and
early 1980's, when individual tax shelters were in vogue, the vast majority of Amer-
ican people justifiably became outraged when they learned through the press that
certain high-income taxpayers were eliminating or substantially reducing their tax
liabilities by means of uneconomic and frequently artificial transactions. As the na-
ture, scope and duration of the modern tax shelter abuse becomes more widely un-
derstood by the taxpaying public, the American people may justifiably ask their
elected representatives why action was not taken to stop this tax avoidance activity
when the abuses were brought to the Congress' attention.

Today, transactions that have little or no economic substance, that are designed
solely to defer or permanently eliminate tax liability, and that are premised on opin-
ions that either adopt aggressive interpretations of the tax law or are premised on
questionable factual assumptions are being marketed to businesses of all sizes and
to wealthy individuals. These transactions are not based on Congressionally man-
dated tax incentives, such as the low-income housing credit, but instead aplzll{ ag-

ssive interpretations of the law in situations where the transactions would be
smissed out of hand by the taxpayers if it were not for the tax avoidance benefits
of the transactions.

A simple example might illustrate the nature of the abuse with which we are
faced. A Fortune 500 company was faced a few years ago with the necessity of pay-
ing tax on $445 million of economic gain from a business transaction. An investment
bank, on learning of this, approached the company with a tax plan (or “product” in
the modern vernacular):

o The company would enter into a partnership with a foreifn entity that was not

subject to U.S. taxes; the foreign partner would make a large capital contribu-
tion and thus initially own a majority of the partnership interests; the partner-

3The Section of Taxation has testified Tffm'? corgorate tax shelters on three prior occa-
sions. On March 10, 1999, the Section testified before the Subcommittee on Oversight, on April
217, 1999 the Section testified before this Committee and on November 10, 1999 the Section testi-
fied before the House Ways and Means Committee. Qur testimony today is consistent with this

rior testimony. ,
P 4We also refer to these shelters as “"transactions,” although recognizing that the taxpag'er’s
investment in a financial or other tax shelter product, or other taxpayer action, may not fit the
traditional description of a transaction. We believe all such actions need to be addressed by any

legislation.
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ship would purchase property, then immediately ssll it for a cash down

;p:gmant &:ﬁ: a five-year note that was indeﬁtﬂtz in amount to b the trans-

act on wi the installment sale regulations applicable to contingent payment
es

¢ The regulations in question provide that the basis of property sold for a contin-
nt note is s&md ratably over the life of the note. would create a large
gxable m the down payment received in the year of the sale, almost
all of which would be allocated to the tax-exempt foreign partner. The proceeds
from the down payment would be distributed to the foreign partner to terminate
its interest in the partneuhig;

e Since a taxable gain had been realized by the partnership at the front
end—and there was of course no economic gain or loss in the property’s value
since it had been held only a brief-tim ere was a built-in tax loas in the
remaining notes receivable. That was left to be enjoyed by the remaining major-
ity partner, the Fortune 600 company.

The result? The company repo a tax loss of $396 million, with no real risk
other than transaction costs, and no real Jpportunity for woﬂt other than the tax
benefit. The investment bank was paid a fee of $7 on. We should not underesti-
mate the impact on voluntary compliance by individual taxpayers if they learn large
oom;:agﬁgi can create tax losses of almost $400 million by paying a fee to an invest-
ment bank.

These are the facts of the ASA Inveaterings case in which the Court of Appeals
for the D.C. Circuit recently affirmed the Tax Court's rejection of the claimed tax
benefits, ASA Investerings Pshp. v. Commissioner, No. 98-1583, 2000 U.S. App.
LEXIS 1207 (D.C. Cir. Feb. 1, 2000). It is our belief that_these transactions are
spreading in the economy to smsller businesses and individual taxpayers, and that
without serious government action the level of activity will continue to grow.

We are not in a position to estimate the impact on Federal revenues of the cor-
porate tax shelter activity of the past several years. However, our experience as tax
practitioners suggests that the level of tax shelter activity is very substantial. Man
of the shelter transactions involve purported tax savings of tens of millions of dol-
lars. Should Congress fail to take appropriate legislative action, taxpayers and their
advisors may be emboldened and become even more aggressive.

B. Treasury/IRS Administrative Actions

Although we are still analyzing the administrative actions announced by the
Treasury Department on February 28, 2000, we want to be on record as welcoming
those actions. They appear to be a measured attempt to deal with the problem.

We applaud the clear burden the proposals appear to place on the promoters of
abusive tax shelters, including the reguirements that such shelters be registered
with the Internal Revenue Service and that lists be maintained of taxpayers that
have entered into such transactions. This should have a definite chilling effect on
the eagerness of taxpayers to use abusive tax shelter products. We also support the
requirement that corporate taxpayers must disclose certain types of transactions on
their tax returns utilizing a “short information statement,” but we want to carefully
consider the proposed scope and content of such required statements. We are con-
cerned both that such statements not unduly burden taxpayers entering into non-
abusive transactions and that they be effective in uncovering abusive transactions.

We applaud the pronouncement by the Treasury Department that the new rules
are not intended to require disclosure of customary business transactions or trans-
actions with tax benefits that the Internal Revenue Service has no reasonable basis
to challenge. We will clostlz}z study the mechanics of the proposed rules to determine
if, in our view, they are likely to achieve those foals. e look forward to working
closely with the Treas Department and the IRS on such modifications as may
be necessary to achieve these goals.

We are particularly pleased that Secretary Summers has committed that Circular
230 will be amended within six months to address the conduct of tax proiessionals
issuing tax opinions that suggort abusive tax shelter transactions. Our proposal on
this topic was submitted to the Treasury Department on October 29, 1999. We un-
derstand the role of professionals in these transactions and have evidenced in our
proposal our willingness to address it as a part of the problem. .

It is important, Mr. Chairman, to recognize that the administrative announce-
ments of February 28, 2000 necessarily are limited to the statutory authority within
which the Internal Revenue Service must operate. For example, the tax shelter reg-
istration requirement is inapplicable unless the transaction is offered “under condi-
tions of confidentiality.” This requirement of section 6111(d) of the Code may be
avoided, some will assert, by informal understan and subtle economic compul-
sion that do not rise to the level of “conditions.” In addition, the requirement to
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maintain investor lists authorized by section 6112 of the Code is supported only by
penalties under section 6708, which are limited to $50 per investor left off the list,
with an uﬁgugate annual cap of $100,000. Such a penalty structure cannot be ex-
qucted to deter promoters of tax products ::recﬁng annual profits in the millions.
or does the Code provide any specific penalty for failure to comply with the new
tax return disclosure regime proposed in the February 28, 2000 a trative an-
nouncements.
C. Legislative Recommendations

Clearly, Mr. Chairman, there is a limit on what the Internal Revenue Service can
do under exis law. Under the best of circumstances, it cannot detect all ques-
tionable transactions, it cannot devote audit resources to challe all transactions
it does detect, and it cannot litigate all of the cases that should be litigated. If the
marketing of Aggmuive tax shelter transactions is to be constrained, it is vitally im-
portant to put added &reuure on the marke process. -

The eting of these transactionu is cated on the odds favoring success.
Promoters understand that the IRS ma unable to detect and challenge more
than a small fraction of transactions. They also view applicable penalties as rel-
atively minor and probably avoidable. They put these factors ther to make a
compelling case that the transaction makes economic sense, even though the trans-
action would not withstand judicial scrutiny. Taxpayers often believe that they have
little to lose other than transaction costs by entering into an aggressive tax shelter.
Even if the claimed benefits are disallowed, they believe that they will be able to
settle out the penalties and will be no worse off (other than transaction costs) than
they would have been if they had not entered into the transaction.

legislative recommendations are intended to accomplish four objectives. First,
to encourage the private sector—taxpayers, tax advisors, and those who market cor-
porate tax shelters—to carefully scru the facts and the legal analysis of pro-
posed transactions and consider carefully the appropriateness of the transactions
under the law. Second, to level the audit playing field by ass that the largest
and most ive of these transactions are discl to the Internal Revenue
Service on the tax return. Third, to make it clear to the Internal Revenue Service
that Congreu places emphasis on auditing and challenging questionable trans-
actions. Fourth, to legislatively endorse a reasonable interpretation of the economic
substance doctrine—an interpretation that we believe constitutes present law. We
think these four objectives may be furthered by the following legislative actions.

1. Require specific, clear reporting for a “large tax shelter”

We recommend the enactment of a new Section 6115 of the Internal Revenue
Co«rile ﬁtggg would require the following tax return disclosure for a “large tax shelter,”
as de .

e A detailed description of the facts, assumptions of facts and factual conclusions
(including conclusions reg the business or economic purposes or objectives
of the transaction) that are relied upon to support the manner in which the
transaction is reported on the tax return;

o A description of the due diligence performed to ascertain the accuracy of such
ancta, assumptionsedand (!i'act n:imc us}ons; b-- h Ve chief financial

o A statement signed under penalties of perjury by the taxpayer’s chie nci
officer or comparable senior corporate officer with a detailed knowledge of the
business or economic Purposea or objectives of the transaction that the facts are
true and correct as of the date the return is filed, to the best of such person’s
knowledge and belief. If the actual facts varied materially from the facts, as-
sumptions or factual conclusions relied upon, the statement would need to de-
scribe such variances;

e Copies of any written material provided in connection with the offer of the tax
shelter to the taxpayer by a third party;

e A full description of any express or implied agreement or arrangement with any
advisor, or with any offeror, that the fee payable to such person would be con-
tingent or subject to possible reimbursement if the anticipated tax benefits are
not obtained; and .

e A full description of any express or implied warranty from any person with re-
spect to the anticipated tax resuite from the tax shelter.

The disclosure ug':d by new Section 6115 would impose greater corporate and
personal accountability than the reporti uired under the new tax return disclo-
sure regime proposed in the February 28, 2 administrative announcements. In
addition, if a taxpayer fails to satisfy the Section 6115 disclosure requirements for
a “large tax shelter,” a new Section 6716 would impose a $50,000 penalty. If the
nondisclosure were determined to be willful, criminal penalties also would apply.
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The penalty should be a no-fault mnal relating solely to the failure to disclose in-
formation on the tax return. Neither the amount of the new Section 6716 penalty
nor its applicability should be dependent on whether or not the transaction 1'1)10 issue
results in a tax deficiency. Moreover, the nondisclosure penalty would be totally un-
related to any 'Kenalty to which the taxé)ayer might be subject under Section 6662.

We believe the proposed Section 671 tgexw.lty should be subject to a reasonable
cause exception permitting abatement of the penalty if the taxpayer establishes that
it exe due diligenoe in attempting to accurately report the relevant informa-

tion (e.g., that it had appropriate fact-gathe roced in pl d that it did
its beatgto follow ',hem).pp P & ring p tres In place an

2. Broaden the substantial understatement penalty to cover outside advisors, pro-
moters and “tax indifferent parties”

In any situation in which the substantial understatement penalty of existing law
is imposed on the taxpayer, a penalty also should be img:med on any outside advi.
sors who rendered favorable tax advice or opinions used in the promotion of the tax
shelter, and promoters who actively participated in the sale, planning or implemen-
tation of the tax shelter. The same type of penalty should afao be imposed on any
“tax indifferent party,” unless any such party can establish that it had no reason
to believe the transaction was a tax shelter with respect to the taxpayer. The pen-
alty should not be imposed on advisers who rendered opinions that comply with our
proposed Circular 230 amendments.

Such penalties should be set at levels commensurate with the fees or benefits
such parties stood to realize if the transaction were successful. In addition, separate
a) ural rules should be provided to assure such parties of due process, similar
the rules applicable in the case of penalties on tax return preparers.

3. Define “large tax shelter” for purposes of proposed disclosure requirement

The definition of “tax shelter” presently contained in section 6662(dX2XCXiii)
should be retained. The term “large tax shelter” would be defined as any tax shelter
involving more than $10 million of tax benefits in which the potential business or
pre-tax economic benefit is immaterial or insignificant in relation to the tax benefit
that miqht result to the taxpayer from entering into the transaction. In addition,
if any element of a tax shelter that could be implemented separately would itself
be a “large tax shelter” if it were implemented as a stand-alone event, the entire
transaction would constitute a “large tax shelter.”

4. Clarify that, where the economic substance doctrine afplies, the non-tax consider-
ations must be substantial in relation to the potential tax benefits -

Most courts, as well as careful tax advisors, apply the economic substance doc-
trine by weighing the potential tax and non-tax results of a contemplated trans-
action. We think this is entirely consistent with long-standing congressional intent,
and we recommend that Congress codify the weighing requirement of the butter case
law. We believe that codification of this rule is desirable to provide a clear state-
ment of the standard generally applied by courts under the economic substance doc-
trine, and would prevent reliance on unclear or conflicting judicial articulations of
that standard in rendering opinions on tax-driven transactions. In this regard, we
were pleased to see that the D.C. Circuit's opinion in ASA Investerings rejected ar-
guments that de minimis nontax economic attributes are sufficient to sustain a tax-
motivated transaction. Any such codification would not, however, displace current
law where the business purpose test is currently applieé without a weighing of the
tax and business objectives, such as the business purpose rules applied in the con-
text of section 355 and in most tax-free corporate acquisitions.

5. Articulate a clear Congressional policy that existing enforcement tools should be
utilized to stop the proliferation of large tax shelters

Congress should make clear its view that examination of large tax shelter trans-
actions by the Internal Revenue Service should be considered a tax administration
priority. This should include the application of both civil and criminal penalties
when appropriate.

D. Amplification of Certain Legislative Recommendations

1. Return Disclosure Requirement

a. Rationale _ .
We seek to achieve two objectives in proposing enactment of a “large tax shelter”

return disclosure requirement. The first objective is to reduce the incentive to en-

age in transactions that would not withstand scrutiny on the ground that the like-
fﬂ\ood of detection is small. Many tax shelter products and transactions are com-



208

prised of purportedly separate transactions or steps, often intended to obscure the
overall transaction and frequently involving steps both within and outside the
United States. As such, these transactions are extremely complex and often impos-
sible to detect through information contained in a tax return, even by an experi-
enced revenue agent. We believe Congress should mandate specific tax return disclo-
sure obligations that will lessen the significant role that the likelihood of escaping
detection currently plays in the corporate tax shelter equation. On the assumption
that a return disclosure :g:tem is designed to be compliance friendly, as we believe
it can be, the argument that lei:timata transactions may be affected should be con-
sidered with a healthy dose of s ex;ticiam. Whether legitimate in the eyes of the tax-
payer or not, we would ask what is inappropriate about fair disclosure in a tax re-
turn context, even if the transaction is legitimate?

The second objective of the proposed return disclosure requirement is to encourage
taxpayers and their advisors to pay careful attention to the actual facts underlying
the proposed transaction prior to its consummation. We remain concerned, as we
have previously testified, that often the facts assumed in analyzing the tax shelter
are not the facts that actually occur. We believe the return disclosure requirement
will underscore the importance of the actual facts of the transaction and encourage
the taxpayer and its advisors to more carefully scrutinize the transaction in ad-
vance.

b. Certification by a senior officer

We believe the proposed senior officer certification is an extremely important com-
ponent of the return disclosure requirement for two reasons. First, the senior busi-
ness people within the organization who likely were involved in implementing the
transaction, and, thus, who likely are most familiar with the actual facts, be
involved in preparation of the certification.’ It will be in the direct interest of the
senior officer to assure such involvement, and there will be much less risk that the
taxpayer's return position will be based on other than the actual facts.

cond, because these transactions by definition are large (we suﬁest a $10 mil-
lion reporting threshold) and because they are very aggressive, we think it is appro-
priate to encourage the taxpayer'’s senior management to personally consider the

roposed transaction. If the chief financial officer or a comparable senior officer

ows that he or she will be required to execute the certification, we expect the offi-

cer will be much more interested in being personally advised of the transaction and
of its risks before it is consummated.

Because of the potentially serious civil and criminal penalties that could result
to a corporate officer who commits perjury by executing an inaccurate certificate,
the legislation should provide appropriate separate administrative and judicial pro-
cedures that will accord the officer full due process. To this end, procedures should
. be established for reviewing officer certification issues that are independent of the

" audit process. R

Mr. Chairman, the Tax Section attaches particular importance to the proposed
large tax shelter return disclosure requirement because we believe it has the poten-
tial to accomplish two im(l)ortant objectives: (1) reduce the incentive to relly on non-
discovery by the IRS and (2) encourage a more careful factual and legal analysis
of the transaction on the front end, before the transaction is consummated. A disclo-
sure requirement which has this effect will make a significant contribution to tax
administration and the American people’s confidence in the tax system.

2. Affirmation of Economic Substance Standard

We are aware that certain advisors have taken the position that any amount,
even a de minimis amount, of risk, profit or other economic return is sufficient to
satisfy the judicial economic substance doctrine. While we are confident that this
view does not reflect present law, it is important to foreclose such ass;rr:l;(:r)ll)/lt is
for this reason that we make the relatively modest suggestion that Con egisla-
tively affirm that when a court determines the economic substance doctrine applies,
the taxpayer must establish that the non-tax considerations in the transaction were
substantial in relation to the potential tax benefits. .

Our recommendation does not require the Congress to adopt a definition of eco-
nomic substance or specify the particular circumstances in which the doctrine is rel-
evant. We think both of these matters are best left to the courts where judicial dis-
cretion can be applied on a case-by-case basis. However, we think it is appropriate

~ 5Some unincorporated businesses that will be subject to the reportipf requirement may not
have officers. Thus, it will be important for the legislation, or the legislative history, to make
it clear that in such circumstances the certification must be executed by the person with respon-
sibilities comparable to those of a senior corporate officer. —
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and important for the Congress to affirm what we believe to be current law, namely,
that the non-tax considerations in the transaction must be substantial in relation
to the potential tax benefits. It would also be helpful if Congress would make it
clear that in evaluating the non-tax ;lapem of a transaction, such as potential eco-
nomic profit, all of the costs associated with the transaction, including fees paid to
promoters and advisors, should be taken into account.

To be clear, we do not support codification of any particular formulation of the
economic substance doctrine. We believe it would be prohibitively difficult to codify
the doctrine without creating untold and unintended effects to ordinary business
transactions and qoasiblg;even missing transactions that ought to be covered. Rath-
er, we propose to leave to the courts when and how to apply the doctrine. Qur nar-
row proposal is simply that Congress confirm that de mis non-tax benefits will
not sustain a tax motivated transaction and instead that economic attributes must
be substantial in relation to tax benefits, as ASA Investerings decided.

One of the arguments that we expect the Committee continue to hear from
orponenta of corporate tax shelter legislation is that the Internal Revenue Service
already has the tools to deal with corporate tax sheltérs on its own, without legisla-
tion. Last week's administrative steps by the Treasury Department and the Internal
Revenue Service will be cited as examples of action that could have been taken long
ago; the argument will be made that no legislation is appropriate at least until the
effectiveness of such administrative attempts can be gauged. Recent court decisions
i?’ ‘Eihe Commissioner’s favor may be cited as additional proof to support this point
of view.

We urge the Committee not to accept these assertions. The administrative actions
are important and they should be welcomed by the Committee. But legislation is
needed to fill in the gaps that are beyond the power of the Treasury and IRS. Ours
is a self-assessment system. It works best when taxpayers are motivated to take
their return reporting obligations seriously. We think it is important to modify the
behavior of taxpayers, their tax advisors and those involved in the marketing of tax

-shelters through an improved self-policing system. Changes to Circular 230 will
help. Increased reporting requirements and audit activity by the Internal Revenue
Service is very important. But, Congress also has a responsibility. We urge the Com-
mittee to take the lead by adoptin legislation along the lines we recomrnend. As
you proceed in your deliberations, please know that members of the Tax Section are
prepared to lend a helping hand.

CONCLUSION

Mr. Chairman, thank you for the opportunity to appear before the Committee
today. I will be pieased to respond to any questions.

PREPARED STATEMENT OF ROBERT H. SCARBOROUGH

My name is Robert Scarborou%h, and I appear in my capacity as Chair of the Tax
Section of the New York State Bar Association. The Tax Section’s membership in-
cludes about 3,000 tax lawyers who work in private practice, in businesses and in
government. Each year the Tax Section, through its Executive Committee, prepares
several dozen reports analyzing proposed tax legislation and regulations, and other
tax law topics, for submission to federal, state and local government officials.

We believe that the two subjects of today’s hearing—corporate tax shelters and
penalty provisions in the Internal Revenue Code—are closelg related. Changes to
current penalty rules can play a major part in addressing the serious issues pre-
sented by corporate tax shelters. My statement today focuses on this relationship,
$d does not consider other questions raised by proposed reforms of current penalty

es.

As part of our function of commenting on proposed legislation, the Tax Section
submitted two reports last year on proposals de with corporate tax shelters in
the President'’s 2000 budget.! In these reports, we stated that there are serious
and growing problems with aggressive, sophisticated and, in some cases, artificial
transactions designed almost entirely to achieve a particular tax advantage. We also
sulzgorted cgfmges to current accuracy-related penalty rules as a partial response
to those problems.

Since ?ve submitted our reports last year there have been a number of develop-
ments relevant to these issues, including release of studies of corporate tax shelters

INew York State Bar Ass'n Tax Section, Report on Corporate Tax Shelters, April 23, 1999;
I;X;gg York State Bar Ass'n Tax Section, Eieport on Certmrpr? Tax Shelter Provigsions, June 22,
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and penal&mform by both the Staff of the Joint Committee on Taxation? and the
Treasury m&artment.’ Early last month, the Administration released its FY 2001
budget, w includes proposals similar to those in last years budget and in the
Treasury study on corporate tax shelters. Most recently, on Feb 28 the Inter-
nal Revenue Service issued temporary regulations imposing new osure rules,
and it announced other measures.4 Although in nay statement today I will generally
be restatin,% itions the Tax Section has already taken publicly, I will also take
into account these more recent developments.

Tax shelters take many complex forms, but in general they are transactions en-
tered into to reduce tax, without m _ economic risk or potential for profit,
by exploiting noneconomic features of the tax law in unintended ways. They often
involve 8 income to tax-exempt parties, and often are marketed to a number
of different corporations.

In addition to lost tax revenues, proliferation of corporate tax shelters has a corro-
sive effect on the tax system. The constant promotion of largely or wholly artificial
transactions breeds significant disrespect for the law, encouraging responsible cor-
porate taxpayers to expect such transactions to be the norm, and to follow the lead
of other taxpayers who have engaged in them.

The roots of the tax shelter phenomenon are complex and varied. One is the na-
ture of the tax law, which is filled with noneconomic and sometimes arbitrary dis-
tinctions between transactions and instruments that differ little in substance; tax-

ayers have strong financial incentives to take advantage of structural flaws in the
aw. Another cause is innovation in financial engineering, which has made it easier
to manage risk, thereby minimizing the real economics of complicated transactions
that arbitrage discontinuities in the tax law. .

A third cause—on which I want to focus—is the cost-benefit calculation faced by
corporate executives considering shelter transactions. As the Staff of the Joint Com-
mittee on Taxation has stated, “[alnother factor contributing to the proliferation of
corporate tax shelters is that, in many cases, the expected tax benefits from the tax
shelter far outweigh the associated costs.”® In weig these costs, taxpayers must
of course consider the risks that the Internal Revenue Service will detect the trans-
action and successfully dispute the interpretation of the law on which it relies. Tax-
payers generally recognize that the legal basis of these transactions is far from cer-
tain; applicable technical rules may unclear and common law requirements of
“economic substance” and “business purpose” may not be met. Taxp:ﬁfrs also recog-
nize, however, that the government faces significant resource constraints and cannot
deal quickly with tax-motivated transactions either by issuing guidance on applica-
ble substantive law or by detecting and challenging them. .

Even if a shelter transaction is detected and successfully challen%ed, there is un-
likely to be any downside other than denial of the tax benefit sought and payment
of interest at a slightly increased rate. It is generally believed that no penalty will
be imposed under current law if the corporation relies on an opinion of a {mfes-
sional tax advisor. Internal Revenue Code section 6662 imposes a penalty of 20 per-
cent on the portion of any underpayment attributable to any substantial understate-
ment of income tax, with certain exceptions. Section 6664, however, provides that
the penalty does not apply to any portion of an understatement for which there is
reasonable cause and the taxp:‘)‘rer acted in good faith. Regulations provide that this
standard generally is met in
relies on the opinion of a professional tax advisor that analyzes the pertinent facts
and authorities and unambiguously states that the advisor concludes that there is
a greater than 50-percent probability that the tax treatment sought will be upheld
if challenged by the Internal Revenue Service.® Although reliance on an opinion is
not dispositive under these regulations, taxpayers obtaining such an opinion gen-

_ esrt:llﬂy would not view the risk of a penalty as significant. Both the Joint Committee

and the Treasury Department, in the studies they released last year, have ex-

28taff of the Joint Comm. on Taxation, Study of Present-Law Penalty and Interest Provisions
as Re(iuired by Section 3801 of the Internal Revenue Service Restructuring and Reform A.ct of
é998 (Including Provisions Relating to Corporate Tax Shelters) (JCS-3-99), July 22, 1999 ( JCT

3Department of the Treasury, The Problem of Corporate Tax Shelters: Discussion, Analysis
and l&*l lative Pro; , July 1999 (*Treasury White Paper”); Department of the Treasury, Of-
fice of Tax Policy, polr;g%o *he Congress on Penalty and Interest Provisions of the Internal
Revenue Code, October .

4Tax Shelter Disclosure Statements, 66 Fed. Reg. 11,2056 (2000); Requirements To Msintain
List of Investors in Potentially Abusive Tax Shelters, 656 Fed. Reg. 11,211 (2000); Corporate Tax
Shelter Registration, 66 Fed. Reg. 11,216 (2000).

8JCT Study at 211.

STreas. Reg. §1.6664—4(eX2).

e case of a corporate tax shelter if the corporation.
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pressed the view that the secticn 6662 penalty is not a significant deterrent under
current law, due to reliance on “more likely than not” opinions.?

Because the cost-benefit calculation faced by corporations is a major cause of the
tax shelter phenomenon, we believe that measures to change this calculation must
Silﬁy an important role in dealing with it. This calculation can be changed in several

erent ways. It can be changed by increasing the risk that a transaction will be
identified for challenge by the government. The calculation can also be changed by
increasing the cost if a transaction is successfully challenged, both by increasing the
amount of penalties and by making it more difficult to avoid them.

The measures announced by the Service on February 28 will certainly facilitate
its efforts to detect and respond quickly to tax shelters. They include (i) tax shelter
registration regulations to implement section 6111(d), (ii) requirements that cor-
porations ente into tax shelters file disclosure with their returns, (iii) require-
ments that shelter promoters maintain lists of investors, and (iv) establishment of
a new Office of Tax Shelter Analysis within the Internal Revenue Service. The new
office, if it is given adequate resources, will provide a valuable service not only to
the government in enforcing the law, but also to taxpayers if it ensures that exam-
ining agents apply consistent standards.

e new regulations may also make it more difficult for taxpayers that are suc-
cessfully challenged to avoid the accuracy-related penalty of section 6662, by lim-
iting the exception for taxpayers who rely in good faith on a professional’s opinion.
The preamble to the new disclosure rules warns that failure to make required dis-
closures may show lack of faith for p ses of the penalty.

The Internal Revenue Service cannot, of course, increase penalties or impose a
strict liability standard for tax shelters without Congressional action. The Treasury
Department thus has pro d legislation raising the section 6662 penalty to 40 per-
cent for items attributable to corporate tax shelters and imposing strict liability.
The penalty would be reduced to 20 percent if the taxpayer has satisfied certain dis-
closure requirements. The 20-%ement ‘penalty for disclosed items could be completely
avoided if the taxpayer also had a “strong chance” of sustaining its position and
acted in good faith.

The Tax Section supports the approach of this legislative proposal. In our report
last April we supported increasing the substantial understatement penalt{ for cor-
porate tax shelter items to above 20 percent, with no exception for reasonable cause
or good faith, if the taxpayer has not made disclosure. In fact, in our report we ex-
pressed support for a strict liabilit, penal%.l but at a substantially lower level, even
where the taxpayer has made disclosure. Thus, the approach we endorsed last year
would have gone farther than the Treasury’s most recent legislative proposal, which
would not impose strict liability if the taxpayer has made disclosure.

We acknowledge that increasing accuracy-related penalties for tax shelters and
narrowing or eliminating exceptions will put considerable pressure on the definition
of those transactions. Changes of the kind the Treasury has proposed, and we have
endorsed, may also increase significantly the leverage of Internal Revenue Service
agents in some audits of corporate taxpayers. Because we believe it is crucial to in-
crease the risk associated with entering into corporate tax shelters, however, we
concluded on balance that these effects are acceptable provided (a) the penalty is
imposed only if the taxpayer’s position ultimately is not sustained as a matter of
substantive law, (b) the amount of the penalty is reduced if the transaction is dis-
closed on the taxpayers return, and (c) the penalties are limited to corporate tax
shelters, as appropriately defined. In addition, to ensure that the threat of height-
ened sanctions is not used inappropriately or inconsistently in audits, consideration
might be given to i Internal Revenue Service National Office coordination
of their use, perhaps ugh the new Office of Tax Shelter Analysis.

We would like to emphasize that it is particularly important to define trans-
actions subject to heightened penalties in a_manner that distinguishes artificial
transactions, designed to produce a tax benefit only, from legitimate corporate tax
planning. We believe that a distinction must be drawn between (a) ?lanmng that
structures a business transaction in a tax-efficient way, even if such planning takes
advantage of noneconomic legal rules, (b) and lm;sely or wholly artificial trans-
actions entered into solely to produce tax benefits. We would not support measures
that ignore this distinction or define corporate tax shelter in an overly broad way.

The definitions used in the tax shelter registration regulations and in the new dis-
closure rules issued on February 28 are quite expansive. The Tax Section has not
yet had an opportunity to review these definitions carefully, and we expect to sub-
mit our report to the Treasury and Internal Revenue Service commenting on them
sometime during the next few months.

7JCT Study at 214-216; Treasury White Paper at 90.
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One of the reports we submitted last year included a detailed and precise defini-
tion of the %e of transaction we believe should be subject to heightened penalties
and strict liability. We would be pleased to work with Congress to develop a defini-
tion of transactions that should be subject to such sanctions.

We believe the focus of efforts to deal with the corporate tax shelter problem
should be on changes to penalty and disclosure rules. We do not a\:‘l:rort at time
proposals to change substantive law with general anti-avoidance rules that override
8 ¢ technical rules. There is little evidence that current law judicial doctrines
of economic substance and business purpose are inadequate to allow the government
fueeeasfully to deal with tax shelters in litigation, once they are detected and chal-
e .

e also oppose at this time adoption of proposals that would either (a) impose
an excise tax on fees received in connection with corporate tax shelters, or (b) im-
pose tax on income allocable to tax-indifferent parties.

Mr. Chairman, thank you for the opportunity to appear before the Committee
today. I will be pieaaed to answer your questions.

PREPARED STATEMENT OF CHARLES W. SHEWBRIDGE, III

Good morning. 1 am Charles W. Shewbridge, III, Chief Tax Executive for
BellSouth Corporation in Atlanta, Georgia. I appear before you today as the Presi-
dent of Tax Executives Institute, the preeminent group of corporate tax profes-
sionals in North America. The Institute is pleased to present testimony on two re-
lated, but independent, issues—(1) reform!nﬁ the Internal Revenue Code's general
interest and penal?' provisions (including the standards to which taxpayers and
practitioners are held), and (2) addressing the critically important issue of corporate
tax shelters, by ensuring that taxpayers, practitioners, and promoters have suffi-
cient incentive to comply with the law without unduly interfering with legitimate
business transactions.

After providing an overview of developments since this Committee held an Qpril
1999 hearing on the corporate tax shelter provisions of the President’s Fiscal Year
2000 budget and briefly s ing TEI's conclusions and recommendations, this
statement separately provides detailed comments on the two subjects of today’s
haaﬂn&ﬁut, we focus on the recommendations made last year by the staff of the
Joint Committee on Taxation and the De nt of the Treaa\u?' relating to the
Internal Revenue Code’s interest and ty provisions generally (other than those
relating to corporate tax shelters). Next, we turn to the various proposals, including
thoee in the Administration’s Fiscal Year 2001 budget, that have been made in re-
spect of corporate tax shelters. '

BACKGROUND

Tax Executives Institute was established in 1944 to serve the professional needs
of in-house tax practitioners. Today, the Institute has 62 chapters in the United
States, Canada, and Europe. Qur more than 5,000 members are accountants, attor-
neys, and other business professionals who work for the largest 2,800 companies in
the United States and Canada; they are responsible for conducting the tax affairs
of their companies and ensuring their compliance with the tax laws. TEI members
deal with the tax code in all its complexity, as well as with the Internal Revenue
Service, on almost a daily basis. Most of the companies represented by our members
are part of the IRS’s Coordinated Examination Pro pursuant to which they are
audited on an ongoing basis. TEI is dedicated to development and effective im-
plementation of sound tax policy, to promoting the uniform and equitable enforce-
ment of the tax laws, and to re&ucing the cost and burden of administration and
compliance to the benefit of taxpayers and government alike. Our background and
experience enable us to bring a unics:e and, we believe, balanced perspective to the
interest and penalty provisions of the Internal Revenue Code in general and the
subject of corporate tax shelters in particular.

THE EVOLVING LANDSCAPE

Last Ag{ril. my predecessor as President of Tax Executives Institute (Lester D.
Ezrati of ewlett-Backard Com ) presented testimony to this Committee on the
corporate tax shelter provisions of dent Clinton’s Fiscal Year 2000 budget. Al-
though acknowledf'ing that the Administration had identified a significant issue re-
quiring alctiq 'I.:E s testimony last spring urged Congress to move cautiously before
enacting on.
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TEI's plea for caution was prompted not only by our conclusion that the IRS had
already taken several effective steps toward stanc{mg abusive transactions, but also
by our concern that the cumulative effect of the Administration’s proposals could
well be to impede legitimate business transactions and to undermine the effective
administration of the tax law by impairing the audit process. Quite candidly, we
were also concerned that, inasmuch as the Treasury Department and IRS had not
undertaken to quantify the sco%e of the so-called corporate tax shelter program or
even to define what was meant by the term “corporate tax shelter,” the dehﬂstrw
tion might legitimately be criticized as eng:gixg in a “ready, fire, aim” exercise. Be-
fore nm%dnf to judgment, TEI recommended, Congress should ensure that it had a
complete picture of the facts—the extent of the problem, the reasons for the prob-
lems, the tools at the Treasury Department's and IRS's disposal to deal with the
B\mbfem, and the consequences (both intended and unintended) that might flow from

e potpourri of proposals put forth by advocates of change.

Several things have occurred since that April hearing that are worthy of note.
First, as already noted, both the Treas Department and the staff of the Joint
Committee on Taxation completed comprehensive studies on corporate tax shelters
(as well as on the interest and penalty provisions of the Code generally).! Second,
the IRS continued to challenge over-a ssive tax-reduction schemes and the courts
sustained those efforts, thereby viv&gﬁg the economic substance and business pur-
pose tests of the common law. Third, the Administration did not rigidly hew to its .

original p{%?osals but instead responded ositively o the comments and suggestions
- made by TEI and others. Although certain aspects of the Treasury’s revised legisla-
tive proposals (as reflected in the President's Fiscal Year 2001 budget) remain prob-
lematic, they have clearly been improved. Fourth, the IRS established an Office of
Tax Shelter Analysis to collect and analyze information on the depth and breadth
of questionable transactions. And finally, just last week, the Treasury Department
moved decisively to support the IRS's enforcement efforts by issuing comprehensive
proposed and temporary regulations to enhance disclosure requirements by both
promoters and taxpayers and by promising to revise the standards of conduct to
which lawyers, accountants, and other tax advisers are held.

Tax Executives Institute believes that these developments, in the aggregate, are
guite positive. In our view, they confirm the soundness of the call last year that
'‘Congress proceed ‘prudently and base its actions not on isolated cases and narrow
(albeit disturbing) anecdotes, not on rhetoric, but on reality. TEI views this hearing
as the next step in the process.

SUMMARY OF TEI RECOMMENDATIONS

A. Penalty and Interest Provisions

Mr. Chairman, based on media reports, “corporate tax shelters” are the flavor of
the week, attracting attention and in some instances tri Eering overreaction in
terms of the size and significance of the problem. Although TEI agrees that the sub-
ject of corporate tax shelters is important, we believe it is extremely important not
to give short shrift to the other subject on the agenda todzg: the important work
done by the Treasury Department and the staff of the Joint Committee on Taxation
on the penalty and interest provisions of the Code. TEI's recommendations and con-
clusions can be summarized, as follows: .

s The interest-rate differential should be repealed in its entirety and the interest

charged on under- and over-payments should be equalized.

e The rate of interest on under- and overpayments should equal the applicable
federal rate plus no more than two or three percentage points.

o The estimated tax penalty should be converted to an interest charge and a safe
harbor should be created for all ayers, corporations and individuals.

¢ The Internal Revenue Service's ability to abate interest should be expanded.

o A dispute reserve account to suspend the running of interest while an issue is
disputed by the taxpayer and the IRS should be established. TEI believes the
proposal has gl:eat promise, not only because it would advance the principle
that interest should be pai& for the use or forbearance of money but because
it would encourage the early payment of amounts in dispute.

1See Office of Tax Policy, U.S. Department of the Treasua, The Problem of Corporate ‘Tax
Shelters: Discussion, Analysis, and Legislative Proposals (July 1999); Staff of the Joint Com-
mittee on Taxation, Study of Present-Law Penalty and Interest Provisions as Re:}uired by Sec-
tion 3801 of the Internal Revenue Service Restructuring and Reform Act of 1998 (Including Pro-
visions Relating to Corporate Tax Shelters) (JCS-3-99) (July 22, 1999) (hereinafter cited as the
“Joint Committee Study”); Office of Tax Policy, U.S. Department of the Tmuur{,ellegg;t to the
Congress on Penalty and Interest Provisions of the Internal Revenue Code (October 1999) (here-
r cited as the “Treasury Report”).
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e The Code’s penalty regime should encourage disclosure by taxpayers. The
standards for imposing penalties should be ?armonized anx conais{cntly a
plied. Further, there should be a realization that certainty and fairness of appli-
cation play a more prominent role in encouraging compliance than reflexively
increasing penalty rates

¢ The pension-rela pelialtiea should be consolidated for enforcement purposes
under a single government agency.

B. Corporate Tax Shelter Proposals

From the outset, TEI has acknowledged that over-aggressive tax-advanm%d prod-
ucts are being marketed and agreed that this poses a challenge to the efficacy of
the tax system. The Institute firmly believes that the key to stopgh:ﬂ such abuses
is the effective administration of the tax law. To be sure, the law should be ¢

if the law needs to be changed, but a plethora of new penalty provisions—or the
codification of the economic substance doctrine—is no subatitute for ”“"-Fﬁ but fair,
enforcement of the laws that are already on the books. In other words, I believes
that the IRS must do more to challenge and curtail questionable transactions, in-
clu raising practitioner standards, and where appropriate, asserting penaitiea
more uently. For this reason, the Institute applau e announcement that the
IRS has created an Office of Tax Shelter Analysis to identify, quantlg, and develop
comprehensive ap%oaches to de with tax shelters (inciuding e issuance of
needed guidance). Without the IRS's focused involvement in the process—without its
input on defining the nature and scope of the problem and the administrative steps
that it can and should take under current law—TEI regrets that legislative pro-
posals to stanch tax shelter activity ex ante will miss the target and impede legiti-
mate transactions.? :

In addition to belie that a much clearer definition is needed of the term “tax
shelter,”s TEI offers the following summary of its conclusions and recommendations
conce corporate tax shelters:

e Adoption of substantive tax v?roviaions with subjective standards (e.g., a so-

ed super section 269 provision or codification of the business purpose test

or economic substance doctrine) is unnecessary, would be difficult to effect (be-

cause of the drafting challenges it would pose), and would be counterproductive.

¢ To facilitate the administration of the law (i.e., the examination of transactions

and the publication of timely guidance shutt:it;f down abusive transactions), tax

shelter promoters and taxpayers should be obliged to provide meaningful, albeit
R rotiva. savly warning disclosure regime (pre-tax. return filing) requi

. e ve early warning osure regime (pre-tax return
promoters to reg{ster their products mayg‘v?ell require new legislation, ougng
we commend the Treasury Department on the steps it took last week in issuing
proposed and temporary regulations under sections 6011 and 6012 of the Code.

o As for taxpayers, enhanced return disclosure requirements could be imple-
mented by regulation or administrative rule. “Indicators” or “filters” that
prompt a requirement to register or disclose a transaction or that er tax-
mer penalties for non-disclosure should be objective and easy to alivp y. The

asury Department’s recently issued regulations under sections 6011 (as well
siss sfction £ 1) significantly advance the debate over the proper standards for
closure.

o Proposals for a separate attestation of a transaction by a senior eoli'ﬁorate offi-
cer, especially when accompanied by the imposition of personal liability for the
filing of an inaccurate attestation, should be rejected. The proposals could lead
to examinations of attestations rather than examinations of transactions, and
greatly impair the audit process.

2TEI remains concerned that the unintended adverse consequences flowing from overbroad or
rly drafted Froposals could be significant. This point wag underscored by Thomas J. Smith,
ﬁ"s Birector of the Heﬁg Manufacturing, Construction, and Transportation Industry, during
a recent conference on Modernization Conference. In response to a question, Mr. mith re-
Ported that some IRS employees had erroneously characterized meara\ tax credit claims as
‘corporate tax shelters.”
3aWithout a clear definition, it will be impossible to craft careful, targeted solutions that do
not either adversely affect legitimate business transactions or disrupt.the examination process.
This is true whether the definition relates to a substantive proposal, such as the proposed codi-
fication of the economic substance test; to a penalty provisions; or “merely” to a provision requir-
ing registration or disclosure of a “reportable transaction” where one or more factors (née indica- _
m?xf'mwfﬁ)mwn;gmﬁ t forth relatively straightforward criteria for determini
ence, the ons set forth relatively s orward criteria for determining
whether a u-ansactio‘tlxnirs a “reportable transaction” u&ject to disclosure. Altho TEI has not
yet completed its analysis of the regulations (and whether the proposed stan should be re-
vised or narrowed), it agrees that such an approach is appropriate.
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¢ Proposals to increase the accuracy-related penalty from 20 to 40 percent in re-
spect of tax shelters or to eliminate the reasonable cause exception should be

rej .

o To the extent a problem exists with the current penalty regime, TEI believes
it lies not in the penalty being too low, but too high, combined with the lack
of consistent, me enforcement activity by the in appropriate cases.
In our view, the proposal to reduce the penalty from 40 pereen?to a still high
20 percent in those situations where the transaction is disclosed provides a hol-
low incentive to ayers. )

o The Institute questions the efficacy of the hly confident” standard proposed
by the staff of the Joint Committee on Taxation because it presumes a greater
degree of precision than exists with the current tax law. Moreover, we are con-
cerned that a Erroliferation of penalty standards will spawn greater complexity
in the administration of the ﬁnalty regime. Finally, the risk-reward prolile for
tax-shelter promoters should be s cantly modified.

¢ In recognition of the complexity of the tax law and to provide an incentive for
disclosure of transactions, a reasonable cause exception to the imposition of pen-
alties should be retained. To deter opinion shopping and ensure that opinions
are based on the actual facts of a transaction rather than unjustified assump-
tions, the scope of the reasonable cause exception should be clarified.

e In aédition, consideration should be given to adopting a new penalty on tax
practitioners and concomitantly strengthe Circular 230 to increase account-
ability by heightening practitioner stand of conduct. Thus, we commend
Treasury Secretary Summers for committing the Administration to issuing re-
vised regulations within six months. e

INTEREST AND GENERAL PENALTY PROVISIONS

A. Background

TEI has long believed that the Code’s interest and penalty provisions are unduly
complex and inequitable, and they impose unreasonable burdens on both taxpayers
and the government. The interest aﬁroviaions can operate in an unfair manner and
are difficult to administer, especially when taxpayers have overlapping periods of
under- and overpayments. In many cases, the provisions (such as the estimated tax
provisions) have served as an inappropriate penalty, rather than as recompense for
the time value of money.

Moreover, the calculation of interest itself—with its restricted interest provisions
and requirements for compounding and netting—is inordinately difficult and leads
to errors by both the government and the taxpayer. Almost every TEI member can
recount a protracted tale, if not a horror story, of convoluted, complicated, and ulti-
mately incorrect interest calculations. For reason, taxpayers doubt the IRS's
ability to compute interest accurately, and they frequently incur significant expense
in hiring outside consultants to review interest charges—often without the benefit
of a print-out of the IRS calculations. We recognize that much of the cause of the
problem lies in the IRS's computer system (which is in the process of being re-
¥laoed). but we believe the IRS can take immediate stegs to assist taxpayers now—
or example, bIY &mvi copies of interest calculations.

In res of the Code's general penalty provisions, TEI believes that they should
be simple, fair, and easy to administer. Unfortunately, the tax law has moved away
from this concept in the last decade where penalty has been piled upon penalty to
target specific areas such as transfer FFr-icing and corporate tax shelters. Rather t
being straightforward, direct, and effective, penalties have become almost as com-
plicated as the underlying provisions they seek to enforce. Dangerously, too, the en-
actment of new, or racheting up of existing, penalties deprives the system of propor-
tionality yvhile‘regresent.ing a politically expedient way of raising revenues without
increasing “taxes.

The tax law seems to have lost track of the concept that penalties should be ap-
plied only in cases of willful (or volitional) noncompliance, and not for every error
or omission. The current structure does not eﬁ'ectiv:R distinguish between the two,
but instead places taxpagers who unintentionally fail to meet some requirement in
the same category with those who willfully decide not to comply. .

It is clearly time for an in-depth review of the Code’s interest and penalty provi-
gions. TEI commends Chairman Roth and the Finance Committee for scheduling

5Section 6631 of the Code (added by the Internal Revenue Service Reetruct\mx:f and Reform
Act of 1998) requires that individual taxpayers be provided with interest calculations after De-
cember 31, . TEI submits that this provisions should apply to all taxpayers and should be
implemented as soon as posasible.
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this hearing to determine the effectiveness of the current interest and penalty re-
gime and to consider recommendations for reform.® .

B. Interest Provisions

1. Elimination of the Interest-Rate Differential

Section 6621 of the Code establishes the rate of interest to be paid on over- and
underpayments of tax. The rate on overpayments of tax by a corporation is the fed-
eral short-term rate plus 2 percentage points; the underpayment rate is the federal
short-term rate plus 3 percentage points.? "Large corporate underpayments” are
subject to an interest equal to the federal short-term rate, plus 5 percentage points
(the so-called hot interest provision).® Thus, the rate of interest the government
charges corporate taxpayers on tax deficiencies is higher than the rate of interest
the government pays on refunds.?

The different interest rates for over- and undemaymenta, coupled with the dif-
ferences for large corporations, have spawned another major complexity in the tax
law—interest netting. The situation arises when taxpayers both owe money to and
are owed noney by the government (but the debts bear interest at different rates)
and is a common occurrence for la?;e corporations that may have overpayments and
underpayments of different taxes for several years as the result of mu{t}{‘year and
overlapgi audits. For example, an IRS determination, say in Year 8, that a tax-
payer should have deducted an expense in Year 1 instead of Year 2 could trigger
an interest charge owing to the interest-rate differential, even though the taxpayer
was a net creditor of the government during the entir:treriod.

In the IRS Restruct Act, Congress established a net interest rate of zero
where interest is payable on equivalent amounts of over- and underpayments of
tax.1® Taxpayers must affirmatively request and—at least at present—calculate the
adjustments needed to achieve a zero net interest rate. Although this provision ame-
liorates the ine%uitﬂ caused by the difference in interest rates, it does not provide
a full measure of relief. It is also an extremely complex provision to administer.

Tax Executives Institute supports elimination of the interest-rate differential.
When the differential was enacted, two reasons were given for applying different
rates to under- and overpayments: (i) financial institutions do not borrow and lend
money at the same rate, and (ii) the differential between the tax interest rate and
the market rate might cause taxpayers either to delay paying taxes or to overpay

8Both the Joint Committee siaff and the Treasury Department make several recommenda-
tions concerning the interest and penalty provisions as applied to individual taxpayers. Given
the composition of its membership and the business-tax focus on its activities, TEI has not ad-
dressed these recommendations, but suggests that many of them—such as the Joint Committee
staff's recommendation that overpayment intereat be excluded from the income of individual tax-
payers—are worthy of consideration.
The IRS Restructuring Act eliminated the differential in respect of individual taxpayers, but
m:ﬁmhir;ﬁimﬁm te und t interest rate applies only to periods after th
e er corporate unde en rate applies o peri r the “ap-
plicable date.” The calculrp:ﬁon of th?:ggllicable date differs. ﬂ‘ the de’t’icieng rocedures apply,
the applicable date is the 30th day following the earlier of the date on whi &) the first letter
of fgmposed deficiency that allows the taxpayer an oéaportunity for administrative review in IRS's
Office of Ap‘reals or (b) the statutory notice of deficiency is sent by the IRS. If the deficiency
procedures do not apply, the applicable date is 30 days after the date on which the IRS sends
the first letter or notice that notifies the taxpayer of the assessment or proposed assessment.
®Under section 6621(a)1), the interest rate on corporate tax overpayments that exceed
$10,000 is only AFR plus 0.6 percentage points, as ({gposed to AFR plus 2 percentage points.
(This provision was enacted in 1994 as part of the Uruguay Round ments Act, Pub. L.
No. 103-465, 108 STAT. 4809, and accordingly is often referred to as “GATT” interest.) Thus,
the potential difference between the interest rate for under- and overpayments for corporations
is 4.6 percentage points. Although the GATT interest rate is effective for purposes of deter-
mining interest for periods after December 31, 1994, the IRS has embraced an unduly narrow
interpretation of the statute ap&ying the lower rate to overpayment interest aecnu§ before
the statute’s effective date. IRS Service Center Advice Memorandum 1998-014 (April 24, 1997).
Indeed, the 1997 memorandum represents a change in position for the IRS, which orifenall{.de-
termined that overpayment interest accrued through mber 31, 1994, would not be subject
to the lower GATT rate. The statutory GATT interest provisions and the IRS’ narrow interpreta-
tion operate to exacerbate the unfairness of the interest-rate differential. .
10The provisions applies to interest for periods beginning after July 22, 1998. In addition, the
rovision applies if: Bf the statute of limitations has not expired with respect to either the un-
Serpayment or overpayment; (i) the taxpayer identifies the overlapping periods for which the
zero rate applies; and (iii) the taxpayer requests the netting before igecelq r 31, 1999. In Rev.
Proc. 99—43': the IRS clarified the transition rule by providlng that—assuming that both statutes
of limitations were open on July 22, 1998—a uﬂm er must file a claim requesting a thatxon
of the net rate of zero by December 31, 1999, only if both the applicable statutes ave ex-
pired before that date.
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them, depen upon the rate of interest a .11 Contrary to the views ex-
pressed in the sury Report (at 121), TEI submits that these reasons—even if
valid in 1986—are no longer applicable. 'f‘axpayem do not deliberately “lend” money
to the government. If such practices ever occurred, they were effectively put to an
end nearly two decades ago by changes to the manner in which, and the rate at
which, interest is calculated.!? Moreover, returning to one rate of interest for both
under- and overpayments will greatly reduce or eliminate the need for netting,
thereby s&n&ﬂcantly simplifying the law and freeing up both taxpayer and IRS re-
sources. Finally, the proposed statutory amendment would address the inequities
arising from the “same taxpayer” rule, pursuant to which under- and overpayments
by related entities (such as with fomiﬁ sales corporation and related supplier ad-
justments) do not result in an overall increase in tax liabilities, but because of the
different rates on over- and underpayments, interest may be owed.

Thus, the Institute believes that the elimination of the interest-rate differential
would complete the reform effort Congress undertook in 1998. See Joint Committee
Study at 73. Equalizing the rates would “provide a better mechanism for achie
the equivalent effective interest rate goal than the net zero interest rate ap&roac
of current law.” Id. at 76. It would also make the benefits of the equivalent effective
interest rates available to all taxpayers, not just those capable of preparing the com-
plicated calculations.
ta'erI therefore recommends that the interest-rate differential be eliminated for all

payers.

2. Rate of Interest

Equalizing the interest rates on under- and overpayments raises the issue of the
appropriate rate of interest to be charged. Current law imposes various rates of in-
teres. ranging from the short-term applicable federal rate (AFR) plus 0.6 (for over-
payments) to 5.0 (for underpAa%ment.s) geroentage points. The Joint Committee study
recommends equal rates of AFR plus 5.0 percentage points (Joint Committee Study
at 73), whereas the Treasury study recommends an undel;'pa ent rate of AFR plus
2.0 to 5.0 percentage points (and an overpayment rate o R plus 2.6 percentage
points) ('I‘reaau.lr'{ Report at 8).

A rate of AFR plus 5.0 percentage points (essentially 11 percent in today’s mar-
ket) is equivalent to the “hot interest” rate that applies to lat;ge corporate underpay-
ments. TEI questions whether this high rate is appropriate for all or even any tax-
payers. As the Joint Committee Study confirms (at 76), large corporations are gen-
erally able to borrow money at a much lower rate. For examgle, a corporate tax-
payer with an “AA” credit rating can borrow money today in the commercial paper
market at 5.85 percent for 30 days—an amount slightly lower than the current
short-term AFR &.45 percent). The current interest rate system—with its provisions
for above-market interest and “hot” interest—operates essentially as a penalty. We
recognize that a blended rate is necessary for ease of administration. We also recog-
nize that, %ure?' from a tax policy standpoint, an argument can be made that inter-
est rates should be skewed, if anything, to encourage overpayment.13 Nevertheless,
we submit the goal should be to approximate a market rate of interest because the
purpose of the interest provision should be to do no more than reflect the time value
of money. TEI respectfully suggests that a rate of AFR plus 2.0 or 3,0 percent would
be much closer to reality. :

3. Abatement of Interest

Under section 6404(e) of the Code, the Treasury Secfetary is granted the discre-
tion to abate the assessment of all or any part of interest due for any period on (i)
a deficiency attributable in whole or part to any unreasonable error or delay by an
IRS officer or employee acting in an official capacity when performing a ministerial
or managerial act, or (ii) a tax payment, to the extent that any unreasonable error
or delay in such payment is attributable to an IRS employee or officer acting in an
official capacity being erroneous or dilatory in performing a ministerial or manage-
rigl act. An error or delay may be taken into account only (i) if no significant aspect
of such error or delay can be attributed to the taxpayer involved, and (ii) after the
IRS has contacted the taxpayer in writing with respect to such deficiency or-pay-

]

1HR. Rep. No. 99-426, 99th Cong., 1st Sess. 849 (1985) (hereinafter cited as “1986 House
gport";; S. Rep. No. 99-313, 99th Cong., 2d Sess. 184 (1986) (hereinafter cited as “1986 Senate
&oBefore 1982, interest rates on tax overpayments and underpayments were adjusted only
once every two years; now they are adjusted on a quarterly basis.

13That is to say, if the interest rate is to provide an incentive either to overpay or to underpay
one's taxes, the incentive should be toward encouraging overpayment.
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ment. There is also limited authority to abate interest in respect of erroneous re-
funds or reliance on erroneous written advice of IRS personnel.

Both the Joint Committee staff and the 'l‘reasuz De ent that the IRS's
authority to abate interest should be expanded, though Treasury’s recommendation
is more circumscribed.* The Joint Committee staff recommends that the IRS be

rmitted to abate interest in cases of gross injustice. Joint Committee Study at 91-

2. Althoufh the “gross injustice” standard establishes a high threshold, adoption
of the Joint Committee staffs recommendation would mark the first time abatement
would be permitted on general equitable grounds. TEI believes that the rec-
ommendation should be adopted, but s ts that the JRS’s administration of this
standard be monitored to determine whether the threshold should be lowered. -

Furthermore, the Joint Committee staff recommends that abatement occur for pe-
riods attributable to any unreasonable IRS error or delay. Joint Committee Study
at 91-92, This provision thus eliminates the managerial or ministerial acts require-
ment, which creates complex factual issues that themselves can lead to audit dis-
m and litigation. The legislative history of the interest-abatement provision con-

that Congress did not intend the provision to be used routinely to avoid pay-
ment of interest, but rather that the provision should operate in instances where
the denial of abatement would be widely perceived as grossly unfair.!® There may
well be instances where the denial of an abatement request may be unfair, but the
taxpayer fails to meet the standards set forth in the statute.

TEI therefore supports the Joint Committee staff's recommendations in res of
the cgbatement of interest and suggests that consideration be given to expanding its
reach.

4. Dispute Reserve Account

In general, interest on under- and overpayments continues to accrue during the
riod that a taxpayer and the IRS dissute a liability. Under section 6404(g) of the
ode, the accrual of interest on an underpayment is suspended if the fails to
notify an individual taxpayer in a timely manner, hut interest will begin to accrue
g\xoe the taxpayer is properly notified. No similar - 1spension is available for other
payers.

Tat:sayers that are unable to promptly resolve their disputes with the IRS face
limited choices. The taxpayer can continue to dispute the amount owed and risk
paying a significant amount of interest, it can pay the disputed amount and claim
a refund, or it can make a deposit in the nature of a bond.

The Joint Committee staff recommends that taxpayers be permitted to deposit
amounts in a special “dispute reserve account” within the Treasury Department.
Joint Committee Study at 97. Access to the account would be permitted upon notice
to the IRS. According to the study, the account “would allow taxpayers to better
manage their exposure to underpayment interest without requiring them to sur-
render access to their funds or requiring them to make a Fotentially indefinite-term
investment in a non-interest bearing account.” Id. at 99. It would also preserve the
taxpayer's access to the U.S. Tax Court while encouraging the prepayment of dis-
puted amounts. Interest paid on the account would be set at a rate that would pro-
vide reasonable compensation to the taxpayer for the use of its money, but should
not encourage the use of dispute reserve accounts as an alternative to investment
in other short-term instruments. Id. at 100.18

The Joint Committee staffs recommendation is a significant improvement over
the cash bond requirement of current law. TEI recommends that it be adopted be-
cause it would advance the principle that interest should be paid for the use or for-
bearance of money and also encourage the early payment of amounts in dispute.
Moreover, TEI recommends that interest accrue on amounts deposited in the ac-
count at the rate established for under- and overpayments of tax.

C. Estimated Tax Penalty
1. Penalty in Lieu of Interest

Under section 6655 of the Code, corporate taxpayers are subject to a Mlttinif
they fail to estimate their tax liability and make quarterly deposits equaf to either
(i) 100 percent of their actual tax liability, or (ii) 100 percent of their ‘pnor year's
tax liab‘l)l?ty. The “prior years tax” option is generally not available to for so-called

14The Treasury Department recommends that the abatement provision be ded only in
resgect ofreling on erroneous written advice from the IRS. Treasury Report at f37.

18 1985 House Report at 844-45; 1986 Senate Report at 208-09.

16 Ths Treasury lg)port does not address this issue.
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large corporations—roughly, corporations whose taxable income is $1 million or
more in any of the preceding three years. The estimated tax penalty is imposed in

lieu of an interest chnrq_a on the underpayments of tax.
-+~ Because of the lack of a meaningt".llﬂ;a}gn

harbor, th: te .
e faces the following choice: e large corporate taxpayer gen

¢ Paying a penalty for underestima its liability, or

o Overpaying its taxes (in order to avold the penalty).1?

The second option—which large corporations are generally required to choose not
only by inte business conduct policies but by the desire to avoid penalties—does
not come without cost. The cost is the effective denial of interest on the amount of
the compelled overpayment by operation of section 6611(e), which provides that in-
terest on an overpayment will not begin to run until the filing of a claim for re-
fund.!® The rules thus act as a “non-penalty” &nalty for corporations.

TEI agrees with the recommendation that the estimated tax penalty be converted
to an interest charge at the rate provided under section 6621 of the Code, which
viould make the interest deductible by cg:gorate taxpayers. See Joint Committee
Study at 114-15.1® The estimated tax d)e ty is, in reality, a charge for the time
value of money and the law should reflect this fact. It is sfmply bad tax policy to
dig&ﬂae an interest charge as a J)enalg

1 therefore supports the Joint Committee staffs recommendations. We also
agree with its recommendation (at 118-19) that, in the pursuit of simplification, the
interest rates should be aligned so that, for any given estimated tax underg:syment
period, only one interest rate applies, f.e., the interest applicable on the first day
of the quarter in which the estimated payment due date arises.

2, Safe Harbor

TEI is disappointed that neither the Joint Committee Study nor the Treasury Re-
mmdresses the need for an estimated tax safe harbor for corporate taxpayers.
use they are not permitted to utilize the prior year’s tax safe harbor, large cor-
rations must base their cluarterly deposits on estimates of their current year's tax
iability. Estimating taxes 1s not an exact science. The existing task is literally im-
gible in light of the complexity of the tax laws, the rapidity with which they have
en ¢ in recent years, the cyclical nature of many businesses, and the nu-
merous adjustments to ncial income that can accurately be done only annually.
TEI submits that there is no valid tax policy reason for denying large corporations
the availability of the prior year's tax rule under section 6656. We therefore rec-
ommend that a safe r, based on a percentage of the prior year's (or the average
of a group of prior years’) liability, be established for large corporate taxpayers.

D. Non-Shelter Penalties -

1. Accuracy-Related Penalties

Currently, the Internal Revenue Code imposes a hodgepodge of penalties to en-
courage taxpayers to file—accurate returns. These penalties employ a variety of
standards, ranging from “more likely than not” (section 6662(dX2)BXi)) and “reason-
able basis” (section 6662(dX2XBXii)) for ayers, to “realistic possibility of being
sustained” (section 6694(c)) and “not frivolous” (section 6694(a)) for return pre-

arers. The less stringent standards are generally applicable for positions that are
isclosed on a return, Joint Committee Study at 152, Table 7 (“Summary of Ex-
isting Standards for Tax Return Positions”).

Section 6662(a) imposes a 20-percent penalty on the J)ortion of an underpayment
attributable to any of the following: (i) negligence or disregard of rules or regula-
tions; (ii) a substantial understatement of income tax; (iii) a substantial valuation
overstatement; (iv) a substantial overstatement of pension liabilities; or (v) a sub-
stantial estate or gift tax valuation understatement. The accuracy-related penalty
was enacted in 1989 to replace several other penalties, including the negligence,
substantial understatement, and valuation overstatement penalties. The penalty is

17The estimated tax rules provide an annualization method that may be employed to avoid
any penalties. Determining annualized tax liability and quarterly estimated payments under
section 6655(e), however, remains far from simple. This process eﬂ'ecﬁvelgm] taxpayers
to prepare five “mini” returns for their estimated tax payments plus their return. By rein-
amﬁn& the prior year's liability safe harbor, Congress could remove the uncertainty associated
with the determination of tax liability from the quarterly eahmaﬁn%and payment Sa“;w“

18The filing of a tax return could constitute a claim for refund, but most calendar-year larﬁ:
corporations will not file returns until close to September 16 (the extended due date of the
return), though any outstanding tax would have to be paid no later than March 16. Thus, there
could be, at a minimum, & six-month period during which no interest would accrue on the
amount of the overpayment.

19 But see Treasury Report at 81 (recommending retention of current law).
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gzxemﬂy not’ imYoeed with res to any portion of the underpayment for which
re is reasonable cause if the ayer acted in good faith. LR.C. mu(ch).

For corporations, an understatement for taxable year is “substantial” if it ex-
ceeds the greater of $10,000 or 10 percent of the tax required to be shown on the
taxpayer's return. LR.C. §6662(dX1). An exception to the penalty is provided for
items in res of which there is substantial authority or adequate osure of

the taxg:ge 8 position.?0 —

The e also imposes a two-tiered penalty on tax return preparers in respect of
positions not ha a “realistic possibility” of belng sustained on the merits. Spe-
cifically, if the position results in an understatement, a genalty will be imposed un-
less the pre r takes steps to ensure the disclosure of the position and the posi-
e Jo fot c%ﬂ:‘iﬁfi&fnc' %Mm(&pmme both d tha

e Jo 8 an nt recommen t pen-
alty standards be harmonized, though they approach the issue in different w':eys.
Their reports focus on two issues:

o Theé appropriate standard imposed on reé and tax return preparers.

. 'ghe appropriate standard imposed for osed and undisclosed return posi-

ons,

The nint Committee staff recommends that, for both taxpayers and return

man um standard for each undisclosed tion on a tax return be that

hmr or mpam must reasonably believe that the tax treatment is “more
like not” correct tax treatment under the Code. Joint Committee Study
at 163. For disclosed sodﬁonn. ihe Joint Committee staff would both sub-
stantial authority and ad te disclosure and would eliminate the reasonable
cause exception of section cX1). Joint Committee Study at 1564-155, Table 8
(“Proposed Standards for Tax Return Positions”). Thus, under the Joint Committee
staffs proposal, the standard in respect of disclosed tions would move from the
disjunctive (substantial authority or disclosure) to the conjunctive (substantial au-
thority and disclosure).

In contrast, the Treasury Department would retain the “substantial authority”

for undisclosed positions and raise the standard for disclosed items to a
‘ﬁ'ugtic r't’o‘:‘{)oigty of success” for both taxpayers and tax return preparers. Treas-
' .

e l;’nltitude of standards now contained in the Code—more likely than not, re-
alistic possibility of being sustained, substantial authority, reasonable basis, not
frivolous—is undeniably confusing and has reduced taxpayers, practitioners, and
preparers to assigning mathematical probabilities to each standard and then divin-
ing (to the extent possible) whether a pro return position meets or exceeds the
applicable standard. The clarity suﬁes by the use of mathematical probabilities
however, is a false one, for the tax law is marked by many things, but mathematical
precision is rarely one of them.3!

These concerns notwithstanding, TEI believes that some adjustment to and har-
monization of taxpayer, practitioner, and prewnr standards is appropriate to en-
courage the filing of more accurate returns. We question, however, whether suffi-
cient attention has been paid to the effect of raising the standard in z%pect of un-
disclosed positions to “more likely than not” (as the Joint Committee stafl s ts).
Such an approach may unleash a torrent of disclosures that consumes valuable IRS
resources and distracts revenue agents from issues more worthy of their scrutiny.
Thus, although we appreciate the surface ap of the statement that “’‘more likely
than not’ is a simple threshold that is easily understood” (Joint Committee Study
at 1563), we are concerned about how an “at least probably correct” standard (id.)
will be applied in practice. As the Joint Committee staff notes, it is unrealistic to
expect yers to file a perfect return. Id. at 162. TEI is voncerned that ayers
may find themselves facing penalties where, several years after they grappled with

20 Special rules apply in res of “tax shelters,” where the penalty can be avoided only if
the taxpayer eshblﬂfm that, in addition to having substantial authority, it reasonably believed
that the treatment claimed was more likely than not the g:oper treatment of the item; adequate
disclosure has no effect on the application of the penalty in respect of tax shelters. These provi-
sions are discussed in the following section of this statement.

31TEI is also concerned about how m a difference exists between the two proposed
standards. What is the difference between Joint Committee staffs recoramendation of a
“substantial authority” which is defined as a 40-percent probability of success—and
the Treasury Departmenfs‘realhﬁc&:uibiﬁtyoflwshndlﬂ—-whwhhdeﬁnodnns&
1/3 percent probability? We submit that it would be almost im ble to analyze a proposed
transaction with such precision. More troublesome, we foresee situations in which a taxpayer’s
mmﬁtionm’a) good faith judgment that a position satisfies the higher (40 t) standard

d be second-guessed by a revenue agent who concludes, also in good faith, that the possi-
bility of success was 6.5 percentage points lower. . )
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the vagaries and interstices of the tax law, a revenue agent or court concludes—
with the benefit of hindsight—that the taxpayer erred in eoncluding its position was
“at least probably right."22 (This concern is heightened in light of the Joint Commit-
tee’s recommendation that the reasonable cause exception of current law be re-
pealed.) If a taxpayer has substantial authority for a return position—e.g., if a court
decision or regulation supports its position—no disclosure should be necessary in
order to avoid a penalty. See Treasury Report at 108.23

Moreover, we do not believe that the case has been made for raising the standard
for disclosed gitions in tespect of taxpayers from a reasonable basis to either a
realistic possibility of success standard (as the Treasury proposes) or a substantial
authority standard (as the Joint Committee staff proposes). Again, the Institute is
concerned that raising the standard would be counterproductive. It may prompt tax-
payers, out of an abundance of caution, to laden down their tax returns with myriad
disclosure forms, thereby greatly diminishing the value of any d;j»articu.lar “needle”
in the burgeoning “haystack.” Overwhelming the system with disclosures will not
aid the administration of the law.24

2. Pension Benefit Penalties

Current law imposes several penalties in respect of the failure to file the Form
65500 series (the annual return/report for &ension plans). The penalties are imposed
by the IRS (under Code section 6652(e)), the Department of Labor (under DOL Reg.
§2560.602(c)-2(d)), and the Pension Benefit Guarantee Corporation (PBGC) (under
PBGC Reg. §4071.3). )

The g?int Committee staff recommends the consolidation into one penalty of the
present-law

penalties imposed by the Internal Revenue Code and ERISA for failure to file the
Form 5500 series. Joint Committee Study at 161. The penalty that would result
from this consolidation would be no less than the existing ERISA penalty for failure
to file. In addition; the staff would designate the IRS as the agency responsible for
enforcing the reporting requirements and replace the Labor Department’s voluntary
compliance program with a similar program administered by the IRS. This would
reduce from three to one the number of government agencies authorized to assess,
waive, and reduce penalties for failure to file. Other penalties imposed for the fail-
ure to file certain reporting forms would also be eliminated. Id. The Treasury De-
partment also supports consolidation of the penalties, but recommends that the ad-
ministration of the penalties rest with the Department of Labor. Treasury Report
at 141. -

In TEI's view, consolidating the penalties would be a marked improvement over
current law. It would simplify the Form 55600 series penalty structure, reduce the
number of potential penalties for failure to file, stre en incentives to comply, and
encourage voluntary compliance by delinquent filers while retaining the most sig-
nificant of the present-law penalties for failuce to file. On balance, we favor the
Joint Committee staff's proposal to have the IRS responsible for administration of
the streamlined regime.

E. Miscellaneous Recommendations

1. Standards Applicable to IRS Personnel

The Joint Committee staff makes several recommendations concerning the admin-
istration of the tax law by the IRS, including a revision of the standards applicable
to IRS personnel under Rev. Proc. 64-22, 1964-1 C.B. 689, which among other
things provides that IRS employees should not adopt a strained construction of the
Code. As the Joint Committee staff notes, “the standards of conduct applicable to

22 After all, the person making the decision whether the taxpayer was “at least probably right”
(i.e.,, revenue agent, Appeals l:jﬁcer, or court) would not even reach that question until con-
cluding that the taxpayer was wrong on the merits.

23Given the additional recommendation to increase the amount of the preparer penalty—from
a two-tier penalty of $250 or $1000 per return to 50 or 100 percent of the fee (Joint Committee
Study at lg%)—'l%l wonders whether sufficient attention has been focused on the potential ad-
verse effect of the higher standards on compliance. . . .

24The Joint Committee Study (at 156) acknowledges that no empirical evidence exists on
whether or how effectively the uses the taxpayer discl